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INTRODUCTION 

“Men, it has been well said, think in herds. It will be seen that they go mad in herds, while they only 
recover their senses slowly, and one by one.” – Charles Mackay 

The stock market has been in existence for more than a century. While many appear to amass fortunes in 
huge winning trades like the legendary Jesse Livermore, many have also followed in the footsteps of 
Warren Buffett – slowly but surely, accumulating wealth through the years and even decades. Before 
Peter Lynch ran the very successful Fidelity Magellan Fund from 1977 to 1990 (earning an annual 
average return of 29%), he started his career by getting tips as a caddie for big wigs. George Soros made 
his mark on the world by being known as “the man who broke the Bank of England” as he made a killing 
shorting the Pound in the UK currency crisis back in 1992. Michael Milken traded junk bonds while John 
Paulson placed his bets against sub-prime mortgages in 2008. The stock market may last for another 
hundred years, and these men, if they are still alive, will still continue to do what they do. So, what is 
stopping you from making money your way? 

 
There are a lot of opportunities to make money in the market. There is no single method but only the one 
that works for you. You can buy and hold stocks for the long term, day trade, position trade, scalp, buy 
call/sell puts, and experiment with plenty of other ways to earn returns. But just as there are a lot of ways 
to win, there are also a lot of ugly ways to lose. 

 
Periods of investors losing in the stock market have all been embarrassing. Each episode ended with too 
much greed which came at a great expense. Some of the greatest crashes and manias in all of history 
are well documented - the South Sea Bubble of 1720, Holland’s Tulipmania (1637), the Crash of 1929, 
the 1997 Asian Financial Crisis, the 2000 DotCom Bubble, the Sub-Prime Mortgage Crisis of 2008 and so 
on. These events in history have been well documented and studied. It seems that after every market 
collapse, people think that there is no way that another crash will follow because investors have seen, 
read, and learned about the sad events that previously occurred. Yet to everyone’s surprise, a new crisis 
comes along a few years later and deals another blow worthy of a separate chapter in history.  
 
Market cycles repeat throughout history. While they do cleverly rhyme, they are not exactly the same 
each time. The physical elements may be individually distinct, but the gear that moves prices is one and 
the same. This force is the collective temperament of all the players participating in the market or what 
can simply be called the “emotions of the herd”. The energy brought about by an individual’s hope, greed, 
and fear is magnified through that of a collective pack.  
 
Take a look at the DotCom Bubble which saw its end by the turn of the century. This was the period of 
“high technology”, which witnessed the birth of the Internet and new age technology industries from the 
personal computer, to wireless technologies, to biotechnology. Investors were buying anything with a 
“.com” in its name and sending their prices sky high. Analysts justified ridiculously high prices with ever 
creative valuation methods and introduced reports with elegant poetry such as this from Merrill Lynch in 
2000 that read: 
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The meaning of life is creative love, loving creativity. And loving creativity may explain why tech 
stocks are high and going higher. The Internet revolution is allowing for creativity like never before, 
perhaps putting more of us in touch with the meaning of life.  

 
Prices Do Not Go Up in a Straight Line    
        
With so many players in the market armed with an infinite number of reasons to participate and their own 
objectives and motivations, the path of stocks from one price level towards another is never straight. As 
price moves through time, facts, conditions and emotions toward the price change. An attractive buy now, 
may be a conviction sell by tomorrow. Prices will swing up and swing down. How does a stock move from 
$100 to $200? While it is possible to do that in one day, generally, prices will be able to achieve such a 
feat in a swinging or wave like manner, expressing extreme bullish or bearishness along the way. 
 

The Path from 500 to 1800 in the Standard and Poor’s 500 (1994 – 2014) 
 

 

What the Stock Market is Built For 
 
The stock market was not originally built for a trader eager to make instant riches. It was initially created 
for companies to have access to capital for their businesses and for the public to be able to participate or 
have a share in that business. It sounds very simple. The stock market was truly made to enable long-
term investors to buy and OWN businesses. They buy shares of the business knowing that if the business 
turns in a profit, they will get their portion through dividends. It used to be quite straightforward. 

However, because of human emotions like hope, greed and fear, things have become a little complicated 
especially in the short term. As a symbol of free market enterprise, the stock market does not prevent 
anyone from buying (demand) as much of a stock or selling (supply) as much of it. Price movements can 
be driven by emotions rather than by basic business results and this causes prices to fluctuate to a 
certain degree in the short term. With the advent of the computer and internet, it is now easier than ever 
to try and take advantage of these movements with a click of a button. Another consequence of 
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technology is that information moves quickly.  Every media outlet tries to explain every price movement 
with whatever bit of news that fits the reaction and often sensationalizes to generate readership. Hence, 
prices move faster and swing wilder even without changes in the underlying business. The market is not 
for the faint of heart. 
 
Success in Trading Through Market Timing 

In its simplest form, analysis of the long-term viability of stocks for investment is summarized into two 
beliefs: 1) The biggest winners are companies that grow from small to big; and 2) Stock prices go where 
earnings go. Businesses produce earnings. In the long run, stock prices will go down as earnings 
deteriorate and stock prices will go up as earnings recover. As it was already mentioned in the previous 
paragraph, the stock market was made for investors who buy companies to own over the long term. 

