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INTRODUCTION

l am going to begin this book with a promise.

[ believe that most readers of this book will be able to com-
plete it within two to three weeks. This work has been pur-
posely left short of philosophy, fluff, and filler. Its content is
dense with instruction, theoretical and actual performance
results, tactics, and strategies that you can employ immediately.

If you do your part—that is, to complete the reading and to
work through the examples within—you will emerge from the
process with all the information you should need to become a
savvy and highly successful investor for years to come.

You will learn to recognize when stocks should be bought,
when they should be held, and when they should be sold.

The Weekly Market Power Gauge

You will learn readily followed, easy-to-understand, and
efficient stock market indicators associated with general levels
of interest rates that will help you identify those periods when
stocks are very likely to advance in price, when they are only
just likely to advance in price, when you might just as well stay
home, and when staying home with your capital is likely to be
an excellent idea.

You will also learn an indicator that is designed to identify,
by just one weekly indicator of stock market performance, the
time when prices are likely to continue to rise for weeks—often
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even for months—uwith a high probability of accuracy. The best
gains in the stock market occur when this indicator is in effect.
At other times, gains tend to be more limited.

The combination of these indicators may be taken to reflect
the Weekly Market Power Gauge. When the gauge is indicat-
ing unanimous strength in the indicators you follow, the odds
very heavily favor being in stocks. Low readings in the gauge
suggest caution.

In other words, you will learn how and when to put the
probabilities on your side—to invest when risks are the least and
to recognize when risks are the greatest.

You will also learn how to build your stock portfolio—what
to buy and what not to buy—and how to blend the components
of your portfolio in such a way that the whole is better per-
forming than the average of its parts, as well as how to select
mutual funds and exchange traded funds that are most likely to
outperform the average stock, fund, or exchange-traded fund.

| cannot promise profit on each and every trade. | can prom-
ise, however, that you will have put at your own disposal, the
ability to invest objectively, to invest with a plan and strategy,
and to invest, over the long term, very successfully.

Demystifying the Process of Investing...

If you are reading this book, there is a good chance that you
at least occasionally tune in to those television programs on
CNBC, Bloomberg, or elsewhere that feature up-to-the-minute
stock market reports, intermixed with streams of market
experts—with sometimes up to four or even six heads at a time,
and usually with a bullish bias—who agree or disagree regarding
prospects for the stock market, near and long term.
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Given the constraints of television time, experts are pro-
vided with one or perhaps a few minutes to succinctly stake out
their positions. For the most part, Wall Street pundits tend to be
optimistic—particularly corporate representatives, who, natu-
rally, have their own stakes in expressing optimism regarding
their own industries or companies, or executives of mutual
funds, who are most unlikely to advise investors to bail out of
the stock market.

Still, you might wonder—with all those computers available,
with all those financial and technical wizards in-house, and with
all that research data at hand—why so few market forecasts are
in agreement, and to the extent that they are, it is usually to the
effect that what has been happening in the marketplace is what
will continue to happen.

Perhaps there are too many experts, too much information,
too many indicators—much of which is contradictory—and too
much implied need to predict what may happen in the future
rather than to simply respond to what is taking place in the pres-
ent. You will be learning just a few indicators: tools and tech-
niques by which you can track the stock market—not by
forecasting weeks, months, or years ahead, but simply by being
able to recognize when it is time to hop aboard the train, as well
as recognizing when it is time to exit the party.

The tools that you will learn are the basic tools that
| employ to manage my own and my clients’ money.

Money is serious business. Other people’s money is even
more serious. If you know your clients personally, the way my
company tries to know its clients, you know the importance of
accumulating for the time when you can no longer work, you
understand the seriousness of late-life illness when cash on hand
is insufficient for medical expenses, and you learn the impact of
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[, my son, and our staff take investing very seriously. | have
personally spent a good part of my lifetime studying, research-
ing, and testing methods by which investment results may be
improved. You will be learning strategies by which large amounts
of actual clients’ money—and my own—are being invested.

This is not a large book. | have written it to be a serious
book.

| promised a brief but useful work.

Let's cut to the chase.

Gerald Appel
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PROLOGUE

A Signal for a New Bull Market Is Given...

The time is September 6, 2002. The stock market is in
the final throes of one of the most vicious bear markets in his-
tory—a bear market that has already taken the Standard &
Poor’s Index down by 47% from its early 2000 peak levels, and
which has lopped 77% from the Nasdagq Composite Index.

Pessimism is rampant. Investors have seen serious damage
done to their personal savings, to their retirement plans, and to
their asset base in general. Many mutual funds have shut down
or merged. A war with Irag looms on the horizon, adding to the
general uncertainty.

However, two indicators—indicators that measure the
value of stocks compared to the values of alternative invest-
ments—iflash the all-clear signals that the time has come to
enter into the stock market with full force; signals that stocks
are once again bargains; signals to buy and to buy now!

And, as matters turned out, these proved to be very
timely signals, indeed. The buy signals that these two indi-
cators produced on September 6, 2002, were followed by a
market advance that did not come to an end until October 9,
2007. At that time, the Standard & Poor’s 500 Index had risen
from 893.92 to 1565.15—a gain of 671 points or 75.1%.

However, by July 13, 2007, three months before the final
peak, trouble had begun to appear on Wall Street. A rash of
defaults in the mortgage industry had spread to financial institu-
tions across the globe as it became apparent that lenders had
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extended far too much credit to far too many borrowers who did
not have the capacity to repay. As the financial community reeled,
losses mounting as a result of a rash of defaults—with major insti-
tutions, such as Citicorp, ultimately losing half their value—the
stock market turned down, losing 9.4% in just four weeks.

What were the indicators that had placed investors into the
stock market in 2002 suggesting at this juncture? They stead-
fastly retained their bullish status, maintaining their favorable
outlook throughout the July—August 2007 decline. This opti-
mism was rewarded as the Standard & Poor’s 500 Index recov-
ered to new highs on October 9, less than two months after the
lows of August.

The past history of these “value indicators” had been
marked by stock market declines of up to 17%, even while their
status remained favorable. These measures of stock market
value were not designed for in-and-out trading but rather to
alert investors as to when stocks represented or no longer rep-
resented favorable value. History has shown that when stocks
are still “inexpensive,” market declines do not last for very long.

Following the October recovery, which brought many pop-
ular market indices to new all-time highs, pessimism quickly
returned, with subsequent market declines reaching the area of
18% in January 2008—still barely within but threatening to vio-
late past boundaries of risk.

However, stocks DID recover, after one final dip in March,
reclaiming by mid-May most of the losses taken at the start of
the year.

As matters had turned out, the stock market had found sup-
port within the normal range of market fluctuation implied by
the indicator set that had called, with such accuracy, the end of
the bear market, and had kept its followers in stocks all through
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the 2002—2008 period. These indicators had been bent by the
“sub-prime credit crisis.” However, they did not break.

The two indicators that measure stock market value have
been combined into one key indicator: the “Twin Bond—Stock
Valuation Model,” which has been generating accurate signals
since 1981. You will learn in this book all you need to know to
assess the stock market by way of this timing model so that
you, too, can identify key market turning points of the sort that
took place during September 2002.

Please join me as we explore the procedures involved.

Gerald Appel
July 2008
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CHAPTER 1

YOUR BASIC INVESTMENT STRATEGY

Successful investment in the stock market involves a
major decision: what to buy.

Should you buy individual stocks, mutual funds, or
exchange traded funds (ETFs—recently developed hybrids of
stocks and mutual funds)? Should you be investing in domestic
stocks, in stocks and/or mutual funds that represent markets
overseas, in large company issues, in smaller company issues, in
technology companies, or in higher-yielding financial corpora-
tions? And, even more difficult—which stocks, which mutual
funds, or which ETFs should you consider?

These decisions sound complicated—but, luckily, there are
strategies that you will learn that should almost certainly,
almost automatically, put your capital in the right place at the
right time, including cash when general stock market conditions
are unlikely to favor the ownership of stocks. These strate-
gies—which are not complicated to apply—are discussed in
the final portions of this book.

