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I dedicate this book to my wife, Sue, who is and always will be the love of my life!



INTRODUCTION


THREE QUESTIONS TO ASK YOUR ADVISOR

The three most important questions you can ask yourself (if you are your own money manager), or your professional money manager:

1. “Do you plan to change how you manage my money in bull markets as opposed to bear markets? If so, please explain:

a. “Exactly what is your bear market strategy in comparison to your bull market strategy”

b. “Exactly how will you know (please be specific) when the market has moved from a bull market to a bear market?”

2. “If you do not plan to change how you manage my money in a bear market, tell me how much will I lose before you move me to cash?”

3. “Do you ever go to 100% cash? If not, why not?”

If you manage your own money, or want to, you must come to terms with the above questions. If you have someone managing your investment capital, please ask them to answer the above questions and insist that they answer them specifically. And make sure you get answers to your exact questions. Most professional money managers will give you reasons why they are good managers without actually and directly answering these questions.

You do not want to hear answers like:

“Depending on the market, we change our allocation strategies to take advantage of lower risk opportunities that fit the best use of capital at the time.” This is just financial gobbledygook and obfuscation. Make them tell you exactly how they grow AND protect your capital.

Or . . .

“In bear markets, we move more toward defensive investments that have a strong track record of outperforming in bear markets.” This is just another way of saying, “We are perfectly content for you to lose money in a bear market, so long as we can show you that you lost less than the market.”

Think about it this way . . . If the market drops 50%, as it did in 2008, and your portfolio drops 40%, your money manager could brag about how, due to his/her investment acumen, you beat the market by 20%. Never mind the fact that you actually lost 40%!

With regard to Question 3 above, when you talk to your money manager or review the mutual funds you like to follow, do you ever wonder why they almost never simply go to cash? I’m going to show you in Chapter 1 how going to cash at the right time can almost double your return, but financial investment firms (for the most part) never go to cash. There are two reasons for this:

1. If they go to cash, they think you will say, “Why should I pay you to manage my money when all you are doing is sitting on cash. I can sit on cash myself and not have to pay a management fee,” or,

2. If they go to cash, back-end bonuses and commissions are either not paid or are lost. You see, most financial firms make the most money from you by keeping your money in the market and getting kick-backs (commissions) from the investments they put you in. These commissions and kick-backs are not required to be disclosed to you and, what’s worse, they create a huge conflict of interest between doing what’s best for you and what’s best for your manager’s total income. You need to be very careful doing business with any investment firm that avoids moving you to cash in high-risk markets.

THE TRUTH ABOUT BUY-AND-HOLD:

You have been told that buy-and-hold is smart investing and that trying to time the market is a fool’s game. In reality, both are terrible investment strategies.

The entire financial industry, as well as major financial figures like John Bogle, Jeremy Siegel and Warren Buffet, a host of mutual funds and even watch-dog organizations like FINRA and the SEC promote, either directly or indirectly, the merits of a “long-term investment strategy” with a buy-and-hold mindset. So . . . what exactly does this term “buy-and-hold” mean?

Investopedia defines buy-and-hold as follows: Buy-and-hold is a passive investment strategy in which an investor buys stocks and holds them for a long period of time, regardless of fluctuations in the market. An investor who employs a buy-and-hold strategy actively selects stocks, but, once in a position, is not concerned with short-term price movements and technical indicators.

There are several reasons why this strategy is promoted — some of them reasonable and some not so much.A legitimate argument for buy-and-hold is if you buy the stock of a high-quality company and that company prospers in a growing economy. The odds of the stock’s share price will also grow, and in some cases, substantially increase.

Unfortunately, this does not represent the entire aspect of what can occur to your investment capital when you use a buy-and-hold investment strategy.

When buy-and-hold is promoted as a smart strategy, there are three assumptions made that are never explained to the investor:

First Assumption: You will never need the money (otherwise, you fail the “hold” part).

Second Assumption: You will live forever (that way, you can wait as long as needed for the market to “come back”).

Third Assumption: You don’t care if your investments drop by 50%, 60% or even 90%. The reason you are told not to worry about losing money in the near term is because “the market always comes back.”

