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STRATEGY MARKET BAROMETER
CROSS-REFERENCE TO RELATED APPLICATIONS
The present application claims the benefit of U.S. Provisional Application Serial No.
61/468,930, filed March 29, 2011, the entirety of which is incorporated herein by this
reference. In addition, this application is related in subject matter to U.S. Patent Application
Serial Numbers 12/362,824 filed January 30, 2009 and 12/648,615 filed December 29, 2009,

as well as U.S. Patent 7,734,526, and the entirety of each is incorporated herein by reference.

FIELD OF THE INVENTION
The present invention is directed generally to an asset classification system and, more
specifically, a system for predicting market returns based upon a computed comparison of

select equity strategy indices.

BACKGROUND OF THE INVENTION

Many people want to know where the stock market is headed. To help answer this
ever present question, many market forecasts are provided to market participants. Many such
forecasts are based on historical price and volume data, using concepts like overbought and
oversold. Others use economic and market data, trying to ascertain where the market is
headed based on the current state of the economy and the markets. Still others try to gauge
market sentiment by surveying investors to determine if they are more bullish or bearish. The
American Association of Individual Investors (AAII) Sentiment Survey is one of the best
known of these.

Overall stock market returns are driven by a wide range of return factors. These

factors represent the many ways in which market participants impact stock prices by means
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of their trading activity. Market participants comprise all buyers and sellers. It is
believed that some of these factors are associated with economy-wide changes, some are
associated with stock market activity, some are associated with industry sectors, and
some are associated with stock specific information. In general terms, return factors are
unobservable and represent a conceptual way to think about how investors drive returns
over time. Collectively, return factors drive overall market returns. Over time, the mix of
factors upon which market participants focus changes. Some factor mixes produce higher
market returns, while others produce lower, even negative returns. When estimating the
market’s expected or future return, it is important to know which return factor mix is the
current focus of market participants. Embodiments of the present invention provide
proxies that capture the current focus of market participants and therefore capture the

return factor mix that is the current focus of market participants.

A strategy-based investment system categorizes investment managers and can
also be used to categorize the investments they hold based on the strategy being pursued
by the manager. The strategy based investment system categorizes investment managers
and/or securities based on the way they analyze, buy, and sell assets and liabilities
regardless of the name used to reference the investment manager's process. It is based on
the self-described investment strategy or strategies of investment management.
Investment strategy is sometimes also referred to as investment methodology, or
investment technique. Investment strategy can be described in both quantitative and

qualitative terms.

A strategy based investment system can be applied to any asset or liability class
for which managers make investment decisions based on differing investment strategies.

Asset classes that can be characterized by the strategy based investment system include,



but are not limited to, mutual funds, Separately Managed Accounts or SMA's, separate
accounts, hedge funds, company stocks, bonds, real estate, venture capital, commodity
funds, private equity, energy funds, precious metals, international stocks, and
international bonds. It is to be understood that a strategy based investment system is

equally applicable to non-equity asset classes.

An individual manager's investment strategy, also referred to as a strategy profile,
is generally comprised of self-selected (or manager selected) primary and secondary
investment strategies. Within each strategy there will both quantitative and qualitative
strategy elements which further describe the way a manager goes about analyzing,
buying, and selling assets. The strategy profile for a given manager may include strategy
elements from investment strategies other than the strategy elements of the primary and
secondary strategies. Primary strategy refers to the investment strategy primarily, or most
frequently or consistently, followed by a manager. Secondary strategy refers to the
investment strategy secondarily, or, as compared to the primary strategy, next most
frequently or consistently, followed by a manager. The manager is free to select as many
or as few strategy elements as is needed to describe the investment process. Within the
primary and secondary investment strategies, the manager can rank the relative

importance of the strategy elements selected.

