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Introduction:           
The What and Why of this Book           

 A person watching the tide coming in and who wishes to know 
the exact spot which marks the high tide, sets a stick in the sand 
at the points reached by the incoming waves until the stick 
reaches a position where the waves do not come up to it, and 
finally recede enough to show that the tide has turned. This 
method holds good in watching and determining the flood tide 
of the stock market.   

 Charles H. Dow wrote those words over 100 years ago on 
January 31, 1901, and they are as true for the twenty - fi rst century 
as they proved to be for the twentieth century. No book on the Dow 
Theory should start or fi nish without his classic quotation, as it is the 
very essence of the theory .  For the record, the rest of the quote that 
appeared in the  Wall Street Journal  that day continued:  “ The aver-
age of twenty stocks is the peg which marks the height of the waves. 
The price - waves, like those of the sea, do not recede at once from 
the top. The force which moves them checks the infl ow gradually 
and time elapses before it can be told with certainty whether high 
tide has been seen or not. ”  

 I wrote this book so that a serious investor will be able to fi nd 
almost all he or she needs to know about the stock market and how 
to become fi nancially successful in one place. I don ’ t pretend to 
know all there is to know about either subject, but I have been an 
avid market student and successful personal investor all my profes-
sional life. If you have aspirations to know the important things about 
the stock market and are not interested in the fl uff, then this book is 
for you. 
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 You will soon recognize that most of this book is not sexy or even 
exciting, and some of it may not even be interesting to you, but it con-
tains a wealth of valuable insights, historical precedence, and useful 
and usable information. I am not a writer by trade, so I apologize up 
front for any shortcomings in that department. I have spent a lifetime 
with the stock market, starting in college and extending through a 
short military career, a full fi nancial business career, and even longer 
 “ working ”  retirement. I started writing a market timing letter to col-
leagues in the stockbrokerage business in 1977 at the behest of sen-
ior offi cers in my fi rm, a letter that I continued after I retired. Out of 
that grew an Internet subscription letter that has attracted subscribers 
from most of our United States and numerous foreign countries. 

 The purpose of my market letter and of this book is not to make 
money personally — the Web site  www.TheDowTheory.com  is owned 
by other members of my family who are occasionally surprised by a 
dividend. My wife and I have been fortunate to have been fi nancially 
secure for many years, and now it is time to share the  “ family secrets ”  
with the rest of you. 

 Do not be afraid to skip over segments of the book (such as the 
background of Charles Dow or William Peter Hamilton ’ s Editorial, 
or my own, and other perhaps tedious subjects); you can always come 
back to them. Concentrate on the big picture and review those areas 
that don ’ t at fi rst sink in. In the end, I think you will feel much bet-
ter prepared to face the stock market than ever before. I sincerely 
hope this book will show you the way to a better understanding of 
the ingredients that make up the world of fi nance, specifi cally the 
American stock market, and that understanding will lead you further 
to great investment success.         

xii Introduction
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3

1C H A P T E R

   By Way of Background           

 Every day we hear about the Dow rising or falling and may not 
stop to think who Dow was and what the Dow Averages are all 
about. In this chapter, I discuss who Charles Dow was and how his 
theory, which has served so well for over 100 years, can be used to 
even better advantage in the twenty - fi rst century as a guide to tim-
ing the stock market and making money in it.  

  How It All Started 

 Charles Henry Dow was born on a farm in Sterling, Connecticut, 
in November 1851. At the age of 18, he began his career as a 
reporter with the  Springfi eld Republican  and in 1875 moved to the 
 Providence Journal . After writing a lengthy study about the transpor-
tation systems between Providence and New York City, he devel-
oped an interest in business subjects. Young Dow also wrote articles 
from Leadville, Colorado, on the 1878 silver strike. These arti-
cles led directly to his move to New York the next year as a fi nancial 
reporter for  The New York Mail and Express . 

 Subsequently, after he became a writer and editor with the 
Kiernan News Agency, he hired his friend Edward Jones. Jones had 
been an editor for the  Providence Sunday Dispatch . Together, Dow 
and Jones distributed fi nancial news bulletins to New York ’ s business 
district. In 1882, bankrolled by another partner, they formed Dow 
Jones  &  Company and began publishing the handwritten  Customer ’ s 
Afternoon Letter , precursor of the  Wall Street Journal . 
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4 The Traditional Dow Theory

 The fi rst stock index published by Dow in 1884 was comprised 
of 11 stocks, 9 of which were railroads. Five years later, the  Wall Street 
Journal  fi rst appeared with Dow as editor. It was not until May 26, 
1896, that the Dow Jones Industrial Average (DJIA) was born with 12 
 “ smokestack ”  companies. A year later, a separate average was started 
to keep track of the railroad stocks (DJTA), which were the primary 
transportation mode of the day.  

  Origins and Evolution of the Theory 

 Dow saw the stock market and his idea, yet to be named by oth-
ers as Dow ’ s theory, as an indicator of business activity. If business 
was good, the company ’ s stock would do well. When he spoke of a 
 “ person watching the tides, ”  that was, of course, an analogy to the 
great industrial companies ’  price movements. To confi rm that his 
reading of the  “ tides ”  was correct, he checked another part of the 
 “ seashore ”  to see that the ocean tides were the same there. In 
the stock market, that meant checking the other index he had cre-
ated: the railroads, which later became the Transportation Index. 
Dow had used the two indices in tandem because they were all that 
was available. The Dow Jones Utilities (DJUA) did not come into 
existence until 1929; the Standard  &  Poor ’ s 500 Stock Index (S & P 
500), not until 1957. 

 Dow never explained  why  the two indices — the Industrials and 
the Transports —  must  confi rm; instead he observed that they  did  
confi rm when their signals subsequently proved to be correct .  With 
the ocean, passing ships or other disruptions can interrupt the ebb 
and fl ow, or rogue waves can temporarily upset the determination 
of the tides rising or falling. By looking in two separate locations 
along the coast (or in the stock market at a separate industry), Dow 
believed that it was more likely that the reading would be correct. 
After all, it is the rails (Transports) that deliver the raw materials, and 
perhaps even the labor, to the mills of industrial corporations. And in 
the end, it is the Transports that deliver the fi nished product to the 
ultimate consumers. Clearly these two groups are interrelated, just as 
different areas of a coastline have similar and related tides. So the 
Industrials and Transports were and still are intertwined and need to 
be in sync for a proper reading of his theory. 

  The amazing thing is that Dow only had fi ve years ’  worth of data on 
the two averages from which to base his theory.  Unfortunately, he had 
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 By Way of Background       5

little time to write about and expound on his theory. By 1902, 
Dow was in failing health and sold the company. He died on 
December 4 of that year. 

 Dow never wrote down a complete description of his theory, 
never dedicated a complete editorial to it, and never gave it a name. 
A friend, A. J. Nelson, in his  The ABC of Stock Speculation,  named it 
Dow ’ s theory in 1902. Most of what we know of the theory came from 
a series of  Wall Street Journal  editorials written by Dow ’ s successor as 
editor, William Peter Hamilton, between 1902 and 1929. He also 
wrote about Dow ’ s theory in  The Stock Market Barometer  in 1922.  

  Rhea ’ s Writings and Hamilton ’ s Quotes 

 The most organized and thorough description of the Dow Theory 
as we knew it in the twentieth century came from a book of that 
name, which was written by Robert Rhea in 1932. My father - in - law 
had called on Rhea shortly before his death in 1939, and it was 
through that relationship that I much later developed my interest. 
Rhea, who was bedridden, had the time and inclination to analyze 
the 35 years of data available to him to further refi ne the work of 
Dow and Hamilton into what I consider the defi nitive work on the 
original Dow Theory. The book, which contains both the text by 
Robert Rhea and selected editorials and quotes by William Peter 
Hamilton, was reissued in 1993 by Fraser Publishing Company. 
(Portions are reprinted here with permission.) 

  Hypotheses 

 Robert Rhea, after many years of studying the writings of both 
Dow and Hamilton, set out a  “ few hypotheses ”  that he said must be 
accepted  “ without reservation whatsoever ”  if one is to use the the-
ory successfully in order to know when to buy and sell in an effort 
to make money in the stock market.   

   1.    Manipulation.  Manipulation is possible in the day - to - day 
movements of the averages. Secondary reactions are subject 
to such an influence to a more limited degree, but  the primary 
trend can never be manipulated.   

   2.    Averages discount everything.  The fluctuations of the daily 
 closing  prices of the Dow - Jones Rail and Industrial averages 
afford a composite index of all the hopes, disappointments, 
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6 The Traditional Dow Theory

and knowledge of everyone who knows anything of financial 
matters. For that reason, the effects of coming events (exclud-
ing acts of God) are always properly anticipated in their move-
ment. The averages quickly appraise such calamities as fires 
and earthquakes.  

   3.    The theory is not infallible.  The Dow Theory is not an infallible 
system for beating the market . Its successful use as an aid in specu-
lation requires serious study, and the summing up of evidence 
must be impartial. The wish must never be allowed to father 
the thought.     

  Theorems 

 The  “ defi nite theorems ”  of the Dow Theory have been rewrit-
ten by numerous writers, but I choose to stay with Rhea ’ s book on 
the Dow Theory, as he actually lived and invested throughout the 
period that Dow and Hamilton lived. The theorems are altered only 
to the extent that they are somewhat better organized. After I state 
the original theorem, I have added notes (identifi ed as  “ Author ’ s 
note ” ) in an effort to clarify, expand, and modernize Charles 
Dow ’ s twentieth - century stock market theory so that it can help 
investors improve their fi nancial results in the twenty - fi rst century.  

  Dow ’ s Three Movements 

 There are three movements of the averages, all of which may be in 
progress at one and the same time.   

   1.    The first, and most important, is the primary trend,  which 
consists of the broad upward or downward movements known 
as bull or bear markets and may be of several years ’  duration.  
   Primary movements  :  The  primary movement  is the broad basic 

trend generally known as a bull or bear market extending 
over periods that have varied from less than a year to several 
years.  The most important factor in successful speculation is the 
correct determination of the direction of this movement. There is no 
known method of forecasting the extent or duration of a primary 
movement.    
  Author ’ s note:  Once in place, the primary trend is assumed to 

continue until definitely proven otherwise. This is an offshoot 
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 By Way of Background       7

of Isaac Newton ’ s law of physics, which states a body in motion 
tends to stay in motion unless compelled to change its state.  
   Primary bear market.   A primary bear market is the long downward 

movement interrupted by important rallies.  It is caused by vari-
ous economic ills and does not terminate until stock prices 
have thoroughly discounted the worst that is apt to occur. A 
bear market has three principal phases:  

   a.   Abandonment of the hopes upon which stocks were pur-
chased at inflated prices.  

   b.   Selling due to decreased business and earnings.  
   c.   Distress selling of sound securities, regardless of their 

value, by those who must find a cash market for at least a 
portion of their assets.     

  Author ’ s note:  These phases go from complacency, to con-
cern, and finally to capitulation, which is covered in detail in 
Chapter  6 .  
   Primary bull market.   A primary bull market is a broad upward 

movement, interrupted by secondary reactions, and averaging 
longer than two years . During this time, stock prices advance 
because of a demand created by both investment and specu-
lative buying caused by improving business conditions and 
increased speculative activity. There are three phases of a 
bull period:  

   a.   Reviving confidence in the future of business.  
   b.   Response of stock prices to known improvement in cor-

poration earnings.  
   c.   The period when speculation is rampant and inflation 

apparent — a period when stocks are advanced on hopes 
and expectations.      

   2.    The second, and most deceptive movement, is the secondary 
reaction,  which is an important decline in a primary bull mar-
ket or a rally in a primary bear market. These reactions  usually 
last from three weeks to as many months .  
   Secondary reaction.  For the purpose of this discussion,  a second-

ary reaction is considered to be an important decline in a bull market 
or advance in a bear market , usually lasting from three weeks to 
as many months, during which intervals the price movement 
 generally  retraces from 33 percent to 66 percent of the pri-
mary price change since the termination of the last preced-
ing secondary reaction.  These reactions are frequently  erroneously 
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8 The Traditional Dow Theory

assumed to represent a change of primary trend , because obviously 
the first stage of a bull market must always coincide with a 
movement that might have proved to have been merely a 
secondary reaction in a bear market, the contra being true 
after the peak has been attained in a bull market.   
  Author ’ s note:  Many Dow theorists believe the time frame 

 “ usually lasting from three weeks to as many months ”  is cast 
in stone. Actually, the first reference to the time frame by Dow 
himself was  “ from two weeks to a month or more ”   (December 
19, 1900). (Later he wrote:  “ The secondary movement covers 
a period ranging from ten days to sixty days ”  [January 4, 1902]). 
At various times Hamilton used a time frame for secondary 
 reactions as  “ extending from 20 days to 60 days [September 17, 
1904], ”   “ anywhere from one month to three months [ February 
26, 1909],” as well as  “ lasting from a few days to many weeks 
[February 11, 1922]. ”  It is no wonder that many are confused 
as to what a secondary reaction is. Actually, these definitions 
cover a broad area, and the total range of from a few days to 
three months is correct. My work shows that the minimum 
time frame can be just days for some signals, but  usually  it is 
weeks and it can indeed extend for months. The percentage 
price movement is just a generality and should not be taken as 
a  requirement. After a secondary reaction, the primary trend 
is  reaffirmed  when  both  the industrials and transports return to 
extend that trend. In a bull market, such a move to new highs is 
often described as being  “ in the clear ”  and is sometimes labeled 
as a new buy signal, which is incorrect. The buy signal dates to 
the original signal. This move merely affirms that signal.  

   3.    The third, and usually unimportant, movement is the daily 
fluctuation.  Stocks move up, down, and sideways every day and 
for the most part those moves are meaningless.  
   Daily fluctuations.  Inferences drawn from one day ’ s move-

ment of the averages are almost certain to be misleading 
and are of little value except when  “ lines ”  are being formed. 
The day - to - day movement must be recorded and studied, 
however, because a series of charted daily movements even-
tually develops into a pattern that is easily recognized as 
having a forecasting value.   
  Author ’ s note:  Lines will be discussed shortly.    
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 By Way of Background       9

  Both Averages Must Confirm.    The movements of both the 
Railroad and Industrial stock averages should always be considered 
together. The movement of  one price average must be confi rmed by the 
other  before reliable inferences may be drawn. Conclusions based 
on the movement of one average, unconfi rmed by the other, are 
almost certain to prove misleading. 

  Author ’ s note:  A common complaint is that the Railroads 
(Transports) are of inconsequential import these days, which 
makes the theory out of date. I would remind the reader that the 
Transportation Average is actually made up of 20 stocks representing 
at least  six  industries: airlines, air freight, railroads, rail equipment, 
marine transport, and trucking. The stocks in the average deliver 
raw materials and components to industry and then distribute the 
product to the world. Therefore, their business fortunes are still 
intertwined.  

  Determining the Trend.   Successive rallies penetrating preced-
ing high points, with ensuing declines terminating above the pre-
ceding low points, offer a bullish indication. Conversely, failure of 
the rallies to penetrate previous high points, with ensuing declines 
carrying below former low points, is bearish. Such inferences are 
useful in appraising secondary reactions and are of major impor-
tance in forecasting the resumption, continuation, or change of the 
primary trend. For the purpose of this discussion,  a rally or a decline 
is one or more daily movements resulting in a net reversal of direction exceed-
ing 3 percent of the price of either average . Such movements have little 
authority unless confi rmed in direction by both averages, but  confi r-
mation need not occur on the same day.  

  Author ’ s note:  A modern misconception is that both the Industrials 
and Transports must make new all - time highs for a bull market to 
be in force. Some have argued that the 60 �  percent gain from the 
October 2002 lows to the May 2006 high at 11,642.65 was not a bull 
market because the 2000 all - time high of 11,722.98 was not surpassed. 
And then in October 2006 it was surpassed, which would imply that 
those last 80.33 points somehow changed the status to bull market. 
 A bear market changes to a bull market at the low point , not  after it gets to a 
higher point than the last bull market!  Granted, the new bull market is 
not immediately determinable at that low point, but after a time it 
can be seen as having been the start. The levels at which a market 
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10 The Traditional Dow Theory

attains  “ offi cial ”  bull or bear market status are covered in Chapters  5  
and  6 , and you will see that a 60 percent gain over a nearly four - year 
time frame would certainly qualify as a bull market.  

  Lines.   A  “ line ”  is a price movement extending two to three weeks 
or longer ,  during which period the price variation of both aver-
ages move within a range of approximately 5 percent .  Such a move-
ment indicates either accumulation or distribution. Simultaneous 
advances above the limits of the line indicate accumulation and pre-
dict higher prices; conversely, simultaneous declines below the line 
imply distribution and lower prices are sure to follow. Conclusions 
drawn from the movement of one average, not confi rmed by the 
other, generally prove to be incorrect. 

  Author ’ s note:  A line is a period of consolidation, either of accu-
mulation of stocks for an eventual continuation of the bullish trend 
or of distribution to be followed by a decline. The  “ break - out ”  from 
the range implies further movement in that direction.  

  Relation of Volume to Price Movements.   A market that has 
been overbought becomes dull on rallies and develops activity on 
declines; conversely, when a market is oversold, the tendency is to 
become dull on declines and active on rallies. Bull markets termi-
nate in a period of excessive activity and begin with comparatively 
light transactions. 

  Author ’ s note:  New York Stock Exchange (NYSE) volume tends to 
peak ahead of bull market peaks by an average of about six months, 
as you will see in Chapter  11 .  

  Double Tops and Double Bottoms.    “ Double tops ”  and  “ double 
bottoms ”  are of little value in forecasting the price movement and 
have proved to be deceptive more often than not. 

  Author ’ s note:  This is a surprising theorem as I fi nd the  “ return 
move ”  at tops and bottoms to be part of a requirement for Dow 
Theory signal formation, as you will see in the next chapter. Even 
though many stock market bottoms take the form of the letter V, a 
large number are double bottoms; that is, they take the form of the 
letter W. Likewise, market tops often make twin or double tops, such 
as the letter M.  

  Individual Stocks.   All active and well - distributed  stocks of great 
American corporations generally rally and decline with the averages,  but 
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any individual stock may refl ect conditions not applicable to the 
average price of any diversifi ed list of stocks. 

  Author ’ s note:  This might also be characterized as a rising tide 
lifts all ships, and a falling tide can sink them. It also brings to mind 
the subject of index funds, which, of course, did not exist in Rhea ’ s 
day. They are ideal vehicles for tracking the Standard  &  Poor ’ s 500 
Index (SPY — Spiders), the Dow Jones Industrial Average (DIA —
 Diamonds), and the NYSE iShares (NYC — no nickname yet, but how 
about Apples, as in the  “ Big Apple ” ) will be covered in Chapter  14 .    

  William Peter Hamilton ’ s Most Famous Editorial 

 Hamilton, the brilliant successor to Charles Dow at the  Wall 
Street Journal,  wrote this about the  “ signal for a bear market ”  on 
October 25, 1929. (The article is reprinted here with permission.) 
Unfortunately, Hamilton died two months later, so he never lived to 
see the prescience of the  “ call. ”  It is an example of the Dow Theory 
in action as interpreted at the time.  

  A Turn in the Tide 

 On the late Charles H. Dow ’ s well known method of reading 
the stock market movement from the Dow - Jones averages, the 
twenty railroad stocks on Wednesday, October 23 confirmed 
a bearish indication given by the industrials two days before. 
Together the averages gave the signal for a bear market in stocks 
after a major bull market with the unprecedented duration of 
almost six years. It is noteworthy that Barron ’ s and the Dow -
 Jones NEWS service on October 21 pointed out the significance 
of the industrial signal, given subsequent confirmation by the 
railroad average. The comment was as follows: 

  “ If, however, the market broke again, after a failure to pass 
the old highs, and the decline carried the price of the industrials 
below 325.17 and the railroads below 168.26, the bearish indica-
tion would be strong, and might well represent something more 
than a secondary reaction, however severe. It has often been 
said in these studies of the price movement that the barometer 
never indicates duration. There was a genuine major bear mar-
ket in 1923, but it lasted only eight months. One good reason 
for not taking the present indications too seriously is that they 
have all been recorded in a most unusually short space of time. 
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12 The Traditional Dow Theory

The severest reaction from the high point of the year had just 
one month ’ s duration. In view of the nationwide character of 
the speculation, this seems a dangerously short period to infer 
anything like complete reversal in public sentiment. ”  

 There was a striking consistency about the market move-
ment since the high figure of September 3. There were at least 
four rallies in the course of the decline in the industrials before 
the definite new low point was established and each of these was 
weaker than the last. Dow always considered this a danger signal, 
but for the past thirty years it has been the custom in discuss-
ing the stock market as a barometer of business to require that 
one average should confirm the other. Failure to agree has been 
found deceptive. 

 There are people trading in Wall Street, and many all over 
the country who have never seen a real bear market, as for 
instance, that which began October, 1919, and lasted for two 
years, or that from 1912 to 1914 which predicted the Great War 
if the world had then been able to interpret the signs. What is 
more material is that the stock market does forecast the general 
business of the country. The big bull market was confirmed by 
six years of prosperity and if the stock market takes the other 
direction there will be contraction in business later, although on 
present indications only in moderate volume. 

 Some time ago it was said in a  Wall Street Journal  editorial 
that if the stock market was compelled to deflate, as politicians 
seemed so earnestly to wish they would shortly after experience 
a deflation elsewhere which would be much less to their liking.   

 Not so well known is the editorial from the following day 
(October 26, 1929), which endorses the Dow Theory signal but also 
puts a human, and optimistic, face on the situation.     

 So far as the barometer of the Dow - Jones is concerned it has been 
clear since last Wednesday (October 23, 1929) that the major 
movement of the market has turned downwards. The market 
will find itself, for Wall Street does its own liquidation and always 
with a remarkable absence of anything like financial catastrophe. 
Beyond indicating the trend there is no idea here of prediction. 
 Conditions do not seem to foreshadow anything more formidable than 
an arrest of stock activity and business prosperity like that in 1923. 

c01.indd   12c01.indd   12 4/25/08   9:31:13 AM4/25/08   9:31:13 AM
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 Suggestions that the wiping out of paper profits will reduce the country ’ s 
real purchasing power seem rather farfetched.    

  Author ’ s note:  I have added italics to emphasize particular points. 
The 1923 bear market had dropped 18.6 percent over 7.2 months 
and the recession lasted 14 months, from May 1923 to July 1924. 
The 1929 bear market dropped 89.2 percent over 34.2 months and 
the depression lasted 43 months, from August 1929 to March 1933. 
These results show the wisdom of the second theorem, which states: 
 “ There is no known method of forecasting the extent or duration of 
a primary movement. ”   

  Jack Schannep ’ s Not - So - Famous Editorial 

 Not so famous but equally timely was my follow - up  “ editorial, ”  
which was written 70 years later and posted in the Subscriber ’ s Area 
of my web site ( www.thedowtheory.com ). In this article, I point out 
the similarities with Hamilton ’ s famous editorial, confi rm the then 
recent Dow Theory sell signal, and point out the uncanny parallels 
between the two then existing U.S. Presidents. Indeed, 1929 and 
1999 did have a lot in common.  

  A Turn in the Tide — Part II 

 On October 25th, 1929, William Hamilton, Editor of the  Wall 
Street Journal , and the successor to Charles Dow, wrote in his most 
famous editorial  “ A Turn in the Tide, ”  that (two days earlier) the 
Dow Theory  “ gave the signal for a bear market in stocks. ”  He 
noted that  “ There are people trading in Wall Street, and many 
all over the country, who have never seen a real bear market . . .  . 
What is more material is that the stock market does forecast the 
general business of the country. The big bull market was con-
firmed by six years of prosperity and if the stock market takes the 
other direction there will be a contraction in business later.  . . .   ”  
Of course he did not expect the stock market to drop 86% from 
that point and business to enter a great depression, but both 
happened. The Dow Theory does not predict the duration nor 
extent of such changes, only that change is coming. 

 In 1999, when the Dow Jones Industrial Average dropped 
below 10,466.93, the Dow Theory  “ gave the signal for a bear 
market in stocks. ”  Certainly  “ there are people trading in Wall 
Street, and many all over the country, who have never seen a 
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14 The Traditional Dow Theory

real bear market, ”  in fact we have been in bull markets for 97% 
of the time over the last 17 years. And the rest of his quote is 
also correct: 82% of all bear markets in the 20th Century have 
been followed by  “ a contraction in business later ”  whether it be 
an official recession, or just a  “ mild ”  or  “ growth ”  one, or  “ really 
big one ”  like the depression. Fortunately, most  “ real bear mar-
kets, ”  which I define as a drop of at least 16% on both the Dow 
Jones Industrials  and  the Standard  &  Poor ’ s 500 Index, are not 
as severe as the 1929 – 32 experience. They average a not insig-
nificant  � 34% drop over an 18 - month time frame. The  “ tradi-
tional ”  definition of a 20% drop is widely used but unfortunately 
excludes several  “ real ”  bear markets and their following reces-
sions such as 1923, 1956 – 57, and 1978 – 80. Whichever definition 
you use, a Dow Theory  “ Sell ”  signal has been followed by bear 
markets more times than not. 

 I won ’ t dwell on the many similarities of the 1929 stock mar-
ket and that of 1999, such as the record high price to earnings 
ratio, the price to book value, low dividend yields, etc., etc. But 
one uncanny parallel you may not be aware of is the almost iden-
tical headlines out of Washington, D.C., then and now: 

 In 1929, from the Chicago Tribune Press Service: 
 Washington, D.C., June 1 — (Special) — Rapid retirement 

of the public debt will continue to be an administration policy 
under President Hoover and Secretary of the Treasury Mellon. 
Despite a program for increased expenditures for public works 
and a possibility of another tax cut within a year or two, it is 
estimated that the outstanding public debt can be substantially 
wiped out within less than 18 years. Retirements through the 
sinking fund  . . .   will pay off the entire debt , now standing at 
a little less than $17,000,000,000 , by 1947 . By adding to these 
debt retirements surplus revenues the debt can be paid off in a 
somewhat shorter period. 

 As for 1999, from  www.whitehouse.gov  came the follow-
ing on February 17th: “ Today, President Clinton will hold an 
event at the White House to discuss the importance of saving 
the majority of our future budget surpluses to ensure the long -
 term solvency of Social Security and Medicare and pay down the 
national debt, helping reduce the future burden on young peo-
ple and grow the economy for years to come . . .  . By practicing 
fiscal responsibility, the Administration ’ s proposal will pay down 
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nearly $3  trillion ($3,000,000,000,000) of our national debt . . .  . 
 President  Clinton ’ s proposal would cut the debt held by the 
public, as a share of the economy, to 7.1 percent in 2014. This 
would mean that instead of leaving a mountain of debt for our 
children, we would  completely eliminate the national debt by 
2018 . ”  Shortly after the publication of this press release, Presi-
dent Clinton updated the above on September 27th. He said, 
 “  We can do all that and still have an affordable tax cut for the middle 
class and pay down our debt so that by 2015 we are debt - free for the first 
time since 1835, when Andrew Jackson was President. ”   

 The more things change, the more they stay the same. I 
wouldn ’ t expect 1999 to parallel 1929 exactly, only that the tide 
of the stock market had changed once again. We shall see.  

   Written and posted September 1999 on the Schannep Timing 
 Indicator  &    TheDowTheory.com   web site     

  Author ’ s note:  I have added italics and bold to emphasize par-
ticular points. There was a bear market from January – March 2000 
to September 2001 in which nearly 1 in 10 stocks lost 90 percent 
in value. The fi nal low after the 2000 highs was 33 months later, in 
October 2002, for a total loss by the Dow Jones Industrial Average of 
nearly 38 percent,  “ somewhat ”  less than in 1929 to 1932 but almost 
the exact same 34 - month time frame. As for the plans of Presidents 
Hoover and Clinton for eliminating the national debt, both were 
swept up in the optimism prevailing at the time. Hoover ’ s plan was 
done in by the Depression; Clinton ’ s, by 9/11 and the ensuing costs 
of the war on terrorism. 

 Now that we have some history and the  “ rules ”  fi rmly in place 
and have seen how they worked in 1929 and 1999, let ’ s look into the 
specifi cs of the signals for their use now and into the future.           
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2C H A P T E R

   Signals Described          

 Now that we have a thorough understanding of the hypothesis 
and theorems used for interpreting the Dow Theory, we will begin 
to focus on the price patterns on the Dow Jones Industrials and the 
Transportation Average that constitute Dow Theory buy and sell sig-
nals. In this chapter, we discuss the classic patterns of Dow Theory 
buy and sell signals and some of the more typical variations for 
each. Interestingly, you will see that the patterns are similar but 
inverted for buys and sells. These patterns develop at the rate of 
about one per year, sometimes more often (with bear markets) and 
sometimes less often (with bull markets). I can assure you they will 
continue to develop in the future, and I think we can assume they 
will be just as profi table in the future as they have been in the past.  

  Identifying Patterns of Change from a Bull Market 
to a Bear and Vice Versa 

 During the primary trend of bull markets, there are pullbacks (sec-
ondary reactions) of  usually  5 to 15 percent for both the Industrial 
Average and the Transportation Average. After a pullback, there is 
a bounce that  must exceed 3 percent on either one  of the averages to be 
meaningful from a Dow Theory standpoint. According to Robert 
Rhea, in a bear market, the secondary reaction takes the form of a 
bounce and then the pullback must be 3 percent.  That is really the 
only hard - and - fast number in the Dow Theory.  

 While neither the primary nor the secondary trends have been 
specifi cally defi ned, my own research shows that a bull market 
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18 The Traditional Dow Theory

 primary trend will have advanced in excess of 19 percent on both the 
Dow Jones and Standard  &  Poor ’ s 500 indices. A bear market primary 
trend will have declined in excess of 16 percent on both. A review 
of the Dow Theory signals shows that a secondary trend will usually 
bounce at least 4 percent on both the Industrials and Transportation 
indices, and usually one or both will exceed 7 percent. 

 According to  The Dow Theory,  Robert Rhea writes that second-
ary reactions  “  usually  last from three  weeks  to as many  months , dur-
ing which  . . .  the price movement  generally  retraces from 33 per cent 
to 66 per cent of the primary price change. ”  But in the same book, 
Dow ’ s successor, William Peter Hamilton, described  “ secondary reac-
tions  . . .  [as] lasting from a few  days  to many  weeks.  ”  

 While the  duration  of secondary reactions is not absolutely pre-
cise, what is precisely defi ned is the  extent  of the return move. After a 
bull market top, following a secondary reaction pullback there will be 
a bounce. This bounce must exceed 3 percent on either of the aver-
ages to become part of a Dow Theory signal. Conversely, the bounce 
up from a bear market bottom will be followed by a pullback, which 
must exceed 3 percent on either of the averages to become part of 
a Dow Theory signal. That means that the secondary reaction must 
drop in a bull market or rise in a bear market enough that the next 
return move can exceed 3 percent without necessarily violating the 
prior bull market top or the prior bear market low. The next exam-
ples should give you a better idea of how this works out in forming or 
aborting a signal. 

  Bull Market Buy Signals 

 The classic buy signal is developed in this way: After the low point 
of a primary downtrend in a bear market is established, a secondary 
uptrend bounce will occur. After that, a pullback on one of the aver-
ages must exceed 3 percent and must then, ideally, hold above the 
prior lows on both the Industrial and the Transportation Averages. 
Finally, a breakout above the previous rally high by both constitutes 
a buy signal for the developing bull market. 

 The classic buy (B - 1) can be outlined in this way: 

   1.   Market lows.  
   2.   Bounce.  
   3.   Pullback (hold above the lows).  
   4.   Break up (above the bounce high).    
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 Signals Described 19

 Figure  2.1  represents how the Dow Jones Industrial Average and 
the Transportation Average might look. The patterns on this and the 
following charts shown for each Average are interchangeable; 
that is to say, the Industrial could follow the course shown for the 
Transports, and vice versa. Examples can be found in Appendix  A , 
where you will fi nd B - 1 type signals in 1922, 1933, and so on, and 
most recently in 2003.   

Dow Jones Industrials

Transports

2) Bounce

4) Higher
    Bounce

3) 3% Pullback to
    Higher Lows

1) Lows

Break Up
Level
(Buy Signal)

Figure 2.1 Classic Buy Signal (B-1)

 More than one bounce can occur within the confi nes of the 
bounce highs and the lows. Any such nonconfi rmation by the other 
average is inconsequential. 

 There are at least four acceptable variations of the pattern. 

   Buy (B - 2) (see Figure  2.2 ) 

   1.   Market lows.  
   2.   Bounce.  
   3.   Pullback (one index makes a new low).  
   4.   Break up.    

 Appendix  A  presents B - 2 type signals in 1923, 1943, and 1970.   
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20 The Traditional Dow Theory

   Buy (B - 3) (see Figure  2.3 ) 

   1.   Market lows.  
   2.   Bounce.  
   3.   Pullback.  
   4.   Break up (one only).  
   5.   Pullback (other makes lower low).  
   6.   Break up (over both bounce highs).    

 Appendix  A  presents B - 3 type signals in 1961 and 1967.   

2) Bounce

4) Only one
    Bounces
    Higher

6) Higher
    Bounce by
    the other

3) 3% Pullback
5) Lower Low
    on one index

1) Lows

Break Up
Level
(Buy Signal)

Dow Jones Industrials

Transports

Figure 2.3 Buy Signal (B-3)

Dow Jones Industrials

Transports

2) Bounce

4) Higher
    Bounce

3) 3% Pullback, one
    goes to New Lows

1) Lows

Break Up
Level
(Buy Signal)

Figure 2.2 Buy Signal (B-2)

c02.indd   20c02.indd   20 4/25/08   9:32:32 AM4/25/08   9:32:32 AM



 Signals Described 21

   Buy (B - 4) (see Figure  2.4 ) 

   1.   Market low.  
   2.   Bounce.  
   3.   Pullback (one may go to new low).  
   4.   Lower bounce (on one or both).  
   5.   Lower pullback (another new low).  
   6.   Break up (over first bounces)    

 Appendix  A  presents a B - 4 type signal in 1988.   

2) Bounce

4) Only one
    Bounces
    Higher

6) Higher
    Bounce by
    the other

3) 3% Pullback
    new Low on
    one index

5) Another new
    Low on one
    index

1) Lows

Break Up
Level
(Buy Signal)

Dow Jones Industrials

Transports

Figure 2.4 Buy Signal (B-4)

   Buy (B - 5) 

   1.   Market low.  
   2.   Bounce.  
   3.   Pullback on one only.  
   4.   New all - time highs on both.    

 Appendix  A  presents a B - 5 type signal in 1954, when the trans-
ports exceeded their previous all - time high. 

 Other combinations of these signals can occur with nonconfi rma-
tions (divergences) at various points and still qualify as signals. New 
all - time highs negate the need for pullbacks to confi rm a new buy.  
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22 The Traditional Dow Theory

  Bear Market Sell Signals 

 A bear market sell signal is determined in much the same way that 
buy signals are, but opposite to a buy signal. When a bull mar-
ket tops and has a secondary reaction setback, and the subsequent 
rally that goes back up (again, over 3 percent) falls short of reach-
ing the previous high and then penetrates the recent lows on the 
next decline as measured by both the Industrial and Transportation 
Averages, a sell signal is generated indicating a bear market. 

 The classic sell (S - 1) can be outlined as: 

   1.   Market highs.  
   2.   Pullback.  
   3.   Bounce (to below the highs).  
   4.   Break down (below pullback).    

 (See Figure  2.5 .)   
 Appendix  A  presents S - 1 type signals in 1921, 1929, and so on, 

and most recently in 2002. 

Figure 2.5 Classic Sell Signal (S-1)

Dow Jones Industrials

Transports

1) Highs
3) �3% Bounce to
     Lower Highs

2) Pullback 4) Lower Lows

Break
Down Levels
Sell Signal

 There are at least two other acceptable variations of the pattern. 

   Sell (S - 2) (see Figure  2.6 ) 

   1.   Market highs.  
   2.   Pullback.  
   3.   Bounce (one makes a new high).  
   4.   Break down.    
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 Examples can be found in Appendix  A , where you will fi nd S - 2 
type signals in 1923, 1960, and so on, and most recently in 2003.   

