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Introduction

THE BEGINNING

Adults often view their lives as somehow planned beforehand. What
originally seemed to be unrelated life decisions, like pieces of a jigsaw
puzzle, all came together to form a coherent story. My life seems that
way to me now.

My first passion was the study of mathematics and physics. From the
age of 14, at every Christmas, my parents bought me advanced books on
these subjects. From these, I taught myself calculus and Einstein’s rela-
tivity theories by the age of 15. From this I learned a valuable lesson
while relatively young: I found that if I applied myself, I could master
complicated subjects on my own.

The first time I became curious about stock investing came while I
followed another passion—sports—as a teenager. Back in the early
1960s, the Los Angeles Times didn’t have a separate section for business;
investing and business information occupied the back pages of the sports
section. As a teenager I read the sports pages every day.

Because of the newspaper’s format, it was inevitable that I would
turn the last page on sports and come face to face with business pages
containing nothing but numbers. Although I had no interest in investing
at the time and didn’t understand what the numbers represented, I do
remember thinking that some day I would have to study this. If making
money was simply predicting what these numbers would be, I could
learn how to do it. It would take 10 years before I put that optimistic
thought to the test.
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I remember the day I started my study of the stock market—August
15, 1971. It was a Sunday evening and President Nixon gave his famous
“wage and price controls” speech on television. I only remember him
talking about the control of prices and wages, but there was apparently
a lot more to his speech. He also shut the gold window on the redemp-
tion of U.S. dollars and started the modern currency markets as he
floated the dollar free of the fixed exchange rates determined by the
Bretton Woods meeting held right after WWII. This I came to under-
stand only later.

The next day, I turned on the television and saw the Dow Jones close
up over 30 points on 30 million shares—at that time the biggest point ad-
vance on the largest volume ever. Like the starting gun of a race, that
moment kicked off an intense interest in the stock market that has con-
tinued to this day.

It is debatable whether this was the best point for a young man to
begin a study of the stock market. For the next 11 years, the market
went essentially nowhere; 2-year bull markets were followed by 1- to
2-year bear markets. By 1978, stocks had become very unpopular invest-
ments. No doubt, these early years helped me formulate certain views on
investing that I still hold today. These influential years were the reason I
never agreed with the now popular buy-and-hold investment philosophy
and why I still believe that timing the market is the preferable course.

How to Start?

How does one start a study of the stock market? I started by spending al-
most every Saturday for 2 years at the Los Angeles Library digging up
everything I could find on the subject. I pored over every relevant gov-
ernment publication, reference book, and investment book in the stacks.
A number of books started me off in the right direction. The first was the
The Stock Market Profile—How to Invest with the Primary Trend by Ja-
cobs. This gave me my first lesson in the subject of technical analysis.
The second was a book by William X. Scheinman, Why Most Investors
Are Mostly Wrong Most of the Time, which gave me a firm grounding in
the theory of contrary opinion.

I approached this study with an open mind and decided that I would
not go down the logical or obvious course. I was too familiar with physics
theories that, while true, were based on ideas not at all self-evident, such
as the quantum and relativity theories. I didn’t limit my thinking only to
ideas that seemed logical or obvious. If an idea worked—meaning that
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you could have predicted the direction of stock prices with it—even if it
was strange, it still came under consideration.

I had already determined that I should study the overall stock mar-
ket rather than focusing on individual stocks. If stock prices were pre-
dictable, that predictability would lie in determining the direction of the
whole market rather than that of individual stocks. This decision set me
off on the path of studying how to predict the whole stock market rather
than individual stocks.

The first project was to discover whether economic information
about the state of the economy or various parts of the economy could be
used to forecast the stock market. The question posed was, “Is there an
economic series, such as housing starts or unemployment, that could
have been used over the last 40 years to predict what stock prices even-
tually did?” You might think that such a study would be very long and de-
tailed, but it wasn’t. Since I was looking for something that would be
reliable (that is, you could confidently invest money on it), any correla-
tion would have to be obvious and easy to see—it wouldn’t be something
subtle. These initial studies were therefore very visual in nature. I took
40-year charts of all the economic statistics that economists calculate and
overlaid each on top of the chart of the stock market. I was looking only
to see if any of these measures consistently dipped or dived before stock
prices dipped or dived.

I was assisted in this study by economists’ preliminary work on clas-
sifying economic indicators into three broad time categories. In a busi-
ness cycle, not everything happens at the same time; some economic
measures come alive early, while others lag behind. Based on this con-
cept, economists classified economic measures using their time se-
quencing. Indicators are classified as leading, coincidental, or lagging
indicators. Coincidental indicators measure how the economy is doing
right now. The gross national product (GNP) is the best-known example
of a coincidental economic indicator.

Leading economic indicators are ones that tend to move ahead of the
GNP and the other coincidental indicators. They tend to forecast what
the economy is about to become. Economists have found 12 of these
leading measures. Housing starts are one; orders for durable goods
(heavy machinery) are another. History shows that an increase in these
measures tends to foreshadow a better GNP.

One of the 12 leading indicators turned out to be the S&P 500 stock
index. Economists had determined, after poring over a hundred years of
data, that stock prices tended to predict the future condition of the econ-
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omy. This is important since it should allow us to eliminate all economic
data that is classified as coincidental or lagging in the quest to predict
stock prices.

Theoretically, this left 11 leading indicators that might be useful to
predict stock prices. Although the 12 leading indicators were all in the
same time category, maybe one of the 12 was slightly more leading and
so might signal, just marginally, the direction of stock prices. If so, one
might be able to use this economic indicator to consistently predict what
the market was about to do. So I took 40 years of data and overlaid each
of the 11 leading indicators on top of the chart for stock prices. I discov-
ered that, except for these two others, the stock market seemed to be one
of the most leading of the 12 indicators.

In summary, I could only find three economic time series that were
useful at times for forecasting stock prices: housing starts, money supply,
and short-term interest rates, with the best correlation being with inter-
est rates. The first two were leading economic indicators, but interest
rates, oddly enough, were a lagging indicator, therefore presenting a
major paradox. The act of using interest rates to predict stock prices is
the illogical act of using a lagging indicator to forecast a leading one.
However illogical this was, the charts didn’t lie—the correlation was
there. Resolving this paradox became an important milestone.

Earnings Didn’t Seem to Work

During this time I also performed an interesting test regarding the use of
earnings to predict stock prices. I did it in front of a small audience of
around 10 people. First I showed them a graph of the earnings of the
S&P 500 over a random 40-year period, without identifying the time pe-
riod. I then asked these people to indicate where they would want to buy
the S&P 500 and where they would want to sell it, using only this fore-
knowledge of earnings. After studying the earnings chart, the group fi-
nally agreed on where they would buy and sell. Then I brought out the
chart of the S&P 500 and overlaid it against the earnings chart and their
decisions.

The result was eye-opening. There were times when the foreknowl-
edge of the earnings caused them to buy near a major price low and sell
near a major price high, which was good, but just as often it didn’t. There
was one 5-year period of tremendous earnings growth, where stock
prices actually declined, and their timing of the S&P 500 purchase was
completely wrong. From this, I came to the conclusion that timing the
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market based on earnings data was very difficult at best. There were too
many times when stock prices would move for years opposite to what the
earnings seemed to indicate they should. That is too long a period to be
wrong with one’s investments; at least it is for me.

I am not of the temperament to hold a bearish position, then watch
prices rise 20% for 3 months. Unless an indicator (technical or funda-
mental) correlates closely with market tops and bottoms, I don’t find it
useful. How close is close? It has to be pretty close; in other words, if a
viewpoint about the market is correct, within a short time frame, you
must see prices actually move in the direction of that viewpoint. When
they don’t, then the viewpoint must be doubted. You must apply this
guideline, however, with a tremendous amount of wisdom. In fact, know-
ing exactly how long to hold a bullish or bearish view that goes against
what stock prices are doing is the true art and skill of investing.

This simple study, showing very loose correlation between corpo-
rate earnings and the direction of the stock market, disabused me of any
idea that forecasting earnings could help me make correct decisions
about the direction of stock prices. However, this idea is widely be-
lieved by the vast majority of investors and analysts. Therefore, I want
to be very careful in explaining what I mean because from another per-
spective it is possible to see that earnings do determine stock prices—at
least over the long term.

All you have to do is take any long-term Securities Research chart-
book and look for all the companies whose prices have been in growth
patterns longer than 10 years. You will find in every case that these stocks
also have long-term growth patterns for their earnings. There is no doubt
that earnings do matter, but on closer inspection the same long-term
charts also show periods lasting 6 to 9 months where prices went oppo-
site to this long—term trend, and sometimes these countermoves were se-
vere percentagewise.

Although earnings do matter over the very long term, they are not a
good tool for trying to predict the tops or bottoms of major market moves.

Technical Analysis Did Seem to Work

As I said earlier, I could only find three economic-type indicators that,
when overlaid on stock prices, would have allowed a person, at times, to
predict the beginning of significant market ups and downs. Certain tech-
nical indicators, however, provided a much better correlation to these
movements.
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Technical analysis often incites a certain type of criticism. The criti-
cism is usually based on the idea that stock prices must reflect some real
economic value, and since technical analysis measures data that are not
economic, it can’t be measuring the really important information. For ex-
ample, how can a shrinking number of stocks making new highs signal an
imminent market decline? What does that have to do with earnings or
the economic picture? Don’t markets advance or decline for economic
reasons?

It never bothered me that an indicator had nothing to do with eco-
nomics. As long as it correlated with tops or bottoms is all that matters.
For example, I found, after detailed tests, that the very best indicator of
major market tops or bottoms comes from data that measure investor ex-
pectation. In my experience, extremes in investor sentiment correlate
with major market tops and bottoms better than any other measure. This
fact eventually forces any student of the market to elevate the theory of
contrary opinion to the highest order and then confront and resolve any
inconsistencies this creates.

THE MARKET THAT LIES AHEAD

This book is a summary of the knowledge I've gained over the past 30
years, applied to the stock market in 2002. In 1972, I promised myself that
I would write a book the next time the market showed the classic signs of
a major top. I had read that all great bull markets always end with the
public speculating wildly in the stock market after a long bull run, with
talk of much higher prices to come. That promise was realized with the
publication of my first book, A Strategic Guide to the Coming Roller
Coaster Market, in July 2000. Now that the thesis of that book appears to
have materialized, it is important to focus closely on the different swings
that will make up this new period. It is my belief that we are again enter-
ing the type of market we had in the 1970s, except that this time it will be
much shorter (5 to 7 years), and it will occur for entirely different reasons.

The reason will have to be financial in nature. You will see in Chap-
ter 3 that two numbers go into the equations to determine stock prices:
dividends (earnings) and interest rates. The equations are in the form of
fractions. The long trading range in the 1970s was created by the oppos-
ing action of two powerful forces: Ever-increasing earnings (primarily
due to inflation) were being neutralized in the fractions by higher inter-
est rates. In a fraction, if you double both the numerator and denomina-
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tor, you end up with the same result. These two forces were almost per-
fectly in balance during the 1970s, resulting in the long trading range of
the 1970s.

However, this time I think the opposite will occur: The negative ef-
fect of lower growth for earnings and dividends in the fractions will be
mathematically offset by declining interest rates. Here, the numerator
and denominator will both reduce, resulting in the same value 5 years
from now as we have today.

THE FOUR INVESTING PARADOXES

A few strange and important paradoxes confront the investor, and these
must ultimately be resolved before you can understand the stock market
completely.

I will state them here, but must read the ensuing chapters to find
their resolution. Although the paradoxes seem simple, they are not;
they contain some great truths about investing. You could read a whole
book explaining the stock market but you still be confused about invest-
ing simply because these four paradoxes are not given the focus they
truly deserve. Resolving them is fundamental to any basic investment
understanding.

Paradox 1: I'm Happy When I’'m Sad.

In September 1997, the government announced good economic news:
Payroll levels were increasing. The market fell 100 points. The press was
in a quandary to explain it. Analysts said that good news often means that
the Federal Reserve will raise rates, and this is not good. If this is true,
however, then carried to its extreme, the better the economy gets, the
more the market should sell off. When is good news really bad and bad
news really good?

Paradox 2: How Can the Tail Wag the Dog?

The stock market is one of 12 leading economic indicators, probably the
best of the 12. To predict the stock market, people usually turn to inter-
est rates. Here is the paradox: The U.S. government classifies interest
rates as a lagging economic indicator. It is one of the last things to move
in a business cycle. Why do people use a lagging economic indicator to



8 INTRODUCTION

determine what a leading indicator is about to do? How can the tail wag

the dog?

Paradox 3: The Technician Says Up and the Fundamentalist
Says Down, yet Both Are Right.

Trying to determine the direction of stock prices, the fundamental ana-
lyst looks at the economic situation, proclaims that all is well, and says
that stocks will advance. The technician, after studying new highs and
lows, the advance-decline line, and price patterns, says that the stock
market will decline. Both are right. How can this be?

Paradox 4: One Million Investors Are Usually Wrong.

In the stock market, when everyone says the market will advance, it gen-
erally starts to decline. When everyone thinks the market is in or starting
into a bear market, it is usually after the fact, and the market is now ready
to rise. What is the true reason that the market behaves in such a con-
tradictory fashion, and what does it mean?



Trading Price Swings

A NEW MARKET PARADIGM

At a series of client seminars in February 2000, I made the following
statement.

As we begin the millennium, this 18-year bull market shows all the
technical, fundamental, and speculative signs of completion. I am not
saying that we are entering a bear market, which when ended, will then
allow the resumption of the current bull market. I am saying that we
have been in the topping process that will lead into a larger-scale cor-
rection. I do not believe we are facing a market crash. I think we’re fac-
ing a time correction, an extended sideways up-and-down movement
that encompasses a number of bull and bear markets.

My thesis was that the 18-year bull market, which began in 1982, with
the Dow Jones industrials just under 800, was displaying the classic signs
of a major market top. You would think that the classic signs of a major
price top are certain economic conditions, but they aren’t. The classic
signs are (and have always been):

e Extreme overspeculation and interest in stock investing by the
public (higher this time than during previous major market tops)

e Very high levels of bullish sentiment, comparable to previous
major tops in many indicators
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* Large technical divergences in the major market indices (a fact
that was being rationalized away by many market technicians who
wanted to remain bullish)

* Broad talk of a new era, in which the old rules about stock values
no longer apply

In forecasting the end of the 18-year bull market, the problem wasn’t so
much seeing these classic signs or even deciding they were of sufficient
volume to imply a major top. The key was truly believing that these
signs were more important than the economic reasons being offered for
why prices would go much higher. Once this was accepted, the real dif-
ficulty was trying to predict the time, magnitude, and form of the ensu-
ing correction.

I believe a large percentage of investors were expecting some sort of
correction, but I think the common belief was that, once the correction
was over, the old bull market would resume. I disagreed with that. Bull
markets that reach a level of speculative excess like this one are not nor-
mally corrected with one declining wave. Therefore, a lengthy trading
range market seemed the most probable and was the one postulated.
Now that the first declining wave of the correction is no longer just an
idea, we are in a much better position to forecast the possible structure
and form the complete correction will take.

A Trading Range Market

The ending of a long bull market always brings new experiences for
younger investors. Younger investors couldn’t remember a time when
stock prices didn’t go up. During long bull markets, investing becomes
too easy—you put your money in, do nothing, and the market takes care
of everything. Investors come to think that these spectacular and easy
gains are normal and forget that other types of stock markets ever ex-
isted. However, the last 20 years have been abnormal times, and it is a
mistake to think they are normal. A famous quote from market lore
warns against this mindset of high-level normalcy: “Never mistake brains
for a bull market.”

It is also a mistake to think that all booms will be followed by busts,
that periods of extreme overspeculation are always followed by crashes.
More often than not, the excess valuations driven into prices by a eu-
phoric public are slowly dissipated by prices going up and down, making
little forward progress for some time.
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Stock prices don’t go straight up or straight down; they move in jerks
and starts. For example, a price advance lasting 4 weeks may go
strong for 3 days and then hold for 5 days before moving higher
again. These brief holding periods act like mini-corrections, effec-
tively slowing the advance to a more normal rate.

The same can happen on a much larger scale, forming what is
called a trading range. A trading range market is a period in which
stock prices go up and down repeatedly, essentially moving side-
ways. Prices stay within a price band, with the trading range defined
by the highs and lows.

Investors must be reminded that there have been many times in the
past when prices didn’t go up but trended in long sideways trading
ranges. In fact, three major trading range markets have occurred in the
past hundred years. During these times, the natural return from stocks
falls off dramatically. The first long trading range was the 15 years be-
tween 1906 and 1920. The Dow started 1906 at a price of 75 and, after
going back and forth in a number of bull and bear markets, finished the
year 1920 at a price of 64. Then there was the 12-year period between
1937 and 1949, when the Dow was at 195 in March 1937, ending at a
price of 160 by June 1949.

The most recent trading range period was the 16 years between 1966
and 1982. In 1966, the Dow first hit the 1,000 mark. During the follow-
ing 16 years, it traded between 700 and 1,000 a number of times, mak-
ing little progress. It wasn’t until late 1982 that it finally broke through
1,000 for good. Figure 1.1 shows this most recent period using the Stan-
dard & Poor (S&P) 500 index. During these periods, trading market
swings again become a popular investment strategy.

Market Timing versus Buy and Hold

It may seem strange to hear that trading market swings was ever an ac-
cepted investment strategy. After all, who hasn’t heard that investors
should not try to time the market or the advice, “It isn’t timing the mar-
ket that’s important but time in the market”? The buy-and-hold invest-
ment philosophy is very well entrenched. Its success over the last 10
years of continuously rising prices is unquestioned. However, this phi-
losophy has been espoused primarily by the mutual fund industry, which






A NEW MARKET PARADIGM 13

Which investment philosophy is better? This question is really an-
swered by determining the type of market one is in. I don’t think there
is any doubt that, in long bull markets, the buy-and-hold philosophy does
best. Like many others, I've seen that almost any effort to time price
movements during a long bull market generally worsens the investment
return, sometimes considerably.

Over long trading range markets, however, buy and hold does not
work well. Almost any well-thought-out trading strategy does better than
the simple buy and hold. The question of which is the better strategy be-
comes the question of determining what type of stock market one ex-
pects to have in the near future.

Since I believe that we have entered a trading range market, I think
that investors are going to be very disappointed with the investment re-
sults they get from the buy-and-hold strategy. Investors will have to learn
to trade the swings of the market, just like their forebears did during
other trading range periods. To be successful, they will have to gain a lot
more investment knowledge and skill—much more than the do-nothing

approach required of the buy-and-hold method.

Isn’t Everyone Really a Market Timer?

I claim that even investors who have been invested for a long time are in
fact market timers. There is always a day when they buy stocks and a day
when they sell them. It seems that most people consider it okay to mar-
ket time as long as one is timing the long-term trend and the basis of the
decision is some fundamental value formula. But that is semantics—it is
still market timing. For example, it is considered acceptable if you de-
cided to buy stocks in 1980, when price and earings (PE) ratios were 10,
and decided to sell them in 1999, when the PE ratios got to 35. Although
this is market timing, it seems to be considered acceptable market tim-
ing. The question then is, “How long do you have to hold an investment
before it crosses the line from market timing to buy and hold?” There is
no realistic answer, so the idea of market timing is really that of degrees.

The buy-and-hold philosophy says, “Don’t sell every time the news
gets bad and the market begins a severe decline.” In other words, don’t
react to quick price changes. However, how do you avoid major crashes
that wipe people out or what do you do when the stock market has en-
tered a long trading range? Investors will become very disappointed with
buy and hold as they watch their investments fall, rise, and then fall again
and again. Their investment returns will come off the previous higher
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levels, and they’ll notice that doing nothing, which worked so well be-
fore, is no longer working. They’ll become willing to consider the idea
that it might be okay to sell their stocks after a 30% gain and be out of the
market, waiting on the sidelines for a new opportunity to present itself.
During a trading range market, the price action slowly induces people to
become market timers.

Why Buy and Hold Is Hard to Apply

Although theoretically sound and well intentioned, the buy-and-hold
strategy is very difficult for investors to apply. Why? It is a little like
telling someone that the way to walk from Los Angeles to New York is
simply to put one foot in front of the other until you arrive. You can’t
argue with the instructions, but can anyone really do it? The formula
omits too many important details.

The basic concept behind buy and hold is the idea that when in-
vestors try to time the market, more often than not, they buy at the top
and sell at the bottom. Moreover, many studies on market timing have
shown that when you factor in timing errors and commissions, investors
would be better off leaving their investments alone. I do not argue
against these conclusions here (but I will in Chapter 8); in fact, I will
agree with them. After accepting these arguments, however, I still be-
lieve market timing is preferable—even if it produces a worse result on
paper. How can I say that? With market timing, there is a better chance
that the investor will be around to earn that smaller return than if he or
she tries to buy and hold because the buy-and-hold philosophy omits a
fundamental factor from the equation.

Buy and hold is predicated on the belief that the investor will never
have a strong opinion about the direction of stock prices, or if the in-
vestor does have a strong opinion, will refrain from acting on it. Right
there is the problem. More often than not the first part is true; an in-
vestor does not have a strong opinion and so is willing to wait and see
what happens. At other times, however, the investor will develop a very
strong opinion. He or she becomes sure of what is going to happen next
and, whether right or wrong, acts on this certainty. Let me illustrate with
an example of a possible conversation between and advisor an his client.

CLIENT: My stocks have gone down 10% and things aren’t looking
very good.

ADVISOR:  Yes, I know, but just stay put and all will be okay.
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Two weeks later:

CLIENT: My account is now down 15%. The market fell almost
every day over the last 2 weeks. The newspeople are saying that
the economy is going to get worse and the future looks pretty
bad. There isn’t any reason for stocks to go up.

ADVISOR:  Yes, but don’t do anything—we planned to buy and hold.

One week later, with the stock market selling off severely:

CLIENT:  Sell me out before I lose any more money.
ADVISOR: I hear you, but remember we intended to buy and hold.

CLIENT: That’s what you've said for the last 3 weeks, and it has cost
me a lot of money. Now I'm sure the market is going lower, ab-
solutely sure. There isn’t one good reason for it to go up. Are you
telling me that I should voluntarily stand pat and lose more
money? Let’s at least get out and, once prices move lower, we
can get back in. Do what I tell you or I'll get a new advisor who
can see what’s happening.

When investors reach a point of certainty or conviction, they act on
that certainty. To ask them to do otherwise—to refrain from action at
those moments—is like asking them not to turn the steering wheel to
avoid the train they see coming right at them, whether that train is real
or not.

Therefore, it is my belief that market timing is a more natural in-
vestment strategy to use than the buy-and-hold method. As an added
benefit, once investors are willing to consider market timing and give it
a try, they now have the luxury of thoroughly planning what kind of tim-
ing strategy to use. This advance planning should help investors sidestep
market timing based on emotional decisions that truly do destroy in-
vestor confidence and investment returns.

As mentioned, market timing is much more difficult to execute than
the do-nothing approach of buy and hold. To do market timing, you have
to establish an opinion about what is going to happen in the market. You
need a basis to believe that the market is now ready to go up or go down.
You also have to know that there are times when no opinion is possible,
the market is unpredictable, and no forecast should be made. To do these
things you have to know when and how to develop an investment opinion.
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Finding Out What Is Important

Countless books have been written on technical analysis. The majority of
market technicians have read them all, and yet history usually finds them
holding wrong opinions at critical market junctures. The problem isn’t
with the information in these books—the basic data and theories are
correct. The problem is that the books often omit the practical instruc-
tion on how to apply the information in real time. For example, when
two important indicators are pointing to opposite scenarios for the mar-
ket, how do you determine which one to choose?

Stock market books seldom address this question, but it is key to the
whole activity. I'll tell you the answer: To achieve understanding, you
must find out what is truly important, rank the data by relative im-
portance, and then learn how to fit the rankings together to see the cor-
rect stock market story. Yes, stock markets do tell stories through their
price action. The art is learning how to use the available statistical infor-
mation to figure out the story. The friend I mentioned previously failed
because the books never instructed him on how to put all 100 indicators
together to see what that story is. He became immersed in all the indi-
cators, looking for some great truth. He missed the idea that these were
only clues to help uncover the story the stock market was telling.

Evaluating the relative importance of data is extremely important.
Much of the information that Wall Street uses to think with is simply
wrong or not really vital. Without correct information or information
that is correctly evaluated, you can’t reach correct conclusions. More-
over, sometimes because of excessive publicity, it is very difficult to eval-
uate a fact: The data have been made to appear more important—or less
important—than they are. This distortion, too, can make it difficult to
reach correct conclusions.

Following are two examples. The first concerns the current popular
idea about the strength of the baby boomer wave. The second concerns
the question of whether stock prices are controlled by an invisible set of
insiders.

The Baby Boomer Misconception

Whenever I see an idea that has wide acceptance in the investment com-
munity, I start looking for the holes in it. I do this because of my deep be-
lief in the theory of contrary opinion (explained in Chapter 5). When I
saw Wall Street fall in love with the idea that the baby boomer wave
would drive stock prices higher for another 8 years, I got very interested.
At a seminar where a hundred brokers were listening to this idea, I saw
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Notice that the baby boomer idea does not consider the possibility that
stock prices may already be too high. The concept is simple: With a large
number of people turning 45, stock prices will continue to rise due to
their sheer buying power.

When I started studying the baby boomer data, the first thing I no-
ticed was that the Y-axis started not at zero but at 2.25 million births.
This had the effect of making the births after WWII look larger than they
really are. More importantly, I concluded that the chart plotted the
wrong item. The more important and accurate item to plot is the per-
centage of the population turning 45, not the actual number. Certainly,
1 million people turning 45 when the population is 300 million (%4,%) is
less important than 1 million people turning 45 in a population of 100
million (1%). As the population gets larger, a larger number of people
are needed to produce a comparable economic impact. I calculated
the percentage of the population turning 45 and graphed that against the
same inflation-adjusted S&P 500.

Figure 1.3, plotting the percentage of the population turning 45
against the stock market, presents an entirely different picture:

* The baby boomer wave exists, but it’s much smaller and less im-
portant than many people think.
* The wave might be peaking right now.

Therefore, the idea of the stock market constantly advancing against a
wave of baby boomers is far overrated. If the stock market is too high and
the economy is facing real economic problems, prices can and will de-
cline—and decline severely. In fact, this baby boomer idea has all the
classic signs of an old pattern: Near the top of a major bull market, a new
idea emerges that convinces people that a new era has arrived and that
bear markets are a thing of the past.

Stock market lore holds that every great bull market generates such
ideas. (Because of it, well-schooled investors usually greet the emer-
gence of a new era as one of the classic signs of a bull market end.) The
new era always signifies a new viewpoint and originates from the unique
ideas and apparent new economy of each period. The new era appears so
powerful and so obviously right that a bear market seems almost impos-
sible. Investors usually ignore any negative ideas because they seem so
unimportant when viewed against the new economic viewpoint and be-
cause they think any correction will be relatively mild. As soon as a cor-
rection continues and slips into a major bear market, people’s thoughts
about stocks shift, and the fallacy in the idea is soon uncovered.
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academic models. Chapter 2 introduces the stock market model that I
use to understand price movements. It allows for a stock market that is
sometimes predictable and therefore makes market timing possible.

The model provides further benefit in its ability to align and unify
other stock market information that was previously confusing or in con-
flict. For example, for years an argument has raged between the market
technician and the market fundamentalist about whose discipline is bet-
ter at predicting the stock market. As you will eventually see, both disci-
plines are correct when applied to the correct time scale.

During a long bull market, when the buy-and-hold philosophy works
so well, it is not so important to clarify these points. During a trading
range market, it is vital. To time the market successfully, you must es-
tablish two points: (1) the expected size and time scale of the price moves
you want to catch and (2) methods to determine when the market has
shifted from a random state into a predictable one. This requires skill and
experience and—most importantly—a willingness to change your mind
when you are wrong. You must learn how to do this in such a way that
your confidence in your own judgment is not undermined.

What follows in this book is my understanding of what it will take
to be successful through a market environment like this. I address the
investment tools that I have come to use during 30 years of market study.
If you are going to be successful through a market like the one I'm ex-
pecting, you will have to use many tools.

The following chapters explain how I use information to do this. In
Chapter 3, you learn the role of the fair-value term D/I in this model.
Chapters 4 and 5 explore the area of technical analysis, as well as why it
can help locate unstable markets that are ready to undergo a strong
feedback-loop movement. In Chapter 6, you'll see how new discoveries
in chaos theory help explain the fractal nature of stock price charts and
how they give a firmer theoretical foundation for the controversial
Elliott wave theory.

