Mastering The Market’'s M

Gain Prosperity From Value, Trend and Sentiment
Bill Ragsdale, Editor, Good Fortune

Introduction

aution. Bumpy road ahead. This research report is heavy reading, dense with numbers,
charts and mar ket history. You dondt need
Fortune. However, it should the least build your confidence in our methods. At the

maximum it will reposition your investment life into one of mastery of the market. You will not

find this information compiled in this form from any source although much of it has appeared

elsewhere. It hastakenmytwenty-f i ve year sdé search, research an
You often hear commentators on TV or in pri

ket timing they mean following indicators or rules guiding buying and selling to improve stock

mar ket gains or reduce | osses. What they mea

or 2) They have a personal interest in moderating investor activity in and out of the mutual
funds they manage (John Bogle, Peter Lynch) or their brokerage firm (Charles Schwab).

The O6expertsd often say, dAalf you miss the X
return. o What they fail to say is that if you
your return. I do not propose to avoid bad days or weeks. These sharp up and down days occur
irregularly and randomly. I look to avoid extended down periods of ten percent or more.

John Bogle, and many others, repeat constantly the value in holding a low expense, index
mutual fund with no attempt to time the market. The sad truth is that in 1974, 2001-3 and 2008
-9 investors lost about one-half of their equity investment portfolios. If they simply could have
sidestepped those three periods of 50% losses their current worth would be 800% larger. Sav-
ing any part of those losses would have materially improved their current lifestyle.

Company Annual Gain At Peak Buy Ang\/i?'g;?g;i Gain
Bank Of America 14.86% 0.36%
General Motors 12.63% -7.92%
General Electric 25.84% 5.90%
Figure 1

Anot her saying i s, ABuy -tgeorom. &t olcktss alnado kh od t
largest firms in their industries twenty-three years ago (1986): Bank of America, General Mo-
tors and General Electric. After all, General Electric was the largest firm in the S&P 500 Index.
If you did buy and hold you saw them peak and decline. Along the way, if you had sold at their
individual peaks, your annual return, including dividends, would have been BAC 14.86%, GM
12.63% and GE 25.84%. But by continuing to hold until March 5, 2009 your twenty-three year

Copyright 2009, Dorado/IDS Corp. All rights reserved.
Page |



100 100
%1 Bank of America General Motprs General Electric %1
28 28
10 10

6 6
5 5
3 3

05/07/90 07/24/98 10/10/06 05/07/90 07/24/98 10/10/0605/07/90 07/24/98 10/10/06
Figure 2

annualized return would have been BAC 0.36%, GM -7.92% and GE 5.90%. Only General
Electric would be deemed a successful buy and hold investment and then you would only end
up with one-fourth the possible return. Figure 2 shows the price plot of these three firms on a
proportional scale, dividends included.

Finally, the pundits say, fiOnce you exit th
Wel | | 6m here to show you, 1) With one si mpl
economic trends; 2) With another calculation you can locate two to three year market bull and
bear periods; and 3) A final market measure can add several percent return per year and build
your confidence market gyrations will no longer surprise you.

The most over-arching investment imperative is to avoid significant down markets. We see
from Figure 3 the projected date at which a diversified investment portfolio will return to its
2007 value after the current T 50% market crash. At a typical 8% gain per year, the buy and hold
investor will not regain his loss until late in 2019! The return will NOT be smooth as the figure
might imply. There will be significant peaks and drops along the way. By applying sound mar-
ket analysis Good Fortune offers a statistically based process to 1) make the most of up-trends
and 2) side-step the subsequent drops. The remainder of this report will explain in detail how

these processes operate.
Time To Regain Loss
S&P 500 Index / /
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Figure 3

The Rationale of Market Timing

tock market gain is based on the earnings and growth ability of the individual companies

of our economy. Over the long term market returns are driven by the dividends the firms
pay and their internal gain in value from their retained earnings. Over the last one-

hundred plus years this gain has averaged about 9% per year: Of that about 3% is from divi-

Page 2



dends, 3% from company growth and 3 % from price inflation. The spendable return to the in-
vestor is just the total 6% from dividend and growth (capital gains) as the change due to infla-
tion does not change our standard of living

Over periods of decades or less we see significant swings above and below that long-term
6% economic growth rate. These extremes are o
the stock advisory service Value Line was originally based on the concept of there being a base
line of continuing investment growth.

