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For Linda, a rule I will always follow.
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PREFACE

Axioms relating to the stock market have probably been around as long as stock trading. One of the oldest known axioms relates to selling short: He who sells what isn’t hisen must buy it back or go to prison. The continuous buying and selling in the stock market attracts clever sayings and words of wisdom about what to do or what not to do in a particular situation. Always remember that buying or selling stock involves two differences of opinion. The buyers believe that the price will rise and the sellers believe the price is going nowhere or down. How can axioms about trading stock be helpful? They are based on real stock market experience, and experience is often the seasoning that makes investors richer or poorer.

Many old axioms are still true today, while others that were once true have changed. “Buy on Monday, Sell on Friday” (Chapter 25) is a well-known principle among investors, but many aren’t aware that the patter has changed. Statistically, the axiom is not as good a strategy as it was prior to 1990.

“Good Companies Buy Their Own Stock” (Chapter 3) might be good for the company, but is it always good for the investor? Bellwethers—stocks that turn before the rest of the market—have been kicked around for decades. Part of the problem with bellwethers is their tendency to be inconsistent, turning ahead of the market sometimes or with and after the market other times, as shown in Chapter 5, “Watch the Bellwethers.”

Although many of the time-honored sayings are helpful, knowledge of the axiom alone is not enough; it is essential to understand the meaning behind the saying. If it is better to “Sell the Losers and Let the Winners Run” (Chapter 15), how does an investor determine which stock is a loser and which one is a winner? Is price the only determining factor, or should other factors be considered? If the investor continually sells the losers, how and when does profit taking become an event? Answers to questions like these can give the investor a strong understanding of the full meaning behind the axiom. These are only a few of the concepts covered in this book. A review of the Contents pages will give a complete picture.

The one thing certain in the stock market is change. But sometimes the old can become new again. The term “new economy” was popular to describe tech and Internet stocks, whereas the companies that had been around for decades became known as the “old economy stocks.” Most of these new economy stocks became referred to as “the tech bubble” as they came crashing down. Many of the old then resumed their label of “Blue Chip” stocks.

A look at the list of illustrations shows the depth of coverage of this comprehensive work. The book contains many charts of stock market indexes and individual stock prices. Although the analysis is relevant to the time of the charts, things change. In today’s market, change happens quickly. The price charts and analyses are not meant to be current buy or sell recommendations; rather they show real-world examples of the concepts presented in the book.

The “rules” presented in this book are axioms based on investing in and trading stocks of publicly held corporations. The concepts are explained, examined, and exposed in order to bring about an understanding of the many fine points of stock trading. The investor’s understanding of these concepts will improve his or her decision-making process and help him or her with the buying and selling of stocks. Greater knowledge and understanding can lead to greater profits.

What’s the future of the stock market? “It’s Always a Bull Market” (Chapter 6). Once the major powers of the world settle down and get back to the war of business instead of the business of war, we’ll be in for some major economic surprises. Development in countries like China, Russia, and India could open up amazing markets for all sorts of products and services. The one commodity these countries have is people and people need things. As stability and growth materialize, people will demand better standards of living, better products, and better services. It’s inevitable. It is this kind of demand that creates earnings and higher stock prices.






PART I
Research

To say that research is important to investing is like saying air is important to breathing. The strange thing is that research is often overlooked by the amateur and the professional alike. Instead they look for today’s action. What’s moving? Where’s it going?

Ideally, the investor knows ahead of time what’s likely to be moving, where’s it going, and why. To have a relatively small group of stocks that one follows well is both wise and often fruitful. If following the group is not fruitful, change the makeup. Find different stocks to follow.

Getting the basic information before the investment is made can do absolute wonders for saving the investor money. A sudden price increase should never be the only reason to buy a stock. An increase in either price or volume might call your attention to a particular company, but also get the background on what’s happening.

In recent times one only need look at the fortunes of WorldCom or Enron to see the disaster that can befall an investor who has little or no understanding of a company. There are still people who got burned on both of these stocks who have very little knowledge of what the companies did and what happened to them.

Do the research before you invest, not after.








CHAPTER 1
Get Information Before You Invest, Not After

Most of the complicated aspects of our lives could be improved by gathering information before taking action. Asking why and digging deeper for information is an inconvenience because it calls for analysis, thought, and the formation of a conclusion. These activities take time and energy, and they can often lead to confusion and frustration. To avoid these problems, we mainly depend on the wisdom of others or adopt a shoot-from-the-hip approach to investing.

