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In the chest pocket of my trading floor jacket, written on a small pit trading card I kept and shared with my traders, was the following mantra:


“For 365 days a year, it’s game 7.”


This book is dedicated to all those people who incorporate that mantra into their lives.


Tucker, Tanner, and Remy: Mommy and I hope that is how you will live your lives.




Prologue
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Investing Lessons from Hurricane Katrina


Millions of dollars were on the line.


It was Monday, August 22, 2005, and it seemed as if only one news story mattered that week: a hurricane named Katrina was barreling toward the Gulf Coast. Of course, a week before the storm made landfall at New Orleans, no one knew that it would become the costliest natural disaster in American history. On the twenty-second, Katrina was just another storm.


MBF, my employer at the time, was and still is one of the biggest natural gas and oil trading firms in the world. For professional investors, disasters and other major global events provide opportunities in which fortunes can be won or lost. For example, in 1992, George Soros famously risked $10 billion when he shorted the British pound. The British government had insisted that it would not devalue the British sterling, but Soros was skeptical. On September 16, 1992, a day that would become known as Black Wednesday, he bet $10 billion against the pound. Soros was right, and he made a profit of $958 million in a single day (and a total of $2 billion from all of his investments against the pound at that time).


Of course, Soros hasn’t been the only one to capitalize on others’ misfortunes. As early as 2005, hedge fund manager John Paulson spotted an impending disaster and a great opportunity developing in the U.S. housing market. Paulson and his team’s foresight led them to make the greatest trade in financial history, and in 2007 Paulson made a staggering $15 billion by shorting the housing market. However, for every career-making success, there are those investing ideas that destroy fortunes and break firms.


As Katrina approached the United States, my colleagues at MBF and I were not willing to take a Soros- or Paulson-sized position on whether the storm would hit or miss New Orleans. Instead, our plan was to stay on the sidelines. What we did at MBF in August 2005 holds a less dramatic but far more useful lesson for the average investor than Soros’s and Paulson’s profitable plays.


In August 2005, neither my boss, MBF’s owner, Mark Fisher, nor I was trying to figure out some intricate plan to profit from the hurricane. We were not going to play the hurricane, but we needed to make sure that the storm didn’t play us. It’s important to understand that when a large market event hits, volatility spikes. In most instances, the retail investor doesn’t have the ability to navigate through that volatility. A professional trader does, but most retail investors simply do not know what to do in a situation like that. That’s why individual investors often lose money in an event like Katrina. The professionals understand that at times like Katrina, it’s not about making money; it’s about preserving capital.


In the days leading up to the storm, Mark was looking at the big picture, attempting to calculate the impact of the hurricane on the structure of the energy market. The goal was to reduce our risk—to manage our risk first—which is what the vast majority of investors don’t understand. Manage your risk first, and you are sure to come back to fight another day. That’s the number one priority with something as big as Katrina—or even with something as small as a quarterly earnings report from a company in which you own stock.


In summer 2005, with Hurricane Katrina looming, if any trader had a large position in natural gas and the market went against him, he would have been forced to liquidate his position and take a substantial loss. Being forced into a decision is not a winning investment strategy. Nobody has a sustainable track record of profits when they’re forced by the market to make a decision. The investors who are successful are those who avoid having their decisions dictated by the market. The best traders make their own decisions and do not allow outside events to force their hand.


Hurricane Katrina posed two potential outcomes that worried us. In a hurricane, most people incorrectly assume that the price of oil spikes because of the threat of an impending shortage. That’s wrong, though, because the president simply could release oil from the strategic petroleum reserve to satisfy the need for oil. It’s not oil that matters. It’s gasoline, a by-product of oil which is produced in refineries. Refineries are littered throughout the Gulf Coast. And what do refineries need? They need electrical power to run them. They also need to remain dry. So the two worst things that could happen to refineries are that they lose power and they flood.


If the hurricane hit, the prices of gasoline, heating oil, and natural gas would skyrocket because the pipelines would have to be shut, creating a scarcity of those commodities. In that instance, had an investor been “long” oil (meaning that investors expected prices to rise), he would have made a great deal of money after the hurricane did its damage in the Gulf. Had the hurricane missed, then the prices of those same commodities would have fallen by a significant margin once that risk was taken out of the market.


