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Praise for  
Far From Random  
Using Investor Behavior and Trend Analysis to Forecast Market Movement  
BY RICHARD LEHMAN

 

 

“An overdue book. Lehman’s persistent wisdom puts investors on the right path to understanding how markets do and do not behave.”

—ROBERT R. PRECHTER, JR. Author of Socionomics and Conquer the Crash

 

“By dissecting human behavior, investor psychology, and historic
 market action, Richard Lehman unequivocally proves that the market
 moves in well-defined, often predictable patterns. In Far From
 Random, he demonstrates a new, simple way to really beat the market.
 As we noted over the years, ‘Random Walkers, eat your hearts out!’”

—YALE AND JEFFREY A. HIRSCH Authors of the Stock Trader’s Almanac

 

“As someone who has spent a career as a self-described behavioral scientist, I have found Far From Random to be highly congruent with my own experience on what actually drives consumer or, in this case, investor preference and decision making. While I still believe fundamental market analysis may serve as a valuable frame to understand and assess markets and stocks, the reality is, that on its own, it often falls short in forming a comprehensive and accurate strategy for investing.

In my opinion, Lehman’s focus on behavior finance inclusive of technical and trend channel analysis adds a significant dimension to both the theory and practical application of investing. Importantly, the concepts and their applications can be applied with relative ease and used to form the basis for a structured and disciplined approach to discerning market/stock movement.

All in all, it is absolutely clear that human psychology is a primary driver of real behavior, which may be rational or not, which in the investment realm ultimately impacts markets and stock valuations  and this book forms a powerful thesis on how to harness this knowledge in a mostly predictive and financially-productive way.

This is an exceptional book for those who are not satisfied with the traditional approach to investing and are seeking ways to enhance their return.”

—STEVEN J. FREIBERG Former co-chairman and CEO of Citigroup’s Global Consumer Group

 

“Can the equity market still be considered efficient after getting sliced in half twice in the same decade? Is this simply a random occurrence?  Far From Random could not be timelier for what is truly a changed financial market environment, in good part dominated by HFT, mega-flows of levered institutional money, etc. The true marriage of technical and fundamental analysis set against the backdrop of far from perfect or efficient human decision-making isn’t a consideration for investors, it’s a necessity. Rick has hit the nail on the head. It’s time investors finally wake up to a new reality.”

—BRIAN PRETTI, CFA, CFP Chief Investment Officer, Mechanics bank

 

“In Far From Random, we learn we aren’t so removed from our ancestors as we might think. This book demonstrates that markets are neither efficient nor random, and that being stone-cold frozen with fear (a sabertooth tiger eyes us for lunch) is akin to buy-and-hold-no-matter-what (our securities portfolio drags us down to our doom). Richard Lehman boldly states that human emotion, and not green-eyeshade analysis, is what really drives prices. Far from being nonsense, this view makes perfect sense. This book shows how our collective emotional behavior, and the markets it moves, becomes predictable. That’s an edge any investor would want, and Far From Random will give you a tantalizing glimpse at that edge.”

—JIM GLIDDEN Veteran Wall Street bond salesman
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Foreword

I HAVE ALWAYS believed that technical analysis is by far the most accurate approach for stock market investment. True, my degrees are scientific (math, computer science), so that may have influenced me. But I have conducted many studies of both fundamental and technical approaches in my nearly forty years of investing, and it is the rigorous, technical approach that is the clear winner.

For example, if one buys a stock and it begins to decline, what is one to do? A technician will likely see that the stock is in a down trend (or no longer in an up trend) and will sell the stock, stepping aside until the stock once again is in a rising mode. The fundamental trader, though, supposedly bought the stock because it was cheap, based on some earnings or other fundamental projection. Thus, when it declines in price, he should like it even better, unless something has changed regarding the fundamentals (unlikely). This fundamental approach is in clear conflict with the accepted principle of “cutting one’s losses, and letting one’s profits run.” In fact, as Far From Random points out, such an attitude can lead the fundamentalist to feel that he or she is right and the market is wrong—a disastrous attitude for any trader or investor to have.

Most fundamentalists are, in fact, partly technical. In other words, they don’t just look at “earnings” but are concerned with things such as the trend of earnings or the price/earnings ratio. Once “price” or “trend” is introduced into the analysis, one has become a de facto technician.

Exploring the role of technical analysis, Far From Random provides a logical and well-constructed approach to the market in general and to stocks in particular. First, the myth that a stock is “worth” something based on its fundamentals is debunked. There is no promise by the corporation to pay anything back to the stockholder as there is to the bondholder. In fact, a stock’s worth is much more likely to be the collective opinion of thousands or millions of investors. Those opinions are often subject to emotion—from acmes of  greed to nadirs of fear. A stock’s price will vary greatly based on those emotions.

The conclusion is that traditional fundamental analysis fails miserably at determining the “fair value” of a stock if there even is such a thing. As a result, most conventional Wall Street advice is useless. This fact was never clearer than in the market decline of 2008. A virtual parade of fundamental analysts kept assuring the public that “stocks were cheap” even as stocks plummeted. The problem was that the marchers in this parade had no real way of knowing what “cheap” was. Technicians, on the other hand, were either out of the market (in cash) or were short because that’s the way the price trend was pointing.

Far From Random debunks the myth of the efficient market hypothesis (the so-called random walk). Simply stated, that hypothesis is based on the notion that stock prices are governed by rational, knowledgeable (unemotional) people. We know that isn’t true, at least at market extremes. Stocks fluctuate in ways that traditional finance cannot predict or explain. Human emotions—fear and greed—play huge roles in the pricing of stocks, and those emotions are nowhere to be seen in either fundamental analysis or the efficient market hypothesis.

The case for technical analysis is made rationally and eloquently in this book. The preferred method of technical analysis is one called trend channel analysis. Its objective is to identify the trend and to “ride” it as long as it remains in effect. The logic and attractiveness of such a method should be obvious to all: one stays with winning stocks and exits those that are no longer performing well, with  price as the arbiter, not earnings.

In fact, it is often said (by technical analysts anyway), that price is the ultimate technical or fundamental indicator. If you are following a method that has you fighting the price trend, then it is uncomfortable, emotionally and physically draining, and costs you money. So don’t do that. Follow the trend instead.

If you read the pages ahead with an open mind, you will surely see the inadequacies of the traditional Wall Street approach and the benefits of the technical approach. At the very minimum, you should gain an insight to a more logical way of investing with far smaller  drawdowns than the traditional “buy and hold” approach—an approach that has been fostered in the United States over the years by brokerage firms and mutual funds, often to the detriment of their own customers.

Lawrence G. McMillan is President of McMillan Analysis Corp, a derivatives research and money-management firm, and author of the book  Options as a Strategic Investment, among others.
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Preface

WITH FEW EXCEPTIONS, authors of financial nonfiction are predominantly PhDs and professors of finance writing on their research or industry practitioners writing about their success. That would make me one of those few exceptions, but then my somewhat unorthodox background is precisely what renders me one of the few people who could see the stock market in the way it is presented in this book.

Since I am not a full-time professor (I teach at night at the University of California at Berkeley Extension), I am neither part of the doctoral mainstream nor affiliated with Berkeley’s prestigious Haas School of Business. Therein lies one of my relevant advantages for tackling this subject in that I am not compelled to tow the party line on academia’s view of the financial world or what is acceptable to publish. When I was looking for research associates for the book, I spoke with a recent graduate of the Haas School’s Masters in Financial Engineering (MFE) program, a unique new curriculum designed to satiate Wall Street’s growing appetite for superquantitative analysts. He was interested in working with me until he found out the main subjects included behavioral finance and technical analysis. He said they don’t teach either subject in the MFE program and that the thrust of my book would conflict with the financial principles he was taught in school.

MBAs on Wall Street are, of course, a dime a dozen, but their degrees were historically all in finance. My second and perhaps most significant qualification is that my MBA and most of my Wall Street background was in marketing. I studied consumer behavior—something totally absent in traditional finance curricula and completely foreign to the industry’s mindset. When I began a somewhat unorthodox career path with E. F. Hutton & Co. in 1976, I’m sure I was one of very few marketing people on Wall Street at the time. At that time, there was no such thing as a marketing department or any kind of internal marketing organization.

Our biggest challenge at Hutton was to quickly launch new products in order to replace the revenue the firm was losing as clients  moved to discount brokers. That ushered in a whirlwind era of new product launches such as cash-management accounts, tax shelters, listed options, managed futures accounts, and fee-based financial planning. To accomplish this, we did what marketing folks are supposed to do: we conducted primary market research to find out what our customers wanted (and, more importantly, what they were willing to pay for it). In the process, we were finding out for the very first time just what went on in the psyche of investors—what they knew, what they perceived, what they wanted from investing, and what they wanted from their brokers. It was quite an eye opener and totally virgin territory for a token marketing MBA in the investment world.

I discovered very early on that fundamental investment research was inadequate for developing a practical investment strategy, so I embraced the concept of technical analysis—a method of security analysis that relies on the assumption that market data can help predict future market trends. I studied price charts extensively throughout my investment career and spent a great deal of time utilizing methodologies such as Elliott wave analysis.

I have also been a licensed investment practitioner and have held management positions with financial institutions of one sort or another for the past 33 years, dealing with hundreds of brokers and thousands of individual clients. I’ve worked with portfolio managers, mutual funds, and option traders. As such, I’ve gained an extensive hands-on knowledge of the way people act with regard to investing, and thus began my journey into what is now being labeled behavioral finance.




WHY SHARE? 

This book will likely prompt some people to wonder why I did not use trend channel analysis to amass a huge amount of wealth before revealing it to the public. There are several answers to that. First, the book is not about a trading strategy or market anomaly that is so specific that it can no longer be effectively exploited once it has been shared with a great number of people. It is about a different way of thinking about the markets, and it can conceivably spawn any number of specific investment strategies and trading  techniques, thereby allowing many people to benefit by it in different ways at the same time. It’s also not a get-rich-quick scheme. It can enhance returns and help investors and traders move more efficiently through up-and-down cycles, but it’s not a free lunch.