Although the selection of your individual investment hold-
ings is of significance, of probably more significance is the gen-
eral direction of the various stock markets—domestic and
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foreign—in which you might invest. For the most part, when
the stock market as a whole is strong, the average stock is likely
to rise in price, particularly if you invest via broadly based
mutual funds, which are more likely to represent the “stock
market” than individual stocks.

In other words, if you invest only during periods of generally
rising stock prices, the odds are going to be heavily on your side
that you will outperform the general stock market—all the more
so if you apply successful techniques for the selection of your
investments. If'you place all or at least a significant amount of your
investrment capital on the sidelines—earning safe interest flows—
during periods of market uncertainty or weakness, you will be able
to reduce risk and preserve your capital while other investors are
achieving only minimal gains or actually taking losses.

[ will show you, in the first section of this book, some sim-
ple but highly effective techniques for assessing the likely
strength of the stock market that have, over more than a quar-
ter of a century, proven to be successful in determining when
stocks have represented good investments and when it has been
safer to just maintain cash positions.

Believe it or not, you should be able to maintain and to
apply these market-timing techniques that will show you
when to be invested, as well as those strategies for picking the
best places in which to invest, in probably less than one or two
hours per week.
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Your Basic Investment Strategy 3

The Best and Worst Mindsets for Profitable
Investing

Let’s consider some of the mindsets that investors fall into
that really work against making money in the investment
markets—mindsets that you do not want to have.

Paying Too Much Attention to What the
“Experts” Are Saying

The simple fact of the matter is that market newsletters,
financial columnists, and guests on television financial news-
casts tend to frequently contradict each other, frequently follow
rather than lead the stock and bond markets in their outlooks,
and tend to be wrong when, as a group, they are overwhelm-
ingly either bullish or bearish relating to the stock market.

Relatively few stock market advisory letters have had histo-
ries of actually outperforming buy-and-hold strategies in real-
time investing. For that matter, the majority of mutual funds
have not succeeded in this regard as well.

You should keep in mind that the stock market tends to dis-
count news, rising and/or falling not in response to news that has
already been released but rather to news that savvy investors
anticipate being released in the near or long-term future. By the
time magazines, television, radio, and the web have already
started to promote a particular issue or market sector—generally
after large gains have already been achieved in these areas—it is
too late to take safe positions.

Remember: The financial press is usually the most bearish

at or near market bottoms and the most bullish at or near
market tops.
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Chasing After the Hottest Issues

The largest losses in the stock market are often seen in
the hottest issues, and many investors take excess risks in un-
diversified portfolios of such issues.

For example, many investors who loaded up on hot tech-
nology stocks during late 1998-1999, often on margin, incurred
extreme losses as the NASDAQ Composite Index declined by
more than 77% during the subsequent bear market.

This book offers some excellent strategies for assembling
diversified portfolios of investments that are likely to outper-
form without involving the highest amount of risks. Greed is not
necessarily good. Gain with a minimum of pain is very, very
good.

Needing to Be in the Game All the Time

As they say among poker players, “there is a time to hold
and a time to fold 'em.”

Stocks show very nice rates of return about 50% of the
time—definitely times to hold them.

Stocks show more indifferent rates of return about 30% of
the time. You can probably hold some stronger industry groups
or issues, but risks are generally too high to warrant remaining
fully invested.

Stocks show losses about 20% of the time. Losses are not
always severe, but risks can be very high. These are good peri-
ods to move into large or fully cash positions. You may miss the
action, good or bad, but even if tracking the stock market is
something you enjoy, wait until the market climate turns more
positive.

And finally. . ..
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Needing to Be “Right” All the Time

Investors hate to “feel wrong” and love to “feel right.”

As a result, many—probably most—market traders tend to
sell profitable stocks too soon because it is fun to cash in prof-
itable trades and to hold onto unprofitable stocks too long—and
it is not fun to accept the fact that you have taken a loss (being
“wrong”). Market traders often have problems selling stocks
that have backed off from their highs because they feel that
they cannot sell at a stock below a price that they might have
secured in the past. (“T'll sell when it gets back to its best price.”)

The fear of being wrong often blocks investors from taking
any investment action at all.

You will learn totally objective stock market indicators that
have had a history of producing profitable trades a high per-
centage of the time—not all the time, but a high percentage of
the time.

If you follow these indicators, it does not mean that you
have been “wrong” when losing trades do occur. You will have
been right in following an approach that provides favorable
probabilities, but not perfection. Some losses are to be
expected. It does not mean that your investment strategies
have been wrong. It simply means that even the best strategies
do not always produce perfect performance.

You will have committed no crime in following an objective
strategy, even if some losses are taken. If'you can overcome the
fears of losing and the fears of being “out” of it, should the stock
market rise unexpectedly, and simply follow the timing models
you will be learning, then you are likely to perform very well
over the long run.
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CHAPTER 2

BOND-STOCK VALUATION MODELS—
A KEY MARKET FORECASTING TooL

Stock market analysts have expended countless hours—
as well as countless dollars—in the quest for market forecasting
tools and indicators, to predict the direction of stock prices.

However, indicators often contradict each other, or involve
parameters that have to be modified at frequent intervals to
reflect changes in market behavior. For example, it was believed
during the 1970s that the stock market would be very likely to
turn into a major bear market during times when average divi-
dend payouts for stocks, represented in indices such as the
Standard & Poor’s 500 Index of major companies, declined to
below 3.0%, or when price/earnings ratios (prices of shares
divided by corporate profit per share) exceeded 20—that is,
when investors had to pay $20 or more in share price for every
$1 in earnings (profit) earned by companies.

In actuality, however, the stock market—if" evaluated by
these parameters—would have entered into a bear market by
mid-1995, instead of rising to levels during 1999—2000 when
shares were selling at approximately 46 times earnings, and div-
idend yields for the Standard & Poor’s 500 Index were declining
to approximately 1%.
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The Search for Something Simple, Useful,
and Stable

Both as an individual investor and as an investor of client
capital, | (and my research staff) have been actively involved in
the search for ideal stock market timing tools. In the process, |
have developed many timing models of my own, and | have
learned much from other students of the stock market, who
have been good enough to share their knowledge with the
public—including competitors such as myself.

| have come to a number of conclusions over the years.

Simple Is Better

For one, the simpler the market timing tool, the more likely
it is to be successful. For various reasons, the more complicated
the timing device, the less it is readily interpreted and the less it
remains consistent in its performance.

Changes in Market Behavior Take Place

The stock market has changed its behavior in many ways
over the years, perhaps as a result of large increases in trading
volume, increased communication of information to the invest-
ing public, the greater computer power available for market
analyses, and a higher level of investor sophistication. Market
reactions to news events have become more immediate. Price
movements that used to take days have become more intense
and immediate. Market indicators have been modified again and
again.

The task at hand is to identify useful stock market
forecasting tools that have the ability to reliably, if not

perfectly, identify those periods when stocks are rela-
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other forms of investment (good times to buy), and
when stocks are relatively expensive compared to other
forms of investments, such as bonds (good times to
maintain smaller percentages of assets in stocks).

If stocks are the best-valued form of investment around,
that's where you want to put your money. If stocks are priced
too high, risks increase, and your money is better placed else-
where.

These relationships are the key to a set of excellent market
timing indicators—indicators that are simple to maintain, that
have functioned well (if not perfectly) for more than a quarter
of a century, and whose premises are quite logical.

We recommend two variations of these indicators: the Bond-

Stock Valuation Models.

Bond-Stock Valuation Models

Bond-Stock Valuation Models are indicators that, by com-
paring certain forms of return to investors from the bond and
stock markets, provide a highly reliable gauge as to whether
stocks or bonds represent the more favorable value for
investors.

Historically, stocks have performed extremely well when
earnings yields from stocks (covered later in the chapter) have
compared favorably to interest returns available from govern-
ment and medium-grade corporate bonds. Stocks have, histori-
cally, shown average performance during periods when bonds
and stocks reflect equal value. On the other side, stocks have
shown poor performance—Ilosses on balance—when bonds
have represented superior value. Investor capital moves from
equities to investments that provide greater rates of return.
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10 Beat the Market

This class of indicator is probably most of what you need to
know to successfully decide when and when not to accept risks
inherent in investing in the stock market. However, as an added
bonus, | will also provide an ancillary indicator, the “Weekly
Breadth Model,” which improves the performance of even the
excellent Bond-Stock Valuation Models alone.

