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Downside Protection During Uncertain Markets
Introduction

The “M” in the CAN SLIM® System stands for the stock market, and for more than fifty years William J. O’Neil has taught investors 
about the merits of paying attention to what the market is doing. There are times to be in the market and times to wait on the sidelines 
and hold cash.  Even the best stock picking can’t dodge a bear market, and good long-term track records are more often built by avoid-
ing losses as opposed to booking big gains . . . just ask some recent falling stars such as Ken Heebner, Bill Miller, or Bruce Berkowitz.

For 25 years, NorthCoast has been mindful of that principle. In every year since our founding in 1988, we have offered tactical invest-
ment portfolios that move to cash in an effort to avoid steep losses. It was this belief coupled with our long-term performance that 
attracted Investor’s Business Daily (IBD) to partner with us in January 2006, and we began offering an institutional-caliber separate 
account to the public exclusively branded with their CAN SLIM® trademark.  After six years together, our relationship has strengthened 
and our investment portfolios have grown in both size and stature.  

The mechanism we have used to preserve capital during down markets is to “scale to cash”. For years we have used a methodology 
based on market technicals (20-day price and volume patterns complemented with IBD’s classic confirmation/distribution day count) to 
indicate when we should progressively invest in leading CAN SLIM® stocks during rising markets and sell stocks in declining markets. 
The success of this strategy has proven itself during past bear markets such as 2001-2002 and 2008-2009 and avoided undue investment 
volatility and devastating losses to our clients.  

Investment products are never “done” however. Just because something worked in the past doesn’t guarantee its success in the future.  
Markets evolve, and the most successful portfolio managers are the ones who can distinguish between noise and change and then adapt 
to a real evolution. We base our decisions on data and fact, not emotion or opinion. When asked in 2006 why we didn’t simply use IBD’s 
day count approach to time our investments, we explained that it didn’t work as well as a cash scaling technique that smoothes the sig-
nals. We did the homework and can answer such questions because we have the data and the unique ability (in the investment world) to 
scientifically approach and test hypotheses. 

We believe the time has come to again refine our cash-scaling methodology. Evidence exists that a technicals-only approach is not as 
robust as one grounded in technicals and complemented with other valuation, sentiment and macroeconomic factors. In this whitepaper, 
we will make our case. We will first discuss the importance of avoiding losses and then demonstrate that intuitive timing rules typically 
underperform. Subsequently we will detail IBD’s philosophy as well as a variety of other timing indicators. And finally, we will show 
why we believe our new approach to cash-scaling, one based on technicals and enhanced with other factors, will improve investment 
results in the future.

The Value and Difficulty of Market Timing
Negative markets can dig investors big holes.  Holes that can take years to recover from.  Too many investors are still carrying losses in 
their portfolios today from decisions made in 2000 because of a traditional Buy-and-Hold philosophy.  Over the years, many conven-
tional financial planners have touted the Buy-and-Hold method by using only a part of the logic contained in the graph below.  They 
would argue that, “if you miss the 10 best days, look how your return suffers.”  Over the 1988 to 2012 period, a Buy-and-Hold $100,000 
investment in the S&P 500 yielded a 9.5% compounded return.   And yes, while missing the 10 best days would have lowered the return 
to 6.4% as can be seen in Figure 1, avoiding the 10 worst days would have improved this return to 13.1%.  Avoiding the worst days  is 
more important than missing the best days because of basic math − it takes more gain to make up for a loss − a 20% loss requires a 25% 
gain.   
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Timing the market is hard.  It requires rigid discipline, vast research, and wise practitioners. Over the years, we have heard from many 
investors who took a short term success and extrapolated it into the future. It typically went like this, “I’ve been selling when the market 
is -5% off a high and then buying once it clears new ground. Look how that has worked from January thru October this year.”

In our experience, believing short-term patterns have long-term efficacy is a quick way to lose money.  It’s just not that easy.  To illus-
trate this point, consider the following experiment: an investor decides to tactically invest his $100,000 portfolio to the S&P500 index. 
He chooses to limit his downside by pulling out of the market after a correction of more than 5% and will re-invest once the market 
rebounds at least 5%. In this experiment we will even assume that the investor is able to invest right before the close of each day without 
any transaction costs which would significantly drag his performance. Over the 1988-2012 period, this investor’s portfolio would appre-
ciate to $151,087 , while a Buy-and-Hold investor would see his portfolio appreciate to $887,477. The difference is a 51% appreciation 
versus a 787% return, a 736% opportunity cost as can be seen in Figure 2. 