Depending entirely on the wisdom of others or shooting from the hip can lead to many misunderstandings. Misunderstandings cause bad timing and poor strategies. Investment advice can be helpful, but it can be even more useful as a point of reference, a second opinion, rather than being accepted as the only approach.

In the stock market, the odds of doing well are improved for the investor who becomes familiar with the current action of the market and the particular stock of interest. Becoming familiar with the action can be accomplished by asking why: Why is the market making this move? Why is the stock an attractive purchase now?

MARKET MOVES

The stock market is a continuous auction, with the same product being bought and sold every business day. If there are more buyers than sellers, the market and prices of individual stocks rise. If there are more sellers than buyers, prices fall. It’s that simple.



But if it’s so simple, then why does it seem so complicated? Why are all these investors buying and selling stock? If they’re investors, shouldn’t they all be buying and holding stock for its investment value? Why are people surprised when the stock market drops a few hundred points? Does a severe market correction mean the economy will take a nosedive? The newscasters always say the stock market forecasts the economic situation six months to a year away. So what gives?

Anticipation

The most important fact to remember is that the stock market always trades in anticipation of future events. Often, investors are looking ahead six to 12 months, but (and here’s the kicker) not always. If the Dow Industrial Average is down 50 points or more, the major, professional investors couldn’t care less about what might happen in six to 12 months. They are concerned only with what might happen in the more immediate future, that being the next 10 minutes. The faster the market drops, the shorter their focus becomes. The believers of doom and gloom busily pat themselves on the back for being correct, and those who know better take a more moderate stance. Thankfully, it usually takes more than an over-correction in the market to cause an economic recession.

Real, Imagined, and Fabricated Factors

A real factor motivating stock market buyers or sellers is money—specifically, the availability of money. Money availability, as it changes with a movement of the interest rates or the earnings of corporations.

An imagined factor can be the respected opinion of an economist or market analyst as to the current strength or weakness of the stock market.

A fabricated factor is the merciless hammering of computerized sell programs. The sells are often implemented with the intent of testing market strength by pushing the market down as far as possible. “As far as possible” is a point that is reached when buyers enter the scene and stop the decline; that point is called support.

On June 2, 2001, these factors came into play and made a turn in the Primary Trend of the Dow Industrial Average and other major indexes. The Dow dropped 3,101 points before reaching support and starting the recovery. It did a retracement to the 10,635 level, turned and started down again, this time dropping to the 7,423 point level (Figure 1-1).



FIGURE 1–1
Dow Industrial Average, April 2001–February 2004
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Dow Industrial Average, 2001 to 2004

Investors who noticed the turn in the stock market by observing the daily decline in the Dow Industrial and Transportation Averages, and who listened to the market opinions given by many analysts before June, would likely have taken some protective action. Market anticipation had been fueled by interest in tech stocks. Once the tech stock bubble came to a sudden halt, so did the market rally. The market correction was more severe than expected due to strong selling effects of programmed trading. Some would say the market became oversold, as shown by a quick recovery.

Nasdaq and Standard & Poor’s 500 Indexes

These indexes (Figure 1-2) performed a similar maneuver, turning, going flat, and then starting a downtrend. All three indexes showed a similar trend, with frequent secondary rallies. All three groups of stocks turned and crossed the trend line in the fall of 2002. The following year had a strong uptrend for the majority of stocks.



FIGURE 1–2
Nasdaq Composite Index and S&P 500 Index, 1999-2003
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STOCK MOVES: DOWN

Buying a car, a computer, or a new television, only to see it on sale the following week, can be a big source of irritation. Of course, the same holds true for stocks. To pay $52 a share one day, then to hear some negative news and see a price of $42 the next week, is not a pleasant experience. If the investor’s research and selection are valid, the price will probably recover and move to new highs. But the price damage on the way down can be difficult to endure. An interesting phenomenon can occur with a stock price that appears to keep on dropping.

As the price declines, investors will appear to buy up shares at perceived bargain prices. If enough of these bargain hunters appear, they can stop the price drop, but sellers might overpower them. Bottom is where the price stops declining and goes flat or begins to retrace its upward trend. The bottom shown in the chart in Figure 1-1 was reached at 7,552.1 in the Dow Industrial Average on March 12, 2003.