Consider some of the characteristics of the most useful
stock market forecasting tools and then ask whether Bond-
Stock Valuation Models meet the required criteria.

Desirable Qualities of Bond-Stock Valuation
Models

Time Stability

In contrast to the indictors whose parameters have changed
over the years, key indicators that | am recommending have
functioned well in terms of  their current parameters since 1981.
This does not mean that the behavior of these indicators will
necessarily be fixed for all time, but it does imply that as market-
timing tools, they have been more stable than most.

Simplicity
The principles underlying this class of indicator are simple—
no complicated mathematical prestidigitation are required.

Usefulness

Bullish zones are when most good things happen in the stock
market. Prices rise in the most consistent way. Prices rarely
decline seriously, and when they do decline for a few weeks—
give or take—they tend to rebound quickly. More stocks tend
to rise in price than to fall. Bullish zones are where most of the
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money is made in the stock market, and the least money is lost.
These are the times when you should take your largest invested
positions.

Neutral zones are periods when stocks show on average
moderate gains, and sometimes serious losses. On balance, neu-
tral zones produce favorable results for investors in the stock
market, but not all that much more than money market funds.
These are periods during which most investors should remove
at least some capital from the stock market.

Bearish zones are when most bad things happen in the stock
market. Prices tend to decline—sometimes seriously, some-
times moderately—and this is when your capital is likely to be
better off in cash or in the safe haven of money market funds.

[ will show you some excellent and efficient procedures by
which you can determine whether bullish, neutral, or bearish
conditions are in effect. In the process, we will review consid-
erable past performance data, which will help you to maintain
and to follow the direction of the indicators.

You will need to track only four readily available ingredients
of your Bond-Stock Valuation timing models. These are defined
next.

The Earnings Yield of the Standard & Poor’s
500 Index

The total annual earnings of a corporation represent the net
profit achieved each year from sales and other operations after
costs and expenses are deducted. Growth companies employ
profits for research, acquisitions, and expanded facilities and
locations. Established, value-oriented companies are more
inclined to provide dividend payouts to shareholders. Either
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the form of dividends or growth of corporate assets and market
share or both.

The price/earnings ratio represents the amount of dollars in
share value of the corporation required required by shareholders
to receive one dollar of earnings. For example, suppose that
Corporation XYZ shows a profit of $1 million and that the com-
pany has 500,000 shares outstanding. If we divide the $1 million
profit by the 500,000 shares outstanding, there are $2 in earn-
ings (or profit) for every share outstanding.

The question now is how much capital do shareholders
have to invest in each share they own to secure $1 of corporate
earnings? Suppose that the shares of Corporation XYZ trade at
$50 per share. If you divide the price of each XYZ share, $50,
by the amount of earnings per share, $2, the ratio of price to
earnings is 25 ($50 price/$2 earnings per share). This is the
price/earnings ratio.

Price/earnings ratios are considered to be significant by mar-
ket analysts. Historically, shares of companies in the Standard &
Poor's 500 have traded at an average price/earnings ratio of
between 13 and 17, and in recent years, this is somewhat higher.
As a general rule, the Standard & Poor’s 500 is considered rela-
tively expensive if investors have to pay more than $20 for each
dollar of earnings, and relatively inexpensive below $13-$15, but
there are other considerations involved. Corporations whose
earnings are rising rapidly command higher price/earnings ratios
than corporations with more stable earnings.

Where to Find Current Price/Earnings Ratios

Weekly data for the most recent 12-month price/earnings
ratios for the Standard & Poor’s 500 Index may be found in
Barron's Financial Weekly in the “Market Laboratory” section,

abcBourselr ¥ @abcBourselir


http://abcbourse.ir/

Bond-Stock Valuation Models—A Key Market Forecasting Tool 13

Monthly readings can also be found on the Internet at http://
www?2.standardandpoors.com/spf/xls/index/sp500
pe_ratio.xls.

Trailing Price/Earnings Ratios and Forward
Price/Earnings Ratios

Market analysts report two variations of price/earnings
ratios of stocks, as follows

» Trailing ratios refer to ratios calculated on corporate earn-
ings already achieved. These ratios reflect the most recent
twelve-month profits recorded and reported to the public.

m Forward ratios refer to calculations that employ current
share price, coupled with assumptions of projected corpo-
rate earnings levels in the year ahead. Forward estimates
often are overly optimistic, so forward price/earnings
ratios tend to be lower than trailing ratios. Analysts who
employ variations of the Bond-Stock Valuation Model
tend to use forward price/earnings ratios in their calcula-
tions. | recommend the use of trailing or actual (already
reported) earnings in the Bond-Stock Valuation market
indicators.

There is one final calculation regarding the earnings compo-
nent of Bond-Stock Valuation Models. This is the earnings
yield, which is discussed next.

The Earnings Yield

Before examining the bond-related components of Bond-
Stock Valuation Models, you need to make an additional calcu-
lation that enables you to make direct comparisons between
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The earnings yield relates earnings per share to share price
in a manner that is comparable to the usual ways of stating rates
of return from bond ownership.

For example, to find the current yield from a bond, divide
the annual dollar payout of interest by the current price of the
bond. For example, if a bond, selling at $1,000 (par), pays $50
per year in interest, its yield is 5% ($50 yield divided by $1,000
price = .05 or 5%).

If a stock earns $2 per year and has a price of $50 per share,
divide 2 by 50 to secure the earnings vyield, which is 4% (2
divided by 50 = .04 or 4%). This is simply the inverse of the
price/earnings ratio, which is 25 in this example. A bond's cur-
rent yield consists only of interest payments. A stock’s current
yield is the profit of the company, much of which may not
directly accrue immediately to shareholders, but which does
add to the value of their investment.

Investments to Be Compared

To Represent the Stock Market

Employ the 12-month trailing earnings yield of the Standard
& Poor's 500 Index, which is readily available. Barron's Financial
Weekly reports earnings yields and price/earnings ratios. For
example, in the November 5, 2007 issue, in the “Market
Laboratory” section, “Indices’ P/Es and vyields,” the price/
earnings ratio for the Standard & Poor’s 500 Index was 17.80,
and the earnings yield was 5.63%.

To Represent the Bond Markets

For the bond-stock comparison of income return and value,
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investment grade) bond index to compare to the Standard &
Poor’s 500 Index earnings yield each week.

The rated investment-grade quality of these bonds (Baa) is
the lowest investment grade (not speculative, but not the very
highest quality), similar to the average quality ratings of stocks
in the Standard & Poor’s 500 Index. Because these bonds are
lower grade than risk-free U.S. Government issues, their yields
tend to be higher since investors do have to be rewarded for the
extra risk the lower grade bonds involve.

The vyield data for bonds is listed in Barrons Financial
Weekly, in the “Market Laboratory” section, among other publi-
cations, and also at http://www.federalreserve.gov/releases/
HI5.

Look for the column headed by “week ending.” Scroll down
until you reach the weekly reading for Baa bonds. VWeekly data
works well—you will have to check just once each week.
Historical data is also available at the site.

(For another bond-stock comparison, we will employ the
average of yields of 90-day treasury bills and 10-year treasury
notes. These reflect relationships between yields available from
U.S. Government income instruments and yields of the

Standard & Poor’s 500 Index.)

The General Concept of Bond-Stock
Valuation Models
The stock market tends to perform best when interest rates

are declining or are expected to decline and tends to perform
worst when interest rates are high and still rising.
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Interest rates tend to decline when 1) economic activity is
contracting, and there is less demand for loans; 2) there is low
inflation; and 3) the Federal Reserve Board adjusts credit policy
to make it easier for businesses to borrow in order to stimulate
the economy. Bull markets often start during periods when the
economy is still relatively weak, but when investors believe bet-
ter days will come.

