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      The Stock Market in the Millennium—How Different Will It Be?


      Some thirty-five years ago, when I was starting my stock market career, some traders in brokerage houses were kept abreast

         of stock quotations by so-called “chalk boys.” It was their job to follow the old ticker tape that was blown up on a screen

         and periodically write down the latest prices of the leading stocks on a big blackboard.

      


      We have certainly come a long way in a relatively short time. Now high-speed electronic transactions are routine. The global

         information highway is expanding explosively and our domestic economy is becoming increasingly global. What does this portend

         for investors as we approach the next millennium?

      


      For one thing, we can look forward to ever-increasing volume on the exchanges. As information becomes available faster and

         in more detail, trading gets easier. Traders now have a wide range of options. You can trade online, you can contact some

         brokerage houses twenty-four hours a day, and you can even trade on your own computer.

      


      Secondly, the trend toward a global economy will continue and accelerate. As information becomes more speedily available,

         it becomes easier for Americans to buy stocks and bonds in European, Asian, and third-world countries. Such trading by individual

         investors in mutual funds is already commonplace. Of course, foreigners are also getting more heavily involved in U.S. markets.

      


      Information is a precious commodity. Throughout history there has always been a premium on being the first to know. Rothschild

         used carrier pigeons for business communication. Then came the telegraph, the ticker, and the telephone. Many companies use

         conference calls to compare notes, devise strategy, and report on earnings. Now we have computers and the Internet on which

         ever-increasing numbers of people are exchanging information.

      


      In my grad school days, I used to go to the library to pore over old Standard & Poor’s directories to get information on the

         performance of companies. Now all I have to do is punch a few buttons on my computer and a mass of statistical data is at

         my fingertips.

      


      People have always been hungry for advance knowledge that could be put to financial gain. Consequently, we see more and more

         newspapers, newsletters, magazines, and TV programs devoted to news about stocks. Perhaps we are getting too much information

         to use intelligently. But are things basically different than they used to be?

      


      I don’t think so. Remember, the purpose of getting news fast is to get the jump on the next guy. But now everyone has the

         same easy access to all kinds of information affecting the markets. That makes the playing field about as level as it has

         ever been.

      


      As an analogy, consider the development of tanks and machine guns. If only one party had them in the Civil War, it would have

         made a decisive difference. In World War II, all nations had these weapons so there was no great advantage to either side.

         However, how these weapons were deployed led to either victory or defeat. It is the same with the stock market. With virtually

         the same mass of information available to everyone, it is how you use it that counts.

      


      Unfortunately, specific stock market decisions are not easier to make now that so much information is available. For example,

         it was obvious in the early 1920s that the automobile industry was certain to grow and revolutionize transportation. So, should

         you have bought auto stocks?

      


      Well, it depends. It has always been extremely difficult to pick the winners. At that time Ford was not yet a public company.

         But, over the years, you could have bought the makers of cars that are only memories today—Hupmobile, Stanley Steamer, Stutz,

         and Nash, to name a few. Dozens of auto-related companies have disappeared. If you had bought General Motors you would have

         done well. Chrysler almost went under a couple of times but, if you held on, you would have done okay. Everyone else is gone.

      


      The same holds true for airlines. Fifty or sixty years ago you would have known that the industry would take off. So you might

         have bought National or Eastern Airlines or some others that no longer exist.

      


      More recently, we have had computers—mainframe, software, hardware—the works. The industry was sure to expand at a rapid rate.

         Again, the hard part was to pick the winners. In the early stages, IBM and the so-called “Bunch” group were the dominant computer

         stocks. The “Bunch” line-up consisted of B (Burroughs), U (Univac, which is part of Sperry-Rand), N (NCR or National Cash

         Register), C (Control Data), and H (Honeywell). IBM, which used to be the leader, is presently not doing so well and the others

         are out of the business or having hard times.

      


      If the information explosion does not make it simpler to pick winning stocks, it has given us a lot more ways to speculate.

         In the old days, you could buy stocks on margin and that was basically it. Now you can easily enter foreign markets, trade

         options and futures, trade currencies, and much more. And you don’t have to be an institution to do this—you can trade on

         your own. Thus there are many more ways you can get yourself into trouble, especially with investments in IRAs and 401-k plans

         that so many people count on for their retirement.

      


      At this writing in early-1997, mutual funds have assets of over $3 trillion and money continues to pour in. Despite the steady

         infusion of cash, the market is not and never was a one-way street. Unprecedented in our history, we have not had even a 10%

         correction in six years. The last bear market—which I consider represents a drop of at least 20% in the broad market averages—was

         at the end of 1990. This cannot go on forever.

      


      We have not had a bone-crunching bear market since 1973–1974. Back then it was awful because the market seemed to deteriorate

         day after day, finally bottoming in 1974. Now we are in 1997, twenty-three years after the depths of the worst market since

         the depression. Whole new generations of investors and professionals have come into Wall Street. Fewer and fewer individuals

         are around who lived through the brutal bear market of the early 1970s. Many in today’s market only know of good times or

         a short-lived bear market. Unless they play their cards right, these people could run into a meat-grinder they haven’t anticipated.

      


      This is not a prediction. I am talking about reality. The stock market can only throw off a return that is reasonably commensurate

         with economic growth. In the short run, an undervalued market can yield a higher than normal return. But when returns become

         excessive for several years, it means that the market has outgrown economic growth and we would probably see a few years of

         below normal or even negative returns.