On Sale, Limited Time Only

Many investors consider a market “dip,” “pullback,” “correction,” or “bear market” a buying opportunity. The price is lower, the stock’s on sale. The reasons for a price decline can be serious; lower earnings or estimates are predicted, credit ratings are lowered, or a possible lawsuit or tax problem has developed. The reason for a price decline might not be so serious: market correction, profit taking, employee stock distribution, or no news-related reason at all. Whatever the reason for a stock price move, it can be worthwhile to find out why it is moving before investing.

Information about a stock in question can be obtained from the news media, the Internet, or by calling the company directly. Calling the company might be difficult if hundreds of other investors are trying to do the same thing. Often calling the stockbroker or checking a news service on a computer will provide the answer. Learning why a stock is declining in price can enable the investor to form a strategy of buy, hold, or sell.

STOCK MOVES: SIDEWAYS

Again, ask questions and search for answers. Why isn’t the stock price moving? If other similar stocks and the market are doing well, there is a reason for a lack of movement in a given stock. Has there been bad news recently that has created a lack of investor interest, or is the stock currently a gem waiting to be discovered?

Although rare, undiscovered gems can experience dramatic price surges with even a small amount of publicity. Some investors follow a strategy of seeking out these gems, but often they end up with well-run companies that the market doesn’t like. Usually they are basically good companies with limited growth potential. Major investors search for companies with virtually unlimited growth potential.

STOCK MOVES: UPWARD

Why a stock price is moving upward is most important to investors who don’t currently own it but would like to be in on the action. Normally, when there is a sudden surge in either the stock market or an individual stock, the news appears quickly to trumpet the event.

WHEN TO BUY

Some believe that any time is a good time to buy stock, because over the long term, the stock will grow and prosper. Essentially that’s correct, although there can obviously be better times than others to buy stock. Usually the best time to buy stock in general is when a downtrend turns up and solidly crosses the trend line. If this is the beginning of a new uptrend and not just a secondary trend, the timing should be good.






CHAPTER 2
Price Doubling Is Easy at Low Prices

Many “boiler room” sales representatives have touted this doubtful idea more than once. Yes, it can be easy for some low-priced stocks to double in price. However, it can also be easy for high-priced stocks to double in price. The point is that price doubling depends on factors other than the current price level. For example, it depends on changes in efficiency, restructuring, revenue growth, or earnings growth. The stocks might be new companies or old companies that have recently had earnings problems, companies that show signs of a turnaround.

Like Onyx Acceptance Corporation.

Onyx

On January 2, 2003, Onyx traded at $2.73. The stock price more than doubled by June, and increased by the same amount by July. It finally topped out at $11.73 by December (Figure 2-1). That kind of growth is terrific for any priced stock, if it stabilizes and doesn’t drop back to previous levels.

The big question for the investor is: “Do I get out now or hold on to the stock?” There is no easy answer. No one wants to sell a stock too soon and leave money on the table. At the same time, it can be terribly aggravating to see a stock price double and fall back to previous low levels. Volatility can be an additional frustration. Onyx has a beta factor of 1.0, which means that it is about as volatile as the rest of the stock market.



FIGURE 2–1
Onyx Acceptance Corporation, January 2003–May 2004
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What about a higher-priced stock?

Texas Instruments

Starting in January 1999, at $22.29 per share, the price doubled by October and nearly doubled again in February 2000 (Figure 2-2). Wow! That’s terrific. It’s truly amazing to see any stock price double in that short a time. The trouble is, it wasn’t stable. As part of the Technology sector, it was a bubble about to burst. The price then fell nearly as fast as it rose. Technology stocks fell and brought the market down with them. The stock trader who got out fast enough made good money. The buy and hold investor became worried and frustrated.

It is interesting to note that Texas Instruments runs a beta of 1.8, nearly twice as volatile as Onyx. The price decline in this situation was probably more related to the weakness in the Technology sector and the market as a whole. But the 1.8 beta should have given some cautionary warning of lack of stability. (Beta is a measure of volatility. A beta of 1 is equal to the market in volatility. A beta of 2 is twice as volatile.)



FIGURE 2–2
Texas Instruments, Inc., January 1999–May 2003
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OTHER FACTORS

Whether or not a share price will double is dependent on factors other than the current price. Again, it is earnings, or earnings growth potential, that investors are anticipating. They are all trying to buy the stock ahead of the earnings growth. The risk is always whether the earnings growth will in fact occur.