On the other hand, understanding markets in the short-term requires an additional set of beliefs. The 
comprehension of markets for trading requires a thorough understanding of market psychology. There are 
four beliefs essential in the short term: 1) The mood of Mr. Market drives prices in the short term 
regardless of its outlook in the long term; 2) Short term price movements move in trends; 3) Prices swing 
between conditions of overbought and oversold; and 4) Prices are driven by emotions. Unlike long-term 
investors, active traders focus their energy in understanding the supply and demand dynamic and the 
accumulation and distribution of shares in the short-term. While the trading philosophy of Caylum is much 
more sophisticated as we will see later on, let us focus first on the traditional dichotomy between 
investors and traders.  Marc Faber of “Gloom, Boom and Doom” summarizes it well;  

To investors stocks represent fractional ownership of underlying businesses and bonds are loans to 
those businesses. Investors make buy and sell decisions on the basis of the current prices of 
securities compared with the perceived values of those securities. They transact when they think they 
know something that others don’t know, don’t care about, or prefer to ignore. They buy securities that 
appear to offer attractive return for the risk incurred and sell when the return no longer justifies the 
risk. Investors believe that over the long run security prices tend to reflect fundamental developments 
involving the underlying businesses. Investors in a stock thus expect to profit in at least one of three 
possible ways: from free cash flow generated by the underlying business, which eventually will be 
reflected in a higher share price or distributed as dividends; from an increase in the multiple that 
investors are willing to pay for the underlying business as reflected in a higher share price; or by a 
narrowing of the gap between share price and underlying business value. 

Speculators, by contrast, buy and sell securities based on whether they believe those securities will 
next rise or fall in price. Their judgment regarding future price movements is based, not on 
fundamentals, but on a prediction of the behavior of others. They regard securities as pieces of paper 
to be swapped back and forth and are generally ignorant of or indifferent to investment fundamentals. 
They buy securities because they “act” well and sell when they don’t. Indeed, even if it were certain 
that the world would end tomorrow, it is likely that some speculators would continue to trade securities 
based on what they thought the market would do today. Speculators are obsessed with predicting – 
guessing – the direction of stock prices. Every morning on cable television, every afternoon on the 
stock market report, every weekend in Barron’s, every week in dozens of market newsletters, and 
whenever businesspeople get together, there is rampant conjecture on where the market is heading. 
Many speculators attempt to predict the market direction by using technical analysis – past stock 
price fluctuations – as a guide. Technical analysis is based on the presumption that past share price 
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meanderings, rather than underlying business value, hold the key to future stock prices. (Faber, 
Gloom Boom Doom, 2014) 
 

While long-term investing in solid companies work, we believe that trading or market timing will be able to 
provide superior risk-adjusted returns. While so many people relegate market sentiment as noise and 
irrelevant to analyzing investments, we see it as our edge. We believe that by fully understanding the 
psychology behind markets and combining that with proper fundamental and technical analysis, we leave 
no stone unturned in our analysis. This enables us to capitalize on volatility while others fear it. What 
makes the opportunities palpable is the fact that the current advances in technology has allowed easier 
access to global markets at transaction costs that can be considered neglible and with real time 
information. This makes it more convenient to take advantage of trading opportunities around the globe.    

On the average, full market cycles last about five to ten years. At the peak of the DotCom bubble in 2000, 
the NASDAQ reached a high of 4,696 and declined 75% in the next three years. It was only in late 2002 
that it started to recover from its low of 1,172. Long-term buy and hold investors would have ignored this 
“noise” and rationalized that prices would recover someday and reflect the true fundamentals of their 
holdings. While the market did recover and the investor would still have made decent returns from this 
buy and hold strategy (albeit with a few stomach churning moments), traders would have made a killing 
by taking advantage of this irrational market environment and huge volatility. By knowing when to get in 
and out of the market, we minimize unnecessary risk to our portfolios and have dry powder to deploy 
when golden opportunities present themselves.   

This manual was created not to tout trading as a superior form of participating in the markets. As they 
say, there is no correct methodology, there is only one that fits your temperament and personality. As you 
begin your journey to understand our system, you will find out that the knowledge you will gain will be an 
invaluable companion to whatever trading or investment method you choose in your affairs with the 
market. We aim to empower the individual with this course. That discovery of your own potential to make 
money as a successful, independent trader will be a great achievement for us.  
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Excerpt from CHAPTER 1: The Three Phases of Market Timing 

  

 

 

 

 

 

 

Source: Trading’s Biggest Secret by Russ Horn  

Phase 1: Does it Work? (Validation) 

So the biggest question of all is – Does trading or investing in stocks actually work? 

Of the top ten richest people in the world, eight of them (excluding the Koch Brothers) have a relation to 
the stock market – Mexican business magnate Carlos Slim of America Movil, Amancio Ortega of Zara, 
Warren Buffett of Berkshire Hathaway, Larry Elison of Oracle, Li Ka-shing of China, Liliane Bettencourt of 
L’Oreal, and Bernard Arnault of Louis Vuitton. All of them have benefitted by listing their companies and 
seeing share prices of their respective companies appreciate. 

In essence, buying a stock is like buying a business. In fact, that is the very purpose publicly traded 
stocks were created – to widen the ownership base of large companies by enabling the public to invest. 
You become business partners with the proprietors with its intended risks and rewards. Since you are 
exposed to the business you are at the mercy of what happens in the broad economy, developments in 
your competitive space, and the business acumen of the company’s management team.   