      


      Winning on Wall Street can be even more helpful under these circumstances than if we are in a prosperous period. If the market were to go up every

         year, you don’t need me and you don’t need this book. Just buy your stocks and hold them. If you had done just that in the

         1980s, you probably would have done well despite some uncomfortable moments in 1987 and a few other times. But I think this

         is a particularly poor strategy for the late-1990s and beyond.

      


      How should you, the reader of this book, react to the constantly changing circumstances? Basically, I think you should shun

         the idea of buy-and-hold. I consider it a fallacious strategy. In the coming decade we are likely to see more bear markets

         and deeper ones. To lower risk, there will be periods when you should peel back your investments in the stock and bond markets.

         It’s a matter of degree. You don’t have to go 100% to cash but you should cut back as risk rises and invest as risk recedes.

         I believe my market-timing methods in this book will help you do just that.

      


      There is a frequently heard saying on Wall Street that “this time it is different.” If you believe this, it is at your own

         peril. Yes, each time is slightly different but there always are a lot of similarities. As Yogi Berra might have said, the

         similarities are different. But you learn from history—and history has a way of repeating itself with subtle differences.

      


      For example, as you will find in this book, when the Federal Reserve tightens and interest rates rise, stock markets tend

         to perform poorly—and vice versa. By following my indicators, you will be flexible, buying when conditions are favorable and

         selling when prospects darken. Don’t fight yourself and don’t be stubborn. When the fundamentals deteriorate for a particular

         stock, you should get out whether you have a profit or a loss. Don’t refuse to take a loss because of your ego.

      


      That lesson is important enough to repeat for emphasis. Don’t cling to a stock because you can’t afford to bruise your ego

         by selling at a loss. Remember, no one wins all the time. In baseball, a .300 hitter is terrific and a .330 hitter may make

         the Hall of Fame. That means that a player who makes outs two-thirds of the time is Hall of Fame material. So don’t expect

         to bat .1000 in the stock market. It’s impossible—mistakes are part of the game. Accept your mistakes, deal with them, and

         learn from them.

      


      Even if you invest primarily in mutual funds, my guidelines will work for you. You won’t need my stock-picking techniques

         but the real guts of this book are not about stock picking anyhow. Most important is the use of my various indicators to guard

         against risk in the market.

      


      To give you an idea of what can happen with mutual funds, I obtained some statistics from Lipper & Co., a monitor of mutual

         funds. Had you purchased a package of the growth funds Lipper follows at the end of 1968, you would not have made money a

         decade later. It was something like ten-and-a-half years before you were really ahead. There were a few periods in 1971 or

         1972 when you would have shown a profit but you would have lost back the money later.

      


      Imagine buying a group of growth funds and still not realizing a profit ten years later. Unfortunately, that is the reality

         from time to time. I believe my time-tested methods described in this book can be most valuable during such periods. If my

         models indicate that risk is rising, sell appropriate portions of your mutual funds and buy them back when my indicators turn

         around.

      


      Although I have pointed out the market pitfalls, there is always a good time to invest in stocks. Over the long run, stocks

         have achieved greater returns than bonds, Treasury bills, or other financial instruments. But stocks run hot and cold. Paradoxically,

         opportunities are greatest when the market is terrible. Using my indicators, you can position yourself on the sidelines when

         conditions are unfavorable. Thus you can come through relatively unscathed and have the resources to profit when the bear

         market is over.

      


      In the next chapter, I present an actual case study of how my indicators and investment models allowed me to foresee the rising

         market risk in late 1987 and why the value of my Zweig Forecast portfolio climbed 9% on “Black Monday” when the market plunged 22.6%.

      


   

      INTRODUCTION
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      How I Foresaw the Rising Risk—and Profited on the Day of the Crash


      On that fateful day of October 19, 1987, the Dow plunged 22.6%. Using my time-tested indicators and strategies described in

         this book, I had taken certain fail-safe steps before the crash. As a result, the value of my Zweig Forecast portfolio climbed 9% on “Black Monday”! In this chapter I’ll share with you the background and the basis for these investment

         decisions.

      


      When I was a kid in the 1940s, the normal conversation at dinner invariably turned to the Depression of the prior decade.

         That dreadful period and its great bear markets are always on my mind whenever I deal with stocks. But I learned long ago

         that if you holler and scream that “1929 is coming,” you’ll probably be wrong several times before you are eventually right,

         and by then you’ll have shouted “wolf” so often that no one will believe you … and not without good reason. Moreover, 1929

         and the subsequent Depression created psychological havoc for most people. At the least, the devastating events of the 1987

         crash have brought 1929 out of the closet.

      


      Excluding the period before Black Monday, the last time I thought it was ’29 was back in September 1978. I was convinced the

         market was about to collapse and I was not at all shy about writing on page one of my Zweig Forecast, “Expect a Crash.” I went on to compare that situation with ’29. Well, the market did fall apart right after that in the

         “October Massacre.” But the damage was contained to a 13.5% loss on the Dow and to 21.7% for the average stock (Zweig Unweighted

         Price Index).

      


      That’s not exactly chopped liver, but it’s not 1929 either. So, I learned from that experience (plus times when I was just

         plain wrong) not to scream about ’29. Instead, my plan was that if and when a ’29 type possibility cropped up, I would speak

         quietly but adopt a strategy to protect portfolios.

