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Foreword

successful traders of the modern era. From our days at SMU and

later during his time in Alaska, Bill was studying charts and develop-
ing his vast understanding of the markets. Based upon his historical studies
back into the nineteenth century, Bill has always tried to help the investor
improve their success ratios.

His commitment to bringing that knowledge to the average and/or pro-
fessional investment community has cost him millions of dollars through
the subsidization of Investor’s Business Daily® and other O’Neil projects.

It has been my privilege to have known Bill for almost sixty years and
while my own investment style is not exactly O’'Neil’s, it is built upon the
same building blocks. When I first went to Wall Street in June 1962 (ten
years after meeting WON almost to the day), William T. Golden, the New
York partner in Cornell, Linder & Co., a member of the NYSE, told me: “We
mostly invest in stocks and convertibles with increasing sales and increas-
ing earnings. Go find them, keep your losses under control and everything
will work out.”

Luckily for me, those few words of wisdom have been the basis of my
investment style during the past fifty years.

Stripped to its core values that is also basically O ‘Neil’'s CAN SLIM®.

O’Neil is often accused of being only a technician, but that is not true.
His investment style builds heavily upon fundamentals, chart patterns, mar-
ket trends, sector rotation, and economic strength. O’Neil is also not a fan
of modern portfolio theory and often concentrates his portfolio in only a
few stocks. Performance, not diversity, is the key to O’Neil’s long-term suc-
cess. There have been times when O’Neil’s investment portfolio could be
100 percent in cash or concentrated in just one or two positions.

Gil Morales and Chris Kacher learned from O’Neil while working as
successful portfolio managers at William J. O'Neil + Co., Inc. In this book,
they help the investor understand how the CAN SLIM investment system
works and have added a few tweaks to the O’Neil strategies that they have
developed.

B ill O’Neil is a passionate student of the markets and one of the most
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It is evident that they are highly indebted to O’Neil’s philosophy and
trading principles. However, like all traders that are constantly seeking an
edge, they have also developed some of their own unique indicators and
rules that they disclose in the book.

It is all here, the gains, the losses, both at the O’Neil firm and later on
their own, the changes in the O’Neil system as market conditions dictate.
Wall Street is a big casino and black swans do occur to upset the best laid
plans.

Dr. K and Gil make it quite evident that there is a lot to learn from
O’Neil and the CAN SLIM investment system and they are deeply indebted
to WON as are his many legions of admirers for providing the tools to im-
prove investment success ratios.

But most important, they also demonstrate that it is impossible to trade
like Bill O’Neil because it is simply impossible to have his unique feel for
the markets. But by understanding O’Neil’s principles, investors can im-
prove their success ratios.

Trade Like an O’Neil Disciple fascinated me and I will read it time and
time again to improve my results!

Fred Richards
www.adrich.com
www.stratinv.net
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dividual and institutional investors around the globe whom he has

taught to make money in stocks. How many we cannot know for
sure, but rest assured that it is likely in the hundreds of thousands, if not
far more. His methods and the investment tools he and his firm have devel-
oped for individual and institutional investors alike have empowered many
to find financial freedom in their lives. We are two of those investors, and
we can vouch for the fact that Bill O’Neil is responsible for helping to cre-
ate many new millionaires in this world. As former internal portfolio man-
agers at William O’Neil + Company, Inc. we met many individual and insti-
tutional investors who benefitted from O’Neil’s strategies and expertise, so
we know this from first-hand experience. We've also made lots of money
in the markets, thanks to learning and executing O’Neil’s methodologies.

This book is our attempt to articulate what we learned from Bill O’Neil,
working directly with him under fire in real-time while trading the markets.
But first a disclaimer: this book is not sanctioned by or approved by Bill
O’Neil or William O’Neil + Co., Inc. Our interpretation and views may not
be those of Bill or the company. This book explains how we trade based
on our learning experience as proprietary traders at William O’Neil + Co.,
Inc. This book is also not about the CAN SLIM® methodology. Readers
are encouraged to read Bill's seminal work (and all his other books), How
to Make Money in Stocks, and to refer to Investor’s Business Daily and
investors.com. Between Bill’s excellent books, the reporting in the paper,
and the web site, there is a plethora of tutorials and educational materials
that detail O’Neil’'s methods. We encourage you to make good use of these
books and tools.

