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Introduction


This book, written for beginners and beyond, is about making profits as well as limiting risk. I will show you strategies that will help you to prosper during bull markets, be cautious during sideways markets, and avoid bear markets altogether (although I will also show you how to make a profit when the market is going down).


Although your ultimate goal is to use the stock market to build wealth, you must also avoid losing money. By studying the overall market, you can go along for the ride when times are good (bull market), but avoid getting hurt when times are bad (bear market).


Unfortunately, many people buy stocks when the market has reached a tipping point and is about to plunge. Others sell all their stocks after the market has already hit bottom. This book will help you to avoid making these common mistakes.


In addition, if you are too emotional about the overall stock market, you will be either irrationally exuberant during bull markets or overly pessimistic during bear markets. One can lead to disaster, and the other to missed opportunities. This book will help you find that healthy balance, which comes from being an astute market observer.


Too many people underestimate the importance of observing the overall market when entering the stock market. If you step into the market without studying market conditions, it’s similar to being on a boat in the middle of the ocean without checking whether a threatening storm is headed your way or if it will be sunny with blue skies. So before you step into that ocean we call the stock market, you need to determine if it’s safe.


Surprise!


In this book, you’ll also find a few surprises. For example, no one can consistently predict what the market will do tomorrow, next week, or next year. It would be nice if this were possible, but since the market was first created, few have made market predictions that were correct all of the time—or even most of the time.


Many people try. Every day, people make forecasts, some of them quite dramatic, and most of the time, they’re wrong. When the market is climbing higher, you may see an article titled “The Market Will Crash Next Week!” These dramatic headlines do little but scare investors into selling their stocks, usually at the wrong time.


It’s even more common to read extremely upbeat predictions that the market is going to rise by 10, 20, or 30 percent this year or the next. On financial television programs, and in newspaper articles, the message given to investors is that the market will almost always go up. One guy on a financial program even claims, “There’s always a bull market somewhere!” (That means, presumably, that there must always be a bear market somewhere, too.)


Let me be clear up front what I can and cannot do: I cannot teach you to consistently predict what the market is going to do next. Using the methods in this book, you will get it right part of the time but not always. That’s the bad news.


The good news is that after reading this book, you will know how to use clues, indicators, and observation to read the market. If you can correctly interpret that information, you can stay invested in bull markets and avoid bear markets. You will not always be right, but if you can be right more times than not, you’re on your way to success.


Everyone wants to beat the market; but rather than trying to beat the market, why not follow the market when it’s going up, and avoid it before it goes down? The smart money does not come from catching every top or bottom. Instead, it comes from being on the right side of the market for the majority of the biggest moves.


Many people say that’s impossible. I disagree. I think it is possible to read the market. By using a handful of indicators, your own observations, and market clues, you can prosper in bull markets while protecting your assets during bear markets. Not only do I believe it’s possible but I did it, and so have others that I know. (You can also see how I’m doing by reading my weekly blog at www.michaelsincere.com, where I analyze the market using the tactics and tools included in this book.)


One of the reasons you’re reading this is so you can do your own analysis. Although no one has a crystal ball, nevertheless, using clues and tools, it is possible to put the probabilities on your side. If you can be 55 percent correct, you can do well in the market (but there are never any guarantees).


Jesse Livermore, one of the greatest stock speculators in history, discovered the importance of looking at the big picture. He said that his strongest allies in the market are underlying conditions, and as long as you don’t get impatient, they are the most dependable method of making big money. In this book, you will learn not only how to examine underlying market conditions but also how to trade the overall market. By being able to anticipate the direction of the underlying market, you have a better chance of success.




Market Mastery


When we talk about the “market,” it typically means the Dow Jones Industrial Average, the Standard & Poor’s (S&P) 500, the Nasdaq, or the Russell 2000. These are all indexes. Most people think of the market as the Dow Jones since each day the media reports on the change in the thirty stocks included in the Dow. The S&P 500, however, includes 500 large U.S. stocks, and represents the entire U.S. stock market, not just thirty stocks.





If you are confused by some of the vocabulary in this book, I recommend that you read my book Understanding Stocks (McGraw-Hill, 2nd edition). This book, written for beginners, will introduce you to the stock market. It discusses investment and trading strategies, and also introduces you to options, bonds, mutual funds, index funds, and commodities. Obviously, there are many other books about the stock market as well.