Interest rates tend to strongly rise during periods of eco-
nomic expansion, which are also often marked by higher rates
of inflation—borrowers have to pay more for credit. Savvy
investors foresee slowdowns in the economy as a result of rising
interest rates and sell stocks before the general public perceives
the forthcoming change in trend.

[t is often best to buy stocks following periods of economic
weakness and sell when the economy has been favorable for
many, many months. Bear markets generally end and bull
markets begin during periods when bad news prevails
and the public and media are most pessimistic. Bull mar-
kets tend to end when good news prevails and the pub-
lic and media are most optimistic. Try to operate against
the crowd when the crowd is nearly unanimous.

Lower interest rates encourage the economy, and higher
interest rates discourage economic growth.

Money Goes Where It Is Best Treated

Flows of capital are most likely to move in the direction of
the best reward, to places in which the money is best treated.

Stocks generally provide lower current income flows than
bonds, which offer less opportunity for capital growth and,
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especially in the case of government bonds, are intrinsically
safer. However, there are times when stocks, via their earnings
yields, provide income returns competitive with bond yields, and
sometimes even higher. When returns from stocks are high in
comparison to bonds, investors are likely to place capital in
stocks—the odds are very strong that stocks will then advance
in price. When returns from stocks are low in comparison to

bonds, investors are more likely to sell stocks and to move into
bonds.

Bond-Stock Valuation Models define whether current rela-
tionships are bullish, neutral, or bearish for stocks.'

Interest Rate Relationships and Past
Performance

Next, examine the relationships between bond interest and
stock earnings yields and risk. For this, use the differences in
return between Moody's average Baa bond yield and the trail-
ing Standard & Poor’s 500 Index earnings yield.

Figure 2.1 uses the upper and the lowest scales to show the
relationships between Moody's Baa bond vyields, the earnings
yields of the Standard & Poor’s 500 Index, and the price move-
ment of the Standard & Poor’s 500 Index.

I. A bond/stock model based upon the relationship of 10-year treasury bonds
and forward-earning yields was originated in 1992 by Ed Yardini, an econo-
mist, and is known as the “Fed Model.” My own variants of the Bond-Stock
Valuation Model also draw from suggestions made by Ned Davis Research,
Inc., a source of many useful market indicators and concepts.
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The chart shows the differentials between Moody's Average Baa bond yields
and the earnings yields of the Standard & Poor’s 500 Index, from 1981-2007.
On October 30, 2007, the Baa bond yields were 6.39%; the S & P 500 earn-
ings yield was 5.51%. The differential was only .88% (6.39% minus 5.51%), a
bullish differential. (Source: Ned Davis Research, Inc.)

Figure 2.1

Spreads between Baa bond yields and Standard & Poor’s 500
earnings yields

The lowest scale on the chart divides the differential into
three sectors, discussed next.
Bearish Zones

The upper sector on the scale (differential greater than
4.6%) shows that bond vyields are greater than stock earnings
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yields by a larger-than-average degree. This is a bearish implica-
tion for the stock market because capital receives above-
average returns from bonds in comparison to stocks.

The bearish position of these differentials are notable during
mid-1983, mid-1987, 1992, 1999, and early 2002—periods with
either limited gains in the stock market or losses, at times
severe. Such bearish periods have taken place 23.7% of the
time. The Standard & Poor’s 500 Index has had an average
decline of 1.8% during these periods.

The stock market advances slightly more than 50% of the
time, even while bearish signals are generated by the Baa Bond-
Stock Valuation Model. However, gains, when they do occur,
tend to be moderate. Losses, when they occur, have been more
than 2/ times the size of gains. The Standard & Poor’s 500
Index has reported average declines of 1.8% during periods
when bearish signals are rendered.

Neutral Zones

The middle sector (differential between 3.4% and 4.6%)
represents neutral periods. Although prices tend to rise during
such periods, risks have been high.

Stocks have tended to advance during neutral periods of
Baa Bond-Stock Valuation, at an average rate of 10.7% per
year. However, some market declines have taken place while
relationships have stood in this zone. The mid-zone of differen-
tials between Baa bond yields and earnings vyields of the
Standard & Poor’s 500 occurred 39.3% of the time. This is a
somewhat bullish zone that has shown profitable results, as well
as some losses over the years.
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Bullish Zones

The lowest area of Figure 2.1 shows periods when the dif-
ferentials between Baa bond yields and earnings yields of the
Standard & Poor's 500 Index have been equal to or below
3.4%. These are the periods when stocks are priced at bargain
levels in comparison to bonds. The best rates of return are from
stocks at such times.

Stocks have performed well during periods when Baa bond
yields were low in comparison to Standard & Poor’s earnings
yields. During these bullish periods, which occurred 37% of the
time between 1981 and 2007, the New York Stock Exchange
Index advanced at a rate of 20.4% per year. The same Index
gained 9.6% per year, including all periods shown on the chart.
74.2% of this gain was recorded during the 37% of the
time that the Baa bond yield — Standard & Poor’s Index
500 earnings yield differential was most bullish.

Baa bond yield—Standard & Poor’s Index 500 earnings
yield relationships remained bullish from 2003 to the end of
2007 (the time of this writing), supporting the advancing stock
market. This model had correctly predicted more than four
years of bull market profit with no serious declines.

If you had done nothing but invest only in the most bullish
bond/stock periods, you would have been in the market only
37% of the time, but you would have secured 74.2% of the
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gains achieved by the Standard & Poor’s 500 Index secured by
buy-and-hold investors. At the worst, you would have incurred
maximum loss from highest to lowest level of portfolio value of
just 11.1%, occurring in August 2007. (Author’s note:
Drawdowns did briefly increase to above these levels during the
first months of 2008, even as the favorable gap between
Standard & Poor’s Index 500 earnings, and yields of Baa bonds,
became the greatest since the mid-1980s.)

Drawdown—Iloss between highest to lowest value—
is a significant measure of market risk, and analysis of it
should be considered in the formulations of your invest-
ment plan.

Maximum drawdown is the maximum loss that an invest-
ment incurs, or the true measure of risk. If an investment has
lost 15% in the past, that is also possible in the future. A maxi-
mum drawdown of as little as 15%—17% is very low for owner-
ship of stocks. Maximum historical drawdowns have been as
high as 47% for the Standard & Poor’s 500 Index and 77% for
the NASDAQ Composite Index. Drawdown levels while the
indicator was most bullish bolster the significance of the Baa
Bond-Stock Valuation Model.

Table 2.1 further illustrates the Bond-Stock Valuation
Model’s ability to discriminate between favorable and unfavor-
able stock market periods.
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TABLE 2.1
Comparisons of Baa Bond Yields/Standard & Poor’s Index 500 Earnings and Stock Price Movement

(44

1981-2007
Comparisons Based on Performance of the
New York Stock Exchange Index

Bond Yield Number of Profitable Avg. Unprofitable Avg. Avg. Result Percent
Minus S & P Periods Periods Gain Periods Loss All Periods  Invested
Yield

Less than or equal 30 26 (86.7%) +8.7% 4 (13.3%) —2.1% +7.26% 36.96%
to 3.4%

Between 3.4% 51 29 (56.9%) +6.9% 22 (43.1%) -3.3% +2.52% 39.31%
and 4.6%

Greater than 4.6% 21 11( 52.4%) +2.7% 10 (47.6%) -6.8% -1.82% 23.72%

Note: These results are based on the assumption that traders enter and exit positions on the first trading days (usually Mondays)
following the last trading days (usually Friday) of the previous week.

Note: Although the Baa Bond/Stock Indicator is based on relationships between yields of Baa bonds and earnings yields of the
Standard & Poor’s 500 Index, this example is based on the New York Stock Exchange Index. This is a weighted average of all
stocks traded on the N'YSE, representing a broader spectrum of stocks than the Standard & Poor’s 500 Index and reflecting the
performance of the average mutual fund.
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Further Observations

There were 30 periods between 1981-2007 when the Baa
Bond-Stock Valuation Model was most bullish.

