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Preface

There are many theories on how to make money in the stock mar-
ket. Some sound simple—they would have you rely on a couple of
simple ratios. Some are extremely complex compilations of theories
called models, formulated by economists, which most of us have
trouble understanding. How do you, the average investor, determine
a profitable investment strategy, especially at this critical moment
when the stock market is at record levels? You need something
understandable and usable, something that doesn’t require a mas-
ter’s degree in economics.

In this book, I present a new stock market model, one that
holds that the stock market is usually random and unpredictable,
except at certain moments, when it becomes very predictable and
represents moments of opportunity. I think we are at one of those
predictable periods right now, and A Strategic Guide to the Coming
Roller-Coaster Market presents the evidence for this assertion.

Basically, I believe that the post-inflation bull market, which
started around Dow 800 in 1982 and has now lasted 18 years, is
starting to make a major top as America begins the millennium.
What will happen next? I do not believe that the market will crash,
as many fear, but that it will enter into a rolling sideways movement
lasting about 4 years, encompassing a number of severe declines.
During this period, investors will become disenchanted with the
buy-and-hold strategy that has worked so well for the last 18 years
and will again turn to market timing in their continuing efforts to
produce income and growth, much as they did in the 1970s.

I have been compiling the information in this book since 1971
from the realms of mathematics, physics, technical analysis, finance,
and chaos theories. In A Strategic Guide to the Coming Roller-
Coaster Market, you will explore what I have learned about market
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Introduction

Locating Important Information by
Discarding Irrelevant Data

Stock market investing, or speculation, is one of the most exciting
activities you can undertake. The word speculation comes from the
Latin work speculare which means “to look.” The problem is that
there are simply too many things “to look” at. Stacked top to bot-
tom, one page at a time, there is probably over 20 feet of data pro-
duced by Wall Street on any given trading day. So, it’s not lack of
data that’s the problem—it’s the sheer volume of data and not
knowing exactly what is important and what isn’t. Without realizing
that over 99% of the data on Wall Street is immaterial to the invest-
ment decision, most people simply get lost in the confusion of “too
much information.”

Most investors will tell you that to make timely, correct invest-
ment decisions, you must pour over this mountain of data and know
many facts. I have found the opposite is true. You achieve insight by
simplifying your thinking, by focusing only on a few important
points and never deviating from those points. You do this by contin-
ually discarding the mountain of unnecessary information to find
the few important concepts. You locate the golden needles in a hay-
stack not by looking for the needles but by carefully throwing away
the hay, allowing the needles to slowly appear.

Early in my studies, I came across an investor who used over
100 indicators to analyze the stock market. At first, I envied his
superior knowledge, but eventually I came to feel sorry for him. He
was always confused. I finally figured out that he had simply too
much information. At any given time, only one or two points were
vital, and the rest just served to divert his attention into unimportant
and contradictory data. He had never learned that the secret to a
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X Introduction

clear and accurate picture of the market was finding the few truly
important pieces of information and discarding everything else.

This point cannot be underestimated. There are countless
books written on technical analysis. The majority of market techni-
cians have read them all; yet, history usually finds them holding
wrong opinions at critical market junctures. Why does this happen?
The problem isn’t with the information in these books—the basic
data and theories are correct. The problem is that these books often
omit the practical instruction on how to apply the information in
real time. For example, two important indicators are pointing to
opposite scenarios for the market. How do you determine which one
to choose?

Stock market books seldom address this question. Yet it is key
to the whole activity. Il tell you the answer: To achieve understand-
ing, you must first rank the data by relative importance and then
learn how to fit the rankings together to see the correct stock market
story. Yes, stock markets do tell stories through their price action.
The art is learning how to use the available statistical information 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 determine the complete picture.

This evaluation of the relative importance of data is extremely
important. I cannot overemphasize its importance. Without cor-
rectly evaluated information, you can’t think correctly about a sub-
ject. Sometimes, because of publicity, it is very difficult to evaluate a
fact; the data has been made to appear more important—or less
important—than it really is. This distortion can make it difficult to
reach correct conclusions.

Here are two examples. The first concerns the current popular
idea about the baby boomer investors; the second concerns the ques-
tion of whether stock prices are controlled by an invisible set of
insiders.

The Baby Boomer Example

Suppose because of interest rates and current price/earnings ratios
you decide that stock prices are too high and are ready to decline.
You sell many of your stocks. Then you read a compelling article






xi1 Introduction

The chart shows the approximate number of people turning 45
plotted against an inflation-adjusted stock market. The way the
stock market seems to follow the population curve is uncanny. It
often leads people to these conclusions:

® The baby boomer wave is huge.

e There is a strong correlation between market movements and
the number of people turning 45.

e The stock market will continue to rise until the year 2007.

Charts like this one have a strong visual impact and have cre-
ated unswerving conviction about the power of the baby boomer
wave.

Notice that with the baby boomer idea there is no consider-
ation that maybe the stock market is already too high. The theory is
simply that prices will continue to rise due to the influx of huge
amounts of investment dollars. It is both the plausibility of the idea
and the strong correlation between the two curves that gives the
baby boomer idea its wide acceptance and apparent importance.

Let’s think about what this chart plots, because I believe that
it plots the wrong item. I think that to be more accurate it should
plot the percentage of the population turning 45, not the actual
number. Certainly, 1 million people turning 45 when the popula-
tion is 300 million is less important than 1 million when the popu-
lation is 100 million. As the population gets larger, it takes more
people to produce the same economic impact. Figure 1.2 shows the
percent of the population turning 45 against this same inflation-
adjusted S&P 500.

This chart shows an entirely different picture:

e The baby boomer wave is not really as large as is commonly
thought.

¢ The wave might be peaking right now.

¢ The baby boomer wave exists—but it’s much smaller and less
important than many people think.

Therefore, I believe that the idea of the stock market constantly

advancing because of the baby boomers is far overrated. If the mar-
ket is too high and facing real economic problems, it can and will
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Do Insiders Control the Market?

One of the most persuasive of the old ideas that still exist today is
the theory that stock prices are controlled and manipulated by a
large and powerful group of insiders. Over the years, I’ve investi-
gated this idea in its many guises—from corporate insiders, to
mutual fund money managers, to the stock exchange specialists—
and I have always found it to be false.

My first contact with this idea was back in 1971 when the pop-
ular idea was that the specialists on the floor of the exchange control
stock prices. All orders to buy and sell are processed through a spe-
cialist, who matches and executes all incoming buy and sell orders
for a stock. The specialist also has the famous “black book.” This
book contains all the orders that clients who are away from the mar-
ket have entered with him—orders to buy or sell if the stock hits a
certain price in the future. With this data, the specialist knows at
what price heavy demand and heavy supply will occur.

The specialist is also charged with buying and selling for his own
account to help keep supply and demand in balance. Because “special-
ists trading for their own accounts” can amount to approximately
20% of the daily trading volume, this is significant. These two facts led
to the belief that specialists control stock prices to their advantage. At
one time, a specialist short-selling indicator seemed to prove this con-
tention. However, by 1974, after a careful analysis of specialist data, I
was able to prove to myself that this is not the case. The specialist indi-
cator didn’t measuring what technicians thought it did. At that time, I
became convinced that floor specialists do not control price move-
ments over the intermediate or long term. The same conclusion was
true of all other forms of possible insider data that I studied.

It was once true that markets were manipulated and conspira-
cies were possible, but this is no longer true. Furthermore, holding
to the viewpoint that prices are controlled and manipulated by insid-
ers is destructive to correct market thinking. Why? It is destructive
because it puts the cause of stock price movements, and therefore
your ability to predict these movements, outside your perimeter of
knowledge. When you discover, by careful analysis, that prices are
not manipulated, you are somewhat free; you are finally in a posi-
tion to figure out what is really happening in the stock market.
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returned Vanderbilt’s money, and he abandoned his efforts to
buy the Erie. A while later, Drew, having again shorted Erie
stock, was caught in one of his own traps. Jay Gould, Drew’s
former sidekick, wiped him out by manipulating the price
higher, thereby forcing Drew to buy back at astronomically
high prices.

This colorful era is long gone now, and the use of inside
information and the release of misleading data to manipulate
stock prices are now illegal. There is no longer a powerful
“they” who can control stock prices. We don’t know how
investors survived in an environment like that, but somehow
they did, long enough to bring about the reforms that created
the fairer markets we enjoy today.

The Coming Roller-Coaster Market

In my opinion, this 18-year bull market is showing all the classic
signs of a major market top. The signs of this market top are

e Extreme overspeculation, reflected in both the Internet craze
and the high price/earnings ratios of the S&P 500

¢ High levels of bullish sentiment comparable to previous major
tops in some indicators

¢ The internal market divergences that normally occur at market
tops
A Strategic Guide to the Coming Roller-Coaster Market pre-
sents the theories behind each of these signs. Many technicians see
these signs but are in a quandary about why the market hasn’t
already declined by now, and they see this failure to decline as evi-
dence that these signs no longer work. However, this just shows a
lack of understanding about how all these tools come together. The
topping process, once started, can take years to play out, and it can
be very confusing in the process. During these times, I’'m reminded
of the statement, “Market tops are as obscure while they’re occur-
ring as they are obvious after they have occurred.”
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behaves in a similar way to the real system you are studying. An
effective model of the stock market would act parallel to the actual
stock market and help you understand how it behaves.

Definition

model is a mental construct or physical system that parallels, or
behaves like, the real system you are interested in. Studying the
model can give insight and understanding to how the real system
works.

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 was completely efficient. An efficient market
model says that the current price reflects everything that is known
about a company and that large investors know and react to any fresh
economic news instantaneously, adjusting the price immediately. Any
price deviation brought about by irrational investor reaction is
quickly neutralized by the rationally informed. One conclusion from
the standard model is that stock prices are essentially random and
unpredictable, and therefore, you can’t “beat” the market. Burton G.
Malkiel popularized this standard investment model in a book written
a number of years ago called A Random Walk Down Wall Street.

Understanding What’s Wrong with the Old Model

People who made their living trading the market on a daily basis
often disagreed with traditional academic models. Although their
experiences differed from the ideas in these models, they found it
difficult to describe those experiences to the academicians. The sta-
tistical mathematics used in academia often seemed to obscure the
very realities that traders said they saw (statistical mathematics can
often obscure subtle but important points).

Although academicians knew the efficient market model wasn’t
quite accurate, they assumed that it was accurate enough to be a
practical model. But they made the same mistake in thought that
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physical scientists had made in their realms. The finance professors
had assumed that price disturbances that carried prices away from
“fair value” would be small and prices would quickly return to “fair
value.” Discoveries in the physical sciences that showed how small
disturbances in physical systems can often magnify into large distur-
bances forced a different viewpoint to all this.

Understanding What’s Right with the Old Model

Although I never fully agreed with the efficient market theory, I did
agree with some ideas that came out of it. One idea that I immedi-
ately agreed with was that it was hard to pick a few individual
stocks that will do better than an index of stocks. This agreement
came out of my training in physics. Let me explain.

When you study the physics of gases, you assume the gas con-
sists of millions of free atoms, all moving around and banging
against each other. To understand the gas, you don’t try to figure
out what each gas molecule is doing. That is much too difficult.
However, it is possible to figure out what they are doing en masse
The study of this is called the theory of statistical mechanics.

I assumed this same approach was probably true of the stock
market and asked the following question: If stock prices were pre-
dictable, would I be more successful trying to predict an individual
stock or a bunch of them en masse?

Drawing an analogy to the physics of gases, I figured the
answer would probably be the same—a large mass of stocks. So you
will see no stock-picking methods in this book. I believe you’ll be
more successful if you try to figure the overall trend of the market
and ride with it by buying an index of the market or a large diversi-
fied fund. If you can’t be successful at that, you will probably not be
successful at picking individual stocks. This entire book is oriented
around this basic assumption.

Components of the New Model

Before you explore the new model, it’s important to understand two
basic concepts first. These are the time intention of the trade and
feedback loops (chaos theory).
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Determining the Time Intention of the Trade

I believe understanding the time intention of the trade is critical to
understanding stock market price movements. It is interesting that
Wiall Street has no definition of this concept. The term “investor’s time
horizon”(the period of time a person can invest through before they
need the money) is close but not really the same. Time intention of the
trade means that an investor has a clear understanding, even before
the trade has begun, of the expected length of time between the pur-
chase date and the sale date. Investors are not always conscious of the
time intentions of their trades, and if they are, they don’t articulate
them, which is a fundamental flaw in much investment thinking.

Definition

time intention of the trade is the time—measured in minutes, days,
weeks, or months—between the start of a transaction and its conclu-
sion. It is a clear statement of the intended time duration of the
investment.

The stock market is not one investment activity but a sum of
many, each classifiable by the time intention of the trade. For exam-
ple, there are investors who try to predict and profit from short-term
price movements that last from a day to a few weeks. In their world, a
small two-day sell-off seems like an eternity. Intermediate-term inves-
tors focus on price movements lasting a few weeks to a few months.
The long-term investor focuses on movements of many months to a
few years. Each of these activities, defined by the time intention of the
trade, is a legitimate investment activity in its own time realm. The
price movements we see every day are the superimposition or sum of
all these different time activities going on concurrently. Wall Street has
always talked about short-, intermediate-, and long-term traders, but
has never drawn a spotlight on the concept as a fundamental and illu-
minating idea.

You might think that short-term trading is less important than
long-term investing. But if you look at the amount of money invested
by short-term traders (specialists, floor traders, and day traders),
yowll find it represents about 30% of daily volume. You might say,
“Yes, but these traders produce short-term price moves that last a day
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or two and can be ignored.” This was the assumption that was the
mistake. You’ll soon learn that short-term traders can often trigger a
movement that can carry on for weeks.

Besides defining the investment game that is to be played, the
time intention of the trade also determines the type of financial infor-
mation an investor or speculator will use. Short-term traders usually
use some form of technical analysis; longer-term investors use eco-
nomic information (you’ll learn about these two different types of
information in Chapters 3 and 4). Without knowing the time inten-
tion of a trade, an investor doesn’t know what to study.

Another reason the time intention of the trade is important
relates to stock market predictability: If the market is predictable at
times, as I contend it is, how long does it stay predictable before it
slips into its usual random and unpredictable state? For example, if
theory shows that the market is predictable over about four months,
shouldn’t an investor’s trading be centered for around four-month
trades?

Without a clearly defined time intention of the trade, investor
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 he decides to sell. Yet the stock’s earnings
prospects haven’t changed at all. The investor 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
has not clearly defined the time intention of the trade.

Understanding the time intention of the trade will help you
understand how an important idea from chaos theory enters into my

model. This idea is called a feedback loop.
Recognizing Feedback Loops

The concept of feedback loops, ignored in earlier models, comes
from the theory of chaos. New discoveries in the study of chaotic
systems opened the door to a new way of looking at the universe
and, coincidentally, the stock market.

By the way, the theory of chaos doesn’t hold that everything is
chaotic, as its name might imply. The theory of chaos originated
when scientists started finding hidden order in chaotic systems. They
recognized that exact order and total chaos were absolute conditions
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ears, also comes over and reenters the microphone. If the volume is
high enough, the cycle repeats, building the sound higher until you
hear that terrible screech. Even if the lecturer stops talking, the
screech continues. The lecturer initiates the sound, but when the
feedback starts, it continues and builds on its own, feeding on itself.
The second example is that of a feedback loop of a physical system
that is very close in nature to those found in the stock market. It is
that of a snow avalanche.

It starts with a large blanket of snow on the side of a mountain.
The blanket grows as more snow falls. Although you can’t see it
from the surface, the accumulating snow is causing the crystalline
structure of the snow to become unstable. One day, a small bird
lands at the top and breaks a little snow free, which suddenly trig-
gers the underlying instability. This small piece of snow falls and
loosens a larger piece just below it. This larger piece falls on the
snow below it, breaking even more snow free. Finally, the entire hill-
side of snow cascades and falls to the base of the mountain. A small
cause has been amplified into a huge effect. After the avalanche, the
hillside is stable. Although a bird could trigger the avalanche when
the snow was unstable, twenty stomping elephants couldn’t start
one when it is stable. It will not collapse again until enough snow
has fallen on the hillside to make it unstable again.

The important concept to understand here is that the cause of
the avalanche is the avalanche itself (see Figure 1.2). In all feedback
loops, the rapidly repeated movement that creates the ongoing effect
is caused by the structure of the system, not by the triggering event.
Although the bird triggered the initial snow drop, its continuance
depends on the instability of the snow bank. This is also true with
the screeching sound in the first example. The screech continues
even after the speaker stops talking. A small beginning effect is mag-
nified into a very large one by the structure of the system. This is the
one of the main discoveries that has come out of the new science of
chaos. This phenomenon is often colorfully described in chaos the-
ory by the phrase “how the flapping of the wings of a butterfly in
San Rafael can give rise to the hurricane over Texas.”