My title at MBF was director of trading. One of my many responsibilities was to manage risk and to make sure that we never bet the firm on a single trade or event. I had seventy-five proprietary traders putting the firm’s money to work plus junior traders and interns—about three hundred team members reported to me in all. I was dubbed the “Liquidator” because everyone knew that when I showed up on the trading floor, located at the World Financial Center right on the Hudson River, my job was to get a trader out of a particular position by selling large blocks of a particular asset. This happened frequently, almost always when one of our traders was down a lot of money and just could not pull the trigger to take his losses and preserve his capital. However, my job entailed more than simply selling commodities or securities. My job had a technical side, too. Mark entrusted me to see the big picture and to ensure that the firm’s risk was properly allocated.


The toughest part of my job was taking a trader out of the game. Like a baseball team manager relieving a starting pitcher and taking him off the mound, my job was to take that trader out of the pit. It wasn’t always easy, and taking a trader out of the pit often meant tense moments for both of us. Still, I loved my job, and I never forgot how far I had come: I had grown up in Valley Stream, Long Island, a working-class town just a few miles outside of the superwealthy Five Towns community. As a kid, I needed to hold down three paper routes—for Newsday, the Mail Leader (a local paper), and the Daily News—in order to have some spending money. Now I held a leadership position in one of the great trading firms in the country—a firm that was headed for a potential crisis unless I was able to effectively protect its coffers from overeager traders trying to bet big on an uncertain event.


Aside from keeping an eye on what our traders were doing that morning, I needed to understand their mental state. And the mental state of most of my traders leading up to Katrina was lousy, to say the least.


Katrina was scheduled to make landfall on August 29, the Monday morning after what is known among my colleagues as “Guilt Week”—the week between the end of summer camp and the start of the school year (Guilt Week started on August 22 that year). This was the week when all of the dads and moms who hadn’t spent much time with their children all summer took the week off to be with their families, flocking to beaches and other kid-friendly destinations.


However, Guilt Week was just a part of the story. Our traders also were away from the trading pits because they had grown increasingly frustrated with the price of natural gas and its inability to reach the milestone price of $10 per BTU (or British thermal unit, a measurement of heat created by burning a material). As it was, on one of the most potentially profitable trading days of the year, August 22, most of our traders had decided to take the week off.


So, when news of a potential hurricane hit the wires on that Monday, the twenty-second, the oil and natural gas trading pits were eerily quiet. For weeks, our traders expected the price of natural gas to top $10, but it never happened. It didn’t really matter why gas wasn’t topping $10—it could have been for any number of reasons, any of them right or wrong. The point was that it just could not get there. As a result, even though our traders knew that searching for a valid reason to explain the price of gas was a fool’s errand, they were a frustrated group. I knew this firsthand because my eldest son was christened the week before at St. Joseph’s Church in Hewlett, Long Island. All our traders attended the reception at Carltun on the Park but did little else there but complain about the price of natural gas. Most of them sold all their natural gas positions and decided to go on what felt to them like a forced vacation during Guilt Week.


With most of our A-team at the beach, news of a possible hurricane ignited a new bull market in natural gas that Monday. Natural gas closed that day at $9.564 after hitting a low of $9.032 and a high of $9.840. The price of natural gas fluctuated 80 cents (or 8½ percent) that day—a significant percentage for a commodity trading under $10. That only made things worse because my traders had been waiting for weeks for the price of natural gas to pop, and the first day they stepped away from the pits, the price surged. The traders already were discouraged, and then this once-in-a-decade event happened. Because most of the spouses of our traders knew almost nothing about trading, they couldn’t have cared less whether natural gas was trading at $10. This forced our traders to internalize the pain, since there was no one at home they could talk to about what was happening back at work.


When word spread of the hurricane, our traders could not get back to the trading pits fast enough—Guilt Week or not. But it took most of our traders until Wednesday—two or three days since the price of natural gas spiked—to return from wherever they had taken their families. When they got back to the office, they were all in foul moods. They were an ornery group when they left and even more ornery when they returned. The fragile state of our traders’ egos required a particular kind of leadership. I had to be their priest, rabbi, and psychologist all at the same time. This meant dozens of one-on-one sessions during which I could talk these traders off the cliff edge and assure them that all would work out well in the end. I always did this in their favorite places, their home turfs, whether it was their favorite bagel shop or sushi restaurant, or wherever they felt most comfortable. I explained to them that I understood their pain while simultaneously helping them to look past the present to a more favorable future that I knew would be there as long as they were able to improve their attitudes and change their mind-sets.