There are several ways to participate in the market. For example, you can buy individual stocks, exchange-traded funds (ETFs), or mutual funds. If you want to buy market indexes, you can buy ETFs that track the major market indexes or buy index mutual funds (these investments will be discussed later). Also, if you are one of the millions of investors who have a 401(k) or IRA, you will be able to use almost all of the strategies included in this book.


Now, let’s get started.









CHAPTER 1

Study Underlying Market Conditions


So many people are focused on the performance of individual stocks that they don’t take the time to look at what the overall market is doing. Knowing how to read the market as a whole will help you to prosper during bull markets and protect assets during bear markets.


Often investors do the opposite. They blindly gorge on stocks at the end of a bull market while avoiding the market after it has already hit bottom. If they had taken the time to study the overall market, this might have helped them make better decisions. Imagine being lost in a forest with only a candle. It would be difficult to find your way. If you had better tools such as a GPS, a compass, and a flashlight, it would be much easier to navigate out of the forest. Many of the tools you will read about in this book are similar to a GPS—they’ll show you the best path to follow.


If you are a beginner, it’s important to be aware of underlying market conditions. It is one of the keys to your success as an investor or trader. You will learn how to use clues and tools (i.e., indicators) for guidance. Although there are no guarantees that you will leave the forest unharmed, the probabilities of that happening are higher if you have the right equipment.


Put the Probabilities on Your Side


Jesse Livermore, a trader and author, was the first to discover that to make big money, he had to correctly appraise overall market conditions. He considered it one of his most important discoveries.


In the early 1900s, Livermore was surprised that not even a world war could stop the market from being a bull market. To make money, he said, all a trader needs to know is how to appraise conditions. Livermore used to visit a particular bucket shop (this was similar to a brokerage firm but with fewer regulations). Every time Livermore was there, someone would ask one of the regular customers, Mr. Partridge, what he thought of the market. Mr. Partridge would always give the same answer: “It’s a bull market!” At first, Livermore thought it was funny, but then he made another discovery (which is introduced in the thinly disguised biography about his trading experiences, Reminiscences of a Stock Operator, written by Edwin Lefevre).




“I think it was a long step forward in my trading education when I realized at last that when old Mr. Partridge kept on telling the other customers, ‘Well, you know this is a bull market!’ he really meant to tell them that the big money was not in the individual fluctuations but in the main movements—that is, not in reading the tape but in sizing up the entire market and its trend.”





In other words, if you want to make big money, you must learn how to assess the entire market. Is it easy? No. Is it possible? Yes. By learning how to read the market, you can put the probabilities for success on your side.


There are many other strategies to employ, which we’ll get to later. Basically, it’s a lot easier to buy when the market is strong and moving higher, and sell before the market goes down. Sound like common sense? It is.


Even more important, if you learn how to read the market yourself, you don’t have to depend on acquaintances, neighbors, know-it-all TV commentators, or authors to tell you what to do. Instead, you can rely on your own knowledge, clues, and most important, market indicators.


By learning how to uncover some of those clues, it will be easier to understand the market. There are no magic tricks that will offer instant enlightenment, but if you can learn to look for those clues, then you will be in a good position to profit.


Be a Market Observer


As mentioned previously, one of the most important skills you can develop is to be an astute market observer. By learning how to observe the market, you will gain an edge over other investors and traders, many of whom ignore overall market conditions. By watching the market carefully, you will be more aware of economic changes, world events that affect the market, trend changes, or when a bull or bear market is beginning or ending.


Legendary fund manager Peter Lynch used to go to various companies—in malls, car dealerships, or wherever there were shoppers—to observe whether people were buying its products, and to see which stores at the mall were the most popular. That was how he got some of his best stock ideas. You can use the same skills with the stock market.


Be a Stock Detective


In many ways, to successfully figure out the market, you have to be a stock detective. As in the best mystery stories, when you look for clues there will be many red herrings, wrong turns, and false leads. Even worse, there are many people who will use the media to try to mislead you.


As a stock detective, however, you have to figure out what information is real and what is just hype. It would be nice if this were easy but it’s not. When you participate in the stock market, you enter a very strange world where the rules are different, where logic doesn’t always matter.


Whether you buy individual stocks or index funds, it is a lot easier to earn money when the power of a bull market is behind you. In a bull market, the wind is at your back and you can sail across the ocean with ease. It’s a lot easier to sail, or invest, when the market is carrying you along.