Prices rose during 26 (86.7%) of those 30 periods, with
gains averaging 8.7 1% per rising period. If you had been invested
in the Standard & Poor’s 500 Index during all periods when the
indicator was favorably positioned, the odds were 9:1 that your
investments would have been profitable.

Prices declined during four (13.3%) of 30 periods, with
losses averaging 2.1% per losing period.

Further Evidence

The most bullish zones produced single-entry profits of

24.2% (1988-1990), 64.7% (1994-1997), 8.4% (1997-1998),
and 65.5% (2003-2007). The best neutral zone profits were
21.7% (1982-1983), 55.8% (1985-1987), and 15.0%
(1998-1999). The best single-entry gain during bearish periods
was 12.5%, between 1983 and 1984.

There were no double-digit losses during the most bullish
conditions from the beginning to the completion of trades,
although there were double-digit interim drawdowns at times.

There were two double-digit losses during neutral periods:

—13.5% from 1981-1982, and —11.8% in 1998.

Bearish periods produced the two single-largest losses
between 1981 and 2007: —24.1% in 1987 and a loss of —20.0%
during 2002.

It definitely pays to buy in the most bullish zone, to
stay out of the most bearish zone, and to treat the neu-
tral zone with caution.
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Full trade-by-trade results appear in the appendix.

Chapter 3, “Government Bond Yields Compared to
Earnings Yields,” expands to a discussion of a second Bond-
Stock Valuation Model and shows a way to improve results of
either model by combining them into a Composite Bond-Stock
Valuation Model.
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CHAPTER 3

GOVERNMENT BOND YIELDS COMPARED
TO EARNINGS YIELDS

Improving Results by Adding a Second Bond-Stock
Valuation Model to Your Mix

ln Chapter 2, “Bond-Stock Valuation Models—A Key
Market Forecasting Tool,” you examined the first of two Bond-
Stock Valuation Models, which produced 27 years of positive

results.

The bonds employed in the first Bond-Stock Valuation Model
are the Baa corporate bonds, the lowest rank of investment-
grade corporate bonds. The income instruments employed in the
second model are the safest debt instruments in the United
States—a combination of 90-day U.S. treasury bills, whose yields
are averaged with the vyields of 10-year U.S. Government
Intermediate notes, both fully guaranteed by the U.S.
Government.

Implications of the Safety of Government
Instruments

As a general rule, the directions of interest rate movements
among classes of debt instruments—Baa bonds, treasury bills,
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and 10-year U.S. Government notes—are concurrent. Interest
payouts rise and fall in harmony. However, they sometimes
diverge. For example, during periods of economic uncertainty,
borderline-quality corporations may have to offer higher rates of
interest to secure credit; yields of Baa bonds may also increase.

During periods of economic uncertainty, investors may
want to move capital away from high risk to the most absolute
safety available: United States Treasury-guaranteed debt instru-
ments. When demand for these debt instruments increases,
their prices rise in the open market. Because interest coupon
rates are fixed, holders of government bonds benefit from
increases in value. Although the amount of interest dollars they
receive remains constant, their rate of return decreases. In addi-
tion, the U.S. government attracts investors to new bond issues
with lower yields. So during periods of uncertainty, yields of
government bonds frequently decline, while interest payout
requirements of lower- or borderline-grade corporate bonds
increase.

Ten-year treasury notes are considered safe if they are held
until maturity, ten years from issue, at which time the debt is
scheduled for full repayment. However, prices of these notes
fluctuate during their life as prevailing interest rates change.
Bond prices rise when prevailing interest rates decline. Bond
prices decline when prevailing interest rates rise. To the extent
that price fluctuations do occur over their life, ten-year treasury
notes carry greater risk than treasury bills.

Averaging Yields of Longer-Term Treasury
Notes and Shorter-Term Treasury Bills

The November 12, 2007, issue of Barrons Financial Weekly
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(90-day) treasury bills provided a coupon yield of 3.64%. On
the same page, under ‘Adjustable Mortgage Base Rates,” the
yield for 10-year treasury notes was reported at 4.39%. By
averaging 3.64% and 4.39, you can calculate the average yield:

4.015%.

Compare Earnings Yields from Stocks to
Interest Yields, This Time from the Highest
Grade of Government Income Issues

The first comparisons were between earnings yields of
stocks and Baa corporate bonds. Stocks represent superior
value to Baa bonds when those bonds provide a yield less than
3.4% greater than stocks. Baa bonds are better havens for cap-
ital when their yields rise to 4.6% above the yields of stocks.

Government debt instruments are higher quality
than Baa bonds and do not have to pay as much interest
to surpass the investment value of stocks.

Because 90-day treasury bills and 10-year treasury notes
carry virtually no long-term risk, but stocks do carry risk, a
portfolio of such debt instruments does not have to provide
much income to be a superior investment.

Prospects are favorable for stocks when the earnings yield
of the Standard & Poor’s 500 Index is equal to or greater than
95% of the average of the government debt interest rate pay-
outs (90-day treasury bill and the 10-year U.S. government
note).

For example, the average interest payout of the government
issues for the week ending November 12, 2007, was 4.015%.
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(I divided by 17.12), well above 95% of the average yield (95%
of 4.015% = 3.814%) of the government debt issues.

Stocks are in bullish position when the earnings yield of the
Standard & Poor’s 500 Index stands at 95%, or more than the
average yield of 90-day treasury bills and 10-year U.S. govern-
ment notes.

Neutral to Somewhat Bullish Zone

Prospects for the stock market are slightly better than neu-
tral when the earnings yield of the Standard & Poor’s 500 Index
lies in the area between 85% and less than 95%.

For example, if the average yield of the government debt
instruments was 4.015%, 85% of that yield is 3.413%. 94.99%
of the average of the government debt instruments would be
3.814%. If the earnings yield of the Standard & Poor's 500
Index had been 3.413%—-3.814%, the treasury interest based
Bond-Stock Valuation Model would have been “neutral.”

Implications of the Neutral to Moderately
Bullish Zone

Stocks advance when the Bond-Stock Valuation Model is in
this zone, but risks advance as well.

The Federal Bond-Stock Valuation Model is in a bearish
zone when the earnings yield of the Standard & Poor's 500
Index stands below 85% of the average yield (of 90-day treas-
ury bills and 10-year U.S. treasury notes).

For example, with the average government debt yield at
4.015% on November 12, 2007, the earnings yield of the
Standard & Poor’s 500 Index would have to be below 85% of
that level (below 3.413%) to be bearish.
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Figure 3.1 shows the relationship between the average
yields of U.S. Government debt, the earnings yield of the
Standard & Poor’s 500 Index, and the price movement of the
New York Stock Exchange Index.
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The stock market tends to perform well when earnings yields of the Standard
& Poor’s 500 Index stand above 95% of the average yield of 90-day treasury
bills and 10-year U.S. government notes.

Figure 3.1

The price movement of the New York Stock Exchange Index
coupled with yields of U.S. government debt instruments and
the Standard & Poor’s 500 Index earnings yield

Table 3.1 illustrates the relationships among bullish, neutral,
and bearish configurations of government Bond-Stock Valu-
ation levels and the movements of stock prices.
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TABLE 3.1
Government Bond-Stock Valuation Relationships and Market Performance

0¢

Average Yields of 90-Day T-Bills and 10-Year U.S. Government Notes
Earnings Yield of the Standard & Poor's 500 Index
Market Index Employed, New York Stock Exchange Index

1981-2007
S & P Yield Number of  Profitable  Avg. Unprofitable  Avg. Avg. Result  Percent
% of Bond Avg. Periods Periods Gain Periods Loss All Periods Invested
2 95% 36 26 (72.2%) +9.1% 10 (27.8%) —1.2%  +6.30% 38.63%
85% to 95% 67 41 (61.2%) +3.8% 26 (31.8%) —2.4%  +1.40% 24.41%
<85% 35 16 (45.7%) +4.6% 19 (54.3%) -5.0% -0.57% 36.94%

Note: The Government Bond-Stock Valuation Model, in its most productive position, produced average annual gains of 6.2%
while invested. This was 65.35% of the average annual gain (9.60%) of the NYSE Index while invested 38.6% of the time,
which was an annualized rate of appreciation while invested 20.1% per year. During this period, the New York Stock Exchange
Index appreciated at an annual rate of 9.61%.
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Commentary

The discriminatory ability of this indicator captured 65.4%
of the total annual stock market return, while invested only
38.6% of the time.