Second, as with all new market methods, the usual amount of skepticism will exist, and the resulting discussion and interpretation could easily go on for years. The landmark study by Brinson, Hood, and Beebower made public in 1971 concluded that the difference in investment performance among institutional investors was due mostly to sector allocation rather than individual stock picking. The study profoundly altered the thinking and behavior of professional investors and formed the basis for what later blossomed into modern portfolio theory. It took more than two decades for the professional investment community to fully embrace this thinking, and it is still unfamiliar to most individual investors. So while Lehman’s trend channel hypothesis is debated in academic circles for several more decades, I’m hoping many of you will make good use of it in the meanwhile.

Third, withholding information such as this would offend my sense of academic advancement. At this point, I am content to share my revelations in the hope that others with additional insights and mathematical skills can further test, verify, refine, and enhance the theory for the betterment of all.

I chose to bring my work public through a book rather than as an academic article so that I can address it far more comprehensively and so that it can reach a much broader audience of investors as well as financial professionals. It is important to note that in its simplest form, the theory can be utilized by almost anyone with any size portfolio. It can be as useful to a long-term investor looking to position mutual funds in a 401(k) as it can be to a sophisticated short-term trader. The technique lends itself well to visually oriented analysis that is easy to understand and which I have been publicly sharing for several years through the StockCharts.com Website, where it is freely available.




Introduction

FROM MARKETING TO MARKET TRENDS: EPIPHANIES ABOUT INVESTOR BEHAVIOR

PRIOR TO 1975, the word marketing was absent from Wall Street’s vocabulary. On May 1st of that year, however, the brokerage world was forced into one of the quickest and most dramatic transformations in its history as the Securities and Exchange Commission (SEC) banned the fixed commission schedule previously imposed by the New York Stock Exchange (NYSE) on all member firms. The floodgates that held back discount brokerages opened almost immediately, and, for the first time, full-service Wall Street firms were forced to compete on price. Every major brokerage firm lost customers to the new discounters and was pressured to lower commissions for many of the customers who remained. The loss in revenue placed heavy pressure on the firms not only to develop alternate revenue sources from other services or products but also to seek (much to their own dismay) marketing help. As luck would have it, I graduated in May 1975 with a fresh marketing MBA and was looking for work in New York.

Wall Street firms jumped reluctantly into the world of marketing, opening a window for the first time into the minds of their customers. Shortly after fixed commissions were abolished, the NYSE, in a genuine but misguided attempt to help guide its member firms through this new marketing challenge, decided it would take on a leadership role as a market research entity. As a newly hired marketing manager at the NYSE, my first task was to analyze the data from a recently commissioned NYSE study, Public Attitudes Toward Investing—the largest study of its kind ever undertaken by the securities industry.

The research, conducted by the Princeton Research Institute, consisted of in-depth interviews with two thousand households. It probed the residents on their knowledge and attitudes toward investing,  financial institutions, and a number of individual securities products. The data generated by that study filled reams of computer printouts from floor to ceiling. I was tasked with making sense of it and reporting the results to the exchange’s member firms. It took more than a year and a team of several people, but what we learned about the investor mindset was as new to Wall Street as what scientists must have learned from the first rocks brought back from the moon.

To assist with the data analysis, I enlisted the help of a marketing professor, Dr. Thomas Stanley, from the State University of New York (SUNY) at Albany’s graduate school of business, whose expertise was in the study of consumer behavior as it applied to banks and financial institutions. Tom later teamed up with SUNY finance professor William Danko to write the No. 1 bestseller The Millionaire Next Door: The Surprising Secrets of America’s Wealthy. Tom is now considered one of the foremost experts in the world on how wealthy people think about things like money, banking, and investing.

We gave Tom an open mandate to examine the data with no preconceived hypotheses to prove or disprove. We would then determine what the implications of those results were for the securities industry. This approach maximized our objectivity with regard to the data. Tom conducted multivariate analysis on the data that showed sixteen separate market segments, all defined by psychographic  , rather than demographic, characteristics. In other words, Wall Street’s myopic view of the investor population stratifying by wealth was naïve. It was investors’ goals, risk profiles, and attitudes about investing that distinguished them from their peers, not how much money they had. We summarized the results and made presentations to the senior execs at a number of Wall Street firms. There was enough raw data to keep a marketing department busy for the next decade.

Most of it, however, fell on deaf ears. Wall Street simply didn’t have the marketing expertise to deal with it. In my mind, the revelation that investing could be analyzed like other types of consumer behavior is where behavioral finance really began—in 1978. Back then, however, we called it financial marketing, and no one in the industry paid any attention to it.




THE WAVES OF R. N. ELLIOTT 

While working at E. F. Hutton as an options liaison, I entered the U.S. Trading Championships to see how competitively I could trade options. To my own astonishment, I finished first among industry professionals in the option division and second in the overall championship. The nonprofessional who out-traded me was Robert Prechter, a former Merrill Lynch analyst who developed a theory linking investor mood swings to market action. Wall Street largely thought of him as a rogue. In the late 1970s, Prechter wrote a book and began publishing a newsletter on the wave principles of R. N. Elliott as they applied to the stock market. I introduced myself to Elliott wave analysis and immediately knew Prechter was on to something. Wall Street never took Prechter seriously, and the media only acknowledged him when his calls on the market were working, but Prechter went on to make what I consider a major fundamental contribution to a field he calls socionomics and that we now call behavioral finance.

Among other things, Elliott wave analysis steered me toward a focus on the markets, rather than on individual stocks, and I came to feel quite convinced that there were things going on at the market level that made it behave decidedly different from individual stocks. I also agreed with Prechter that there was a link between group sentiment and market action, though I felt something less ambiguous than R. N. Elliott’s waves was needed for it to be used to develop practical investment strategy.




NEW INSIGHTS 

E. F. Hutton imploded in 1988 and became absorbed by rival Shearson. After various marketing roles, I took leave of the corporate world to start an option advisory service and to write New Insights on Covered Call Writing with Lawrence McMillan (Bloomberg Press, 2003). An overreaction to abusive option practices in the 1970s and 1980s led to a backlash against option trading of any kind by brokers and the general public. That led to a whole generation of investors as well as licensed brokers who didn’t understand much about options at all much less that covered call writing is actually a  conservative investment strategy. Meanwhile, advances in real-time quoting and execution made available through the Internet gave the public valuable trading tools for options and helped level the playing field with the professionals.

The strategy of covered call writing is a sound one, but the performance of portfolios strictly designed for covered call writing is highly dependent on picking the right stocks to begin with. Picking winners also requires picking a sufficient number of them to achieve diversification to protect against the unforeseen calamities that would eventually befall some of them. Stock research proved too burdensome for a one-man operation, and I shuddered at the idea of trying to do any better at it than professional analysts. Besides, fundamental research proved not to be effective. It didn’t matter whether I did it myself or bought it from someone else. Furthermore, it was clear from the options activity I monitored that people in the know were routinely acting on both good and bad news on specific companies before it was made public—something I couldn’t compete with.

The reality of covered call writing is that it works very well in flat, seesaw, or declining market periods but underperforms in strong up periods. I knew I could improve the strategy if I could reliably tell when the market was in an up, down, or sideways trend. Focusing again on the market as a whole, I realized that the overall market displayed more regular and predictable behavior than any individual stocks I followed. Stocks are subject to all manner of significant interruptions, anomalies, abnormal movements, and game playing by both inside executives and Wall Street analysts. Playing the options markets for years made these things all the more apparent. I reached the point where I could see things coming just by watching the options activity. The amount of advance option buying ahead of important not-yet-public announcements is staggering, and why this form of insider trading is allowed to continue so blatantly, I cannot fathom. Like so many other of Wall Street’s transgressions over the years, this too will probably continue until it reaches a level that will be sufficiently heinous as to arouse the attention of someone whose career will benefit by its adjudication. The market, on the other hand, is relatively immune to the vagaries  of individual stocks. It cannot announce an earnings surprise, be sued for product liability, or lie about its prospects.

When considering market movements, I began from scratch, drawing straight lines on charts I could now find online. The straight lines led to trend channels. Trend channels had promise but only explained some of the market’s moves. Adding a few rules of my own creation fixed that problem. Now it became intriguing. The more I charted, the more times I saw a major index land dead on a previously drawn trend line and reverse. The accuracy of the channels amazed me. Days, weeks and sometimes even months later, an index would come back and perfectly touch a line drawn from prior peaks or troughs. While I was opening a totally new perspective on the market’s behavior, an interesting phenomenon was occurring in the financial industry—the introduction of exchange-traded funds (ETFs).

As ETFs emerged on the broad market indexes and then expanded into industry sectors, emerging markets, and ultimately inverse index funds, they provided a myriad of ways to play market trends without needing to select individual stocks. Once options were introduced on many ETFs, I could then use options to fine-tune the strategy, hedge, or simply generate income through call writing. It was all starting to come together.




THE TREND CHANNEL EPIPHANIES 

As we all know, epiphanies are those “aha” moments when a swarm of previously unconnected nodes in your neural network suddenly link up to expose some kind of significant revelation. The cartoon depiction of an epiphany is the illumination of a giant lightbulb hovering over one’s head. Two operative characteristics of epiphanies are that they are by nature instantaneous and they tend to turn previously intuitive notions upside-down. Mine held true to the latter but occurred in a more choppy fashion, with smaller epiphanies occurring over many years. I didn’t even notice the lightbulb was lit until it had burned off most of my hair.