Investors are rarely aware of the fact that once a large amount of capital has been lost, it can take decades to just get back to even. Many investors do not consider that if they lose 50% in a major market decline, their investment basis will have to grow by 100% just to get back to even.

The bulk of the private investment advisory world wants you to have a “long-term investment horizon.” They perpetuate the myth, promulgated incessantly by a host of famous, very successful portfolio advisors and managers, that if you simply buy equities consistently over many years, you will be basically dollar-cost-averaging1 your way into the market, and “if you are in the market for the long-haul” you will do far better than the high-risk, low-return ‘market-timers.’2 The proponents of buy-and-hold will extol putting money to work in the market, and simply sitting back and watching how that money can double, triple or grow even more in the intervening years. And, if you just go back far enough in time and wait long enough, these claims of massive returns are true. What these buy-and-hold proponents fail to include in their narrative is the huge losses that occur when bear markets are encountered. These proponents will gloss over the amount of time (sometimes decades of time) it takes to get back to even. They will counter the massive losses by saying, “if you continue to buy in a falling market, you will be buying more shares for the same dollars, and eventually those bargains will come back to reward you with huge gains.” All true, if you live long enough and never need the money. But, there is a much better way, and a much less risky way, to invest in the market. Chapter 1 will describe this methodology in detail.

Privately, many of those professionals who promote buy-and-hold will say, “The average investor is not smart enough to know when to get in and out of the market. So, buy-and-hold is designed to provide a way for (in their words) investors without the proper ability to make the right decisions at the right time to grow their capital when investing in the stock market.

Mutual fund managers (and most of the large financial investment firms) want you to believe they are using the most advanced, highest-quality investment strategies to invest your money in the stock market; and, they want you to believe that buy-and-hold is how the smart money invests. They fool you into thinking they are so good and so smart by doing a little investment sleight-of-hand. Here is how they do it:

• “Window Dressing” where large funds and managed accounts report performance on a quarterly basis. In reality, they could and should report daily, but most do not. Just before the end of the quarter, these firms sell their worst performing stocks and buy the equites that have been outperforming for the past quarter. They do this so that you will assume they have been smart enough to hold only the best performing stocks in their funds and you will ignore the fact that the fund lost money in the past quarter or, at best, underperformed. If you believe in buy-and-hold, you will not question short-term losses and you will be fooled into thinking your money is being managed by really smart people who know how to pick the best stocks, even though they did not pick those stocks until the last day or two of the quarter . . . just before reporting results and holdings.

Most mutual funds want you to buy into the buy-and-hold concept, because they are very afraid to hold cash. In fact, most write the inability to hold cash into their bylaws, and use that as an excuse to remain fully invested all the time—even in a bear market. Why? Because they are afraid that if they go to cash, you will pull your money out of their fund as you can hold cash yourself. These same companies will tell you, “Only the weak hands and unsophisticated investors go in and out of the market . . . chasing profits that they never find.” They shame you into not going to cash.

Lastly, the buy-and-hold promoters will point to the ‘other side of the coin’: Active Management, which is also misidentified as “market-timing”. As much as they would like you to think the only two choices are “passive investing” (buy-and-hold) or “market-timing,” where the objective is to guess when the market will top or bottom in the future, these are NOT the only choices you have. They will trot out study after study after study showing how much better passive investing is in the long run over active investing (i.e. market-timing). They want you to draw the incorrect conclusion that there are only two choices: buy-and-hold or high-risk market-timing. They fail to mention the third major investment strategy: Market-Directional Investing, which I discuss in detail in Chapter 1.

ACTIVE VERSUS PASSIVE INVESTING (THE REAL TRUTH):

The financial industry wants to lump every failed or weak investment strategy that is not buy-and-hold into one big bucket called “Active Investing” or “Active Management”. They want to take the myriad of studies (that they have run themselves or paid to have run) where they compare the success of portfolios to buy-and-hold or passive investment strategies. These studies almost universally support the notion that passive investing outperforms active investing if the length of time is long enough, and if the study duration does not include a disproportionate amount of time devoted to a bear market.

In other words, these studies cherry-pick timeframes and types of markets to ‘prove’ passive buy-and-hold strategies outperform Active Management.

