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DEDICATION

This book is dedicated to Peggy Chapman, a dear friend, who has left
this world, but will never leave my heart or thoughts. Thank you for your
friendship; it was one of the many gifts God has given me.


Preface 

Why an investment book for retirees? There are hundreds of books on the stock market, investing, and financial planning. They are wonderful excursions into the world of stocks and stock markets. These guided tours are conducted by some of the most accomplished investors Wall Street has ever known, who have forged their credentials in the trenches. They have written on the theory, practice, and manipulations of Wall Street. Their promise, or at least your hope, is that their success can be your success, but it is a hollow promise.

Professor Kenneth Froewiss, a financial professor at New York University Stern School of Business, states, “A good book about personal finance always elaborates on three simple themes: save early, know your risk tolerance and diversify. Any book that suggests it has a new way to riches should probably be a little suspect.”1 That’s great advice; but like all good advice, it must be placed in context.

All organic systems follow a life cycle: birth—development— growth—maturity—transition—decline. For humans, each of these stages has unique mental, physical, and financial characteristics. Comparing Professor Froewiss’s simple themes in most personal finance books to these life stages yields some interesting results. For instance, look at the possible value of an investment account. You can imagine starting this account at a number of different ages, ranging from one to sixty-one. For purposes of this example, we’ll assume that you’re risking just $10 per month, or $120 per year. We’ll also assume you’re getting the average long-term stock market return of 10–12 percent a year, which represents a diversified stock portfolio. Table I illustrates what following the conventional investing wisdom embodied in the professor’s themes will get you.

It’s clear that if you follow conventional investment advice, the best advice is start early. Unfortunately, not many one-year-olds read the tomes of stock market gurus. The teenagers of stage two and the young adults of stage three are also not high on the mailing lists of the stock market experts. Serious investment decisions are not made until retirement comes into view, a stage four occurrence. By then, it’s too late to start early. By age forty-six, following conventional advice won’t add much to your retirement fund.

TABLE I
Conventional Investment Advice
Example: $120 a year invested at a 10% annual return.
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Diversification doesn’t help. After age forty-six, the moderate returns of diversification are insufficient to build a meaningful nest egg. The only hope is to increase your contributions. Increasing your yearly investment from $120 to $1,200 or even $12,000 will multiply the account value by ten- or a hundredfold. Can the average forty-six-year-old afford a tenfold increase in contributions? If he can, is he willing to risk it? If he has not made a massive investment plunge by age forty-six, it is unlikely that he will make it after forty-six.

What are aging investors to do when the expert’s good advice is not good for them? They have two choices. The first is to find a new expert. There are plenty to choose from. Some are well known, but others are just masters of the fad. They provide sure-fire systems and tales of investment derring-do. They promote their anecdotal expertise in books, newsletters, and mutual funds. Remember Professor Froewiss’s warning: “A new way to riches should probably be a little suspect.” Many of these fad masters rise and fall like the business cycle.

Even the well-known expert’s advice can be contradictory. In Burton Malkiel’s book, A Random Walk Down Walk Street,2 he wrote that since small stocks carry greater risk, investors demand greater rewards. Sounds good, but he “proved” his point by showing that small stocks routinely outperformed the major market indexes. He concluded that since the major market indexes are deemed less risky, the higher returns of the small stocks proved his point. Wait a minute! If they are riskier, shouldn’t small stocks underperform the major market indexes? If they don’t, where’s the risk? To use a gambling comparison, if you bet only long shots, over the long term you should win less money, not more. At the very best, you should break even.

The contradiction arises because Mr. Malkiel mixed apples and oranges. When he was explaining risk, he defined it as short-term volatility. When he was comparing returns, he was writing about the tendency of a stock to rise in price over the long term. If the reward is measured in the long term, the risk should also be measured in the long term. I will not make that mistake. My goal is to educate, not confuse.

In this book, I will not be advocating the simple themes, because this book was written especially for retirees. Why especially for retirees? Because retirees are special-needs investors, so the old rules do not always apply to them. Start early, diversify, and know your risk tolerance seem like good rules, but they don’t work for all ages. They especially don’t work well for the average retiree.