When ETFs arrived, I began tracking them by drawing simple trend lines connecting peaks and troughs on the price charts of major indexes like the Dow Jones Industrial Averages, Standard & Poor’s  500 Index, and Nasdaq-100. The first epiphany was that parallel straight lines contain much of the market’s zigs and zags in both short- and long-term time horizons. The second was that with a few intuitive modifications, they contained virtually all of the market’s moves. The third was that trend lines worked extremely well on five-minute price charts, allowing for almost instantaneous recognition that the trend was changing or modifying itself. These were significant epiphanies, but the most important was yet to come.

There was inherent conflict between explaining the market’s price behavior through technical analysis during the trading day and explaining it in terms of classic financial principles in the courses I taught at night. The two didn’t mix. I began to read more and more about traditional finance in an effort to reconcile these opposing ideas. I read Malkiel’s A Random Walk Down Wall Street. That led me to the books debunking the random walk and the related efficient market hypothesis, which began my descent into the maelstrom of what is now called behavioral finance. Ironically, the notion that investor psychology could affect the market’s action connected me all the way back to the original revelations in investor psychology from the NYSE study in 1978 and to Prechter’s wave analysis. It all came together—the studies, the weaknesses in classic finance, the charting, the behavioral work, and the realization that the charts were eloquently telling me what classic financial analysis could not: The stock market is not random after all; it is a function of the aggregate psychology and behavior of the participants and can be interpreted through an analysis of price charts, using techniques such as trend channel analysis. Furthermore, if not random, then the market is also, at least to some degree, predictable!




THE BEHAVIORAL PERSPECTIVE 

This book examines the stock market from a behavioral perspective, building on a growing body of content that views the action of the stock market not simply as a compilation of the actions of individual  stocks but as the compilation of the actions of the participants. This perspective will add a new context to investment decision making that can make all of us better at tailoring our investment strategies. Such  a perspective has been sorely missing in the industry and the media. The trend channel technique described in this book is a new way to interpret the behavior of the market and can be utilized to enhance existing investment strategies or formulate entirely new ones.

I offer this theory empirically, as a result of years of observation and technical analysis of the equity markets coupled with my knowledge as a thirty-year financial professional and as an instructor of both corporate finance and options. Skeptics may claim that my technique is unproven as a means of managing investments. You can decide for yourself whether my hypothesis has merit or whether you want to wait twenty years for the theory to be fully accepted by the investment community.

For all intents and purposes, virtually all of the research in behavioral finance has thus far been conducted by the academic community. While a valuable body of work has been amassed, much of it suffers from a lack of practical trading and investing knowledge. Richard Thaler, a Cornell professor who compiled a number of behavioral finance papers into Advances in Behavioral Science  (The Russell Sage Foundation, 1993) and Advances in Behavioral Finance Volume II (The Russell Sage Foundation, 2005), admits that a great many papers on behavioral finance have been written by recent doctoral graduates and that their lack of industry experience tends to show up in their assumptions as well as conclusions. Most important, while the fact that behavior affects stock prices has been convincingly demonstrated, little has been drawn from these findings to alter investment strategy. We may know more, but we have yet to meaningfully incorporate that knowledge into the practice of investment management.

While my trend channel observations occasionally yield moments of astonishing accuracy in predicting market movement, there are occasions that fall short of expectations and others that prove later to be false signals. Frequently, the observations require interpretive judgment. As such, this analysis is not in any way presented as a crystal ball or as a formula for calling every top and bottom with perfect accuracy. However, it need only provide an edge to be a highly useful and effective tool. A blackjack player doesn’t need to  know the order of the deck to beat the house. He just needs to have enough knowledge to put the probabilities slightly in his favor. The same is true for investors and traders.




WHAT TO EXPECT 

Given the mind-numbing battery of books available on financial matters, here’s what you can expect from this book:• A compelling argument that the stock market is not entirely random—as we have been so often led to believe—but instead behaves in characteristic ways that can be explained within certain parameters.
• An easy-to-follow charting technique that can give anyone the ability to get a visual perspective on what the market is “doing” at any point in time and in the context of almost any time period.
• A methodology for determining when a market trend has indeed changed and when the direction has changed within a longer trend.
• A way to make at least some sense out of seemingly chaotic or extreme market moves.
• A context in which to make or time investment decisions.
• The tools to develop a trading strategy that could significantly enhance overall investment returns, regardless of market conditions.



This book is not written only for traders, though it contains all the elements needed to develop a number of different trading methodologies. It is not written only for academics, though it will provoke much in the way of ideas for further study and analysis. It is not written only for investment professionals, though it will expand their perspective beyond that which was ingrained in them by the industry. It is written for anyone who invests in the market, regardless of profession, trading expertise, or academic level.




PART I

A Market of What?




1

The Time Has Come

“The time has come,” the Walrus said, “to talk of many things: of shoes and
 ships and sealing wax, of cabbages and kings.”

LEWIS CARROLL
 Through the Looking-Glass

 

THE TIME HAS come to stop listening to the party line from Wall Street and the academic community and to stop deluding ourselves about the stock market. We need to accept the market for what it really is and embrace a new perspective about why the market behaves the way it does. Then we need to seriously adjust our investment tactics accordingly.

Both the investment industry and the academic community have for too long defended a stock market paradigm conceived in a different age and based on theoretical concepts that have been questioned time and time again. The inner workings of the investment world are as different as they could possibly be from the days when much of the current principles of corporate finance and investment management were developed more than a half century ago. New insights on the market have arisen but have not yet been widely disseminated.

In the tumult surrounding the crash of 1929 and the subsequent Great Depression, there were sweeping changes in how the public looked at stocks. Congress produced a flurry of legislation in the 1930s and 1940s designed to regulate the industry and protect investors from the kind of unscrupulous practices that were blamed for much of the damage that had taken place during that catastrophe.  Financial academia went into high gear searching for answers and attempting to place a more rational spin on the behavior of the financial markets. Most of the resulting intellectual framework that was built during this period is still intact today.

Yet we all know how dramatically different things are today from the 1920s and 1930s. On those fateful trading days at the end of October 1929, the total volume on the New York Stock Exchange was around ten million shares. Today, a ten-million-share day is routine for a single actively traded stock! In addition to the expansive increase in the number of stocks and shares traded, the very nature of the financial marketplace has been altered by technologies that enable millions of people to trade from their own computers and by a reshaping of the market as a truly global phenomenon. But the basic thinking that underlies how we view the movements of the stock market hasn’t changed much. It has merely been broadened to accommodate all the financial events that have occurred since: the go-go years of the 1950s and 1960s, the crash of 1987, the Internet bubble of the 1990s, and everything else that the markets have experienced.

It is time to talk of many things: things that have been alluded to by many prominent people during the last century but not pursued in earnest; things the financial industry practices but won’t acknowledge; things that are anathema to financial academia; human things. We need to see the stock market for what it is: a market not of stocks, but of people, and thus driven by human behavior as much (if not more so) than financial or economic factors. Doing so will grant us greater clarity about the nature and direction of the market, and thus we will become far more effective participants. For those who seek more than just financial enlightenment, there is also the potential to dramatically improve overall returns from equity investments.

Calling into question decades-old dogma about what moves the stock market may generate a healthy skepticism. Let me bolster the case by relating that much of what’s in this book comes from people in the industry or in academia who have already planted the seeds of new thinking about the stock market. There is now a  groundswell of work from a small but growing number of highly regarded authors, academics, and financial professionals surrounding the behavioral view of the market. I am helping to carry the message further, adding additional insights, and providing practical advice on using this new information. Nonetheless, there is substantial resistance for this idea from the mainline financial industry and from much of the old guard. Changing a nearly century-old paradigm in thinking isn’t a simple matter. Changing the way the investment industry works and the way investors think is even more difficult.

To accept what is put forth in this book, you will need to open your mind to a different perspective about what the stock market is all about and why it behaves the way it does. That is not to say that I recommend throwing conventional financial principles out the window and relying instead on reading tea leaves or consulting the constellations. It means adding an important piece of legitimate analysis that has, until now, been largely absent from the accepted wisdom in both the academic world and on Wall Street. To appreciate the value of this missing piece, you will need to immunize yourself from the barrage of information you are exposed to about the financial markets and accept some concepts that are avidly rejected by many industry professionals. In addition, you’ll need to accept that the teachings of most academic institutions and financial certification programs may be comprehensive and well reasoned but seriously one-sided.

If you are willing to take this leap, you will be supported by a growing body of research and the writings of numerous practitioners and academics. You will be presented with a new tool that will facilitate your investment decisions, free you of the need to rely on investment research on individual stocks, and allow you to achieve better returns than what most professionals offer. At the very least, this book will expand your perspective on stock investing and make it less complicated. For some of you, it may free you of the need to pay an investment advisor; for others who already self-manage, it may enable you to implement a much more rewarding investment plan than anything you have had in the past. For those who fully  embrace the new order of stock investing, dramatic improvements in returns and reductions in risk are possible.




MISINFORMATION AT THE SPEED OF LIGHT 

The stock market could well be the most widely misunderstood, misinterpreted, and misperceived phenomenon in America. That’s not an off-the-cuff remark. Personal and professional experience over thirty years, including teaching at both the college and professional level, has confirmed that fact over and over again, not just across the average working population, but among highly educated individuals and even among financial industry professionals.

Don’t confuse information with comprehension. Technology has graced us with access to magnitudes more information today about stocks and the markets than ever before. But the irony of the Internet’s blessings and curses are readily apparent. Despite the tremendous advances in real-time online news, information, and trading, most people appear no closer to understanding how the stock market behaves than when the information was only available in the newspaper. Information is plentiful, but comprehension sorely lags. While a minority of people have benefited considerably from the improvements in information technology, many are overwhelmed by it; surprisingly, the chasm between the information haves and the information have-nots has effectively widened.

