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Devoted to information and portfolio strategies for 
the high relative strength asset class 

Relative Strength measures… 
the price performance of a stock versus a mar-
ket average or universe of stocks.  A stock’s 
relative strength can improve if it rises more 
than the market in an uptrend, or goes down 
less than the market in a downtrend. 

Sector & Capitalization Snapshot 
As of 5/14/07 

Feature: Thought Process 
 
 
 
 
 

 

 

 
 
 
 
 
 
 
 
A weather vane gives objective feedback about 
which direction the wind is blowing.  It doesn’t 
have a hidden agenda.  It simply rotates on its 
axis as a result of the movement of air.  Wind is 
the movement of air caused by uneven heating 
of the Earth’s surface.  When hot air rises and 
the cooler air takes its place, wind is the result. 
 
Similarly, security prices move as the result of 
unequal supply and demand relationship for that 
particular security.  When there is greater de-
mand than supply, price will rise.  When there is 
greater supply than demand, price will fall.   
 
Relative strength dispassionately measures that 
movement and points out the strongest trends. 

High RS Asset Class:  
High RS stocks, as an asset class, often move 
independently of broad indexes.  Recent per-
formance through 5/14/07: 

“High RS Index” is a proprietary Dorsey, Wright Index composed of stocks 
that meet a high level of relative strength.  The volatility of this index may 
be different than any product managed by Dorsey, Wright.   The “High RS 
Index” does not represent the results of actual trading.  Clients may have 
investment results different than the results portrayed in this index. 



High RS Diffusion Index 
High relative strength stocks have rebounded 
strongly since the short correction from February 
and early March of this year.  As of 5/14/07 

Early RS Practitioner 
George Chestnutt 

We are aware of various relative strength practi-
tioners going back nearly 100 years.  We have 
studied their work and have tried to better un-
derstand the nature of relative strength invest-
ing.   
 
One of the most successful portfolio managers 
who used relative strength was George Chest-
nutt, manager of the American Investors Fund.  
The fund was in existence nearly 30 years and 
had  tremendous success.  Although we don’t 
have the track record of this fund over the entire 
existence of the fund, we do have various indi-
cations of its success.  Financial World magazine 
reported that from the fund’s inception on Janu-
ary 16, 1958 to March 31, 1964, the Fund had a 
cumulative return of 160.50%, while the Dow 
Jones Industrial Average returned 82.67%.  We 
also know that Institutional Investor magazine 
called Chestnutt “one of the few surviving per-
formance stars of the mid-1960s in an article 
published in 1967.  Also, Lipper ranked Chest-
nutt’s fund among the top 10 performing funds 
of 1979.  Additionally, the fact that the American 
Investor’s fund existed for nearly 30 years 
speaks to its success. 
 
In a 1963 article in Financial World magazine, 
Chestnutt described his strategy as focusing on 
stocks that have exhibited a strengthening price 
trend. With the help of his IBM computer, Mr. 
Chestnutt, ranked all the stocks in his universe 
by their past price performance and contrasted 
the relative strength and relative weakness of 
each.  He also had a ranking system for 37 in-
dustry groups.  Chestnutt explained that the 
next logical step is to choose the best-
performing stocks from the best performing 
industries.   
 
In a 1980 Institutional Investor  article, Chest-
nutt explained that he has little use for Wall 
Street research — “it’s garbage input and gar-
bage output.” 
 
Many things on Wall Street change over time, 
but one thing that does not change is the pro-
pensity for the cumulative effects of buying and 
selling to create price trends.  While Chestnutt 
surely did not outperform every single year, he 
employed a disciplined relative strength strategy 
that served his investors well over many years. 

