Recovery from financial stress

Cycles, psychology and recovery from
financial stress
Camomille studies cycles and pattern recognition to establish if human behaviour has
any predictive part to play in the roller coaster ride of financial markets.
Cycles happen recurrently in nature, as studied by science including the social sciences
of economics and financial markets. Recovery is an organic and intrinsic part of all
cycles, as humans – and indeed all life forms – show in the course of daily life. Humans
have an ingrained survival instinct that drives them to recover from adversity. We at
Camomille apply research on recovery time from emotional adversity to recovery time
from financial adversity. The patterns of recovery after financial market corrections are
predictable enough to map out, and these patterns determine the signals for our lowrisk, long-term and short-term trades.
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Executive Summary

Pattern recognition analysis and momentum indicators

Camomille’s work is focused on the profitable
exploitation of the three-month cycle of sell-off and
recovery in global financial markets...

Finally we discover how well established and relied upon
technical analysis is as an investment tool. The pioneers
of Dow Theory and the Elliot Wave Principal observed
and documented multiple cyclical and wave patterns in
markets. Their work is supported by studies on crowd
behaviour, and crowd psychology. Technical analysis
becomes important by removing the investor emotional
biases from decision making. We refer to indicators such
as the Coppock Indicator which, like our observation, is
time-based and has its roots in the time it takes to recover
from emotional stress. Our work is interested in the time
it takes to recover from financial stress.

Sell-off, consolidation, recovery...
...where we achieve a win ratio of 60%.
Beyond our proprietary work of testing over a hundred
markets and thousands of years of data we seek to prove
that these patterns are repetitive cycles that have little or
nothing to do with chance.
Cycles
We start with cycles that have long been observed in
nature and therefore studied in the social sciences which,
includes economics and the study of financial markets.
The non-chance validity of cycles is important. We find
that the cycle that interests us satisfies the key criteria as
set out by Dewey: dominance, regularity, repetitive,
constancy of period, distortion, persistence and so on.
This gives us confidence to use these cycles to predict
future cycles and hence profitable trade entry and exit
points.

We find that Camomille’s work is supported by and
confirms all of these important and interesting areas of
study.

Human behaviour
Human behaviour is well known and helps us explain
why our cycle exists and why it can be relied upon to
recur. Whereas recovery from emotional stress might take
a year or more we are able to prove that recovery from
financial stress operates on a shorter three month time
horizon displaying the key ‘Investor Psychology Cycle’
emotions of complacency, anxiety, denial, fear,
desperation panic, capitulation and so on.
Behavioural finance attempts to explain how and why
emotions and cognitive biases influence investors and
create persistent stock market anomalies such as bubbles
and crashes. Understanding these biases – especially those
of cognitive dissonance, regret aversion, recency and
availability – facilitates the ability to predict their effects
and capitalise on these within financial markets.
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Introduction
Our work
Our work is the study and profitable execution of the selloff and recovery cycle in global financial markets. These
cycles follow the pattern of sell-off, followed by
consolidation, followed by recovery.
We base our work on the proven observation that markets
sell-off over a two-month period and recover in the third
month. If we buy and sell according to this pattern it is
possible to gain. We seek to discover the commonality
and reliability of the patterns of individual equity markets
during these phases and the behavioural causes of such
patterns.
We ask: “Is our observation supported by other studies?”

This paper has been structured into four sections:






Cycles
Human Behaviour
Pattern Recognition Analysis and Momentum
Indicators
Camomille

In the first three sections of the paper (Cycles, Human
Behaviour and Pattern Recognition) we have drawn upon
the work of highly recognised academics as well as some
of our own research.

Cycles
“By the Law of Periodical Repetition, everything which
has happened once must happen again and again and
again – and not capriciously, but at regular periods, and
each thing in its own period, not another’s, and each
obeying its own law....the Nature which delights in
periodical repetition in the skies is the Nature which
orders the affairs of the earth. Let us not underrate the
value of that hint” – Mark Twain
"..., insofar as cycles are meaningful, all science that has
been developed in the absence of cycle knowledge is
Camomille LLP 2014

