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The Dynamic Indicator of Equity Momentum (DIEM)

The DIEM strategy is a relative value strategy 
based on equity market signals to go long/short 
portfolios of single name CDS.

DIEM operates on the premise that the equity 
markets are better at differentiating firms than 
the credit markets.

DIEM was first published in June 2006 and has 
run out-of-sample since then. Back-testing 
extends to 2001.

Strong historical performance: average annual 
return of 2.54% post transaction costs, Sharpe 
ratio 1.6.

Custom formats: DIEM can be run as a pure 
market neutral strategy, with equal weight 
between long credit and short credit portfolios, 
or as a long- or short-biased strategy using 
unequal weights.

DIEM: Average annual return 2.49%, Sharpe ratio 1.1

Source: Barclays Capital

Sources: Markit, Barclays Capital
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Quarter-by-quarter performance: DIEM has outperformed in volatile conditions*

Average annual return of 2.49% pa post-transaction costs since June 2001

Returns are on an unfunded basis

Transaction costs are set at conservative levels for single-names which vary by spread level

* Past performance is not a guide to future returns

Sources: Markit, Barclays Capital
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Cumulative performance of the long and short portfolios separately

DIEM can also be run with unequal weights between the long and short portfolios to express a market directional view

* Past performance is not a guide to future returns

Sources: Markit, Barclays Capital
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DIEM – The selection process - overview

Stock price 
trend indicator
established for 
each CDS issuer

Equity market 
signals

Equity trend
compared across
credits of similar
5yr spread level

Credit 
comparison

Sell protection on
CDS with

high ranking
equity trends

Buy protection on
CDS with

low ranking
equity trends

Portfolio 
construction

Positions held
for three

months and 
process rerun

Rebalancing

Sources: Markit, Barclays Capital
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DIEM – The selection process - details

Equity performance (i)

DIEM Methodology: Example on RadioShack (RSH US) as of 24 September 2007

DIEM Indicator

Ten nearest neighbours in 5y spreads for relative value 
signal (50 in the usual model)

DIEM Signal: Relative value to similar credits

Expected/projected volatility (ii)
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2 month moving average Credit 5y CDS DIEM ind DIEM signal
MDC Holdings 133 -26% -2
RadioShack 139 -22% -2
L-3 Communications 140 -19% -1
Sears Roebuck Acc 137 -17% -1
Bombardier 135 -5% 0
EchoStar DBS 145 3% 0
Pride International 143 7% -1
Jones Apparel 139 11% -1
Windstream Corp 145 12% +2
Olin 134 16% +2
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For a full description of the DIEM strategy, see “Alpha-generation in volatile times: the DIEM market neutral strategy” 23 January 2008

Source: Barclays Capital

DIEM Signal measures direction and strength of equity trends from a credit perspective to create long and short signals to be 
implemented in the 5yr CDS

DIEM Indicator is calculated for each credit in the universe based on current equity price, two-month moving average and a 
projected measure of expected equity volatility

Each credit is compared to the 50 credits that are closest to it in terms of spread: the top 20% DIEM indicators are assigned a +2 
Signal, and the bottom 20% DIEM indicators are assigned a -2 Signal
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Quebecor 5yr CDS
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Countrywide 5yr CDS

Historical Analysis: Individual Credits

The DIEM model made the following selections in September 2007:

Quebecor 
World Inc

Countrywide 
Financial Corp

Countrywide Financial’s CDS 
spread had not widened to levels 
implied by its equity price

Action:  Short
Initial price: 184bp
Final price:  922bp
MtM gain: 0.74%

Deterioration in both Quebecor’s 
financial position and in the broad 
North American paper industry

Action:  Short
Initial price: 472bp
Final price:  985bp
MtM gain: 0.51%

Countrywide 5yr CDS spread

Exited 
Trade

Quebecor 5yr CDS spread

Bought Protection

Exited 
Trade

Bought Protection

Sources: Markit, Barclays Capital
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The following analysis illustrates the adaptability of the DIEM model to select long and short credits appropriate with 
prevailing market conditions. Model selections evolve with changes in:

Business cycle

Industry-specific performance

Financial viability of individual credits

As a result, the DIEM ranking for a single credit can change significantly through time

Since 2001 the DIEM model would have selected Lennar Corporation 11 times;
– seven times as a Long/four times as a Short
– The DIEM model has anticipated Lennar Corp performance over the period