Indeed, the information pendulum has now swung all the way from dearth to excess. Studies clearly prove that too much information actually hinders decision making. Today, a mass of opinionated commentary pervades the media, information from noncredible or nonobjective sources abounds, and tons of misleading information are disseminated by third parties for self-serving purposes. (Did you know, for example, that you can legally pay a third party who has no financial credentials whatsoever and has done no research on your business, to publish glowing remarks about your company as long as they indicate in the fine print that they were paid to do so?) Separating well-reasoned financial interpretations from naïve, uneducated guesses or self-serving promotions can be daunting, particularly when those pronouncements emanate from sources we trust to be credible.

In addition, the movement toward “Web 2.0” is taking information in the direction of garnering more and more content from the audience itself. With blogs and other ways to self-publish rapidly expanding, you could find yourself reading financial comments from a 7-year-old, an incarcerated felon, or a jilted employee exacting revenge on a former employer. The only credential necessary to offer a financial opinion in mass media these days is a computer.

Frustration over the market’s volatility and seemingly inconsistent meanderings commonly breeds illusions by many people that the markets are fixed—conveniently manipulated by the big firms, the traders, the short sellers, the hedge funds, the banks, or worse . . . the U.S. government. Sadly, I find more of this kind of speculation from professionals than from individual investors, and it causes me to wonder which scenario is worse—that they’re wrong or that they might be right.

Adding to this awkward scenario is the perverse state of regulation in our country that permits unscrupulous people outside the industry to say whatever they please while muzzling the very professionals inside the industry who we would hope to be more knowledgeable and better informed. Anything that can be construed as a recommendation from a licensed professional has to have so many reviews and caveats heaped on it that the entire communication process frequently caves in under its own weight. In addition, financial institutions have long since determined that the less they tell or teach their constituents, the safer they are from lawsuits that challenge their message or claim that it was not uniformly communicated to their entire audience. Similarly, corporate officials have retreated under the harsh potential liabilities of Sarbanes-Oxley legislation. Meanwhile, unlicensed armchair market know-it-alls can run amok with communications that are unchecked, unverified, and wholly unsubstantiated.

What’s particularly disturbing about the financial industry is that so many brokers believe they are experts at managing money simply by virtue of having passed the securities licensing exam—which, by the way, is largely about rules and regulations and has strikingly few questions on how to manage a client’s portfolio or what makes  a good investment. Those with enhanced credentials like certified financial planner and certified financial analyst are considerably better grounded in financial principles but no less prone to making judgments based on their own beliefs or emotions.

Perhaps one of the biggest flaws in our financial structure is the fact that with precious few exceptions, investment professionals are paid to collect assets or to sell us products and not for the performance of our portfolios. Bluntly, they are both trained and incentivised in sales—not investment management. As Alan Abelson of  Barron’s eloquently stated, “Selling, not analysis, has always been Wall Street’s strong suit, as even a cursory review of its record as a seer, whether of market trends or of particular stocks, will readily confirm.”1 So while they naturally benefit by having our assets remain with them (and they do realize a slightly greater fee each year when these assets appreciate), they have little other concern for how well our investments actually perform, except to make sure that they perform roughly in line with everyone else in order to keep us from taking our assets to one of their competitors. In many instances, financial advisors are compensated not just for getting you into an investment but also throughout the life of that investment, even though they won’t likely have any impact on it (or any communication with you about it) once they’ve placed you in it.

Like it or not, we’re almost all in the great stock game in one way or another. If you don’t own stocks directly, then your mutual fund, insurance company, college endowment, or retirement plan certainly does. There’s no getting away from it. The bottom line is that trillions of dollars are entrusted by individuals to investment professionals, many of whom have inadequate training and no direct incentives to make money for their clients. They are also saddled with the administrative burden of dealing with a large number of accounts and a huge amount of regulatory overhead governing their every word and action. So it becomes imperative to find a common approach they can utilize for most or all of their clients. You may think your advisor is constantly looking out for your account, but most of the time he or she has given the management of your account to someone else while they look for more assets to manage.




THE “OTHER” ANALYSIS 

Fundamental financial analysis, the tried and true methodology for valuing stocks, uses variables such as earnings expectations, price multiples, present values, and risk premiums, among other factors, to determine the underlying or intrinsic value of a stock. As logical and scientifically well grounded as this type of analysis is, the simple truth is that by itself, fundamentals can be horribly ineffective at determining or justifying actual stock prices. At best, they provide a guideline for where stocks or the market as a whole theoretically should be, but it is market forces (i.e., the whims of the participants) at any particular moment that determine the actual market price of any stock. And those whims are brought about by a myriad of behavioral variables that frequently have little or nothing to do with the variables used by fundamental analysts.

In addition, fundamental analysis itself is not an exact science. (If it were, all the analysts would come up with the same results and we would need a whole lot fewer of them!) Forward-looking estimates and a slew of assumptions are required to arrive at an earnings estimate or a stock recommendation. Among different analysts at different firms, one can frequently see a wide disparity in fundamental interpretation among them, even on the same companies. Even the analysts themselves acknowledge that the fundamentally determined price of a stock is a moving target and that the market at any particular moment may price a stock radically differently.

The problem is that the difference between equation-produced price estimates and actual market prices for stocks can persist for a very long time and simply cannot be explained by fundamental analysis. Consequently, we are taught that we have to just accept these differences and that for stocks held over a long enough period of time, the differences will tend to cancel themselves out in favor of a long-term trend that will exhibit an upward bias due to inflation, compounded earnings, and other factors.

The entire investment business thus revolves around tenets of fundamental analysis that are essentially lousy at explaining the reality of stock prices. What’s more, they can be lousy by a huge and unpredictable margin. Even more bothersome is the fact that  fundamental analysis does almost nothing for valuing the market as a whole. At best it gives us vague limits of earnings multiples on the market based on historic averages. (Much more on fundamental analysis in Chapter 2.)

Meanwhile, stocks move extensively over the course of a given year in ways that cannot be explained by changes in fundamentals. In 2006, for example, the Dow Jones Industrial Average rose 16.3 percent—an above-average year by historic standards. The total absolute value of daily movements in the index for the same year, however, was 115.5 percent. That means that in order to achieve that 16.3-percent return over the course of the year, one had to ride a roller coaster up and down for a total of nearly eight times that amount. In 2007, the same index was up a paltry 6.4 percent while the daily price swings totaled 164.4 percent—more than twenty-five times the annual return. In 2008, hanging on for the entire year one suffered a loss of 33.8 percent, with daily swings adding up to 412.2 percent! This is what buy-and-hold investors experience year after year.

There is, however, another type of analysis on which some investors rely that embraces price swings rather than ignoring them. It’s called technical analysis (TA), and while it is given only minimal credence by Wall Street, I (and many others) feel it is the vitally missing ingredient to stock market interpretation. If you buy the concept that behavioral factors are what causes price swings, then TA is the way to incorporate the behavioral factors into your investment strategy.

Technical analysis may represent voodoo to fundamental purists, but it is widely and religiously practiced by traders of all types, both professional and nonprofessional. A huge number of books have been written on the subject, and a substantial number of people practice it, whether by itself or in combination with some kind of fundamental analysis. Indeed, even the trading departments of major brokerages keep an eye on the charts, though they would never ever make a stock recommendation to clients on that basis.

While I am a devoted advocate of technical analysis, I will readily admit that I do not necessarily ascribe to all types of TA available. In fact, I had to develop a modified version of one technique in particular before becoming totally sold on its value. The fact that there is little  support for the technique among academics leaves lots of things to interpretation or simply to be defined by the users themselves. Nevertheless, technical analysis is the only tool we currently have for incorporating behavioral analysis into the stock market at the aggregate level.




TREND CHANNELS 

In this book, I detail the use of a specific aspect of technical analysis known as trend channel analysis. None of the other indicators by themselves have been as effective for me as the channels, though other technical indicators used with the trend channels do offer even more effective implementation. It is important to note that trend channels appear to be affected by behavioral influences and may offer one of the few ways we can gain insights on the behavioral aspects of the stock market.

Very few people have been devotees of trend channels as they simply haven’t provided continuity, accuracy, or reliability in the past. Once I modified the technique, I began to observe market movements that fit into channels with uncanny precision—far too much to just be coincidence. Since then I have been exclusively using the channels for market analysis and have published my interpretations freely on the Internet (in the “Public chart lists” section at www.StockCharts.com). I continue to receive e-mail from people around the world who comment about how simple and intuitive the technique is and how much more effective they have been in their investing as a result.




HIDDEN IN PLAIN SIGHT 

The following example illustrates how the use of a trend channel offers investors a new perspective on the stock market. On January 3, 2005, the Standard & Poor’s 500 Index (SPX) hit an intraday high of 1217.90. Two and a half years later on July 18, 2007, the SPX hit an intraday high of 1555.24 (see FIGURE 1.1). A straight line drawn between these two points on a logarithmic graph of SPX daily prices contains all of the SPX’s daily price moves for that thirty-month period. The line just happens, by the way, to be rising at a rate of close to 10 percent per year, approximating the average long-term annualized return of the stock market.

By drawing a similar line connecting the two lowest points during that same interval, we would connect the intraday low of 1228.45 on July 18, 2006, with the intraday low of 1406.10 on November 26, 2007. Together, these two lines form what is called a trend channel: two boundary lines that contain virtually all the daily price movements of an index, equity, or other security for a given time period.

Once drawn, the two lines appear to be roughly parallel. That perception is supported mathematically by the fact that the two lines are 99 percent correlated. This is significant, since the accepted wisdom is that stock prices follow a so-called random walk. If that were the case, then it would be mighty coincidental that these two lines turned out to be so perfectly parallel. So I enlisted a statistics major at Berkeley to help run some tests, and we generated 100,000 simulations of data similar to this series. The tests showed that a data series like this would result in the two highest and two lowest points lying on parallel lines about 1.5 percent of the time if the data was truly random. Said another way, we could be confident that this was  not a random occurrence. This fact has enormous implications for predicting stock prices.