inadequate and partial. Thus, if cyclic forces are real, any
theory of economics, or sociology, or history, or
medicine, or climatology that ignores non-chance
rhythms is manifestly incomplete, as medicine was before
the discovery of germs." - Edward R. Dewey (Cycles
Magazine July 1967)
Our source1 for cycles comes from Edward Dewey’s work
in the 1960’s and the Cycle Research Institute. He refers
to many cycles, encompassing multiple disciplines.
The study of cycles dates back to the 1930’s with Chapin
Hoskins and Edward Dewey who derived a successful
forecasting business from it. Dewey would go on to form
the well-funded and recognised Foundation for the Study
of Cycles in 1940. Since then the study of cycles has
itself been subject to cycles as interest has peaked and
troughed. Its validity has been challenged by the likes of
Milton Friedman who in turn has had his work criticised
by Paul Krugman.
Cycles are observed in both natural science and social
sciences. In the first instance we must accept that these
cycles exist. Before establishing the forces behind the
phenomena, it is enough to know that empirical and
quantitative testing and analysis has consistently proven
beyond reasonable doubt that cycles do exist.
So our purpose is to understand, rather than prove.
In ancient times planets were discovered to have regular
and predictable movements. It took many millennia for
man to fully explain this, as well as other natural
occurrences like the cyclical pattern of oceans and seas.
Advances in measurement and mathematics has allowed
accurate prediction to take place. Many cycles in nature
are definitive and governed by laws that do not deviate
(such as Newton’s laws of motion). Single formulas
describe every event, and experiments can be recreated to
get the same result time and time again.
However how reliable and repetitive does a cycle need to
be for it to be considered a cycle? 100%, 50%, 25%? In
the natural sciences reliability is expected to be perhaps
100% with social sciences probably considerably less.

1

Sources: Edward Dewey – The Case For Cycles and Edward Dewey with Og
Mandino – Cycles: The Mysterious Forces That Trigger Events
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Below are various examples of the many types of cycles
and rhythmic behaviour:








Physics: electromagnetic vibration, such as light
waves, radio waves, X-rays and sound waves.
Astronomy: the motions and vibrations of
heavenly bodies.
Geology: earthquakes and volcanic eruptions.
Biology: animal life and in the functioning of the
animals’ various physiological processes.
Economics: prices, production and other aspects
of man’s material activities including stock
markets.
Sociology: crime, fashion, marriages and births as
well as religious activity.

In this paper it is the last two examples Economics and
Sociology that we are most interested in and will be
discussing later.
Chance and non-chance cycles
“In many instances the regular rhythm is undoubtedly the
result of chance. But are all these cycles, some of them
recurring time after time for hundreds of years, merely
chance phenomena?”
We draw upon Dewey’s work on cycles because he sets
out clear criteria in identifying random chance cycles
from non-chance cycles. We need to be sure cycles are
not a coincidence, and therefore we utilise his criteria to
assess if our work shows genuine, non-random cyclic
behaviour.
Many cycles such as the alternation of night and day are
so regular that it is beyond question whether they are
chance or non-chance cycles. Dewey cites a number of
criteria to determine the significance of a pattern. He uses
the example of lynx abundance in Canada from 1735 to
1963 to demonstrate. He found the cycle of lynx
population to be 9.6 years (the same as Atlantic salmon,
Illinois chinch bugs, snowshoe rabbits in Canada, marten,
fishers, owls and hawks) which is graphically represented
below.

Camomille LLP 2014

The dominance of this cycle, coupled with the number of
repetitions and their regularity, shows that this cycle
cannot be the result of chance. We may therefore assume
that it is created by dynamic forces within the lynx
population, or by a predator-prey relationship, or by some
environmental force or forces.
Dewey's list of the key criteria used to establish whether a
cycle is chance or non-chance includes the following:
1.
2.
3.
4.
5.
6.

Dominance
Regularity
Repetition
Constancy of period
Persistence through changing conditions
Wave shape

The more an historical cycle or pattern can be deemed to
be non-chance the greater confidence we can have in
using it to predict future cycles.
As an example of a cycle of high mathematical
significance, Dewey took the 9.2 year cycle in common
stock prices in the US from 1834 to 1966 and applied the
Bartels Test, a significance test developed by Dr Julius
Bartels of the Carnegie Institute.
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Human Behaviour

According to the Bartels Test, the cycle of US stock
prices over this period was highly dominant, regular and
repetitive – so much so that it could not be found in
random numbers more than once in 5,000 times.
The example demonstrates not just the existence of
persistent
cycles
across
numerous,
apparently
unconnected disciplines, but further that it is specifically
applicable to, and replicated by financial market
behaviour.
Comparable cycle study
In his book Dewey devotes a chapter to ‘The Cycles of
Wall Street’. He accepts the fact that stock markets have
complex cycles influenced by a number of different cyclic
forces, all acting simultaneously. So aside from the 9.2
year cycle he also discusses a 41 month cycle and refers
to there being many others across various shorter and
longer term time horizons.
Our work at Camomille confirms that cycles exist in stock
markets, even if they are complex and difficult to predict.
Whilst we do not attempt to predict ongoing or long-term
stock market behaviour we look at relatively short-term
behaviour once an ‘event’ (sell-off) has happened. This
event provides a 'marker' (which we refer to as a trigger)
within the markets that signals the beginning of a small
cycle within the broader one, or it could be viewed as
'resetting' the broader cycle. The important thing is that
the market moves from a state of being complex and hard
to predict to more transparent and predictable in the shortterm.
The use of a consistent formula, applied to many markets
(often apparently uncorrelated) gives Camomille
confidence that the evident pattern of sell-off and
recovery has a common cause: human behaviour.