Most books on investing seem to misunderstand who their audience is and what resources they have. They leave out retirees because they focus on the rewards of the stock market rather than the fears of the investors. While retirees are drawn to the market by its rewards, in the end, their fear of it leaves them on the outside looking in. This book seeks to overcome their fears by giving them the knowledge and understanding they need to get into the game.

What knowledge and understanding? First, know yourself. That will be your hardest lesson. Then you will learn about risk, stocks, the markets where they are bought and sold, and finally, the resources you will need to play the game. The greatest enemy of fear is knowledge and understanding. In this book, you’ll gain the knowledge you’ll need to face your fear.

Acting on the understanding gained from this book, what you will be doing is buying stocks—from a distance. You will be distant from the companies you buy and the people who sell the stocks. You will not be a fly on the wall in their boardrooms or in their back rooms. The information you have will be late in coming, incomplete in content, and devoid of any inside scoop. You will be at the mercy of the market, but you don’t need their mercy because you have some formidable weapons in your arsenal.

You Are a Weapon 

You are about to explore those weapons, and the first one is you. Remember, as an aging investor you have two choices: Find an expert, or become your own expert. Before you place this book back on the shelf and run screaming from the store, let me explain. I am not talking about becoming a master of spreadsheets, financial statements, and stock market gyrations. I am talking about becoming a master of you. The most important ingredient in stock market success is you. By knowing who you are, what you like, and what you are capable of doing, you can determine how and where you fit in the stock market puzzle. The stock market is a game. In fact, it is three games. The only way to win is to know which of those games you are best at and then play that game.

Of course, you must know something about the stock market, and this book will teach you what you need to know. What it teaches will not be nonsense, or contradictory, or useless; it will be the truth. The truth can be a scary thing, but I won’t use it to scare you. I’ll use it to open your eyes so that you can see the pitfalls and negotiate your own unique path past those pitfalls to stock market success. If, at the end of this book, you see that path to success, my book will have accomplished its goal. Traveling the path is your goal and your job.

Before you begin, be assured that this book was written with you in mind. I am well aware that you are at the end of your working career. Your little nest egg is precious. To lose it is to be condemned to a life of hard labor for minimum wage at your local McDonalds or Wal-Mart. The opposite is equally true: A nest egg that you hold in a death grip may condemn you to a minimal existence with nothing but a meager savings account and a Social Security check to give you a false sense of safety. There is another way, and this book explores it. It is not necessarily easy. It will take some work, some study, some discipline, and some courage. What it will not take is your nest egg. At age sixty-two, that nest egg is precious, and you should use it sparingly.

Now you know what’s in store for you. Are you ready to open up shop and get into the business of buying and selling stocks? Yes? Okay then, let’s get started.


Introduction 

Americans are notorious nonsavers. The average savings rate in America is less than 5 percent, and the average American worker has only $25,000 in savings when he or she retires. Given the median income in America is now about $37,500 a year, $25,000 is a paltry sum of money. If you are one of those average Americans, $25,000 won’t add much luster to your golden years.

If you retire at age sixty-two at the median income, your Social Security check will be $802 a month.1 Eight hundred and two dollars a month and $25,000 in the bank isn’t going to cut it. You’ll need much more—a pension or a rich relative. Without those, you will have to delay your retirement. Unfortunately, your present employer may not let you. There are rules. If the rules are against you, you’ll have to take a low-strain, low-wage job. It is a very depressing end to a productive career.

Of course, you might be one of the lucky ones with a plump pension from one of the big companies like General Motors, Boeing, General Electric, or the government. Or you might have worked for a small, innovative company that established a 401(k) retirement plan. If you are among those few, you have choices. Combining your 401(k) or pension with your Social Security and savings may provide enough money to pay the bills and cover emergencies. Thus, working beyond age sixty-two becomes a choice. You work to fill the idle hours. You work to fulfill a dream. Or you work to earn the luxuries like gifts for the grandchildren, annual vacations, weekly entertainments, and dinners out. You work because you want to, not because you have to.

Statistics say the lucky ones are, at best, half the population. The other half isn’t retired—they continue to work at low-wage jobs. If you have to work during your retirement, why step down? Why not step up? Why not work where the sky is the limit, at a job like the kind you had when you were young and just starting out? There were skills to learn, challenges to meet, promotions to win, and money to make. You weren’t winding down; you were building up. This is a book about building up.