Despite these skewed, biased studies, there is no small amount of truth in the fact that trying to pick future market tops and bottoms is nothing more than a guessing game; educated guessing or not . . . it is still a guessing game.

SO WHAT MAKES MARKET-DIRECTIONAL INVESTING SO DIFFERENT?

Market-Directional Investing is NOT based on guesswork, and it does NOT try to pick future market tops or bottoms. Market-Directional Investing relies on math, rules and discipline (more to come on this in Chapter 1).

No one knows what the future market or stock price is going to be. No one knows how long a current trend will last. Trying to guess the future is a fool’s game and rarely is it successful; it is never successful in a long-term investment strategy.

So, any Active Management strategy that relies heavily on guesswork is bound to be wrong a lot. Like a stopped clock, a guesswork strategy will be right periodically, but it is far too risky to be betting your capital on an occasional correct guess.

In Chapter 1, you will learn exactly how to always be on the right side of the market. You will learn how to know when to be bullish, when to be bearish, and, perhaps most importantly, when to be in cash. In Chapters 2 through 10, you will learn to maximize your returns in bull and bear markets by knowing what to buy, what to sell, when to sell, when to short and when to cover.

Get ready to become a world-class portfolio manager. Welcome to the world of Market-Directional Investing!



1 According to Investopedia: Dollar-cost-averaging is an investment technique of buying a fixed dollar amount of a particular investment on a regular schedule, regardless of the share price. The investor purchases more shares when prices are low and fewer shares when prices are high.

2 According to Investopedia: Market-timing is the act of moving in and out of the market, or switching between asset classes, based on using predictive methods such as technical indicators or economic data. Because it is extremely difficult to predict the future direction of the stock market, investors who try to time the market, especially mutual fund investors, tend to underperform investors who remain invested.



PROLOGUE

My first book, “10: The Essential Rules for Beating the Market,” provided readers with a solid foundation for learning how to become a world-class, rules-based, disciplined, non-emotional investor in the stock market. That book is as valuable today as when I wrote back in 2008. Indeed, much of that first book is encapsulated in this book, “Rule One for Investing”. But, if you have already read my first book, please do not skip through the rules, thinking you already have them mastered. Many have been updated and improved In many ways, those rules are as valid today as they were ten years ago, But there was something missing that I knew could help investors take their approach to a whole new level. . . . Let me tell you what I discovered, and how this book came about . . . A few years ago, I pulled together my R/D team and tasked them with a new project. I told them to look at every losing trade I had ever made in my lifetime and statistically determine why the trade lost money. [If you have ever bought and sold stocks in the stock market, you have learned that, regardless of your investment acumen, not every trade turns out to be a winning trade.]

My rules-based methodology keeps me from having a lot of losing trades, but I wanted to see what I could do to reduce that number even more.

I wanted to know if my team could determine what went wrong in each trade and if we could learn something that we could incorporate into our rules-based investment strategy that would reduce the number of losing trades and, by extension, increase the number of winning trades. Did we encounter a losing trade because we did not follow all of my rules? Was it because one or more of my rules did not work? Or . . . was it ‘something’ that my rules did not cover? I’ll be honest with you; I had my suspicions and told the team to look at how the market was moving when we lost money in a trade.

After several days of intense analysis, my team came back with their results. In some cases, bad news would come out about a company (sometimes the management team, sometimes the products, sometimes the competition, etc.) and the stock’s price would suddenly reverse and trigger a stop loss exit and, hence, a loss.

But we also found that many times, I would buy a stock that met all the rules for fundamental scoring, technical scoring, sector and industry scoring, and we still lost money. The problem:the market was rolling over or moving lower. Sure enough, soon after buying the stock, the drag of the market would have a significant impact on the stock’s price and it would suddenly reverse trend, hit the stop and we’d exit with a loss.

Granted, none of the losses were significant because of our stop loss strategy (covered in detail in this book), but they were losses nonetheless.

This got me to thinking . . . My Technical Rule did not have a scoring component for the market. My first thought was to simply add another component to the Technical Rule and then back-test that to see if that would help reduce the number of losing trades.