Chapter 7 broadly outlines the pattern the market may make during
its expected long sideways run. Chapter 8 presents certain studies I did
a few years ago on strategies for sideways markets. These studies back-
test various moving-average methods and how they performed on paper
through the last trading range market, from 1966 to 1982. Alternative in-
vestments, such as hedge funds, are also discussed.



A New Stock
Market Model

SOLVING THE BIG THEORETICAL PROBLEM

Standard academic models for the stock market hold that stock prices are
essentially random and unpredictable. Because of this, whenever people
set about predicting the stock market, they are essentially disagreeing
with these accepted models. Not having an answer, most analysts and
commentators just keep writing their predictions, silently ignoring the
paradox. Even if one accepts that these standard models are inaccurate
and prices are sometimes predictable (as I do), there is another problem.

The investing public and Wall Street employees demand that ana-
lysts always have an opinion about the stock market. Even if an analyst
believes that the market is predictable only at certain points, he or she is
forced to express an opinion all the time to satisfy this need, knowing full
well it is impossible to do. If analysts spoke only when they saw a very
predictable market and refused to speak when they thought it was ran-
dom, there would be more success.

There are many great technicians and market analysts who are
skilled enough to accurately locate the beginning and end of the major
price moves, with only a few false starts. I know this because I've seen
them do it for the past 30 years.

25
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In this chapter, with the help of a few ideas from chaos theory, I in-
troduce the model I have come to use for the stock market. I believe this
model is more accurate than the efficient market model, is closer to the
beliefs of most traders, and allows for a sometimes predictable market. If
this model is somewhat correct, one of the arts of investing is knowing
when the market is predictable and when it is truly random.

The terms used in this model—fair value and feedback loops—have
been expounded on by many other writers and used in other models.
The form of the model that I present is, as far as I know, unique.

WHAT IS A MODEL?

What is a model? A model is either a mental construct or a physical system
that is thought to behave in a similar way to the actual system under study.
An effective model of the stock market would act parallel to the actual
stock market, thereby allowing you to gain insight into what is happening.

The Old Model

Academicians generally use models developed from ideas tested in the
1960s and 1970s. One of the ideas postulated in these early models was
that the market is highly efficient. An efficient market model says that the
current price reflects everything that is known about a company and that
large investors immediately react to any fresh economic news, adjusting
prices to fair value almost instantaneously. Therefore, you can never get
aleg up on the market. Any price deviation brought about by irrational in-
vestor activity is quickly brought back to fair value by the rationally in-
formed. One conclusion from the efficient market model was that stock
prices are fundamentally random and unpredictable, and therefore, you
can’t beat the market. Gordon Malkiel popularized this standard invest-
ment model in a book called A Random Walk down Wall Street.

A model is a mental construct or physical system that parallels or be-
haves like a real system. Studying the stock market model provides
insight into and an understanding of how the stock market actually
behaves.
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What's Right with the Old Model

Although I never really agreed with the efficient market theory when I
first read about it in 1971, I did agree with one concept that came out of
it. The concept is that it is hard for an analyst or an investor to select a
portfolio of a few individual stocks that will do better than a large index
of stocks. What this means is that the portfolio that gives the best gains
with the least risk is a portfolio of all stocks or an index of a large num-
ber of stocks. My immediate agreement came from my knowledge of an
analogous problem in physics. Let me explain.

One subject that physicists study is the behavior of gases (e.g., oxy-
gen, hydrogen). The starting assumption is that the gas consists of mil-
lions of free molecules, all moving very fast in short, straight lines until
they bang into one another or against the walls of the container, rico-
cheting off in a new direction. To understand this situation, physicists
don’t attempt to apply Newton’s equations of motion to each molecule
and then add it all up to calculate the sum total. That is much too diffi-
cult. What they do is come at the problem statistically and figure out the
average effect—the total effect of a bunch of them acting en masse. In
other words, the behavior of a single molecule is unpredictable, but the
behavior of a large number of them, acting together, is predictable.

Let me explain this in greater detail. Suppose a tiny molecule flies up
against the wall of the container and bounces away, much as a billiard
ball bounces off the rails of a pool table. This reversal in direction (mo-
mentum) of that tiny molecule causes a little kickback against the wall,
just as the billiard ball kicks against the billiard table rail. It is impossible
to calculate when any particular molecule is going to fly up against the
wall and give it a little kick. However, we can calculate with some cer-
tainty that, in any given second, a certain number of molecules will prob-
ably hit the wall. The sum of all these little molecular kickbacks every
second is the large-scale effect we experience as the pressure of the gas.

In physics, this theory of statistical mechanics states that although we
can’t know what any individual molecule is going to do, we can still know
something about what a lot of molecules will do en masse. That behavior
is predictable.

When I started my studies years ago, I assumed that this theory was
probably true of the stock market and I asked the following question: If
stock prices are predictable, does that predictability lie with being able to
predict the performance of an individual stock or that of a bunch of
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stocks en masse (i.e., the stock market)? I guessed that if the stock mar-
ket is predictable, that predictability would be found in forecasting the
overall stock market, not an individual stock.

Therefore, this book presents no stock-picking methods. I believe
you’ll be more successful if you look for predictable periods in the over-
all trend of the market and then ride with it by buying an index of the
market or a large diversified fund. If you can’t be successful at that, you
will probably not be successful at predicting the direction of individual
stocks. The book is based on this assumption.

What's Wrong with the Old Model

People who made their living trading the market on a daily basis often
disagreed with the traditional academic models. Most experienced
traders had seen markets that were predictable or that sometimes
seemed to be, so the efficient market model didn’t match their experi-
ence. The traders found it very difficult to describe their experiences and
perceptions to the academicians. The statistical mathematics used in
academia often seemed to obscure the realities that traders had observed
(statistical mathematics can often obscure subtle but important points).

One assumption in the efficient model is that any price disturbance
away from fair value, created by emotional or irrational investor activity,
is small and is quickly neutralized by the large rational investors. This
seemed like a reasonable assumption. In fact, it was the same assumption
that physicists and engineers had been making in their disciplines for
years. They, too, had assumed that if you created a small disturbance in
a physical system, that disturbance would quickly disappear, being dis-
persed or carried away by frictional forces or something. They couldn’t
prove this assumption since the mathematics were too difficult, but it
seemed likely. All this changed in the in the 1970s and 1980s, as mathe-
maticians and physicists made new discoveries. They slowly found that
their assumption wasn’t always true, and that given the right conditions,
small disturbances can actually go the other way; at certain times they
carry forward and magnify into very large disturbances.

The finance professors knew the efficient market model wasn’t quite
accurate, but they assumed that it was accurate enough to be a practical
model. They made the same mistake that the physical scientists had
made, assuming that small price disturbances that carried prices away
from fair value would quickly retum to fair value. Now this was in doubt.
These discoveries confirmed what many traders had been trying to de-
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scribe, that irrational price activity is often a much bigger effect than pre-
viously thought, and not so easily dismissed. Sometimes prices take on a
life of their own and the irrational movements become much larger and
more important than originally thought. Many of these basic discoveries
in physics, mathematics, and finance were explained and eventually clas-
sified under the heading of chaos theory, which Gluck made popular in
his excellent book, Chaos.

Adding a Little Chaos to the Model: The Feedback Loop

To understand how chaos enters the picture, we must take a closer look
at something called a feedback loop. Feedback loops are a fundamental
concept in various branches of chaos theory and are very important
here, too.

By the way, the theory of chaos doesn’t hold that everything is chaotic,
as the name might imply. Chaos theory slowly emerged when scientists
in a number of unrelated fields started finding hidden order in a variety
of systems originally thought to be chaotic. Scientists soon recognized
that concepts such as exact order and total chaos were absolute condi-
tions never really found in nature, and that real physical systems existed
somewhere between the extremes. At times, systems with a lot of chaotic
motion naturally dampen down and become orderly, whereas orderly
systems, when slightly disturbed, often become very chaotic. Chaos the-
ory arose as a way to define something that comprises both order and
chaos and that provides ways to determine when a model can ignore one
or the other. A key concept behind this type of behavior is called a feed-
back loop.

Because feedback loops are so important in understanding my new
model and because the best way to explain a feedback loop is to give you
a few examples of it, let’s look at two very common ones. The first is prob-
ably the clearest and simplest example. The second is a physical situation,
with feedback loops very similar to those found in the stock market.

You'll certainly recognize the first example (Figure 2.1). When lis-
tening to a lecture that uses an amplification system, have you ever heard
that screeching sound when the volume is too high? Everything is going
along fine, and then a terrible loud noise overwhelms the audience. This
is a feedback loop in action. Sound enters the microphone, goes to the
amplifier, and comes out of the speakers at a higher volume. This ampli-
fied sound, besides entering the listeners’ ears, also reenters the micro-
phone. If the volume knob is set high enough, the amplitude of the
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FIGURE 2.1 A common feedback loop—the screeching sound system.

Speaker 000 oocee®

Amplifier

sound reentering the microphone is higher than the original sound. This
cycle repeats, the sound building and building, until you hear that terri-
ble screech. Even if the lecturer stops talking, the sound continues. The
lecturer initiates the sound, but once the feedback starts, it continues
and builds on its own, feeding on itself. When you understand the con-
cept, you can find many examples of feedback loops in nature. One that
is very similar to the feedback loops found in the stock market is the
physical situation of an avalanche.

The pre-avalanche condition starts with a large blanket of snow on
the side of a mountain. The blanket grows as more and more snow falls,
yet nothing happens. Although you can’t see it from the surface, weather

A feedback loop is an energy system that occurs naturally or by de-
sign in which some of the energy or disturbance produced comes
back, adding to the system’s ability to create or direct more energy.
A feedback loop is a self-amplifying effect.
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stomping elephants couldn’t start one when the snow is stable. It will not
collapse until enough new snow has fallen on the hillside to make it un-
stable again.

The important concept to understand here is that the cause of the
avalanche is the avalanche itself. In all feedback loops, the rapidly re-
peated movement that creates the ongoing effect is caused by the struc-
ture of the system, not by the triggering event. Although a bird triggered
the first movement, its continuation depends on the instability of the
snow bank. This is also true of the audio feedback in the first example:
The screech continues even after the speaker stops talking. A small be-
ginning effect is magnified into a large one by the structure of the sys-
tem; this is one of the main discoveries that has come out of the new
science of chaos. The phenomenon is often colorfully described in chaos
theory by the phrase “how the flapping of the wings of a butterfly in San
Rafael can give rise to a hurricane over Texas.”

The stock market, too, has feedback loops. A single news item may
trigger the initial selling, but then selling begets more selling, and the
movement takes on a life of its own. Here, however, the source of the un-
derlying instability can be complex. For now, I will say that its source
seems to lie in the group emotions of investors and the magnitude and
distribution of investors’ profits or losses.

Older stock market models downplayed these feedback loops. They
held that these types of price distortions are quickly erased by large, ra-
tional investors, who neutralize them by bringing prices back to fair
value. However, it was chaos theory that demonstrated that these types
of distortions can be much more powerful than previously thought and
therefore not so easily dismissed.

My work indicates that feedback loops alone seem to be able to
cause price movements of up to 25% or more. This is an important con-
clusion and I want to state it clearly: The stock market can become un-
stable at times and undergo price movements of up to 25% or more,
for no pressing economic reason. However, I have also found that a
feedback-loop movement does not last much more than 13 weeks maxi-
mum in a decline and about 26 weeks on an advance. These movements
can be followed by another three months of stabilization.

The best example is the 1962 crash. This crash, illustrated in the
graph in Figure 2.3, lasted 13 weeks. The market declined more than
25%, and there was no economic reason for it, which frightened in-
vestors and analysts even more and made the feedback action (selling out
of fear) worse. The field of technical analysis attempts to understand






34 A NEW STOCK MARKET MODEL

THE TIME INTENTION OF THE TRADE

I believe that understanding and then categorizing investors by what I
call the time intention of the trade helps illuminate stock market price
movements and is fundamental to understanding any stock market
model. It is interesting that Wall Street has no real definition of this con-
cept. The term investor’s time horizon (the period through which a per-
son can invest before he or she needs the money) is close but not really
the same. Time intention of the trade means that an investor has a clear
idea of the expected length of time between the purchase date and the
sale date of an investment even before the investment has begun.

In truth, the stock market is not one investment activity but the sum
of many, each categorized by the time intention of the trade. For exam-
ple, some investors try to predict and profit from short-term price move-
ments that last from a day to a few weeks: They buy today with the
intention of selling in a few days. They live in a very small time world,
where hours often seem like years. In that world, a sharp 2-day sell-off is
a bear market and something to be avoided. Then there are intermediate-
term investors, who focus on price movements lasting a month to many
months. Their time world or scale is much larger. The third category is
the long-term investor, who focuses on movements of many months to a
few years.

Each of these investment activities, defined and categorized by the
time intention of the trade, is a legitimate investment activity in its own
realm. I am not attempting to evaluate whether an investment strategy
applied to any one period is more correct than another—I simply ac-
knowledge their existence and effects. The price movements we see
every day and all the activity that makes up the daily tape is the sum of
all the different time worlds going on concurrently. Wall Street has al-
ways talked about short-, intermediate-, and long-term traders, but the
concept has never been seen as a fundamental and illuminating idea.
When its importance is recognized, and the idea of unstable markets

The time intention of the trade is the time—measured in minutes,
days, weeks, or months—between the start of a transaction and its
intended conclusion. It is a clear statement of the expected duration
of the investment.
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due to feedback loops is also considered, a realistic model for stocks
emerges.

I distinctly remember the event that brought this to the fore in my
mind. In the summer of 1973, I was visiting the floor of the Pacific Coast
Stock Exchange on Spring Street, Los Angeles. I struck up a conversa-
tion with the floor specialist in Alza Corporation. The day’s trading was
over, he was wrapping things up, and I said something like, “The mar-
ket’s starting to look pretty good.” He disagreed and said he was nervous.
We talked a little more, but the conversation was strange. Every time he
said something, I became puzzled. When 1 said, “Well, with the market
so oversold . . .” he curtly interrupted with a disagreeing look and said,
“What do you mean oversold? It was up 15 points yesterday and 20
points today [those were big moves back then]—the market is extremely
overbought.”

I went silent as I realized why we hadn’t been communicating: We
had been discussing two completely different things. Although we had
experienced the exact same stock market each day, we had experienced
it differently; we were thinking and living in two completely different
time worlds.

At that time I was interested in the intermediate-term movement of
the market. Since stocks had been declining for 4 months, it was oversold
in my world. The specialist, however, was involved in every trade of the
day. He was focused on the minute-to-minute fluctuations. To him the
market was overbought; it had gone up 2 days in a row! He was so far re-
moved from what was happening in the intermediate term that it didn’t
exist for him. It’s like an elephant and an ant walking around on the same
hill. The ant is walking into a small crevice of the hill and that crevice is
all it sees. The elephant doesn’t even see the crevice, only the big hill.
The ant can see only the crevice, while the elephant focuses on the char-
acteristics and shape of the hill—yet they are experiencing the same hill!

As I drove home, I couldn’t get this realization out of my mind. What
hit me as the important point was that all these different investment ac-
tivities, categorized by the time scale of interest, existed together coinci-
dental in time, seemingly independent of one another. It was a mistake
to think that short-term trading was unimportant and that long-term in-
vesting was the only important area. With feedback loops, price action in
one time frame can magnify and affect another.

Although this idea was to find its way eventually into my model of the
market, it had a more immediate and useful application in solving a para-
dox I had noticed. As mentioned earlier, in 1974, market technicians
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were using specialist data (buys, sells, and short sells) to forecast long-
term market moves. If my insight here was correct, however, this could-
n’t be—the specialist wasn’t interested in and didn’t act in that time
frame. Nonetheless, the indicators developed using specialist data had a
fantastic record of correctly signaling major long-term tops and bottoms.
How could they be so successful? I'll explain how in Chapter 5.

Short-Term Trading Is Important

You might think that short-term trading is less important than long-term
investing. However, if you look at the amount of money invested by short-
term traders (e.g., specialists, floor traders, day traders) you find that it
represents about 30% of daily volume or more, and this is a rather large
percent. You might say, “Yes, but these traders produce short-term price
moves that last a day or two and can be ignored.” Wrong! Here is where
chaos theory and the power of feedback loops show that short-term
traders may be able to trigger a movement that can carry on for weeks.

Each group of investors, grouped by the time intention of their trad-
ing, can generate feedback-loop movements in that time frame. For ex-
ample, short-term traders can become nervous and produce extremely
fast, but short-term, price changes. Certain instabilities can also exist in
the minds of intermediate-term traders that, when triggered, can pro-
duce extremely fast intermediate-term price changes. Finally, instabili-
ties can exist in the minds of long-term traders that can influence
longer-term price changes.

Long-term trader instability is much less important than the first two
because the mechanism behind the feedback loops lies in emotional re-
actions of the participants, and it is difficult to hold an emotion and react
to it over a long period. In fact, I have never seen a feedback-loop de-
cline last longer than 13 weeks. On the other hand, positive feedback
loops—instabilities that drive prices higher than economics justifies—
seem to be able to carry forward to extremes for up to 6 months.

The Market’s Three Feedback Loops
and the 1987 Crash: A Feedback Loop Deluxe

The feedback loop of the stock market is not one loop but three. In-
vestors grouped by the time intention of their trading (short, intermedi-
ate and long term) and reacting to price movements of a certain size in
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FIGURE 2.4 The 1987 stock market crash was a feedback loop deluxe. Program
trading accentuated stock price movements, which triggered the feedback loops
of all three time domains—short, intermediate, and long term—in one day.
Regulations on program trading that were created after the crash, called collars,
were intended to help keep program trading from ever acting as an extreme
feedback trigger again.
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their time domains, can generate a feedback loop for that domain. These
three time worlds act somewhat independently of one another, as sepa-
rate domains, but at times they influence one another. The 1987 crash,
in which programmed trading magnified price movements out of all pro-
portion, was an example of all three feedback loops being triggered si-
multaneously.

The 1987 crash, shown in Figure 2.4, caught everyone by surprise,
including me. There was no fundamental economic problem to trigger it.
Selling, magnified by programmed trading, triggered an underlying in-
stability that in turn created more instability, and down the market went.
The boards of governors of the major exchanges know the theories about
feedback loops and emotional selling, and after the crash, they set up
price and program trading limits to prevent the bleed-over effect from
happening again.
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having nothing available, they started inventing ideas. Articles began ap-
pearing on the cover of the Wall Street Journal tracing the outline of the
1987 crash against the 1929 crash, predicting severe economic problems.
There was nothing to support the recession theory, however, except the
market crash itself. Eventually, the market did recover, as investors re-
gained confidence and there was no recession.

Understanding that feedback loops exist all by themselves is a major
step to understanding some large stock price movements. It doesn’t
make the loss of money any less painful or the uncertainty any less, but
it can help you understand what you are up against. It can also open up
a person’s mind to consider other factors besides economics when fore-
casting in unstable markets.

The Time Intention of the Trade Clarifies Many Things

Besides bringing some clarity to the structure of the market’s feedback
loops, the time intention of the trade, which is really an effort to compart-
mentalize investors by their time focus, helps clarify many confusing areas
of investing. For one, knowing the time intention of a trade helps clarify
the type of financial information an investor or speculator will study.

Although it might seem trivial and something everyone should know,
it is seldom addressed. The question is very simple: “What type of infor-
mation should you study if you want to correctly time the market?” This
question can be posed, but can’t be answered until we know the time in-
tention of the trade. This is because you use different tools and consider
different information depending on the expected period of your invest-
ment. Short-term traders usually study some type of technical analysis,
whereas longer-term investors usually study the economic picture of a
company (you'll learn about these two types of information in Chapters
3 and 4).

Without knowing the time intention of a trade, an investor doesn’t
know what to study. A great deal of trader and investor confusion stems
from this one vital point. Without clear definitions of the time frame, in-
vestor activity often becomes illogical. For example, an investor decides
to buy a stock because of long-term earnings growth. When the price
drops 10% in two weeks, she decides to sell, although the stock’s earn-
ings prospects haven’t changed at all. She bought the stock based on
data that predicts long-term movement and then sold because of data
used to trade shorter-term movements. This investor had not clearly de-
fined the time intention of the trade.



THE STOCK MARKET MODEL I USE 1

Another reason the time intention of the trade is so important has to
do with the concept of stock market predictability. The efficient market
theory says that the market is random and unpredictable, like the flip-
ping of a coin. In my experience (and that of many others), the market is
not always random but is sometimes predictable. The model presented
in the next section allows for this.

If you accept that the market is sometimes predictable, you must ask
an important question: “How long does it stay predictable before it slips
into its normal random and unpredictable state? Another important
question is “When the market does become predictable, what size and
time duration of price moves does it usually predict: short, intermediate,
or long term?” Shouldn’t an investor’s time intention of the trade match
the time scale over which the market seems to be predictable?

It is my conclusion, supported by a study discussed in Chapter 5, that
stock market movements lasting from 3 to 6 months are the ones that are
relatively predictable. Only under unusual circumstances can longer-
term movements be predicted with a high degree of certainty.

THE STOCK MARKET MODEL | USE

You are now ready to see the model that I believe is a closer representa-
tion of the real stock market than any other. Before you do, however, one
final piece is missing. There must be a term for fair value.

A major feedback-loop movement, even though it can cause an ad-
vance or decline of 25% or more for no economic reason, should not be
confused with a bull or bear market. In my opinion, to be called a bull or
bear market, a movement should have some long-term economic reason
behind it and should last at least 9 months to a couple of years. Because
feedback loops can’t last more than about 13 weeks maximum (with up
to another 3 months of adjusting to it), real bull and bear markets are
usually composed of a sequence of feedback-loop movements. The mar-
ket goes from unstable to stable, where it sits for a while, until deterio-
rating or constructive economic forces bring about a new instability,
which leave it vulnerable to the next triggering event. There is always an
economic or financial reason behind a movement of that duration.

Any accurate model of the stock market must contain economic fac-
tors, and they must be of primary importance. Technical analysis aside,
long-term stock market movements do reflect f}nancial and economic






MARKET PREDICTABILITY 43

MARKET PREDICTABILITY

The efficient market theory says that the future course of stocks is un-
predictable, like the flipping of a coin: The chances of being right at any
given time are 50 : 50. From my experience, this is true most of the time.
At other times, however, it is not true, and the market is highly pre-
dictable. When I say that the market at certain times is predictable, I
mean that the odds of correctly forecasting market direction are at times
better than 50 : 50.

How can this be, since there is no way to know the unexpected eco-
nomic news that drives the market? Because those feedback loops are
sometimes very predictable. It may be impossible to predict the next
economic statistic, but I believe it is sometimes possible to know when
a market has become unstable and when a feedback loop might be
triggered.

How do you describe or define an activity that is completely unpre-
dictable some of the time and at other times somewhat predictable? Is
there any analogy with some system whose predictability ebbs and flows
from random to somewhat predictable? Yes, there is. My analogy might
make you uncomfortable at first, but keep in mind that it’s only an
example of a system with changing odds; no other relationship with
the stock market is implied. The analogous situation is the game of
blackjack.

In blackjack, there are certain odds, say 52 : 48, that the house will
win. However, the odds aren’t fixed at those numbers; they average 52 :
48. At times, the odds are even greater in the house’s favor, and at other
times, the odds go the other way and favor the players. This is true be-
cause the initial odds of 52 : 48 depend on the ratio of the number of 10-
cards to non-10-cards in a standard 52-card deck. If, in the first deal, a
disproportionate number of 10-cards comes out, the ratio shifts for the
remaining deck. This is the essence of card counting—trying to deter-
mine when a deck is out of balance in favor of the bettor. With the stock
market, it is a much more difficult proposition (Figure 2.6).

Suppose that a similar situation exists with the stock market. Assume
that the stock market is usually a 50 : 50 proposition, but at certain times
these odds shift and the direction of prices becomes more predictable:
60 : 40, for example. What do you look for to see that the market is now
in your favor, that it is more likely to go either up or down? This is a very
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have no idea of how stocks are valued. I realized that concepts like fair
value for stocks and bonds require a slightly higher level of math com-
prehension than most people seem to have. If the subject is approached
in a slightly different manner, however, this general problem can be side-

stepped.

THE FUNDAMENTALS: TIME AND MONEY

A Dollar Today Is . . .

We have all heard the following statement: “A dollar today is worth more
than a dollar tomorrow.” Everyone agrees with this simple statement, but
few know that all of finance theory rests on fully understanding exactly
what it means. Behind that simple statement lies everything there is to
know about stocks and bonds.

If you're asked, “Why is a dollar today worth more than a dollar to-
morrow?” you would probably say, “Because of inflation. A dollar buys
more today than it will in the future.” In fact, this is wrong; inflation
has nothing to do with it. During periods of deflation, a dollar actually
buys less today than it will tomorrow, so if the statement is a universal
truth for all time, inflation can’t be the answer.

Whether you have inflation or deflation, a dollar today is still worth
more than a dollar tomorrow. If inflation is not the reason, why is a dol-
lar today worth more than one tomorrow? It is true for the same reason
a 10-year-old child is smarter than a newborn baby: The older child has
lived 10 years longer and has had the opportunity to accumulate and
learn more information. Similarly, a dollar earned 10 years ago has been
“living” 10 years longer than a dollar received today. During those 10
years, the older dollar has had more time to accumulate to itself some in-
terest income. This is true regardless of inflation or deflation.

How do financial people compare the value of two dollars earned at
two different moments in time? They calculate how much interest the
earlier dollar would compound to itself during the period before the fu-
ture dollar is earned. The interest rate used in this calculation is usually
the safest interest rate available for the time period in question.

Let’s try this out. Let us compare a dollar earned today versus a dol-
lar to be earned 10 years from now. Suppose the 10-year interest rate is
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7.17%. If we take the dollar today and compound it for 10 years at 7.17%,
in 10 years we have $2. So the dollar today will be $2 in 10 years—it is
twice as large as that future dollar.

We can also go the other way in time. We could bring that future dol-
lar into the present and see how it compares to the dollar today. Doing the
calculation in reverse, we find that that future dollar is worth only 50
cents today. A future dollar’s current value is often called its present value.

From this simple idea comes a very simple rule: You can only com-
pare dollars if you bring them all to the same moment in time. If an ex-
pected stream of dollars is to be earned, you have to bring all those
dollars to the same moment in time to add, subtract, or compare them in
any way. The simple formula that allows you to bring any future dollar
into present time is this:

A future dollar’s present value = $1/(1 + I)”

where [ is the interest rate and T is the time between the two dollars.

The entire subject of finance, stocks, bonds, and so on is built on this
simple equation.

An Important Conclusion

Let’s carefully inspect this equation and see what simple truths come out
of it. We assumed an interest rate of 7.17% and the present value of that
dollar to be earned in 10 years is 50 cents today. Suppose, however, that
tomorrow, because of some dramatic economic news, interest rates
plunge. They go from 7.17% to 5%. We go to our formula and recalcu-
late what the present value of that dollar is the next day. We do the cal-
culation and find that that future dollar, instead of being worth 50 cents
as it was yesterday, now has a present value of 61 cents. In other words,
in one day, the present value of that future dollar has jumped 22%, from
50 cents to 61 cents.

This startles most people because they look around and the world
looks pretty much the same. Yet this is what the theory says. Now, if the
interest rate had gone up from 7.17% to 9% in one day, the opposite
would have occurred. In that event, the dollar to be paid in 10 years, in-
stead of being valued at 50 cents, is now worth only 42 cents. This sim-
ple but slightly strange conclusion is an extremely important one.
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Another Important Factor

Can this simple equation account for all the complexity we see in the
world of finance? Not quite. One more idea is required. We must some-
how mathematically allow for another factor—the uncertainty of know-
ing the exact future. For example, we might be expecting a dollar to
come our way in 10 years, but maybe the payee of that dollar won’t be
there to make it. He or she could die or go out of business. A term must
be included in the formula that allows for this.

Let us call that term P. P is a number that represents the probability
that you will receive that future dollar. P = 1 means that the payment of
that future dollar is 100% guaranteed. P = .5 represents a 50 : 50 chance
of payment, and P = 0 means you are guaranteed not to get it.

Taking this factor into account, the complete formula is this:

A future dollar’s present value = P * $1/(1 + I)”

where I is the interest rate, T is the time between the two dollars, and P is a
number between 1 and 0 that reflects the probability that future dollar will be
paid.

