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Agenda

1. Relative Strength

2. Applied technical analysis 
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Relative Strength 
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What is Relative Strength?

•Stocks that have already out-performed…continue to out-perform

•Widely reviled by theorists despite strong evidence of the “momentum effect”

•Numerous studies have proven it’s existence……….BUT

•Even more investors have been buried by it
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Strengths and Weaknesses

•Why does it work?

•It steers towards success and away from failure

•The big trends go on for much longer than expected

•The winners must pass “go”

•What are the pitfalls?

•It is a highly cyclical strategy

•High beta and therefore volatile 

•The strategy cannot cope with the investors’ confidence cycle
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The Best Strategies in the USA 1954 to 1996

James P O’Shaughnessy – “What Works on Wall Street”
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The Worst Strategies in the USA 1954 to 1996

James P O’Shaughnessy – “What Works on Wall Street”
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LBS - UK Relative Strength– 1900 to 2007

London Business School/ABN Study by Dr Paul Marsh
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GMO Performance of best quartile since – 4% excess returns 

Source GMO
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Compound Interest – 6% versus 10%  - post war years
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GMO Momentum Study – Momentum time horizon 

Source GMO
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Global Equities Quintiles  - Winners Versus Losers – 40 weeks
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Ranking by Quintile over two time horizons
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Ranking by Quintile over two time horizons
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Global Equities Quintiles  - 40 month neutral – best and worst
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Ranking by Quintile over two time horizons
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All Groups – What works?
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GMO – Relative Strength at Turning Points

Source GMO
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Thoughts on Relative Strength

•The momentum effect is highly effective but unreliable

•Difficult to time

•Risk from crowded trades – trend following is highly susceptible

•Recent reversal is the worst for momentum since the great depression
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Designing your Trend Fund

•Capital preservation- stops, sizing, allocation, VaR

•Timing – how can timing and “alpha” be combined effectively?

•Hedging – can you find shorts that correlate with the longs?
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Applied Technical Analysis
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Diworsification

•We live in a highly correlated world

•Traditional techniques fail when it matters most – ie asset class

•New thinking required about diversification

•How effective is technical analysis?
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The Five Styles

•Growth Leading assets at moderate prices, high beta

•Quality and Value Steady assets at fair prices, low beta

•Long Term Opportunities Realisable value over time

•Liquid Uncorrelated Trading strategies with macro economic drivers 

•Global Government Government bonds and FX for real returns
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The Five Styles – the role of technical analysis

Technical Valuation Qualitative

Growth 70 15 15

Quality and Value 20 40 40
    
Long Term Opportunities
     Unlisted 0 50 50
     Distressed 0 50 50

Liquid Uncorrelated
     CTA 100 0 0
     Global Macro 50 50 0

Global Government
     Bonds 40 40 20
     FX 40 40 20
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Gold 
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Gold in non – Dollar terms
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Gold relative to the S&P500 – since 1975
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Gold versus Emerging Markets – past decade
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Gold ETF – Shares in Issue since 2004
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Summary

• Momentum is interesting – don’t give up

• Technical analysis is a wonderful tool but there are other tools

• Gold is the only mainstream trade that can thrive in this environment
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