      


      I had fretted all during 1987 about the market’s gross overvaluation, but it wasn’t until Labor Day or so that I really began

         to concentrate on that year’s similarities to 1929, 1946, and 1962. All wound up with crashes, but ’29 was still the case

         most similar to ours before the break. That brings me to what I wrote in the two issues of The Zweig Forecast that preceded the crash.

      


      In the September 18, 1987, Forecast, I talked about the discount rate hike and how just one such increase had led to wicked selloffs in 1946 and 1968 (later,

         there was another hike in 1969) and how the 1973 bear market got started on the heels of the first such hike. Most of Wall

         Street had been insisting that we needed at least 3 hikes before there would be danger. I also ran graphs of the market’s

         P/E ratio, dividend yield, and book value to show how absurdly overvalued stocks had gotten.

      


      The next issue on October 9, 1987, was headlined, “Risk Is Rising.” Right there in the first paragraph I said, “The overall pattern of recent weeks is not unlike that of 1929, 1946, or 1962,

         just before stocks crashed.… I cannot escape the fact that risk is easily the greatest since the last bear market in 1981.” I deliberately avoided going into the gory details of 1929, 1946,

         or 1962. It wasn’t necessary, nor was I absolutely, positively 100% convinced that ’29 was here. I merely thought there was

         a darn good chance we were there, but I was also concerned that the speculative mania of preceding months might continue.

         Heck, if I had been 100% certain, I would have shorted every stock on the board … but no one other than a fool can be that

         sure. I deal in probabilities, not certainties. So, the key was strategy, not preaching.

      


      In that vein, on September 25, I advised everyone on my Zweig Forecast telephone hotline to place 1% of his portfolio in November put options. (Put options give their owner the right to sell a specified number of shares at a specified price during a certain time

         period.) At that time the November puts were roughly 8% out of the money. In other words, even if the market had gone down

         by 8%, the puts still would have been worthless. Moreover, if the market had gone down big, but not by November, the puts

         would also have been worthless. Those puts made sense if and only if the market collapsed by mid-November.

      


      I figured that if a break of the magnitude of 1946 or 1962 evolved, the puts would have climbed sufficiently to protect the

         40% or so long positions we held (whose risk was also limited by stops) and would have even provided a moderate profit. If

         I were wrong, the puts would have produced a mere 1% loss for the portfolio, which might have been offset by gains on the

         stocks if the market had risen. Remember, I was not positive, I was only dealing in probabilities.

      


      The upshot is that the market walked right into the buzz saw of 1929. From the August 1987 high of 2722, the Dow collapsed

         to a closing climax low of 1738 on October 19, a plunge of 36.1%. That nearly equalled the 39.6% wipeout in 1929 down to the

         October 29 climax low. As a result, the puts, which were bought at 2 3/8; in late September, soared in price (this was only

         the second time in sixteen years that I had bought puts in the Forecast and the first time in two years).

      


      I began selling them in pieces as the market crashed. Beginning on October 15, we sold in 5 bunches over the next several

         days at prices of 9.25, 19.25, 54, 86.50, and finally on October 20, we sold the last at 130. The weighted average profit

         on the puts was 2075%, which added about 20.8% of value to our overall portfolio, and more than offset losses of about 7%

         on our remaining stocks, which were stopped out. (By the close of October 16, the portfolio was down to just 8% invested in

         stocks.) As a result, our portfolio gained 9% on Black Monday.

      


      If I were a genius—and there aren’t any in this business—I would have sold everything before the break, bought even more puts,

         held them all right up to the bottom day and made zillions. But that’s not reality. Reality is cutting risk to the bone when

         the indicators weaken, hoping that you can make a few bucks when conditions are good, and praying that you’ll survive crashes,

         plagues, and earthquakes long enough so that someday you’ll see the pleasant light of another bull market and have some money

         left to play it.

      


      Why was I so concerned about a collapse, yet far from being cocksure about one? First, my regular indicators which measure

         monetary, sentiment, and tape conditions, were only moderately bearish before the break. I’ve taken all of these models back

         a few decades and with the aid of computers, I can classify the overall composite of the models into “deciles,” that is, the

         top 10% of all readings in the past, the next 10%, and so on.

      


      Before prices broke a few weeks before the October 19 crash, the composite of the models was down to only the fourth decile.

         Granted that was the worst reading since 1984, but, to put it into perspective, the bear market of 1973–74 consistently had

         readings in the first and second deciles. The fourth decile is only moderately below average. Of course, we had been in the

         eighth through the tenth deciles most of the time since late 1984.

      


      The fourth decile has historically led to declines on the S&P Index of only some 3.4% annualized whereas the first decile

         has produced losses of more than 28% a year. Monetary conditions were only moderately bearish because there was no credit

         crunch (the yield curve has been positive … and that was the main difference between 1987 and 1929). Sentiment indicators

         were about neutral (although they were rotten earlier that year … and traditionally they improve somewhat off their worst

         readings before markets make their final top). The tape, of course, had been bearish.

      


      So, my regular indicators, those which I can quantify and back-test, were negative, but not exceptionally so. What bothered

         me were the similarities to 1929, 1946, and 1962. The familiar pattern was gross overvaluation in P/E’s and yields along with

         straight-up price movement which lacked a major correction for years and which had produced doubles or a lot more in the Dow.

         When these conditions had existed, I found that, late in the bull markets, there was a major rally lasting several months

         which evolved out of a minor correction (the one which started in the fall of 1986 at 1755), another minor correction (spring

         1987 from 2404 to 2216), then a narrow smaller blowoff rally to the final high lasting 2–3 months (which peaked this time

         in August at 2722).