Figure 2.6 Sell Signal (S-2)

Dow Jones Industrials

Transports

1) Highs

2) Pullback 4) Lower Lows

3) 3% Bounce, one
    goes to new Highs

Break Down
Levels
Sell Signal

Figure 2.7 Sell Signal (S-3)

Dow Jones Industrials

Transports

1) Highs

2) Pullback
4) Pullback, other
    makes new Low

3) Bounce, one
    makes new Highs

5) First makes even
    Higher High

Break
Down Levels
Sell Signal

   Sell (S - 3) (see Figure  2.7 ) 

   1.   Market highs.  
   2.   Pullback.  
   3.   Bounce (one makes a new high)  
   4.   Pullback (other makes a new low)  
   5.   Bounce (first makes a newer high)  
   6.   Break down (below both pullback)    

 Examples can be found in Appendix  A , where you will fi nd S - 2 
type signals in 1923, 1943, and 1970.   
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24 The Traditional Dow Theory

 I have included descriptions and illustrations of both bear sell sig-
nals and bull buy signals to demonstrate that most buy and sell signals 
will fi t into one or the other of these patterns. Moreover, in Appendix 
 A , I have identifi ed the types of signals so that investors may be better 
able to identify such signals in the future. These Dow buy and sell sig-
nals are important indicators for investors to know and understand.      
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3C H A P T E R

   A Look at the Record         

 The complete record of the Dow Theory ’ s results have been dif-
fi cult to come by until I compiled the  “ Offi cial ”  Complete and 
Detailed Record of the Original Dow Theory shown in Appendix  A . 
These results have been formulated from various sources, including 
contacts with a number of experts, from articles in various journals 
and books, and from my own interpretation. Specifi cally,  Technical 
Analysis of Stock Trends  by Robert D. Edwards, John Magee, and 
W. H. C. Bassetti, which is generally considered the  “ bible ”  of tech-
nical analysis, was invaluable in determining early twentieth - century 
signals. Originally published in 1948, it is now in its ninth edition. 
Recent editions have incorporated my interpretation of the Dow 
Theory to bring its record up to date from 1956 into the twenty - fi rst 
century. In this chapter, I reprint material from the eighth edition. 
Then I discuss the results. I think you ’ ll fi nd their way of present-
ing the results and the fi nancial results of utilizing the Dow Theory 
interesting.  

  The Dow Theory in the Twentieth and 
Twenty - First Centuries 

 Next we turn to portions of  Technical Analysis of Stock Trends . In the 
next section, I discuss the implications of this record. 
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  Technical Analysis of Stock Trends  *       

 As may be seen in the following table [Table  3.1 ], the Dow 
 Theory continued to provide its user an advantage over the una-
ware investor. From its original investment of  $ 100 in 1897 the 
investment would have grown to  $ 362,212.97 by the end of 
the 20th century. The Editor initiated the update of the previ-
ous data in October 1956 with capital of  $ 11,236.65 garnered 
from the trades described in Chapter  5 . To my mind this table is 
an astounding demonstration of the power of methodical tech-
nical investing. 
  By contrast, the investment of  $ 100, if bought at the low, 
29.64, and sold at the all - time high, 11762.71, in January 2000 
(up to the publication of this Edition) would have grown to 
 $ 39,685.03. It makes one wonder whether those chaps running 
around predicting a Dow of 36000 are so crazy after all.   
   Here the record continues made by a different hand. [See 
Table   3.2  .] I am indebted to Jack Schannep of TheDowTheory
.com  ( www.thedowtheory.com )  for the data recapitulated here. 
At that URL, a very enlightening exposition of the Theory and 
its record may be found — much more complete than that which 
is found here.  
  Minor discrepancies are noted within these and others ’  
data, a point which will be raised by purists. This is occasioned 
by disagreements within the priestly circles of those who keep 
the sacred records. That is, not all theorists are in 100% agree-
ment as to the exact date or nature of the signals. (Some will say 
the reentry date of October 1, 1956, should have been October 
7, 1957, for example.) Meaning, of course, that some judgment 
is involved in interpretation of the entrails. The Dow Theory is 
not an objective algorithm, just as chart analysis is not reducible 
to an objective algorithm. (I am allowed to jest at the priesthood 
as I am a junior acolyte in these matters. It would not be seemly 
for the uninitiated to burlesque.) ”    
  In brief, an investment of  $ 100 in 1897 would have become 
 $ 11,236.65 in 1956 simply by buying the Industrial Average 

*Copyright 2001 from Technical Analysis of Stock Trends, 8th edition (pages 49–51), 
by Robert D. Edwards, John Magee, and W.H.C. Bassetti. Reproduced by permis-
sion of Routledge/Taylor & Francis Group, LLC, New York.
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Table 3.1 Dow Theory’s 103-Year Record

Original Fund $100 Date

Industrial 

Average Price % Gain Proceeds

Invested July 12, 1897 44.61

Stocks sold December 16, 1899 63.84 43.1 $143.10

Proceeds reinvested October 20, 1900 59.44

Stocks sold June 1, 1903 59.59 0.3 143.53

Proceeds reinvested July 12, 1904 51.37

Stocks sold April 26, 1906 92.44 80.0 258.35

Proceeds reinvested April 24, 1908 70.01

Stocks sold May 3, 1910 84.72 21.0 312.60

Proceeds reinvested October 10, 1910 81.91

Stocks sold January 14, 1913 84.96 3.7 324.17

Proceeds reinvested April 9, 1915 65.02

Stocks sold August 28, 1917 86.12 32.5 429.53

Proceeds reinvested May 13, 1918 82.16

Stocks sold February 3, 1920 99.96 21.7 522.74

Proceeds reinvested February 6, 1922 83.70

Stocks sold June 20, 1923 90.81 8.5 567.17

Proceeds reinvested December 7, 1923 93.80

Stocks sold October 23, 1929 305.85 226.1 1849.54

Proceeds reinvested May 24, 1933 84.29

Stocks sold September 7, 1937 164.39 95.0 3606.61

Proceeds reinvested June 23, 1938 127.41

Stocks sold March 31, 1939 136.42 7.2 3866.29

(Corrected Figures: 131.84 3.5 3732.28)

Proceeds reinvested July 17, 1939 142.58

Stocks sold May 13, 1940 137.50 (Loss 3.6) 3727.10

Proceeds reinvested February 1, 1943 125.88

Stocks sold August 27, 1946 191.04 51.9 5653.71

Proceeds reinvested October 2, 1950 228.94

Stocks sold April 2, 1953 280.03 22.3 6911.01

Proceeds reinvested January 19, 1954 288.27

Stocks sold October 1, 1956 468.70 62.6 11,236.65

stocks each time the Dow Theory announced a Bull Market and 
holding them until the Dow Theory announced a Bear Market. 
During this period, the investor would have made 15 purchases 
and 15 sales, or about one transaction every 2 years on average. 
  Taking this  $ 11,236.65 in 1956 and continuing to buy and 
sell on Dow Theory signals, the technical investor would have 
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28 The Traditional Dow Theory

Table 3.2 Dow Theory’s 103-Year Record Continued

Original Fund $100 Date

Industrial 

Average Price % Gain Proceeds

Proceeds reinvested January 19, 1954 288.27 $6911.01

Stocks sold October 1, 1956 468.70 62.59 $11,236.65

Proceeds reinvested May 2, 1958 459.56 $11,236.65

Stocks sold March 3, 1960 612.05 33.18 $14,965.17

Proceeds reinvested October 10, 1961 706.67 $14,965.17

Stocks sold April 26, 1962 678.68 �3.96 $14,372.43

Proceeds reinvested November 9, 1962 616.13 $14,372.43

Stocks sold May 5, 1966 899.77 46.04 $20,988.88

Proceeds reinvested January 11, 1967 822.49 $20,988.88

Stocks sold October 24, 1967 888.18 7.99 $22,665.20

Proceeds reinvested October 1, 1968 942.32 $22,665.20

Stocks sold February 25, 1969 899.80 �4.51 $21,642.49

Proceeds reinvested October 27, 1969 860.28 $21,642.49

Stocks sold January 26, 1970 768.88 �10.62 $19,343.09

Proceeds reinvested September 28, 1970 758.97 $19,343.09

Stocks sold July 28, 1971 872.01 14.89 $22,224.03

Proceeds reinvested February 10, 1972 921.28 $22,224.03

Stocks sold March 23, 1973 922.71 0.16 $22,258.52

Proceeds reinvested November 5, 1974 674.75 $22,258.52

Stocks sold October 24, 1977 802.32 18.91 $26,466.78

Proceeds reinvested June 6, 1978 866.51 $26,466.78

Stocks sold October 19, 1978 846.41 �2.32 $25,852.84

Proceeds reinvested May 13, 1980 816.89 $25,852.84

Stocks sold July 2, 1981 959.19 17.42 $30,356.34

Proceeds reinvested October 7, 1982 965.97 $30,356.34

Stocks sold January 25, 1984 1231.89 27.53 $38,713.07

Proceeds reinvested January 21, 1985 1261.37 $38,713.07

Stocks sold October 15, 1987 2355.09 86.71 $72,280.75

Proceeds reinvested January 7, 1988 2051.89 $72,280.75

Stocks sold October 13, 1989 2569.26 25.21 $90,505.85

Proceeds reinvested June 4, 1990 2935.19 $90,505.85

Stocks sold August 3, 1990 2809.65 �4.28 $86,634.86

Proceeds reinvested December 5, 1990 2610.40 $86,634.86

Stocks sold August 4, 1998 8487.31 225.13 $281,679.77

Proceeds reinvested September 15, 1998 8024.39 281,679.77

Stocks sold September 23, 1999 10318.59 28.59 $362,212.97
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 A Look at the Record 29

had  $ 362,212.97 in pocket when he sold at the end of the 20th 
century as opposed to the  $ 39,685.03 of his dozing counterpart, 
or the Trust Department of the Rip Van Winkle Bank of Sleepy 
Hollow. And, in addition, he would not have been deliquidified 
during Bear Markets. 
   Whether or not the Dow Theory retains its mojo over the 
market as a whole, there can be no question that it still calls 
the turn for its sector of the market, which as Jack Schannep cor-
rectly notes, has five times the capitalization of the NASDAQ.      

  A Look at the Results 

 Appendix  A  presents the complete and detailed record of the tradi-
tional Dow Theory showing the makeup of the various signals and 
their signal type, and their market levels in relation to subsequent 
bull and bear market levels. 

 Figure  3.1  presents a graphic representation of the Dow Theory 
record. The white sections represent the periods following buy sig-
nals. The black represent periods following sell signals. Each phase 
is assumed to continue until there is an offsetting signal. As you can 
see, buy signals capture most of the bull market ’ s advances, and sell 
signals generally avoid most of the bear market ’ s declines.   

 So how does it work out in the stock market? Table  3.3  shows 
the results for the Standard  &  Poor ’ s (S & P) 500 three months, six 
months, nine months, and a year after the Dow Theory buy signals 
with the average gains being �5.1 percent, �11.6 percent, �14.3 
percent, and �19.5 percent respectively, dividents not included. 
The average annual gain from buy to sell was 18.7 percent includ-
ing dividends. 

 Sells do not have the downside potential (the stock market can ’ t 
really go to zero) that buys have to the upside (unlimited), and his-
torically bear markets have lasted only half as long as bull markets. 
Table  3.4  presents the results after sells showing the further down-
side to the market lows. The average further loss is  � 12.8 percent 
over the next 5.8 months.   

  Author ’ s note:  When no offi cial bear market follows, an asterisk 
marks the low for this move. Twelve signals were followed by offi cial 
bear markets, 10 were not. 

c03.indd   29c03.indd   29 4/25/08   9:33:59 AM4/25/08   9:33:59 AM



30

Fi
g

ur
e

 3
.1

 
D

o
w

 T
he

o
ry

 fr
o

m
 1

95
3–

20
08

c03.indd   30c03.indd   30 4/25/08   9:33:59 AM4/25/08   9:33:59 AM



31

Ta
b

le
 3

.3
 

O
ri

g
in

a
l D

o
w

 T
he

o
ry

 B
uy

 S
ig

na
ls

 a
nd

 t
he

 S
&

P 
50

0 
G

a
in

 T
he

re
a

ft
e

r

D
a

te
Le

ve
l

3 
M

o
n

th
s

6 
M

o
n

th
s

9 
M

o
n

th
s

1 
Ye

a
r

To
 N

e
xt

 S
e

ll 
Si

g
n

a
l

Le
ve

l
%

 G
a

in
Le

ve
l

%
 G

a
in

Le
ve

l
%

 G
a

in
Le

ve
l

%
 G

a
in

D
a

te
Le

ve
l

%
 G

a
in

1/
19

/1
95

4
25

.6
8

27
.7

6
8.

1
29

.9
8

16
.7

31
.9

1
24

.3
34

.9
6

36
.1

10
/1

/1
95

6
44

.7
0

74
.1

5/
2/

19
58

43
.6

9
47

.4
9

8.
7

51
.3

3
17

.5
55

.2
1

26
.4

57
.6

5
32

.0
3/

3/
19

60
54

.7
8

25
.4

10
/1

0/
19

61
68

.1
1

68
.9

6
1.

2
68

.5
6

0.
7

67
.0

5*
�

1.
6

4/
26

/1
96

2
67

.0
5

�
1.

6

11
/9

/1
96

2
58

.7
8

66
.1

7
12

.6
70

.3
5

19
.7

70
.4

8
19

.9
73

.3
6

24
.8

5/
5/

19
66

87
.5

3
48

.9

1/
11

/1
96

7
83

.4
7

88
.8

8
6.

5
92

.4
8

10
.8

96
.3

7
15

.5
94

.4
2*

13
.1

10
/2

4/
19

67
94

.4
2

13
.1

10
/1

/1
96

8
10

2.
9

10
3.

86
1.

0
97

.9
8*

�
4.

7
2/

25
/1

96
9

97
.9

8
�

4.
74

10
/2

7/
19

69
97

.9
4

88
.1

7*
�

10
.0

1/
26

/1
97

0
88

.1
7

�
10

.0

9/
28

/1
97

0
83

.8
6

91
.0

9
8.

6
99

.9
5

19
.2

97
.7

4
16

.6
97

.0
7

15
.7

7/
28

/1
97

1
97

.0
7

15
.8

2/
10

/1
97

2
10

5.
6

10
5.

42
�

0.
2

11
1.

05
*

5.
2

11
3.

73
7.

7
11

4.
68

8.
6

3/
23

/1
97

3
10

8.
88

3.
1

11
/5

/1
97

4
75

.1
1

78
.9

5
5.

1
90

.0
8

19
.9

86
.2

3
14

.8
89

.1
5

18
.7

10
/2

4/
19

77
91

.6
3

22
.0

6/
6/

19
78

10
0.

3
10

5.
38

5.
0

99
.3

3*
�

1.
0

10
/1

9/
19

78
99

.3
3

�
1.

0

5/
13

/1
98

0
10

6.
3

12
3.

28
�

16
.0

13
6.

49
28

.4
12

6.
98

19
.5

13
0.

55
22

.8
7/

2/
19

81
12

8.
64

21
.0

10
/7

/1
98

2
12

8.
8

14
5.

18
12

.7
15

1.
76

17
.8

16
7.

56
30

.1
17

0.
8

32
.6

1/
25

/1
98

4
16

4.
84

28
.0

1/
21

/1
98

5
17

5.
2

18
1.

11
3.

4
19

5.
13

11
.4

18
6.

96
6.

7
20

5.
79

17
.4

10
/1

5/
19

87
29

8.
08

70
.1

1/
7/

19
88

26
1.

1
26

6.
16

0.
2

27
1.

78
4.

1
27

8.
07

6.
5

28
0.

67
7.

5
10

/1
3/

19
89

33
3.

62
27

.8

6/
4/

19
90

36
7.

4
34

4.
86

*
�

6.
1

8/
3/

19
90

34
4.

86
�

6.
1

12
/5

/1
99

0
32

9.
9

37
6.

72
14

.2
38

5.
09

16
.7

38
9.

14
18

.3
37

7.
39

14
.4

8/
4/

19
98

10
72

.1
22

5.
0

11
/2

/1
99

8
11

11
.6

12
62

.0
13

.5
13

35
.1

8
20

.1
13

28
.0

5
19

.5
12

80
.4

15
.1

9/
23

/1
99

9
12

80
.4

1
15

.2

11
/8

/2
00

1
11

19
10

96
.2

�
2.

0
10

88
.8

5
�

2.
7

97
6.

14
*

�
12

.7
6/

25
/2

00
2

97
6.

14
�

12
.7

6/
4/

20
03

98
6.

24
10

27
.9

4.
2

10
69

.7
2

8.
5

11
54

.8
8

17
.1

11
22

.5
5

13
.8

11
/2

1/
07

14
16

.7
7

43
.7

A
ve

ra
g

e
 %

 
G

a
in

:
5.

1
11

.6
14

.3
19

.5
29

.9

*E
n

d
s 

a
t 

a
 D

o
w

 T
h

e
o

ry
 s

e
ll 

sig
n

a
l d

u
rin

g
 t

h
is 

3-
m

o
n

th
 p

e
rio

d
.

c03.indd   31c03.indd   31 4/25/08   9:34:00 AM4/25/08   9:34:00 AM



32 The Traditional Dow Theory

Table 3.4 Dow Theory Sell Signals and the Further S&P 500 Loss to the 
Final Bear Market Lows

Sell Date Level Low Date Level Loss after Sell Months to Low

4/2/1953 25.23 9/14/1953 22.71* 10.0% 5.4

10/1/1956 44.70 10/22/1957 38.98 12.8% 12.7

3/3/1960 54.78 10/25/1960 52.30* 4.5% 7.7

4/26/1962 67.05 6/26/1962 52.32 22.0% 2.0

5/5/1966 87.53 10/7/1966 73.20 16.4% 5.1

10/24/1967 94.42 3/5/1968 87.72* 7.1% 4.4

2/25/1969 97.98 7/29/1969 89.48* 8.7% 5.1

1/26/1970 88.17 5/26/1970 69.29 21.4% 4.0

7/28/1971 97.07 11/23/1971 90.16* 7.1% 3.8

3/23/1973 108.88 8/22/1973 100.53* 7.7% 5.0

10/24/1977 91.63 3/6/1978 86.90 5.2% 4.4

10/19/1978 99.33 11/14/1978 92.49 6.9% 0.8

7/2/1981 128.64 8/12/1982 102.42* 20.4% 13.3

1/25/1984 164.84 7/24/1984 147.82* 10.3% 6.1

10/15/1987 298.08 12/4/1987 223.92 24.9% 1.6

10/13/1989 333.62 1/30/1990 322.98* 3.2% 3.6

8/3/1990 344.86 10/11/1990 295.46 14.3% 2.3

8/4/1998 1072.12 8/31/1998 957.28 10.7% 0.9

9/23/1999 1280.41 9/21/2001 965.80 24.6% 23.0

6/25/2002 976.14 7/23/2002 797.70* 18.3% 0.9

11/21/2007 1416.77

Average 12.8% 5.6

*When no bear market follows this is the low for the move.

 While no two Dow Theorists ever seem able to agree on each 
and every signal given, I believe that the record shown here and 
in Appendix  A  is as true and correct an interpretation of the Dow 
Theory as I can make. I have relied on the experts ’  consensus up 
until the mid - 1960s, when they treated 1966 to 1974 as a single 
bear market. I see three bear markets that fi t my defi nition (to 
be discussed in Chapter  6 ) in that time frame with two accompa-
nying recessions and two bull markets (as defi ned in Chapter  5 ). 
Therefore, I have proceeded with a more sensible and responsive 
interpretation. I feel that the time parameters used by the the-
ory when it was devised early in the twentieth century need to be 
updated to refl ect the realities of the twenty - fi rst century. Anyone 
who has read Alvin Toffl er ’ s  Third Wave  knows that things happen 
faster now than they did then. But I am getting ahead of myself; 
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 A Look at the Record 33

Table 3.5 Dow Theory Sells and Following Bear Markets 
and Recessions

Dow Theory 

Sell Date

Bear Market 

Start (mo/yr)

Bear Market 

End (mo/yr)

Recession Start 

(mo/yr)

Recession 

End (mo/yr)

6/1/1903 none 9/02 8/04

4/26/1906 1/06 11/07 5/07 6/08

5/3/1910 11/09 9/11 1/10 1/12

1/14/1913 9/12 7/14 1/13 12/14

8/28/1917 11/16 12/17 8/18 3/19

2/3/1920 11/19 8/21 1/20 7/21

6/20/1923 3/23 10/23 5/23 7/24

none none 10/26 11/27

10/23/1929 9/29 7/32 8/29 3/33

9/7/1937 3/37 3/38 5/37 6/38

3/31/1939 11/38 4/42 none

5/13/1940 11/38 4/42 none

none none 2/45 10/45

8/27/1946 5/46 6/49 none

11/9/1948 5/46 6/49 11/48 10/49

4/2/1953 none 7/53 5/54

10/1/1956 4/56 10/57 8/57 4/58

3/3/1960 none 4/60 2/61

4/26/1962 12/61 6/62 none/“mild”

5/5/1966 2/66 10/66 none/“growth

recession”*

10/24/1967 none none

2/25/1969 12/68 5/70 12/69 11/70

1/26/1970 12/68 5/70 12/69 11/70

7/28/1971 none none

3/23/1973 1/73 12/74 11/73 3/75

10/24/1977 9/76 2/78 none

10/19/1978 9/78 4/80 1/80 7/80

7/2/1981 4/81 8/82 7/81 11/82

1/25/1984 none none/“soft landing”†

10/15/1987 8/87 10/87 none

10/13/1989 none 7/90 3/91

8/3/1990 7/90 10/90 7/90 3/91

8/4/1998 7/98 8/98 none

9/23/1999 1/00 9/01 3/01 11/01

6/25/2002 3/02 10/02 none

11/21/2008 10/07 12/07

*Forbes, January 23, 1989.
†Wall Street Journal, October 11, 2000.
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Table 3.6 Dow Theory Buys and Following Bull Markets and 
Economic Expansions

Dow Theory 

Buy Date

Bull Market (Dow 

Jones) Start (mo/yr)

Bull Market (Dow 

Jones) End (mo/yr)

Expansion 

Start (mo/yr)

Expansion 

End (mo/yr)

10/20/1900 9/00 6/01 12/00 9/02

7/12/1904 11/3 1/06 8/04 5/07

4/24/1908 11/07 11/09 6/8 1/10

10/10/1910 9/11 9/12 1/12 1/13

4/9/1915 7/14 11/16 12/14 8/18

5/13/1918 12/17 11/19 3/19 1/20

2/6/1922 8/21 3/23 7/21 5/23

12/7/1923 10/23 9/29 7/24 10/26

12/7/1923 10/23 9/29 11/27 8/29

5/24/1933 7/32 3/37 3/33 5/37

6/23/1938 3/38 11/38 6/38 2/45

7/17/1939 none 6/38 2/45

2/1/1943 4/42 5/46 6/38 2/45

2/1/1943 4/42 5/46 10/45 11/48

5/14/1948 6/49 4/56 10/49 7/53

10/2/1950 6/49 4/56 10/49 7/53

1/19/1954 6/49 4/56 5/54 8/57

5/2/1958 10/57 12/61 4/58 4/60

10/10/1961 6/62 2/66 2/61 12/69

11/9/1962 6/62 2/66 2/61 12/69

1/11/1967 10/66 12/68 2/61 12/69

10/1/1968 10/66 12/68 2/61 12/69

10/27/1969 5/70 1/73 11/70 11/73

9/28/1970 5/70 1/73 11/70 11/73

2/10/1972 5/70 1/73 11/70 11/73

11/5/1974 12/74 9/76 3/75 1/80

6/6/1978 2/78 9/78 3/75 1/80

5/13/1980 4/80 4/81 7/80 7/81

10/7/1982 8/82 8/87 11/82 7/90

1/21/1985 8/82 8/87 11/82 7/90

1/7/1988 10/87 7/90 11/82 7/90

6/4/1990 10/90 7/98 3/91 3/01

12/5/1990 10/90 7/98 3/91 3/01

9/15/1998 8/98 1/00 3/91 3/01

11/8/2001 9/01 3/02 11/01 12/07?

6/4/2003 10/02 10/07 11/01 12/07?
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more on that in Chapter  8 . An example of this more responsive 
interpretation was the buy  signal on November 2, 1998, at 8,706 
while other Dow Theory newsletters waited until after 11,000 was 
reached in May 1999 to recommend a buy! This point will be elabo-
rated on in the next chapter. 

 In the Foreword to  The Dow Theory,  Hugh Bancroft states:  “ What 
has come to be spoken of as the Dow Theory is in effect the com-
bined market wisdom of the late Charles H. Dow and William Peter 
Hamilton. ”  It was Hamilton who  “ developed what he called the 
 ‘ implications ’  of Dow ’ s theory. To Hamilton the stock market was a 
 barometer of business , a barometer which  also frequently forecast 
its own probable future trend.  ”  In 1922, he wrote  The Stock Market 
Barometer: A Study of Its Forecast Value Based on Charles H. Dow ’ s Theory 
of the Price Movement.  It was reissued by John Wiley  &  Sons in 1998 as 
part of their Wiley Investment Classics series. 

 How well that theory has worked in forecasting bear markets 
and recessions/depressions is evident from Table  3.5 .   

 The Dow Theory sell signals have been associated with  19  of the 
 21  recessions (and three soft landings/mild or growth recessions) 
and  all 23  bear markets since 1903. 

 Don ’ t get the impression that the Dow Theory catches most 
recessions and all bear markets because it is under a sell signal most 
of the time. Actually it has been in a buy mode for 63 percent of 
the time since 1900. Forecasting  “ business ”  and its own  “ probable 
future trend ”  also includes business expansions and bull markets, 
and Table  3.6  shows what an excellent job it has done.   

 The Dow Theory buy signals have preceded/confi rmed and/or 
reconfi rmed all business expansions and bull markets during the 
twentieth century. Can there be any doubt that the theory will not 
do the same in the twenty - fi rst century? Despite this excellent, but 
of course not perfect, past history and documented record, there 
still exists a good bit of give - and - take about the Dow Theory, as we 
shall soon see.      
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4C H A P T E R

   Give - and - Take about the Theory          

T here have been many times when Dow theorists did not agree on 
signals. Probably the most dramatic periods were from 1966 to 1975 
and again in 1999. In the 1977  Barron ’ s  article  “ How Now, Dow 
Jones? ”  John Boland pointed out that his four experts treated the 
sell on May 5, 1966, as  one long bear market  until their buy on January 
27, 1975. I, and some others, disagree. I see  three  bear markets that 
fi t my defi nition in that time frame with two accompanying  recessions  
and  two bull markets.  Consequently, I identifi ed fi ve Dow Theory sig-
nals to buy and sell in that 8.5 - year time period when others saw 
none. Those signals are shown in Appendix  A . The review of the 
most recent  “ disagreement, ”  in 1999, that follows is a most defi ni-
tive example.  

  From Agreement to Disagreement 

 It is rare when nearly all followers of the Dow Theory are in agree-
ment on a signal, but that did happen in the summer of 1998. The 
Dow Jones Transportation Average reached its highest point on 
April 16 at the 3686 level, and a month later the Industrial Average 
made a high on May 13 at 9211. Therefore, both  “ sticks ”  were 
set in the sand at those high water marks. Both averages then set 
back into June with the Transports dropping 11 percent to 3259 
on June 2 and Industrials dropping 6 percent to 8627 on June 15. 
Everyone agreed that was a secondary reaction in the  “ primary ”  
uptrending bull market, the defi nitions for bull markets being all 
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over the b allpark, as you will see in Chapter  5 . The next thing that 
happened was an 11 percent bounce for Transports to 3618 on July 
14. That rally failed to reach its stick in the sand. Meanwhile the 
Industrials resumed their uptrend and exceeded their prior top 
by rising 8 percent to 9337 on July 17, thus moving its stick farther 
uphill. This divergence, between the action of the Transports fail-
ing to make new highs and the Industrials, which did make new 
highs, set up a possible sell scenario. While this was not the classic 
pattern of both averages failing to make new highs, it was one of 
the more usual variations. It was similar to the S - 2 signal shown in 
Chapter  2  .  

 With the fl ow of the tide possibly subsiding, you look to see if the 
pullback from the recent up - moves will fall lower than the fi rst pull-
backs. On July 29 the Transports closed at 3244, a breaking below its 
previous low, and then on August 4 the Industrials did the same by 
closing at 8487. I have not used decimals in this discussion in order 
to keep it simple, although they are an integral part of closing prices. 
Table  4.1  shows how that sell signal shaped up.   

 It is too bad that the sell could not have been signaled  during  
the day, as the Dow dropped through the 8627 previous low, rather 
than at the end of the day, which was down  – 299 points at 8487, 
but the use of the day ’ s  closing prices  is another hard - and - fast rule set 
by Robert Rhea. 

 Another quote by Rhea will set the stage for the interpretation of 
the Dow Theory after the market lows of 7539 on August 31, 1998: 
 “ Any thinking man will readily realize that if the Dow Theory were 
infallible, or if even one or two men could always interpret its impli-
cations correctly, there would probably soon be no speculation in 
stocks. ”  And we know there  is  speculation in stocks! 

 So what happened to the consensus? During the lows of that 
August, there was a capitulation or fear - motivated dumping of stocks, 

 Table 4.1 Undisputed Sell Signal 

  Date    Industrials    %    Status    Date    Transports    %  

  5/13/98    9211.84        Market highs    4/16/98    3686.02      

  6/15/98    8627.93      �6.3    Pullback    6/2/98    3259.30  �  11.6  

  7/19/98    9337.97  �  8.2    Bull high/bounce    7/14/98    3618.73   � 11.0  

  8/4/98    8487.31        Break down/sell    7/29/98    3244.93      
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such as occurs at or near important bottoms, that  is  recognizable and 
 is  measurable. Rhea had written about the phenomenon, though he 
never called it  “ capitulation. ”  While I doubt that I was the only one to 
notice the capitulation, I was, as far as I know, the only one to observe 
the pattern developing that led to an early Buy signal by the Dow 
Theory. The Transportation Average made a low on September 4 at 
2617. Over the next 8 and 4 days respectively, both the Industrials 
and Transports rallied 6 and 5 percent, to 8021 and 2749 respectively. 
Two days later, they had fallen back  – 5 percent and  – 4 percent, to 
7616 and 2632 respectively. 

 So here we had both pulling back over the prescribed 3 percent 
minimum and holding above the bear market lows. Purists will ask: 
 “ What about Hamilton ’ s  ‘ usually lasting from three weeks to as many 
months, during which interval the price movement generally retraces 
from 33 per cent to 66 per cent of the primary price change ’ ? ”  
Well, Hamilton also said:  “ The secondary reaction or rally in a bull 
or bear market, with a duration of a few days to a month or more. ”  
Therefore, given the capitulation that had occurred and the criteria 
having been met, when the Industrials closed at 8024 on September 
15, above their prior bounce high, as the Transports had done the 
day before at 2805, I wrote:  “ The Dow Theory has just reversed itself 
with a new BUY signal today. ”  Table  4.2  shows how it looked as a typi-
cal type B - 1 buy signal, as explained in Chapter  2    .

 You ’ ll notice that the secondary reaction (bounce) lasted less 
than a week for the Transports and only slightly more than a week 
for the Industrials. That is the reason others paid it little notice, at 
their peril. 

 A more  “ classic ”  reading of the Dow Theory might have consid-
ered the fi rst bounce to have lasted just over three weeks and carried 
to 8154 (up 8 percent) by the Industrials and 2904 (up 11 percent) 
by the Transports on September 23, just under three weeks. The 

 Table 4.2  “ Aggressive ”  Dow Theory Buy Signal 

  Date    Industrials    %    Status    Date    Transports    %  

  8/31/98    7539.07        Bear market lows    9/4/98    2616.75      

  9/8/98    8020.78    +6.4    Bounce    9/8/98    2749.30    +5.1  

  9/10/98    7615.54     – 5.1    Pullback    9/10/98    2631.51     – 4.3  

  9/15/98     8024.39         Break up/ BUY     9/14/98    2805.14      
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pullback by the Industrials to 7633 (down  – 6%) on October 1 held 
above the previous lows, but the Transports dropped on down to new 
lows of 2345 on October 8. That divergence, while worrisome, was 
resolved favorably when the Transports rose to 2955 on November 2. 
By then, however, the Industrials had passed through to a higher 
high on October 15 and were at 8706. Table  4.3  shows how the B - 2 
buy signal shown in Chapter  2  looked. This is the signal I show in 
Appendix  A .   

 This time the Transports were the last to reach new highs. The 
buy signal was over 400 points higher than it might have been, but 
 both  the Transports and the Industrials must confi rm the signal. It is 
hard not to see the movement as a buy signal, yet one Dow Theorist 
actually explained that at the September bounce highs, the 
Transports had  only retraced 29 percent  (not 33 percent, although 
the Industrials had retraced 34 percent) and were a  few days  short 
(two actually) of three weeks (the Industrials had  “ barely ”  met the 
three - week time  guideline ). This  “ classic ”  buy is a  second  way to look 
at the Dow Theory, and waiting for the Transports to end their 
then - current divergence and to make new highs and then confi rm 
the Industrials is yet a  third  way. Table  4.4  shows what two other 
leading Dow Theorists waited for, a type B - 5 buy signal.   

 Table 4.3 The  “ Almost Classic ”  Dow Theory Buy Signal 

  Date    Industrials    %    Status    Date    Transports    %  

  8/31/98    7539.07        Bear market lows    9/4/98    2616.75      

  9/23/98    8154.41    �8.1    Bounce    9/23/98    2904.10    �11.0  

  10/1/98    7632.53  �    6.4    Pullback/new low    10/8/98    2345.00  �    19.3  

  10/15/98    8299.36        Break up    11/2/98    2954.85      

  11/2/98     8706.50         BUY              

 Table 4.4 Result of a  “ Rigid ”  Dow Theory Interpretation 

  Date    Industrials    Status    Date    Transports  

  7/17/98    9337.97    All - time market highs    4/16/98    3686.02  

  8/31/98    7539.07    Bear market lows    9/4/98    2616.75  

  11/23/98    9374.27    Break up to newer highs    5/3/99    3696.59  

  5/3/99     11,014.70      BUY           
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 I was not surprised that no other Dow Theorist joined me with my 
buy at the 8024 level, but I was amazed that some did not see the turn 
of the tide until  after  the  11,000 level  was reached. My  distress at what 
their poor interpretation of the Dow Theory was doing prompted me 
to contact Dave Kansas, then editor at TheStreet.com, with the idea 
that we (he) should help set the record straight. As a consequence, 
he asked Aaron Task, a senior writer at the time, to look into the situ-
ation. Task then wrote the article that follows, which is reprinted here 
with permission by TheStreet.com.  

  Dow Theory: It ’ s Alive! Alive! And Bullish? 

 Beginning with the concept that it ’ s always nice to have one thing 
 less  to worry about, we bring you: the Bride of Dow Theory. 
  Don ’ t worry, this isn ’ t a horror story and it actually has a 
happy ending (at least for those long the market). 
  The Dow Theory, you ’ ll recall, is one of those time - honored, 
traditional measures of looking at the market, which (basically) 
says any move in the  Dow Jones Industrial Average  must be  “ con-
firmed ”  by the  Dow Jones Transportation Average . The theory 
has been broadcasting a bearish signal since Aug. 4, according 
to its best - known proponents, and that ’ s something other pun-
dits generally include in their litany of things  “ wrong ”  with the 
market. 
  But Jack Schannep, president of The Dow Theory Invest-
ment Timing Newsletter, says Dow theory turned bullish Sept. 
15 and remains so today. 
  According to purists, both indices would have to close at 
new all - time highs to re - establish a bullish signal. The Dow Jones 
Industrial Average, of course, has accomplished the feat several 
times since Aug. 4 — most recently today, when it jumped 1.6% 
to 10,339.51. Nearly a year later, the Dow transportation average 
has yet to revisit (much less surpass) its all - time high of 3686.02, 
set April 16. Today, the transports fell 1% to 3335.89. [Author ’ s 
Note: see Figure  4.1 .]   
  Schannep, however, argues there was a  “ capitulation ”  last 
August, culminating in that frightful session Aug. 31, when the 
Dow fell 512.61 to close at 7539.07. The next day, the index 
traded as low as 7400.29, only to mount a remarkable recovery 
and close up 288.36 to 7827.43. Save for a few, brief reversals, 
the index hasn ’ t much looked back since. 
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  The Dow transports made a low Sept. 4 at 2617. In days fol-
lowing their respective lows, the Dow industrials rose 6% while 
the transports gained 5%. They subsequently retraced 5% and 
4% of those moves, respectively, but each held above its initial 
bear - market low. By Sept. 15, the industrials had bounced again 
to 8024, above their prior  “ bounce high, ”  a feat the transports 
accomplished the day before when they hit 2805. 
  At that point,  “ Dow theory reversed itself with a new buy 
signal, ”  Schannep says.  