Historical analysis: Individual credits

Lennar Corp 5yr CDS spread
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Sold Protection 
Bought Protection

Lennar Corporation 
returns breakdown

Carry MtM Total
Long exposure 

(Sold protection) 0.03% 0.08% 0.11%

Short exposure 
(Bought protection) -0.02% 0.52% 0.50%

Total 0.01% 0.60% 0.61%

Sources: Markit, Barclays Capital
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Historical analysis: Cyclical versus defensive positioning

As illustrated in the figure below, the DIEM model has withstood pitfalls in the credit cycle by positioning  between 
cyclical and defensive industries

Cyclical industries: An industry which is sensitive to business cycles
– Autos and Luxury Goods
– Housing, Construction, and Steel
– Raw Materials & Chemicals
– Paper

Defensive industries: Tend to remain stable under difficult economic conditions while lagging behind the rest of 
the market during economic expansion 

– Utilities and Oil
– Food Drug, and  Tobacco
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DIEM historical cyclical versus defensive positioning

Overweight Long Defensive 
18% Utilities and Oil 

21% Food, Drug and Tobacco

Overweight Short Cyclical 
22% Automotive 

22% Chemical

Overweight Long Cyclical 
36% Building & Construction

Overweight Short Defensive 
28% Food, Drug and Tobacco

Overweight Long Defensive 
26% Utilities and Oil 

Overweight Short Cyclical 
28% Building & Construction

Sources: Markit, Barclays Capital
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Historical analysis: Strategic industry allocation

The DIEM model outperforms partly because of its ability to strategically overweight/underweight industries

Two strategic Shorts are detailed below

US Auto sector 
March 2005

Housing sector 
June 2007

Short US housing market in June 2007:
Credits shorted: Beazer Homes, DR 
Horton, Pulte Homes, Lennar, Centex, 
Toll Brothers, KB Home
The housing market sustained a 
significant downturn and succumbed to 
large spread widening 

Short US auto sector in March 2005
Credits shorted: Ford, Ford Motor Credit, 
Dana, ArvinMeritor, Lear, Visteon
US automotive companies experienced 
large problems, exemplified by;
– the downgrade of GM and Ford
– the default of Dana and Delphi 

Performance of US Auto short position

Bought Protection

Exited Trade

Performance of Housing sector short position

Bought Protection

Exited Trade

Sources: Markit, Barclays Capital
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Historical Analysis: Strategic Industry Allocation

The DIEM model outperforms partly because of its ability to strategically overweight/underweight industries

Two strategic Longs are detailed below

Oil & Gas sector 
September 

2004

Telecom sector 
December 

2006

Long Telecom sector end of 2006:
Credits: Century Tel, Elisa Oyj, Embarq, 
British Telecom, TeliaSonera AB, Nortel 
Networks, IAC InterActive
The telecom industry outperformed the 
broad credit market in Q1 07

Strategic long allocation to the Oil & Gas 
sector in September 2004

Credits: El Paso, Chesapeake Energy, Kerr-
Mcgee, Devon Energy, Halliburton, Valero 
Energy, XTO Energy, Pride International
Significant outperformance as:
– Energy firms surged behind global  

expansion 
– Rising oil costs

Performance of Oil & Gas long position

Performance of Telecom sector long position

Exited Trade

Sold Protection

Exited Trade

Sold Protection

Sources: Markit, Barclays Capital
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Disclaimer

Analyst Certification: The persons named as the authors of this report hereby certify that: (i) all of the views expressed in the research report accurately reflect the personal 
views of the authors about the subject securities and issuers; and (ii) no part of their compensation was, is, or will be, directly or indirectly, related to the specific 
recommendations or views expressed in the research report.

Important disclosures: On September 20, 2008, Barclays Capital Inc. acquired Lehman Brothers’ North American investment banking, capital markets, and private 
investment management businesses. 
During the transition period, disclosure information will be provided via the sources listed below.
For complete information, Investors are requested to consult both sources listed below.
https://ecommerce.barcap.com/research/cgi-bin/public/disclosuresSearch.pl http://www.lehman.com/USFIdisclosures/  
Clients can access Barclays Capital research produced after the acquisition date either through Barclays Capital’s research website or through LehmanLive.
Any reference to Barclays Capital includes its affiliates.
Barclays Capital does and seeks to do business with companies covered in its research reports.  As a result, investors should be aware that Barclays Capital may have a 
conflict of interest that could affect the objectivity of this report. 