Further intrigued by this result, we tested all possible combinations of the divest and reinvest thresholds. As you can see in Table 1 be-
low, out of 121 combinations, only 2 beat the index over a 24 year period and both only by a slim margin compared to the much bigger 
opportunity costs incurred by the less productive strategies.
 

Return of hypothetical tactical equity strategies on the S&P500 index, 2/8/1988 to 01/10/2012. Source Bloomberg and NorthCoast Asset Management.

Return of hypothetical tactical equity strategies on the S&P500 index, 2/8/1988 to 01/10/2012. Source Bloomberg and NorthCoast Asset Management.
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Table 1: Cumulative return difference over 24 years between a simple tactical investment rule and the S&P 500

Clearly, market timing is not simple.  Intuition alone can be a harmful guide to navigating tumultuous markets. The hard-wiring self 
preservation mechanisms which urge us to act and stop the pain by going to cash when our portfolios suffer  are not always the best to 
follow. Jumping back in when the markets have already appreciated is leaving a substantial amount of value behind. To outperform the 
markets requires a well thought out approach.

The IBD Market Timing Methodology

Investor’s Business Daily, a long-time advocate of market timing has subscribed to a Follow-Through-Day methodology —  a  short-
term, trend-following system using price and  volume information on leading indices to identify the more significant days and avoid the 
false positives given by low volume days. The newspaper’s staple column, “The Big Picture,” has reported on this indicator for years 
and has cautioned investors with “Market in Correction” or urged participation with “Market in Confirmed Rally” taglines along the 
way.  (Please see appendix for more details on the specific methodology). We have extensively tested this strategy and our results did 
not show any significant return improvements versus the Buy-and-Hold investor over that time period as can be seen in Figure 3. There 
is, however, an improvement in annualized volatility which decreased from 19.6% to 13.7%.

Return of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 1/10/2012. Source Bloomberg and NorthCoast Asset Management.
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A More Comprehensive Approach to Cash Scaling

When trying to improve our own strategy, we first identified the root causes of market movements and then obtained the information 
needed to examine them. Understanding and weighting the motivations of  investors and traders is key. These professionals are try-
ing to generate returns on their investments using a variety of rational and emotional information. Modeling their thought process is  
feasible but imperfect. We gathered over 140 data items with long histories for the purpose of testing. These items can be bucketed  
in four categories:

Technical Indicators have been the core competency of NorthCoast and kept us and our clients out of trouble for years.  Technical 
indicators don’t “fight the tape” and are based on a belief that the market is always right. However, they can lag the market because 
they generally react to conditions rather than predict them and can have a more difficult time during sideways markets as they get 
whipsawed for their reactive behavior.

Valuation metrics assess the relative and absolute attractiveness of a market. This set of metrics is most useful to lighten the ex-
posure when the markets are extended or get back into the markets after a significant correction.  The downside of these metrics is 
their slow moving nature: they can exit early and miss some of the upside of a market bubble or incur a loss as they become bullish 
too soon before the end of a market correction.

Sentiment Indicators capture the attitude of market participants relative to the market condition. These indicators can be trend-
following or contrarian. The Achilles’ heel of these indicators is their desire to be contrarian during protracted bear markets.

Macroeconomic metrics encompass leading economic indicators which attempt to predict the state of the economy and how 
economic leaders’ will act  attempting to impact the economy. The weakness of these indicators is their tendency to integrate the 
reality of the economic conditions later than the market perceives them.

Each modeling approach has its own strengths and weaknesses and relying on one single model can generate great returns but also long 
periods of inconsistency and underperformance. We have found that by combining data items from each of these approaches we can 
generate a more consistent and  better performing investment solution in the long run.

