Simple examples of real-world methods to be discussed in class:

Method #1 is an intermediate-term method for investing in stocks, using fundamental analysis to select candidates and technical analysis to determine when to enter and exit.  The candidates may be selected based upon valuation, growth, or any other criteria which fit one’s view of the market.  For example, a growth-oriented investor would look for stocks with recent and projected future growth in earnings, revenues, etc.  A value investor would look for stocks which are currently undervalued relative to the market and to their history, using price ratios, etc.  A momentum investor would look for stocks which have already experienced significant increase in share price.  Or you may select stocks which represent companies which you feel have excellent prospects for the future, based upon competitive advantage, the state of the economy, etc.  In any case, a small “pool” of stocks should be created and maintained.  At first, this pool should contain about 10-20 stocks, perhaps less.  The next step is to determine when to buy a stock in the pool.  This process is based upon momentum and uses technical analysis to find optimal entry points.  History tells us that over a period of months, stocks in an uptrend will typically undergo several corrections, or “pullbacks”, against the uptrend.  Some of these pullbacks are very slight, while others are more severe.  In this method, a pullback is examined by comparing the price drop from the most recent high price to the total price rise from the prior low price.  For example, if a stock has already pulled back to 50, and then moves up to 70, we have a price rise of 20 points.  Then another price pullback from the new high at 70 might occur.  There are two important issues to consider when this new pullback occurs.  First, the low point of the prior pullback (in this example, 50) is an important price level.  In technical terms, this level of 50 represents an area of “price support”, meaning that this is where price stopped dropping and starting moving back up during the last pullback.  Since one of the characteristics of a healthy pullback is the ability of price to make successively higher lows and higher highs, any move below the prior higher low, or support, at 50 would be seen as a negative sign.  Second, the percentage of the new pullback is important.  History also tells us that in a healthy uptrend, most pullbacks will consume between one-third and two-thirds of the prior move up.  In this example, the prior move up was from 50 to 70, or 20 points.  Therefore, a typical pullback would be from about 6.67 to 13.33 points, or a move down to between 63.33 and 56.67.  In most cases, we’ll be looking for a stock to pullback around half the prior move up, or to about 60 in this example.  In general, the deeper the pullback, the better, as long as price stays above the prior low point (50).  Once a pullback meets our requirements (at least one-third the prior move up, and the more the better), we continue to watch the price and volume action of the stock on a daily basis.  If and when we see the stock price move up above the prior day’s high price with the day’s trading volume at least 150% of the average trading volume for the stock, we will consider buying the stock.  However, before buying, it will need to meet a few more criteria.  First, the price trend of the overall market must be moving up.  Second, the price trend of the stock’s broad industry sector must also be moving up.  And third, the reward:risk ratio of the stock must be at least 3:1.  To examine the reward:risk ratio, we need to calculate the minimum potential profit (reward) and maximum initial loss (risk) for the stock.  The potential profit is the percentage gain which would be achieved if price were to move back up from the current level to the most recent high point (70 in this example).  The initial risk is the percentage loss we should be willing to take if price does not move up, but rather moves down.  In this method, the maximum initial loss we are willing to take would occur if price were to move down below the low price of the current pullback (the low price reached just before the move back up).  In our example, if price has pulled back to a low of 60 (a 50% retracement of the prior move up), and then moves up on strong volume to 62, we have an initial risk of 2 points (62-60).  Expressed in percentages, the potential profit would be 70-62, or 8, divided by 62 (the buy price), or 12.9%.  The initial risk would be 62-60, or 2, divided by 62, or 3.2%.  The reward:risk ratio is calculated by dividing the minimum potential profit (12.9%) by the maximum initial risk (3.2%).  In this example, we have a reward:risk ratio of 4:1.  So, having satisfied ourselves that the stock has pulled back enough to represent a relatively high-profit and low-risk situation, we can buy it.  Once we buy this stock, we then need to manage our profits and control our risks (this is called “money management”).  We’ll discuss this in class using the first handout.