      


      Those earlier markets then began what looked like “normal” corrections, but which soon cascaded into breaks. The key, and

         what upset me in September, was that as the smaller correction unfurled, the sentiment in Wall Street was “buy ’em.” Everyone

         had learned not to fear the dips, and that scared me into buying the puts.

      


      I’ve found over the years that it’s best simply to get bullish or bearish as the case may be, adopt the appropriate strategy,

         and stay with it until the indicators turn; then shift the strategy. To get ready—and stay ready—for any climactic change,

         it is urgently important to have constant access to reliable market indicators. And when they tell you to do something, do

         it! The costliest mistakes I’ve ever made came from ignoring—or, worse yet, distrusting—my own indicators … like a pilot second-guessing

         his compass. I’ve spent some 35 years testing and improving my key stock market indicators detailed in this book. They’re

         not perfect, but they’re by far the most reliable I know of anywhere.

      


      Patience is one of the most valuable attributes in investing. I liken it to a great baseball hitter such as Wade Boggs nowadays

         or Ted Williams in my youth. The key to their success is to wait for the fat pitch to hit and not to swing from the heels

         at just anything. The idea is to work the pitcher into a hole and get the count to 2-and-0 or to 3-and-l. That forces the

         pitcher to throw strikes … often fastballs. In other words, if the hitter is patient, he tries to work the odds into his favor.

         Then, and only then, does he take a real rip at the ball.

      


      It’s about the same in the stock market. I try to “work the count” in my favor by waiting for the indicators to get very one-sided

         before “swinging from the heels” with an aggressive strategy. If I don’t find the indicators producing very good odds in one

         direction or the other, I’m content to play defensively and just bide my time. In the following pages, I describe and document

         how you can profit from this investment philosophy.

      


   

      CHAPTER 1


      [image: art]


      How This Book Is Different from All Other Books on the Stock Market and What It Can Do for You


      If you are looking for a simple, reliable, and workable system for playing—and beating—the stock market, this book was written for you. I will show you how to avoid the most common

         investment errors, preserve your capital, and make a good deal of money as well. All you need is a willingness to spend half

         an hour or so a week keeping up with the market indicators that I will describe, and a commitment to maintain a discipline.

      


      Let’s face it. No one is smarter than the market all the time. If market forecasting were easy, everyone would be rich. Even

         Bernard Baruch, the legendary Wall Street financier, went broke early in his career. I don’t have a crystal ball—and wouldn’t

         want one. I’ve found that investors who rely on crystal balls frequently wind up with crushed glass. I’m satisfied if I can

         predict a market trend, get in tune with it, and stay with that trend as long as it lasts.

      


      Since becoming an investment advisor, I have read most of the books on the stock market—not that I buy them; publishers send

         them to me hoping I’ll promote them in my market letter. Sad to say, most of them are not very helpful.

      


      Some books dangle the get-rich-quick bait. How I made $1,000,000 overnight without trying. These are just plain hype. What they’re selling is the end of the rainbow. Greed is a very powerful emotion, and a lot of

         people buy these books hoping that, by following an offbeat formula, they will immediately find that elusive pot of gold.

         Of course that’s impossible. The world just doesn’t work that way.

      


      Other books may not make extravagant promises but offer systems—simple or complicated—for playing the market or picking stocks.

         A system is not necessarily a bad tool, but many of these are ineffective or worse. It is said that no girl was ever ruined

         by a book, but I suspect some would-be market plungers would come pretty close to ruining themselves if they tried to implement

         these schemes.

      


      Then there are the virtual encyclopedias on investments, books that span the spectrum from options to precious metals, from

         Ginnie Maes to Freddie Macs, from commodities to collectibles. They describe every vehicle comprehensively, but I don’t think

         such overwhelming detail equips you very well for the nitty-gritty of investment decisions.

      


      I should also mention books like those by Adam Smith and Andrew Tobias. They entertain with great anecdotes, humor, and bits

         of wisdom. And that’s fine; they serve a purpose and the general reader will get useful advice from these books. But they

         don’t offer a system for making money in the market.

      


      However, don’t despair. There is valid academic work that proves conclusively that a few methods do exist for “beating the market.” I have incorporated these tools into my stock selection techniques and have junked those methods that are popular but, unfortunately,

         futile. With this book, you can find the proverbial “edge” in playing the market.

      


      I am proud of my winning Wall Street track record. Since the mid-1980s when the independent Hulbert Financial Digest began rating advisory services, through 1995, my Zweig Forecast showed a total return of 898.9% which, on a compounded basis, equalled a 16% annual gain for the period. I was the number-one stock picker for two years straight and Hulbert ranked The Zweig Forecast number-one for risk-adjusted performance for the fifteen years through 1995.

      


      The job of selecting stocks should never be taken lightly. It’s tough to be a consistent winner. Although Wall Street spends

         millions each year analyzing stocks, the best available research indicates (1) that analysts cannot consistently predict earnings—which

         makes such strategies as buying growth stocks at any price multiple rather risky (as many institutions have found in recent

         years); (2) that mutual funds and other institutions as a group have failed to beat the broad market averages over the years

         regardless of their methods; (3) that such technical tools as charting and relative strength don’t predict any better than

         pure chance; and (4) that expensive and lengthy research reports from brokerage houses generally fail to pinpoint stocks that

         outperform the broad market.