If you can determine that overall market conditions are changing, and a bear market is near, you will want to protect yourself. Being in a bear market is similar to getting caught in the middle of the ocean with lightning, rain, and fog, when the wind is blowing right in your face.


Bottom Line


Follow the market and the market trend.


Is This Market Timing?


Some of you might think that avoiding bear markets sounds suspiciously like the strategy of market timing. Perhaps you heard that market timing doesn’t work. It’s true that it’s extremely difficult to consistently time the market. In fact, timing the market each day or week is primarily for short-term traders.


On the other hand, if you can stay in the market during the majority of a bull market and avoid or reduce exposure in bear markets, that’s being smart. Reducing or limiting risk makes sense.


It’s also true that people are slow to react to market conditions. Most investors, including some pros, do not get out of bear markets in time and are also slow to enter bull markets. It’s human nature. Because of our emotions, we tend to do what feels right, but it may not be the right strategy.


As you’ll learn later, when the market is soaring so high it appears as if the stock market is giving away free money, you should be cautious. While other investors are gobbling up stocks and making money, you are slowly selling. Although you will never time it perfectly, by observing the overall market as well as investor behavior, you will learn to recognize some of the warning signs of an impending bear market. (Note: A red warning light should flash for you when it’s too easy to make money in the market.)


Conversely, during those times when investors are frightened of the market and are panic selling, you will be looking to buy. Although it’s rare for you to catch the exact low of the market, one of your goals is to determine when it’s safe to buy again. The only way to know is by evaluating underlying market conditions.


In the next chapter we’ll look at the characteristics of a bull market—that is, when the market generally goes up.





CHAPTER 2

Characteristics of a Bull Market


In this chapter, you will learn how a bull market starts and develops, the clues and signals that tell you how long it will continue, and the signs that it is ultimately coming to an end.


Bull Market: When Wall Street Throws a Party


Bull markets are profitable for nearly everyone. Brokerage firms are pleased because investors are putting more money into the market and generating commission dollars for the brokers. Money managers are pleased because they earn substantial returns and receive huge end-of-year bonuses.


Wall Street firms hire more employees to handle the new accounts, and underwriters launch new initial public offerings (IPOs). Individual investors are delighted because the value of their 401(k)s and IRAs rise, which makes them feel wealthier. Businesses are happy because consumers spend more money, boosting the economy. It seems as if every investment strategy works, from buy-and-hold to short-term trading.


During a bull market, almost everyone is in a stock-buying mood, often for no reason except that everyone else is buying. During these times, the major indexes (as well as most individual stocks) go up, sometimes dramatically.


Overall, investors are optimistic about their personal finances, and if the bull market goes high enough, some will brag about how much money they’re making. When the stock board has turned to green (it’s red in down markets), it seems that no matter which stock you buy, it’s going up.


During a bull market, if you invest in an index ETF or index mutual fund that mimics the major market indexes such as the S&P 500 or Dow 30, you can make money, sometimes lots of money. If you look at a stock chart of a trending market, you will see that the trend is pointing in one direction: up (for bull markets).




Market Mastery


Exchange-traded funds are designed to track a specific market index. The index ETFs discussed in this book track the major, broad-based market indexes such as S&P 500 (SPY), Dow Jones Industrial Average (DIA), Nasdaq-100 (QQQ), and Russell 2000 (IWM).





Although the market doesn’t rally every day, selloffs don’t last long in a bull market. In fact, when there is a selloff, those connected to the financial markets say that it is a “healthy” pullback, an opportunity to buy at bargain prices. They suggest that the “market needs time to digest its gains.”


During a bull market, there is usually positive news on TV and in the newspapers. Negative news (such as that a company has an earnings miss) is forgotten by the next day. The higher the market goes, the more enthusiastic people get about the market. Those who work and play on Wall Street are in a party mood because their livelihood depends on the market going higher.


Perhaps the only people who despise bull markets are short-sellers, that is, people who make money when the market goes down.


How Does a Bull Market Start?


Not every bull market is the same. For example, some bull markets are exciting and fun, while others move up so slowly it’s barely noticeable. The market rises on the hope and enthusiasm that the economy will continue to get better. This optimism could be in response to a new technology, a housing boom, or the Federal Reserve (the Fed) keeping interest rates low. Whatever the reason, the market goes higher.