However, the biggest conflict that arises for most individuals is the missing identity of being an investor or 
a trader. Every individual must ask themselves this simple question – Am I here to be an investor or a 
trader/market timer? 

We believe that long term investing is simple and requires only three things: 1) Buying good quality 
companies that will last a generation; 2) You must have a long-term perspective and; 3) You must buy 
companies continuously. These three simple beliefs on investing are summarized by the statement made 
by Peter Lynch, “In the short term, there is no correlation between the stock market and the company. But 
in the long term, both are correlated.” (Lynch, 1989) While share prices rise and fall in the short-term, this 
had no bearing to how an actual company works in the real economy. Accumulation of shares had to be 
done over time largely due to the erratic movements of stock prices.  

The problem arises when individuals seek to gain the most money in the shortest amount of time. 
Instantaneous profits resonate so strongly upon our emotions that it triggers our greed for more and 

90% Validation 

7% System 
Validation 

3% Mind 

90% System 

5% Mind 

5% Validation 

60% Mind 

30% Validation 
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provokes a false mindset that returns made in the longer term are a waste of time. However, while it is 
possible to be highly profitable through the accumulation of short-term returns, it is not as easy as it 
seems. Market timing is just like any other profession – it is a full time occupation. Mastering market 
timing has been one of the most difficult challenges. In fact, 80 – 85% of all traders lose money in the 
stock market largely due to having unclear, and sometimes mixed objectives of investing or trading. 
Furthermore, it only takes one mistake - one losing trade - to wipe out all the winnings you achieved in the 
past. The difficulty of market timing becomes more painstaking with the increasing amount of volatility in 
today’s capital markets.  

We believe that, at the end of the day, most of those who have succeeded in this industry were 
consistently able to answer one simple question and to commit to their response – “Should I be an 
investor or a market timer?” 

Phase 2: How Does it Work? (The FTSR Framework) 

Like any business, market timing must have a system that summarizes your skill in an operative position. 
The system is something that you can apply consistently. Your portfolio must grow because of your 
deliberate application of the system, expressing the philosophies, principles and rules that it is founded 
upon. There are plenty of trading beliefs out there that you can use but be careful in adopting ideas that 
may not be consistent with your own beliefs and goals. The system that we believe has both the elements 
of a trading edge and a sustainability factor is the FTSR Market Timing Framework. FTSR stands for 
Fundamental Analysis, Technical Analysis, Sentiment Recognition and Risk Management. The 
framework is a combination of all four working together.  

 

At its core, the FTSR approach recognizes that the fundamentals or value drivers of a stock matters in the 
long run, but it is flexible enough not to dismiss short term aberrations in price as random but attribute it to 
supply and demand conditions in the market that are brought about by emotions and behavioral factors. It 
respects and takes advantage of these forces through a mastery of the concepts and philosophy of 
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technical analysis - actively buying low and selling high while determining if fundamental conditions about 
the business increase the probability of success.  

While technical analysts regard the value drivers of a stock as a non-essential in the analysis, FTSR 
opens its eyes and understands why there is a gap between its price and value and what will make it 
coincide. While fundamental analysts ignore how the market buffets the stock price with its emotions, 
preferring to stick to value drivers, FTSR thrives and takes advantage of popular belief that creates 
attractive entry and exit points through the emotional vacillations the market reflects through price.  

 

1. Fundamentals– Fundamental analysis is the study of individual securities. It seeks to 

understand the main drivers of a company’s performance through both qualitative and 

quantitative factors. The primary objective is to identify superior businesses/stocks/industries that 

are likely to be favored by the market.  

 

2. Technicals– Technical analysis is the study of price action through charts and trends. It seeks 

to apply logic as to why prices move given the demand and supply situation. By understanding 

technical analysis, the market timer is able to evaluate their entry into a stock position and exit 

from it. Most importantly, technical analysis dictates whether your trading system is right or 

wrong. 

 

3. Sentiment – Sentiment Recognition is the study of market psychology. It dictates the strategy 

as to how you approach securities in both fundamental and technical aspects by understanding 

the emotional cycle and behavioral patterns of investors. It also allows the trader to temper his 

profit expectations, adjusting to whether the market is in a bullish or bearish environment.  

 

4. Risk Management - But by far the most important element in the system is the R or the Risk 

Management element. By managing risk, you increase your chances of success in the long run. 

Nothing is certain despite how well you know the company and how the market plans to react to 

it. It can only help you form your best guess. Risk Management is extremely important because it 

tells you the amount of money you are willing to risk for every trade that you execute.  
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  What is it?  Tools Objective 

F Study of value drivers of 
individual securities. 

Qualitative and 
quantitative factors that 
affect the business.  

 
Identify superior 
business and 
stocks/industries, 
forecast its intrinsic 
value 
 

T Study of factors that 
affect prices.  

Technical indicators like 
price, volume, and 
other indicators that are 
viewed using charts.  

Assess historical price 
movements, identify 
entry and exit points. 

S 
Study of broad markets, 
investor perceptions and 
risk appetite.  

