Market Facts

Fact: You are a Speculator

If you aren’t speculating that prices will go up (or down) in the future you would not be investing.  There is no such thing as safety, only acceptable risks and probable outcomes.  

Fact:   Stock Prices are Random

Well actually stock prices are pseudo-random (random with some basis tied to past performance and underlying fundamentals).  This randomness about the mean illustrates the relative futility of individual stock selection.  Those stocks that outperform the broader market are an anomaly.  It is hard to beat the market.

Fact:  Without a method you too will be random

Without a method to pick up on those stocks that outperform the broad market your portfolio performance will be as random as the broad market or worse.  Without any method of consistently outperforming the market you are merely hoping that the randomness acts in your favor, which is laughable at best.  If you don’t have an edge you shouldn’t play the game.

Fact:   Stocks, like everything else in life, move in trends

Trends are everywhere in our world, from natural phenomena such as global warming trends, to the social trends of music and fashion, to the financial trends apparent in the stock market.  The stock market is in many ways the sum total of human behavior so it too will conform to the pressure of trends.  Trends start small and as they build they reach a tipping point where the risks of not being in on the trend exceed the risk of going with the trend.  It is crucial to be aware of such trends as they are extremely powerful.  Following trends is one of the greatest things an investor can do to increase returns.

Much in the same way that tulips reached the absurd price of $400 a bulb in the Holland Tulip mania of the 1700’s, so too can companies trade at prices that have no relation to their underlying value.  At the height of any mania, behavior is detached from logic and the act of investing becomes a game of pass the buck where we wonder who will be the last one holding the bag.  Too often it is us.  To deny the speculative nature of trends is to ensure our failure.  To deny the end of a trend is worse.  Our willingness to believe that a trend isn’t over or may come back is as fruitful as buying Tulips for $400 a bulb.  Those days are gone but the next new trend may be right around the corner.  Ride the trend but know when to get off.

It is change that creates wealth.   

Fact:  Surprise!  Stocks go Up and Down

Just as we spoke of the importance of riding an up trend, it is important to note that there are down trends as well and that these down trends can offer as much opportunity as the up trends.  Change creates opportunity regardless of direction.  What I am referring to is what is known as short selling of stocks, a type of sale in which you benefit from the decline of stock prices.  When a Bubble economy has burst, a dot-com crash is imminent, or a bear market is upon us an investor has three choices: 1) hold on to their stock and hope that the companies they picked in the last bull market will be pertinent in the next bull market, 2) Move to a cash position immediately and wait for the opportunities of the next bull market to present themselves, or 3) Capitalize on the falling bear market by shorting stocks.

Short selling stocks can be extremely risky and can require a great deal of skill. Since the general trend of the stock market has been an up trend, short selling should not be the prevalent mode of investing.  It is pointed out only to inform you that you are not limited to profiting from only one type of stock movement.  Said otherwise buy and hold may not always be the best strategy.  To illustrate the power of this point I have taken a graph of the Nasdaq showing how a buy and hold approach fared vs. a buy and sell approach.  This graph is located in Appendix A.  Opportunities to make money will always exist whether stocks go up, down, or even sideways.

Fact:  Money Management is the most important aspect of investing

While it is important to recognize trends and be prepared for change it is more important to understand to what extent each change will affect our bottom line.  What I am referring to is effective money management.  While most investors concentrate on when to buy or sell they miss the more important question of how much to buy or sell.  Investors concentrate on market timing out of the psychological desire to be right about the market.  Being right about the market is secondary to portfolio performance.  

Compare two investors; Trader A and Trader B.  Trader A bought 10 shares of Microsoft on their IPO date in 1986 at a split adjusted $0.20 and sold it in late 2000 at $100 for a profit of nearly $1000.  Trader B bought 100 shares of Microsoft in 1999 at $80 and sold in late 2000 at $100 a share for a profit of $2000.  While Trader A was brilliant in his market timing and stock selection Trader B made twice the amount of money in a tenth of the time through better money management techniques.  This is not to say that betting bigger is always better.  Quite the contrary.  This example simply points out the importance of money management over market timing.