IRS Circular 230 Prepared Materials Disclaimer: Barclays Capital  and its affiliates do not provide tax advice and nothing contained herein should be construed to be tax advice. Please be advised that any discussion of 
U.S. tax matters contained herein (including any attachments) (i) is not intended or written to be used, and cannot be used, by you for the purpose of avoiding U.S. tax-related penalties; and (ii) was written to support 
the promotion or marketing of the transactions or other matters addressed herein. Accordingly, you should seek advice based on your particular circumstances from an independent tax advisor.
This publication has been prepared by Barclays Capital (‘Barclays Capital’) – the investment banking division of Barclays Bank PLC.  This publication is provided to you for information purposes only. Prices shown in 
this publication are indicative and Barclays Capital is not offering to buy or sell or soliciting offers to buy or sell any financial instrument. Other than disclosures relating to Barclays Capital, the information contained 
in this publication has been obtained from sources that Barclays  Capital knows to be reliable, but we do not represent or warrant that it is accurate or complete. The views in this publication  are those of Barclays 
Capital and are subject to change, and Barclays Capital has no obligation to update its opinions or the information in this publication. Barclays Capital and its affiliates and their respective officers, directors, partners 
and employees, including persons involved in the preparation or issuance of this document, may from time to time act as manager,  co-manager or underwriter of a public offering or otherwise, in the  capacity of 
principal or agent, deal in, hold or act as market-makers or advisors, brokers or commercial and/or investment bankers in relation to the securities or related derivatives which are the subject of this publication. 
Neither Barclays Capital, nor any affiliate, nor any of their respective officers, directors, partners, or employees accepts any  liability whatsoever for any direct or consequential loss arising from any use of this 
publication or its contents. The securities discussed in this publication may not be suitable for all investors. Barclays Capital recommends that investors independently evaluate each issuer, security or instrument 
discussed in this publication, and consult any independent advisors they believe necessary. The value of and income from any investment may fluctuate from day to day as a result of changes in relevant economic 
markets (including changes in market liquidity). The information in this publication is not intended to predict actual results, which may differ substantially from those reflected.
This communication is being made available in the UK and Europe to persons who are investment professionals as that term is defined in Article 19 of the Financial Services and Markets Act 2000  (Financial 
Promotion Order) 2005. It is directed at persons who have professional experience in matters relating to investments. The investments to which it relates are available only to such persons and  will be entered into 
only with such persons. Barclays Capital -  the investment banking division of Barclays Bank PLC, authorised and regulated by the Financial Services Authority (‘FSA’) and member of the London Stock Exchange.
BARCLAYS CAPITAL INC. IS DISTRIBUTING THIS MATERIAL IN THE UNITED STATES AND, IN CONNECTION THEREWITH, ACCEPTS RESPONSIBILITY FOR ITS CONTENTS.  ANY U.S. PERSON WISHING TO EFFECT A 
TRANSACTION IN ANY SECURITY DISCUSSED HEREIN SHOULD DO SO ONLY BY CONTACTING A REPRESENTATIVE OF BARCLAYS CAPITAL INC. IN THE U.S., 200 Park Avenue, New York, New York 10166.
Subject to the conditions of this publication as set out above, ABSA CAPITAL, the Investment Banking Division of ABSA Bank Limited, an authorised financial services provider (Registration No.: 1986/004794/06), is 
distributing this material in South Africa. Any South African person or entity wishing to effect a transaction in any security discussed herein should do so only by contacting a representative  of ABSA Capital in South 
Africa, ABSA TOWERS NORTH, 180 COMMISSIONER STREET, JOHANNESBURG, 2001. ABSA CAPITAL IS AN AFFILIATE OF BARCLAYS CAPITAL.
Non-U.S. persons should contact and execute transactions through a Barclays Bank PLC branch or affiliate in their home jurisdiction unless local regulations permit otherwise.
Barclays Bank PLC Frankfurt Branch is distributing this material in Germany under the supervision of Bundesanstalt  fuer  Finanzdienstleistungsaufsicht.
© Copyright Barclays Bank PLC (2008). All rights reserved. No part of this publication may be reproduced in any manner without the prior written permission of Barclays Capital or any of its affiliates. Barclays Bank 
PLC is registered in England No. 1026167. Registered office 1 Churchill Place, London, E14 5HP.
Additional information regarding this publication will be furnished upon request. [080926EUD] 
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