Trade Like an O’Neil Disciple is our unique experience with this man
who we feel is likely the world’s greatest investor. In this book we pro-
vide insights into O’'Neil’s genius as we saw it. We track the markets of
the late 1990s and early 2000s with real-time excerpts from our trading
diaries that bear witness to O’Neil’s incredible investment genius. In real-
time, O’Neil embodies the Latin term speculari, which means “to spy out or

! s a successful investor, William J. O’Neil has touched the lives of in-

xiii



xiv PREFACE

examine” as he perceives subtle shifts in the market, almost by osmosis. In
this book we hope to provide insight into some of his thought processes, as
we saw them unfold, using real-time market examples. The O’'Neil method-
ologies primarily represent a dynamic approach to the stock market, and
this dynamism is entirely correct and appropriate since the stock market
is itself a dynamic beast. The brutal bear markets of 2000-2002, and 2008
have proven that “static” buy-and-hold strategies are a fantastic way to lose
a lot of money. The markets are dynamic and O’Neil’s methods are like-
wise dynamic, yet we are still human beings with our foibles and quirks.
O’Neil advises making up “little rules” along the way as you observe your
own trading and recognize these little “quirks” in yourself. These little rules
may be sub-systems or rules that establish boundaries for containing weak-
nesses or are put in place to capitalize on strengths. We ourselves, as long-
term, experienced practitioners of O’Neil methodologies, have come up
with many over the years. It’s not as if we are turning the system upside
down, or using it in piecemeal fashion as we pick and choose what rules
we choose to use. Instead, what we have done over time is to use the mar-
ket as an effective feedback system with respect to our own trading to
come up with small rules and sub-systems that enhance our own approach
to O’'Neil’s methods. One of our “quirks” is that we like to buy stocks earlier
in bases, and not just when they stage an obvious new-high base-breakout.
Another “quirk” of ours is that we like to buy gap-ups, particularly in a
strong leader as it is breaking the “line of least resistance” to the upside
and potentially embarking on a sharp price run. In this book we share with
you trading rules that have worked well for us, and how we buy stocks and
short stocks using refined “sub-methods” that we have tested both statisti-
cally and in practice, and have found to be effective enhancements to our
investing.

We've also made a lot of mistakes, and in this book we discuss those
mistakes in order to help prevent you from making the same mistakes,
hopefully saving you time, money, and misery in the process.

Trading for us has been as much a spiritual journey as it has been an
investing journey, and in the process has provided each of us with a mi-
crocosm of life itself. The return of +18,241.2 percent works out to +110.5
percent on an annualized basis over the seven-year period from January
1996 to December 2002. But to achieve such a result, a couple of sizeable
drawdowns did occur including one that was nearly —50% during the sec-
ond and third quarter of 1999. As well, we would point out that the returns
we discuss in Chapters 2 and 3 were achieved in our personal accounts,
and not in the accounts we managed for William O’Neil + Company, Inc.

While the dollars in our trading accounts and the returns are the way
we track our success and performance, trading is ultimately not so much
about making money as it is about understanding what Eckhard Tolle
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referred to as “The Power of Now.” Like athletes and thrill-seekers who
engage in activities that seem extremely dangerous, almost to the point of
the unthinkable to those who live more normal lives, we as traders seek
the “rush” that comes not from a successful trade, but from the experi-
ence of being entirely in the present as we operate “in the zone” and a
certain fluidity and calmness pervades our actions as we engage the mar-
kets in real-time. Ocean wave surfers experience this as the intensity of
riding a powerful wave-form that forces them to focus on the matter at
hand as a matter of sheer survival. Focusing on the matter at hand forces
one to operate entirely in the present—there is no worrying about yester-
day’s problems, or tomorrow’s challenges, there is only the “now.” If you
cannot understand why someone would seek to ride a 50-foot-high “death
wall” of ocean water then you likely have never ridden one. Riding such a
wave is the rush—what we call being “in the zone”—and it applies to trad-
ing as much as it applies to surfing, hang-gliding, rock-climbing or any other
dangerous yet exhilarating endeavor that humans are drawn to like moths
to a porch light. As traders we both share an appreciation for the spiritual
aspects of this phenomenon, which is really nothing more than the simple,
spiritual act of “becoming one” with the present moment; nothing more,
nothing less. This is the essence of successful trading.