THE EPIPHANY

One night, as I was lying in bed, thinking about how I was going to add “the market” to my Technical Rule; how many points I was going to assign to it; how I was going to measure it; etc . . . A thought came to me like a thunderbolt. What if I was looking at this all wrong . . . What if the role the market plays in making more winning trades was NOT just a component of technical analysis? What if “the market” is everything? To be specific, What if the technical direction of the market was more critical to capturing a winning trade than any other analytical component? What if market direction was “Rule One”?

I could hardly sleep the rest of that night and couldn’t wait to put my team on this “Market Directional Epiphany”.

The next morning, I called my team back together and gave them the following assignment: Go back through all of my trades (winners and losers) and ONLY consider trades that were made when the market (a composite of the S&P 500, S&P 400, NASDAQ, Dow-30 and the Russell 2000) was trending higher. After another few days, they came back to me and they all looked stunned. I couldn’t wait to hear the results:

• The number of losing trades plummeted to only a handful.

• The winning trades far outnumbered the losing trades and generated far greater net returns.

The team lead said, “These results are so astoundingly good, why doesn’t everyone use this methodology?”

More testing was done and more refinement was achieved. Here is what we concluded:

1. Don’t even consider putting on a new trade unless the market is trending higher.

2. Don’t try to guess when the current trend will end, but constantly measure the current market trend to mathematically know when the trend has ended. This meant that our trading was predicated on the fact that the current trend in the market will continue until it doesn’t. So, we had to come up with mathematical algorithms to determine, explicitly, how to measure that event.

3. Avoid major whipsaw events by following a moving average surrounded by a volatility band, such that when the market is above the band, we are permitted to buy long positions; when the market is inside the band, we look to raise cash by selling existing positions; and, when the market is below the band to look for short plays, including the use of inverse ETFs.

I cover the details of how this works in this book. The beauty of this methodology is it completely removes the need to guess about trends or how long they will last. You never have to try to time market tops or bottoms. You will always know when a market has topped and when it has bottomed and how to trade accordingly. And, above all else, this methodology forever puts the nail in the ‘buy-and-hold’ coffin. Using the rules and discipline that I lay out in this book will always keep you on the right side of the market. You will never fear getting caught in the next bear market and you will always be able to capitalize on bull markets.

This, my friend, is what I call “Market Directional Investing,” It starts with making sure you are always on the right side of the market, or as I call it: “Rule One for Investing.” It is revolutionary and above all else, it works.

I hope you enjoy the book and more than that, I hope you become wealthier because of it.

Mike Turner



CHAPTER 1

MARKET DIRECTIONAL INVESTING

“How to more than double your return by simply going to cash at the right time.”

Never miss out of bull market opportunities and never fear bear markets again, for the rest of your life!

THE MARKET-DIRECTIONAL INVESTMENT METHODOLOGY CONCEPT:

I am fairly certain you have experienced the following at some point in your trading history: You do all the right research. You find a stock with great fundamentals. Technically, the stock is trending higher. The sector and industry are both trending higher. Everything about this stock makes it look like a sure thing (although you know there is no such thing in the world of stock market investing). You buy the stock and it initially does exactly what you thought it would do—trend higher in share price. Then, seemingly out of the blue, something happens in Washington, or the economy, or some geopolitical event unfolds . . . and the market, as a whole, begins moving lower. Initially, your sure thing stock holds up, but as the market continues to weaken, your stock suddenly begins to tank.


Transition Zone Definition: The center of this Zone is the 200-day moving average of the market, or a stock or an index or an ETF. The width of the Zone varies in width over time. It is predicated on the most recent 12 months of volatility of the entity being monitored. In Figure 1, the “entity” is the SPY. The top of the Zone is calculated by adding one standard deviation of normal volatility of the SPY (in this case) to the 200-day moving average. The bottom of the Zone is calculated by subtracting one standard deviation of normal volatility from the 200-day moving average. And just to be clear, this Zone is NOT a Bollinger band.



Before you know it, you’re down in the position; initially only a little, but the damage continues to mount. You make the mistake of listening to the buy-and-hold crowd that promotes dollar-cost-averaging and you double-down on your losing trade. Finally, you’ve lost so much money that you can’t stand the downtrend anymore and you sell out of your sure thing stock for a substantial loss.

You have experienced the frustration of buying the right stock for all the right reasons and at the right time, but the market moved against you and your stock enough to completely reverse the upward pricing trend you so expected to happen.