Macroeconomics, 
economic and market 
cycles, asset classes 

Adapt strategies to 
changing market 
conditions 

R 
Money management 
techniques that aim to 
preserve capital and 
make trading sustainable 

Position sizing, value-
at-risk, stops, trading 
reviews 

Limit losses, maximize 
gains, manage mental 
state 

 

The Conflict Between Fundamental Versus Technical Analysis  

Fundamental analysis is often equated with long-term investing given that you study companies in search 
for long-term value. The information that concerns the investor is not what moves the price but what 
affects the value of their investment. To put it bluntly the investor is not supposed to stare at the screen 
looking at the price movements of his investment but most often spends his day literally looking at what is 
happening to the business – talking to the management team, evaluating the products, surveying the 
competitors.  

The investor does not sell when the stock appears “expensive”, when pessimism of investors brings down 
the price or if temporary difficulties in the business cause hard times for the stock. They may liquidate a 
position when the business prospects deteriorate permanently because the company has matured or, as 
if often the case, another competitor is crushing your investment in the business arena and it looks like 
the aggressor will succeed. The investor’s tool kit is what we call Fundamental analysis which is a study 
of the value drivers of an investment including a thorough understanding of the business and its 
competitive edge as well as the environment it operates in (industry, economy, social, technological and 
demographic forces). 

Hard core fundamentalists assert that their approach of looking at a stock like a business and buying to 
own is superior. They dismiss technical analysis as a glorified form of gambling because for them, short 
term price movements are aberrations and largely random fluctuations which cannot be predicted and 
which statistics have proven to be insignificant. For them, if a phenomenon cannot be modelled or 
quantified then it is automatically random. 
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The problem with this way of thinking is that they are looking at this alternative approach through rose 
tinted glasses. If you’re looking at something using only your point of view then naturally you won’t see 
how this alternative paradigm can work. Foresight and patience is the name of their game and 
diversification is the prime risk management tool. 

Meanwhile, technical analysis is often equated with short-term traders. It was born on the basic premise 
that stocks trade in a free market with only two players – those who want to BUY or SELL with price 
governing their behavior. The action of these two parties are governed by the Law of Supply and Demand 
just like any good or service traded in a market.  

 

 

 

 

 

 

 

 

 

 

 

 

The illustration above is a simple depiction of how supply and demand interacts to set the price. The Law 
of Supply and Demand tells us that there is this equilibrium price that the supply and demand will agree 
on and that is the market price. However, if supply is low and demand is high (shortage) prices will rise 
until they reach the equilibrium level. On the other hand, if supply is high and demand is low (oversupply) 
then prices will fall until they again settle at the equilibrium level.  

While it is true that demand results in share price appreciation, the biggest mistake is the 
misinterpretation of demand and supply. Technicians use charts as their main tool to forecast price 
movement and to understand underlying demand and supply situations. The biggest challenge is that 
interpretations can have multiple explanations which often result in making the wrong call. 

 

 

Quantity  

Price 

If the price is below the 
equilibrium level there is a 
SHORTAGE and the buyers 
will push up prices to move it 
back to equilibrium.     

If the price is above the 
equilibrium level there is 
OVERSUPPLY and the sellers 
will weigh on prices to move it 
down to equilibrium.     

At equilibrium supply and 
demand are in harmony and 
thus prices settle down.      

Supply  

Demand  

Po (Equilibrium Price) 

Qo (Equilibrium Qty.) 



	

www.cayluminstitute.com 11	

Applying Both Fundamentals and Technicals 

We believe that there is no right or wrong approach to attacking markets. If you think about it, there is 
only one market that is being analyzed. Thus, given proper usage and knowledge about the different 
approaches it makes no sense for Fundamental and Technical analysis to have two widely diverging 
conclusions about the same market. 

Disagreements or conflicts between the two approaches often stem from the fact that naturally, those who 
see one approach as superior and subscribe to it fervently, have a poor understanding of the other 
approach. Hence, they see it as folly and non-essential in the analysis. As we said before, Fundamental 
analysis focuses on the value of a business and disregard what affects price but not value. Technical 
analysis takes the polar opposite and disregards value, focusing on what affects the price. No wonder 
they don’t understand each other!  

The Caylum Trading Institute takes a different view, a deep understanding of the principles of both 
fundamentals and technical analysis have enabled us to form the FTSR philosophy which we believe is a 
superior approach. We believe in buying fundamentally sound companies – understanding valuations, 
management, product, business potential which will always result in higher share prices. While this has 
provided an outlook to what is expected to happen, it can only be confirmed through technical analysis. 
If nobody sees the promise of the stock that you’re trading, it will not move. That is why both are 
important to market timing. The FTSR method focuses on fundamentally sound companies with favorable 
price action in order to maximize returns.  

The Pricing Versus Value Game 

 

  How Price is Set How Value is Determined 

The gist of the philosophy 

Value cannot be seen so price 
should be the focus. Different people 
have different estimates of value 
thus no one really knows what it is 
and come to the conclusion that it is 
of no use. 

All assets have a fair or intrinsic 
value that can be estimated from a 
proper assessment of its investment 
characteristics. It is not an exact 
science but price will eventually 
converge to this value.  

How to profit from the 
game 

Identify the trend of the price 
movement and position oneself for 
profit. To make it sustainable, a hit 
ratio has to be amplified by favorable 
risk to reward ratio or simply by 
keeping losses small and letting 
profits run. 

Estimate the value and buy at a 
comfortable margin below this value 
to create a margin of safety. One 
must be correct in assessing this 
value and the market has to 
recognize it to close the gap. 

Drivers 
Price is set by the basic law of 
demand and supply which can be 
fickle and affected by emotions.  