Gil Morales
Dr. Chris Kacher
June 2, 2010
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CHAPTER 1

The Evolution of
Excellence

The O’Neil Trading Method

we have observed that a meaningful portion of the O’Neil “body of

thought” is derived from the philosophies of those who preceded
him, particularly the works of Richard Wyckoff and Jesse Livermore. When
it comes to market thought, you can never entirely understand Bill O’Neil
until you have read and understood these two gentlemen. Obviously, the
techniques and philosophies of the famous trader Jesse Livermore, as
presented in the classic Reminiscences of a Stock Operator, by Edwin
Lefévre and Livermore’s own How to Trade in Stocks, figure heavily in the
underlying pulse that governs the way Bill O’Neil and his stable of portfolio
managers trade. Richard Wyckoff, as one of the first to write about Jesse
Livermore in his original work, Jesse Livermore’s Methods of Trading
Stocks, espoused much of the common sense investment philosophies
and maxims that have found their way into the writings and investment
thought of William J. O’Neil. Even Nicolas Darvas, in his famous book,
How I Made $2 Million in the Stock Market (Carol Publishing Group,
1998), laid the foundation for O’'Neil’s “chart bases” with his own “boxes,”
which he described as simply normal consolidation channels within which
a stock’s action was judged to be normal or abnormal.

The themes that echo from Wyckoff, Livermore, Darvas, and oth-
ers weave the essential fabric from which “O’Neil-style” investment
methodologies are cut. These methodologies utilized the work of O’Neil’s
predecessors by bringing into play the time-tested characteristics of
winning stocks that O’Neil painstakingly identified, analyzed, catalogued,
and verified in his numerous Model Book Studies, some of which your

! s portfolio managers who once ran money for William J. O’Neil,
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authors had the privilege of producing and contributing to. By sifting
through the best-performing, institutional-quality leading stocks in each
and every type of market cycle, O’Neil identified their key common
characteristics, the most basic of which provided the genesis for O'Neil’s
unique stock-selection template, commonly known to the investing public
as CAN SLIM. Certainly, O’Neil owes a debt to the thinking of Livermore,
Wyckoff, and others, and the roots of the O’Neil investment methodologies
run deep in this regard. However, as former portfolio managers for William
O’Neil + Company, Inc., we can vouch for the fact that such roots do not
imply that O’Neil simply copied his predecessors. That would be a gross
oversimplification, since the truth is that the O’Neil methodologies took
the thinking of these outstanding stock market investors from the past to
a much higher level by bringing greater clarity to the process as he formu-
lated a concrete, concise, and practical approach to making money in the
stock market.

The parallels between O’Neil and his predecessors provide an over-
arching backdrop to a general philosophy, a certain ethos, if you will, to-
ward the market that is more than just Livermore’s, or Wyckoff’s, or even
O’Neil’s. As O’'Neil himself used to tell us, “It's not MY system. It’s the
market’s, because it is based on how the market actually works.” In this
manner, O’Neil simply sees his own work as furthering the basic process
of understanding the market through observation and the application of
common sense rules gained thereby. It is nothing more or less than under-
standing all the small realities that make up the stock market. Reviewing
how O’Neil has taken and expanded upon the works of his predecessors is
a useful exercise, and sets the backdrop for much of the research we have
done to further our approach to the O’Neil/Livermore/Wyckoff approach to
the market, and which is one of the main topics of this book.

PREPARATION, STUDY, AND PRACTICE

Don’t dabble in stocks. Dig in and do some detective work.
—William O’Neil, How to Make Money in Stocks,
2nd ed. (New York: McGraw-Hill, 1995), 34

This the essential premise of O’Neil methodologies: They are in no way,
shape, or form intended as a panacea for making money in the market.
Human beings are complex organisms, and so represent the greatest vari-
able in the implementation of any investment methodology, whether of
“O’Neilian” origin or otherwise. This is why O’Neil insists that one must
put in the time, effort, and work required if one intends to become a
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successful stock market investor: “Human nature being what it is, 90 per-
cent of the people in the stock market, professionals and amateurs alike,
simply haven’t done enough homework.”

