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Thought of the Month – When Markets Tank, Should Individual Investors Bail Out or Hold Tight?

One of the most intriguing suggestions by many brokers, money managers, and other financial advisors is to "over-weight" this and "under-weight" that.  For example, one investment bank's research department might recommend to overweight Hong Kong and underweight another market, or overweight healthcare and banking stocks and underweight the technology sector.  At times this could be quite puzzling because these market calls shift constantly – perhaps as often as monthly or quarterly, and may be different for each person making the call.  As an investor, what should you do, especially when the market tanks or becomes very volatile?  Liquidate a portion of your holdings in order to track your favorite analyst’s over and under weighting recommendations?  Hold on for the ride and watch your holdings potentially plummet in value?  Part of the answer lies in the type of investor you are.  Are you a "technical" investor or a "fundamental" investor?  See more commentary below.
Why is the Sky Blue? – An Individual Investor's Psychology
Why are certain investors technical investors, some investors fundamental investors, and others somewhere in the middle?  Why is it that some investors feel strongly that fundamental investing is a strategy of naive idealism and some investors feel strongly that technical investing is voodoo science?  Let's delve further below and then you can decide which category best suits your style.

Nourishment –  Technical versus Fundamental Investing

A technical investor is someone who believes that markets are not efficient and that prices of securities such as stocks and bonds follow patterns over periods of time as factors affecting supply and demand take time before they are completely absorbed within security prices.  An example would be an announcement by a company that it plans to merge with or take over another company.  Many investors believe that the stock and bond prices of the company would immediately change to completely reflect this announcement but some technical investors believe that it takes time for all investors in the market to process and act on this information. In other words, perhaps large investors such as mutual funds, pension funds, banks, etc., immediately receive the information and immediately act on it, but other investors such as smaller retail investors, overseas investors, investors who are out on vacation, etc., might not see the new information until some time later, at which time they would act on it.  Accordingly the initial stock and bond price of the company after the announcement might continue to move in an upward or downward trend as the new information flows to all potential investors.  Technical investors would try to take advantage of the price trend by buying (shorting) the stock and/or bonds and holding on until an upward (downward) trend stops or reverses.  Various charting analysis, such as trend lines, moving averages, momentum, RSI, Elliot-Wave theory, planetary tracking, etc., are commonly employed in guiding investors when to enter and exit a position. Technical investors do not concern themselves with the theoretically correct price of a stock or bond based on the company’s performance or its underlying cash flows.  That is the domain of a fundamentalist...

A fundamental investor believes that the theoretically correct price of a security can be determined from the projected earnings / cash flow generated by a company and discounted at a rate of interest commiserate with the risk embedded in such cash flows.  The theoretically correct price is then compared to the actual price to determine whether an investor should buy or sell the security.  For example, a fundamental investor using a "top-down" approach to investing would carefully examine the economy within which a company is operating (e.g., the U.S., Hong Kong, etc.), then examine a company's industry, and then project a company's cash flows based on the overall outlook for the economy, industry, and that specific company.  After arriving at the cash flows, which inherently include a projection of the future growth rate of a company combined with the percentage of earnings that are plowed back into the company for future investment, a fundamental investor would then determine the appropriate rate of return to discount such cash flows by comparing the riskiness of such cash flows with the riskiness of cash flows available from other investments or by using some other method such as the Capital Asset Pricing Model.  After determining the present value of the projected cash flows (i.e., the theoretically correct value), the fundamental investor would compare this figure with the actual price of the security trading in the market.  If the market price exceeds the theoretically correct value, a "sell" recommendation would be made (although in less explicit terms), and if the market price is less than the theoretically correct value, a "buy" recommendation would be made.  

Now back to our original questions above under Thought of the Month and Why is the Sky Blue.  Empirical research has shown that in certain cases both technical and fundamental investors are correct.  That is, there are instances in which markets are not efficient and profits can be made by following trends in the market – jumping on the bandwagon so to speak.  There are also instances whereby investors can make extra profits by predicting the theoretically correct value of a security based on discounted cash flows and investing when market prices are not equal to such values.  So what should an investor do when the market tanks?  And how does an investor reconcile the popular mantra of mutual funds such as "Invest for the long-term!" or "Use dollar cost averaging to reduce your cost basis in declining markets!" to the comments of famous research departments that are telling you to under or over weight certain markets and industry sectors?  At this point you must dig deep into your soul to figure out what kind of investor you are. 

For example, if you believe that markets are inefficient and you wish to take advantage of such inefficiencies (i.e., you are a technical investor), then you probably don't care about investing for the long-term and dollar cost averaging.  You invest primarily for the short-term and try to take advantage of perceived trends in the prices of securities.  As soon as a trend stops or reverses, you get out by converting your outstanding position to cash.   As part of this overall investment strategy, you could review research reports to determine why research departments are advising you to over or under weight a market or sector.  Is it because of new information that they believe is not fully reflected in the prices of individual securities within such markets or sectors?  Or is it based on fundamental cash flow projections that you do not care about because you focus more on supply and demand, and price trends?

If you have more of a fundamentalist bent, then perhaps you would review research reports to determine whether the recommended over and under weightings are based on discounted cash flow projections as compared to actual prices in the market.  Sometimes the basis for the recommendations is not explained in enough detail to make a determination.  In this case perhaps it's simply best to ignore the recommendations.  If you invest in mutual funds then what should you do if a researcher you like advises you to over or under weight a market or sector but the mutual fund's weightings are not consistent with such recommendations?  If you liquidate all or a portion of your position to follow the researcher's advice, then obviously you are not investing for the long-term or following dollar cost averaging.  So now we come to the crux of the issue:  whether you are a technical investor or fundamental investor, if you follow the research reports and over weight some sectors and under weight other sectors and adjust your holdings to consistently follow such research over time, or you ignore such research and simply focus on price trends to try and take advantage of market inefficiencies, in effect you are challenging the most basic tenets of finance which include diversification, as well as investing in a manner consistent with your investment horizon and risk profile.  We will cover these areas next month so please stay tuned...

Feedback
As always, we greatly appreciate your comments and feedback.  We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways.  E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!
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