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Introduction !
!
In your research and learning about methods and systems 
you have probably come across the term "Robust". Robust 
in this sense basically means that changing markets and 
changing parameters will not cause it to stop working. 
Relative strength is extremely robust  something that can be 
shown with Monte Carlo testing. "
!
In Michael Covel’s The Little Book of Trading, the section 
on trend follower David Druz has this to say:!
!
A robust system works over many types of market conditions 
and over many timeframes. It works in German Bund futures 
and it works in wheat. It works when tested over 1950•1960 or 
over 1990•2000. Robust systems tend to be designed around 
successful trading tactics not designed around specific types of 
markets or market action. And here is the amazing thing about 
robust systems: The more robust a system, the more volatile it 
tends to be!... Druz gives this advice: “There are whole families 
of trend trading ideas that seem to work forever on any market. 
The down side is they are very volatile because they are never 
curve-fit. They’re never exactly fit to any particular market or 
market condition. But over the long run, they do extract money 
from the market.  You want to be focused on how you divvied up 
the risk in your portfolio, how much risk you take in each 
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market, how many contracts you trade in each market, that’s the 
stuff that really counts…if you have money management wired, 
you can let volatility go because you know it doesn’t have any 
correlation with the risk of ruin. You can use volatility to your 
advantage.”"
!
You can substitute sectors, industries, ETFs, Mutual Funds 
and stocks for the word markets above.!
!
Because they are not optimized, they tend to be volatile.  
We see this especially during periods when markets are 
relatively trend-less or are in the midst of a changing 
trend. This is where the optimizers come in, creating 
conditions that will avoid this or that particular 
drawdown volatility. There is always some specific 
method that is optimized and perfectly adapted to the 
current market—but as soon as the market character 
changes, it may fail miserably.!
!
Here, you are accepting a different trade-off.  It will 
probably never work perfectly in any market 
environment, but it will probably work pretty well in a 
wide range of conditions.  That’s a pretty good description of 
how relative strength works.  It goes through rough stretches 
but generally manages to adapt enough over time to 
deliver good long-term performance.  The trick for 
investors is to sit on their hands during the rough 
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stretches—a truism for any long-term winning method, 
whether relative strength or value.!
!
A systematic, structured methodology of comparing the 
price performance of one security to another:!
!
! ▪! Each security is ranked in comparison to the other       

inventory members!
! ▪! Numerous research studies conducted by both       

Dorsey, Wright & Associates and others show that 
consistent exposure to the highest relative strength 
ranked securities results in better investment results 
than exposure to poorly ranked securities on a 
relative strength basis.!

! ▪! Relative Strength strategies capitalize on performance       
differences between asset classes or within asset 
classes.!

! ▪! Directionless or narrow markets and markets with       
transitioning leadership tend to be periods when 
relative strength as a strategy will struggle.!

!
Source: Dorsey Wright's Systematic Relative Strength blog!
Now sit back and think a moment about this site. Most of 
the Prudent Trader site concentrates on Relative Strength, 
be it in my watch lists based on the works of Charles 
Kirkpatrick, or William O'Neal of Investors Business Daily. 
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Selecting The Proper Time 
Frame!

!
!
The Fidelity Select Rotational is one of the better 
performing investment methods, over time. The test 
covered the period 1/1/1990 to 6/30/2014. It has 
essentially passed the test of time and is robust. The 
obvious caveat, the draw downs. Many will quit at exactly 
the wrong time. Therefore I am, once again, searching for 
methods to mitigate draw downs. This will take some time 
as programming is involved, and not in my wildest 
dreams am I a very good programmer. Lots of trial and 
error involved.!
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Timing and Testing!

!
There is an old adage: you have to take the bad with the 
good. The problem this method faces are the paper 
drawdowns and preventing you from exiting the method 
at exactly the wrong time (human nature at its best).!
Fidelity Select Funds are essentially 41 groups and/or 
sector funds. The rotational method forces one into the 
strongest ones and holds them until they are replaced in 
the rankings. The returns this method has over the last 25 
or so years, I think, are exemplary. As stated, the problem 
is the draw downs so let us see if some market timing can 
help.!
!
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The Study!

!
The original timing mechanism used in the ETF Rotation 
study utilized one of the total stock market indexes. 
Unfortunately data on these indexes does not go back far 
enough for this study. The Fidelity select funds date back 
to 1987. So for this studies purposes I’ll use the S&P 500.!
!
The market timing mechanism employed identified four 
bull markets from the late 1980s through June of 2014.!
!
•April 1989 thru August 1998!
•November 1998 thru March 2001!
• January 2003 thru January 2008!
• November 2009 thru ???!
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Limitations !
!
Back testing of historical data has limitations. However, 
before you dismiss these results, consider for a moment 
what are the alternatives? Guessing? Predictions? 
Economic projections? What?!
!
Hypothetical performance results have many  
inherent limitations, some of which are described below. 
No representation is being made that any account will or 
is likely to achieve profits or losses similar to those shown. 
In fact, there are frequently sharp differences between 
hypothetical performance results and the actual results 
subsequently achieved by any particular trading program.!
 