Value is determined solely by 
fundamental metrics like earnings, 
cash flow, growth and risk.  
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Material information is 

Popular news, stories and rumors 
that shift the perception or mood will 
affect the price even if it has no 
connection to how value is set.  

Only information that affects the 
fundamental picture of the company 
in a significant manner.   

Tools needed 

a. Technical Analysis                                                                    
b. Trading Systems                                                                 
c. Stories that are popular                                               
d. Price Multiples                                                                         
e. Market Sentiment/Psychology                                              
f. Fund Flows and Momentum 

a. Macroeconomic analysis                                                
b. Industry and company analysis                                               
c. DCF models                                                                        
d. Financial Analysis                                                                 
e. Qualitative Analysis  

Time horizon  Minutes/hours for a day trader, 
weeks/months for swing traders Long term (years)  

The competitive edge  
Knows how to get inside the head of 
the market and to anticipate its 
moves while minimizing risk 

Have an accurate sense of what 
drives value given uncertainty and to 
filter out the noise  

Keys to success 

Flexible and does not cling to 
personal views too tightly, strict risk 
management, does not get carried 
away by emotions and sticks to the 
"system"  

Patience, foresight and ability not to 
be swayed by divergent views and 
noise from the market.  

Road to failure 
Trading his views and not the 
market's. Predicting where prices will 
move.  

Stocks that are value traps since it is 
only him that sees the value in the 
stock, inability to assess growth 
stocks 

 

Source: Adapted from Aswath Damodaran's blog post "Twitter IPO: Why a good trade can be a bad 
investment and vice versa” 

 

Phase 3: Why Can’t I Make it Work? (Mental Preparation) 

"We know that prices move up and down. They always have and they always will. My theory is that 
behind these major movements is an irresistible force. That is all one needs to know. It is not well to be 
too curious about all the reasons behind price movements. You risk the danger of clouding your mind with 
non-essentials. Just recognize that the movement is there and take advantage of it by steering your 
speculative ship along with the tide. Do not argue with the condition, and most of all, do not try to combat 
it." – Jesse Livermore, Reminiscences of a Stock Operator 

The FTSR Framework, the trading system and the thought processes behind it are all products of 
experience and practice. The biggest challenge is to have the right mental preparation, the right mindset. 
You have to take control of your mind, steer it to move actively towards following the trading process and 
away from reactive summons of your emotions. The famous author Napoleon Hill once said that the most 
powerful gift that people are given at birth is the ability to take control of their mind and direct it towards 
attaining their goals in life. This statement is unquestionably supportive of market timing success. If you 
can easily control your mind to block out emotions and consistently follow tried and tested systematic 
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rules in trading, then there is no doubt that you will eventually be profitable. As the saying goes, take 
control of your mind or your mind will take control of you, and how that will be possible will most likely be 
through your emotions. 

 

As a market timer, you have to be mentally prepared in order for you to achieve your objectives. Every 
individual has their own set of objectives having a combination of fundamental and technical analysis to 
define your system. Active market timers will be able to build wealth by accumulating trading gains one at 
a time. Longer-term market timers whose primary goal is to “buy and own” great companies have the 
tendency to stick with the company for the long haul with the understanding that you are not overpaying. 
Either way, success will still be equated with having a strong comprehension of the FTSR Framework and 
being able to rely with confidence that the system indeed does work.   
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Excerpt from CHAPTER 7 – Market Timing  

“Fear incites human action far more urgently than does the impressive weight of historical evidence.”       
- Jeremy Siegel 

 

An Overview of Market Timing 

If one peruses the mountain of historical data available in the markets, there is absolutely no doubt that 
stocks outperform all asset classes over time. If you check the authoritative work of Jeremy Siegel in 
Stocks for the Long Run he shows that indeed stocks are riskier than most asset classes within an 
investment horizon of 1 – 2 years, but over a period of about 20 years, stocks have NEVER 
underperformed inflation, bonds and bills across all major global markets.  

The table below shows comprehensive data for US markets spanning 1802 to 2006 or 204 years of data. 
For a 1 – 2 year holding period, stocks are highly volatile when compared to other asset classes. For a 
one-year holding period, the best return for stocks over the period between 1802 – 2006 was a 66.6% 
return while the worst was -38.6%. This eclipses the volatility of bonds (-21.9% to +35.1%) and bills (-
15.6% to +23.7%). For a five-year holding period, watch how the worst annual return of stocks drops 
markedly versus bonds and bills. The worst 5-year holding period annualized return was -11% for stocks 
versus -10.1% for bonds and -8.2% for bills. For a twenty-year holding period, here is where it gets 
interesting. Contrary to popular belief, the data shows that stocks have higher return but less risk as it 
provided an annualized return of +12.6% versus +8.8% for bonds and +8.3% for bills while the worst 
annual return was +1% versus -2.0% for bonds and -1.8% for bills. (Siegel, 2002)  

Maximum and Minimum Real Holding Period Returns in US markets (1802 – 2006) 

   
 Source: Stocks for the Long Run 4th ed. by Jeremy Siegel 
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If the evidence is so conclusive about the potential of stocks to perform, why are they so volatile 
in the short run? The complicated answer is that people overestimate risk in stocks (and thus overpay 
for fixed income assets deemed as “safer”, this is why stocks trump bonds and bills so much over time). 
The simple answer is that hindsight is 20/20. Historical data is past data. We cannot with any precision 
even say where the market will be a few years from now, let alone 10 to 20 years from today. 