Let us consider again the example of the dollar to be paid in 10 years
if interest rates are 7.17%. We already know that that dollar is worth 50
cents today. Suppose we also know that in 10 years, when it is to be paid,
someone will flip a coin and only pay the dollar if the coin comes up
heads. Since there is only a 50 : 50 chance of getting paid the dollar, that
future dollar is really worth 25 cents. If you want to buy that future dol-
lar, you shouldn’t pay more than 25 cents for it today.

Now we are in a position to understand what fair value is and how it
is calculated. As mentioned earlier, the current price of a stock should
exactly equal the present value of all that company’s future dividends.
That statement probably means more now than it did earlier. Before we
get into exactly what it means, I first want to apply what we know to two
simple situations to get a feel for the how the rules are applied. The first
example is how to calculate what is known as a lump sum pension.

Applying the Money Rules to Calculate a Lump Sum Pension

A few years ago, I was asked to develop a customized retirement seminar
for TRW corporation. This company allows employees the option of tak-
ing their pensions as either a lump sum payment or a monthly check paid
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per month, or $12,000 a year. First, we get a calculator, a piece of paper,
and a stubby pencil. With these simple tools, we can calculate the pre-
sent value of each $12,000 yearly payment.

As we now know, the present value is the amount you need today, so
if it was compounded, it would grow to each future $12,000 payment. To
make this calculation, of course, you need an interest rate to compound
with. Federal law requires that pension actuaries use the 30-year Trea-
sury bond interest rate. As of this writing, the current 30-year T-bond in-
terest rate is 5.06%, so we will use that figure in our calculations.

Now that we have our interest rate, let’s calculate some specific pre-
sent values. For example, what amount of money would grow to $12,000
in 13 years (for age 75)? Using my calculator and stubby pencil, I figure
that at 5.06% we’d need $6,316 today. In other words, $6,316 will grow
to $12,000 in 13 years at 5.06%.

A pension actuary would make this same calculation for every year
from age 62 to age 110. Yes, age 110! (These pension actuaries take their
jobs very seriously.) Not much money is needed today to account for that
payment at age 110. In fact, according to my calculations, the present
value for $12,000 when the retiree is 110 is $1,122. After we have calcu-
lated all the present values, we make a list of them with our stubby pen-
cil and then proceed to step two.

In step two, we take each present value and multiply it by the prob-
ability that the company is going to have to make that payment. Where
in the heck do we get this number? From actuarial studies—those amaz-
ing documents that predict the probability of a person at any age living
to any future age. For example, there’s about a 65% chance that a 62-
year-old will be alive at age 75. Therefore, we would multiply the present
value for age 75, that being $6,316, by .65. The result ($4,105) is called
the probability-weighted present value of a $12,000 payment at age 75
(Figure 3.3).

We then make this same calculation for each present value, all the
way to age 110. For example, the probability of being alive at age 110 is
less than 1%, so the probability-weighted present value at age 110 is less
than $10. Then we mathematically stack these probability-weighted pre-
sent values on top of each other—in other words, we add them all up.
This sum is the lump sum equivalent of the monthly pension checks for
life. In our example, the lump sum is $148,673.

To an actuary, these two are equal: that is, the lump sum of $148,673
exactly equals the $1,000-a-month payment for life. You can also look at
it from another viewpoint: If you wanted to buy a $1,000-a-month pay-
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Stacking the money is what | call the mathematical procedure to
find the current worth or value of any investment that will throw off
a future stream of income or cash. This theory recognizes that
money, like any commodity, has a value and that the current value
of any investment—stocks, bonds, real estate, and so on—should be
determined using this or some variation on this idea.

prices than this, but except for the feedback loops discussed in Chapter
1, there isn’t. All the thinking and effort that goes into Wall Street pro-
jections boil down to calculations like the ones we just performed to fig-
ure a lump sum pension. When performing these types of calculations,
analysts and actuaries say they are making calculations based on the time
value of money. However, I think the term stacking the money more ac-
curately describes the process, because the calculations involve stacking
one number on top of another to get the total value. I call it the stacking
the money theory.

Remember: When interest rates rise, the lump sum gets smaller.
When they go down, the lump sum gets bigger. Does any of this sound
familiar? Have you ever heard that high interest rates are bad for stock
and bond prices and low interest rates make them go up? Do you think
there is a relationship between why the lump sum pension goes up or
down and why stocks and bonds also go up and down when interest rates
change?

STACKING THE MONEY TO DETERMINE BOND PRICES

Stacking the money is the only theory used to calculate bond prices.
Let’s take a look at how it works. Suppose you have a U.S. Treasury bond
with 10 years left to maturity. The bond has an 8% coupon, so it pays $80
per year to the holder for the next 9 years, and in the tenth year it will pay
the final $80, as well as the face value on the bond ($1,000 in this case).

What’s a fair price for this bond today? First, we need to look up
the current Treasury interest rate in the free market. We use this rate to
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FIGURE 3.5 The price of a bond is calculated following the same stacking-the-
money procedure used for calculating a lump sum pension payment.
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calculate the present value of each $80 payment for the next 10 years, as
well as the present value of the final $1,000 payment (Figure 3.5). Unlike
with lump sum pension payments, the probability that payments might
not be made isn’t an issue because the government guarantees the pay-
ments. This removes the probability factor from the equation. Finally,
you stack (in other words, add up) all these values to determine the price
of the bond.

Bond prices rise and fall with interest rates for the same reason the
lump sum pension rises and falls. In fact, after a bond is issued and its
coupon is fixed, all a bond’s price ever does is march to changing inter-
est rates—that is, its price adjusts daily to reflect the ever-changing in-
terest rate environment it lives in. With bonds, the link between interest
rates and the price of a bond, just like the lump sum, is immediate and
direct. Stocks follow the same theory, but here the connection is looser
because with stocks, the payments you’ll be stacking are fuzzy numbers.
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NOTE

By the way, when calculating corporate bonds (where there is a
possibility of default), the probability factor is not 1. Instead, you
must multiply the present values for each coupon plus the princi-
pal payments by a number that represents the chance of default for
that particular coupon. You then stack these default probability-
weighted present values to find the price of the bond. Whether you
are calculating bonds or stocks, you always use the safest interest
rate in the formulas. The uncertainty of any payment (coupon, div-
idend) is allowed for by the P factor, not by inserting a riskier inter-
est rate in the denominator.

STACKING THE MONEY TO DETERMINE STOCK PRICES

Now let’s turn to stocks. What is the price of a stock? The same rules
apply, except this time we stack dividends. The rule of the game is that
you always stack what is paid out. We return to the definition of fair
value for a stock: The price for a stock should exactly equal the present
value of all the company’s future dividends.

Are there any other considerations? Some time ago, I encountered
the following opinion about the dividend model: To determine a com-
pany’s value, patents, brand names, and other intangible assets should be
valued and used with the dividend discount model. A better valuation re-
sults from adding intangibles to the model’s calculation.

I disagree with this. I believe the statement for fair value is com-
plete and sufficient unto itself and needs nothing else. Including a term
like intangible assets to the equation is what engineers and scientists
often call adding a fudge factor. Our model for stock prices is not a fair-
value term plus three feedback loops plus a wild fudge factor. If any-
thing, you should try to calculate how these intangibles might increase
the dividends of the company. In other words, all other factors should
be included only in estimating future dividends. If it is determined
that these intangibles probably won’t affect the future dividends of the
company, then according to the model, they have no importance (if
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WHY INTEREST RATES ARE SO IMPORTANT

We are now in a position to understand one of the most important con-
clusions that comes from the stacking the money theory for fair value.
We mentioned it earlier, but we return to it now since it is so important:
It is the full understanding of why interest rates are so important to stock
prices.

In 30 years, I have seldom heard the correct explanation of why in-
terest rates are so important to the direction of stock prices. For exam-
ple, two well-known books written by top market analysts give three
reasons for the importance of interest rates.

1. Lower interest rates are good for corporate profits because they
allow companies to borrow money for less.

2. Movements in interest rates make bonds more (or less) attractive
compared to stocks. Lower rates makes bonds less attractive,
causing people to invest more in stocks and vice versa.

3. The cost of borrowing and buying more stock, called the margin,
is less when interest rates are low and therefore is better for
stocks.

You hear the same ideas in the daily financial news when analysts talk
about how the Federal Reserve board’s lowering of interest rates will
spur the economy. For some reason, commentators and analysts are al-
ways focusing on how the change will affect the numerators of the frac-
tions (earnings or dividends). They never mention the really important
fact—that an interest rate number goes directly into the denominators of
all the fractions used to calculate stock prices, and that denominator is
now smaller. As a result, investors seldom appreciate fully the impact
that interest rates really do have on stock prices.

The real reason interest rates are so important to stock prices is that
the series of mathematical terms that are added up to calculate fair value
have interest rates in their denominators. Recall what you learned about
fractions: When the denominator becomes smaller (interest rates go
down), all the fractions get bigger (and so does fair value). When the
denominator gets larger, the terms get smaller, and so does fair value. It
is the same lesson we learned about the lump sum. This is the real rea-
son interest rates are so important. When you understand this, you can
see that the three previously listed reasons are really of smaller conse-
quence. In fact, these commonly referenced ideas about why interest
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rates are so important actually divert attention away from this really
vital point.

Fuzzy Dividends Don’t Change
the Interest Rate Conclusion

As we said, when you are considering the fair value of stocks, only one of
the numbers in the stacking process—the interest rate—is an exact num-
ber (Figure 3.7). The other number—the dividend—is a fuzzy, or un-
certain, number. These facts lead to an important conclusion: When you
divide a fuzzy number by an exact number, you still get a fuzzy number.
Therefore, the fair value of a stock, unlike that of a safe bond, is always
fuzzy; no one knows exactly what fair value is.

That’s okay—it’s part and parcel of investing—but it doesn’t change
the conclusion of the previous section. Whether the dividends are fuzzy
or not, when interest rates change overnight, these fuzzy dividends still
stack to either a higher or lower number, but it is a fuzzy higher or lower
number. The response in the price direction of the fuzzy number is the
same as the response for the price of bonds or the lump sum pension,
and it responds in the same way for the same mathematical reason.

Interest Rates and Dividends:
The Yin and Yang of Stock Prices

The two factors in the equation for fair value, dividends and interest
rates, give us the yin and the yang of stock prices (yin and yang because
the growth of dividends and the direction of interest rates usually work
opposite each other). Normally, interest rates decline as business gets
bad and earnings and dividend estimates are being reduced. Similarly,
interest rates go up when business expands, as earnings and dividend
estimates are increased. This creates a strange situation. As dividend es-
timates are reduced, lower interest rates counteract the effect by in-
creasing the present value of those reduced dividends. These movements
somewhat offset each other mathematically, but not quite.

What is more important to the value of these fractions, the changing
numerators or the changing denominators (i.e., lower future dividends or
lower interest rates)? A mathematician would tell you that interest rates
are more important because a change in interest rates today affects the
calculation of the present values of every dividend, even those that will
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be paid 30 years from now. We saw the same thing earlier, when we
watched how the present value of a dollar to be paid in 10 years can un-
dergo a sudden increase when interest rates change. This mathematical
reality is important since interest rates can and do change, sometimes by
20% in a month. On the contrary, a recession is usually expected to mod-
ify only a few years’ worth of the future stream of dividends, with the
farther-away dividends less affected. Only when the dividends are per-
ceived to be in trouble for a long time (such as during the Great De-
pression) does the long-term reduction in dividends usually matter more
than the reduction in interest rates.

This explains why stock prices often hit bottom in the worst part of
the recession, when the future for business looks the worst but interest
rates are declining. Many investors think that stocks start rising in the
middle of a recession because farsighted investors anticipate the recov-
ery and see expanding earnings and dividends. Yes, there is a little of that
activity, but the important point is that stock prices rise because lower in-
terest rates make the smaller dividends stack to a higher price today than
they did the day before.

The tremendous importance of interest rates to stock prices can be
seen in Figure 3.8. About 50% of the long-term gains in stock prices
since 1982 (when the Dow Jones started its rise from just under 800), is
directly attributable to the drop in interest rates from 15% to 5%. The
rest of the gain is attributable to the expansion and increase in earnings

and dividends.

NOTE
Today, there are many ways to pay dividends. Some companies
have started to repurchase their own stock, which acts like a divi-
dend payment. | don’t intend to cover the alternative methods of
paying dividends because any effect would be measured much the
same way we do using the theory of stacking the money. None of it
changes the basic conclusion of that theory.

Response Time to Interest Rate Changes

Theoretically, stock prices should respond to interest rate changes as im-
mediately and directly as bond prices do. In practice, however, the diffi-
culties involved in predicting dividends loosen the connection, and the
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What had happened was that the crisis triggered feedback loops, which
for a while were much more powerful than what theory was saying at the
time. After the panic subsided, the theory of stacking the money took
hold and prices rocketed upward.

Always pay strict attention to periods in which interest rates are ei-
ther rising or falling and stock prices continue going their own way, ig-
noring theory. For example, in the spring of 2001, the Federal Reserve
board engineered a constant decline in interest rates, and for a time,
stock prices continued to decline. Commentators started saying that
maybe this time the decline in rates wasn’t going to stimulate the econ-
omy. When you hear that, bells should go off; they’re putting your at-
tention on the wrong part of the fraction again. At such moments, one
should study the other information, such as contrary opinion, to help you
figure out what is going on.

Inflation and the Theory of Stacking the Money

It's important to keep in mind that the D/I formula does not indicate
whether future dividend growth occurs because of inflation or because of
real growth. For example, suppose that the amount of goods a company
sells remains the same, but the company increases the price of its goods
by 10%. This means that the company’s earnings and dividends also rise
by 10%. Such an increase does not represent real growth, however, be-
cause the 10% rise is due to inflation.

By contrast, assume that inflation is zero but that sales and earnings
(and eventually dividends) increase by 10%. The theory of stacking the
money treats this situation identically to the situation of 10% inflation.
You might think that these two should not be treated the same because
one represents real expansion in business and the other doesn’t, but they
are treated the same—and they should be.

The difference between these two cases doesn’t occur in the divi-
dend number; it occurs in the bottom number, interest rates. During pe-
riods of inflation, interest rates are higher, and thus the dividends stack
to a lower sum. In other words, if too much of a company’s growth is in-
flation growth, a lower fair value is accorded because the interest rate
(denominator) is bigger. When real growth occurs, you have the best of
both worlds: high expected dividend growth and low interest rates. The
theory allows for the highest possible fair value during these periods.
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Applying the Model to Companies That Don’t Pay Dividends

What about companies that don’t pay dividends—how are their prices
established? Their prices are predicated on the idea that the company
will someday pay a dividend. The hope, of course, is that fantastic cor-
porate growth will result in really big dividends in the future (Figure
3.9). After all, there is a present value for a payment, even if that pay-
ment is 10 or 15 years away. If those dividends are expected to be large
enough, theory would justify a high stock price today. But if at any time
investors begin to think that the company’s dividends ultimately won’t
materialize, its stock price would go through a major evaluation.

To understand this principle, suppose that we have a time machine
and go 50 years into the future. We go to a library, search the records,
and discover that the small computer company named XYZ (which deals
in computers, chips, software, and the Internet) grew for a time into a
huge company that earned billions of dollars. After a while, however, the

FIGURE 3.9 Even if a company isn’t paying dividends now, large dividends
expected in the future result in a big stock price today.
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company declined and eventually went bankrupt. Most importantly, sup-
pose that over its entire life it never paid a dividend. If we then flew back
to the present and could convince everyone that what we had learned
was real and accurate, at that point the price of XYZ company stock
should go to zero. I don'’t care if the company still had 15 years of earn-
ings growth in the billions of dollars ahead of it. Based on our equation
for fair price, XYZ’s stock price should be zero.

In practice, when dividends lie far in the future, analysts attempt to
estimate them by looking at earnings. After all, dividends must eventu-
ally come out of earnings. Mature companies often pay out as much as
50% of their earnings as dividends. Therefore, by keeping track of how
earnings are growing, analysts can form some idea of what dividends
might be in the future.

Today, there are many companies paying few, if any, dividends, as
well as many companies doubling and tripling in price that have no earn-
ings at all. If this continues for a long time, investors can start thinking
that dividends don’t matter. After all, fortunes are being made without
any consideration for dividends.

This just shows how fuzzy the numbers can get. The same investors
will soon learn the realities of finance if they don’t remember that these
price movements are 100% speculation. Sooner or later, the price of a
stock must have a real basis. Ultimately, the great growth cycle must
complete, and the piper must be paid.

Current Dividend Yield
and Market Expectation

The fair value term D/I in our model describes the effect of dividends
and interest rates on stock prices and helps us understand some impor-
tant things happening today. One is the current yield on stocks. The cur-
rent dividend yield on stocks is very low (around 1.3% for the S&P 500).
This number is calculated by dividing the current dividend by the cur-
rent price. What does this low yield mean? To have a low ratio you need
to have a high price. From our theory of stacking the money, we know
that high prices result from the expectation of very large future divi-
dends (Figure 3.10).

The low dividend yields result because the present dividend is very
small compared to the high stack (price) from all those huge expected fu-
ture dividends. In other words, the current price of stocks is built on a
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FIGURE 3.10  The stacking-the-money theory says that a low dividend yield
implies that Wall Street is expecting high dividend (and earnings) growth in the
future. This expectation of future growth allows investors to accept today’s low
dividend yield. If confidence in the expected growth were ever shaken, a major
price readjustment would occur.
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record high expectation of earnings and dividend growth. If this growth
doesn’t materialize, in hindsight we will know that current prices were
too high and the expectations too extreme.

STACKING THE MONEY RESOLVES TWO
OF THE INVESTING PARADOXES

We are now in a position to resolve two of the investing paradoxes intro-

duced in Chapter 1.

Resolving Paradox 1: I'm Happy When I’'m Sad.

Recall Paradox 1 from Chapter 1: I'm happy when I'm sad. An example
of this paradox in action occurred in September 1997, when the govern-
ment announced the good economic news that payroll levels were
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increasing. As a result, the stock market sold off 100 points. The press
was puzzled to explain it. The analysts said that good news often means
that the Fed will raise rates, and this is not good. Carried to its extreme,
however, the better the economy gets, the more the market should sell
off. Is good news really bad and bad news really good?

The analysts were correct, but they didn’t go into the matter in
enough detail. In fact, this paradox involves the yin and yang of stock
prices explained earlier. After reading this chapter, you now know that
interest rates are just as important when calculating stock prices, as are
earnings and dividends. Thus, the chain of events makes sense: When
employment goes up, investors fear that the government will raise in-
terest rates in order to stem inflation, and higher rates call for lower
prices. The positive news indicating that the economy is strengthening is
not as important in D/I equations as higher interest rates.

Resolving Paradox 2: How Can the Tail Wag the Dog?

Now recall Paradox 2: How can the tail wag the dog? To understand this
paradox, you need to remember that the stock market is one of 12 lead-
ing economic indicators, probably the best of the 12. However, to predict
the stock market, people usually turn to interest rates. Here is the para-
dox: The U.S. government classifies interest rates as a lagging economic
indicator. Although stocks are one of the first things to move in a busi-
ness cycle, interest rates are one of the last. How can people use a lagging
economic indicator to determine what a leading indicator is about to do?
How can the tail wag the dog?

The paradox is resolved when you learn that the word cycle comes
from the same root as the word circle. A rotating point on a circle traces
out a normal cycle, or sine wave. Can you find the leading and lagging

FIGURE 3.11 The word cycle comes from the same root as the word circle.
Where is the leading point on a circle, and where is the lagging point?




STACKING THE MONEY RESOLVES TWO INVESTING PARADOXES 73

points on the circle in Figure 3.117 It’s true that interest rates usually
come down at the end of a normal business cycle, but remember that the
end of one cycle is the beginning of a new cycle. We should ask why stock
prices move up early in the next business cycle. Is it because investors are
so good at seeing the higher D (dividends) from an expected new busi-
ness recovery, or is it because interest rates are lower, making for higher
theoretical stock prices? I believe it is because lower rates calculate to
higher stock prices.

The theory for fair value indicates that the actual pattern is this: In-
terest rates come down, signaling the end of the previous business cycle.
Lower interest rates allow stock prices, even in the face of deteriorating
business, to have a higher fair value, and investors respond. Higher stock
prices then seem to indicate the start of the new cycle.

At one time, conventional wisdom held that the stock market was a
good leading indicator because investors were farsighted enough to see
the new recovery even in the midst of a recession. Early in my career, I
couldn’t see the end of recessions; I wondered why everyone else had
such foresight and I was the one sitting out in the cold. In truth, they
weren’t clairvoyant; they were just acting according to a theory I had not
yet learned: the theory of stacking the money.
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FIGURE 4.1 The coming trading range period. The bottom straight line
indicates the stock market’s long-term trendline since 1928. Notice how the bull
market of the last 10 years has pushed prices far away from this trendline. It
would be normal for the market to digest these tremendous gains over time by
working slowly back and forth until prices end up closer to the line.
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the effort. As I explain in Chapter 6, the Elliott wave pattern is the basic
blueprint for forecasting the broad outline of what to expect from prices.
However, the trader must always keep every forecast fluid; it is never to
be written in concrete. The Elliott wave pattern, with the innumerable and
complex variations that the theory allows, by itself is incomplete; you must
incorporate other information to help limit the number of possible Elliott
wave patterns. One important tool in this effort is technical analysis.

TECHNICAL ANALYSIS VERSUS FUNDAMENTAL ANALYSIS

Two broad studies of the stock market exist: technical analysis and fun-
damental analysis. In fundamental analysis, investors compile and con-
sider economic data in an effort to predict stock prices. They look at
sales, earnings, dividends, interest rates, and so forth. In technical analy-
sis, investors consider only the information generated on the floor of the
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exchanges: volume, price history, short interest, put and call ratios, and
so on. In fact, you can classify these two disciplines solely by specifying
the physical location where the information is generated. If the informa-
tion originates in the business world, it is fundamental data; if the infor-
mation originates on the floor of the exchanges, it’s technical data.

For years, these two schools have been battling over which one is the
correct discipline to predict and explain stock market movements. The
argument is quite silly because it is a battle over what really amounts to
separate turf. I have mentioned that a clear definition of the time inten-
tion of the trade helps determine what type of data you should study. If
you are investing for price movements of more than nine months, you
should study primarily fundamental data. If you're interested in predict-
ing price movements of less than six months, you should study technical
data.

You should understand that technical analysis is the discipline that
studies and measures the three feedback-loop terms in the model and
that fundamental analysis studies the fair-value term. Because feedback
loops can’t last more than 3 months maximum in a decline and 6 months
in an advance, and major bull and bear markets can last for years, I want
to clarify the difference between these two disciplines using a time
graph. The clarification takes place as we return to the time intention of
the trade.

At the bottom of the graph in Figure 4.2, the X-axis is the time in-
tention of the trade, which is the period of the investment or the period
over which you are trying to predict stock prices. It starts with trades last-
ing a few hours (far left), going into days, weeks, and then months as you
move to the right. At the far right are investments that are intended to
last a few years. Along the vertical axis, the Y-axis, is a scale that measures

Fundamental analysis is the process of compiling and considering
economic data such as sales, earnings, and dividends in an effort to
predict stock prices.

Technical analysis is the process of compiling and considering in-
formation gathered on the stock exchange floor, such as volume,
current stock prices, and short interest, in an effort to predict stock
process.
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FIGURE 4.2 The relative importance of technical analysis and fundamental
analysis in predicting market movement. The time intention of the trade
determines which discipline should be used.
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the usefulness of any information to predict, with zero being useless and
100% being vital.

Let’s attempt to plot where technical and fundamental analysis fit on
this chart. At the far left, where the time intention of the trade is a few
days, the importance of technical analysis should be close to 100% and
fundamental analysis close to zero. Only technical analysis has any
chance of predicting movements lasting a few days. Moving to the right,
the situation gradually changes. At the far right, the importance of fun-
damental analysis is 100% and the importance of technical analysis is
zero. Where is the crossover? It’s difficult to locate, but I place it some-
where between six and nine months.

CLARIFYING THE TIME LIMITATIONS
ON TECHNICAL ANALYSIS

Let’s go back to the model of the stock market introduced in Chapter 1.
The model holds that stock prices are equal to a fair value stretched and
modified by three somewhat independent feedback loops. Now I'm
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going to make a statement that may surprise, and maybe even upset,
some technical analysts. I believe that technical analysis is primarily use-
ful in predicting only the price movements caused by the action of the
three feedback loops, short-term, intermediate-term, and long-term
feedback loops. Because of this, I think that analysts who use only tech-
nical analysis to predict major bull and bear markets are applying the dis-
cipline incorrectly. In my opinion, any effort to use technical analysis
beyond its applicable time range pushes the subject beyond what it is ca-
pable of accomplishing. (The only exception to this, I believe, is when
high readings in investor sentiment exist simultaneously with extreme
levels of public speculation in stocks.)

Many technicians would say that I am wrong, pointing to the deteri-
orating technical situation that existed before many bear markets as
proof that technical signals can anticipate them. I do not deny this. Nev-
ertheless, it is my contention that these technical indicators were inca-
pable of distinguishing whether the market was just unstable and ready
for a three-to-six-month correction or whether a major bull or bear mar-
ket was imminent. In the cases they cite, I believe that the indicators
were measuring an instability that eventually transformed itself, for eco-
nomic reasons, into a lengthy bull or bear market. If a decline is to last
more than nine months and turn into a major bear market, there must be
an economic reason—a foundation for a decline of this magnitude and
time duration.

BASICS OF TECHNICAL ANALYSIS

The Market Technicians Association (MTA) web site (www.MTA-
USA.org) lists more than 100 technical indicators of all types. Some 10 or
20 indicators are different types of volume measurement, 20 or 30 mea-
sure different periods of the advance-decline line, and so on. You might
assume that indicators are measuring many different types of ideas, but
there are really only four or five basic ideas in technical analysis. All the
various indicators are just different ways to measure these four or five
basic concepts.

I can’t cover the entire subject of technical analysis in this book, but I
will highlight a few of the ideas that are fundamental to the subject. As you
read along, keep in mind that there is one additional, and quite important,
part of technical analysis not covered in this chapter: the theory of contrary
opinion. The theory of contrary opinion is so significant that it has its own
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chapter (Chapter 5). As you read this chapter, remember that there is an
invaluable addition to the technical picture not being described.

Highlighting Divergence

Almost all technical analysis is associated with divergence in one form or
another. Divergence occurs when two things that were acting together in
a certain way start acting separately, or differently, than they did earlier.
In technical analysis, unless there is some form of divergence, there is no
signal. Almost all the technical tools used, except for the theory of con-
trary opinion, are based on some type of divergence.

The original Dow theory of the late 1900s was essentially a divergence
theory. A hundred years ago, Charles Dow postulated that it is a nega-
tive indication when the Dow industrials average goes to new highs but the
transportation average fails to follow. This divergence in activity is the basis
of the Dow theory. The divergence idea is found throughout technical
analysis. If I were to check, I believe I'd find that more than 80% of the in-
dicators at the MTA web site measure some type of divergence.

For example, one of the most basic technical principles, referenced
more than any other (except contrary opinion), is when the advance-
decline line diverges from the large capitalized indexes. The advance-
decline line is the ongoing sum of the number of stocks advancing
every day minus the number declining. Usually, this line moves up, along
with the various price indexes. At times, however, after a long advance,
it makes a top and never again exceeds that point, although the price in-
dexes do. This is the point of divergence. If this divergence continues for
a few montbhs, it is a sign of a weak, unstable market.

Many excellent books on technical analysis explain the various indi-
cators and the ideas they are based on. One vital point is seldom covered,
however: How do you determine if the technical indicator is signaling
strength or weakness over the short, intermediate, or long term? For

Divergence is the observation in technical analysis that two indica-
tors or market averages that usually move up and down together are
now moving in opposite directions or doing opposite things. One is
not confirming the other.
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For example, when measuring volume, a very short-term trader
might go to a moving average of hourly volumes to compare. An
intermediate-term trader might use a moving average of daily volume,
and a longer-term investor might use weekly volume. What this principle
says is that, no matter the time scale, each would look for the same pat-
tern or divergence over that time scale.

In my opinion, not knowing or misunderstanding this principle is
the cause of some of the misstatements made by market technicians.
They get confused about the time frame referenced by the technical in-
dicator they are looking at. This is also true when comparing the differ-
ent characteristics between market tops and market bottoms. The
technical differences one finds between long-term tops and long-term
bottoms are the same differences that distinguish short-term tops and
bottoms.