Many times the stock whose price is likely to double soon is the one whose price most recently doubled. This also has little if anything to do with the current market price. One might even say, forget the price and look at growth, growth potential, and anticipation. As dramatic evidence that the price level is unrelated to doubling, take a look at the highest-priced stock in the market, Berkshire Hathaway, Warren Buffett’s incredible company.

The Berkshire Hathaway 10-year chart (Figure 2-3) shows the dramatic increases of the mid-1990s. The stock price had substantial gains, and it held on to most of them through the bear market. After the correction in February 2000, the price quickly retraced and achieved new highs.



FIGURE 2–3
Berkshire Hathaway A, 1994-2004
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During the years 1994–1998, the stock was a four-bagger, increasing the original amount by four times. For the full 10 years it was a five-bagger, and nearly six.

When that stock price started at $14,450 per share, it was an incredible dollar increase for it to climb to $91,900 a share.

The important point to remember is that it’s not the current price level alone that determines whether a stock will double in price. Rather, it’s those factors that make the stock attractive to buyers.






CHAPTER 3
Good Companies Buy Their Own Stock

“XYZ Company has announced a purchase of 2 million shares of their own stock. The stock must be a good buy if the company itself is willing to buy.”

It’s still a common belief. The stockbroker tells a client, the client tells a friend, and so on, until a stock price begins to move upward. Many of these and other investors who heard the good news rush out to purchase more of the stock. The price continues to rise for the next few days and weeks. But is it really a good sign when a company announces a stock buyback?

Actually, company stock buybacks are often a mixed bag, with some good and some not so good effects. The Standard & Poor’s 500 stocks in Table 3-1 announced stock buybacks in 2002.

In his 1999 Berkshire Hathaway annual report, Warren Buffett had this to say about stock buybacks:

There is only one combination of facts that makes it advisable for a company to repurchase its shares: First, the company has available funds—cash plus sensible borrowing capacity—beyond the near-term needs of the business, and, second, finds its intrinsic value, conservatively calculated.

WHY BUY THEIR OWN SHARES?

Companies have different motives for buying back their own shares. When employees exercise options, for example, earnings per share can quickly become diluted as the number of a company’s shares outstanding grows.



TABLE 3-1
Stock Buyback Announcements
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That worry prompted Yahoo’s move. Sometimes a buyback is a sign that a company is very bullish about its own prospects. And with Nasdaq stocks down, on average, over 40 percent since last summer, companies can buy a lot more shares for fewer dollars, potentially giving a bigger boost to earnings per share.1

Obviously, stock buybacks create more value in the stock, thereby giving something to the shareholder: value instead of a taxable dividend. Another obvious point is the positive image a company puts out by announcing a stock buyback. They wouldn’t buy it if it were too expensive. Right?

GOOD NEWS AND BAD NEWS

Companies also use buybacks when they have bad news to report. Obviously, the well-timed positive announcements are intended to soften the blow. It’s the “we’ve got good news and bad news” situation. “We’re going to buy back 8 percent of our stock … and, oh, by the way, our earnings are down 3 percent.” The company is hopeful that the good news will outweigh the bad, and therefore the price impact will be neutral to positive. The good news/bad news technique is often used, even by some of the larger corporations. It can be quite effective.

TABLE 3-2
Stock Buybacks*
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As can be seen in Table 3-2, it’s not just small companies—mega-corporations like 3M, MGM Mirage, and Beverly Enterprises are buying back shares. The price of 3M Company rose to $85.25 a share by the end of the year.

DOES IT SHOW CONFIDENCE?

Sometimes companies will boldly announce their buyback intention with the statement that the stock has investment value at the current price. But considering the price impact of all that good publicity, one wonders. Is the announcement just more window dressing, or is the company sincere?

Short-term speculators have a great time with stock buyback announcements. To have a price rise several percentage points in just a few days is one of their dream selections. In fact, this is good for the speculators in the short term but not necessarily helpful to investors in the long term. So what’s the problem? Are companies dumb enough to pay prices that are actually too high? Peter Russ seems to think so. The following comments on stock buybacks are from U.S. News & World Report:

The hitch. What could be wrong with this picture?

Simply this: Many companies’ shares are selling at or near record prices and may not be worth buying by anyone.