There’s more. A third high on August 16, 2007, also precisely hit the upper line, and a third low on June 1, 2007, precisely hit the lower line. Six points, months apart from one another, out of more than 270 daily price movements, all touched two perfectly parallel trend lines—not over the line by even a little bit, but with pinpoint accuracy. The odds of that being a coincidence are infinitesimal. So is the market truly random? Far from it.

Now, given the long-term average annual 10-percent rise in the market, this data set is representative of “normal” or expected performance. But remember that the index is traversing this channel over time. So if you bought in January 2005 and held until July 2007, you would have indeed realized a 27.6 percent gain (about 11 percent on an annualized basis). But for the nineteen months between January 2005 and July 2006, the index was almost totally flat; and had you entered the market in January 2005 but sold one month later than July 2007, you would have achieved a total gain of about 13 percent for the thirty-one months (about 5 percent annualized).

Figure 1.1 SPX 2005-2007

Source: StockCharts.com
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The point is that the overall trend of the channel did as would be expected over the long term, but the distance between the lower and upper boundary of the channel was about 200 points or about 14 percent of the index. Thus, if you bought at the high end of the trend channel, your best scenario over that period was 11 percent per year, and your worst was around 5 percent per year. Even in the best scenario, you had to put up with internal trend fluctuations of up to 14 percent several times to make 11 percent per year. Clearly, buying near the lower channel boundary and selling near the higher one would have made a big difference in your performance. What’s more, buying at the wrong time can lose you money, even in a rising trend! On the other hand, had you bought at 1225 in July 2006 and sold at the first touch of the upper line in June 2007, you would have realized more than 25 percent in less than one year.

Naturally, we can postulate all we want with 20/20 hindsight. However, if the lines above could have been drawn months before the upper and lower touch points in late 2007 actually occurred, then I should think we would all have found that advantageous. The fact is they were. The acceptance of behavioral influences on stock prices will catapult us into a whole new perspective on investing, and the use of trend channel analysis can help us incorporate this new perspective into our investment strategy.




WHAT THE MARKET IS TELLING US 

Investors of all types have felt the effects of the market tumult of 2008-2009, and for many it represented a devastating blow, not just to their wealth but to their confidence in the conventional buy-and-hold wisdom. Individuals and professionals alike will attempt to extract lessons from this experience.

At a practical level, the market is telling investors that reliance on the conventional wisdom about stock investing may not be in their best interest. But how then are they to view the market? Behavioral finance begins to answer that question. We are wired for emotions like greed, anticipation, fear, and a host of others that affect our purchase behavior. We may be different from one another, but as professional marketers and advertisers know, we can be grouped together in ways that our collective behavior can be not only characterized but also predicted. In other words, investing in stocks can be looked at as just another form of consumer behavior.

Most important, however, the market may be able to tell us where it is going. For that, we need tools that can interpret the market in different terms than the fundamental economic terms currently employed by most professionals. That is where technical analysis in general and trend channel analysis in particular are best applied.

The thrust of this book is to explore what the market is telling us from these different perspectives. Accordingly, the remainder of Part I exposes the flaws in conventional stock market thinking and valuation, Part II explores the new behavioral view of the markets, and Part III offers one of the first practical tools for incorporating the new perspective into investment strategy.

 

 

CHAPTER NOTE

1   Alan Abelson, “The Not-So-Great Depression,” Barron’s, February 27, 2009.
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Fundamentally Flawed

I am no longer an advocate of elaborate techniques of security analysis in order to find superior value opportunities.1

BENJAMIN GRAHAM

 

THE CENTRAL PILLAR supporting Wall Street’s expertise is financial analysis. Corporate financial analysis enables investment bankers to garner exorbitant fees for advising companies on debt or equity issuance, helping them evaluate strategic options like buybacks or going private, and bringing new securities to market. Financial analysis applied to product development powers the manufacturing process for thousands of derivatives, unit trusts, limited partnerships, exchange-traded funds, and other securities products designed to satisfy every conceivable niche in the financial marketplace. And it is a repackaged form of financial analysis that we have come to know as fundamental stock research—analysts’ recommendations on individual stocks—that provides so-called full-service firms with a justification for charging substantially more to execute a stock trade than discount brokers.

Few people question Wall Street’s financial expertise. The industry buys a fresh crop of new MBAs each year and allies itself with the top business schools in financial research. Its methodologies are built on widely accepted, well-honed principles of finance that have been used for decades and have been sanctioned by all the appropriate regulatory bodies and accounting organizations. It is important to note that their research has also withstood enough legal battles over the years to enable its continued dissemination, albeit accompanied  by the necessary caveats, exclusions, and disclaimers. Few people would deny the necessity of having an ongoing analysis on the overall economy and conducting basic research on industry sectors, individual companies, and now even on investment opportunities in other countries in support of managing their investments. But it can easily be argued that securities firms cannot effectively avoid the inherent conflicts of interest in rating the very products they sell. Even more important, fundamental research fails to explain completely the ongoing behavior of stocks and is thus inadequate as a sole methodology for picking stocks or knowing when to buy or sell them.

From a financial perspective, fundamental research is certainly credible, even though it is not always an exact science. It is rooted in widely accepted principles such as the time value of money, discounted cash flows, and risk versus return. Analysts are highly trained and paid huge salaries for their work. For that, they are expected not just to crank out the numbers but also to produce value-added insight and judgment about what’s behind the numbers and where things are going, as well as to take a more objective view of them than we might receive from the company’s own executives. But the simple reality is that corporate fundamentals provide little more than a guide for assessing the value of common stock—one that is subsequently interpreted and assessed by the investing public and thousands of investment professionals. As a result of the human overlay, it becomes nothing more than a rough benchmark for stock pricing and doesn’t fully explain why stocks behave the way they do. Analysts themselves will readily point out that it is not expected to explain short-term price movements in stocks or support short-term trading. But even from a long-term investing perspective, fundamental analysis doesn’t offer a way of creating and managing a portfolio that will outperform the benchmark averages either.

Why is fundamental analysis flawed? Why do stocks vary so much in value when the fundamentals don’t change that often? And why does the industry rely so heavily on fundamentals when they work so poorly? This chapter addresses these questions.




TRADITIONALISM 

Traditionalism is one of the hallmarks of Wall Street—wing-tip shoes, pin-striped suits, leather wingback chairs. I recall one executive at E. F. Hutton who had been promoted to senior vice president and moved to the New York headquarters from Connecticut. His new office in Battery Park was palatial and decked with paintings of hunting scenes. Figuring he had now made it high enough in the organization to decide for himself how to decorate his office, he had the hunting scenes removed and replaced them with sailing scenes. Within a few months, he was back in Connecticut and the hunting scenes were back on the wall in Battery Park.

Traditional thinking on Wall Street is no more apparent anywhere than in the way companies and stocks are analyzed. Analysts follow the tried and true methods that have been taught in finance classes for most of the last century and utilize them in practice with the religious dedication of Tibetan monks. They analyze a company’s business lines—costs, revenues, trends, new products or locations, competitive factors, and so on. They take its complete financial measurements—book value, capital structure, various financial ratios—and compare them to benchmarks. Then they determine the projected net income that the overall business will produce and arrive at a value for the stock accordingly. This is grossly oversimplified, but the point is that fundamental research examines a company in just about every financial way possible, but only in financial terms.

Fundamental research is important, but even the analysts who produce it know that it is not capable of pegging stock prices or timing investment decisions. Benjamin Graham, one of the originators of some of the techniques used today, admitted in the quote above that, after many years, he no longer felt confident in the lengthy process of securities analysis that he himself helped develop. But analysts continue to use the traditional methods, and brokerage firms continue to tout their research, comforted by the fact that no one has yet to come up with a method that is considered to be better than fundamental analysis, so their results are essentially the best there is.


VARIOUS SHADES OF BUY 

Like so many other first-time investors, I entered the financial world naïvely believing that research analysts held the keys to the kingdom of stock market riches. After all, who other than a professional research analyst with a thorough knowledge of finance, a deep familiarity with the industry, and an inside track to the company’s top officers could better divine a stock’s current value or future potential? I even fell prey to my employer’s famous advertising slogan, “When E. F. Hutton talks, people listen.”

The first thing that struck me as odd was that once I bought something, there was no such thing as a sell recommendation. Ratings were almost all couched in various shades of buy (not unlike the way soft drinks at fast-food restaurants are now sold in various shades of large) and remained that way indefinitely. It soon became obvious that brokers were virtually always in buy mode, recommending that a stock be sold only on those rare occasions when it sold off so much that the firm needed to issue a sell just to save face (and, no doubt, so that they could defend themselves against possible legal action).

The phenomenon hasn’t changed much even today. On Friday, September 12, 2008, the news was painted with headlines that described dire straits for Lehman Brothers Holdings, Inc. (LEH). Lehman’s stock closed at 3.65, down from a price of 20 one month prior, 45 four months prior, and 65 seven months prior. Desperate weekend meetings with U.S. Treasury Department officials and possible suitors were being held in attempts to keep the firm from going under. Checking the Wall Street Journal’s research summary on LEH the night of the 12th, I found the following:

Ratings for LEH2



	Rating 	No. Analysts 
	Strong Buy	1
	Buy	1
	Hold	16
	Underperform	0
	Sell	0
	Total surveyed 	18


Price targets for the stock ranged from 9 to 71, and the overall rating of the stock by 18 analysts stood at 2.79. That equates to an overall rating somewhere between a “hold” and a “buy.” Most startling of all was the fact that the current overall rating was higher than the ratings of each of the prior three months. The stock was down 90 percent in value over the prior three months, the entire world knew the company was on the ropes, there wasn’t a single underperform or sell recommendation on the Street, and the analysts’ ratings were going up!

