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Although the major indices are well off of the lows they reached in March, there remains a high level of uncertainty about
what the future holds for the market and the economy. The S&P 500 (SPX) was down more than 1% in back-to-back
trading sessions on Tuesday, May 12 and Wednesday, May 13. Also on Wednesday, Federal Reserve Chairman Jerome
Powell said that “The scope and speed of this downturn are without modern precedent, significantly worse than any
recession since World War II” and warned that “There is a growing sense that the recovery may come more slowly than we
would like...and that may mean it's necessary for us to do more” (Source: The Wall Street Journal). At the same time, the
financial press has also been putting out headlines like “Why 'the next big shoe to drop’ in the U.S. Economy could hit by
July.”

Although it's typically not in our best interest, many of us allow our emotions to impact our investing decisions under the
best circumstances. And given the current state of affairs, even the steeliest of investors may be feeling uneasy. One
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reason that we tend to let our emotions get the best of us in the context of investment decision making is that we tend to
feel the pain of losses to a greater extent than we do the joy of gains.
“Maybe life is the hard way, I don’t know. When the show was great, it was never as enjoyable as the misery of the show
being bad. Is that human nature?” –David Letterman in a 2016 interview with The New York Times. This tendency - to feel
the impact of losses more acutely than gains - is described in prospect theory and it has important implications for our
investment behavior. From the Investopedia entry on prospect theory:
According to prospect theory, losses have more emotional impact than an equivalent amount of gains. For example, in a
traditional way of thinking, the amount of utility gained from receiving $50 should be equal to a situation in which you gained
$100 and then lost $50. In both situations, the end result is a net gain of $50.
However, despite the fact that you still end up with a $50 gain, in either case, most people view a single gain of $50 more
favorably than gaining $100 and then losing $50...
...Prospect theory also explains the occurrence of the disposition effect, which is the tendency for investors to hold on to
losing stocks for too long and sell winning stocks too soon. The most logical course of action would be to hold on to
winning stocks in order to further gains and to sell losing stocks in order to prevent escalating losses.
When it comes to selling winning stocks prematurely, consider Kahneman and Tversky's study in which people were willing
to settle for a lower guaranteed gain of $500 compared to choosing a riskier option that either yields a gain of $1,000 or $0.
This explains why investors realize the gains of winning stocks too soon: in each situation, both the subjects in the study
and investors seek to cash in on the number of gains that have already been guaranteed. This represents typical riskaverse behavior.
Left unchecked, the disposition effect creates a host of problems in our investment decision making. We hold on to the
losers because if we don't actually sell them, then we won't have to realize the loss, and we think we are avoiding some
measure of pain. And the winners, we often sell them too soon (even if it means missing out on additional upside) because
we fear to see those gains evaporate.
As an advisor, understanding the irrational decisions that human nature can produce is critically important both so you don’t
fall victim to it and so you can protect your clients from doing the same. And in times like these, when emotions are already
heightened, being cognizant of these potential pitfalls is especially important.
The rules-based tools on the Nasdaq Dorsey Wright (NDW) Research Platform can help you avoid these pitfalls. However,
these tools can only provide a road map, it is incumbent upon you to coach your client to make sure they don't let emotion
take over and veer off course.
One tool we’ve found incredibly helpful for explaining why our processes makes sense is Jim O’Shaugnessy’s W
“ hat Works
on Wall Street: The Classic Guide to the Best-Performing Investment Strategies of All Time.” Hearing from a third party can
help instill confidence in clients and the summary of findings within the book establish a good case for constructing equity
portfolios using relative strength and using it in a systematic fashion. A few of our favorite quotes from the book are below.
"The only way to beat the market over the long term is to use sensible investment strategies consistently...The lack of
discipline devastates long-term performance."
As the prospect theory shows us, psychology can very often get in the way of optimal investment decision making. By
implementing (and sticking to) a rules-based relative strength system for investing, we can avoid making emotional
decisions. Relative strength is calculated simply by dividing the price of one security by another on a daily basis, and that
calculation comes to life once we plot it on a Point and Figure (PnF) chart. At any point in time, a PnF chart is either on a
buy signal or a sell signal. There is no gray area, allowing the practice of constructing relative strength-based portfolios to
be conducted in both a "sensible" and "consistent" manner.
Using research conducted by third parties like James O'Shaughnessy and others is always helpful in establishing credibility
for the process. O'Shaughnessy gained access to the Compustat database and tested everything that had been purported
to work (market capitalization, P/E ratios, price-to-book ratios, price-to-cash flow ratios, price-to-sales ratios, dividend
yields, earnings per share, profit margins, return on equity, and relative strength) over a long period from 1951 to 1996. He
tested them independently and in conjunction with other variables. In summary, he found that there was only one factor
included in all of the top 10 performing strategies over time, and that factor was relative strength. In addition, he pointed out
that the worst strategy he tested was the anti-relative strength strategy of bottom fishing (or buying the stocks with the
worst trailing performance).
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"...For investors, this means letting good strategies work. Don't second guess them. Don't try to outsmart them. Don't
abandon them because they're experiencing a rough patch. Understand the nature of what you're using and let it work...it is
only by being dispassionate that you can beat the market over time."
Keeping our emotions under wraps is never easy. It's even harder in an environment like this one where there are plenty of
legitimate causes for concern and there seems to be an unending series of negative headlines. But, it's times like these
when making rational, logical decisions is of utmost importance. Hopefully, having a better understanding of what drives
some of our irrational decision-making will help aid you in keeping your clients on course.
Nasdaq Dorsey Wright offers investors a free trial of the NDW Research Platform, which provides turnkey research and
analysis for securities selection, portfolio management and asset allocation. Click here for more information. For questions
about the NDW strategies, contact us here.
Dorsey, Wright & Associates, LLC, a Nasdaq Company, is a registered investment advisory firm. Registration does not
imply any level of skill or training.
The Dorsey Wright Sector Indexes are non-investable, equal weighted baskets of stocks including the largest and most
liquid names from within each sector. The indexes are rebalanced daily and do not include the reinvestment of dividends.
Past performance is not indicative of future results. Potential for profits is accompanied by possibility of loss.
Unless otherwise stated, the performance information included in this article does not include dividends or all potential
transaction costs. Investors cannot invest directly in an index. Indexes have no fees. Past performance is not indicative of
future results. Potential for profits is accompanied by possibility of loss.
Nothing contained within the article should be construed as an offer to sell or the solicitation of an offer to buy any security.
This article does not attempt to examine all the facts and circumstances which may be relevant to any company, industry or
security mentioned herein. We are not soliciting any action based on this article. It is for the general information of and does
not constitute a personal recommendation or take into account the particular investment objectives, financial situations, or
needs of individual clients. Before acting on any analysis, advice or recommendation (express or implied), investors should
consider whether the security or strategy in question is suitable for their particular circumstances and, if necessary, seek
professional advice.
Dorsey Wright’s relative strength strategy is not a guarantee. There may be times when all assets are unfavorable and
depreciate in value. Relative Strength is a measure of price momentum based on historical price activity. Relative Strength
is not predictive and there is no assurance that forecasts based on relative strength can be relied upon to be successful or
outperform any index, asset, or strategy.
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