“Behavioural finance is the study of the influence of
psychology on the behaviour of financial practitioners
and the subsequent effect on markets. Behavioural
finance is of interest because it helps explain why and
how markets might be inefficient” – Martin Sewell
“Human Behaviour is a main factor in how markets act...
Ultimately, history tells us that there will be a correction
of some significant dimension. I have no doubt that,
human nature being what it is, that it is going to happen
again and again” – Alan Greenspan, (1998)
Life tells us that humans suffer from adversity (emotional,
physical and financial) but invariably recover. The timing
of these recoveries can be generalised.
Emotional:
For emotional bereavement, Coppock,
relied on the mourning or grieving process taking 11 to 14
months based on the observations from church bishops.
Physical: Numerous studies charting the emotional
satisfaction/happiness of paraplegics in the immediate
aftermath of the event leading to their disability have
found emotional levels often return to equilibrium
(previous recorded levels) in as little as 12 months. Some
studies even found this recovery period to be as short as
eight weeks.
Financial: What we will call financial stress is an
approximately three month process broken down as:




one month denial or anger as the market falls,
one month apathy turning to acceptance during
which the market shows signs of consolidating
and one month of hope and renewed optimism
during which time the market recovers.

In all cases as time passes the fierce pain of early loss
begins to fade.
Camomille LLP 2014
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Emotional or financial trauma share similar stages in the
recovery process including denial, anger, apathy,
depression, pragmatism and final acceptance which
provides the foundations for eventual recovery.

Commonly defined stages of falling markets are as
follows:


Emotional bereavement
Grief is normal and is nature’s way of allowing us to
come to terms over time with our loss.



As a general rule there are three distinct steps in the
aftermath of emotional shocks:
1. Early stages – numbness and shock including
disbelief and denial. Middle stages – sadness,
loneliness, regret. Also included in this stage
may be anger, fear, helplessness and guilt.
2. Recovery stages –coping, positivity, hope and
optimism.
Although there is no fixed time to recovery one to two
years is often cited.







Financial stress
Translating 'emotional stress’ to 'financial stress’ is
visually captured by the well-documented 'Investor
Psychology Cycle'. Graphical representations of this
phenomenon are depicted below.






Euphoria - the point of maximum financial risk
as the market peaks “I am a genius (feeling
invincible)”, “We’re all going to be rich”, “What
did I tell you”. This is the end of the stage where
greed, pleasure, and buying takes place.
Complacency - as the market corrects a little but
shows signs of holding. “We just need to cool off
for the next rally”, “I’ll use this correction to
increase my position”
Anxiety - as the market starts to sell-off more.
“Temporary setback – I’m a long-term investor”,
“This dip is taking longer than expected”.
Denial - as markets continue to fall. Problem is
ignored – people continue to hold.
“My
investments are with great companies”, “They
will come back”, “How do I hide this from my
wife”, “As soon as it goes up I’m selling out”
Fear, Desperation, Panic - at this point there is
pain and one sells to relieve it. “Everyone is
selling I need to get out”,
Capitulation - “How could I have been so
wrong”, “I can’t afford to lose more”.
Despondency, Anger, Depression - this is the
point of maximum financial opportunity. “Good
thing I sold everything”, “It’s going to tank
again”, “Why did the government allow this to
happen”, “I am an idiot”.
Hope, Relief, Optimism - at this point the market
might think “what was all the fuss about”.
Investors forget the pain and anxiety they went
through and start investing again. This is the
stage where Camomille specialises in buying.

By the time the denial stage is reached it is likely that
other cycles (biorhythms and market functioning) will
either be reset as a result of emotional pain/financial loss,
or new cycles will be triggered.

The overall cycles quoted tend to be longer than our 3
month view but there are also multiple shorter cycles
within the overall cycle (see Dow Theory below).
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If we look back at the section on cycles, and Dewey's
work on animal cycles (lynx populations, snowshoe
rabbits) we can draw some striking parallels. The classic
rabbit analogy describes a field with grass and rabbits. As
the rabbit population explodes, so the grass becomes
insufficient to provide for all the rabbits. Therefore the
population begins to suffer high mortality, until the point
at which grass can re-grow, and the cycle repeats.
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So it can be said for the lynx population, and also
financial markets. As optimism and euphoria builds,
investors pile into the market on the hunt for easy profits.
The cost of entry at every successive level increases and
the risk builds of a bubble bursting. Eventually, a
combination of factors (including expensive valuations
and profit taking by earlier entrants) mean there are no
more buyers, just sellers, and the market corrects.
Participants exit, and so this continues until valuations are
perceived as 'good entry points' and the investors return,
dusted off, and the cycle repeats.