Those periods when the Government Bond-Stock Model
showed stocks with their highest returns also produced the
largest gains per stock market entry, the fewest and smallest
losses, and the greatest consistency of successful market
entries.

This model produced a winning batting average of 72.2%
when favorably positioned. This is impressive enough but more
impressive, perhaps, is the relationship between the average size
of profitable entries (9.14%) compared to the average size of
unprofitable entries (1.17%).

The odds on your side were greater than 20 to 1.

Taken altogether, 26 profitable entries produced a total gain
of 237.64%, with the largest at 88.32%. Ten unprofitable
entries produced a total loss of 11.7%, with the largest only
3.6%. The ratio of total gains to total losses, based on com-
pleted trades, was 20.3 to 1.

Handling Money Management at
Other Times

The probabilities of profit have been very high during the
38% of the time when the U.S. Government Bond-Stock
Valuation Model was in the most favorable zones. Stock mar-
ket advances during those periods took place at rates of 20%
per year.
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Neutral to Moderately Bullish Zone

The neutral to moderately bullish zone for the U.S.
Government Bond-Stock Valuation Model, which was found
24.4% of the time, produced annualized rates of return of 13.9%,
better than a buy-and-hold strategy (9.61%). When the U.S.
Government Bond-Stock Valuation Model was in a neutral to
moderately profitable zone, percentage gains (157.0%) outnum-
bered percentage losses (62.9%), which is a ratio of 2.5 to 1.

The odds remain favorable for investors; however, gains per
winning trade (average 3.8%) are limited, and the average trade
showed a profit of just 1.4%. The probabilities justify stock posi-
tions when the Bond-Stock Valuation Model lies within this
zone. Since 1981, the worst drawdowns were limited at 17.6%.

Conservative investors will want to take some capital off
the table during periods that the U.S. Government Bond-Stock
Valuation Model are no better than neutral, even if the odds of
profitable stock trades remain positive.

The Negative Zone

The U.S. Government Bond-Stock Valuation Model has
been in a negative zone 36.9% of the time since 1981, during
which periods the stock market declined 1.15% per year
Although there have been periods when large gains took place
in spite of negative indicator readings, the odds have not been
with stocks during periods in which the indicator produces neg-
ative indications.

If you had based your investment decisions on the U.S.
Government Bond-Stock Model alone, you would have been
invested in stocks 63% of the time, and in cash 37% of the time.

The next chapter shows you how to vastly improve positive
outcomes by creating a composite indicator using these bond-
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CHAPTER 4

ACHIEVING A 92.599% PROFIT RATIO

Improving Returns with the Composite
Bond-Stock Valuation Model

The two bond-stock valuation systems, the Baa Bond-
Stock Valuation Model and the U.S. Government Bond-Stock
Valuation Model, were previously explained. In this chapter, you
first compare the performance of these two models. Then, by
combining them, you produce a third model, which is superior
to either alone.

Compare the reliability of the two models you have already
examined in Tables 4.1, 4.2, and 4.3.
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TABLE 4.1
1981-2007
Bullish Zone Performance
Baa Bond- U.S. Government
Stock Model Bond-Stock Model
Percentage of time in bullish zone 36.96% 38.63%
Number of bullish zone entries 30 36
Profitable bullish zone entries 26 (86.7%) 26 (72.2%)
Average gain, profitable entries +8.71% +9.14%
Unprofitable bullish zone entries 4 (13.3%) 10 (27.8%)
Average loss, unprofitable entries -2.1% -1.2%
Annualized rate of return, 7.10% 7.35%
all entries

Summary: Although the Baa Bond-Stock Model pro-
duced a higher percentage of winning entries in its most bullish
zone, the U.S. Government Bond-Stock Model averaged higher
percentage returns when in a favorable position, while losing
less than the Baa Bond-Stock Model's unprofitable entries.

TABLE 4.2
Neutral to Moderately Bullish Zone Performance

Baa Bond- U.S. Government
Stock Model Bond-Stock Model

Percentage of time in zone 39.31% 24.41%

Number of zone entries 51 67

Profitable entries into zone 29 (56.9%) 41 (61.2%)

Average gain, profitable entries 6.94% 3.8%

Unprofitable entries into zone 22 (43.1%) 26 (38.8%)

Average loss, unprofitable entries -3.30% —2.42%

Annual rate of return, all trades +2.5% + 1.4
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Summary: Investors participating in the stock market dur-
ing neutral to moderately bullish zones for these models are bet-
ter off employing the Baa Bond-Stock Valuation Model rather
than the U.S. Government Bond-Stock Model. The Baa model
produced higher annualized rates of return in this zone (+2.5%
versus +1.4%), but did not trade as frequently as the U.S.
Government Bond-Stock Valuation Model.

TABLE 4.3
Bearish Zone Performance

Baa Bond- U.S. Government
Stock Model Bond-Stock Model

Percentage of time in zone 23.72% 36.94%

Number of zone entries 21 35

Profitable entries into zone 11 16

Average gain, profitable entries 2.65% 4.64%

Unprofitable entries into zone 10 19

Average loss, unprofitable entries —6.81% —4.96%

Annual rate of return, all trades -1.71% -1.15%

Summary: Although neither model produced net profits
while in the bearish zone, the Baa Bond-Stock Valuation Model
more clearly differentiated bearish periods from neutral periods,
showing larger average losses during bearish periods, lower
gains, and greater performance differentials between declining
entries and rising entries. The Baa Bond-Stock Valuation Model
isolates bearish periods better because it defines a smaller per-
centage of periods as bearish—23.7% of the time, as opposed
to 36.9% of the time for the U.S. Government Bond-Stock
Valuation Model.
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And the winner is. ... The Baa Bond-Stock Valuation Model
is more efficient and accurate than the U.S. Government Bond-
Stock Valuation Model.

Although the U.S Government Bond-Stock Valuation
Model was more profitable in its most bullish zone, the Baa
Model was more profitable when both the most bullish zone
and the neutral to bullish zones were employed. It produced
returns of 9.60% per year compared to 8.75% for the U.S.
Government Model, requiring fewer round-trip transactions
(56 versus 80). The fewer the trades, the lower the commission
costs, the better.

The employment of government bonds in timing models is
more widely known than the use of Baa bonds, an approach
first brought to my attention by Ned Dauvis.

92.6% Reliability: Increasing Returns and
Reducing Risk by Combining Your Two
Bond-Stock Valuation Models

By using these models in combination, you can secure
greater returns at lower risk than you can secure by using either
model alone. The extra time and effort involved is minimal. The
long-term rewards are considerable.

Review the bullish, neutral to bullish, and bearish parame-
ters of both of the Bond-Stock Valuation Models described in
Table 4.4.
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TABLE 4.4
Rules of Bond-Stock Valuation Models

Baa Bond-Stock U.S. Government Bond-Stock

Valuation Model Model

Bullish: Baa bond yields less than Bullish: S & P 500 earnings yields are

3.4% above S & P 500 trailing greater than 95% of the average of

earnings yield. 90-day treasury bill yields and yield of
10-year treasury notes.

Neutral to Bullish: Baa bond Neutral to Bullish: S & P 500

yields between 3.4% and earnings yields lie between 85% and

4.6% above S & P 500 trailing 95% of the average of 90-day treasury

earnings yield. bill yields and yield of 10-year treasury
notes.

Bearish: Baa bond yields are Bearish: S & P 500 earnings yields are

more than 4.6% above S & P less than 85% of the average of 90-day

500 trailing earnings yield. treasury bill yields and yield of 10-year

treasury notes.

The Basic Principles of the Double-Entry
Bond-Stock Valuation Timing Model

This timing model is designed to place investors into the
stock market only when the odds are strongly favorable, when
prospects for profits are far larger than prospects for losses.

