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Introduction

After a difficult 2022 for many markets, 2023 saw an overall shift for traditional markets;
looking at the year as a whole, investors saw equities rally as bond yields went up and then
came back down again. While the beginning of 2023 seemed ripe for a recession, by the
middle of the year the story had changed to “higher for longer” - that is, markets expected
inflation and interest rates to stay high longer than previously expected. This story was
interrupted by the U.S. banking crisis in Q1, during which yields plummeted as investors
pulled money from banks and fueled a flight-to-safety into short-term assets. The stock
market declined sharply, at least at first; the U.S. dollar sold off, especially against European
currencies; and there was a dramatic rise in gold prices. However, markets recovered from
this shock relatively quickly, and during the second quarter markets saw a return of strong
market trends, including rising equity prices and bond yields. These trends continued into the
third quarter, which was relatively quiet compared to the turbulent first half of the year. The
narrative once again changed sharply in the fourth quarter, when improving inflation data led
to a rally in equity prices, a decline in bond yields, and a substantial reversal in the U.S. dollar.
This risk rally reversed several longer-term trends from earlier in 2023. Despite a rise in
interest rates during the first three quarters of the year, equities never significantly corrected
in 2023, suggesting that investors believed inflation had peaked and rates would be cut.

While 2022 was difficult for traditional markets, it was a stellar year for trend following, but
trends were much more mixed in 2023. Extreme events and trend reversals, particularly in
fixed income, caused some struggles for the strategy. This note discusses several key themes
that affected trend followers over the course of 2023, including: 1) varied performance across
asset classes over the year, with extreme shocks causing the biggest effect on performance;
2) elevated bond volatility and extreme shifts in stock-bond correlations; and 3) variations in
CTA style factors that may explain some themes in relative trend following performance.
Finally, we note the cyclical nature of CTA returns and the typical periods for drawdown
recovery for trend followers after periods of extreme trends as well as the consolidation that
often follows them.

A Year of Consolidation for Trend

After inflation peaked in late 2022, the biggest theme for trend following was rising rates and
the eventual dis-inversion of the yield curve. This trend was punctuated by the regional
banking crisis in mid-March. As that crisis unfolded, fixed income trends sold off violently as
short-term yields faced multi-sigma moves. This type of move in interest rates had not been
experienced in decades and trend followers, who were predominantly short, experienced
sizeable losses. The size of the loss was generally directly related to the overall size of the
short positioning given the severity of the correction in fixed income. As a result, fixed income
losses dominated Q1 performance for trend followers. This can be seen in Figure 1, which
plots the estimated quarterly performance for the SG Trend Index by asset class.
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SG Trend Index Estimated Return Attribution
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Figure 1: Quarterly estimated returns by asset class for the SG Trend Index during 2023. Residual returns are those
that cannot be attributed to any specific asset class using this estimation methodology. Past performance is not
necessarily indicative of future results. It is not possible to invest directly in any index. Source: Bloomberg and
AlphaSimplex.

Although the banking crisis certainly shook up investors and led to reduced positioning for
trend portfolios, inflation and rising rates were still the core trend-following signals across
markets at the beginning of 2023. During Q2, trend-following performance was generally
positive but harder to pin down given the amount of noise surrounding the banking crisis.
This is observable in the estimation for return contribution for the SG trend Index in Q2, which
contains a large positive residual. At the end of Q2 markets became euphoric with “pause-
mania” and equity markets soared while rates continued higher. Moving into Q3, the Fed
began to warn of upside risks on inflation, energy prices started to climb, yields continued
higher and markets seemed to coalesce around the idea that “higher for longer” may be a
reality. During this period, the strongest trend continued to be short fixed income due to
choppy performance in commodities, equities, and currencies. As a result, Q2 and Q3 were
two consecutive quarters for trend following where positive performance was driven by a
trend of consistently higher rates. Despite the extreme event in Q1, things were looking
positive for trend followers going into Q4. However, on October 19t the U.S. 10-Year Note
hit the critical 5% level and then in early November the U.S. Consumer Price Index results
for October came out lower than expected. These two pieces of data served as the catalyst
for what many are calling the end of the hiking cycle. They also sent markets into a buying
frenzy with bonds and stocks rallying all month. This move marked a clear reversion from
past inflation trends that had dominated trend signals for the last two plus years, causing
significant losses for trend followers across the board. This can be seen in the estimated Q4
attribution for the SG Trend Index in Figure 1, which shows losses in all asset classes except
equities.
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The Impact of Extreme Events

