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Seeking Long;Term Growth
With The Power Zone/
Dead Zone Approach

Here’s an investing approach that seeks to take advantage
of seasonality in the stock market.

by Jay A. Kaeppel

he concept of “sell in May and go away” was first
popularized by Yale Hirsch, founder of the Stock
Trader’s Almanac, back in the early 1970s and has
been analyzed six ways to Sunday and been deemed

: “valid,”“false,” and everything in between depending

on how you look at it. Here is one point of view.
Since roughly 1949, yes, the US stock market has performed
vastly better during the months of November through May than
during the months of June through October. For our purposes
here, I will refer to the months of November through May as

the “power zone” and the months of June through October
as the “dead zone.”

THE POWER ZONE VS. THE DEAD ZONE

If we look at the price-only action of the Dow Jones Industrial
Average (DJIA) 10/31/1949 through 10/31/2018, we find that
during the power zone period, the DJIA gained 10,965%
(Figure 1). During the dead zone period, the DJIA gained a
grand total of 20%.

Sotherereally is no debating the fact that over the pastroughly
seven decades, the stock market has performed better during
the power zone than during the dead zone. Nevertheless, from
areal-world investing point of view, a close perusal of Figure 2
reveals that while the net gain for stocks during the dead zone
was very low, the reality is that on a year-to-year basis, dead
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SEASONALITY

zone performance is fairly random. In fact, =
within every decade there were multiyear ( +10 E 96 5':%)
periods where the stock market gained ground
between the end of May and the end of October.
Investors should note that this can be a source
of frustration. Still, it does not materially alter 80,000
the approach I will describe here.
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THE POWER ZONE/DEAD ZONE 40,000
APPROACH

The power zone/dead zone approach (here-
tofore PZDZ) was devised by Jerry Minton,
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president of Alpha Investment Management, sesResicstseslerlizssians
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Inc. (where I am director of research) during IS PR R AR R
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in-house data testing. He originally tested 8 5= =

this hypothetical approach while doing gigyge 1: pJia % GAIN DURING “POWER ZONE.” Here we see the cumulative percentage price gain
research into ways to take advantage of the in the Dow Jones Industrial Average (DJIA) during the period of November 1 through May 31, 19492018
unique difference in market performance (thatis, during the “power zone” period).

between the power zone and dead zone. The
PZDZ approach simply involves holding the
S&P MidCap 400 index during the power
zone and holding intermediate-term (that is,
three- to seven-year) treasury bonds during | 1,200
the dead zone.

The theory underlying holding the midcap
index is that the midcap space is where a
great deal of growth takes place. In es- 600

0
sence, you can think of the midcap space 200 +20 / (1

as containing formerly small-cap stocks

1,600

1,400

on their way to becoming large-cap stocks. ="
While this generalization certainly does not 0
apply to every mid-cap stock, in general, g g g RES2B8SSR8S § g % 2828538
we are talking about companies that are aag%%%%%%%%%agg%%%% %%%%
more well-established than small-caps but = s EE s g DT NS .

with potentially more room to grow than  ggyRE 2: DJIA % GAIN DURING “DEAD ZONE.” Here we see the cumulative percentage price gain
large-caps. for the Dow Jones Industrial Average (DJIA) during the period of June 1 through October 31, 1950-2018
The S&P MidCap 400 index was calcu- (thatis, during the “dead zone” period).

lated starting in 1981. All results presented

in this article are hypothetical returns gener- .
ated using month-end index total return data. MidCap vs. S&P 500: Nov-May
No fees are deducted and the results do not 10000
represent the return of any real-time strategy. 5000
Figure 3 displays the percentage gain for this 8000
index during the power zone months only, 7000
from 1981 through May 2019. 6000
As you can see, the growth of equity for 5000 MID
the midcap index during the power zone has 4000 —
been remarkably consistent. In addition, the 3000 -
midcap index grew 2.9 times as much as the 2000
S&P 500 stock index. 1000
During the “dead zone” months of June 0
through October, the power zone/dead zone | -1000% % 5 5 83 33883335855 3 2
approach holds intermediate-term treasuries. 8666866066868 8886 66

Asabenchmark, we will use the Bloomberg ¢y 3. Mincap 400 INDEX VS. S&P 500 INDEX, “POWER ZONE.” Here you see the cumulative
Barclays US Intermediate Treasury TR iotal return for the S&P MidCap 400 index held November 1 through May 31, 1981-2019 (blue line) versus
Index. Figure 4 displays the hypothetical those for the S&P 500 index for the same period (red line).

PEP DATABASE FROM CALLAN ASSOCIATES
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without the swift and severe declines that the S&P 500 index
Since roughly 1949, the uUs experienced along the way. As I mentioned earlier, however,
stock market has performEd during those years when the stock market does perform well

during June through October, if bonds don’t generate as much

VaSﬂV be“er dll"ng the return, an investor may feel like they “missed out.” In essence,
months of November thrﬂ“gh that is the price one pays for avoiding the regular downdrafts

May than during the months that occur during the dead zone.

of June through October. PUTTING THE TWO ZONES TOGETHER

For the purposes of this article, the hypothetical power zone/
S dead zone approach involves:
pp

* Holding the S&P MidCap 400 index from November 1

growth of equity achieved by holding this index during the through May 31 every year

dead zone versus buying and holding the S&P 500 index

during the same period each year. e Holding the Bloomberg Barclays US Intermediate
As you can see, the growth of equity for intermediate-term Treasury TR Index from June 1 through October 31
treasuries during the dead zone has been remarkably consistent. every year.