The stock market, too, has feedback loops. Quite often a news
item triggers the initial selling, but then selling begets more selling and
the movement takes on a life of its own. Here, however, the source of
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For example, 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 produce extremely fast intermediate price changes.
Finally, instabilities can exist in the minds of long-term traders that
can influence longer-term price changes. Long-term trader instabil-
ity is much less important than the first two, however, because the
mechanism behind the feedback loops lies in the emotional reac-
tions of the participants, and it is difficult to hold an emotion and
react to it over a long period of time. In fact, I have never seen a
feedback-loop advance or decline last longer than 13 weeks.

So I believe the feedback loop of the stock market is not one loop
but three. Each set of investors, grouped by the time intention of their
trades, generates its own feedback loop. These three “time worlds”
act somewhat independently of one another, like separate domains,
but at times can bleed over and influence each other. The 1987 crash,
where programmed trading magnified price movements out of all pro-
portion, was an example where all three feedback loops were trig-
gered simultaneously in the same day.

1987 Crash—A Feedback Loop Deluxe The 1987 crash, shown in
Figure 1.4, caught everyone by surprise—including me. There was
no fundamental economic problem to trigger it. Selling, magnified
by programmed trading, triggered an underlying instability that in
turn created more instability—and down the market went. The
boards of governors of the major exchanges know these facts about
investor emotional selling, and after the crash set up price and pro-
gram trading limits to try to keep the bleed-over effect from happen-
ing again.

Feedback Loops and Market News Investors usually estimate the
importance of an economic news item by what happens to the stock
market after the news is released. However, a news item can act like
the bird in the avalanche example; it can trigger a large price move-
ment way out of proportion to the size of the news event. Because of
this, during an extremely strong feedback-loop price movement, it is
very hard to evaluate the real import of any news. Is the market
doing what it’s doing for real economic reasons or has an instability
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Feedback loops can work in both price directions. You can have
upward feedback loops, where a little positive news can cause the
market to rise sharply, way out of proportion to what it should do in
more normal markets.

The Advisor Frozen in the Stage Lights

will forever be remembered in Los Angeles as the invest-

ment advisor who learned about the October crash that
Monday morning—and had to respond to it—while on the air
at the local financial station. I'm not a professional announcer
and was on TV only for my investment opinions. My normal
routine was to jot down some notes in the car on the way to
the studio so I'd have something interesting to tell viewers on
my first update. The notes would cover something I had read
about the market over the weekend. I usually did the first
market commentary 15 minutes after the market opening and
counted on these notes to get me through. Later I would
assess the market and the news background for more current
observations.

At the studio, I put on my microphone and sat down in
front of the large number board. I immediately saw the Dow
Jones was down 140 points—that would be 600 points
today—and it had been open only 15 minutes. I asked the
cameraman what was going on. He said he didn’t know. I
took my microphone off, ran over to the production man-
ager, and asked him what was going on. He said, “I don’t
know—you’re supposed to know.” I ran back to the board,
on came the lights and cameras, and I gave my usual, smiling
“Good morning.”

I started to go over the market statistics, beginning with the
number of advancing and declining issues. If I recall, it was
something like 1,400 stocks declining and 7 advancing. The
amount of advancing volume was so small it wasn’t even regis-
tering on the board. I almost stopped and said that the num-
bers board was broken, but I wasn’t sure, so I just kept going.
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Near the end, when [ would normally go over my notes, I real-
ized they were completely useless. What was I going to do, just
ignore all this and talk about some inane observation from the
weekend? At the time I didn’t know the cause of the crash—
whether, for example, some terrible national event had
occurred to trigger it.

Then the horrible thought came over me that I had nothing
to say. I froze. So when the camera returned to me, I simply
stared ahead completely speechless for 10 seconds. I was
sweating bullets. Eventually I said something in a squeaky
panicked voice—and it was over.

It took me about half an hour to calm down. I then came
back, composed, for the next update and said that I thought
the decline looked like a selling climax. I was ultimately right,
but in truth, the bottom was four hours and 400 points
(another 15%) away. I had never seen, nor had anyone else
ever seen, a market decline so severe where all three feedback

loops were triggered in one day.

An Economic Component A major feedback-loop movement, even
though it can cause a 25% decline, should not be confused with a bear
market. In my opinion, to be called a bear market the decline should
have some long-term economic reason behind it and will last from 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
adjusting to it), real bear markets are usually composed of a sequence
of negative feedback-loop movements. The market goes from unstable
to stable, and then sits there for a while until deteriorating economics
brings about a new instability, which is again triggered. So economics
must play a part.

Long-term stock movements do reflect financial and economic
conditions, and markets do move up and down because of perceived
changes in the economic picture—and my model does consider eco-
nomic factors. The term in my model that represents the fair eco-
nomic value for stocks is D/I. See Figure 1.5 for the complete model.
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How do you describe or define an activity that is 100% unpredict-
able some of the time and at other times highly predictable? Is there any
analogy to a system where the predictability ebbs and flows from ran-
dom to somewhat predictable? Yes, there is. My analogy might make
you uncomfortable at first, but keep in mind it’s only an example of a
system with changing odds; there is no other implied relationship with
the stock market. The analogous situation is the game of blackjack.

In blackjack, there are certain odds—52-48, for example—that
the house will win. However, the odds aren’t fixed at those numbers;
they average 52-48. There are times when the odds are even greater
in the house’s favor and times when the odds actually go the other
way and favor the players.

Why? Because the initial odds of 52-48 depend on the ratio of
the number of ten-cards to no tens in a standard 52-card deck. If, in
the first deal, a disproportionate number of ten-cards comes out, the
ratio shifts for the remaining deck. This is the essence of card count-
ing; trying to determine when a deck is out of balance in favor of the
bettor. With the stock market, it is a much more difficult proposition
(see Figure 1.6).

100% Somewhat predictable markets (odds better than 50%)
appear sporadically and for short periods of time. They are best
located using contrary opinion, as you will see in Chapter 5.

vy \

v

50% e Y <.
A A

Most of the time the market is
more or less random (50-50).

Probability Scale

0%

Figure 1.6 A schematic showing that, in my new model, the predictability of
the stock market is not fixed like the flipping of a coin.
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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 does the speculator look
for to see that the market is now in his favor, that it is more likely to
go either up or down? The answer to that question is really the subject
of this book and how these ideas apply to today’s market.

The Four Investing Paradoxes

In the course of developing my stock market model, I've also found
it useful to explain what I call “the four investing paradoxes.” I will
state them here but each is explained fully in ensuing chapters.
Although these paradoxes seem simple, they are not. They contain
some great truths about investing. You could read a whole book
explaining the stock market, yet still be confused about investing
simply because these four paradoxes are not given the focus they
truly deserve. They are fundamental to any basic investment under-
standing.

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. The analysts said that good news often means that the Fed-
eral Reserve will raise rates and this is not good. But if this is true, then
carried to its extreme, the better the economy gets, the more the mar-
ket should sell off. 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 interest 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 figure 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 analyst will look at the economic situ-
ation, proclaim all is well, and say that stocks will advance. The
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Many books were written about him, the most famous being
Reminiscences of a Stock Operator by Edwin Lefevre. This is
probably the most famous book ever written on the subject of
stock speculation and is still in print today. In a later book,
How to Trade in Stocks, Livermore said, “One cannot be suc-
cessful by speculating every day or every week. There are only a
few times a year, possibly four or five, when you should allow
yourself to make a commitment at all. In the interim you are let-
ting the market shape itself for the next big move.”

He lost most of his money in the 1929 crash and never really
made it back in the heavily regulated environment that followed.

What’s Next?

Now that you understand the basic components of my model and
how they’re arranged, you’re ready to explore Chapters 2, 3, and 4,
which present the different technical factors that indicate whether
the market is in a stable or unstable situation and explore the mean-
ing of the term D/I. You will also see in Chapter 2 how the new dis-
coveries in chaos theory help explain the fractal nature of the price
patterns, which gives a firmer theoretical foundation for the contro-
versial Elliott Wave theory.

Chapter 5 goes into more detail about contrary opinion and
how you can use it as an indicator to detect tops and bottoms. In
Chapter 5, you’ll also see a 30-year study showing that the market is
predictable using contrary opinion and that therefore the conclu-
sions of this new model are probably correct.

Chapter 6 explains the coming new market period—why it’s
going to happen. Chapter 7 gives you specific strategies, back-tested
through the last long sideways market, on how you may be able to
profit through this coming one.



Chapter 2

Price Patterns, Fractals,
and Mr. Elliott

If Pm right in my conviction that the great bull market ended and a
large, long-term trading range began as we crossed into the new mil-
lennium, it would be useful to have a price guide. This guide would
act as a map to the possible sequence of bull and bear markets that
might make up this no-go market. In practice, you would apply this
map by constantly recalibrating it against the market and vice versa,
adjusting and fine-tuning the map as the market etched out the real
pattern over time. The best tool to map the market that I'm aware of
is the Elliott Wave pattern.

Now the accepted models of the stock market (such as the effi-
cient 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 adjustments to fair value as news continuously
streams in about companies. The new model that I presented in
Chapter 1 gives a different interpretation. It says that economic
news does cause price adjustments but that it also triggers instabili-
ties, setting into motion the interplay of the three feedback loops.
The vibratory price pattern we see is the sum of all of these effects.

I first learned about the Elliott Wave Theory in 1979 when
Robert Prechter published his book Elliott Wave Principle—Key to
Market Behavior, and I began using it immediately. Now, after
applying the Elliott Wave Theory for over 20 years, I believe I'm
well qualified to discuss this very interesting and wonderful theory.

19
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Original Price Pattern Observations

If you come across something that many people have observed over
the course of many years, you should pay very close attention to it.
Buried in those observations, you will often find an important truth,
and when that truth finally surfaces, it can be quite illuminating.
The Elliott Wave idea seems to have come into being in just this
way; it is actually the culmination of the observations made by many
men over many years. The observations of Charles Dow and W. D.
Gann show the underlying basis for the Elliott Wave pattern.

Reviewing the Dow Theory of Price Movement

This story begins with Charles Dow, whose observations and
thoughts at the turn of the century later became known as the “Dow
Theory of Price Movement.” Although the theory is generally consid-
ered old-fashioned today, careful study shows that it is surprisingly
modern and still contains most of the basics of today’s technical anal-
ysis. ’'m not going to cover the entire Dow theory here—it would be
beyond the scope of this book—instead, I will cover only the part
concerning price patterns. The following paragraph is quoted from
Robert Rhea’s book The Dow Theory, written in 1932:

There are three movements of the averages, all of which may
be in progress at the same time. The first and most important
is the primary trend; the broad upward or downward move-
ments known as bull and bear markets, which may be sev-
eral years in duration. The second and most deceptive
movement is the secondary reaction: an important decline in
a bull market or a rally in a primary bear market (the bear-
market rally). These reactions usually last from three weeks
to as many months. The third, and usually unimportant,
movement is the daily or short-term movement.

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 demand created by both invest-
ment and speculative buying caused by improving business
conditions and increased speculative activity. There are three
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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 cor-
poration earnings, and the third is the period when specula-
tion is rampant and inflation apparent—a period when
stocks are advanced on hopes and expectations.

Reviewing W. D. Gann’s Observations

Another well-known advisor and market technician, W. D. Gann
observed stock market price patterns that were similar to those of
Charles Dow. In his book My 45 Years on Wall Street (written
50 years after Charles Dow developed his theory), Gann says the
following:

Stock market campaigns move in 3 to 4 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 3 sections and possibly 4
before a final high is reached.

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

Combining the Dow and Gann Patterns

So, now that we have the background, let’s graph the observations
of Charles Dow and W. D. Gann. In Figure 2.1, you can see the bull-
market structure, or pattern, that both Dow and Gann describe: a
pattern composed of three sections interrupted by two secondary
corrections. Dow and Gann saw no structure or pattern to these sec-
ondary corrections—they considered them to be simply overall
declining periods that separated the advancing sections. They also
saw no pattern in daily and short-term movements.

The major drawback to both Dow’s and Gann’s observations is
that there is no financial theory to explain them. They are simply
empirical observations, which beg for explanation. That’s not to say
that the observations are not useful; it means only that we don’t
know why the pattern occurs. Even without a known cause, any
effort to predict the stock market must somehow integrate this pat-
tern observation.
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Elliott, an accountant, formulated his observations into what
he called the wave principle during a long period of convalescence
during the 1930s. He started with the basic ideas of Gann and Dow,
but he went much further. Mathematicians today would recognize
the theory that he formulated in the 1930s as a fractal theory—frac-
tals being an advanced mathematical idea developed 40 years later (I
will go into a deeper explanation of fractals later in this chapter).

Expanding the Bull-Market Pattern

To describe what Elliott saw, let’s start with the Dow-Gann pattern
for a bull market (see Figure 2.1). As you look at the pattern, con-
sider just the first section of the bull market. As we know, Dow and
Gann saw no distinct pattern in this movement; it was simply the
first extended, advancing period of the bull market. In contrast,
Elliott said that if you look closely, you’d see a pattern there too.
The first movement of the bull market is actually composed of three
smaller movements of its own. What about the second section of the
bull market? You can see the same three movements. The same is
also true of the third section. Figure 2.3 illustrates the finer detail
that Elliott observed in the three advancing waves of a bull market.

Figure 2.3 The complete pattern for a bull market, as seen by R. N. Elliott,
including the pattern for the corrections separating the primary waves. Once
the bull market is through, it is followed by a large correction, called a bear
market, which consists of two down movements.
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Elliott’s theory goes even further. Although Dow and Gann saw
no pattern in the downward corrections, Elliott did find a structure in
these reactions. They weren’t simply down movements—they
declined in two distinct downward sections. In other words, a correc-
tion is never one reaction—it’s two. Figure 2.3 shows the complete
Elliott Wave pattern, showing the structure of two corrections, or
secondary reactions, along with three advancing waves.

As you can see, the bull-market movement is followed by a
larger-scale correction, or bear market. Like all corrections, the bear
market is composed of two down sections separated by a rally. Fur-
thermore, the bear market, like all other price movements, breaks
down into smaller movements.

Elliott noted that the three new waves that make up each section
of the three primary waves of a bull market also have a structure. You
guessed it—each of the three waves is composed of three movements
of smaller or lesser degree. Sure enough, the corrective movements
that separate these three also have the same pattern as the earlier cor-
rection: two down waves separated by a small rally. Figure 2.4 shows
the breakdown of these patterns into their next smaller movements.
In this figure, you can see the basic Elliott Wave pattern, showing

Bull Market

Bear Market

Figure 2.4 Upon closer examination, it becomes apparent that each section, or
wave, in the price pattern also consists of three smaller waves. Likewise, the move-
ments of each correction can be subdivided into finer movements, as shown.
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three levels of movement. This is the very essence of the Elliott Wave
principle. When can a movement not be broken down into three
smaller movements? According to Elliott, it never happens. Any
stock price movement can be broken down into three sections of
smaller price changes and time lengths. This is true of movements
over days, hours, or even minutes.

Going Beyond the Bull Market

Elliott put forth another idea, which seems quite startling at first; but,
when you stop and think about it, you can see that it is really just an
extension of the basic concept. He said that the three-wave move-
ment doesn’t end at a bull market. According to his theories, what we
usually call a bull market is, in itself, just one section of a much
larger, three-bull-market movement. Likewise, three of these much
larger movements come together to form yet another even larger
three-wave movement. He called these larger-than-a-bull-market
movements cycles, super cycles, and grand super cycles.

It is the accepted belief among Elliott Wave practitioners that
the longest known cycle started in 1790. Each movement in this
grand super cycle was about 50 years long or longer and was com-
posed of many bull markets (see Figure 2.5).

The Elliott Wave Applied to the Real Market

Let’s see how this principle is applied to the actual stock market.
We’ll use an example out of Elliott’s original works to see how he
labeled a real market (see Figure 2.6). The great stock market crash of
1929 hit bottom in the summer of 1932, and then the market started
into a S-year bull market. Notice how Elliott labeled the five waves.
You can see that the waves are nowhere near the same size or time
duration as they appeared in the idealized wave pattern. Because of
this, we can understand that the simple 12345ABC patterns building
up into larger patterns might be much more difficult to see in practice.
Unfortunately, this is true. In the real world, interpreting the waves
requires applying a few more nuances that help bridge the gap from
the ideal to the practical. These nuances include such factors as exten-
sions, irregular corrections, fifth-wave diagonal triangles, and the like.
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Figure 2.5 The longest known grand super cycle, as described by Elliott,
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.)
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Figure 2.6 The 1932-1938 stock market, as labeled by R. N. Elliott in his orig-
inal works. The chart plots the monthly range of the Dow Jones Industrials.
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Labeling Elliott’s 12345ABC Wave

N otice that describing Elliott’s concept of sections within
sections within sections can become a little confusing—it’s
easy to get lost in the various waves. Up to this point, I've inten-
tionally avoided the normal Elliott Wave labeling to accentuate
the similarities between his observations and those of Dow and
Gann. However, now that this has been done, I will use the
standard Elliott Wave labeling for designating this basic pattern.