Test Results
Evaluating models requires a systematic and thorough understanding of the rationale behind the intuition, the data, the testing meth-
odology and the significance of the test results. Below are some examples of our test results to give a flavor of what we observed  
when building our confidence in the data. These tests were designed to measure the ability of an indicator to predict both up markets  
and down markets. We removed look ahead bias by appropriately lagging and adjusting indicators and executing all trades on the close 
of the next day following the signal.  Further we scaled progressively long and short following the magnitude of the indicator reading.  
When looking at the charts below, the y axis represents excess return of a long/short test.  The more accurate the indicator — the more 
positive the test results.  The charts below are representative (having tested over 140 different indicators), and these examples are pur-
posefully organized by increasing magnitude of predictive power.

Technical Indicators

Over thirty data items were tested including but not limited to: 20 day market index slope and change in slope, above/below 50 day and/
or 200 day moving averages, % of stocks up/down, confirmation and distribution day counts, seasonality’s, price reversals — 1 day thru 
9 month, price momentum — 1 day thru 9 month, financial sector leading/lagging stock market, 10 day thru 200 day moving averages 
and crosses, advance/decline line, and up/down volume ratios.
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Over the years NorthCoast has successfully relied on technical rules to implement its cash scaling strategy and many of these tests were 
confirming of conventional Wall Street axioms such as “don’t fight the tape” or the “trend is your friend.”  Technicals work.  The chart 
above shows the excess return or loss on a yearly basis of a long/short model based on three popular  indicators.  This chart is meant 
for demonstration purposes only and is shown here to give the reader a sense of our testing results and methodology.  The first metric 
is the net number of Accumulation days minus the Distribution days over the past month. While this indicator is intuitive, it has con-
sistently underperformed over the past two decades. An indicator based on the 20-day moving average is very reactive and made some 
good market calls in 2008 as an example, but some bad ones too in 1995 and 1997. An indicator based on the 200-day moving average 
is historically superior among these three.  It was better able to identify lasting trends and managed 2008 and 2009 well but had a more 
difficult time in less pronounced markets such as 2010 and 2011.

Valuation Indicators

Over twenty-five data items were tested including but not limited to: earnings yield, dividend yield, one year change in dividend and 
earnings yield, forward yield, Fed model − earnings yield and dividend yield comparisons to various maturities, price to book, and infla-
tion adjusted yields.

Market-aggregated valuation metrics can also be useful, but they generally revolve around the same concept.   While an often cited in-
dicator, dividend yield vs. 10-year Treasury bond performs poorly, an earnings oriented metric such as the Fed Model has a very robust 
return until 2008 where it incurred a significant loss.  Stocks that appeared cheap in 2008 got cheaper and this highlights the problem 
with many valuation indicators - they can miss climax tops in bull markets and keep you invested during protracted declines.  They don’t 
handle the tails well.  Despite this, some indicators do show promise.  Earnings yield adjusted for inflation is among the better data items 
leading to an improved stream of returns overall and more manageable losses during bear markets like 2008.

Return of a set of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 1/10/2012. Source Bloomberg and NorthCoast Asset Management.

Return of a set of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 1/10/2012. Source Bloomberg and NorthCoast Asset Management.
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Sentiment Indicators

Over thirty-five data items were tested including but not limited to: AAII bull/bear indicator, mutual fund flows, margin debt change, 
variance risk premium, VIX, short interest aggregate level and change, open interest futures contracts, put/call ratio, option skewness, 
block trading activity, and mutual fund cash/asset ratios.

Sentiment comes in many shapes and forms.  Measuring the amount of fear or greed in a market  is an exercise in approximation. For-
tunately we can find enough data to proxy it. A well known sentiment indicator is the Put-Call ratio. Its performance was quite weak in 
our tests with some real misses such as 1998. Another well-known sentiment indicator is the weekly AAII sentiment survey, measur-
ing the optimism or pessimism of individual investors. Our research showed this information to be useful as a contrarian indicator.  As 
investors gain enthusiasm, market results weaken supporting another popular Buffet axiom, “be greedy when people are fearful and be 
fearful when people are greedy.”  A similar concept was used when we built our own risk premium indicator which estimates whether 
the market-based price of insurance against losses in the stock market is unusually high or low. This indicator proved quite consistent 
with a particularly strong return in 2009.

