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| ntroduction

x"or mogt of us, the task of best-
ing the market is not difficult, it is the job of beating ourselves
that proves to be overwhelming. In this sense, "beating our-
selves' means mastering our emotions and attempting to think
independently, as well as not being swayed by those around us.
Decisons based on our natural instincts invariably turn out to
be the wrong course of action. All of us are comfortable buying
stocks when prices are high and rising and selling when they are
declining, but we need to develop an attitude that encourages us
to do the opposite.

Success based on an emotional response to market condi-
tions is the result of chance, and chance does not help us attain
consstent results. Objectivity is not easy to achieve because all
humans are subject to the vagaries of fear, greed, pride of opin-
ion, and all the other excitable states that prevent rational judg-
ment. We can read books on various approaches to the market
until our eyes are red and we can attend seminars given by ex-
perts, gurus, or anyone ese who might promise us instant grati-
fication, but al the market knowledge in the world will be
usaless without the ability to put this knowledge into action by
mastering our emotions. We spend too much time trying to beat
the market and too little time trying to overcome our frailties.

One reason you're reading this book is that you recognize
this imbalance, but even a complete mastery of the material in
these pageswill not guarantee success. For that, you will need ex-
perience in the marketplace, especialy the experience of losing.
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The principal difference between considering an Investment
or trading approach and actually entering the market is the com-
mitment of money. When that occurs, objectivity falls by the
wayside, emotion takes over, and losses mount. Adversity isto be
welcomed because it teaches us much more than success. The
world's best traders and Investors know that to be successful
they must aso be humble. Markets have their own ways of seek-
ing out human weaknesses. Such crises typically occur just at the
crucial moment when we are unprepared, and they eventually
cause us financial and emotional pain. If you are not prepared to
admit mistakes and take remedial action quickly, you will cer-
tainly compound your losses. The process does not end even
when you feel you have learned to be objective, patient, humble,
and disciplined, for you can till fall into the trap of compla
cency. It is therefore vitally important to review both your pro-
gress and your mistakes on a continuous basis because no two
market situations are ever the same.

Some of the brightest minds in the country are devoted to
making profits in the markets, yet many newcomers to the finan-
cia scene naively believe that with minimal knowledge and ex-
perience, they too can make a quick killing. Markets are a
zero-sum game: For every item bought, one is sold. If newcomers
as a group expect to profit, it follows that they must battle suc-
cessfully against these same people with decades of experience.
We would not expect to be appointed as a university professor
after one year of undergraduate work, to be a star football player
straight out of high school, or to run a major Corporation after six
months of employment. Therefore, is it reasonable to expect suc-
Cess in the investment game without thorough study and train-
ing? The reason many of us are unrealistic is that we have been
brainwashed into thinking that trading and investing are easy
and do not require much thought or attention. We hear through
the media that others have made quick and easy gains and con-
clude incorrectly that we can participate with little preparation
and forethought. Nothing could be further from the truth.

Many legendary investment role models have likened trad-
ing and investing in the markets to other forms of busness
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endeavor. As such, it should be treated &s an enterprise that is
dowly and steadily built up through hard work and careful
planning and not &s a rapid road to easy riches.

People make investment decisions involving thousands of
dollars on a whim or on a smple comment from a friend, associ-
ate, or broker. Yet, when choosing an item for the house, where
far less money is at stake, the same people may reach a decision
only after great deliberation and consideration. This fact, &s
much &s any, suggests that market prices are determined more by
emotion than reasoned judgment. You can help an emotionally
disturbed person only if you yourself are relatively stable, and
dealing with an emotionally driven market is no different. If you
react to news in the same way &s everyone ese, you are doomed
to fall into the same traps, but if you can rise aove the crowd,
suppressing your own emotional instincts by following a care-
fully laid out investment plan, you are much more likely to suc-
ceed. In that respect, this book can point you in the right
direction. Your own performance, however, will depend on the
degree of commitment you bring to applying the principles you
find here.

At this point, clarification of some important matters seems
appropriate. Throughout the book, | have referred to traders and
Investors with the male pronoun. Thisis not in any way intended
to disparage the valuable and expanding contribution of women
to the investment community but merely to avoid "he or she"
constructions and other clumsy references.

In the following chapters, the terms "market” or "markets"
refer to any market in which the price is determined by freely
motivated buyers and sdlers. Mogt of the time, my comments
refer to individual Stocks and the stock market itself. However,
the principles apply equally, regardless of whether the product or
specific market is bonds, commodities, or Stocks.

