Stock Investing theories and Strategies

1. Background

Over the years, many people have developed theories and strategies for selecting stocks for investment. This topic will introduce some of those theories and note some of the pros and cons of the two most popular, but opposing ones, fundamental and technical. 

Briefly, fundamentalists study a company's financial status—its assets, annual sales, cash flows, profits, returns on equities, debts, taxes, etc.—in short, everything that shows how profitable a company has been in the past and forecasts how well it may do in the future. By contrast, technicians, also called chartists or traders, have little interest in historical business data. Instead, they look for trends and patterns in the day-to-day changes of stock prices and sales volumes. They are the ones you see on TV with charts and pointers talking about momentum and moving averages, envelopes and oscillators, short sales, ceilings, support levels and breakouts. They sometimes get excited about a "classical inverted head and shoulders" pattern. 

 

2. Fundamental Analysis

Fundamental analysis seeks to determine what a firm is worth and how well it is run. Fundamental analysis means looking closely at a company's assets, sales, earnings, return on equity, cash flow, growth rates, etc. It seeks to find companies whose stocks are undervalued, stocks that are selling on the market for less than their true value. 

Benjamin Graham pioneered the fundamental approach in the 1920s and 1930s. Mr. Graham and David Dodd's book, Security Analysis was first published in 1934. It is still the bible for security analysts. Mr. Graham also wrote a layman's book, The Intelligent Investor, which we think is the single best book ever published on investing. Go buy it. You'll be glad you did. 

The Investors Alliance Journal will help you find undervalued companies picked up by fundamental analysis. Further, the Investors Alliance offers a powerful PC-compatible computer program, Stock Market Database, that provides data and procedures for evaluating company fundamentals. The program provides timely updates via modem of the latest data taken from company reports. It allows investors to do detailed analyses of companies in minutes. We will not discuss fundamental analysis further here because the next several topics of this tutorial deal almost entirely with the subject. 

 

3.  Technical Analysis

Unlike fundamentalists, market technicians spend little time looking at a company's business history and financial records. Instead, they forecast future investment prices and the direction of the market by reviewing past price and volume movements (driving by looking in the rearview mirror). They say that the marketplace is so efficient that the average free-market price of its stock already reflects all one needs to know about a company's financial strength. Remind them of 1987 when they tell you about market efficiency. They also think one should seek quick profits by moving in and out of the market quickly rather than holding on for long-term growth. Hence the term, "traders." 

Technicians use moving averages and other statistical models to try to predict future market movements. An average is simply the average closing price of a stock over a number of days. A moving average means that as each new day's closing price arrives, you drop the oldest day's price from the series and use the most recent price in its place. The statistical term for this process is "smoothing," because day-to-day up-and-down variations are smoothed into a less jagged line. When a stock price goes higher than its moving average, its price is increasing and vice versa. 

Technical analysis leans heavily on crowd or mob psychology; i.e., everyone tends mindlessly to "follow the crowd." When the market average tops out, or hits a high and does not move higher, traders say that it has hit a psychological "resistance level." When the market approaches that level, or ceiling, it is said to be "testing the resistance level." When the price moves above that level by some predetermined amount, the crowd then expects it to increase sharply in the short run until it hits another resistance level. The converse of the "resistance level" is the "support level." When the average starts to drop, it will eventually reach a "support level," a floor or bottom, that it supposedly will not drop below. But if it does go lower, it may move further down quickly. 

Today, with the help of computers, advanced statistical programs analyze various technical indicators to try to predict where the market is going. Such programs generate a lot of data and impressive looking charts, but rarely generate any profits for the user. Market averages and stock prices go through support and resistance levels in unpredictable ways. Many Wall Street analysts use technical analysis, particularly on cable TV; but most university professors and finance academicians dismiss it as useless. 

Institutions such as Stanford, the University of Pennsylvania, MIT, Princeton and the University of Chicago have made several studies of stock price variations. The consensus of these studies is that it is impossible to predict future price movements by studying only past stock prices. There has never been an unchallenged university study that proves technical analysis works. Even if technical analysis were otherwise valid, it fails to take into account events that cannot be foreseen from price variations alone. A quarter of poor earnings, unanticipated poor economic statistics, a sudden war, tax law changes, oil shortages, even changes in climate, can have rapid and dramatic effect on stock prices. True, if the crowd thinks the market is going up, it probably will go up. But the crowd can quickly change its mind, as seen in the October 1987 crash. Changes in the crowd's psychology are impossible to quantify and difficult, if not impossible, to predict. 