How long does it take to recover from financial stress?
The term ‘recovery’ is not used to describe when you
might be at the same level of wealth or profit again but
the point at which your emotional level of happiness has
returned to a long-term equilibrium (often referred to as
the Hedonic Treadmill).

Whilst these stages of investor psychology are relevant
for all market corrections, for shorter and less severe
corrections (these are the most common and happen 3 to 4
times a year) the stages might get merged. At Camomille
we describe the process simply through three phases:
Sell-off, consolidation, recovery...
Each of these stages is typically around a month.
Of interest on monthly cycles is the work of Rex Hersey
of the University of Pennsylvania whose main
contribution to psychological science was his discovery of
a monthly emotional cycle in men as well as women.
His conclusion was that although the emotional cycles of
individual men vary with the individual from 16 days to
63 days, the average length for men is about 5 weeks.
This is the typical length of time it takes for a normal man
to move from one period of elation down the scale to a
feeling of worry (the most destructive emotion, according
to Hersey) and back up again to the next period of elation.

In the field of psychology, research by Yannis Georgellis
has supported the theory of humans operating according
to a 'thermostat of happiness', stating that after a
significant event, positive or negative, we return to a state
of mental equilibrium after a surprisingly short period of
time. As mentioned earlier, this is an evolutionary
development to manage emotional well-being and mental
health.
Consequently we do not classify or measure recovery in
relation to bank balance per se but in relation to emotional
‘well-being’ or equilibrium.
Herman Brodie of the Prospecta consultancy once
lectured that the healing process for financial stress is
three months. An example being that if you suffer a
severe financial loss (i.e. a life changing loss of wealth)
you go through many psychological phases with your
emotional well-being no doubt also suffering. As we see
in financial markets, the early stages are anxiety and
denial. Eventually when the loss is accepted, one can
rebuild. As humans, driven by evolved survival instinct,
we might be prone to self-justification. First we might
cancel the dreams of a new car, but ultimately as
downsizing happens classic justifications will emerge:
“We did not need a 6 bedroom house – we only use 4
bedrooms”
“It is only a plane ride – nothing wrong with economy”
“Life is so much simpler with only two cars”
“I never enjoyed talking to the chauffer”

Camomille LLP 2014
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“I enjoy cutting the grass”
Michael Pompian describes this succinctly as follows:
"Psychologists conclude that people often perform farreaching rationalisations in order to synchronise their
cognitions and maintain psychological stability".
This thermostat of happiness works both ways, however.
Just as emotional recovery quickly follows the loss of
wealth, misery often follows the initial euphoria of people
who strike it rich, for instance through the lottery. Often if
handled wrongly they end up less happy.
Moving on to behavioural finance, the field of study is



Selective perception - only information that
appears to affirm a chosen course is registered
(distorted reality)
Selective decision making - rationalises actions,
helping an individual stick to a course despite the
growing financial and/or emotional costs

Both of these arise from the core definition of cognitive
dissonance, which "encompasses the response that arises
as people struggle to harmonize cognitions and thereby
relieve their mental discomfort". (Pompian 2012)
Cognitive dissonance is, therefore, a coping or survival
mechanism like others we have discussed. What is
pertinent to us is how this affects investor behaviour.

perfectly summed up by Warren Buffet.

Behavioural finance therefore attempts to explain how

Cognitive dissonance is likely a driving force behind the
thrill/euphoria phase of the ‘Investor Psychological
Cycle’. Investors begin (or continue) to avoid information
that counters their original rationale for being invested
despite changing market dynamics, valuations etc. They
will also believe "it’s different this time" when assessing
previous examples of market crashes compared to current
(heady) valuations.

and why emotions and cognitive biases influence

Regret Aversion Bias

"Investing is not a game where the guy with the 160 IQ
beats the guy with the 130 IQ..........Once you have
ordinary intelligence, what you need is the temperament
to control the urges that get other people into trouble
investing".

investors and create repeated and persistent stock market
anomalies such as bubbles and crashes. In understanding
these biases, it facilitates the ability to predict their
effects, and capitalise on these within financial markets.
These biases are what drive the psychological cycles that
we covered earlier in this section.
Whilst there are a huge number of widely publicised and
academically supported behavioural biases, we aim to
focus on a few of particular relevance here.
Cognitive Dissonance

A theory that says people anticipate regret if they make a
wrong choice, and take this anticipation into
consideration when making decisions. Fear of regret can
play a large role in dissuading or motivating someone to
do something
Regret aversion bias adds further fuel to the fire during
the thrill/euphoria phase, whilst also compounding the
velocity of the panic/capitulation phase, and elongating
the depression phase. In this sense, regret aversion
contributes to multiple phases of the ‘Investor
Psychological Cycle’.