The Two Categories of Technical Indicators

We can classify technical indicators into two types. I call the first type a
transition indicator and the second, a confirming indicator. The first in-
dicator tries to locate exact market tops and bottoms—transition points
where the market is changing trend. The other indicator type doesn’t
look for market tops or bottoms but defines when a market trend has
been established, confirming when a new trend is in play. Confirming
indicators give signals after a top or bottom has been made. The idea
behind it is to let the market make top or bottom, then get in afterward
and ride the trend.

You can appropriately classify indicators as one or the other: Does it
mark a transition point (a top or bottom) or does it respond after a top or
bottom, confirming a market that has established a trend? Remember
that these two approaches always conflict. A transition indicator such as
contrary opinion always looks best at the worst point in the trend of the
market. Keep them separate in your mind; their goals and targets are
completely different.

Understanding the Difference between
Market Tops and Bottoms

From a technical perspective, market tops and bottoms behave differ-
ently, and you use different technical tools for each. Tops are usually long,
large, rounded affairs (think of an open fan), often to the point where it
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To understand this, remember that the market is the average of all
stocks. The S&P 500, for example, is the average of the price activity of
the 500 largest stocks. Everything is summarized by one simple number,
but it is a one-dimensional view. When the S&P 500 is up, it doesn’t
mean that all 500 stocks are up; it means only that a mathematical aver-
age of the 500 is up. But there are a large variety of different internal
markets that can calculate to the same number.

Let me clarify this. Suppose that on two consecutive days, the S&P
500 is up 1%. From this one number both days look the same. If we went
a little deeper and statistically measured what the individual components
were doing, we might see a different picture. Maybe on one day, only 20
of the 500 stocks are up, but those 20 are up a lot, and the other 480
stocks are down but down just a bit. On the second day, all 500 stocks are
up, but they all are up just a little bit. Both days produce the same 1%
mathematical average gain and look the same on the outside, but an in-
ternal look presents a completely different picture. Therefore, techni-
cians are always looking inside the market, at the market internals.

They look at how many stocks are making new highs and new lows as
the major market indexes are advancing. They also look at the number of
stock advancing versus those that are declining. They are looking for di-
vergences. For example, it is not a good sign to see more stocks hitting
new lows than new highs while the major indices are hitting all-time
highs. Similarly, it’s not a good sign to see total volume contracting while
prices are breaking to new highs.

Recognizing a Normal Market Cycle

What occurs internally in a normal market cycle? Usually, at the start of
a major advance, most stocks move up together. The pattern continues
for some time. This is good, and it’s the way it should be.

This pattern is measured by market breadth. Market breadth mea-
sures the number of stocks advancing each day versus the number de-
clining. It doesn’t matter how much a stock has advanced or declined; a
1/8th-point advance is just as important as a 10-point advance. Any stock
that advances at all is an advancing stock. If the market averages are
going up, technicians like to see good breadth, in which the number of
stocks advancing is a large number, not a small number.

History teaches us something. Usually, as a stock market advance
matures, the averages continue to go up, but fewer stocks participate,
which means that investors are starting to narrow their focus. A few
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Divergence is a sign that the topping process has begun. Recall that
market tops are usually large, rounded, fan formations and are more a
process than an event. Different stocks and different stock groups usually
top at different times. Various market divergences are a sign that this is
occurring. The problem is that the process can take some time; there is
no way of knowing how long the process will take—it could take two
months or two years. It is common to take a bearish posture two or three
times before the real decline begins.

Making Top

As 1 stated before, in the process of the market topping, certain events
usually happen before the general averages make top (Figure 4.5). First,
as the bull market matures, the number of stocks making new highs hits
a peak number. In other words, even though the market averages are
going up and continuing to make new highs, the actual number of stocks
making new highs does not increase.

FIGURE 4.5 The normal sequence of indicator divergences as the market goes
into the topping process. (A-D line = advance-decline line.)
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Second, as the popular averages continue to new highs, the advance-
decline line, which is the difference between the number of stocks ad-
vancing and the number declining, fails to confirm (i.e., it fails to make a
new high). This sets up the popular technical indication of the diver-
gence between the advance-decline line and the popular averages.

Finally, the daily trading volume fails to expand, which sets up the
third divergence. As a bull market continues, the volume of trading usu-
ally grows. At a certain point, prices continue to new highs, but the vol-
ume of trading stops growing and actually contracts. This can happen for
a little while without cause for worry, but if it continues, it is usually the
final important indication that the topping process is just about com-
plete. Thus the long-held observation that price follows volume.

Where is the top? It is spread out over time and has been occurring
all along at different points for different stocks. Many stocks made their
highs around the time the number of new highs peaked. Other stocks
made their highs when the advance-decline line made its high. Still oth-
ers will make their highs after the averages have peaked. The action of
various stock groups topping at different points in time is the fan for-
mation, the topping process I referred to earlier. It is important to note
that the process usually goes this way, but there are so many variations
that the variations are really the rule.

Topping Often Starts in Wave Four

From my experience through many markets, the process of topping
often starts in the fourth wave of the Elliott wave movement, especially
if it is a complex horizontal movement. (In Chapter 6, you will learn
more about the Elliott wave.) For now, let’s just say that any major ad-
vance takes place in three thrusts separated by two pullbacks. The thrust-
ing waves are labeled waves one, three, and five; the separating pullbacks
are waves two and four. You can see this basic pattern in Figure 4.6.

Sometimes, if the first two advancing waves are big and of long du-
ration, the second correction, wave four, is often long and very complex.
When wave four is protracted and complex, the divergences mentioned
often start at the top of wave three, not the top of wave five, which is the
actual top in the major indexes. If this happens, the divergence lasts a
long time before the wave five top.

This event is the cause of more prognostication errors by market
technicians than any other. I've seen it so often that I have come to look
for it as a market indicator itself. Here is what happens: As the market
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FIGURE 4.6 After a long advance, there is often an extended fourth-wave
correction before the final fifth wave to new highs. Market divergences often
start during this wave four, indicating that many stocks peaked at the top of
wave three and will not make new highs when the final, fifth wave occurs. It is
common for some market technicians, seeing the divergences, to become
bearish too soon and get confused when the market breaks to new highs.

Complex Topping
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moves into a complex wave four, it gives the appearance of starting to
round over. Remember, a complex wave four usually occurs after strong
waves one and three, with a short wave two correction separating them.
Some people start getting nervous after this big run-up and are ready for
a reaction. They begin noticing the technical divergences as the correc-
tive wave four forms. At this point, technicians often call the top.

As the market moves sideways, forming wave four, more and more
people start taking a bearish stance, expecting the market to break. Every
little decline during the complex wave four raises hopes that this is the
beginning of the widely anticipated decline and, although the market
looks weak, each decline unexpectedly halts, and the market recovers a
little.

The market then slowly advances to the previous peaks but looks
very weak. Volume is low. Suddenly prices break to new highs and a
strong rally begins. The final wave five has started. For a short period,
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the advance-decline line again comes back to life, looking strong, and
technical factors seem to be in gear. At this point, the majority of analysts
quickly swing back to the bullish view, often saying the divergences were
a false signal. They weren’t; they were just a little early. It is at this point,
as investors and analysts swings back to the bullish side, that you should
start getting very bearish.

Now psychology enters the picture. Many investors will be found to
have locked themselves out psychologically. After being bearish for some
time and then admitting an error and changing back to being bullish,
they are now very reluctant to flip-flop and become bearish even if prices
start into a decline. They are afraid to take a bearish stance again. As
prices start to decline—in other words, prices do what people originally
thought they would do—these people are somewhat frozen in a bullish
posture by their reluctance to reverse position.

One of the most important lessons the trader has to learn is being
able to flip-flop in opinion when it is actually called for. You have to be
willing to admit you were wrong. This is an example of how you can ba-
sically be right about the market, but you are right too early, which can
spoil everything. Survival in the market is often simply the effort to main-
tain confidence in your own judgment.

Making Bottom

Market bottoms are different from market tops from a technical view-
point. Very few technical indicators, except market sentiment, are useful
at calling a bottom. Unless it’s a very rare compression bottom (as in
1982), most bottoms end in some form of a climax. A climax is a type of
market bottom in which panic selling occurs in huge volumes, with prices
collapsing completely. The climax actually starts days earlier, and as the
decline continues, the volume in stocks rise as prices plummet, until it
becomes a panic.

The actual end, or bottom, usually occurs in one day. What happens
is that prices collapse on huge volume, and then, mid-trading day, re-
verse direction and surge upward, also on huge volume. This reversal
rally dies away after a few days, after which prices go into a long, quiet
period during which nothing much happens and volume becomes ex-
tremely light. The market looks dead, which it is, but the decline is over.

During a selling climax, it’s best not to look for the bottom. Take a
step back, or, if you are invested and think it’s early enough, sell out and
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repurchase later. Let the market make climactic bottom and go through
its reversal rally.

When the reversal rally is over, it almost always declines again by at
least 50% or more of the rally. On this pullback, the volume usually dries
up to almost nothing; it’s the death after the climax. At this moment, the
market seems awfully weak, and there doesn’t seem to be any reason for
it to g0 up anytime soon. Investor sentiment measures are extremely
negative; investors are generally expecting further price declines. The
most optimistic talk is that the market will need a lot of confidence build-
ing before anything positive happens. You've got your opportunity! At
this point, it is usually safe to purchase for the long term—and you won’t
have to wait for as long as you may think!

Changing Market Patterns

Many possible market patterns can occur. Some of the important ones
have already been listed in books on technical analysis. The market often
sets a particular pattern that continues to recur. If you are lucky, you can
often profit from them. They are best kept to yourself because if widely
broadcast, the pattern tends to disappear.

For example, suppose you notice that for the last three short-term
market thrusts, the Dow Jones industrial averages rose sharply, but for
the first three days of each move, the NASDAQ stayed relatively flat. On
the fourth day, the NASDAQ played catch-up, rising very dramatically.
The NASDAQ doesn’t normally do this; it is something you have just no-
ticed recently. Maybe speculators have become much more cautious
than normal and hold back, waiting for the move to be real before they
go into the NASDAQ-type stocks. Use that observation. Maybe it isn’t
real but it probably is; try it out at the next opportunity.

An intermediate-term trader, noticing this pattern for short-term
moves, further notices that the market has begun what looks like a
longer-term move. She notices also that the move is primarily a Dow
Jones industrials move again, with the NASDAQ holding back. She can
conclude one of two things: This move will continue (strong Dow, weak
NASDAQ) or it is a manifestation over the longer term of a pattern seen
previously in short-term moves. I'd assume the second and take a posi-
tion based on that assumption. One reason to do this is that such situa-
tions allow a trader to know when she or he is wrong with the least
amount of risk.
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Many of these patterns are real and can be used to make money.
They originate for some reason that doesn’t have to be known, they exist
for a time, then often fade away. Make these observations your own. You
will find that once you have a correct operating model for stock prices,
you will be able to see and understand them better. It will help increase
your confidence that your model is indeed correct.

Let me give you an example. By December of 2000, the market had
just gone through a severe four-month decline. Most of the selling had
been in the NASDAQ. The NASDAQ-type stocks kept going down, day
after day with no let up into the last week of the year, but the volume was
getting low. It seemed that, after four months, the continued selling was
primarily tax selling. More and more people who were waiting for a rally
to take their tax loss gave up each day as no rally materialized. In other
words, the current selling was almost 100% done to realize a loss to be
used against any gains taken earlier in the year.

I figured the tax selling would continue right to the end of the year.
Then the selling would suddenly lift. So on the last day of the year, 1
bought some QQQ and some HHH; these are exchange-traded funds of
NASDAQ and Internet stocks, respectively. I figured there would be a
very sudden lifting of the tax selling in these sectors and, with help from
short sellers covering their positions, these stocks would literally be
sucked upward in price, as in a vacuum. They would go up not because
of heavy buying but simple lack of selling.

On the first day of trading in the year 2001, January 2, the market
continued down. Both QQQ and HHH declined. The next day, things
changed dramatically: A huge advance was led by both QQQ and HHH,
each making double-digit percentage gains in one day. Suddenly the
QQQ was up more than 7% from the end of December and the HHH up
more than 10%. That was it—the market sagged off and the move was
over for a few days. It was a nice profit. You'll find that these moments,
in which you see something and then act on it and it proves out, are the
most satisfying ones.

The Pivotal Point

The pivotal point has long been discussed with regard to technical analy-
sis. Jesse Livermore’s book How to Trade in Stocks, has an entire chap-
ter about the pivotal point. He begins by saying, “Whenever I have had
the patience to wait for the market to arrive at what I call a ‘Pivotal Point’
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before I started to trade, I have always made money in my operations.”
The problem is that he never really defines what he means by a pivotal
point.

Essentially, a pivotal point is a price or a moment in time from
which you’ll know real soon which way the market will go. (For more
about Livermore, see the sidebar about him on page 47). The trouble is
that a pivotal point for me is not a pivotal point for someone else. The
location of the point depends on the model one is using to understand
the market.

The breaking of a trendline on a price chart is an example of by a piv-
otal point: It represents a clear cutoff where the trend of the market has
been broken or a new trend started. The reason a pivotal point is so valu-
able is that it allows a trader to know when a trade is wrong with the least
amount of loss. This is especially true if the trade is longer term. Suppose
the market moves up and threatens to break above a long-term declining
trendline. It then breaks through and moves up on expanding volume.
The investor takes a position. The odds are that the market might pull
back, but if it is the real thing, it should not break below the line again.
If it does, one should then sell out with a small loss. If it does carry
through as expected, one has entered into a long-term trade at a very fa-
vorable starting point, and done it with very little risk.

If the market fails and the loss is taken, the investor might feel bad
about the loss. I don’t. I understand that here was an opportunity to
make a large gain, and I tested the waters with minimal loss. This time it
was a loss; the next time probably won’t be. Remember that any trade is
only one trade in what will amount to a thousand over time. Don’t ever
put everything, either mentally or emotionally, into a single trade.

I have observed something about pivotal points on and off for many
years. It is this: At times the stock market can become very indecisive.
Volatility dies down, and the market seems to lack direction. As this con-
tinues, more and more people start noticing the lack of direction. This
lack of direction will usually manifest in all three time domains, short, in-
termediate, and long term.

When that happens, you start noticing that everyone, and I mean
everyone, starts looking at shorter and shorter price moves to resolve the
indecision, or they look with a microscope at an impending news item to
resolve the uncertainty. When an announcement comes in, the response
is normally huge, as investors take the result as a resolution of the inde-
cision. It seldom is. Beware when it seems that all of Wall Street is look-
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ing at one short-term event or one news item to tell them what is going
to happen long term. These widely agreed-to pivotal points are seldom
the real ones.

Unstable Markets

Unstable markets, in which feedback loops are on the verge of being trig-
gered, usually have the common characteristic of a lack of volatility right
before the triggering. In my experience, the following occurs: The mar-
ket will have advanced to a new high and seem to be holding that posi-
tion very well. Sell-offs, when they occur, are moderate and don’t seem
to amount to anything. These weak sell-offs often induce people to ob-
serve how strong the market looks after the recent advance; they say that
it doesn’t seem like it wants to go down. Slowly, the market becomes very
calm, then it gradually moves to new highs on very light volume. Prices
often seem to go right out on a ledge, slowly rolling over and picking up
steam as trading volume rises. The decline often catches people off
guard. The stock market has lulled investors into complacency. These
declines start with low volatility, often becoming very severe in terms of
price, and end with high volatility.

The best indication of an unstable market ready to be triggered is
the following: low volatility, low volume and either extreme bullish or
bearish investor sentiment. (You will see the importance of sentiment in
the next chapter, which is on the theory of contrary opinion.) It is normal
to have extreme bearish sentiment as the market goes into a steep de-
cline with high volatility. If the market quiets down, however, and the
bearish sentiment is still very high while volume is very low, you have
a situation that is actually very unstable, and a major move to the upside
is imminent (a positive feedback). Likewise, it is normal to have high
bullish sentiment as prices roar forward and hit new highs. However,
when prices quiet down at a high price level while volume dries up
and sentiment stays extremely bullish—watch out. That is a very weak
market.

Obscuring the Obvious

Probably more than half of the technical market indicators are oscillators
of one kind or another. I find oscillators far overrated. Twenty-five years
ago, I used and tested hundreds of them; now I never use them. I
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stopped because I found that they are a form of esoteric mathematics
that often prevent a person from seeing what is happening. Using them
often encourages a person to put something more into the market than
is really there—a major weakness that I warned about earlier. I follow
the wisdom of a famous physicist: “Don’t fall in love with beautiful
math.” If you can’t see what is happening in the market, you won’t dis-
cover a deeper truth by studying an oscillator; it can’t tell you anything
more than the original statistic on which the oscillator is based.

I know I'm being overly critical here, but I'm trying to make a point.
For example, many oscillators are calculated from the advance-decline
line. The advance-decline line is simply the difference between two
numbers: the number of stocks advancing and the number declining.
There is no greater truth buried in this number. The creation of the ad-
vance decline line was originally intended simply to pinpoint market di-
vergences, periods when the popular averages were going up while most
stocks were going down. That’s all. Then people started taking moving
averages of the line. They began subtracting one moving average from
another moving average and plotting this line. They started adding these
differences and plotting the sum. They even started looking for trend-
lines of this measure.

You can see how this process can slowly remove a person from a sim-
ple and direct observation of the market. Doing this is a little like taking
a simple equation, such as 1 + 1 = 2, squaring it, taking the fifth root, and
then adding 3 to it. Doing more to this number won'’t give you any
greater truth than the original simple equation of 1 + 1 = 2. It is unnec-
essary mathematical complexity to find some deep meaning underneath
all the data, but there isn’t any. That is not the direction to proceed to
discover what the stock market is going to do.

Just by looking at the advance-decline line, I can tell you what any os-
cillator will look like. The oscillators are calculated from the advance-
decline line, so they can’t tell you anything that the line itself can’t tell
you. With many oscillators, technical analysts are simply bottling up tap
water, adding bells, whistles, and a little mystery, and selling it as a mag-
ical potion. It’s just plain tap water.






Of BABES, O°'BUCS,
and Contrary Opinion

making tool. Whenever I'm away from the market for any length

of time, the first thing I check when I get back are my contrary
opinion indicators. Many investors and analysts consider contrary opin-
ion important but, in my opinion, not important enough. Most of them
have trouble applying it correctly.

To successfully navigate the trading range market that I believe we
have entered, contrary opinion will at times be the only guide pointing to
the correct course of action. To apply contrary opinion successfully, we
must understand why people have trouble using it. The primary reason
investors have trouble applying the theory is because they have to reject
the obviously correct story that is making everyone so bearish or bullish.
This difficulty is explained by what I call BABES and O’BUCS.

T he theory of contrary opinion is a trader’s most important decision-

THE THEORY OF CONTRARY OPINION

In March 1972, the well-known market analyst, Marty Zweig, wrote an
article for Barron’s called “The Dearth of Short Selling.” In it, he pre-
dicted a stock market decline, arguing that the lack of short selling indi-
cated too much investor optimism. (Short selling is a way to make money
if stocks decline. The extreme lack of it means investors are very opti-
mistic about higher prices.) That March was the month when the major-
ity of stocks hit their peak, and nine months later, the popular averages
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began their greatest decline of our generation, producing the two-year
bear market (1973 to 1974).

Two and a half years later, with the market at the bottom, a brash 29-
year-old market student (me) walked into his broker’s office and de-
clared that the current market represented the “buy of the decade.”
Because my broker’s business had declined so severely, my declaration
seemed like a grim joke; in fact, it almost got me thrown out of the room!
Even though I believed what I said and was ultimately right, it felt very
strange saying the words, like coming in after a devastating tornado and
enthusiastically declaring, “Aren’t we going to have fun rebuilding every-
thing from scratch!”

What gave me the courage to say something so outrageous? I was
looking at the same short-selling indicator that Marty Zweig had high-
lighted two years earlier. This time, however, it was indicating the oppo-
site situation—it was showing one of the highest levels of short selling in
history, reflecting pessimism so deep that it just had to be a major mar-
ket bottom. Such is the power of the theory of contrary opinion.

What Is the Theory?

The theory of contrary opinion is very simple: When the vast majority of
market participants think stock prices will advance, they usually decline.
Likewise, when the vast majority thinks prices will decline, they advance.
In other words, prices will move contrary to what investors expect when
those expectations have reached an extreme. I want to emphasize the last
point: The theory applies only when those expectations have reached an
extreme. Notice that the theory does not consider the general economic
situation. It simply states that the necessary and sufficient condition for
a major market top or bottom is the existence of extreme bullish or bear-
ish sentiment. That’s quite a statement.

The theory of contrary opinion states that when the vast majority
of market participants think stock prices will advance, they usually
decline. When the vast majority thinks prices will decline, they usu-
ally advance. The importance and truth of the theory is best sum-
marized by the statement: the necessary and sufficient condition to
signal the start of a major movement up or down in stock prices is
extreme investor sentiment.
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Both history and experience have shown me that an investor’s best
chance of success at predicting stock prices is the theory of contrary
opinion. When you have an extreme reading in market sentiment, you
must elevate that fact above all other indicators and economic data. It
doesn’t mean that these other indicators aren’t important, it just means
that when they conflict with an extreme reading in sentiment, you always
defer to contrary opinion. When you make this mental adjustment, how-
ever, it forces you into an interesting inversion of thinking that I call
BABES and O’'BUCS.

BABES and O’'BUCS

If contrary opinion is a fundamental theory in predicting stock prices, as I
and many others say, then it follows that there must be a BABES and an
O'BUCS. BABES is my acronym for a broadly agreed to but essentially
wrong scenario. O’BUCS stands for occluded but ultimately correct sce-
nario. The basic idea is that, at moments of extreme readings of investor
sentiment, the obvious economic explanation behind that expectation
must be wrong—there must be some holes in the data or thinking about
the data. Thus, in applying the theory of contrary opinion, you use it to di-
rect your attention to discovering the true and correct economic sce-
nario—finding the O’'BUCS idea. Locating the O'BUCS idea is the action
of finding today the economic explanation that will emerge in the future to
explain why stock prices moved opposite to what everyone expected.
These concepts about BABES and O’'BUCS evolved during my read-
ing of Barron’s magazine for 30 years, but I also give credit to Alan Abel-
son and his ideas in Up and Down Wall Street. As a contrarian, Abelson

BABES Broadly Agreed to But Essentially wrong Scenario. The eco-
nomic reason, or story, that has been constructed to explain why the
stock market will do what the majority of investors expect it to do. It is
the economic why that supports the extreme bullish or bearish feeling.

O’BUCS Occluded But Ultimately Correct Scenario. The obscured or hid-
den economic reason that will emerge in the future to explain why
stock prices went in the opposite direction to what everyone thought.
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would often point to an indicator that showed enormous investor opti-
mism and then discuss, with that wonderful sardonic humor, what the
majority view was probably missing.

I learned another lesson from reading all those Barron’s stories—I
learned to be very cautious. Barron’s often revisits an investment after it
fails or goes bankrupt to review why it failed. This allowed me to learn
the various ways investors can miss things: I came to see that when every-
one agrees that a particular idea is valid, you should look very intently in
the other direction to identify the holes in their thinking.

The major hurdle is that to apply the theory of contrary opionion you
must overcome the fundamental ideas that are making everyone so bull-
ish or bearish. If the picture of the economy looks extremely good, no
clouds are in sight, and everyone is bullish, the fact that everyone is bull-
ish becomes more important than anything else. I came to have confi-
dence that the world worked in this strange kind of way. My first book,
written in late 1999, was really just an application of the basic ideas of
BABES and O’BUCS to the market in 1999.

Understanding Why the Theory
of Contrary Opinion Works

After 30 years of study and application, the theory of contrary opinion

still mystifies me; I don’t completely understand why it works. No one
has ever explained it to my satisfaction. To me it is a little like the quan-
tum theory—physicists use it and talk about it, but does anyone really
understand it? Nothing I've read or heard completely explains the accu-
racy of the theory of contrary opinion. Nevertheless, the fact that top-
flight market analysts, such as Marty Zweig, Bernie Schaeffer, Robert
Farrell, and others, have made major prognostications based solely on
this one theory shows how powerful many people consider it.

For one thing, contrary opinion seems to explain why it’s so difficult
to make money in the stock market. If markets simply went in the direc-
tion the majority thought they would, making money would be easy and
we’d all be rich. I think it was the observable fact that this isn’t the case,
combined with the high correlation between extremes in sentiment with
market tops and bottoms, that originally convinced me of the value of
this theory.

The usual explanation of why the theory of contrary opinion works is
based on this simple idea: If everyone is bullish, the majority of investors



100 OF BABES, O’'BUCS, AND CONTRARY OPINION

have already made their purchases, which means there is no one left to
buy and there is no means of driving prices higher. In the same vein, if
everyone is bearish, most people have probably already sold their stocks,
meaning that no one has any stocks left to sell.

It is a good explanation, but it doesn’t account for everything. For
example, I have seen markets that went through a small sideways cor-
rection after a big advance and ended with extremely bearish readings—
readings equal to those you see at major bear market bottoms. Yet the
number of possible sellers after such a small correction couldn’t possibly
have been exhausted—not like at the end of a bear market. Until we get
a better explanation for the theory of contrary opinion, however, this
one will suffice.

A Brief History of the Theory

Contrary opinion as a theory was first defined in 1954 by Humphrey
Neill in his book, The Art of Contrary Thinking, but I'm sure it was
known further back than that. The basic concept can be found in a num-
ber of earlier works.

For example, in Edwin Lefevre’s book, Reminiscences of a Stock Op-
erator, written in 1917, there is the statement, “Always buy when com-
plete demoralization has set in.” In 1939, Charles Hardy did an extensive
study called “Odd-Lot Trading on the New York Exchange.” It seems to
be the first effort to see how the small investor’s buying and selling com-
pares to market performance. Later, Garfield A. Drew took that data
and, in New Methods for Profit in the Stock Market, pioneered what be-
came known as the odd lot theory. According to this theory, the small in-
vestor, being the least sophisticated investor of the investor classes, ends
up buying more at a market top and selling more at a market bottom.

From these ideas emerged a number of other efforts based on trying
to measure what investors were doing. In the1940s, both the New York
Stock Exchange (NYSE) and the Securities and Exchange Commission
(SEC) began publishing information about the buying, selling, and short
selling of other investor groups. These efforts gave rise to various tech-
nical indicators, such as the short interest ratio and the NYSE credit-
debit balance. Then Humphrey Neill pulled all these efforts together
under one unifying theory called contrary opinion.

As we study this evolution through the 1940s and 1950s, we start
noticing that two distinct but related ideas emerge. One is the idea of ap-
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plying the theory by measuring the percentage of bullishness or bearish-
ness in a group of investors. The other idea is to measure how big that
group of investors is or how big a certain investor activity has become.
The distinction here should be clearly understood.

It is a little like observing a crowd assembling below you for a political
rally, Democrats on one side and Republicans on the other. There are two
things you could measure. One is the comparative size of the two sides (for
example, twice as many Democrats as Republicans). The second is mea-
suring the total size of the crowd, irrespective of affiliation, which would
indicate the degree of interest in the subject matter of the rally.

It is important to separate these two distinct but related concepts:
measuring the percent of bullishness or bearishness and measuring the
breadth of investor interest. For example, in 1978, after 13 years of dis-
mal stock returns, only 16% of the American public held stocks. Interest
in stock investing was at an all-time low. During this period on Septem-
ber 29, 1978, however, investor sentiment gave a high bullish reading.
The market had rallied for 6 months, and bullish sentiment, for those
who were investing, was extremely intense. Therefore, sentiment was
very bullish for those interested in stock investing although the level of
interest in stocks was low. By 1999, the situation had changed. In Janu-
ary 1999, the same indicator of investor sentiment was giving the same
reading as it did in 1978. However, now 60% of the American public,
after a 17-year bull market, had been lured back into stocks, showing
high public interest in stock investing.

When analysts talk of sentiment, they are usually referring to the
comparative bullishness or bearishness of those investing. When they
talk about the intensity of public involvement in stocks or the fervor be-
hind it, they usually call these speculation indices.

It is important to distinguish these two concepts. All bull markets al-
ways end with the investing participants bullish, but all great bull markets
end with broad public interest in stock investing. It is a long-accepted
concept that great bull markets end when everyone is playing the stock
investing game, talking about it at cocktail parties and over back yard
fences.

