BULL & BEAR MARKETS

1. Background

Stock prices and the market do not operate in a vacuum. Many macro economic events affect market prices to produce cyclic up and down swings. Investors who understand how the cycles work have a better chance for successful investing. 

 

2. Expansions and Recessions

The business cycle is the recurring cycle of expansion and contraction (recession) of the economy. The economy usually expands for 3 or more years of economic growth, then contracts for 1 to 2 years (recession). In the 1980s the expansion lasted much longer than expected and in the early 1990s, the recession is lasting longer than expected. 

One reason for the continued expansion during the Reagan era was the large amount of government deficit spending that pumped billions of dollars into the economy. We borrowed ourselves blind instead of paying as we went. (Any fool can live great if he is allowed to borrow without limit and have no concern for repaying what he is spending.) Another factor has been low inflation. Devaluation of the dollar also benefited U.S. export industries and encouraged massive foreign investments in U.S. industries. 

During expansions, stock prices rise because business is good; sales and earnings increase and personal incomes increase. All that encourages spending. The economy continues to expand and shortages occur as factories approach 85 to 90 percent of their production capacity. We reach full employment; that increases wages while other inflationary pressures mount. The economy is booming, but reaching a limit. 

To slow down inflation, the Federal Reserve increases the discount rate to force interest rates higher. Then, as higher interest rates and higher prices start slowing the economy, businesses encounter lower sales and (more important) lower profits. Investors begin to move out of stocks to get the higher returns from other investments. Stock prices begin to decrease and a new bear market is born. 

 

3. Leading Indicators

The leading economic indicators for the U.S. economy can be helpful in predicting the direction of the market. Listed below are some of the indicators that may be particularly useful: 

· New Housing Starts are important for 2 reasons. First, home construction uses materials from many industries. Fewer new houses means fewer materials produced, which translates into reduced profits for the materials companies and unemployment. Second, housing starts usually slow down because of higher interest rates caused by inflation. If housing construction starts to slow down, interest rates and inflation go too high for most people to buy a house. 

· Auto Sales: The auto industry, like the housing industry uses a lot of materials to produce cars (steel, plastics, rubber, glass, etc.). When auto sales slow down, the industries supplying those materials also slow down. 

· Steel, chemicals and oil production: Increases in production of both predict continued growth in the economy. 

· Business Loans: Businesses continuing to borrow money for capital expansion means that business people feel that growth opportunities exceed the cost of borrowing. Businesses are optimistic that the economy will continue to expand. 

· Production Capacity, also known as factory utilization: Businesses that operate at about 85 percent of their peak capacity are considered to be operating at full capacity. Rising factory utilization is a positive indicator. However, a high rate (around 85 percent) that continues to increase can be an inflationary sign; and inflation is a bull market's worst enemy. Inflation means lower corporate profits and that investors will seek higher yields in competing financial instruments (CDs, money markets). 

· Discount Rate and the Federal-Funds Rate: The discount rate is the rate paid by banks when they borrow from the Federal Reserve. The federal funds rate is the interest rate on overnight loans between banks. A steady discount rate and a rising federal funds rate suggests that the Federal Reserve is trying to slow down the economy. If both numbers are increasing, the Fed is definitely trying to cool the economy and curb inflation. 

 

4. Bear Markets

Usually, a bear market precedes a recession. The market discounts (anticipates and begins reacting to) future events. Analysts try to see a coming slowdown by watching indicators such as: 

· Decreasing backlogs on orders for durable and consumer goods. 

· Decreasing plant utilization. 

· Decreasing auto and steel output. 

· Decreasing auto and home sales. 

· Decreasing housing starts. 

· Increasing unemployment claims. 

· Increasing inflation or interest rates. 

The Federal Reserve may try to slow inflation by tightening the money supply. This may push the economy into a recession. As the economy goes through a recession, rates continue to increase, stock P/Es decrease and dividend yields increase. 

Both bull and bear markets are inevitable. Smart investors try to anticipate both events to profit from their eventuality. Bear markets are generally shorter in duration than bull markets. To avoid being hurt by bear markets you must recognize the signs early (not always easy to do!) and move part of your assets into cash equivalents (money markets, etc.). 