This is the excessive mental stress and discomfort
experienced by an individual who holds two or more
contradictory beliefs, ideas, or values at the same time or
is confronted by new information that conflicts with
existing beliefs, ideas, or values
Michael Pompian, one of the leading contributors in the
field of behavioural finance, describes cognitive
dissonance in two ways:

Camomille LLP 2014
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continued to repeat over history and is likely to persist
into the future.
Availability Bias
Availability bias is a mental shortcut that, often in the
face of too much (complex) information, places too much
weight on easily recalled information rather than
accurate or relevant information
Recency bias can be seen as a subset of availability bias
in cases where recent information is the most easily
accessible. However, the availability bias may not
necessarily rely on chronologically recent information,
but also information of particular resonance to an
individual, such as recommendations from particularly
trusted sources.

Initially, regret aversion can lead to herd behaviour as
buying into mass consensus limits regret. Even though
investors individually might feel as if stocks are
expensive, for example, they find safety in numbers.
Nobody wants to be the only person missing out. In China
this is called the “cleaning lady” phenomenon. It is a
bearish signal in China if cleaning ladies start discussing
and investing in stocks. This is herd behaviour at its most
extreme.
On the downside, once losses have been suffered, or
markets have sold off, investors are likely to be overly
pessimistic about future returns, or too conservative with
their investment decisions as a result of regret aversion. It
appears foolish to commit heavily but in reality this is
usually a good opportunity to look out for value.

The impact of an overload of information on the
availability bias, and the repercussions, are well
encapsulated by James Cramer, a CNBC financial news
analyst:
"It is ironic that the greatest stock bubble coincided with
the greatest amount of information available. I always
thought this would be a good thing, but maybe it was not
so good."
In his book 'Thinking, Fast and Slow', Daniel Kahneman,
psychologist and Nobel Prize winner for economics,
proposes a two-system decision-making theory
(technically referred to as Dual Process Theory).


Recency Bias
Recency bias is the tendency to project your most recent
experience onto the future
Characterised by an over-emphasis on recent events
versus those in the near or distant past, recency bias
accentuates the overall direction or phase of the market.
Despite the most recent history of market bubbles and
bursts, market participants tend to place greater weight on
the situation “this time round”, convincing themselves
circumstances have changed.



System 1: Intuitive, fast-acting, instinctive,
emotional, low-effort. Neurologically this is
activated within the limbic system of the brain
associated with emotional learning and fear
processing.
System 2: Analytical, slow-acting, controlled,
high-effort.
Neurologically this is activated
within the area of the brain associated with
cognitive control, regulation and planning.

So, given an overload of (complex) information,
individuals have been shown neurologically to dispense
with System 2, and revert to System 1. However, as
Kahneman points out, System 1 is subject to many
behavioural biases and heuristics that we have discussed
in this paper.

Recency bias, as well as cognitive dissonance and regret
aversion help to explain not only why the ‘Investor
Psychology Cycle’ is shaped as it is, but also why it has
Camomille LLP 2014
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Pattern Recognition Analysis and
Momentum Indicators3

Michael Pompian (2012) uses an effective analogy to
describe the availability and recency bias:
"For example, if you got a speeding ticket last week, you
will probably reduce your speed over the course of the
next month or so. However, as time passes by, you are
likely to revert to your old driving habits."
This also reminds us of the human capacity to 'return to
equilibrium' and the investor psychological cycle. During
the euphoria of a financial bubble, followed by the despair
of a crash, market participants are prone to changing their
investment behaviour as a result of their emotional
responses to current market events, forgetting that
markets recover, and operate within cycles. In other
words, emotional System 1 thinking supersedes analytical
System 2 thinking. Decisions made during these periods
therefore will often be subject to behavioural biases such
as the availability bias and impulsive decision-making.
However, when markets begin to recover, the pain from
losses fade from memory, and those same individuals will
likely return to the market dusted off.2

In the financial world technical analysis - using pattern
recognition and momentum indicators to generate buy and
sell signals - is an industry in itself. Huge amounts of
money have been allocated to systematic and CTA hedge
funds who try to profit from the art of detecting and
exploiting these signals.
Technical analysis is the study of price dynamics within
financial markets: the direction, breadth, velocity and
volume of prices, amongst others. Technical analysts
therefore tend to ignore fundamental factors, and instead
use charts to help provide clear graphical signals
according to their programmed criteria.
These charts show repetitive patterns that satisfy our
earlier criteria for non-chance cycles. Each of these
charts represents aggregate market behaviour, as dictated
by so many market participants. It is a reflection of the
mood of the crowd and not of fundamentals. Therefore
technical analysis can be seen as the study of crowd
behaviour, and crowd psychology.
The purpose of technical analysis is to identify trends or
trend changes independent of fundamental consensus. As
described in the previous section, market participants are
invariably guilty of allowing ego and emotions (framing
bias, anchoring bias, over-confidence, cognitive
dissonance, recency bias, regret aversion amongst others)
to determine their stock market decisions. This is not just
novice investors but also professional managers.