The basic advancing wave in the Elliott pattern consists of
three advancing sections separated by two corrections. These
waves are labeled 1, 2, 3, 4, and 5. Waves 1, 3, and 5 are
advancing, and waves 2 and 4 are corrective. A larger bear-
market correction follows this major upward movement.
Elliott called these bear-market waves A, B, and C. A and C
are the downward moves, and B is the separating rally.

To distinguish the same movement, but to different degrees,
you use numbers, numbers within circles, numbers within brack-
ets, and so on. On the ABC correction, you use letters, letters
within circles, letters within brackets, and so on. There is no estab-
lished procedure for this. In Figure 2.7, have labeled the three
degrees seen in the basic Elliott Wave pattern using this method.

Figure 2.7 The varying levels of the Elliott Wave pattern are differenti-
ated using different variations on the basic 12345ABC labels. This chart
shows three levels of pattern with corresponding number and lettering.
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Note The waves, or cycles, of the Elliott Wave pattern are not
time cycles, like a sound or sine waves. They are action cycles.
Eight events must occur before that cycle is complete. These eight
events—the 12345ABC—do not have to be of the same size or
duration.

Exploring Elliott Wave Variations

Before we can explore how the Elliott Wave Theory can be used in
practice, I will complete the explanation of this theory by explaining
the many variations that can occur when trying to interpret the wave
count.

Extension We know that if the market does follow the Elliott Wave
pattern, it must be a stretched and compressed version of the ideal-
ized pattern. One way that 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. Because it is so much larger, the five waves
that make it up also look 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 (see Figure 2.8). This variation is called an extension.

When an extension is involved, it looks like the whole move-
ment is made up of five thrusting waves, instead of three. Extensions
usually occur in waves 3 or 5S—usually 3—and they seldom occur in
wave 1. They occur during powerful market periods. As of this writ-
ing, 1999, the American stock market has been going through one
of these extensions for the last four years. Unfortunately, there is no
known way to anticipate an extension.

Figure 2.8 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 two other primary waves.
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A Guiding Principle

he failure of trying to force ratios of either the duration
T or size of stock market price movements to match the
“golden mean” confirmed an earlier conclusion of mine. A
simple ratio is just that—it’s too simple—and therefore it
couldn’t possibly work. My reasoning to this conclusion was
very practical: If such a simple ratio worked, it would have
been discovered years ago by one of the hundreds of thou-
sands of intelligent people who have poured over investment
numbers for the last two centuries. I think the fact that no
one has ever discovered a ratio shows that none probably
exists.

Based on this reasoning, I established a guiding principle for
myself. A correct theory of the stock market must be compli-
cated enough to make the market unpredictable most of the
time and predictable only part of the time. Therefore, a correct
theory cannot be too simple; it has to be somewhat complex.
Hopefully, however, it’s not too complicated to be solvable.
These requirements are met in a new form of mathematics—
fractals.

we’ve seen, the Elliott Wave Theory acknowledges this. Elliott Wave
theorists say that the real stock market is the idealized curve, just
stretched and pulled out of shape. This concept is critical.

Elliott Wave theorists believe that the basic pattern is always
there; they believe that if you add a few more ideas to the theory and
study it hard enough, you can discover that pattern. If Elliott Wave
practitioners are right, it means that the basic pattern is there and
that the market is somewhat predictable; if they are wrong and
deluding themselves, the patterns are just a random jumble of zig-
zags 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 Fibonnacci, whose number
series matches the ever-expanding counts of the wave pattern. The
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only idea that came from Fibonnacci that can actually be tested was a
ratio called the “golden mean,” which is 1.618.... Elliott Wave theo-
rists have tried to make either the size of price movements or the time
lengths behind these movements conform to the golden mean.
Although this is an interesting theory, I 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 theory that would support his octave pattern repeating
from the very small time scales up to the very large. He just didn’t
have all the tools to do it. He was truly ahead of his time.

I was giving a seminar in 1982 about the Elliott Wave Theory
when someone came up afterward and explained that I had been
describing fractals. I looked into it, and I found out that the Elliott
Wave Theory is exactly that—a fractal theory. Fractals are the cor-
rect underlying foundation for the whole wave principle.

Fractals Hold the Answer

What is a fractal? Beloit Mandlebrot, the mathematician who dis-
covered fractals, defines a fractal as “a geometrical shape that can be
separated into parts, where the shape of every part is a reduced-scale
version of the whole.” Essentially, it is a certain kind of pattern, and
if you take one of the parts of the whole pattern and magnify it until
it is the same size as the whole, it looks like—and has all the charac-
teristics of—the whole.

Definition

fractal according to Beloit Mandlebrot, is “a geometrical shape
that can be separated into parts, where the shape of every part is a
reduced-scale version of the whole.”

The subject of fractals is an important and new advancement in
our understanding of the geometrical patterns that nature forms. It
is considered a branch of chaos theory and has wide application in
many fields. Besides helping explain stock price movements, fractals
also help explain the distribution of galaxies in the universe, the
structure of blood vessels in the body, the patterns of coastlines, and
many previously confusing mathematical curves.
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of stock prices, it should be clear that this theory could be highly
significant in helping us interpret market fluctuations. It might
allow us to understand, using the modern discoveries of chaos
theory, some of the price patterns that we have been examining.

Note Please do not be put off by the discussion of fractals. I
have learned over the years that important ideas are usually sim-
ple and easy to understand; they are made complex only by
people who present them as such. Great teachers, such as the
physicist Richard Feynman, who really know their subjects and
are confident with themselves and their knowledge, actually took
pride in showing people how really simple it all was. Fractals are
really quite simple and easy to comprehend if approached in the
correct way.

There are many different types of fractals, and mathematicians have
classified the tremendous variety of fractal patterns in a number of
ways. Basically, the classification comes down to defining whether the
underlying pattern that you “see” at the large-scale level or the small-
scale level is regular and predictable, whether it is completely random
and unpredictable, or whether it is something between the two. Frac-
tals are classified by their basic underlying pattern, which is repeated
as the fractal is created. To help you have a better understanding of
this method of classification and its importance to the stock market, I
am going to show you two examples of fractals where the underlying
pattern has varying degrees of predictability: the Koch curve and the
Mandlebrot curve.

Examining The Koch Curve

The first example of a fractal is the Koch curve. To understand this
fractal, take a straight line and put a little V shape in the middle (see
the first part of Figure 2.13). This V breaks the line into four smaller
lines, each equal in length. Take each of these four lines and do the
same thing—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 infinitey-detailed Koch curve. It is a fractal
because each part, no matter how small, when magnified, is a scaled-
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3. Then put this basic pattern into each
straight line.

1. Start with a straight line.

2. Put a "V" kink into it. 4. Again...and again....

V2 P s

Figure 2.13 This figure shows how the perfectly predictable Koch curve devel-
ops over time. As you can see, it starts with a straight line that is broken by a V
pattern. This V pattern further breaks each occurring straight line ad infinitum.

down version of the whole. The Koch curve is interesting because it is
mathematically perfect; you know exactly what to expect. It isn’t
random—it is perfectly predictable.

As you can see, the Elliott Wave pattern, as we drew and
explained it earlier, is similar to the Koch curve—except that the
repeating pattern is a little more complicated.

Examining The Mandlebrot Curve

Another example of a fractal, one with patterns that are not predict-
able, is the Mandlebrot curve. Created by the man who first
invented fractals, the Mandlebrot curve is the fractal that has come
to symbolize not only the entire subject of fractals but also the the-
ory of chaos (see Figure 2.14).

To explain what the Mandlebrot curve is, I'm going to give
you a very simple example of the idea behind it. Let’s start with the
geometrical shape of the circle. Paint the points inside the circumfer-
ence of the circle white and all the points outside the circumference
black. What is the meaning behind this color scheme? The white
points are all the points that satisfy one answer to the question, and
the black points satisfy the other answer. What’s the question? The
white points are the points that are less than the radius away from
the center. The points painted black are the points whose distance









38 A Strategic Guide to the Coming Roller-Coaster Market

similar patterns, such as the famous seashore shape in the Mandle-
brot curve. The fractal definition is intact; you will find that every
small section contains all the complexity and variation of pattern
that is contained in the whole.

Applying Fractal Analysis to the Stock Market

We saw that the Koch curve is a fractal in which the pattern is iden-
tical all the way down. In other words, it is a completely predictable
fractal pattern. In the Mandlebrot curve, we saw that the pattern is
not identical but, it has similarities, or repeating similar patterns,
that are predictable. You can also have fractals that have completely
random patterns. All this leads to the $64,000 question: What type
of fractal pattern does the stock market create—100% predictable,
somewhat predictable, or random?

This is a very important question; its answer is central to any
effort to predict stock prices. Is the real market, as Elliott Wave the-
orists believe, simply a stretched-out, pushed, and pulled version of
the idealized Elliott Wave pattern where, if you study it hard
enough, you can see and predict what’s coming next? Or is it just a
random jumble of zigzags?

To really understand the concept behind this question, let’s
pull and yank on the Koch curve and see what happens. Suppose
we stretch the Koch curve, and then pull on it, here and there, dis-
torting it. You should still be able to recognize the curve as origi-
nally having been the Koch curve, just pulled and stretched a little.
Is the pattern now as predicable as it was originally? No. The basic
outline is still predictable, but some of the details are not. Now if
you continue to distort it more, yanking it here, and stretching it
there, it eventually loses any resemblance to the original, perfect
pattern (see Figure 2.16). You have transformed the perfectly pre-
dictable Koch curve into a complex jumble of lines, all of different
length and now completely unpredictable.

This is the idea behind the question that we are asking about
the Elliott Wave pattern. Is the basic Elliott Wave pattern there, just
stretched and pulled a little but with the basic pattern still recogniz-
able? Or, is the stretching and pulling so great that it has lost any
semblance of the basic pattern?
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Figure 2.16 In a “stretched and pulled” Koch curve, the fractal pattern is no
longer as predictable. If you stretch and pull it too much, it becomes com-
pletely random. Is the real stock market pattern a stretched and pulled Elliott
Wave pattern but not stretched so much as to be unpredictable?

The Search for Predictability

I will try to answer this most important question. After 20 years of
studying and applying the Elliott Wave Theory, my experience is
that the Elliott Wave pattern is sometimes clear and that the market
is then very predictable. At other times, the fractal patterns of the
market are completely random, and no Elliott Wave pattern can be
discerned. At these times, the market is completely unpredictable
using the Elliott Wave Theory. Therefore, the answer to the question
is: Sometimes the pattern follows the basic Elliott Wave fractal pat-
tern, making the market somewhat predictable, and at other times,
it is random.

Elliott Wave theorists often say that every market shows the
actual Elliott Wave pattern. However, they always do this analysis
after the fact. In general, they are right. The study of past markets
almost always shows the market making a completed pattern. The
problem with this becomes obvious 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.

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

It is interesting that neither the Elliott Wave theorists nor those
critical of the theory address this important question in any depth.
Both believers 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 perfectly predictable theory actually destroy its
value, and efforts to deny it ignore the new discoveries made in
chaos theory.

The fact that the Elliott Wave Theory is not complete on its
own does not invalidate the theory or make it wrong. It just reflects
what we already know—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 make a future
projection of how prices will unfold, there is no better pattern to fol-
low than the basic Elliott Wave fractal pattern.

This is especially true when you add to the Elliott Wave Theory
the information that I will present in the next three chapters. With
these other tools, it often becomes possible to overcome many of
these obstacles and “read” the Elliott Wave pattern better.

Making the Elliott Wave Theory Work

So, taking all these factors into consideration, how do you actually
make the Elliott Wave Theory work? As I have said, the Elliott Wave
Theory presents the pattern, or a map, against which you can evalu-
ate the current market. This is a constant, ongoing activity. I don’t
evaluate the market against interest rates or earnings. I use the tools
described in the following chapters to help me estimate where in the
wave count the stock market is.

I start at a major market bottom, an orientation point, or a
point of certainty. 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 indexes to help me find the count. I use the S&P
500, the Dow Jones Industrials, the Russell 2000, the Nasdaq Com-
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Be Wary of Doom Sayers

he Elliott Wave Theory should never be used to predict

major crashes or calamities in the future, and prognosti-
cators who do this only contribute to the invalidation of a very
useful theory. When you are pretty certain the stock market
has completed a major 12345 movement, all you know is that
the market is headed for an ABC correction. It could be a
crash, but it is just as likely to be an irregular correction
where, after a very mild wave A retracement, prices will start
into a B wave and continue to new highs for six more years.
The Elliott Wave Theory alone cannot predict what form the
ABC correction will take. You must include other factors to
help you decide what type of top it is going to be.

posite, and a high-tech index, because sometimes the count is clearer
on one index than it is on another. I have found that the Elliott Wave
count is clearest during volatile markets—markets when feedback
loops are functioning—and that dull markets usually produce con-
fusing patterns.

Tip Don’t force the count. If you don’t know, you don’t know.
Remember that there will be times when the pattern is incompre-
hensible and prediction impossible. Learn to live with that. You
have to become used to not knowing. Because of this, be suspect of
anyone who always has an opinion. People who always have an
opinion are either fooling themselves or selling something.

No matter how impatient you get waiting to identify exactly
where the wave count is, you have to fight against the tendency to
force an answer. This is very important. [ have learned that the mar-
ket will always show what it is doing if you have the 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 that there are
many times when the market is random and unpredictable—in fact,
it’s like that most of the time.






Chapter 3

Technical Analysis
and Unstable Markets

Trying to predict and profit through an extended trading range mar-
ket is very difficult. Not only do you have the nearly impossible task
of locating the start of such a period (which means, in effect, pre-
dicting the end of the long, bull market); you also need to find the
beginning and ending of the major swings that will form the trading
range.

A long-term bull market, such as the one we’ve been in since
1982, spoils investors. When prices decline, investors become condi-
tioned to the idea that if they wait, prices will come back and usually
go higher. They become sloppy because investing becomes too
easy—just throw your money into stocks and the prices go up. It’s
the best of all worlds. However, a warning against becoming too
sloppy with investing is found in a wise, old phrase from market lore
that says: “Never mistake brains for a bull market.”

When a long bull market ends and a new period begins, the
importance of accurate and disciplined trading again comes to the
fore. Stocks no longer go up on their own. Many stocks decline and
never come back. A significant number decline severely, wiping out
all the gain of the previous long bull market. At these times, you
must have greater trading disciplines, tight guidelines that will get
you out quickly when your ideas are proved wrong.

Consider Figure 3.1. The dots at the end of the solid line are a
projection that approximates what I’'m expecting to happen to stock
prices. To invest through a period like this successfully, it is necessary
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price history, short interest, put/call ratios, and so on. In fact, you can
completely classify these two disciplines by specifying the exact physi-
cal location where the information is generated. If the information
originates in the business world, it is fundamental data; if the infor-
mation originates on the floor of the exchanges, it’s technical data.

Definition

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
information gathered on the stock exchange floor—such as vol-
ume, current stock prices, and short interest—in an effort to pre-
dict stock process.

For years, these two schools have been battling over which one
is the correct discipline to predict and explain stock market move-
ments. The silly part about the argument is that they are battling
over what really amounts to separate turf. I mentioned in Chapter 1
that a clear definition of the time intention of the trade helps deter-
mine what type of data you should study. If you are investing for
price movements of more than nine months, you should study fun-
damental data. If you are interested in predicting price movements
of less than six months, you should study technical data.

Clarifying the Time Limitations of Technical Analysis

To explain this, let’s go back to the model of the stock market intro-
duced in Chapter 1. This model holds that stock prices are equal to
a fair value stretched and modified by three, somewhat independent,
feedback loops. Now I’'m going to make a statement that may sur-
prise, and even upset, some technical analysts. I believe that techni-
cal analysis is primarily useful in predicting only price movements
caused by the action of the three feedback loops—what I call in the
model the STFL, the ITFL, and the LTFL (short-term, intermediate-
term, and long-term feedback loops, respectively). Because of this, I
think it is incorrect for analysts who use only technical analysis to
predict major bull and bear markets. In my opinion, any effort to
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use technical analysis beyond its applicable time range is using it
beyond what it is capable of accomplishing. (The only exception to
this, I believe, is when extreme readings in investor sentiment exist
simultaneously with extreme readings in the measurement of public
involvement and speculation in stocks).

Many technicians would say that I am wrong. They will point
to the deteriorating technical situation that existed before many bear
markets as proof that technical signals can anticipate them. I do not
deny this. Nevertheless, it is my contention that these technical indi-
cators were incapable of distinguishing whether the market was just
unstable and ready for a three- to six-month correction or whether a
major bull or bear market was imminent. It is my contention that, in
the cases they point to, the indicators were measuring an instability
that eventually transformed itself, because of economic 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 eco-
nomic reason—a fundamental foundation for a decline of this mag-
nitude and time duration.

Separating Technical and Fundamental Analysis

So we get the picture that technical analysis is the discipline that mea-
sures and studies 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 three months maximum (with a dead-mar-
ket carryover effect that can last another three months), and major
bull and bear markets can last for years, [ want to clarify the differ-
ence between these two disciplines using a time graph. The clarifica-
tion takes place when we highlight our “time intention of the trade.”