Since its formative years, the theory of contrary opinion has changed
little. What has changed, however, are the methods analysts use to de-
termine what investors are feeling at the moment. Many former indica-
tors that worked very well have been made useless by the new derivative
investments. Some still work well.
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FIGURE 5.1 This chart plots the famous specialist’s short-selling indicator,
which is similar to the short-selling indicator Marty Zweig used in his 1972
Barron’s article. Short-selling indicators used to be widely followed and were very

useful, but because of derivative trading and hedging strategies, they are no
longer useful.
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1966 to 1976. It measures the percentage of total short selling attributed
to floor specialists. These short-selling indicators were extremely useful
at signaling market tops and bottoms in the 1960s and 1970s, but they
haven’t worked since 1984, which marked the advent of program trading.

Program trading is the instantaneous buying and selling short of a
stock or index to lock in an abnormal difference in price between two
similar or identical investments. This type of short selling is done solely

Short selling is selling borrowed shares of stock under the expecta-
tion of being able to buy them back at a lower price and returning
the shares you borrowed. This strategy makes money if prices decline
and loses money if prices rise.
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to lock in an investment gain; it does not indicate any expectation that
prices are headed lower. Ultimately, this arbitrage short selling became
so large that it introduced too much noise into the ratios, which made
them useless. Although they are still followed, I do not recommend that
anyone use the short-selling indicators any longer as a means to measure
market sentiment.

The Put/Call Ratio

Another method of measuring investor activity is the put/call ratio. Offi-
cially, a put is an option to sell a stock at a specified price for a specified
time. People buy puts if they expect the price of a stock to decline. A call
is an option to buy a stock at a specified price for a specified time. Peo-
ple buy calls when they expect the price of a stock to advance. Because
puts and calls can get very complicated, let’s just say that puts are bets
that stocks will decline, and calls are bets that they will advance. By cal-
culating the ratio between the number of puts and calls, it is possible to
get a good idea of what investors expect stock prices to do.

In 1970, before the creation of the Chicago Board Option Exchange
(CBOE), the only available data on puts and calls was an informal option
market put together by certain option dealers. It was Marty Zweig, in a
couple of pioneering articles in Barron’s, who analyzed the use of options
as a measure of contrary opinion. The data necessary to follow these op-
tions, however, was difficult to come by. When formal option markets
were established in the mid-1970s, it became much easier to track these
ratios on a daily basis. I have been following them since the first year
CBOE opened.

You can calculate two different ratios: the ratio of puts to calls for all
individual stocks and the ratio of puts to calls for the index options. First,
let’s look at index options.

I remember dreaming in the late 1970s, about five years before their
inception, that if index options were ever created it would be the perfect
way to apply the theory of contrary opinion. When my dream was finally
realized, I was disappointed; they never turned into the great indicator of
contrary opinion I thought they would be. It was quite a disappointment.

On average, index put buying exceeds index call buying by as much
as 2 : 1, but this ratio has been gradually rising over the years. For this
reason, it’s hard to establish the band that represents extremes in bullish
or bearish sentiment. More importantly, the ratio has a tendency to go in
the opposite direction from what you would expect. Studies seem to in-
dicate that more institutions are using index options as market hedges,






HOW INVESTOR EXPECTATIONS ARE MEASURED 107

Newer Indicators

The VIX index and the Rydex mutual fund ratio of bull and bear fund
money flows are two newer indicators of investor sentiment that have
proved to have value. Unfortunately, they don’t have a long track record
to establish extreme readings through a number of bull and bear market
cycles. What we have seen of them shows that they are very useful.

The Volatility Index (VIX). The VIX index requires a bit of explanation.
It is based on the theory of the price of options.

For many years no one knew how to price options. Then, about 30
years ago, three finance professors named Fisher Black, Myron Scholes,
and Robert Merton came up with similar formulas. The formulas con-
tained the strike price, an interest rate, the time remaining before expi-
ration, and the volatility of the underlying stock. The last number,
volatility, was one of the more important parameters in the equation. If
a stock is extremely volatile, the price of the option must allow for that.
In general, if one stock is twice as volatile as another, given everything
else the same, an option on it should be twice as large.

How is this parameter (volatility) measured? Theoretically, it is mea-
sured by going back many months and calculating how much a stock
moves around. The mathematical procedures for doing this are well es-
tablished. For example, it is possible to calculate the volatility of the S&P
500 by going back over the last 12 months and calculating how much the
S&P 500 moved above and below a certain average price. By doing this,
we might calculate that it fluctuated by about 15% per year.

In theory, what investors are supposed to do is put this volatility
number for the S&P 500 into the option equation along with the strike
price and other factors and calculate the price they should pay for an op-
tion on the S&P 500. In practice, though, investors don’t heed these the-
oretical calculations much. They have a tendency, especially when they
get a strong opinion about the direction of the market, to buy options at
almost any price. Because of this market technicians decided to turn the
situation around and work the equations the other way. They take the
current market price for the options and work backwards, calculating
(using the option formulas) the implied volatility. In fact they do this with
eight options to take out any anomaly, average the implied volatility of
four close-to-expiration calls and four close-to-expiration puts.

This is the VIX: It is the implied volatility of the S&P index, but it isn’t
the S&P 500; it is the S&P 100, which is the original index used
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to trade index options. Originally, the S&P Corporation didn’t want to risk
the good name of the S&P 500 index by using it as a base for option trad-
ing. So they invested another index that would act just like it and used it
instead; this was the S&P 100. Later, as option trading became more ac-
cepted and computer power increased, that all changed. Now almost
every major index has options available, including the S&P 500. The VIX
still measures, however, the implied volatility of the original S&P 100.

Figure 5.3 shows the VIX index plotted against the OEX. It is easy to
see that local stock market bottoms occurs when speculators are pricing
up the options and increasing the implied volatility. When prices have
reached a peak, the implied volatility is low. The VIX has been calculated
only back to 1993, so we don’t have a long history of this index to deter-
mine what is high and what is low. So far, 20 is considered low and more
than 35 is considered high. I do believe that, as long-term investor activ-
ity changes with the market, these extremes will change significantly.
Only time will tell.

FIGURE 5.3  This graph plots the OEX index (the S&P 100) versus the implied
volatility (the VIX) of the closest OEX options to expiration. We don’t yet have
enough history to identify extreme readings. What we do know so far is that
when the VIX goes under 20, markets have made recent tops. Similarly, when
the VIX has gone to a high of 35, that has signaled a local bottom. My
experience tells me, however, that these high and low readings will change in
the future as long-term investor activity increases or decreases and as the real
underlying volatility of the S&P 100 also changes.
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this index are. So far it seems that when the ratio is 0.3 that has indicated
enough bullish sentiment to signal a top, while a ratio of 3.0 represents
enough bearish sentiment to signal a major bottom. Again we’ll have to
see how this indicator develops to gain more confidence in it. But so far
it seems to work pretty well. (The historical range has been 0.23 to 3.48.)

Second Method: Polling Services

The second method of measuring investor sentiment involves actually
polling analysts and investors. Investor polling is being done by a number
of services.

Futures Polling Services

Two or three services poll futures and commodity traders (people who
buy and sell the stock market via index futures). The results of these polls
show that futures traders are notoriously oriented to the short term. The
numbers often go from a bullish extreme to a bearish extreme in just a
few weeks. This fact highlights the importance of always knowing the
time intention of the trade, as mentioned in Chapter 1. In my experi-
ence, futures polling information is useful only when you take long-term
moving averages of the reading of each service and add them together.
By combining the data in this way, you can produce a broader statistical
foundation on which to base conclusions about investor sentiment. In
general, unless I'm particularly interested in shorter-term movements, 1
avoid futures polling services because their data can be misleading.

The Guru Index

The oldest and most reliable of the polling services is called Investor’s In-
telligence, which was founded in 1963, to measure and compile the opin-
ions of people who write newsletters about the stock market. Because
the newsletter writers are often considered the gurus of the stock mar-
ket, I call it the guru index.

Each week, Investor’s Intelligence compiles and presents the per-
centage of newsletter writers who are bullish versus the percentage who
are bearish (a third category of writers are those expecting just a correc-
tion, but I have never found this number to be useful). The bullish and
bearish numbers have become a wonderful contrary opinion indicator
because time has shown that newsletter writers often hold incorrect
opinions at critical market junctures. Although it had one major failure in
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FIGURE 5.5 This chart plots a 10-week moving average of the Investor’s
Intelligence percentage of newsletter writers who are bullish. The chart starts in
1963, with the earliest data available. You can see that extreme bullish sentiment
exceeds 60%, and extreme bearish sentiment is shown by readings less than
30%. (Source: Investor’s Intelligence, 30 Church St., New Rochelle, NY 10801;
phone (914) 632-0422.)
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1974, when it failed to predict the last major wave down in the bear mar-
ket of 1973 to 1974, the overall history of the guru index as a contrary
opinion indicator is very good. In practice, I take 10-week moving aver-
ages of these percentages to help smooth out the readings. When I refer
to the guru indicator, I'm referring to a 10-week average of either the
bullish readings or the bearish ones. Sometimes it is better to highlight
one side or the other when presenting the data to people. Figure 5.5
shows the 10-week moving average of the percentage of the bearish
newsletter writers charted back to 1970.

Sometimes technicians use the Investor’s Intelligence bearish read-
ing more than the bullish ones, or they take ratios of the two. However,
I have found this to be an unnecessary finesse. The simple bullish or
bearish reading works quite well, and it is also easier for most people to
understand. However, to test the theory of contrary opinion explained in
the next section, I used the percentage of bearish newsletter writers.
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THE THEORY OF CONTRARY OPINION: THE PROOF

As I explained in Chapter 1, the stock market I subscribe to holds that
prices are random and unpredictable most of the time, except at certain
moments, when they can become predictable. In my experience, the
best way to discover these predictable moments is to use contrary opin-
ion. I've learned this after many years in the stock market. However, it’s
one thing to say this and another to prove it. So, I performed an intrigu-
ing study using the Investor’s Intelligence bearish readings. I believe
this study proves the statement that the market is random most of the
time but predictable when sentiment is at extremes.

The assumption in this study was this: If sentiment is useful at pre-
dicting the market, I would find that the market did well after extremely
high bearish readings and poorly after extremely low bearish readings.
Readings between extremes should show no correlation. On the other
hand, if sentiment wasn’t useful at all and the market was completely
random, I would see no correlation of any kind. All I would see was av-
erage market performance, regardless of the sentiment reading.

Gathering Data

I began the data series in 1970, when Investor’s Intelligence started
weekly sentiment readings. I calculated the 10-week moving average of
the percentage of advisors who were bearish for every week from 1970 to
1998. I then calculated how the stock market performed over the 6
months following each reading. For example, I'd calculate the 10-week
moving average for January 1, and then calculate how the market did
from January 1 to June 31. Then, I'd calculate the 10-week average for
the next week, January 7, and determine how the market did over the
next six months, from January 7 to July 7. Altogether, I surveyed a total
of 1,447 weeks in the 29 years of data, yielding 1,447 sentiment readings
and 1,447 corresponding 6-month performance numbers.

I then divided the results into groups, with each group representing
a tight bracketing of the sentiment reading. I did this in order to see how
the market performs after extreme readings, so I located all the times the
guru index showed a certain low range of readings and then calculated
the stock market’s performance for those readings. For example, the first
grouping comprised all the times bearish sentiment was between zero
and 10% (historically, an extremely low level of bearish sentiment). Over
28 years, such a low level of bearish sentiment occurred only 13 times.
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The average stock market return for these 13 times was -5%. Bearish
readings of 10% to 20% (again extremely low) occurred 200 times, and
the average performance for these 200 times was zero. Readings be-
tween 20% and 30% occurred 309 times, and the average 6-month per-
formance was 7.7%. Readings between 30% and 40% occurred 482
times, and the average return was 13.9%. Readings between 40% and
50% occurred 310 times, and the result was 6.9%. Readings between
50% and 60% (levels of extremely high bearish sentiment) occurred 118
times, and the average 6-month result was 22.8%. There were only 15
times when the reading went higher than 60%, and the average return 6
months later was 25.3%. The average return from the Dow Jones indus-
trials over the 28 years was 8.8%. (Note: These results do not take divi-
dends into account, but their inclusion would not change the results of
the study. They would lift all the total return numbers a little but would
not change the relative performance of each group with respect to the
average Dow Jones return.)

The study went into much greater detail than this, but the data I've
given here is enough to make my point. The chart in Figure 5.6 summa-
rizes the results just presented. The chart plots the grouping of bearish
sentiment (on the X-axis) against the average 6-month market gain for
that grouping. The 6-month returns have been annualized.

Examining the Results

As Figure 5.6 shows, the performance of the stock market correlates
well with extremes in sentiment. Market performance after extremely
low bearish sentiment (newsletter writers expecting higher prices) was
much lower than average. Market performance after extremely high
bearish sentiment (newsletter writers expecting low prices) was much
higher than average. Sentiment readings between these extremes
showed little correlation with market performance.

As you'll recall, I explained in Chapter 4 the dangers of using tech-
nical indicators to predict markets beyond 6 to 9 months. Because senti-
ment is classified as a technical indicator, if this caution explains why I
measured the market performance over six months rather than a year.
Because it is a technical type of indicator, contrary opinion is to have pre-
dictive value, it should probably correlate best with movements lasting
from 6 to 9 months.

Even so, with contrary opinion it is sometimes acceptable to make an
exception to the 6-month rule and use the sentiment readings to forecast
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FIGURE 5.6 The plotted points represent the average Dow Jones return for six
months (on average) for seven different sentiment groupings. This 28-year study
shows that the stock prices outperform when newsletter writers are extremely
bearish (right two points) and under perform when there is an extreme lack of
bearishness (left two points). Sentiment readings that are not extreme (middle
three points) show little correlation with market moves as one would expect.
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longer-term trends, which would occur when the indicators go to very
extreme readings. At those times, I think it’s fair to stretch the point
somewhat and presuppose that sentiment can be used to signal a major
bull or bear market. This is especially true if the extremes in sentiment
are also occurring during a period of extreme public interest and specu-
lation in the stock market.

THE THEORY IN PRACTICE

Something as powerful as contrary opinion has many applications, and
using contrary opinion to help determine market trends is also a fine art.
The following sections explain what I've learned about it over the years,
especially its capability for determining where you are in the Elliott wave
cycle.
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Keep in mind that the theory of contrary opinion holds only when
there are extremes in sentiment. In practice, many market technicians
make the mistake of attempting to apply the theory before sentiment
(whether bearish or bullish) has reached an extreme. I know because I've
made that mistake enough to know that it can be a major weakness. In
general, I found myself doing this when the market was in a highly un-
predictable state and I was pressing to know what it was saying.

For example, suppose the market enters a sideways trading range
and it is not yet clear exactly which way the market will go. The trading
range lasts for a long time and you get impatient. You look at the senti-
ment readings and find that 55% are bullish and 45% are bearish, at
which point you might conclude, since more people are bullish than
bearish, that prices are ready to break out of their trading range and de-
cline. This would be a mistake. You should hold your ground and just ac-
cept the fact that investor sentiment, at that moment, does not indicate
anything. Wait until the picture becomes clearer; it almost always will.

Using the Theory

When I first began studying the market I thought that contrary opinion
was useful only for finding major market tops and bottoms in movements
that last from six months to a year. I thought the best approach was to
wait for an extreme reading to signal the start of a movement (whether
up or down) and then wait for an opposite extreme reading to signal the
end of the movement. I assumed that a major market movement would-
n’t begin or end until an extreme reading had occurred. Although T still
generally believe this, I've found some other ways of using contrary opin-
ion that are just as helpful. It would be hard to test these methods (as 1
did the Investor’s Intelligence data), but personal experience has proved
them useful.

For example, I have found that contrary opinion is very useful at de-
termining whether, after a really good advance, the market will go still
higher. For instance, suppose the market has had a good upward run for
two or three months and then goes into a sudden three-day sell-off. Now,
for any advance that has sustaining power, there will always be a wall of
doubt and worry, except near the very end. So in this situation, you need
to watch the put/call ratio and at the same time, keep track of what the
market commentators on television and radio are saying. If the market
is to push forward, you will hear a chorus of analysts claiming that the
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anytime you observe a widely held belief that a market correction has
begun and yet prices are only a few days away from possibly breaking to
new highs—that is a strong market.

How the Theory Helped in Navigating
the 1994 to 1999 Market

Let’s look at one use of contrary opinion that helped my clients stay al-
most fully invested through the great bull market of 1994 to 1999. The
story starts in December of 1994, when at my year-end client seminars,
I pulled out the Investor’s Intelligence readings for the first time. I did
this because the Investor’s Intelligence reading was showing the highest
bearish sentiment since the bottom in 1987—equal in bearish sentiment
to major bear market bottoms. I told my clients this probably meant a
major advance was imminent, so they should stay put with their stock in-
vestments. I explained contrary opinion to them, much as I have
throughout this chapter. After the move started, we religiously provided
updates of the Investor’s Intelligence readings at our client seminars
every six months.

One fact kept hitting us in the face: As the advance continued, we
noted no swing toward the type of extreme bullish sentiment readings
that would indicate a market top. In fact, the bullish readings stayed very
muted, and they were accompanied by magazine articles illustrated with
pictures of bears, in which many analysts argued that the market was
overvalued. These naysayers represented the well-known wall of worry
(Figure 5.8). True to what I said in the beginning of this chapter, we kept
the theory of contrary opinion senior to any data about the economy. It
was highly unusual, and to us much more important, to have such a visi-
ble wall of worry than to worry about the market being overvalued. So,
we just stayed with this bullish idea, and in this case, it worked very well.

Understanding the Consensus Opinion and How It Changes

It is important to watch how quickly investors change their opinions
about market direction. As a general rule, a rapid and sudden change in
investor sentiment when the market starts into a correction or rally
means that the prior trend will soon continue. This is particularly true in
bear market rallies.

For instance, suppose the market has had a severe three-month de-
cline. High bearish sentiment registers at the bottom. The market hits a
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Finding Correlations between Group
Emotions and Market Volume

It is important to understand emotions because they govern and regulate
almost all human activity, which includes the human activity of investing,
They are also thought to be one of the causes behind the instabilities
of feedback loops. People like to say that two emotions drive the mar-
ket: fear and greed. However, this simplistic picture is incomplete and
doesn’t explain what is actually observed. For one thing, greed isn’t an
emotion, it’s a vice. Furthermore, a great many other emotions are man-
ifested in the stock market besides fear.

For example, investors can become emotionally apathetic about in-
vesting, especially after a major bear market. What kind of volume would
you expect if most investors were in the state of apathy? Very low vol-
ume. I've seen angry markets, a phenomenon that usually occurs when
investors become frustrated after missing a large price movement and
have been waiting for a correction that hasn’t come. They get angry and
charge the market, buying in a huge surge of volume and paying any
price.

Because of the strong correlation between an emotion and the char-
acter of the activity associated with it, you can often measure the group
emotions of investors by closely following volume. Table 5.1 summarizes
a few emotions and the volume characteristics expected from groups in
each emotional state. Such factors are important because major tops and
bottoms of the market are usually associated with investors manifesting
certain group emotions. Certain volume patterns evolve that can be ex-
plained by the action of group emotions.

Bear markets, for example, often end in selling climaxes. Volume
builds when fear and panic set in as prices plunge but this emotion is
soon followed by the emotion of apathy (complete demoralization),

TABLE 5.1 Group emotion and market volume

Emotion Volume Characteristics
Excitement, enthusiasm Constant high volume
Fear High, rising volume
Boredom* Relatively low, flat volume
Anger, frustration Suddenly rising volume
Apathy, low interest Very low, flat volume

*Normally found during long, fourth wave corrections (see Chapter 7)
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which produces very low volume. It is best to buy into this low volume.
It's also common for investors to lapse into a state of boredom as the
market moves into a long consolidation after a lengthy advance. In such
a situation, volume will dwindle during the boredom phase. The market
can stay in this state for some time.

Of particular interest is the emotion of enthusiasm or exhilaration,
which shows up during the final stages of a protracted bull market and
accompanies high levels of speculation. The effects of enthusiasm usually
play out something like this: After a long period of advancing stock
prices, investors get the feeling that making money is easy, and so they
start to feel cocky. After seeing many examples of small stocks or highly
speculative investments rising dramatically in value, investors lose their
normal caution and become willing to gamble on these seemingly sure
things. As a result, the volume activity in these investments rises dra-
matically compared to more stable, investment-quality issues.

Market students and analysts still have much more to learn about the
complicated relationships between group emotions and stock investing.

RESISTANCE TO APPLYING THE THEORY

I've made a clear case for the value of the theory of contrary opinion in
predicting intermediate-term movements of the stock market. If the
stock market is predictable, as my model holds, the ability to predict it
lies in understanding and applying contrary opinion. Of all technical in-
dicators, sentiment is by far the most valuable tool. Nevertheless, as we
have seen, it presents problems.

Through my seminars, I have found that the general public sees the
logic of the theory of contrary opinion but nonetheless, refuses to take it
seriously; therefore, investors have trouble applying it. Why? Because to
apply the theory, you have to ignore the pressing economic circumstances
that are making the vast majority of investors either bullish or bearish.
You have to be willing to say, “The economic scenario that everyone is
talking about must be wrong, even though it seems so obviously right.”
Since most people consider economic data more important than the fact
that there is an extreme reading in sentiment, investors find it hard to ig-
nore the obvious economic picture and go with contrary opinion.

I often hear clients say, “Yes, we know everyone is currently bullish,
but this time there’s a good reason to feel that way.” That is always the
problem! As I said in the beginning of this chapter, you will successfully
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apply the theory of contrary opinion only if you elevate it to a senior po-
sition above any economic data.

How can BABES and O’BUCS really be the way things are? I don’t
tully understand it myself, but I can describe it and tell you that history
shows that it is this way, but I can’t tell you exactly why. What I have
learned, however, is that the stock market tells a story by its price action.
The long-term price pattern has an economic reason behind it, a finan-
cial story that evolves over time and makes sense in terms of stock prices.

The situation resembles a novel in which the author has hidden clues
to the ending extremely well. Only near the end of the book does the
whole story suddenly become clear. The stock market story is written in
a special book, however, in that when everyone sees the story, it ceases
to exist as the story; the final pages just disappear. At that moment of
recognition, few notice that a new book has been pulled out and a new
story has begun. Investment success goes to individuals who can see the
correct story before the next person.

The only explanation I have is this. At any point, there are two forces
at work in the market: One builds the economy up; the other tears it
down. These two forces coexist and the price of stocks always reflects the
consensus viewpoint on which of the two is dominant. In truth, however,
people have a tendency toward sloppy thinking. At critical market junc-
tures, if you key off investor sentiment and study the situation deeply
enough, usually you can find holes in the consensus thinking. Some great
traders, the geniuses, spot these holes naturally and quickly. George
Soros and Warren Buffet come to mind. They seem to see the correct
but opposing view, the O'BUCS idea, almost instinctively.

In applying contrary opinion, when you observe extreme sentiment,
you must reject the consensus story and search for the new, correct,
emerging story—and have confidence that it will be there. This is the key.



Price Patterns,
Fractals, and Mr. Elliott

stock market movements and integrated technical and funda-
mental analysis into the framework of that model. According to
that model, stock prices equal a fair value that is modified and stretched
by that action of three feedback loops in three different time domains.
Each time domain can become unstable by itself, which can trigger a
feedback-loop price movement in that domain. Sometimes these move-
ments can affect each other since there is a degree of interdependency.
It is my belief that this model opens the door to a predictable stock
market. Chapter 5 explained that these predictable moments for the
stock market are best located using the theory of contrary opinion.
Theoretically, the interplay of the four elements of the model—a
fair value term evolving over time as the economy changes and the three
feedback loops—are the forces that produce the minute-to-minute, day-
to-day, week-to-week, and year-to-year price movements. The zigzag
price movement from minutes to years is simply the result of the inter-
play of these four components. In this chapter, you will learn about sev-
eral additional ideas that open up a greater understanding of these
patterns.
The last 20 years ushered in a new era of discovery in mathematics,
physics, and finance. One of these discoveries has application to under-
standing stock price patterns: the concept of fractals. The link between

T he first five chapters explained the model I use to understand
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the theory of fractals and stock prices is forged from two fascinating
facts. ‘

After the discovery of fractals in the 1970s, people started noticing
that stock prices produced charts with patterns that fit the definition of
a fractal. Mathematicians had discovered that fractal patterns occur in
systems that are composed of feedback loops. People knew that the stock
market behaved at times like a feedback loop, so its fractal nature wasn’t
a surprise.

More startling is that fact that a fractal theory for stock prices (the
Elliott wave theory) was actually developed in the 1930s—40 years be-
fore the theory of fractals was formulated by Benoit Mandelbrot! This
chapter explains what fractals are as well as the Elliott wave theory—the
first fractal theory for stocks—finally establishing a theoretical founda-
tion for this controversial theory.

ORIGINAL PRICE PATTERN OBSERVATIONS

The accepted models of the stock market, such as the efficient market
model, give no good explanation for the patterns we see in stock charts.
The usual interpretation is that these jerks and starts are the sudden ad-
justments to fair value as news about companies continuously streams in.
The new model presented earlier in this book gives a different interpre-
tation. It says that economic news does cause price adjustments, but it
also triggers instabilities, setting into motion the interplay of the three
feedback loops. The vibratory price pattern we see is the concurrent sum
of all these effects.

People have learned that they should always pay close attention to
anything that is observed over many generations. Buried in those obser-
vations is usually something very important, and when that truth finally
surfaces, it can be quite illuminating. The Elliott wave idea appears to
have come into being in just this way; it seems to be the culmination of
observations made by many people over many years. The seminal obser-
vations of Charles Dow and W.D. Gann underlie what eventually be-
came the Elliott wave theory.

Reviewing the Dow Theory of Price Movement

The story begins with Charles Dow, whose observations and thoughts at
the turn of the century later became known as the Dow theory of price
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movement. Although the theory is generally considered old-fashioned
now, careful study shows that it is surprisingly modern and contains most
of the basics of today’s technical analysis. Discussing the entire Dow the-
ory is beyond the scope of this book, but I do cover the part concerning
price patterns. The following paragraph is from Robert Rhea’s book The
Dow Theory, written in 1932,

The Primary Bull Market: A primary bull market is a broad upward
movement, interrupted by secondary reactions, and averaging longer
than two years. During this time, stock prices advance because of a de-
mand created by both investment and speculative buying caused by im-
proving business conditions and increased speculative activity. There
are three phases of a bull period: the first is represented by reviving
confidence in the future of business, the second is the response of stock
prices to the known improvement in corporation earnings, and the
third is the period when speculation is rampant and inflation appar-
ent—a period when stocks are advanced on hopes and expectations.
[Italics added.]

Reviewing W.D. Gann's Observations

Another well-known advisor and market technician, W.D. Gann, had a
trading career that began near the turn of the century and lasted more
than 45 years. His observations about stock market price patterns were
very similar to those of Charles Dow.

Stock market campaigns move in three to four sections or waves. Never
consider that the market has reached final top when it makes the first
section in a move up, because if it is a real Bull Market it will run at
least three sections and possibly four before a final high is reached.

We explore Gann’s comment about the possible fourth wave later in
this chapter.

Combining the Dow and Gann Patterns

Now that we have that simple background, let’s draw Charles Dow’s and
W.D. Gann’s observations. In Figure 6.1, you can see the bull market
structure that both Dow and Gann describe: a pattern composed of three
sections interrupted by two secondary corrections. Neither Dow nor
Gann saw any repeating pattern or definable structure other than these



ORIGINAL PRICE PATTERN OBSERVATIONS 125

FIGURE 6.1 The three movements of a bull market, as described by Charles
Dow and W.D. Gann.

three simple movements; they considered short-term movements ran-
dom and unimportant.

The major drawback to Dow’s and Gann’s observations is that there
is no financial theory to explain them. They are simply empirical obser-
vations, without any supporting structure, begging for an explanation.
That’s not to say the observations are not useful; it means only that we
don’t know why this pattern occurs. However, even without a theoretical
foundation, any real effort to predict the stock market must somehow ad-
dress this long-observed phenomenon.

It would seem that any observation made repeatedly over such a
long period has to contain some fundamental truth since it is constant
against the ever-changing economic picture. As a physicist would say, “It
is an observation that seems to measure something that is time invariant”
and physicists always look for things that stay the same when everything
else changes. When they find something that stays constant when every-
thing else changes, it is always an important discovery.

However, without a supporting theory that would explain why a bull
market contains three sections, why limit the existence of price patterns
to the bull-market level? If we look a little harder, we might discover
other repeating price patterns over other time frames and, from this
higher level of observation, develop an explanation or theory for the pat-
terns. Enter a man named R.N. Elliott (Figure 6.2).