2

Camomille has also conducted extensive research in the fields of
Neuroscience and Neuroeconomics, which add further depth to the theories
behind why humans behave and make decisions in the way that they do. Please
contact Camomille directly should this supplementary work be of interest

Emotions of greed (optimism) and fear (pessimism) lead
investors to act irrationally/erroneously - i.e. fearful
3
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selling when prices fall and greedy buying when prices
rise.
Investors who manage to act contrary to the mood of the
crowd and are able to account for (or better eliminate)
their emotional biases are best positioned to earn money
in the financial markets over the long-term.
The main purpose of technical analysis is to help
investors identify turning points which they cannot see
because of individual and/or psychological factors.
Dow Theory
The earliest form of technical analysis, that forms the
foundation of chart interpretation, comes from Dow
Theory (Charles Dow 1851 - 1902).

Momentum indicators
The momentum effect has been well tested and is a great
driver of trends. For hedge funds the attention to
momentum indicators has been a consistently profitable
strategy.
Some key momentum indicators are as follows:





Dow determined that the stock market moved as the
ocean, in three waves, called primary, secondary,
and daily fluctuations. The major advances and declines,
lasting for extended periods, were compared to the tides.
These tides were subject to secondary reactions
called waves, and the waves were comprised of ripples.
By identifying the trend lines and gaining confirmation
from other indices and volume one can identify buy and
sell signals.

52 Week highs and variations – buying stocks
hitting highs and shorting those that aren’t.
1 year and 6 month relative strength – buying
strong stocks relative to the market.
The 50 day 200 day moving averages – perhaps
the simplest and most widely used – buying or
selling when the 50dma crosses the 200dma.
The Coppock Indicator – see below.

A minor weakness of all these indicators is that they tend
to be market beating rather than absolute return. Hence
although outperforming the market they will still suffer
from large drawdowns.
The Coppock Indicator
The Coppock curve is a classic very long-term (VLT)
momentum indicator that is able to give bullish and
bearish signals. It was originally developed as a way to
find the upturns from major stock market bottoms. It
seems to be better at identifying long-term buy signals
than sell signals.
It gets occasional airing from the likes of Albert Edwards
and is a regular feature in the Investors Chronicle, a
British investment magazine. It also seems to be
regularly quoted to confirm peoples’ bullish or bearish
biases.

Camomille LLP 2014
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It was devised by E Coppock in the middle of the last
century when he was asked by the Episcopal Church to
identify buying opportunities for long-term investors. He
thought market downturns were like bereavement and
required a period of mourning. He asked church bishops
how long that grieving period normally was for people, to
which they responded it was usually 11 to 14 months. So
he used that time frame in his calculation, presented
below:
A 14 month rate of change and 11 month rate of change,
smoothed by a 10 period moving average
Coppock = WMA[10] of (ROC[14] + ROC[11])
It is trend following, and based on averages, so by its
nature doesn’t pick market bottoms, but rather shows
when a rally has become established.
Coppock recognized human emotion in trading and
seeked to temper this. “Crowds do too much too soon”,
he wrote. Others have described his work as “analysing
the patterns of human emotions in the stock market”.
Coppock himself called his work “Emotional indexing”.
The Elliot Wave Principal
The Wave Principle was Ralph Nelson Elliott’s discovery
in the 1930’s of how "social or crowd behaviour trends
and reverses in recognizable patterns" (Elliot Wave
International). It is a detailed description of how financial
markets behave. “The crowd is not a physical crowd but a
psychological crowd. It constantly moves from pessimism
to optimism, from fear to greed and from euphoria to
panic and back in a natural psychological sequence,
creating specific patterns in price movements. What is so
interesting about this description is its similarity with the
'Investor Psychological Cycle' that we looked at earlier.
The same basic human behaviours and emotional drivers
are at work in both that cycle and the Elliot Wave.
Elliott discovered that when he broke stock prices down
into shorter-term ‘snapshots’, the relationships were
consistent, graphically similar, and therefore predictable.
For example, every day patterns were similar to patterns
formed by snapshots taken once a week, or once a month,
or even once a year. We can refer back to Dewey's work
on cycle confirmation.
This fractal and repetitive
characteristic of the Elliot Wave pattern satisfies a large
number of Dewey's checklist for non-random cycle
classification.
Camomille LLP 2014