At the bottom of the graph in Figure 3.2, the x-axis is the time
intention of the trade, which is the time period of the investment, or
the time period over which you are trying to predict stock prices. It
starts with trades lasting a few hours at the far left, going into days
and then weeks as you move to the right. Eventually, you are at
months, and then finally, 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 of the usefulness of any information to predict,
with 0% being useless and 100% being vital.
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Figure 3.2 The relative importance of technical analysis and fundamental
analysis in predicting market movement. The time intention of the trade deter-
mines which discipline should be used.

Now let’s attempt to plot where technical and fundamental
analysis fit on this chart. At the far left, when the time of the trade is
only for a few days, the importance of technical analysis should be
close to 100% and fundamental analysis close to 0%. Only techni-
cal analysis has any chance of predicting movements over a few
days. Moving to the right, the situation gradually changes. At the far
right, the importance of fundamental analysis is 100% and the
importance of technical analysis is 0%. Where is the crossover? It’s
difficult to locate, but I place it somewhere between 6 and 9 months.

Basics of Technical Analysis

The Market Technicians Association (MTA) Website (www.MTA-
USA.org) lists over 100 technical indicators of all types. There are
10 or 20 devoted to different types of volume measurement, 20 or
30 devoted to measuring different time periods of the advance
decline line, and so on. This makes it look like they are measuring
many different types of ideas, but this is not so. There are really only
four or five basic ideas in technical analysis, and all these indicators
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Market Timing vs. Buy and Hold

B efore we go any further in discussing technical analysis,
and how it can help predict the coming roller-coaster mar-
ket, 1 first want to clarify the two competing ways people
approach investing: buy and hold, and market timing.

Buy and hold is the philosophy that you should buy a large
basket of good stocks and hold them over long periods, ignor-
ing the intervening price swings. Investors who practice bury
and hold believe that predicting market movements is either
too difficult or too costly, and they recognize that stock prices,
through all the bull and bear markets including the great
crash, have averaged over 10% per year. Therefore, if you just
hold on to your investments and ignore the wiggles, you will
emerge just fine.

Market timing, on the other hand, is the philosophy that
you will do better if you try to catch the upswings and sell just
before the major downswings. Investors who practice market
timing think that this can be done in an advantageous and
profitable way. They believe that market timing parallels the
natural tendencies of people to avoid risks and uncertainties.

Which philosophy is better? The answer depends on the cur-
rent market type. During long protracted bull markets such as
the one we have experienced since 1982, the buy-and-hold
philosophy is best. During long, sideways trading range mar-
kets, such as the market from 1966 to 1982, market timing
usually does the best. Since I believe we are entering a new
trading range market, I think market timing will again become
as popular as it was 25 years ago.

are just different ways to measure these four or five basic concepts. I
do not intend to cover the entire subject of technical analysis in this
book, only to highlight a few of the basic ideas that are the founda-
tion of the subject. You should keep in mind that there is one addi-
tional, and quite important, part of technical analysis not covered in
this chapter—the theory of contrary opinion. The theory of contrary
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opinion is so important it has its own chapter (Chapter 5). So, as
you’re reading this chapter, remember that there is an important
addition to the technical picture not being described.

Highlighting Divergence

Almost all technical analysis is associated with divergence in one
form or another. What is divergence? It is very simple. Divergence
occurs when two things that were acting together in a certain way
start acting separately, or differently than
they did earlier. Almost all the technical

tools used, except for the theory of contrary Definition
opinion, look for some type of divergence. divergence lis 'thel Obself'
In fact, the original Dow theory is essen- vaton in technical anal-

. . ysis that two indicators
tially a divergence theory. Charles Dow or market averages,

postulated 100 years ago that it is a nega- which usually move up
tive indication when the Dow Industrials and down together, are
averages go to new highs while the trans- now moving in opposite

directions or doing
opposite things. One is
not confirming the other.

portation averages fail to follow. This
divergence in activity is the basis of the
Dow theory. If I were to check, I believe I’d
find that over 80% of the indicators at the
MTA Web site measures, or looks for, some type of divergence. I
should also state that most technical indicators are better at finding
market tops than they are at finding market bottoms. Before we go
any further, let’s ask an important question: Do technical indicators
indicate short-, intermediate-, or long-term tops and bottoms? From
this question comes an important clarification.

In 1973, I formulated a personal principle for myself that has
served me well over the years. It is a principle very similar to the idea
found in fractals, which we covered in Chapter 2. The principle is: In
technical analysis, what is true for the long term is true for the short
term. What this principle means is that if there is a certain sequence of
events that usually occurs at a major market top you’ll find that same
sequence, albeit smaller in size, over a short-term market top. For
example, suppose it is observed that volume usually hits a peak about
four months before the final price top of a bull market. A careful
study will show that volume also peaks before price in a movement
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that lasts only four weeks. Here, however, it will peak about five or
six days before the price peak. Everything is scaled back, in regards to
time, but the sequence will be the same. Not knowing and under-
standing this principle is the cause of great confusion to technicians.
They get confused over the time periods that are being referred to by
the indicators they are measuring.

Understanding the Difference Between
Market Tops and Bottoms

Market tops and bottoms, from a technical perspective, behave dif-
ferently, and you use different technical tools for each. Tops are usu-
ally long, large, rounded affairs (think of an open fan), often to the
point where it becomes very difficult finding the exact “top.” The
top seems to be spread out, and it appears to be more like a process
than an event. Bottoms, however, are different. Bottoms are usually
short and over with quickly, and they are rather easy to locate. They
are more of an event than a process (see Figure 3.3).

I say “usually” because there are exceptions in every case—it is
important to know that. Otherwise, you won’t recognize something,
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Figure 3.3 Market tops and bottoms are different. Bottoms are usually
abrupt and end quickly. Tops usually form over an extended time period.
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in Chapter 1 about the analogy of statistical mechanics in physics and
the movement of many stocks in the stock market? I pointed out that
it is easier to predict the whole stock market than to predict any indi-
vidual stock, just as it is a lot easier to predict the overall movement of
all the gas molecules than the movement of any individual molecule.
By internal market, I mean looking at and measuring statistically the
movement of the individual stocks that make up the whole market.

Definition

internal market is the statistical measurements, such as the num-
ber of stocks making new highs or lows and the number of advanc-
ing stocks versus decliners, that describe what is happening to the
mass of individual stocks as the overall market moves up or down.

To understand this, remember that the market is the average of
all stocks. The S&P 500, for example, is the average of what the 500
largest stocks are doing. When the S&P 500 is up, it doesn’t mean
that all the 500 stocks are up; it means only that a mathematical
average of the 500 is up. Let’s clarify this. Suppose that on two con-
secutive days, the S&P 500 is up 1%. From the market’s point of
view, the days look the same; however, if we statistically measured
what the individual components were doing, we might see a differ-
ent picture. Maybe on one day, only 20 stocks are up, but those 20
are up a lot, and the other 480 stocks are down just a little 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; internally, we see a different story.

Recognizing a Normal Market Cycle

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

How is this pattern measured? It is measured by what is called
market breadth. Market breadth measures the number of stocks
advancing each day versus the number declining. It doesn’t matter
how much a stock has advanced or declined; an Y-point advance is
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The Perfect Indicator?

do not intend to cover all the fine detail of technical analy-

sis; there are already many books on the subject. Often,
investors search through these books looking for that one indi-
cator that predicts the market. I encourage the beginner to do
this because it is educational; however, after searching for 28
years, I can tell you there isn’t a perfect indicator. If you do
this, my only admonition is this: In going over all the technical
indicators and evaluating them, don’t lose the basic concept on
which each indicator is based. Those concepts are the impor-
tant points. If you pay too much attention to the details in the
hundreds of indicators described, you often lose sight of the
big picture.

Remember that the market is, more often than not, unpre-
dictable. During these periods, investors often become frantic
trying to figure it out. They investigate all the indicators look-
ing for the subtle clue. At those moments, there isn’t one. So
they start stretching things and magnifying subtle unimportant
indications trying to “find the answer.” Be careful—this is a
major weakness. It is best, at those moments, simply to back
away and say, “I don’t know,” and then wait until the picture
becomes clear and conclusive.

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, tech-
nicians like to see good breadth, one in which the number of stocks
advancing is a large number and 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. This means that investors are starting to narrow their
focus. A few stocks are going up a lot, while many other stocks are
languishing or declining a little.

The volume of trading also stops expanding and actually starts to
shrink as the averages move to their final highs. Normally in the begin-
ning of a move, the volume of trading continually grows. Then, at a
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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.

Second, as the popular averages continue to new highs, the
advance decline line, which is the difference between the number of
stocks advancing and the number declining, fails to confirm—it fails
to make a new high. This sets up the very popular technical indica-
tion of the divergence between the advance decline line and the pop-
ular averages.

Finally, the daily trading volume fails to expand. Usually as a
bull market continues, the volume of trading grows. Then, at a cer-
tain point, prices continue to new highs but the volume of trading
stops growing and actually contracts. This can happen for a little
while without worry. But if it continues, it is usually the final, impor-
tant indication that the topping process is just about complete. This
reflects the observation that price follows volume.

Where is the top? The top has been occurring all along at dif-
ferent points for different stocks. Many stocks made their highs
when the number of new highs peaked. Other stocks made their
highs when the advance decline line made its high. Still others made
their highs after the averages peaked. This action of various stock
groups topping at different points in time is the topping process (the
fan formation) that 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 Fourth Wave 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 (see Figure 3.6). In other words, the number of stocks
making new highs occurs at the top of wave 3. Then, if wave 4 is pro-
tracted and complex, the divergence in the advance decline line starts
in wave 4 and continues throughout.

This, by the way, is the cause of more prognostication errors by
technicians than any other reason. I’ve seen it so often that I have
come to look for it as a market indicator itself. Here is what hap-
pens: As the market moves into a complex wave 4, it gives the
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recovers. After a while, investors start feeling nervous about being
bearish and not having the market validate their opinion. Then the
market suddenly breaks to new highs and begins a strong rally—
wave 5 has begun. For a short period, the advance decline line again
comes back to life and looks strong. At this point, the majority of
investors quickly swing back to the bullish view, often saying the
divergences were a false signal. They weren’t; it was just a little
early. It is at this point, as everyone swings back to the bullish side,
that you should get bearish.

Nevertheless, many people have locked themselves out psycho-
logically. After having been bearish and wrong and having now
changed back to being bullish, they are reluctant to flip-flop again
and become bearish. As prices start to decline—in other words,
prices do what people originally thought they would do—these peo-
ple are somewhat frozen in a bullish posture. This shows how you
can be basically right about the market, but you are right too
early—and this can spoil everything. Survival in the market is often
simply the effort to maintain confidence in your own judgment.

Making Bottom

Market bottoms are different from market tops from a technical view.
There are very few technical tools, except sentiment indicators, that
are useful in calling a bottom. Unless it’s a very rare compressed bot-
tom (as it was 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, with prices collapsing on huge vol-
ume, and then, interday (mid-trading day), reversing direction and
surging upward on huge volume. This reversal rally dies away after a
few days, and then prices go into a long, quiet period during which
nothing much happens and volume becomes very, very light. The mar-
ket looks dead—and 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, sell out and repurchase. Let
the market make climactic bottom and go through its reversal rally.
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An Important Observation

nstable markets, where feedback loops are on the verge of

being triggered, usually have the common characteristic
of a lack of volatility right before the triggering. From my
experience you’ll see the following: The market will have
advanced to a new high and seem to be holding that position
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 comment on how strong the market looks after the
recent advance. They comment 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 vola-
tility, often becoming very severe, and end with high volatility.

When the rally is over, it almost always declines again at least 50%
or more of the previous rally. On this pullback, the volume will dry
up to almost nothing. It’s the death after the climax. At this
moment, the market will seem awfully weak, and there doesn’t seem
to be any reason for it to go up anytime soon. Investor sentiment
will measure extremely negative; investors are generally expecting
further price declines. The most optimistic talk that you’ll hear is
that the market will need a lot of confidence building before any-
thing 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!

Obscuring the Obvious

Probably over 50% 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. Why? I
stopped because I found that they are a form of esoteric mathematics
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and prevent a person from seeing what is happening. If you can’t see
what is happening in the market, you won’t be able to see anything
deeper by studying an oscillator; it can’t tell you anything more than
the original underlying statistic on which the oscillator is based.

I know I’'m being overly critical here, but 'm trying to make a
point. As an example, there are many oscillators calculated from the
advance decline line. If you recall, 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 advance decline line was originally intended simply
to pinpoint market divergences, periods when the popular averages
were going up while most stocks were going down. That’s all. But then
people started taking moving averages of this line. They started sub-
tracting one moving average from another moving average and plot-
ting this line. They started adding these differences and plotting this
sum. They even started looking for trend lines of this measure.

You can see how this process can slowly remove a person fur-
ther and further away from a simple and direct observation of the
market. Doing this is a little like taking a simple equation, such as
1 + 1 = 2, squaring it, then 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’s unnecessary mathemati-
cal complexity to find some deep meaning underneath all the data.
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 oscillator 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 mys-
tery, and selling it as a magical potion. It’s just plain tap water.

Paradox 3 Resolved
We have finally answered Paradox 3. Remember, Paradox 3 stated

The technician says up and the fundamentalist says down—
yet both are right. The fundamental analyst, after looking at
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Computers as Traders

'm expecting that a new investing rage will emerge after the
market has been in a trading range for some time—com-
puter programs that do all the trading for us. These programs

will monitor the financial markets 24 hours a day, automati-
cally call up an Internet account, and make the trades when
and as they see fit. If a computer can now beat the world chess
champion, a computer that can consistently do better than the
best human trader is not far off. When a trading range market
sets up and becomes accepted as the new investment reality
and when trading programs start producing consistently better
returns than their human counterparts, the movement toward
this type of computer program will quicken. Humans will just
stand back and watch, much like they now do at the computer
chess tournaments. I think this could happen by the year 200S.

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?

Both analysts can be correct because they are referring to—or
should be referring to—different time periods. It is unfortunate that
this point is seldom clarified, and not doing so is the cause of half of
the seemingly contradictory advice that you hear from analysts.

Conclusion

The market change indicated in my theory—that the long-term bull
market of the 1980s and 1990s is ending and that we are entering a
long sideways period—will occur because of economic reasons. We
will explain some of the fundamental ideas that support my belief in
later chapters. As we have said, anything that happens over the long
term happens because of fundamental reasons. However, this
extended, sideways up-and-down market will break down into a
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$1,000 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 present value of each of the $12,000 yearly payments.

What is the present value? The present value is the dollar
amount you would need roday so that if it was compounded it
would grow to each $12,000 payment needed in any year. To make
this calculation, of course, you need an interest rate at which to
compound. Federal law requires that actuaries use the 30-year trea-
sury bond interest rate as the compound rate. As of this writing, the
current 30-year T-bond interest 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
present 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 calcu-
lations, the present value for $12,000 when the retiree is 110 is
$1,122. After we have calculated all the present values, we make a
list of them with our stubby pencil and then proceed to step two.

In step two, we take each present value and multiply it by the
probability the company is going to have to make that payment.
Where in the heck do we get this number? From actuarial studies,
those rather amazing documents that predict the probability of a per-
son 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 (see Figure 4.3).

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. Now we mathematically stack these proba-
bility-weighted present values—in other words, we simply add them
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months later, he goes back and asks whether his retirement package
has changed. He learns that the monthly pension hasn’t changed,
(it’s still $1,000 per month) but the lump sum is larger; it is now
$151,356. The retiree is mystified, but suddenly remembers that
over the two months interest rates declined. Then it dawns on him
what is going on. The lump sum is always being evaluated and cal-
culated in the interest rate environment of that moment. In other
words, given no change in the monthly pension, the retiree is enti-
tled to a higher lump sum for no other reason than interest rates are
now lower.

This is a very important conclusion: When interest rates go
down the lump sum goes up, and when rates go up the lump sum
goes down. Because of this, employees wanting to take the lump
sum often try to time their retirement when they think interest rates
will be low.

Why would the lump sum go up if interest rates go down?
Understanding why this happens opens the door to understanding
many things about stocks and bonds. To learn why, let’s look at an
extreme case, one where interest rates go very low—all the way down
to zero. What would happen to the present values? How much money
would you have to have today growing at 0% to become $12,000 at
any future time? Obviously, you need $12,000. With these much
larger present values, the lump sum stacks up to a much larger
amount. The opposite happens when rates go up. The present values
reduce and the stack gets smaller. This relationship between the size of
the lump sum and interest rates is shown in Figure 4.4.

This example of how a lump sum is calculated is very impor-
tant, because this same procedure is the one used to determine the
price of both stocks and bonds. You probably think that there is a
lot more to stock 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 projections boils down to calculations like the
ones we just performed to figure a lump sum pension. When per-
forming such calculations, analysts and actuaries say they are calcu-
lating the time value of money. However, I think the term stacking
the money more accurately describes the process, because the calcu-
lations involve stacking one number on top of another.
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Note By the way, when calculating corporate bonds (where there
is possibility of default), the probability factor is not 1. Instead, you
must multiply the present values for each coupon + the principal
payments by a number that represents the chance of its default for
that particular coupon. You then stack these default probability-
weighted present values to find 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 ever does pricewise is march to
changing interest rates—that is, its price adjusts daily to reflect the
ever-changing interest 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.