O’Neil laments the fact that so many investors are looking for some
magic formula that enables them to produce an optimal result in the stock
market with little or no effort. In The Successful Investor, he laments the
“rise of the individual investor” during the dot-com bubble market of 1999.
“Most people, both investors and advisors, got hurt in the 2000 to 2002
downturn because they never took the time to learn sound investment rules
and principles. In the 90s they thought they’d found a way to make money
without doing much homework. They just bought tips, touts, and sto-
ries” (William J. O'Neil, The Successful Investor [New York: McGraw-Hill,
2004], xii).

While most investors do not hesitate to dabble in the markets, they
would rarely dabble in medical or legal practice, or even in playing pro-
fessional baseball. O'Neil reminds us, however, “Outstanding stockbrokers
or advisory services are no more frequent than are outstanding doctors,
lawyers, or baseball players” (William O’Neil, How to Make Money in
Stocks, 2nd ed. [New York: McGraw-Hill, 1995], 256). This is not too far off
from Richard Wyckoff’s astute observation that “A person becomes com-
petent in other fields because he has generally gone through a long period
of practice and preparation. A physician, for example, goes to college, at-
tends medical clinics, rides in an ambulance, serves in hospitals, and after
some years of preparatory work, hangs out a sign. In Wall Street, the same
M.D. would hang his sign first; then proceed to practice” (Richard Wyckoff,
How I Trade and Invest in Stocks & Bonds [New York: The Magazine of
Wall Street, 1924], 159-160).

Investing is hard work, and an investor requires no less preparation
and expertise than any other white shoe professionals practicing their
craft, whether it be law, medicine, software design, moviemaking, or oth-
erwise. Jesse Livermore became annoyed when he was approached by
friends or acquaintances who would ask him how they, too, could make
money in the market. Biting his tongue, Livermore’s answer eventually
evolved into a curt, “I don’t know,” as he found it difficult “to exercise pa-
tience with such people. In the first place, the inquiry is not a compliment
to a man who has made a scientific study of investment and speculation. It
would be as fair for the layman to ask an attorney or a surgeon: ‘How can
I make some quick money in law or surgery?” (Jesse Livermore, How to
Trade in Stocks [Greenville: Traders Press, 1991], 15).

While reminding investors that success can only be achieved by hard
work and persistence, O’Neil, always the optimist, makes it plain that suc-
cess is within the reach of anyone willing to make the effort, and in his
book, How to Make Money in Stocks (2009, 9), he urges us all on with a
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touch of self-sufficient idealism, “The American dream can be yours if you
have the drive and desire and make up your mind to never give up on your-
self.” But O’'Neil insists from the start that, as Wyckoff wrote, “. .. anybody
who thinks he knows of a short-cut that will not involve ‘sweat of the brow’
is sadly mistaken” (How I Trade and Invest in Stocks & Bonds [New York:
The Magazine of Wall Street, 1924], 93).

BUY EXPENSIVE—NOT CHEAP—STOCKS

Like Livermore, O’Neil despises a lazy approach to the market because it
results in one trying to take what is perceived as the easy route to stock
market riches. Nowhere else is this more embodied than in the idea of buy-
ing stocks that are “cheap.” This age-old trap is easy to fall into, since most
novice investors approach the market with an incorrigibly ingrained con-
sumer mentality that views anything selling today at a lower price than it
was yesterday as a “bargain.” This is perhaps because the individual in-
vestor views herself as a consumer endpoint, when in fact the investor
should act like a business that purchases raw or finished goods and intends
to turn around and sell them at a higher price. Hence, O’Neil’s story about
red dresses and yellow dresses, where the slower-selling yellow dresses
are marked down by the store owner to get them out of the “portfolio,”
otherwise known as the store inventory, so that more of the hotter-selling
red dresses can be purchased and resold at higher prices.