      


      My proven methods for market forecasting and stock selection, painstakingly developed through trial and error over the years,

         are suitable for both conservative investors and those who wish to trade more actively. My principles have been extensively

         tested and are all verifiable and thoroughly documented in this book. They work!

      


      I can’t possibly include all the variables I track on market activity because it would get hopelessly complicated. So I have

         simplified my approach to make it understandable and workable for the nonprofessional reader. In this regard, I have tried

         to follow Albert Einstein’s dictum: “Don’t make things simple. Make them simpler.”

      


      THE FUNDAMENTAL INDICATORS


      First I would like to tell you about my basic approach to investment decisions. Most people think of me as a technician, but

         actually, I use anything that works. If they worked, I’d track the planets or sunspots, or even use a Ouija board. Instead,

         I rely heavily on a group of fundamental indicators.

      


      The major direction of the market is dominated by monetary considerations, primarily Federal Reserve policy and the movement

            of interest rates. To monitor these and other vital trends, I have devised several simple indicators, described fully later in the book, that

         I have found very reliable.

      


      My guidelines include purely technical indicators. I refer to this factor as the tape action, or momentum, in the market.

         Here I combine various price and volume indicators to measure the actual behavior of an individual stock or the overall market.

         To appreciate the role of momentum, think about a rocket ship being launched to the moon. If it takes off with a lot of thrust,

         it has a chance of making it out of the earth’s atmosphere. If it doesn’t, it will turn around and flop back. Broadly speaking,

         the market behaves in a similar fashion. To me, the “tape “ is the final arbiter of any investment decision. I have a cardinal rule: “Never fight the tape.”


      If you buy aggressively into a bear market or into individual stocks that are performing badly, it is akin to trying to catch

         a falling safe. Investors are sometimes so eager for its valuable contents that they will ignore the laws of physics and attempt

         to snatch the safe from the air as if it were a pop fly. You can get hurt doing this: witness the records of the bottom pickers

         on the Street. Not only is this game dangerous, it is pointless as well. It is easier, safer, and, in almost all cases, just

         as rewarding to wait for the safe to hit the pavement and take a little bounce before grabbing the contents.

      


      I also follow closely the degree of optimism and pessimism in the marketplace and will share with you my key sentiment indicators,

         which provide an early-warning system to detect market trends. I believe you’ll be surprised at how wrong so-called expert

         opinion can be.

      


      Last but not least, I monitor what I call the fundamentals—the actual value of a particular stock. That includes analyzing

         earnings, dividends, and balance sheets. Fundamental analysis doesn’t do much for forecasting the broad market direction but

         is very important for individual stocks. I use fundamentals for probably 90 percent of my input on stock selection but for

         not more than 10 percent of the weight in predicting the market as a whole.

      


      Big money is made in the stock market by being on the right side of the major moves. I don’t believe in swimming against the

            tide. It’s rare for me to recommend stock purchases when my market-timing models are bearish, or a short sale when the reverse

         is true. I would like to be fully invested when the market goes up and fully in cash when it goes down. But the market couldn’t

         care less about what I like. The idea is to get in harmony with the market. It’s suicidal to fight trends. They have a higher

         probability of continuing than not.

      


      Actually, about two-thirds of the time markets are either neutral, or rising or declining moderately. Under these conditions,

         the trend of the market isn’t so crucial and you might trade profitably by selecting the right individual stocks, although

         the returns would not be nearly as great as those in a strong bull market.

      


      PICKING WINNING STOCKS


      In addition to describing my various indicators and how you can use them, I will discuss my criteria for choosing individual

         stocks. Here I look at two main areas. One covers the earnings and the relationship of the price to the earnings (the P/E

         ratio), the earnings trend, and a few balance sheet items. I don’t get that much involved in the product being produced. If

         a company can show nice consistent earnings for four or five years, I don’t care if it makes broomsticks or computer parts.

      


      The second factor I examine is the action of the stock itself, to see whether it is performing well. If the stock is going

         to climb, I’d rather let somebody else buy it at the bottom. I want to see if the stock acts well relative to the market before

         I buy it. I find that buying on strength gives you an edge. You must pay a premium, but you increase the probability of being

         right.

      


      People somehow think you must buy at the bottom and sell at the top to be successful in the market. That’s nonsense. The idea is to buy when the probability is greatest that the market is going to advance. If a bear market were to bottom at 4000 on the Dow, and eventually go to 6000, you don’t have to buy at 4000. You can buy

         at 4300 if the probability were, say, 90 percent that it would go higher.

      


      And you don’t have to sell at the peak. You might sell after the top or maybe a little before. Let’s say you get out at 5700

         when the probability is very good that the market will decline. There’s nothing wrong with buying at 4300 and selling at 5700

         and giving the other guy the last few hundred or so points either side. What you are concerned with is the probability of

         success or, alternatively, the probability of losing money. You want to avoid loss. So it’s fine to buy above the bottom and

         to sell below the top.

      


      According to my rulebook, the only consistent way to make money in the market is to cut losses and run with profits. You can

            be right on individual stocks as little as 30 percent of the time and still do well if you can get out when the getting is

            good.


      Regrettably, many investors haven’t learned this lesson. Ego prevents them from admitting a mistake. Perhaps there’s something

         macho about it. A slap in the face, as represented by a 15 percent price decline, is greeted with stubborn persistence to

         hang around for a severe pummeling. I’m a trend follower, not a trend fighter. I’m smart enough to realize that a slap is easier to recover from than a beating that, in this case, leaves you unable to

         pursue future gains.