Stacking the Money to Determine Stock Prices

Now let’s turn to stocks. What is the price of a stock? The same
calculations apply, except this time we stack dividends. The rule of
the game is that you always stack what is paid out. We take all the
dividends that the stock will ever pay, calculate their present value
using the current interest rate, and stack them up. The total should
be the current price of the stock. Although this is feasible with
bonds and pension payments, doing this calculation with stock
prices involves the uncertainty of knowing exactly what those divi-
dend payments will be. We may know what the dividend is today
and have a good idea about what it will be over the next few years,
but can you realistically project dividends over 10 or 15 years?

Estimated Value of Dividends Because of the uncertainty of these
far away future dividends, the present values for the dividends
become fuzzy numbers—especially for dividend estimates far in the
future (see Figure 4.6). For some companies, such as stable utility
companies, the dividend is very predictable over many years. With
other companies, the dividend is harder to predict. Whether the pre-
dictions are fuzzy numbers or exact numbers, the basic theory still
says that the current price of a stock is equal to the stacked present
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uncertainty of exactly what fair value is allows enough of a price
range to give investor emotions free range. For example, these same
feedback loops also apply to the bond market, but because bond
prices are more exact, the price is more certain and the feedback
loops much less pronounced.

The theory of stacking the money uses only two numbers to fig-
ure stock prices: dividends (both current and future) and the current
interest rate. Other figures—such as sales, earnings, and market
shares—are helpful but only because they ultimately help clarify the
fuzzy dividends. The current price of a stock always reflects Wall
Street’s consensus estimate of what those fuzzy numbers will ulti-
mately be.

Why Interest Rates Are So Important In 28 years, I have seldom
seen the correct explanation of why interest rates are so important
to the direction of stock prices. For example, two well-known books
written by top market analysts give three reasons for the importance
of interest rates. These reasons contain just enough shadow truth in
them to get an investor into trouble. The three commonly given rea-
sons are

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

e Movements in interest rates make bonds more (or less) attrac-
tive compared to stocks, thereby attracting money into (or out
of) stocks.

e The cost of borrowing and buying more stock, called the mar-
gin, is less when interest rates are low.

None of these explanations really touches on the real and direct
relationship that exists between stock prices and interest rates, as
explained previously. This is so important that I'll say it again in
another way. The real reason interest rates are so important to stock
prices is that the series of mathematical terms that are used to calcu-
late fair value have interest rates in their denominators. Recall what
you learned about fractions: When the denominator gets lower
(interest rates go down), the value of the fractions goes up and there-
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fore prices go up. This is the real reason interest rates are so impor-
tant. When you understand this, you can see that the three previously
listed reasons are really of little consequence.

Interest Rates and Dividends: The Yin and Yang of Stock Prices The
two factors that enter into the equation for fair value, dividends and
interest rates, give us the yin and the yang of stock prices—yin and
yang because dividends and interest rates usually work opposite each
other. Normally, interest rates go down when business contracts—that
is, when earnings and dividend estimates are also being reduced. This
means that both the numerators and denominators get smaller; they
somewhat counteract each other, but not completely. Which is more
important in the fair value term: lower future dividends (D) or lower
interest rates (I)?> A mathematician would tell you that interest rates
are more important because they change quicker and therefore affect
the calculation faster. Interest rates can reduce by 20% in as little as a
month—a quick change that not only affects the present value of the
current dividends but also the present value of all future dividends. A
recession really is expected to affect only a few years’ worth of divi-
dends. It is only when the dividends are perceived to be in trouble for
a long time (such as during the Great Depression) does the long-term
reduction in dividends matter more than the reduction in interest
rates. This explains why stock prices often hit bottom in the middle of
a recession, when interest rates start to decline as the economy
recedes.

Many investors think that stocks start rising in the middle of a
recession because farsighted investors anticipate the recovery and see
expanding earnings and dividends. Yes, there is a little of that activ-
ity. But the important point is that stock prices rise because the lower
interest rates result in the declining dividends that are stacking to a
still higher price than they did a little earlier.

The direct relationship of interest rates to stock prices can be
seen in Figure 4.8. About 50% of the long-term gains in stock prices
since 1982 (when the Dow Jones started its rise at just under 800), is
directly attributable to the drop in interest rates from 14% to 5%.
The rest of the gain is attributable to the expansion and increase in
earnings and dividends.
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turn their attention away from the denominator and focus entirely
on the numerator. This usually happens when a severe economic
event has occurred and investors are trying to evaluate its economic
ramifications.

A shift like this happened during the decline of 1998, when a
mini currency crisis rippled through the global economy. During this
crisis, American stocks suffered a 20% decline. Interest rates also
declined as the crisis worsened. However, investors were so con-
cerned about the economic repercussions on the fuzzy numbers, they
didn’t notice—or didn’t care—that interest rates were plunging.
After the panic subsided, the theory of stacking the money took hold
and prices rocketed upward.

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 real growth. For
example, suppose that the amount of goods a company sells remains
the same, but that the company increases the price of its goods by
10%. This means that the company’s earnings and dividends also
rise by 10%. However, such an increase does not represent real
growth, because the 10% rise is due to inflation.

By contrast, assume 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 involving
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 dividend
number; it occurs in the bottom number, interest rates. During peri-
ods of inflation, interest rates are higher, thus stacking the dividends
to a lower sum. 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.

Applying the Model to Companies That Don’t Pay Dividends

How about all those companies that don’t pay dividends? How are
their prices established? Their prices are predicated on the idea that
the company will pay a dividend someday. The hope, of course, is
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that fantastic corporate growth will result in really big dividends in
the future (see Figure 4.9). After all, there is a present value for a
payment, even if that payment is 10 or 15 years away. If those divi-
dends are expected to be large enough, theory would justify a high
stock price today. But if investors at any time 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 then go to a library
and search through the records and see 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. Suppose we further learn that after a while, the
company declined and eventually went bankrupt. Most importantly,
suppose that over its entire life it never paid a dividend. If we then flew
back to the present and we could convince everyone that what we had
learned was real and accurate, at that point the price of that company
should go to zero. I don’t care if the company still had 15 years of
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Figure 4.9 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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earnings growth in the billions of dollars ahead of it. Based on our
equation for fair price, that company’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 even-
tually 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 divi-
dends might be in the future. Today, there are many companies paying
little, if any, dividends and also many companies doubling and tripling
in price that have no earnings at all. If this continues for a long time,
investors can start thinking that dividends don’t matter. After all, for-
tunes are being made without any consideration for dividends.

This just shows how fuzzy the numbers can ultimately get. These
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 fundamental basis. Ultimately,
the great growth cycle must complete and the piper must be paid.

An Important Conclusion

The economic equation D/I in our model describes the effect of divi-
dends and interest rates on stock prices and leads to a number of
very general conclusions. One of these conclusions will be important
to us in Chapter 6, where I explain why I think the market is headed
into a long-term up-and-down pattern. Let’s take a look at that con-
clusion now.

The current 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 current 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, how do we get a high price? High
prices result from the expectation of very large dividends in the
future (see Figure 4.10).

The low dividend yields result because the present dividend is
very small compared to the high stack (price) of all those future huge
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, in hindsight we will know
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that good news often means that the Fed will raise rates, and this is
not good. But if this is true, carried to its extreme, 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
interest rates in order to stem inflation, and higher rates call for lower
prices. The impact of news indicating that the economy is strengthen-
ing affects interest rates more than the growth of long-term dividends.

Resolving Paradox 2: “How can the tail wag the dog?”

Now recall Paradox 2, which asks: “How can the tail wag the dog?”
To understand this paradox, you need to understand that 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. Yet here is the paradox: The U.S. government classifies
interest rates as a lagging economic indicator. Although stocks are
one of the first things to move in a business cycle, interest rates are
one of the last. So why can people use a lagging economic indicator
to figure 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 lead-
ing point and lagging point on the circle in Figure 4.11? 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. The question we should ask is, “Why do 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
business recovery, or is it because I (interest rates) is lower, calling
for higher stock prices? I believe it is because lower rates call for
higher stock prices.






Chapter 5

Of BABES, O’BUCS,
and 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
this article, he predicted a major stock market decline, arguing that
the lack of short selling indicated too much investor optimism.
(Short selling is a way to make money if stocks decline. The lack of
it meant people were optimistic about higher prices.) In fact, March
was the month when the majority of stocks hit their peak; nine
months later, the popular averages began their greatest decline of
our generation, resulting in the 1973-74 bear market.

Two-and-a-half years later, the market hit bottom and, in an
unheralded event, a brash 29-year-old market student (me) walked
into his broker’s office and declared that this was the “buy of the
decade.” Those were my exact words. But because my broker’s busi-
ness had declined so severely, my declaration seemed like nothing more
than 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 it at such a moment. It was like coming in
after a devastating tornado and saying something like “Boy, aren’t
we going to have fun rebuilding everything 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
looked at two years earlier. However, by this time, it was indicating
the opposite situation. It was showing one of the highest levels of short
selling in history: pessimism so deep that it just had to be a major mar-
ket bottom. Such is the power of the theory of contrary opinion.

83
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The Theory of Contrary Opinion

The theory of contrary opinion is very simple. It says that 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 will advance. In other words, prices usually move
contrary to the expectations of the investing crowd when those expec-
tations have reached an extreme. I want to emphasize that last
point—the theory applies only when those
expectations have reached an extreme.

Definition

Notice that the theory doesn’t consider the
theory of contrary

general economic situation. It simply states .. h

b » 4 ] diti opinion states that
that the necessary and sufficient condition when the vast majority
for a major market peak or bottom is solely of market participants
the existence of extreme bullish or bearish  think stock prices will

sentiment. That’s quite a statement. advance they usually
decline. Likewise, when
the vast majority think
prices will decline they
usually advance.

Both history and experience have
shown me that an investor’s best chance of
success at predicting stock prices is the the-

ory of contrary opinion. This means that
when you have an extreme reading in mar-
ket sentiment, you must elevate that fact above all other indicators
and economic data. This 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, it forces you into an inter-
esting inversion of thinking that I call BABES and O’BUCS, which I
will explain at the end of the chapter.

Understanding Why the Theory of Contrary Opinion Works

After 28 years, contrary opinion still mystifies me; I don’t completely
understand why it works. I don’t think that I am admitting to a
weakness here because no one has ever fully explained it. It’s a little
like the quantum theory—physicists use it and talk about it, but
does anyone really understand it? Nothing I’ve read or heard com-
pletely explains the accuracy of the theory of contrary opinion. Nev-
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ertheless, the fact that Marty Zweig and many analysts have made
major prognostications based solely on this one theory shows how
powerful many people consider it to be.

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 direction the majority thought, 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.

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

This is a good explanation, but it doesn’t fully explain every-
thing. For example, I have seen markets that went through a side-
ways correction 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 cor-
rection couldn’t possibly have been exhausted—not like at the end
of a bear market. Until we get a better explanation of the theory of
contrary opinion, this one will suffice.

Reviewing a Brief History of the Theory of Contrary Opinion

Contrary opinion as a theory was first defined by Humphrey Neill in
1954 in his book The Art of Contrary Thinking, but I'm sure that it
was known in some form even before that. For example, in Edwin
Lefevre’s book Reminiscences of a Stock Operator, written in 1917,
you’ll find the statement “Always buy when complete demoraliza-
tion has set in.”

Since its formative years, the theory has changed little. What
has changed, however, are the methods analysts use to determine
exactly what investors are feeling at any given moment. Over time,
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analysts devised two major methods for measuring investor expecta-
tions. The next section explains these methods.

The Theory of Contrary Opinion as Applied to the Market

The methods for measuring investor expectations fall into two cate-
gories. The first attempts to measure what investors are thinking by
calculating ratios based on what they are doing—exactly how and
what they are buying and selling. The second category measures
what investors are thinking by directly polling them to assess their
opinions on the market.

Measuring Investor Activity

It’s important to note that no matter which method you use (mea-
suring investment activity or polling), the data is applied in the same
way. In practice, you have to have a fair amount of data on hand—
enough information to back-test the data through a number of
severe bull and bear markets. You need this historical analysis to
determine with any accuracy what levels of the data represent
extremes in sentiment.

The Short Selling Ratios  An investor usually sells stock short when
they are expecting a decline. Thus, the amount of short selling in the
market is a good measure of bearish sentiment. In the past, analysts
have measured short selling in a variety of ways: odd-lot short sell-
ing, total public short selling, member short selling, specialist short
selling, and short open interest. For example, Figure 5.1 shows the
specialist short selling ratio between 1966 and 1976. It measured the
percentage of total short selling the market specialists were doing.
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.

Definition

short selling s selling borrowed shares of stock under the expec-
tation of being able to buy them back at a lower price and return-
ing the shares you borrowed. This strategy makes money if prices
decline and loses money if prices rise.







88 A Strategic Guide to the Coming Roller-Coaster Market

complicated, let’s just say that puts are bets that stocks will decline,
and calls are bets that they will advance. By calculating the ratio
between the number of puts and calls, it is possible to get a good
idea what investors are thinking about the direction of stocks.

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 again Marty Zweig, in a couple of pioneering articles in Bar-
ron’s, who established the use of options to measure contrary opin-
ion. But the data needed to follow these options was difficult to
come by. Then, when the 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 types of ratios: the ratios for the totals of
puts and calls for all individual stocks and the ratios for the index
options. First, let’s look at index options.

I remember dreaming in 1976, 8 years before their creation,
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 indica-
tor of contrary opinion I dreamed they would be.

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 indicate that more institutions are using
index options as market hedges, thereby skewing the numbers the
way program trading skewed the short selling ratios. Because of this,
I do not use the index options as an indicator.

The only indicator I use for studying puts to calls is the ratio of
puts and calls on individual stocks. This is the technique that Marty
Zweig pioneered and I believe it is still the best puts and calls indica-
tor of investor sentiment. You can see this indicator in Figure 5.2. It
usually goes high at market bottoms and low at market tops, follow-
ing the pattern that you would expect from contrary opinion.
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Is Sopbhistication a Factor?

I n its basic form, the theory of contrary opinion doesn’t say
anything about the sophistication of the investors whose
activity or opinions we are measuring. Some analysts think it’s
necessary to consider exactly whose opinion they are measur-
ing, based on the assumption that sophisticated investors
probably bave more accurate opinions than unsopbhisticated
investors do. Thus, many people have tried to classify inves-
tors into sophisticated and unsophisticated groups. However,
I have carefully studied these efforts, and after many years, 1
have come to a different conclusion. My experience has
shown that any large grouping of investors (whether sopbisti-
cated or not) seems to hold the wrong opinion at important
market junctures.

the importance of always knowing the time intention of the trade, as
mentioned in Chapter 1. In my experience, futures polling informa-
tion is useful only when you take long-term moving averages of the
reading of each service and then add them together. By combining
the data in this way, you can produce a broader statistical founda-
tion on which to base conclusions about investor sentiment. In gen-
eral, unless I’'m particularly interested in shorter-term movements, I
avoid futures polling services, because their data can be misleading.

The Guru Index The oldest and most reliable of the polling ser-
vices is called Investors Intelligence, which was founded in 1963 to
measure and compile the opinions of the people who write newslet-
ters about the stock market. Because the newsletter writers are often
considered the gurus of the stock market, I call it the Guru Index.
Each week, Investor’s Intelligence compiles and presents the
percentage of newsletter writers who are bullish versus the percent-
age who are bearish (there is a third category of writers expecting a
correction, 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
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often hold incorrect opinions at critical market junctures. Although
it had one major failure in 1974 when it failed to predict the last
major wave down in the 1973-74 bear market, its overall history as
a contrary opinion indicator is very good. In practice, I take 10-
week moving averages 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 these numbers.

Figure 5.3 shows the percentage of the bullish newsletter writ-
ers back to the earliest data available. You can see that extreme bull-
ish sentiment would be over 60%, and extreme bearish sentiment
would be readings under 30%.

Sometimes technicians use the Investor’s Intelligence bearish
reading more than the bullish ones, or they take a ratio of the two.
However, I have found this to be an unnecessary finesse. The simple
bullish reading works quite well, and it is also easier for most people
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Figure 5.3 This chart plots a 10-week moving average of the Investor’s Intel-
ligence percent of newsletter writers who are bullish. The chart starts in 1963,
the earliest data available. (Source: Investor’s Intelligence, 30 Church St., New
Rochelle, NY 10801, 914-632-0422.)
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to understand. However, for the study I conducted to test the theory
of contrary opinion described in the next section, I decided to use
the percentage of newsletter writers who are bearish.

The Theory of Contrary Opinion—The Proof

Remember as I explained in Chapter 1, that the stock market is ran-
dom and unpredictable most of the time except at certain moments
when it becomes highly predictable. In my experience, the best way
to discover these predictable moments is to use contrary opinion.
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 did an interesting
unbiased 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
predicting 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 corre-
lation. 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 average market performance no matter
what the sentiment reading.

