How to avoid the big losers in the stock market.

Major losers are stocks in the left-hand tail of the
distribution of returns

Left-hand tail —worst 15% to 20% of all stocks — 80/20 rule works — 80% of
portfolio losses come from the worst 20% of the stocks.

Distribution of returns — Normal vs. Fat Tails

Observed distribution
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‘ Region occupied by major losers in the stock market

The far left tail of the distribution of returns is the region of major losers.

Damage control is a major factor in successful portfolio management. Most institutional
portfolios are fully invested at all times so a process of continually upgrading the portfolio is
required. As soon as a stock can be identified as a non-performer it should be sold and the
proceeds switched into a stock with more potential. Losers are often held far too long and
performance suffers as a result. This upgrading process assures that the portfolio adapts to
change in a positive way. Stocks that are too cheap to sell hurt the portfolio twice —they under-
perform and they occupy a slot in the portfolio that could be invested in a winner.
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Experience shows that it often takes a long time for a loser to turn around.

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500
ARMSTRONG HOLDINGS INC 1272272000 225 ACK
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The long-term decline in ACK
has taken almost two years
and there is little sign of

reversal at this point. | E

A portfolio cannot withstand

the effects on performance of
just a few issues like ACK. A

stock that performs like ACK

can also lead to problems

with clients over portfolio g
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When bullish predictions fail — the litmus test is derived from the market
action —don’t wait for fundamental confirmation — sell stocks that break
down — more often than not, stock prices lead the news — believe what you
see.

MMAREET DYNAMICS - RELATIVE STRENGTH vs S&P 500
SAFEGUARD SCIENTIFIC IINC 12/22/2000 6.5 SFE

The top on SFE formed while the
relative strength was 30 boxes above
the 45-degree bullish support line.
\ The 45-degree bearish resistance line
g8 |\ has contained the relative strength
\ decline all the way down!
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Avoid bargain hunting — stocks going down are the wrong stocks to own.

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500
DAIMLERCHRYSLER AG 12/22/2000 40383 DCX
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The downtrend in DCX was so persistent
that no triple top buy signals were
recorded during the decline to date.
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Two patterns that usually precede major losers

Pattern #1 — Stocks that break down from major trading ranges.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
MATTEL INC 12/22/2000 13.24 DMAT
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Primarily a problem for “GARP” /value managers

MMAREET DYNAMICS - RELATIVE STRENGTH vs S&P 500

DELL COMPUTER CORP

12/22/2000 18.38 DELL

B—&\\ |
The long-term trading range
between row A and row E
contained the stock for over
‘\ a year and a half.
—— \\
Y
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The major top on DELL appeared first as a wide trading range.
The downside breakout occurred when the support at row E
failed. The fundamental developments that followed signaled a
drop in expectations for future earnings growth.
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Usually stocks with long-term fundamental
deterioration.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
SILICON GRAPHICS INC 12/22/2000 3.63 SGI
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A The 45-degree bearish resistance line
B has been touched 5 times during this
N\, long-term decline. The relative strength
c \ action is said to “validate” this line as
D an important downtrend line.
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Trading range develops into a major top that represents solid resistance
against future price rises.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
CORVIS CORPORATIONN 12/22/2000 21.63 CORY

The chart for CORV shows at least

three trading ranges that were

i converted into major tops. These tops

D\ s [te then acted as resistance zones that
""" Ligimen turned the relative strength back

NJ | down.
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Mature company’s stocks that go into long-term
financial deterioration.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500

EASTMAN KODAEK CO 12/22/2000 3888 EK
A A major trading range persisted for over twenty
B columns before the relative strength broke the 45-
c \ degree bullish support line and then began its long-
A term decline. The trading range turned out to be a
D ;‘/ major top.
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| | EK has been under a bearish trend

L for almost two years. This trend

M[| has been completely contained by

N the 45-degree bearish resistance

| | line. A false base across row G

0 turned out to be a ledge
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The danger of “bottom fishing” — incomplete basing patterns — negative
surprises.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500

XEROX CORP 12/22/2000 5.06 XRX
A | Major long-term trading range.
B
C
D I
E [| After breaking down
F from this long-term
trading range, XRX lost
G [ more than 90% of its
H [ value. A false base \\
I formed about halfway
down that proved to be
J | aledge. The 45-degree
I | bearish resistance line
L has completely
contained the downside -
M| move since late ‘99 The chart on XRX is
N L testimony to the importance
0 || of the 45-degree bearish
p resistance line.
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Avoid stocks that show long-term distribution.