To follow the path of a bull market, you must look at what came before. More than likely, before the bull market started there was a bear or sideways market. After a bear market, the market often goes sideways for a long time; it could take months or years before it comes back to its previous high. (I consider a sideways market to be one in which no new multi-month highs or lows are made and support and resistance levels are not broken. You will learn about support and resistance levels later.)


Therefore, giving a single answer to the question “How does a bull market start?” is impossible. What we can say is that in every big decline eventually there is a bottom, after which the market starts to recover, or at least does not sink further. Unfortunately, no one knows that the market has reached bottom until after it’s already done so.


For example, most people believe that the October 1929 stock market crash was the bottom. In fact, the market made many attempts to rally, but for three years, every rally failed. After those three years, when the market finally stopped falling, many people weren’t willing to invest in the market again. Mark Twain’s quip represented the common feeling about the stock market: “I’m not as concerned about the return on my money as I am the return of my money.”


After the market hits bottom, there’s so much pessimism remaining from the bear market that many investors are reluctant to participate in the market. The only people still in the market are those who bought and held on the way down, a few brave investors, or short-term traders. Those who lost most or all of their money don’t believe there will ever again be a bull market. Thus, at the start of many bull markets most investors are suspicious and unwilling to participate. They want to avoid the pain of more losses.


Typically, after a decline the market goes sideways for a long while. From the ashes of the bear market, the market moves up once again . . . eventually. It can take years of a rising market, with many fits and starts along the way, before people realize, “Hey, it’s a bull market!”


Investors go through a predictable cycle of emotions ranging from despair (bear market) to euphoria (bull market). If you can identify which stage most investors are at and how they’re feeling, you should do the opposite. As mentioned earlier, most investors do what feels right emotionally, and that is usually the wrong move.


Following is a chart of the range of feelings that investors feel during a typical bull and bear market cycle. This chart will help you to plan future strategies. (Later, we’ll discuss many different strategies you can use in any market environment.)




[image: ]





Getting Back to Even Isn’t Good Enough


After losing money in a bear market, many people would be happy just to get their accounts back to their previous highs. Fortunately for them, bear markets eventually end and new bull markets appear.


Remember, in the early stages of a bull market, there are few believers. Because the wounds from the previous bear market are still fresh, many investors warn others to stay away from the market. No one wants to get burned a second time, so the warnings simply exaggerate the fears.


If you look at sentiment readings from the American Association of Individual Investors (AAII), for example, bearish levels may be as high as 65 or 70 percent.


Each week, AAII, a nonprofit educational organization, polls its members for their view of the market: bullish, bearish, or neutral (the survey results are published at www.aaii.com/sentimentsurvey). AAII can be surprisingly accurate, and it’s a useful guide—as long as you do the opposite of what the members are feeling (it’s a contrarian indicator). Therefore, when AAII members are over 65 percent bearish, that is a bullish signal. Conversely, when AAII members are over 65 percent bullish, that is a bearish signal. Although these surveys measure extreme emotions, don’t use them to time the market. After all, investors can remain overly bullish or bearish for long periods. Nevertheless, AAII can give important insights into the current investor’s mood.


Another sentiment survey, Investors Intelligence, published by Chartcraft, polls more than 100 independent financial newsletter writers for their view of the market. Again, this is a contrarian indicator: If the newsletter writers are 65 or 70 percent bullish, it is a bearish signal. If they are 65 to 70 percent bearish, it is a bullish signal. At market extremes, this survey is also remarkably accurate. You can find Investors Intelligence at www.investorsintelligence.com (subscription required).




Market Mastery


AAII and Investors Intelligence survey results can also be found on my weekly blog at www.michaelsincere.com.





Once the market gets past the anger, fear, and warnings of further declines, it often moves higher (which is why it’s important to monitor sentiment indicators). Bad news around the world or a poor economy and extreme pessimism may linger, but sooner or later a new bull market begins.


It’s a Bull Market!


The good news about bull markets is they often last a long time, usually for years. So even if you’re late to the party, you may still have time to partake of milk and cookies for a while. The bad news is that it takes time to know if what you’re seeing is a new bull market or just a bear market rally.


Note: Unlike bull markets, which may last for one to seven years, bear markets tend to be shorter, lasting a few months to a year.


When Anything Is Possible


Although the length of bull markets can vary, it’s important to remember this: The stock market can go higher (or lower) than anyone ever thought possible. A lot depends on how the bull market started, the conditions that made it possible, and whether those conditions still exist.