Active investment managers pursue an investment strategy in order to generate
superior returns. This is true of equity managers, as well as investment managers
involved with other asset classes. Each strategy focuses on a different subset of return
factors and managers in each strategy or who pursue a particular strategy build a unique
investment process around this subset of factors. As a consequence, how one strategy

compares or ranks compared to other strategies vary over time as market participants,
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which is the entire universe of buyers and sellers, not just professional managers, focus
on an ever different return factor mix. Because managers pursue their chosen strategy as
consistently as possible, strategies provide a prism or lens through which the favored
factor mix can be viewed. In other words, strategies stay the same but the favored factor
mix is ever changing. Thus assessing a comparative rank of strategies relative to each

other identifies which strategies
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market participants are presently favoring. This provides a proxy of market return factors,
i.e., participant behavior, which is measurable, reliable and predictive.

As a threshold step in comparing strategies, it is helpful to create strategy indices. A
multi-step development of the U.S. and International active equity mutual fund strategy
identification process began in 2005. The first step was an initial identification effort based
on collective knowledge of the industry. In the next step, equity managers, who managed or
had managed a wide variety of equity funds, were interviewed in order to expand and refine
the proposed identification system. Next, over 45,000 pieces of strategy information was
gathered from roughly 3000 mutual fund (ignoring share classes) prospectuses.

From this information, ten (10) equity strategies were identified. These equity
strategies are generally defined as follows:

Competitive Position: Business principles, including quality of management, market
power, product reputation, and competitive advantage. Consider the sustainability of the
business model and history of adapting to market changes.

Economic Conditions: Top down approach based on economic fundamentals; can
include employment, productivity, inflation, and industrial output. Gauges where overall
health of economy is in business cycle, resulting supply and demand situations in various
industries, and best stocks to purchase.

Future Growth: Companies poised to grow rapidly relative to others. The Future
Growth and Valuation strategies are not mutually exclusive and can both be deemed
important in investment process.

Market Conditions: Consideration of stock's recent price and volume history

relative to the market and similar stocks as well as the overall stock market conditions.
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Opportunity: Unique opportunities that may exist for a small number of stocks or at
different points in time. May involve combining stocks and derivatives and may involve use
of considerable leverage. Many hedge fund managers follow this strategy, but a mutual fund
manager may also be so classified.

Profitability: Company profitability, such as gross margin, operating margin, net
margin and return on equity.

Quantitative: Mathematical and statistical inefficiencies in market and individual
stock pricing. Involves mathematical and statistical modeling with little or no regard to
company and market fundamentals.

Risk: Control overall risk, with increasing returns a secondary consideration. Risk
measures considered may include beta, volatility, company financials, industry and sector
exposures, country exposures, and economic and market risk factors.

Social Considerations: Company's ethical, environmental, and business practices as
well as an evaluation of the company's business lines in light of the current social and
political climate.

Valuation: Stocks selling cheaply compared to peer stocks based on accounting
ratios and valuation techniques. The Valuation and Future Growth strategies are not mutually
exclusive and can both be deemed an opportunity strategy, but a mutual fund manager may
also be so classified.

The resulting information developed as part of the process also led to the
identification of elements associated with the strategies. Elements are observable things
managers do to make money. Elements are the next level down in describing a manager’s
strategy. Managers use elements as a way to tap into return factors. Once the data

organization process was complete, primary and secondary strategies for each fund were
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identified. The system is explained in U.S. Patent 7,734,526, the entirety of which is
incorporated by reference herein. Using this system, U.S. and International active equity
mutual funds domiciled in the U.S. have been strategy identified since 2007 by Athenalnvest,
Inc. based in Greenwood Village, Colorado. Ten (10) U.S. and ten (10) International Equity
Strategy Indices were developed based on the ten strategies described above. The number
(excluding share classes) of strategy identified U.S. active equity funds increased from 172 in
January 1980 to 2051 by December 2010 and the number of International active equity funds

increased from 11 to 746 over the same time period.