These counseling sessions served as yet another reminder about the connection between emotions and trading. When a trader gets out of rhythm mentally, he loses his balance. He often becomes focused on the upside, not on what he could lose. It’s easy for him to forget that he needs to protect his downside first. Our conversations were not so much about what could be made during Katrina, but on what could be lost. I encouraged my traders to consider the worst-case scenario of every potential trade.


The price of natural gas hadn’t hit $10 in about two years, so those traders who were most bullish on natural gas took this as an omen that a huge breakout was in the offing. Since many of our traders had been bullish on natural gas, they would have made a great deal of money that Monday, just trading for the day. That was one of the contributing factors that caused them the most pain. They all knew they could have bought in at just over $9 and had many opportunities to sell up to $9.80. By Tuesday, August 23, it was clear that the hurricane had the potential to destroy vital oil assets in the Gulf. If that happened—if there were a direct hit on the oil platforms and refineries—the price of oil and natural gas would skyrocket. However, we knew that approximately two out of every three hurricanes usually fizzled out; they usually missed the most vital targets. That was the main reason many of our traders—even some who had been bullish on natural gas—wanted to short natural gas before the hurricane swept through the Gulf (once the hurricane missed, the price of oil and natural gas would drop immediately and by a large percentage). Managing traders during times like these can be a challenge, and Katrina was no exception.


On that Wednesday, August 24, the price of natural gas finally traded above $10 during the day, but it closed at $9.98. That Friday, seventy-two hours before the storm hit, natural gas once again rose to $10, trading at an intraday high of $10.07. However, natural gas could not sustain that price, and it closed at $9.79 that day. That price told me that most traders did not expect the storm to hit and damage key infrastructure in the Gulf. Had more traders expected a direct hit of the storm, the price would have closed significantly higher than $10.


One of the things that I was so focused on that week, and what I wanted my traders to understand, was that it did not matter to me what their profit-and-loss statements looked like on Monday morning (August 29). Trading or investing should not be reduced to guesswork, which is exactly what would have happened had I allowed traders to bet their hunches on this potential hurricane. I had a lot of guys say to me on that Friday, “If this is a dud, let’s short the market, because we’re going to make a lot of money.” I knew intuitively that this was precisely the worst way to view this event.


Instead, my job was to get my traders to look past the moment and understand the big picture. Instead of allowing them to play their hunches, I made them liquidate their positions before the storm hit, because we just didn’t know what was going to happen. The only thing we could be sure of was that when the storm rendered its verdict on Monday morning, there would be an imbalance in the energy market one way or the other. I wanted my traders to have plenty of ammunition in order to take advantage of the opportunities that surely would be created. If the hurricane made landfall in Louisiana and Texas, it would take out refineries along the way and cause a huge shift upward in the price of natural gas that could go on for months, creating great weeks of opportunities for our traders. If it missed, the price would take a nosedive and likely return to its pre-Katrina equilibrium. However, taking any significant position before Katrina made landfall would constitute gambling, and gambling and trading are never the same thing.


Many people erroneously equate gambling with trading, but successful traders never gamble on their investments. Traders can calculate risk based on a potential outcome or, in this case, a price direction based on historical data. In addition, professional traders are astute at price pattern recognition (the movement of assets based on similar events from the past). Many good traders have photographic memories. They can remember seeing similar price movements in the market and correlating it back so they’ll know how to trade if history does repeat itself. That is what separates traders from gamblers. Good traders wait for opportunities that they can identify as a result of their experience and knowledge honed by years of observing the capital markets. In contrast, most gamblers throw caution to the wind and usually just guess on how something will come out.


On the Friday before the storm hit land, my job was to make absolutely sure that my traders had position flexibility the following week. I knew come Monday there would be thousands of traders, less disciplined than the MBF team, who had guessed wrong and would be forced to liquidate. I wanted my guys to be in a position to take advantage of the opportunity that was going to exist when others were being forced to liquidate their losing positions. I knew that if the hurricane hit vital assets in the Gulf, then the $10 natural gas target would be blown away. Fortunately, we were able successfully to liquidate hundreds of contracts before the storm hit.