O’Neil advocates buying stocks that are “red dresses” selling “like hot-
cakes” at all-time high prices. The reason for this is simple: “. . . real leaders
start their big moves by selling at new price highs, not near new lows or off
a good amount from their highs” (How to Make Money in Stocks, 4th ed.
[New York: McGraw-Hill, 2009], 426). In a contrarian sense, this is what
makes the concept of buying stocks at new highs so effective. It is simply
not obvious to the crowd, who fear buying a stock that looks to be selling
at such a high price, because, as O’Neil points outs, “What seems too high
in price and risky to the majority usually goes higher eventually, and what
seems low and cheap usually goes lower” (2009, 174). The market tries to
fool the majority of investors the majority of the time, so if new high prices
in a particular stock make the crowd timid about buying it, then that is
likely the precise time to be buying the stock.

Like O’Neil, Jesse Livermore appreciated higher-priced stocks far more
than “cheap” stocks, advising, “One should never sell a stock, because it
seems high-priced. ... Conversely, never buy a stock because it has had
a big decline from its previous high. The likelihood is that the decline is
based on a very good reason. That stock may still be selling at an ex-
tremely high price relative to its value—even if the current level seems
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low” (Jesse Livermore, How to Trade in Stocks [Greenville: Traders Press,
1991], 25).

AVERAGING DOWN

Trying to buy cheap stocks is but one frequent sin committed by novice or
lazy investors. Another lazy man’s sin eschewed by O’Neil and his prede-
cessors is the concept of “averaging down.” Richard Wyckoff observed, “A
great deal of money is lost or tied up by people who make a practice of
averaging. Their theory is that if they buy a security at 100 and it goes to
90, it is that much cheaper, and the lower it goes the cheaper it grows.”

Retail stock brokers, when in need of a way to avoid taking responsibil-
ity for a bad recommendation, often try to use “averaging down” as a way
to justify the initial decision to purchase a stock at higher prices. To some
extent, this evolved as a convenient corollary to the retail investment con-
cept of “dollar-cost averaging” when purchasing mutual funds, about which
we're sure many readers are only too familiar. To O’'Neil, this is shameful:
“About the only thing that’s worse is for brokers to take themselves off the
hook by advising customers to ‘average down.’ If I were advised to do this,
I'd close my account and look for a smarter broker” (How to Make Money
in Stocks, 4th ed. [New York: McGraw-Hill, 2009], 247).

Jesse Livermore was no less harsh in his assessment of the averaging-
down technique when he said, “It is foolhardy to make a second trade, if
your first trade shows you a loss. Never average losses. Let that thought
be written indelibly upon your mind” (How to Trade in Stocks [Greenville:
Traders Press, 1991], 26). Richard Wyckoff took the concept just a little bit
further by adding, “It is better to ‘average up’ than to ‘average down” (Stock
Market Technique Number 1 [New York: Richard D. Wyckoff, 1933], 50).
And as we know, O’Neil contrasts his sermons against averaging down by
strongly advocating “averaging up” on one’s winning stocks.

CUTTING LOSSES QUICKLY

Jesse Livermore wrote in How to Trade in Stocks, “You should have a clear
target where to sell if the market moves against you. And you must obey
your rules! Never sustain a loss of more than 10 percent of your capital.
Losses are twice as expensive to make up. I always established a stop be-
fore making a trade” (How to Trade in Stocks [Greenville: Traders Press,
1991], 171). O’Neil advises a 7 to 8 percent automatic stop-loss policy on
all stock purchases, and the main reason for this is to keep oneself out of
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danger. Huge losses in the market can be debilitating, and O’Neil views a
strict stop-loss policy, whether at his threshold of 6 to 7 percent or Liver-
more’s 10 percent, as absolutely necessary for survival in the stock market.
Livermore observed, “Taking the first small loss is wise . . . profits take care
of themselves but losses never do” (1991, 7).

Richard Wyckoff in Stock Market Technique Number 1 advised: “Your
first line of defense is a stop order—placed when you make the trade, or
immediately thereafter. If you fail to limit your risk at inception, make a
practice of looking over your commitments every day, or twice every week
and selling out, at the market, all showing a loss. That will keep your sheet
clean and allow your profitable trades to run until the time comes to close
them out” (1933, 96). This concept of using a stop-loss as a “line of de-
fense” runs parallel to O’Neil’s thinking that “letting your losses run is the
most serious mistake made by almost all investors” (How to Make Money
in Stocks, 2nd ed. [New York: McGraw-Hill, 1995], 93) simply because “[i]f
you don’t sell to cut your losses when you get into trouble, you can eas-
ily lose the confidence you’ll need to make buy and sell decisions in the
future” (1995, 252). Not only do losses cut into the capital an investor has
available to capitalize on potential opportunities in the stock market, they
also take their toll on an investor’s psychological capital, their all-important
self-confidence.