R.N. ELLIOTT 127

Expanding on the Dow-Gann Bull-Market Pattern

To describe Elliott’s deeper observations, let’s start with the basic three-
section Dow-Gann pattern for a bull market diagrammed in Figure 6.1.
As you look at the pattern, consider the first of the three sections. Neither
Dow nor Gann saw any deeper underlying pattern in this simple upward
movement; it was simply the first extended, advancing period of the bull
market. In contrast, Elliott said that if you looked a little closer, you would
see a similar pattern there, too. The first movement of the bull market is
actually composed of three smaller movements of its own. In the second
section of the bull market are three additional smaller movements. The
same is also true of the third section. Figure 6.3 illustrates the finer detail
that Elliott observed in the three advancing waves of a bull market.

Elliott expanded his observations. Where Dow and Gann saw no pat-
tern to the two corrections separating the three waves, Elliott did. Ac-
cording to him, these corrections didn’t just go down, they were
composed of two declining waves separated by a little rally. In other
words, a correction is seldom one sell-off but two. Figure 6.3 diagrams
both these observations in the complete Elliott wave pattern for a bull
market, showing the down-up-down pattern of the two corrections that
separate the three advancing waves.

FIGURE 6.3 The expanded pattern for a bull market, as seen by R.N. Elliott,
including the pattern for the corrections that separate the primary waves. Also
shown is the wave structure of the bear market that follows the three advancing
waves of the bull market.
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Elliott even found a price pattern for bear markets—something no
one else had ever done. He considered a bear market a correction of the
bull market and, like all corrections, it should have two down waves, sep-
arated by a rally (the bear market rally). Furthermore, these two down
waves break up, like all other price movements, into smaller movements,
as Figure 6.3 shows.

At this point Elliott (although he didn’t know it) made the leap into
fractals. He said that the three waves that make up each of the three sec-
tions of the primary bull market also have a structure. You guessed it—
each of the three waves is composed of three smaller movements. The
corrective movements that separate these three also have the same pat-
tern as the earlier correction: two down waves separated by a small rally.

Figure 6.4 shows the breakdown of these patterns into their next
level of smaller movements. In this figure, you can see the basic Elliott
wave pattern, showing three levels of the basic pattern; this is the very
essence of the Elliott wave principle. When can a movement not be bro-
ken down into three smaller movements? According to Elliott, never.
Any stock price movement can be broken into three sections of smaller
price changes and time lengths. This is true of movements over days,
hours, or even minutes.

FIGURE 6.4 On closer examination, it becomes apparent that each section, or
wave, in the price pattern also consists of three smaller waves. Similarly, the
movements of each correction can be subdivided into finer movements.

Bull Market

Bear Market
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Patterns Bigger than Bull Markets

Elliott expanded on this idea of continuously repeating patterns, but this
time he went in the other direction. He said that the three-wave repeat-
ing doesn’t stop at a bull market. According to his theory, what we usu-
ally call a bull market is just one section of a larger three-section
movement. Similarly, three of these much larger movements come to-
gether to form an even larger three-wave movement. He called these
larger-than-a-bull-market movements cycles, super cycles, and grand
super cycles.

The accepted belief among Elliott wave practitioners is that the
longest known cycle, called the grand super cycle, started in 1790, when
the New York Stock Exchange was formed. Each advancing wave in this
grand super cycle is about 50 years or longer and is composed of many
bull markets (Figure 6.5).

FIGURE 6.5 The longest known cycle—Elliott’s the grand super cycle—started
in 1790. Many Elliott wave practitioners believe that the grand super cycle is
nearing an end. (Source: Reproduced by permission from Elliott Wave Principle—
Key to Market Behavior, by Robert R. Prechter Jr. and Alfred John Frost. ©
1978-2000 Robert R. Prechter Jr.)

Reproduced by permission from Elliot Wave Principle—Key to Market Behavior,
by Rabert R. Prechter, Jr. and Alfred John Frost. Copyright 1978-2000 Robert R. Prechter, Jr. /
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THE ELLIOTT WAVE THEORY VERSUS THE REAL MARKET

Let’s see how Elliott applied the theory to the real stock market. We'll
use an example from Elliott’s original works (Figure 6.6). The great stock
market crash of 1929 hit bottom in the summer of 1932, at which point
the market began a 5-year bull market. Notice how Elliott labeled the
waves. You can see that the waves are nowhere near the same size in
terms of price or time duration as those in the idealized wave pattern.
For example, the first advance lasted 3 months, the second advance
lasted 5 months, and the third lasted 31 months. Therefore, we can un-
derstand that the simple patterns building up into larger patterns might
be much more difficult to determine in practice. Unfortunately, this is
true. Interpreting the waves in the real world is always very difficult and
requires adding a few ideas that help bridge the gap from the ideal pat-
tern to the real pattern that stock prices make. These nuances include
things called extensions, irregular corrections, horizontal corrections,
and fifth-wave diagonal triangles.

FIGURE 6.6 The 1932 to 1938 stock market, as labeled by R.N. Elliott. The
chart plots the monthly range of the Dow Jones industrials. His labeling of the
long extension wave from 1934 to 1937 as ABCDE does not follow the current
protocol of using numbers for the advancing waves.
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NOTE
The waves, or cycles, of the Elliott wave pattern are not time cycles,
like sound or sine waves; they are action cycles. Eight events must
occur before a cycle is complete. These eight events—12345ABC—
do not have to be of the same size or duration.

The Elliott Wave Variations

Before we can apply the Elliott wave theory to the real stock market, we
need to know more about the variations of the ideal pattern. These allow
us to fit the theoretical pattern closer to the real patterns the market makes.

Extensions

We know that if the market does follow the Elliott wave pattern, it would
have to be a stretched and compressed version of the idealized pattern.
One way the Elliott wave can be stretched is for one of the three forward
waves (waves 1, 3, or 5) to become much larger than the other two. You
saw an extension in Figure 6.6, where wave 5 was the extended wave. Be-
cause an extension wave is larger and longer than the other two, the five
waves that form the extension are also much larger. In fact, they can get
so large that they can be as big in price and time movement as the other
two primary waves (Figure 6.8).

When an extension exists in one of the waves, the whole movement
seems to be made up of five thrusting waves, not three. Extensions usu-

FIGURE 6.8 An Elliott wave variation called an extension, in which one of the
primary waves (wave 3 here) can be so large that the smaller movements that
make it up become almost as large as the other two primary waves.
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FIGURE 6.9 In an Elliott wave variation called a flat, waves A and C end up at
the same level.

ally occur in waves 3 or 5—especially wave 3, but they seldom occur in
wave 1. They never occur in two similar waves of a movement. Extensions
occur during powerful market periods, such as the big advance from 1994
to 1998. Unfortunately, there is no known way to anticipate an extension.

The Flat

The corrective waves 2 and 4 show the greatest amount of variation and, I
have found, cause the most amount of trouble. The simple ABC structure,
as drawn by Elliott in the idealized pattern, is seldom seen. What is seen is
a slight variation on this pattern, called a flat. In the basic Elliott diagram
that is usually drawn, wave C goes lower than wave A. A flat occurs when
waves A and C end up at the same level (Figure 6.9). You can see that the
basic ABC idea is still there, but the size and endpoint are different, as are
the internal movements that comprise each section.

The Irregular Correction

One of the most interesting variations on a flat occurs when the B wave
continues up and actually exceeds the top of wave 5 (Figure 6.10). This
variation is called an irregular correction, and because the market makes
a new high on wave B, it gives the impression that the overall movement
is composed of four sections rather than three. It also explains what
W.D. Gann meant by “three sections and possibly four”: he was observ-
ing what we now know is an irregular correction.

The difference between an irregular correction taking the market to
new highs versus a normal thrusting wave is that the B wave is made up
of three movements rather than the usual five. This is very important and
helps distinguish the B wave from a normal thrusting movement.
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FIGURE 6.10 An Elliott wave variation called an irregular correction, in which
the B wave continues up and exceeds the top of the preceding wave 5.

Horizontal Triangle

Quite often, the fourth-wave correction can have a much more complex
pattern than normal, forming what is called a horizontal triangle or
wedge (Figure 6.11). A horizontal triangle almost always happens when
the corrective wave 2 is small and wave 3 turns into an extension. When
this happens, we have the picture of a huge, long advance with a small
wave 2 correction; a large and long correction is now overdue. It’s as if
the whole correction for the move takes place in wave 4, therefore wave

FIGURE 6.11 A horizontal triangle usually occurs as a fourth-wave correction
after a long runup. It’s as if all the correction for the whole move is being saved
for one long fourth wave. A horizontal correction is composed of five movements
(1, 2, 3, 4, and 5) and is not a normal ABC correction.
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4 stretches out into a long sideways movement. It still has the 13 sub-
waves of the standard correction, but they are altered a little into a longer
sideways pattern. This type of correction is important because I believe
the market has entered into one at this writing.

SEARCHING FOR AN UNDERLYING THEORY

If the real market exactly followed the perfectly drawn wave pattern, the
market would be completely predictable; we would know exactly what
was coming next—and when. The real market doesn’t behave that way,
and the Elliott wave theory acknowledges this. Elliott wave theorists be-
lieve that the basic pattern is always there; they think that if you add a
few more ideas to the theory and study it hard enough, you can discover
that pattern.

Elliott wave theorists say that the real stock market is the idealized
curve, just stretched and pulled out of shape a little. If Elliott wave prac-
titioners are right, it means that the basic pattern is there and that the
market is generally predictable; if they are wrong and deluding them-
selves, the patterns are just a random jumble of zigzags and the market
is unpredictable.

Elliott searched for an underlying theory that explained his wave
principle. Because fractals were not known at the time, his ideas cen-
tered on the medieval mathematics of Fibonacci, whose number series
matches the ever-expanding counts of the wave pattern. The only ap-
plicable idea that came from Fibonacci is a ratio called the golden mean,
which is 1.618. Over the years Elliott wave theorists have tried to make
the ratios of the size of price movements or the ratios of the time span
behind these movements equal to the golden mean. I have never found
that it worked.

Elliott had the right idea in looking for an underlying theory that
would explain his observation of waves within waves within waves, a the-
ory that would support his octave pattern (12345ABC) repeating from
the very small time scales up to the very large. He was too far ahead of
his time, though; the underlying theory had not been developed yet.

I was giving a seminar in 1982 about the Elliott wave theory when
someone came up afterward and told me I had been describing fractals.
I looked into it, learned what fractals are, and found out that the Elliott
wave theory is exactly that—a fractal theory. Fractals are the correct un-
derlying foundation for the whole wave principle.
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FIGURE 6.12 The stock market follows the standard fractal definition in that
each small price movement is a part of and a reduced-scale version of the larger
price movement.
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The Elliott wave theory and how the basic 12345ABC pattern builds
up and up is one of the best examples of a fractal and the way it is con-
structed. There are a number of ways to classify fractals, but the classifi-
cation that is important to us is one that defines in some way the
predictability of the geometrical pattern of the fractal. In some fractals,

NOTE
Please do not be put off by the discussion of fractals. | have learned
over the years that important ideas are usually simple and easy to
understand; they are made complex only by people who present
them as such. Fractals are truly a simple concept, one that people
seem to know instinctively. They are really quite easy to compre-
hend if approached correctly.
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the geometrical pattern is completely random. A random fractal still fits
the definition of a fractal: when you take a little part of the whole and
blow it up, it does look like the whole, except that with a random fractal
there is no way to predict the pattern you will see. Other fractals are not
this way. Some are 100% predictable, meaning that when you take a
piece of the curve and magnify it, you know exactly what you are going
to see. For example, the idealistic Elliott pattern, as we drew it, is 100%
predictable; at any point you can predict what you are going to see when
you show greater detail.

To help you understand these different kinds of fractals—and ulti-
mately the stock market—I am going to show you two examples of frac-
tals whose underlying patterns have varying degrees of predictability.
These two examples are commonly used to illustrate what fractals are.

The first example, the Koch curve, is probably the simplest fractal
there is, and the second example, the Mandelbrot curve, is probably the
most famous. These examples will prepare us to ask and answer the most
important question of all: How predictable is the fractal pattern the stock
market makes?

Fractal Example 1: The Koch Curve

To understand the Koch curve, take a straight line and put a little V shape
in the middle (Figure 6.13). This V breaks the line into four smaller lines,
each equal in length. Do the same with each of these four smaller lines—
add a little V to the middle of them. Now there are 16 smaller lines. Add
a V to each of these. Do this again and again and again—forever. This is
the mathematically infinite but very exact Koch curve. It is a fractal be-
cause each part, no matter how small, when magnified, is a scaled-down
version of the whole. The Koch curve is interesting because it is mathe-
matically perfect, and it isn’t random; you know exactly what you will see
and what to expect at each magnification of the curve.

The Elliott wave pattern, as we drew and explained it earlier, is cre-
ated in a way similar to the Koch curve. The only real difference is that
the repeating pattern is a little more complicated. However, the step of
repeating a simple action over and over—taking any line and putting five
smaller lines in its place—produces an exact pattern similar to the Koch
curve.



140 PRICE PATTERNS, FRACTALS, AND MR. ELLIOTT

FIGURE 6.13 The perfectly predictable fractal, the Koch curve, is made by
performing a simple procedure over and over. A straight line is broken into four
equal lines by putting a V kink in it. You put a V kink into each of these lines,
making 16 smaller lines, ad infinitum.

1. Start with a straight line.

2. Put a V kink into it.

3. Then put this basic pattern
into each straight line.

4. Again...and again....

Fractal Example 2: The Mandelbrot Curve

The Mandelbrot curve has patterns that are not quite predictable but
similar. Created by the man who discovered fractals, the Mandelbrot
curve is the fractal that has come to symbolize not only the entire subject
of fractals but also the theory of chaos (Figure 6.14).
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smooth pattern; the greater detail never ends. It is infinite in complexity
and never resolves into something simple. The Mandelbrot curve is a
wonderful example of a fascinating concept: infinite variation and beauty
within a finite boundary.

Can the complicated patterns we see as we magnify the Mandelbrot
curve be predicted the way the patterns of the Koch curve can? As far as
I know, they cannot. We often see similar patterns as we go deeper into
the curve, but I do not believe anyone has developed a way to anticipate
exactly what they will see next. There seems to be some symmetry; dif-
ferent forms of what is called the sea horse shape appear repeatedly, but
there is also randomness in how that symmetry is displayed. The fractal
definition is there, however, since every small section contains all the
complexity and variation of pattern that is contained in the whole.

HOW PREDICTABLE IS THE REAL
MARKET’S FRACTAL PATTERN?

We saw that the Koch curve is a fractal in which the pattern is pre-
dictable. So is the pattern of the idealized Elliott wave pattern. With the
Mandelbrot fractal, we saw that the pattern is not identical, but it has
similarities or similar repeating patterns that are predictable. There are
also fractals that have completely random patterns. All this leads to the
$64,000 question: What type of fractal pattern does the stock market cre-
ate—100% predictable, somewhat predictable, or random?

The answer is central to any effort to predict stock prices and to the
evaluation of the Elliott wave theory. Is the real stock market, as Elliott
wave theorists believe, simply a stretched-out, pushed and pulled version
of the idealized Elliott wave pattern in which, if you study it hard enough,
you can still see where you are in the pattern and therefore predict whats
coming next? Or is it really just a jumble of random zigzag lines?

To understand the question better, let's come back to the Koch
curve. We know that the Koch curve is a simple pattern that is 100% pre-
dictable; you know exactly what to expect as you magnify it. You can
completely predict what you will see. Now let’s play a little game.

Suppose, instead of drawing the curve on paper, we actually made it
out of thin, malleable wire. We put all those little kinks into the wire,
then we take the wire and pull on it a couple of times. What happens to
that perfect Koch curve? You should still be able to recognize the re-
sulting curve as the original Koch curve, but pulled and stretched a little.



144 PRICE PATTERNS, FRACTALS, AND MR. ELLIOTT

FIGURE 6.16 If we stretched and pulled the perfect Koch curve, the fractal
pattern would no longer be completely predictable. If you stretch it more and
more, the pattern eventually becomes completely random, having been
transformed from a predictable fractal into a random one. This example suggests
an interesting question: Is the real stock market pattern a stretched and pulled
Eiliott wave pattern but not stretched so much as to be completely random?

Is the pattern now as predictable as it was originally? Not quite. The
basic outline is still predictable, but some of the detail is not.

If you continued to distort the wire more and more, yanking it here
and stretching it there, you would eventually lose any resemblance to the
original, perfect pattern (Figure 6.16). You would have transformed
the perfectly predictable Koch curve into a complex jumble of lines, all
of different length and angles and now completely unpredictable.

This is the idea behind the question that we are asking about the El-
liott wave pattern. In the real stock market is the basic Elliott wave pattern
there, just stretched and pulled a little but with the basic pattern still some-
what recognizable? Or is the stretching and pulling so great that, in prac-
tice, the real stock market loses any semblance of that basic ideal pattern?

The Search for Predictability

After 20 years of studying and applying the Elliott wave theory, my ex-
perience is that the Elliott wave pattern is sometimes clear and therefore
useful for predicting or at least outlining what is coming up. At other
times, the pattern of the market is so completely random that no Elliott
wave pattern can be discerned. At these times, the market is completely
unpredictable using the Elliott wave theory. Therefore, sometimes the
Elliott wave fractal pattern is discernible, making the market somewhat
predictable, and at other times, it is random. This observation aligns with
the conclusion of the basic model introduced in Chapter 2.
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Elliott wave theorists often say that this is wrong and that the com-
plete pattern is almost always clearly there. In general, they are right; the
study of past markets almost always shows the market making a com-
pleted pattern. However, they always do this analysis after the fact.
When you have to make real-time, day-to-day decisions, there are just
too many points along the way where you could have said a movement
was complete when it really wasn’t. The rules and exceptions are so
broad and so many variations are allowed that we often don’t know what
to project. So yes, after the fact one can look back and say, “See, here it
is”; but in practice, it isn’t this way.

The record of people using the Elliott wave theory over the years
generally demonstrates partial predictability. Although there have been
many startling successes, there have also been many failures. In practice,
there always seems to be an alternate wave count, which indicates that
the Elliott wave theory, by itself, is somewhat incomplete.

It is interesting that neither the Elliott wave theorists nor those crit-
ical of the theory address this important question in any depth. Both be-
lievers in and critics of the theory see it as being either 100% right or
100% wrong. This is unfortunate because the Elliott wave theory does
not, by its nature, lie at either of these two extremes. Efforts to make it
a perfect theory actually destroy its value, and efforts to deny it ignore
the new discoveries made in chaos theory.

The idea that the Elliott wave theory is not complete on its own does
not invalidate the theory or make it wrong. It just reflects what I believe
is the actual situation—that the market is sometimes predictable and
sometimes random.

Nevertheless, even with this limitation, there is no better way to try
to map the market. If you have to forecast how prices will probably un-
fold, there is no better starting point than the basic Elliott wave fractal
pattern. This is especially true when you add to the Elliott wave theory
the information presented in the first five chapters of this book. With
these other tools, it often becomes possible to overcome many of the un-
certainties in the Elliott wave pattern.

Applying the Elliott Wave Theory

How do you actually make the Elliott wave theory work? As I have said,
the Elliott wave theory presents the pattern or map against which you
evaluate the actual pattern of the real market. It is a constant, ongoing ac-
tivity and one that needs to remain flexible so you can change your mind
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freely if warranted. I use the tools described in the previous chapters to
help me estimate where in the wave count the stock market is, but wide
allowances are made for the Elliott wave variations I mentioned earlier.

I usually start at a major market bottom or other relative point of cer-
tainty. Then, I make every effort to determine where that point is in the
Elliott wave count. I study both daily and weekly charts of the major in-
dexes to help me find the count. I use the S&P 500, the Dow Jones indus-
trials, the Russell 2000, the NASDAQ Composite Index, and a high-tech
index, because sometimes the count is clearer on one index than it is on an-
other. I have found that the Elliott wave count is clearest during volatile
markets—when feedback loops are functioning—and that dull markets
with low volatility usually produce random and confusing patterns.

NOTE
Don’t force the count. If you don’t know, you don’t know. Remem-
ber that there will be times when the pattern is incomprehensible
and prediction impossible. Learn to live with that; you must become
used to not knowing. Because of this, be suspicious of anyone who
always has an opinion. People who always have an opinion are ei-
ther fooling themselves or selling something.

No matter how impatient you get while waiting to identify exactly
where the wave count is, you must fight the tendency of always having to
know. This is very important. I have learned that the market will always
show what it is doing if you have patience. You have to be willing to say,
“I don’t know,” and then wait until you see something that you can
clearly identify. Remember, there are many times when the market is
random and unpredictable—in fact, it’s like that most of the time.

Accurate Prediction Takes Vigilance

You might think that after 30 years I would have become more certain in
the art of stock prediction, but this is not what has happened; I have be-
come more humble. I originally thought that the fundamentals of the
market stayed the same, that behind the ever-changing economic pic-
ture, a few things remained constant. After all, there are always buyers
and sellers and the market either goes up or down. I still believe that, but
much less so.






Trading
Range Markets

THE CORRECTION: WHAT WILL IT LOOK LIKE?

As we saw in the last chapter, the most complicated part of Elliott wave
theory is the corrective waves. More variations of pattern are allowed for
corrective waves than for any other wave types. Basically, a correction is a
halt in the primary trend of the market. It can manifest either by prices de-
clining or by prices marking time by moving up and down in a sideways
pattern. It is our business now to investigate and consider the most likely
form and type of correction and how to possibly profit from it.

Past Trading Range Markets

There is a long history of the stock market entering into extended trad-
ing ranges, periods where prices moved up and down in large bull and
bear markets but made little forward progress. In fact, since 1900, stock
prices were in essentially long-term trading ranges more than 50% of the
time. I calculate that we have had three such periods since 1900.

The first period occurred right after the turn of the century (a hun-
dred years ago) and lasted about 15 years. It started with the Dow Jones
industrials making an all-time high of 75.57 on January 19, 1906. From
that lofty peak it declined 48% over almost two years, hitting bottom on
November 15, 1907, at 38.88. Within two years it had recovered almost
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the entire previous decline, reaching a second peak at 73.76 on Novem-
ber 19, 1909. The cheer was short-lived, however, as the market then slid
slowly toward bottom almost two years later, at 53.51, on September 1,
1911.

For the next three years, prices were completely lifeless. From that
September low, prices worked their way up to a local high of 69.08 on
September 30, 1912, then eroded back down to a second bottom on July
30, 1914, at 52.40. Prices then came back to life. They rallied strongly to
a new all-time high of 110.15, a gain of 110% over two and a half years,
hitting the peak price on November 21, 1916. The cheer was again short-
lived as prices declined in one year to 65.95, hitting bottom on Decem-
ber 19, 1917. Another two-year bull market followed, with prices rising
slightly above the previous peak, getting to 119.62 on November 3, 1919.
This was again followed by a bear market, which hit a low of 63.90 on Au-
gust 21, 1921. From the 1906 high of 75.57 to the low in 1921 of 63.90,
prices had effectively gone nowhere.

The second trading range period started in 1937 after a five-year
rally recovered some of the collapsed prices of the Great Crash. From a
high of 195.59 on March 10, 1937, the market declined to a low of 97.46
almost exactly one year later, on March 31, 1938. From that low it
quickly recovered to 158.90 by November 10, 1938, only to again go into
a long, slow decline over four years back to 92.69, hitting bottom on
April 28, 1942. A four-year bull market ensued, hitting a high of 213.36
on May 29, 1946. For the next three years, prices went into a dead pe-
riod, first hitting a low of 160.49 on October 30, 1946, followed by a high
of 194.49 on June 14, 1948, and then another low of 160.62 on June 14,
1949. Over the 12 years between 1937 to 1949, prices effectively went
nowhere.

The third trading range period was the 16 years between 1966 and
1982. The Dow industrials hit 1,000 in 1966 and didn’t effectively break
above it until 1982. The next chapter goes into the details of this period.

“Normalized” Thinking

I remember as a child sitting with my parents and their friends one
evening when my father posed a question that everyone, including me,
failed to answer correctly. He asked: “If a car goes a half a mile at 30
miles an hour, how fast does it have to go the second half-mile to aver-
age 60 miles an hour for the whole mile?” After a lot of arguing, we all
agreed that it had to be 90 miles an hour. My father laughed at us and
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against the bottom of the market after the Great Crash (not shown), rises
at about 7% per year. When you include the reinvestment of dividends
of approximately 3.5% per year, this line represents a total return from
stocks (growth plus dividends) of 10.5%.

From a certain perspective, what has happened in the market since
March 2000 can be seen as natural. Investing is always a two-sided
proposition. In March 1982, I gave a talk on the long-term future of the
stock market. I said that every generation usually has the opportunity to
experience the fantastic potential of stock investing, then gets carried
away, overspeculates, and learns firsthand the negative side of stock in-
vesting. I said that this baby boom generation would probably be given
the same opportunity. I believe the first part of this learning cycle is now
complete. It is time for the baby boom generation to learn firsthand, just
as their parents did, the difficulties of stock investing, and then their in-
vestment education will be complete. The major lessons to be learned
are these.

* Wealth comes with great difficulty and to only a few.

* There is no magic formula; making money in the stock market re-
quires constant vigilance and training,

e When the future looks bright and everything seems too good, it
probably is. Similarly, when the future seems very bleak and
everything too bad, it also probably isn’t.

THE CURRENT ELLIOTT WAVE PATTERN

As I explained in Chapter 6, if you want to outline the future pattern for
stock prices, there is no better template to lay down than the Elliott
wave pattern. Many investors and analysts might disagree with me on
this point since the Elliott wave pattern doesn’t consider or address any
economic factors in its formulation and, as we’ve said, the long-term
movement of prices is caused by economics. That said, I still say there is
still no better tool to use when projecting the future course of stock
prices than a basic Elliott wave pattern. The theory works because it
permits enough variation and stretching to allow for a number of differ-
ent economic scenarios. For example, I might predict that a market ad-
vance will occur in two thrusting waves or sections, but there is no way
to know their size or duration; that would depend on the unfolding
economic situation. The basic pattern of two waves, however, should
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manifest—not three or four. This is all the projection intends to do—
produce a broad outline of what to expect.

When you use the Elliott wave theory, you must understand that any
pattern projected must remain fluid. The number of Elliott wave varia-
tions demands that any pattern projection must be fluid and adjusted as
the real pattern unfolds over time. It is just a broad guideline to project
with.

Let’s begin by trying to determine how the Elliott wave count stands
now. You should always start from some point of high certainty. The
point of certainty I use is the 1982 bottom, which ended the 16-year cor-
rection and began, in my opinion, the long bull market we have been in.
Figure 7.2 shows the S&P 500 since 1980, and I've indicated on the
chart what I think the count is.

The long bull market has been in play off the 1982 bottom now for
close to 20 years. I read the first movement from 1982 to 1984, which fi-

FIGURE 7.2 The hypothetical Elliott wave count on the market as of 2001.
These counts must always remain fluid. The count shown indicates that the
market seems to have started into a major, wave 4 correction. | project that wave
4 will be lengthy, forming an extended trading range. A final fifth wave (which |
call the final stampede) should follow once wave 4 completes.
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nally broke through the Dow 1,000 barrier, as the first advancing wave
(wave 1). Wave 2 was the short, six-month correction through the sum-
mer of 1984. Wave 3 carried all the way to the top of 1987, just before
the crash. Wave 4 was not the 1987 crash—the 1987 crash started wave
4. The 1987 crash was the first wave down (the A wave) of a longer-term
ABC correction, as shown in Figure 7.2. I believe the C wave of this
wave 4 finishes with the recession of 1990.

Wave 5 has been in play since 1990; it is an extension. Wave 1 of this
fifth wave is the movement from 1990 to 1993. Wave 2 is simple and is
the correction of 1994. Wave 3 started in 1994, carried on for 6 years,
and had extensions of its own. It finished in 2000. Since 2000, the mar-
ket entered into the fourth-wave correction of the final fifth wave.

The Fourth Wave

The stock market has started into a major fourth-wave correction. Al-
though the Elliott wave theory does not directly detail the time length of
its waves (only their patterns), it does address the time length of some
movements under certain situations, particularly wave 4 corrections.

One Elliott wave principle that gives some guidance concerning time
is called the rule of alternation. The rule of alternation addresses the cor-
rection waves, waves 2 and 4: If wave 2 is simple, wave 4 will be complex
or vice versa. In our case, the 1994 wave 2 was very simple. Wave 3 was
the extension move from 1994 to 2000. The rule of alternation implies
that wave 4 should probably be complex—composed of a number of
movements and stretched out in time. I believe that wave 4 will be a spe-
cial type of correction, which Elliott and other wave theorists call a hor-
izontal triangular correction.