Today we know that the storm was the most violent in history and wreaked a huge amount of damage on the oil platforms and other key infrastructure. That caused the price of natural gas (and other oil products) to surge by more than 20 percent to $12 the first trading day after Katrina hit. Had I allowed our traders to keep their short positions, it would have wiped out much of the traders’ year-to-date profits. (One hedge fund, the now-defunct Amaranth, originally played Katrina correctly, but then tried to repeat that success during the 2006 hurricane season by wagering the entire firm on energy contracts, leading to losses of more than $6 billion when that storm failed to strike the Gulf Coast and the price of natural gas fell more than 20 percent. Amaranth was wiped out by that play.)


Because MBF was liquid going into the event, Hurricane Katrina created a great trading environment for the rest of the year (see figure I.2). When there is an actual, physical supply disruption, it takes many months for that market to return to normal. You can’t build a new refinery or repair a damaged one overnight. That was how we knew that we would have a favorable trading opportunity for many months to come.
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Figure I.1: Natural Gas, January–August 2005 (traded between $6 and $8)


When I look back, how I worked with my traders during that fateful week remains one of the highlights of my career. We went on to have a record September, October, November, and December. That was because of the restraint we showed before the advent of the storm and how we used the capital that we had preserved to make a killing in the lengthy bull market in natural gas that resulted from Katrina. It was as if the entire structure of the natural gas market had been altered and put on a multimonth tear after the storm.


What happened to the price of natural gas the day the storm hit set the tone for the natural gas market for the rest of the year (see figure I.2). The storm made landfall in southeast Louisiana on August 29, 2005. On that day alone, the price of natural gas opened at $11.95, traded as high as $12.07, and closed at $10.84. However, that was only the start of the great bull market in natural gas. In fact, by December 2005, the price of natural gas traded as high as $15.78. That is the kind of price action that traders yearn for, often for months or years, because it creates such a great opportunity to rack up huge profits for months.


In 2005, in my role of director of trading, I made more money than I ever made in any other year of my life up to that point. And it was all because during Guilt Week I focused on limiting risk and putting each of our traders in a position to participate in the aftermath of the storm. Rather than playing a hunch going in, Katrina and our ability to profit from it hammered home an insight that has become a key tenet in my investing philosophy: never make big bets on arbitrary events that simply cannot be predicted either way with any certainty. Compulsive people and gamblers spend their money on hunches and make arbitrary bets. They let their emotions get the best of them. Savvy traders and investors manage risk, monitor the market, and put themselves in positions to succeed. This idea may sound obvious, but if you think about some of your investing decisions—and you’re honest with yourself—you’ll probably be forced to admit that you’ve been gambling when you thought you were investing.


[image: image]


Figure I.2: Natural Gas, August–December 2005 (traded from $8 to $16)


My colleagues and I celebrated a very profitable 2005 with the ultimate holiday party. We rented out the nightclub Crobar and spent many hundreds of thousands of dollars on a party that I’ll never forget. We had such a great year that we were able to hire three pop stars that night: Reina, Rihanna, and LL Cool J. Things just didn’t get better than that in the trading game.


Katrina turned out to be a classic case of buying high and selling higher. After the storm hit the price of natural gas soared, hitting a new 52-week high (as shown in Figure I.2). MBF’s traders still had a large window that allowed them to trade natural gas for months and make money along the way. That is the best way to make money in any market: identifying those rare opportunities in which one identifies assets that can break out and deliver outsized returns.


The way that the best professional traders were thinking about markets during the Katrina catastrophe holds lessons for today’s individual investors. Why? Because in the ensuing five years, individual investors have seen even the safest precincts of the stock market experience the kind of volatility that once were reserved for commodities. For better or worse, we’re all traders now. And even if Vanguard’s John Bogle or Charles Schwab is tucking your ultraconservative portfolio into bed at night, you need to understand that the markets are irreparably changed and that relying solely on the old rules is a recipe for disaster.


Lastly, there is one more important reason why investment professionals view the market differently in 2011 than we did pre-Katrina. Since the Great Recession and the fall of Lehman Brothers in September 2008, it hasn’t only been volatility in equities and commodities that has surged. The other important change is that uncertainty has surged as well. The new normal is characterized by fear and uncertainty, and not just for retail investors. New times demand new tactics: welcome to buying high and selling higher.


