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This Week

Position Management

Lots of people are good at market analysis but still don't make any money.
They never learned that when you're picking securities, you are an analyst,
but once you're in a position, you have to become a risk manager. If you
can't make the transition, you will hever make any serious money.

The most important part of an investment is the exit. On winning investments a good exit helps you
capture profits. On losing investments the exit helps you control the damage. This is why you must have a
plan for every investment, and (for psychological reasons) you must develop that plan before you open
the position. Good exit discipline can turn a weak system into a profitable one and it can turn a good
system into a great one.

First, we will examine the effect of good exits on a weak system. Let’s say you use the famous "Dart
System". (That is where you put the stock pages from the daily newspaper on the wall and pick your
securities by throwing darts at the stock pages.) If you hold each security for the same amount of time —
say 6 months — and then sell it, this method will pick winners about 50% of the time and losers about 50%
of the time. Also, the average amount won will generally be about equal to the average amount lost.

If you paper trade using this "system" — random entries and a fixed holding period — in a flat or climbing
market, you will find that there will be lots of securities that gain a little. There will also be lots of securities
that will lose a little. A very small number of securities will make big gains, and a similarly small number of
securities will lose a lot of money.

To illustrate the usual distribution of winners and losers, | have created a hypothetical group of 20 stocks.
If a $10,000 position is taken in each one, the returns will tend to look something like this. (Real returns
will be considerably less tidy, but they will tend to follow the overall pattern shown in this simplified
example set.)

Number of Investments | Percent Return Net Per Position Gain/Loss
1 100% $10,000 $10,000
9 10% $1,000 $9,000
9 -10% ($1,000) ($9,000)
1 -100% ($10,000) ($10,000)
Ending Balance $0

One investment doubled in value, returning the impressive sum of $10,000. Unfortunately, there was also
one investment where the company went out of business, so the entire investment was lost. That loss
completely offset the big winner. There were also a large number of investments that won 10% and an
equally large number that lost 10%. In short, the 20 investments broke even.

Now let’'s add one rule to the system. As before, securities will still be chosen at random and no security
will be held for more than 3 months. However, the new rule says any security whose price declines more
than 15% will be sold immediately. Applying this rule causes several changes in the returns:



Number of Investments | Percent Return Net Per Position | Gain/Loss
1 100% $10,000 $10,000
8 10% $1,000 $8,000
9 -10% ($1,000) ($9,000)
2 -15% ($1,500) ($3,000)
0 -100% $0 $0
Ending Balance $6,000

There is still one investment that went up by 100% but the investment that previously went down 100%
has now been limited to only a 15% loss. In the first example there were 9 investments that made 10%
apiece, but now there are only 8. When loss limit exit rules are put in place, it is a fairly common to have a
small percentage of investments that were formerly winners to get stopped out at a loss. One of those
investments that ended up as a winner in the first example dropped 20% before finishing up with a 10%
gain. As aresult, in the second example it wound up being stopped out at a loss before it could get back
into positive territory. However, look the improvement in the ending balance.

By doing nothing more than getting rid of that one big loss (even though getting rid of the big loss came
at the cost of turning one of the small winners into a 15% loss), the overall return was transformed from
$0 to a $6,000 gain.

| used to spend hours and hours trying to figure out how to eliminate the one big losing investment and
save the investment that — in hindsight — | knew would have eventually turned back up. The trouble is,
once a security starts to go down, there is no way to tell if it is going to recover or if it is going to just keep
falling and cost you a bundle. The only realistic answer is that when a security drops far enough to break
your loss-control exit rule, you must sell it before today’s minor decline turns into tomorrow’s major
disaster.

Once a security starts to fall, the odds rapidly shift against it recovering enough to let it become a winner.
Wishful thinking is an expensive pastime in the markets. | like to think of closing out losing investments as
“‘weeding the garden” because it helps me keep the process in perspective.

a) Weeds are easy to pull up when they are small. But the bigger they get, the harder it is to pull
them out. When a security is down 10% or 15% it is pretty easy to write it off. When its price is
down more than 25%, then psychologically it becomes a lot harder to accept the loss.

b) Weed the garden regularly. Once a week is good, but if a position starts to move against you,
check it every few days. Especially in today’s volatile markets, things can go from bad to worse
very quickly.

The key to making money is avoiding big losses. Do not worry about small losses — if you are sticking to
your investing rules, the small losses and the small wins usually cancel each other out. But it is imperative
that you keep the small losses from turning into big losses. As shown here, when you apply good exit
rules consistently, they can make money even from randomly chosen securities.



Long-Term Trends <— Use this link to see all the market barometer charts

Markets do not change course overnight. Speculating about the future is a waste of time, but
markets trend and understanding what is happening now tells us what is most likely to happen next.