SUMMARY OF THE INVENTION

According to embodiments of the invention, a "Market Barometer" is calculated
utilizing strategy rankings. Strategy rank based Market Barometer captures and provides
predictive investor behavior. Market Barometer does not judge the reasoning or ask why
market participants invest (buy, sell or hold) as they do. It measures what investors are doing
with their money. A high Market Barometer means that market participants are favoring a
high market return mix, while low Market Barometer means participants are favoring a low
market return mix. Consequently, a high Market Barometer is predictive of high market
returns, while a low Market Barometer is predictive of low returns. To be clear, Market
Barometer is separate from the technical concepts of momentum and mean reversion, which
are often used for predicting future market returns. Instead, Market Barometer focuses on
strategy ranks rather than on whether returns are positive or negative. It is possible for
Market Barometer to be either high or low regardless of recent market performance.
Empirical tests confirm that Market Barometer predictions are independent of trailing 6 and

12 month market returns. This is an important distinction. Many existing methods for
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predicting future market performance are based upon recent past returns as predictors. But
past returns are really a measure of momentum, which is not an accurate predictor of future
returns. Thus Market Barometer is capturing something different from what is being
captured by momentum and mean reversion. Additionally, it should be noted that Market
Barometer is not capturing market participant sentiment, but instead is capturing market
participant behavior. This is because strategy ranks result from collective investment
activity, so they depend upon on what investors do and not just on how investors feel about
current market conditions. Thus Market Barometer is the classic “put your money where your
mouth is” type of measure. Of course, it should be understood that Market Barometer not
only can be utilized independently but also in combination with other relevant measurable
data, such as fundamental measures and technical measures, in making investment decisions.
In one embodiment, the Market Barometer is based on the recent relative
performance of the U.S. or International equity strategy indices versus the long term relative
performance of these indices. For example, in one embodiment, on a periodic basis, the
following process is implemented:

e For each selected U.S. equity strategy, the average monthly return for all funds
within a particular strategy is calculated by a computer processor and reported as
that strategy’s monthly return. Performance may take a number of different forms
and could be returns, fund flows, and other forms as would be known by persons
of skill in the art . Additionally, the monthly average could alternatively be a
relatively short term average, such as weekly, biweekly, bimonthly, but is not
limited to a monthly average.

e The individual monthly performance for each selected U.S. equity strategy are

then ranked by a processor.
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e A comparison or summary of the differences between the monthly strategy ranks
and the long term performance ranks of the same strategies are output by the
processor.

e The trailing performance measures are scaled to create a predictor - in this
embodiment a U.S. Market Barometer is created. For example, in one
embodiment, the average absolute difference sum is calculated and scaled by the
processor to create the U.S. Market Barometer reading.

The steps above are repeated by the processor using the International equity strategy
clusters in order to create the International Equity Barometer. In addition, it should be
appreciated that the approach used in calculating an equity Market Barometer may also be
used in connection with other asset classes, including, for example, mutual funds, Separately
Managed Accounts or SMA’s, separate accounts, hedge funds, company stocks, bonds, real
estate, venture capital, commodity funds, private equity, energy funds, precious metals,
international stocks, and international bonds.

Thus, in one embodiment, a method for forecasting future performance of an equity
market is provided, comprising:

a. Identifying a plurality of primary strategies pursued by investment
managers in analyzing equities;

b. Assigning at least a primary strategy to individual equities;

c. Calculating, with a processor, a short term average performance for all
equities/funds having the same primary strategy;

d. Capturing return factors currently driving the market by ranking the

individual short term performance for each strategy using a processor;



e. Outputting, by a processor, a summary of the differences between ranks
determined in the prior step with the long term performance ranks for the
strategy; and

f. Scaling, by a processor, the trailing performance measures to create a

5 market predictor for the equity market.

The above-described embodiments and configurations are neither complete nor
exhaustive. As will be appreciated, other embodiments of the invention are possible
utilizing, alone or in combination, one or more of the features set forth above or described in
detail below.

10
BRIEF DESCRIPTION OF THE DRAWINGS

Fig. 1 is a table setting forth the long term performance ranking of U.S. and
International Equity Strategies for the period 1988 — 2007.

Fig. 2 is a graph comparing the Standard & Poor’s average annual return to the

15  Market Barometer for U.S. equities as calculated by embodiments of the present invention,
for the period January 1981 to December 2010.

