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Are We In a Bear Market?

In last month's November monthly newsletter titled Something is
Wrong with the Banks , | told you that there were danger signs in

the market that pointed to a likely correction. At the time,
saw several key technical indicators, such as the advance

decline/line, positioning themselves identically to where they

were right as the market top ped out in July. At the same time,

market sentiment, as measured by the Investors Intelligence
Survey, reached a manic high associated with important market
tops.

| also expressed concern that banking stocks appeared to be

breaking down and would likely d rag the market lower. I
recommended caution, saying that you should lighten up on

positions if you had large ones and prepare yourself mentally
for a decline, even in gold stocks. One should have cash on

hand or raise cash to take advantage of any such c orrection.

Here's an excerpt:

AMIi ning stocks have a t endenc30%ctoorectpos

once or twice a year, the last one being in August. That really

leaves investors with two choices to profit in this gold stock

bull market. They can either buy and hold  stocks, ignoring the
periodic corrections, or try to time the tops and bottoms.

Holding means allowing for the possibility of price declines of

15- 30% at times - think back to August - and not selling. |

can't do that myself, and don't see how anyo ne could do that if
they were fully invested. The best way to attempt that kind of

buy - and - hold strategy would be to hold only a 10 - 20% position.
One could hold a 10 - 20% position and trade with the rest of the
account . o

We have indeed seen a correction in the market and a 13% decline
in the XAU from its November high. Gold stocks were showing

strength a month ago and | didndét expect
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they did, but we are where we are. With gold stocks we appear
to be in the middle of a typical 10- 30% correction that occurs
once or twice a year and leads to a great buying opportunity

once it comes to an end.

| do think gold stocks are going to go a bit lower from here.
But once the decline comes to an end, one  should use the

correction to addto their  positions or initiate new ones. In

an update | sent out a few weeks ago, |  mentioned that | was not

going to add anymore stocks to the WSW Power Picks list until
the decline is over. Last week we saw a large bounce in the

major market averages that has seemingly convinced almost

everyone that the decline IS, in fact, over . However, | do not
hold this opinion, and do not think it is a good time to

initiate new positions or add on to them quite yet.

| 611 di scuss ¢t tersm actidn and wwhat type of movements we
can expect to see in the market in a few minutes. But first |

want to discuss with you the possibility that the action we are
currently seeing in the DOW, S&P 500, and the Nasdaq IS, in

fact, the beginnings of a bear market.

First, let me cl arify that | define a bear market a bit

differently than most. Talking heads on CNBC like to say that a
bear market is when a market declines by 20%. Since the DOW

fell here only about 10% they say it isnot
| define a bear market as simply one in which the overall trend
is down. Every market or stock for that matter goes through

cycles. Stan Weinstein, author of How to Profit in Bull and
Bear Markets, calls these cycles phases or stages.

Investor University T Understanding the Life Cycle of a Stock or
Market

We i nst e ibmeaks the cycle up into 4 phases:

1 7 Share Accumulation / Basing / Consolidation

2 7 Mark Up / Rising Prices / Bull market

3 1 Share Distribution / Topping

4 i Share Liquidation / Declining Prices / Bear Market

Each oft hese four phases is characterized by a distinct pattern
caused by the market forces of supply and demand. In some
phases, buyers have the upper hand and in other phases, sellers
do.




As an investor, you do not want to own a stock or hold in a
market that i s in liquidation. Nor do you want to buy a stock
that is topping out.

Phase One 1 Accumulation/ Basing / Consolidation

During the accumulation or basing phase, shares of a stock are
transferred from weak hands to strong hands. This phase usually
happens after a long decline or a lengthy advance in a stock.
The stock trades in a very narrow range and appears to be dead
money to the untrained eye or typical investor who has been
holding it for a | ong time wondering why

They are correct to a certain degree, because - during this
phase - the forces of supply and demand are roughly equal.