This uncertainty, either perceived or real, weighs on the investor’s mind and the result is volatile stock 
prices today. Technically, opacity in the near term prospects of an economy translates to a higher equity 
risk premium which means that stocks need to have a large enough “discount” before attracting buyers.  
The untrained eye will see this as risk, but uncertainty and volatility for the trained trader spells 
opportunity.  

Most brokers like to peg a near term “target” for their clients, which represents their outlook for the 
market. This is fine if there was little uncertainty in the horizon so the target would have a high chance of 
being hit. But advancing a single target price is misleading because it masks the real risk or uncertainty 
involved. A proper way of gauging where prices can head in the near term while taking into account 
uncertainty is through scenario analysis.  

Take the Japanese markets where as of this writing, the index was at 14,355. Bank of America Merrill 
Lynch pegs the FY2014 target at 17,600 as the base case but the analyst provides a scenario analysis 
with the bull case (optimistic target) at 20,800 and the bear case (pessimistic target) at 14,900. While the 
target of 17,600 represents a substantial upside of 22.6%, the difference of the bull to bear target is 
around 40%! This huge uncertainty is reflective of Japan’s sensitive macro environment as Prime Minister 
Abe tries to revive Japan from 20 years of deflation. While you may not feel this uncertainty, the investors 
that look at Japan do and this will surely play a role in how prices behave in the near term.  

Nikkei 225 with Targets from Scenario Analysis (2012 – 2014) 

 

U
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In the end, despite all this “uncertainty”, there will only be ONE outcome which the numbers (GDP or 
earnings data) will validate once they come out. Since we and everyone else cannot know this in 
advance, the opportunity that market timing can provide is really to play the perceptions of the market 
towards the probable future outcomes AND at the same time, to keep in mind what the real outcome will 
likely be in order to anchor our trading decisions.  

This is executed by buying when markets are OVERSOLD and lightening up our positions when the 
market is OVERBOUGHT. Behind this technique is a risk management framework called “non-predictive 
decision making”. This simply means that even if we have an outlook on where the market is going, we do 
not enter a trade or bet our capital on the presumption that we are right. Many traders with outsized egos 
have blown up their accounts from this need to be right, and it is not an edge that can survive tumultuous 
markets.  

Our trading methods recognize the uncertainty and trade based on probabilities. Our game is to play 
uncertainty itself. This is why market timing can be a sustainable undertaking because we do not depend 
on forecasts being right (this makes us fragile) but we position ourselves to benefit from uncertainty. 
Being right is only an added bonus for us.  

 

 

 

 

 

 

 

 

 

 

 

 

As a last note to clarify with our trading approach, even if we trade individual stocks and not the entire 
market per se, which can be bought using index ETFs, our trading strategy will still be dependent on 
general market conditions especially the total exposure of the portfolio. That is why it is called “market 
timing”. Broad market conditions exert a powerful effect on individual stocks no matter how spectacular 
the company specific story is and, as a risk management discipline, we do not fight this force. We respect 
it. We take only what the market can provide in terms of trading ideas.  

Overbought (SELL) 

Oversold (BUY) 

PRICE  

Only one outcome              
in the end (t = 1) 

Oversold (BUY) 

Overbought (SELL) 

Today (t = 0) 

VALUE 
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Market Timing Indicators  

The next step is knowing how to properly assess market conditions and for this our primary tool will be 
analyzing the price action with technical analysis and probability estimates. As you gain experience in 
analyzing market action you will encounter its mean reverting properties. What this means is that prices 
usually swing or oscillate between extreme positive and negative values. However, despite these wild 
swings, there is an underlying trend which the price snaps back toward, similar to how a rubber band can 
be stretched either way but snaps back to its original shape. This mean reversion has some very 
interesting statistical properties which will aid us in market timing.  

To be clear, the FTSR method goes beyond technical analysis. We believe that the leg up is gained from 
also knowing what you are paying for in terms of valuations in order to get a much more robust way of 
assessing the risk-to-reward ratio in participating in markets. As always, the analysis should be completed 
by knowing the drivers of market movements so the other more quantitatively oriented tools can be put 
into context. However, for our purpose here we will focus on the technical aspect because it is the most 
objective methodology.  

The Context of Market Timing 

Given our study of the Bull-Bear Cycle, there is no question that we must be interested in markets that 
are on the left side or have a primary uptrend in place. Through technical analysis, we also examine that 
intermediate trends are merely the price swings within the primary trend. Given this context, and our 
focus on trading intermediate trends, the process of identifying oversold and overbought conditions will 
revolve around dissecting these swings into the familiar magnitude and duration. 
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NEUTRAL 

50-day Moving Average 
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What defines the overbought and oversold readings in the intermediate time frame? As depicted above, 
this will involve: a) the price action relative to the primary trend, b) the 50-day and 200-day moving 
average, c) reversal patterns that mark inflection points in intermediate price extremes, and d) the MACD 
which works best on intermediate trends.  

The ground rules are:   

• The NEUTRAL area will usually be within the proximity of the 50-day moving average which is 
a major support area. The MACD at this point will be converging to the zero line. As for price 
patterns, there will usually be a consolidation area that forms after a bottom reversal. The 
consolidation area is called a “basing pattern” and will be called “Base 0” because this is the 
area where investors rebuild positions.  
 