Elliot catalogued how these cycle stages linked together,
and then predicted where they were likely to have
occurred in the overall path of the market development.
He showed that the patterns would repeat themselves, and
form part of larger cycles.
Modern day quant funds
Quantitative strategies of CTAs today tend to be
somewhat secretive and opaque (widely referred to as
black-box). However we know that their firepower is in
the form of PhD analysts using high powered computers
to first find patterns and then build their models to
generate potential trades, finally automating execution of
those trades. Trade identification involves huge amounts
of computer driven data mining, searching for repetitive
patterns and correlations.
With computing and
programming power it is possible to find ever more
obscure correlations, many indiscernible without the aid
of computers. On the whole these strategies have been
highly successful at producing alpha and low correlation
returns. However rational explanations cannot always be
applied to the relationships, which in many cases are
clearly spurious.
Conclusion
Technical analysis is well established, with its roots in the
19th century and earlier. There have of course been
advancements and refinements since then as computing
power has developed and increased. This has allowed
greater exploitation of these early theories. What must be
clear is that these early pioneers observed visible patterns
in the markets that they were able to manually express
through hand written calculations. Today we can observe
these patterns but surprisingly few new techniques have
been developed.
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These pioneers paid attention to human behaviour and
psychology, areas that have only become more in vogue
over the past couple of decades after a century in
hibernation. In general, the relationship between technical
analysis, human behaviour and psychology are not often
connected, however our work here has aimed to bridge
this gap, suggesting that technical analysis serves to
unearth the patterns and cycles explained by human
behaviour and market emotion.

programming power was an important part of the
development process.

Camomille

Camomille discovered that markets showed signs of
selling off more regularly than expected: on average three
to four times a year and with a predictable recovery
pattern. We observed markets repeatedly selling off and
consolidating over two months, then recovering in the
third month after the sell-off.

Results of study
Since 2011 we have applied our theory by extensively
testing over 120 major global equity markets, equities,
commodities and fixed income covering more than 2000
years of data to determine if the ‘sell-off, consolidation
and recovery’ pattern of markets is predictable, and
possible to model.

By mapping this behaviour, we were able to create a
model with an expected win rate of over 60%, which we
have achieved through live performance since 2011. An
additional boost to this favourable win ratio is that wins
are typically 50% larger than losses.
Background
Camomille takes a far more qualitative approach relative
to modern day ‘quant funds’. Our approach to systematic
investing has been to monetise the three month pattern we
have empirically observed as macro investors, as well as
understanding the dynamics behind the pattern being
captured.

We have found highly consistent patterns in all markets
tested to date (55 global equity index markets, 60
individual global stocks, oil, gold and fixed income for all
time periods covering over 2000 years of data). The cycle
in each was reliable enough to profitably monetise
through a simple buy-after-2-months, sell-after-3-months
strategy. To clarify, we were initially able to use a single
cycle framework across every index, and it proved to be
profitable in almost every case.
Sell-off, consolidation, recovery...

As the pioneers of pattern recognition analysis and
momentum indicators only had pen and paper to
calculate, we started with Excel work sheets to test our
observations. We had the advantage of being able to
access data on all global markets in a relatively short
period of time. The next stage was to employ a quant to
validate, optimise and statistically test our algorithms so
as to confirm non-chance validity and out-of-sample
persistence of our theory. This additional processing and
Camomille LLP 2014

The formulation of the pattern spans two decades of
empirical observations of equity market behaviour. When
attempting to explain and understand why markets selloff, it became apparent that although easily observed and
explained after the event, market sell-offs are almost
impossible to predict. Didier Sornette ("Why Stock
Markets Crash") echoes this when he writes that bubbles
do not burst because of the significance of a single event,
but rather because market participants have become
'irrationally exuberant' and as such market conditions
have developed unsustainably. When the bubble finally
bursts, the last piece of information that breaks the
camel's proverbial back, often given so much weight with
hindsight, is actually largely inconsequential in itself.
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Is there a reliable cycle?

exuberance, and at other times using the herd to your
advantage.

However unpredictable the sell-off might be, what we do
know for certain is that once it has happened, markets will
always recover either fully, or enough so that we can
profit.
We are not trying to predict sell-offs, bubbles, or crashes.
We are proposing that once these events have occurred,
markets behave in a predictable way. In these instances
the predictable ‘cycle’ starts after the sell-off, which acts
as our marker (we refer to it as a 'trigger').
What part does human behaviour play?
Our early observations and initial data investigation led us
to ask why these patterns occur and why the recovery can
be so predictable. For us it was absolutely crucial to be
able to explain any patterns that we were uncovering.
Behavioural theories led our data investigation, ensuring
that we searched for patterns that fit our early
observations and explanations, rather than vice versa.
This is a unique intellectual flow within systematic
strategies.
Research into the psychology of markets tells us that
equity markets in particular are governed by the madness
of crowds, repeatedly displaying herd behaviour.
From our workings on human behaviour we know that
after bereavement or emotional stress there is a grieving
process, followed by consolidation and then recovery.
This process in significant market corrections is also
similar. Whilst recovery from emotional bereavement,
for example, is often cited as being 1 - 2 years, our work
confirms that recovery from financial stress (for stock
market falls large and small) is around three months.