Gathering Data

I started the study in 1970, when Investor’s Intelligence began
weekly sentiment readings and calculated how the stock market per-
formed over the next 6 months after each reading (each weekly read-
ing was that week’s 10-week moving average). I chose for this study
the percentage of advisors who were bearish. There were 1,447
weeks over 28 years of data, so there were 1,447 sentiment readings
and 1,447 corresponding 6-month performance numbers.

I then divided the results into groups. Each group represented a
tight bracketing of the sentiment reading. The idea was to see how
the market did on average each time a particular grouping of senti-
ment was registered. For example, the first grouping comprised all
the times bearish sentiment was between 0% and 10% (historically
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an extremely low level of bearish sentiment). Over 28 years, such a
low level of bearish sentiment occurred only 13 times. The average
stock market return for these 13 times was —5%. Bearish readings of
between 10% and 20% occurred 200 times, and the average perfor-
mance of stocks for these 200 times was 0%. Readings between
20% and 30% occurred 309 times, and the average 6-month perfor-
mance 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% (which I consider measurements of extreme
negativity) occurred 118 times, and the average 6-month result was
22.8%. There were only 15 times when the reading went over 60%
and the average return 6 months later was 25.3%. The average
return from the Dow Jones Industrials over the 28 years was 8.8%.
(Note: These results do not take into account dividends, but their
inclusion would not change the results of the study; they would lift
all the total return numbers a little, but not change the relative per-
formance of each group with respect to the average Dow Jones
return.)

My 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 5.4
summarizes the results I 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 returns have been annualized.

Examining the Results

As you can clearly see in Figure 5.3, the performance of the stock
market correlates well with extremes in sentiment. Market perfor-
mance immediately following extreme low bearish sentiment (people
expecting higher prices) was much lower than normal. Market per-
formance immediately following extremely high bearish sentiment
(people expecting low prices) was much higher than normal. Senti-
ment readings between these extremes show no correlation with
market performance over the following 6 months.

As you’ll recall, I explained in Chapter 3 the dangers of using
technical indicators to predict markets past six to nine months.
Because sentiment is classified as a technical indicator, I measured
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to figure out what the market was saying. I think it is a very com-
mon error made by many market technicians.

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 sentiment readings and find that 55% are bullish and
45% are bearish, at which point you might conclude that people are
bullish and the market is ready to break out of the trading range and
decline. This would be a mistake. You should hold the ground and
take the stance that a major move will not begin until sentiment has
reached an extreme.

Something as powerful as contrary opinion has many applica-
tions, and using contrary opinion to help determine market trends is
also a fine art. The next sections explain what I’'ve learned about it
over the years, especially its capability for determining where you
are in the Elliott Wave cycle.

Using the Theory

When I first began studying the market I thought that contrary opin-
ion was only useful for finding major market tops and bottoms over
movements that last from six months to a year. I thought the best
approach was to

e wait for an extreme reading to signal the start of a movement
(whether up or down).

e wait for an opposite extreme reading to signal the end of the
movement.

I assumed that a major market movement wouldn’t begin or end
until an extreme reading had occurred.

I still generally believe this, but I’ve found some other ways of
using contrary opinion that are just as helpful. It would be hard to
test these methods (as I did the Investor’s Intelligence data), but per-
sonal experience has proven them useful.

For example, I have found that contrary opinion is very useful at
determining whether, after a really good advance, the market will still
go 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
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high call buying, be very careful, because there is probably more
movement behind the correction.

How the Theory Helped in Navigating the 1994-99 Market  Let’s
look at one use of contrary opinion that helped my clients stay fully
invested through most of the great bull market of 1994 to 1999. The
story starts in December of 1994 when, at my year-end client semi-
nars, I pulled out the Investor’s Intelligence readings for the first
time. I did this because the Investor’s Intelligence reading was show-
ing the highest bearish sentiment since the bottom in 1987. I told my
clients this probably meant a major advance was imminent so they
should stay put with their stock investments. I explained to them
contrary opinion, much as I have throughout this chapter. After the
move started, we religiously provided updates of the Investor’s Intel-
ligence readings at our client seminars every six months.

One fact kept slapping us in the face: As the advance contin-
ued, we noted no swing toward the type of bullish sentiment read-
ings that would indicate a market top. In fact, the bullish readings
stayed very muted, and they were accompanied by news magazine
articles illustrated with pictures of bears, in which many analysts
argued that the market was overvalued. These naysayers represented
the proverbial wall of worry (see Figure 5.6). 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 visible wall of worry after
such a strong run up. So, we just stayed with this bullish idea, and in
this case, it worked very well.

Understanding the Consensus Opinion and How 1t Changes

It is important to watch how quickly investors change their opinion
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 goes
into a severe three-month sell-off. Extreme bearish expectation is reg-
istered at the bottom. The market makes bottom, stays there for
awhile, and then starts a sudden rally. If during this rally sentiment
goes very rapidly to the bullish side and stays there, you can assume
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Finding the Correlation Between Group Emotions
and Market Volume

People like to say that two emotions drive the market: fear and
greed. But 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. Second, a great many other emotions are manifested in the
stock market besides fear. It is important to understand emotions,
because human emotions help generate human activity. For exam-
ple, investors can become emotionally apathetic about investing,
especially after a major bear market. Someone who is in the state of
apathy about life does very little. So, what kind of volume would
you expect if most investors were in the group emotion of apathy?
Very, very low volume.

Pve seen angry markets, a phenomenon that usually occurs
when investors—who have missed a large price movement and have
been waiting for a correction that hasn’t come—get frustrated. 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
character 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. This is important
because major tops and bottoms of the market are usually associ-
ated with investors showing certain group emotions. For example,

Table 5.1 Group Emotions and Market Volume

Emotion Buying Characteristics

Rising optimism, enthusiasm Constant, high volume
Boredom* Low, flat volume

Frustration, anger Medium, rising volume

Fear, panic High, rising volume, climactic
Apathy, no interest Very low, flat volume

* Normally formed during long fourth-wave correction
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bear markets often end in selling climaxes. Volume builds as panic
sets in; but such an increase in volume, reflecting fear, is usually fol-
lowed by the emotion of apathy and very low volume. It’s also com-
mon for investors to lapse into boredom during a long protracted
Elliott fourth wave, just before a quick fifth wave that takes the mar-
ket to new highs. In such a situation, volume will dwindle during the
boredom phase.

Of particular interest is the emotion of enthusiasm or exhilara-
tion, which shows up during the final stages of a long 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 mak-
ing money is easy, and so 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 dramatically compared
to more stable, investment-quality issues.

Table 5.1 shows just a few examples of the association between
volume and group emotions in the marketplace. We still have much
to learn about this complicated relationship. In an attempt to
advance their knowledge, analysts have devised various speculation
indexes to measure the amount of enthusiasm in the market. Only
two are really of note, and both involve measures of volume. These
unfortunately are no longer useful due to structural changes in the
market. ’'m presenting them here, however, to make the point that
volume measures have always been a classic indicator of a major
market top and that technicians have developed indicators to track it.

Back in the 1960s and 1970s, the popular speculation index
was the ratio consisting of volume on the American Exchange
divided by volume on the New York Stock Exchange. Because the
American Exchange contained smaller and more speculative compa-
nies, this ratio indicated when investors were turning their attention
to riskier ventures. The second speculation index was the ratio of
puts to calls, as compared to stock exchange volume. Unfortunately,
because of structural changes in the marketplace, neither of these
indexes is useful anymore. Thus, at this time, we have no good, clas-
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sic way to measure the extreme swings in speculation that might
indicate long-term tops and bottoms. However, we don’t need spec-
ulation indexes today to tell us that the level of overspeculation in
the current market is extraordinarily high. You only need to look at
the high P/E ratios of stocks, the wild ride in Internet stocks, and the
interest in new offerings to see that rampant speculation is the order
of the day. I'll have more to say about this in the next chapter when
we try to figure out what will happen in the first decade of the new
millennium.

Problems Associated with the Theory
of Contrary Opinion

I’ve made a clear case for the value of the theory of contrary opinion
in predicting intermediate term movements of the stock market. Of
all technical indicators, sentiment is by far the most valuable tool for
this particular task. Nevertheless, using it presents us with problems.

Resistance to Applying the Theory

Through my seminars, I have found that the general public sees the
logic of the theory of contrary opinion but, at the same time, 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 inves-
tors either bullish or bearish. You have to be willing to say “This
economic scenario that everyone is talking about must be wrong,
even though it seems so obviously right.” Because most people con-
sider economic facts and figures more important than the theory of
contrary opinion, people find it hard to ignore the economic data
and go with what contrary opinion is indicating. I often hear my cli-
ents say, “Yes, we know everyone is currently bullish, but this time
there’s good reason to feel that way.” This is the classic problem
with the theory of contrary opinion. As I said in the beginning of
this chapter and as I will repeat here, you will successfully apply the
theory of contrary opinion only if you elevate it beyond any eco-
nomic data. When you do this, however, it immediately leads us into

the concepts I call BABES and O’BUCS.
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Understanding BABES and O’BUCS

If contrary opinion is a fundamental theory in predicting stock
prices, it follows that there must be a BABES and an O’BUCS.
BABES is an acronym for Broadly Agreed to But Essentially wrong
Scenario. O’BUCS stands for Occluded But Ultimately the Correct
Scenario. This says that, at points of extreme sentiment readings, the
obvious economic explanation that is making the consensus so
extreme must be wrong—there must be some holes in the data or the
thinking about the data. This is the key to resolving Paradox 4.
Thus, in applying the theory, you use contrary opinion to try to find
what the correct economic scenario is, to find the O’BUCS idea.
That is, finding today the economic explanation that will emerge in
the future to explain why the market moved in the opposite direc-
tion to what everyone expected.

Definition

BABES Broadly Agreed to But Essentially Wrong Scenario. This
is the economic reason, or story, that has been erected to “explain”
why the stock market will be doing 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 the Correct Scenario. This is
the obscured or hidden economic reason that will emerge in the
future which will explain why the stock market went in the oppo-
site price direction to what everyone thought.

How can this be? I don’t fully understand how. 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 do know is that the stock market, by its price
activity, is telling a story. The long-term price pattern has an eco-
nomic reason behind it, a financial story that evolves over time and
makes sense pricewise. You can always see that story after the fact.
However, it is difficult to see the story while it is unfolding. It’s really
like a book where the author has hidden the story really well and the
whole story becomes clear only near the last chapter. At the point
where everyone sees the story, it ceases to exist as the story. The
story ends not when the pages end, but when everyone understands
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to learn first-hand, as their parents did, about the negative side of
stock investing—then their education will be complete.

Why do I think this 18-year bull market is completing and the
negative side of that learning curve is about to begin? This will
become clear as you read this chapter, which applies the ideas from
the previous chapters to the stock market in mid-1999. There is no
doubt that predicting the market is an art and not a science. Recall
from the Introduction that the secret to success is to consider only
simple, basic ideas and to jettison all the ideas that complicate the
picture. I intend to be true to this, so you won’t read any comments
about balance of trade, low employment causing possible inflation,
or any ideas not covered in the previous chapters. If I believed other
ideas could help predict the stock market for next 5 to 10 years, I
would have included them. In my experience, adding more informa-
tion to the equation actually causes our ability to predict the stock
market to deteriorate. This surprises most people. They think that
adding more information can only improve prediction. I hold the
opposite view: Too much data, unless it is vital information, simply
diverts attention to unimportant and distracting data and muddies
the picture.

The previous chapters contain all the information I feel is
needed to explain the current market condition and what will hap-
pen in the first decade of the new millennium. So in the remainder of
this chapter, I will take up and explore the current technical, funda-
mental, and Elliott Wave picture of the current stock market as I
outlined in those chapters and what they are specifically saying.

The Technical Picture

As mentioned in Chapters 3 and S, the core information in technical
analysis revolves around two basic concepts—the measurement of
various manifestations of internal market divergences and the theory
of contrary opinion. We will first cover the subject of divergence in
today’s market.

Exploring the Effects of Divergence

Chapter 3 pointed out that the primary measurements in technical
analysis center around divergence. The basic concept of technical
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response is that nothing is perfect. However, it is standard technical
analysis that market divergences are a sign of a topping market.
These technicians should not abandon their discipline just because
the market didn’t immediately decline when the divergence first
appeared. They fail to understand that a top is a process and not an
event. They think that indicators should act like intersection stop-
lights—go or stop. Indicators don’t work this way.

Here is a very true saying about market tops: Stock market
turns are as obscure while they’re occurring as they are obvious after
they have occurred. It is normal during the topping process to
become very confused about what is going on, and this confusion
can last for some time. I believe we are in the topping process and
have been for two years—and most people don’t even know it.

Exploring the Effects of Market Sentiment

A second—and perhaps more important—technical tool is market
sentiment. Recall from Chapter 5 that extreme bullish sentiment can
indicate longer-term bull and bear markets. Almost no other techni-
cal indicator can provide this indication. The classic sign of a major
long-term market top is the occurrence of two events: extreme bull-
ish sentiment accompanied by historically high levels of public inter-
est and speculative fever for stocks. This situation definitely exists
today. Will this time be any different? I don’t believe it will.

There is no doubt in my mind that we are nearing the end of
this bull market cycle. The sentiment indicators that I follow are dis-
playing extreme readings. Let’s look at the Investor’s Intelligence
chart, a 10-week moving average of the percentage of bullish advi-
sors, shown in Figure 6.2. You can see the reading for the last 6
months has been more than 55%, which I consider extreme bullish
sentiment. There have been previous periods when it went higher.

I would like to see this indicator reach the levels that occurred
in the late 1960s and early 1970s, because I think the greatest bull
market of our generation should end with historically high readings.
I also would like to see this indicator stay at these high-level read-
ings for some time. We don’t have that yet. It remains to be seen
whether we will get those readings. If they occurred, that would be
the actual death knell for the whole move.
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The Public’s Shifting Market Sentiment

uring the last 15 years, I have been fortunate to witness

directly the changing speculative opinions of investors. I
can tell you year-by-year the general public’s acceptance level
for different types of investments, especially regarding retire-
ment distributions. It has consistently moved from the conser-
vative to the speculative.

In 1985, the average retiree invested his or her retirement
distributions almost exclusively in U.S. government bonds,
Ginnie Maes, and maybe some safe high-yielding utility stocks.
With the Dow Jones hovering around 2000 and the long flat
stock market period fresh in their minds, few people would
consider investing in stocks. If you even offered them a bal-
anced portfolio of 50% stock and 50% bonds, you would
often lose the account to a much more conservative advisor.
Because I felt that stocks should be considered for these
accounts, I started offering our market timing method, which I
outline in Chapter 7. With this safeguard in place, they often
had the courage to try stock investing.

By 1990, things started to shift. The 1987 crash was reced-
ing from memory and the long rise in the stock market after
the Kuwaiti war brought a little optimism. By 1992, the aver-
age retiree was willing to invest 40% to 50% of his or her
retirement distributions into stocks. But few were willing to
buy speculative stocks or individual issues. Most wanted a
conservative blue chip mutual fund with a good track record.
Fidelity Magellan was the order of the day.

Since 1994, the pace of accepting stock investing has quick-
ened. A number of investors today are selling their diversified
stock funds to buy individual stocks. Previously, investors
believed that a professional manager should select the stocks.
Today, they are willing to believe that anyone can pick the
winners. I even had a few individuals who wanted to put over
30% of their pension and 401 (k) retirement assets into Inter-
net stocks. I heavily cautioned against it. My initial reaction to
all this is to recall the old Wall Street adage: “Never mistake
brains for a bull market.”
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than are the popular economic scenarios and supporting data. I
introduced BABES (Broadly Agreed to But Essentially wrong Sce-
nario) and O’BUCS (Occluded But Ultimately the Correct Scenario)
to explain this conclusion. Not elevating contrary opinion, when
that opinion is at extreme, to “information of the highest impor-
tance,” is the primary reason why people have such a hard time
applying the theory in practice.

Investors often agree with contrary opinion, except when they
have to apply it. Today’s situation is a perfect example of why. To
become negative or cautious on the market you have to disagree and
ignore an economic scenario that seems so obviously right and one
the stock market seems to be proving daily. It’s as if you are walking
outside on a beautiful day and someone tells you that a storm is
coming. You look around but you see only a clear sky. You are being
asked to take a negative viewpoint when there is an absense of nega-
tivity. That is exactly what you have to do with investing—that’s
what BABES and O’BUCS are all about.

Finding the Current O'BUCS Explanation

The O’BUCS will slowly emerge over the next few years and
explain why the market went sideways. But remember, the theory
of contrary opinion doesn’t require this. The theory says that the
only necessary and sufficient condition for a significant market
advance or decline is that we have extremes in sentiment. This is a
good exercise because it forces you to try to invert the relative
importance of investor sentiment to economic reasons. It helps flip
the relative importance of market sentiment over the top of the eco-
nomic thinking.

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

To start, 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 compara-
ble financial number in the stock market to yields on bonds. As
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know is that Wall Street’s growth expectations for earnings and divi-
dends are higher now that at any time in history.