      


      I have found that, in this business, you usually have to make mistakes in order to come up with something that really works.

         In fact, the whole idea of using momentum as a stock market indicator (which you’ll read about in chapter 5) came to me as

         a result of mistakes that made me miss a major market move. Several years ago a client of mine gave me an abstract painting

         incorporating this quotation from Benjamin Franklin: “The things which hurt, instruct.” I keep that painting and its message

         in a prominent place in my office.

      


      As a risk-control strategy, I use a system of stops (sell orders at predetermined levels) that I will describe in depth later

         in the book. This gives me the discipline to avoid fighting crippling battles. Basically what I do is place a stop, generally

         10 to 20 percent below the current price, whenever I buy a stock. The exact level depends on my own analysis of the stock’s

         trading pattern. If a stock violates this stop, I’m out with no second-guessing and no regrets. I admit my mistake, but also

         view it as an opportunity to find something better. If the stock goes up, I’ll tell you how to raise the stop to lock in profits.

         That way you can let your profits ride … but with the protection of the trailing stop.

      


      To illustrate this market strategy, I will give real-life examples of the stocks I have recommended in the past, both winners

         and losers. I’ll relate when stops took me out of stocks that eventually became disasters and, unfortunately, when I was stopped

         out at the low point and wistfully watched the stock climb higher. If it’s a volatile stock, a random downward move might

         take you out. That’s happened before. But so what? There’s always another stock. In the long run, the probabilities favor

         using stops.

      


      A FLEXIBLE INVESTMENT PHILOSOPHY


      And now a word about my investment philosophy. I consider myself both conservative and aggressive. By nature I’m conservative.

         I’m very risk averse. I want to protect myself and the people who follow my advice. But there are times when you have to be

         aggressive. The problem with most people who play the market is that they are not flexible.

      


      The conservative person tends to stick with such instruments as utility stocks and Treasury bills. He never makes a lot of

         money, but he doesn’t get hurt. The aggressive investor buys wild stocks or drills for oil or speculates with high leverage

         in real estate. During boom times he makes fortunes, only to lose it all in the bad times.

      


      I don’t think either approach is sound by itself. If you’re an aggressive trader, that’s okay, but there’s still a time to

         be conservative. If you’re conservative, that’s fine, too, but there’s a time to be aggressive. That moment may not come very

         often, but when it does, pounce on it and take advantage of it. The rest of the time you can cut back and be your conservative

         self.

      


      People sometimes ask me what traits an investor should have if he wants to succeed in the market. I tell them discipline is the most important—the discipline to follow your method or system and not give in to all the temptations that might weaken

         your resolve. The broker calls you with a hot tip. Forget it. Someone else says, “Why don’t you buy some call options on Interplanetary

         Bionics? You’ll make a fortune.” Forget it. Stay with your discipline.

      


      The second trait necessary for beating the market is flexibility. Let me give you an example. I remember back in February 1980, when I thought the market was going to get the stuffing beat

         out of it. Sure enough, it started to unravel and came down very hard. That was around the time the Hunt brothers cornered

         the silver market and everything began to collapse around them. Some brokerage houses were on the verge of going under because

         of bad loans to the Hunts, and we were close to a financial panic. I was very bearish.

      


      Then, one day in March, without advance warning, the Federal Reserve came to the rescue with the bailout provision for Bache

         & Co., one of the brokerage firms involved, and stemmed the tide. What they did was send a message to Wall Street that no

         brokerage firm was going to sink because of the debacle. The market, which was off 27 points at 3:30 P.M., spurted and closed down only two points on the day. That was one hell of a rally in the last half hour. The next day the

         market went through the roof.

      


      I was sitting there looking at conditions and being as bearish as I could be—but the market had reversed. Things began to

         change as the Fed reduced interest rates and eased credit controls. Even though I had preconceived ideas that we were heading

         toward some type of calamity, I responded to changing conditions. Each day I got less bearish and more bullish. By May I was

         a screaming bull and 100 percent invested in the market. A pretty decent bull market ensued for the next year or so.

      


      Summing up, to succeed in the market you must have discipline, flexibility—and patience. You have to wait for the tape to

            give its message before you buy or sell. That means you must forget about trying to catch the exact tops or bottoms, which no one can consistently do anyhow. But

         success in the market doesn’t require catching those tops and bottoms. Success means making profits and avoiding losses. By

         using the indicators in this book and waiting for a trend to develop, you can make money, stay in tune with the tape and interest

         rates, and, best of all, sleep better at night.

      


   

      CHAPTER 2


      [image: art]


      How and Why I Got into Market Analysis and Stock Selection


      The fall of 1948 was a special time in my life. I had just started first grade in East Cleveland, Ohio, and I thought school

         was great. The whole town was nuts over the baseball team. The Cleveland Indians were about to win their first world series

         in twenty-eight years (they haven’t won one since), and their march toward the championship became our special project in

         room 10. I was the kid who knew most about the team, thanks to my dad, who used to take me to games even if it meant playing

         hookey some afternoons.

      


      I knew every player’s uniform number and even had a vague idea about what batting averages meant. So I was in my element when

         we cut out little paper Indians, drew numbers on their backs, and hung them in the classroom. I had begun to love numbers.

         Perhaps this was a tip-off that I would later gravitate to the stock market and apply my numbers approach to it.