The Investors Alliance recommends investing for the long term. Holding good stocks and good stock mutual funds through bull and bear markets is a prudent strategy. However, many investors feel that they do not want to be in the market during a bear market. It is difficult to predict when to move in and out of the market. When a bear market ends, a strong upward move can occur in a short time. If you are not in the market you will miss the move. The probability that your timing will be wrong is very high. 

Unlike slow-starting bull markets, bear markets may start with a mini-crash—a major drop within a few days when investors least expect it. As mentioned above, bear markets usually precede a recession, so the recession indicators listed above are helpful in anticipating bear markets. Other bearish indicators are: 

· Investors become more and more optimistic as prices increase. The network news do stories each night on the raging bull market and the general public is joining in. The public feels that prices will keep going up. Professionals may feel the market cannot go up any more, but the market may continue to increase anyway. The logic is often difficult to follow and the confusion increases the heady optimism. 

· New stock issues that have been flooding the mature bull market become more speculative as more lower-quality companies try to cash in and go public. Check the prices of stocks that have recently gone public during the bull market. Prices dropping substantially below the offering price may be a bearish sign. 

· Business indicators are booming. Factories are at or close to capacity. Employment is high and companies make commitments to invest in new expansion plants. 

· The market does not increase on good news. 

· Volumes start to decrease on advances and increase on declines. 

· The average (S&P) dividend yield is around 3.0 to 3.2 percent on dividend-paying stocks. This is probably the best indicator that the market is overpriced. This figure is listed in the Investors Alliance Investor News, Value Line, the Wall Street Journal and Barrons. Yields dropping below 3.0 percent spell DANGER. A dividend yield around 6-7 percent is a buy signal (usually the beginning of a bull market). But when the average dividend is 3 percent or below, this is a definite sell signal (and possibly an indication of an impending bear market). In August 1987, just before the '87 crash, the S&P dividend yield dropped to 2.6 percent, the lowest it had been in over 100 years. 

· Interest rates are starting to increase (very important). The rates on 6-month T-Bills and AAA-rated corporate bonds are going up (compare the previous months). One thing that kills bull markets is inflation (rising interest rates) when investors begin switching from stocks to money markets and CDs. Listed below are interest rates and dividend yields before the October 19, 1987 crash. The numbers speak for themselves: 

	
	Div. Yield
	Dow Level
	6 mo. T-Bills
	AAA Bonds

	Oct. 1, 1986
	3.4%
	1782
	5.65%
	8.91%

	Oct. 1, 1987
	2.9%
	2639
	6.45%
	10.05%

	Oct. 19, 1987
	3.5%
	1738
	6.55%
	10.45%


Another indicator is the earnings-yield gauge, that is E/P or the reciprocal of the P/E ratio (simply 1 divided by P/E). Earnings-yields are published in Investors Alliance Investor News and the Wall Street Journal. Earnings yields falling below T-Bill yields is a bearish sign. This indicator could have helped investors predict the bear markets of 1969, 1973, 1981 and 1987. (Conversely, the reverse situation, earnings yields moving 2 percent higher than T-Bills, may be a buy sign. However as a buy signal, it is not as reliable.) 

· Look at the S&P-500 P/E Ratio. In the Fall of 1987, the S&P yield reached 22, an extreme high. There are no specific benchmarks, but an S&P P/E close to 15 is a good indicator that the market is overpriced. 

· Look at the Book Value of the S&P 500 as listed in Barrons. When the average price is 2.4 times book value, stocks are very expensive. Use and track these figures every week—make up a notebook and log the figures. Barrons and the Wall Street Journal are good sources for this information. 

Many investors are afraid to get out of a bull market for fear of missing "big profits" at the top of the market. This is a recipe for disaster. It is also known as greed. As a bull market continues to increase, investors should start to decrease their stock and bond holdings and move them into cash or money markets accounts. People with mutual funds can switch their funds into money market funds. Most mutual company families of funds include one or more money market funds and allow phone-call switching between funds. 

 

5. How to be Defensive in a Bear Market

	"Serene, I fold my hands and wait..."

	—John Burroughs


What defensive measures can investors take before or during a bear market? First, look at stocks in industries that hold up well in bear markets. Listed below are seven groups of industries. The top groups did better during the first six months of recessions than the lower groups. 