  Relying on the Rule of Three 
 To make the call without either index hitting a new all - time high, 
the newsletter writer delved into some of the more esoteric aspects 
of Dow theory. Specifically, he referenced the so - called Rule of 
Three, first espoused by Robert Hamilton, who is credited with 
crystallizing Charles Dow ’ s theory about the relationship between 
the industrial and transportation averages. Schannep also cites 
Robert Rhea, author of  The Dow Theory . 
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  The rule says a move of 3% or more by a major average is 
considered  “ significant. ”  In the aftermath of the Aug. 31 lows, 
each average moved more than the requisite 3%, both in their 
respective bounces and subsequent reversals. 
  The second half of the Rule of Three says the reaction after 
a low (or high) will usually last from three weeks to three months 
and retrace from 33% to 66% of the  “ primary price change ”  
from the prior high to the new low. 
  At this point, Schannep ’ s view breaks from pure Dow theory. 
From their Aug. 31 closing low to the reaction high of 8154.41 
on Sept. 23, the industrials retraced 34.2% of what had been 
lost from their July 17 high to the Aug. 1 low. But the transports 
only retraced 26.9% of what was lost between their April high 
and Sept. 4 low. Moreover, the time frame for the transports ’  
 “  reaction ”  move fell two days short of the three - week guideline. 
   “ We don ’ t have the time frame, but even Hamilton said it 
could be only a matter of days, ”  Schannep retorts.  “ Also, we exceed 
the 3% magic number. I will admit the buy signal was aggressive 
because we were in capitulation. But even if you weren ’ t [in agree-
ment then] you had to come up with a buy signal by now. ”   

  You Can ’ t Do That 
 But the better - known Dow theorists have yet to embrace Schannep ’ s 
interpretation or come around to his bullish way of thinking. 
  The man considered the dean of Dow theory, Richard Russell, 
editor and publisher of  Dow Theory Letters  in La Jolla, Calif., was 
downright dismissive of Schannep ’ s call. 
   “ It ’ s not Dow theory. It ’ s the Schannep theory, ”  Russell says. 
 “ The next signal will be the bottom of a bear market. You don ’ t 
get to a new bull market with the dividend yield at 1.6%. It ’ s 
going to be a long - term bear market. ”  
  Chuck Carlson, contributing editor at  Dow Theory Forecasts  
in Hammond, Ind., agrees Dow theory remains bearish but is a 
little more diplomatic. 
   “ Hindsight obviously being 20 - 20, it ’ s possible that [a buy] 
signal existed, ”  Carlson says.  “ Our feeling is there wasn ’ t enough 
of a retest in the transports once the market came off its bottom 
to warrant a change in the trend. ”  
  It ’ s not clear there was a true  “ capitulation ”  during the late -
 August selloff, he adds, noting while the industrials never again 
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traded below their Aug. 31 lows (to date), the transports  “ went 
back down to new lows ”  of 2345 on Oct. 8.  “ Our feeling was, the 
transports going to new lows didn ’ t confirm the industrials and 
their ability to hold that low, ”  he says. 
  Schannep concedes the transport average ’ s slide to 2345 
was  “ worrisome, ”  but claims it was  “ resolved favorably ”  when the 
average subsequently recovered to 2954.85 on Nov. 2. By that 
time, he adds, the industrials were at 8706.15 after having estab-
lished a  “ higher high ”  —  above their Sept. 23  “ reaction high”   —  
of 8299.36 on Oct. 15. 
  Moreover, Schannep says his peers are being too doctrinaire 
in sticking to the 33% and three - week levels, noting they are 
 “ guidelines, ”  not absolutes. 
  Adding he does not wish to get into a  “ shouting match ”  with 
his fellow Dow theorists, Schannep calls their clinging to a bear-
ish stance  “ ludicrous. ”  
   “ I ’ m just saying they ’ re giving Dow theory a bum rap sticking 
to this interpretation, ”  he says.  “ The world has got to know this 
is not a bear market up 33% from the lows. When they finally 
admit it, it ’ s going to take the Dow transports at new highs, 
which is still a couple hundred points up. That means the Dow 
industrials will be between 10,000 and 11,000 after making a low 
at 7500. ”  
  Schannep may be a maverick. But looking at the perform-
ance of both averages, it seems he ’ s a rebel  with  a clue.  

  By Aaron L. Task, Senior Writer    
  TheStreet.com    

  4/12/99 7:43 PM ET     

  Author ’ s note:  The other Dow Theorists actually issued buy signals 
at 11,014.69.  

  Other Views of the Dow Theory 

 In 1934, a Yale professor by the name of Alfred Cowles ran a test 
on the theory as espoused by Hamilton from his  Wall Street Journal  
editorials over the period 1902 to 1929. His test  “ Can Stock Market 
Forecasters Forecast? ”  concluded that market timing based on the 
Dow Theory (as he surmised Hamilton to have utilized it) lagged a 
buy - and - hold strategy. His work was widely regarded as a  landmark 

c04.indd   44c04.indd   44 4/25/08   9:35:35 AM4/25/08   9:35:35 AM



    Give - and - Take about the Theory        45

paper in the development of the  “ effi cient market theory ”  made 
popular years later by Burton Malkiel, professor of economics 
at Princeton. Apparently Cowles used an asset mix of 50 percent 
Industrials and 50 percent Transports (due no doubt to the  theory ’ s 
use of both in determining its buy and sell signals). Cowles might 
better have used his market index, a value - weighted index of U.S. 
stocks that ultimately became the basis for the Standard  &  Poor ’ s 
index. Cowles work was not risk adjusted; nonetheless, it placed 
chartists and Dow theorists in a very questionable position. Cowles 
saw  90  changes of position in the 27 - year time frame. He was clearly 
not looking at the same Dow theory that I use if he had an aver-
age of 3.33 changes per year! There were seven bull and seven 
bear markets in those 27 years, so we might expect 14 or 15 signal 
changes, not six times that many. 

 It should be obvious that a market timer can prove his or her skill 
only by outperforming the market in down markets. (Using a market 
proxy like an index fund does not allow it to outperform in up mar-
kets.) Cowles ’ s test ended with Hamilton ’ s most famous sell signal on 
October 25, 1929, and so did not credit the Dow Theory with the 86 
percent drop that followed. That call alone beat buy - and - hold for the 
next 25 years that it took the Dow Jones to regain the losses. 

 In 1998, two Yale professors named William Goetzmann and 
Alok Kumar, along with Stephen Brown from New York University, 
published  “ The Dow Theory: William Peter Hamilton ’ s Track Record 
Re - Considered ,”  wherein they reviewed Cowles ’ s evidence and found 
that it  supports the contrary conclusion :  “ that the Dow Theory  . . .  yielded 
positive risk - adjusted returns. ”  They show that the  “ Hamilton portfo-
lio was less volatile than the fully invested strategy ”  and outperformed 
the market from 1902 through 1927. I don ’ t begin to understand 
 “ step - wise regression ”  and the  “ Artifi cial Intelligence Methods for 
Detecting Patterns ”  that they used, but it is obvious that neither did 
they follow the Dow Theory that I use. They found 3,599 buy calls, 
1,143 sell calls, and 2,912 neutral calls. However, I will take their fi nd-
ing that  “ suggests a plain reason why the Dow Theory remains to this 
day a popular method for timing the market. ”  According to Mark 
Hulbert, founder of  Hulbert Financial Digest  in Annandale, Virginia, 
the professors   

 fed Hamilton ’ s market - timing editorials from the early dec-
ades of the last century into neural networks, a type of artificial 
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 intelligence software that can be  ‘ trained ’  to detect patterns. 
Upon testing this neural network version of the Dow Theory 
over the nearly 70 - year period from 1930 to the end of 1997, 
they found that it beat a buy - and - hold by an annual average of 
4.4 percentage points per year.   

 In 1981, a couple of other academics, Rolf Wubbels of NYU and 
David Glickstein, an analyst with New York Life Insurance, wrote 
about their study in  Pensions  &  Investment Age  that  “ [p]redicting the 
market tides: Charles Dow ’ s theory works ”  and that it stands  “ the test 
of time  . . .  surprisingly well. ”  

 In 1984, the longtime editor of  Barron ’ s , Robert N. Bleiberg, 
wrote a piece entitled  “ Way Above Average — For a Century Dow 
Theory Has Served Investors Well. ”  He stated:   

 [T]he venerable Dow Theory  . . .  boasts a long - term track record 
second to none. Over the years, it has regularly called major 
turns in the market, never at the top or bottom (the system 
precludes such pinpoint accuracy), but usually close enough to 
keep investors safely on the right side of the Street.    

  Criticisms and Comments 

 A typical comment about the Dow Theory is that it often does work 
but at times it does not. My answer would be: Did they read the 
assessment that the Theory is not infallible? It is, after all, rather 
naive to think that anything is infallible. Critics also point out that 
the imprecise defi nition of secondary reaction makes it diffi cult 
to be sure what the theory is saying and that, in fact, leading Dow 
Theorists often disagree on signals. Well, yes, the stock market and 
almost anything associated with it can be confusing. The defi ni-
tions and examples of signals given in preceding chapters should 
help clarify the Theory. I am reminded of Robert Rhea ’ s book, 
where it says:   

 Any thinking man will readily realize that if the Dow Theory 
were infallible, or if even one or two men could always inter-
pret its implications correctly, there would probably soon be no 
speculation in stocks.  
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It ’ s almost like saying a little mystery makes it all the more intrigu-
ing. In this book, I ’ ve tried to remove some of the mystery, but I ’ m 
not sure I ’ ve dispelled all of it. 

 Some Wall Streeters suggest that the theory is late in giving its 
signals and misses the tops and bottoms by too wide a margin, as if to 
suggest that they have a method for doing better. This is, of course, 
one of the myths on Wall Street. No one sells at  the  top or buys at 
 the  bottom; can we all accept that? In fact, when Bernard Baruch, 
who spoke to my West Point class when I was a cadet, was asked how 
he made his fortune, he replied:  “ By never buying at the bottom or 
selling at the top. ”  The Dow Theory assures that! Most professionals 
would agree that it is far better to buy  after  the bottom had been seen 
and to sell  after  the top. There again, the Dow Theory ’ s very struc-
ture pretty well assures that its signals will be a bit late, but not  too  
late to still be among the very best at market timing. From time to 
time, other  “ systems ”  will have better signals, but none has had better 
signals over the longer term. 

 The obvious criticism is that it doesn ’ t predict the extent or 
duration of the market ’ s movement — the bull or bear market! I ’ d 
also suggest that the theorem on primary movements states:  “ There 
is no known method of forecasting the extent or duration of a pri-
mary movement. ”  Also:  “ The correct determination of the direc-
tion of this movement is the most important factor in successful 
speculation. ”  Or as Dean Witter (now part of Morgan Stanley) pub-
lications have said over the years:  “ The genius of investing is rec-
ognizing the direction of a trend — not catching the highs or lows. ”  
And the Dow Theory does that. 

 Other criticisms have been repeated in light of the market at the 
end of the twentieth century and beginning of the twenty - fi rst. 

 One criticism is that the Internet stocks and other high - tech 
stocks on the Nasdaq are where it is at and the Dow Theory seems to 
be pertinent only to the New York Stock Exchange (NYSE). W. H. C.
(Charles) Bassetti ( www.edwards-magee.com ), editor and coauthor 
of the eighth edition of Edwards and Magee ’ s  Technical Analysis of 
Stock Trends,  states that  “ there can be no question that it (the Dow 
Theory) still calls the turn for its sector of the market. ”  The authors 
continue:  “ which[,] Jack Schannep correctly notes, has fi ve times the 
capitalization of the NASDAQ. ”  Notwithstanding my answer, Bassetti 
earlier had stated:  “ I now believe that only a composite of the three 
indexes (Dow Jones, Standard  &  Poors 500, and NASDAQ) can 
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express the true state of the markets as a whole. ”  He was referring to 
the need for such a composite to be in  “ harmonic convergence, ”  which 
would eliminate the need for the Dow Jones Transports in the Dow 
Theory. Actually, there  are  many good reasons to use the Standard  &  
Poor ’ s (S & P) 500, but no good reasons to eliminate the Transports as 
I will discuss below. Another author also suggests the elimination of 
the Transports, and goes so far as to also eliminate the Industrials. 

 Pedro V. Marcel, in his  Market Timing with Technical Analysis , uses 
the Nasdaq composite (COMP) in place of the Dow Jones Industrials 
(DJI) and the Amex Interactive Internet New Index (IIX) rather 
than the Transportation Averages (DJTA). He concludes:   

 [W]e can postulate an extension of the Dow Theory as  “ The SPX” 
(Standard  &  Poor ’ s 500) and COMP (Nasdaq) indices can be sub-
stituted for the DJIA in the Dow theory. Similarly, the IIX and/
or the DOT (TheStreet.com Internet index) can be substituted 
for the DJTA in the Dow theory.  

Maybe so, but I ’ ll leave that to others. It is, of course, true that the 
hypotheses and theorems of the Dow Theory apply universally, but 
I ’ ll settle for its relevance for the U.S.  major markets  and leave other 
areas alone. 

 One last observation regarding the Nasdaq before moving on. 
Traditionally, stocks have started trading over the counter (OTC) 
before moving up to the NYSE. Microsoft and Intel were two nota-
ble exceptions for reasons known only to themselves. Even as the 
Nasdaq soared in the 1990s, the annual number of companies listed 
there started declining in 1996. On the NYSE, the number of list-
ings rose to a fi ve - year peak in 1999. Every year companies move 
up to the NYSE, and very rarely do any voluntarily move back to the 
Nasdaq. The debacle in 2000 – 2001 hardly seems likely to reverse that 
pattern. In that bear market, nearly 1 out of every 10 stocks in the 
Wilshire 5000 fell 90 percent or more, and  none  was in the Dow Jones 
Industrial Average. At least one and perhaps a few more were in 
the S & P 500, but the bulk of them were dot - com and other new or 
untested companies residing in the Nasdaq. 

 Another criticism refers to the fact that the Transportation 
Index is attacked at times as being irrelevant in the twenty - fi rst 
century and given too much weight in the Dow Theory. Dow and 
Hamilton insisted that confi rmation of a move by the Industrials be 
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 accompanied by the Transport, because  “ they always  did  confi rm if 
the movement later proved to be genuine. ”  The Transports (previ-
ously  “ Rails ”  but updated periodically to stay abreast of our chang-
ing times) supply industry with raw material, transport parts for 
assembly, and fi nally distribute fi nished products to consumers. This 
process goes hand in hand with the fortunes, or misfortunes, of the 
Industrial companies, so you would expect that their companies ’  stock 
movements would be aligned if a trend is to be believed. Actually, 
the Transportation Average is composed of 20 companies from fi ve 
somewhat related industries: airlines, air freight, railroads, transport 
miscellaneous (including sea carriers), and trucking. When you look 
at America ’ s 100 largest companies based on revenues — a list led by 
Wal - Mart, Exxon Mobil, General Motors, Ford, General Electric, 
ChevronTexaco, ConocoPhillips, Citigroup, American International, 
IBM, Hewlett - Packard, and the like — you are looking at companies 
that depend on transportation companies to distribute their products. 
Yes, the information age is using the mail (trucking and airlines), 
phones, faxes, the Internet, and other electronic means to gather and 
distribute services, but even that relies on the likes of FedEx and UPS, 
both companies in the Transportation Index. 

 You would think that some index more modern than the 
Transports could be found for use in the Dow Theory, but I am hard 
pressed to fi nd anything that works as well. I have seen the highly suc-
cessful results of the Dow Theory during the nineteenth and twenti-
eth centuries using the Transportation Average for confi rmation. The 
eighth edition of  Technical Analysis of Stock Trends  calculated that $100 
in 1897 would have grown to nearly $15,000 in 1960 and then to over 
$362,000 by the year 2000 following the Dow Theory by buying and 
selling the Dow Jones Index. By contrast, buying with that $100 at
 the very lowest point  of 29.64 and holding until the  very highest point  
at 11,762.71 (at time of publication) would only have grown to 
$39,685! My own calculations show that equal amounts invested in 
1960 would have almost exactly  doubled  in the Dow Theory as opposed 
to a buy and hold strategy. So, I say ignore the Transports and the 
Dow Theory at your own risk. 

 Even Dow Theorists themselves harbor misconceptions. In 
response to the criticism that the Theory gives late signals, they often 
respond that it is not necessary to wait for a signal to be completed, 
implying that you can proceed to beat the signal to the punch. I ’ m 
sorry, but that is not part of the Dow Theory. A signal is not c omplete 
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until it is totally complete; anything short of that is anticipatory. 
There may be times when jumping the gun works (we shall discuss this 
under capitulation in Chapter  8 ), but from the standpoint of the orig-
inal Dow Theory, proceeding without a signal is simply speculation. 

 A fi nal misinterpretation has to do with  “ values. ”  Numerous refer-
ences are made to  “ value ”  by Hamilton as quoted in Rhea ’ s book, but 
there is precious little explanation of what constitutes such  “ value. ”  
The word certainly is used often, but where is it written that a buy 
can occur  only  when  real values  are present? And who is to defi ne 
what price to earnings ratio, yield, book value, and so on, qualifi es as 
value? Charles Dow has been quoted as saying:   

 It is always safer to assume that  values  determine prices in the 
long run.  Values  have nothing to do with current fluctuations. 
A worthless stock can go up five points just as easily as the best, 
but as a result of continuous fluctuations, the good stock will 
gradually work up to its investment  value . [Bold added for 
 emphasis.]  

We all know it is better to buy stocks when they are obviously 
cheap and sell them when they are obviously dear, but the Dow 
Theory has no such requirement in its makeup. By its structure, it  may  
give a buy signal when stocks are cheap er  than previously and a sell 
signal when they are dear er  than before, but that is by no means guar-
anteed. I say let the Dow Theory speak for itself and follow its signals 
whenever they may occur. Do not let personal preferences interfere. 
As Rhea ’ s book put it:  “ The wish must never be allowed to father the 
thought. ”  

 Now that we have addressed some of the criticisms that have been 
voiced about the Dow Theory, we move into the interesting world of 
bull and bear markets.                    
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5C H A P T E R

   Bull Markets           

 The Dow Theory presupposes that the stock market moves in per-
sistent bull and bear trends. The  “ broad swing upward or down-
ward ”  is, of course, the  major  trend (i.e., bull markets and bear 
markets)  “ extending from a year to three years. ”  These are gener-
alities, and unfortunately Wall Street, all these years later, still does 
not have  an explicit defi nition  of either bull or bear. A 20 percent 
advance or decline has come to be generally accepted as defi ning 
a bull or bear market, but I submit that while 20 percent is a  round  
number, it is  not  the  right  number. My own studies show the appro-
priate fi gure for bull markets is a 19 percent advance and for bear 
markets, a 16 percent decline, as the information in this chapter 
explains.  

  Bull Markets in the Twentieth and 
Twenty - First Centuries 

  “ Stocks tend to fl uctuate ”  is a famous quote by J. P. Morgan from 
the 1930s, and it is a truism. The stock market goes up (a bull mar-
ket) and down (a bear market). But beyond that, Wall Street, quite 
unbelievably, has no universally accepted defi nition of either. Bull 
markets have been defi ned as:
  A �  13 percent   rise after 155 days or 

a �  30 percent   gain after 50 days  

  Ned Davis Research  

  A �  20 percent   rise     Wall Street Journal   

c05.indd   53c05.indd   53 4/25/08   9:37:05 AM4/25/08   9:37:05 AM



54 Bulls and Bears

  A period in which stocks rise by �  300 percent   
or more without being interrupted by a 

correction of 33 percent.  

   “ A Short History of Bull Markets, ”  

Forbes Magazine  (6/19/95)  

 So what does constitute a bull market? My review of the stock 
market in the twentieth century shows many fl uctuations of 10 or 
15 percent that didn ’ t develop into anything beyond that. When 
stocks as measured by the Dow Jones Industrial Average  and  the 
Standard  &  Poor ’ s (S & P) 500 Stock Price Index rise to �  19 per-
cent,   that is the threshold from which advances have then risen 96 
percent of the time to over �29 percent. The  “ mini ”  - bull markets 
lasting an average of 3.2 months and rising less than 40 points on 
average are excluded from this tabulation, which eliminates the 
10 aberrations of the 1930s. (Details can be found in Chapter  7 .) 

 Half of the  “ offi cial ”  bull markets have risen over 80 percent 
with the average gain of bull markets being �115 percent and 
lasting 34 months based on the record with the aberrations of the 
1930s removed. In the twentieth century, 100 percent of those bull 
markets were accompanied by or followed shortly after their start 
by economic expansions, as shown in Table  3.5 . 

 Charles Dow originally developed his  “ average ”  not only as a 
measure of the stock market ’ s daily fl uctuations but as a guide to 
future economic activity. Indeed, today the Conference Board 
uses the S & P 500 as one of its components in its Index of Leading 
Economic Indicators. 

 Figure  5.1  shows the 25 bull markets of the twentieth and twenty -
 fi rst centuries; Table  5.1  lists the data used to compile Figure  5.1 . 
It is important to identify bull markets as soon as possible because 
the fi rst year is usually the strongest with the best chance of profi t-
able investment results: an average �45.7 percent gain, and 84 per-
cent of bull markets complete that fi rst year. Then the gains, while 
still positive, do drop off as a percentage in the next two years. Only 
36 percent of bull markets complete the third year. But curiously, 
of the nine that did complete their third year, eight (89 percent) 
went on to complete their fourth year! Perhaps this percentage and 
the �19.5 percent average advance are a refl ection of being the 
last leg in the bull market and/or a reaction to no recession having 
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Percentage Gain
1932 – 7 

�371.8% 
56.0 Mos.

1903–6

1942–6

1962– 6

1966 – 8

1970 – 3
1987 – 90

1907 – 9

1914 – 6

1917 – 9
1974 – 6

1921 – 3
1938

1978
1911

1980 – 1

1900 – 1

Time in Months�

1957 – 61

2002 – 7

32% (8 of 25)
complete the

fourth year with
an average gain of

�19.4%

The average gain of all bull markets in the Twentieth to Twenty-first
Centuries was �115% over an average 33.7 months.

16% (4 of 24)
complete the
fifth year with

an average gain of
�31.9%

1982 – 7 
�250.4% 
60.4 Mos.

1949 – 56 
�222.4% 
81.8 Mos.

1923 – 9 
�344.5% 
70.2 Mos.

240

230

220

210

200

190

180

170

160

150

140

130

120

110

100

90

80

70

60

50

40

30

20

10

0
12 24 36 48 60

260

250
84% (21 of 25)
of Bull Markets

complete the first
year with an

average gain of
�45.7

56% (14 of 25)
complete the

second year with
an average gain of

�12.1% �8.3%

36% (9 of 25)
complete the
thrid year with

an average gain of

1990 – 8 
�294.8% 
93.2 Mos.

 Figure 5.1 Bull Markets of the Twentieth and Twenty - First Centuries   

appeared to that point, as might have been expected. Some things 
in the stock market happen without explanation, and this may be 
one of them.     

 Even  after  the time bull markets become  “ offi cial, ”  signifi cant 
further gains occur on average, as shown in Table  5.2 .   

 Other interesting statistics can be gleaned from the bell curve 
of bull markets shown in Figure  5.2 .   

 As you can see from the fi gures and tables, the shortest and 
longest bull markets were 5.9 months (in 2001 – 2) and 93.2 months 
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5.9
22.3

16.5
55.5

25.9 
75.7

49.0 
144.4

93.2 Months
371.6% Gain

1ST 2ND 3RD 4TH Quartiles

 Figure 5.2 Bell Curve of the Length and Gain of Previous Bull 
Markets (25 Bull Markets)   

(from 1990 to 1998) respectively. The least gain was 22.3 percent 
and the most gain was 371.6 percent. The median of all 24 com-
plete bull markets was a 75.7 percent gain, and it lasted 25.9 months. 
This statistical information provides you with a historic perspective 
of where any particular bull market stands in relation to others and 
the status of a current bull market. Bull (or bear) markets can end at 
any point, but the quartiles show the odds of when they might end.  

  Economic Predictor of Business Activity 

 The Dow Jones Industrial Average developed by Charles H. Dow 
in 1895 and the Railroad (now Transportation) Average added in 
1897  were originally intended to be indicators of business activity.  It is said 
that the market is always looking ahead, and when it (the combined 
 “ vision ”  of all investors) sees good business ahead, it will go up. By 
adding the  “ offi cial ”  bull defi nition, you can see that the market has 
been an excellent predictor of the economy in the twentieth and 
twenty - fi rst centuries, as shown in Table  5.3 .   

 One hundred percent of bull markets in the twentieth and 
twenty - fi rst centuries have been accompanied, or followed shortly 
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thereafter (4.3 months on average), by economic expansions. 
So events over the years since the introduction of his theory have 
pretty well proven Charles Dow ’ s expectation that the stock market 
does  “ predict ”  future business activity.                       

 Table 5.3 Stock Market as a Business Cycle Predictor: Bull Markets 
and Expansions 

  Bull Market Dates 

(mo/yr)  

  Business 

Expansions  

  Expansion 

in Years  

  Lead Time of Bull Market 

Start to Expansion  

  9/1900 – 6/01    12/00 – 9/02    1.8    3 months  

  11/03 – 1/06    8/04 – 5/07    2.8    9  

  11/07 – 11/09    6/08 – 1/10    1.4    7  

  9/11 – 9/12    1/12 – 1/13    1.0    4  

  7/14 – 11/16    12/14 – 8/18    3.7    5  

  12/17 – 11/19    3/19 – 1/20    .8    15  

  8/21 – 3/23    7/21 – 5/23    1.8     � 1  

  10/23 – 9/29    7/24 – 10/26    2.3    9  

      (11/27 – 8/29)    1.8    n/a  

  7/32 – 3/37    3/33 – 5/37    4.2    8  

  3/38 – 11/38    6/38 – 2/45    6.7    3  

  4/42 – 5/46    See above        n/a  

      (10/45 – 11/48)    3.1    n/a  

  6/49 – 4/56    10/49 – 7/53    3.75    4  

      (5/54 – 8/57)    3.25    n/a  

  10/57 – 12/61    4/58 – 4/60    2.0    6  

  6/62 – 2/66    2/61 – 12/66  *      5.8     � 16  

  10/66 – 12/68    6/67  *   – 12/69    2.5    8  

  5/70 – 1/73    11/70 – 11/73    3.0    6  

  12/74 – 9/76    3/75 – 1/80    4.8    3  

  2/78 – 9/78    See above        n/a  

  4/80 – 4/81    7/80 – 7/81    1.0    3  

  8/82 – 8/87    11/82 – 7/90    7.7    3  

  10/87 – 7/90    See above        n/a  

  10/90 – 7/98    3/91 – 3/01    10.0    5  

  8/98 – 1/2000    See above        n/a  

  9/01 – 3/02    11/01 – 12/07?    6.1 to date    2  

  10/02 – 10/07    See above        n/a  

   Average: Expansion is 3.4 years and lead time is 4.3 Months   

   * According to  Forbes  magazine (January 23, 1989), the economic expansion was interrupted 
by a  “ growth recession ”  when industrial production fell from the first quarter to the third quarter 
of 1967.  
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6C H A P T E R

   Bear Markets          

 Bull markets are always followed by bear markets. They say  “ no 
tree grows to the sky, ”  and that ’ s just a way of saying that bull mar-
kets do not continue indefi nitely. Nothing lasts forever. Just as the 
other side of a coin from heads is tails, so too do we have bear mar-
kets. At any given time, most investors have some money invested 
in the stock market, and hope for higher prices is the prevailing 
attitude. That is one reason it is so hard to accept the arrival, never 
mind predict the arrival, of bear markets. However, they are a nor-
mal part of the stock market ’ s cycles. In this chapter, we identify 
them and discuss their consequences for the economy and their 
impact on investor ’ s fortunes.  

  Bear Markets in the Twentieth and 
Twenty – First Centuries 

 Just like bull markets, bear markets also tend to have various defi ni-
tions. Bear markets have been defi ned as:

  A  9 percent  drop (if followed by a 

 recession)  

   Money Magazine  (October 1998)  

  A  13 percent  drop (after 155 days)    Ned Davis Research in the  Wall Street 

 Journal  (3/20/95)  

  A  15 percent  drop    David L. Babson  &  Co. in the  White Mountain 

 Independent  (9/4/98),  Wall Street Journal  

 (1/27/95), and  Forbes  (6/12/00) on the S & P  
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62 Bulls and Bears

   A 16 percent drop on both the
 Dow Jones and the S & P 500 
 over any time frame   

   Schannep Timing Indicator and 
 TheDowTheory.com Newsletter (1995)   

  An  18 percent  drop on the S & P 500    Standard  &  Poor ’ s (3/25/01)  

  A  20 percent  drop on the Dow 

 Jones  

  Dow Jones  &  Co:  Wall Street Journal  

 (10/12/90), the day of the Desert Storm 

 bear market low  

  A  20 percent  drop (over at least 

 three months)  

   Wall Street Journal  (11/28/94) after Desert 

 Storm  

  A  20 to 25 percent  drop    Morgan Stanley Dean Witter (8/13/98)  

  A  22 to 23 percent  drop    State Street Research in the  Wall Street 

 Journal  (9/11/98)  

  A  30 percent  drop (after 50 days)    Ned Davis Research in the  Wall Street 

 Journal  (3/20/95)  

   “  ‘ A lot ’  of stocks going down  ‘ a lot ’  

 over a long period of time ”   

  Morgan Stanley Dean Witter (12/3/98)  

   “ A long downward movement 

 interrupted by important rallies ”   

  Robert Rhea,  The Dow Theory  (1932)  

 No wonder there is confusion about bear markets. Some defi ni-
tions require that you wait for several months, or for however long 
it takes to see if there is going to be a recession. Usually — over 70 
percent of the time in the case of my defi nition — bear markets  “ fore-
cast ”  recessions. Since bear markets and recessions usually go hand 
in hand with bear markets leading the way, let ’ s make sure we have 
a fi rm understanding of what recessions are. Most people think a 
recession is when there are two successive quarters of negative 
Gross National Product. Actually, the National Bureau of Economic 
Research (NBER), the offi cial arbiter for determining when reces-
sions start and end, has a different view, as you can see at their web-
site  www.nber.org . They defi ne a recession as a  “ signifi cant decline 
in economic activity spread across the economy, lasting more than a 
few months, normally visible in real GDP, real income, employment, 
industrial production, and wholesale - retail sales. ”  Further they state 
that  “ a recession — the way we use the word — is a period of  diminish-
ing  activity, rather than  diminished  activity. ”  

 Waiting for  the  “ traditional ”   20 percent defi nition of a bear 
market to be met has resulted in several bear markets  and  reces-
sions being missed. The 1923 bear market ( – 18.6 percent) and 
its  following  recession , the 1956 – 57 bear market ( – 19.4 percent) and its  
f ollowing recession , and the 1978 to 1980 bear market ( – 16.4 percent) 
and its   following recession were all missed . Even the  Wall Street Journal  
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(10/21/29) referred to 1923 ’ s  – 18.6 percent drop as  “ a genuine 
major Bear market. ”  Since 1946, the  Wall Street Journal   ’ s defi nition of 
 – 20 percent for the Dow has identifi ed only  11  of the last 14 bear 
markets that preceded six recessions. Standard  &  Poor ’ s defi nition 
of  – 18 percent for the S & P identifi ed  12  of the last 14 that preceded 
seven recessions. My defi nition of  – 16 percent on both the Dow Jones 
and S & P 500 identifi ed  all 14  that preceded eight recessions. 

 The  Journal  has further stated that  “ there is no formal way to 
defi ne bull and bear markets ”  (12/15/98). I disagree. 

 The stock market has had declines of  10 percent  some 50 to 100 
times in the twentieth century, yet not all resulted in bear markets. 
In addition to being an excellent forecasting tool for predicting 
recessions when using my defi nition of bear markets, the threshold 
of  – 16 percent has resulted nearly 80 percent of the time in  declines of 
at least  – 24 percent . The  “ mini ”  – bull markets lasting an average of 3.2 
months and rising less than 40 points on average are excluded from 
this tabulation, which eliminates the 10 aberrations of the 1930s.  The 
average loss for bear markets has been  – 34  percent  over a year and a half  
average time frame. Over the last 100 years, 71 percent of the time, 
the  – 16 percent defi nition has been followed by a recession. It hap-
pens that  – 16 percent is the reciprocal of a 19 percent advance (and 
vice versa), which is my defi nition of a bull market. It takes a 19 per-
cent gain to make up for a  – 16 percent loss. Figure  6.1  shows the 
24 previous bear markets of the twentieth and twenty – fi rst centuries. 
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Figure 6.1 Bear Markets in the Twentieth and Twenty–First Centuries
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64 Bulls and Bears

Table 6.1 Official Bear Markets (�16% on Both the DJIA & S&P 500) 
and the Further S&P 500 Loss to the Final Lows (Data since 
January 1, 1946)

Final Bear Market Lows

Date of �16% Level Further loss Months Date Level Recession?

9/4/1946 15.46 12.4% 33.3 6/13/1949 13.55 YES
10/17/1957 40.65 4.1% 0.6 10/22/1957 38.98 YES
5/25/1962 59.47 12.0% 1.0 6/26/1962 52.32 NO

8/22/1966 78.24 6.4% 1.5 10/7/1966 73.20 NO

7/28/1969 90.21 23.2% 10.0 5/26/1970 69.29 YES
8/21/1973 100.89 38.3% 14.5 10/3/1974 62.28 YES
1/10/1978 90.17 3.6% 1.9 3/6/1978 86.90 NO

3/26/1980 98.68 0.5% 0.0 3/27/1980 98.22 YES
9/23/1981 115.65 11.4% 10.7 8/12/1982 102.42 YES
10/16/1987 282.70 20.8% 1.6 12/4/1987 223.92 NO

8/23/1990 307.06 3.8% 1.6 10/11/1990 295.46 YES
8/31/1998 957.28 0.0% 0.0 8/31/1998 957.28 NO

3/16/2001 1150.53 16.1% 6.2 9/21/2001 965.80 YES
7/10/2002 920.47 15.6% 2.0 10/9/2002 776.76 NO

3/7/2008

Average: 12% 6.1

 Figure  6.1  shows the percentage loss (extent) and time in 
months (duration) of the bear markets over the last 100 years. The 
data for each will be shown in the next chapter. This graphic pres-
entation shows a straight line to the ending point, but don ’ t get 
the idea that that was the actual pattern of those individual bear 
markets. As Charles Dow ’ s successor, William Peter Hamilton, once 
commented,  “ On Dow ’ s old theory  . . .  the secondary rallies in a 
bear market are  sudden and rapid.   . . .   ”  No bear market goes down 
without a fi ght.   

 Table  6.1  shows what happens after a bear market becomes  “ offi -
cial. ”  As you can see, by the time bear markets become  “ offi cial, ”  the 
majority of the decline has happened, although, on average, another 
12 percent drop occurs over the following four to six months. Eight 
of the last 10 recessions were signaled by bear markets, while two 
were not. Eight of the last 14 bear markets signaled recessions, but 
six did not.    
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 Other interesting statistics can be gleaned from the bell curve of 
bear markets shown in Figure  6.2 .   