Many analysts calculate a company’s intrinsic value based on business potential rather than on the actions of excited buyers. When companies buy their own shares at or below the “intrinsic value,” they effectively create added value for the other shareholders. When they buy significantly higher than intrinsic value, they push the price up temporarily, but the value has to catch up in support. Paying that high price can cause problems.

“But the minute that you start paying a premium to buy back your stock,” says Russ, “you are probably destroying value—using company money in a way that’s not going to earn a great rate of return.”2

SHOULD WE BE WARY TODAY?

It’s always good to be wary about the stock market. Historically, companies with too much money would either expand or return some money to shareholders in the form of dividends. The problem with dividends is that they are taxed. In fact, they are taxed twice, first as corporate income and second as investor dividends. Therefore, dividends aren’t as popular as they once were.

Companies still like to show growth. They like to announce the opening of 200 additional retail outlets or the opening of a new plant to employ 2,000 workers. It’s the kind of publicity that creates a warm feeling in the company’s investors and customers. But what does it mean when the company is not expanding and is buying back its own shares? Don’t they have anything better to do with the money? Have they run out of ideas? If they really think the company is undervalued, shouldn’t they be investing the money in preparation for the new growth? These are real concerns the long-term shareholder and potential stock buyer should have.

Stock buybacks don’t necessarily add significant value to a company’s stock. The P/E ratios are too high and companies have too much cash, the cash being the reason they’re willing to overpay. There’s less risk in buying back their own shares than in new corporate growth, or at least less risk in how the actions are perceived by investors.

ONLY AN ANNOUNCEMENT

Some stock buyback announcements are just that—announcements. Following the announcement, either the buyback never occurs or fewer shares are repurchased. Possibly the company originally intended to repurchase the shares, but things change and they are later unable to do so because the economics have changed. The financing became unavailable. Although companies are occasionally accused of trumpeting a stock buyback for the purpose of supporting or accelerating the price, in reality that practice is unusual. The large majority of stock buyback activities are sincere.

WHAT HAPPENS TO THE STOCK?

Much of the stock is effectively retired, clearing up some of the dilution problems. Other shares are used for employee retirement and stock option plans. Obviously, this is a good effect if the shares have true value, but a negative effect if they are overpriced.

Stock buyback announcements have many implications. In some cases it is a positive move for the company and its shareholders, even if only temporary. It improves the earnings per share since there are often fewer shares outstanding. And a stock price will often rise after a buyback announcement, especially in a rising market. However, the price can weaken and fall if negative news follows. An understanding of the company’s announcement and the current true value of the stock can help an investor decide whether to buy or sell the stock.






CHAPTER 4
Heavy Volume, the Price Rises—Light Volume, the Price Falls

On the surface, this seems to make sense. When more investors become interested in a stock, they buy. The volume increases. Less interest means lower volume. Although this is true in some situations, it is not always evident. Whether or not this is true depends on several factors, including the current market strength and direction, as well as the strength and direction of an individual stock price.

To understand how volume may increase before prices increase, it is important to remember the existence of limit sell orders. Many times volume will suddenly increase; the price starts to increase and then falls slightly. Part of the reason for the decline is the presence of limit sell orders, or overhead supply. Another possible reason is nervous stock traders who buy on the volume increase but don’t see the quick price advance and so bail out.

Exxon Mobil

Exxon Mobil, a well-known oil company, has had the industry’s share of difficulties with low oil prices. Because it is a commodity, the supply of oil needs to be controlled in order to keep prices high. If too much is produced, the market becomes competitive and prices fall, which has a negative impact on prices.

Looking at the price and volume chart for Exxon in Figure 4-1, you can pinpoint occasions when increased volume precedes an increase in the share price (the five arrows). The volume increase in June 2002 is especially pronounced.

FIGURE 4–1
Prices and Volume, Exxon Mobil Corporation, April 2001–January 2004



[image: Image]

ON-BALANCE VOLUME

Individual one-day spikes can also be significant signals, but notice that many of them are increased volume on a dropping price. Because of this, the signals can become confusing. Some investors counteract the confusion by using on-balance volume (OBV), by which they compare the volume to the price.

Developed by Joseph Granville, OBV can be a helpful indicator. It creates a volume line along the bottom of a price chart and is easily constructed. Start with a number that is relatively high, such as 50,000. On the first day, if the close is positive, that day’s volume is added to the 50,000 beginning number. If the day’s close ends lower, subtract the volume. On up days, add the volume, and on down days, subtract the volume. The result creates a fluctuating line.