Before I introduce you to the new model, I don’t expect you to take me on my word that the classic investing strategy—known as buy-and-hold investing—is broken. So let’s look at the data. A buy-and-hold strategy might have been a solid investment tactic during the last great bull market (1982–2000), but no longer. If buy-and-hold investing still worked, then an investor would have been able to buy an S&P Index Fund in 2000, put it in his or her portfolio, and ride it like an escalator until 2010. That’s not the case. The S&P was down roughly 10 percent in the past decade.


To drive home the point further, let’s look at the vaunted company Microsoft, which was a growth stock from 1981 to 2001. It traded as high as $59 per share in 2000. However, within a year that stock, once considered a great growth stock, traded in the $20–$30 range. But buying Microsoft in 2000 would have been a mistake, since it has not exceeded $40 since then and in early 2011 still traded at less than $30 per share.


Buying Microsoft (MSFT) at any time after 2001 and holding it would have been a losing proposition in the “New Normal” (see figure I.3). A $10,000 investment in MSFT in early 2000 would be worth less than $5,000 today. I would much prefer stocks and commodities that have outperformed the averages and its peers than those that have fared far worse.


Microsoft is just one of many companies that struggled during the first decade of the new millennium. Many have called this decade the Lost Decade, a similar phenomenon to what Japan’s markets experienced in the 1980s and 1990s. Japan is in much worse shape, though, as its markets are still off 75 percent from their 1989 high. I do not consider the last decade as the Lost Decade. To me it was the Decade of the Emerging Market (see chapter 2).


If investors should no longer buy and hold blue chips like Microsoft, then what should they do? Investors need to change their mind-set. They must become more tactical in their investments. Individual investors need to be more active in managing their own money. They must learn to think more like traders, but with this caveat: do not day-trade. I do not recommend trading every day or even every week. That is a losing proposition. However, sticking one’s head in the sand by ignoring quarterly statements from your stockbroker—which many “experts” recommend—is an even worse proposition.
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Figure I.3: 10-Year Chart of MSFT, January 2000–March 2011


This does not mean selling and buying stocks every week or two just to generate activity. It means selling or building up a particular holding (also known as “trading around positions”) and shifting allocations six to eight times a year. We’re active managers of every other aspect of our lives, so why would we not be active managers in terms of wealth creation?


If you put more time into researching the purchase of your new car or a major appliance than you did your last stock trade, then you may need to step up your due diligence if you want to thrive in today’s markets. This means spending more time each week researching macro trends, the stock market, and individual stocks. If you are wondering where you will find the time to do that, just think of how many hours you might spend surfing the Net each week or the time you lose watching television. Doesn’t it make more sense to focus instead on something that will determine the quality of your retirement and your ability to send your children to the college of their choice?


One of the greatest epiphanies in my career—and the first step in making the transition from being a “buy-low, sell-high” investor to a “buy-high, sell-higher” one—is learning how to be in the confidence business. Here’s what I mean: whether we are shopping at Costco or tracking tech stocks, most of us have been trained to look for bargains. This may work when you’re stocking up on five-pound tubs of Motts applesauce, but it doesn’t necessarily work when you’re trying to make money on shares of Apple. The reason it is profitable to be in the confidence business is that rather than buying stocks that are making new lows (or, as I like to call it, the “catching falling knives” business), the confidence business is all about buying stocks that the market likes: stocks with momentum, stocks that are outperforming the average benchmark indexes like the S&P 500, and, more specifically, stocks that are outperforming other stocks in the same sector. Both measures are the essence of relative outperformance. (Relative outperformance is comparing an asset’s performance to a different asset or index.) This method of selecting stocks is superior to trying to buy stocks on the cheap. When we buy low and sell high, we’re really just buying stocks that appear to be bargains but really are sucker bets because momentum—and the majority of investors and traders—is going against them.


This idea of buying high and selling higher goes against the basic principle of value investing—one of the most touted methods of investing for decades. Like buy-and hold investing, the typical model of value investing also is broken (value investing is simply buying securities that are priced lower than their intrinsic value). In today’s volatile markets, it is often the value stock that turns into a rapidly devaluing one when the markets start to roll over. In contrast to Microsoft, an investor could have bought the innovative company 3M in 2000 and fared far better than if he had bought Microsoft. At the beginning of 1995, 3M was trading at around $29 per share. In late 2000, 3M exceeded $60 per share before closing that year near $50. So, although 3M was not cheap, it was still a good value because it was a rising star. Buying 3M at any time between $50 and $60 would have been a smart buy, even though the stock was up significantly over the prior five years. In July 2007, at the height of the market, 3M hit an all-time high of just under $96 per share.