All markets essentially reflect the attitude and expectations
of market participants in response to the emerging financial and
economic environment. People tend to be universally greedy
when they think the price will rise, whether they are buying
gold, cotton, deutsche marks, Stocks, or bonds. Conversdly, their



we aso know that this is far easier said than done. We will ex-
amine why this is 0, and we will learn when contrary opinion
can be profitable and how to recognize when to "go contrary."

Part Il examines the attributes of successful traders and in-
vestors, the super money-makers—what sets them apart from the
rest of us and what rules they follow. This Part aso incorporates
many of the points made earlier to help you set up a plan and
follow it successfully. To solidify and emphasize the key rules
and principles followed by leading speculators and traders in the
past hundred years or 0, | have compiled those guidelines fol-
lowed by eminent individuals. While each set of rules is unique,
you will see that a common thread runs through all of them.
This theme may be summarized &s follows: Adopt a methodol-
ogy, master your emations, think independently, establish and
follow a plan, and continually review your progress.

This recurring pattern did not occur by chance but emerged
because these individuals discovered that it works. | hope that it
can work for you & well. All that is needed is your commitment
to carry it out.

Partl

KNOWING
YOURSELF



—
There Is No
Holy Grail
*

Nothing is more frequently overlooked than
the obvious.

—Thomas Temple Hoyne

JLOU probably bought this book
hoping that it would provide some easy answers in your quest to
get rieh quickly in the financial markets. If you did, you will be
disappointed. There is no such Holy Grail. On the other hand,
this book can certainly point you in the right direction if you are
willing to recognize that hard work, common sense, patience,
and discipline are valuable attributes to take with you on the
road to smart investing.

There isno Holy Grail principally because market prices are
determined by the attitude of investors and speculators to the
changing economic and financial background. These attitudes
tend to be consistent but occasionally are irrational, thereby de-
fying even the mos logical of analyses from time to time
Garfield Drew, the noted market commentator and technician,
wrote in the 19405 "Stocks do not sal for what they are worth
but for what people think they are worth." How eise can we ex-
plain that any market, stock, commodity, or currency can fluctu-
ate a great deal in terms of its underlying value from one day to
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the next? Market prices are essentialy a reflection of the hopes,
fears, and expectations of the various participants. History teils
us that human nature is more or less constant, but it aso teils us
that each Situation is unique.

Let us assume, for example, that three people own 100% of a
particular security we will call ABC Company. Shareholder A is
investing for the long term and is not influenced by day-to-day
news. Shareholder B has bought the stock because he thinks the
Company's prospects are quite promising over the next six
months. Shareholder C has purchased the stock because it is tem-
porarily depressed due to some bad news. Shareholder C plansto
hold it for only a couple of weeks at most. He is a trader and can
change his mind at a moment's notice.

A given news event such &s the resignation of the Company's
President or a better-than-ariticipated profit report will affect
each shareholder in a different way. Shareholder A is unlikely to
be influenced by either good or bad news, because he is taking
the long view. Shareholder B could go either way, but shareholder
C is amost bound to react, since he has a very short-term time
horizon.

From this example, we can see that while their needs are dif-
ferent, each player is likely to act in a fairly predictable way.
Moreover, because the makeup of the company's holdings will
change over time, perhaps the short-term trader will seil to an-
other person with a long-term outlook. Conversdly, the long-term
shareholder may decide to take a bigger stake in the Company,
since he can buy at depressed prices. Although human nature is
reasonably constant, its effect on the market price will fluctuate
because people of different personality types will own different
proportions of the Company at various times. Even though the
Personalities of the players may remain about the same, the exter-
nal pressures they undergo will almost certainly vary. Thus, the
long-term investor may be forced to seil part of his position be-
cause of an unforeseen financial problem. The news event is
therefore of sufficient importance to tip his decision-making pro-
cess at the margin. Since the actual makeup of the market changes
over time, it follows that the psychologica responses to any given

set of events also will be diverse. Because of this, it is very diffi-
cult to see how anyone could create a System or develop a philoso-
phy or approach that would call every market turning point in a
perfect manner. This is not to say that you can't develop an ap-
proach that consistently delivers more profits than losses. It
means merely that there is no perfect System or Holy Grail. We
shall learn that forecasting market trends is an art and not a sci-
ence. As such, it cannot be reduced to a convenient formula.