The word overvalued is a powerful one. For the last four years,
investors heard numerous people say that stocks were overvalued,
and they refrained from buying stocks because of these statements.

If there is no economic indicator that can tell us whether cur-
rent prices are overvalued, is there any other way that will indicate
it? In my opinion, yes: It is the extreme bullish sentiment coupled
with the high levels of public speculation that indicates what will
happen. What these two facts indicate, according to my understand-
ing of markets, is that the high expectations for earnings and divi-
dends growth will not be realized.

Let’s be very clear about this. We can have very good continued
earnings and dividend growth, and still have a major market adjust-
ment. Current prices allow for almost no disappointment of any
kind, and if anything less than record-breaking numbers appears,
there will be disappointment. In the speculative phase of the market,
prices are way 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 (D/I).

Unfortunately, it always takes a while for investors to finally
agree that this is the case. It’s not as if someone rings a bell and
everyone suddenly recognizes what is happening. Usually, a consis-
tent 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 hap-
pens, we’ll be well into the major correction I’'m predicting.

Finding a Possible Endpoint

Did you know that a long time ago, stock dividend yields were
higher than bond yields? As you can see in Figure 6.5, from 1928 to
1957, stocks yielded more than bonds. Then the pattern switched
and bonds yielded more than stocks. This has continued for so long
that it seems as if this is the only way it should be. But dividend pay-
ments are much riskier than bond payments, so why shouldn’t
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Ob So Right—But Ob So Wrong

ne mistake forecasters can make is to be right too early,

O especially if their forecast is the opposite of the prevail-
ing consensus view. This happened to Merrill Lynch. In 1982,
Merrill Lynch made one of the greatest calls of this century. It
was in the summer and short-term interest rates were 16%.
Suddenly full-page ads appeared in Barron’s, The Wall Street
Journal, and other major newspapers, announcing the greatest
buying opportunity in bonds in a generation. At that time,
however, the overwhelming consensus was that rates were
headed much higher. When the ads came out, a number of
commentators said that it was proof that rates had to go
higher. They did go higher, for about three more months. Mer-
rill Lynch was ridiculed and pulled the ads in defense.

Houwever, it was one of the greatest calls in bond market his-
tory. Those last 3 months when rates continued to climb were
the tail-end of a 30-year rising rate period. Since then, interest
rates have been declining for 19 years. Yet, few remember the
call or applaud the people who figured it out. Because the call
was too early by 3 montbs, people labeled it wrong and dis-
missed it. Had it been 3 months after the peak, the Merrill
Lynch team would have been heroes. It just goes to show: You
can be so right—but then so wrong.

The Elliott Wave Pattern

As I explained in Chapter 2, the best roadmap to use if one is trying
to forecast or outline what the market will do in regards to price is
the basic Elliott Wave pattern. As [ mentioned, the basic pattern can
be very general, and the art of applying the theory rests in trying to
find ways to limit some of the variations to come up with reasonable
and tighter restrictions on what to expect.

Defining Time Correction and Price Correction

People almost always expect a long bull market to end in a crash. In
their minds, the world is white or black, good or bad, boom or bust.
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In truth, gray always exists, and the market generally reflects this
middle ground. Corrections are usually sideways movements, or
sawtooth patterns. The Dow theory calls them lines; the Elliott
Wave Theory calls them flats. A flat is a correction where the declin-
ing waves A and C stop near the same price, and the rally that sepa-
rates them—wave B—stops near the high price of wave 5. In
essence, it is really a time correction rather than a price correction.
What do I mean by a time correction? In Figure 6.6, I’ve plot-
ted the S&P 500 from 1928 to 1999. Notice that from 1982 to
1999, the price growth has been much higher than its average, or
normal, rate. (The normal rate is shown as the trend line below the
actual price growth.) The market has gotten ahead of this normal
rate. There are two ways it can correct and return to its normal
rate. One way is to experience a big decline over a short period of
time—a crash. After the crash, the market will return to its more
normal rate. However, a crash seldom occurs. What usually hap-
pens is the second way: Prices move sideways for a long period, so
that the high price reached is, in effect, stretched out over time,
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Figure 6.6 The stock market has gotten far ahead of its 70-year growth rate.
It would be normal to adjust by going through a time correction—that is,
marking time by making little price progress. But what would look like a side-
ways move on this long-term chart would be experienced by investors as rather
lengthy bull and bear markets.
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ultimately bringing the rate of return back to the average. Crash-
type corrections such as 1929 can occur, but they should not be
expected; the sideways correction is the normal expectation. How-
ever, long sideways corrections can be difficult, just as devastating,
and much more frustrating than a crash.

Using the Elliott Wave Count as a Projected Roadmap

Many Elliott Wave practitioners feel that this top is actually the top
of the 70-year movement shown in Figure 6.6, and they expect a
major crash. I believe it is a mistake to plan for a big decline,
because this assumes that all booms are followed by crashes. I think
the more probable event is to assume a normal ABC or horizontal
correction that will bring us back to the trend line as drawn. If the
wave turns into something more devastating after that or an irregu-
lar correction of some sort brings much higher prices, the trend
should be determined then, not now.

Where are we in the Elliott Wave count from the more recent
bottom (point A) in 1982? I’'ve shown where I think the count is in
Figure 6.7. Some market indexes show this count clearer than the
S&P 500 (there obviously is some debate on this count), but given
the levels of bullish sentiment and overspeculation I think the figure
is close. I believe that we are in the final fifth wave of this 18-year
movement and that that fifth wave started in 1990. Of this fifth
wave, we are beginning a lengthy fourth-wave correction after the
recent five-year wave 3. This means that after the lengthy fourth
wave (horizontal correction) we still have one final fifth wave to go.

So in summary I'm expecting the following: An extended
fourth-wave sideways correction that will last from two to four
years. During the fourth-wave correction, investors will become very
disenchanted and suffer severe market losses in a number of areas—
especially technology. A final fifth-wave movement will occur, rais-
ing the market to new highs and completing the bull market.

A fourth-wave horizontal correction looks like Figure 6.7. A
long correction such as this usually occurs after a long extended
advance, as we’ve had since 1994. The characteristic of the move-
ments in a horizontal correction is that the pattern breaks down very
clearly into three wave patterns.
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long up-and-down, trading-range market. This chapter shows you
that, although it’s harder to make money in this type of market, it
can be done in a number of ways.

In Chapter 1, you learned that one of the main reasons people
get confused about analysts’ predictions is that the time scale of the
study is not defined. It’s important to understand clearly the time
scale of the movements involved.

The title of this book could have been Dow 12,000 by 2004. The
Dow is already at 10,000 in the year 2000. If it begins the year 2004
at 12,000, with dividends included, that would be a natural return of
around 6.5% per year for the next 4 years. However, if the market
does something like this, it won’t do it in a straight price line. Over the
4 years, I expect bull markets that last 1 year and go up 30 to 40%,
and then bear markets that decline 25 to 30% for 9 months to a year
or more. In the sideways market ’'m describing, there will be a lot of
up-and-down motion, but with little overall gain. It might seem
strange to try to make superior gains if stock prices are in essentially a
back-and-forth trading range. One way to attempt to make money
during such a period is to try to “time” the market—to try to catch
the up moves and sidestep the down moves.

In long bull markets, such as the one we have been in since
1982, the buy-and-hold strategy works best because there are no sig-
nificant declines to “market time.” The inherent errors in any mar-
ket timing method worsen the situation, which in hindsight required
no intervention. Just “waiting the market out” seems to correct any
errors in judgment. During these times investing is easy—you don’t
have to do anything except just let the market “do its thing.” How-
ever, this same strategy does not work during long sideways peri-
ods—periods where the market goes up and down a lot but makes
little progress.

The last time the market experienced a long sideways trading
range was from 1966 to 1982. After the Dow Jones hit 1,000 in
1966 it bounced between 700 and 1,000, making little progress for
16 years. Although I’'m not expecting anything nearly that severe this
time, this often-ignored period can provide us with fertile ground to
test various strategies that might work well during another trading
range.
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Approaches to Market Timing

There are two general approaches to market timing. The first
approach uses contrary opinion, interest rates, and other technical
tools to try to determine when the price trend is ready to reverse. It
attempts to find the exact moment of a transition point—the exact
top or bottom of a move. The second approach to market timing
doesn’t try to find the tops or bottoms, but instead attempts to
define when a new price trend has established itself. It uses indica-
tors that give signals after a top or bottom has been made. The idea
behind this second method is to let the market make top or bottom,
look for indications the market has started a new price trend, and
then ride the trend.

You can usually classify an indicator into one of these two
approaches: does the indicator attempt to signal an exact transition
point (a top or bottom) or does the indicator respond after a top or
bottom, indicating in some way when the market has established a
new trend? It should be noted that these two approaches will always
conflict, and this is one reason why technicians often hold different
opinions about the market. Some technicians look for exact tops
and bottoms, and others think it best simply to measure and follow
market trends. In truth, the art is in knowing when one or the other
approach is the best to use at a given point. A transition indicator,
such as contrary opinion (looking for tops and bottoms), will always
look the most bullish when the trend is the most bearish, and vice
versa. So keep them separate in your mind; their goals and targets
are completely different.

The studies I did for this book used indicators from the sec-
ond method—indicators that help define price trends of the mar-
ket. To lead into these indicators and how I applied them to study
the last roller-coaster period between 1966 and 1982, I will begin
by first describing how I used them in an original study I did in
1984. The findings from this older study are still of value, and they
help explain many of the concepts that you’ll need to understand
my recent, broader study of sideways markets. Because both stud-
ies use something called moving averages, I'll first explain what a
moving average is.
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Market Timing Using Moving Averages

Moving-average indicators are part of the second approach to mar-
ket timing—they are a mathematical technique useful in spotting
past market trends. To create a moving average, you add up an
index or indicator for a specific number of days and then divide that
sum by the number of days in the period. Moving averages act as fil-
ters; they help filter out the price movements that occur over shorter
time periods (which you’re not interested in). By filtering out short-

Definition

moving averages is the
mathematical technique
in which you total an
index or indicator for a
specific time period and
then divide that sum by
the number of days in
the period. It is called a
“moving” average
because every day you
add a new number to
and drop off the last
number from the previ-
ous sum.

term price fluctuations and looking only at
price changes over longer periods, long-
term trends often become easier to see.

Here is an example. To create a moving
average, consider any time period—for exam-
ple, 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 calculate the
average again every day. Figure 7.1 shows a
23-day moving average of the S&P 500
over the 18-month period between 1/31/97
and 7/31/98.

A moving average has the effect of

smoothing out the price “wiggles” 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. Likewise, if you had a 200-day
moving average, a sharp movement that occurred over 2 or 3 weeks
would be blended away by all the other days in the average.

After you’ve calculated a moving average, how do you use it?
There are a number of ways to use moving averages to define market
trends. The method I use is the following:

The market trend is up when the current price is above or
higher than the moving average. Likewise, the trend of the
market is down when the current price is below the moving
average.
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trends. But who chose 200 days and why? ’m not saying it isn’t
right, but where is the study that made people agree to use 200
days? Or was it just started up by someone in the distant past, with
no proof, and everyone fell in line with it? So with this in mind, I set
about to test every moving average I could—from 5-day to 200-day.
My goal was to find which moving averages produced the best
return over a long period of time. But I also had another motive for
doing this study. I realized that the moving-average study would
allow me to test, in a rather unique way, the long-held belief that the
stock market might be following certain natural time cycles.

For many years people have believed that the stock market
might contain certain repetitious time cycles. In the 1950s, 1960s,
and 1970s, analysts talked about the 4 '4—year business cycle. Major
market bottoms often occurred about 4'4 years apart. Figure 7.2
illustrates the popular 4'4-year market cycle. Repetitious time
cycles of other frequencies also seemed to occur. Some effort was
made to find these time cycles.

One of the original works on the subject of stock market cycles
was The Profit Magic of Stock Transaction Timing, done by J. M.
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Figure 7.2 The often talked about 4 Y;-year business and stock market cycle.
The reason for the belief in its possible existence is readily seen from this chart.
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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 spe-
cific frequencies. I never found this approach worked well with the
stock market price curve, so I decided to approach the question from
another angle, using a concept from physics called resonance.

Using Resonance to Find the Time Cycles in the Market

They say the Walls of Jericho fell because of resonance. What is
resonance? If an object has a natural frequency of vibration, when
you start pushing on it with a force that goes back and forth at
that same frequency, you get a large vibration. The frequency of
the force must be close to the natural frequency of what it’s push-
ing against; if the force vibrates at other frequencies, you get a
much smaller effect. In the story of Jericho, presumably, the sound
frequency of the trumpets matched the natural frequency of the
walls, causing them to vibrate wildly and fall apart. Another exam-
ple is a tuning fork, which also has a natural frequency. When you
play music around a tuning fork it vibrates. However, it is only the
frequency in the sound that is near the fork’s natural frequency
that produces much effect on the fork. The other frequencies make
it vibrate, but much less so.

Definition

resonance is the state produced in a system when an unusually
large vibration is produced in response to an external stimulus,
that is the same frequency (or nearly the same) as the natural vibra-
tion frequency of the system.

Figure 7.3 shows the standard mathematical chart that indi-
cates when resonance occurs. The graph shows how loud a tuning
fork gets when you start forcing it to go back and forth at different
frequencies. The loudest point is when the frequency of the sound
hitting the fork exactly equals the fork’s natural frequency. This
basic pattern will be important when we get to the results of the
studies.
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first study. In the study, I tested how every moving average did over
the 70 years from 1929 to 1998. I used every moving average from
5 days to 200 days. I set the start date at January 1, 1929, and
assumed that there were 196 accounts with $1 in each. The first
account would be invested using the results of the 5-day moving
average. The second would be invested using a 6-day moving aver-
age, and so forth. When a moving average was positive—for exam-
ple, when the S&P 500 was above its S-day average for that
account—the account was invested in the S&P 500. Any dividends
declared while invested would be included and compounded.
When the S&P 500 closed below that average, the computer sold
the S&P 500, and the funds went into a T-bill account. As long as
the price stayed below the moving average, the account remained
in a T-bill account. When the closing price again moved above that
moving average, the computer bought the S&P 500. I monitored
on a daily basis the value of each $1 as it grew over time for each
moving average. Even though money markets weren’t available in
the beginning, the T-bill rate was a good number to use because it
represented the interest rate you might earn while out of the stock
market.

Moving-Average Variations

he graph in Figure 7.4 shows the 70-year results of a slight

variation of the simple moving averages as I explained them.
Besides testing every moving average, I also tested many varia-
tions of these moving averages. For example, I tested what would
happen to the results over the 70 years if I shifted every moving
average up or down a little. I tried many different shifts for every
average. This shifting seemed to have the effect of fine-tuning,
much like going back and forth on a radio dial helps find the
exact point of best reception. Figure 7.4 reflects the results of this
fine-tuning. I obtained the best results by moving all the moving
averages downward by 1.5%. In other words, the cutoff to buy
or sell the S&'P 500 was .985 times the moving average. This fine-
tuning boosted the result at the highest point to its maximum.
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Over the 70 years of the study, buying and holding the S&P
500 with dividends reinvested produced an average return of 10.3%
per year. This return becomes the benchmark to compare how dif-
ferent moving averages on the S&P 500 performed. This benchmark
return is represented by the dotted line in Figure 7.4.

In this same chart, I plotted the average percentage gain each
moving-average strategy would have produced over the 70 years.
For example, over 70 years the 5-day moving average returned
8.8% per year, the 6-day returned 8.5%, the 7-day returned 8.2%,
and so forth. I plotted each of these results from 5 to 200 days. The
upper line in the figure represents these moving-average returns.

This chart shows that using shorter-term moving averages pro-
duces a lower return than the S&P 500 average. Nevertheless, the
longer-term moving averages do much better than buy-and-hold
average—as much as 2% better. The basic pattern was what I had
hoped. There appears to be a resonance peak at the 130-day moving
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Figure 7.4 Moving Average Timing vs. 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 1999). This study assumes that the free
exchange privilege was done and that the exchange was done the day after a
signal was given. The results shown are those of variations on the normal mov-
ing averages. These results are for those moving averages that were down-
shifted on the price scale by 1.5%. This was important.
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Study Restrictions

hen I first did this study in 1983, I put certain restric-

tions in the study to match the investment restrictions
of the time. In 1983, it was possible to invest in the S&P 500
only by way of an index mutual fund. One disadvantage to
this method is that when you buy or sell you are limited to
getting the closing price at the end of the day. Even if you
decide to sell a mutual fund in the morning, you still get the
price of the S&P 500 at the close of that day. So I put in the
study the restriction that the price you buy or sell at is always
the next day’s price after a signal is given. This is necessary
because we have to wait until the close to do the new calcula
tion. If a signal is given, it can’t be acted upon until the next
day, at which time you get the next day’s closing price. So my
initial study had this restriction— if the moving average gave
a signal to buy or sell, you bought or sold using the next
day’s price.