However, investors could not have simply bought that stock and tucked it away for their retirement. That’s because the liquidity crisis of 2008–09 caused 3M to drop all the way down to the low $40s in March 2009. The price movement of 3M shows why buy-and-hold is no longer a viable investing model (see figure I.4). Buying high and selling higher is a much better technique than buying low and hoping that the stock you just bought for cheap—a stock that may be in a tailspin—will somehow turn around and deliver big profits.
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Figure I.4: 15-Year Chart of 3M, January 1995–March 2011


I realize these are pretty bold claims, and hindsight is 20/20. After all, who am I to say that the tried-and-true philosophies of buy-and-hold investing and value investing are flawed? I am not an academic like Benjamin Graham and David Dodd were when the Wall Street Crash of 1929 prompted them to come up with a new, safe investing method. The result of their research, Security Analysis, became the bible of value investing, the sacred text for many of today’s leading investors, including Warren Buffett.


I am not a PhD. I’m just a regular guy who is in the markets every day, observing, learning, and honing my discipline. And Buy High, Sell Higher is my response to the series of jaw-dropping events that I have witnessed in the markets in recent years—events that have made me realize that the average investor needs a new plan if he is going to survive and profit in a market that Graham and Dodd would barely recognize. And I believe that anyone who is prepared to do his homework and be prepared for the unexpected can become a better investor if he willingly embraces the concept of buying high and selling higher.


Of course, no one wins in the markets all the time, and I am by no means an investor with a perfect track record. I have made some boneheaded mistakes—plenty of them. I have held stocks far too long and sold them far too soon. I’ve taken on excessive risk. But I like to think that I have matured and evolved as an investor during the past few years. Discipline has been my top priority and it has turned me into a much more effective investor.


I’ve also taken the time to figure out what I’m good at—and what I’m not. I was a failure as a pit trader. In fact, it makes perfect sense that I would fail at pit trading. I am by nature an introvert, and the best pit traders are outgoing, gregarious people who have no fear of trading in such a public, crowded arena. But even if I were outgoing and gregarious, that would not have been a game changer. I also lacked the necessary discipline to be a successful pit trader. But today I enjoy success because I practice all of the advice I’ve learned working shoulder to shoulder with great traders like my mentor, Mark Fisher. Fisher was—and still is—an incredible trader because he lived the edict of protecting the downside first. Fisher also taught me the importance of doing my homework.


Finally, if there is a lesson to be taken away from the way MBF avoided the fate of Amaranth and ended up having a banner year after Hurricane Katrina, it is to be ready for the unexpected. I have learned that the unexpected can have a profound effect on a particular stock or on the market as a whole. For example, in his wildest dreams, President Barack Obama would never have predicted that there would be an ecological disaster in the Gulf of Mexico during his second year in the White House. If he had been asked at his inauguration for the ten things he was most worried about occurring during his presidency, the BP disaster would never have made the list. The same thing would have been true if in 2006 you had asked Lehman Brothers CEO Richard Fuld about what would eventually bring his 158-year-old investment bank crashing down in the fall of 2008.


If these major unexpected events have taught us anything, it is that anything is possible, and investors need to understand and embrace that reality. Having a rainy-day fund is one of the greatest tools in the investors’ arsenals. It affords them the opportunity to buy high and sell higher when these once-in-a-blue-moon opportunities come up.




PART I
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THINK LIKE A PROFESSIONAL







1
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Buy High, Sell Higher


One of the realities of investing is that it is much easier to get into the market than to get out of it. In fact, there are no barriers to entry into the stock market. Anyone with a stockbroker or an online brokerage account can buy a stock and make a case for why it is worth buying now.


It is far more difficult to figure out when to sell a stock or exit a position, particularly if you are facing a potential loss. Selling a stock that you have held for years at a loss is an admission of failure, and few among us like to admit failure.


It also is difficult for most investors to buy a stock after it has run up, say, five or ten points in the span of a few days or weeks. They feel that they missed their best chance to buy into that stock. Similarly, most investors do not want to buy stocks after they have hit a 52-week high. These are some of the reasons why so many retail investors fail. They have the wrong mind-set going in.