Having the perfect indicator would be one thing, but
putting it into practice would be another. Even if you are able to
"beat the market" the greater battle of "beating yourself,” that is,
mastering your emotions, still lies ahead. Every great market op-
erator, whether a trader or an investor, knows that the analytical
aspect of playing the market represents only a small segment
compared with its psychological aspect. In this respect, history's
great traders or investors—to one degree or another—have fol-
lowed various rules. However, these successful individuals would
be the first to admit that they have no convenient magic formula
to pass on &s a testament to their triumphs.

The false "Holy Grail" concept appears in many forms, we
will consgder two: the expert and the fail-safe System, or perfect
indicator.

The Myth of the Expert

All of us gain some degree of comfort from knowing that we are
getting expert advice whenever we undertake a new task. Thisis
because we feel somewhat insecure and need the reassurances
that an expert—with his undoubted talents and years of experi-
ence—can provide. However, it is not generally recognized that
experts, despite their training and knowledge, can be &s wrong
s the rest of us.

It is dways necessary to analyze the motives of experts.
Britain's Prime Minister Neville Chamberlain, having returned
from Hitler's Germany with a piece of paper promising "peace in
our time," no doubt believed wholeheartedly the truth of his
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grand Statement. The fact was, he was an expert, and he got it

wrong. President John Kennedy also had his problems with ex-

perts. "How could | have been s0 far off base? All my life I've
known better than to depend on the experts' he said shortly
after the Bay of Pigs fiasco.

Classic errors abound in military, philosophical, and scien-
tific areas. In the investment field, the record is perhaps even
more dismal. One of the differences that sets aside market fore-
casters from other experts is that market prices are a totally ac-
curate and impartial umpire. If you, &s a financial expert, say
that the Dow-Jones average will reach 3500 by the end of the
month and it goes to 2,500, there can be little argument that you
were wrong. In other fields, there is aways the possibility of
hedging your bets or making a prognostication that can't be
guestioned until new evidence comes along. Those experts who
for centuries argued that the world was flat had a heyday until
Columbus came along. It didn't matter to the earlier sages; their
reputations remained intact until well after their deaths. How-
ever, conventional thinkers after 1493 did have a problem when
faced with impeachable proof.

Experts in financial markets do not enjoy the luxury of
such along delay. Let's take alook at a few forecasts. Just before
the 1929 stock market crash, Yae economist Irving Fischer, the
leading proponent of the quantity theory of money, said, "Stocks
are now at what looks like a permanently high plateau." We
could argue that he was an economist and was therefore com-
menting on events outside his chosen field of expertise. In the
previous year, however, he aso reportedly said, "Mr. Hoover
knows &s few men do the terrible evils of Inflation and deflation,
and the need of avoiding both if business and agriculture are to
be stabilized." Up to the end of 1929, both were avoided, yet the
market still crashed.

When we turn to stock market experts, there is even less to
cheer about. Jesse Livermore was an extremely successful stock
operator. In late 1929, he said, "To my mind this Situation
should go no further,” meaning, of course, that the market had
hit bottom. Inaccurate calls were not limited to traders. U.S.
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industrialist John D. Rockefeiler put his money where his mouth
was. "In the past week (mid-October 1929) my son and | have
been purchasing sound common Stocks/" Other famous industri-
alists of the day agreed with him. One month later, in November
1929, Henry Ford is quoted &s saying, "Things are better today
than they were yesterday."

Roger Babson, one of the most successful money managers
of the time, had in 1929 correctly called for a 60 to 80 point dip
in the Dow. Yet, even he failed to anticipate how serious the
Situation would become by 1930, for he opined early in that
year, "l certainly am optimistic regarding this fall. . . . There
may soon be a stampede of Orders and congestion of freight in
certain lines and sections.” Unfortunately, the Depresson
lasted for several more years. Perhaps the most astonishing
guote comes from Reed Smooat, the chairman of the Senate Fi-
nance Committee. Commenting on the Smoot-Hawley Tariff
Act, generally believed to be one of the principal catalysts of the
Great Depression, he said, "One of the most powerful influ-
ences working toward business recovery is the tariff act which
Congress passed in 1930 Figure 1-1 depicts market action be-
tween 1929 and 1932, thereby putting these experts opinions
into perspective.

The testimony of these so-called experts shows that some of
the greatest and most successful industrialists and stock opera-
tors are by no means immune from making erroneous state-
ments and unprofitable decisons. Common sense would have
told most people that the stock market was due for some major
corrective action in 1929. It was overvalued by historical bench-
marks, speculation was rampant, and the nation's debt structure
was top-heavy by any Standard. The problem was that most peo-
ple were unable to relate emotionally to this stark reality. When
stock prices are rising rapidly and everyone is making money, it
Is easy to be lulled into a sense of false security by such
"expert” testimony.