Although there is no bi g buying excitement, there are no waves

of sellers either. During this time, the average investor often

sells out of fear that the stock will drop further or simple

impatience.

The stock market discounts the future. The market does not move

basedontoday 6s news, but on perceptions on
the economy and business prospects will be. This is true with

individual stocks also. The smart money, insiders and

institutions, are the first to realize t
prospects are brightening. Towards the end of the basing phase

they begin to heavily accumul ate the con
although not always, the stockés tradingd

towards the end of this phase and large 'big block' purchases
will take place.




A trading range defines th e price action in a base. Stocks that

are basing bounce between a specific high and low price zone.

Sellers often wait for the stock to go to the top of its range

before they sell. By doing this they create an area of

resistance, a price level the stock ca nnot trade through. When
it reaches resistance it repeatedly falls back down. The more

often it does this, the stronger the resistance. The basing

phase lasts as long as resistance holds and the stock remains

stuck in its trading range. As a general rule t he longer this
phase lasts the longer the second phase will last.

Phase Two 1 Mark Up/Rising Prices / Bull market

If the smart money continues to accumulate shares they will
eventually run out of sellers to buy from. At this point,

resistance gets taken out and the stock price clears its base.
Bulls get the upper hand with the stock, not because there are
suddenly more buyers interested in the stock, but because the
sellers have disappeared.

Often - atthe moment the stock breaks out of its basing phase
the fundamentals of a company are poor. However, even though
this is the best time to buy a stock most analysts will be down

on the stock and consequently your stockbroker will probably try
to talk you out of buying.

But remember, the smart money buyers and stock prices
themselves, are anticipating a positive future. You are always
better off following their lead than the opinions of Wall Street
analysts and most stockbrokers.

As demand outpaces supply, institutions and insiders will

compete with one anot her to buy the stock. Their psychology
begins to change. During the basing phase they bought on dips,
now they do not mind buying as the stock price advances.

As the advance continues, eventually word gets out that the
fundamentals of the company are impro ving or some positive
development concerning the company becomes common knowledge. As
this happens, the average investor and the general public

becomes interested in the stock and begins to buy too. Analysts

begin to put the stock on their recommendation | Ists.

Phase Three - Share Distribution / Topping

Eventually the stock gets ahead of itself and stops advancing.
Perhaps the growth prospects for the company no longer look so
grand. Or the stock has simply reached a high valuation.
Whatever the case may b e, at this point insiders and




institutions decide that it is time to sell and take profits.

They find plenty of willing buyers. In fact the news is often so

good about the company that people are willing to pay any price

for the stock. They saw it climb du ring its phase of rising
prices and believe that it will keep going up. Analysts say it

will and so do their brokers. Almost everyone is positive about

the company.

Everyone that is, but the smart money sellers who know better.
Although they carefully sel | into rallies so as not to cause the
stock price to collapse, the stock begins to flatten out and

move sideways as it bounces off of new resistance and support

levels. It trades in a range, just like it did during the basing

phase, but with greater volati lity and price swings. In this
phase, though, the smart money is distributing their shares

instead of accumulating them from other people.

This phase lasts as long as the selling and buying pressure

remain s equal. Once the buyers become exhausted the stoc k will

break below its trading range and begin its liquidation phase,
which is characterized by sharply falling prices.

Phase Four - Liquidation / Falling Prices / Bear Market

While a stock is being distributed and is topping out after a
lengthy price adva nce, big players sell into rallies while the
remaining true believers try to buy dips. After the demand for
the stock becomes exhausted, sellers overtake buyers and no
longer wait to unload their shares on rallies.

Despite the falling prices at the beginni ng of this phase the
average investor remains bullish about the stock and believes

the pullback is nothing but a temporary correction. The good

news and business fundamentals have likely just reached their

peak and the stock is still considered a hot issue by most
analysts and stockbrokers. Buyers mistakenly believe that the

stock is now cheap because it has dropped and become obsessed

with trying to guess the bottom, thinking that the stock will

return to its lofty price highs.