However, one advantage of using a mutual fund is that you
can use the free exchange privilege it provides. The free
exchange allows an investor to move from the stock fund into
a money market fund and back again without paying a charge
or commission. Some funds put restrictions on the number of
times you can do this, but with the longer-term moving aver-
ages, the number of exchanges is minimized and this would
not be a problem. This means that you don’t have to erode the
value of the investment due to commissions or the bid-and-ask
spread, which is the momentary price difference between what
you can buy a stock for and what you can sell it for.

It is very difficult to calculate the effects of taxes on a timing
strategy. Nevertheless, it is an important consideration and one
that should be carefully analyzed. There is no doubt even if a
timing strategy does better than a buy and hold strategy it may
not be true if taxes are considered. Therefore, it is my opinion
that it is best to implement this type of strategy in a tax-
deferred account, such as a tax-deferred annuity, a tax-free
(Roth) IRA, or a deferred retirement account.
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average, which produced an average return of 12.5%, about 2%
better than the average S&P 500 buy-and-hold result.

After the 70-year results were obtained, I focused on the high
point: the 130-day moving average. I wanted to determine how this
moving average produced this superior result day-by-day, year-by-
year over the 70 years. Figure 7.5 shows the daily growth of the $1
using this adjusted 130-day moving average, doing the free exchange
from the S&P 500 to T-bills and back-plotted this against the growth
of $1 in the S&P 500.

This was my original study. Because it covered the 70 years that
included the Great Depression, two long bull markets, and a 16-year
trading range, it presents a timing method that seems to work well
over a long time period and through markets of all types. Besides pre-
senting this very interesting result, this study helps introduce the con-
cept of timing using moving averages, shows how to test them, and
how to display and compare the results. This gets us ready for the new
study that focused on the 16.5-year period between 1966 to 1982,
looking for moving-average strategies that would have worked the
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Figure 7.5 Best Moving Average Result vs. S¢&P 500. 1 chose the 130-day
moving average (downshifted 1.5%) and calculated the daily value of doing
this over the 70 years. This graph compares that daily value against the daily
value of buy and holding the S&P 500.
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best through just that period. However, before we do this, I need to cau-
tion you about whipsaws, a problem inherent in using moving averages.

Factoring in the Whipsaw

Using moving averages to help determine market direction is not a
panacea. Moving averages have drawbacks that can be very frustrat-

ing—and costly. The major drawback is called a whipsaw.
A whipsaw occurs when the price moves above the moving aver-
age, signaling a buy into the market, and then the price reverses, caus-

ing an exchange back-out, during which you
often end up selling at a lower price than
you paid. It is important to understand that
when using moving averages, approximately
two-thirds of all exchanges will end with a
negative result and that this is probably
unavoidable.

Yet these studies also seem to indicate
that even with the erosion from whipsaws,
a well-planned, trend-following method
can work well over many market cycles. If
the moving average is chosen carefully, the
plus of being in the major advances and out
of the major declines, minus the loss of the
whipsaws, can often do better than buying
and holding over long time periods. Back-
testing through all types of markets seems
to support that belief.

Definition

whipsaws are false sig-
nals. When the price gets
close to the moving aver-
age, it can at times move
above and below the
moving average many
times before it firmly
establishes a trend, pro-
ducing a false signal to
buy or sell. These whip-
saws can cause you to
buy high and sell low;
whipsaw movements can
be extreme in volatile
markets and can erode
gains.

The New Moving-Average Study of the 1966-1982

Trading-Range Market

In the original 70-year study, the 130-day moving average (down-
shifted 1.5%) did very well. This 70 years was composed of four
separate market periods: the Great Depression, a long 20-year post—
World War II bull market, a long 16-year sideways period (1966—
1982), and the latest 18-year bull market. A careful study of the
year-by-year results showed the general reason this moving average
did so well over the whole 70 years.
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consensus is that the postwar bull market ended in 1966 when the
Dow hit 1000). I believe we are entering a similar trading range period
but over a much smaller time frame—from 3 to 4 years. This previous
period might provide fertile ground to test various moving-average
stategies that might work well during the next roller-coaster period.

But my assumption that the market was about to enter a trad-
ing range allowed me to test another idea that might also work well
in a trading-range market but, in general, wouldn’t work in a long
bull market. Let me explain.

If you are expecting an up-and-down trading range, it is possi-
ble to consider a strategy that tries to buy when prices are at the
lower ends of the range and sell after they’ve risen to the top of the
range. The problem is that you know only where the tops and bot-
toms of the range are after the range has existed for awhile—after
the fact, so to speak. What if, by careful mathematical selection, it
were possible to find the extremes in past trading-range stock mar-
kets? Then a strategy might 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.

Using 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 7.7 shows you a set of Bollinger

Bands using a moving average of 132 days.
The moving average is the centerline, and
there is a top Bollinger band and a lower

Definition
Bollinger Bands are a
mathematical technique

one. Each is equidistant from the moving
average. Notice that at times the two bands
get closer to the moving average and at
other times they get farther away.

What are these bands? Sometimes the
stock market becomes very active and prices
move around a lot. At other times, prices can
become very tame and go nowhere. There is
a mathematical way to measure whether the
market has been active or tame: the standard

developed by market
technician John Bel-
linger that uses market
volatility (standard devi-
ation) to produce two
bands (which are actu-
ally lines) that attempt to
bracket a price move-
ment. Each moving aver-
age would have its own
set of bands.
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Band, I assumed that prices had reached the top of the range and the
computer sold the S&P 500 and went into T-bills. Likewise, if prices
declined below the lower Bollinger band, I assumed they’d reached
the bottom of the range and the computer took the money out of the
money market and purchased the S&P 500.

With this as the basic idea, I asked the $64,000 question: What
moving-average and Bollinger Band set worked best during the
1966-1982 period? In other words, what moving-average and Bol-
linger Band spacing would have both caught most of the upswings
while sidestepping the downswings and also bought and sold at the
tops and bottoms of those swings using Bollinger Bands?

I decided that I would back-test these two strategies concur-
rently. The first was to test every moving-average strategy between
1929 and 1998 (just like the first study) to see which moving aver-
age caught the trends the best through the trading range. The second
was to test every Bollinger Band strategy through the same period to
see which worked the best at finding the extremes.

Summarizing the Test

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 Bollinger Band strategy. Preliminary studies
of many combinations indicated that a good mix occurred when
Strategy 1 pool contained 60% of the assets and Strategy 2 con-
tained 40%.

Strategy 1:  Test every moving average between S and 200 days,
including 8 vertical shifting variations up and down per moving
average. | 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 sell the S&P 500 at the close
when the S&P 500 closed below the moving average (and the funds
would go into the money market).

Strategy 2:  Test Bollinger Bands that are two times the standard
deviation away from their moving average. (Preliminary tests showed
that this spacing worked well.) 1 tested 1,755 Bollinger Bands, one set
for every moving average. The strategy was to sell the S&P 500 at the
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Restrictions on the Recent Study

ince the original study, new investment vehicles have been

developed that overcome one of its major limitations: hav-
ing to get the next-day closing price after a signal is given on
the close. Remember that this was imposed because, in prac-
tice, you had to use a mutual fund and its free exchange to
implement the strategy.

Now there are spiders (representing one share of stock in
the S&'P 500) and programmed trading methods (for institu-
tions) for buying and selling baskets of stock that mirror the
S&P 500. These methods of investing in the S&'P 500 are
available for buying or selling any time during the trading day.
Because of this, for this study I decided to assume the capabil-
ities that these new trading vebicles would allow. I assumed
that we could monitor the condition of the moving average or
the Bollinger Bands right up to the close. If a signal were
given, it would be executed, buying or selling the S&P 500
right at the close. In practice, this might be difficult to do if the
moving average or the Bollinger Bands were very close to the
price at the close. In general, I think it would be possible to do
this in most cases.

These new ways of investing in the S&P 500 would change
one of the earlier assumptions. For one, because the free
exchange of a mutual fund isn’t being used to buy or sell, a
transaction cost for each buy and sell would have to be
assumed. For the study, I assumed a round-turn transaction
cost to buy and sell that would include commissions, and the
spread between the bid price and the ask price of 35 basis
points, which is 35/100 of 1%.

close and put the money into a money market when the price went
above the top band, stay in the money market until the price declined
below the moving average, at which time the investment would follow
Strategy 1. Buy the S&P 500 at the close when the price goes below the
lower band, stay in the S&P 500 until the price rallies above the mov-
ing average, at which time the investment would follow Strategy 1.
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A great deal of preliminary work went into this, and I cannot
show you the entire study because it would be too detailed for a
book of this scope. Although the study identified several good strat-
egies, ’'m going to show you one of the most successful results (see
Figure 7.8). It follows the same idea as Figure 7.4.

Over the period from January 1, 1966 to July 31, 1982, the
total return from the S&P 500 with dividends reinvested was
5.06%. In the figure, this buy-and-hold return is shown as the dot-
ted line. The other line plots the average annual return each mov-
ing average produced (maintaining an asset mix of 60% moving
average and 40% Bollinger Band). The two moving averages that
are highlighted are the 72-day and the 132-day. Both produced
back-tested average returns of just over 10%. That was 5% more
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Figure 7.8 1966-1982 Study. There is a lot more to the study, but this chart
shows the essential information. The line at the bottom shows the S&P 500
buy and hold over the period. These results show that in a sideways market the
two moving averages, 72-day and 132-day, did pretty well. These results are
the result of running two concurrent strategies—60% of the assets following
the moving average signal and 40% following the Bollinger Band strategies.
Again these results are those of a variation of the simple moving average
(raised 1% on the price scale). In this study, the assumption was that one
would buy and sell the S&P 500 spiders and used the price on the S&P 500 on
the close of the day the moving average signal was given. A 35-basis point
allowance was given for the spread and the commission.
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than the buy and hold produced. The chart also seems to indicate
that almost any market-timing method works better than buy and
hold through long trading-range markets.

Recall from my earlier study that I tested a number of varia-
tions on moving averages by adjusting the moving average line up
and down, searching for a relationship that would increase returns
over a buy-and-hold strategy. The curve in Figure 7.8 plots the vari-
ation that produced a good result. The variation in this case was
made by shifting all the moving averages upward by 1%. In other
words, I calculated the moving average and then multiplied it by
1.01. This multiplication raises the moving average on the price
axis. This has the effect of generating sell signals earlier and buy sig-
nals later.

One very important point is 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. Over the
entire 70 years, the 130-day moving average shifted downward
1.5%. During just the sideways period, it was a 1% upward shift.

The Results

I have always found it easier to visualize how these strategies per-
formed by looking at the day-to-day back-test of each moving aver-
age. Figure 7.9 shows the day-by-day result of the 132-day moving-
average strategy (60% Strategy 1 and 40% Strategy 2), and
Figure 7.10 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 to pro-
duce the return during the period. The moving averages and their
Bollinger Bands were a good time measure to catch the major up
moves early while sidestepping most of the declines, and also catch-
ing the extremes of the movements.

Because both moving averages (132-day and 72-day) gave con-
sistent returns and ended up over the 16.5 years with approximately
the same result, I decided that a combined strategy using both would
probably do the best. An average of both would produce the same
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of time. 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.

The moving averages that did the best seem to be the ones that
fit or harmonized best with how groups of investors react and create
market movements as feedback loops. As I explained in Chapter 1,
these feedback loops can only run for a maximum of about 13
weeks, but the psychological effects can carry over after that for
approximately 3 more months. The 132-day and 72-day moving
averages fit within the time scale we would expect of feedback loop
movements.

Will this change over time? I’m often asked this question by
people who note that the market of today is different from the mar-
ket of the past. There were only 400 mutual funds in the mid 1970s
and now there are over 10,000. Today we have the Internet, where
people 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
rather changes over time. Won’t this modify the size of the various
feedback loop movements and their relationships, disturbing how
these realms interacted in the past? I believe it will have an effect,
but it is difficult to calculate exactly what the effect would be.

The increase in day trading should cause the short-term feed-
back loops to change; perhaps that will bleed over and influence
some of the intermediate-term traders. The definite increase in short-
term price volatility reflects the larger numbers of traders who trade
for short time periods. In other words, the short-term feedback loop
has been magnified. My hope is that the 72-day, and at least the
132-day, moving averages are long enough to blend away some of
these changes and will still work even if these realms change in rela-
tive size and dominance from one to the other.

Using Other Strategies

There will be other ways to invest through a period like the one 'm
expecting. Besides using the strategies I presented in this chapter,
using the standard technical and fundamental lessons learned during
the 1970s and 1980s will still be an option. Some of this information
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is summarized in the indicators and ideas I presented in Chapters 2
and 3. These ideas cannot be back-tested as well as the methods
shown in this chapter; however, the good track records of some tech-
nicians who have navigated that period show the potential of know-
ing and applying this information with experience and expertise.

There are other strategies that you can use. For example, there
will be a time to buy technology stocks again. What do I mean? 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
saying, “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.

Another strategy is called “market neutral investing.” With this
strategy, you try to short the overpriced stocks and buy the underval-
ued ones. Or, more correctly, you try to buy the stocks that are out of
favor but expected to go into favor and to short the ones ready to
recede from favor. Although this idea has potential and sounds prom-
ising, it is always difficult to apply in practice. Market pricing can
become so irrational that there are long periods when undervalued
stocks stay undervalued and get more so, while overvalued ones get
even more overvalued. This can be very disappointing. Some very
good money managers, however, have good success with this idea.

Finally, even in a lengthy trading-range market there will be a
select number of sectors or groups that will continue in or begin a
new bull market. You can only really know which stocks and groups
will do this after the fact or after a pattern has emerged. It has been
10 years since the last recession. This is abnormally long. If we enter
a recession soon, the picture will be clearer regarding which groups
and stock are really the strongest and deserve our focus. It is a tru-
ism that really strong stocks that hold up well through recessions
will do very well during the next recovery.

Conclusion

A lot more went into this 16.5-year study that I could not cover in
this book. If a strategy becomes popular and it is used by too many
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extension is an Elliot Wave variation in which one of the primary waves
can be so large that the smaller movements that make it up become as
large as the two other primary waves.

flat is a common Elliot Wave correction in which waves A and C end up at
the same level.

fractal is, according to Beloit Mandlebrot, “a geometrical shape that can be
separated into parts, where the shape of every part is a reduced-scale
version of the whole.”

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

horizontal triangle is an Elliot Wave correction, which usually occurs as a
fourth wave correction after very large waves 1 and 3 with a small wave
2 separating them. It’s as if all the correction for the whole move is being
saved for one long wave 4. A horizontal correction is composed of five
waves and is not a simple ABC pattern.

inter day is the term used to describe the prices that occur during trading
hours.

internal market is the statistical measurements, such as the number of
stocks making new highs or lows and the number of advancing stocks
versus decliners, that describe what is happening to the mass of individ-
ual stocks as the overall market moves up or down.

irregular correction is an Elliot Wave variation in which the B wave contin-
ues up and exceeds the top of the preceding wave 3.

iteration is the process of doing a simple action repeatedly.

Koch curve is a perfectly predictable fractal that develops over time. It
starts with a straight line that is broken by a V pattern. This V pattern
further breaks each occurring straight line ad infinitum.

Mandlebrot curve is a fractal, which has come to represent the entire sub-
ject of fractals.

market breadth is the daily measurement of the number of stocks advanc-
ing versus the number declining.

market timing is the philosophy that it is better to try to buy stocks just
before significant market upswings and to try to sell just before signifi-
cant market downswings.

model is a mental construct or physical system that parallels or behaves
like a real system. Studying the model gives insight and an understanding
of how the actual stock market behaves.
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moving averages refers to the mathematical technique in which you total
an index or indicator for a specific time period and then divide that sum
by the number of days of the period. It is called a “moving” average
because every day you add a new number and drop off the last number
in the previous sum.

O’BUCS is an acronym for Occluded But Ultimately the Correct Scenario.
This is the obscured or hidden economic reason that will emerge in the
future which will explain why the stock market went in the opposite
price direction to what everyone thought.

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.

put is an option to sell a stock at a specified price for a specified time.

puts to call ratio is the ratio between a put, an option to sell a stock at a
specified price for a specified period of time, and a call, an option to buy
a stock at a specified price for a specified period of time. By calculating
the ratio of the number of puts and calls, it is possible to get a good idea
of what investors are thinking.

resonance is the state produced in a system when an unusually large vibra-
tion is produced in response to an external stimulus, and the frequency
of the stimulus is the same (or nearly the same) as the natural vibration
frequency of the system.

short selling is selling borrowed shares of stock under the expectation 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.

sideways correction or trading range is the idea that after a long advance in
stock prices there comes time for a rest. Since you can’t stop time the rest
manifests itself as stock prices going up and down, while making little
headway. The up-and-down motion creates a range. For example in the
1970’ the market went to a high of around 1000 and a low of around
700, It is called a trading range market because the only way to make
money is to try to buy at the lower end of the price range and sell near
the upper end.

stacking the money is the “cash flow theory” or the “time value of money
theory.” It is the mathematical procedure for finding the current worth
or value of any investment that will throw off a future stream of
income or cash. The current value of any investment—stocks, bonds,
real estate—should be determined using this or some variation on this
idea.
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