There are only two conditions when this model places you
or keeps you in the stock market:

s Buy Condition #1: You should remain invested in the
stock market if BOTH the Baa Bond-Stock Valuation
Model and the U.S. Government Bond-Stock Model lie
within their most bullish zones.

m Buy Condition #2: You should remain invested in the
stock market if EITHER the Baa Bond-Stock Valuation
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For condition #1 to be met, Baa bonds must provide yields
no greater than 3.4% above the earnings yield of the Standard
& Poor’'s 500 Index, and the earnings yield of the Standard &
Poor's 500 Index must be at least 95% of the average vyield of
the 90-day treasury bill and the 10-year treasury note.

As an illustration, if the price/earnings ratio of the Standard
& Poor's 500 Index is at 17, its earnings yield (1 divided by 17) is
5.88%. It Baa bonds were paying 8.0% interest, the Baa yield
(8.0%) would be only 2.12% greater (8.0% minus 5.88%) than
the S & P 500 earnings yield; this puts the Baa Bond-Stock
Valuation Model in its most favorable zone. If the 90-day treas-
ury bill is yielding 4.1%, and the 10-year U.S. Government note
is yielding 4.4%, the average yield of the two is 4.25%. With the
S & P 500 earnings yield at 5.88%, it is above 95% of that aver-
age. With both elements present, a Condition #1 buy signal is in
effect.

A summary of the historical performance of Condition #1
entries into the stock market is shown in Table 4.5. As you can
see condition #1 buy signals are reliable and profitable, and
carry a high degree of safety.

Condition #2 is met when either model (but not both) lies
within its most favorable bullish zones. This occurs if Baa bond
yields are not greater than 3.4% above the level of the trailing
earnings yield of the Standard & Poor’s 500 Index, or if the
earnings yields of the Standard & Poor’s 500 Index are at least
95% of the average of yields of the 90-day treasury bills and the
10-year U.S. Government notes. If both qualifications are met,
a Condition #1 configuration is in place, which carries more
favorable implications.

If you simply remember to invest in stocks when both—or

even just one—of your Bond-Stock Valuation Models lie in
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TABLE 4.5
Performance Results While in Buy Zones of Condition #1 and of Condition #2 Based upon the NYSE Index,
1981-2007

Condition #1
Avg. Rate of
Percent of # of # of +/- Return Max.
Time # of Winning Avg. Losing Avg. All While Draw-
Invested Entries Entries % Gain Entries % Loss Entries Invested down
24.85% 27 25(92.6%) 6.00% 2 (7.4%) 2.83% +5.35% 20.84% -11.9%
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Summary

25 of 27 entries (92.6%) were profitable, for a total per-
centage gain of 150.02%. Total percentage losses during two
losing entries were 5.66%. The ratio of total winning to losing
percentages was 26.5:1. For each 1% loss, entries based on
Condition #| parameters earned 26.5%. Compound annual
gains during periods that Condition #1 were in effect produced
an annual return of 4.82% per year while invested only 24.85%
of the time. The NYSE Index, which advanced at an average
rate of 9.61% per annum, rose at a rate of 20.84% per annum
during times when Condition #1 was in effect.

These preceding results reflect time frames when
Condition #1 was in effect, and do not include the entire time
that invested positions might have been open.

Condition #2
Table 4.6 shows the performance of the NYSE Index from

1981-2007, when only one of the two valuation models was at
the most bullish position. “Entries in” may occur as a result of
one Bond-Stock Valuation Model moving from “neutral” to bull-
ish, while the other remained in neutral. “Entries in” may also
have occurred when one bond-valuation deteriorated from bull-
ish to neutral, while the other remained bullish. Similarly, “exits
out” may have occurred when both models rose to bullish zones
from a condition when only one was bullish while the other was
neutral. This may have resulted from a model falling from buill-
ish to neutral, whereas prior to the exit, one model was neutral
while the other was bullish.
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TABLE 4.6

Percent of
Time
Invested

25.89%

# of
# of Winning
Entries Entries
6l 35 (57.4%)

apcBoursellr,

# of
Avg. Losing
% Gain Entries
5.15% 26 (42.6%)
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Condition #1 (24.85%) and Condition #2 (25.89%)
occurred with almost equal frequency. The annualized rates of
return (+19.18%), while invested during periods that Condition
#2 was in effect were slightly below the annualized rates of
return (20.84%), achieved when Condition #1 periods were in
effect. Risk was higher during Condition #2 periods, with
—16.8% maximum drawdown, whereas Condition #1 showed
maximum drawdowns of only —11.9%. The profit reliability of
Condition #2 periods fell short of the profit reliability of
Condition #1 periods—57.4% (#2) versus 92.6% (#1).

Blended Performance (1981-2007)

Table 4.7 is a blend of entries based on Conditions #1 and
#2, and represents the performance of accounts, presuming
they were fully invested when either Condition #1 or Condition
#2 buy signals, or both, were in effect, but not at other times.
There was no income credit allowance for the periods when
stocks were not held, which was approximately half the time.

28 of 39 entries (71.8%) proved profitable, for an average
gain per entry of 7.8%. The rate of return while invested was
19.99% per year, which was more than twice the rate of return
of buy-and-hold strategies. The annualized rates of return as a
result of being invested in the New York Stock Exchange Index
only in favorable bond-stock valuation periods was 9.69%,
which was slightly better than the rate of gain, 9.61% annual-
ized, shown over the years for the New York Stock Exchange
Index on a buy-and-hold basis. In this comparison, your portfo-
lio would have been subject to risk only about 50% of the time,
incurring only one-third the maximum losses taken by the New
York Stock Exchange Index. These comparisons, again, do not
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TABLE 4.7
Combined Performance, Condition #1, and Condition #2 Entries

Avg. Rate of
Percent of # of # of +/- Return Max.
Time # of Winning Avg. Losing Avg. All While Draw-
Invested Entries Entries % Gain Entries % Loss Entries Invested down
50.74% 39 28 (71.8%) 11.17% 11 (28.2%) 1.21% +7.68% 19.99% -16.71%
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Your investment strategy would involve maintaining high
percentages of assets in stocks when at least one of the Bond-
Stock Valuation Models was within its bullish zone. Higher per-
centages would be invested when both Bond-Stock Valuations
Models were within their bullish zones. Even higher levels of
stock holdings would be maintained when “Weekly Breadth
Signals” were in effect. This is covered in coming pages.

Periods with Lower Profit Potential

The idea behind successful investing is NOT to be invested
at all times, but to be invested only during those times most
likely to show profits and least likely to produce losses. One
subset of market conditions—comprising 50% of the time—
keep the odds heavily in favor of stocks. These times reflect
above-average rates of return (19.99% rate of return while
invested, compared to 9.61% for all periods) and much lower
drawdowns.

Consider two additional potential investment periods. The
first is a more neutral period, when at least one of the Bond-
Stock Valuation Models stands in neutral territory but neither
stands in its most bullish area as shown in Table 4.8. The sec-
ond is a bearish period when both bond-stock models stand in
negative territory.

In this neutral zone, both valuation models lie in the neutral
zone, or one but not both lie in the bearish zone.

However, neither lies in the most bullish zone.
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TABLE 4.8
Condition #3—At Least One Bond Valuation Model Lies in Neutral Territory, but Neither Is in Its Most
Bullish Zone

Annualized
Avg. Rate of
Percent of # of # of +/- Return Max.
Time # of Winning Avg. Losing Avg. All While Draw-
Invested Entries Entries % Gain Entries % Loss Entries Invested down
29.09% 58 33(56.9%)  4.12% 25 (43.10%) 3.09% +1.10% 7.25% -29.5%
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The stock market advances during periods when both the
Baa Bond-Stock Valuation and the U.S. Government Bond-
Stock Valuation Model remain in neutral territory. Rates of
return exceed the general rates of return available from risk-free
investments, such as money market funds. However, risks are
high—a maximum drawdown of as much as 29% taking place
at times between 1981-2007. These are not the best times to
aggressively invest in stocks.