 As you can see from the fi gures and tables, the shortest bear 
market lasted only 1.5 months and the longest lasted 41.5 months. 
The smallest decline was 16.4 percent, the largest decline was 
89.2  percent. The median of all 23 complete bear markets was a 
27.4 percent decline and lasted 18.4 months. Current markets can be 
plotted on these bell curves to get an idea of where they may be in 
their life cycle and the odds of continuance.  

  Stock Market as a Business Cycle Predictor 

 Table  6.2  shows that the last 24 bear markets have been followed by 
17 recessions (71 percent of the time), 9.6 months on average after 
a bear market started. The stock market ’ s movements are, of course, 
dictated by the resultant buying and selling of its  participants and 
this table seems to confi rm that they know what they are doing. By 
adding the  “ offi cial ”  bear defi nition, you can see that  “ the market ”  
has been an excellent predictor of the stock market and recessions 
in the twentieth and twenty – fi rst centuries.   

1.5 
16.4

8.0 
24.0

18.4 
27.4

22.8 
45.1

41.5 Months
89.2% Loss

1ST 2ND 3RD 4TH Quartiles

Figure 6.2 Bell Curve of 24 Bear Markets                      
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Table 6.2 Stock Market as a Business Cycle Predictor: Bear Markets 
and Recessions

Bear Market Start to 

Recession Start:

Bear Market 

Dates Recessions

Recession 

in Months

Lead Time 

in Months

% Drop before 

Recession

Total Bear 

Market Drop

6/1901–11/03 9/02–8/04 23 15 –15% 46.1%

1/06–11/07 5/07–6/08 13 16 –21 48.5

11/09–9/11 1/10–1/12 24 2 –6 27.4

9/12–7/14 1/13–12/14 23 4 –10 24.6

11/16–12/17 8/18– 3/19 7 21 –25 40.1

11/19–8/21 1/20–7/21 18 2 –13 46.6

3/23–10/23 5/23–7/24 14 2 –8 18.6

(10/26–11/27) 13 n/a n/a n/a

9/29–7/32 8/29–3/33* 43 –1 0 89.2

3/37–3/38 5/37–6/38 13 2 –11 49.1

11/38–4/42 None n/a n/a 41.3

(2/45–10/45) 8 n/a n/a n/a

5/46–6/49 11/48–10/49 11 30 –17 24.0

(7/53–5/54) 10 n/a n/a n/a

4/56–10/57 8/57–4/58 8 16 –7 19.4

(4/60–2/61) 10 n/a n/a n/a

12/61–6/62 None/“mild“ n/a n/a 27.1

2/66–10/66 None/but…† n/a n/a 25.2

12/68–5/70 12/69–11/70 11 12 –19 35.9

1/73–12/74 11/73– 3/75 16 10 –15 45.1

9/76– 2/78 None n/a n/a 26.9

9/78– 4/80 1/80–7/80 6 16 –3 16.4

4/81– 8/82 7/81–11/82 16 3 –6 24.1

8/87–10/87 None n/a n/a 36.1

7/90–10/90 7/90–3/91 8 0 0 21.2

7/98–8/98 None n/a n/a 19.3

1/2000–3/01 3/01–11/01 8 14 –7 29.7

3/02–10/02 None n/a n/a 31.5

10/07

Average 14.4 mos. 9.6 mos. –10.8% 33.9%

*Depression.
†Growth recession per Forbes magazine (1/23/89): Industrial production fell from first-quarter 
1967 to third-quarter 1967.
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  The bottom line is that 71 percent of bear markets since 1900 
have been followed by recessions.  But this is a case of the  “ aver-
age ”  occurrence concealing what is actually happening. As shown in 
Table  6.3 , if you divide the last 105 years into three 35 - year periods, 
you ’ ll see a different picture emerging.   

 As you can see, the number of bear markets per period is quite 
constant; however, the number of recessions has diminished consid-
erably. For instance, eight bear markets and nine recessions started 
in the fi rst period from 1901 to 1935. In the 1936 to 1970 period, 
seven bear markets and seven recessions began. In the most recent 
period from 1971 to 2006, there were nine bear markets but only 
fi ve recessions started. In other words, the frequency of bear markets 
stayed rather steady at about one every 4.33 years, but the occurrence 
of recessions went from one every four years to only one every seven 
years in the recent period. And bear markets became less predictive 
of recession: from 11 of the fi rst 12 (92 percent) bear markets being 
followed by recession to only 6 of the most recent 12 (50 percent) 
bear markets being followed by recession. Therefore, recessions are 
not such a frequent threat to the economy, but bear markets con-
tinue to haunt investors from time to time, just as they always have. 
Of the 21 total recessions, only the four recessions shown in paren-
theses in Table  6.2  were not tied to bear markets in any way. 

 Now that we have completed our review of both bull and bear 
markets, the next chapter puts them together into a combined record.              

Table 6.3 Frequency of Bear Markets and Recessions

35-Year Time Frame Number of Bear Markets Number of Recessions

1901–1935 8 9

1936–1970 7 7

1971–2006 9 5
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7C H A P T E R

   Bull and Bear Markets 
of the Twentieth and 

Twenty - First Centuries          

 In his short life, Charles Dow developed an understanding that 
went beyond just the Dow Jones Industrial Average and the Dow 
Jones Transportation Average. He had an understanding of human 
nature. A quote from Charles Dow ( June 8, 1901) that captures an 
attitude that many people unfortunately harbor follows:   

 There is always a disposition in people ’ s minds to think that 
existing conditions will be permanent. When the market is down 
and dull, it ’ s hard to make people believe that this is the pre-
lude to a period of activity and advance. When prices are up and 
the country is prosperous, it is always said that while preceding 
booms have not lasted, there are circumstances connected with 
this one which make it unlike its predecessors and give assur-
ance of permanency. The one fact pertaining to all conditions is 
that they will change.   

 In this chapter, you will see how change is manifested the stock 
market.  
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70 Bulls and Bears

  A History of Bull and Bear Markets 

 In the stock market, there is no greater change than from a 
bull market to a bear market and then the reverse, the change 
from bear to bull. Using the defi nitions for bull and bear mar-
kets that I introduced in Chapters  5  and  6 , we can now put them 
together into an  “ offi cial ”  record. Bull markets must rise at least 
+19 percent on both the Dow Jones Industrials and the Standard 
 &  Poor ’ s (S & P) 500 Index to qualify. Bear markets must lose at 
least  – 16 percent on both averages. The phrase  “ stocks tend to 
fl uctuate ”  was attributed to J. P. Morgan in one of history ’ s great 
understatements. One look at the history of the stock market in 
the twentieth and twenty - fi rst centuries confi rms this. The stock 
market has bull and bear cycles that offer opportunities for profi t 
if you recognize them and are on the right side of them. The his-
tory that follows shows the duration and magnitude of gain in the 
case of bull markets and loss in the case of bear markets. While 
no two markets are ever the same, history can be a guide to what 
to expect. 

 Table  7.1  shows the high and low dates, the Dow Jones 
Industrial Average (DJIA) levels, gain or loss percentage, and the 
number of months involved for each of the 25 bull markets and 24 
bear markets of this and the last century.   

 As shown in Table  7.1 , bull markets more than doubled on 
average in just under three years. Bear markets dropped one - third 
on average in a year and a half. Historically the stock market has 
been in a bull market 67 percent of the time and in bear markets 
33 percent of the time. For the last 17 years of the twentieth cen-
tury, the percentages were 97 and 3 percent, but that was unique 
and you should not have expected that to continue. The prior 
16 years were split almost exactly 50 – 50. Since the start of the 
twenty - fi rst century, the markets have returned to the more nor-
mal 67 percent of the time in bull markets and 33 percent in bear 
markets. 

 Charles Dow had thought that a complete cycle of bull and 
bear would last 10 years, 5 years as a bull and 5 years as a bear. 
With the passing of time and with more market history to rely 
on, it is obvious that his assumption was incorrect. Anyone 
who has read  Future Shock  knows that things happen faster now 
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 Bull and Bear Markets of the Twentieth and Twenty-First Centuries 71

 Table 7.1 Bull and Bear Markets of the Twentieth and 
Twenty - First Centuries 

              25 Bull Markets (�19%)  *      24 Bear Markets ( � 16%)  *    

  Low Date    High Date    DJIA    % Gain  *    

  No. of 

Months    % Loss  *      No. of Months  

  9/24/1900        52.96                  

      6/17/01    78.26    47.8    8.7          

  11/9/03        42.15            46.1    28.7  

      1/19/06    103.00    144.4    26.3          

  11/15/07        53.00            48.5    21.9  

      11/19/09    100.53    89.7    24.1          

  9/25/11        72.94            27.4    22.2  

      9/30/12    94.15    29.1    12.2          

  12/24/14    (was 73.48)    53.17     �  (basis 

changed)  

      24.6    26.8  

      11/21/16    110.15    107.2    22.9          

  12/19/17        65.95            40.1    13.0  

      11/3/19    119.62    81.4    22.5          

  8/24/21        63.90            46.6    21.7  

      3/20/23    105.38    64.9    18.9          

  10/27/23        85.76            18.6    7.2  

      9/3/29    381.17    344.5    70.2          

  7/8/32        41.22            89.2    34.2  

      3/10/37    194.40    371.6    56.0          

  3/31/38        98.95            49.1    12.7  

      11/12/38    158.41    60.1    7.4          

  4/28/42        92.92            41.3    41.5  

      5/29/46    212.50  128.7   49.0          

  6/13/49        161.60            24.0    36.5  

      4/6/56    521.05    222.4    81.8          

  10/22/57        419.79            19.4    18.5  

      12/13/61    734.91    75.1    49.7          

  6/26/62        535.76            27.1    6.4  

      2/9/66    995.15    85.7    43.4          

  10/7/66        744.32            25.2    8.0  

      12/3/68    985.21    32.4    25.9          

  5/26/70        631.16            35.9    17.8  

      1/11/73    1051.70    66.6    31.5          

  12/6/74        577.60            45.1    22.8  

      9/21/76    1014.79    75.7    21.5          
(continued )
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Table 7.1 (continued )

              25 Bull Markets (�19%)  *      24 Bear Markets ( � 16%)  *    

  Low Date    High Date    DJIA    % Gain  *    

  No. of 

Months    % Loss  *    

  No. of 

Months  

  2/28/78        742.12            26.9    17.2  

      9/11/78    907.74    22.3    6.4          

  4/21/80        759.13            16.4    19.3  

      4/27/81    1024.05    34.9    13.2          

  8/12/82        776.92            24.1    15.5  

      8/25/87    2722.42    250.4    60.4          

  10/19/87        1738.74            36.1    1.8  

      7/16/90    2999.75    72.5    32.9          

  10/11/90        2365.10            21.2    2.8  

      7/17/98    9337.97    294.8    93.2          

  8/31/98        7539.07            19.3    1.5  

      1/14/00    11722.98    55.5    16.5          

  9/21/01        8235.81            29.7    20.2  

      3/19/02    10635.25    29.1    5.9          

  10/9/02        7286.27            31.5    6.7  

      10/9/07     14164.53    94.5    60.0          

   Average:              �115.4%      34.3 months       � 33.7%      17.6 months   

  0 – 9% = Fluctuation   �   9 to �  16% � Correction  *      �  16% � Bear market  

      �9 to �19% � Rally  *      �19% � Bull market  

   * Percentages must be attained on  both  the DJIA and the S & P 500.  

than 100 years ago. For instance, in a little over one year, from 
September 2001 to October 2002, there was a complete bull/bear 
cycle. When the bear market ended in capitulation just 10 days 
after the 9/11 tragedy there was a brief but real bull market last-
ing just short of six months, rising 2400 Dow points, +29.1 per-
cent on the Dow Jones. And then a seven - month bear market lost 
 – 31.5 percent and also ended in capitulation in October 2002, 
after which another bull market began. That bull market lasted 
a full fi ve years, so if a following bear market also lasts fi ve years, 
then it may yet prove Charles Dow ’ s original idea correct. But 
more likely it will be a normal bear market lasting from one to 
two years.  
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 Table 7.2 10  “ Mini ”  – Bull Markets 

  Lows    Highs    DJIA    % Gain    No. of Months    % Loss    No. of Months  

  11/13/1929        198.69            47.9    2.3  

      4/17/30    294.07    48.0    5.1          

  12/16/30        157.51            46.4    8.0  

      2/24/31    194.36    23.4    2.3          

  6/2/31        121.70            37.4    3.2  

      6/27/31    156.93    28.9    .8          

  10/5/31        86.48            44.3    3.1  

      11/9/31    116.79    35.0    1.1          

  1/5/32        71.24            39.0    1.8  

      3/8/32    88.78    24.6    2.1          

  7/18/32        41.22            53.6    4.0  

      9/7/32    79.93    93.9    2.0          

  2/27/33        50.16            37.2    5.7  

      7/18/33    108.67    116.6    4.6          

  10/21/33        83.64            23.0    3.1  

      2/5/34    110.74    32.4    3.5          

  7/26/34        85.51            22.8    5.6  

  4/8/39        121.44            23.3    4.9  

      9/12/39    155.92    28.4    5.1          

  6/10/40        111.84            28.3    8.9  

      11/9/40    138.12    23.5    5.0          

  4/28/42        92.92            32.7    17.7  

  The Aberrations 

 The 10  “ mini ”  – bull markets shown in Table  7.2  were aberrations in 
the 1930s, lasting an average of three months and 40 points. They 
are excluded for the purpose of defi nitions and the record but 
shown here to complete the unabridged record.   

 Figure  7.1  shows bull markets in white, bear markets in black, 
and recessions in gray. The best possible investment results would 
be obtained from being on - board during all the white periods and 
out of the market during all the black times. We all know that is not 
attainable, but that does not stop us from trying. What is also evi-
dent is that the long - standing correlation of the stock market typi-
cally  “ predicting ”  economic recessions is valid and will, no doubt, 
continue in the twenty - fi rst century.   
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 This chapter serves as a reference point for bull and bear  markets 
in the future. We cannot predict their duration and magnitude, but 
we can count on their recurrence! Realizing that bull and bear mar-
kets are repeated over time and that participating in bull markets 
and avoiding bear markets is the ultimate goal of successful investing, 
we ’ ll proceed in the next several chapters to focus on improved ways 
of predicting both bull and bear markets                     .
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79

                8    C H A P T E R

Capitulation: The Selling Climax           

 In this chapter, we look at one of the most frightening times in the 
stocks market ’ s cycle and at the same time one of the most prof-
itable times to get back into the market. Initially I show you what 
capitulation is and the specifi c dates that I have been able to iden-
tify it. The fi rst, in 1962, was found through backtesting, but those 
since then were shown in real time. After this introduction to capit-
ulation, I present a formal paper outlining the eight best indicators 
and their record in identifying capitulation.  

  Capitulation: The Time to Buy 

 Capitulation as it relates to the stock market is when investors and 
speculators throw in the towel because they are so disheartened, 
fearful, need to meet margin calls, or whatever. It is often called a 
 “ selling climax ”  as stocks cascade down into a cataclysmic sell - off. 

 When Dow, Hamilton, and Rhea wrote about the market and 
the Dow Theory in particular, they never mentioned the word 
 “  capitulation, ”  but it was clearly alluded to when Robert Rhea wrote 
 “ the third [phase of a bear market] is caused by distress selling of 
sound securities, regardless of their value, by those who must fi nd 
a cash market for at least a portion of their assets. ”  He went on to 
say,  “ After a market has drastically declined  . . .  and then goes into 
a semi - panic collapse it is wise to cover short positions and even per-
haps make commitments for long accounts. ”  
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 Many market observers identify capitulation only after it has 
 happened, but that need not be the case. A  defi nite and measurable 
level of capitulation  often occurs at or near market lows. Of the  11  
times that capitulation has met the defi ned levels in my database, 
 3  have been on the day of the Bear market low;  5  others have been 
 within one to three days  of lows and within 2 percent of the lows.  Two  
preceded the fi rst lows of double bottoms and were followed by 
 second capitulations, which marked the fi nal lows, and  1  was 35 days
early and 5 percent above the ultimate low. The average of the 11 
was within 3.2 percent of the low close on the Dow Jones Industrial 
Average and/or the Standard  &  Poor ’ s 500 Index. Such capitula-
tion can be used to  “ make commitments for long account ”  with an 
initial purchase prior to the traditional Dow Theory buy signal. I 
have no doubt that Charles Dow would have welcomed the discov-
ery of such a way to clearly identify the  “ semi - panic collapse ”  he 
observed. 

 Since a traditional Dow Theory buy signal has  always  followed 
capitulation, the parameters of the Dow Theory can be inter-
preted in shorter time frames, resulting in a buy signal average 
entry level that is closer to the lows than more stringent inter-
pretation would otherwise allow. Examples of bear markets end-
ing in capitulation can be found in June 1962, May 1970, August 
and September 1974, October and December 1987, August 1990, 
August 1998, September 2001, and July and October 2002. No 
doubt other capitulations occurred before 1954, but that is the 
earliest year that my personal database covers with the neces-
sary calculations. The next section gives the specifi cs of the 
11 signals.  

  About Capitulation 

 A number of systems have tried to turn the generality of capitula-
tion into a specifi c identifi cation, as you will see in the formal paper 
on capitulation presented in the next section. The fact is, capitula-
tion can be measured and identifi ed quite specifi cally. I show that 
 partial  capitulation occurred 14 times since my database began in 
1953, with 11 going on to  total  capitulation within days. The three 
that failed to  completely  capitulate were on 12/5/73, 3/27/80, and 
3/21/01, and the aftermath of those were quite good. But  total  
capitulation was reached only 11 times, as shown in Table  8.1 , and 
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 Table 8.1 Capitulations and Their Aftermaths 

  Date  

  Trading Days 

before the 

Bear Market 

Lows (DJIA)  

  Percent 

above 

Lows  

  Next Bull 

Market 

Advance  

  Length of 

Bull Market  

  6/22/62    2    0.5%    �85.7 %    43.4 months  

  5/25/70    1    1.6    �66.6    31.5  

  8/23/74    74 (27 days 

before the 

S & P500 low)  

  18.9 (14.9 

above 

S & P low)  

  �75.7    21.5  

  also 9/30/74    50 (3 days 

before the 

S & P500 low)  

  5.2 (2.0 above 

S & P low)  

  �75.7    21.5  

  10/19/87    0 ( the  low)    0.0    �72.5    32.9  

  also 12/3/87    34  after  

(1 day before 

S & P low)  

  2.2 (0.6 above 

S & P low)  

  �72.5    32.9  

  8/23/90    35    5.0    �294.8    93.3  

  8/31/98    0 (the low)    0.0    �55.5    16.5  

  9/20/01    1    1.7    �29.1    5.9  

  7/19/02    57 (2 before

1st low)  

  9.1 to final 

bottom  

  �94.5    60.0  

  also 10/9/02    0 ( the  low)    0.0    �94.5    60.0  

  Average:    11.5 days 

(Dow and/or 

S & P low)  

  3.2 % (Dow 

Jones and/or 

S & P low)  

  �92.5 %    38.1 months  

  Median:    1 – 2 days    1.6%    �75.5 %    32.2 months  

those times averaged within 3.2 percent of the lows and 12 days 
ahead of the bear market lows.   

 Every bear market ends differently. Some end with a whimper, 
but even those that terminate in a capitulation do so in varying pat-
terns. Figures  8.1  to  8.8  show those bottoms that were accompanied 
by capitulation, including the three that had double capitulations. 
Some are actually at the low point, and all are at least near the low 
point. Obviously, these are the times when you would want to have 
the courage, means, and indications for when to invest in the stock 
market. (I am profoundly thankful to Jonathan Stein for producing 
these and other charts used in the text.)    
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  Formal Paper Submitted Concerning Capitulation 

 A reprint of a paper that I submitted to the Market Technicians 
Association in the Charles H. Dow Award competition in 2005 
follows.     

  Capitulation — The Ultimate Bear Market Low Indicator  

 Throughout the history of the stock market there have been 
innumerable attempts to determine when bear markets are end-
ing and new bull markets are about to begin. It is always difficult 
to predict when  any  existing trend will change, since one of the 
laws of physics is that a body in motion tends to stay in motion 
in the same direction. The difficulty is compounded in the stock 
market by the need to overcome the negativity and despair that 
is often found during bear markets. The rewards of being cor-
rect can be substantial; however, as the advance from the lows 
into the first several months of a new bull market is usually the 
strongest of the entire bull market that follows. I will discuss 
and compare the eight best indicators that attempt to identify 
Bear market bottoms and indeed, have identified half of the 
bear market bottoms during the period of their existence. You 
will see that none of the others has proven to be as accurate as 
my Capitulation Indicator which has identified eight of the last 
twelve market bottoms. 
  Before we compare any indicator ’ s ability to spot a bear mar-
ket bottom, hence the beginning of a new bull market, we must 
have a clear definition for both. Bear market definitions vary 
from  “ a nine percent drop (if followed by a recession ) ”   accord-
ing to  Money  Magazine (10/98), to  “ a long downward movement 
interrupted by important rallies ”  from  The Dow Theory , and some 
sources require as much as a 30% drop in the indices to qualify 
as a bear market, but a 20% drop is most frequently used.  My 
definition of a bear market is a drop of 16% on both the Dow Jones 
Industrial Average and the Standard  &  Poor ’ s 500 Index . The thresh-
old of minus 16% has resulted in declines of at least 24% nearly 
80% of the time. In addition, 16% drops have been followed by 
a recession over 70% of the time, but requiring a 20% decline 
has resulted in missing the recessions of 1923 – 4, 1957 – 8 and 
1980, which were signaled by the 16% definition. It just so hap-
pens that a 16% drop is the reciprocal of a 19% rise (it takes a 
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19% gain to make up for a 16% loss), which is  my definition of 
a bull market (a 19% rise in both the Dow Jones Industrials and the 
S & P 500 indices ). When reaching the 19% threshold the market 
has continued to advance above 29%, 95% of the time! More 
than half of these markets rose over 75%, with the average gain 
posting 115% with a duration of nearly three years (excluding 
the aberrations of the 1930s). 100% of the bull markets of the 
20th and 21st centuries have been accompanied by, or followed 
shortly thereafter by, economic expansions. 
  A brief explanation of the eight best indicators for identify-
ing bear market lows follows. 
   The Equity - Only Put/Call Ratio  (the volume of puts traded 
divided by the volume of calls) is a contrary indicator. To para-
phrase Paul Cherney, Chief Market Analyst at Standard  &  Poor ’ s, 
 “ Put/Call ratios are used to quantify extremes in sentiment. The 
higher number of puts traded versus calls, the greater the pos-
sibility that the stock market is at or near the bottom ”  ( Special 
Studies,  8/24/98, S & P Marketscope). Early attempts to identify 
market bottoms were based on a .75 ratio which was negated as 
the ETFs (exchange traded funds) such as DIA, SPY and QQQQ 
were added. However, back - testing this method using a ratio 
of 1.0 or higher, using the first day, if there are multiple days, 
when such a signal has occurred at least a month after a previ-
ous occurrence, has resulted in the record shown in the Appen-
dix to this report, as are the records of the other indicators 
to follow. This ratio can be determined from data available at 
 www.cboe.com . It  identified four bear market lows, missed one, 
and had one extraneous but NO false signals.  An extraneous 
signal, which occurs in an  existing bull  market, may have its place, 
but not in this study whose purpose is to identify  bear  market 
lows and the turn to a new bull market. False signals occur in 
bear markets but not at or near the lows. 
   Net Cash Into/Out of Equity Funds  is another contrary 
indicator whereas investors pour money into equity mutual 
funds when they are optimistic and pull funds out when they are 
bearish. The Investment Company Institute ( www.ici.org ) and 
TrimTabs ( www.trimtabs.com ) report these numbers shortly 
after each month - end. When the net withdrawal of funds spikes 
downward during a reported month and then turns up the fol-
lowing month, delineating the spike, a signal is generating. The 
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problem is in defining a spike and deciding which day or week it 
could be identified which makes this indicator rather subjective. 
It  identified the last five bear market lows, missed five, and had 
three extraneous and two false signals . 
   New 52 - Week Lows as a Percentage of Issues Traded  has 
been available since January 1978 when the NYSE began cal-
culating new lows (of individual issues) on a trailing 52 - week 
basis. The data is available daily in the  Wall Street Journal  and else-
where. Paul Cherney of S & P MarketScope describes the  “ surge 
in new lows means that people have been dumping stocks at 
virtually any price. It indicates that the markets are in the throes 
of a capitulation, but the capitulation might not have seen its 
low close yet ”  ( Special Studies,  10/18/99). This signal is gener-
ated using the second day, to eliminate one day wonders, when 
the percentage move is greater than 15%, and has not occurred 
within a month of a previous such move. The back - tested results 
of this indicator has  identified six bear market lows, missed two, 
and had two extraneous and two false signals . 
   The CBOE Volatility Index (VIX)  is described by the 
Chicago Board Options Exchange, where its data is posted 
( www.cboe.com ), as being the benchmark for stock market vol-
atility. It measures investors ’  expectations of near term volatil-
ity based on the prices of stock index options. Presently, it uses 
out - of - the - money put and call options on the S & P 500 Index 
with a constant maturity of 30 days to expiration. A level of 42 
is the number that has identified the lows since 1998. Unfor-
tunately this Index was only started in 1993 and then revised 
in 2003 with back - testing only to 1990 .  Because its record is so 
brief and totally a result of hindsight, it is unfair to rate it above 
the others with longer - term records. This indicator  identified 
three bear market lows, missed one, and had NO extraneous or 
false  signals . 
   Lowry ’ s Reports  “ 90% ”  Indicator  won the  “ Charles H. Dow 
Award ”  for Paul Desmond in 2002, available at  www. lowrysreports
.com  or at  www.mta.org . In order to generate a signal, several 
criteria must be met: Downside Volume must equal at least 90% 
of the total of Upside Volume plus Downside Volume; Points 
Lost must be at least 90% of the sum of Points Gained and 
Points Lost; followed in fairly short order by one 90% Upside 
Day, or two 80% Upside Days. There is some ambiguity in the 
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 90% I ndicator  in that the usual magic number  signaling the end 
of a bear  market is 90, but can also be 80. Since 1960 this Indi-
cator correctly  identified nine bear market bottoms and missed 
three.  Unfortunately over that same time period it created  sixteen 
extraneous signals and three false signals.  The record shown in 
the Appendix has used two or more days of downside to precede 
a signal, since when one day was used considerably more extra-
neous and false signals were generated. 
   The Arms Index  developed in 1967 by Richard Arms Jr. of 
the ARMS Advisory, also known as TRIN, an acronym for Trad-
ing Index, is generally considered to be primarily a short - term 
trading tool. It is determined by dividing the Advance/Decline 
ratio by the Upside/Downside volume ratio. It can be found 
daily in the  Wall Street Journal . If there was 1 advancing stock for 
each 3 declining stocks (1/3 = .33), and if upside volume was 
outnumbered by declining volume by 10 time (1/10 + .10) the 
resultant Index level would be 3.3 (.33/.10). A number of 3 or 
higher has  identified six bear market bottoms ,  missed four, and 
had thirteen extraneous signals and six false signals.  
   The 200 - Day Moving Average  is used by many investors to 
determine the trend and direction of the market. It is most 
dependable, however, when the Dow Jones and the S & P 500 are 
each 20% below their respective 200 - day moving averages. My 
thanks to Paul Cherney of S & P MarketScope for running the 
numbers for me so I was able to construct the historic record. 
Numerous Internet chart services such as  www.bigcharts.com  or 
 www. stockcharts.com  show the 200 - Day moving average. When 
both the Dow Jones Industrials and the S & P 500 have descended 
to such extreme low levels the market has been at or near  six 
bear market bottom, six bottoms were missed but there were no 
extraneous or false signals.  
  When the percent of NYSE stocks trading above their  
10 - Week Moving Averages  drops to 10% it can be another indi-
cation of market bottoms. I mention it because I believe it may 
have promise but do not include it because the past data that 
I have been able to obtain have not indicated exact days, or even 
exact months. In addition the charts have been revised recently 
thus making continuity impossible. It is worth watching at  
www. InvestorsIntelligence.com , but since I cannot vouch for its 
record I cannot recommend it along with the others. 
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  The following is the most successful of any of the indicators 
that I am aware of that have a capability for determining when a 
bear market is ending and a new bull market beginning: 
   My Capitulation Indicator  identifies the capitulation that 
often accompanies bear market bottoms. Capitulation as it 
relates to the stock market occurs when investors and/or specu-
lators abandon equities because they are so disheartened, fear-
ful, need to meet margin calls, or for whatever reason sell en 
masse. This is often called a selling climax as stocks cascade 
down into a cataclysmic sell - off. Charles Dow or any of his suc-
cessors in writings about Dow ’ s theory did not utter the word 
capitulation, but it was clearly alluded to in the early 20th cen-
tury. Robert Rhea described the third and final phase of a bear 
market in  The Dow Theory  in 1932 as  “ caused by distress selling 
of sound securities, regardless of their value, by those who must 
find a cash market for at least a portion of their assets. ”  Rhea 
also wrote,  “ After a market has drastically declined  . . .  and then 
goes into a semi - panic collapse, it is wise to cover short positions 
 and even perhaps   make commitments for long account  ”  ( The Dow 
Theory,  p. 55). 
  The calculations that I use to identify these capitulations 
were developed in the mid - 1960 ’ s by the COMPARE (Computer 
Assistance to Research) Department at Dean Witter  &  Co. and 
the data was first published in 1969. A short - term oscillator is 
utilized which measures the percent of divergence between the 
three major stock market indices (Dow Jones Industrial Aver-
age, S & P 500 and the New York Stock Exchange Composite) 
and their ten - week, time - weighted moving averages. Several 
chart services such as  www.profit.net  show a similar exponen-
tially smoothed 50 - day moving average (EMA). EMAs reduce 
the lag by applying more weight to recent prices relative to older 
prices. An explanation of EMA  s can be found in numerous texts 
and websites such as  www.stockcharts.com/education/Indicator 
Analysis . Market bottoms are identified when the divergence 
between the three major stock market indices is 10% below their 
respective ten - week, exponentially time - weighted moving aver-
ages, and has only been signaled eleven times in the last 50 years. 
The date used is the first day the level was attained. My data-
base covers back to 1953 and I have personally  calculated and 
maintained the database for many years since Dean  Witter, now 
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Morgan Stanley, long ago abandoned the Department respon-
sible for its updating. This Indicator has  identified eight of the 
last twelve bear market bottoms, including the last five mar-
ket bottoms on a real time basis! It had no signal at four other 
 bottoms — some bear markets end with a whimper — and has 
never generated a false or extraneous signal.  
  Its signals were  the best of all eight indicators  at seven of the ten 
bottoms that were identified by any of the indicators, as you will 
see in Exhibit 1 [Table  8.2 ]. It came in second - best one time when 
its signal was one day early! A critical advantage over the other 
indicators is that the market levels that would cause the thresh-
old of capitulation to be reached can be, and has been, calcu-
lated and communicated during the week  prior  to its happening 
so that investors can get a heads - up ahead of time. 
  In summary, all the indicators have identified at least half of 
the market bottoms during the period of their existence, at or 
near the time they were entering new bull markets. Of the last 
twelve bear market bottoms, only 1978 and 1982 were not identi-
fied by one or more of these indicators. Lowry ’ s and my Capitu-
lation Indicator captured 2/3rds of those markets lows over the 
last 43 years. The following chart shows a large  “ X ”  indicating 
which signal(s) was  closest in market level to the actual low point of 
the bear market.  A small  “ x ”  indicates that a signal was also given, 
but was not the closest. The record clearly indicates that bear 
market bottoms CAN be identified by one or more methods, 
 even 8 different ways,  as was the case for 2002. 
  With definitions and explanations in place, the results are 
shown [in Table  8.2 ].   
   So how does it work out in the stock market?  [Table  8.3 ] 
shows the result for the S & P 500 three months, six months, nine 
months and a year after the Capitulation Signal with the average 
gains being +11%, +18.5%, +24.7% and 25.4% respectively.   
  The 11 dates listed in Table  8.3  are the only times capitula-
tion has been attained on my indicator (see Figure  8.9 ).   
  Robert Rhea wrote  “ Hamilton tells us not to try to use the 
Dow Theory to pick the day when the lows of a bear market are 
to be made:  ‘ No knowledge of the stock market barometer will 
enable any of us to call the absolute turn from a bear market to a 
bull market ’  ”  ( The Dow Theory , p. 40). That was certainly the case 
in the first part of the 20th century, but it HAS been  possible 
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      Figure 8.9 11 Times that Capitulation Has Been Attained by 
My Indicator

since the latter part of that century. There is a  definite and meas-
urable level of capitulation  that comes in at or near market lows. 
Of the  eleven  times that capitulation has met the defined levels 
in my database,  three  have been  on THE day of the bear market 
low ,  five  others have been  one to three days before  the lows and 
within 2% of the lows. The average of the eleven was within 3.2% 
of the low close on the Dow Jones Industrials and/or the S & P 
500, as can be calculated from the data found in Exhibit Two 
and the APPENDIX. I have no doubt that Charles Dow would 
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have  welcomed the discovery of such a way to clearly identify the 
 “ semi - panic collapse ”  he observed, in order to  “ make commit-
ments for long account. ”   

  Respectfully Submitted by Jack Schannep    

  Author ’ s note:  The specifi c details of the comparisons for all eight 
indicators are shown in Appendix  B . 

 Now that we have an understanding of how important, and at 
the same time normal, capitulation is, we should look forward to its 
occurrence at the end of bear markets. With this capability to identify 
and take advantage of capitulation, we next explore how to incorpo-
rate it into improving the Dow Theory for the twenty - fi rst century.                            
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              9   C H A P T E R

   The Heart of the Theory          

 Now we have the ingredients from prior chapters to put 
together a way to improve the timeliness of the Dow Theory as an 
indicator of when to buy and when to sell. With a fi rm understand-
ing of the original Dow Theory, a logical defi nition of bull and bear, 
and the ability to use capitulation to our advantage, we can formu-
late a Dow Theory for the twenty - fi rst century that should help us 
invest more successfully.  

  The Dow Jones Industrials and the 
Standard  &  Poor ’ s 500 

 In 1957, the Standard  &  Poor ’ s Corporation combined previ-
ous indices that it had maintained since 1923 into the Standard  &  
Poor ’ s 500 Stock Price Index. Usually referred to as the S & P 500, 
the index has had a parallel result with the Dow Jones Industrials in 
tracking the stock market over the last 50 years. Both have had an 
incredibly similar performance; seldom are they more than 10 per-
cent apart on an annual basis. For the 10 years ending December 
31, 1999, the increase for the Dow Jones was 317.6 percent versus 
315.4 percent for the S & P 500 ( less than a  1 percent  difference over 10 
years ). In the decade of the 1980s, the difference was even smaller: 
228.3 percent for the Dow and 227.4 percent for the S & P.  More 
than half of the time  (56 percent since the S & P 500 was backtested to 
1949), the bull market tops  and  bear market bottoms of both indi-
ces have been on  the same day.  
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98 The Dow Theory for the Twenty-First Century

  For all intents and purposes, they are the same  . . .  or are they?  At 
last look, the total global capitalization on the New York Stock 
Exchange (NYSE) was about 5.3 times that of the Nasdaq. 
Therefore, a properly balanced  total market indicator  should include 
 84 percent  NYSE and  16 percent  Nasdaq. Since the Dow Jones 
Industrial Average (DJIA) actually includes 2 Nasdaq stocks, the 28 
from the NYSE gives it a  93  percent representation. The S & P 500 
contains 75 Nasdaq stocks, but its 425 from the NYSE gives it an 
 85 percent  representation there. Because the S & P 500 is closest to 
the  “ proper ”  mix, it would seem that,  on that basis  it should be used 
instead of the Dow Jones Industrials. 