To O'Neil, Livermore, and Wyckoff, losses are just part of the process,
and it is always better to take a little pain now rather than a lot of pain later,
because, as O’Neil reveals, “The whole secret to winning big in the stock
market is not to be right all the time, but to lose the least amount possible
when you're wrong” (1995, 240).

TAKING PROFITS TOO SOON—LETTING
YOUR WINNERS RUN

The O’Neil methodology is essentially a trend-following system—you want
to be in the market when the trend is in your favor, and you want to capture
a large portion of any trend by riding with it for as long as possible. To
O’Neil, buying a winning stock is only half the problem, because the key to
capitalizing on a big price move in any potential, big, winning stock is in
how you handle the stock once you have bought it. As Livermore said, it
is the uncommon man who can “sit tight and be right,” so sitting with and
properly handling a meaningful position in a big, winning stock through the
bulk of its upside price move is a big part of how O’Neil makes big money
in the stock market. This necessitates adhering to a basic principle that
Livermore stipulated when he said, “As long as a stock is acting right, and
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the market is right, do not be in a hurry to take a profit” (How to Trade in
Stocks [Greenville: Traders Press, 1991], 21). You can’t make big money in
stocks if you don’t give them a chance to make big money for you.

O'Neil recommends “take your losses quickly and your profits slowly,”
because “your objective is not just to be right but to make big money when
you are right” (How to Make Money in Stocks, 4th ed. [New York: McGraw-
Hill, 2009], 247-272). Trading for quick profits requires that one be con-
stantly active and thinking about the next trade. It is a notoriously busy
way to approach the market, and is entirely out of sync with the ideal that
O’Neil-style investing tends toward. In our experience, there is nothing
easier than making big money in the market once you have latched onto
a big winner, because at that point all you are doing is sitting more and
thinking less. When your stocks are trending nicely to the upside and you
are fully invested, there is, from a practical standpoint, very little to do. You
are simply letting your winners run. This is what we like to call “being in
the zone,” a mental space that derives from Livermore’s principle: “It never
is your thinking that makes big money. It’s the sitting” (Edwin Lefevre,
Reminiscences of a Stock Operator [New York: John Wiley & Sons,
1994], 68).

Richard Wyckoff had his own unique perspective on the idea of cut-
ting losses quickly and letting winners run when he wrote in Stock Market
Technique Number 1, “Are you getting rich backwards? Then you are tak-
ing two points profit on your speculative trades and letting your losses run.
Why not reverse this rule? Limit your risk to one, two or three points and
let your profits run” (1933, 52).

POSITION CONCENTRATION

A big part of handling a winning stock correctly is properly scaling one’s
position size. If you only want to make average market returns, then scale
your positions to a very small size, and your portfolio will act very much
like a market index. Having scores of positions is nothing more than “closet
indexing.” Most mutual fund managers take positions that make up 1 to
2 percent of their portfolio equity or less, and they may have 100 to 200 posi-
tions or more. To O’Neil, this is anathema. If you want to make big returns,
then you absolutely must concentrate your capital in a strongly-trending
stock, and position sizes of 1 to 2 percent of one’s total portfolio equity
are, to put it bluntly, quite wimpy from an O’Neil perspective. The O’Neil
method of pyramiding into strongly acting positions while weeding out
weaker ones generally gets an investor concentrated in the right stocks
during a bull market cycle. At times, your authors have been fully invested
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in as few as two stocks, using full, 200 percent margin, so that each position
represents 100 percent of the account’s gross equity. This is how you make
big money in the market, and it is the essence of handling one’s stocks
properly to achieve maximum effect.