Unstable Correlations 
The fundamental goal of Strategic Asset Alloca-
tion (SAA) is to optimally allocate between differ-
ent stocks or different asset classes.  The inputs 
into SAA are expected return, standard deviation 
of each asset, and the correlation matrix be-
tween these assets.  The output is the efficient 
frontier which provides the allocation with the 
highest return for the least risk.  This process 
would work fine if those relationships re-
mained constant over time, but they don’t.  
One example is the chart below highlighting the 
unstable nature of correlations between com-
modities and the S&P 500: 
 
 
 
 
 
 
 
 
 
 

Richard Bernstein, March 2006 
 

Tactical Asset Allocation (TAA), using relative 
strength, takes a more proactive view on portfo-
lio management.  The goal of TAA is to system-
atically identify and provide exposure to leading 
strategy components on an ongoing basis. 



Information contained herein is based on data obtained from publicly available statistical services, issuer reports or communications, or other sources believed to be reliable.  How-
ever, such information has not been verified by Dorsey, Wright and Associates, Inc. (“DWA”) and DWA makes no representations or warranties as to the accuracy of the source 
data.  Recommendations made are based on the professional judgment of DWA, and DWA cannot guarantee the results.  The data reflects information as of the date DWA pur-
chased this security for client portfolios and is not for purposes of assisting any person in making his/her own decision as to which security to buy or sell, or when to buy or sell 
them.  Charts, graphs, or formulas published by DWA have limitations in determining future profitability.  All investments have risks and there is no guarantee against loss.  DWA 
may sell this position at any time without further notice. 

Dorsey, Wright Money Management 
595 E. Colorado Blvd, Suite 518 

Pasadena, CA 91101 
(626) 535-0630   

Media Center 
 

Powershares DWA Technical Leaders ETF (PDP) 
 
• Getting Technical With New ETF, Investope-

dia, April 26, 2007 
     http://tinyurl.com/35f8ch 
 
• Technical ETF, ETF Topics 
     http://tinyurl.com/2gozlb 
 
• New ETF follows trends based on technical 

factors, CBS Marketwatch, Mar 2, 2007 
    http://tinyurl.com/2qt6cd 
 
• New ETFs start trading on the NYSE, AMEX, 

Reuters, Mar 1, 2007 
    http://tinyurl.com/2uw4mu  
 
Arrow DWA Balanced Fund (DWAFX) 
 
• Fund of ETFs Leads Way for Moderate Allo-

cation, Arrow Funds, Feb 21, 2007 
    http://tinyurl.com/2j56ow 
 
General 
 
• Can Relative Strength Be Used in Portfolio 

Management?, Technical Analysis of Stock & 
Commodities, Aug 2005 

    http://tinyurl.com/38ooq3 
 
• Systematic Relative Strength Investment, 

The Wall Street Transcript, Jan 29, 2007 
    http://tinyurl.com/2m7cls 
 

To Request Info 
 
To request information about our Systematic 
Relative Strength accounts, please call us at 
626-535-0630, or e-mail us at  
moneymanagement@dorseywright.com 

Other RS Sources 
Relative Strength investing has a long history of 
well-documented testing.  Some of the best 
known resources in the area are: 
 
What Works On Wall Street, James P. 
O’Shaughnessy, McGraw Hill, 1997. 
 
Earnings Growth, P/Es and Relative Price 
Strength, Robert A. Levy and Speros L. Kripo-
tos, Financial Analysts Journal, 1967 
 
Eight Relative Strength Models Compared, John 
S. Brush, Journal of Portfolio Management, 
1986.  
 
Momentum Strategies, Louis K.C. Chan, Nara-
simhan Jegadeesh, and Josef Lakonishok, Jour-
nal of Finance, 1996. 

Sentiment: On the Analyst’s 
Couch 

The AAII Sentiment Survey measures the per-
centage of individual investors who are bullish, 
bearish, and neutral on the stock market short 
term; individuals are polled from the AAII Web 
site on a weekly basis.  Results as of 5/9/07. 

43 percent were bullish and 43 percent were 
bearish.  The long term average bullish reading 
is 39% and the long term average bearish read-
ing is 28%.  It is somewhat baffling that there 
is still above average pessimism given the great 
run in the market in recent months.  However, 
such pessimism is generally good for the 
market. 
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