 The Dow Jones Industrials do contain 20 of the 50 largest U.S. 
companies, but it does not include the other 30. The S & P 500 
includes 91 of the largest 100 companies. The 30 - stock Dow Jones 
Industrials are impacted disproportionately by the movement of just 
8 companies, which are weighted between 4 and 6 percent of that 
index; no single stock exerts that much infl uence on the S & P 500. 
These are some of the reasons most professional investors use the 
S & P 500 index as a benchmark rather than the DJIA. There is 10 
times the amount of money invested in the exchange - traded funds 
in  “ Spiders ”  that track the S & P 500 than the  “ Diamonds ”  that track 
the Dow Jones Industrials. 

 I have backtested the results of using the S & P 500 from its ori-
gin in 1957 in comparison with the DJIA for use in the Dow Theory. 
I found that it and the Dow Jones Industrials alternate between 
working better than each other during different time frames. That 
does not mean you should stick with  one or the other  ; it means  you 
should include them   both   in determining Dow Theory signals.  
Charles Dow only had his two indices, the Industrial and the Rails, 
to use in his formulation of the Dow Theory, but since 1957, when 
the S & P 500 came into existence, there has been the option to use 
it in conjunction with the original two in determining signals.  

  The Dow Jones Transports 

 My fi rst inclination was to consider the S & P 500 as an alternative to 
the Dow Jones Transports, as many people think the Transports are 
from a different era. However, FedEx, UPS, the truckers, airlines, 
and yes, even the railroads are essential to business in the twenty -
 fi rst century. But I did fi nd an improvement to the record of the 

c09.indd   98c09.indd   98 4/25/08   9:47:11 AM4/25/08   9:47:11 AM



 The Heart of the Theory 99

Dow Theory with the substitution of the S & P 500 for the Transports. 
In fact, a  quarter  of the 41 signals over the last 47 years would have 
been improved. 

 I then looked at what the results of using two of the three 
indices confi rming one another would have been. Using the Dow 
Jones Industrials, Transports, and the S & P 500 Index with  any  two 
of the three indices confi rming one another, as per the original 
Dow Theory, showed really exciting results. More than  two - thirds  
of the signals were improved on signifi cantly, nearly 2 percent bet-
ter per signal. When I added up the participation of each of the 
Industrials, Transports, and S & P 500, I found that nearly all the sig-
nals involved the S & P 500 with confi rmation coming from either 
the Industrials and/or the Transports. That is when it became obvi-
ous that  the Standard  &  Poor ’ s 500 is the preeminent index in interpreting 
the Dow Theory in the twenty - fi rst century.  

 Whenever either the Industrials or Transports confi rm the S & P 
500, then  a signal is given . Over the last 48 years, there have been 
44 signals given with the Dow Jones Industrials confi rming 30 of 
them and the Transports confi rming 20 signals (sometimes both 
confi rmed on the same day). The S & P 500 has been a part of 42 
signals. Only twice did the Industrials and Transports combine for 
signals ahead of the S & P 500.  When such an original Dow Theory 
signal occurs, it should be followed. In other words,   the fi rst to give a 
signal is the winner  !  And, of course, I am adding capitulation, when 
it occurs, as the time to start buying into the Dow Theory, and that 
brings the results up to nearly  three - quarters  of the old signals being 
improved on. Actually two signals were sooner but 0.1 and 1.1 per-
cent poorer prices, and one new sell signal followed by a rebuy sig-
nal lost 1.5 percent. Still, the improvement  on average for all 44 Dow 
Theory signals since 1957 was over 2  percent  per signal . 

 After that horrendous day on September 11, 2001, my inter-
pretation of the traditional Dow Theory got a buy signal on 11/8 
at the  9587.52  level. The market had a mini – bull market that 
only lasted six months but did rise 29 percent. After that top, it 
headed back into a continuing bear market that would take it to 
new lows in 2002. Table  9.1  shows how using the S & P 500 with the 
Dow Industrials and Transports helped give a profi table sell signal 
rather than the losing signal the traditional Dow Theory would have 
given. After the March highs, a pullback occurred that met the 
requirements of a secondary reaction. Then a bounce came that 
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failed to reach the earlier highs; a classic S - 1 signal was thus shap-
ing up. The Industrials and the S & P 500 then rolled over and fell 
through their previous pullback lows on June 3, 2002, giving a sell 
signal under the rules of the Dow Theory for the twenty - fi rst cen-
tury. Unfortunately, the Transports were still above their pullback 
lows on that date; they did drop through three weeks later to con-
fi rm a traditional Dow Theory sell. The difference of the fi rst sell at 
 9709.79,  which was a small profi t from the previous buy at 9587.52, 
and the late sell at  9126.92  was, of course, 582.87, an amount that 
did not need to have been lost.    

  An Aggressive Yet Prudent Approach 

 Of the last half dozen traditional Dow Theory buy signals, the 
improvement using the approach proposed in this chapter would 
have averaged a 5.7 percent lower/better entry level than the origi-
nal Dow Theory. Five of the six were at better entry levels and one 
was not; it was 0.04 percent higher. 

 A Dow Theory buy signal has  always  followed  “ capitulation ”  
since 1953 when my database began; therefore, I have incorporated 
it into my twenty - fi rst - century adaptation.  I would suggest buying an 
initial 25 percent of your intended investment position at capitula-
tion. If there is a second capitulation (as has occurred three times 
over the last 50 years), then add another 25 percent at that time . 
Starting to buy ahead of a forthcoming Dow Theory buy signal at 
or near the lows will of course lower the average entry level into 
the stock market. This makes obsolete the criticism that the Dow 
Theory buys are too late. 

 After capitulations, there is typically a bounce of 5 to 15 per-
cent followed by a setback of 3 to 10 percent or so on one or the 
other of the Industrial, Transport, or S & P 500 averages.  Since it 

 Table 9.1 S & P 500 Impact on a Dow Theory Sell Signal 

  Date      DJ Ind    %    Status    Date    Transp    %    Date    S & P    %  

  3/19/02    10635.25        Bull High    3/4    3049.96        3/19    1170.29      

  5/6     9808.04      � 7.8    Pullback    5/10     2643.10      � 3.3    5/7     1049.49      � 10.3  

  5/18    10353.08  �  5.6    Bounce    5/17    2798.36  �  5.9    5/17    1106.59  �  5.4  

   6/3      9709.79 �          Break/BUY    6/3    2689.83         6/3      1040.68�       

  6/25     9126.80         BUY     6/25     2627.92 �                   
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is a  requirement for a Dow Theory buy signal  that one or the other of 
the indices pulls back at least 3 percent, investors would be wise to 
 add another 25 percent to their holdings on the occasion of that 
pullback.  

 On the rare occasion when a bull market is reached  by defi ni-
tion  (up 19 percent on both the Dow Jones Industrials and the S & P 
500), prior to a Dow Theory buy signal being completed, a fur-
ther 25 percent should be added. We know that after attaining my 
defi nition of being a bull market, a bull market typically has much 
 further to rise, as you have seen in Chapter  5 . I have no doubt Mr. 
Dow would like his theory to be engaged in that rise. If a com-
pleted Dow Theory buy signal and new bull market were not to fol-
low some future capitulation, then you would be partially invested 
in what would be a failed upturn. In that case, if the markets then 
were to go on to new lows on two of the three indices, selling out of 
the position would be indicated into that continuing bear market. 
But this has not happened over the last 50 years. 

 You should then  complete your full 100 percent position when 
the new Dow Theory buy signal is fi nalized.  The fi nal buy would 
be in accordance with the original interpretation but using the fi rst 
two of the three indices rising above the initial bounce.  

  Improvements Add to the Profit to Your 
Investment Portfolio 

 The enhancements to the Dow Theory results over the last 47 years 
using capitulation, buying after the pullback, and the confi rma-
tion of two of the three of the Dow Jones Industrials, Dow Jones 
Transports, and the S & P 500 Index to give a signal would have 
resulted in a betterment to 32 signals out of the total 44. That 
added value to fully 72 percent of those signals would have made a 
tremendous difference in improving the already outstanding results 
of the Dow Theory. The average improvement was 2.2  percent 
for each of the 44 signals, which of course includes all buys and 
sells. Since there was nearly one signal a year, actually one each 
13 months on average, that equates to  an extra 2 - plus percent per year  
over the 47 - year period. 

 It has been said that due to my improvements, this is not Dow 
Theory, it is Schannep theory. I don ’ t think one wants to fl y a jet 
aircraft without an altimeter, compass, or fuel gauge just because 
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102 The Dow Theory for the Twenty-First Century

 Table 9.2 Buy Signal Following Capitulation 

  Date    Industrials    %    Status    Date    Transport    %    Date    S & P    %  

  6/22/62      539.19           Capitulation                           

  6/26    535.76        Bear market

 low  

  6/25    115.89        6/26    52.32      

  7/12     590.27 �      �10.2    Bounce    7/16    125.49 �     �8.3    7/12     58.03�       �10.9  

  7/18    571.24  �    3.2     Pullback     8/13    119.28     � 4.9    7/18    56.20     � 3.2  

   7/30       591.44 �            Break up /

 Not  

  8/27    125.16         7/31       58.23 �         

   7/31       597.93           Buy                           

  8/23    616.00        Higher                8/22    59.78      

  10/23    558.06        Low/ Bear 
 low   

  10/1     114.86      – 8.5    10/23    53.49      

  11/9     616.13         Traditional

 buy  

  11/9    126.05 �             60.16      

the Wright brothers fl ew that way in 1907. I appreciate Mr. Dow 
and the Wright brothers for what they started, but the world has 
come a long way from the start of the twentieth century. I suggest 
we take advantages of the advances we ’ ve seen over that time. In 
 The Dow Theory,  Robert Rhea wrote that  “ the usefulness of the Dow 
Theory improves with age. Certainly a more comprehensive study 
of the subject is possible with a 35 - year record before us than when 
Dow worked with the fi gures of only a few years, while  those who use 
it 20 years from now will have a greater advantage  than we now enjoy. ”  
It has been over 75 years since he wrote those words, 75 years in 
which we have seen a great depression, 17 bull and bear markets, 
wars, good times, bad times, and the unbelievable events of Pearl 
Harbor and 9/11. And through it all the old reliable Dow Theory 
has prevailed, even in its most basic interpretation. Is it too much to 
think we might add value to the theory in the twenty - fi rst century? 

 Let ’ s use the fi rst capitulation as an example of how and when 
to buy. It will also serve as an example of the advantage of start-
ing to invest at the time of a capitulation. This example is laid out in 
Table  9.2 .  Buy the fi rst 25 percent at the time of the capitulation  on 
June 22, 1962 at  539.19 . Since the levels at which  capitulation 
occurs can be determined ahead of time, it makes it possible to buy 
at the close on  that  day. From the lows that week on June 25 and 26, 
the market bounced over the next two to three weeks with the Dow 
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Industrials rising 10.2 percent to 590.27 on July 12. A 3  percent 
pullback then occurred on July 18 with a drop to  571.24.  That is 
also when the S & P 500 had its fi rst 3 percent pullback. 

  When the fi rst index completes a 3 percent pullback, add another 
25 percent  position to bring the invested portion to 50  percent. The 
Transports topped out on July 16 and took until July 25 to reach a 
3 percent pullback. After a 4.9 percent drop, they bounced up but 
failed to exceed their fi rst bounce top. They then fell to a new bear 
market low on October 1, for a total 8.5 percent pullback.   

 The Transports rose to a belated buy on November 9. That 
was the date of the  “ traditional ”  Dow Theory buy signal. The  newer  
interpretation of the Dow Theory had long since had a buy signal 
when the S & P 500 joined the Industrials in exceeding their bounce 
highs on July 31 at  597.93,  at which time the fi nal 50 percent was 
invested for an  average entry level  of  576.59 ,  some 6.4  percent  lower 
than the traditional buy at 616.13 . The average entry level of all buy 
signals  related to capitulation  was 5.3 percent lower (better) than the 
traditional Dow Theory buy level. 

 The time frame for the bounce was several days short of the 
 usual   “ three weeks to as many months ”  for a  secondary  reaction. This 
is of no concern because Hamilton had said it could even be from 
 “ a few  days  to many weeks ”  and the market was actually changing 
to a new  primary  trend. The pullback lasted less than a week. After 
a capitulation, things happen faster than is usually the case at tops. 
Therefore, after capitulation, I would eliminate any time require-
ment whatsoever for the presumed secondary reaction in deter-
mining a buy signal, which, it turns out, is the new primary trend. 
When capitulation is absent, I would shorten to about a two - week 
minimum time frame the defi nition of a secondary reaction, rather 
than the old  “ three weeks to as many months ”  requirement. This 
actually conforms with Charles Dow ’ s  initial  defi nition:  “ The second 
is the short swing, running from  two weeks  to a month or more. ”  

 Only after a capitulation would I preempt the Dow Theory buy 
to the extent of an entry during the pullback phase. We know that 
Dow Theory buy signals have always followed capitulation, but  other  
potential buy signal setups without capitulation do not always pan 
out,  so don ’ t anticipate them . Let the fi nalized buy signal be your entry 
point in those other cases. 

 There is a phenomenon called  “ the bouncing ball ”  where a ball 
bounces sharply from the bottom but rolls over at the top. Similarly, 
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106 The Dow Theory for the Twenty-First Century

the stock market tends to bounce up sharply and quickly at  bottoms, 
but takes longer to  “ top out ”  at market tops. Nonetheless, I would 
still use the same  “ to about a two - week minimum time frame ”  for 
secondary reactions at tops, even though they may actually take 
longer than at bottoms. There are more signals using the com-
pressed time frame requirements for secondary reactions than with 
the original  “ requirements/suggestions. ”  Not all are profi table, but 
overall the results are greatly enhanced. 

 In Table  9.3 , I have used the 3 percent pullback after the ini-
tial bounce to add to the position taken at the time of capitula-
tion. I have determined the date at which that dip was actually fi rst 
attained by any  one of  the Industrials, Transports, or the S & P 500, 
and used that as the prevailing market level. This  is  the minimum 
pullback, and it would be tempting to wait for a further pullback, 
but there is no way of knowing what the extent of the pullback 
will be, only that the 3 percent fi gure qualifi es for a potential Dow 
Theory buy signal. The fi nal percentage, usually 50 percent, is 
added at the new Dow Theory buy signal. The results are shown in 
Table  9.4 .   

 Sell signals have invariably resulted in the market going lower 
an average of 14.6 percent over the ensuing months As can be seen 
from Table  9.5 , the actual results cover a wide range of percentage 
losses, as well as a wide range for the time frame for those losses. In 
Chapter  15  you will see that this indicator has the best record for 
selling with the greatest loss to follow.    

  Detailed Record of the New Dow Theory for the 
Twenty - First Century 

 Table  9.6  shows a tabulation of the signals that would have been 
given over the last 50 years using the recommendations in this chap-
ter. On the left is the type signal. The center shows the bounces, 
pullbacks, and other parts of the Dow Theory signals for the Dow 
Jones Industrials and Transports as well as the S & P 500 Index. On 
the right is the improvement added by including the S & P 500 over 
relying on just the Industrials and Transports. If you follow through 
a few of these signals, you will better understand how they were 
arrived at. I have not included a graph of this record as I did for 
the traditional Dow Theory shown in Chapter  3 , as the improve-
ments do not show up signifi cantly in graphic form. Each signal ’ s 
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108 The Dow Theory for the Twenty-First Century

 Table 9.5 Dow Theory for the Twenty - First Century Sell Signals and 
the Further S & P 500 Loss to the Final Bear Market Lows (data since 
October 22, 1957) 

  Sell Date    Level    Low Date    Level    Further Loss    Months to Low  

  2/16/1960    54.73    10/25/1960    52.30 *     4.4%    8.3  

  4/12/1962    67.71    6/26/1962    52.32    22.7%    2.5  

  5/5/1966    87.93    10/7/1966    73.20    16.8%    5.0  

  10/24/1967    94.42    3/5/1968    87.72 *     7.1%    4.4  

  2/20/1969    99.79    7/29/1969    89.48 *     10.3%    5.3  

  1/26/1970    88.17    5/26/1970    69.29    21.4%    4.0  

  7/28/1971    97.07    11/23/1971    90.16    7.1%    4.0  

  3/21/1973    110.49    10/3/1974    62.28 *     43.6%    18.4  

  3/30/1977    98.54    3/6/1978    86.90    11.8%    4.2  

  10/17/1978    101.26    11/14/1978    92.49    8.7%    0.9  

  7/2/1981    128.64    8/12/1982    102.42    20.4%    12.3  

  1/24/1984    165.94    7/24/1984    147.82 *     10.9%    5.1  

  10/14/1987    305.23    12/4/1987    223.92    26.6%    1.7  

  10/13/1989    333.62    1/30/1990    322.98 *     3.2%    3.6  

  8/2/1990    351.48    10/11/1990    295.46    15.9%    2.3  

  8/4/1998    1072.12    8/31/1998    957.28    10.7%    0.9  

  8/10/1999    1281.43    9/20/2001    965.54    24.7%    24.3  

  6/3/2002    1040.68    8/5/2002    834.60 *     19.8%    2.1  

  9/17/2002    873.52    10/9/2002    776.76    11.1%    0.8  

  1/24/2003    861.40    3/11/2003    800.73    7.0%    1.6  

  5/10/2004    1097.12    8/12/2004    1063.23 *     3.1%    2.9  

  8/14/2007    1426.54                  

  Average Further Decline: 14.6% over 5.5 months  

*  When no  “ official ”  bear market follows, this market level is the low for the move. Thirteen 
signals were followed by  “ official ”  bear markets, eight were not.   
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120 The Dow Theory for the Twenty-First Century

 individual improvement is relatively small, but it is the accumula-
tion of those improvements that adds up to a real increase in the 
results. The average annual gain from buy to sell for this Dow 
Theory for the twenty - fi rst century is an almost 3 percent better 
annual gain than the original Dow Theory ’ s results. 

 The notes to the table are an important part of the record. 
You ’ ll notice that I dwell on the action of the DJTA (Dow Jones 
Transportation Average) even though its confi rmation of a new 
Dow Theory signal is not always necessary. When it is  “ seriously 
diverging, ”  I give it the benefi t of the doubt and only act on half 
the signal given without its participation or, in the case of B - 5 buy 
signals, wait for all three indices to come into agreement. 

 Also, recall from Chapter  2  that in the absence of any other type 
of Dow Theory buy signal, the attainment of  “ new all - time highs ”  
would constitute a buy signal. In my interpretation of the Dow 
Theory for the twenty - fi rst century, I have added that all three indi-
ces must confi rm such a signal. Examples of the wisdom of this 
tweaking of the rules are evident in avoiding the false breakouts to 
new highs after Dow Theory sell signals in both 1999 and 2007. 

Bold dates and Dow Jones levels in the table are new signals; bold 
italicized just below them are the Dow Theory dates and Dow Jones 
levels not utilizing the S&P 500.    

 In addition to the Dow Theory, new or old, there are other 
important indicators that you should be aware of in order to under-
stand, anticipate, and profi t in the stock market. We cover those 
indicators in the chapters to come.                                              

c09.indd   120c09.indd   120 4/25/08   9:47:28 AM4/25/08   9:47:28 AM



IVP A R T

OTHER IMPORTANT 
INDICATORS

c10.indd   121c10.indd   121 4/25/08   9:47:51 AM4/25/08   9:47:51 AM



c10.indd   122c10.indd   122 4/25/08   9:47:52 AM4/25/08   9:47:52 AM



123

10C H A P T E R

        Schannep Timing Indicator 
 THE OTHER MAJOR - TREND INDICATOR           

 In this chapter, we discuss the Tucson Indicator and how it devel-
oped into the major trend indicator at a major brokerage fi rm. 
During my business career at Dean Witter (now Morgan Stanley), 
the Computer Assistance to Research (COMPARE) department 
developed a number of computer - generated programs as an aid 
to analysts and brokers in identifying attractive industry groups for 
investment. I saw certain patterns in their output that coincided 
with bull and bear markets occurring. Because I was in charge of the 
Tucson and southern Arizona offi ces, it was originally referred to as 
the Tucson indicator. After the fi rm shut down that part of the tech-
nical analysis operation, I continued to experiment and streamlined 
it into the Schannep Timing Indicator. You should know about it 
because, like the Dow Theory, it has an excellent record.  

  Combining the Factors to Create a Bull 
or Bear Market 

 Over the years, I have observed that while no two bull or bear markets 
are ever exactly alike,  certain ingredients must be present for them to form . 
As a young fl ight instructor in the air force, I taught meteorology for 
a time. In thunderstorms, it was obvious that a combination of fac-
tors had to come together for them to form. It wasn ’ t just moisture in 
the air or moisture aloft at higher altitudes that was required, but also 
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124 Other Important Indicators

a source of lift. Air needed to be lifted, by passing over a mountain 
range, by summer heating of the ground below, or by a cold frontal 
system moving in under the existing warmer air. That combination, 
with a little help from unstable air and Zeus, the ruler of the celes-
tial realm, usually caused cumulus clouds, which then developed into 
thunderstorms. And then the thunder and lightning began! 

 Likewise, a combination of factors must come together at the 
same time to form either a bull or bear market. First, a  momentum  
must begin upward in the case of a bull market or downward in the 
case of a bear. The critical factor is whether that movement is just a 
jiggle or is of adequate strength to build into a genuine bull or bear 
market. Variation away from an existing trend can be measured by 
the same short - term oscillator described in the formal paper shown 
in Chapter  7 . When the positive or negative momentum trend 
reaches a 1 percent threshold of change, it can be judged to be 
likely to continue. An analogy would be an aircraft careening down 
the runway. Until it reaches a certain threshold it is just speeding; 
after that, it is fl ying. 

 In addition to momentum, the second ingredient is a  monetary 
atmosphere  conducive to fueling a bull market or contributing to a 
bear market. Fortunately, the atmosphere can be determined to be 
favorable, neutral, or unfavorable, adding to or detracting from the 
likelihood of the momentum developing further into a bull or bear 
market. To determine the status of the monetary situation, I look 
to the Fed Funds rate and the free reserves levels to determine the 
cost of money as to being cheap or dear and its availability. Both 
are used to ascertain a favorable, neutral, or unfavorable monetary 
status. The Federal Reserve Open Market Committee sets the tar-
get interest rate that banks pay for overnight borrowing. Those 
rates, known as the Fed Funds rates, can be found in the  Wall Street 
Journal . If banks have more reserves than required by the Federal 
Reserve, those are called free reserves.  

  Another Indicator for Predicting the Stock Market 

 Everyone realizes that although the future is not knowable, some 
things are predictable. The purpose of my Stock Market Major 
Trend Timing Indicator is to identify changes in the trend of 
price movements on the major stock averages. It has been said 
many times in Dean Witter publications that  “  the genius of  investing 

c10.indd   124c10.indd   124 4/25/08   9:47:52 AM4/25/08   9:47:52 AM



 Schannep Timing Indicator 125

is  recognizing the direction of a trend — not catching the highs or lows.  ”  
Although history gives some parameters, neither the duration 
nor the extent of the move can be predicted in advance.  None  of 
the input that goes into my indicator is from forecasts;  all  is from 
existing printed public information. I would like to give Dean 
Witter credit for believing in investment timing as evidenced in 
the company ’ s 1975 booklet,  “ Will COMPARE Improve Your Sense 
of Timing? ”  The booklet states,  “ Dean Witter believes timing —
  knowing  when to buy and when to sell —  is one of the most important 
factors in any investment decision. ”  

 Dean Witter was not the fi rst to believe in timing. Over 60 years 
ago, in 1945, an advertisement by Merrill Lynch, Pierce, Fenner  &  
Beane stated:   

 With world - shaking events a commonplace many an investor 
seeks an investment guidepost, realizes now more than ever that 
 when to buy ranks equally in importance with what to buy.  Too, wise 
investors also know that no security today can be bought and for-
gotten, that successful investment practice requires keen judg-
ment in timing sales as well as purchases.   

 As data became available on a more timely basis from the 
Federal Reserve Board, I have been able to generate the necessary 
calculations on my own computer. I have streamlined, refi ned, and 
made my indicator more time responsive than its rudimentary start 
in 1969. While the makeup of the momentum component of my 
indicator is mathematically challenging, the monetary part is quite 
simple. Nonetheless, it is not subject to individual interpretation, as 
the Dow Theory is. My CPA is privy to my indicator ’ s very specifi c 
construction and had no trouble certifying its signal dates without 
contradiction with my own interpretation. That certifi cation can be 
found in Appendix  D . 

 While the signal dates in my Schannep Timing Indicator and 
the Dow Theory are similar, they are constructed in totally different 
ways. My indicator is constructed through mathematical calcula-
tions of  internal  momentum and monetary atmosphere, whereas the 
Dow Theory is totally determined by the external chart patterns. In 
my humble opinion, these are the two premier stock market major 
trend timing indicators with documented and verifi ed long - term 
records which set the standard for market timing. 
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126 Other Important Indicators

 So how does it work out in the stock market? Table  10.1  shows 
the results for the Standard  &  Poor ’ s 500 Index three months, six 
months, nine months, and a year after buy signals with the aver-
age gains being �7.8 percent, �14.9 percent, �18.0 percent, and 
�22.2 percent, excluding dividends. The average annual gain from 
buy to sell was 17.0 percent including dividends.    

 In Table  10.1 , I have incorporated capitulation as a partial buy 
indicator. As with the Dow Theory, a Schannep Timing Indicator 
buy signal has always followed capitulation. Therefore, when it 
does occur, I enter into a half purchase position, and if it repeats 
(as it has done three times now in the last 50 years), I bring the 
position up to two - thirds invested. The different percentages from 
those used with the Dow Theory are because there is no require-
ment that a pullback follow, as with the Dow Theory. Therefore, 
the only other opportunity to add to the position would be when the 
Schannep Timing Indicator signal is completed at the signal date 
shown in the table. At that time, the fi nal purchase to bring the posi-
tion to 100 percent invested is made. 

  Author ’ s note:  A buy on 4/6/01 (not shown) was a result of rein-
stating an erroneous sell caused by the Federal Reserve correcting 
its reported fi gures and is therefore not included with the other 
bona - fi de buy signals. 

 The results following sell signals are shown in Table  10.2 .   
  Author ’ s notes:  When no  “ offi cial ”  bear market follows, the  market 

level marked with an asterisk is the low for this move. The sell on 
8/5/2004 marked with a double asterisk was treated as a half sell signal 
at the time due to the very favorable monetary atmosphere then exist-
ing, so it is weighted at half the others. Eleven signals were followed by 
offi cial bear markets, eight were not. (The eight are indicated by the 
asterisk in Table  10.2 .) 

 The results for this indicator are very similar to those for the 
Dow Theory results, quite coincidentally. As this indicator is deter-
mined almost solely by calculations of momentum with concern 
for the monetary situation, quite unlike the chart pattern analysis 
required by the Dow Theory, it might be surprising that the results 
are so similar. The advantage of using these two premier indica-
tors together is that you arrive at similar conclusions in totally dif-
ferent ways. The complete record with dates and market levels of 
buy and sell signals over the last 50� years is shown in Appendix  D , 
where it is a part of the Composite Indicator. There you will see 
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128 Other Important Indicators

how the Schannep Timing Indicator and the Dow Theory work in 
tandem. I have not included a graphic as was done for the Dow 
Theory because the results are so close. In Chapter  13  we will see 
just how well capitulation, the Dow Theory, this indicator, and the 
defi nitions of bull and bear work in conjunction with one another. 
But fi rst we look at some other important indicators in the next two 
chapters.   

Table 10.2 Schannep Timing Indicator Sell Signals and the Further S&P 
500 Loss to the Final Bear Market Lows (data since December 31, 1953)

Sell Date Level Low Date Level Further Loss

Months 

to Low

8/20/1956 48.25 10/22/1957 38.98 19.2% 14.1

11/12/1959 57.17 10/25/1960 52.30* 8.5% 11.5

5/10/1962 63.57 6/26/1962 52.32 17.7% 1.5

5/2/1966 90.90 10/7/1966 73.20 19.5% 5.2

1/22/1968 94.03 3/5/1968 87.72* 6.7% 1.5

3/7/1969 98.65 5/26/1970 69.29 29.8% 14.6

2/23/1973 113.16 8/22/1973 100.53* 11.2% 6.0

11/20/1973 98.66 10/3/1974 62.28 36.9% 10.5

10/31/1977 92.34 3/6/1978 86.90 5.9% 4.2

10/26/1978 96.03 11/14/1978 92.49* 3.7% 0.6

8/31/1981 122.79 8/12/1982 102.42 16.6% 11.4

2/22/1984 154.31 7/24/1984 147.82* 4.2% 5.1

10/16/1987 282.70 12/4/1987 223.92 20.8% 1.6

8/24/1990 311.51 10/11/1990 295.46 5.2% 1.6

6/20/1994 455.48 6/24/1994 442.80* 2.8% 0.1

8/27/1998 1042.59 8/31/1998 957.28 8.2% 0.1

8/30/1999 1324.02 10/15/1999 1247.41* 5.8% 1.5

8/5/2004** 1080.70 8/12/2004 1063.23* 1.6% 0.3

7/12/2006 1258.60 7/17/06 1234.49* 1.9% 0.2

1/15/2008 1380.95

Average further decline: 12.5% 4.9
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                        11     C H A P T E R

“ Three Tops and a Tumble ”  
 LEADING TOPPING INDICATORS          

  Foretelling stock market tops is the hardest part of market  timing.  That 
being said, in this chapter we discuss three indicators that have an 
excellent record of identifying market tops.  Three recurring phenomena  
are helpful in forecasting market tops: New York Stock Exchange 
(NYSE) volume peaks, an inverted yield curve, and consumer confi -
dence tops. When these three indicators top out, the market is usu-
ally not far behind. Then introduce another top — housing — that 
often has an impact on forecasting markets. Let ’ s take a look at 
them. I ’ m sure you ’ ll see what I mean.  

  Recurring Phenomenon #1: Volume Peaks 

 The largest monthly volume  during  a bull market (after it is  “ offi cial. ”  
based on my defi nition in Chapter  1 ) tends to occur on average fi ve 
months  ahead  of the market ’ s top. Each month has its own number 
of trading days due to holidays, how weekends fall, and so on (with 
February always having less than any other.) Therefore, it is most 
appropriate to use the month with the  highest average volume per day.  

 In December 1999, NYSE monthly volume was a recorded for 
the then - existing bull market (see Table  11.1 ). Therefore, an inves-
tor should have started looking for a stock market top over the 
following fi ve months. The Dow Jones topped that next month. 
 After  the bull market top, any higher volume, such as occurred in 

c11.indd   129c11.indd   129 4/25/08   9:48:20 AM4/25/08   9:48:20 AM



130 Other Important Indicators

Table 11.1 Relationship of Volume and Market Tops

Bear 

Market Low 

(Mo/Yr)

“Official” Bull 

Market

High Volume 

(Mo/Yr)

Stock Market 

Top (Mo/Yr) Lead Time

9/1900 12/00 est. 4/01 6/01              2 mos.

11/03 7/04* 1/06 1/06 0

11/07 1/08* 11/08 11/09 12

9/11 3/12* 4/12 9/12 5

12/14 4/15* 11/16 11/16 0

12/17 1/18* 10/19 11/19 1

8/21 11/21* 4/22 3/23 11

10/23 7/24* 10/29 9/29              1 (lag)

7/32 7/32 Actual 3/33* 3/37            48*

3/38 4/38 10/38 11/38 1

4/42 10/42 1/46 5/46 4

6/49 11/49 12/54 4/56 16

10/57 7/58 3/61 12/61 9

6/62 11/62 12/65 2/66 2

10/66 4/67 4/68 12/68 8

5/70 9/70 11/72 1/73 2

12/74 1/75 1/76 9/76 8

2/78 8/78 8/78 9/78 1

4/80 7/80 3/81 3/81 1

8/82 9/82 8/87 8/87 0

10/87 2/88 6/88 7/90 25

10/90 2/91 7/98 7/98 0

8/98 11/98 12/99 1/00 1

9/01 11/01 1/02 3/02 2

10/02 11/02 8/07 10/07              2 mos. 

Average:        5 mos.

*This was the high-volume month during the erratic markets associated with the depression 
and its aftermath (when numerous mini–bull and mini–bear markets occurred in the 1929 to 
1937 period shown in Chapter 7) and are considered to have been aberrations. Their average 
lead time of volume highs to market tops during those times was less than one month. This is not 
included in the average lead time calculation.

January and March of 2001, is of no help in determining that bear 
market ’ s duration. The same thing happened in January of 2008 
after the October 2007 top. If the market had not gone into a bear 
market, then that month ’ s volume would come into play in a con-
tinuing bull market.   
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  Bottom Line 

 Volume almost always peaks at or before the stock market does. 
 Even higher volume can, of course, follow  the  “ record ”  volume as a bull 
market continues on.  During  bull markets investors watch for vol-
ume to top, as it did in January of 2002 before the March 2002 top. 
Record volume months can be found on the NYSE Web site.   

  Recurring Phenomenon #2: Inverted Yield Curve 

 As I mentioned at the beginning of this chapter, foretelling stock 
market tops is the hardest part of market timing. There is, however, 
something about the yield curve that can be very helpful in that 
regard. Long - term interest rates are usually higher than short - term 
rates. The simple explanation is that long - term lenders demand a 
premium to compensate for expected probable infl ation, whereas 
short - term rates don ’ t usually face that prospect. Sometimes that 
relationship is reversed due to a combination of factors not easily 
explained: perhaps the Federal Reserve Board has increased short -
 term rates to slow an overexuberant economy and long - term hold-
ers expect the Fed to be successful and therefore do not demand 
any premium. There are other possible reasons, but the fact is 
sometimes short rates rise to a level higher than long rates, and 
when it does, it is described as an inverted yield curve. 

 The actual defi nition of the yield curve uses various interest rates, 
from the 3 - month Treasury bill versus the 10 - year note, or the 20 - year 
bonds, even the 30 - year bonds. Some use the 1 - year note versus the 
10 - year note, others the 2 - year or the 5 - year or 10 - year versus the 30 - year 
note. My research shows that the relationship between the 3 - month 
bill and 10 - year notes is the most useful, as does the New York Federal 
Reserve Bank. The 10 - year Treasuries have become the benchmark of 
the bond market. Whichever defi nition you choose, the results of a 
fl attening to inverted yield curve are the same: a slowing economy at 
best and a depression at worst, but usually a recession. 

 I recommend a 1996 study by the New York Federal Reserve 
Bank covering the previous 35 years as an excellent background 
piece. (See  http://www.newyorkfed.org/research/current_issues/
ci2-7.pdf .) Its  “ Estimated Recession Probabilities for Profi t Model 
Using the Yield Curve Spread ”  four quarters ahead, using the spread 
between the interest rates on the 10 - year Treasury note and the 
3 - month Treasury bill, are shown in Table  11.2 .   
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 Toward the end of the year 2000, the spread approached a neg-
ative  � 0.90 points, implying over a 50 percent chance of recession, 
up from a just a 10 percent chance at the start of 2000. A recession 
began in March of 2001 and ended in November of 2001. 

 A February 2006 Federal Reserve working paper,  “ The Yield 
Curve and Predicting Recessions, ”  has updated the earlier study and 
concluded that chances of recession are lower if Fed Funds rates are 
low and higher if they are high. The Federal Reserve Open Market 
Committee sets the target interest rate for the Fed Funds rates, and 
they are usually similar to the three - month Treasury note yield. The 
point of the update is to prove that the economy works better in a 
low - interest - rate environment and recessions are more likely when 
interest rates are high. 

 In March 2006, the 3 - month Treasury note average rate was 
4.51 percent and the 10 - year Treasury bond rate was 4.72 percent. 
Using the 0.21 spread between the two at some other date when Fed 
Funds were at a 3.5 percent level would put the chances of reces-
sion at 17 percent as opposed to the 20 percent shown in Table  11.2 . 
Alternately, if Fed Funds are 5.5 percent and the spread is the same 
0.21 percent, then the chances double to 35 percent. This new infor-
mation seems to endorse the approach I have used for many years. 