The first group did better than the S&P 500 in all seven of the last seven recessions. The next group did better than the S&P500 in six of the last seven recessions and so on. The last group, the 1 out of 7, includes the so-called "cyclical industries." The data were compiled from Merrill Lynch research. 

Top Group (did better than S&P in all seven recessions): Drugs, food and household products companies. 

Second (did better than S&P in six of seven recessions): New York money center banks, brewers (beer companies), tobacco companies and utilities. 

Third (did better than S&P in five of seven recessions): TV and radio broadcasters, chemical companies, containers and soft drinks. 

Fourth (did better than S&P in four of seven recessions): Aerospace, distillers, gold mining, office and business equipment (computers) and tire & rubber companies. 

Fifth (did better than S&P in three of seven recessions): Air Transport, aluminum, metals, paper companies. Retail stores and textile products. 

Sixth (did better than S&P in only two of seven recessions): Electrical, electronics, household appliance, machine tools, publishing and railroad equipment companies. 

Worst Group (did better than S&P in only 1 of 7 recessions): Steel, automobile, building materials and oil companies. 

The first group shows that people do not stop taking medication, eating, or washing their clothes, windows & dishes during a recession. 

What other things should investors do to prepare for a recession? Cornell professor Avner Arbel recommends pruning smaller companies from your portfolio and getting rid of any junk bonds or junk bond funds. Arbel has done extensive research on small underfollowed companies and is generally a proponent. But he says that small-company stocks generally fall further than large-company stocks just before and during a recession. 

Investors should have a nice cash reserve in money markets and other short-term instruments. They should be looking for opportunities as stock prices decrease. Top quality large companies and small growth companies can often trade at very attractive prices. 

We do not intend the above paragraphs to encourage investors to "time the markets." On the contrary, the Investors Alliance is a proponent of buying good quality, growing companies—or stock mutual funds that invest in them—and holding for the long-term. Long-term investors usually outperform market timers because it is very difficult to buy and sell at the right times. The long-term view requires patience and investors must do their homework thoroughly to find top quality companies that will do well over the long term. 

 

6. End of Recession Indicators

· The Feds lowering of discount rates has always been an early indicator of easing of a recession. 

· P/E ratios start to increase. 

· Profits increase. 

· Industrial outputs (cars, steel, chemicals, etc.) increase. 

· Unemployment starts to decrease. 

· Housing starts and sales increase. 

 

7. Bull Markets

It is more difficult to determine the start of a bull market than the start of a bear market. The start of a bull market is usually a slow upward trend. The investment community often does not realize it is in a bull market until the market has been going up for quite some time. The items listed above relating to a business expansion are helpful. 

Other possible indications of an early bull market are: 

· Many stocks have low P/Es. 

· The average dividend yield for the market is high, usually near 5 to 6 percent. 

· Stock prices do not drop on bad news. This is evidence that the market is close to its low. 

· The market recently experienced a major decline. 

· Market experts and the public are pessimistic about the market. Contrarians look for this as a bullish signal. 

 

8. Buy and Hold Strategy

Again we recommend that investors buying sound stocks and hold them rather than try the risky business of "timing the market." People who make the biggest mistakes are those who buy stocks at the peak of the market and then sell after the bear market hits. If these investors held on to the stocks, their values should recover soon—this is, if the stocks were of good quality. 

Probably the best all-around strategy is buying and holding combined with dollar cost averaging. Investors who try to time the market may be successful in selling before a bear market. However, knowing when to buy back the stocks they have sold can be more difficult. The market usually makes its biggest moves in short time frames. If you are a little late in selling and late again in buying back in, you may have to pay more for your stocks than what you sold them for. It happens all the time. 

Investors should realize that a good company with consistently increasing earnings will do well in a bull market and recover quickly from a bear market. On the other hand, a stock with consistently flat earnings will likely do poorly as compared to a good company in a bull or bear market. 

 

9. Dollar Cost Averaging

Dollar cost averaging is similar to an installment plan for buying stocks: you invest $150 a month or whatever amount you choose in good quality stocks or mutual funds. We recommend stocks that pay dividends. With dollar cost averaging you will buy more shares at low prices and fewer at high prices. You also avoid accumulating a lot of shares during bull markets when prices are high and may drop. Investors who dollar cost average do not have to try to time the market. It is the slow and steady form of investing. 