Method #2 is a short-term method for investing in stocks based primarily on technical analysis.  As with the prior method, a small pool of candidates must be created and managed.  For this method, about 10-20 stocks should be sufficient.  These stocks can be selected using any criteria, but they all must share two characteristics.  First, they must have a beta of at least 1.5, and second, they must have high daily trading volumes (at least one million shares per day).  A good starting point would be to use the Nasdaq SPDR (QQQ), and then add other stocks.  The process used in this method is similar to the prior method, looking for pullbacks against an uptrend, but this time in a much shorter timeframe.  First, the stock must have achieved a new high over the past month or so as compared to the prior month or two.  Then we wait for price to drop from this high price to a point where the closing price in any day is the lowest closing price for the past five days.  Next we wait for a sign of price reversing back to the upside.  Typically, this will take the form of a “reversal day”, meaning that the closing price will be above the midpoint of the day’s price bar as well as above the opening price for the day.  Once we have a five-day low close and a reversal day (which may occur on the same day, or the reversal day may follow the five-day low close), then we consider buying the stock once price moves above the prior day’s high price.  Next, we look at the market trend to make sure it is moving up.  For this method, we don’t need to consider the sector trend, since our holding period will be relatively short-term.  Then we look at the stock’s reward:risk ratio, just like in the prior method.  In this method, however, we will consider the high price achieved during the prior move up as our “target” price.  We also will lower our requirements for the reward:risk ratio, looking for a value of 2:1 or higher.  The profit (reward) figure is the percentage rise we expect from the buy price to the target price.  The potential loss (risk) is the percentage drop from the buy price to the lower of (a) the low price on the day we are considering buying the stock, or (b) the low price reached on the prior day.  For example, consider a stock which has moved up to a high of 40.  Then the stock falters and drops for a few days.  On a given day, the stock opens at 36.25, drops as low as 36, moves as high as 36.60, and closes at 32.50, which is the lowest close in the past five or more days.  This meets our requirements of (a) a five-day low close and (b) a reversal day.  The buy price will be just above 36.60.  The target price is the previous high price (40).  The potential profit (reward) is the difference between the target price (40) and the buy price (36.60), divided by the buy price, or about 9.3%.  The maximum loss (risk) is the difference between the buy price and the low price (36), divided by the buy price, or about 1.6%.  The reward:risk ratio for this stock would be about 5.7:1, well above the 2:1 requirement.  On the next day, if price moves above 36.60, we would buy the stock.  Note that if the trading action reaches a new low before moving up to our buy price, we’ll need to adjust our reward:risk ratio accordingly.  Once the stock is bought, we need to manage it closely.  We’ll discuss this in detail in class, but there is one major difference for short-term positions - when the price reaches the target price, we will sell the stock, taking our profit at that time.  

Method #3 is a mechanical method very different from the others.  In this method, we start with the pool of 100 stocks rated highest by Value Line (Timeliness = 1).  These represent the 100 stocks which Value Line has determined to have the highest potential for an upward price move in the coming months.  We then select the five stocks from this pool with the highest 13-week price advance (in percentage terms).  Then, we buy these five stocks in equal dollar amounts.  We hold the five stocks for one month and then sell them, re-run the analysis of the newest pool of Value Line stocks with Timeliness=1, and repeat the process, buying the five stocks with the highest 13-week percentage price rise.  We do this on the same day each month (for example, the Monday which is on or just following the first of the month).  This is a widely followed “stock screen” called the “RS13” screen, which looks for stocks with the highest 13-week relative strength.  To improve things, we are going to add one other condition – we will only buy stocks during months when we have determined that the overall market is in an uptrend, representing a positive environment for stock prices.  To determine the market trend, we can use a variety of methods.  Certainly, the simple four-point method discussed in class could be used.  Or we could just look at the market index charts to confirm that they are making higher highs and higher lows.  Or we could simply compare a market index to an intermediate-term (such as 13-week) moving average.  Or we could do a more thorough analysis of the market.  In any case, we would only buy the five stocks selected by this method when the market trend is moving up.  In any month when the trend is down, we would leave our capital in cash and wait for the next month.