A Signal to Stay Absolutely Clear of the
Stock Market

Avoid stocks when both Bond-Stock Valuation Models lie
within their most negative zones—a condition that has taken
place 20% of the time since 1981. The largest gain during such
periods was 6.25% (1991-1992). However, closed-out losses of
more than 25% have occurred, with interim losses exceeding
44% at times (see Table 4.9). The rate of loss during periods
when both Bond-Stock Valuation Models were negative aver-
aged more than 2.1% per year since 1981. Annualized, the rate
of return during bearish periods was —12.1%.
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TABLE 4.9
Condition #4—Both Bond-Stock Valuation Models Are in Bearish Territory

Annualized
Avg. Rate of
Percent of # of # of +/- Return Max.
Time # of Winning Avg. Losing Avg. All While Draw-
Invested Entries Entries % Gain Entries % Loss Entries Invested down
20.15% 21 10 (47.62%) 1.95% 11(562.38%) -6.43% -2.44% -10.19% -44.24%
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Summary

Adopt the following procedures:

I. Learn and maintain the procedures and data to track two
Bond-Stock Valuation Models: the Baa Bond-Stock
Valuation Model and the U.S. Government Bond-Stock
Valuation Model.

2. Maintain the largest stock positions during periods when
both valuation models are in their most favorable zones
(best) or during periods when at least one of the two mod-
els are within their favorable zone. Between these two
conditions, expect to be invested approximately 50% of
the time.

3. Periods when neither model reside within their most bull-
ish zone, but are neutral, are likely to be somewhat prof-
itable for stocks, but with high levels of risk. Aggressive
investors may retain some stock positions during such
times. Conservative investors may prefer to remain par-
tially or fully in cash position.

4. Stocks should be avoided during the roughly 20% of the
time that both bond-stock valuations are in their most
bearish zones. These are periods when the odds do not
favor the stock market.

A very different class of stock market indicator employs the
behavior of the stock market to identify stronger-than-average
market prospects. This indicator, used in conjunction with the
Bond-Stock Valuation Models, increases your profit edge over
the random investor, producing greater returns than the bond-
stock valuation indicators while incurring no significant addi-
tional risk. That is the topic of the next chapter.
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CHAPTER 5

How TO GAUGE THE TRUE INNER PULSE
OF THE STOCK MARKET

Including a Special Indicator Whose Buy Signals Have
Proven Profitable More Than 81% of the Time
Over the Past Quarter Century

ln this chapter, you learn about a stock market indicator
that requires only a few minutes each week to maintain and to
calculate, and that has had an exemplary record of performance
since 1981 (and earlier). This indicator improves the already
excellent performance of the Twin Bond-Stock Valuation
Model by recognizing and expanding the favorable periods dur-
ing which you might want to be invested.

You will need to spend just a few minutes each week, eval-
uating certain readily available data, to maintain this tool.
Before we move into further particulars, let's consider a meas-
ure of market stock performance that, in many ways, is more
significant than changes in the well-known Dow Industrial
Average.
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The Significance of Breadth in the
Stock Market

Most media reports of stock market activity each day
include references to price changes in the levels of various mar-
ket indices, each of which largely represents a certain segment
of the stock market. The Dow Industrial Average, approxi-
mately one-century old at this time, is probably the best
known—although the 30 stocks that comprise this index now
represent less than 1% of the nearly 3,600 issues (as of
December 2007) that trade on the New York Stock Exchange,
not to mention the greater number of issues that trade else-
where. The Standard & Poor’s 500 Index is the most frequently
employed benchmark of market performance—more broad in
its composition than the Dow, but includes, still, only a fraction
of the number of issues traded.

Moreover, both of these market indices are weighted to
reflect the relative size of the corporations included, so, in both
cases, larger companies exert a greater influence upon the level
of the index than smaller companies. Most other indices are
similarly weighted—the NASDAQ Composite Index is heavily
influenced by larger companies such as Microsoft and Intel.

As much as these indices include relatively few issues, and
are weighted so that the largest companies exert the largest
influence, they do not always reflect the strength or weakness
of the average stock or the performance of the entire stock
market. For this, knowledgeable investors often employ more
broadly based market indices. These include, for example, the
Value Line Composite Index, which provides equal weight to all
of its component issues, or indicators such as advance-decline
differentials, which represent the differences between the num-
ber of stocks that advance and the number that decline each
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Advance-Decline Indicators

Advance-decline data reflect the “breadth” of the stock
market, which means the numbers of stocks that advance in
price each day (or week) and the numbers that decline in price.
The ratio of stocks that advance each day (advancing issues)
and stocks that decline in price (declining issues) provide signifi-
cant information regarding the relative percentages of stocks
that are actually participating in advances or declines (readings
of market breadth) that take place in the stock market.

During truly strong market periods, gains in indices such as
the Dow Industrials and the Standard & Poor's 500 Index
should be confirmed by strong readings in market breadth.
There should be many more issues advancing than declining to
confirm large gains in market indices like the Dow. Such breadth
confirmations are usually signs of broad, underlying strength in
the general stock market, and imply further gains to come.
Weakening market breadth readings—even if major market
indices continue to advance—imply a narrowing of strength in
the stock market, which is often a precursor of more apparent
weakness to come, and a reduction in the likelihood of ongoing
gain for stocks.

For example, although speculative interest drove the prices
of technology stocks to new heights during 1999 and early
2000, market breadth was actually generally weak during this
period; a bear market starting for a large proportion of issues
under cover of a strong rally in relatively few market sectors.
This weakening of market breadth was a precursor to the gen-
eral and severe bear market that developed in March 2000.
Conversely, the market advance that started in March 2003
was broad and general, signifying the confirmation of a new
major bull market. Figure 5.1 shows the cumulative weekly net
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declining on the New York Stock Exchange, 2000-2008, a
period during which stocks rising in price generally outnum-
bered stocks that were declining in price.
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This chart shows the cumulative net difference between advancing and declin-
ing issues on the New York Stock Exchange, based upon weekly closing prices.
Market breadth has tended to retain strength over the years.

Figure 5.1
Cumulative weekly advance-decline line and New York Stock
Exchange Index (2000-2008).

For further information and other charts relating to the
advance-decline line, do a search of the web relating to
“advance-decline line.” A number of interesting and informative
articles will appear.
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There is a very useful indicator that measures the relative
strength of the advancing segment of the stock market,
compared to the declining segment of the stock market; it is
based usually on daily or weekly ratios of the number of stocks
that advance on the New York Stock Exchange and the num-
ber that decline. As a general rule, the stock market is likely to
perform well during periods in which the numbers of stocks that
advance in price exceed numbers that decline.

For our purposes, we will be particularly interested in those
relatively few occasions during which a special breadth indicator
identifies far above-average favorable market breadth by identify-
ing unusually positive relationships between stocks that advance
in price and those that decline—or to put it another way, when
advances outnumber declines by very large, specified amounts
over periods of a number of weeks. We will refer to these unusu-
ally powerful surges in market breadth as Breadth Signals.

In the past, these signals have proven to be excellent fore-
tellers of further gains in the stock market, with such gains tak-
ing place in addition to gains already achieved prior to the
generation of breadth confirmations of market strength. It has
generally paid to initiate additional stock positions at times that
these signals are generated and to hold existing positions until
there is evidence that market breadth is weakening. This evi-
dence, when it does develop, cancels the bullish implications of
the breadth confirmation signals in effect.

You will see the past performance of Breadth Signals for the
1970-2007 period, and will be able to evaluate its worth your-
self. Let’s review the data required and methods of calculation
involved.
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Required Data to Calculate Breadth
Signals

The first step in this process is to calculate the WWeekly
Breadth Reading.

Only three items of data are required, which are posted on
weekends or on Mondays to reflect the week just completed.
These items are as follows:

m The number of issues on the New York Stock Exchange
that have advanced in price during the week just com-
pleted.

» The number of issues on the New York Stock Exchange
that have declined in price during the week just completed.

» The total number of issues traded each week on the New
York Stock Exchange, including advancing issues, declin-
ing issues, and issues that are unchanged in price.

This data is available in Barrons Financial Weekly—which is
published on weekends, and dated the following Mondays—in
the “Market Laboratory” section, next to th