A trading year has approximately 250-260 trading days. In 2023, two of these days (March
10 and March 13, the days when the regional banking crisis began) dominated the others, at
least as far as trend followers are concerned. The moves in fixed income were so extreme
that they are some of the biggest moves in the history of CTA returns; the move in the U.S.
10-Year Note was one of the largest since 2009.! These dramatic shifts caused two of the
worst days of CTA returns in the history of the SG Trend Index, as we might expect when
strong trends are suddenly interrupted. If we consider the year without these returns the
picture is very different.? Figure 2 plots the return of the SG Trend Index in 2023 with and
without those two days in March.

SG Trend Index: The Impact of Extreme Events in 2023
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Figure 2: Cumulative return for the SG Trend Index with and without the two extreme days of the regional banking
crisis (3/10/2023 and 3/13/2023). Past performance is not necessarily indicative of future results. It is not possible
to invest directly in any index. Source: Bloomberg and AlphaSimplex.

Overall, trends were positive in 2023 for most asset classes. We can see this in Figure 3,
which plots the percentage of positive days for trend following by asset class. This figure
demonstrates the point that there have been trends available to follow, particularly on the
inflation/rising rate theme, but extreme events challenged the performance of the strategy.
This is a well-known issue for cross asset trading strategies. In 2022, we examined this
concept in a paper called “Quantifying Turbulence in Trend Following,” which examines the
effect of extreme days.3

! The March move in the U.S. 10-Year Note was a roughly 4 sigma move, and one of only two moves of that magnitude
since 2009.

2 March 13%, 2023 was the second worse daily return for the SG Trend Index and March 10%, 2023 was the 11"
worst daily return for the SG Trend Index since 2000.

3 Kaminski and Zhao 2022.
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Percentage of Positive Days by Asset Class
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Figure 3: Percentage of positive days by asset class in 2023 for a hypothetical trend following system in equity
indices, fixed income, currencies, and commodities. Past performance is not necessarily indicative of future results.
Source: Bloomberg and AlphaSimplex.

Quantitative Market Measurements

In addition to performance, there were a few other interesting quantitative themes to note in
2023. In a year with extreme market moves during the regional banking crisis in Q1, and the
potential end of the bond bear market in Q4, stock/bond correlations have been in flux. To
demonstrate this, Figure 4 plots the correlation between stocks and bonds in 2022 and 2023.
These correlations were positive in 2022, leading many investors to follow that trend. This
relationship dissipated during the regional banking crisis, but it has steadily come back
through year-end 2023. This demonstrates a key issue that many investors need to
remember: stock/bond correlations have historically tended to be positive during longer
periods of rising rates. The banking crisis reawakened risk-off negative correlations, but that
seemed to be transitory.
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Stock/Bond Correlations 2021-2023
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Figure 4: Cross-asset correlation between a selection of stocks and bonds traded in a representative trend-following
strategy, estimated using an exponentially weighted correlation with a 21-day and 63-day half life. Past performance
is not necessarily indicative of future results. Source: Bloomberg and AlphaSimplex.

In a paper summarizing the market themes of 2022, we highlighted how volatility had gone
up for all asset classes but had doubled in fixed income#. Revisiting this point in 2023, we find
that fixed income volatility has remained elevated while volatility in other asset classes has
generally retreated. Figure 5 plots the relative difference in average volatility of each asset
class for 2022 and 2023 relative to 2021. Note the substantial increase in fixed income
volatility and the persistence in volatility even in 2023 as other asset classes have tended to
be less volatile this year. We stated last year that 2022 is the year that investors remembered
that fixed income has downside volatility. Perhaps 2023 is the year that we suggest that fixed
income volatility may be here to stay.

4 See Kaminski and Zhao 2023.
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Volatility Increase for 2022 and 2023 (Relative to 2021)
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Figure 5: Relative difference in volatility estimates, by asset class, for the years of 2022 and 2023 versus 2021.
Volatility is estimated for each year without overlap. Past performance is not necessarily indicative of future results.
Source: Bloomberg and AlphaSimplex.