Of course, some individua commentators, analysts, and
money managers are correct most of the time. We could, for in-
stance, put Livermore and Babson into such a class. However, if
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Figure 11 U.S. Stock Market 1927-1932. Source: Pring Market Review.

you find yourself blindly following the views of a particular indi-
vidual & a proxy for the Holy Grail, you will inevitably find
yourself in trouble—probably at the most inconvenient moment.
An alternative to using a single guide is to follow a number
of different experts smultaneously. This solution is even worse
because experts as a group are amost always wrong. Figure 1-2
compares Standard and Poor's (S&P) Composite Index with the
percentage of those writers of market letters who are bullish.
The data were collected by Investors Intelligence* and have been
adjusted to iron out week-to-week fluctuations. (A more up-to-
date version appears in Chapter 8) Even a cursory glance at the
chart demonstrates quite clearly that most advisors are bullish at
major market peaks and bearish at troughs. If this exercise were
conducted for other investments such as bonds, currencies, or
commodities, the results would be similar. At first glance, it may
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Figure 12 S&P Composite versus Advisory Service Sentiment 1974
1984. Source: Pring Market Review.

appear that you could use these data from a contrary point of
view, buying when the experts are bearish and selling when they
are bullish. Unfortunately, even this approach fails to ddiver the
Holy Grail, because the data do not always reach an extreme at
all market turning points. At a major peak in 1980, for example,
the Index couldn't even rally above 60%. In late 1981, on the other
hand, the Index did reach an extreme, but this was well before
the final low in prices in the summer of 1982 While the Advi-
sory Sentiment Indicator does forecast some major peaks and
troughs, it is by no means perfect and certainly lacks the conss-
tency needed to qualify &s the Holy Grail.

The Myth of the Perfect Indicator

It is dmost impossible to flip through the financial pages of any
magazine or newspaper without coming across an advertisement
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romising instant wealth. This publicity typically features a com-
uterized System or an Investment advisor hotline that Claims to
ave achieved spectacular results over the past few months or
ven years. Normally, such Services specidize in the futures or
ptions markets because these highly leveraged areas are in a
lore obvious position to offer instant financial gratification. The
uge leverage available to traders in the futures markets signifi-
antly reduces the time horizons available to customers. Conse-
uently, the number of transactions, (i.e., revenue for the brokers)
> that much greater.

As a rule of thumb, the more money the advertisement
»romises, the more you should question its veracity. History teils
is that it is not possible to accumulate a significant amount of
noney in abrief time unless you are extremely lucky. Moreover,
f you are fortunate enough to fall into a Situation where the mar-
;ets act in perfect harmony with the System or approach that you
lave adopted, you are likely to attribute your success to hidden
aents just discovered. Instead of walking away from the table,
rou will continue to be lulled back into the market, not realizing
he true reason for your good fortune. You will inevitably fritter
iway your winnings trying to regain those lost profits.

Consder the advertisement's promises from another angle,
f the System is 0 profitable, why are its proponents going to the
‘rouble of taking you on &s a client and servicing your needs?
jurely, it would be less bothersome to execute a few Orders each
iay than to go to the trouble, expense, and risk of advertising
‘he service. The answer is either that the System doesn't work or,
Tiore likely, that it has been tested only for a specific period in
the most recent past. You, &s a prospective user, should focus on
the likelihood of the method's operating profitably in the future
and not on some hypothetical profits of recent history.

Most Systems base their Claims of success on back-tested
data in which buy-and-sell Signals are generated by specific
price actions, for example, when the price moves above or below
a specific moving average. It seems natural to assume that
past successes can forecast future profits, but the results of
back-tested data are not as trustworthy &s they appear. Firgt,
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the conditions in which the data are tested are not the same &s a
real market Situation. For example, the System may call for the
sale of two contracts of December gold because the price closed
below $400. On the surface, this may seem reasonable, but in re-
ality it may not have been possble to execute the order at that
price. Quite often, discouraging news will break overnight caus-

ing the market to open much lower the next day. Consequently,
the sale would have been executed well below the previous $400
close. Even during the course of the day, unexpected news can
cause markets to fluctuate abnormally. Under such conditions,

Systems tested statistically under one-day price movements will
not reflect a reasonable order execution. An example of this Situ-

ation arises when market participants are waiting for the Com-

merce Department to release a specific economic indicator.
Occasionaly when the announcement falls wide of expectations,
amarket will react almost instantly, often rising or falling 1% or
2%. The time frame is s0 short that it is physically impossible for
many transactions to take place. As aresult, the System does not
truly indicate a realistic order execution.