Also, treasuries grew 2.3 times as much as the S&P 500 index,

Figure 5 displays the cumulative hypo-
thetical growth achieved by following the
power zone/dead zone approach versus that

Interm. Treasuries vs. S&P 500: Jun-Oct

300 generated by buying and holding the S&P
- 500 index from October 31, 1981 through
July 31, 2019.
200 o . Over 3775 years, the PZDZ approach
R outgained the S&P 500 index by a factor
150 of 4.8 to 1.
100 S

MEASURING PERFORMANCE

50 While the equity curves displayed in Figure 5
are quite compelling,a few relevant statistics
o are helpful in illustrating the consistency of

= N o omoEm N B oo ™o B o oy ™ #OIA
pe bz a3 ; TRLT L2 T the performance of the PZDZ approach. As
U =3 & = = . .
caZ"3Egs8fsazca2"22=8 you can see in Figure 6, the PZDZ approach

FIGURE 4: INTERMEDIATE-TERM TREASURIES VS. S&P 500 INDEX, “DEAD ZONE.” Hereyouseethe  outperformed buying and holding the S&P
cumulative total return for the Bloomberg Barclays US Intermediate Treasury TR Index held June 1through 500 index in every category. Note the last
October 31, 1981-2018 (blue line) versus the S&P 500 index (red line) over the same period. line in Figure 6, which tells us that every

rolling five-year lookback period witnessed
ELL the PZDZ approach showing a gain. The
—
25000 S&P 500
PZIDZ Measure PzDz Index
20000 Avg. % during power zone +13.2% +10.0%
‘s Avg. % during dead zone +3.6% +2.4%
12-mo. average % +17.3% +12.7%
A —5PX % of times 12-mo. % > 0 97% 89%
5000 Cumulative % gain +30,443% +6,310%
. Average 5-yr % +(-) +125% +81%
Es 28053 SE2=222223A43H58 Worst 5-yr % +(-) +53% (-11%)
smyeesg b it Ili S pEL ]
THoa "= xcgz20oax -2 <¢E % of times 5-yr % > 0 100% 94%

FIGURE 5: POWER ZONE/DEAD ZONE APPROACH VS. S&P 500 INDEX. This demonstratesthe cumula- ~ FIGURE 6: POWER ZONE/DEAD ZONE APPROACH VS.
tive total return for the power zone/dead zone approach (blue line) versus buying and holding the S&P 500 ~ S&P 500 INDEX. Some performance metrics are shown
index (red line) for the period 1981-2019. for the period 1981-2019.
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Bull High Bull High PZDz SPX Difference
August 1987 March 2000 +1,036% +534% +502%
March 2000 October 2007 +162% +17% +145%

October 2007 thru 7/2019 +219% +147% +72%

FIGURE 7: PERFORMANCE ACROSS BULL MARKET GYCLES. This shows
performance from bull market high to bull market high for the PZDZ approach and

the S&P 500 index.

Bear Low ‘ Bear Low ‘ PZDz ‘ SPX ‘ Difference
August 1982 | November 1987 +199% +138% +61%
November 1987 | October 2002 +1,481% +451% +1,030%
October 2002 | February 2009 +57% (-6%) +63%
February 2009 thru 7/2019 +295% +404% (-109%)

FIGURE 8: PERFORMANCE ACROSS BEAR MARKET CYCLES. This displays
performance from bear market low to bear market low for the PZDZ approach and
the S&P 500 index.

worst five-year gain for the PZDZ approach was +53%, versus
a loss of -11% for the S&P 500 index.

ANOTHER WAY TO MEASURE PERFORMANCE
This is more of an author’s personal preference, but for any
long-term strategy (particularly a mechanical strategy such
as this one, with specific entry and exit criteria) I claim that
the proper way to measure performance versus a benchmark
index is from bull market high to bull market high and from
bear market low to bear market low—that is, across complete
bull/bear cycles. Figure 7 displays performance from bull
market high to bull market high for the PZDZ approach and
the S&P 500 index.

Figure 8 displays the performance from bear market low to
bear market low for both the PZDZ and the S&P 500 index.

Note that since the low in 2009, the S&P 500 index has out-
performed the PZDZ. However, remember that this particular
cycle doesn’t end until the next bear market low. If the bulk
of the losses incurred in the next bear market occur during
the June through October period, relative results may change
drastically as the S&P 500 index takes a hit while the PZDZ
sits in intermediate-term treasuries. It should also be noted
that PZDZ has outperformed the S&P 500 index since the
last bull market high in October 2007, as the PZDZ missed
the bulk of the 20072009 bear market.

SUMMARY

Relying on seasonality, as the power zone/dead zone ap-
proach does, requires something of a leap of faith. Still, the
consistency of the gains, the potential for outperformance

.

For any long-term strategy,
| claim that the proper way
to measure performance
versus a henchmark index
is across complete bull/
bear cycles.

over time by using a midcap stock index, and the potential
for avoiding large portions of significant bear market declines
all work in its favor.

Jay Kaeppelwrites the monthly Explore Your Options column
for this magazine. He is the editor of www.JayOntheMarkets.
com, the author of four books on trading, including Seasonal
Stock Market Trends (Wiley), and is the director of research
at Alpha Investment Management, Inc. (www.alphaim.net).
He may be reached at jaykaeppel@gmail.com.

Important Disclosure: In presenting this research the author is act-
ing independently and not as a representative of Alpha Investment
Management, Inc. The information presented is not intended to
specifically represent the views of Alpha Investment Management,
Inc. and does not constitute a complete description of any invest-
ment service or investment strategy. In addition, nothing presented
herein should be construed as investment advice, as an advertise-
ment or offering of investment advisory services, or as an offer to
sell or a solicitation to buy any security. The data presented herein
were obtained from various third-party sources. While the data
is believed to be reliable, no representation is made as to, and no
responsibility, warranty or liability is accepted for the accuracy
or completeness of such information.
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