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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.

China Tightens Australia’s Monetary Policy

In case you are not convinced that we have a
new world order, here is an interesting tidbit
from the Wall Street Journal. On Tuesday, the
Reserve Bank of Australia was expected to raise
interest rates. They did not. The Australian dol-
lar had been expecting the rate increase and
took a hit when it didn't happen. The most in-
teresting reason is why Australia didn't make a
rate change.

...[the Reserve Bank of Australia] surprised the
market by holding steady at 3.75%, noting
among other factors China's efforts "to reduce
the degree of stimulus to their economy."

You may ask what China's slowdown has to do
with Australia's monetary policy. It's pretty
straightforward.

Because a reduction of credit in China will ripple
through to demand for Australia's raw materials,
China essentially did Australia's tightening for it.

So there you have it. China is such a large trad-
ing partner for Australia that the assumption is
that there will be a trickle-down effect. It used
to be said that when America got the sniffles,
the rest of the world caught a cold. Now, at
least in Asia, that role is being played by China.

It's not clear what the investment implications of
the new world order will be, but it's pretty clear
that some traditional relationships are going to
change dramatically. Your investment portfolio
needs to be broad enough to have the ability to
adapt.

High RS Asset Class:
High RS stocks, as an asset class, often move
independently of broad indexes. Recent per-
formance through 2/5/2010:

High RS Index vs. S&P 500
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“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 2/5/2010

Sector Performance
S&P 500 GICS Sector 12 Month 6 Month 1 Month

Financials 55% -1% -7%
Consumer Discretionary 47% 12% -5%
Technology 43% 8% -9%
Materials 38% 1% -11%
Industrials 32% 12% -4%
Consumer Staples 17% 7% -3%
Health Care 13% 11% -2%
Energy 5% 4% -8%
Telecommunications 1% -3% -12%
Utilities -3% 1% -6%
Capitalization Performance
S&P Mid-Cap 36% 8% -6%
S&P Small-Cap 32% 5% -7%
S&P Large-Cap 26% 6% -6%



http://online.wsj.com/article/SB20001424052748704107204575040131360430518.html

High RS Diffusion Index
As of 2/5/2010

High RS Diffusion Index
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e===High RS Stocks Above 50 Day Moving Average
10 Day MA

The 10-day moving average of this indicator is
38% and the one-day reading is 26%. Declines
in this indicator have often provided good oppor-
tunities to added to RS 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. As of 2/5/2010:

Relative Strength Spread
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The sharp decline in the RS Spread for much of
the last 12 months has moderated considerably
in recent months, and may well be setting the
stage for a more favorable RS environment.

How to Find the Winners
Martjin Cremers, a professor at Yale, and his col-
league, Antti Petajisto, authored a paper on the
concept of active share. Advisor Perspectives
recently interviewed Mr. Cremers to ask about
his research.

Active share is a holdings-based measure of how
different the holdings in an active portfolio are
from the benchmark portfolio. As an example,
an S&P 500 index fund would have an active
share of 0%, since the holdings would be identi-
cal to the benchmark. Portfolios with low active
shares around 30% are still so close to the
benchmark that they are considered closet in-
dexers.

Where Cremers and Petajisto differ from the es-
tablishment is that by segmenting managers in
this way, they believe they are able to identify a
subset of managers--those with high active
share--who can outperform the benchmark over
time.

That result is probably the most contro-
versial. We find significant evidence, in
our view, that a lot of managers actually
do have some skill.

What I find refreshing about their approach is
their willingness to examine aggregate data
more thoroughly. In aggregate, their data also
shows that fund managers do not outperform
the benchmark. Most studies stop there, pre-
tend not to notice that numerous tested
factors show evidence of long-term outper-
formance, and then advise investors to buy in-
dex funds and to forget about active manage-
ment.

Cremers and Petajisto were not content to take
the lazy road. And, in fact, when looked at in
more granular fashion, the data tells a different
story. Closet indexers do worse than the mar-
ket, but many managers with high active share
show evidence of skill. This is much more in ac-
cord with other academic research that shows
that broad, robust factors like relative strength
and deep value can outperform over time. A
manager that pursued such a strategy would
have high active share and would have a good
chance of long-term outperformance. That's ex-
actly what our systematic relative strength
strategies are designed to do.



http://www.advisorperspectives.com/newsletters10/pdfs/Martjin_Cremers_on_Active_Management.pdf
http://www.advisorperspectives.com/newsletters10/pdfs/Martjin_Cremers_on_Active_Management.pdf

Fund Flows
The Investment Company Institute is the na-
tional association of U.S. investment compa-
nies, including mutual funds, closed-end funds,
exchange-traded funds (ETFs), and unit invest-
ment trusts (UITs). Flow estimates are derived
from data collected covering more than 95 per-
cent of industry assets and are adjusted to rep-
resent industry totals. The table below is
ranked in descending order based on flows
through 1/27/2010.

1/27/2010 1/31/2009
Taxable Bond 6,053 12,673
Municipal Bond 1,429 3,861
Foreign Equity 1,180 2,270
Hybrid 570 -340
Domestic Equity -370 6,931

Investors continue to flock to bonds.

Other RS Sources
Relative Strength investing has a long history of
well-documented testing. Some of the best
known resources in the area are:

Brush, John S. “Eight Relative Strength Models
Compared.” Journal of Portfolio Management
(1986).

Berger, Israel, Moskowitz. “The Case for Mo-
mentum Investing.” AQR Capital Management.
2009.

Jegadeesh and Titman. “Returns to Buying Win-
ners and Selling Losers.” Journal of Finance
(1993).

O’Shaughnessy, James P. What Works on Wall
Street. McGraw Hill, 1997.

Media Center

Powershares DWA Technical Leaders ETFs (PDP,
PIE, and P1Z2)

e Ten Myths About ETF Investing, ETFdb, Nov
25, 2009
http://tinyurl.com/yaxnklh

Arrow DWA Balanced Fund (DWAFX)

e DWAFX Reaches New Milestone, Aug 13,
2009
http://tinyurl.com/qursom

Arrow DWA Tactical Fund (DWTFEX)

e DWTEFX: Good Marks After 3 Months, Nov 4,
2009
http://tinyurl.com/yl5kbdd

Dorsey Wright Money Management

e Bringing Real-World Testing To Relative
Strength, Jan 2010
http://tinyurl.com/yb37bfh

Blog

Visit (and bookmark!) our blog at
www.systematicrelativestrength.com

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 or click
here.

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.
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