In the past, you probably wrote this off to the vagaries of the market. After all, no one can predict what the market is going to do in the future. You say to yourself, “Oh well, just bad luck, I guess.” No it wasn’t bad luck. What you failed to do was assess whether the market was supporting or not supporting your trade and even if the market was supporting your trade initially, you failed to get out of the trade when the market quit supporting it.

You ALWAYS want the market, as a whole, supporting your trade. No stock can continue, indefinitely, to move higher in price if the entire market is moving lower. In this chapter, I will show you how to dramatically improve your odds of buying the right stock at the right time, in the right market.


I find it interesting that Warren Buffett, in his 2017 letter to shareholders, advised that losses of 50% or more are not only possible but inevitable in the future. And just to keep this in perspective, below is a table of Berkshire-Hathaway historical losses. I will show you how to avoid these kinds of losses in your own portfolio.



	Date Range of Losses

	Amount Lost




	March 1973 to January 1975

	-59.1%




	Oct. 2-27, 1987

	-37.1%




	June 1998 to March 2000

	-48.9%




	Sept. 2008 to March 2009

	-50.7%





Data source: Berkshire Hathaway 2017 annual letter to shareholders.



You need to know when to be a buyer, a seller or simply to go to cash. In other words, you need to know when to invoke a bullish or bearish investment bias, or when to get completely out of the market.

I will cover some critically important concepts that will put you on the path to long-term success in the market. When using my Market Directional Investment Methodology, you will actually look forward to bear markets. You will never be on the wrong side of the market. If the market is bullish, you’ll have a bullish investment bias. If the market is neutral, you’ll be going to cash. If the market is bearish, you’ll have a bearish investment bias.

And, guessing what to do and guessing when to do it, will never again be a part of your investment strategy.

Let’s get started by looking at the Three Immutable Laws of Investing:

FIRST LAW

THE CURRENT TREND WILL CONTINUE UNTIL IT DOESN’T

Please take a look at Figure 1, below:

There are 3 lines on the chart:
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Figure 1



1. The bottom line is the Dow’s weekly closing prices for roughly 88 years. If you had put $100 to work in the Dow in January of 1929 and held on to it for 88 years, that $100 would have grown nearly 8,000 percent.

2. If all you did was go to 100 percent cash after the DOW moved into the transition zone, you would have doubled your money to almost 16,000 percent and missed all the bear market crashes.

3. By shorting the DOW when below the transition zone, you would have made almost 20,000 percent . . . a far cry better than buy-and-hold.

You should notice that there are actually two lines, superimposed on each other, in the “bottom line” of the chart above. The black line represents the week-ending close of the Dow. The yellow line is the “Transition Zone” (see “Transition Zone Definition”, right). It is the single most important component of this first law’s methodology. For the scale of this chart and 88 years represented, you cannot discern the actions on-going inside this Zone on this chart, but I will give you much more readable examples as we move forward in this chapter, so don’t worry about knowing all the details at this point.

4. The middle line represents the results that you can achieve by simply selling everything in your portfolio and go to cash when the market stops its bullish uptrend and exhibits a trend reversal (yes, I will show you how this is measured a bit later). Keep in mind this chart does not take into account any income from interest or dividends. So, 100% of the time, when the market stopped climbing higher, the model simply moved from being 100% invested to 100% cash. Notice that by going to cash at the right times, the total return for the 88 years almost doubles from 6,771% to 11,602%. How does going to cash almost double your return? Simple: Holding cash, which in this model makes nothing, is far better than losing money. Plus, if you don’t lose a significant amount of capital in a bear market downturn, you’ve got money (that you didn’t lose) ready to go back into the market when the market goes back into a bull trend. And . . . I know what you’re thinking . . . “Just how did you know to go to cash, Mike, if you weren’t guessing what the market was going to do in the immediate future?” That is a great question and it lies at the very heart of my approach to market-directional investing. Just keep reading . . . I will show you exactly how to know when to go to cash and NEVER guess about what the market is going to do in the future.

5. The top line on the chart, above, represents a growth of nearly 300% better than buy-and-hold. To get this kind of return:

• You are 100% long the market when the market is in a bullish trend.