 

4. The Random Walk or Efficient Market Theory

The Random Walk theory, supported by many academicians, impinges on both technical analysis and fundamental analysis. It basically holds that all technical analysis is bunk. It further says that there is doubt about the validity of all stock price analysis methods—including fundamental analysis. 

The random walk theory says that stock prices vary in a totally random manner (like flipping a coin) and that it is therefore impossible to predict future stock prices from historical price changes. It is known also as the "efficient market theory." There are three different versions of the theory, weak, semi- strong and strong. 

· The weak version postulates that one cannot predict future stock prices from past stock prices and volumes alone. This contradicts everything that technical analysts or chartists believe in. 

· The semi-strong version says one cannot predict future stock prices, even if he uses all publicly available published financial information: annual reports, analyst reports, market guru reports, etc. It argues that because an open market is efficient, all information from those sources is already factored into pegging the stock price where it is at any time; no further public information exists that might reliably forecast upward or downward movements. 

· The third version, the strong, contradicts even fundamental analysis. It states that one cannot predict future prices even if he knows absolutely all there is to know about a company—even if he has unpublished (insider) information as well as public information. The strong theory says that the market is so efficient that everything is known and taken into account; new business information travels so fast that stock prices adjust almost immediately to any new information; and no investor can know any better than another when to buy or sell. 

· Many academicians believe that truth lies somewhere between the semi-strong and strong theories. The Investors Alliance generally concedes that the market is very efficient, but minor inefficiencies and basic, common-sense measures of value can sometimes provide above-average returns. Here's why: 

· Market analysts do not follow the smaller, lesser-known firms. Thus, information on these smaller firms often is not factored into their prices on the open market. The market is not actually 100 percent efficient; and this enhances investment opportunities for those who seek more information. Lesser-known firms stocks prices are subject to the weak market hypothesis, but not to the strong. 

· The continued existence and success of con artists, crooks who profit from knowledge or information before it is published, disprove the strong efficient market theory. 

· The Crash in October 1987 was not widely foreseen (except, we're sure, by financial newsletter publishers who daily stuff your mailbox with their promotional junk mail). 

 

5. Contrarian Investment Philosophy

The contrarian philosophy may appear to contradict other investment strategies, but actually it uses other investment decision methods in an inverse or stubborn way. The contrarian philosophy is to act contrary to the conventional wisdom in stock investing at any particular time. 

Contrarians believe that 10,000 Frenchmen CAN be wrong; tens of thousands of investors pursuing the same course at the same time is like a cattle stampede. Contrarians say do not risk your money by following the crowd, because it sometimes acts without reason. When the invalidity of its mob behavior becomes apparent, the whole crowd will reverse and swing the other way—again for irrational reasons. History is full of national crazes that illustrate this. One was the Holland tulip bulb investment frenzy of the last century. Thousands of people paid exorbitantly higher and higher prices for "exotic" (really mostly ordinary!) tulip bulbs. They mortgaged their homes to buy tulip bulbs. Why? Simply because "everyone else was doing it" and seemed to be making big profits from it. Suddenly, for some reason people recovered their senses. The stampede ended. Tulip bulb prices quickly dropped to their real value of a few cents each and the speculators were hung out to dry! For an interesting book on this subject, read Extraordinary Popular Delusions and the Madness of Crowds written in 1841 by Charles Mackay. 

One contrarian strategy is to purchase stocks that are out of favor, or stocks in industries that are out of favor, with the market. Following some disappointing news, a sudden drop in price of a stock, or in stocks across an industry, may be caused mostly by investors overreaction. The overreaction may push prices down to bargain levels; contrarians think that is a good time to buy. 

 

6. The Brother-in-Law Theory

There is one other school, not highly recommended by anyone but followed all too often by investors. Our brother-in-law, or "some guy at work," tells us about a stock that is "really going to make somebody a lot of money." We know nothing about the stock but we rush out and buy a hundred shares nevertheless. We think the right word for this group is "losers." Hopefully, by the time you finish this tutorial, you will never again be taken in by the brother-in-law investment strategy. 