      


      Later that fall came the presidential election in which Thomas Dewey was supposed to trounce Harry Truman. A church next door

         to my house was used as a polling place. Its parking lot, which I had always regarded as my private playground, was decorated

         with American flags. Cars and people were everywhere, making it necessary to call off my daily game between the Indians and

         the Boston Red Sox in which I played for both teams. Somehow, the Indians invariably won, although some of the games were

         exceedingly close.

      


      I was disappointed the day after the election when I found an empty parking lot, no American flags, and no fun. There was

         also little joy in my house that evening. Usually my father would look up from the Cleveland Press sports page to tell me the latest news about the Indians from the hot stove league. This time his face was buried in the

         stock market pages. His expression was as sour as it had been the day I broke the living room window with a baseball.

      


      My father mumbled something about Truman and what a disaster he was for the stock market. I had no inkling what he meant.

         To me the stock market was a fuzzy thousand numbers in the newspaper, none of which I understood at six years of age. In fact,

         I thought it had something to do with socks or stockings. But I surely knew my dad was unhappy.

      


      I eventually learned why my father was so distraught that day, aside from the fact that he had voted for Dewey. Wall Street

         thought Dewey, the Republican, was a sure winner and was shocked when Truman, the Democrat, scored an upset. The market reaction

         was devastating. The Dow Industrials plunged 3.8 percent the day after the election, roughly the equivalent of a two hundred

         and fifteen-point drop in mid-1996. On the New York Stock Exchange, thirty-six stocks had declined for every one that advanced.

         In all the years since then, the daily advance/decline ratio had never been worse until October 19, 1987, the day of the crash.

      


      My father died when I was nine years old. A year later my mother remarried and we moved from Cleveland, where I was born,

         to Miami, Florida. My interest in the stock market began in earnest when I was thirteen. For my birthday, my uncle Mort, my

         father’s brother, gave me a gift of six shares of General Motors stock. I thought that was terrific. Each day I would search

         the stock listings to see how General Motors had fared. I didn’t know why prices fluctuated, but I enjoyed tracking my own

         stock. I also looked forward to receiving the small dividend payments every three months. The checks whetted my interest even

         further, and I began to follow a few other stocks of the day.

      


      Later on, in a high school American history class, we learned about the famous industrialists (some called them robber barons).

         By chance I chose to write a report on a book about J. P. Morgan. I was fascinated by his life story, and I believe it was

         at that point I decided that I wanted to become a millionaire—and that I would do it via the stock market. Nothing in J. P.

         Morgan’s life proved to be any guide to me, then or now—he’s not one of my heroes. It was just a case of an enterprising man

         making it big in the market, which served to inspire me.

      


      I began to pay more attention to the performance of various stocks. I remember an occasion during my junior year in high school

         when, in a discussion about the market, the teacher asked, “Does anyone know the name of the stock that sells at the highest

         price?” Well, no one else in the class knew beans about the stock market, but I raised my hand and said, “I believe it’s Christiana

         Securities.” I was right—and the teacher almost fainted. (I think the stock was around $1500 at the time.) I even managed

         to say I thought Superior Oil might be the next-highest stock. Again I was correct and the teacher was incredulous. So far

         my stock market knowledge was only secondhand.

      


      I graduated from Coral Gables Senior High School in 1960 and was accepted at my first and only college choice—the University

         of Pennsylvania’s Wharton School of Finance. I had selected Wharton because I wanted to study business and, of course, the

         stock market. Also, it was the best undergraduate business school in the country. It still is, although I might have an axe

         to grind since I now sit on its board. (To be fair, Harvard and Chicago don’t have undergraduate business schools.)

      


      In the fall of 1960 I began my four years at the Wharton School, still eager to learn about the stock market. But our first-term

         class schedule, which was set automatically, didn’t include any stock market study. That was for upperclassmen. The course

         closest to my interest was economics, taught by Professor Murray Brown, and I vividly remember his opening remarks. He said

         most of us had probably come to Wharton to learn how to make money and his course would not be much help in that regard. Well,

         he was only partly right. If you master the lessons of economics and the laws of supply and demand, it’s bound to be beneficial

         in business or the stock market.

      


      My first few weeks with Professor Brown were touch-and-go, from his side as well as mine. Things came to a head when we were

         discussing the coming presidential election between Richard Nixon and John Kennedy. Professor Brown went around the class

         asking each of us, “Are you a Nixon supporter or a Kennedy supporter?” I resented this inquiry, believing that my political

         convictions were my own private business. When he came to me with the same question, I replied, “Neither. I’m an athletic

         supporter.”

      


      The class cracked up and Professor Brown was appalled. He responded with a snappy comeback: “You mean you’re a jock?” Well,

         I had been a jock of sorts in high school. I was on the basketball team and had played just about every other sport as well.

         But I really didn’t mean to be a wise guy. I was just trying to puncture what I thought was a hot-air balloon. Unfortunately,

         he had a terrible impression of me from the incident.

      


      I may have been irreverent, but I was serious about learning all I could about economics and business. I just wasn’t comfortable

         with the Ivy League atmosphere. Perhaps I was still in a state of cultural shock coming from Miami to Philadelphia, although

         nowadays I go into culture shock going to Miami. But that’s another story.

      


      So there I was in my first year at Wharton, hoping to learn about the stock market and instead suffering through the laws

         of supply and demand and struggling with debits and credits in accounting classes—the latter subject a bore but one I figured

         correctly would help me later in my market activities.

