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Note:  A version of this article was written for MSN Money in late 2002 after the market had lifted off its October bottom.  The principle of identifying an initial pullback from a candidate breakout move and using that as a stop once the move reasserts itself is a trading strategy that works across a variety of time frames.  Here’s how I applied it on a large time frame.


On the heels of a third consecutive down year, investors find themselves Janus-faced in January, with one eye toward value and opportunity and the other toward risk management and safety.  To paraphrase the military strategist Clausewitz, “Everything in investing is very simple, but the simplest thing is difficult.  The difficulties accumulate and end by producing a kind of friction. . . .  This tremendous friction . . . is everywhere in contact with chance, and brings about effects that cannot be measured, just because they are largely due to chance.”  The present market seems particularly friction-filled, with the looming chance events of war, terrorism, and international turmoil.  How is one to resolve the dilemma of Janus during 2003, pursuing opportunity on one hand and maintaining adequate defenses on the other?  In this article, I will draw upon insights from both psychology and market history to provide a measure of guidance for willing but wary investors.

A Tale of Two Markets

Consider two stock markets, seeming mirror images of each other:

Market A is on a tear.  The NASDAQ 100 Index ($NDX) is up over 30% in less than two months, leading the general market higher over that period.  Among the NASDAQ winners, tech stocks are the champions, rising almost 75% in that brief period.  Small stocks are outperforming large ones, as money from an easing Federal Reserve finds its way into entrepreneurial firms.  This has led the weekly advance-decline line of NYSE stocks to new all-time highs.  With interest rates declining and money supply flourishing, the economy appears poised for continued growth.  Though the market is selling at a robust 26.7 times current earnings, investors do not seem worried.  Reflecting the vigor of Market A, over 50% of respondents to the Investors Intelligence survey are bullish, doubling the number of bears.  Market A, it would seem, has its face turned upward, toward further gains.

Market B, on the other hand, is in the throes of the bear.  For the first time since the 1940s, the Dow Jones Industrial Average ($INDU) is about to complete its third consecutive down year.  It has been a sickening plunge, shaving 75% from the NASDAQ 100 average ($NDX) and over 40% from the S&P 500 Index ($SPX).  The economy is responding only in a tepid manner to repeated Federal Reserve easing, with little if any private-sector job creation.  The dollar has fallen below parity with the Euro and, in the face of global tensions, gold is trading at a multiyear high.  Burned by corporate scandals, investors are shy to reenter the stock market.  According to the Federal Reserve of St. Louis, during the nearly three years of market decline, institutional money funds have soared from $650 billion to $1218 billion.  Even money market rates of less than 2% seem more attractive to investors than such great franchises as Coca-Cola (KO), McDonalds (MCD), Ford, (F), General Electric (GE), and Disney (DIS), which are trading at or near five year lows.  Market B, it would seem, has its face turned downward, toward further losses.

Now suppose you are an investor forced to choose between investing in Markets A and B.  Which would you select?  Market A, with its robust gains and heady optimism, or Market B, with its multiyear weakness and attendant pessimism?


In the light of recent history, you might be tempted to go with Market B.  While the outlook for Market B is uncertain, your memory is probably all too fresh for what happens to overvalued markets filled with optimism.  Better to be a contrarian than a lemming.


Only, I’m afraid Market B is not the better choice.  In fact, it’s no choice at all.

You see, Markets A and B are one in the same.


Today’s market has risen sharply in a brief span, and it is hovering above multiyear lows.  It features name-stocks at sharply reduced prices, and it is trading at over 53 times S&P’s estimated core earnings.  It is enjoying considerable Federal Reserve liquidity and low interest rates, and it is suffering from tepid growth.  There is opportunity, and there is risk.  Perhaps even more than usual, this is indeed a Janus-faced market.

 Opportunities and Risks: Playing Defense in Life


How are investors to navigate these risks and rewards?  Psychologists recognize that this question is part and parcel of life itself.  In all our pursuits, we play offense and defense: we direct ourselves toward goals and protect ourselves from disappointment.  The strategies that allow us to cope with the risks associated with life’s pursuits are known as defense mechanisms.  Examples of such mechanisms include the ability to rationalize away threatening events, the repression of painful memories, and the projection of our more unsavory qualities onto other people.  Defenses buffer a person’s sense of self from anxiety, loss, and uncertainty.

Consider a first date that goes sour.  Inadequate defenses would leave us overwhelmed in the face of this normal stress, creating unbearable pain over such “rejection”.  Conversely, overly rigid defenses may contribute to a sense of guardedness on future dates, undermining the goal of meeting a partner.  Psychologists assess defenses by the degree to which they distort our perceptions of the world and subsequent responses.  If a commonplace occurrence such as a bad first date causes us to radically alter our sense of self or others, we now become less capable of responding accurately to life events.  The absence of a defense—or the erection of excessive defenses—creates a similar result: a poorer adaptation to life and its challenges.  


The hallmark of successful coping is the flexible use of defenses.  The person who brushes off the disappointment of an awkward first date by rationalizing that, “We just weren’t meant for each other” no longer needs to doubt self or others.  That person is free to pursue relationship goals unhindered by the recent setback.  By creating a mental category for normal, expectable negative outcomes, the individual with successful coping is able to weather most of life’s storms.  A bad day on the job?  A disagreement with a loved one?  A loss on the playing field?  All of these lose their threat value once we are able to perceive them as normal events.


This helps explain how many of the most creative, productive individuals in the arts, sciences, politics, and sports are able to reach their heights.  Instead of giving up in the face of disappointment, they define it away as “a cost of doing business” and forge onward.  In his book Greatness: Who Makes History and Why, psychologist Dean Keith Simonton found that the most successful individuals in their fields had the same ratio of successes to failures as their less successful peers.  The difference was in their persistence.  The great creators continued to cope and create despite their setbacks, eventually generating a body of contributions that set them apart.  It appears that General George Patton was correct when he observed that, “Success is how high you bounce when you’ve hit bottom.”