• You are 100% cash when the market is in a transition zone (yellow line in Figure 1).

• You are 100% short the market when the market is in a bearish trend.

I assume, by now, you must be asking, “How do you know when to be bullish, in cash, or bearish?” That, my friend, is why this book is worth so much more than you paid for it. I will show you specifically how that determination is made a little further into this chapter.

SECOND LAW

MEASURING WHERE THE MARKET IS, MATTERS MORE THAN GUESSING WHERE IT MIGHT BE IN THE FUTURE

I want you to understand the meaning of the phrase, “trend analysis,” as I use it. Trend analysis is both an exact and an inexact science. Certain parameters must be established before this term can be properly identified and used. There are two major components to defining a trend, in the world of market movements: time and price. Trends can be measured in seconds (or less, in the case of high-frequency trading). It is important to remember that, after hundreds of thousands of tests, using a multitude of trading scenarios, I have come to know that being a long-term investor one-week-at-a-time is extremely important. Looking at the market on a weekly basis removes a LOT of emotional swings and noise out of the market. As such, I measure trends in terms of weeks . . . not days; not hours; not minutes and definitely not seconds.

I look for “break-out” trends, where the market moves from inside the Transition Zone to above the Zone; or conversely, when the market moves from inside the Zone to below it. These break-outs signify major changes in “investment bias”.

The next major trend that comes into play is “how the market is trending when it is above, inside or below the Transition Zone. The following are the rules for using the Transition Zone to set the proper investment bias:

1. As long as the market is inside the Transition Zone, the investment bias is neutral, which means you are looking to go to cash at any opportunity (i.e., stop outs, selling long positions, covering short positions).

2. When the market moves from inside the Transition Zone to above the Zone, the investment bias turns bullish.

3. When the market moves down for more than two consecutive weeks when above the Zone, the investment bias remains bullish, but new positions are not added to the portfolio. When I am buying new positions, I want the market above the Zone AND trending higher on a week-over-week analysis.

4. When the market moves below the Transition Zone, the investment bias moves from neutral to bearish, which means you are looking for opportunities to short the market.

5. Just like when the market is above the Zone, the inverse is true when the market is below the Zone. You will want to see the trend of the market moving lower when the market is below the Zone. This is the time to consider adding new short (or inverse ETFs) positions to the portfolio.

THIRD LAW

NEVER MAKE THE ASSUMPTION THAT YOU KNOW MORE THAN THE MARKET IS TELLING YOU

A corollary to the Third Law of Investing is this, “The market is never wrong!” If you believe the market is wrong, what you really have to come to grips with is: You are wrong. This is true for everyone, from the least knowledgeable to the most gifted, all-knowing analyst in the world. The market defines truth when it comes to investing. The old (very old) adage “Don’t fight the tape” was right when the only way you could know what the market was doing, was by standing next to the ticker tape machine; and it is right today when information is almost instantaneously known about any market. When you find yourself on the wrong side of the market, either go to cash or switch sides.

“The market” is the collective knowledge of every trader, investment firm, analyst, pundit, financial manager, investor or investment group in the entire world. The market is always right, because the market is what it is. I believe that the market is always priced to perfection. I do not believe there is some magical or intrinsic “undervalued” condition that makes a stock worth more today than the level it is trading at. It may well be undervalued or overvalued when compared to where the market will be in the future, but regardless of what all the professional analysts and stock pickers say to the contrary, stocks are ALWAYS valued at exactly what they should be. The market determines the true value (intrinsic or otherwise) of a stock and not a penny more or a penny less.

Don’t get me wrong—you can always ‘guess’ that a stock or the market as a whole, will be lower next week or higher next month. And, sometimes you can guess right. I make it a policy to never put my money or my clients’ money to work in the stock market based on a guess . . . not anyone’s guess.

But you must be asking, “Then how do you know what to buy, when to buy and when to sell?” Refer to the First Law: The Current Trend WILL Continue Until It Doesn’t.

The answer is simple: Don’t buy any equity if the market is trending against you. Never buy any equity if the market is not supporting your trade. I cannot over emphasize this statement: The key to improving your ability to make consistent profits in the stock market should be completely governed by knowing what the market is doing; and NOT what you think it will be doing in the future.
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