Finding the Perfect Job 

If you are not in the lucky group, you are going to have to work, or you are going to starve. Even if you don’t starve, retirement won’t be much fun. More to the point, you really aren’t going to be able to retire. You’ll have to keep on working. The only real choices you will have are what kind of work you do and how much you will earn. Let’s look at the choices available—there are three:
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Your choice will have a big impact on your financial well-being. If you work for someone else, you will always earn less than you’re worth. Why? Because you have agreed to give part of your salary to the person who bought the machine, built the factory, or developed the technology that created your job. This is not a bad thing; it is capitalism, part of the free-enterprise system that has made America the greatest economic power on earth.

You can avoid giving away part of your salary by working for yourself. Small shop owners, doctors, lawyers, and some accountants are all examples of the self-employed. While most live well, they are not necessarily wealthy. They spend a lifetime climbing the financial ladder toward wealth, but few of the self-employed reach the top.

Getting others to work for you is your third choice. When you get others to work for you, you are the boss, the owner, the capitalist, “the man.” The people who work for you are your employees. You are no longer running a Mom-and-Pop shop; you are running a business with tens, hundreds, even thousands of employees. Each of those employees has agreed to give you part of his or her earnings for the privilege of working for you. For example, if you have just twenty employees who are willing to give you 10 percent of that revenue in the form of profits, and each generates $150,000 in annual revenue, your annual income will be $300,000.

Getting Others to Work for You 

When you get others to work for you, you become an entrepreneur. But entrepreneurship is a young person’s game. Why? Because, as has been widely reported in business literature, four out of five new businesses will go bankrupt within five years of opening. Many successful entrepreneurs suffer one or more failures before they get it right. If you are thirty-five, it’s easier to recover from the psychological and financial trauma of a bankruptcy. Failure is not an option when you are sixty-two. One of the reasons the franchise industry has expanded rapidly over the past ten years is it is a way around this dismal failure rate. Franchising allows entrepreneurs to start already-proven businesses. With a sound business model and a tested market, the chance of failure is greatly reduced. Still, even with the reduced failure rate of a franchise, entrepreneurship is a lot of work for someone ready to retire. The problem with all of the choices described is they are not retirement strategies—they are work strategies.

Earning Without Working 

Working doesn’t solve the problem because working is the problem: You don’t have enough money to retire, so you have to work. What you need is a better way—a real solution. The stock market is your solution.

The stock market is your ticket to entrepreneurship, and entrepreneurship is the road to wealth. Remember, to achieve wealth you have to get other people to work for you. The stock market is a place where you can get other people to work for you. When you buy stock in a company, you are hiring that company—its management, its facilities, and its employees. You become the owner. You collect the profits.

There are many advantages to a stock market venture. First, buying and selling stocks is not work. (At least, not the punch-the-time-clock-and-sit-at-your-desk work you’re used to.) You can do it and still retire; you can do it from your home in your spare time. There are no clocks to punch, no bosses to appease, no customers to placate, no employees to suffer, no payrolls to meet. You answer only to yourself, but you benefit from the efforts of hundreds, even thousands, of employees.

Additionally, it doesn’t take a lot of money. If you are spending $2 a week on lottery tickets, stop. Place that bet on a stock. The odds of winning are better, it’s just as much fun, and a lot of winning stocks can be bought for less than $1. In fact, as you will discover, some of the most promising stock buys are less than $1. For example, a year’s worth of lottery tickets would have bought you almost fifty shares of Hansen Beverage in June 2003. Its closing price in June 2006 was $185. Just think, if you had bought $100 worth of Hansen stock in 2003, it would be worth $9,250 by 2006. Looked at another way, if you invested just $5,000 of your $25,000 nest egg in Hansen, you would have $432,243, plus the $20,000 you didn’t invest. Not bad for three years of not working.

What Do You Need to Get Started?