One of the limitations of hypothetical performance results 
is that they are generally prepared with the benefit of 
hindsight. In addition, hypothetical trading does not 
involve financial risk, and no hypothetical trading record 
can completely account for the impact of financial risk in 
actual trading. For example, the ability to withstand losses 
or adhere to a particular trading program in spite of 
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trading losses are material points which can  
also adversely affect actual trading results.!
!
There are numerous other factors related to the markets in 
general or to the implementation of any specific trading 
program which cannot be fully accounted for in the 
preparation of hypothetical performance results and all of 
which can adversely affect actual trading results. Trading 
in the off exchange retail foreign currency market is one of 
the riskiest forms of investments available in the financial 
markets and suitable for sophisticated individuals and 
institutions. The possibility exists that you could sustain a 
substantial loss of funds and therefore you should not 
invest money that you cannot afford to lose.!
!
Nothing in this presentation is a recommendation to buy 
or sell any mutual fund, Exchange Traded Fund (ETF) or 
any security for that matter. !
 
Carefully consider your investment objectives, level of 
experience and risk appetite.  
!
!
!
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Charting Performance!

!
Some people are data oriented and prefer to go through 
reams of data to discover whatever it is they are looking to 
discover. Others are more visual in nature, preferring 
overall graphic displays of results as opposed to the raw 
data. If that is you then this section is for you.!
!
First the mountain charts we all know and love. What I 
have done with these tests is start the first bull market 
with $100,000 (If you started with $10,000 just move the 
decimal points). The first bull market ended with an 
equity of $388,649, and that became the starting equity for 
bull market two.!
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April 1989 through August 1998!

!
November 30 1998 thru March 2001!

" !

The draw downs expressed in the data are peak to trough 
points. Therefore in the above graph the draw down is 
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from the 2000 peak at around $1 Million to just above 
600K. This is the 39% draw down expressed in the data. 
Now if you started the program at 100K back in 1989 you 
may not be too upset (relative term). However, I always 
like to tell people figure you will begin the program at one 
of those peaks. In all fairness that was the worst draw 
down in 25 years and may really be an outlier. !
!
!
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Total Performance Picture!

Putting it all together in one view, the good, the bad, and 
the ugly. The performance mountain chart along with the 
draw down chart and a month by month and year by year 
break down. Both graphical and data oriented 
presentation.!
!
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Management Considerations!

!
Many studies will optimize performance by creating ever 
more conditions to alleviate the draw downs. This type of 
activity has been avoided, because it gives a false premise 
to that study and therefore any relation between past 
performance and future performance is strictly 
coincidental.!
!
Not considered: Any transaction costs that might occur. 
Interestingly with Mutual Funds there is usually not a 
transaction cost. !

If you follow this study you face one possible transaction 
cost. If your holding period is less than 30 days Fidelity 
will charge a 1% redemption fee. !
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In addition any income received from dividends paid out 
are not considered. If you invest in an interest bearing 
instrument during the non-bull phases, any income is not 
considered. It is as if you took the money and put it in 
your mattress.!

!
Suggestions for Money Management!
!
!
If there is a concern about the draw downs a strategy you 
might consider:!
!
Utilize a simple exit strategy, that is, let’s say 8% under your 
purchase price and if the time frame is less than the 1% accept 
that as a cost.  This would be far less than some of the 
individual draw downs experienced. The risk however, in 
such a strategy is if the sector turns around at that point in 
time. You will miss any upside.!
!
Another potential strategy is to move in smaller pieces. Many 
of the very profitable signals last several months. You can 
consider entering and then adding to if prices go in your favor.!
!
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Any one wishing a trade list to go over any exit strategies you 
may wish to employ can have a trade list emailed to you by 
making the request to admin@prudenttrader.com!
!
To reiterate this is a very easy strategy to follow and execute. 
The historical results are exemplary in my humble opinion 
with little effort. The choice is yours.!
!
“There is nothing new on Wall Street or in stock speculation. 
What has happened in the past will happen again, and 
again, and again. This is because human nature does not 
change, and it is human emotion, solidly build into human 
nature, that always gets in the way of human intelligence. Of 
this I am sure.”"
!
Thank You For Reading"
!
Bill Zimmer"
PrudentTrader.com
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