2. A portfolio must have a risk budget that should be used
wisely. There are times when it is better to be exposed to
risk than other times. Risk need not be on all the time.
It is not necessary to be exposed to the same level of risk
all the time.
If we know that markets always recover after a sell-off
and we have 60% confidence of when best to invest, why
not aim to avoid the sell-off by sitting in cash and invest
heavily into the predicted recovery. What we aim to do is
use a finite risk budget as effectively as possible getting
maximum return for each unit of risk exposed. Although
our risk exposure may go as high as 200% the expected
average exposure is less than 100% due to the times we
are sitting risk-free and waiting. We have no obligation
to be exposed to risk all of the time.
3. Outperforming during bear markets is at least as
critical, if not more critical, than performing well during
bull markets. Camomille’s strategy lets us significantly
outperform equities during bear markets and minimize
our downside risk. This is intuitive as capital is not
allocated to risk assets until after corrections at which
time it is readily available to benefit from the subsequent
recovery.
4. The strategy has a low correlation, over the long-term,
with the equity markets in which we invest. In the table
the simulated performance in the bull and bear market
periods against the S&P 500 index demonstrate the
strategy’s ability to outperform in a bear market and to
keep pace during bull periods.
40%

So within financial markets, and following financial pain
from a sell-off, the ‘herd’ soon (after approximately two
months) regains its confidence and stimulates the market
into recovery.

0%
-20%
Camomille

-40%
-60%

SPX

2011
2009
2002
2001
1998
1990
1987
1984
1982
1978
1974
1971

Camomille has also conducted extensive research into
why these cycles might vary marginally between different
indexes based on the cultural characteristics of their
participants.

Bear market returns

20%

What are the advantages to employing this approach?
1. We are strong believers that outperformance requires
taking selective risks relative to what the herd is doing.
This might mean stepping aside at times, despite market
Camomille LLP 2014
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This strong, intuitive belief behind the data not only
provides a stronger foundation for persistent long-term
performance of the cycle, but it also enables investors to
fully understand and buy into the concept.
Conclusion

What about back testing?
A reliance on back-testing characterizes our model, as
with all systemic models. Although all weaknesses
associated with back-testing cannot be eliminated we
have mitigated them in a number of ways. Initially, we
back-tested all available data over as long a period as was
possible (rather than being selective or cherry picking).
Our models apply our algorithms on a consistent basis
from 1970 to 2012. To add further validity we applied Kfold cross-validation (statistical testing) to our algorithms
which verifies out-of-sample persistence. This gave us
additional comfort that our live algorithms are robust and
can be expected to perform going forward. We understand
it is human nature to believe that the times and markets
we live through are unique, shaped by particular
economic and political events as well as various
technological advances. Camomille, however, never
believes that, on a fundamental level, “It’s different this
time’. The financial crisis of 2008 may have been a
market catastrophe but so was the 1973-1974 stock
market crash, the 1987 crash, the Asian financial crisis in
1997, the Russian crisis in 1998 and the dotcom bubble
bursting in 2000. In every case, markets recovered. To a
large extent, the sharper the sell-off, the sharper the
eventual recovery. It is no surprise therefore that when the
strategy was back-tested, the largest draw-downs were
followed by the largest periods of gains.

There are cycles in markets and human behaviour. At any
moment in the stock market, it is not easy to speculate or
predict what will happen next in the shorter term – even
though you may have long-term confidence in a given
cycle. If markets go up although we can tell you with
certainty they will sell-off at some stage, we cannot tell
you with any certainty when that will be. It is not a case
of ‘if’ but a case of ‘when’. We are more able to
determine ‘when’ after a sell-off than after a bull run.
Whenever something departs significantly from its mean
we can have some comfort in 'mean reversion'. The
challenge is not when to buy, but when to buy without
suffering painful losses first.
By placing a strong focus on the driving forces behind the
patterns and dynamics we model, we are able to create a
very strong theoretical framework which gives us
maximum possible security that our strategy can perform
persistently as the cycles and patterns we capture continue
consistently going forward.

Differentiation
Camomille is not seeking fleeting correlations or
relationships within markets. The specific human
behaviour we are focused on, as reflected in the markets,
is a constant. While other systematic strategies use
advanced scientific and programming expertise to find
patterns in markets through data mining, and then attempt
to attribute explanations to them, we have worked in the
opposite direction. Rather than fit explanations to
patterns, we have targeted patterns that fit our
explanations.
Camomille LLP 2014
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Case study

Since it is still fresh in the minds of market participants
we are going to specifically study the financial crisis of
2008/9 to examine how Camomille strategy operated and
also compare what signals were given by other market
indicators.4
In summary during this crisis there were three distinct
‘Camomille cycles’ resulting in performance of -3.5%,
+9.3% and +62.5%. This significantly outperformed the
market.

Camomille LLP 2014
www.camomille.com

4

Case study available in long version of report.
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