The market was flat to lower this week just about everywhere, but the MTAs for the four

major indexes remain green. (SLY, the S&P 600 Small Cap Index ETF actually went up this
week, but that was an exception.)
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https://trendlinedynamics.com/market_barometer_charts/

A Closer Look

This week the SPX fell down (on Monday) and then more-or-less went to sleep, ending the
week lower than last week. The NYAD did better than the SPX. The SPXA50R, while
remaining above 60%, also closed this week lower than last week.
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Core Universe

<— Use this link to get to the live Core Universe Table and column descriptions

Core Universe Analysis for 23-Oct-2020

Symbol Description

BND TOTAL BOND MARKET

EEM EMERGING MARKETS ETF
EFA EURO/AUST/ASIA ETF
GLD GOLD ETF
IBE BIO-TECH & PHARMA ETF
IGv Software ETF
IWM R2000 INDEX ETF
INT TRANSPORTATION ETF
PFE S&P Preferred Stocks | ETF
QQQ NASDAQ 100 INDEX ETF
5PY SEP 500 INDEX ETF
TLT 20+ YEAR T-BOND ETF
usMv us MIN VOLATILITY ETF
VGK FTSE EUROPE ETF
VNOQ US REAL ESTATE SCTR | ETF |
V11 TOTAL MARKET ETF
SHY CASH SURROGATE ETF

Instr| MTA 3 | RelStr NH/NL | MCHist
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Sector Charts

Last week's choices were: IYT 20% (5% stop $201.57), IGV 20% (5% stop $317.34), QQQ

20% (5% stop $279.80), EEM 20% (5% stop $43.92), and SHV 20%.

Sym | MTA | RelStr | LocalTrend | MACD+ | RSI | CMF | OBV Long Watch For
YT | 1 | 521 — - ]y 1| 31-Aug-20 | Close < 201.57
v | 1 | 441 N N + | - | — [ 12-Oct-20 | Close <317.34
QQQ| 1t [351 1 - |51y 1| 12-Oct-20 | Close < 279.80
WM | 1t 301 1 — 1 0 1 no Close > 170
EEM | 1t | 261 1 1 T 1 1 | 12-Oct-20 | Close < 44
VTI ) 2517 — — 1 — 1 no Close > 180
SPY 1 221 — — 1 ! — no RelStr > QQQ
IBB 1 1.71 — ! — | | — no RelStr > QQQ
Legend: Up: 1, Down: |, Flat/Stable: —, Mixed: Y, TurnUp:i , Turn Down: 1

This week's picks remain the same but EEM's stop moved up about 60 cents to $44.00.



https://trendlinedynamics.com/core_universe_charts/

Sector Universe <— Use this link to get to the live Sector Universe Table and column descriptions

Sector Universe Analysis for 23-Oct-2020

Symbol Description In5tr| MTA 3 | Relstr | CMF | NH/NL | MCHist
XAR SPACE & DEFENSE SCTR ETF ‘----
an | wweasse | e | up s G /o | 00
XLC COMMUNICATION SCTR ETF ‘-----
me | ovnovsern | o [N ROSRS| N o | ko
e | rwaccscn | e | U (osas BN o | o
s | wousracsc | v | e [saas BN 1o |00
e | _recmoroerscrn | e | U9 (BN o2 NG
XLp CONSUMER STAPLES SCTR | ETF ‘----
su | umomesscr | e | UB s up (153701 03
v | _weancanesern | e | up | aas B /o |00
XLY CONSUMER DISCRET SCTR | ETF ‘--- 1/0 -
mi | s | o (U8 e [N o [N6on
Auxiliary Universe Charts |

The top sectors by RelStr are XRT, XLY, XLK, XLI, XLB, and XLC this week.


https://trendlinedynamics.com/spx_sector_charts/

Auxiliary Universe <— Use this link to get to the live Auxiliary Universe Table

Auxiliary Universe Analysis for 23-0ct-2020
Symbol Description Instr | MTA 3 RelStr MNH,/ML | MCHist
AMGL || FALLEN ANGEL HIGH YIELD BOND
FIVG 5G NETWORKING SCTR
HACK Cyber Security
HYG HIGH-YIELD CORP BOND (HD)
IHI U.5. Medical Devices
1i1s S&P SMALL-CAP 600 VALUE
QTUM QUANTUM COMPUTING SCTR
ROBO ROBOT/AUTOMATION SCTR
SLV SILVER TRUST
SNSR Internet of Things
S0OXX SEMICONDUCTOR SCTR
SEVR Data & Transmission REIT
TIP TIPS BOND
uso Us OIL
XBI BIO-TECH 5CTR
XHB HOMEBUILDERS SCTR
XHE HEALTHCARE EQUIP SCTR -
XME METALS & MINING SCTR -
XOoP OIL+GAS EXPL+PROD -
XPH PHARMACEUTICALS SCTR -
Core Universe Charts |

I am removing remove QTUM, SNSR, XHE, and XPH this week because they simply don't
have enough liquidity to be safe investments. I left IHI and ROBO even though they are
somewhat below the minimum average daily volume of 200K shares per day. And I am
adding ANGL, IJS, TIP, and XME.

XHB continues to maintain a better RelStr than SLV and SOXX.
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