Another example is the violent reaction of the market to
some unexpected news. On the evening of January 15 1990
(Eastern Standard Time), U.S. and allied troops began the inva
son of Kuwait. The next day the market, & measured by the
Dow-Jones average, rose well over 75 points at the start of trad-
ing. In effect, there was no opportunity to get in (or out if you
were short) anywhere near to the previous night's close. Thisis
an exceptiona example, but it is remarkable how many
"exceptions' occur & soon &8s you try to adapt one of these
methods to the actual marketplace.

Another flaw with these Systems is that data are usually
back tested for a specific time, and special rules are introduced
S0 that the method fits the data retroactively soldy to demon-
strate huge paper profits. If you invent enough rules, it is rda
tively easy to show that a System has worked in the past.
However, if rules are developed purely to justify profits in these
specific periods, the chances are that these same rules will im-
pede future success.
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To ensure that a System is likely to work in the future, when
t counts, the rules should be simple and kept to a minimum, and
he testing period should cover many markets over many years.
"he problem with most of these advertised ventures is that they
;ive you the results of only the most successful markets. If you
sk the advocates of these schemes to report their findings for
ther time periods or other markets, you will be greeted with
lank stares.

A final drawback of Systems is that they usually fail when
dled out into the real world. The reason? Market conditions
hange. Figure 1-3 shows a System based on a smple moving av-
rage crossover. This method works well when the market shows
clear-cut trend of the kind seen between January and March
991. However, the same System could hand you your head on a
latter when price action is more volatile, &s it was between mid-
larch and May 1991

#e i UL . T

gure 1-:3 S&P versus a Twenty-Five-Day Moving Average. Source:
*ing Market Review.
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Changes in the character of a market are not just limited to
changes in trend volatility. Any method that uses the past to
forecast the future assumes that past behavior will repeat.

Systems constructed from assumptions concerning basic eco-
nomic fundamentals are aso subject to failure. For example, it
has been established that, in ailmost all cases, stock prices sooner
or later rally in the face of falling interest rates and begin to fall
sometime after rates have begun to rise. The lags fall into a fairly
predictable range most of the time but on occasion can be unduly
long. These exceptions can result in missed opportunities or dev-
astating losses. This problem occurred at the beginning of the
Depression. Interest rates peaked in the fall of 1929, yet the stock
market declined by about 75% over the next three years. In this
instance, the knowledge that rates lead equity prices could have
led to devastating losses. Timing is everything. In a similar vein,
short-term interest rates bottomed out in December 1976 at 4.74%
and almost quadrupled to a cyclical peak of 165% in March 1980.
Yet stock prices in the same period & measured by the S&P
Composite were unchanged.

While the inverse relationship of interest rates to equity
prices works well &s an indicator of market direction most of the
time, these examples show that it is far from perfect and cer-
tainly no Holy Grail. The reason for this is that once a certain
indicator or investment approach works for a while, word of its
money-making capabilities spreads like wildfire. Then, when ev-
eryone is aware of its potential, it becomes factored into the price
and the relationship breaks down.

This concept works just & well in reverse, where fear rather
than greed is the motivator. People, it seems, tend to repeat past
mistakes but not those of the most recent past. Once-bitten-
twice-shy applies & much to trading and investing as to any
other form of human activity. In the 19731974 bear market, for
example, equity investors were clobbered principally due to ris-
ing interest rates. In virtually every business cycle throughout
history, investors have waited to seil Stocks after interest rates
started to rise. In the cycle that followed the 19731974 market
debacle, however, investors sold Stocks in anticipation of rising
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In his book Money and Investment Profits, Hamilton Bolton,
the founder of the Bank Credit Analyst, a monthly newsdletter,
commented, "It is perhaps ironic that to be of value an indicator
must be far from ided, subject to consderable controversy, and
subject dso to congderable vagaries in timing. The perfect indi-
cator would be usdess, the imperfect one may be of investment
value" (p. 201). Until his untimely death in the late 1960s he
probably worked on more indicators in his investment career
than any other person. Thus, a creative genius such as Bolton,
who was a master at developing indicators and at forecasting
markets, came to the concluson that imperfection was an achiev-
able and profitable god, whereas perfection was an impossble
objective and would be unprofitable anyway.