 My work encompasses the past 47 years, from 1953 to the present, 
and uses the  monthly  average 3 - month Treasury bill rate  divided by  the 

Table 11.2 Recession Probabilities

Recession 

Probability (%)

Value of Spread 

(Percentage Points)

10 0.76

15 0.46

20 0.22

25 0.02

30 �0.17

40 �0.50

50 �0.82

60 �1.13

70 �1.46

80 �1.85

90 �2.40
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10 - year Treasury bond yield. It is evident that as the  ratio , as opposed 
to the  spread  used by the Federal Reserve, reaches or exceeds 
 0.95 percent,  the economy drops into an offi cial recession or at least 
a serious slowdown approximately a year later. In 2001, the ratio not 
only exceeded 0.95 percent, but the 3 - month yield exceeded the 
10 - year yield by a considerable amount. The recession lasted from 
March through November 2001. In early and mid - 2006, the ratio 
once again exceeded 0.95 percent, and in late 2006 and early 2007, 
the 3 - month yield exceeded the 10 - year yield, just as it did in 2001. 
As an example of how lower interest rates might impact the reces-
sion probability, consider the following: Dividing a 3 - month yield 
of 4.70 percent by a 5.00 percent yield for the 10 - year yield equals 
 0.94 percent,  right at the 0.95 percent danger number. Now use the 
same 0.30 spread at 3 percent lower levels, such as 1.70 percent for 
the 3 - month yield and 2.00 percent for the 10 - year yield. Dividing 
1.70 by 2.00 equals  0.85 percent,  which would not have been at the 
danger number. (See Figure  11.1 .)   

 Think there ’ ll never be another recession? History doesn ’ t sup-
port that conclusion. Table  11.3  shows the results of fl attening.   

  Bottom Line 

 A fl attening or inverted yield curve points to a bear market and a 
coming recession. It usually leads by some six months on average, 

The monthly average 3-month Treasury Bill rate divided by the 10-year Treasury Bond yield and recessions.
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Figure 11.1 Yield Curve and Recessions
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but in one - third of the previous occurrences, a bear market had 
already started, although none was yet defi ned or recognized by the 
date of the fl attening or inversion shown. The lead time prior to 
the onset of a recession has been just over a year on average, and in 
 15 out of 16 (94 percent) fl attenings/inversions, an offi cial reces-
sion has followed . An inverted yield curve is a far better predictor 
than are bear markets, which  usually  are followed by recession (17 of 22, 
or 77 percent in the twentieth century). I agree with the Federal 
Reserve Bank of New York when it said:  “ Forecasting with the yield 
curve has the distinct advantage of being quick and simple. ”    

  Recurring Phenomenon #3: Consumer Confidence 

 Consumer confi dence is important because two - thirds of the 
American economy is impacted by the consumer. The Conference 
Board ’ s monthly index measuring the economic outlook of 5,000 
households is considered a predictor of future spending and hence 
economic growth. Its actual record in that regard is suspect, at 
best. What is of more interest to investors is its relationship to the 
stock market. Since the index was created in 1967, it has fl uctuated 
between 43 and 145. 

 Until the year 2000, the  previous all - time high  of the index was in 
October of 1968 at 142.3. The bull market as measured by the Dow 
Jones  topped out fi ve weeks later  on December 3, at 985, before drop-
ping 36 percent over the next 18 months to 631. A recession started 
a year later in December 1969. The  all - time low  on the index was 
in December 1974 at 43.2, and the bear market  bottomed that month  
on December 6, at 577, before rising 75 percent over the next 
21 months. A fi ve - year economic expansion began three months 
later in March 1975. 

 It would appear that the stock market has an important bear-
ing on consumers ’  confi dence levels; confi dence is highest near 
market highs and lowest near market lows. Can you believe that the 
Conference Board ’ s director of consumer research has said that 
 “ stocks don ’ t play a big role in consumer confi dence ”  (Dow Jones 
Newswires, 12/28/99)? Much has been written about the effects of 
fear and greed on the stock market, and indeed, investors ’ /consum-
ers ’  confi dence is similarly affected. So just how good is the relation-
ship between high confi dence (greed?) and bull market tops, and 
low confi dence (fear?) and bear market bottoms? Let ’ s look at the 
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peaks and valleys (which I defi ne as  separated by at least 32 ½ points ) of 
consumer confi dence over the last 39 years, and their relationship to 
the stock market ’ s highs and lows and the economy ’ s ups and downs 
(see Figure  11.2 ).   

 In Table  11.4 , you can see the dates and levels when consumer 
confi dence reached prior peaks. It shows the lead time to the then 
existing bull market ’ s approaching top as well as the lead time to the 
next recession.    

 There were  no other such peaks  meeting the defi nition in the time 
frame shown, including none ahead of the 9/76 to 2/78, 8/87 to 
10/87, or 7/98 to 8/98 bear markets. Interestingly, those three bear 
markets were the  only  ones since the index was started that were not 
followed by recessions. When the index has peaked,  in all cases  to 
date, a bear market and recession have followed. Bear markets  usually   
“ forecast ”  recessions; index peaking  always  has! 

 Unfortunately, the valleys in consumer confi dence do not lead 
the beginning of bull markets, as you can see in Table  11.5 .   

 The saying goes  “ It is always darkest just before the dawn. ”  
Actually, investors stay in a funk until  after  bear markets end and 
a new bull market is already under way. All of the valleys shown in 
Table  11.5  involved recessions, with three occurring during reces-
sions and two after the recessions had ended. There were no other 
valleys followed by the increase in consumer confi dence that would 
qualify them as confi dence valleys. 

 The monthly report comes out on the last Tuesday of the month 
 during the month that is covered , with any revision made the following 
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              Figure 11.2 Consumer Confidence and Recessions              
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Table 11.4 Relationship of Confidence Peaks to Bull Market Peaks 
and Recessions

Consumer 

Confidence Peaks 

(Mo/Yr)

Lead Time 

(in months) 

to

Bull Market 

Highs (Date 

and Level)

Confidence 

Peak Lead 

Time (in 

months) to

Recession’s 

Start 

(Mo/Yr)

1. 10/68 @ 142.3 2 12/68 @ 985 14 12/69

2. 12/72 @ 116.1 1 1/73 @ 1052 11 11/73

3. 4/78 @ 109.9 5 9/78 @ 908 21 1/80

4. 11/80 @ 87.2 5 4/81 @ 1024 8 7/81

5. 2/89 @120.7 17 7/90 @ 3000 17 7/90

6. 1&5/00 @144.7 0 1/00 @ 11723 10 3/01

7. 7/07 @ 112.6 10/07 @ 14164 5? 12/07?

Average: 4.5 months     Average: 12.0 months

Table 11.5 Relationship of Confidence Valleys to Bear Market Lows 
and Recessions Endings

Consumer 

Confidence 

Valleys (Mo/Yr)

(Lag) to 

Months

Bear Market 

Lows (Date 

and Level)

Confidence 

Valley Lead (Lag) 

to (months)

Start of 

Economic 

Expansion

A. 4/71 @ 75.2 (11) 5/70 @ 631 (5) 11/70

B. 12/74 @ 43.2 0 12/74 @ 578 3 3/75

C. 5/80 @ 50.1 (1) 4/80 @ 759 2 7/80

D. 10/82 @ 54.3 (2) 8/82 @ 777 1 11/82

E. 2/92 @ 47.3 (16) 10/90 @ 2365 (11) 3/91

F. 3/03 @ 61.4 (5) 10/02 @ 7286 (16) 11/01

Average: 6-month lag Average: 4-month lag

month. While a peak or valley is not always defi nitive until later,  the 
fact that it is not surpassed in subsequent months is a clue of its reversal.  

 The University of Michigan ’ s Consumer Sentiment is a very simi-
lar index whose results closely approximate, but are not the same as, 
those of the Conference Board. This index started earlier in 1952. 
Its valleys preceded the economic expansion starting May 1954 by 
six months and the expansion beginning April 1958 by two months. 
It did not  “ forecast ”  the one starting in February 1961. Its peak 
preceded the recession starting August 1957 by nine months but 
missed the one starting April 1960. The advantage of the Consumer 

c11.indd   137c11.indd   137 4/25/08   9:48:24 AM4/25/08   9:48:24 AM



138 Other Important Indicators

Sentiment index, however, is that it is released approximately two 
weeks earlier each month than the Conference Board ’ s release and 
is often a clue as to what to expect from an upcoming consumer con-
fi dence report. A  “ Small Business Optimism Index ”  is also released 
monthly and can be a guide to confi dence. Consumer confi dence as 
measured by the Conference Board since 1967 has been an  excellent 
forecasting tool and the one that I follow most closely . 

  Bottom Line 

 Consumer confi dence typically rises during bull markets, which is 
probably a refl ection of what is often called the wealth effect. That 
confi dence usually reaches a peak some fi ve months on average 
before the stock market peaks. A recession follows eight months 
on average after that. The index peaks at an average level of 120.2, 
with 87.2 being the lowest peak. Conversely, consumers become less 
confi dent and concern turns to fear even after the bear market has 
ended and a new bull market has begun, which in turn signals the 
start of an economic expansion. The index valleys at an average 
level of 54, with 75.2 being the highest valley. 

 The Consumer Confi dence Index is published monthly for the 
entire world to see, but it ’ s important to know that it is a far better 
gauge of when the stock market and the economy will  change  rather 
than what they will  continue  to do. Its tops lead at stock market tops, 
much as volume tops and an inverted yield curve precede mar-
ket tops, but it typically languishes beyond bear market bottoms. 
In January 2000, it was at a new all - time record high (and matched 
in May) and then fell off. Obviously that fact invited investors to 
watch that a peak was forming and to beware of the results that 
would follow. A bear market and recession did follow. And then in 
2003, the valley caused by the terrorism high alert, war with Iraq, 
and other world events, was typically late, many months after the 
stock market ’ s low. A bull market and economic expansion were 
already under way.   

  Housing Starts* 

 I place an asterisk on this  “ top ”  as its tops are not as clearly delin-
eated and easy to see as the ones just discussed. It is evident that 
when housing starts top and head down, a recession  usually  follows. 
The obvious exception was the top to trough from 1964 to 1966, 
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which did not identify a bona fi de recession, merely a soft landing 
or, as some called it, a mild or growth recession. It did, however, 
point to the bear market from February 1966 until October 1966. 
The other obvious  “ miss ”  was the long - drawn - out decline from 1984 
through 1991, which pointed to a recession for several years before 
one happened. But again, there were two brief but legitimate bear 
markets during that time frame, in 1987 and 1990. Other than 
those exceptions, recessions followed: 

   1.   The  apparent  February 1959 peak, which preceded the reces-
sion starting in April 1960.  

   2.   The January 1969  obvious  peak preceded the recession starting 
in December of that year.  

   3.   The January 1972  obvious  peak preceded the recession starting 
in November of the following year.  

   4.   The April 1978  obvious  peak preceded the recession that 
started in January 1980.  

   5.   The January 1981  obvious  peak preceded the recession that 
started in July of that year.  

   6.   The December 1998  not - so - obvious  peak preceded the reces-
sion that started in March 2001. This decline from the peak 
was not of the magnitude of the others; it was the only decline 
that failed to drop at least 500,000 housing starts, and there-
fore it would likely not have been useful.    

 The January 2006  obvious  peak pointed to a recession in 2007 or 
2008. At the time of this writing, no recession had been confi rmed by 
the NBER, so it was not yet clear whether this would be correct or yet 
another miss. Now you see why I put an asterisk on this indicator. 

 Unfortunately, the brief history and erratic behavior of this 
indicator make it only marginally dependable in forecasting reces-
sions, but its  peaks have preceded the start of bear markets  by an average 
of 13.8 months. The lead time to recessions has been on average 
from 25 to 31 months, depending on how you count 1964 when 
there was no recession. 

 Perhaps housing starts real value as a leading indicator is in  iden-
tifying the coming economic recoveries that follow recessions.  Each of the 
 “ obvious ”  troughs bottom before, as happened in July 2000, or  during , 
as in the other six recessions but before the recession ends  (excluding 
the aforementioned 1966 bottom, which was not accompanied by 
recession). (See Figure  11.3 .)   

c11.indd   139c11.indd   139 4/25/08   9:48:24 AM4/25/08   9:48:24 AM



140 Other Important Indicators

 It is interesting to see in Table  11.6  that the start of the decline in 
housing starts precedes the start of the next bear market and reces-
sion. An increase in housing starts is a precursor to the end of the 
recession.   

 The rationale for the signifi cance of housing starts on the econ-
omy has to do with the number of construction employees involved. 
Figure  11.4  shows the lagging increase of employees as housing starts 
increased from 2000 to 2006. That increase in employment con-
tributed to the economic expansion of 2001 through 2007. You can 
readily see the lagging decrease following the building boom bust of 
2006 – 2008.   

 The correlation of a declining employment in the construction 
area and recessions can be seen in Figure  11.5 .   

 Other than the decrease of construction employment during 
World War II due to obvious reasons — the men were needed in the 
war effort — a recession has followed all leveling out and dips in con-
struction employment almost immediately. The one dip in 1966 – 1967 
that was not followed by an offi cial recession was followed by a dis-
tinct slowing of the economy. Industrial production fell from the fi rst 
quarter to the third quarter of 1967, and many argued that there was 
a growth recession in that year. 

Housing Starts: Total: New Privately Owned Housing Units Started (HOUST)
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Figure 11.3 Housing Starts and Recessions
Source: U.S. Department of Commerce, Census Bureau
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Housing Starts: Total: New Privately Owned Housing Units Started (HOUST)
versus All Employees: Construction (USCONS)
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Figure 11.4 Housing Starts and Construction Employment
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Figure 11.5 Construction Job Losses and Recession
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 Lots of statistics and indicators are available for judging the state 
of the economy and the stock market, but I feel these are among the 
very best. When they are looked at in combination with the other 
indicators covered in this book, they should give you a good idea as 
to what to expect and how to invest. The next chapter covers other 
historic data that will help you put it all together when evaluating 
future situations.    
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                                                                                12    C H A P T E R

Bonus Indicators          

 In this chapter, we ’ ll look at some interesting indicators that I have 
included in this book because you ’ re unlikely to know about them 
otherwise. I ’ ll also discuss that dreaded  r  word: recession. A widely 
held misconception is that it is defi ned as two successive quar-
ters of negative gross national product, but that ’ s not the  “ legal ”  
description. As discussed in Chapter  6 , the National Bureau of 
Economic Research defi nes a recession as a  “ signifi cant decline in 
economic activity spread across the economy, lasting more than a 
few months, normally visible in real GDP, real income, employment, 
industrial production, and wholesale - retail sales. ”  Further, they state 
that  “ a recession — the way we use the word — is a period of  dimin-
ishing  activity, rather than  diminished  activity. ”  There are some little -
 known but accurate indicators for determining when recessions 
start and end. We do not have to wait, perhaps a year, for the NBER 
to pronounce the offi cial dates after the fact.  

  The Single Best Day to Buy Each Year  . . .  Usually 

 Investing in January rather than December each year,  even if the 
amounts invested and returns are the same,  would result in some 8 per-
cent greater ending value for the earlier investment. Usually the 
earlier you invest, with more time to grow, the better. By invest-
ing in January, you have an extra 11 months over investing in 
December and the market has a long - term upward bias. According 
to  Yahoo! Finance  and other sources: $4,000 per year over 30 years 
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invested in December and earning 8 percent ends as $453,000 
whereas  investing in January of the same year and earning the same 
8 percent ends as $489,000, a difference of $36,000, or about 8 per-
cent more. That should be reason enough to get started early and 
stay the course. 

 Better yet would be to pick the low day of the year — lots of luck, 
you say? Actually, the Capitulation Indicator discussed in Chapter  8  
does a pretty good job of that  at the end of bear markets.  The only prob-
lem is that there have only been 11 times over the last 50 years that 
it occurred, and that doesn ’ t help to pinpoint the  annual  low each 
year. Most investors make annual (or more frequent) investments in 
their Individual Retirement Accounts or personal accounts and most 
would like to know what the single best day is to make that annual 
investment each year. 

 On January 24, 2005, I heard about an expert in Seasonal Affective 
Disorder from Cardiff University in Wales who had devised a formula 
that showed  “ that 24th January is  the worst day of the year.  ”  The psycholo-
gist was talking about a mental health issue relating to depression and 
did not have the American stock market in mind, and it sounded silly, 
but it got me thinking about whether it could have some relevance to 
the stock market. After all, the emotions of fear and greed play a big 
part in investing, as does enthusiasm and discouragement or depres-
sion. I was reminded of the January – February  “ gloom period ”  that 
prevailed at West Point when I was a cadet over 50 years ago, and for 
150 years before that, and still today I would imagine. 

 Researching January 24 led me to discover that it had been 
the low for 1999, and was also within 3 percent of the lows in 1983, 
1986, 1988, 1992, 1993, 1995, 1998, 2002, and 2006. Next I was sur-
prised to discovered that since 1950, the  annual low occurred 23 times 
of the last 58  years  in January , or  40 percent  of the time! No other 
month came close; only October with eight had more than three 
per month. One would think that any one day would have only a 
1 in 250 (approximate number of trading days in a year) chance of 
being the low of the year, that is a 0.4 percent chance. But interest-
ingly, the  fi rst trading day of the new year was  the  low for the year nine 
times,  or nearly  16 percent of all annual lows .  Slightly over one - half , 31 of 
58 or 53 percent,  were within 5  percent  of the lows, their average being 
within 1.4  percent !  Seventy - seven percent of all the fi rst trading days 
of January were within 4 percent of the lows, as a group average. All 
things considered, there can be no doubt that the single best day at 
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Table 12.1 January 2/3/4—The First Trading Day of the Year—
The Single Best Day At or Closest to the Annual Lows

Dow Jones 1st Day Annual Low Date of Low

% Decline to 

Low

2008 13043.96

2007 12474.50 12050.41 3-Mar 3.4%

2006 10847.41 10667.39 20-Jan 1.7%
2005 10729.43 10087.57 15-Apr 6.0%

2004 10409.85 9749.99 25-Oct 6.3%

2003 8607.52 7524.06 11-Mar 12.6%

2002 10073.40 7286.27 9-Oct 27.7%

2001 10646.15 8235.81 21-Sep 22.6%

2000 11357.51 9796.03 7-Mar 13.7%

1999 9184.27 9120.67 22-Jan 0.7%
1998 7965.04 7539.07 31-Aug 5.3%

1997 6442.49 6391.69 11-Apr 0.8%
1996 5177.45 5032.94 10-Jan 2.8%
1995 3838.48 3832.08 30-Jan 0.2%
1994 3756.60 3593.35 4-Apr 4.3%
1993 3309.22 3241.95 20-Jan 2.0%
1992 3172.41 3136.58 9-Oct 1.1%
1991 2610.64 2470.30 9-Jan 5.4%

1990 2810.15 2365.10 11-Oct 15.8%

1989 2144.64 2144.64 3-Jan 0.0%
1988 2015.25 1879.14 20-Jan 6.8%

1987 1927.31 1738.74 19-Oct 9.8%

1986 1537.73 1502.29 22-Jan 2.3%
1985 1198.87 1184.95 4-Jan 1.2%
1984 1252.74 1086.56 15-Jun 13.3%

1983 1027.05 1027.05 3-Jan 0.0%
1982 882.52 776.92 11-Aug 12.0%

1981 972.78 824.01 25-Sep 15.3%

1980 824.57 759.13 21-Apr 7.9%

1979 811.42 796.67 7-Nov 1.8%
1978 817.74 742.12 28-Feb 9.2%

1977 999.75 801.50 2-Nov 19.8%

or closest to the annual lows in the stock market is the fi rst trading 
day of the year. Sometimes investing seems simple, doesn ’ t it? See 
Table  12.1 .   

(continued )
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Table 12.1 (continued )

Dow Jones 1st Day Annual Low Date of Low

% Decline to 

Low

1976 858.71 858.71 2-Jan 0.0%
1975 632.04 632.04 2-Jan 0.0%
1974 855.32 577.60 6-Dec 32.5%

1973 1031.68 788.31 5-Dec 23.6%

1972 889.30 889.15 26-Jan 0.0%
1971 830.57 797.97 23-Nov 3.9%
1970 809.20 631.16 26-May 22.0%

1969 947.73 796.93 17-Dec 15.9%

1968 906.84 825.13 21-Mar 9.0%

1967 786.41 786.41 3-Jan 0.0%
1966 968.54 744.32 7-Oct 23.2%

1965 869.78 840.59 28-Jun 3.4%
1964 766.08 766.08 2-Jan 0.0%
1963 646.79 646.79 2-Jan 0.0%
1962 724.71 535.76 26-Jun 26.1%

1961 610.25 610.25 3-Jan 0.0%
1960 679.06 566.05 25-Oct 16.6%

1959 587.59 574.46 9-Feb 2.2%
1958 439.27 436.89 25-Feb 0.5%
1957 496.03 419.79 22-Oct 15.4%

1956 485.78 462.85 23-Jan 4.7%
1955 408.89 388.20 17-Jan 5.1%

1954 282.89 279.87 11-Jan 1.1%
1953 292.14 255.49 14-Sep 12.5%

1952 269.86 256.35 1-May 5.0%
1951 239.92 238.99 2-Jan 0.4%
1950 198.89 196.81 13-Jan 1.0%
Average decline to lows from the 1st day in January 8.0%

 Your best option is to make your annual investment contribution 
on the fi rst trading day of January each year, unless a bear market is 
under way; no bear market has  ever  ended in January. Actually, over 
the last 100 - plus years, every other month has been the low for one 
or more bear markets with October having witnessed the most, with 
six — but none in January. So what to do? 
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 If the market is in a bona fi de bear market, as defi ned as down at 
least 16 percent on both the Dow Jones Industrials  and  the Standard 
 &  Poor ’ s 500 Index, it would be wise to wait and watch for capitula-
tion or a buy signal from either the Dow Theory or the Schannep 
Timing Indicator. Capitulation has been identifi ed at or within three 
days of the bear market lows 8 of the last 12 bear market bottoms. 
On those occasions it certainly would have been wise to use that as 
the trigger for your annual investment in those years. 

 The Composite Indicator, which will be covered in Chapter  13 , 
takes into consideration the status of capitulation, the Dow Theory, 
the Schannep Timing Indicator, and the defi nitions of bull and 
bear. Therefore, its recommended investment stance is the one to fol-
low on the fi rst of each year. Table  12.2  shows that investing between 
50 and 100 percent on the fi rst trading day of each year has been 
appropriate most of the time. But it was appropriate  not  to take an 
initial position in 1958, 1974, 1978, 1979, 1980 and 1982 — only 6 of 
the last 56 years — because of a zero percent investment position dic-
tated by the Composite Indicator. Later in those years a signal was 
given to invest that beat a buy - and - hold strategy in 1974, 1978, and 
1980. No signal was given in 1979; that year it was more profi table to 
stay out of the market and collect 11 percent interest in money mar-
ket funds! For 2008, I had advised not to buy on the fi rst trading day 
as the Composite Indicator was inching toward a sell, which came in 
January. Over the long term,  the strategy of timing and/or adjusting the 
amount of investment on the fi rst trading day of a new year in accordance 
with the status of the Composite has resulted in doubling the results of a sim-
ple buy - and - hold strategy.  That ’ s the difference between earning  12.7 or 
11.1 percent  annually. You make the choice, but either way, investing 
some or all on the fi rst trading day of each new year usually works 
pretty well. Details are shown in Table  12.2 .    

  January ’ s Good, February ’ s Better; Both 
Are Best as Indicators 

 Much has been written about the fi rst day, the fi rst fi ve days, and 
the whole month of January being predictive of the rest of the year. 
It ’ s often paraphrased  “ As goes January, so goes the year. ”  When 
the  “ January Barometer ”  as devised by Yale Hirsch in 1972 is an up 
month, the chances of that year closing higher than January ’ s month -
 end have been 84.6 percent. With February, the percentage goes up to 

c12.indd   149c12.indd   149 4/25/08   9:49:09 AM4/25/08   9:49:09 AM



150

Ta
b

le
 1

2.
2 

U
si

ng
 t

he
 C

o
m

p
o

si
te

 S
ig

na
l o

n 
th

e
 F

ir
st

 T
ra

d
in

g
 D

a
y

C
o

m
p

o
sit

e
Bu

y 
&

 H
o

ld
 

(B
&

H
)

Ye
a

r-
En

d
$1

00
 in

 1
95

4 
G

ro
w

s 
to

Ti
m

e
d

R
e

su
lts

D
o

w
 J

o
n

e
s

1s
t 

Bu
y

Fo
r Y

e
a

r
R

e
su

lts
D

o
w

 J
o

n
e

s
Y

ie
ld

Ti
m

e
d

B&
H

20
08

20
07

12
47

4.
50

5.
4%

6.
3%

13
26

4.
82

2.
3%

$5
4,

58
6

$2
8,

69
4

20
06

10
84

7.
41

10
.6

%
14

.9
%

12
46

3.
15

2.
3%

$5
0,

68
3

$2
6,

42
2

20
05

10
72

9.
43

�
0.

1%
�

0.
6%

10
71

7.
50

2.
3%

$4
4,

89
2

$2
2,

54
4

20
04

97
49

.9
9

4.
0%

5.
3%

10
78

3.
01

2.
2%

$4
3,

92
6

$2
2,

16
7

20
03

86
07

.5
2

23
.0

%
28

.3
%

10
45

3.
92

2.
0%

$4
2,

23
6

$2
1,

04
2

20
02

10
07

3.
40

�
6.

5%
�

15
.0

%
83

41
.6

3
2.

3%
$3

4,
33

9
$1

6,
40

1

20
01

10
64

6.
15

�
7.

0%
�

5.
4%

10
02

1.
50

2.
0%

$3
6,

72
6

$1
9,

29
5

20
00

11
35

7.
51

�
4.

5%
�

4.
5%

10
78

6.
85

1.
7%

$3
9,

49
0

$2
0,

39
6

19
99

91
84

.2
7

20
.9

%
26

.7
%

11
49

7.
12

1.
5%

$4
1,

35
1

$2
1,

35
2

19
98

79
65

.0
4

17
.9

%
17

.8
%

91
81

.4
3

1.
7%

$3
4,

20
2

$1
6,

85
0

19
97

64
42

.4
9

24
.4

%
24

.4
%

79
08

.2
5

1.
8%

$2
9,

01
0

$1
4,

30
4

19
96

51
77

.4
5

28
.0

%
28

.0
%

64
48

.2
7

2.
0%

$2
3,

32
0

$1
1,

49
4

19
95

38
38

.4
8

34
.5

%
35

.8
%

51
17

.1
2

2.
3%

$1
8,

21
9

$8
,9

79

19
94

35
93

.3
5

4.
5%

4.
8%

38
34

.4
4

2.
7%

$1
3,

54
5

$6
,6

14

19
93

32
41

.9
5

16
.4

%
16

.4
%

37
54

.0
9

2.
7%

$1
2,

96
2

$6
,3

09

19
92

31
36

.5
8

7.
3%

7.
3%

33
01

.1
1

3.
1%

$1
1,

13
6

$5
,4

19

19
91

26
10

.6
4

22
.4

%
23

.3
%

31
68

.8
3

3.
0%

$1
0,

37
8

$5
,0

52

c12.indd   150c12.indd   150 4/25/08   9:49:09 AM4/25/08   9:49:09 AM



151

19
90

28
10

.1
5

�
0.

7%
�

0.
4%

26
33

.6
6

3.
9%

$8
,4

79
$4

,0
96

19
89

21
44

.6
4

27
.8

%
30

.7
%

27
53

.2
0

3.
7%

$8
,5

39
$4

,1
14

19
88

20
15

.2
5

12
.7

%
15

.5
%

21
68

.5
7

3.
7%

$6
,6

81
$3

,1
49

19
87

19
27

.3
1

37
.8

%
6.

0%
19

38
.8

3
3.

7%
$5

,9
28

$2
,7

25

19
86

15
37

.7
3

26
.1

%
26

.1
%

18
95

.9
5

3.
5%

$4
,3

02
$2

,5
72

19
85

11
98

.8
7

31
.7

%
31

.7
%

15
46

.6
7

4.
0%

$3
,4

12
$2

,0
40

19
84

12
52

.7
4

�
5.

5%
1.

3%
12

11
.5

6
5.

0%
$2

,5
91

$1
,5

49

19
83

10
27

.0
5

24
.8

%
24

.8
%

12
58

.6
4

4.
5%

$2
,7

41
$1

,5
30

19
82

89
1.

17
24

.3
%

24
.8

%
10

46
.5

5
5.

2%
$2

,1
97

$1
,2

26

19
81

97
2.

78
4.

4%
�

2.
8%

87
5.

00
6.

4%
$1

,7
67

$9
83

19
80

84
4.

80
24

.0
%

20
.5

%
96

3.
99

5.
6%

$1
,6

93
$1

,0
11

19
79

n
/a

11
.0

%
10

.3
%

83
8.

74
6.

1%
$1

,3
65

$8
39

19
78

81
0.

12
9.

4%
2.

9%
80

5.
01

6.
0%

$1
,2

30
$7

61

19
77

99
9.

75
�

10
.8

%
�

11
.8

%
83

1.
17

5.
5%

$1
,1

24
$7

40

19
76

85
8.

71
22

.0
%

22
.0

%
10

04
.6

3
4.

1%
$1

,2
60

$8
38

19
75

63
2.

04
42

.7
%

42
.7

%
85

2.
41

4.
4%

$1
,0

33
$6

87

19
74

66
6.

07
1.

1%
�

21
.5

%
61

6.
24

6.
1%

$7
24

$4
82

19
73

10
31

.6
8

�
15

.5
%

�
12

.4
%

85
0.

86
4.

2%
$7

16
$6

13

19
72

88
9.

30
16

.5
%

17
.8

%
10

20
.0

2
3.

2%
$8

47
$7

00

19
71

83
0.

57
9.

0%
9.

6%
89

0.
20

3.
5%

$7
27

$5
94

19
70

80
9.

20
12

.5
%

8.
6%

83
8.

92
3.

8%
$6

67
$5

42

19
69

94
7.

73
�

6.
0%

�
11

.0
%

80
0.

36
4.

2%
$5

93
$4

99

19
68

90
6.

84
4.

2%
7.

6%
94

3.
75

3.
3%

$6
31

$5
61

19
67

78
6.

41
17

.3
%

18
.5

%
90

5.
11

3.
3%

$6
06

$5
21

19
66

96
8.

54
�

2.
1%

�
14

.8
%

78
5.

69
4.

1%
$5

16
$4

40

(c
o

n
tin

u
e

d
 )

c12.indd   151c12.indd   151 4/25/08   9:49:09 AM4/25/08   9:49:09 AM



152

Ta
b

le
 1

2.
2 

(c
o

nt
in

ue
d

 )

C
o

m
p

o
sit

e
Bu

y 
&

 H
o

ld
 

(B
&

H
)

Ye
a

r-
En

d
$1

00
 in

 1
95

4 
G

ro
w

s 
to

Ti
m

e
d

R
e

su
lts

D
o

w
 J

o
n

e
s

1s
t 

Bu
y

Fo
r Y

e
a

r
R

e
su

lts
D

o
w

 J
o

n
e

s
Y

ie
ld

Ti
m

e
d

B&
H

19
65

86
9.

78
13

.9
%

13
.9

%
96

9.
26

3.
0%

$5
27

$5
17

19
64

76
6.

08
18

.2
%

18
.2

%
87

4.
13

3.
6%

$4
63

$4
54

19
63

64
6.

79
20

.1
%

20
.1

%
76

2.
95

3.
1%

$3
92

$3
84

19
62

72
4.

71
5.

2%
�

7.
2%

65
2.

10
3.

6%
$3

26
$3

20

19
61

61
0.

25
21

.8
%

21
.8

%
73

1.
14

3.
1%

$3
10

$3
44

19
60

67
9.

06
�

7.
6%

�
5.

8%
61

5.
89

3.
5%

$2
55

$2
83

19
59

58
7.

59
17

.1
%

19
.5

%
67

9.
36

3.
1%

$2
75

$3
00

19
58

46
0.

34
27

.7
%

37
.4

%
58

3.
65

3.
4%

$2
35

$2
51

19
57

49
6.

03
�

6.
0%

�
7.

8%
43

5.
69

5.
0%

$1
84

$1
83

19
56

48
5.

78
7.

5%
6.

9%
49

9.
47

4.
6%

$1
96

$1
98

19
55

40
8.

89
25

.2
%

25
.2

%
48

8.
40

4.
4%

$1
82

$1
86

19
54

28
9.

34
45

.6
%

48
.3

%
40

4.
39

4.
3%

$1
46

$1
48

19
53

C
o

m
p

o
sit

e
 T

im
in

g
 In

d
ic

a
to

r d
a

ta
 b

e
g

a
n

 1
95

4
$1

00
$1

00

c12.indd   152c12.indd   152 4/25/08   9:49:10 AM4/25/08   9:49:10 AM



  Bonus Indicators                       153

87 percent. Unfortunately, February is as likely to close down as up, 
with 31 down months and 31 up since 1945. When February has 
declined, the chances of the market ending higher by year - end is 
only 57 percent; for January the fi gure is 54 percent. But the absolute 
best predictive record over the last 60 years is when  both close up in the 
same year , in which case the S & P 500 has closed the year higher than 
February month - end 22 of the 23 times, a 95.7  percentage. When both 
close down, which only occurred 14 times, the chances of an up year 
drop to 43 percent; that is, there is a 57 percent chance of a down year. 
I ’ m not sure why this kind of historical phenomenon repeats itself, but 
the odds are too good to keep to myself, so make of it what you will.  

  A  “ Typical ”  Year 

 Mark Twain is said to have commented on the stock market: 
 “ October. This is one of the peculiarly dangerous months to spec-
ulate in stocks. The others are July, January, September, April, 
November, May, March, June, December, August and February. ”  If 
there is such a thing as a typical year, the stock market would look 
something like Figure  12.1 . This chart was kindly provided by CXO 
Advisory and printed with their permission. Other periods of time 
show the same general pattern. Although this may be a case of 

112%
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Figure 12.1 A Typical Year
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154 Other Important Indicators

statistics not lying, they certainly don ’ t look like there ’ s ever been 
such a thing as a down year, and we know they do occur every four 
years or so. More on that in the next section.   

 An old Wall Street adage says to  “ sell in May and go away, ”  
although that may be a bit early as the midyear setback typically lasts 
from July through October. A whole cottage industry has grown up 
around how best to invest using this pattern. Yale Hirsch created this 
strategy in 1986 and has calculated what selling on April 30 and then 
buying back on October 31 would do for investment results. His  Stock 
Trader ’ s Almanac  shows that $10,000 invested on each April 30 start-
ing in 1950 and sold on the next October 31 grew to just $10,341 by 
October of 2002 whereas $10,000 invested on each October 31 and 
sold on the next May 1 rose to $588,413. Sy Harding in  Riding the Bear  
expanded on the  “ Best Six Months ”  strategy using Gerald Appel ’ s 
Moving Average Convergence Divergence (MACD). The backtested 
switches nearly tripled the results. For a more thorough explana-
tion, see Harding ’ s book or  All About Market Timing  by Les Masonson. 
Another strategy shown there avoids September entirely but uses 
other months to initiate investments. There are a lot of variations on 
just this one theme of the typical annual pattern. I ’ ll leave it to you to 
determine if any are for you.  

  What about Any Current Year? 

 A well - known repetitious pattern is the  “ presidential cycle ”   consisting 
of the four years from pre - election, to election, to postelection, to the 
midterm election years. There has been a tendency for the midterm 
years to be accompanied by bear market lows, as shown in Table  12.3 .    

 As a matter of interest, the pre - election year has gone up some 
81 percent of the time and averaged a �12.2 percent gain. The election 
year has risen some 78 percent of the time and averaged �9.5  percent. 

Table 12.3 Stock Market’s Four-Year Cycle

4-Year Cycle 1950 1954 1958 1962 1966 1970 1974
Bear Market 

Lows

6/49 Not 10/57 6/62 10/66 5/70 12/74

4-Year Cycle 1978 1982 1986 1990 1994 1998 2002 2006
Bear Market 

Lows

2/78 

also 

8/80

8/82 10/87 10/90 Not 8/98 

also 

9/01

10/02 Not

c12.indd   154c12.indd   154 4/25/08   9:49:10 AM4/25/08   9:49:10 AM



  Bonus Indicators                       155

The postelection has risen 56 percent of the time and averaged 
�3.4 percent, and the midyear election year has risen 58 percent of 
the time by an average of �3.6 percent, according to data from Ned 
Davis Research. 

