
October 30, 2007     Issue 16 

High RS Newsletter 

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 10/29/07 

Feature: Thought Process 
2007 NCAA Football Rankings, As of Oct. 28 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Those college football teams who rise in the 
ranks of the top 25 are the best performers (no 
surprise!)  Similarly, those stocks eligible for 
relative strength (RS) portfolios are, likewise, 
the best performers.  RS adapts as market con-
ditions change, just like the college football 
rankings change depending on performance.  
Relative strength does not require forecasting or 
complex multifactor modeling.  It simply re-
quires that we keep the best performing stocks 
in the portfolio at all times. 

High RS Asset Class:  
High RS stocks, as an asset class, often move 
independently of broad indexes.  Recent per-
formance through 10/29/07: 

“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. 



Social Proof And Trends 
There are two major reasons that trends tend to 
persist in the stock market (which enables rela-
tive strength strategies to earn excess returns 
over time). 
 
1– The Market Persistently Under Reacts to Fun-
damental Trends 
2– Investors Tend to Exhibit “Herd  Behavior” 
 
The psychological principle of social proof is 
closely tied to number 2—the herd behavior ex-
hibited over and over again by investors.  In In-
fluence by Robert B. Cialdini, Ph.D., social proof 
is described as a means people use to decide 
what constitutes correct behavior.  We view a 
behavior as more correct in a given situation to 
the degree that we see others performing it.  
Whether the question is what to do with an 
empty popcorn box in a movie theater, how fast 
to drive on a certain stretch of highway, or how 
to eat the chicken at a dinner party, the actions 
of those around us will be important in defining 
the answer. 
 
Cialdini points out that “when we are unsure of 
ourselves, when the situation is unclear or am-
biguous, when uncertainty reigns, we are most 
likely to look to and accept the actions of others 
as correct.”  That is a pretty good description of 
the stock market.  Uncertainty always abounds.  
So, how do many portfolio managers and inves-
tors determine what to do?  They look to their 
peers for guidance.  In the case of an individual 
investor, perhaps they listen to their brother-in-
law’s tales of making a fortune in this stock or 
that.  They in turn follow suit.  And professional 
portfolio managers are certainly not above such 
behavior.  Searching the SEC quarterly 13F fil-
ings provides an easy way to view the holdings 
of each of their competitors.  The media loves to 
cover the top holdings of various top performing 
money managers.  For example, you can most 
likely name a couple of Bill Miller’s (Legg Mason) 
or Warren Buffet’s (Berkshire Hathaway) top 
holdings.  All of these influences add to buying 
and selling pressure that leads to trends.  The 
strongest of the trends tend to go for much 
longer than many guess.  Relative strength is 
simply a disciplined method of capitalizing on 
those trends.  It is never the first on a trend, nor 
the first off, but it does allow the investor to par-
ticipate in the major moves of stocks, sectors, 
and asset classes.  

High RS Diffusion Index 
As of 10/29/07 

High RS stocks powered higher following the 
short correction in August of this year.  A high 
percentage of high RS stocks continue to trade 
above their 50 day moving average. 

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 10/29/07 

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



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. 
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Media Center 
 

Powershares DWA Technical Leaders ETF (PDP) 
 
• New ETF follows trends based on technical 

factors, MarketWatch, Mar 2, 2007 
    http://tinyurl.com/2qt6cd 
 
Arrow DWA Balanced Fund (DWAFX) 
 
• Arrow DWA Balanced Fund Hits $100 Million 

in Assets, Marketwire, September 11, 2007 
    http://tinyurl.com/336e6u 
 
Dorsey Wright Money Management 
 
• Is a bottom in place?, MarketWatch, Aug 8, 

2007 
     http://tinyurl.com/3c6yoo 
 
• 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. 

Investor Sentiment 
 

 
 
 
 
 

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 10/25/07. 
 
The current bullish reading of 31.25% is the 
second lowest of the year (lowest came on May 
3).  The current bearish reading of 48.21% is 
also the second highest of the year (highest 
bearish reading also came on May 3).   
 
It is generally a healthy sign for the broad mar-
ket when there is some skepticism among indi-
vidual investors.  As a result, we view the cur-
rent sentiment as favorable for continuation of 
the rising trend.  
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