R.N. Elliott, in one of his Financial World articles, said the following
about horizontal triangular corrections: “Triangular corrections are pro-
tracted trend hesitations. The main movement may have gone too far
and too fast in relation to the slower economic processes, and prices pro-
ceed to mark time until the underlying forces catch up.”

In a sense this Elliott wave interpretation is just telling us what we
already know about the market, that it has gone through a huge run-up for
a long time without any extended correction. The stock market
boom was accompanied by constantly increasing public participation in
stock investing, ultimately culminating in broad technology and Internet
speculation of 1998 to 2000. The point emphasized here is that Elliott wave
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FIGURE 7.3 R.N. Elliott’s drawing of a fourth wave horizontal triangular correction.
Notice that the wave 2 correction is small, so that the whole advance has been a
very rapid 123. The market has gotten ahead of itself and now experiences a
special type of correction beyond the normal ABC type. The horizontal correction
has five movements in it instead of the normal three (the ABC), which lengthens
the correction. You can see from the shape of the waves that if the correction
lasted long enough it would form a long trading range market.

theory allows for this type of situation by detailing a special type of correc-
tion that could follow—a wave 4, horizontal triangular correction. Figure
7.3 shows this type of correction, as taken from Elliott’s original diagrams.

The Internal Structure of the Fourth Wave

The basic projection is that the market made a major top in 2000 as orig-
inally forecasted and has started in on an extended fourth wave correc-
tion. That correction will probably be a horizontal triangular correction,
with the movements forming the correction being the market swings
that make up the trading range market.

Figure 7.4 shows some of the smaller waves in a fourth wave hori-
zontal triangular correction. As already noted, the whole correction is
composed of five movements. In my opinion, two or three of these
movements will be large enough to be classified as bull or bear markets
in their own right. As diagrammed, in a horizontal triangle each one of
the five movements breaks down into three smaller movements (ABC-
type movements).
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FIGURE 7.4. The internal structure of a horizontal triangular correction as Elliott
drew it. Even though it is considered a correction, if each of these movements (1,
2, 3,4, and 5) is large and long enough, they could be considered bull and bear
markets in their own right. Notice that each of the five movements of the
correction break down into three submovements of smaller degree.

If this is the projection, then each sell-off (waves 1, 3, and 5) should
break down into two distinct submovements. Likewise, each of the rallies
(2 and 4) should break down into two distinct advancing waves. If only
one advancing or declining wave is visible and obvious, then that wave is
not complete—more is to follow. Of course, certain cutoffs have to be es-
tablished because this is just a projection; it must remain fluid. Just be-
cause I'm expecting a horizontal correction doesn’t mean that the market
will produce it. Many other patterns and forms of corrections can hap-
pen, but of all of them, the horizontal correction seems the most likely.

Contracting Volatility

In Figure 7.4, notice that as the horizontal triangle forms, the up-and-
down movements become smaller and smaller. In other words, the tri-
angle becomes narrower as we move to the right. This points to another
reason I'm expecting that the correction will be of this form: market
volatility. It has been my experience, that after a speculative run-up like
we saw in the market from 1998 to 2000, with the bubble bursting in the
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technology and Internet sectors, it is usual for stock prices starting with
high volatility to end a movement with very low volatility.

Volatility is a measure of how much prices move up and down—
whether they are active or muted. In the two years between 1998 and
2000, the market manifested (as measured by the Nasdaq composite) a
very high level of volatility, with record percentage changes for the ad-
vance immediately followed by record percentage changes in the de-
cline. In a sense it was a huge index blow-off—the opposite of a selling
climax.

Do you remember our discussion of technical analysis and how a cli-
max ends? Prices fall on huge volume and then reverse very quickly, ris-
ing on huge volume. This high volatility is soon followed by a market that
begins to quiet down, eventually becoming almost lifeless. The opposite
of that, huge index blow-off, would produce the same phenomenon, ex-
cept in reverse. The market would go up, with high volatility, but then
quickly reverse in a large market sell-off. Volatility would remain high for
a while, but slowly, after the first sell-off, the subsequent price motion
would slowly die down as the correction carried forward and stabilized.
Figure 7.5 shows such a market trend.

Once the correction has run its course and the volatility dies, the
market should begin an advance to new highs. Theoretically, the blow-
off is not the end of the whole move but a huge thrust that needs a major
correction before prices can resume their upward march.

What all this means is that in the near future the stock market should
become very boring. I don’t like to put it that way, but there really is no
other way to say it. During this period, investors will start looking around
for alternative strategies in an effort to continue to increase their money.
It is during this boring period that smart investors should start getting
themselves ready for the final stampede—the final wave 5.

The Time Scale of the Trading Range Period

Figure 7.5 displays a schematic of the decreasing volatility that I'm ex-
pecting in the market. It should be a market where most investors be-
come bored and disenchanted with stocks. They will be hoping for a
return of the good old speculative days, but that won’t happen. They will
look for excitement and get inactivity. How long should this trading
range market last? This is a very difficult question to answer.

In January 2000, I projected that the trading range would last from
two to four years. Back then, however, the correction hadn’t even started
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FIGURE 7.5 A schematic of the type of market to expect from the Nasdaq
composite if it goes through a horizontal correction. As it is forming such a
pattern, the volatility of prices should contract like the coiling of a spring.

5,000

3,350 A A /\/\ AA
L4 \/ N

1,500

B - 510 7 Years: >

yet, so it was difficult to formulate a reliable answer to the how-long
question since the way the correction would unfold was much less clear.
Now that a major correction seems to have started, the form of the cor-
rection is easier to see and a time length easier to predict. A possible
guide is provided by considering the first 6 years of the 16-year (1966 to
1982), trading range market.

The long post-WWII bull market started in 1949, going all the way to
1968 where it ended in a speculative flurry similar to but much less in-
tense than the recent one. A number of indexes showed that the subse-
quent correction starting in 1968 carried forward for six years, ending in
1974. Therefore, I think that a reasonable projection for the length of the
coming trading range market is 5 to 7 years. It would be normal for a
trading range market of 5 to 7 years to follow a long bull market that has
lasted, by many accounts, 18 years.

THE ECONOMIC “WHY"”

In the model presented in Chapter 2, the long-term movement in stock
prices should reflect the changing economic picture. There is the fair-
value term that depends only on fundamentals—dividends and interest
rates. It is only during price movements that last less than 9 months that
technical considerations and market instabilities can dominate and the
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economic picture be set aside. If a trading range market is to last from 5
to 7 years, there must be an economic reason for it, an economic or in-
vestment story behind such an occurrence.

Simply put, the stock market has gotten way ahead of itself in its
speculation phase, and the implied economic growth that these high
prices require will not be realized during the next 10 years. We will have
economic growth, but it will be far less than is implied by current prices.
Let’s look at current prices and what they imply.

To start, let’s see what our stacking-the-money theory for fair value
can illuminate. Consider an important financial ratio, the dividend yield
for stocks, which is calculated by dividing dividends from the last 12
months by price. The result is the yield on stocks, a comparable financial
number in the stock market to yields on bonds. As shown in Figure 7.6,
the current dividend rate on the S&P 500 is 1.3%—the lowest reading in
history. But what does this dividend yield for stocks mean?

Figure 7.7 is from chapter 3, where this idea was more fully ex-
plained. It shows, using the fair-value theory of stacking the money, how
and why a low dividend yield (or the same thing—a high PE ratio) im-
plies that Wall Street is expecting very high levels of growth in earnings
and dividends.

The low dividend yields result because the present dividend is tiny
compared to the high stack (price) of all those huge expected dividends.
In other words, the current price of stocks is built on a very high—in fact,
a record high—expectation of earnings and dividends growth. If this
growth doesn’t materialize, we will know that current prices were too
high and the expectations too extreme, and a major readjustment will
occur.

We can do a very quick calculation to see what the current PE ratio
of the S&P 500 is implying as far as expected earnings and dividend
growth. In December 2001, the PE ratio of the S&P 500 was 31. The 10-
year treasury interest rate is 5%. From a well-known formula based on
stacking the money, the current price of the S&P 500 is therefore im-
plying an expected growth rate of 13% per year over the next 7 to 10
years. If growth comes in at this high rate, stocks will have been fairly
priced. Thirteen percent is a pretty high rate of growth to achieve.

Let’s be very clear: We can have very good continued earnings and
dividend growth and still have a major market adjustment. Current
prices allow for almost no disappointment of any kind, and if anything
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FIGURE 7.6 Current dividend rates on the S&P 500. At any given moment, the
dividend yield represents Wall Street’s expectations for earnings and dividend
growth. The current ratio implies the highest expected growth in earnings and
dividends in many years.
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less than record-breaking numbers appear, there will be disappointment.
In the speculative phase of the market, prices got ahead of themselves,
and sooner or later, we must pay the piper. Growth can occur for only so
long and expectations can rise to the moon, but eventually the price of
stock must be rooted in a fundamental basis (namely, D/I).

Unfortunately, it always takes a while for investors to finally recog-
nize that this is the new economic paradigm. It's not as if someone rings
a bell and suddenly everyone recognizes what is happening. Usually, a
consistent erosion of expectation dashes the resurgences of hope along
the way. When that happens enough times, there is a sudden change in
thinking and reluctant but widespread acceptance that a less-than-rosy
period has emerged. In today’s market, by the time that happens, we’ll
be well into the major correction I'm predicting.

Overvalued, Undervalued

One of the errors I hear continually on Wall Street is the misuse of the
terms overvalued and undervalued. People often say that stocks are
overvalued or undervalued. When asked why they have that opinion,
they usually refer to some ratio based on either the PE ratio or the divi-
dend yield. I have no argument with looking at these ratios, but I do have
a quarrel with associating these ratios with the terms overvalued and
undervalued.

For one thing, these are very powerful words. The word overvalued
implies that the current price of a stock is higher than its true worth. No
one wants to be a sucker and pay more than something is worth, yet no
one really knows exactly what something is worth. These ratios do not
measure whether stocks are undervalued or overvalued; the PE ratio
and dividend yields measure Wall Street’s expectation for the future
growth of earnings and dividends.

For example, a record high PE ratio (low dividend yield) doesn’t
mean that stocks are overvalued. It only means that Wall Street’s ex-
pectation for the growth of earnings and dividends over the next 5 or 6
years is extremely high. If, after 5 years, earnings and dividends do grow
at the implied rate, then and only then can we look back and say that
prices were fairly valued. If over the next 5 years, earnings and divi-
dends grow at less than the implied rate, then and only then can we say
that prices were overvalued. Only if earnings and dividends grow at
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more than the implied rate can we look back and say that prices were ac-
tually undervalued.

I think we will find during the next 6 years that the earnings and div-
idends that this American economy can produce will grow at a lower rate
than prices are implying (through their dividend yields and PE ratios).
That will be the reason the market ultimately forms and experiences a
trading range market. In hindsight it will become clear that stock prices
just got too far ahead of themselves during the speculative phase of an in-
vestment cycle.

THE FINAL STAMPEDE

A careful look at Figure 7.2 shows that, according to my interpretation of
the Elliott wave count, a final fifth advancing wave should follow the
fourth wave (trading range) correction. This fifth wave should not be a
minor Elliott wave movement but a bull market of considerable propor-
tions. Since it is theoretically the final wave of the movement that started
in 1982, I call it the final stampede.

At this time there is no way of using the Elliott wave theory to make
a realistic projection about its character or nature. The only relevant
comment concerning the character and form of a fifth wave movement
that follows a horizontal correction is the following quote from The
Works of R.N. Elliott.

At the conclusion of a horizontal triangle, the market will resume the
trend that was interrupted by the triangle, and the direction of that
trend will be the same as that of triangular wave 2. The “break-out”
from the horizontal triangle (in the direction of triangular wave 2) will
usually be fast and represent the final wave of the main movement, and
be followed by reversal of the trend. The extent of the “break-out” will
usually approximate the distance between the widest parts of the trian-
gle. The diagrams [shown here] illustrate the “break-out” from hori-
zontal triangles.

Therefore, according to Elliott, once the horizontal correction is
over, the subsequent breakout (the final fifth wave) should be very fast.
It also should go to new high prices, above previous highs, equal to the
size of the price range during the correction.



162 TRADING RANGE MARKETS

I honestly don’t give much credence to a projection like this. For me
it is too far out and too theoretical; it isn’t yet clear that the correction
will be a horizontal one! The final fifth wave could be as short as 3 years
or as long as 10. The economic picture will have to be considered very
carefully at that time to evaluate what form and structure the final fifth
wave may take, but that is a problem for a later day.
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As I've already indicated, in coming years I'm expecting bull markets
lasting from 1 to 2 years and encompassing 30% to 40% rises; these will
be followed by bear markets lasting 9 months to a year and declining
from 20% to 25%. There will be considerable up-and-down motion but
little overall gain. It might seem strange to try to earn superior returns if
stock prices are essentially in a back-and-forth trading range. One obvi-
ous strategy is to try to buy at the bottom of the range and sell near the
top, but this, of course, depends on whether an investor can actually do
this.

The last time the market experienced a long sideways trading range
was from 1966 to 1982. The Dow Jones industrials hit 1,000 in 1966 and
bounced between 700 and 1,000, making little progress for 16 years. Al-
though I'm not expecting a sideways market so severe, this often-ignored
period can provide us with fertile ground for testing various strategies
that might work well during another trading range market.

No two markets are ever the same. We will assume, however, that
the three feedback loops in the stock market model have created many
recurring patterns and events over many market cycles. These similar
patterns might show up and be measurable if the market is approached
and studied in certain ways. This means that, although the economic pic-
ture is not anything like the 1970s, the forces that drive the feedback
loops—human emotion and reaction—are still the same today as they
were back then. We are looking for how this similarity manifests in stock
price movements. This chapter presents strategies, back-tested from
1966 to 1982, that may be useful in the future.

TWO APPROACHES TO MARKET TIMING

There are two general approaches to market timing (Figure 8.1). The
first approach tries to find the exact top or bottom of a price movement.
It employs contrary opinion, interest rates, divergences, sector analysis,
and price patterns to pinpoint the market top and bottom as closely as
possible, though reaching the Holy Grail of consistently finding the exact
top or bottom is obviously very difficult.

The second approach to market timing doesn’t try to find tops or bot-
toms, but instead attempts to locate the moment when a new price trend
has established itself. It uses indicators that give signals after a top or bot-
tom has been made. The idea is to let the market make top or bottom
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FIGURE 8.1 There are two categories of market indicators, defined by what the
indicator is intending to accomplish. Some indicators try to locate exact tops and
bottoms. The others try to identify and confirm a new price trend. When used in
the same time domain, these two categories almost always contradict each
other.

Two Categories of Technical Tools

Type 1 - Defines when a new trend
has started
Type 2 - Locates transition points
(tops and bottoms) T

and then look for indications that the market has started a new price
trend.

You can usually classify an indicator into one of these two ap-
proaches. The first approach truly tries to predict the future. The final
result is something like, “The indicators strongly predict that the market
will stop going down now and start going up.” The second approach,
rather than being predictive, confirms that a move has begun. Quite
often, this confirming approach is characterized by the measurement of
a cutoff, meaning that prices have gone to a certain point that now proves
the trend has reversed and conditions have changed. This type of indi-
cator could be a major price index breaking a trendline, the confirmation
of two important indices breaking two similar trendlines, prices rising
above an established fixed percent, or a moving average turning up or
down.
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ket would look extremely weak after going through an intermediate de-
cline. Then, seemingly out of nowhere and for no apparent reason, prices
would stage a violent rally. The rally would go straight up for about 10
days with phenomenal breadth. Many investors, caught off guard and
seeing the market apparently getting overbought, would wait for a pull-
back to buy. But the pullback seldom came. When this situation oc-
curred, the best strategy was to simply buy into the overbought market,
assuming that the rally was so strong any sell-off would be mild and tem-
porary and the move would immediately carry forward. This strong ini-
tial showing in the advance-decline line was almost always confirmation
that the bottom had been made and that a new uptrend—Ilikely to last for
at least 6 months—had been established.

There are three reasons that market technicians often espouse dif-
ferent opinions about the market. The first is that one technician is look-
ing for an exact top and bottom while another is looking at the market
trend. The second is that they may be talking about two different time
domains, as mentioned in Chapter 2; the short-term trend may be up
while the long-term trend is down. The third reason is simply that they
may truly have different opinions.

Which Approach Is Best?

I personally prefer the approach of the predicting indicators; I like the
challenge it presents and it suits my personality better. In truth, however,
both predicting and confirming indicators are needed, and they are
equally important. Let me show you why. Suppose that predictive indi-
cators strongly show that the market is ready to start a major uptrend in
prices. As an investor, you can do two things. One is to take a position in
a broad-based index and wait to see if the movement starts. If it does, you
will have bought near the lows. Your second possible action is to wait for
prices to actually start rising and for some event to confirm the trend;
then you would buy into the broad-based index, expecting that the
trend—already confirmed—would continue. Some analysts call this the
“trend is now your friend” approach.

Either way works, as it happens, and I use one or the other, depend-
ing on how I feel about the market and other factors. The choice de-
pends on how close to a pivotal point you are and how reliable you feel
that pivotal point is (explained in an earlier chapter).

Interestingly, even if you use the first method, you will still need
the second category of indicators eventually. Let me explain. Suppose
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the predictive indicators are saying the market is ready for a good long
advance. You purchase a broad-based index based on this expectation,
and the move begins. The predictive indicators, however, do not always
tell you what sectors of the market will be the best performers during the
up move. This is especially true as the move matures. As the move pro-
gresses, it is noted that a certain class of stocks is far outperforming
another class. This type of information comes from the second, trend-
confirming class of indicators. In practice, you take an initial position in
a broad-based index using the predictive indicators, but as the move
unfolds you adjust the investment using trend-type indicators to find
better-performing broad-based sectors.

The studies I did for this book used indicators from the second cat-
egory—indicators that define market price trends. I chose them because
they are much easier to back-test than predictive indicators. Trend-
confirming indicators are usually very exact and mathematical, so it is
easy to define exact points where the trend is either up or down.

The simplest example of a confirming-type indicator is when prices
break through a trendline. But how and where to draw a trendline to do
a study is very subjective. We get around that by using another technical
tool, the moving average, to establish an objective way of drawing trend-
lines. From this point forward, the studies in this chapter all use moving
averages in one way or another.

Market Timing Using Moving Averages

Moving-average trend indicators are part of the second approach to mar-
ket timing—they provide a mathematical technique useful in defining
market trends. To create a moving average, you add up the price of an
index for a specific number of days and divide the sum by the number of
days. We call the result a moving average because it moves in time and
changes with the addition of each new day. A moving average is like a time
window that shows you the latest average price over the time specified.

Here is an example. To create a moving average, consider any time
period—for example, 23 days—and then calculate the average price of a
stock or market index over that period. The average price moves, or
changes, a little every day because the time period (in this example, the
last 23 days) is always changing. You have to recalculate the average
every day. Figure 8.2 shows a 23-day moving average of the S&P 500
over the 18-month period between 1/31/97 and 7/31/98.
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FIGURE 8.2 Example of a moving average. Notice how the moving average
(dotted line) smoothes out price fluctuations and lags behind the most recent
price.
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A moving average has the effect of smoothing out the price fluctua-
tions that occur within the time frame of the average. In our example of
a 23-day moving average, a sharp movement over 2 days will be softened
because you're averaging those 2 days against the other 21 days. Simi-
larly, if you had a 200-day moving average, a sharp movement that oc-
curred over 2 or 3 weeks would be blended away by all the other days in
the average. Moving averages act as filters; they help filter out the price
movements that occur over shorter periods within the overall period
being measured.

After you calculate a moving average, there are a number of ways to
use it to define market trends. The method that many technicians use
and the one I used in these studies is shown in the sidebar. Longer-term
moving averages are sensitive to long-term price trends, and shorter-
term moving averages react to and show short-term price trends.
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Time Cycles in the Market

For many years people have believed that the stock market might oper-
ate according to certain repetitious time cycles. For example, in the
1950s, 1960s, and 1970s, there was widespread belief and talk of the 4"%-
year business and investment cycle. Major market bottoms often oc-
curred about 4" years apart. Figure 8.3 illustrates the popular 47 -year
market cycle, and I think it is obvious from it why belief in the 4]/3—year
cycle became widely accepted.

Repetitious time cycles of other frequencies also seemed to occur,
and analysts made some effort to identify them, too. One of the original
works on the subject was The Profit Magic of Stock Transaction Timing,
by J.M. Hurst. He used a type of mathematics developed by the French
mathematician Fourier. Fourier’s method shows how any curve can
be broken down into the sum of a long series of cycle waves of specific
frequencies.

I never found that this approach worked well or produced a result
that was particularly useful. I decided to approach the question from an-
other angle, using a concept from physics called resonance. I thought of

FIGURE 8.3 Analysts have often talked about a 41/3-year business and stock
market cycle. The evidence for it is readily seen in this chart.
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a way that moving averages might be able to locate natural cycles in the
market, if they existed.

Using Resonance to Find the Time Cycles in the Market

Some physicists have speculated that resonance may have caused the
walls of Jericho to fall. If an object has a natural frequency of vibration,
when you push it back and forth with some force at that same frequency,
you get a very large effect—that is resonance. With resonance, the object
vibrates to an extent way out of proportion to the cause of the vibration.
The frequency of the force must be close to the natural frequency of the
object; if the force vibrates at other frequencies, you get a much smaller
effect. In the story of Jericho, presumably, the sound frequency of the
enemy’s trumpets matched the natural frequency of the walls, causing
them to vibrate wildly and fall apart.

Another example of resonance is found in a tuning fork, which has a
specific vibration frequency. Strike it and you hear a tone. If you play
music near a tuning fork, the tuning fork vibrates not only at its natural
frequency, but also at the different frequencies of the music. However,
by far the biggest vibration in the fork results when the frequency of the
music is exactly equal to the tuning fork’s natural frequency. Other fre-
quencies make it vibrate, but much less so.

Figure 8.4 shows the standard mathematical curve that indicates
when resonance is occurring. The graph displays how much a tuning
fork, for example, vibrates when you apply different frequencies of music
(or notes) to it. The largest movement of the tuning fork occurs when the
frequency of the sound striking the fork equals its natural frequency.
This basic pattern will be important when we get to the results of the
studies.

If the stock market has certain natural frequencies, how do you force
the market to vibrate at different frequencies, to test for resonance as
you would with a tuning fork? You can’t really do that, but you can do
something very similar. You can take the price curve of the S&P 500 for

Resonance is an unusually large vibration of a system produced in
response to an external stimulus of the same frequency (or nearly the
same) as the system’s natural vibration frequency.
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FIGURE 8.4 A system that has resonance produces this type of curve. The
natural frequency of the system is at the peak of the curve.
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the last 70 years and see what happens when you apply different moving
averages to determine which one produced the greatest profit. Trying
every moving average is like trying to force the market to respond to dif-
ferent time frequencies. If there are natural frequencies to the market,
moving averages close to those frequencies would probably be in better
“harmony” with the market’s price movements than moving averages of
different time spans. The right moving average would catch any natural
price movements closer to the bottom and closer to the top than other
moving averages.

The Original Moving-Average Study

The purpose of the first study of moving averages was to answer two
questions:

1. Which moving average was the best at confirming a market
trend?

2. Do stock prices manifest the phenomenon known as resonance?

I did my original study in 1983, repeating it in 1992 and again in
1999. The results haven’t changed since the first study.
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What has changed is the availability of data and the ease of comput-
ing. I did the first study in 1983 right after I purchased one of the origi-
nal IBM PCs. To do it, I needed the daily closing price of the S&P 500
from the earliest data available, plus the monthly dividend and T-bill
rates. At that time none of this information was available on floppy discs,
so I had to input all the data by hand. I got the daily data from Standard
& Poor back to 1928 and it took me two weeks just to enter the data.
Then I had to learn basic programming to write the routines to do the
calculations. The machine was so slow that calculating all the moving av-
erages took a full day. Spreadsheets applications were primitive and far
too slow to be useful. Now, all that has changed and the data are much
easier to obtain.

How was the study done? I set the start date at January 1, 1929, and
assumed that there were 196 accounts with $1 in each. The first account
reflected the result of using the 5-day moving average on the S&P 500
each day for 70 years. The second showed the result of using the 6-
day moving average on the S&P 500 each day for 70 years, and so forth.
The 196th account reflected the result of using the 200-day moving
average.

When a moving average was positive, meaning that the closing price
of the S&P 500 was above the moving average, that account was assumed
to be invested in the S&P 500 (the trend was up). Any dividends declared
while invested would be included and compounded. When the S&P 500
closed below the moving average, the computer sold the S&P 500 in
that account and the funds went into a T-bill account to gather daily in-
terest. As long as the price stayed below the moving average, the account
stayed invested in the T-bill. When the closing price of the S&P 500
again moved above the corresponding moving average, the computer
moved the account back into the S&P 500. I monitored each of the 196
accounts daily, watching how the initial $1 grew over 70 years.

The Results

Before we study how well this mechanical way of using moving averages
performed, we must first establish what the S&P 500 would have pro-
duced without any changes, if one had stayed fully invested. During the
70 years under study, buying and holding the S&P 500, with dividends
reinvested, produced an average return of 10.3% per year. This basic re-
turn is the benchmark against which to compare the performance of the
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various moving averages. The benchmark return of 10.3% is represented
by the horizontal dotted line in Figure 8.5.

On the same chart, I've plotted the average yearly gain of each
moving-average account produced in 70 years. For example, over 70
years, the 5-day moving average produced an average return of 8.8% per
year, the 6-day a return of 8.5%, the 7-day a return of 8.2%, and so forth.
I've plotted each of these results from 5 to 200 days and the other line in
the figure represents the plotting of these moving-average returns. The
5-day is on the far left and the 200-day on the far right.

This chart shows that using shorter-term moving averages produces
alower return than simply buying and holding the S&P 500 average. But
longer-term moving averages seem to do better than buy-and-hold—as
much as 2% better. The basic pattern was what I had hoped. Although
the highest point was at the 134-day moving average, resonance appears

FIGURE 8.5 Moving-average timing versus S&P 500 buy and hold. This chart
shows the back-tested result of using different moving-average timing methods
on the S&P 500 over 70 years (1929 to 1998). The study assumes the free-
exchange privilege and that the exchange was done the day after a signal was
given. The results shown are those of a variation on the normal moving average
in which each moving average was shifted downward by 1.5%.
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FIGURE 8.6 Best moving-average result versus S&P 500. | chose the 130-day
moving average (downshifted 1.5%) and calculated the resulting daily value over
70 years. This graph compares that daily value to the daily value of buying and
holding the S&P 500.
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Since the 70 years included the Great Depression, two long (18-
year) bull markets, and a 16-year trading range, this study presents a
timing method that seems to work well over a long period and through
markets of all types. Some might consider using the 130-day moving av-
erage a panacea: The theoretical results are better than buy and hold and
it allows one to avoid major bear markets. However, it’s not a panacea.
One major problem with using any moving average to determine the
trend is the phenomenon known as the whipsaw.

Factoring in the Whipsaw

For all their uses, moving averages present potentially frustrating and
costly drawbacks. The whipsaw is the major one. A whipsaw occurs when
the price rises above the moving average, signaling a buy into the market,
and then reverses, causing an exchange backout, during which you often
end up selling at a lower price than you just paid. It is important to un-
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A whipsaw is a quick reversal in a moving-average signal. When the
price gets close to the moving average, it can at times move above
and below the moving average many times before it firmly estab-
lishes a trend. These movements produce a false confirmation of the
trend and a false signal to buy or sell. Whipsaws cause you to buy
high and sell low most of the time, and normally two out of three
signals using moving averages produce a negative return. Whipsaws
can be very extreme in volatile markets and can erode gains. As far
as | know, there is no way to avoid them.

derstand that when using moving averages, approximately two-thirds of
all exchanges end with a negative result, and it is probably unavoidable.

Yet these studies also indicate that even with the erosion from whip-
saws, a well-planned trend-following method can work well over many
market cycles. If the moving average is chosen carefully, the advantage
of participating in all the major market advances and being out of all
the major declines outweighs the alternative of buying and holding
over long periods, even when losses from whipsaws are factored in.
Back-testing through all types of markets would appear to confirm this
assertion.