Fig. 3 is a graph comparing the Morgan Stanley Capital International Europe,
Australia and Far East stock market index to the Market Barometer for U.S. equities as
calculated by embodiments of the present invention, for the period January 1988 to

20  December 2010.

DETAILED DESCRIPTION
According to at least one embodiment of the present invention, the first step in

constructing a U.S. Market Barometer and an International Market Barometer is to calculate
8
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the long term performance rank of the previously identified Strategy Indices. This has been
done in Fig. 1. Monthly Strategy Index returns for each strategy are calculated by a
processor by averaging the monthly returns for all funds in that strategy that month. Funds
are deemed “in a strategy” as explained in more detail in U.S. Patent 7,734,526, incorporated
herein by reference. Funds can move from one strategy to another over time based upon the
statements of the fund manager. However, movement of funds among strategies does not
adversely affect the results of the Market Barometer described herein. Fund returns, as
reported by Thomson Reuters, are net of management, operating, 12b-1, and other
automatically deducted fees. Fig. 1 reports the ranking results for the ten strategies based
upon the 20 year long term period of 1988 through 2007.

For the twenty-year period assessed, the top performing U.S. equity Strategy was
Future Growth, while the bottom performer was Risk. In the International arena, the top
performing Strategy was Risk, while Profitability was the bottom ranked Strategy. The rank
correlation between the two equity asset classes, U.S. and International, is essentially zero, so
the pattern of market participant response to equity return factors is quite different across
these two asset classes. As noted above, the concept of strategies can be applied to any asset
or market class where active managers are attempting to beat an index. Therefore, persons of
skill in the art, upon reading this disclosure, will recognize the greater application of the
methodology and techniques described herein, and which is deemed to be within the scope of
the present application.

In one embodiment relating to calculating a U.S. Market Barometer and/or
International Market Barometer, the beginning of the month raw U.S. Market Barometer and
International Market Barometer are calculated by a processor as the trailing 12 month

weighted average monthly strategy rank absolute deviations from the ranks shown in Figure
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1. That is, raw Market Barometer measures the strategy rank deviations over the trailing 12
months. Raw Market Barometer’s are scaled or normalized to average 10 and truncated to
produce a U.S. Market Barometer range of -2 to 22 and an International Market Barometer
range of 2 to 18. Each Market Barometer provides an estimate of the expected annual market
return over the next month, as is shown below.

Figures 2 and 3 provide evidence regarding Market Barometer predictive power in the
context of equities as the asset class. Beginning of month U.S. Market Barometer and
International Market Barometer are calculated for each of the 360 months January 1981
through December 2010. For each U.S. Market Barometer value from -2 through 22, the
average subsequent S&P 500 annual returns are calculated. The U.S. Market Barometer trend
line results are reported in Figure 2 and reveal that average returns increase as U.S. Market
Barometer increases. The data reveals that annual average return increases by 1.18%, on
average, for every one unit increase in U.S. Market Barometer. That is, the more closely
recent strategy ranks match long term strategy ranks, the higher are future market returns.
This means that if investors are favoring the return factors underlying what have been the
best long term performing strategies, subsequent market returns will on average be higher.
While the mix of factors that represent high returns may vary over time, the Market
Barometer will accurately capture market participant behavior and be predictive of future
market performance. Similarly, if market participants are not favoring the return factors
underlying what are the best long term performing strategies, the Market Barometer will
show a weak or negative outlook.

The 360 month trend line results for International Market Barometer versus the
Morgan Stanley Capital International Europe, Australia and Far East index (EAFE) returns

are reported in Figure 3. EAFE returns increase at an average rate of 0.82% when
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International Market Barometer increases by one unit. Based upon this data, in international
equity markets, market participant behavior seems to be captured by International Market
Barometer.

To determine the robustness of these results, additional statistical tests were
conducted. The U.S. Market Barometer-S&P500 trend line regression reported in Figure 2 is
both economically and statistically significant (p-value = 0.026). The out-of-sample results,
comprised of monthly data before and after 1988-2007, display greater significance both
economically and statistically. Monthly strategy data over the 1988-2007 sample period was
used to estimate the long term strategy ranks used to calculate U.S. Market Barometer.
Strong out-of-sample performance provides important support for U.S. Market Barometer
predictive power. Finally, the probability of a positive monthly S&P 500 return increases as
U.S. Market Barometer increases (63% of the 360 months saw a positive S&P 500 return).
So both returns and the probability of a positive return increase as U.S. Market Barometer
increases.