If you’re looking for a sure-fire stock trading system, you won’t find it here. This is not a book about a stock-buying system; it is about a stock-buying business. You will need three things to get into this business: knowledge, understanding, and courage, which are all personal traits. Stock buying and selling is a personal endeavor; no system can do it for you. It isn’t the market, the economy, the company, or the stockbroker who controls your success; it’s you. It is your knowledge of how the game is played and what kind of player you are. It’s true you will need to understand some business basics and some stock market mechanisms, but most of all you’ll need to understand yourself.

You’ll need courage as well; courage to make the move, take the plunge, buy the stock, accept the risk, and reach for the stars. Courage is the absence of fear, and fear comes from ignorance and misunderstanding. We are creating an upward spiral. With knowledge comes understanding, and understanding leads to courage, and courage gives us the confidence to seek more knowledge that, in turn, brings more understanding and more courage. Before long, you are a risk taker, an investor, a trader, and a player. You are in the business of buying and selling stocks.

Knowledge, understanding, and courage are the pillars on which your stock-buying business will be built. An array of practical insights, rules, techniques, and a computer will be added. If you aren’t comfortable with computers yet, you’ll need to develop some basic computer skills. Without them, you will be forced to buy stocks through brokers who may be expensive, slow, and self-interested. A computer will allow you to access the Internet and bypass them. You will buy stocks directly and quickly online. Before you get too nervous about not having a computer or knowing how to use it, don’t worry. I’ll give you some ideas on how to get one or at least access one. You’ll be surprised at all the options you have.

Time is another weapon in our arsenal. Finding good stocks to buy is time consuming. It will take time to read this book, even more time to familiarize yourself with the investing websites, and still more time to identify, analyze, select, and monitor your stocks. As a retiree, you may not have the time to compound your interest, but you have plenty of time to search out great investment opportunities. When you see how great some of those opportunities can be, you’ll never buy another lottery ticket.

Wisdom is the third weapon in your arsenal. Wisdom is the magical blend of experience and common sense keeping you from buying a bottle of snake oil. You will not be chasing penny stocks here. Nor will you be drilling oil wells or buying corn futures. You will be cautious and will seek exceptional returns through wise choices. It is the purpose of this book to add to your wisdom so you can add to your nest egg.

As a mature adult, you have overcome a lifetime of challenges. This is just one more, and the best way for you to gain the needed courage to face this one is to dispel your fears with knowledge. The more you know about the stock market, the less you will fear it. The more you know, the more you understand, and the braver you become.

It is for this reason we begin our journey with an understanding of ourselves.


CHAPTER 1
Taking Stock of Yourself

Many retirees fear the stock market. They see it as a rich man’s playground filled with nefarious characters and suspect institutions. They are right. Unfortunately, it is also the best place to invest their money. If you want to achieve reasonable returns, you must be in the stock market; anywhere else—banks, brokers, government—there will be so many people skimming off the top, your profits will barely cover inflation.

I’ll Never Be Able to Understand the Stock Market . . . Will I?

When President Franklin Roosevelt declared, “The only thing we have to fear is fear itself,” he wasn’t talking about the stock market. He was talking about the economy. The economy was a huge complex of entanglements that began to unwind in 1929, and no one knew how to put it back together. The same is true of the stock market: It is a complex entanglement of seemingly rational and irrational price swings. The torrent of information swirling around this capitalist invention is overwhelming. Yet, if you cut through the nonsense and focus on the fundamental forces driving it, it is simple, understandable, and considerably less scary.

There is no magic in the stock market, but there is something more important and more honest—a predictable set of behavior patterns. Understanding them will allow you to control your fears and discover your own unique road to success. Investing is not really about the stock market, the companies it represents, or the evildoers it attracts; it’s about you. Investing is a very personal matter. Once you understand yourself, and it, you will succeed.

Every retiree should play the stock market game, but not everyone will. Some will take their money and go home, hoarding it in coffee cans and under mattresses for fear someone will steal it. While it may be safe from someone, in the end, something will steal it: inflation.

Others will place it in bank accounts and Certificates of Deposit where it is safe from both thieves and inflation. Thus, they have no fear of losing, but no hope of winning. This strategy demands little and yields less.