If you are going to buy high and sell higher, you’ll need to understand how to pick your point of entry for each investment. In this chapter, we’ll look at what it means to buy confidence, as well as how to come up with your own “buy signs” by using some basic fundamental and technical analysis. Fundamental analysis is more of a snapshot of a security at a given point in time. Three classic books I would recommend on these topics are Jesse Livermore’s Reminiscences of a Stock Operator (for fundamental analysis), John Murphy’s Technical Analysis of the Financial Markets, and Jack Schwager’s Market Wizards. I’ll also show you how to look at moving averages and trading volume to determine when to get into the market. It may sound like a lot of heavy lifting, but if you can spot patterns in other aspects of your life, you’ll be able to do it with the market.


Buying High Means Buying Confidence


The stock market has a way of scaring some people away from stocks that have momentum—which might be heading higher. On the other hand, the inability to understand downward momentum sometimes makes people stay with other investments—losing investments that are headed lower—far longer than they should.


As investors, we’re always asking, “What if?” What if I get out and the stock goes higher and higher? But this is where we go wrong. I have heard many so-called experts say that the key to trading is to buy low and sell high. I couldn’t disagree more. The key to investing is to buy high but sell even higher. That’s what trading and investing are really all about.


When you buy low and sell high, you might be right four out of five times—if you are really lucky. However, it’s the fifth time, that one time out of five, when you buy a stock that really tanks, when you lose all of your gains plus some. That’s why I urge investors to stay away from the “buy low, sell high” strategy.


When you buy high, you are buying confidence. You are buying a security in which there is conviction surrounding that stock and its price. People are paying that premium, a higher price, which is what makes this strategy far more reliable than the alternative. And confidence has a way of feeding on itself—attracting more and more buyers to that particular security, propelling the stock ever higher.


There is one more critical reason for eschewing the falling-knife method of investing. When you buy a stock that is consistently making new lows or has just made a 52-week low, you have no point of reference to tell you what to do with that stock (i.e., when to sell or reduce your position). When I say there are no reference points when buying falling knives, I mean that many investors lack the ability to identify that stock’s risk, to quantify or calculate its risk, or to find a price point where risk can be established. Put another way, once an asset has fallen through its 52-week low, no investor, professional or otherwise, has any idea on how much farther that security can fall. As a result, investors have no idea when to sell or reduce their holdings.


Analyzing Your Investments


For those who have limited knowledge on what to look for when analyzing a stock, don’t worry. In my experience, only a small percentage of retail investors know what to look for when evaluating different kinds of opportunities. It is through technical analysis and fundamental analysis that stock market pros analyze a particular security. While this is not a book on either (there are plenty of good books and websites devoted to both), it is important to mention them here so that you will know how to conduct further research on these methods of analysis, and have at least a working knowledge of them so that the examples I use in the book are readily understandable.


I have been surprised that so many individual investors who hold stocks have less of a working knowledge of either type of analysis—something I also have heard from many money and wealth managers who work with affluent investors. This information is so vital that I suggest you start here but do additional research on your own. Throughout the book I will be discussing specific securities and how they are faring when measured against certain key indicators, such as a “moving average.” As someone who aspires to buy high and sell higher, I have found that technical analysis (a method of analyzing a security based on data, statistics, and patterns) is a more useful method of analyzing stocks than fundamental analysis (a method of analyzing a security based on its financials, operations, and prospects). Here are a few words about each.


Moving averages, which are no more than the average price of an asset over a certain period of time, are used by experienced market professionals to identify future trends based on past performance.* Conducting this type of analysis comes under the heading of technical analysis, which uses charts to help predict the future price of a security.


When you buy a stock that is making new highs (as opposed to new lows), you have several points of reference, such as the 50-day, 100-day, and 200-day moving averages. You can find all three of these moving averages in minutes for any security on hundreds of free sites like Yahoo! Finance (finance.yahoo.com).


All three of these reference points (50-day, 100-day, and 200-day) are used as important indicators of strength and confidence. When buying higher—buying confidence—sometimes there are so many points of reference that it can become difficult to pick which one to use. Because it is perceived to be the most reliable over the longest period of time, the 200-day moving average is the one most used by most market professionals. I use it as my top indicator, and I recommend that you stick to that one as your chief indicator of strength. When a stock falls through that key benchmark, you are likely to see the stock sell off because that is what the pros are looking at. And you want to be among the first to get out—not the last.