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500

WORLDCOM INC 122272000 1333 WOCOM
AT :
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45-degree bullish
support line. H
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WCOM has shown a
pattern of distribution for
more than a year. All of
the overhead supply will
act as resistance and will
deter any upward trends.
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Pattern #2 -Speculative stocks that break down / collapse

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500
LEXMARK INTERNATIONAL  12/22/2000 4494 LXK

45-degree bullish
support line.

The top on LXK formed very
— quickly and was confirmed
|| by the reversal thru the 45-
degree bullish support line.
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#2 Primarily a problem for momentum / growth managers

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500
CMGIINC 12/22/2000 6.838 CMGI
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Earnings disappointments — dramatic psychology reversal.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
AT&T CORP 1272272000 1781 T
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Rapid reversal from up to down — often does not show a major top —
downside usually much faster than the upside.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
BRIO TECHNOLOGY INC 11/29/2000 5.38 BRIO
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Prior bull move suggests magnitude of risk.

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500
ADVANCED MICRO DEVICES  12/22/2000 14.31 AMD

=

45-degree bullish
support line.
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Major risk associated with “bottom fishing”

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500
J.C. PENNEY COMPANY INC  12/22/2000 9.19 JCP
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JCP experienced a
|| persistent long-term
major decline
relative to the

— market.
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45-degree bearish resistance line is critical in avoiding premature
purchase.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
OWENS-CORNING FIBERGLAS  12/22/2000 88 OWC

§ 3 8

N
It is always easy with hindsight to review
a chart and believe that the action would
have been taken at just the right time. It
is far more difficult in real-time, while the
issue is still uncertain, to be as confident
of the result. Many times, in my
experience, the best decisions are made
while the outcome is very much in doubt!
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Ledges — false bases and downside breakouts — stop outs

MAREKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
PROFIT RECOVERY GPINTL 12/29/2000 6.38 PRGX
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Losers hurt performance in two ways

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
PRIMUS TELECOM GROUP  12/292000 231 PRTL

A

E

C

D

E

F

G 45-degree bullish

support line.

H

I

J

E

L

M g
N

o 1 2 3 4 5 6 7 8 9% 10 11 12 13 14 15

Clay Allen Page 20 10/7/2003



127292000 14.69 PLUG
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MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500

PLUG POWER INC

Losers are defined by their failure to perform.
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Losers occupy a position in the portfolio that could be invested in a

winner.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
12/29/2000 .72 PSIX

PSINET INC
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The portfolio manager must be able to diagnose and act on the transition
from winner to loser.

MARKET DYNAMICS - RELATIVE STRENGTH vs S&P 500
S IV 12/22/2000 10.03 DCLE
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The identification of problem stocks in a timely manner drives the portfolio

upgrading process.

MMAREET DYNAMICS - RELATIVE STRENGTH vs S&P 500

AMAZON.COM INC

122272000 15.56 AMZEN

Clay Allen
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AMZN set up a shallow conventional downtrend
line that has remained in effect for along time.
The various rally attempts proved to be false
bottoms and the stock’s RS continued to
deteriorate.
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There is a tendency to underestimate downside risk.

MMAREET DYNAMICS - RELATIVE STRENGTH ws S&F 500
12/22/2000 29.56 YHOO

YAHOO! INC
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45-degree bullish
support line.
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Summary and Conclusion

Damage control is an exceedingly important part of successful portfolio
management. The identification of non-performing stocks is critical to the
achievement of performance objectives.

The long-term relative strength charts in point and figure format are ideal
for tracking the performance of stocks in the portfolio. The 45-degree
bullish support line provides an easy test to assure that the stock is
perforating up to expectations. Stocks that fall below the 45-degree bullish
support line can be switched into more promising issues.

This process of continual portfolio upgrading is key to the long-term
performance of the portfolio. The upgrading process allows the portfolio to
adapt to changes in fundamentals on a timely basis.

Non-performing stocks will be eliminated from the portfolio while the loss
is still manageable and major disasters will, for the most part, be avoided
altogether.

In my opinion, portfolio managers should worry less about taking profits
and more about the elimination of non-performing stocks. As Peter Lynch
said “we should water the flowers and pull the weeds”.

To return to the main tutorial mdtutor.pdf

303-804-0507 or FAX @ 303-804-0513

clayallen@msn.com
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