 What I have found most interesting about the presidential cycle 
is that the year in question is often forecast by the trend at the close 
of the preceding year. Since 1903 the trend at the previous  midterm 
(1906 )  year - end has pointed to the new  pre - election (1907 ) years  gain 
or loss some  88 percent  of the time. In other words, had the market 
topped in 2006 and started into a bear market, then the odds favored 
that 2007 would be a down year. However, with the bull market still 
intact at 2006 year - end, the odds favored that 2007 would be an up 
year. Interesting, eh? Unfortunately,  midterm  election - year results such 
as in 2006 are not similarly predicted by the prior  postelection  year - end 
direction. The odds are only 54 to 46 percent that the 2005 year -
 end uptrend will point to 2006 ’ s result, so the presidential cycle itself 
is not the reason for expecting an up year. Incidentally, the  pre - election 
(2007 )  year - end trend is 85 percent correct in pointing to the  elec-
tion ( 20 08)  year ’ s result, and the  election  year - end trend is 70 percent 
correct in pointing to the  postelection (2009)  year ’ s result. These fi g-
ures were determined by comparing each of the presidential cycle 
years with the history of  “ Bull and Bear Markets of the Twentieth and 
Twenty - First Centuries ”  in Chapter  7 . 

 Let me remind you that these and other percentages shown 
elsewhere may be impressive, but they are not 100 percent. In other 
words, even with the odds in your favor, the result is not preordained. 
There are lots of cycles in the stock market and lots of believers in 
one or the other of them. Personally, the only ones I  count on  are the 
business cycle and the tides that are evident in the ocean  and  the 
stock market — the bull - bear market cycle.  

  How to Tell What the Next Year Will Bring (If the 
Market Has Just Sustained a Multiple - Year Decline) 

 Table  12.4  looks like a classic bell curve. Two - thirds of the time the 
market rises on an infl ation - adjusted basis (i.e.  rises in excess of the 
infl ation rate ). A majority of years the stock market rises between 0 
and 30 percent. There are a few extremes when it has risen over 
�50 percent and some that have declined over  � 30 percent. But 
beyond the impression that the stock market is a pretty good place 
to be over the long term, what does it tell us about the near term? 

c12.indd   155c12.indd   155 4/25/08   9:49:10 AM4/25/08   9:49:10 AM



156 Other Important Indicators

 There are a number of times that the market declines over a 
multiple - year time frame, which are shown at the bottom of Table  12.4 . 
What becomes apparent is  the aftermath  of those declines. Usually 
the fi rst year after such a decline, you will see the market advances 

Table 12.4 82-Year Return History for Common Stocks (Adjusted for 
Inflation) 1926–2007, Average Annual Compounded Real Return � 7%

1974
1937
1931

2002
1973
1946
1930

2001
2000
1981
1977
1969
1966
1957
1941
1940
1929

1994
1990
1978
1970
1962
1960
1953
1947
1934

2005
2007

2004
1993
1992
1987
1984
1979
1968
1956
1948
1939
1932

2006
1999
1996
1988
1986
1983
1982
1980
1976
1972
1971
1965
1964
1959
1952
1951
1944
1942
1926

2003
1998
1991
1989
1975
1967
1963
1961
1950
1949
1943

1997
1995
1985
1955
1945
1938
1936
1927

1958
1935
1928

1954
1933

�
40

%

�
30

%

�
20

%

�
10

% 0%

�
10

%

�
20

%

�
30

%

�
40

%

�
50

%

�
60

%

Rates of Real Return (%)

Up years

Down years

56 68.3%

31.7%26

*Returns based on the S&P 500 adjusted for inflation.
Source: Ron Surz, The Monitor (January 2005) by, Investment Management Consultant 
Association. Printed with permission.

All Multiple Down Years Have Always Been Followed by Multiple Up Years

1929–1930–1931 1932*–1933

1940–1941 1942–1943–1944–1945

1946–1947 1948–1949–1950–1951–1952

1969–1970† 1971–1972

1973–1974 1975–1976

1977–1978† 1979–1980

2000–2001–2002 2003–2004–2005–2006–2007

*1932 was a down year but trailed deflation.
†1970 and 1978 were actually up slightly but trailed inflation.
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modestly with only two particularly strong years: 1975 and 2003 
(up �25 percent). The other fi ve times the increase was between 
0 and �20 percent, infl ation adjusted. But the  most important his-
toric precedent is that after   each   of the multiple - year declines (infl a-
tion adjusted), the market has   always   had   multiple - year advances. 
  That meant that 2003 would be the start of a multiple - year advance, 
and indeed it was.     

  About Recessions 

 The National Bureau of Economic Research (NBER), the nonprofi t 
organization that is the government ’ s offi cial arbiter of when reces-
sions begin and end, bases its assessment on numerous economic 
indicators as described in Chapter  6 . One thing that all recessions 
have had in common is that total nonfarm payroll dropped from 
the previous year. The Business Cycle Dating Committee of the 
NBER has not specifi ed that as a requirement in their defi nition, 
but nonetheless it has been a constant in past recessions. 

  How to Know When One Is Coming 

 As you know from Chapter  11 , there are leading advance warnings 
about upcoming bear markets and recessions. The fi rst of what I 
call  “ Three Tops and a Tumble ”  is a volume top where New York 
Stock Exchange (NYSE) monthly volume tends to peak some fi ve 
or six months before the stock market itself does. The bear markets 
that follow, in turn, tend to  “ predict ”  and be followed by recessions 
nearly three - quarters of the time since the turn of the  last  century. 
Another top is when the  yield curve  reaches a ratio of .95 percent of 
the three - month Treasury bill rate monthly average divided by the 
10 - year Treasury bond yield, in which case a bear market follows in 
six to seven months and a recession six to seven months after that. 
Yet another top to be followed by bear markets and recessions is 
 consumer confi dence.  Since 1967,  each  high point has been followed by 
a bear market fi ve months later, on average,  and  a recession eight 
months after that. Those three tops pointed out early in the year 
2000 that the bear market and recession were coming and pointed 
to the start of the recession between January and August of 2001. 
In November 2001, the NBER announced it  “ offi cially ”  had started in 
March 2001. In 2007, these indicators were similar to their align-
ment in 2000.  
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  Why Care If One Is Coming? 

 If you ’ re a businessperson, you ’ ll want to know if a recession is com-
ing so as to adjust your business plan regarding inventory, hiring, 
and cost control in light of probable lower sales and profi ts. The 
larger the business, the larger the impact. It is said that Lee Iacocca, 
when he headed Chrysler, told his chief economist  “ to just let him 
know six months before the next recession. ”  Obviously that is eas-
ier said than done. I am told that the  “ forecasters ’  handbook ”  lists 
rule number one as  “ Never, EVER, forecast a recession. ”  This is 
due partly to the fact that it is diffi cult to do, and then of course 
nobody likes the messenger who brings bad news.  As an investor, you 
will want to know when a recession is coming because in almost all cases 
a bear market will precede a recession. Of the 21 recessions in the twenty 
and twenty - fi rst centuries, only 4 were not preceded or accompanied by a 
bear market.   

  How to Know If One Is Occurring 

 A rising unemployment rate can be one way of knowing that a 
recession is occurring. The White House Council of Economic 
Advisers annual report released on January 12, 2001 stated that the 
economy would avoid a recession. However, on March 1, 2001, I 
said that a mild recession looks like a done deal. At that time, 95 
percent of American economists said there would not be a reces-
sion, according to  The Economist  (March 2005). The Economic 
Cycle Research Institute (ECRI) was one of the very few forecasters 
with whom I am familiar also forecasting in March 2001 that there 
would be a recession. Even in April 2001, the Conference Board 
said,  “ No recession is on the horizon. ”  Actually  . . .  one had already 
started in March. When the unemployment rate has upticked and 
looks like it is starting to rise, what are the implications? Not much 
if it only rises a tenth or two of a percent, but it is signifi cant if it 
moves much  farther than that. The  Wall Street Journal  wrote on 
August 11, 2000, that the Federal Reserve has never been able to 
allow unemployment to rise by more than three - tenths of 1 percent 
without causing a recession.  Unfortunately, it is not that simple, nor is 
it true , because no recession followed a  four -  tenth rise on numerous 
occasions (1951, 1963, 1967, 1976, 1986, and 1995).  But there   is   a 
defi nite relationship between a rising unemployment rate and a recession 
and a bear market . 
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 On  11  occasions since 1948, when the Bureau of Labor Statistics 
data on the civilian labor force unemployment rate began, the level 
has  risen four - tenths of a percentage point   on a three - month moving 
average basis  from the  cyclical low three - month average.   On   all   10 of those 
occasions prior to the most recent one in January, 2008, a recession 
was just starting or was about to begin, and 8 of the 10 were accompa-
nied by bear markets . There have only been 10 previous times that the 
moving average rose four - tenths, and only 10 recessions in that time, 
so  this indicator caught them all . If the NBER proclaims that a recession 
has occurred in 2008, then the record goes to 11 out of 11. 

 In 2000, the three - month average of 3.9 in both September and 
October and 4.0 for November was 3.933. The record would indicate 
that, if that was the low for the cycle and it rose to  4.333   as an aver-
age of a future three - month period , a recession would occur and a bear 
market would probably also occur. It was particularly timely to be 
aware of this phenomenon because the  Wall Street Journal  (1/2/01) 
Forecasting Survey for 2001 showed the average estimate of 54 econo-
mists for unemployment for May of 2001 to be  4.4 percent ! On May 4, 
2001, the April fi gure was reported as 4.5, which when combined with 
February ’ s 4.2 and March ’ s 4.3 averaged 4.333; hence a recession was 
forecast! At that time, the Dow Jones level was 10,951. Much later, the 
NBER announced the recession had begun that March. 

 The bear market low four and a half months later, on September 
21, 2001, was 8,235. Then on November 26, 2001, with the Dow 
Jones at 9982.75, the NBER proclaimed the recession offi cially  began  
in March of 2001. The recession was ending  that very month,  but 
the NBER would not make that determination until July 2003! The 
post 9/11 bull market turned out to be a mini – bull market, lasting 
only six months and rising just 29 percent on the Dow Industrials. It 
was an  “ offi cial ”  bull market, although a disappointing one, before 
returning to a bear market, which ended October 9, 2002, at a low 
of 7,286.27. 

 In 2008 a similar thing occurred. The lowest three - month aver-
age was 4.43 percent form late 2006. October and November, 2007 
had originally been reported as 4.7 percent each. At that point 
I wrote  “ 2008 does look like a recessionary year which may actually 
be dated to this quarter of this year (4th quarter of 2007). ”  Then on 
January 4th, 2008, the Bureau of Labor Statistics reported a change 
for October to 4.8 percent and the number for December as 5.0 per-
cent; therefore the three - month average became 4.83 percent. That 
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four - tenths of a percentage point meant a recession was forecast. At 
that time, the Dow Jones level was 12,800. That is when I advised sub-
scribers to my market letter that  “ A recession is no longer approach-
ing   . . . it is here now. ”  When the NBER gets around to determining 
when it started, I would guess they will say either December of 2007 
or January 2008. 

 Obviously, four - tenths is a larger percentage from 4.0 to 4.4 than 
it would be from 6.0 to 6.4; however, four - tenths continues to be the 
fi gure that works regardless of the unemployment level. When the 
four - tenth - point rise occurs, the market will usually already be in a 
bear market, so  it is not a leading indicator . A further decline of nearly 
14 percent by the stock market has been the average of the 10 previ-
ous times, even including the two times when no bear market resulted. 
A further decline of nearly 16 percent was the average during bear 
markets. Only once has the four - tenth percent signal  preceded  a reces-
sion; once it coincided with the start; and the other eight times it 
lagged the start of recession by one to four months. Bear in mind 
that the NBER usually does not identify recessions until many 
months, even a year or more after they start (or end), so this four -
 tenth percent indicator  beats them to the punch every time . 

 Table  12.5  shows the rising unemployement rate sell indicator. As 
you can see, a rise of �.four - tenths percent ( on a three - month rolling 
average basis ) in the unemployment rate has resulted in recessions all 
10 previous times and has been accompanied by 8 bear markets.   

 It is obvious from Table  12.5  that by the time of the four - tenth 
percent rise (on a three - month average basis), the  recession is   proba-
bly already under way   but not yet identifi ed as  “ offi cial ”   by the NBER. 
Nine of the 10 times this indicator lagged or was coincident with the 
start of the recession. 

 Another excellent indicator came into being in 1968 and was the 
earliest to pinpoint the last six recessions. The  Survey of Professional 
Forecasters,  the so - called Anxious Index (see Figure  12.2 ), is the old-
est quarterly survey of macroeconomic forecasts in the United States, 
according to the Federal Reserve Bank of Philadelphia, which took 
over the survey in 1990 from the American Statistical Association 
and the NBER. The six times when one-third of the economists in 
the survey predict a recession in the following quarter, a reces-
sion has indeed occurred. And a bear market was already under 
way all six times! This indicator gave a signal in February 2001, the 
month before that recession ’ s actual start, and most recently in 
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February 2008. The average  lead time to recession  is one and a half 
months, and the further drop to the bear market lows averaged 
20 percent. The data, released around the 15th of the middle month 
of each quarter, can be found at  www.philadelphiafed.org/fi les/spf/
anxind.html .   

 These two indicators, the Anxious Index and the Rising 
Unemployment Rate indicator, are impressive — and between them 
are the best I know of for determining when recessions start.  

  Bull Markets Begin during Recessions 

 The good news about recessions is that bull markets begin in their 
midst. Only one of the 21 bull markets in the twenty - fi rst century 
started outside of the recession period, as can be seen in Chapter  5 . 
The continued rise in unemployment pointed to the bear market ’ s 
end and the bull market ’ s start when it rose a full 1 percent by 
August 2001 as reported on September 7, just two weeks before the 
lows on September 21 (See Table  12.6 ). As further evidence of the 
importance of a four - tenth - point rise in unemployment as described 
earlier,  the unemployment rate has gone on to rise 1 full percent from the 
low on each of the 10 previous times  after such a four - tenth - percent 
rise occurred. Surprisingly, no bear market accompanied those full 
1 percent rises in 1953 or 1960, but bear markets did coincide the 
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other eight times. Even as the unemployment rate continued to rise 
to a full 2 percent increase as the recessions deepened, the stock 
market, as it usually does, began to anticipate the turnaround in the 
economy and turned up . The 1 percent rise has therefore become 
the  “ darkness before the dawn. ”  It turns out to be an excellent buy 
signal pointing to the start of bull markets . The 1 percent  “ indica-
tor ”  has occurred  within an average of 9  percent of  the bear market low  
point, and the  subsequent rise after the signal has exceeded 100  percent .  
(Thanks to Kenneth L. Fisher for originally writing about this phe-
nomenon in his  Wall Street Waltz .)    

  How to Know When Recessions Will End 

 Bull markets are, of course, leading indicators of economic 
expansion, as shown in Table  5.3  in Chapter  5 ,  “ Stock Market as a 
Business Cycle Predictor. ”  In the twentieth century,  every  bull mar-
ket was accompanied or followed shortly by economic expansions. 
Recessions ended some four months on average after bull markets 
started. In 2002, that pointed to January – February. The average 
length of recessions since the depression has been ten and a quar-
ter months, also pointing to January – February 2002. Nine of the last 
11 recessions ended in less than a year, again pointing to January –
 February 2002. But those are historical averages. Is there a better way 
of knowing without waiting for the NBER to announce 21 months 
later that the recession ended in November of 2001? Fortunately, 
there is something about capacity utilization and total non - farm pay-
roll that tells us when a recession is over. (See Figure  12.3 .)   

 When industries are in recession, they typically use less of their 
factory ’ s capacity to produce their reduced output than when in an 
expansionary phase. The change from a declining rate to an increas-
ing rate defi nes a trough. The Federal Reserve has reported Capacity 
Utilization since 1967, and Non - Farm Payrolls (all employees in non -
 farm jobs) since 1939. In the case of non - farm payrolls, the trough is 
based on the decline from the prior year ’ s level reversing in magni-
tude in the month shown. My thanks to Jonathan Stein for the chart 
and bringing the non - farm relationship to my attention. As you can 
see in Table  12.7 , the decline in capacity utilization and the change 
for non - farm payrolls has ended at or near the month that recessions 
have ended. Therefore, when the following months show gains, that 
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Table 12.7 When Recessions End

Capacity 

Utilization 

Trough

Non-Farm 

Employee 

Trough

Recession 

Ending 

Month

Cap. Util Trough 

lead(�) or lag(�) 

to Recession’s End

Empl. Trough lead(�) 

or lag(�) to 

Recession’s End

n/a Sep-45 Oct-45 n/a �1

n/a Oct-49 Oct-49 n/a 0

n/a Jul-54 May-54 n/a �2

n/a May-58 Apr-58 n/a �1

n/a Apr-61 Feb-61 n/a �2

Nov-70 Nov-70 Nov-70 0 0

Mar-75 Jun-75 Mar-75 0 �3

Jul-80 Jul-80 Jul-80 0 0

Dec-82 Oct-82 Nov-82 �1 �1

Mar-91 May-91 Mar-91 0 �2

Dec-02 Feb-02 Nov-01 �1 �3
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Figure 12.3 Capacity Utilization and Non-Farm Payroll Troughs in 
Relation to Recessions Ending
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identifi es that the low point of the trough is in place. Thus you can 
tell that the recession is over many months before the NBER makes 
its announcement.   

 Since 1967, when the Federal Reserve began reporting capacity 
utilization, there have been six recessions, as shown in Figure  12.3 . 
In  each  of the previous recessions, there was a trough in the capacity 
utilization index that bottomed coincident with the recession ’ s end. 
In 1970, 1975, 1980, and 1991,  the  low month for capacity utilization 
was the month that the recession ended. In 1982 and 2001, it was 
one month later. Note there was a bit of a trough in 1986, but since 
there was no recession, there was nothing to announce. This index is 
reported midmonth for the prior month so you can see in midmonth 
if the level is lower than the previously reported month. The record 
for non - farm payrolls goes even further back and its record of mak-
ing a trough just as recessions end is every bit as impressive. The fi rst 
increase will identify the prior month as having ended the recession! 
The thing about recessions is that they always end, and for the last 
40 years capacity utilization, and for the last nearly 70 years non - farm 
payrolls, have told  when  they ended .

 As previously discussed, housing starts also tend to trough during 
recessions. Since 1959, there have been seven obvious troughs, which 
signaled the end was near for six recessions. So there ’ s something 
else to keep an eye on when watching for a recession to end. 

 Now that we have the economy all fi gured out (we do, don ’ t 
we?), let ’ s get back to the stock market. I am reminded of a meeting 
I attended years ago where a well - known economist was talking about 
the positive outlook for the economy. When he was asked what the 
implications were for the stock market, his answer was  “ Who knows, 
I ’ m talking economics here. ”  No, the stock market and the economy 
are not inextricably linked. Most times they are, but not always .

 A recession can, and has, occurred without a bear market preced-
ing it, and a bull market can, and has, proceeded even with a reces-
sion occurring in its midst. But it ’ s the stock market that we ’ re most 
interested in, and making money, so let ’ s move on to the next chap-
ter and look at a most exciting way to use our indicators.         
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13C H A P T E R

        The All - Inclusive 
Composite Indicator           

I t is time to put all that we know about the Dow Theory for the 
twenty - fi rst century, capitulation, the Schannep Timing Indicator, 
and the defi nitions of bull and bear and their aftermath results in 
the stock market all together into a Composite Indicator for tim-
ing the stock market. In this chapter, you will see that combining 
these indicators provides results that are better than those of the 
 component parts.  

  Composite Timing Indicator: The Epitome 
of Synergy 

 I have believed for many years that the Dow Theory and my Schannep 
Timing Indicator are the two premier stock market major trend tim-
ing indicators with  documented and verifi ed  long - term records that set 
the standard for market timing. At the same time, I have been con-
cerned that both are  sometimes  slow in determining a change in the 
market ’ s trend. Obviously, no indicator can pick market tops and 
bottoms precisely. None has come closer on a consistent basis than 
these two, yet there is always room for improvement. By combining 
the two and adding some other tried and true indicators, I believe that 
real synergism has been attained. Synergy:  “ The interaction of two or 
more agents or forces so that  their combined effect is greater than the sum of 
their individual effects.  ”  
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170 The Epitome of Synergy

 I have referred to certain  “ pre - buy conditions ”  in my writings 
since 1976 and have informally incorporated them with my indicator 
in a successful effort to improve its results. The most continuously 
successful such indicator has been capitulation. When bear markets 
end in an identifi able capitulation, that is clearly the time to start 
buying. It is usually the fi rst indication of a turn in the tide, followed 
later by the Dow Theory and/or the Schannep Timing Indicator, and 
fi nally the defi nition of a bull market is met. 

 As you will see, with this Composite Indicator, I buy 50 percent of 
my intended investment position when capitulation occurs and wait 
for confi rmation from one of the other indicators to complete to a 
100 percent investment posture. The defi nition of a bull market is 
typically the last indicator to come into play. A person usually is fully 
invested by that time, but if not, that is the time to get fully invested. 
The defi nition of bull and bear markets can come into play because, 
after all, with the odds of markets going signifi cantly farther after 
meeting the defi nition being as good as we have determined them to 
be, then those defi nitions should fi gure into the buy or sell Decision. 

  “ Spiders ”  (SPY — Standard  &  Poor ’ s Depositary Receipts),  “ Diamonds ”  
(DIA — Dow Jones Index Shares), and the New York Stock Exchange 
(NYSE) Composite iShares (NYC) are the most appropriate invest-
ment vehicles to assure results consistent with the stock market ’ s 
behavior. 

 Putting it all together in a  Combined Indicator  has resulted in the 
best of all worlds, a Composite Timing Indicator that performs in 
 total  better than  any  of the individual parts. The 50 - plus - year record 
shows a total annual average increase of just over 15 percent, con-
siderably better than the results of buying and holding, which are 
typically about 10 percent. A 15 percent annual return results in a 
doubling of an investment in just under 5 years, quadrupling in just 
under 10 years, and on and on. The 10 percent average for buying 
and holding results in a doubling in just over 7 years, as you may 
know from the  “ rule of 72, ”  which shows the time to double an invest-
ment by dividing 72 by the compound growth rate. 

 This is probably an appropriate time to point out that the his-
torical record that follows is not a live record for several reasons: 
The statistics I use in the Schannep Timing Indicator were not avail-
able until 1968. Money market funds, which are used whenever a 
sell signal is in effect, were not invented until 1972. The fi rst index 
fund was not introduced until 1976, and I was not able to produce 
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 daily  calculations used in the capitulation and the Schannep Timing 
Indicators until 1984. Finally, the vehicles that I suggest be used, 
Spiders and Diamonds, were not available until 1993 and 1998 
respectively, and the NYSE iShares not until 2004. While I believe the 
calculations are correct, it is probably prudent to disclaim perfection. In 
any event, the overall result is impressive. 

 While the Composite Timing Indicator is new, its components 
have existed for years. The underlying Dow Theory was fi rst postu-
lated over 100 years ago, and my own Schannep Timing Indicator was 
fi rst formulated 40 years ago. The Composite Timing Indicator is just 
 formally incorporated  from the various components that were uncov-
ered over many previous years. As you know, beating the stock mar-
ket is an ongoing  Battle for Investment Survival , to use the name of an 
excellent book on the subject with that title, by Gerald M. Loeb. This 
Composite Timing Indicator is the end result of a lifetime of work 
with the stock market, but there may be room for improvement. After 
all, anything having to do with timing the stock market has to be 
considered a work in progress. Whether you are a subscriber to my 
Market Letter or purchaser of this book, you are entitled to the best 
I can offer, and I feel that the Composite Timing Indicator is just that.  

  Specific Details of the Composite 
Timing Indicator 

 When any one of the four possible buy or one of the three possi-
ble sell indicators occurs, you should follow it by committing  one -
 half  of your intended investment position, either to investing or to 
 selling, as the case may be. 

 The fi rst type of the buy signal is typically the capitulation indica-
tor. Different technicians use various indicators as shown in Chapter 
 8  to determine capitulation. I use short - term oscillators on the 
three major market indices. When the negative values for each 
reach their  specifi c  levels, it is an indication of capitulation. Such 
levels have been attained on only 11 occasions during the last 50 
years. This indicator has appeared on average within 3.2 percent of 
the market lows in the bear market years of 1962, 1970, 1974, 1987, 
1990, 1998, 2001, and 2002. On three occasions there was a double 
capitulation during the same bear market bottoming process. When 
that happens, you can count that as a follow-on buy signal but 
only increase your commitment to a 75 percent invested position. 
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172 The Epitome of Synergy

As you know from the discussion of capitulation, it can occur only 
at or near bear market lows and does not occur at or near bull mar-
ket highs, so is not also a sell indicator. 

 The second and third types of buy signals can also be sell indica-
tors; they are the Dow Theory and the Schannep Timing Indicator. 
In the complete record that follows, I have used the original Dow 
Theory during the twentieth century portion of the record but the 
Dow Theory for the twenty - fi rst century since then. 

 The fourth buy signal is when the markets reach the defi nition of a 
bull market. When a  � 19   percent move up from the lows as measured 
by the Dow Jones Industrial Average (DJIA)  and  the Standard  &  Poor ’ s 
500 Index (S & P 500) has occurred, it has been followed 95 percent of 
the time by a further upmove to  � 29 percent and 50 percent of the 
time by a move to  � 80 percent. 

 The three types of sell signals are the Dow Theory, the Schannep 
Timing Indicator, and the defi nition of a bear market having been 
met. When the market has dropped  – 16 percent, the defi nition of a 
bear market, it has then gone on 83 percent of the time to drop to 
�21 percent and nearly 46 percent of the time (11 of 24 times) has 
gone to at least  – 35 percent. Since  all  bull and bear markets meet-
ing the defi nition have progressed further and been joined belat-
edly by the Dow Theory or the Schannep Timing Indicator, if not 
already on board, this Indicator should be used to complete to 100 
percent  in  or  out  of the market. 

 On the fi rst buy or sell signal, go to 50 percent invested. When  any  of 
the specifi ed signals follow, you should move from 50 to 100 percent in 
or out of the market. The one exception would be a second capitulation, 
at which time only an additional 25 percent is added. As exceptional as 
this buy indicator has been, we do not want to base this composite indi-
cator ’ s signals on just one underlying type of signal. Therefore, it would 
take a signal of the second, third, or fourth type to complete the move to 
100 percent in or out of the market. 

 I hope this is clear. If not, I suggest you look through the complete 
record in Appendix  D  with an eye to following specifi c actions taken 
during any of the various signals. You ’ ll note that I have not included 
a graphic representation of the Composite Indicator because it is 
often partially, if not totally,  “ in ”  or  “ out ”  of the market, as opposed 
to the Dow Theory, which is usually all the way in or all the way out 
of the market. The dates and price levels, as well as the dollar results, 
for the complete 50 �    year record are shown in Appendix  D . 
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 Table 13.2 Composite Indicator Sell Signals and the Further Dow 
Jones Industrial Loss to the Final Bear Market Lows (data since 
January 19, 1954) 

  Sell Date:  

  Average 

Level    Low Date    Level    Further Loss    Months to Low  

  10/1/1956    489.97    10/22/1957    419.79    14.3 %     12.7  

  3/3/1960    628.16    10/25/1960    566.05  *      9.9 %     7.7  

  5/10/1962    662.96    6/26/1962    535.76    19.2 %     1.5  

  5/5/1966    915.86    10/7/1966    744.32    18.7 %     5.0  

  1/22/1968    879.95    3/21/1968    825.13  *      6.2 %     2.0  

  3/7/1969    905.49    5/26/1970    631.16    30.3 %     14.6  

  7/28/1971  *  *      872.01    11/23/1971    797.97    8.5 %     3.8  

  3/23/1973    941.00    8/22/1973    851.90  *      9.5 %     5.0  

  10/31/1977    810.34    2/28/1978    742.12    8.4 %     4.0  

  10/26/1978    833.76    4/21/1980    759.13    9.0 %     5.8  

  8/31/1981    920.33    8/12/1982    776.92    15.6 %     11.4  

  2/22/1984    1183.05    7/24/1984    1086.57  *      8.2 %     5.1  

  10/16/1987    2300.91    10/19/1987    1738.74    24.4 %     0.1  

  10/13/1989  *  *      2569.26    1/30/1990    2543.24  *      1.0 %     3.6  

  8/3/1990  *  *      2809.65    10/11/1990    2365.10    15.8 %     2.3  

  6/20/1994  *  *      3741.9  0   6/30/1994    3624.96  *      3.1 %     0.3  

  8/27/1998    8326.26    8/31/1998    7539.07    9.5 %     0.1  

  9/23/1999    10621.56    10/15/1999    10019.71  *      5.7 %     0.7  

  7/3/2002    9382.38    7/23/2002    7702.34  *      17.9 %     3.2  

  9/17/2002  *  *      8207.55    10/9/2002    7286.27    11.2 %     0.7  

  1/24/2003  *  *      8131.01    3/11/2003    7524.06  *   7.5 %     1.6  

  8/5/2004  *  *  *      9981.02    10/25/2004    9749.99  *   2.3 %     2.6  

  7/12/2006  *  *      11013.18    9/14/2006    10739.35  *      2.5 %     2.1  

  1/15/2008    12765.02                  

       Average further decline:          11.2 %       4.2   

   * When no  “ official ”  Bear market follows, this is the low for this move.  
   *  * This was a 50 %  Sell.  
   *  *  * This was a 75 %  Sell.  
  12 Signals were followed by  “ official ”  Bear markets; 11 were not.  
  9 completed signals were followed by  “ official ”  Bear markets; 6 were not.  

 My backtesting studies have shown that this Composite Indicator 
would have captured some 84 percent of bull market total points 
over the last 50  + years. It would have been invested in all or part of 
the 29 best  months  since 1954 and was invested in the market fully 86 
percent of the time during those months. During the 25 best  years,  it 
was in a buy mode some 93 percent of the time. In the case of bear 

c13.indd   174c13.indd   174 4/25/08   9:50:10 AM4/25/08   9:50:10 AM



         The All - Inclusive Composite Indicator          175

markets, the Composite Indicator was in a sell mode, which would 
have avoided just over 50 percent of the losses that come with bear 
markets. 

 In Table  13.1  you can see the short - term results following Composite 
buy signals over the next 3 months, 6 months, 9 months, and a year. In 
Chapter  14 , you will see that this record is the best of all the various indi-
vidual indicators covered in this book, except for capitulation during 
the fi rst year following a signal.   

 Table  13.2  shows the further downside moves after a Composite 
sell signal, with the average being a further loss of  � 11.2 percent over 
an average of 4.2 months.   

 The record of the Composite Indicator is not perfect, of course, 
but it comes as close as possible to being the ideal market indicator 
over the long term. This combination of Dow Theory, the Schannep 
Timing Indicator, capitulation, and the defi nitions of bull and bear 
markets has truly gained synergy.                                                       
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14C H A P T E R

   Practical Uses 
 PUTTING IT ALL TOGETHER          

A fter reading 13 chapters about the components and various 
ways to invest successfully in the stock market, it is time to put it all 
together. In this chapter, we discuss  “ what ”  to do after the  “ when ”  
has been determined by our indicators. We discuss how much to 
invest and remind you how to review the status of the stock market, 
the economy, and the indicators. Finally, you will see the results of the 
indicators covered in this book all lined up in one place, side by side. 
This should prepare you to improve your investment results, which is, 
after all, the purpose of this book.  

  After When, Then What? 

 This book answers the diffi cult question of when to buy and when 
to sell, with results that are both verifi ed and superior to a buy -
 and - hold strategy. Not many other books, newsletters, or web sites 
can make that claim and back it up. Three specifi c examples of 
buy signals generated from the Indicators in this book were on 
December 7, 1987, when I proclaimed in my Market Letter:  “  They 
say no one rings a bell at market lows  . . .  but listen closely: I just 
did! ”  That was  the  day the market turned up from the lows for the 
Standard  &  Poor ’ s (S & P) 500 Index and started a 72 percent 
gain over the next two and three - quarters years. On the evening 
of September 20, 2001, I sent out an e - mail entitled  “ Today 
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we got TOTAL capitulation ”  that said to  “ BUY if you have been 
following our Dow Theory Sell signal over the last two years and 
are out of the market, or if you are in the market but currently 
underinvested . . .   this is the stuff of market lows. ”  The next morn-
ing was  the  low of the market on the way to a 29 percent gain over 
the next six months. The next e - mail,  “ ONLY TWICE BEFORE IN 
50 YEARS, AND NOW TODAY , ”  went out the afternoon of 
October 9, 2002,  the  low of the twenty - fi rst century, after which 
the market gained 94� percent over the next fi ve years. But after 
knowing  “  when, ”  the next logical question is now:  “  What do I do? ”  

 Because market timing as espoused in this book is concerned 
with the major United States markets, the most appropriate invest-
ment vehicles are American Stock Exchange Traded Funds (ETFs) 
that track the S & P 500 (Spiders), the Dow Jones Industrial Average 
(Diamonds), or the New York Stock Exchange Composite Index 
(NYC iShares). They trade like stocks, and the dividends are dis-
tributed quarterly, equivalent to the dividends paid by the under-
lying stocks in the unit investment trust, less annual fees of about 
0.18 percent. Spiders (SPY ) track the Standard  &  Poor ’ s 500 Index. 
Diamonds (DIA) are similar and are often called  “ index shares on 
the Dow. ”  Similarly the iShares New York Stock Exchange Composite 
(NYC) is an index fund tracking the NYSE Composite Index. 

 From time to time  “ new ”  stocks are substituted in the various indi-
ces for those that are deemed no longer representative. Thus the per-
formances of the ETFs are often enhanced by these adjustments. In 
the late 1990s, the advantage was greater for the S & P because of more 
computer, Internet, and technology - related stocks held among its 500 
stock portfolio than are included in the Dow Jones 30 stocks. That is 
not to say that the Dow Jones cannot and will not outperform the S & P 
over any period; in fact, that is exactly what happened in 1999 when 
the Dow gained 25.2 percent while the S & P gained 19.5 percent, 
almost the opposite of 1998, when the S & P gained 26.7 percent and 
the Dow gained 16.1 percent. In the years 2000 through 2002, both 
lost ground with the Dow losing less than the S & P. 

 All major indices have risen since 2002, but the Dow Jones 
Industrial Average lagged behind the S & P 500 Index for a time after 
August 2003. The Dow rose only 17.4 percent while the S & P rose 
27.9 percent. How does that happen? Well, for one thing, the Dow 
added three stocks in April 2004 that all fell in price and removed 
three stocks of which two rose. When there are only 30 stocks in 
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the average, just a few can make a big difference. In 2005, General 
Motors fell 50 percent and had a greater impact on the Dow Jones 
than it did on the S & P 500. Further, there was only one oil stock in 
the Dow. The S & P has more than a dozen, and that industry was 
performing very well. It is also true that the S & P 500 dropped more 
from 2000 to 2002 so its stronger rebound was appropriate. 

 These differing results are the very reason I suggest investing 
in the three indices, in order to obtain an average that is midway 
between them. Since there is no way of knowing a year ahead of time 
which index will perform best in that year, a combination of Spiders, 
Diamonds, and the NYSE iShares will assure full participation in the 
market ’ s move. 

 How much you invest is an individual decision. When I recom-
mend  “ fully invested, ”  that usually means near - totally invested  with 
those funds that are earmarked for investment . Perhaps you always keep 
5 or 10 percent in cash  “ just in case, ”  and that ’ s fi ne. An aggressive 
pension fund would probably only go to 80 percent maximum, with 
5 to 10 percent in cash and 10 to 15 percent in bonds. Incidentally, 
the standard blend for asset allocation is always at 55 percent stocks, 
35 percent bonds, and 10 percent cash. That allocation almost always 
beats the performance of the recommended blends of the major bro-
kerage fi rms. 

