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Executive Summary - This is a momentum strategy for value stocks. It ranks stocks with higher
2 months return (price momentum) and higher short-term (3 days) price reversion (capturing
investor’s over-reaction). The model also prioritizes profitable companies (higher ROE) with
lower valuations (low P/B and P/S). By rebalancing a portfolio of 20 stocks every 3 months
during 10 years, it will produce a Sharpe ratio of 0.70 and an annualized return of 28.14%.

1.a. The ranking system uses a momentum strategy for value stocks.

Momentum (75% weight): The model ranks stocks that had increased its
price in the last 2 months (18.75% weight) and had a 3 days reversion in
stock price (56.25% weight). Due to the price momentum, I expect the
upward trend to continue and the 3-day over-correction will create an
opportunity to buy cheap.

Value (25% weight): The model ranks profitable companies (higher ROE
represents 6.25% weight) that the market expects to have low future
earnings growth (lower P/S and P/B represents 18.75% weight). Since ROE should be
correlated to P/S (and P/B), I expected that the market will close this gap and the company will
have an increase in its multiples.
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1.B. Running a simulation where I buy small stocks (market cap. between $200M and
$1000M) with good liquidity ($200k average daily liquidity) and stock price above $3 and
sell these stocks every 3 months if they rank below the 95th percentile in the model or if
their prices decrease by more than 70% (stop loss rule), we can achieve an amazing
return for 5 and 10 years:

10 years: In 10 years, the total return is 810% (versus -3.61% from S&P), which
represents an annualized return of 28.14%. The Sharpe ratio is 0.70 and the maximum
drown down is -57.37%. The annual turnover is relatively high (343%) as well as the
overall winner’s ratio (58.68%)

5 years: In 5 years, the total return is 155.93% (versus -8.23% from S&P), which
represents an annualized return of 20.68%. The Sharpe ratio is 0.39 and the maximum
drown down is -62.88%. The annual turnover is relatively high (348.26%) and the overall
winner’s ratio is 52.49%
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5 years results
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