For a time I worked at the venerable New York Stock Exchange. People there didn’t bother to whisper when they passed information around on stocks. I was at a meeting with a high-ranking executive one day when his phone rang. I could tell from the conversation that it was from one of the specialists on the floor. By itself, that was not unusual, as the exec would normally be called if anything on the trading floor required his attention. The exec echoed enough of the conversation for me to realize that they were talking about the action on one of the stocks trading on the exchange floor a few stories below. The exec asked, “Should I get out now?” He got his answer, thanked the specialist, and excused himself to me while he called his broker and sold 2,000 shares. I guess there are some places on Wall Street where sell recommendations actually do exist.

Brokerage firms are virtually always in accumulation mode where the public is concerned. It’s ingrained in their training and everyday mentality. They have convinced their clients and themselves that the market always goes up in the long run, and that no one can forecast the next move, so the only thing to do is to buy in now and get on the train before it leaves the station. It’s never a question of whether you should buy a stock now or later—it’s only a question of  which stock to buy. Wall Street doesn’t believe in timing the market, and no one there has a methodology for doing that. They cannot tell you whether today, tomorrow, or next month is a better time to buy. (There’s a chapter on market timing later in the book.) They believe that the market always goes up “in the long term” and therefore if you buy in now you will eventually be rewarded. Meanwhile, had you bought into the market in the beginning of 2000, you would  have been at zero gain six years later at the beginning of 2006 and again at the end of 2008. Does the “long-term” argument make you want to run out and buy a few stocks today?

Brokerage firms, like airplanes, are built to go in only one direction. They only have a forward gear, because they only have a method of picking stocks—not for telling when it’s a good time to buy or sell them. Even if they did have a method of determining when to get in and out of stocks, the sheer responsibility of making all those precise buy and sell timing decisions for tens of thousands of clients who all bought in at different prices would be impossible to manage. In fact, that’s a big reason why issuing sell recommendations is problematic.

Another reason why so many stocks are buys is because many of them are companies with which your brokerage firm has an investment banking (IB) relationship. Until I knew otherwise, I was quite impressed with how E. F. Hutton seemed to have IB relationships with so many companies whose stocks were so highly recommended. I figured the firm was just an elitist banker and that only the best private companies came to Hutton to be brought public. Later, I actually worked on an initial public offering (IPO) and saw how the system worked. The commitment to provide ongoing research is part of the agreement to bring the company public, and a positive recommendation is all but assured, not just for the IPO, but on a continuing basis thereafter. The broker also benefits from positive research as it helps sell the IPO and keep up an ongoing interest in the stock. In essence, the research was more of a marketing tool than objective commentary. Brokers used it to coax orders from institutional and retail clients. The better the deal went and the more demand that followed to pump up the stock, the more of a success the process was. That (and the intentional pricing of IPOs at very conservative levels) would pretty much ensure a deal’s success and foster lots of interest in the next deal and the one after that. It was all so obviously self-serving.

All of this, of course, is well documented old news. In 2001, columnist Ben Cole authored an exposé on Wall Street analysts  titled The Pied Pipers of Wall Street, in which he said, “The law and current regulation don’t recognize what almost every Wall Street pro no longer even considers controversial: that Wall Street today is a half century and a world away from the business climate embodied in SEC regulations. Where once independence was their hallmark, analysts today are effectively part of the investment banking and marketing departments of brokerages.”3

As a postscript to the analyst story, the practice of intentionally putting a positive spin on companies with which firms have an investment banking relationship was widespread across Wall Street and persisted until finally brought to light by New York Attorney General Elliot Spitzer and settled in 2003 through the payment of $875 million by the ten largest offenders.4 So, the offenders got their hands slapped because they had made the practice a little too blatant and because they pressured analysts a little too much, but nothing structurally changed to reduce or eliminate the positive bias that will always exist on research for companies that have investment banking relationships.

Even more revealing in those early days was the fact that research, while based on sound and highly detailed fundamental analysis, seemed to have little bearing whatsoever on the price movements in the stock, except perhaps to explain why a stock had already had a healthy rise. That actually made sense when you considered that by the time the research was made public, it could have been weeks in the making, and that analysts at other firms would have already issued positive reports as well. What finally drove the point home for me was a conversation held while riding home on the train with a neighbor who worked for the same firm in institutional sales. I had seen some research come out earlier that day and asked him if he’d seen it for his institutional clients. He said, “Of course, we’ve been buying it for institutions for more than a week now.” Discovering that the firm’s institutional clients were given the same research days before it was disseminated to individual clients was the final straw for me. I never again relied on published research to make an investment decision.


CAN YOU REALLY COMPARE TODAY WITH THE 1930S? 

A little history helps to put fundamental research in perspective. As with much of the legal and regulatory infrastructure for the financial industry, the basics of how analysts evaluate stocks date back to the post-crash era of the 1930s. Benjamin Graham, a professor at Columbia Business School, was himself nearly wiped out in the crash of 1929. In its aftermath, he set out to develop a sensible technique for establishing the fair value of a stock. He enlisted David LeFevre Dodd, a recent PhD and assistant professor also at Columbia, and in 1934 they published a book called Security Analysis. Graham and Dodd offered a methodology for evaluating the financial merits of stocks and suggested a particular set of criteria for identifying undervalued stocks. The book remains one of the fixtures of American financial rhetoric, and seventy-five years later, it is still used as a textbook at Columbia.

It is difficult today to imagine what information flow was like in the 1920s and 1930s compared to now. The lack of reliable information coupled with the slow speed of dissemination no doubt contributed to the frothy stock market of the 1920s, the substantial number of scams and manipulations of the day, and the subsequent market collapse in the 1930s. In the aftermath of the great crash of 1929, Graham and Dodd set out to adopt a formal approach to valuing companies—ostensibly, one that would place realistic valuations on them so as to prevent egregious overpaying, which produces increased risk and might ultimately lead to another crash. Their technique advocated finding stocks that had a low price-to-earnings ratio (P/E) relative to its own P/E history, a high dividend yield, and a market price below its book value. They also wanted to see total debt less than book value, a current ratio greater than two, earnings growth of at least 7 percent over the prior ten years, and no more than a 5-percent decline in earnings in more than two of those ten years.

Remember that these criteria come on the heels of a market environment that compares to present-day markets like the horse-drawn buggy compares to a computer-enhanced, precision-engineered, navigationally equipped automobile. They were  deliberately conservative and conceived in the aftermath of the wild valuations that led to the great crash. While some people point to the success of Warren Buffett, a well-known Graham and Dodd disciple, as proof the technique works, evidence from the authors themselves suggests otherwise. The annual returns of the Graham Joint Account between 1925 and 1935 averaged 6 percent annually versus the Standard & Poor’s 500 Index at 5.8 percent, and the returns of the Graham-Newman Corp. for 1945 to 1956 averaged 15.3 percent versus 18.3 percent for the S&P during that period. While the Graham technique did have less volatility, the returns were less than stellar for all the work that would have gone into the analysis. In the 1940 edition of their book, Graham and Dodd admit, “Our search for definite investment standards for the common-stock buyer has been more productive of warning than of concrete suggestions. We have been led to the old principle that the investor should wait for periods of depressed business and market levels to buy representative common stocks, since he is unlikely to be able to acquire them at other times except at prices that the future may require him to regret.”5 This is a profound statement about the merits of using fundamental analysis as the sole criteria for investing in stocks made by two of the most important figures in the development of the technique.

The securities markets, the players, and the trading tools of today are worlds different than in the 1930s. News and information reaches millions of people instantaneously. Trades execute in fractions of a second. Trading volume on an average day is now a thousand times what it was then. It is a gross understatement to say that it’s a very different world today. Meanwhile, despite the problems of relying entirely on fundamental analysis, an army of professional analysts and many private and institutional investors still engage in the technique on a regular basis—to the exclusion of almost any other methodology.


INTRINSIC VALUE: THE FINANCIAL GRAIL 

The ultimate objective of fundamental research is to determine the investment merit of a stock. It does this by attempting to calculate  its fair or intrinsic value, which is determined by its future prospects at generating profits. In theory, armed with an intrinsic value, a firm or investment manager could recommend a stock for purchase when its current market price is sufficiently below that or recommend selling the stock if the market price is sufficiently above it. Supposedly, the firm or manager can uncover opportunities for attractive gains where the future prospects of a stock are not being properly valued in today’s prices. Reality, as you already know, is far different from this scenario.

Ideally, an intrinsic value for a stock might function like the published book value for used cars pioneered by Les Kelley. The folks at Kelley Blue Book take the price of a new car and depreciate it throughout the useful life of a car to determine guidelines for what that car should be worth each year of its life. They even account for the approximate mileage and condition of the car and the various options you could have on it. The book values published by Kelley are now widely available on the Internet, so when you are looking to buy or sell a used car, you can obtain a very good idea of what the price should be. You may pay more or less in reality, depending on things like availability, proximity, and local supply and demand. When gas hit $4.50 per gallon, a used Prius would sell for more than book value, while a Yukon would sell for less. Intrinsic values for stocks, even though far more complex and variable than the book value for a car, would serve a similar function—that is, if we had them.

But we don’t. No one does. Intrinsic values for stocks are a purely theoretical concept. There is no way you can look one up, and no way to know whether any price represented to you by an analyst actually is the intrinsic value at any point in time. In fact, you won’t even get the same intrinsic value from multiple analysts due to the different methodologies and assumptions involved in the calculations. You can go through the motions of determining what you think is an intrinsic value, but do not expect that the value you arrive at will be anywhere near an absolute.

