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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.

Feature: Thought Process

What is the difference between investing
and gambling?

Investors who are willing to take on risk because
they expect to earn a risk premium are inves-
tors. Investing is undertaken despite the risk
because the investor sees a favorable risk-return
tradeoff. In contrast, gambling is the assump-
tion of risk for no purpose beyond the enjoy-
ment of the risk itself.

Those who adhere to a strict relative strength
discipline have good reason to expect a favor-
able risk-return tradeoff. One piece of our re-
search to substantiate that statement can be
found here. Any time a portfolio manager or in-
vestor makes a change to their portfolio it is
worth asking the question, “Do | have reason to
expect a favorable risk-reward tradeoff?” In
other words, is this investing, or is it gambling.
The former will likely lead to wealth accumula-
tion over time. The latter will likely lead to a re-
duced standard of living.

High RS Asset Class:
High RS stocks, as an asset class, often move
independently of broad indexes. Recent per-
formance through 8/20/07:

“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.

Sector & Capitalization Snapshot
As of 8/20/07




High RS Diffusion Index
As of 8/20/07
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The low for the year of this index came on 8/16
with a reading of 10%. It is now at 22%. This

is a useful tool to help investors overcome their
tendency to be pessimistic at exactly the wrong
time. Dips in this indicator have historically pro-
vided good opportunities to add money to rela-
tive strength strategies.

RS Spread

The chart below is the spread between the rela-
tive strength leaders and relative strength lag-
gards (universe of mid and large cap stocks).
When the chart is rising, relative strength lead-
ers are performing better than relative strength
laggards. When investors are confident in mar-
ket leadership, they continue to buy into
strength and sell into weakness. When investors
are risk averse, they tend to sell into strength
and buy into weakness. As of 8/20/07
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Although volatile lately, the spread is in a gen-
eral rising trend indicating high relative strength
outperformance.

Growth/Value Update
It has been a common practice in the invest-
ment community to divide the equity markets
into the growth and value styles. Growth compa-
nies typically increase their earnings at sustain-
able rates that are higher relative to their peers
and their stocks typically trade at valuations
higher than the market average. Value compa-
nies are typically those whose stocks trade at
valuations that are discounted relative to the
market averages and their earnings growth rates
are typically below average relative to their
peers.

Growth and value stocks’ performance, as meas-
ured by various growth/value style indices, has
differed significantly at times over the past 30
years. There have been multi-year periods of
marked outperformance by one style that were
typically followed by multi-year periods of out-
performance by the other style.

US Growth and Value Performance Cycles as
Measured by the Russell 3000 Growth and Value
Indices: Nov 1980-Dec 2006

Russell Russell
Beqinni Endi 3000 3000
?ng.m;'g P" !"g Growth ¥alue Months
erio erio Cumulative | Cumulative
Relurns % | Reburns %o
11,/30/1930 | 11/30/1995 | 45.6 1185 al
11301955 | 12/31/1991 | 163.2 1153 73
12311991 | 12/31/1995 | 185.6 2227 al
12311996 | 2/29/2000 | 1362 477 38
2292000 | 12/31/2006 | -28.8 042 a2

Source: Russell Mellon

For most of the last 7 years we have had a
strong value market and weak growth market.
However, over the past 12 months, we have
seen signs of a reversal. The Russell 3000
Growth Index has outperformed its value coun-
terpart by almost 5% over the past year.

What is the implication for a relative strength
strategy? Unemotionally, RS Strategies have
been adapting to this change. Strategies, like
our Systematic RS accounts, are well positioned
to capitalize on the change. However, it is worth
evaluating the percentage of your portfolio/book
of business tied to “Value Managers.” It could be
a good time to lighten up.




Sentiment Update
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Calculating the ISEE

ISEE is computed by dividing opening long call options bought by customers
by opening long put options bought by customers,

Long Calls (Opening Position)

X 100 = ISEE
Long Puts (Opening Position)

The put/call ratio hit a 52 week low on 8/7.
From a sentiment perspective, there is a signifi-
cant amount of pessimism in the market right
now, which we believe is a bullish sign.

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.

Media Center

Powershares DWA Technical Leaders ETF (PDP)

e Technical Leaders ETF Buys Strongest
Charts, Investors Business Daily, June 15,
2007
http://tinyurl.com/yrho94

e Getting Technical With New ETF, Investope-
dia, April 26, 2007
http://tinyurl.com/35f8ch

e New ETF follows trends based on technical
factors, CBS Marketwatch, Mar 2, 2007
http://tinyurl.com/2qt6cd

Arrow DWA Balanced Fund (DWAFX)

e Fund of ETFs Leads Way for Moderate Allo-
cation, Arrow Funds, Feb 21, 2007
http://tinyurl.com/2j56ow

Dorsey Wright Money Management

e Is a bottom in place?, MarketWatch, Aug 8,
2007
http://tinyurl.com/3c6yoo

e Can Relative Strength Be Used in Portfolio
Management?, Technical Analysis of Stock &
Commodities, Aug 2005
http://tinyurl.com/3800q3

e 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

Dorsey, Wright Money Management
595 E. Colorado Blvd, Suite 518
Pasadena, CA 91101
(626) 535-0630

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.