Suppose each month you purchased $100 in company XYZ shares. 

	Month
	Price
	Shares
Bought
	Total
Amount

	January
	$5.00
	20.0
	$100

	February
	$7.00
	14.3
	$100

	March
	$10.00
	10.0
	$100

	TOTAL
	$6.77
	44.3
	$300


Note that when the price was $10 you bought only half the number of shares that you purchased when the price was $5. The average price paid per share was $6.77, while the average cost during this time was $7.25. Your average cost will always be lower than the average for the market price. 

Dollar cost averaging is good for a stock or fund that has some volatility or price movement. The idea is to buy more shares at lower prices and fewer at higher prices. If the stock sits at the same price all year, dollar cost averaging doesn't make much difference. Always look for a stock that has good long-term growth potential (or a fund that invests in growth companies). 

A dividend reinvestment plan is an excellent way to set up dollar cost averaging. You buy an initial share, or shares, of a company from a discount broker. Then you can make monthly or quarterly purchases of the stock directly from the company or its transfer agent without paying brokerage commissions—a very important point. You have an option to have the dividends reinvested or paid to you. Some companies also give you a discount on the share price, usually 5 percent. However, you need to be sure that you are buying because it is a stable company—not just for the discount. For more details on companies that have dividend reinvestment plans, see the Investors Alliance's Dividend Reinvestment Guide. 

 

10. The 1987 Market Crash

The period preceding the crash and after the crash gives investors many examples of what not to do when investing. As the market moved up in the summer of 1987 euphoria set into the investment community. Everyone acted as though he expected the market to go to the moon. The evening network news had stories each night about the bull market. Everyone wanted to get into the action, new stock issues continued to come out, brokerage firms and the media fueled the optimism. Novice investors had visions of yearly profits of 30 percent or more in mutual funds. 

Many investors bought stocks on margin assuming the market could only go up. Then the market started sharply down. Investors panicked and tried to dump their stocks and mutual funds quickly. This action guaranteed them a loss if their purchase price was higher than their selling price. Smart investors had been waiting for the crash so they could buy good stocks at great prices. These investors were holding cash in their hand during the fire sale, picking up bargains. 

After the crash, investors who dumped stocks at bargain prices took what they had left and raced to CDs, money market funds or high-yield bond funds. The demand was there and the financial services firms delivered by pushing CDs and bond funds. They forgot all about top quality stocks selling at bargain prices. Even brokerage firms were scared. This WAS the time to put extra money in stock and stock mutual funds. 

Then many investors were surprised to find that high-yield bond funds could drop in value while still paying their high yields, so they ran to CDs. That was not too bad because the spread between return and inflation was about 3 to 5 percent. However, smarter investors were in stock and stock funds that by now were recovering very nicely. Other investors were buying junk bonds. They suffered and will suffer more in the future. 

The message is to be a contrarian: do not buy when everyone is buying and do not sell during a panic when everyone is selling. Your best bet is to buy and hold good stocks or stock funds. Running from one investment to another is a sure way of not being a successful investor. 

 

11. When to Sell Stocks

Earlier topics presented extensive analyses on how to evaluate, select and buy stocks. But when should you sell? A long-term investor like Warren Buffett might say there is no reason to sell a good company or "business." Nevertheless, you will not likely hold a stock for the rest of your life, so selling at the right time is as important as buying. 

Actually, Buffett did sell and made large profits on, companies in which he held large positions. Buffett's professor at Columbia, Ben Graham, had four selling rules that were published in John Train's book, The Money Masters. Graham said investors should sell after a stock has gone up 50 percent, or after two years whichever comes first. Also, sell if the dividend is skipped or sell when earnings decline so far that the current market price is 50 percent over the new target buying price. 

You may clear your thinking by trying an existentialist approach. Forget that you own the stock; forget what you paid for it (all that is now past history; you will never change it in any event). Ask yourself the question: "if I did not already own this stock, would I buy it at its current price?" In other words, would you rather have the stock or the money—perhaps to buy a more attractive stock? (Don't forget selling and buying commissions). Look at your stock all over again like a new stock you are just now thinking of buying. Use all the analysis tools we have talked about in this tutorial. If your answer is "it looks like a good investment with good future growth possibilities," then you will want to hold onto it. Conversely, if your answer is "No way would I buy that stock," then you'd better sell it. Make selling decisions with the same value analyses that you use to make buying decisions. 

