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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

Can an investor expect better performance by
buying those stocks that have performed the
best over the past 6 to 12 months or by buying
those that have performed poorly over that time
frame? Using their own intuition, many would
say of the winners, “those stocks have already
gone so far; surely | would be better off buying
the laggards.” | believe it is a human tendency
for investors to want to buy the laggards with
the hope of “getting a bargain,” despite the fact
that research shows this to lead to underperfor-
mance (What Works on Wallls Street, 1996). To
overcome this bias, it might be helpful to con-
sider the concept of preferring past winners to
past losers in a different context—track. Carl
Lewis is a retired Track & Field athlete who won
10 Olympic medals, including 9 gold medals, and
10 World Championship medals, in a career that
spanned from 1979 when he first achieved a
world ranking to 1996 when he last won an
Olympic title and subsequently retired. His 65
consecutive victories in the long jump achieved
over a span of 10 years is one of the sport’s
longest undefeated streaks. Had Carl Lewis’
track coach passed on him after his initial suc-
cess, he would have missed years of phenome-
nal performance!

High RS Asset Class:
High RS stocks, as an asset class, often move
independently of broad indexes. Recent per-
formance through 10/12/07:

“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 10/12/07




High RS Diffusion Index
As of 10/12/07

Dorsey Wright Diffusion Index
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—High RS Stocks Above 50 Day Moving Average — 10 Day MA

After correcting in July and August, high relative
strength stocks have powered higher. This indi-
cator often reaches high levels and remains
there for extended periods of time.

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 10/12/07
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The current environment is very favorable for
relative strength strategies as RS leaders are
outperforming RS laggards.

What’s Working
Ford Equity Research is a quantitative equity re-
search firm that analyzes a host of return factors
to identify which work best over long periods of
time. They analyze such factors as price mo-
mentum, sales growth, profit margin, relative
earnings trend, dividend yield, price to book ra-
tio, return on equity, earnings momentum,
share buyback, and many others. Of interest to
us is how price momentum stacks up against all
the other factors that they test. As can be
found at the following link, their formulation of
price momentum stacks up very favorably over
time:
http://tinyurl.com/2dvdd9

In their October Newsletter, Ford Equity Re-
search pointed out what factors led to the best
results in the month of September. Of the 50
factors analyzed, the best performers were price
gain-past 6 months, price gain-past year, price
gain-past 5 years, long-term median growth es-
timate and the worst performers were price/
sales ratio, peg ratio, internal rate of return esti-
mate, price/value ratio, price/book value ratio.
It is interesting to note that those factors that
performed poorly in the month of September are
traditional value factors. It is true that one
month does not necessarily make a trend. How-
ever, the trend away from value factors has
been in place for over a year now (after seeing a
strong value cycle over most of the past 7
years). Furthermore, consider the following per-
formance comparison of the Russell 3000
Growth Index (Blue Line) versus its value coun-
terpart (Red Line) since 1/1/2007:
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We believe it would be prudent to consider shift-
ing more of a client’s allocation to strategies,

like relative strength, that are adapting to this
change.




Addiction To Forecasting

What do stock market forecasters and co-
caine addicts have in common?

“The excitement you feel from thinking you are
going to make money is very intense. If you've
made some successful bets in the immediate
past that have paid off more than once, you will
really come to believe that you’ve got it all fig-
ured out. This sensation that I’'m hot or I’'m on
a roll can lead to incredible euphoria. It also
can be basically indistinguishable from a form
of addiction. If you look at the brain of some-
one who has gotten a few stock picks right in a
row, it is almost indistinguishable from that of a
cocaine addict because the sensation is proc-
essed in the brain in almost the same way.” —
Jason Zwieg, Your Money & Your Brain

The track record of stock market forecasters is
poor. Those of us using relative strength sub-
scribe to a trend-following discipline as opposed
to the futile quest to consistently pick tops and
bottoms.

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 New ETF follows trends based on technical
factors, MarketWatch, Mar 2, 2007
http://tinyurl.com/2qgt6cd

Arrow DWA Balanced Fund (DWAFX)

e Arrow DWA Balanced Fund Hits $100 Million
in Assets, Marketwire, September 11, 2007
http://tinyurl.com/336e6u

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.



