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Introduction

x"or most of us, the task of beat-
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.
Decisions 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
consistent 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 else who might promise us instant grati-
fication, but all the market knowledge in the world will be
useless 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 pages will not guarantee success. For that, you will need ex-
perience in the marketplace, especially the experience of losing.

ability

imbalance



INTRODUCTION

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 is to be
welcomed because it teaches us much more than success. The
world's best traders and Investors know that to be successful
they must also 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 still 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-
cial 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
äs 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 äs 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 business
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endeavor. As such, it should be treated äs an enterprise that is
slowly and steadily built up through hard work and careful
planning and not äs a rapid road to easy riches.

People make investment decisions involving thousands of
dollars on a whim or on a simple 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, äs
much äs 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 äs everyone eise, you are doomed
to fall into the same traps, but if you can rise above 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, clarif ication of some important matters seems
appropriate. Throughout the book, I have referred to traders and
Investors with the male pronoun. This is 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 sellers. Most 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. Conversely, their



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

Part III 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 also 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 so, I have compiled those guidelines fol-
lowed by eminent individuals. While each set of rules is unique,
you will see that a common thread r uns through all of them.
This theme may be summarized äs follows: Adopt a methodol-
ogy, master your emotions, 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. I hope that it
can work for you äs well. All that is needed is your commitment
to carry it out.

PartI

KNOWING
YOURSELF



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 is no 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 most logical of analyses from time to time.
Garfield Drew, the noted market commentator and technician,
wrote in the 1940s, "Stocks do not seil 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



KNOWING YOURSELF

the next? Market prices are essentially 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 also 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 plans to
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 äs 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 almost 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. Conversely, 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 psychological 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 äs a testament to their triumphs.

The false "Holy Grail" concept appears in many forms; we
will consider 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. This is
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 äs wrong
äs the rest of us.

It is always 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 I have been so 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, äs a financial expert, say
that the Dow-Jones average will reach 3,500 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 always the possibility of
hedging your bets or making a prognostication that can't be
questioned 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 a long delay. Let's take a look at a few forecasts. Just before
the 1929 stock market crash, Yale 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 also reportedly said, "Mr. Hoover
knows äs 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 I 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 äs 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, "I 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 Depression
lasted for several more years. Perhaps the most astonishing
quote comes from Reed Smoot, 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 decisions. 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 individual 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 1-1 U.S. Stock Market 1927-1932. Source: Pring Market Review.

you find yourself blindly following the views of a particular indi-
vidual äs 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 simultaneously. This solution is even worse
because experts äs a group are almost 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 äs bonds, currencies, or
commodities, the results would be similar. At f irst glance, it may
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Figure 1-2 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 deliver 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 consis-
tency needed to qualify äs the Holy Grail.

The Myth of the Perfect Indicator

It is almost impossible to flip through the financial pages of any
magazine or newspaper without coming across an advertisement