Macroeconomic Indicators 

Over forty-five leading macro economic data items were tested including but not limited to: the Michigan consumer sentiment report, 
loan officer surveys, Citigroup economic surprise indicator, yield curve slope and change in slope, corporate bond spreads, increase or 
decrease in the Fed target rate, inflation, employment ratios, GDP absolute and changes, shipping index, as well as oil and gold prices.

Return of a set of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 1/10/2012. Source Bloomberg and NorthCoast Asset Management.

Return of a set of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 1/10/2012. Source Bloomberg and NorthCoast Asset Management.
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Macroeconomic indicators constitute the last set of metrics we considered. While the inflation yardstick of the Year-Over-Year Con-
sumer Price Index was particularly volatile, the employment ratio signal alternated between losses and gains netting to a mildly positive  
result.  Comparatively, the yield indicators proved quite consistent with one negative year in 2002. 

The NorthCoast Cash Scaling Model 

After an extensive testing period, we focused on the few indicators which successfully passed our stringent methodology and combined 
them into an intuitive, weighted model − a strategy firmly grounded in market technicals and enhanced with other common sense data.  
Not every 10% move in the market is the same and this approach better balances a wide variety of environments.  Simply put, comple-
menting technical indicators with input from the  macroeconomic landscape, investor mentality, and some historical perspective on the 
market’s valuation, improves results.

Below in Figure 8, one can view the broad benefits of our new scaling strategy.  Technicals, when enhanced with data from other indica-
tors, are improved.  Using valuation, sentiment, and macroeconomic indicators to better discern whether a -10% decline is routine or 
the beginning of a bear market is the big benefit.  Most -10% market declines recover quickly and using this complementary data helps 
distinguish between the two.

Applying our new cash scaling model to the S&P 500 Index proved quite effective over the past two decades.  Figure 9 details the result 
of increasing and decreasing exposure to the Index using this improved model.  When comparing the returns of the NorthCoast cash 
scaling strategy with the S&P 500, it showed little difference in the 1990-1997 period as none of the indicators saw a strong reason to be 
underinvested. During the tech bubble,  Valuation, Macroecomic and Sentiment indicators raised warning flags as Technicals kept the 
portfolio reasonably invested until the bubble burst. Interestingly 2002 was an ambivalent year as the Technicals were still pointing to a 
down market, while the Macroeconomic metrics were starting to tediously improve and help generate a re-entry signal.

Return of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 01/10/2012. Source Bloomberg and NorthCoast Asset Management.
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The 2003-2007 years were again in line with the market, as the portfolio was fully invested for a majority of the time during this trend-
ing period and fully captured the rally. 2008 proved to be a defining year as most of the indicators foresaw the collapse to come and 
were able to actually eek a gain. 2009 was also very robust as the methodology accurately identified the right time to get back in the 
market and benefit from the recovery. 2010 and 2011, which proved so difficult for investors using technical indicators alone, improved 
significantly. The annual return diagram in Figure 10 demonstrates the consistency of the methodology in both bull and bear markets.

To help clients better understand the expected behavior of the portfolio, the diagram below compares the timeline of the new NorthCoast 
Cash Scaling  investment level versus the IBD methodology. The steadier stance of the NorthCoast strategy is evident. As explained 
above, a technique based only on confirmation and distribution days can lead to several bad signals in any given year.  The 1997-2000 
period would be an example.  Both models, however, agreed on the timing of the bubble burst in 2000 with the NorthCoast model start-
ing to adjust a few months earlier than the IBD model based on the market’s extreme valuation.  The bull market of 2003-2007 were 
quite similar as was the bear market in 2008 when both strategies identified the proper trend. The NorthCoast program, on the other 
hand, stayed longer in cash and did not take the bait of the temporary relief rally of early 2008 and stayed in cash until March of 2009.  
2010 and 2011 were difficult years for tactical adjustments but were still managed reasonable well by the NorthCoast model which 
stayed invested most of the time except for August and September of 2011, while the IBD system got whipsawed in this sideways market 
and suffered versus the benchmark.

Return of a set of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 1/10/2012. Source Bloomberg and NorthCoast Asset Management.