• The market is considered OVERBOUGHT when prices are significantly above the 50-day 
moving average and the primary trend. The MACD at this point will be heavily positive or 
above 0. As for price patterns, the ascent at this point will be marked by three short-term 
magnitude-durations that form three bases above the base 0 (more on this later). The 
confirmation will come as always from a topping pattern or the break of short term moving 
averages.  

 
• The market is considered OVERSOLD when prices are a significant margin below the 50-day 

moving average and in the proximity of the primary uptrend or the 200-day moving average (it 
can break the 200-day moving average temporarily). The MACD will be heavily negative or 
below 0. There will usually be three legs to the sell off with a bottom reversal marking the end 
of the selling waves.  

 
Note: There is also a time element involved. This will be discussed in the section on trend trading.  

 
What force manifests in this behavior? There is a natural rate of ascent for prices. If prices rise too high 
and too fast, a corrective force (profit taking) will enter and bring it back to earth. Conversely, if prices fall 
too low and too fast, market participants will enter the market and bring prices back to its normal rate of 
ascent (bargain hunters). If we do some number crunching, we can estimate the probabilities on price 
movements.  

In the US markets (with the SP500 as a proxy), if we use annual returns from 1927 – 2013, the mean or 
average return is 11.26% and the standard deviation is 20.01%. Assuming that returns follow a normal 
distribution or bell curve, we can make these assumptions as to future annual returns:  

• There is a 68% chance that in any year, annual returns will be between (11.26 – 20.01) = -
8.75% and (11.26 + 20.01) = 31.27%. This means in seven out of ten years, annual returns 
will be within that range. Conversely, there is only a 32% chance that declines exceed -8.75% 
and or the market rises above 31.75%. Simply said, there is a two thirds chance that returns 
will be within 20.01% of the average.    

• There is a 95% chance that in any year annual returns will be between (11.26 – 2 x 20.01) = -
28.76% and (11.26 + 2 x 20.01) = +51.28%. Conversely, there is only a 1 out of 20 chance 
that the market will decline more than -27.86% or rise more than +51.28% in a year. Taking 
market cycles into account, this can happen at the end and beginning of business cycles 
where the market is most volatile.  

• There is a 99% chance that in any year, annual returns will be between (11.26 – 3 x 20.01) = -
48.77% and (11.26 + 3 x 20.01) = +71.29%. Conversely, in a century, there will only be ONE 
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instance where the market will fall more than -48.77% in a year and rise more than +71.29% in 
a year. This happened in the DotCom bubble in 1999 where the NASDAQ rose +83% in one 
year. This underscores how extraordinary those times where. On the flipside, the only time the 
US markets declined near the 50% range in the last 100 years was in 1931 where it fell -44% 
(This was in the Great Depression).    

Note 1 Philippine data is limited but in 1987 – 2013, the annual return of the PSEI is 14.79% and the standard 
deviation is 42.81%.  

Note 2 (What is the mean or average?) – The mean or average is a measure of “central tendency”. This is simply the 
arithmetic average. For example, the average of the data set – 15, 20, 25, 17, 10 – is (15 + 20 + 25 + 17 + 10)/5 = 
17.4.  

Note 3 (What is standard deviation?) – Standard deviation measures how much the data is deviating from the mean, 
in short volatility. This can also be thought of as the average rate of change in the data. To give an example, let us 
say that in a class of 100 the average grade point average (GPA) is 3.33 out of 4.0 and the standard deviation is 
0.33. Given the historical data, at the subsequent grading period, the class’ average grade point average can be 
either be 3.33 + 0.33 = 3.66 or 3.33 – 0.33 = 3. The average is 3.33 but the range of outcomes will normally lie 
between 3.0 – 3.66 given data on standard deviation. In finance, two stocks can have the same average return but 
have widely different volatility levels. This means that they can have the same return but one of them can have lower 
risk. The choice of investments will then be more informed than if we did not consider standard deviation.  

Note 4 (Time frequency of calculations) – The frequency of the data should be quarterly. Statistical inference needs 
at least 30 data points to be of any accuracy. So with ten to twenty years of data there will be enough data to work 
with. This frequency also makes the calculations sensitive enough for our needs.  

Victor Sperandeo a market timer that used options and featured in Jack Schwager’s 1992 book “The New 
Market Wizards” devised a methodology with these statistics at the core. Based on his personal studies, 
he concluded that the market’s intermediate swings usually make prices move around 20% (the US 
market’s standard deviation) and this took roughly 107 trading days.  

Annual Percentage Return for the Standard and Poor’s 500 (1928 – 2013) 

 

Source: Bloomberg 
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As an additional proof, the chart above shows the annual returns of US markets from 1928 to 2013. From 
the data, indeed the market rarely moves a large deviation away from its average annual return of 
11.26%.  

Take note that it does not mean that if the oversold/overbought reading is flashing, then prices will 
reverse right away. Prices can remain oversold/overbought for long periods of time. To generate trading 
decisions, the trader has to be aware of favorable entry/exit points, which requires the use of reversal 
patterns and consolidation areas. We will outline this with detail in position trading. For now, just observe 
what happens when the oversold or overbought signals show. Watch the MACD carefully.  