On-balance volume can show an approaching trend change. The belief is that “smart money” sells a security when it’s near a top, and smart money buys near a low. When the other investors catch on to a stock’s rise in price, volume will increase and the OBV line will increase rapidly and faster. On the other side, on-balance volume will start to decrease while the price is still rising, indicating that the smart money is leaving the stock.

The on-balance volume is also informative when it is decreasing while the price is increasing (diverging). A signal is generated that the rally may not be strong. When the price is declining and the OBV is increasing, the investor shouldn’t become too bearish, because a reversal could be coming.

General Motors

Take a look at Figure 4-2 to see General Motors with its volume. In spring of 2002, there was a clear divergence as volume started a distinct decline while the price was rising. The price peaked at $68.00 and headed down finally to reach support at $41.32 in May. The volume increased as the stock fell to $31.00 a share in October. The volume continued to increase and the price began to rise. It corrected again to $30.00 in 2003 and kept the volume strong. Buyers came on the scene as the price began a slow climb.

FIGURE 4–2
General Motors, January 2002–April 2004
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MARKET VOLUME

Volume as an indicator for individual stocks can be informative or misleading. However, volume as an indicator of the overall market can be significant. In general, the higher the volume, the greater the strength of the market move.

When there is a 100-point move on the Dow Industrial Average, the New York Stock Exchange volume will normally spike to a higher than normal level. But it’s not usually a spike that sends the signal; rather, it is a broader change. If the NYSE volume has been averaging 500 million shares a day but then steadily increases to 600 or 700 million shares a day, the market also moves. When the Dow Industrials move 100 points on the average or below the average volume, it is a sign of weakness. A market move on weaker volume indicates that many large investors are skeptical, which means that the likelihood of a reversal is high.

Take a look at the New York Stock Exchange volume chart in Figure 4-3 for January 1997 through December 1998. Although it’s interesting to see the weakness before the October 1997 correction (the Dow Industrials dropped more than 554 points), much of the rest of the volume indicates strength. Volume surges are unlikely when they are already near record levels. There is a weakness during the last half of December 1997, but that is not unusual for December, when many traders are on vacation.

FIGURE 4–3
Daily Volume, New York Stock Exchange, 1997–1998
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Volume in 1998 jumped above the 600 million share mark and stayed there during January. It’s interesting to note that this time period contains several record volume days for the New York Stock Exchange, as shown in Table 4-1.

The tallest single spike on the chart shows the day after (October 28) the big correction in the Dow Industrial Average. October 19 had the second largest volume, with the following day having the third largest volume for that period. These one-day volume records were accurate for the time of the chart. The strength coming back to the market after the October 1997 correction makes one wonder why the market corrected so sharply.

TABLE 4-1
NYSE Volume, October 28, 1997– January 28, 1998*
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CHANGES IN VOLUME

Always look for changes in volume for clues to strength. Short-term and long-term changes both indicate strength, but the longer-term change is normally the most meaningful. In the short term, if the market rallies on weaker volume, the rally will not likely be sustained. If the market falls on light volume, it usually turns up fairly soon. Over the longer term, if the volume goes flat and then trends downward, it will often lead to a weaker market. The greatest strength is shown by an uptrend in the market index (Dow Industrial Average or Standard & Poor’s 500 Index) and an uptrend in the volume. When these diverge, it often signals a change in direction.






CHAPTER 5
Watch the Bellwethers

Bellwether 1. A wether, or male sheep, which leads the flock, with a bell on its neck. 2. A leader of a thoughtless crowd.

Webster’s Collegiate Dictionary, 1960 edition

Merriam-Webster possibly had the stock market in mind when adding the second definition of bellwether. (More recent editions of the dictionary have redefined a bellwether as “one that takes the lead or initiative” or as “an indicator of trends.”) Stock market bellwethers are individual company stocks that are believed to lead the market. If a turn in the market is coming, those who watch these stocks believe the bellwether will turn first.

INDUSTRY BELLWETHERS

Bellwethers can relate to the entire market, to a sector, or to an industry group. They might be leaders in Internet stocks or technology stocks. Someday you might read an article like the following:

Technology stocks stabilized after Tuesday’s slide on growing worries about slack demand in the computer industry. The technology-laden Nasdaq composite index, which tumbled nearly 25 points on Tuesday, fell 3.81 to 1,179.27, but several computer-industry bellwethers rebounded. Intel rose 1 to 71[image: Image] and Cisco Systems rose ½ to 53[image: Image].