Offense and Defense in the Markets

Traders and investors are only as good as their defense mechanisms.  A hypersensitivity to loss will take a person out of a promising position long before it has met its profit potential.  Conversely, an insensitivity to risk leads to imprudently holding positions through devastating declines.  Successful coping in the markets requires an ability to differentiate normal, expectable setbacks from abnormal events that possess genuine threat.  If we view the current market as Market A and buy stocks, we need to stick with our offense and weather normal dips in order to ride out the bull market potential.  We also need, however, to be able to switch to defense when we determine that those dips are indicative of Market B, so that we can exit with most of our capital intact.    


How can we find such flexibility in our investment decisions?  Here is where an inspection of market history may prove instructive.


We begin, like any scientist, with a hypothesis.  My hypothesis for the current market was outlined in my column of October 25, 2002, which examined major market bottoms from 1965 to the present.  I concluded that the October lows—if followed by a series of upthrust days—represented a long-term low point, with a favorable price forecast 500 days into the future.  We did in fact achieve those upthrust days and, despite choppy action, have remained well above the October nadir.  


The question for market defense then becomes: How much of a movement against the October-December upthrust is expectable, and how much should lead us to discard the bullish hypothesis?  In Table One below, I have summarized cyclical market bottoms since 1962 and the duration and extent of their initial upthrusts and pullbacks.  

	Closing Low Date for DJIA
	Duration of Initial Rally
	% Gain During Initial Rally
	Duration of Initial Pullback
	% Loss of Initial Pullback

	6/26/62
	41 days
	14.98
	42 days
	(9.41)

	10/7/66
	27 days
	10.28
	30 days
	(4.29)

	5/26/70
	18 days
	  7.63
	11 days
	(7.09)

	12/6/74
	68 days
	36.17
	14 days
	(5.55)

	2/28/78
	70 days
	16.17
	18 days
	(6.53)

	8/12/82
	58 days
	37.14
	30 days
	(7.06)

	10/19/87
	10 days
	15.84
	23 days
	(12.28)

	10/11/90
	52 days
	11.50
	  9 days
	(6.33)

	4/4/94
	49 days
	  6.16
	12 days
	(4.98)

	8/31/98
	  5 days
	  6.39
	   2 days
	(5.05)

	10/9/02 (est.)
	20 days
	20.38
	   3 days
	(4.70)


Table One:  Initial rallies from major low points in the Dow Jones Industrial Average and initial pullbacks from rally highs (measured in trading days); 1962 – Present.


We can see from Table One that initial rallies from major cyclical low points in the Dow are variable in both extent and duration.  Not including the hypothesized low on 10/9/02, the average duration of initial rallies has been 39.8 days.  The average gain during these rallies has been 16.23%.  The initial pullbacks from the rally point, defined as the distance from the rally high to the lowest point prior to the market making a subsequent new high, averaged 19.1 days.  The average loss during these pullbacks was (6.86%).  Interestingly, the record suggests that it is not unusual for the initial pullback to retrace most of the initial rally, as in 1962, 1970, 1987, 1990, 1994, and 1998.  Generally, however, the duration of the initial pullbacks has been briefer than that of the initial rallies.  


As of the present writing, the Dow rallied for 20 days after making a hypothesized major low on 10/9/02, gaining over 20% during that time.  This represents the third largest initial gain since 1962.  The two gains that were larger, in 1982 and 1974, both occurred at important cyclical low points that were followed by years of higher prices.  The initial pullback took only 3 days, terminating on 11/11/02, with a decline of (4.70%), in line with the magnitude of prior initial pullbacks.  Interestingly, the initial large rises of both 1982 and 1974 were followed by pullbacks that retraced only a small portion of the gains, setting the stage for continued strength thereafter.


Since the hypothesized initial pullback of 11/11/02, we have achieved rally highs in the Dow and, despite recent choppiness, have remained above the level of the pullback low, albeit by only a fraction of a percent.  This then creates a useful defensive parameter.  If the current market is going to be like 1982 and 1974, with a strong initial thrust from a multiyear low followed by a shallow pullback and subsequent solid gains, the Dow should not close decisively below the lows of early November (8358.95).  As long as the market stays above this level, it makes sense to play offense and participate in the possible long-term, substantial gains of Market A.


Conversely, a decisive decline below the closing level of 11/11/02 would suggest a failure of the rally from the initial pullback.  This break of the uptrend is not typical of market action following important cyclical lows since 1962 and suggests that the weakness is no longer normal and expectable.  At that point, investors may defensively view this as Market B and not risk a more severe decline that could test or even break the October low.


To be sure, given the roughly four-year cyclical swings under consideration, we are dealing with a small sample size.  Nonetheless, the coping value of decision rules based on historical analysis is not inconsiderable.  By identifying initial pullbacks from market upthrusts and using these levels as stop-losses in case of reversal, the investor or trader enacts a healthy defense mechanism.  This defense allows for normal, expectable moves against one’s position, while offering protection from more sizable, dangerous reversals.

While we cannot know the future with certainty, especially in Janus-faced 2003, we can approach the markets in a scientific spirit.  This means carefully framing hypotheses and identifying the results that either support or disconfirm our expectations.  As long as we are above early November levels, I will continue to trust the rally that commenced in October in expectation of pre-election year bullish tidings in 2003.  Should we break the November lows, I will retrench and protect my capital.  We have no guarantee that we will get rich in this market, but we can ensure that we will not go broke while pursuing our fortunes.  That is playing defense.
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