An unfortunate fact of our financial life is few investors adjust their strategy to invest ac-
cording to these common deviations. In fact, in aggregate, investors increase their exposure to-
ward market tops and poor value and decrease their exposure in bear markets as value is in-
creasing. The correct investment process should be the exact opposite. Build on proven, ra-
tional, economically sound measures the Good Fortune advisory service uses a suite of indica-
tors to properly position our portfolios. This report will present these tools so you may take ad-
vantage of them for your investment success.

The Market Tide

any investors think they will be successf
look to be asset allocators, proportioning between stocks, bonds, cash, gold, etc.. An-

other school seeks to find hot sectors. A foundation of all equity markets is the sim-
ple fact that 60% of stock success, 70% of sector investing and well over 80% of diversified
funds investment results from the underlying market trend. Figure 4 summarizes the approxi-
mate contribution to investment return made by their key factors.

Market Trend Analysis SE[Z()](:CI:%C Random
Stock Investing 60% 10% 20% 10%
Sector Investing 70% 10% 10% 10%
Fund Investing 80%+ 10% — 10%
Figure 4

In early 2009 the following percentage of return of the following funds was due to the mar-
ket trend:

Fidelity Value 98% Fid. Growth Cos. 83% Select Computers 72%
Fidelity Magellan 89% Fid. Small Cap. 82% Select Chemical 71%
Fidelity Trend 88% Sel. Health Care 77% Sel. Retail 70%
Fidelity Contra Fund  85% Sel. Cons. Stpls.  73% Sel. Transportation  48%

Sel. Energy 44%

With the market trend such a strong force we can make several general statements:

1. Depending on the diversified fund you pick you may make 5% more or less than the
next investor. This is the analyst contribution.
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2. If you hold the best diversified fund during a down market you may make 5% more
than the falling market but you will still
tide |Iifts all boats. 0 And nearly alll stoc

The conclusion? Get the trend right and you are way ahead of the best analyst.

Bear Duration Avg Yr. Ret Bull Duration Avg Yr. Ret
1906-1921 16 years 1.58% 1922-1928 7 years 17.20%
1929-1949 21 1.69% 1950-1965 16 10.60%
1966-1982 16 1.78% 1983-1999 18 14.80%
2000-2009 9 so far 5.8% Mayod09

Figure 5

US Economic Trend

etdébs start with the very |l ong term. Econom
mar ket undergoes extended mar ket trends ca
bear 6 (down) periods. Th18 waslopgeWithimestls each a
period we find shorter up and down period cal
An astonishing reality is that all the investment gain occurs in the secular bull periods! The
secular bear periods barely break even with annual returns less than 2%! After inflation is con-
sidered most bear periods lose money over a decade or more. Figure 5 shows results over the
last century. Similar results were observed from 1802 to 1906.
Our first observation is that we should have maximum market exposure during the secular
bull periods to profit from their impressive returns. In contrast, in the secular bear periods, we
must make maximum use of the shorter, cyclic bull markets if we are to have more than 2% an-
nual returns.
Let us examine the last secular bear and bull periods from 1966 in Figure 6 showing the
S&P 500 Index adjusted for inflation using 1999 dollars. The downward arrow marks the start

S&P 500 Index Prices Year-end Inflation Adjustec

1600.00
1400.00 /‘-‘v
1200.00 / \
1000.00 /

800.00

600.00 * /

400.00 -W

200.00

0.00 T T T T ‘ T T T T
1960 1965 1970 1975 1980 1985 1990 1995 2000

Figure 6
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of the 16 year secular bear market and the upward arrow marks the beginning of the 18 year
bull market. Again note the annualized return during the bear portion was 1.78% before infla-
tion and about 14.75% after inflation. The secular bull market from 1982 to 1999 returned an
annualized +14.80% before inflation and +11.00% after adjusting for inflation.