The above quote lists Intel and Cisco Systems as bellwethers for the computer industry. When the term bellwether is used in this way, it is with a loose interpretation. More than a stock price that turns before the others, it is a descriptive term synonymous with sector, industry, or market leader.

If we look at the charts of Cisco Systems and Intel as compared to the Nasdaq Computer Index, we easily see that the prices of the two stocks track the index (Figures 5-1 and 5-2). Only on a few minor occasions does either price turn before the index. When a stock price follows an index closely, it is enough to consider it a bellwether, but it is obviously even better if the stock price turns before the index. One notable bellwether turn appears on the Intel chart in January 2004, when the price of Intel turned down before the Nasdaq Index.

BIG BLUE

For many years the computer industry bellwether was the giant “Big Blue,” that is, IBM. In fact, IBM is still considered a bellwether by many, not only for the computer industry, but also for the entire stock market. But since IBM ran into the realities created by the business use of personal computers, its bellwether quality changed in the mind of many investors. During the first half of 1998, for instance, it looked as though IBM wasn’t even part of the stock market (Figure 5-3).



FIGURE 5–1
Index Tracking, Intel Corporation, January 2003–April 2004
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FIGURE 5–2
Index Tracking, Cisco Systems, January 2003–April 2004
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SOMETIMES YES, SOMETIMES NO

IBM tends to closely track the Dow Industrial Average. Although there are two obvious divergences in 2003 where IBM wandered off by itself (circled areas). A conclusion that can be drawn from Figure 5-3 is that sometimes IBM tracks the Dow Industrials closely and sometimes it does not. It is a bellwether in the sense of being a strong market participant—strong enough to be watched closely for market changes—but it is not a reliable forecaster of turning points. Even if it had such a tendency, it would probably not last long because stock traders would base trades on the direction of IBM, and it would therefore no longer behave as a bellwether.

The two circled areas clearly show that there are times when Big Blue’s price can wander off by itself, with the rest of the market going its own way. Such actions raise much skepticism in the minds of bellwether skeptics. At point A in Figure 5-3, the Dow Industrial Average is clearly advancing while the price of IBM turns south. At point B the stock price suddenly advances as if trying to catch up with the average. A similar event occurs at point C. Finally, at point D both the Industrials and IBM retreat in an orderly fashion.

FIGURE 5–3
IBM and Dow Industrial Average
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THE PROBLEM OF SOPHISTICATION

Many wheeling-dealing stockbrokers and portfolio managers actively watch bellwethers. Their computer screens constantly display the stock quotes, blinking with each trade and changing color with each uptick or downtick in price. They believe the bellwether stocks give them one more indicator of the strength and direction of the stock market. If the market turns, they look to the bellwether for confirmation. A fair argument is that analysis of the stock market has become so sophisticated that the difference between bellwethers and the market indexes is negligible. One might not be able to use them as leaders, but rather, as confirming indicators.



It’s not as easy for the individual investor to take advantage of bellwethers. Although some stocks appear to be ahead of the market, the market doesn’t wait long before making the change. An investor can’t wait for an hour or two to decide whether the market will follow a change in the bellwether. Change tends to happen quickly.
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*Siock list appeared in BusinessWeek Online, January 9, 2004, in an article by Michael Kaye, CFA
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No. Shares. Now %
Company Symbol  Date  (Millions) Then: (2004) Change
Afiac AFL  Feb12 25 $2455 $35.00 420
BBand T BBT  Feb.27 40 3449 3715 0003
Biomet BMET  Mar. 26 30 2612 3898 480
Bear Steams BSC  Jan.8 20 5669 87.84 450
Health Mgt. Assoc. ~ HMA  Feb. 21 5 1866 2229 190
Johnson & Johnson  JNJ  Feb.13 80 5604 5391 -80
Lehman Brothers  LEH  Jan. 25 78 5634 8671 230
Lexmark LXK Feb. 21 4 5150 8229 600
MGIC Invest. Co. ~ MTG  Jan.24 55 6378 6618 03
Royal Dutch Petrol.  RD ~ Feb.7 15 4672 4959 009
Tenet Healthcare ~ THC  Feb. 14 10 4137 202 -710
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