The International results are not as robust as those for U.S.. First, not all of the
strategies existed for the entire 1980 through 2010 time period. Thus early in the sample,
ranking was based on fewer than 10 strategies. Unlike the U.S. Market Barometer trend line
regression, the International Market Barometer regression, while economically significant, is
statistically insignificant (p-value = 0.35). However, the out-of sample International Market
Barometer results are both economically and statistically significant, providing support for
the usefulness of International Market Barometer. And like U.S. Market Barometer, an
increasing International Market Barometer means an increasing probability of a positive

monthly EAFE return.
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It is believed that both U.S. Market Barometer and International Market Barometer
are predictive of future market returns. Used separately or together, they provide additional
information for making tactical portfolio management decisions. Their predictive power is
independent of the well known short term momentum and mean reversion that are often used
when making tactical portfolio decisions. Thus Market Barometer’s can add value to current
timing approaches or can be used stand alone.

The present invention, in various embodiments, includes methods, processes, systems
and/or apparatus as depicted and described herein, including sub processes and subsystems
thereof. Those of skill in the art will understand how to implement the present invention
after reading and understanding the present disclosure. The present invention, in various
embodiments, includes providing processes in the absence of items not depicted and/or
described herein. For example, a strategy based investment (SBI) system categorizes
investment managers and/or securities based on the way they analyze, buy, and sell assets
and liabilities regardless of the name used to reference the investment manager’s process. As
will be appreciated, the SBI system can be applied to any asset or liability class for which
managers make investment decisions based on differing investment strategies. Differing sets
of investment strategies are used for differing types of assets or securities. As will be
appreciated, the particular set or suite of investment strategies employed by a manager
depends on the type of asset or security. An investment strategy used for mutual funds
frequently differs, for instance, from that employed for a hedge fund. To accommodate this
variation in investment strategies, the invention can use an asset or security-type identifier to
indicate the particular set or suite of investment strategies applicable in any given application
or otherwise to be presented to a user. This identifier can further be used to categorize assets

or securities in the data structures and in assigning assets and securities to peer groups. The
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system may be used where investment managers are attempting to outperform a benchmark.
Strategies are the way in which active managers attempt to beat the benchmark. While
strategies may vary between asset classes, the method for calculating a market barometer
would be the same. Since the SBI system is based on manager input regarding the specific
way in which asset management decisions are made, asset classes that can be characterized
by the SBI system include, but are not limited to, mutual funds, Separately Managed
Accounts or SMA’s, separate accounts, hedge funds, company stocks, bonds, real estate,
venture capital, commodity funds, private equity, energy funds, precious metals, international
stocks, and international bonds. Within each strategy there will both quantitative and
qualitative strategy elements which further describe the way a manager goes about analyzing,
buying, and selling assets.

The foregoing discussion of the invention has been presented for purposes of
illustration and description. The foregoing is not intended to limit the invention to the form
or forms disclosed herein. The features of the embodiments of the invention may be
combined in alternate embodiments other than those discussed above, such as in connection
with other asset classes. This method of disclosure is not to be interpreted as reflecting an
intention that the claimed invention requires more features than are expressly recited in each
claim. Rather, as the following claims reflect, inventive aspects lie in less than all features of
a single foregoing disclosed embodiment. Thus, the following claims are hereby
incorporated into this Detailed Description, with each claim standing on its own as a separate
preferred embodiment of the invention.

Moreover, though the description of the invention has included description of one or
more embodiments and certain variations and modifications, other variations, combinations,

and modifications are within the scope of the invention, e.g., as may be within the skill and
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knowledge of those in the art, after understanding the present disclosure. It is intended to
obtain rights which include alternative embodiments to the extent permitted, including
alternate, interchangeable and/or equivalent calculations, processes, methodologies or steps
to those claimed, whether or not such alternate, interchangeable and/or equivalent
calculations, processes, methodologies or steps are disclosed herein, and without intending to

publicly dedicate any patentable subject matter.
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What is claimed is:

1. A method for forecasting future performance of an equity market, comprising:

a. Identifying a plurality of primary strategies pursued by investment managers in
analyzing equities;

b. Assigning at least a primary strategy to individual equities;

c. Calculating, with a processor, a short term average performance for all
equities/funds having the same primary strategy;

d. Obtaining a long term average performance for all equities/funds having a primary
strategy;

e. Ranking the individual short term performance for each strategy using a processor;

f. Calculating, by a processor, the difference between ranks determined in the prior
step with the long term performance ranks for each strategy for a trailing period;

g. Summing, by a processor, the absolute differences from the prior step; and

h. Scaling, the sum from the prior step, by a processor, to create a predictor for the

equity market.