Players who want more put their money in the stock market. But to make more they must do more. They must learn, then practice what they have learned. Most important, they must know what game they are playing. The stock market is not a single game; it is three different games. Smart players choose the one game they can win, the game they are good at. This reduces their risk, subdues their fear, and raises their confidence level. Risk, fear, and confidence are part of each game. Manage them, and you are on your way to a profitable stock market experience.

The Games People Play

If you want to be a player in the stock market, you better know what game you are playing. While there is only one stock market, there are three games and three kinds of players. They are:



1. Investing

2. Trading

3. Speculating



The most important consideration in choosing a game is you. Who are you? Are you patient, analytical, and logical? Maybe you are impatient, decisive, and self-confident. Perhaps you are none of these. Maybe you’re just somebody who wants to win big without the spreadsheets and fancy charts. Well, if one of those fits you, you are in luck. The stock market awaits.

Investing—A Game of Fundamentals

When most people think about the stock market, they think about investors. While it is true many of the players in the market are investors, many are not. It is crucial we understand the difference between an investor and the other market players.

What Is Investing?

When you invest in the stock market, you are actually buying part ownership in a company. As an owner, you share in the prosperity of the company. If the company grows, the value of your stock grows. If the company is profitable, you may receive a share of those profits, which are paid as dividends. Thus, your investment can grow in two ways: stock value and dividends.

Investors are fundamentalists because they look at the business fundamentals supporting a stock’s price. These fundamentals include company sales, profits, growth rates, markets, competition, and government regulations. All of these measures have an impact on the health of the company as well as the value of its stock.

To be a fundamentalist (at least a good one), you must be willing to plow through reams of corporate statistics and management propaganda to get to the truth of a company’s prospects. The future of the company will determine the future of the stock. If the company is growing in sales and profits, the stock will grow in price and dividends. This is the fundamental assumption underlying all investment decisions. Investors analyze the past in order to project the future.

The Character of an Investor

Not all fundamentalists are good investors because not all fundamentalists are patient. Investing is a slow-moving game; patience is key. Read any book on investing and patience will be liberally sprinkled throughout. All stock prices, in time, will reflect the fortunes of their underlying companies. In time means you must be willing to wait for the market1 to catch up to the fundamentals.

Analyzing companies is a rigorous undertaking. One of the fundamentals concerning investors is the price-earnings ratio (P/E). The price-earnings ratio is determined by taking the amount of earnings a company produces in a year and dividing it by the number of its shares of outstanding stock, SO. This result is the earnings per share EPS. The EPS is then divided into the price of the stock to get the P/E (price ÷ EPS = P/E). If this is too much math for you, investing is not your game.

While P/E is an important factor when it comes to investing, there are others. You’ll need to understand the other important fundamentals such as debt loads, cash flow, net margins, return on assets, price-to-sales ratio, sales growth, and strategic advantage. An investor needs to analyze all these elements in a logical and systematic manner in order to discover why a stock’s price changes. If all these business metrics are a mystery to you and learning them leaves you cold, set your sights on a different game.

Once you have determined a company has a prosperous future, you buy, and you hold. Holding stock is where the patience comes in. You have done all the heavy lifting. Now you must restrain yourself from reacting to the “wiggles and waggles” (as investor and author Peter Lynch2 called them) of the stock’s price. You are looking for long-term gains, not daily or weekly profits. Unless something changes in the fundamentals, there is no reason to sell. Over the past 100 years, the stock market has returned an average of 10–12 percent each year, but it hasn’t returned 10–12 percent every year. Along the road to that 10– 12 percent average, it has had many short-term fits and starts. You’ll need the patience and courage to ignore these wiggles and waggles.

The successful investor’s strategy is buy value, not price. Buying value requires a logical approach to the stock market backed by a mathematically rigorous analysis of the targeted company. Add the courage to ignore the stock market’s irrational price gyrations and the patience to wait for it to catch up to your analysis, and you have the makings of a successful investor.

Is Investing a Winning Game?

To answer that question, let’s look at Hansen Beverage. Hansen produces a line of health-conscious juices, teas, and sodas. Its reported sales at the end of 2003 were $110.4 million, with profits of $5.9 million. The price of the stock at that time was $5 per share. By the end of 2004, its sales increased to $180.3 million (63.3 percent) and its profits increased 245.8 percent to $20.4 million. The price of the stock increased to $18 per share (260 percent). Given the promising product line of health drinks and its history of sales growth, an investor might buy the stock at the end of 2004 ($18).

