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Our Quadrix® stock-rating system has been upgraded several times since its introduction
in early 2000. Separate category scores for Performance and Earnings Estimates were
added in 2001, narrowing the Momentum score’s focus to company operating
momentum. The weightings used to calculate Overall scores have been adjusted to place
more emphasis on Value, and a few highly effective individual variables were added in
2004.

Despite these changes, the underlying philosophy and basic design of Quadrix is largely
unchanged since 2000. Unlike many quantitative systems, which place undue emphasis
on companies with the very best valuations or growth rates, Quadrix is designed to

reward balanced strength.
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The system is broadly diversified,
grading stocks on more than 100 factors Group(bost20% of Quagri ssores
in six categories: Momentum (recent
operating results), Value (price/ earnings
and other valuation ratios), Quality (long-
term track records and returns on assets,
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Strength (p rOfIt marg I nS’ debt pOSItlonS’ The chart above shows the cumulative return of five hypothetical portfo-
and |nterest Coverage)’ Earnings lios created by dividing the Quadrix® universe into five equal-numbered
. - . groups based on Overall Quadrix scores, with Group 1 the top scorers and
EStI mates (trends n anaIySt esti maIES), Group 5 the bottom scorers. The portfolios, rebalanced quarterly, begin March
and Performance (StOCk retu rns) . 31, 2000, and end June 30, 2006. The portfolios were created in real time as

Quadrix scores were published on our Web site, dowtheory.com.

Based on what’s working and our expectations, we adjust the weightings assigned to
individual variables and the category scores. But we have never used fewer than five
variables for a category, and no category has been assigned a weight exceeding one-third

RELATIVE PERFORMANCE OF OVERALL SCORE of the Overall score.
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_ o _ benefiting from one-time items,
In 19 of the 25 quarters since we began publishing Quadrix® scores, the .

mean (simple average) return of the top one-fifth of U.S.-traded stocks based vaUISItlonS, or Other unusual

on Overall Quadrix scores has exceeded the mean return of all U.S.-traded Ci rcumstances.
stocks. In the three worst periods of relative performance, the average U.S.-
traded stock gained more than 10%.
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Why Quadrix leaders outperform

INVESTING 101

So far, Quadrix’s diversified approach has worked nicely. As shown in the chart of
Quadrix’s track record, an equal-weighted portfolio that rotated quarterly into stocks with
Quadrix Overall scores above 80 would have gained 214.8% from March 31, 2000, to
June 30, 2006. A portfolio that rotated into stocks with Overall scores below 20 would

have declined 13.6%.

Using mean, or simple average, total
returns, the top one-fifth of Quadrix
Overall scorers has outperformed the
average U.S.-traded stock by 1.7% per
quarter. The top one-fifth has
outperformed in 19 of the 25 quarters
since March 2000.

The Overall score has not performed as
well as the Value score. In back-tests to
1990, both Overall and Value scores
have provided competitive returns,
though the returns of top Value scorers
are more volatile.

QUADRIX QUARTERLY PERFORMANCE

The median stock in the top quintile, or one-fifth, of U.5.-traded stocks
based on Overall Quadrix® score has outperformed the median among all
U.S.-traded stocks by an average of 2.0% per quarter for the 25 quarters
since March 2000. By definition, one-half of the stocks in a set have returns
higher than the median, while one-half have returns helow the median.

Using the mean, or simple average, of returns, the top one-fifth on Over-
all score has outperformed by an average of 1.7% per quarter. In 76% of the
25 quarters since we began publishing Quadrix scores, the mean return of
the top one-fifth has exceeded the mean return of all U.S.-traded stocks.

————— Median Returns ——— ———— Mean Returns ———

Avg. Quarterdy % of Avg. Quarterly % of

Outperformance Quarters Outperformance  Quarters

by Top Quintile Top Quintile by Top Quintile  Top Quintile
Category of U.S. Stocks Beat Median Of U.S. Stocks ~ Beat Mean
Overall 2.0% 76% 1.7% 76%
Value 21 84 29 84
Quality 11 76 0.3 i}
Financial Strength 0.4 52 -0.4 18
Momentum 0.2 64 0.5 68
Earnings Estimates 0.2 62 0.7 62
Volume Metrics -0.2 57 -0.5 65
Performance -04 52 -0.1 n

Also, you can extract much of the advantage provided by Value scores by emphasizing
stocks with strong scores for both Value and Overall.
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