Many traders and investors spend their entire investment
lives looking for the Holy Grail without realizing it. For example,
a person may first get involved in the market through an appeal-
ing advertisement that promises investment success based on a
particular approach or a wonderful track record. After a while,
reality setsin and the investor seesthat the approach has little or
no merit. It is then discarded, and a new one is adopted. This
process can continue ad infinitum.

This book, for example, may have been purchased as part of
a search for the Holy Grail of investment. What often happens is
that people become so engrossed in their search for quick profits
that they rarely stand back and review their situation from a
wider pergpective. If they did, they would understand that these
various approaches and systems in effect represent small psycho-
logical circles.

Each circle begins with the adoption of the new approach,
indicator, expert, or system. Enthusiasm and confidence probably
result in some initial profits as the user conveniently overlooks
many of the new game's drawbacks. Gradually, losses begin to
mount. This crumbling state of affairs eventually leads to deec-
tion and the final jettisoning of the system, accompanied by firm
resolutions "never to enter the market again." The passage of
time is a great heder, and sooner or later another cycle in the

for the Holv Grail gets underway.
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After a while, the thoughtful person will question this self-
perpetuating cycle. One mgjor plus is that the chastened investor
has gained some experience aong with the realization that in-
vesting and trading represent more an art than a precise science.
Once market participants understand that the Holy Grail does
not exist, they will have learned a valuable lesson. To paraphrase
Bolton, the goa of imperfection in the investment world is likely
to lead to greater profits than the pursuit of perfection.
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How to Be Objective

There are no certainties in this investment
world, and where there are no certainties, you
should begin by understanding yourself.

—James L. Fraser

.S 00N as money is committed
to a financial asset, 0 too is emotion. Any biases that were
present before the money was placed on the table are greatly in-
creased once the investment has actually been made. If none
were present before, they certainly will appear now. However
hard we may try, certain prejudices are bound to creep in. A suc-
cessful investor realizes this and knows that he must try to main-
tain psychological balance through self-control.

Even if perfect objectivity is an unrealistic goa, we must
still take steps to increase our impartiality as much as possible.
Both internal and external forces can upset mental balance. By
"internal,” | am referring to the psychological makeup of an indi-
vidual. Obtaining objectivity then becomes a matter of assessing
mental vulnerabilities and determining how best to overcome
them; this process is the subject of Chapter 2. External forces,
which emanate from elements such as colleagues, the media, and
events going on around us, will be covered in Chapter 3.

How to Be Objective

An investor or trader faces a constant bombardment of
emotional stimuli. News, gossp, and sharp changes in prices
can set the nerves quivering like the filament in an incandescent
lamp unless properly controlled. These outside influences cause
the emotions to shift between the two extremes of fear and
greed. Once you lose your mental baance, even for an instant,
your will and reasoning will be swvept away, and you will find
yourself acting as the vast majority of market participants act—
on impulse.

To counteract this tendency, you must be as objective as pos-
sble. Remember: Prices in financial markets are determined by
the attitude of investors to the emerging economic and financial
environment rather than by the environment itself. This means
that price fluctuations will be determined by the hopes, fears,
and expectations of the crowd as they attempt to downplay future
events and their biases toward them. Y our job isto try as much as
possible to ignore those around you and form an independent
opinion while making a genuine attempt to overcome your own
prejudices.

The markets themselves are driven by crowd emotions.
Nothing you can do will change that; it is a fact that you have to
accept. Despite this, becoming a successful investor demands that
you overcome your mental deficiencies and rise above the crowd.
As a natural result, you will find yourself outside the consensus.

Beliefs, Not Prejudices

The character and psychologica makeup of each individua is
unique. This means that some of us come to the marketplace
with more biases than others. In this respect, it is important to
note that many of our prejudices are shaped and influenced by
our experiences. Someone who has suffered a great deal from
financial insecurity through bankruptcy or arecent job loss, for
example, is much less likdly to take risks when investing. A
given piece of bad news will send this person scurrying to his
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broker to sdll. On the other hand, another investor may have
had the opposite, pleasant experience of recelving a raise or an
unexpected inheritance. Such an individual would come to the
marketplace with a completely different outlook and would be
much more likely to weather any storms. By the same token,
this more fortunate person would be more likely to approach
the markets with an overconfident swagger. Since such an
attitude results in muddled thinking and carel ess decison mak-
ing, this individual also would come to the marketplace with a
disadvantage.