Would that have been a winning play? Absolutely! At the end of 2005, Hansen’s sales continued to increase to $348.9 million (93.5 percent) and profits increased to $62.8 million (207.8 percent). The price of the stock also increased to $80 per share (344.4 percent). A retiree investing just $5,000 of his nest egg in Hansen would have $22,222 within a year.

Trading—A Game of Agility

Investing is all about why a stock does what it does, but stocks don’t always do what they should. They often do what the market wants them to do. When that happens, stock prices sometimes go up when they should go down, and down when they should go up. For times like these, we have traders.

What Is Trading?

Traders (or chartists) don’t care why a market does what it does or does what it shouldn’t; they are only concerned with what it does and when it does it. To discover this what and when, chartists look to the stock chart to spot price movements. Figure 1 is the stock chart for Hansen Beverage.
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FIGURE 1: Stock Chart for Hansen Beverage (HANS) — Five year Monthly. The stock chart is actually two charts. The top chart measures the periodic changes in price. The bottom chart measures the amount of shares traded in each period. The charts can present different timeframes and periods. This chart is a five year timeframe with monthly periods.



Chartists have their own buy/sell signals. The most powerful is the trend. Once a stock begins a trend, the chartist buys (uptrend), sells (downtrend), or waits (sideways trend). These trends and other buy/sell signals control the entrance and exit of traders into the stock market.

Unfortunately, these trends can be fleeting or fitful, providing chartists with an abundance of false signals.3 No sooner does our poor chartist buy (or sell), than the stock reverses. Woe is her. She uses agility to protect herself from this market volatility, but agility is not enough; she wants confirmation her signal of choice is valid. Higher volume of shares traded provides confirmation. The increased volume suggests a large number of players have bought the shares. She doesn’t know why, she only knows they have, and this makes her confident it is okay to join the crowd.

Confirmation also comes in the form of an elaborate system of technical indicators like the MACD, DMI, RSI, OBV, etc.4 These are mathematical manipulations of those basic indicators, price and volume. They are designed to clarify the trends and movements of the stock’s price. They make it easier for the trader to see what the stock is doing.

The Character of a Trader

Traders are the jackrabbits of the stock market—quick to move and easily spooked. Their agility is their strength; they use their vast array of technical indicators to signal when it is time to buy and sell stocks. Thus, they must be unquestioning, confident, committed, decisive, and focused. Yet, they can be fearful, paranoid, hesitant, undisciplined, and simplistic.

Note the contradictions: confident–fearful, decisive–hesitant, focused–undisciplined. The strength of trading is it is a system designed to overcome these contradictions. For instance, trading allows an undisciplined person to be successful in the stock market because he buys based on a set of disciplined signals. He doesn’t have to analyze the company, understand business, or anticipate customer preferences. He only has to watch the chart and react to the signals.

Yet, if the trader is undisciplined and doesn’t follow where the technical indicators lead, success will elude him. Therein lies the contradictions: He can be paranoid when it comes to the markets, but he must trust in the indicators. He can be too lazy to do an exhaustive analysis, but he must be ambitious enough to check the stock charts each day, or week, or month. He may never be quite sure of his judgment, but he must be confident in the charts.

For all these contradictions, one thing is certain: Traders must be attentive. To make money as a trader, you must manage the process. Trading is a daily activity. Once you take a position (buy a stock), you cannot walk away from it like investors or speculators. An investment depends on developments within the company. A trade depends on developments within the stock market. Company developments usually take months to mature. Stock market developments are daily events; they change quickly.

Is Trading a Winning Game?

Remember our Hansen example. The stock was increasing as the company’s sales and profits increased. That relationship is important to investors because it answers the question “Why?” Traders aren’t interested in why, they are only interested in what. To answer the what, they look at the stock chart (Figure 1).

Note what happens to the price of the stock in May 2004: It jumps from $7 to $14. This jump moves it well above its trend line, which is the black line on the price chart. This is a buy signal. Plus, the number of shares sold in May went from 2 million to 17 million shares. This was a strong confirmation a lot of people were buying Hansen. Among those people were some astute traders, who bought the stock at $14 a share.