If we wish to know the natural limits we run into a problem. The stock market has a long
term upward trend. Price peaks and | ows are i
determine what price is 6too highoé and 6too |
determine the peaks and minimums in either price record until well after the peak or minimum.

Measures Of Market Value

ow are we to recognize and respond to these changes in the investment environment in
a timely fashion? We candt simply | ook at
high. Due to the long term upward trend of the market we will encounter higher highs

and higher lows without firm reference points.

There are many measures of stock market valuation. The academic world focuses on the
dividend discount model. It is forward looking and depends on the correctness of our assump-
tions about the future. The most common historical measure in the popular press is the Price-
Earnings Ratio (PE). PE is the dollar price of a share divided by its after-tax earnings. With a
price of $50 and earnings of $2.50 the PE would be 50/2.50 = 20. The same calculation may
be applied to the stock indices such as the Dow Jones Industrial Average and the S&P 500 In-
dex. The PE of the S&P 500 Index has ranged from 7 to well over 40 with a 70 year average of
about 14.

Researchers find PE is poor predictor of market peaks and valleys as there are no clear lim-
its on its range. Figure 7 shows the Price-Earning Ratio of the US stock market over 121 years
In it we see the great variation in peak and trough values.

Another measure is Price to Book Ratia In this case the share price is divided by the
company accounting measure called Book Value, roughly the total of a companies assets less its
liabilities. Economist James Tobin proposed such a measure, T 0 b i n It range{from 0.3 to

Shiller's Price-earnings Ratio 1881-2002

quuarterly

0 T T T T T T T T T T 0
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Figure 7
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1.8 for the over-all stock market. AsseeinFigure8Tobi nds Q does give uUs &
market value peaks and valleys are likely to occur. When coupled with the information from
Figure 1 that market trends average 12 to 18 years we can zero in on the likely turning points of
Tobinds Q and thus the markets turning points
Using the dates from Figure 51 have placed squares on the peaks of bear market origins
and circles on the |l ow spots of bull mar ket o
those market extremes.
However, we can gain investment insight from the PE measure about long term investment
20 Year Periods Ending 1919 6 2008, Averaged Over 90 Periods
BEGINNING ENDING S&P 500 MINIMUM MAXIMUM
AVERAGE AVERAGE AVERAGE TOTAL TOTAL
PE PE GAIN RETURN RETURN
Ig 10 & DOWD 29 13.4% 12.1% 15.0%¢
A 7 22 11.7% 11.5% 11.9% | 2092
1982 11 20 10.4% 9.7% 11.0%
15 19 9.3% 9.0% 9.6%
16 19 8.6% 8.0% 9.0%
15 15 7.0% 6.2% 7.9%
13 12 5.6% 5.4% 6.0%
1966 12 12 5.3% 5.2% 5.4%
~ 18 9 4.9% ) 4.5% 5.2% 1986
19& U 9 32% 1.2% 4.5%
Figure 9
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prospects. This is our first hint useful market predictions can be made. It will also be apparent,
and possibly humbling, we may face vary positive and negative investment returns over ex-
tended periods. Figure 9 shows us the investment returns we may expect if buying and holding
over twenty year periods knowing only the starting PE.

If our beginning PE is 10 or less, as it was in 1982 (marked with an oval) we should expect
a return of 12% to 15%. And by 2002 the twenty year annualized return had been about 15%!
Beginning in 1966 with a PE over 19, marked with a square (it was 26), we should expect a
twenty year annual return of 1.2% to 3.2% and it turned out to be 3%.