However, sometimes an asset is moving so quickly that a 200-day moving average is simply too long a period to be of much help to an investor. In some cases, you must tighten your indicators and shorten your duration period of analysis. By way of example here, we’ll look at commodities, which generally are much more volatile than stocks and, therefore, are better examples for our purposes. Volatility in equities generally spikes in down markets. Because of that, a stock that is sliding isn’t going to break the 200-day moving average. However, using a 50-day moving average as a reference point for stocks might be more useful.


For example, Apple (APPL) fell below the 50-day moving average during the credit crisis of September 2008. In early 2009, Apple began to challenge the 50-day moving average. By that, I mean that Apple was trying to break above that reference point and it did. That moment was the precursor to Apple’s confidence story. By April 2009, Apple started to build, and it never fell below the 200-day moving average again. So the 50-day moving average proved to be a very useful Mason-Dixon Line for determining when to trim and when to add to a position in Apple.


In very volatile periods, it is better to use a 50-day moving average as a reference point rather than a 200-day moving average. This is especially true for commodities. For example, in 2008, when oil was racing to $147 per barrel (up from $20 a barrel a few years earlier), a 200-day average simply would not work in helping you to figure out the direction of the price of oil. In that case, I used a maximum 50-day moving average to figure out when to pare down my holdings. Anything greater than a 50-day would not be helpful in telling me what I needed to know about the future direction of that stock.


You need to use common sense in figuring out which moving average to use. However, 80 percent of the time, a 200-day moving average will serve you well, but if an asset seems to be moving at 100 miles per hour when the rest of the market is going at about 40, then that is a situation that calls for you to tighten up the indicators as outlined above.


Another way that market professionals analyze stocks comes under the heading of fundamental analysis (as opposed to technical analysis). Fundamental analysis uses financial statements and other qualitative and quantitative data to measure a security’s value at a particular point in time. For example, when an expert says that Exxon Mobil (XOM) has a strong “balance sheet” because it has so much cash on hand, she is telling investors that this is a company in strong financial health. (A balance sheet measure a firm’s assets, liabilities, and shareholder equity.) This is a textbook example of fundamental analysis.


Fundamental analysis also can include macro issues such as the overall growth prospects of an industry or the economy as a whole, but most traders use fundamental analysis to look at company-specific criteria such as earnings, future growth prospects, and anything else that might help a company achieve some sort of sustainable competitive advantage. For example, when you hear someone say that a stock is trading at a P/E ratio of 5, that means that the stock has a current share price (P) of $10 and earnings per share (E) of $2 (10 ÷2 = 5). Companies with high P/E ratios generally are considered more risky than those with lower ratios.


How “Buy High, Sell Higher” Works: Continental Airlines


Buying high and selling higher involves a process. To teach you how the process works, I want to use an actual example of an investing opportunity I didn’t catch quickly enough. In order to give you more insight into what I look for in a stock, we are going to look back at a specific opportunity that provided investors a large window in which to get in. I kick myself on this one, because it was right there in clear sight and I missed it.


It starts with the assumptions I held in late 2009. Going into 2010, I looked at the airline industry, and rather than strength I saw vulnerability. I figured with the slowdown in consumer spending, people would be cutting back, which would have an adverse effect on the airlines. However, there were clearly identifiable signs that Continental (CAL) was a stock to buy and it was an easy trade to follow, both by doing some fundamental analysis (e.g., strong earnings, increased capacity) and technical analysis (the price of the stock was signaling a buy). Let’s take a closer look at both.


Fundamentally, tremendous shifts had occurred in Continental Airlines’ business plan, which I will discuss in a moment. Other airlines also made some meaningful changes to their businesses, but they did not move as quickly as CAL, so they were not as attractive.


Following the credit crisis of 2008, there was no shortage of rumors that the airline industry was going to be the next to be nationalized (like the financial giants Fannie Mae and Freddie Mac) or bailed out like the auto industry. However, there was absolutely no truth to those rumors.


In fact, the reality was the management of the airline industry did a better job than any other industry in the United States of changing and adapting quickly to the great recession of 2008–09. They managed the bottom line phenomenally, cut back costs, and introduced secondary fees—fees that consumers had never been accustomed to previously: bag fees, seat fees, extra-leg-room fees. They began to charge for things like food and eventually even for blankets. In the process of making those changes, airlines reduced capacity, making them more efficient businesses. All of these factors helped the fundamentals of the company.
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