While the Hansen chart provides a strong buy signal, the sell signal is not as strong. We’ll discuss this further in the chapter on trading, but for now there is only one area on the chart indicating a sell signal. In September 2005, the price dips below the trend line. If a nervous trader sold at that point (around $40), she would have gained 185.7 percent on her $14 investment in just 16 months. In other words, investing $5,000 in Hansen would be worth $14,285.

If the trader did not respond to the sell signal in September 2005 and held to the end of the chart, her return would be 971.4 percent. Again, a $5,000 investment in Hansen in May 2004 would be worth $53,571 in just 2 years. Why would she hold past the September 2005 sell signal? The answer lies in the other indicators and rules of trading, which will be discussed in Chapter 10. Until then, whether she sells in September 2005 or holds until May 2006, our trader has won a significant prize with Hansen.

Speculation—A Game of Chance

Speculators are the great gamblers of the market. They take the risks and sometimes reap the rewards. They buy the rumor and sell the news. They buy low and sell high. They are the troublemakers making the market so scary because they buy too soon, sell too soon, and create volatility.

What Is Speculation?

Speculation is the art of buying something with the hope you can sell it for more than you paid for it. What separates the speculator from the investor, trader, or businessman is that he makes his purchase before he has any concrete evidence that he will ever find a buyer. Where the investor has his analysis, the trader his indicators, and the businessman his market surveys, the speculator has only a hunch or a vision or an extrapolation.

The Character of a Speculator

There are actually three kinds of speculators: extrapolators, visionaries, and gamblers. There are many differences between them, but they share some common traits. For instance, they are risk takers. They are also patient. For all its glitz and glamour, speculation can be a waiting game. Many stocks lie dormant, unnoticed, and unmoved for years. Then they explode in a flurry of volume that defies explanation. The entry point for the true speculator is before the move, sometimes years before. Only the speculator sees what isn’t seen, knows what isn’t known, and reaps the rewards for their clairvoyance. It is here the three types of speculators begin to depart from each other.

The extrapolator is a student of the history of the stock market. She projects this history into the future to predict how the stock market will behave. The extrapolator knows lower interest rates will generate higher stock prices because savers will move their money from low-interest bank accounts to higher dividend stocks, and that raises stock prices. She knows this has happened and why it has happened, and she trusts it will happen again. The extrapolator is not swayed by political hype or personal prejudices; she acts on history, responds to cycles, and heeds cause and effect, not her personal preferences or whims.

The visionary’s actions aren’t based on history. He goes where no one has gone before, and he goes there first. A visionary has a keen sense of cultural trends and demographic shifts. He may not create the invention, but he realizes its potential soon after its introduction. His insightfulness allows him to cut through the hype and focus on the true worth of an idea.

The gambler plays the odds. He hides his laziness behind a mask of contrarian recklessness. He knows he shouldn’t buy the tip, chase the fad, or trust the boiler room, but he does. Greed rules the day and drives his investment strategy. He is an IPO5 hound who sniffs out winners without the benefit of history. He’ll buy Google when it’s overpriced, with the confidence there are fools who will price it higher. To the extent he plays this fool’s game, he knows the only real fool is the last fool. His goal is to be first, not last.

To many people, speculation looks like an attractive alternative to trading and investing. It seems so much easier to go with rumor, especially when it is published in a fancy newsletter or market report. With speculation, there is no need to understand business or study stock charts. It doesn’t require lots of time, money, or smarts. What it does require is trust—in yourself or in the tipster. Add a little intuition to help avoid the losers and vision to help see the winners, and you have the makings of a successful speculator.

Unfortunately, speculation provides fertile ground for the ne’er-do-wells. Since speculative ventures are new, untested, and laden with risk, it is hard to tell the legitimate from the illegitimate. Unless you have honed your speculative skills, you can easily fall victim to brazen manipulators with their pump-and-dump schemes, artificially raising the price of a stock long enough for them to sell it to you.6 Once you buy, the price drops and your life savings drop with it. Yet it is the occasional winner that draws the honest player to the game, and when speculators win, they often win big.

Is Speculation a Winning Game?