Conclusions: The Price-Earnings PE in 2001 was over 40 so we should expect our current
twenty year holding annualized return by 2021 to average 3.2% or less. We will need a market
gain of 72% just to return to the 2001 market peak. Eight years into that period our annualized
return has been 1 5.8% through May 2009. Earnings have softened to just 1.7% on the S&P 500
Index producing a PE of 59! From this point earnings will need to improve by 600% to bring
the PE down to about 10, the usual recovery point from recessions. This will certainly take sig-
nificant shifts in the US economy and time, probably five to ten years.

Our Value Long-term Indicator

n 2002 Michael Alexander published his outstanding book St ock Cycl e s,

Beat Money Markets Over The Next Twenty Yelr# he develops his Price to Resources

measure (P/R). I have adopted it for Good Fortune use under our name Value Long-term
Indicator, VLI

Figure 10f r om A1l e x a n d e ssife showb the dokg marketdrendy @esured by
his Price to Resources P/R. Note how they correlate with the bull-bear periods of Figure 5 and

Figure 3.4 P/R used as a measure of the stock cycle (annual averages)
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Our Value Long-term Indicator VLI compares a stock market index value to the sum of
retained earnings of the stocks comprising that index over the entire history of the index. Think
of it in this fashion. The amount of company earnings that are retained after subtracting the
dividends paid to shareholders grows continuously over time. This is the amount a company
has earned, saved and reinvested and forms one measure of its worth: cumulative retained earn-
ings. Adding all the retained earnings of all the companies forming an index is a directly com-
putable measure of the underlying value of the totality of the companies whose stock prices
form the index. Alexander terms this summation of earnings as total market Resources.

I f we divide the market index Price by that
R or our VLI shown in Figure 11 If the index market Price increases more rapidly than its Re-
sources accumulate we can say it is over-valued and less unattractive; likewise if the market
Price declines against the growth of Resources the index becomes under or more attractively
valued. A side benefit from this analysis is the effect of inflation is automatically removed.
VLI may be computed directly from the readily available index price, earning and dividends.
Whil e Tobinbés Q is quite similar to VLI it i
and my VLI is the monthly S&P Index price divided by the sum of monthly earnings minus
monthly dividends totaled over the entire history. My VLI starting value has been adjusted to
match Al exanderdos P/ R in 1960.

Value Long-Term Indicator
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Figure 11

In very general terms, if VLI is above 1.00 we can say the index is becoming over-valued,
less attractive as an investment; below 1.00 is undervalued, more attractive as an investment.
History has shown there are no specific maximums and minimums for VLI. We can form some
very general rules about VLI: 1) Look for a reversal in VLI after about 14 years and when
breaking its trend line. (Trend line above if declining and below if increasing.), 2) Expect secu-
lar markets to end with VLI well above 1.20 or well below 0.60 as markets run to extremes.

In the VLI chart of Figure 11 we see the trend break of the initial short, ascending trend
line at about 1966 and know that was the sixteenth year of that bull market. Thus it was likely
to mark the end of a secular bull market as it did.
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In 1982, after another sixteen years, we see the upward break of the downward line form-
ing a likely candidate of the transition from bear to bull market. Finally, after another eighteen
years we see the market peak reversal in 1999. This reversal is well above 1.00, certainly is
above the 1990s solid trend line and also breaking the added dotted trend line. If 1999 was not
the exact market top is certainly was indicated as a point of maximum concern.

At it turned out the period 1999 to early 2001 formed a large, rounding market top in vari-
ous market indices.

From 1999 onward we see the decline of stock prices is bringing the VLI downward toward
a more attractive value. Of course it has taken a market price decline of over 40% to generate
that increase in value. Earnings are accumulating over time so the Resources component is in-
creasing which also moves the curve downward toward more attractive valuation.