S we see that neither person is objective, because his ac-
tions are based on his experiences rather than on his beliefs. In
the preceding example, both investors acted on impulse, not logi-
cal thought. The confident investor made the right decision, but
he was lucky. If the price had dropped, the fearful investor would
have come out in a relatively better position than his self-assured
counterpart. Thus, for any of us, achieving objectivity involves
different challenges based on our own characteristics—whether
they be bullish, bearish, daring, or cautious—and shaped by our
unigue experiences.

This discussion will set out the magjor pitfalls that prevent
us from reaching objectivity and establish some broad principles
for avoiding these hazards. You are the only person who can ap-
praise your experiences and the type of biases that you may
bring to the marketplace. Only you can measure the nature and
degree of your own preconceived ideas. Once you have assessed
them, you will be in a far stronger position to take the appropri-
ate action to offset them.

A doctor examines a patient for symptoms and prescribes
the appropriate remedy. Treating a bad case of the "subjectives’
is no different. Pain is the symptom of a headache; a string of
losses is the symptom of poor investment and trading decisons.
The treatment is to reexamine the events and decisions that led
up to those losses using some of the concepts discussed in this
chapter, and then to follow up by using the remedies suggested
later in this book.

How to Be Objective

$ Mastering Fear and Greed

Figure 2-1 shows that the target of objectivity or mental balance
lies approximately in the middle between the two destructive
mental forces of fear and greed. Fear is a complex emotion taking
many forms such as worry, fright, darm, and panic. When fear is
given free rein, it typically combines with other negative emo-
tions such as hatred, hostility, anger, and revenge, thereby attain-
ing even greater destructive power.

Aspects of Fear

In the final analysis, fear among investors shows itself in two
forms: fear of losing and fear of missing out. In his book How |

Helped More Than 10,000 Investors to Profit in Socks, George Schee-
fer, the great Dow theorist, describes severa aspects of fear and
the varying effects they have on the psyche of investors:

A Threat to National Security Triggers Fear.  Any threat of war, de-
clared or rumored, dampens stock prices. The outbreak of war is

Profits

Fear Objectivity Greed

Panic Losses
Losses

Figure 21 Fear-Greed Balance. Source: Pring Market Review.
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usually treated as an excuse for a raly, hence the expression:
"Buy on the sound of cannon, sdl on the sound of trumpets.”
This maxim is derived from the fact that the outbreak of war can
usually be anticipated. Consequently, the possibility is quickly
discounted by the stock market, and, therefore, the market, with
a sgh of relief, begins to rally when hostilities begin. As it be-
comes more and more obvious that victory is assured, the event
is factored into the price structure and is fully discounted by the
time victory is finally achieved. "The sound of trumpets' be-
comes, therefore, a signal to sall. Only if the war goes badly are
prices pushed lower as more fear grips investors.

All People Fear Losing Money. This form of fear affects rich and
poor aike. The more you have the more you can lose, and there-
fore the greater the potential for fear in any given individual.

Worrisome News Stimulates Fear. Any news that threatens our
economic well-being will bring on fear. The more serious the sit-
uation, the more pronounced is the potential for a selling panic.

A Fearful Mass Psychology Is Contagious. Fear breeds more fear.
The more people around us who are sdlling in response to bad
news, the more believable the story becomes, and the more redlis-
tic the situation appears. As a result, it becomes very difficult to
distance ourselves from the beliefs and fears of the crowd, so we
also are motivated to sell. By contrast, if the same breaking news
story received less prominence, we would not be drawn into this
mass psychologica trap and would be less likely to make the

wrong decision.

Fear of a Never-Ending Bear Market Is a Persistent Myth. Once a
Sizable downtrend has gotten underway, the dread that it will
never end becomes deeply entrenched in the minds of investors.
Almost all equity bull markets are preceded by declining interest
rates and an easy-money policy that sow the seeds for the next
recovery. This trend would be obvious to any rational person
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who is able to think independently. However, the sight of sharply
declining prices in the face of such an improving background re-
inforces the fear that "this time it will be different” and that the
decline will never end.

Individuals Retain All Their Past Fears. Once you have had a bad
experience in the market, you will always fear a similar recur-
rence, whether conscioudy or subconscioudy, or both. If you
have made an investment that resulted in devastating losses, you
will be much more nervous the next time you venture into the
market. As a result, your judgment will be adversely affected by
even the dightest, often imagined, hint of trouble. That intima-
tion will encourage you to sell so that you can avoid the psycho-
logical pain of losing yet again.