 When there is a sell signal, if you are a very aggressive investor 
you would sell most of what you hold with the possible exception of 
low - cost core holdings. An institution would seldom sell as much as 
50 percent of its portfolio, and that is probably true for most seri-
ous long - term investors as well. The cash portion should be held in 
money market funds, short - term certifi cates of deposit, Treasury 
notes, and the like. 

 I do not recommend selling short in my newsletter or in this 
book because that is not appropriate for many, if not most, readers. 
Selling short  “ against the box ”  is appropriate for many investors with 
low - cost core holdings as a hedge against a falling market. In that 
case, you keep your original stock position but sell some offsetting 
shares short; therefore, what you  “ lose ”  from the market ’ s highs on 
your underlying stock you will gain on your short sales, it is hoped. 
Then, when it is time to buy, you simply cover the short position and 
continue on with your holding of your original stock without any tax 
consequence. The short gain is of course taxed at short - term rates. 
For tax advice, you should talk to your tax advisor.  
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  And Now If You ’ re Ready to Put It 
All Together, What  . . .  ? 

 In order to determine where we are at any given time in the stock 
market — whether it ’ s too late to buy, too early to sell, or what — 
I consider three different but equal elements: 

   1.    The status of the stock market.  Is it in a bull or a bear mar-
ket? The definitions in this book should make that clear 
enough, and the chances of its status continuing can be 
guesstimated from the historical record and from the bell 
curves. The quartiles as to both price change and longev-
ity can be used as a  guide . Other factors can be considered, 
such as the time since the start of the bull or bear market. 
For instance, the first year of bull markets is almost always the 
strongest and the fourth and fifth years also tend to be very 
favorable  for those bull markets that last that long.  The percent-
age of bull markets completing their first year is very high: 
84 percent, and this is certainly the time you would want to 
be invested. The number of bull markets that have lasted 
three years and then go on to complete the fourth year is an 
even higher 87.5 percent, but the longer a bull market lasts 
the closer it is, by definition, to ending, so the later years 
carry more risk. The time of year may be worth some consid-
eration in fine - tuning. January is usually a good time to start, 
as is after both January and February if both were up. July 
through October may not be as good, unless perhaps it is a 
presidential pre - election or election year.  

   2.    The status of the economy.  Is it in an expansion or a recession? 
This should be obvious from the news of the day (not from 
the National Bureau of Economic Research), but if not, look 
to Chapter  11  for clues of expansions ending. The Indicators 
included in  “  Three Tops and a Tumble ”  point to recessions 
starting. Capacity utilization and non - farm payrolls turning up 
are excellent indicators for determining the end of recessions 
and start of expansions.  

   3.    The status of the market timing indicators.  Are they in buy 
or sell modes? That status should give you the confidence 
to take an investment stance. In a bull market, keep track of 
where the stick in the sand is. Look for pullbacks that then 
turn to a bounce that could rise 3 percent without making 
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new highs. Don ’ t anticipate changes in direction but be vigilant; 
they can happen at any time. If the market ’ s momentum 
and the monetary status are both favorable, then the market 
should continue in an uptrend. In a bear market, look for 
capitulation to occur as a turning point. This book highlights 
eight capitulation indicators for identifying market bottoms, 
but as you know, my Capitulation Indicator has been bet-
ter more times than any of the others. Table  14.1  shows the 
results of the indicators covered in this book following their 
buy and sell signals excluding dividends.      

 You would expect that the capitulation indicator, which is almost 
 always the fi rst  signal to be given, would have the best record from its 
buy signal during the fi rst year. It  is  usually the fi rst out of the chute 
and has an excellent fi rst 3 - , 6 - , 9 - , and 12 - month record. Surprisingly, 
the Composite Indicator catches up with it at the 1 - year mark, partly 
because the time frame is different. You ’ ll recall that the time after 
its signal is measured from when the  last  component takes it to 
100 percent invested. In other words, the fi rst year does not start and 
end at the same time for each indicator. The number of samples var-
ies for each indicator over the last 50� years that each was tracked. 
Capitulation has the fewest and, of course, has no sell signal associated 
with it. The  “ Offi cial ”  bull/bear data is used from January 1, 1946; the 
Dow Theory for the twenty - fi rst century started November 29, 1957; 
all others began December 31, 1953. The number of samples range 
from 11 for capitulation to over 20 for the Dow Theory indicators. 

Table 14.1 Wrap-Up of the Results

Indicator: BUYS

3 Months 

% Gain

6 Months 

% Gain

9 Months 

% Gain

1 Year 

% Gain

Average Annual 

Gain Buy to Sell

“Official” Bull market 3.6 9.1 10.0 16.7 12.8*

Schannep Timing 

Indicator

7.8 14.9 18.0 22.2 17.0

Original Dow Theory 5.1 11.6 14.3 19.5 18.7

21st-century Dow 

Theory

4.7 10.2 16.8 19.5 20.5

Composite Indicator 8.9 15.4 19.9 25.8 20.8

Capitulation only 11.0 18.5 24.7 25.4 n/a†

*Sell is to “official” bear status attained.
†No sell is associated with this indicator.
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 The best record for the annual average gain  from buy to sell  is 
important as that measures the results during the time you are  in  
the market. The time  out  of the market is invested in money market 
funds or the like, while the asset value is being maintained. I wouldn ’ t 
dwell too much on the variations in quarterly results as all are excel-
lent, even if you wait for the bull market to become offi cial. 

 For sell signals, the indicator followed by the most market 
decline is the Dow Theory for the twenty - fi rst century, as shown in 
Table  14.2 . The results for the Composite Indicator are somewhat 
distorted by partial sells, which the other indicators do not usually 
have. Whichever signal you rely on, a signifi cant further decline 
would seem to be likely.    

  A Final Thought 

 As I set out in the Introduction, I sincerely hope this book has 
provided you with a better understanding of the ingredients that 
make up the world of fi nance, specifi cally the American stock mar-
ket, and that that understanding leads you to great investment suc-
cess. Whether you invest on your own with some of the ideas you 
learned in this book or rely on a professional for help is a matter of 
individual circumstance and preference. I wish you good fortune in 
whatever you do         . 

Table 14.2 Further Market Decline after Sell Signals

Indicator: SELLS Further Decline to Market Lows Time to Market Lows

Composite Indicator �11.2% 4.2 months

“Official” Bear market �12.0% 6.1

Schannep Timing Indicator �12.5% 4.9

Original Dow Theory �12.8% 5.6

21st-century Dow Theory �14.6% 5.5
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AA P P E N D I X

    “ Official ”  Complete and Detailed 
Record of the Original Dow Theory          

 There really is no  “ offi cial ”  record of the original Dow Theory, or 
at least none anointed by Charles Dow himself. I do not presume 
that all Dow Theorists will agree with each and every signal in 
Table  A.1 , but from what I have been able to gather from multiple 
respectable sources plus my own interpretation, I do feel this is as 
close as one is going to get to an offi cial record. The details (after 
1919) will help you understand how the signals were constructed.   
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

  BUY    7/12/1897    44.61                      

  SELL    12/16/99    63.84                      

      9/24/1900    52.96         Bear market 

low   

            

  BUY    10/20/00    59.44                      

      6/17/01    78.26         Bull market 

high   

            

  SELL    6/1/03    59.59                      

      11/9/03    42.15         Bear market 

low   

            

  BUY    7/12/04    51.37                      

      1/19/06    103.00         Bull market 

high   

            

  SELL    4/26/06    92.44                      

      11/15/07    53.00         Bear market 

low   

            

  BUY    4/24/08    70.01                      

      11/19/09    100.53         Bull market 

high   

            

  SELL    5/3/10    84.72                      

  BUY    10/10/10    81.91                      

      9/25/11    72.94         Bear market 

low   

            

      9/30/12    94.15         Bull market 

high   

            

  SELL    1/14/13    84.96                      

      12/24/14    53.17   *            Bear market 

low   

        

  BUY    4/9/15    65.02                      

      11/21/16    110.15         Bull market 

high   

            

  SELL    8/28/17    86.12                      

      12/19/17    65.95         Bear market 

low   

            

  BUY    5/13/18    82.16                      

      11/3/19    119.62         Bull market 

high   

  5/26    91.13      

      12/22    103.55    13.4    Pullback    12/12    73.63    19.2  

      1/3/20    109.88    6.1    Bounce    1/3    76.48    3.9  

      1/14    102.00        Breakdown    2/3    73.56      

 Table A.1 Dow Theory Buy and Sell Signals over the Years 
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

  SELL    2/3/20    99.96                73.56      

  (S - 1)    8/24/21    63.90         Bear market 

low   

  6/20/21    65.52      

      12/15    81.50    27.5    Bounce    11/29    76.66    17.0  

      1/10/22    78.59    3.6    Pullback    12/23    73.30    4.4  

      1/17    81.90        Breakup    2/6    76.70      

  BUY    2/6/22    83.70                76.70      

  (B - 1)    10/14    103.43        Market highs    9/11    93.99      

      11/27    92.03    11.0    Pullback    11/27    82.17    12.6  

      3/20/23    105.38    14.5     Bull high /

Bounce  

  3/3    90.63    10.3  

      5/21    92.77    12.0    Pullback    5/7    80.37      

      5/29    97.66    5.3    Bounce              

  SELL    6/20/23    90.81        Breakdown        80.60      

  (S - 2)    7/31    86.91        Market lows    8/4    76.78      

      8/29    93.70    7.8    Bounce    10/6    80.81    5.2  

      10/27    85.76    8.5     Bear low /

Pullback  

  10/26    77.65    3.9  

  BUY    12/7/23    93.80        Breakup    11/13    81.20      

  (B - 2)    9/3/29    381.17         Bull market 

high   

  9/3    189.11      

      10/4    325.17    14.7    Pullback    10/4    168.26    11.0  

      10/10    352.86    8.5    Bounce    10/11    178.53    6.1  

      10/19    323.87        Breakdown    10/23    167.28      

  SELL    10/23/29    305.85                      

  (S - 1)    7/8/32    41.22         Bear market 

low   

  7/8    13.23      

      9/7    79.93    93.9    Bounce    9/3    39.27    196  .8

      2/27    50.16    37.2    Pullback    2/25    23.43    40.3  

  BUY    5/24/33    84.29        Breakup    5/24    40.28      

  (B - 1)    3/10/37    194.40         Bull market 

high   

  3/17    64.46      

      6/14    165.51    14.9    Pullback    6/28    50.17    22.2  

      8/14    190.02    14.8    Bounce    7/24    55.05    9.7  

  SELL    9/7/37    164.39        Breakdown    8/27    49.40      

  (S - 1)    3/31/38    98.95         Bear market 

low   

  3/31    19.00      

      4/16    121.00    22.3    Bounce    5/9    23.50    23.7  

      5/31    107.74    11.0    Pullback    6/17    19.68    16.3  

      6/21    121.34        Breakup    6/23    24.60      

(continued )
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 Table A.1 (continued ) 

  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

  BUY    6/23/38    127.40                      

  (B - 1)    11/12    158.41         Bull market 

high   

  1/4/39    34.33      

      1/26/39    136.42    13.9    Pullback    1/26    27.93    18.6  

      3/10    152.28    11.6    Bounce    3/8    33.66    20.5  

  SELL    3/31/39    131.84        Breakdown    3/31    26.38      

  (S - 1)    4/8    121.44        Market lows    4/8    24.14      

      6/10    140.14    15.4    Bounce    5/31    28.45    17.9  

      6/29    130.05    7.2    Pullback    6/30    25.85    9.1  

  BUY    7/17/39    142.58        Breakup    7/17    29.14      

  (B - 1)    9/12    155.92        Market highs    9/27    35.90      

      1/15/40    144.65    7.2    Pullback    3/16    29.78    17.0  

      4/8    151.29    4.6    Bounce    4/6    32.08    7.7  

  SELL    5/13/40    137.63        Breakdown    5/13    27.83      

  (S - 1)    4/28/42    92.92         Bear market 

low   

  5/21/40    22.14      

      11/9    117.30    26.2    Bounce    11/2    29.28    32.2  

      11/24    114.10    2.7    Pullback    12/14    26.03    11.1  

      12/17    118.68        Breakup    2/1/43    29.55      

  BUY    2/1/43    125.86                      

  (B - 2)    5/29/46    212.50         Bull market 

high   

  6/13/46    69.31      

      7/22    195.22    8.1    Pullback    7/23    60.41    12.8  

      8/13    204.52    4.8    Bounce    8/2    63.63    5.3  

  SELL    8/27/46    191.04        Breakdown    8/27    58.04      

  (S - 1)    5/17/47    163.21        Market lows    5/19/47    41.16      

      7/24    186.85    14.5    Bounce    1/2/48    53.85    30.8  

      3/16/48    165.39    11.5    Pullback    2/10    48.13    10.6  

  BUY    5/14/48    188.60        Breakup    4/3    53.93      

  (B - 1)    6/15    193.16        Market highs    7/14    64.95      

      9/27    175.99    8.9    Pullback    9/27    57.45    11.5  

      10/23    190.19    8.1    Bounce    10/23    62.24    8.3  

  SELL    11/9/48    173.94        Breakdown    11/5    56.22      

  (S - 1)    6/13/49    161.60         Bear market 

low   

  6/13    41.03      

      6/12/50    228.38    41.3    Bounce    5/20    56.96    38.8  

      7/13    197.46    13.5    Pullback    6/29    51.24    10.0  

  BUY    10/2/50    228.94        Breakup    7/19    57.10      

  (B - 1)    1/5/53    293.79        Market highs    12/22/52    112.53      
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

      2/18    281.14    4.3    Pullback    2/10    106.90    5.0  

      3/17    290.64    3.4    Bounce    3/17    112.03    4.8  

      3/31    279.87        Breakdown    4/2    106.11      

  SELL    4/2/53    280.03                      

  (S - 1)    9/14    255.49        Market lows    9/14    90.56      

      12/18    283.54    11.0    Bounce    12/1    98.91    9.2  

      12/29    278.30    1.8    Pullback    12/29    93.58    5.4  

      1/6/54    283.96        Breakup    1/19/54    99.43      

  BUY    1/19/54    288.27                      

  (B - 5)    4/6/56    521.05         Bull market 

high   

  5/9    181.23      

      5/28    468.81    10.0    Pullback    5/28    161.60    10.8  

      8/2    520.95    11.1    Bounce    7/25    171.37    6.0  

  SELL    10/1/56    468.70        Breakdown    8/22    161.28      

  (S - 1)    10/22/57    419.79         Bear market 

low   

  12/24    95.67      

      2/4/58    458.65    9.3    Bounce    2/4    111.16    16.2  

      2/25    436.89    4.7    Pullback    4/7    100.67    9.4  

  BUY    5/2/58    459.56        Breakup    4/21    111.60      

  (B - 1)    8/3/59    678.10        Market highs    7/7    173.56      

      9/22    616.45    9.1    Pullback    11/17    146.65    15.5  

      1/5/60    685.47    11.2    New high/ 

Bounce  

  1/5    160.43    9.4  

      2/16    611.33        Breakdown    3/3    142.98      

  SELL    3/3/60    612.05                      

  (S - 2)    10/25    566.05        Market lows    9/29    123.37      

      4/17/61    696.72    23.1    Bounce    3/22    150.81    22.2  

      4/24    672.66    3.5    Pullback    4/25    140.04    7.1  

      5/19    705.96        Bounce/lower    5/17    148.02      

      7/18    679.30        Pullback/

lower  

  7/19    133.49      

      7/27    702.80                      

  BUY    10/10/61    706.67        Breakup    10/10    150.91      

  (B - 3)    12/13/61    734.91         Bull market 

high   

  10/11    152.92      

      1/29/62    689.92    6.1    Pullback    12/20    140.66    8.0  

      3/15    723.54    4.9    Bounce    2/2    149.83    6.5  

      4/12    685.67        Breakdown    4/26    140.28      
(continued )
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

  SELL    4/26/62    678.68                      

  (S - 1)    6/26    535.76         Bear market 

low   

  6/25    115.89      

      8/23    616.00    15.0    Bounce    7/16    125.49    8.3  

      10/23    558.06    9.4    Pullback    10/1    114.86    8.5  

  BUY    11/9/62    616.13        Breakup    11/9    126.05      

  (B - 1)    2/9/66    995.15         Bull market 

high   

  2/15    271.72      

      3/15    911.08    8.4    Pullback    3/15    243.60    10.3  

      4/21    954.73    4.8    Bounce    4/20    265.97    9.2  

  SELL    5/5/66    899.77        Breakdown    5/5    240.96      

  (S - 1)    10/7    744.32         Bear market 

low   

  10/7    184.34      

      11/16    820.87    10.3    Bounce    11/16    208.79    13.3  

      12/2    789.47    3.8    Pullback    11/22    199.54    4.4  

      12/12    820.54        Lower/

Bounce  

  12/22    209.07      

      12/30    785.69        Lower/

Pullback  

  12/30    202.97      

  BUY    1/11/67    822.49        Breakup    1/6    209.19      

  (B - 3)    8/9    926.72        Market highs    8/4    274.49      

      8/30    893.72    3.6    Pullback    8/22    256.06    6.7  

      9/25    943.08    5.5    New high/ 

Bounce  

  9/18    265.11    3.5  

  SELL    10/24/67    888.18        Breakdown    10/10    254.59      

  (S - 2)    3/21/68    825.13        Market lows    3/5    214.58      

      7/15    923.72    11.9    Bounce    7/8    269.61    25.6  

      8/9    869.65    5.9    Pullback    8/9    245.76    8.8  

      9/9    924.98        Breakup    10/1    270.24      

  BUY    10/1  /68   942.32                      

  (B - 1)    12/3    985.21         Bull market 

high   

  12/1    279.48      

      1/8/69    921.25    6.5    Pullback    1/13    260.04    7.0  

      2/13    952.70    3.4    Bounce/ New 

high   

  2/7    279.88    7.6  

      2/20    916.65        Breakdown    2/25    257.07      

  SELL    2/25/69    899.80                      

  (S - 2)    7/29    801.96        Market lows    7/30    193.19      

      9/2    837.78    4.5    Bounce    8/22    202.02    4.6  

 Table A.1 (continued ) 
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

      9/8    811.84    3.1    Pullback    10/9    194.72    3.6  

      10/16    838.77        Breakup    10/27    202.37      

  BUY    10/27/69    860.28                      

  (B - 1)    11/10    863.05        Market highs    10/28    202.45      

      12/17    769.93    10.8    Pullback    12/16    169.43    16.3  

      1/5/70    811.31    5.4    Bounce    1/5    183.31    8.2  

  SELL    1/26/70    768.88        Breakdown    1/26    168.98      

  (S - 1)    5/26    631.16         Bear market 

low   

  5/26    131.53      

      6/19    720.43    14.1    Bounce    6/3    146.98    11.7  

      7/7    669.36    7.1    Pullback/

 New low   

  7/7    116.69    20.6  

      7/16    723.44        Breakup    9/28    148.21      

  BUY    9/28/70    758.97                      

  (B - 2)    4/28/71    950.82        Market highs    4/28    232.79      

      6/28    873.10    8.2    Pullback    6/28    208.89    10.3  

      7/12    903.40    3.5    Bounce    7/12    220.21    5.4  

  SELL    7/28/71    872.01        Breakdown    7/28    208.06      

  (S - 1)    8/10    839.59        Market lows    8/4    203.61      

      9/8    920.93    9.7    Bounce    9/7    248.33    22.0  

      11/23    797.97    13.4    New low/ 

Pullback  

  11/23    208.43    16.1  

  BUY    2/10/72    921.28        Breakup    1/12    249.08      

  (B - 2)    1/11/73    1051.7         Bull market 

high   

  12/11/72    240.41      

      2/27    947.72    9.9    Pullback    3/5    191.58    20.3  

      3/7    979.98    3.4    Bounce    3/7    198.35    3.5  

  SELL    3/23/73    922.71        Breakdown    3/23    189.22      

  (S - 1)    10/4/74    584.56        Market lows    10/3    125.93      

      10/14    673.50    15.2    Bounce    10/22    152.74    21.3  

      10/28    633.84    5.9    Pullback    10/28    145.78    4.6  

  BUY    11/5/74    674.75        Breakup    11/1    153.55      

  (B - 1)    12/6    577.60         Bear low /

Pullback  

  12/16    138.31      

      9/21/76    1014.79         Bull market 

high   

  7/14    231.27      

      10/12    932.35    8.1    Pullback    10/12    203.85    11.9  

      12/31    1004.65    7.8    Bounce/New 

high  

  1/03/77    237.52    16.5  

(continued )
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

      5/31/77    898.66        New low/ 

Pullback  

  2/25    221.81      

      6/24    929.70        Bounce/ New 

high   

  5/18    246.64      

      7/27    888.43        Breakdown    8/9    220.88      

  SELL    10/24/77    802.32        Break 1st 

pullback  

  10/24    201.74      

  (S - 3)    2/28/78    742.72         Bear market 

low   

  3/9    199.31      

      5/17    858.37    15.6    Bounce    5/22    231.30    16.1  

      5/26    831.69    3.1    Pullback    5/26    223.70    3.3  

      6/5    863.83        Breakup    6/6    231.35      

  BUY    6/6/78    866.51                      

  (B - 1)    9/11    907.74         Bull market 

high   

  9/8    261.49      

      9/20    857.16    5.6    Pullback    9/22    241.58    7.6  

      10/11    901.42    5.2    Bounce    10/12    250.15    3.5  

  SELL    10/19/78    846.41        Breakdown    10/17    237.44      

  (S - 1)    3/27/80    759.98        Market lows    3/27    233.69      

      4/11    791.55    4.2    Bounce    4/10    253.46    8.5  

      4/21/80    759.13    4.1     Bear low /

Pullback  

  4/21    235.20    7.2  

      4/24    797.10        Breakup    5/13    253.83      

  BUY    5/13/80    816.89                      

  (B - 1)    4/27/81    1024.05         Bull market 

high   

  4/16    447.38      

      5/11    963.44    5.9    Pullback    5/11    410.28    8.3  

      6/15    1011.99    5.0    Bounce    6/1    430.92    5.0  

  SELL    7/2/81    959.19        Breakdown    7/2    409.60      

  (S - 1)    8/12/82    776.92         Bear market 

low   

  8/12    292.12      

      9/21    934.79    20.3    Bounce    9/14    375.45    28.5  

      9/30    896.25    4.1    Pullback    9/30    360.46    4.0  

      10/6    944.26        Breakup    10/7          

  BUY    10/7/82    965.97                      

  (B - 1)    11/29/83    1287.20        Market highs    11/22    612.57      

      12/15    1236.79    3.9    Pullback    12/22    587.07    4.2  

      1/6/84    1286.64    4.0    Bounce/New 

high  

  1/9    612.63    4.4  

 Table A.1 (continued ) 
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

  SELL    1/25/84    1231.89        Breakdown    1/24    585.29      

  (S - 2)    7/24    1086.57        Market lows    7/25    444.03      

      9/17    1237.52    13.9    Bounce    9/14    526.52    18.6  

      12/7    1163.21    6.0    Pullback    10/9    508.48    3.4  

  BUY    1/21/85    1261.37        Breakup    10/18    542.53      

  (B - 1)    8/25/87    2722.42         Bull market 

high   

  8/14    1101.16      

      9/21    2492.82    8.4    Pullback    9/21    1005.80    8.7  

      10/2    2640.99    5.9    Bounce    10/2    1064.41    5.8  

      10/14    2412.70        Breakdown    10/15    980.24      

  SELL    10/15/87    2355.09                      

  (S - 1)    10/19    1738.74         Bear market 

low   

  10/20    740.25      

      10/21    2027.85    16.6    Bounce    10/21    787.01    6.3  

      10/26    1793.93    11.5    Pullback/New 

low  

  10/26    674.92    14.2  

      11/2    2014.09        Lower bounce    11/2    784.38      

      12/4    1766.74        Lower 

pullback/ 

 New low   

  12/4    661.00      

      1/5/88    2031.50        Breakup    1/7    789.43      

  BUY    1/7/88    2051.89                      

  (B - 4)    9/1/89    2752.09        Market highs    9/5    1532.01      

      9/25    2659.19    3.4    Pullback    9/26    1424.96    7.0  

      10/9    2791.41    5.0    New high/ 

Bounce  

  10/9    1518.49    6.6  

  SELL    10/13/89    2569.26        Breakdown    10/13    1406.29      

  (S - 2)    1/30    2543.24        Market lows    1/30    1031.83      

      4/17    2765.77    8.7    Bounce    3/27    1192.57    15.6  

      4/27    2645.05    4.4    Pullback    4/27    1128.20    5.4  

      5/11    2801.58        Breakup    6/4    1207.85      

  BUY    6/4/90    2935.19                      

  (B - 1)    6/15    2935.89        Market highs    6/6    1212.77      

      6/26    2842.33    3.2    Pullback    7/5    1131.02    6.7  

      7/16    2999.75    5.5     Bull high /

Bounce  

  7/16    1189.60    5.2  

  SELL    8/3/90    2809.65        Breakdown    7/30    1125.00      

  (S - 2)    10/11    2365.10         Bear market 

low   

  10/17    821.93      

(continued )
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  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

      10/19    2520.79    6.6    Bounce    10/22    883.69    7.5  

      10/29    2430.20    3.6    Pullback    10/31    822.30    6.9  

      11/12    2540.35        Breakup    12/5    903.67      

  BUY    12/5/90    2610.40                      

  (B - 1)    5/13/98    9211.84        Market highs    4/16    3686.02      

      6/15    8627.93    6.3    Pullback    6/2    3259.30    11.6  

      7/17    9337.97    8.2     Bull high /

Bounce  

  7/14    3618.73    11.0  

  SELL    8/4/98    8487.31        Breakdown    7/29    3244.93      

  (S - 2)    8/31    7539.07         Bear market 

low   

  9/4    2616.75      

      9/23    8154.41    8.1    Bounce    9/23    2904.10    11.0  

      10/1    7632.53    6.4    Pullback/

 Newer low   

  10/8    2345.00    19.3  

      10/15    8299.36        Breakup    11/2    2954.83      

  BUY    11/2/98    8706.50                      

  (B - 1)    5/13/99    11107.19        Market highs    5/12/99    3783.50      

      5/27    10466.93    5.8    Pullback    6/25    3316.11    12.4  

      7/16    11209.84    7.1    Market high/

Bounce  

  7/2    3515.99    6.0  

      8/2    10645.96        Pullback/New 

low  

  8/11    3130.53      

      8/25    11326.04        Market high/

Bounce  

  8/25    3309.25      

  SELL    9/23/99    10318.59        Break 1st 

pullback  

  9/23    2895.98      

  (S - 3)    1/14/2000    11722.98         Bull market 

high   

            

      9/21/01    8235.81         Bear market 

low   

  9/20    2033.86      

      10/26    9545.17    15.9    Bounce    10/11    2314.80    13.8    

      10/31    9075.14    4.9    Pullback    10/19    2174.28    6.1    

      11/6    9591.12        Breakup    11/8    2320.98      

  BUY    11/8/01    9587.52                      

  (B - 1)    3/19/02    10635.25         Bull market 

high   

  3/4    3049.96      

      5/6    9808.04    7.8    Pullback    5/10    2643.10    13.5  

      5/18    10353.08    5.5    Bounce    5/17    2798.36    5.8  

      6/3    9709.79        Breakdown    6/25    2627.92      

 Table A.1 (continued ) 

bapp01.indd   192bapp01.indd   192 4/25/08   10:07:46 AM4/25/08   10:07:46 AM



 Appendix A 193

  Dow 

Theory    Date  

  Industrial 

Average  

   %  

Change    Status    Date  

  Transport 

Average  

   %  

Change  

  SELL    6/25/02    9126.80                      

  (S - 1)    10/9    7286.27         Bear market 

low   

  10/9    2013.02      

      11/27    8931.68    22.6    Bounce    11/6    2413.71    19.9  

      3/11/03    7524.06    15.8    Pullback/ 

 Newer low   

  3/11    1942.19    19.5  

  BUY    6/4/03    9038.98        Breakup    5/2    2460.80      

  (B - 2)    7/19    14000.41        Market highs    7/19    5446.49      

      8/16    12845.78    8.2    Pullback    8/16    4671.88    14.2  

      10/9    14164.53    10.3     Newer high / 

Bounce  

  10/5    4997.17    7.0  

  SELL    11/21/07    12799.04        Breakdown    11/7    4663.35      

  (S - 2)                              

    *  Changed basis was     71.00  .

  Author ’ s note:  The buy signal in November 1998 is different from 
the one I actually used in September 1998, as you can see from the 
article on TheStreet.com that I quote in Chapter  4 , as I want this 
record to be as close to the traditional Dow Theory as possible. I left 
out other more recent signals for the same reason.               
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195

BA P P E N D I X

      Capitulation Indicators 
Detailed Record          

 I have split the details of the eight capitulation indicators into 
Tables  B.1  and  B.2  as they all would not fi t on one and still be read-
able. Since they are related to stock market lows, I have included 
those dates and market levels to help you judge the validity of each 
of the indicators.   

  Author ’ s notes:  Data for VIX started in 1993 and was backtested to 
1990. My data were live from 1969 and backtested to 1953.  “ Signal 
Date ”  is the fi rst day in the case of multiple signals. Lowry ’ s signals 
are after at least two  “ 90 %  ”  downside days followed by a  “ 90 %  ”  upside 
day or two  “ 80 %  ”  upside days, as using just one resulted in consider-
ably more false signals than are shown in the table. The  “ Days before 
Low ”  column is number of calendar days. A ( – ) is used if before the 
low, a ( � )  or no sign if after the low.             
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203

CA P P E N D I X

          CPA  Verification of the 
Schannep Indicator          

A  CPA verifi cation of the Schannep Timing Indicator  signals 
 follows that covers the period before my  “ Market Letter ”  was 
open to the public in 1998. Since then it has been monitored by 
 TimerTrac.com  and Hulbert Financial Digest of  MarketWatch from 
Dow Jones .     

 October 16, 1998 
 Schannep Timing Indicator, LLC 
 To: John D. Schannep, President 
 We have performed certain agreed - upon procedures, as dis-
cussed below, in connection with your Stock Market Major 
Trend Timing Indicator. The purpose of this indicator is to iden-
tify changes in the trend of price movements on the major stock 
averages. Our procedures and findings were as follows: 

  1.   You provided us with a written narrative on the application 
of your indicator formula. We reviewed this with you in detail 
to develop a comprehensive understanding of its application. 
The results of this formula are referred to as signal dates, 
either to buy or sell based on the expected price movement of 
the major stock averages. Data used in applying this formula 
consisted of momentum statistics on the major stock aver-
ages and monetary statistics from the Federal Reserve Board. 
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204 Appendix C

Our procedures were designed to sample test the signal dates 
which you obtained with the formula and to compare these 
dates with actual changes in price movement on the Standard 
and Poor ’ s Composite and Dow Jones stock averages.  

  2.   We recomputed the buy and sell signal dates from December 
31, 1953 through September 16, 1998 using your indicator 
formula and the required momentum and monetary statis-
tics. The average momentum statistics for the sample dates 
were published by Dean Witter Reynolds in its  “ COMPARE ”  
service and kept current in your own computer. The Federal 
Reserve Board monetary statistics for the sample dates were 
obtained from the Federal Reserve Bank of St. Louis, the 
Wall Street Journal, and the internet. Our computations veri-
fied the same dates that you arrived at for this period of time. 
These signal dates are as follows:

Buy Signals Sell Signals

January 25, 1954 August 20, 1956

May 5, 1958 November 12, 1959

January 3, 1961 May 10, 1962

November 14, 1962 May 2, 1966

December 27, 1966 January 22, 1968

April 11, 1968 March 7, 1969

August 24, 1970 February 23, 1973

October 22, 1973 November 20, 1973

November 4, 1974 October 31, 1977

April 17, 1978 October 26, 1978

June 11, 1980 August 31, 1981

August 23, 1982 February 22, 1984

August 21, 1984 October 16, 1987

March 16, 1988 August 24, 1990

January 25, 1991 June 20, 1994

February 22, 1995 August 27, 1998

    3.   We then compared all of the signal dates to actual changes 
in the price indices for two major stock averages, Standard 
and Poor ’ s Composite and the Dow Jones averages. These 
comparisons are shown on the attached schedules [not pre-
sented]. Schedule A shows actual price movement between 
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 Appendix C 205

the buy and sell signals. Schedule B shows actual price move-
ment between the sell and buy signals. The indices on these 
averages at the sample signal dates were obtained by us from 
the Wall Street Journal, the Internet, and the Tucson Public 
Library Information Line.  

  4.   This is an update of our report originally completed February 
20, 1985.     

  Kyle DeFoor, CPA  
  2930 NORTH SWAN SUITE 209  
  TUCSON, ARIZONA 85712                 
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DA P P E N D I X

   Complete Record of the 
Composite Timing Indicator          

 Whenever a fi rst buy signal of any of the four types occurs, 
buy to 50 percent invested. If a second  type  of buy occurs, go to 
fully invested (i.e., add another 50 percent). If the second buy is 
another capitulation, then add just another 25 percent, adding the 
fi nal 25 percent when another type of buy signal occurs. If a buy is 
reversed in time by the same type signal, return to the original posi-
tion (i.e., if 50 percent was bought, then sell that 50 percent upon a 
reverse signal occurring). 

 Whenever a fi rst sell indicator occurs, sell half or 50 percent. 
Upon a second indicator, sell out 100 percent.  Bold italicized  is fi rst 
buy or sell;  underscored  completes 100 percent. I recommend buy-
ing  equal  amounts of Diamonds (DIA), Spiders (SPY), and the NYSE 
i - Shares (NYC) so as to participate fully in the market ’ s advances/
declines. Results shown include dividends and interest on cash. 
Market levels are for the Dow Jones Industrial Average (DJIA). When 
bull/bear markets become  “ offi cial ”  both the DJIA and the Standard 
 &  Poor ’ s 500 levels are shown. 

 The original Dow Theory was used in the twentieth century; 
thereafter, the Dow Theory for the twenty - fi rst century is used.            
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at West Point. For four years he was a jet instructor pilot and aca-
demic instructor in the U.S. Air Force. From 1961 until 1968 he 
was a stockbroker in Phoenix with Dean Witter  &  Co. (now Morgan 
Stanley). He opened and managed the Dean Witter Tucson offi ces 
from 1968 until retiring as Senior Vice President in charge of the 
southern Arizona offi ces in 1984. Jack and his wife, Helen, have 
three married sons and a married daughter and eight grand-
children, and live in Tucson and Pinetop, Arizona. Jack has been 
 president of numerous civic organizations. He was on the executive 
committee of the Tucson Chamber of Commerce, was the Arizona 
state chairman of the National Association of Security Dealers 
(NASD) Fair Practices Committee, and an allied member of the 
New York Stock Exchange (NYSE). He has been listed in  Who ’ s Who 
in America  since 1988. 

 Jack has had a serious interest in market timing for many years, 
starting with the Dow Theory nearly 50 years ago. His father - in - law 
had known Robert Rhea, the great Dow Theorist of the 1930s. In 
1962, Jack mimeographed his fi rst market timing letter to his clients. 
In 1969, he developed a stock market major trend timing indicator. 
Over the next several years he further developed and improved the 
indicator. He went from making the necessary calculations on his 
slide rule and adding machine to his fi rst personal computer 20 years 
ago. In 1977, at the request of Dean Witter management, he began 
writing a personal correspondence to his fellow managers, his stock-
brokers, and some other colleagues about his advanced market tim-
ing indicator and his expectations for the stock market. This became 
the  “ Schannep Timing Indicator Quarterly Letter, ”  which Jack con-
tinued after his retirement in 1984. 
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 In 1998, Jack opened up his letter to subscribers on the Internet. 
The Schannep Timing Indicator and The  DowTheory.com  Newsletter 
( www.timingindicator.com  and/or  www.thedowtheory.com ) is posted 
monthly with e - mails to subscribers when there is an indication of 
capitulation in the market or a change of signal on the Dow Theory, 
the Schannep Timing Indicator, or the Composite Timing Indicator. 
Most subscribers are from within the United States, but others live 
around the world.           
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