From other analysis methods we find the general shape of down markets alternates between
6sharp6 and o6fl alt9 49 Tweaes déesHarnped odonwi2Ot i ng o
ward excursions over 21 years. The decline of 1966 to 1982 was flat with less well defined de-
viations, both up and down, as we see on Figure 6. As the 1929-1949 bear market was sharp, |
expect the current secular bear market will be sharp. We have already experienced a cyclic bull
market ending in 2007 (the double bump at the right in Figure 11) which returned to a new
market price high but was not able to establish a new uptrend in Figure 11

Conclusions: Figure 5 and Figure 11 verify the market is in a secular down-trend. Second,
this down-trend is likely to run for at least five years or more until year 2014 (14 years from
2000). Third, VLI will likely bottom below a value of 0.40. Fourth, expect at least one or, more
likely, two more cyclic bull markets within the current secular bear market.
e Secular trends are driven by generational trends: Innova-
tion, Migration, Mania/Bubbles, Broad Societal Shifts.
e Secular trends last 14 to 20 Years.
e Secular up trends show an average 15% annual gain and are
due to a price-earnings expansion.
e Secular down trends show a zero gain after inflation and
end by an earnings recovery after a recession with a PE
around 10.

e There are usually 2 or 3 cyclic markets in a secular trend.

Our Trend Long-term Indicator

or the last twenty years Good Fortune made limited use of our Trend Indicator TIL. It is

based on the six week trend of the number of daily up issues versus the down issues on

the New York Stock Exchange. It has given us assistance in reentering the market after
down periods but was too active and too short-term for consistent results.

In January of 2009 I introduced our new Trend Long-term Indicator TLI based on the vola-
tility (price high minus price low) of the S&P 500 Index relative to 43 week moving average of
the index. This indicator is the first one I have found that will profitably trade both long and
short positions. That is, its gain will approximately track that of a price index in a rising market
and it locates profitable periods in which to go short in down markets.
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Trend Long-term Indicator
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On Figure 12 we see TLI plotted above the S&P 500 Index weekly prices. Simply, a buy
signal is a TLI value greater than zero and a sell signal is a TLI value less than zero. Two TLI
sell signals are marked 6S6 and one buy

|l owed by very tradable trends over several

saw event. That is, sell-buy reversal signals with no follow through. These whip-saw events
would have resulted in a sell and re-buy over the course of a couple of weeks. We typically
would incur a loss of a few percent by such whipsaws.

Even taking the whip-saws into consideration TLI has a remarkable historical record. A buy
-and-hold investment of $10,000 in September of 1986 would have grown to $30,873 by Janu-
ary, 2009 an annual return of 6.15% even after the recent market decline. By following the TLI
indicator with long only purchases, the $10,000 would become $60,356, a annual return of
8.46%. An aggressive trading both long and short would have produced $70,781, an annual re-
turn of 9.44%. It should be noted these are all hypothetical results from a historic analysis. It is
quite likely future results will have more whipsaws, possible longer than several weeks.

One implication from the use of TLI is to remain out of the market for up to nine months
after the completion of a significant market decline as noted by the oval in year 2003. Of course
money market income is earned during this period when trading long or cash. If trading long
and short this delay to reverse position would represent a loss period. But again, over extended
periods TLI shows excellent promise to identify significantly profitable market periods. Later a
method using a measure of investor Sentiment will improve this outcome.

The purpose of this simple indictor is to keep us on the right side of the market trends that
have a duration of a year or so. 't is

Conclusions:Following this simple moving average of a market index will keep you on the
6right side of the mar kae teverfals ahdyeurmey bewn cdsh
during some attractive run-ups. However, you will gain peace of mind and protect your portfo-
lio against extended losses, such as 200172003 and 2007-2009. As more than 60% of invest-
ment gain is due to market trend. you will be forewarned of the impending risk of holding
stocks and equity mutual funds against a very difficult down-trending bear market.
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Sentiment Indicator

esearch has shown investor sentiment about the market is a valuable and effective

measure of the future direction of stock share prices. Oddly, it is an inverse or contrary

indicator. That is, when sentiment is the most favorable about the market, the market is
likely near a high price point as most willing buyers have already bought. Likewise, when senti-
ment is most bearish the market will likely reverse to the upside as most willing sellers have
sold. Only potential buyers remain.