CTA Style Factors Tell the Tale

Although there were some profitable trends in 2023, as usual different approaches led to
different results. To give insights into dispersion across the space, we often consult our CTA
style factors to help understand which tilts may have hurt or helped relative performance.?>
Figure 6 plots the CTA style factors in 2023 both as a total return and then by asset class.
Overall return dispersion was high and it was not clear whether it would have been better to
react more quickly or less quickly in 2023. During sell-off periods, like Q4, getting out of short
bond positioning helped; during other periods, like Q2 and Q3, sticking with the trade was
better. When it comes to market size, a tilt to larger equity and fixed income markets helped,
while larger commodity markets such as energies and larger currencies detracted. For the co-
movement factor and correlation factor, there was little deviation except that more correlated
currencies outperformed and commodities with greater co-movement (especially energy
markets) seemed to be a larger detractor this year. Finally, the long bond bias factor had
some surprising results. The contribution of reducing overall exposure to short fixed-income
signals was actually negative this year. Upon closer investigation, the reality is that while
yields went up this year overall, during parts of the year being short fixed income was a
positive trend. A system with a long bond bias would have leaned into less profitable trends,
like those in currencies, which in turn would have led to losses that outweighed the small
positive contribution from long fixed income positions. The general conclusion from a review
of these CTA factors is that results were mixed in 2023.

5 The CTA Style Factors used here include: a tilt towards slower or faster trend signals; a tilt towards larger
markets instead of smaller markets; investing in markets that either move together or are correlated; and a bias
towards long positions in fixed income. These factors are described in more detail in, for example: Greyserman and
Kaminski 2014, Kaminski 2019, and Kaminski and Yang 2021.
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Figure 6: Return differences for trend systems with different style tilts in 2023. Past performance is not necessarily
indicative of future results. Source: Bloomberg and AlphaSimplex.

Thoughts on CTA Drawdown Recovery

Trend-following strategies, just like equity markets, experience periods of ups and downs.
The best environments for trend following are periods of macroeconomic uncertainty and
change. A spike in inflation, the subsequent monetary response to calm inflation, and the
changes that ensued in the wake of that move proved to be an excellent period for trend-
following strategies. As the dust has settled for the inflation trend, and as we wait to see if
we have indeed seen the end of the hiking cycle, many are wondering whether we will move
into a different regime. Trend-following strategies are continually measuring market trends;
they will continue to adapt and move as markets adjust. As a result, investors sometimes
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describe their trend-following returns as “clumpy.” They do well when there are strong market
trends that are hard to predict. After these trends often comes a period of consolidation before
eventually new trends emerge. Given this, trend following tends to struggle during periods of
consolidation after strong performance and to do better as new trends emerge. To
demonstrate this empirically, Figure 7 plots the average return for the SG Trend Index one
year after a positive or negative return (on the left are the largest drawdown periods and on
the right are the largest positive return periods). For example, since 2000 the average return
one year after the Index has posted a cumulative return of between 25 and 30% is only
around -2%. Similarly, one year after a drawdown of more than 10% the average cumulative
return is around 12%. From this figure, we see that historically when trend following is in a
drawdown it has tended to recover and when it has done well it has tended to consolidate.

Average 1-Year Cumulative Return Following Different 1-Year
Cumulative Returns for the SG Trend Index (2000 to 2022)
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Figure 7: Average cumulative 1-year future returns following a period with different cumulative 1-year returns ranked
from most negative to most positive. The cumulative returns are calculated using the SG Trend Index from 2000 to
2022. Past performance is not necessarily indicative of future results. It is not possible to invest directly in any index.
Source: Bloomberg and AlphaSimplex.

What’s Next?

Although 2023 was a year of consolidation for trend following, things eventually change and
new market trends evolve and emerge. Going into 2024, we think that the period of great
moderation is over and that volatility for growth and inflation will remain high. Market
sentiment seems to have coalesced around rates being higher for longer, but there is a risk
that markets could have a harder landing than expected. Investors should be aware that a
soft landing is not a foregone conclusion. The ramifications of higher-for-longer and the
implications of tighter policy are still unknown, leaving the door open for a range of different
new trends to emerge across asset classes in 2024.
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