Another fact becomes obvious after studying Figure 8.6: During long
advancing markets, such as the ones from 1949 to 1966 and from 1982
until 2000, almost any trend-following technique underperforms the
simple buy-and-hold strategy. During these periods, the declines are sel-
dom big enough to produce a benefit by trying to time them, and the
whipsaws erode the results. The gain using moving averages occurs pri-
marily in a negative way, by avoiding the major declines. At these times,
trend following adds value by allowing the investor to avoid giving the
gains back during severe declines. We can see how trend following using
moving averages would begin to make sense during an extended trading-
range market, such as the one I think we’ve entered.

You can see all this in Figure 8.6. As just said, the buy-and-hold
strategy does better than moving average strategies during long bull mar-
kets (1949 to 1968 and 1982 to 1999), but the moving average strategy
gains substantially on buy and hold during corrective periods. It seems
that the sum total of the whipsaws—losing during long bull markets but
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gaining during certain declines—adds up to an overall positive result for
a carefully planned trend-following method.

The original study, besides presenting this interesting result, intro-
duces you to the concept of timing using moving averages. It shows the
basic method of testing how they work and how to display and compare
the results. This prepares you for the new study, which focused not on
the whole 70 years, but on the last major trading range—the 16.5-year
period from 1966 to 1982. What moving-average strategies would have
worked the best through just that period?

THE NEW MOVING-AVERAGE STUDY

In the original 70-year study, the 130-day moving average performed
best. This 70-year period was actually composed of four separate market
periods: the Great Depression, the 20-year post-WWII bull market, a
long 16-year sideways period (1966 to 1982), and the latest 18-year bull
market. Through all these types of markets, the 130-day moving average
did very well.

Price declines during bear markets were big enough and long enough
for the 130-day moving average to fit within the movements, causing
selling close enough to the top and buying close enough to the bottom to
gain on the market. Nevertheless, the important point to note is that the
130-day moving average was not optimized for any particular type of
market, it just did the best over the whole period. Therefore, we don’t
know if the 130-day moving average would be the best one to use if we
thought the market was about to enter a long trading range period.

The 1966 to 1982 Period

Figure 8.7 shows the S&P 500 from 1950 through 1982, with the period
from 1966 to 1982 highlighted. Between the years 1966 and 1982, the
market moved back and forth in a broad trading range (although the
S&P 500 doesn’t show it as clearly as the Dow does, the consensus is that
the postwar bull market ended in 1966 when the Dow hit 1,000). T be-
lieve we are entering a similar trading range period but with a much
smaller time frame, from 5 to 7 years. This previous period, however,
might provide a good testing ground for moving-average strategies that
might work the best through a trading range period.
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The problem is that you know where the tops and bottoms of a range
are only after the range has existed for a while. What if, by careful math-
ematical selection, it were possible to find the approximate tops and bot-
toms in past trading-range stock markets? A strategy might then be set
up in anticipation of a similar type of movement. I reasoned that the best
chance of finding these past extremes might be a technical tool called
Bollinger bands.

Bollinger Bands

The best way to explain Bollinger bands is to show them to you. You can
define a set of Bollinger bands for every moving average. Figure 8.8
shows a set of Bollinger bands for a moving average of 132 days (why I
chose 132 days will become evident later). The moving average is the
center line, with Bollinger bands above and below. Each band is equidis-
tant from the moving average. Notice that at times the two bands move
closer to each other and at other times they separate. How are these
bands determined and why does this happen?

Sometimes the stock market becomes very active and prices move
around a lot. At other times, prices can become tame and move slowly.
This is volatility. We measure volatility according to standard deviation,
a mathematical measure of how far above or below a moving average
prices move. Bollinger bands are calculated using this standard devia-
tion. When volatility is high, the top and bottom bands separate, giving
the market more room to fluctuate. When volatility is low, the bands
come together, allowing for less price change. Bollinger bands are good
candidates for a mathematical cutoff to define the tops and bottoms of
price ranges. Bollinger bands aren’t fixed; they allow the top and bottom
of a range to adjust as stock market conditions change.

At John Bollinger’s Web site (www.bollingerbands.com), his example
of Bollinger bands uses two standard deviations as the separation be-

Bollinger bands are a mathematical technique developed by market
technician John Bollinger that uses market volatility (standard devia-
tion) to produce two bands, or lines, that bracket a price movement.
Each moving average has its own set of bands.



http://www.bollingerbands.com
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I hypothesized that the feedback-loop components in the model for
stock prices would cause certain size-price movements to repeat just
enough so that a particular Bollinger band would catch the tops and bot-
toms of the move better than others. The new study would establish two

things:

1. Which moving average did the best between 1966 and 1982 (like
the original study)

2. Which Bollinger band method of defining market tops and bot-
toms did the best from 1966 to 1982

It must be understood that the two strategies being tested are dis-
tinct and different. The first question would be answered by doing a
study like the original. The second question, testing the various Bollinger
bands to try to catch tops and bottoms, required a little more thought.

One of the limitations of using Bollinger bands as I intended to do is
that if prices reach the top of the band and I sell the S&P 500, there is
no obvious strategy for when to buy again. Do I wait until I get to the
bottom band before I buy back in? That wasn’t feasible; prices quite
often didn’t return to the bottom band for some time. Sell-offs after
reaching the top band were often mild and wouldn’t decline enough to
reach the bottom band.

The Bollinger Band Strategy

The new study was set up to test every moving average between 5-day
periods and 200-day periods, just like the original study. Each moving
average would start with $1, and the study would keep track of the value
of that dollar every day. Each moving average would be tested as it was
in the original study, but I added this nuance from the Bollinger band
concept: When a price reached the top Bollinger band for a given mov-
ing average, the computer would sell some of the money and put it in a
T-bill account; the other money would be carried forward following the
normal moving-average method.

The money that was sold out when the top band was penetrated
would sit in a T-bill account until the price went below the moving aver-
age; then the remaining money would also go into the T-bill account as
the normal moving-average strategy demands. At that point, 100% of
the money would be in the T-bill account. If prices moved back up above
the moving average, 100% of the money would be moved back into the
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S&P 500—in other words, all the money would now move according to
the moving-average strategy.

What would happen if prices were to go way down and penetrate the
lower Bollinger band? The computer would take some of the money out
of the T-bill account and buy the S&P 500 on the assumption that prices
may have reached the bottom of a trading range and it might be a good
time to buy. The situation would stay this way (some money invested and
some still in T-bills) until prices again move above the moving average.
At that point, the other money would go into the S&P 500, following the
normal moving-average procedure. If prices go under the moving aver-
age again, all 100% would come out of the S&P 500 and go back into
T-bills as usual.

Summarizing the Trading Range Study

In this study, I tracked two pools of money over the 16.5 years. One pool,
Strategy 1, followed the moving-average strategy. The other, Strategy 2,
followed the moving-average strategy except at certain moments, when
Bollinger bands were penetrated, and then it followed its own signals.
Preliminary studies of many combinations indicated that a good mix oc-
curred when the Strategy 1 pool contained 60% of the assets and Strat-
egy 2 contained 40%.

Strategy 1

Test every moving average between 5 and 200 days, including 8 vertical
shifting variations up and down per moving average. 1 tested 1,755 moving
averages. For each moving average, the strategy was to buy the S&P 500 at
the close when the S&P 500 closed above the moving average, and to sell
the S&P 500 at the close when the S&P 500 closed below the moving aver-
age, with the funds going into a T-bill account, as in the original study.

Strategy 2

Test Bollinger bands that are twice the standard deviation away from
their moving average. 1 tested 1,755 Bollinger bands, one set for each of
the moving averages. In Strategy 2, when the S&P 500 went above the
top Bollinger band, the S&P 500 was sold and the money put into a T-bill
account. It stayed there until prices either went below and then above
the moving average or until the lower Bollinger band was penetrated. At
these times, the money was again invested in the S&P 500. In Strategy 2,
when the S&P 500 went below the lower Bollinger band, the S&P 500
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that almost any market-timing method works better than buy and hold
through long trading range markets.

In the earlier study, I tested a number of variations on moving aver-
ages by adjusting the moving average line up and down, searching for a
relationship that would improve the moving-average returns. The curve
in Figure 8.9 plots one of the variations that produced a good result. This
variation resulted from shifting all the moving averages upward by 1%.
In other words, I calculated the moving average and then multiplied it by
1.01, which raised the moving average on the price axis. It had the effect
of generating sell signals earlier and buy signals later.

I decided to focus on two moving averages from this study, the 72-
day moving average and the 132-day moving average. It is important to
note that moving averages around 130 days worked well in almost all
studies of various market periods. They worked the best for the entire
70-year study and for the 16.5-year sideways market. The difference was
only in the shift: In 70 years, the 130-day moving average shifted down-
ward 1.5%, and in the sideways period, the shift was upward by 1%.

The Results

I have always found it easier to visualize how these strategies performed
by looking at the day-to-day result of each moving average. Figure 8.10
shows the day-by-day result of the 132-day moving-average strategy
(60% Strategy 1 and 40% Strategy 2), and Figure 8.11 shows the 72-day
results (also 60% Strategy 1 and 40% Strategy 2), both plotted against the
S&P 500 buy and hold.

It’s easy to see from these figures how the strategies work. The mov-
ing averages and their Bollinger bands provided a good time measure to
catch the major upward moves early while sidestepping most of the de-
clines and allowing the Bollinger bands to catch the extremes of the
movements.

Because both moving averages (132-day and 72-day) gave consistent
returns and each gave a better than 10% average annual return for the
16.5-year period, I decided that a combined strategy using both moving
averages would probably perform the best. An average of the two would
produce about the same total return as either one alone, but the path to
get there would be smoother for the same reason we diversify in portfo-
lio theory (i.e., when one investment zigs, the other zags). The total re-
turn for combining the 72-day and the 132-day moving averages 50 : 50
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FIGURE 8.10 Plotting the day-by-day value of the 132-day result (moving
average and Bollinger band) versus the daily S&P 500 buy and hold.
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FIGURE 8.11 Plotting the day-by-day value of the 72-day result (moving
average and Bollinger band) versus the daily S&P 500 buy and hold.
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TABLE 8.1 Yearly results of the combined 72- and 132-day moving-average
strategies from 1966 to 1982

Year S&P 500 Combined 72 and 132
1966 -10.1% -0.1%
1967 23.9% 19.3%
1968 15.5% 13.7%
1969 -9.2% 4.6%
1970 2.2% 18.0%
1971 15.4% 17.8%
1972 19.4% 7.3%
1973 -14.8% 1.6%
1974 -26.7% -4.5%
1975 34.1% 21.0%
1976 22.9% 14.8%
1977 -7.2% 0.8%
1978 6.6% 12.6%

was 10.3% per year from 1966 to July 1982. Table 8.1 shows the com-
bined yearly results.

MOVING AVERAGES AND FEEDBACK LOOPS

Recall from Chapter 1 the stock market model that says the price of
stocks equals a fair value modified and stretched by the action of three
feedback loops. These loops are generated by the emotional reaction of
investors focusing on three separate time frames. The conclusions from
these moving-average studies seem to show that these feedback loops,
once started, tend to continue for specified periods. In other words, the
economic factors (fair value) can change as the economy changes, but
the one constant—the human being and his or her reaction to events—
is nearly the same through all eras. These reactions create the recurring
cycles that moving averages measure.

The moving averages that did the best in the study seem to be the
ones that fit or harmonized with how groups of investors react and cre-
ate market movements as feedback loops. As stated before, these feed-
back loops can run for a maximum of about 13 weeks down or about 26
weeks up. The 132-day and 72-day moving averages fit in the time scale
we would expect of feedback loop movements.
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Will this change over time? After all, there were only 400 mutual
funds in the mid-1970s, and now there are over 10,000; the market
seems more complex than it used to be. Today the Internet allows peo-
ple to trade on a daily basis for a small commission. It would seem that
the relative number of investors in the three time realms—short-term,
intermediate-term, and long-term—is not a constant but is changing,
maybe significantly. Won’t this modify the size of the various feedback-
loop movements and their relationships, disturbing the ways these time
realms interacted in the past? I believe it will have an effect, but it is dif-
ficult to anticipate exactly what that effect will be.

The increase in day trading should modify the short-term feedback
loops; perhaps that will set into motion more intermediate-term moves.
The definite increase in short-term price volatility reflects the larger
number of traders who trade for short periods. (In other words, the
short-term feedback loop has been magnified.) My hope is that the 72-
day and 132-day moving averages are long enough to smooth away some
of these changes and will still work.

USING STANDARD TECHNICAL ANALYSIS

There will be other ways to try to invest through a period like the one I'm
expecting. Besides using the strategies presented in this chapter, stan-
dard technical and fundamental analysis and the lessons we learned dur-
ing the 1970s and 1980s will be very important. Much of this information
is summarized in the indicators and ideas presented in Chapters 4 and 5.
These ideas cannot be back-tested as thoroughly as the methods shown
in this chapter, but the good track records of some market technicians
who actually navigated the stock market of the 1970s show the potential
of this knowledge.

My principle of time invariance says that if an idea is useful for lo-
cating an intermediate-term top or bottom, the same principle is useful
for locating short-term tops and bottoms. The only difference is that the
time scale of measurement should be reduced to reflect the different
time domain of interest. It will be important to remember this during the
upcoming period.

Of the various technical tools available, I cannot overemphasize how
important market sentiment will be at locating the intermediate tops and
bottoms that will make up the trading ranges of this period. The long,
successful records of investment recommendations by Robert Farrell,
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Martin Zweig, Bob Schaeffer, and Joseph Granville are attributable to a
great degree on their use of contrary opinion indicators.

Although I believe the near future will essentially be a trading range
period for the overall stock market, certain groups of stocks will outper-
form others. A trading range market will apply for most stocks, but a bull
market—albeit a slow-moving and undramatic one—will be in force for
a number of other stocks and for select groupings. The task is to identify
these stealth bull markets, as 1 like to call them. Only after looking back
over 2- or 3-years will we be able to separate the trading range groups
from those that have been slowly advancing over the period. These par-
ticular segments will appear to be in a trading range, but in reality they
will be trading ranges with a distinct upward bias that will become clear
only after a number of years.

For example, there will be a time to buy technology stocks again. In
early 2000, I wrote the following.

I believe that before this trading range correction is over, a complete
reversal in the extreme speculation that occurred in the technology
sector must occur. I think that someday we will hear a chorus arise say-
ing, “How could we have seen so much potential and have been so
wrong?” When I hear that chorus, it will be one important sign that the
end of the correction is near and a new investment cycle in technology

is ready to begin.

That prediction is coming true very nicely. Technology stocks will
again rise out of the ashes—when the investment community believes
there is no longer much of a future in technology.

The change will not be dramatic but will slowly emerge. Prices will
begin a gradual but constant rise, causing little commotion or attention.
We are rapidly approaching that point, and it happened a lot faster than I
had projected when prices were at their peak. I had expected that it would
take about 4 years to squeeze the speculative excesses out of the technol-
ogy sector. The market is indicating that it will happen faster than that.

THE RISE OF HEDGE FUNDS

Hedge funds are a very misunderstood investment form. This is unfor-
tunate because hedge funds will offer investors a new way to make
money during a trading range market. It will take a lot of re-education to
overcome the misconceptions.
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Why Mutual Funds Might Not Do as Well

I remember at the end of 1982 that the 10-year performance numbers of
mutual funds were dismal. At least half of the funds posted negative re-
turns during the decade, which meant that most mutual fund investors
who had held funds for 10 years made little if any money. Sixteen years
later, by 1998, over half the mutual funds were reporting 10-year per-
formance numbers exceeding 20% per year—accounts increasing more
than four and five times in value.

Had the mutual fund money managers become that much better at
picking stocks over the 16 years between 1972 and 1998? Of course not.
This situation simply reflects what we discussed in Chapter 2, that any
large, diversified group of stocks will behave much like the market. The
negative 10-year fund numbers between 1972 and 1982 simply reflect
the fact that the stock market, as measured by broad stock indices, was
in a trading range. The high returns from 1988 to 1998 were simply a re-
flection of skyrocketing stock prices. This means that most of the return
from stock mutual funds doesn’t originate from the skill of the money
manager but from the natural return from stocks over the period in ques-
tion. If we are entering another trading range market, mutual funds as a
class will very likely give correspondingly bad results, just as they did be-
tween 1972 and 1982.

Mutual funds invest according to the mandate of their prospectus—
the legal document that describes their investment goals, the type of in-
vestments they can use, and a little about their strategy. Most funds
cannot sell short the market to any great degree and, in fact, SEC law
puts a restrictive upper limit on this practice. Mutual funds are primar-
ily a bull market investment vehicle. They also have certain turnover
limits. Mutual fund money managers aren’t supposed to become short-
or intermediate-term traders or to hold high cash positions if they are
nervous about stock prices. History has shown that mutual fund man-
agers increase cash in bear markets, but few increase it to a high level.
The mutual fund cash position has never exceeded 15% for mutual funds
as a group, even during the worst 2-year bear market of the last 40 years.
Mutual funds are not designed to trade a trading range market.

As I explained in Chapter 5, it fits within my understanding of con-
trary opinion to have the general return from mutual funds fall off
sharply in the coming years. After all, the last 10 years have witnessed the
largest explosion in mutual fund assets in our history. The influx of in-
vestor money has been enormous. In a sense, contrary opinion says that
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when this carries to such an extreme, investors will get the opposite of what
they expected; if so, investors are going to be disappointed in their returns,
and this flow of money into mutual funds will soon reverse, as investors
start looking for other ways to earn money. A flat U.S. market will proba-
bly also bring about flatter world stock prices. There will be bull markets
in some countries, but if the U.S. stock market enters a trading range,
other countries’ stock markets probably will, too. Investors throughout the
world will be facing the same or similar problems. To overcome this, I be-
lieve investors will start turning their attention to hedge funds.

Hedge Funds

Hedge funds are grossly misunderstood. Most people think hedge funds
are risky, yet hedge funds often use strategies that are less risky than
most mutual funds. One of the problems here originates in language, and
it is the same problem as with the term mutual funds. Someone might
say that mutual funds are risky but a government-guaranteed, T-bill,
money market fund is a mutual fund. We classify both this T-bill money
market fund and a high-risk Internet fund as mutual funds, but their risk
levels are completely different as mutual funds. The common factor is
not the risk of the investment, it is that they follow the same laws and
rules required of a mutual fund.

The same is true of hedge funds. Many hedge funds are as different
from one another as night and day, but they are similar in one respect:
They must follow certain common legal and administrative rules de-
manded of hedge funds by the SEC.

Since a hedge fund can execute investment strategies that are re-
stricted for mutual funds, the SEC wants to make sure that a hedge fund
doesn’t become a mutual fund in disguise. Therefore, unlike mutual
funds, which have no shareholder limits, U.S. hedge funds are limited
regarding the number of investors to a maximum of either 99 or 499, de-
pending on a number of criteria. Furthermore, not everyone can invest
in hedge funds even if they want to. Each investor must be accredited,
which means that each investor has either a specific high net worth or an-
nual income.

The rules also prevent hedge funds from advertising. It’s as if the
government is saying, “You can exist outside the normal mutual fund reg-
ulatory arena and do your nonstandard investment strategies, but only
under strict conditions.” Another feature of hedge funds, not allowed
with mutual funds, is that the money manager can participate in the
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earnings of the fund. In other words, the hedge fund manager’s earnings
can include a certain percentage of the gain in the fund. This is strictly
prohibited in mutual funds.

A hedge fund is an investment vehicle that commingles investors’
money in one fund, follows the SEC requirements for hedge funds, and
uses a variety of investment strategies and investment types. In my opin-
ion, unlike a mutual fund, a hedge fund’s investment return depends
much more on the skill of the manager and not so much on the natural
return for stocks, bonds, and so forth. This is exactly what is required in
a trading range market.

Expected Rising Popularity of Hedge Funds

I believe the next 5 years will see a large increase in interest in and pop-
ularity of hedge funds. I make this prediction based on the following.

¢ The number of accredited investors has exploded. The stock mar-
ket advance has thrown more and more people over the $1 million
mark for net worth. Ten years ago, only about 0.3% of the popu-
lation was accredited; now this percentage is well over 1%.

* The low return from mutual funds during a trading range market
will spur investors to start looking around for alternatives. This will
induce a learning cycle to understand more about these alterna-
tive methods of investing. Hedge funds are often called alterna-
tive investments.

e If the stock market experiences the decline in volatility I'm ex-
pecting (as outlined in Chapter 7), there will be an interest in
other markets with greater volatility and the potential to produce
stronger investment returns. Currencies, gold and silver, oil, and
other investments will be considered. Some of these other mar-
kets are best tapped through some type of hedge fund, not
through a mutual fund.

If these observations are correct, it will be important for investors to
learn a lot more about this expanding investment area.

Hedge Fund Investment Strategies

The expansion in financial products (futures and options in world stock
and bond indices and currencies) has increased the variety of ways a



196 TRADING RANGE INVESTMENT STATEGIES

money manager can try to profit from investments besides stocks and
bonds. These new strategies are really just the application of some old
and familiar concepts applied to these new financial products: short sell-
ing, hedging, arbitrage, and leveraging. A new addition is the use of de-
rivatives (futures and options) in place of the actual investment. From
these strategies come a number of methods that try to make money over
and above the simple action of buying a portfolio of stocks or bonds.
These strategies require a lot more investment skill and expertise.

Several companies evaluate the performance of hedge funds. They
categorize hedge funds into types, much as mutual funds are catego-
rized by the type of stocks or bonds they invest in. However, since hedge
funds are primarily distinguished by an investment method and not by an
asset class, the categories are usually types of investment strategies. For
this book I have used the classification of Van Hedge Fund Advisors In-
ternational, Inc. Following are the 14 strategy classifications that are
commonly used to categorize hedge funds.

Aggressive growth
Distressed securities
Emerging markets

Fund of funds

Income

Macro

Market neutral—arbitrage
Market neutral—securities hedging
Market timing
Opportunistic

. Several strategies

. Short selling

. Special situations

. Value

© XUtk W

b e e
A~ WM =D

I have chosen five of these strategies that might be particularly likely
to do well during a trading range market (Figure 8.12).

1. Fund of Funds. Managers invest in a group of single-manager hedge
funds or manage accounts that use a variety of invest-ing strategies, cre-
ating a diversified investment vehicle for their investors.
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AN OPTION STRATEGY FOR TRADING RANGE MARKETS

Options on indexes such as the S&P 500 or the Dow Jones industrials are
one of the new derivative investments mentioned in Chapter 5 in the dis-
cussion of the theory of contrary opinion. I called options bets on
whether the stock market was going up or down. Buying a put is a bet
that prices will fall, and buying a call is a bet that prices will rise. Of
course, puts and calls are not really bets; they actually represent some-
thing real and tangible.

An index option is a contract between two people that exists for a
spe%:ific period (the expiration date). A call option is a contract that al-
lows the owner (buyer) of that option to purchase the index at that set
price (called the strike price) for that entire period. If a buyer uses that
contract to purchase the index, it is said that he or she exercised the op-
tion. The seller of that contract must be willing to sell that index to that
buyer at the fixed price for the life of the contract. Settlements are in
cash.

There are many options on an index, defined by expiration date and
strike price. For an option in which the strike price is higher than the
value of the index at that moment, the option’s actual value (called its in-
trinsic value) is zero. This should be clear because who would want to
pay more for something than it is worth? Even if an option has no intrin-
sic value, it will always have a time premium value. The time premium
value is the price given the option by speculators who are willing to buy
it now, hoping the stock or index might rise above the strike price,
thereby giving the option a true value. If it doesn’t, the option price (the
time premium) slowly sinks to zero on expiration, and the buyer loses
everything.

Let’s look at a real example. On July 13, 2001, the S&P 500 index
closed at 1,215.64. The call option to buy the S&P 500 at a strike price of
1,300 for the next 5 months was priced at 34 S&P points. Who would
want to exercise this option, paying 1,300 for the S&P 500 when they
could buy it for 1,215 No one would. We can see, therefore, that the in-
trinsic value of this option was zero. So why did it cost anything—much
less 34 points—to buy this option? Because there was time left on the op-
tion contract, it had potential value. There was a chance that the S&P
500 would start an upward move that carried it above 1,300, at which
point it would start having a real value. If the S&P 500 rose further, to a
price of 1,334, the option would have an intrinsic value of 34—exactly
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what it cost on July 13. If the S&P 500 continued to go up, the op-
tion would continue to gain in value. If the S&P 500 got to 1,368, the
option would be worth 64, at which point the option’s original buyer
would have doubled his or her investment.

That’s partly why I called options bets. The buyer of an option whose
index price is below the strike price is betting that over time the market
will go up, eventually making the option worth something before expira-
tion. The further one is from the strike price, the longer the odds. On the
other hand, if the market rises, but much less than expected, the option
will eventually go to zero as expiration nears. For example, the S&P 500
might rise from 1,215 to exactly 1,300, a gain of 7%. If it then falls back,
that option will end up worthless.

On the other side of the contract, the seller of the call option that has
a time premium is getting money from the sale, with the idea that he or
she is selling something that has a long way to go before it actually will
have a value. The seller does this under the assumption that the index
would never go much above the strike price over the life of the option,
or if it did, it would at least fall back and have no value on expiration.

Now let’s look at a put option. The buyer of a put option has pur-
chased the right to sell the S&P 500 at a fixed price until expiration. The
seller of the put must buy it from him at that price until expiration. Let’s
look at July 13, 2001 again. On that date, the put option to sell the S&P
500 at a price of 1,100 for the next 5 months costs 24 S&P 500 points.
The put option, like the call option in our previous example, has no in-
trinsic value, only time value. There was a chance, however, that the
S&P 500 could start a large decline that carried it below 1,100, at which
time the put would start having a real value. If the S&P 500 declined fur-
ther, to a price of 1,076, the option would now have an intrinsic value of
24, just what it cost on July 13. If the S&P 500 continued to decline, the
option would continue to gain in value.

A combination write is a well-known option strategy that is designed
specifically for a trading range market. A combination write is the simul-
taneous selling of a put and a call with the same expiration date at two
different strike prices (Figure 8.13). The seller gets the money from the
buyer of these obligations. Suppose you expected that the S&P 500
would never get above 1,300 or below 1,100 over the next 5 months; you
think the market will simply trade between these two extremes, going
back and forth in a sawtooth pattern. As long as the S&P 500 index stays
below 1,300 and above 1,100, the two options are guaranteed to expire
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FIGURE 8.13 A combination write is an option strategy to use if you are
expecting prices to remain in a trading range. Ideally, the put and the call should
be sold when traders are putting unusually high time premiums into the options.
This usually occurs when the VIX index (volatility index) is at a maximum. The
assumption is that this volatility will calm down over succeeding months, and
meanwhile one would have received a high price for selling the two options. As
long as prices stayed within strike prices, the obligation assumed by selling the
options would expire worthless.

A Combination Write

T Call Premium

Call Stike Price
A

A

Put Strike Price

Put Premium

worthless. You pocket the money and let the situation go to zero. It’s ob-
vious why this is an option strategy designed for a trading range market.

Combination writes do pose risks, however. If the market breaks
above or below either strike price and continues past what the seller
pocketed, the speculator has taken a position that can lead to increasing
losses. No one should establish a combination write without first deter-
mining a well-established stop-loss point. In other words, before the
combination write is established, clear exit prices should be established
at which the combination writer buys back the options and gets out from
underneath the obligation at a pre-established loss. Barring such an exit
strategy, if prices move above or below these strike prices and continue
on that course, the buyer of a combination write could start losing on the
investment, perhaps in a very big way.
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A FUND OF FUNDS FOR A TRADING RANGE MARKET

It would seem that if you were expecting a trading range stock market, a
fund of funds could be designed with a diversified set of hedge fund
strategies that do particularly well during this type of market. The trading
range strategies should be those that produce investment results in trad-
ing range markets, for example, the fund could be composed of these five
hedge fund strategies.

1. Market neutral—securities hedging
2. Special situations

3. Market timing:

* Trend following

® Price transition indicators
Opportunistic

. Option strategies

S

One of the advantages (or risks) of assuming that a trading range market
exists is that one can set aside certain strategies that wouldn’t work well
during a sideways market. One of the reasons the investment results of a
fund of funds don’t always do so well is that the funds include every type
of hedge fund strategy there is, and some of these are contradictory (i.e.,
they work against each other).

There is always risk. By focusing on strategies for a trading range
market, if we do have a trading range market, a hedge fund should do
very well indeed. In truth, however, we have shifted the risk to the ac-
curacy of our prediction of a trading range market. If it doesn’t material-
ize, the fund will not do as well as other funds. For example, if the great
bull market starts up again and continues on an unrelenting advance for
another six years, this strategy will probably not work as well as others.
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