As for all indicators, sentiment is not absolute. Bullish up-trends can continue with a con-
tinuing extreme in bullish investor sentiment. At bullish sentiment extremes the simple fact is
the market is much nearer a downward turning point than a new up-trend. Following this guid-
ance, adding to a long position is ill advised with high investor sentiment. Conversely, one
should not short the market at a bearish sentiment point while it is the best point to add new,
long market exposure. You will later see our short term tactics wait for a sentiment extreme and
then a sentiment reversal.

Several measures of investor sentiment have been developed: the percentage of cash held
by mutual fund managers, money flows into and out of mutual funds, the outlook on the future
by investment advisors, the proportion of put to call stock options and the direct survey of in-
vestors.

Good Fortune has chosen as its Sentiment Indicator SI the four week average of the per-
centage of Obullishd responders to the survey
vidual Investors as published on their web-site. AAII has conducted this survey weekly since
1987. AAII reports the percentage of respondents bullish, bearish and neutral. We use only the
bullish value and average over the last four weekly values.

History has shown the Sentiment Indicator SI best serves for short-term guidance over two
to six months. As Sl is a contrary indicator we should be looking to exit when it is excessively

S&P 500 Index with dividends 43 50 1650
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bullish and buy when excessively bearish. Our alert points are 30 on the bearish side and 50 on
the bullish site. That is, look to buy when less than 30% of investors are bullish and look to sell
when more than 50% of investors are bullish.

Figure 13shows eight years of the S&P 500 Index with our SI as a numeric value. We eas-
ily see the high bullish values, 50 and above, at market tops and much lower values, less than
30, at bottoms. Letds wal k though the decade.
reading of 57. The first decline took SI down to 32 as the market dropped 121%. After a recov-
ery of about 15% investors felt the decline was temporary with SI at an even higher 58. They
were disappointed with a drop of T27% with SI reaching 29. The saga continued into early 2003
with a cascade of lower highs. Finally the market bottomed in early 2003 with an SI of 23.

As it would turn out, that point was the start of a bull market gaining 102% into November
2007. This high was marked by an SI of Just
higher, as the market hit a new all-time high, illustrates SI does not have specific, clear buy and
sell points.

Into 2008 and 2009 we see another waterfall bear market with the price high marked by an
SI of 50 and SI below 30 at the price lows. The SI value of 26 of February, 2009, suggests the
market is near a relative low point and bounce upward is possible. Again, SI values are relative,
not absolute. For SI to be fully useful it must be evaluated in conjunction with VLI and TLI.

As a final caution, real life is not a clean as this chart would suggest. There are times of
ambiguity in which SI does not transition cleanly from bullish to bearish readings. In that case
you will -sadeedd a udfeaitlo return to a safe, cash

Conclusions: Sent i ment measures are the best indica
exit points (turning points) in the time frame of several weeks to several months. Sentiment is a

contrary indicator showing a trend is running toward an extreme. An extreme of sentiment,

bullish or bearish, can continue along with the market trend for extended time periods, so a sen-

timent extreme and reversal is most useful.

Integrating The Indicators

o far we have examined indicators of Value, Trend and Sentiment. These operate in inde-
pendent time frames and each is based on a different economic principle. How may we
integrate them?

First weol |l generalize and then develop spe
have seen our Value Long-term Indicator VLI identifies attractive and unattractive periods of
14 to 18 years (secular bull and bear markets). Our Trend Long-term Indicator TLI identifies
attractive and unattractive periods each about 2 to 4 years (cyclic bull and bear markets). When
both VLI and TLI are favorable the average market gains were eighteen percent per year. Our
task is to equal or beat the market return with superior relative performance. Years 1995
through 2000 formed such a period. We should look to hold stocks and equity mutual funds
during this period. By using high momentum (price rate of change) sector funds we gain more
than the market return. During this period our Good Fortune Maximum Compounding Plan
gained 30% annually adding value by mutual fund selection.

