The Fear Trap
The #1 killer in stock market performance is Fear.  Certainly there are times to be negative in the stock market, but negativity and fearfulness are not the same.  A negative position comes from analyzing the situation and concluding that the probability of failure is greater than the probability of success.  Fearfulness causes rigidity and the desire to look backwards for certainty.  Fear also causes most individuals to seek the safety and comfort of a peer group, which, by definition, makes decisions in a slow and ponderous manner.  I don’t know anyone who ever described a great investor as rigid  and  backward-looking who was a slow and ponderous decision maker.

Three of our key fundamental beliefs are:

· The stock market is a forward-looking discounting mechanism that rewards early-adopters.

· Due to ever-increasing productivity, the stock market is a long-term winner’s game.  Viewed from a great distance, the long-term trend may look smooth, but the long term is composed of a series of major multi-year market cycles that all have the same five phases.

· The key to stock market performance is to be able to identify the five specific stages and make the proper portfolio moves for each specific stage.  Unfortunately, the news cycles which most investors and peer-groups rely on for their information and decision making process is one phase behind the market.  Our Five Stages is the antidote for the Fear Trap.
Each market cycle has five schematic stages: 

· The Base 

· Explosive Growth 

· Celebration 

· The Stall and 

· Look-out Below.  

By being able to identify the market’s current stage, you can increase your performance by being Lock-step with the market and avoid the all too frequent tendency to Buy-at-the-top and Sell-at-the-bottom.

Since the stock market is a forward-looking discounting mechanism, looking backwards almost always assures that the typical investor is one phase behind the market.  Being out of phase with any cycle tends to yield sub-optimum results.  In our opinion, the most rewarding analysis any investor can do is to be able to identify the correct stage of the market and invest accordingly.
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As the chart shows, the five stages of the market are: The Base, Explosive Growth, Celebration, The Stall, and Look-out Below.  Trying to define the various stages is not an exact science.  But it is generally true that Bull markets end with a Whimper and begin with a Bang.  We go into detail in the Appendix, but the key factors in each stage are:

· The Base: The stock market valuation is compelling and the economic/business news stops getting worse.  There are plenty of “doubting Thomases,” but stock prices either decline at a slower rate, are flat or begin to creep northward.  

· Explosive Growth:  This stage typically begins with a bang: a bang is two days in close proximity where the Advance/Decline ratio is 90% or better.  In the Explosive Growth Stage, the stock market valuation is very attractive and the market is roaring ahead.  Good news is rewarded disproportionately.  Particularly, at the beginning of the stage, there are many who think the lows need to be tested again.  All during this stage, there are economic problems.  At the end of this stage, the only bears left are the perma-bears.

· Celebration: The stock market’s valuation in this stage is attractive and sustainable.  The economic cycle and profit cycle are humming.  Good news is rewarded proportionately.  Virtually everybody is bullish and everybody has a maximum equity exposure.  Everybody is healthy, wealthy and wise.  Even the perma-bears are in hibernation.  The market moves ahead nicely but nowhere near the pace of the Explosive Growth Stage.  Towards the end of the Celebration Stage, you begin to hear ‘This time will be different.’

· The Stall:  In this stage, valuations are stretched.  To justify prices, the investment horizon must be extended further than the next twelve months.  Expectations are peaking and thus good news is not rewarded proportionally.  On the other hand, just a little bad news is treated disproportionately.  There is a feeling that this is ‘The Pause that Refreshes.’  The investors who missed the Explosive Growth phase are trying to play catch-up in this phase; whereas, the investors who are in synch with the market are lowering their equity exposure.

· Look-out Below:  The shift in stages between The Stall and Look-out Below happens gradually and is not easy to detect.  But, the odds of shifting from The Stall to the Look-out Below stage increase directly with the age of the bull market.  At the beginning of the Look-out Below Stage, nothing seems to be working.  A common refrain is: ‘I will sell, but I will sell on the bounce.’  Finally, the bad news is increasing and the market is down 20%.  At this point, the critical question becomes:  Is the news still getting worse and is the valuation compelling?  Until you can answer both parts of this question affirmatively, you are in the grips of a bear market.  The Bottom Stage has arrived when both parts of the above question can be answered in the affirmative.

We watch four cycles in detail to determine the appropriate stage: Valuation, Economic News, The Reaction to the News, and Investor Emotions.  The latter three cycles tend to be in the same stage at the same time.  The Valuation Cycle carries half the weight and the balance is split evenly between the other three cycles.  

Investment Implications:

The table below shows the five stages again.  However, this time the investment response by the ideal and the typical investor is included.  As the table clearly shows, the typical investor is one-stage behind the ideal investor.  This comes from the natural human desire to both be in the comfort of the crowd and take the easy way out by looking backwards rather than forward.  Warning: Being out of phase with the market may feel comfortable, but it is very harmful to your performance.  

Investment Implications by Investor Type

For Each Stock Market Stage

	Stage
	The Base
	Explosive
	Celebration
	The Stall
	Look-out

	
	
	Growth
	
	
	Below

	Investor Type
	
	
	
	
	

	Ideal
	Move to
	Maximum
	Maximum
	Move to
	Maximum

	
	Equities
	Equity
	Equity
	Bonds
	Bonds

	
	
	
	
	
	

	Typical
	Maximum
	Move to
	Maximum
	Maximum
	Move to

	
	Bonds
	Equities
	Equity
	Equity
	Bonds

	
	
	
	
	
	


Note: The Typical Investor is one Stage behind the Ideal Investor.
Caveats:  There are three major caveats:

· There are no flashing blue lights that tell you that you have just entered the next stage.  These are schematic stages with no precise beginning and ending. 

· With one exception, the market can slide backwards from one stage to another.  The exception is that the market rarely slides from Look-out Below back to The Stall.  Once the market has gone over the edge, the fall has almost always begun.

· The schematic chart makes it look like we are chartists.  We are anything but chartists.  In fact, we have created a Random Chart Generator that is driven by a random number generator.  The Random Chart Generator can generate charts as fast as you want to generate them.  Interestingly, every so-called “predictive” chart pattern that the chartists use as a forecasting omen is generated by the random number generator.  If “predictive” chart patterns can be generated by a random number generator, we strongly doubt that “predictive” chart patterns are significant.  If you would like a copy of our Random Chart Generator, just email us at SkipWells@Verizon.net.

How do you know if you are in-synch with the market?

1. The market is behaving as you think it should be behaving, particularly with respect to how the market reacts to news.  Other than losing money, investor’s are most frustrated by the market’s seemingly irrational response to news: sometimes good news is handsomely rewarded and sometimes good news has no effect; similarly sometimes bad news has no effect and sometimes just a little bad news will kill a stock.  This conundrum is solved by knowing the market’s stage.

2. With the exception of the Celebration stage when everyone is bullish, you should feel a little fearful because you have a different opinion than the crowd.  This is unsettling but Okay; it is the price you must pay to be an early-adopter.

We can think of no more powerful exercise to enhance your performance than trying to understand the market’s various stages.  It is not always easy and it is not always precise.  But you will be miles ahead if you just know if the current market is closer to the beginning or the end of the market cycle.  And you will be many miles ahead if you are consistently in-phase with the market.
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