Return of a set of hypothetical tactical equity strategies on the S&P500 index, 1/4/1993 to 1/10/2012. Source Bloomberg and NorthCoast Asset Management.
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Conclusion 

After a thorough analysis of decades of market data, we believe that the time has come to introduce new elements into our cash scaling 
strategy.  We believe this change, though only a slight modification on a day-to-day basis, will yield enormous benefits to our clients 
over the years.  Markets evolve, and the most successful portfolio managers are the ones who can distinguish between noise and change 
and then adapt to a real evolution. Our Technicals-only approach in the past has served us well and our clients have fared far better than 
most Buy-and-Hold approaches during the past two decades. We are optimistic that with these enhancements the future is brighter.  Our 
refined strategy will most often agree with our old Technicals-only indicators but at times will diverge at some key inflection points 
− divest or invest earlier or even hold the course and continue investing during mild setbacks where attractive entry points can lead 
to better returns in the future.  This change continues a long legacy at NorthCoast of building the best investment products we can for 
our clients, and furthers our belief that simple strategies − rigorously researched, and consistently applied − will outperform over time.

Disclosure Information 

Past performance is not a guarantee of future profits.

Hypothetical performance results have many inherent limitations. 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 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 with-
stand losses or to adhere to a particular trading program in spite of 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, all of which can adversely affect 
actual trading results. 

CAN SLIM® and variations are marks of Investor’s Business Daily, Inc. (‘IBD’).  IBD does not license, review or approve of, and is 
not responsible or liable for any investment advice or other services provided by Northcoast.  Northcoast is not an agent of, sponsored 
by, affiliated with, or owned by IBD and is not authorized by IBD to make any representations, warranties, or promises.

**Please note that this paper and data only detail the cash scaling portion of the NorthCoast investment methodology applied to the 
S&P500 Index and does not reflect the added value of the stock picking portion of our investment programs.  The CAN SLIM® System 
is a strategy that benefits first from avoiding losses on which this paper focuses but also from investing in high quality growth stocks 
as markets improve.  The benefit of buying great companies like Apple in 2010 will be vetted in a future paper.
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Testing Methodology Description

Running a test starts with assuring clean data. Financial data can have spotty historical coverage, be burdened by outliers, restated, or 
time stamped before the data was actually available. We are familiar with those issues and appropriately lagged and adjusted our data 
to build the indicators. 

 Each indicator then went through a series of tests before being considered for inclusion in the model. First we robustly built the Macro-
economic, Technical, Valuation and Sentiment indicators every single day for 20 years. We then relied on each indicator to trade a port-
folio invested in the S&P500 Index proportionally to the indicator’s reading. If the indicator is bullish, the portfolio is 100% invested in 
the S&P500, if it is bearish it was  100% betting against the S&P500. This method is helpful determining if an indicator can consistently 
manage both up-markets and down-markets as well as the risks of being wrong.

To build our investment target level, we combined the above selected indicators into a number ranging from 0 to 100% , using a weight-
ed average method determined during our research process. This method balances the risks and rewards of cash scaling resulting in an 
attractive investment product with an acceptable risk level.

To simulate what returns an investor could potentially achieve with this target investment level, we first built a buffer to account for 
trading delays and assumed that the investor is only able to execute at the close of the next day. We then traded the portfolio to buy or 
sell the appropriate amount in the S&P 500 Index to get to the target investment level.  The returns of these strategies were computed 
using total return including dividends net of withholding taxes.

IBD Confirmation/Distribution Day Count Definition and Testing Methodology:

Distribution day = -1% day on higher volume (5% more volume than yesterday)

Leading index = index with the highest 6 month returns from the Nasdaq, Dow Jones and S&P500

Correction defined as 5 or more distribution days over the past 20 days on the leading index

Attempted Rally is defined as a +1% total move over the past 2 days following one negative day on the leading index

Follow through day is defined as a day up > 1.7% on the leading index between 4 to 7 days after an attempted rally, and without hitting 
a new low since the attempted rally

IBD market timing investment level: go to cash in a correction, go full invested after a follow through day

Trading is considered immediate (implemented at close of market), no transaction cost

Data: Bloomberg 1/4/1993 -  4/9/2012

To account for scaling in/out of the portfolio, a Progressive IBD Investment level is then generated using the average investment level 
over the past 60 days.

Appendix
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