During period with favorable Value (remember, about 18 years long), while Trend TLI
turns bearish, we exit to the safety of a money market fund. 1990 to 1991 and 1994 were such
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periods.

The process becomes much more difficult when Value is unfavorable. Remember, these
periods are also 14 to 18 years long and market returns average about zero for these extended

peri ods.

During this period our

money and aim for moderate returns. History has shown returns in the 10 to 12% per year are
possible with an appropriate strategy. This is a an investment period in which others are experi-
encing long-term returns ranging from zero to heavy losses. We are currently in such a period
with a market loss of -50% from the November, 2007 peak to May of 2009 with an annualized
loss of 15.8% over the last nine years..

The good news is even when Value VLI is bearish it does contain cyclic bullish periods
such as 2003 to 2007. Our task is to obtain a favorable entry and exit points to make the most
of those periods. We rely on Trend TLI and Sentiment SI for these turning points. With Value
bearish and Trend bullish we can hold equity positions but for shorter time periods. This condi-
tion last occurred from 2003 to 2007.

Finally, with both Value bearish and Trend bearish we face the most unattractive situation.
Both Value and Trend are now against equity holdings and the US is likely in a pronounced re-
cession. This occurred from 1974 to 1981 and 2007 to the present. One possibility is to estab-

l i sh a

position

6shortdé against the

short or buying an inverse fund such as Rydex Inverse S&P Index (RYURX). Such a position

Sentiment=37 4
Short ==—=—~ 5

Trend= -4.41
________ 0
Sell 5
10
15

against the market trend would be entered upon excessively bullish senti-
ment, SI moving above and then below 45. The position would be closed
once Sl reaches below and then and reverses 30. A stop-loss exit method
must be included to exit the short position.

Conclusions:In three of the four combinations of Value and Trend our
actions are quite clear and continue for many months. In simultaneous
Value Bear and Trend Bear markets our investment activity becomes
rather short-term due to the extremely negative market forces.

The Indicators In Good Fortune

s a subscriber to Good Fortune you will not have to go to the ef-
fort of researching and calculating these indicators. They appear

in graphical form and as a table each week in Good Fortune. The
figures at the left summarize the last six months of Sentiment and Trend.
As its changes occur over a much longer period, the last two years of the

task is

Value = .52 12
Unattractive

.0

0.8

0.6

Attractive 04

2007 2008 2009

INDICATOR STATUS: We are much nearer a market top than a
bottom as only four funds rank below the money market fund. If

Sentiment SI peaks above 45 we will go short in the MC Plan by
buying Rydex Inverse S&P 500 Fund.

Strategy Status Last Signal ~ Next Action  Time To Signal
Trend T TLIL/C Cash 11/ 2 3 /L6n@ When TLI >0 Months
Sentiment - SIL/C Long 0 3/ 2 6 /Césl@When SI 145!  Weeks
Sentiment - SIL/C/S Long 0 3/ 2 6 /SBofd When SI T45]  Weeks

Figure 14
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Value indicator appear.

The graphical form gives us a long lead-time in planning our next tactical action. We see
Sentiment rising toward the 45 limit line and we know a sell or sell short action is most likely
ahead. Trend is increasing toward zero suggesting a possible buy, possibly in contradiction to a
Senti ment O0sell & signal However the
bearishd | ets us know we are in very
close long positions and establish a short position. The text box INDICATOR STATUS, taken
from the same issue states this information as a quickly read status and action report. In a very
brief form 6l ndicationd notes the next
when that condition is likely to occur. But please remember, the stock market is definitely not
on a fixed schedule or calendar. The market will go where it wants to go and we must remain
attentive to its messages and the need to evaluate as conditions change. As the noted economist
John Maynard Keynes said, fAWhen the

Results

he strategies in this report are the result of some thirty years of personal market research

and experience. Nearly twenty years were while publishing Good Fortune. While the

strategies are the best I have found to day my efforts will continue in validation both
analytically and with real-time, real-money investing. While there is a degree of judgment, fit-
ting and revision in the indicators and their application the methods and results are consistent
with proven practices and based on basic economic principles. I am confident to apply them
with my own investments and Good Fortune.