The idea behind fundamental analysis and intrinsic value is logical enough, and absent anything else, it is easy to become  overreliant on both. One analyzes a company’s current business and examines its financial prospects, risks, and opportunities. Future profit projections are then discounted back to their current value. So, let’s say an analyst follows a stock that is currently $18 per share and projects its earnings for the current fiscal year to be $1.25 per share. Figuring the stock should sell at an industry-typical P/E ratio of 20, the analyst projects that the stock should be around $25 per share, at least when those earnings are realized. A purchase at 18 would therefore yield the potential of a 39-percent gain (minus transaction costs and taxes), once the stock sells at what the analyst says is its intrinsic value. This would naturally represent an above-average return on most measures, assuming that the stock does not entail any unusual risks. In its simplest form, this is the essence of fundamental stock research, and the projected price of 25 is the analyst’s estimate of the stock’s intrinsic value.

On the surface, it’s easy to be swayed by this seemingly attractive situation, particularly when accompanied by the analyst’s ten-page report justifying that conclusion and the persuasive arguments of an enthusiastic broker. Indeed, if this were something that was clearly selling at less than market value, you might be able to convert such a deal into a tidy profit in a very short time. In the 1970s, my former landlord, Dr. McCormack, had an elderly widow as a patient who asked if he would help her get rid of her late husband’s 1943 Rolls-Royce that was collecting dust in her garage. The widow accepted an offer of $11,000 for the Rolls; with another $2,000 in repairs and cleanup, the good doctor had himself a $30,000 collector’s item. In weak moments, we let ourselves actually think we can find undiscovered deals like this in the stock market, but it rarely happens in reality. There are no secret stocks owned by people who don’t understand their true value. Determining what a 1943 Rolls might be worth only took a few phone calls. You cannot replicate that for stocks. Unfortunately, we see numerous stocks exhibit gains like that of the Rolls in a matter of just days or weeks, and we are greatly tantalized by this seemingly easy money. Situations like that do occur, but you’ll rarely find one as a result of an analyst having discovered it by performing fundamental analysis. And even if the  analyst did uncover a stock with unusual potential, you would be among thousands of people reading about it at the same time.

When we pull the curtain aside to reveal the source of an analyst’s financial wizardry, we find the concept of determining an intrinsic value riddled with complex issues when applied to stocks. It works just fine on instruments like bonds. Knowing current interest rates, a bond’s coupon and maturity, and the issuer’s credit risk, one can easily value almost any standard bond, and market value will tend to be quite close to what you calculate it should be. Having independent rating agencies (like Moody’s and Standard & Poor’s) that evaluate the credit risk of bond issuers for you reduces the task to a few clicks on a business calculator. Stocks, however, are a very different story.

Analysts have to stretch the principles of finance to their extremes in order to value stocks. They may start by approaching stocks from the same perspective as bonds—determining the expected payout stream and discounting that back to a current value. But stocks that pay out their entire income as dividends are practically nonexistent, and those that pay out even a portion of their income are in the minority. The analysis is thus complicated by the necessity of building in the internal rate of return to the company, since it is reinvesting net income rather than paying it to shareholders. Then there is the issue of projecting a stock’s net income stream in the first place. There is, of course, no fixed maturity to a stock, so the income stream is indefinite. Financial models don’t like indefinite. For another thing, income streams for companies are irregular, to say the least, and can sometimes even be negative. Determining an income stream to any level of accuracy at all is done for perhaps one to three years forward at most. Beyond that, everyone acknowledges that it would be somewhere between a gross approximation and a total guess. Once an income projection is made, an analyst uses his or her own judgment to assign a multiple to those earnings that is deemed to be “appropriate” for the stock, given the average multiples on earnings of similar stocks. This requires a hefty amount of judgment on the part of the analyst, especially since price multiples are determined by the market rather than by formula, and multiples  change all the time. These and other factors tend to render financial valuations for stocks that are about as accurate as the distances between Earth and the stars in distant solar systems.

The single most important element in determining the intrinsic value of most stocks is the estimate of future earnings. These estimates can vary widely, depending on who is performing the analysis. When an analyst projects earnings, it is usually on a macro level—meaning the analyst will take recent earnings numbers and look at the major influences that are deemed to affect that number going forward (like new products, cost trends, general market demand, economic factors, etc.). The analyst cannot possibly know enough to perform a bottom-up analysis of every product line in the company and all of the possible cost issues. Even the best efforts inside a company to accomplish that are rife with challenges.

I served as a senior executive in a number of smaller companies and, even as an insider, I was highly challenged to make projections I was comfortable with for future business revenues just one year out—much less three years or five years. You never have all the information you really need. Even as an insider, information is surprisingly difficult to get, particularly about the future. Projecting product revenues depends on a huge number of factors: economic variables, marketing variables, actions of competitors, acceptance of new products, timing of new products, effectiveness of marketing plans, amount of marketing expenditures, customer attrition, new customers acquired, manufacturing issues, shipping issues, executive or staff turnover, and a host of unforeseen things. If it was difficult internally, just imagine how much more challenging it is for an external analyst.

Other complexities commonly plague fundamental analysis:• There is no single method of determining an intrinsic value used by all analysts for all companies. Companies are way too dissimilar to value by any single methodology. There are at least a half-dozen commonly used methodologies. Some are more appropriate for mature companies with strong and steady earnings flows. Others are better-suited to companies with erratic earnings but substantial and  valuable fixed assets. Others are geared to companies in high-growth mode that have no earnings at all. Valuation methods can easily vary over time for the same company, and the results of multiple methods are frequently averaged together when a company does not easily fit into a single category.
• Valuations are relative. Earnings multiples are arbitrarily compared to those of other companies in the same industry or with similar business models without necessarily considering that multiples on industry groups vary over time or that the entire industry segment might be under- or overvalued.
• Many companies are diversified into multiple business units, each of which might fit into a different industry segment and that would need to be valued differently. A decent-sized public company might easily have hundreds of different products or thousands of store locations. Analysts can’t possibly hope to be on top of all that.
• Analysts frequently have to make personal judgments on the economic effects of management changes, new technologies, and new business models for the companies they analyze.



The factors that go into a calculation of a stock’s intrinsic value don’t generally change minute to minute or even day to day. But stock prices in the market, of course, do. Therefore, fundamental analysis can, at best, only serve as a rough guide for where a stock  should trade in the market. And as all of us know, it doesn’t matter at all that a stock should trade at a certain price—it only matters where it is actually trading when you want or need to sell it. Fundamental analysis is a methodology that is simply incapable of explaining the gyrations in stock prices. Such gyrations are explained away as unpredictable “noise” caused by temporary factors (like ill-informed investors who don’t know any better). Fundamental devotees claim that noise factors tend to offset each other and that stocks eventually tend to gravitate back to their fair value. “Eventually” has no particular time limit, mind you, and could easily mean many years.

Since price gyrations in the stock market are an undeniable reality, and since many serendipitous events will inevitably occur with regard to stocks, analysts have to justify their research in light of these factors. Accepted financial practice deals with this by acknowledging that unforeseen factors will occur and having us diversify our holdings to the point at which our portfolios will  statistically experience as many positive surprises as negative ones. That effectively cancels the net effects of these surprises, leaving us with a high confidence of achieving the average long-term expected return from stocks. There are formulas that suggest how much to diversify and how much volatility (i.e., surprise) to expect if you don’t. Once we heed the conventional wisdom and diversify our holdings, we can then pretty much expect to achieve a long-term return in line with the market, though reduced by the amount of money we pay to manage the account. As such, the fundamental approach is inadequate for anything other than garnering a long-term return commensurate with the major market averages and hoping that we are able to survive long enough for the statistics to work themselves out.




WHY IS WALL STREET FIXATED ON FUNDAMENTALS? 

In case it hasn’t dawned on you already, the securities industry’s mission is not to make you wealthy any more than the fast-food industry’s mission is to help you develop a healthier diet. It is to transact and distribute securities products and to generate fees for financial and investment advice. If you look at where the biggest sources of profit are for the large brokerages, you’ll also notice that a big part of their mission is to lend you money in the form of margin so you can buy more securities and to trade for their own account. Their profit motive is not in any way tied to making you wealthy, nor is that the mission of your individual broker. As long as you remain with your brokerage firm, it will make money through transaction fees, sales commissions, markups, margin spreads, or investment management fees. The firm would certainly prefer that you make money to increase the chances of your remaining with it, but maximizing your wealth is not the firm’s priority.

For decades, Wall Street’s business model to the public was to sell stocks and bonds and earn a commission for doing so. No sale, no commission, no matter how much of their expertise they imparted to you. The people hired as commissioned brokers weren’t financial experts who were taught to sell—they were salespeople who were taught enough finance to pass the licensing exam. When I was shopping around for a job in my early days on Wall Street, several firms rejected me for a position as a licensed broker because I had an MBA. They said I would be more likely to succeed as a broker if I had sold cars for those two years.

Wall Street has grown up since then and has begun the long process of reinventing itself as asset managers rather than as commissioned salespeople. But the transition is by no means complete, and the mentality created over decades still persists. That mentality survives on the premise that fundamental research is the only way anyone can know what stocks to buy. Research is not proprietary knowledge that your broker creates and no one else has. In a sense, it is simply a marketing tool.

Another reason brokers stand behind fundamental research is that it has the general support of the public, the regulatory bodies, the academic community, and the legal community. That support is paramount when trying to come up with recommendations to fit hundreds of thousands of clients. Wall Street needs a method that can be utilized to manage its entire client base—one that is consistent and can be uniformly implemented. There are two primary business models in the securities industry: transaction-oriented business, where the broker gets paid a commission only when you buy or sell something; and ongoing asset management, where you pay a fee to have your portfolio managed professionally. Fundamental research supports the two business models very well. The transaction-oriented broker uses it to solicit a transaction from you to buy or sell stocks. The asset manager uses it to accumulate stocks and build portfolios on your behalf.

Because the fundamental approach is sanctioned by the right support organizations, it is the safe road to take. As long as a firm uses that approach, it can make recommendations inside a shield of  public acceptance, regardless of how right, wrong, or mediocre those recommendations turn out to be. It is extremely important in the investment world to maintain a consistent approach to stock evaluation and a consistent message to the public. By using the “accepted” methodologies for analyzing stocks, brokerage and money-management firms play it safe.