No one rings a bell when a bull market starts. More than likely, you will get many mixed messages at the beginning. People you respect will warn you to stay away from the market, while strangers may predict that stocks are going to the moon. It’s hard to know whom to believe. The answer, of course, is to believe no one. Rely on your own analysis and insights.


The Chart Reveals the Truth


It doesn’t matter whether you’re an investor or trader—by pulling out a chart of the major market indexes, you can discover important clues. If you know nothing about charts, you can read my book Understanding Stocks, or look on your brokerage firm’s website. A number of websites have good charting software, including Google Finance, Yahoo! Finance, or StockCharts.com, to name a few.


There is no better way to identify an uptrend (i.e., bull market) than by looking at a chart. Although using fundamental analysis can help when looking at individual stocks, when looking at the overall market, I highly recommend that you rely on charts. Charts display a variety of technical data (i.e., technical analysis) such as support and resistance, overbought and oversold conditions, stock patterns, and trends. By reading a chart, you will get clues as to underlying market conditions as well as whether your stock or index is in an uptrend or downtrend.


During a bull market, if you look at a three-month, six-month, or one-year chart of the S&P, Dow, or Nasdaq during a bull market, you will see that stock prices are pointing up—that is, it’s an uptrend. Of course, even during a bull market there will be pullbacks that last a few days, or perhaps a few weeks. However, the overall trend of the market will be higher.


Sometimes those pullbacks are sharp, perhaps 5 to 10 percent off the recent highs. This is a normal occurrence. If the market continues to go higher after the pullback, more than likely the structure of the bull market remains intact.


What about the P/E Ratio?


One fundamental indicator that can be helpful when analyzing the state of the market is the price to earnings (P/E) ratio. This is the stock’s current price divided by earnings per share for the previous twelve months. Traditionally, the average P/E of the S&P 500 is 15, so if you look at the P/E of the entire market and it’s lower, then the market may have room to go higher. If the P/E of the entire market is higher than 15, it’s possible that the bull market is in its later stages.




Market Mastery


Don’t rely only on a high or low P/E to determine whether it’s a bull or bear market. One of the problems with the P/E ratio is that during extreme markets, it’s not that effective an indicator. After all, the P/E can remain high for long time periods during bull markets. Still, it’s a good idea to compare the current P/E with its historical norm.





Economic Indicators Give Buy Signals


As the market climbs higher, some of the economic indicators may start to turn upward. Keep in mind—and this is important—the economy may not appear to be in recovery mode at first, especially during the early stages of a bull market. In fact, many economic signs may still be poor, which is why many people are surprised when the market moves higher. Often the market moves higher just on the expectation that the economy will improve. In other words, the market is leading the recovery.


During a bull market, economic conditions may be dismal and political conditions unsettled (or worse) but the market keeps going higher. That is the power of a bull market, and you shouldn’t fight the uptrend. If you are overly worried, pull some money off the table for diversification; i.e., put it into cash. But do not exit a bull market without a solid reason—pay attention to your clues and indicators.


During a bull market, another factor at play is the actions of the Federal Reserve System (the Fed), which is the central banking system of the United States. In reality, it’s the actions of the twelve-member FOMC (Federal Open Market Committee) that receives all the media attention and that people watch closely. This policy-making committee has the power to raise or lower interest rates, which affects the bond market, as well as the stock market. For example, from 2008 to 2013, in response to a financial crisis, the Fed kept interest rates artificially low by buying billions of dollars in bonds. That helped fuel one of the strongest bull markets in history.


The bond-buying program, quantitative easing (QE), was cooked up by the Fed to help the economy in the wake of the 2008 recession. This program, in turn, lit up the stock market. As an astute market observer, you should pay attention to what the Fed is or is not doing. It has tremendous influence over the economy, including the stock market.


Don’t Fight the Fed


With the ability to raise or lower interest rates, the Fed can send the markets climbing to dizzying heights or crashing into the ground. The market is pleased by accommodating Fed policies (when the Fed lowers interest rates or increases stimulus) and is displeased if the Fed is not so friendly (when it raises interest rates or reduces stimulus).


No matter how bad the economy appears, if the Fed is lowering interest rates by buying billions of dollars in bonds (or using other tools), the market will likely rise. Therefore, if you try to fight the Fed by betting against the market, you’ll probably lose the battle.
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