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Disclaimer

The information contained in this book is provided for educational and informational purposes only. It should not be construed as financial, investment, or legal advice. The author and publisher are not licensed financial advisors, brokers, or registered investment professionals.

Investing involves risk, including the potential loss of principal. Past performance does not guarantee future results. Readers should conduct their own research and consult with a qualified financial advisor or professional before making any investment decisions.

The author and publisher disclaim any liability, loss, or risk incurred directly or indirectly from the use or application of any information presented in this book.
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Chapter 1: Understanding Mean Reversion in the Stock Market

Why Prices Return to Average
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Stock prices move in waves. They rise too high on euphoria and fall too low on panic. This emotional cycle creates predictable patterns that savvy traders exploit every single day. Mean reversion is the principle that prices tend to return to their average after moving to extremes.

Think of a rubber band stretched to its limit. The further you pull it, the stronger the force pulling it back. Stock prices work the same way. When a stock drops twenty percent in three days on no fundamental news, it has likely overshot fair value. When it rallies thirty percent in a week on hype alone, it has probably gone too far. These extremes create opportunity.

The mathematical reality supports this observation. Studies of stock returns show that extreme price movements in one period are often followed by reversals in the next. A stock that falls into the bottom ten percent of performers in a month has a higher probability of outperforming in the following month than randomly selected stocks. This is not magic or luck. It is human nature creating patterns in price action.

Large institutional investors understand mean reversion intimately. When a quality stock sells off hard, value buyers step in. When a mediocre stock rockets higher on speculation, profit-takers emerge. These actions by informed market participants push prices back toward equilibrium. Your job as a mean-reversion trader is to identify when these extremes occur and position yourself for the snap back.

The beauty of mean reversion is its simplicity. You are not predicting the future or calling market tops and bottoms. You are simply observing when prices have stretched too far from normal and betting on a return to average. This approach removes ego from trading. You do not need to be smarter than the market. You just need to recognize when the market has gotten temporarily irrational.

Consider a stock that typically trades between forty and fifty dollars. It suddenly drops to thirty-two dollars in two days because the CEO made controversial comments unrelated to business operations. The fundamentals have not changed. Earnings are stable. Revenue is growing. Yet fear has driven the price to an extreme. This is a classic mean-reversion setup. The stock will likely return toward its normal range as emotions settle.

Mean reversion works because fear and greed are constants in markets. These emotions cause temporary mispricings that rational traders correct. By focusing on these extremes, you put probability on your side. Not every mean-reversion trade wins, but over many trades, the edge is real and measurable.

Exercise: Review the last three months of price action in five stocks you follow. Identify three instances where the stock moved more than ten percent in less than a week, then reversed direction within the next two weeks. Note what caused the initial extreme move and what triggered the reversal.
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The Psychology Behind Overreactions

[image: ]




Markets are not efficient computers calculating fair value. They are collections of humans making emotional decisions under uncertainty. This reality creates the foundation for mean-reversion trading. Understanding crowd psychology gives you an edge.

When bad news hits a stock, initial reactions are almost always excessive. The first sellers panic. This selling pressure triggers stop losses from technical traders, creating more selling. Fear feeds on itself. Within hours or days, the stock has fallen far beyond what the news justifies. This is the overreaction that mean-reversion traders target.

The same pattern occurs on the upside. Positive news creates excitement. Momentum buyers rush in, afraid of missing out. The stock climbs beyond reasonable valuations. Eventually, early buyers take profits, momentum stalls, and the price retreats. This cycle repeats endlessly because human nature does not change.

Research in behavioral finance confirms these patterns. The concept of anchoring causes investors to fixate on recent prices and overreact to deviations. Loss aversion makes people panic-sell at lows and chase at highs. Herding behavior amplifies these moves as traders follow the crowd rather than thinking independently. All of these biases create the price extremes that mean-reversion strategies exploit.

Smart traders recognize their own susceptibility to these biases. You will feel fear when a stock plummets. You will feel excitement when it soars. The difference between winning and losing traders is the ability to recognize these emotions and trade against them systematically. Your indicators will tell you when the crowd has gone too far. Your discipline will let you act on that information.

Consider the March 2020 pandemic selloff. Quality stocks fell forty, fifty, even sixty percent in weeks. The fear was palpable. Yet traders who recognized the overreaction and bought those extremes with disciplined risk management made spectacular returns as prices snapped back toward averages. The same principle applies on a smaller scale in individual stocks every single week.

Professional traders talk about fading the crowd. This means taking the opposite side of emotional moves. When everyone is selling in panic, you buy carefully. When everyone is buying in greed, you prepare to sell. This contrarian approach feels uncomfortable, but it is where profits live. Your Bollinger Bands and RSI indicators will identify these extremes objectively, removing the guesswork.

OEBPS/d2d_images/chapter_title_above.png





OEBPS/d2d_images/chapter_title_corner_decoration_left.png





OEBPS/d2d_images/cover.jpg
MEAN-REVERSION
—STRATEGY—

IN EQUITY TRADING

BOLLINGER BANDS +RSI

/\,
*H i *u
++

” i*/ —T*/
z *W HJM i |||

o .' * ,,,,,,,,,,,,,,,,,
- ,;_ 06 55
- — — 6) 47
JoNT S| D

e
AARON LEE JOHNSON"‘






OEBPS/d2d_images/chapter_title_corner_decoration_right.png





OEBPS/d2d_images/image000.png
MEAN-REVERSION
—STRATEGY —

IN EQUITY TRADING

BOLLINGER BANDS i RSI iE

N - - "-(>-?'5

AARON LEE JOHNSON™=_






OEBPS/d2d_images/chapter_title_below.png