Applying the Concepts 

Standard and Poor’s 500 (2005 – 2008) 

 

 

 

While it cannot be expected to be exact, the diagram we drew above broke down the market action quite 
well in the case of the SP500 for the period 2005 to late 2008 just when the bear market started. In fact, a 
strategy of buying only when the market is oversold (near the 200-day moving average) and selling once 
it moves a certain percentage from it or the neutral 50-day moving average could have yield favorable 
results. By using the MACD to provide the buy and sell signals and more fine-tuned technical analysis our 
timing can be a lot more precise.     

Let us try this again, this time on the Philippine Stock Composite Index.  

OVERSOLD 

OVERBOUGHT 
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Philippine Stock Composite Index (2010 – 2014) 

 

 

 

If you look at the studies closely, oversold readings are much more reliable and easy to spot because the 
technical criteria define it very well. The 200-day moving average and/or the proximity to the primary trend 
provide solid guidance as to calling oversold readings. Overbought readings are more unreliable in the 
sense that prices can stay overbought for quite a long period of time. The only solid indicator of 
overbought readings are if prices have formed three durations or bases above the initial consolidation in 
the neutral area (this will be more effective in indices but less so in individual stocks because it may have 
company specific drivers as well). There is no remedy to this. Market tops are naturally harder to call and 
as a trader, you just have to accept the fact that you will never get the entire price action, and you do not 
need to get good returns. 

The limitations of this indicator include:  

1. The predictive power of the technical indicators we use are also based on historical 
relationships which may not hold in the future.  
 

2. Oversold and overbought levels can be meaningless to a market that is irrational, meaning 
extremely bullish or bearish, such as what happens during the euphoria phase in late bull 
markets and panic selling in market crashes.  
 

3. These guidelines will generally work with individual stocks but expectations have to be 
adjusted for how volatile that stock is.  

OVERSOLD 

OVERBOUGHT 
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Know the Drivers of Market Action  

The trader’s homework is not done until he puts some color on why markets or stocks are acting a certain 

way. Pure chartists don’t care about this because it’s considered noise to them and impairs sound 

judgment. This is only true for traders who cannot separate noise from the signal. The trader who is 

trained in the FTSR method will be equipped to use his background in fundamentals and market 

sentiment to complement his trading. With enough experience one will realize how knowing the drivers 

behind the price action will provide an illuminating clarity to the uncertain world of the stock market. This 

is the edge of the trained trader. While there could be a host of reasons why prices are acting a certain 

way they can only be because of three broad forces.  

1. Market driven – A market driven move is when stock prices are moving in sympathy to the 

broad market. We see this all the time, when the PSEI tanked ~22% within a month in 2013 

because of the Fed’s announcement of the tapering of its bond buying program virtually no 

stock was spared. Investors didn’t care about the fundamentals, they just wanted to get out of 

the market. This can be easily seen through charts, when the stock you’re interested in is 

mirroring the market’s swings then there is a high chance that it is being driven not by its 

fundamentals but by the market.  

From the standpoint of global markets, sentiment in developed markets especially in US 

equities usually spill over to smaller markets. (e.g. The PSEI and other emerging markets). 

This is because global financial markets are more integrated than ever with free flow of 

capital. Capital from developed markets usually represent a disproportionate amount of the 

activity in smaller markets and thus any hiccups in their home markets usually result in “hot 

money” flows. Going back to the Fed Tapering, this caused huge volatility in all Emerging 

Markets, investors did not differentiate between strong or weak countries but sold them all 

indiscriminately. 

Stocks encountering a market driven move provide excellent opportunities. Often, it is the 

only force that can make stocks with excellent fundamentals sell off towards a great entry 

point.  

A stock’s relative performance versus the market can also be a tip off as to its fundamentals. 

If the market is buoyant and making new highs while the stock you’re interested in is lagging 

most likely it has an event or fundamental driven reason that is keeping it aground. If you 

don’t see anything wrong better check again. Or it could a development that has yet to reach 

the news. Conversely, if a stock is outperforming the market it could mean superior 

fundamentals.  
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2. Fundamental driven – A fundamental driven move is when the stock price reacts to a 

deterioration/improvement in its business. When the fundamentals change, investors 

reassess the stock and this causes prices to head towards a new equilibrium point which 

represents the “fair value” for the market. Depending on the fundamental change prices can 

react swiftly to price in the new information sometimes even causing gaps in prices.  

Examples of fundamental drivers for individual stocks include; earnings announcements, 

mergers/acquisitions, share offerings, new products or investments in new businesses, 

changes in dividend policy, announcement of share buybacks, the hiring/firing of key 

executives etc. On a market level, this could be upgrades in economic forecasts, changes in 

the stance of the central bank towards monetary policy, large currency movements, credit 

rating upgrades etc.    

Using the stock’s relative performance versus its peers or the market it can be easy to spot 

whether the stock of interest is being driven by a fundamental event.   

3. Event driven – Event driven movements in prices are surprises or unexpected events that 

may or may not affect intrinsic value. For individual stocks, this can be a fire in a company’s 

key facility, for a utility company this can be the unexpected breakdown of a power plant, for 

consumer stocks what often happens is a product recall due to faulty manufacturing etc. On a 

market level, this can be the Fukushima Daiichi nuclear disaster that hit Japan in 2011 or 

Typhoon Yolanda that flattened parts of the Philippines.  

 

By attributing price movements to one of these drivers we can immediately gauge what the price reaction 
will be and set expectations accordingly instead of relying blindly on chart patterns.  
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