Another important reason has been shared with me by portfolio managers. For anyone or any firm that manages money, the risk of being wrong far outweighs the need to be different. Because investment management itself has become such a commodity service, there is tremendous pressure to perform with consistency. While outperformance is nice, it is not necessary to be successful. What is necessary is holding on to your client base. As long as you consistently perform near the benchmark averages, you will generally keep your clients, even if they are losing money. In other words, there are huge incentives to maintain consistent performance even if mediocre, as long as it is close to the averages, while there is little incentive, coupled with a great deal of risk, to going out on a limb in an attempt to achieve notably better performance than the averages. As such, there is little reason for either a portfolio manager or an investment firm to go outside the accepted guidelines of investment analysis and management. Hedge funds are an exception to this as most are specifically created to take a different road than conventional public funds. They are, however, only available by law to high-net worth clients and institutions, and there are significant questions currently being raised as to whether they perform sufficiently better than conventional funds, given their substantially higher management fees.

The pros in the investment management game know that, at best, their process is guaranteed to produce returns commensurate with the market averages, and that over time those returns will be somewhat mediocre. They know there will be down years and flat years, but they weather those periods together as a group, knowing that other brokers and portfolio managers will suffer commensurately, and that they will likely retain most of their clients because it was the “market’s fault” and not theirs. Differences in how the  market values a stock from how an analyst values it are considered the market’s fault as well. The market must be ignorant of the facts. I cannot think of a single other occupation (except perhaps politics) where the professionals are accorded such wide latitude for error.

Analysts and their firms steadfastly defend their technique (after all, it is their livelihood and a heck of a good one at that) by repeating a mantra of sales slogans so often that they actually grow to believe them. These include the ones that say long-term equity investing has always proven worthwhile and that those who ride through the downtrend are eventually rewarded for their patience. Of course they will always be able to produce some kind of performance statistic that is designed to give you the impression that they consistently match or beat the S&P or some other benchmark comparison, which can’t be true, of course, for every money manager out there. Meanwhile, your after-fee, after-tax return stinks, while the market gyrates wildly, giving or taking away an entire year’s return objective in a week and doing that repeatedly during the course of the year.

So a legion of sell-side analysts (those at brokerage firms) and buy-side analysts (those at institutional investment organizations) continue to perform fundamental research every day in accordance with the teachings of finance instructors at the major universities and industry schools, and they practice it to the exclusion of almost any other approach. The basic premise underneath this ubiquitous activity is that it is the only acceptable way to value stocks and manage stock portfolios, as ineffective as it has been proven to be. This practice is so embedded into today’s thinking that laws governing how trillions of dollars in mutual funds, retirement plans, and trust accounts are invested acknowledge this as the sanctioned and “prudent” way of managing money.

But the bottom line for fundamental financial analysis is that while essential as a starting point, it does not explain stock behavior and can only be relied on to generate overall market returns commensurate with the long-term averages. Once stocks openly trade in the secondary market, something else happens. Other  factors clearly come into play. Wall Street knows this but refuses to address nonfinancial variables. Instead, it has dug in its heels to defend its age-old technique as the only answer and to declare the “other factors” as mere undecipherable noise. I think most of us intuitively know what those other factors are.




WHAT’S ABSENT FROM FUNDAMENTAL ANALYSIS? 

There is nothing inherently “wrong” about fundamental analysis, unless, of course, false assumptions are made or bad data utilized. From a financial perspective, fundamental analysis is about as comprehensive a process as you can get. And since fundamental factors are rarely measured more often than monthly or quarterly, it would be almost impossible for a finance geek to wake up one morning and uncover some overlooked fundamental variable or find an obscure relationship between price and other financial variables that explains the variation in stock prices day to day. There simply has to be other factors—nonfinancial ones—that affect stock prices in the open market. This doesn’t come as a surprise. They have been right in front of us for a very long time, though they are difficult to measure and to quantify. They are common in all kinds of other markets and have been talked about and alluded to for decades with regard to stocks.

The factors that are absent in fundamental stock analysis are the human factors. Not the employees who work for the company issuing stock: the humans who buy and sell the stock, humans like you, me, Uncle Harry, Martha Stewart, traders, brokers, portfolio managers, money managers, mutual fund and hedge fund managers, and millions of others. Why should stocks be any different than anything else we buy or sell? We may incorporate financial-based logic in our decisions to buy and sell stocks, but it’s senseless to deny that our emotions and biases don’t have an impact as well. The stock market has some unique characteristics, to be sure, but it’s a market nonetheless, and market consists of people buying and selling to each other. So why shouldn’t stocks be subjected to the behavioral and psychological characteristics of the people who actively participate in that market—whether in a professional role  or acting for themselves? Once a company sells its stock to the public through an IPO, prices float up or down with supply and demand. Once supply and demand are involved, the human factor inevitably enters the market and the underlying fundamentals of the company become little more than a vague reference point in the determination of the stock price.

With this in mind, we can now look at a number of important reasons why stock prices tend to vacillate as much as they do (when we know that fundamentals are not changing that rapidly):1. The vagaries of intrinsic value. There is inherent difficulty in determining even an approximate intrinsic value as a reference point. As discussed earlier in this chapter, intrinsic value at any point in time is not an absolute. If anything, it is more likely a range of prices (and many analysts will actually describe it that way). If the majority of investors believe that XYZ is worth between 35 and 40, then it is logical to assume the stock will continually vary within this range to accommodate supply and demand.
2. Speculation. Because it is so easy to trade stocks and the markets are so liquid, stocks are the vehicle of choice for speculators, whether individual or professional. By speculation, I refer to buying strictly for the purpose of selling for a profit in a fairly short time horizon. It would be naïve to assume that speculation (synonymous to many with the term trading) does not exacerbate price swings. When the real estate market was hot in 2004-2005, people who might never otherwise speculate on real estate came out of the woodwork to buy second and third homes strictly with the idea of flipping them for a profit in the not-too-distant future. Their view of price was completely set by their expectation of future profits rather than by any more salient method. This happens every day with individual stocks. Huge numbers of people specifically look to buy stocks that are “breaking out” or running up on elevated volume. Similarly, lots of people wait for sell-offs so they can pick up stocks at a bargain for a quick trade. In other words, there are so many people with so many  different approaches to stock trading that it’s no surprise stocks move all over the place, even while their fundamentals remain essentially unchanged.
3. Anticipation. Everyone knows that to make quick money in stocks, you cannot just react to news, you must anticipate it. Anticipation has become endemic to stock trading, and it is frequently based on hunch more than anything else. The suspicion that one might be wrong is all that is needed to undo a trade, and this surely affects volatility.
4. Head games. Market participants are constantly trying to outguess other participants about where stocks are going. This creates a huge variety of cross-currents that I will simply refer to right now as head games. Participants are influenced (spooked) very easily by market activity itself, in addition to news and rumors. There is an almost constant sense that other market players know more than you—traders, exchange specialists, institutions, and corporate insiders. Their actions send a variety of cues and miscues to others. As an example, a product like a car, with a lower-than-usual price, will generally bring buyers rushing in to scoop up the bargain quickly. But with stocks, a lower price can also be interpreted as a danger signal. It may mean that others are dumping and may know something you don’t. Thus, some buyers may actually view a lower price as a negative rather than a positive. This makes the market for stocks rather unique and even more subject to volatility. (Later, this will be described as behavioral factors  and explained in much more detail in Chapter 7.)
5. News reports. The media has its own special way of contributing to market mayhem. Here’s a typical example. All three of these headlines appeared in the Wall Street Journal  on April 16, 2008:Earnings Slump at J.P. Morgan, 
And Continued Stress Is Expected

Wells Fargo’s Net Declines 11% 
As Credit-Loss Provision Surges

Stocks rallied after better-than-expected quarterly results from J.P. Morgan and Wells Fargo boosted sentiment.

All three were true, but you had to read through the articles to discover why the apparent anomaly existed. News is so widely anticipated nowadays that when it finally hits the press, it is frequently not just anticlimactic, but counterintuitive. The losses above were definitely bad news for the two institutions mentioned, but they had been so widely anticipated, and presumably built into the stock prices already, that when the details were actually released and slightly less onerous than had been expected, the news was taken as a big plus and the stocks rallied sharply. The old adage on Wall Street “Buy on the rumor and sell on the news” has more truth these days than ever.


6. Market sentiment. Most people will acknowledge that the stock market itself fluctuates with investor mood or sentiment. We can easily observe that on days when there is overriding news on the economy, natural disasters, or geopolitical conflicts, the sentiment on the entire stock market rises or lessens accordingly and is influenced by factors other than the specific company or industry financials of individual stocks. Like a rising and lowering tide, it takes most stocks with it on these moves. There is good reason to believe that this overall effect is always there and simply more obvious on certain days. (Much more on this in Chapter 7.)


Except for the first, all of these reasons are nonfinancial and related to the way market participants perceive and react to stocks rather than to material changes in the fundamentals of those stocks. A substantial amount of opinion from stock strategists and financial luminaries throughout the last century points to human behavior and psychology, for better or worse, as the primary factor that renders fundamental analysis ineffective at pegging stock prices. Today, the trendy term for the study of the human factor in stock pricing is behavioral finance,  and there’s a growing body of research that supports it.
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Far From Random

Using Investor Behavior and Trend Analysis
to Forecast Market Movement

RICHARD LEHMAN

Foreword by Lawrence G. McMillan

BroomBErG PrESs
New York
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“Lehman's persistent wisdom puts investors on the right path to
understanding how markets do and do not behave.”

—Robert B. Precher Jr.

Author of Socionomics and Conquer the Crash
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New York: +1-212-318-2000
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