In fact, the longer and grea ter the price advance in phase two
the more popular the stock will remain during the beginning of

the phase four decline. However, buyers in phase four become
bagholders for the smart money sellers.

Phase four begins with the average investor full of hope,
holding in disbelief, and finally selling near the bottom in




outright panic as phase four ends and the basing phase begins.

Most people think that stocks bottom when prices get so cheap
that institutions and big money start to buy and that tops
happe n when all of a sudden people start to sell. Things don't
exactly work like that.

You see stock market bear declines end, not when big money

buyers come in to support the stock, but when every last

bagholder has sold in a panic. Basically, since there are no
more sellers left, the stock begins to hold its ground - and
thus the cycle repeats itself starting over with Phase One -
Accumulation / Basing / Consolidation

This why you get a final wave of panic selling at the end of a
large price decline . All the average investors who bought on

hope throw in the towel in a final burst of panic. And since

there is no one left to sell, and likely not many buyers

interested - you get the sideways basing action that is

characteristic of phase one after a bear market b ottom .

The most profitable time to buy into a stock is at the end of

phase one 1 which just happens to be the time of the heaviest

insider interest. This is the most profitable buy point | know

of. It allows you to actually buy in low T with the insiders |
and eventually sell high when the general public, who knows very

little, will willingly buy your shares and play the role of the

greater fool.

A simple way to tell what stage a market or stock is in is to

look at its price in relation to its 150 - day mo ving average and
observe the slope of the moving average. If the moving average

is flat, then the market you are looking at is in a stage one

basing phase. If the prices of the market or stock you are

looking at are above the 150 - day moving average and t hat average

is sloping up, then it is in a bullish phase. However, if the

prices of the market are below the 150 - day moving average and

that average is sloping down, you are witnessing a bear market

in action. Stan Weinstein goes so far as to advocate li ghtening
up on positions drastically if the market goes below its 150 - day

moving average for several weeks.
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For the past four years, the broad market has been in a stage
two bull market. It began this bull market after going through
a stage one accumulation phase in the first half of 2003.

During this accumulation phase, the sl ope of the S&P- 5006s

day moving average changed from movi ng downtoup  asthe market
ended its accumulation phase and entered a bull market.

Ever since then, the 150- day moving average has acted as support

for the S&P 500 and has been rising. However, since July, the
momentum of this moving average has dissipat ed and the moving
average is now moving at a flat angle with the S&P 500 below it.
If the S&P 500 closes below this moving average at the end of

December, then it will drag it down enough to form a downsloping
moving average. If the S&P 500 were to close right on it or

barely above it at the end of the year and then close below it

at the end of January, that would also be enough to cause it to

slope down and have the signature of a stage four bear decline.



Currently the S&Pdapmoidgsaverade G right at 1500.

From the perspective then of using the 150 - day moving average
and its position in stage market analysis with the S&P 500 it is

not quite in a bear market yet, but is in danger of entering

one. The same holds for the DOW and Nasdaq.

However , the broad market has also  shown all of the

characteristics associated with a market making a stage three

top, which precedes bear markets. The chart pattern from July

to October appears to be a double top in the S&P 500. Even

though the DOW made a new 52- high in October, it had so little
follow through that one could argue that it appears to be a

double top as well . If the market averages were to close below

their August lows, then such a price topping formation would be
complete.

More importantly, th ere have been serious warning signs all year

of deterioration in the bull cycle. With each successive month,
the sectors and stocks participating in market rallies have

shrunk , meaning that the rallies have been led by fewer stocks

and sectors. For example, the Worden Brothers TC2007 software

breaks the market up into 239 sectors. Since January 1 st until
today, 110 out of 239 sectors are underperforming the market.

Eighty -seven sectors are in the red, despite the S&P 500 still

having a gain for the year . Most of these sectors are so far
below their 150 - day moving averages that those moving averages
are already sloping down. In other words, 36 % of the stock

market is already in a bear market.