If a speculator purchased a share of Hansen Beverage based on the nature of Hansen’s product line and the market trend toward health foods in May 2003, he would have paid $1.12 per share. By May 2006, that share was selling for $150, a 13,290 percent increase. A $5,000 investment in Hansen in May 2003 would be worth $669,643 in just 3 years—a lifetime of savings from just one well-placed speculative stock purchase. To make such a purchase, the speculator must see the value of the product, the potential of the market, and the competence of the company, and he must see it without a historical reference or a rigorous analysis. But, if and when he does see it, the rewards are great.

While this example illustrates the potential of a speculative play, it is important to point out there are over 9,000 stocks listed on the various stock exchanges. In any given year, there are very few speculative opportunities as lucrative as Hansen. You have to be very lucky or a gifted speculator to find one or more of those few. Once you have found one, you have to have the courage to buy it.

Stay in Your Game

If you are going to start buying and selling stock in your golden years, the two things you will need to know are yourself, and the types of players buying a stock. It’s a big mistake to play in a game that doesn’t match your abilities or personality.

For example, if you are an investor and the market is on a speculative binge, it’s time for you to sell. In 2000, the NASDAQ and Dow soared to amazing heights. The Dow is a large-cap portfolio of stocks closely tied to the general economy and the New York Stock Exchange; the various stock exchanges are described in the next chapter. Why did they rise so high so fast? Only the market knows. There was nothing in the technology boom, the Internet revolution, and the expanding economy that would justify the NASDAQ’s rise. However, many undisciplined investors abandoned their game and bought into the Internet Bubble.7 They were late to get in, and many were late to get out. They should have known better, and they probably did, but the lure of the bubble drew them in. If they had stayed in their game, their rewards would have been very different. For example, in July 1996, the Dow was valued at 5,170. The NASDAQ was at 1,009. In the first quarter of 2000, the Dow hit its high of 11,908 (a 130 percent rise) and the NASDAQ peaked at 5,132 (a 408 percent rise). If, in 2000, investors succumbed to the hype of the late nineties and sold their slower-moving Dow investments for the high-flying NASDAQ, they got a rude awakening. Both the Dow and the NASDAQ began a two-year decline in 2000 that ended in late 2003 when the Dow hit 7,177 (a 40 percent decline) and the NASDAQ hit 1,108 (a 78 percent decline).

In later chapters, we will explore why the NASDAQ fell so far. The important point here is if, as an investor, you had sold your Dow stocks and used the money to buy stocks traded on the NASDAQ in early 2000, you would have been burned. How badly? In March 2006, the NASDAQ was valued at 2,378. It was still 54 percent below its peak six years after its fall in 2000. Contrast that with the investor-friendly Dow. It was valued at 11,709 in May 2006, less than 2 percent below its peak. If you had stuck with your game, by 2006 you would have recovered from the financial traumas of the 2000–2003 downturn. Not only would you have recovered, your ten-year annual average return (1996–2006) would be about 8.5 percent. If you had shifted to the high-flying NASDAQ, you would still be 54 percent below your peak.

You might conclude from that example the traders and speculators in the NASDAQ were also burned by the downturn. Unlikely! If traders traded and speculators were any good, they probably made a lot of money; they lost only if they stopped playing their game. Remember, investors hold stocks and are slow to sell. Traders react to the trend and buy and sell quickly. When the NASDAQ turned down, they sold out.

Speculators also sold early in the downturn. Extrapolators may bet on cycles and sectors, but they will always bail when the cycle turns and the sector weakens. Visionaries may bet on a technology or a trend, but they usually place their bets on a specific winning company. Even the gambler, master of the fool’s game, would not be so foolish as to stay in once the bubble burst. The speculators were probably out of the market before the traders.

The point of the example is simple: The stock market is a fairly safe place, as long as you don’t hop over the fence onto the other guy’s playground. As an investor, you need to follow the principles of investing and not try to become a speculator or trader. You need to be true to yourself and your game. To do that, you must know the game and yourself.

Know Thyself

The most important thing you need to know about the stock market is yourself. You can know the economy. You can know the company. You can know the market. You can have all that knowledge, but if you don’t know yourself, you can still fail.
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