Some of the world’s greatest investors have a success rate of only 25% yet post phenomenal returns year after year.  They are able to make that one successful trade pay for the other three losing trades and then some.  They are able to do so through effective money management rules.  They have detached from the need to be right.  Is it better to be right or rich?  You decide.

Fact:  Investing is a Business

Investing is a business and you should treat it as such.  If you were a store owner and one of your products was not selling, that is not fulfilling its expected return on investment, what would you do?  A successful store keeper would discontinue carrying that product and allocate his valuable shelf space to another better selling product.  While this would mean accepting a loss on that product, a successful store keeper would not mind knowing that if he were to keep carrying the products no one wanted he would soon be out of business.  The storekeeper would not keep the product on the shelf because he had some emotional tie to the product and he certainly wouldn’t buy more in the hopes that someday it will start to sell.  While this is a simple example it illustrates all the principles of successful investing; the ability to objectively view one’s portfolio holdings, to allocate one’s resources most effectively, to willfully take a loss, to remain unemotional, to continue to invest even after a loss, and to live to invest another day.

Investment Tips

Tip:  Start with solid performance

The cornerstone of any investment portfolio is a well diversified mix of assets.  This may consist of a broad mix of index funds, mutual funds, individual stocks, bonds, cash, or even real estate.  The more uncorrelated the better.  It has been said that diversification is the only free lunch on Wall Street.  It mitigates risk as performance, positive or negative, is not tied to one investment vehicle or idea.  This diversified portfolio should be set up with the supervision of a qualified professional.

Tip:  Above average returns should be sought with caution

Above average returns are usually accompanied by above average risks.  Therefore above average returns should only be sought after with risk capital, money you can afford to lose.  Attempting to beat the market should only be attempted after a significant accumulation of investing skill and by using a statistically robust backtested method.  The methods described below may not be suitable for all forms of investing and should be tested before applying to real markets with actual money.

Tip:  Develop a Method

A method or system can be anything that gives you an edge.  Methods that are not quantifiable can not give you a quantifiable edge.  Your method can be anything as simple as selecting only stocks with a certain fundamentals or as complex as a neural net stock price predictor.  Whatever you develop make sure it has a long track record of success.  To develop a method you must first think of what techniques make money in which type of markets and then how to tell what type of market you are in at any point in time.  For example shorting stocks in a falling market may be a good technique but how can one define if one is in a falling market?  How can one tell when the market is done falling?  How much capital should be risked to capitalize on this falling trend?  All these questions must be answered before placing a trade.

Tip:  Know Your Odds, Limit Your Loss

Upon entering a position you should always have a definite loss point.  This is a defined price where you know you have been proven wrong.  This point can be defined with a stop limit order left with your broker.  In this way you can be exposed only to a limited amount of loss while leaving your possible profit unlimited.  While the idea of limiting loss is obvious and remarkably easy to implement it is incredible how infrequently it is implemented among the investing public.  It seems it is easier to lament the losses of the past than it is to plan for and limit the losses of the future.  

Tip:  Think Systematically

Thinking systematically involves taking into account all factors over time.  For example you may think that setting a ¼ point stop loss is great because you only have a small loss but if you get stopped out 10 times more than a 1 point stop you aren’t doing yourself any favors.  You also must relate how much of your account to risk with any one stop, how many consecutive losses you can sustain at that risk level, what your average return is with your system, what your average loss is, etc.  

Tip:  It never ends

Attempting to master the markets is a complicated and time consuming endeavor.  Most everything you read or learn will be noise.  Entire industries are built around selling the hopes and dreams of easy riches in the marketplace.  There are no shortcuts, easy answers, or guaranteed profits but through a disciplined and systematic approach based on sound logic you can position yourself to beat the market.