This phenomenon also affects the investment community as
awhole. Prior to 1929, the collective psyche lived in dread of an-
other "Black Friday." In 1869, a group of speculators tried to cor-
ner the gold market. When the gold price plummeted, they were
forced to liquidate. This resulted in margin calls, the effect of
which also spilled over into the stock market causing a terrible
crash. Even though few of today's investors experienced the
"Black Thursday" crash of 1929, this event still casts a shadow
over the minds of most investors. As a consequence, even the mere
hint of such a recurrence is enough to send investors scurrying.

The Fear of Losing Out.  This was not one of Schaefer's classifica-
tions of fear, but it is a very powerful one, nonetheless. This phe-

nomenon often occurs after a sharp price rise. Portfolio managers
are often measured on a relative basis either against the market
itself or against a universe of their peers. If they are underin-

vested as a sharp rally begins, the perception of missing out on a
price move and of subsequent underperformance is so great that

the fear of missing the boat forces them to get in.

This form of fear can aso affect individuals. Often, an in-
vestor will judge, quite correctly, that a major bull market in a
specific financial asset is about to get underway. Then when the
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big move develops, he does not participate for some reason. It
might be because he was waiting for lower prices, or more likely
because he had already got in but had then been psyched out due
to some unexpected bad news. Regardiess of the reason, such
"s0ld out bulls* suddenly feel left out and feel compelled to get
back into the market. Ironically, this usually occurs somewhere
close to the top. Consequently, the strong belief in the bull mar-
ket case coupled with the contagion of seeing prices explode re-
sults in the feeling of being left out.

| have found personally that this fear of missing the boat is
frequently coupled with anger, which may be triggered by a mi-
nor mishap that compounds my frustration. These mistakes typi-
cally take the form of an unfortunate execution, a bad fill, a lost
order, and so on. Inevitably, | have found this burst of emotion to
be associated with a maor, often dramatic turning point in the
market. This experience tells me two things. First, | have obvi-
oudly lost my sense of objectivity as the need to participate at all
costs overrides every other emotion. My decision is therefore
likely to be wrong. Second, the very nature of the situation—a
lengthy period of rising prices culminating in total frustration—
symbolizes an overextended market. It isreasonable to expect that
others are aso affected by the same sense of frustration, which
implies that all the buying potential has already been realized.

When you find yourself in this kind of situation it is aimost
aways wise to stand aside. A client once said to me, "There is
aways another train." By this, he meant that even if you do miss
the current opportunity, however wonderful it may appear, pa
tience and discipline will always reward you with another. If you
ever find yourself in this predicament, overcome the fear of miss-
ing out and look for the next "train.”

Fear, in effect, causes us to act in a vacuum. It is such an
overpowering emotion that we forget about the alternatives, tem-
porarily losing the perception that we do have other choices.

Fear of losing can dso take other forms. For instance, occa
sionaly we play mental games by refusing to acknowledge the
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existence of ominous developments. This could take the form of
concentrating on the good news, because we want the market to
rally, and downplaying the bad news, although the latter may be
more significant. Needless to say, this kind of denial can lead to
some devastating losses.

Alternately, an investor may get into the market in the belief
that prices are headed significantly higher, say by 30%, over the
course of the next year. After a couple of weeks, the stock may
have already advanced 15%. It then undergoes a minor correction
that has absolutely no relevance o far as the long-term potential
is concerned. Nevertheless, the investor's fear of losng comes to
the surface as he mentally relives experiences of previous set-
backs. The reasoning may be, "Why don't | get out now? The
short-term correction that is likely to take place may well push
the price below my entry point and | will be forced to take an-
other loss. Far better if | liquidate and get back in when it goes
lower." He has diverted his focus from what the market can give
him to what it can take away. Getting out would be quite in order
if his assessment of conditions had changed, but if the appraisal
is based purely on a change in perceptions unaccompanied by an
alteration in the external environment, liquidation would not
make sense. One way of solving this dilemma would be to take
profits on part of the position. This would relieve some of the
pressure but would aso leave him free to participate in the next
stage of the rally.

A more permanent and viable solution is first to recognize .
that you have a problem in this area. Next, establish a plan that
sets redlistic gods ahead of time and also permits the taking of
partial profits under certain predetermined conditions. This ap-
proach would stand a far greater chance of being successful than
knee-jerk trading or investment decisons caused by character
weakness. If this type of planning went into every trading or in-
vestment decision it would eventually become a habit. Thefear of
losing would then be replaced by a far more healthy fear of not
following the plan.