      


      It was early that freshman year when I met Maurice Falk, a classmate. He was always dropping the name of a stock that had

         been in the news or had come out with a good earnings report. Maurice and I, along with a few other friends, including Tony

         Rosenberg, my poker buddy, and Lou Eisenpresser, considered setting up some kind of investment partnership at that time. We

         were going to call it Dynamic Growth Associates. With that name, I suppose we could have gone far, but somehow we never did

         pool our money. I think it significant that at our young ages we were even considering something so ambitious.

      


      The drawback in getting started was in working more or less by committee. I’ve learned over the years that “committee” decisions

         in the market tend to be mediocre. I’ve never heard of a great investor who operated by committee. So it is perhaps just as

         well that we never operated.

      


      At least the investment idea whetted my appetite to know more about the stock market than I did. In the summer of 1961, when

         my freshman year ended, I went back to Coral Gables to look for a summer job at a brokerage house. I went from one to the

         other and tried to impress them that I was a young Wharton student, eager to learn, and would work cheap. Alas, there were

         no jobs.

      


      I was willing to settle for a “chalk boy” position. In those days, electronic equipment was just beginning to take over in

         brokerage firms. Usually prices and quotations came across on the old ticker tape. The tape was blown up on a screen and you

         could watch the prices go by. But the only way to recall those prices during the day was to have a so-called chalk boy write

         down periodic quotes of the leading stocks on a large blackboard. Usually, the fifty or so most important stocks would constantly

         be posted in chalk. There was one house left with the old chalkboard, but I guess I didn’t qualify for the chalk boy position,

         even at a lowly buck an hour.

      


      Rather than seek a low-paying, dead-end job in another field, I decided it would be in my long-term best interest to spend

         my full time studying the market activity at a brokerage house. That’s exactly what I did. I went to the local branch of the

         old Hayden Stone and practically moved in for the next couple of months. (Little did I realize then that Hayden Stone would

         eventually become part of Shearson Lehman Hutton—and that it would be the lead underwriter for The Zweig Total Return Fund, an offering in 1988 for $603,750,000.)

      


      Each day I would read The Wall Street Journal and all of the investment information Hayden Stone put out. I also spent a lot more time going through reports by Standard

         & Poor’s, Moody’s, and other statistical services. I pored over earnings reports and, having had some accounting background,

         was able to adjust earnings for a few items here and there. Soon I began to understand the role of earnings in valuing stocks.

         Also becoming clearer was the relationship between the price and earnings, the P/E ratio.

      


      MY FIRST INVESTMENT


      Late that summer I finally decided to test my knowledge by putting some money where my heart was. I had a couple of thousand

         dollars in savings and was ready for the big plunge. My first purchase, not surprisingly, was General Motors. I bought fourteen

         shares to round out my position to an even twenty. The stock was selling in the low forties at the time, and I would eventually

         double my money in it, excluding the dividends, which were fairly hefty. Years later I discovered this was a typical first-time

         investment. The novice feels more secure buying the blue chips, and there were few stocks higher on the blue chip scale than

         GM in those days. Besides, I was comfortable with it, having followed the stock for a long time. Turned out to be a darn good

         investment, too.

      


      Of course I wanted a diversified portfolio, so I busied myself trying to select more stocks. My second choice turned out to

         be an immediate disaster and taught me a lesson. A broker recommended American Cyanamid, a large chemical company. I had analyzed

         the earnings and done the statistical work, and the investment seemed to make sense. I purchased twenty shares. And, wham,

         my first day in it the stock dropped four points, a 10 percent plunge. I couldn’t believe it because the market had been very

         quiet that summer and price movements of even half a point were a lot. What the heck had happened?

      


      It turned out, as I recall, that the company was hit by some kind of government antitrust suit. What mattered, though, is

         that there was unexpected bad news in the stock and suddenly I was down 10 percent before I had barely gotten my feet wet.

         I did hang on to the stock, and I wound up making money on it. But it was a pretty lousy way to start out. Over the next couple

         of weeks I also bought some odd-lots of Gulf Oil and Dan River Mills. Thus I began my portfolio.

      


      Although I had been buying odd-lots in the summer of 1961, I really didn’t want to see the market take off at the time. In

         a few years, when I turned twenty-one, I was going to inherit several thousand dollars from my father’s estate, and I was

         hoping I could invest that money when stocks were cheaper. As it turned out, I didn’t have to worry about it. From the spring

         of 1961 on, the market began to churn on extremely light volume. If you think the tape is slow today when three hundred million

         shares are traded, imagine how lethargic it was on those summer days when trading failed to reach even two million shares.

      


      The market had had a huge run-up from the fall of 1960 into the spring of 1961, when the momentum waned. Prices then stayed

         in a very narrow range for the rest of the year and into the first quarter of 1962. In the early spring of 1962, the market

         began to cave in.

      


      I was then in my sophomore year at Penn. Just about when school finished for the spring, the market collapsed in what became

         known as the 1962 crash. The debacle was blamed on President Kennedy’s strong words against the steel industry, but that was

         just the catalyst, triggering a break in a very weak market. Actually, I found the dramatic slump in the market exciting to

         watch, especially since I had very little invested and very little to lose. But I noticed the pain around me.

      


      In the summer of 1962 I spent a few weeks in New York visiting school friends. I vividly recall a night in early June at a

         friend’s home. His father was there with his accountant, and they were furiously going through stock transactions and other

         records. There was anguish on his father’s face, and I knew something was seriously wrong.
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