We see from Figure 15lower trace the Buy and Hold (marked B&H) annualized gain from

Hypothetical Trading Results 1986 & May 2009

ceombi
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Total Return

Annualized Gain

Upper: Long/Cash/Short  1371% 12.24%
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16.000
14.000 A
12.000 L/CIS -Mff
10.000 P T
8.000 1‘// LA
6.000 B&H
4.000+— Figure 15 — B&H Wy
2.000 M
0.000 : : : : : : : : : : :
F F ¢ F ¢ F F T T T
NS S\ R A\ A\ Y« AN« SRR\ S U o




1986 to May of 2009 is 6.05%. Trading either Long or Cash (marked L/C) an index fund or
money market the annualized gain rises to 9.87%. Over such a long period of time the total re-
turn is improved by 2-1/2 times. The upper trace shows the return trading Long/Cash/Short
(marked L/C/S) increases to 12.24% annualized and almost doubles again the total return. Note
that the Long/Cash and Long/Cash/Short strategies trailed the return of the Buy & Hold return
until year 2000. This is typical of most market timing systems during a secular bull market as
any time in the safety of a money fund reduces the total return. The value of timing appears in a
severe cyclic bear market or any secular bear market as we see after year 2000.

Conclusions:The benefits of successfully following these market indicators are peace of

mind and enhanced return. One of the down-sides can be missing capital gains tax treatment as

holding periods are often under one year. Some investors go to great lengths, and sometimes

great personal anguish, for tax avoidance. After all, a 15% capital gains tax rate is better than

gains taxed at your much higher ordinary income rate. But I maintain avoiding the historical

market losses of 120% to T 50% in the last ten years would have more than offset seeking a

more favorable tax treatment by holding through these distressing periods. I maintain much of

the O0buy and hold6é advice is given by investmn
tomer base and assets under management.

What Lies Ahead?

M ost current market analysts and investment professionals have careers started after
the Secular Bear market ending in 1982. They will have to be at least 56 years old to
have experienced the Cyclic Bear market of 1973 to 1979. [By the way, at the time I
was running an electronics manufacturing company and experienced it clearly.] And very, very
few can recount experiences of the Great Depression of the 1930s. Thus we have to rely on his-
torical records and models in order to apply lessons from those periods. Here is a summary of
what these Value, Trend and Sentiment Models now say:
e We Are In A 6Structuraloé & 6Secul ardé Beal
e Value Tells Us: The Secular Bear Market Has 5 To 9 Years Ahead.
e Buy & Hold Investment Over 2000 - 2014 Will Average 2% Per Year.
e Two Cyclic Bull/Bear Markets Ahead Will Be Investment Opportunities.
e OBuy & Hol dd Needs To Be Replaced By 6P|
e Be Prepared To Trade Short & Long.
e Sentiment Is The Best Indicator In A Six Month Time Frame.

Conclusion

read the first three books in the bibliography when they originally were published. Each
presented a solid case why the market from 2000 began a long-term, secular bear market.
In each case I failed to heed the information, much to my financial detriment.

My strategies of the 1990s produced annual returns in the range of 30% a year. The 2000
to 2003 bear market and recovery into 2007 looked like a normal cyclic bear/bull market.
Good Fortune had two loss years but still solidly beat buy and hold performance. However, the
decline after November 2007 was the wake-up call underlying conditions had changed. I real-
ized the value and trend indicators I had been using were no long useful. The reason? Their
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design did not cope with the shift to the Secular Bear Market in 2001. Examining why those
previously successful methods no longer worked after year 2000, I called on the economic re-
search presented in these works to expand the robustness of strategies.

Using the reflection on my successes and failures and the results of this new research [ am
confident I now have a roadmap for the next twenty years. It is a legacy I am pleased to pass on.
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