At Investors Alliance we feel that long-term growth investors should sell a stock after the company's earnings have stopped growing by a benchmark rate of say 15 percent. If you own a company like Wal-Mart and earnings are growing at 20 or 25 percent per year, there is no reason to sell the stock. You may have a 200 percent return, but you should hold the stock until its growth slows. Wal-Mart may have another decade of 15 percent or more earnings growth. As long as a company's earnings are growing faster than the market average, hold on. 

Other examples are good pharmaceutical companies like Merck, Lilly, Bristol-Myers and Warner-Lambert. These companies generally grow at 20 percent per year. You should hold on to them for the long-term. 

You must however use judgment when making this decision regarding growth stocks. If the company has a good track record and has a bad quarter or two and the stock declines, you may want to buy more. As long as the company's track record and long-term potential looks promising, the setback may well be temporary. Do the analysis and homework. 

Calculating growth rates requires only simple division. Keep a notebook on the stocks you have analyzed. If you own an IBM PC compatible computer, use the Investors Alliance software program. If you are looking at a low P/E stock you should probably use Graham's rule of selling after the stock has increased 50 percent. You may want to lower your expectations to 25 to 30 percent after commissions. Low P/E stocks may jump up in price quickly; however they often retreat just as quickly as they moved up. This rule is also good for a low-cycle stock selling at the bottom of its 52-week price range. If it moves up 25 to 50 percent, sell and take the profit. No one ever lost money taking a profit. 

 

12. Selling Stocks Short

	"It is the mountain top that the lightning strikes."

	—Horace


A short seller is one who sells a stock that he does not own! Instead, he "borrows" it from his broker or the brokerage firm's inventory. He is hoping that the stock is overpriced and will drop soon to a price lower than what he just sold it for. Then he buys it (at the lower price) to replace the stock he borrowed and makes a profit. 

Here are two ways the transaction can operate: The investor sells short 100 shares of XYZ Company at $10 by borrowing the stock from his broker. XYZ drops from $10 to $5, the investor buys it, returns the borrowed shares and takes the profit of $5 per share less commissions. You can see however, that this is a risky operation. Suppose the transaction goes the other way: The stock goes from $10 to $15. The investor has to enter a "$15 stop" order. He loses $500 plus commissions. 

Some of Wall Street's most savvy and successful investors are short sellers. In the past, Commodore Vanderbilt and Jay Gould made fortunes selling short. Jim Rodgers parlayed a $600 investment into millions in the 1970s. His main vehicle to fortune was selling stocks short. Today, he is a finance professor at Columbia and a private investor. However, short selling is not for novice or risk-averse investors. 

 

13. Situations for Short Selling

There are a few situations that investors can study when deciding to sell short: 

· When insiders or company management are selling the stock. They may know that the stock is going to drop due to poor future earnings; they sell their shares before this happens. 

· Stocks that have moved up rapidly in a short span of time. 

· Popular or glamour stocks that are experiencing a slowdown in earnings. 

· Companies that professionals are selling short. This information is in Barrons each week. 

· Stocks whose prices decline more than the market averages. 

· High beta stocks that are trading at their 52-week high price range. Check to see if the PSR or Price Sales Ratio is also high (see High Tech Stocks). 

14.  Brokerage Rules for Short Selling

Short selling has strict rules that brokerages enforce. Listed are things you must follow if you want to sell short: 

· A margin account must be set up. The minimum collateral must be the greater of $2,000 or 50 percent of the shorted stock's market value. 

· Dividends from the shorted stock must be paid to the owner. 

· There are no interest charges on short sale margin accounts. 

· When a stock is in demand, the broker may have to pay a premium to borrow the stock. This is often $1 per 100 shares per business day. 

· Short sales are made on the uptick. For example, if the stock is at $10, you cannot sell short at 9 3/4. You must wait for a higher price, 10 1/8 or more. 

· Short sellers are not entitled to rights or stock dividends. 

 