2. The method of claim 1, wherein the short term average performance is a monthly
average.
3. The method of claim 1, wherein performance is selected from the group comprising

return or fund flow.

4. The method of claim 1, the short term performance ranking is from largest to smallest

or from smallest to largest.

5. The method of claim 1, wherein the equity market is a U.S. equity market.

6. The method of claim 1, wherein the primary strategies comprise competitive position,

economic conditions, future growth, market conditions, opportunity, profitability,

quantitative, risk, social considerations and valuation.
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7. A method of forecasting future performance of an asset class where investment
managers attempt to outperform one or more known publicly available benchmarks for the
asset class, comprising:

a. Identifying a plurality of primary strategies pursued by investment managers in
analyzing assets within an asset class;

b. Assigning at least a primary strategy to individual assets within an asset class;

c. Calculating, with a processor, a short term average performance of each asset
within a primary strategy;

d. Obtaining a long term average performance of each asset within a primary
strategy;

e. Ranking the individual performance for each primary strategy using a processor;

f. Calculating, by a processor, the difference between ranks determined in the prior
step with the long term performance ranks for each strategy;

g. Summing, by a processor, the absolute differences from the prior step; and

h. Calculating, by a processor, a new scale for the sUM calculated in the prior step to

create a predictor for the asset class.

8. The method of claim 7, wherein the short term average is a monthly average.

9. The method of claim 7, wherein performance is selected from the group comprising

return or fund flow.

10. The method of claim 7, wherein the asset class comprises real estate, precious metals,
gem stones, mutual funds, Separately Managed Accounts, separate accounts, hedge funds,
company stocks, bonds, venture capital, commodity funds, private equity, energy funds,

precious metals, international stocks, and international bonds.

11. A method for forecasting future performance of an equity market using data from a
preexisting strategy based system that categorizes managers as pursuing a strategy and
assigns a strategy to individual equities based upon the managers who buy, sell and/or hold
those individual equities, comprising:

a. Calculating, with a processor, a short term average performance for all
equities/funds having the same primary strategy;

b. Ranking the individual short term performance for each strategy using a processor;
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c. Obtaining a long term average performance for each strategy;

d. Calculating, by a processor, the differences between ranks determined in the prior
step with the long term performance ranks for each strategy;

e. Summing, by a processor, the absolute differences from the prior step; and

f. Scaling the sum from the prior step, by a processor, to create a predictor for the

equity market.

12. The method of claim 11, wherein the short term average is a monthly average.

13. The method of claim 11, wherein performance is selected from the group comprising

return or fund flow.

14. The method of claim 11, wherein the short term performance ranking is from largest

to smallest or from smallest to largest.

15. The method of claim 11, wherein the equity market is a U.S. equity market.

16. The method of claim 11, wherein the primary strategies comprise competitive
position, economic conditions, future growth, market conditions, opportunity, profitability,

quantitative, risk, social considerations and valuation.

17. The method of claim 1, wherein the period for assessing performance is a trailing

period of less than, equal to, or greater than three months.

18. The method of claim 7, wherein the period for assessing performance is a trailing

period of less than, equal to, or greater than three months.

19. The method of claim 11, wherein the period for assessing performance is a trailing

period of less than, equal to, or greater than three months.

20. The method of claim 1, wherein the step of summing the absolute differences from
step f comprises, determining the absolute value of the difference between the long term
performance rank and short term performance rank for each strategy and then summing the

determined absolute values.
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21. The method of claim 1, wherein the step of scaling comprises moving the average of
the sums of the absolute differences between the long term and short term performance ranks

of the strategies.
22. The method of claim 1, wherein the step of scaling comprises truncating the range of

the sums of the absolute differences between the long term and short term performance ranks

of the strategies.
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