For this reason, O'Neil eschews “diversification” and cites the wisdom
of Gerald Loeb, who declared that diversification was a “hedge for igno-
rance.” O'Neil’s solution was to be very specific about what stocks one
owned in any bull market cycle, suggesting, “The more you diversify, the
less you know about any one area. Many investors overdiversify. The best
results are achieved through concentration: putting all your eggs in just
a few baskets that you know a great deal about and continuing to watch
those baskets very carefully” (How to Make Money in Stocks, 4th ed. [New
York: McGraw-Hill, 2009], 274).

The purpose of position concentration from an O’Neil perspective is
two-fold. On the one hand it allows an investor to fully capitalize on a big
price move in a winning stock, while on the other it allows the investor to
focus his or her attention on “fewer eggs,” which O’Neil views as a safer
mental approach than trying to keep track of too many positions at once.
Even Livermore himself thought “. .. that it is dangerous to start spreading
out all over the market. By this I mean, do not have an interest in too many
stocks at one time. It is much easier to watch a few than many” (How to
Trade in Stocks [Greenville: Traders Press, 1991], 33).

To O’Neil, it is not necessary to own every stock in the market; to have
a need to “kiss all the babies,” as he is fond of saying. He whittles it all
down to one basic concept: “The winning investor’s objective should be to
have one or two big winners rather than dozens of very small profits” (How
to Make Money in Stocks, 4th ed. [New York: McGraw-Hill, 2009], 274).

DEALING IN BIG STOCKS AND
INSTITUTIONAL SPONSORSHIP

Owning the biggest winners in the market means owning the stocks that in-
stitutions are piling into, and O’Neil sees modern-day mutual funds, hedge
funds, and pension funds, and other members of the “institutional investor
z00,” as akin to the “pools” and “trusts” of Jesse Livermore’s and Richard
Wyckoff’s era. It is the accumulation of stock by large institutions that pro-
duces the huge price moves upon which O’Neil methodologies seek to cap-
italize. And the smart institutions, such as those with the better research
and stock selection skills, are the ones in whose footsteps you want to
follow. O’Neil asserts, “It takes big demand to push up prices, and by far
the biggest source of demand for stocks is institutional investors, such as
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mutual funds, pension funds, hedge funds, insurance companies, [etc]. A
winning stock doesn’t need a huge number of institutional owners, but it
should have several at a minimum.” O’Neil continues, “[Diligent investors]
look for stocks that are held by at least one or two of the more savvy port-
folio managers who have the best performance records” (How to Make
Money in Stocks, 4th ed. [New York: McGraw-Hill, 2009], 193-194).

Knowing where the smart money is moving is central to O’Neil’s
methodology, and understanding the quality of institutional sponsorship
coming into a stock is no different from what Richard Wyckoff advised
when he wrote, “It is important to know whether large operators, inside
interests, pools, or the public dominate the market for a certain security
or group.” Wyckoff went on to explain, “The reason this is so important
is as follows: A combination of bankers will seldom be found on the long
side of the market unless they expect a pronounced change in security
market conditions in the near future. Their own purchases, therefore, are
an indication of probable betterment. When a pool takes hold, it is usually
in a certain one or a few issues which are likely to be favorably affected
by developments known to a few but not generally known” (How I Trade
and Invest in Stocks & Bonds [New York: The Magazine of Wall Street,
1924], 183).

O’Neil’s unique and deep understanding of the institutional investor
and the implications of institutional sponsorship is founded in the expe-
rience he has had advising some of the largest and most successful in-
stitutional investors on the planet. It is this understanding that generates
what we have dubbed The Big Stock Principle that drove O’Neil’s think-
ing in any market cycle. Knowing which stocks represented the cutting
edge of developments driving any particular economic, and hence market,
cycle means knowing where institutional investors “have to be” with re-
spect to positioning their portfolios. When institutional investors start
shoveling money into stocks that they “have to be” invested in, this fuels
tremendous upside price moves in those stocks, and it is what makes them
“Big Stocks.” It is a central tenet of O’Neil-style investing.

CHART PATTERNS

Books like How I Made $2 Million in the Stock Market, by the famous
ballroom dancer Nicolas Darvas, figure into O’Neil’s concepts of “bases,”
which Darvas termed “boxes.” O’Neil, however, took it quite a bit fur-
ther with his colorful, descriptive cataloguing of consolidation patterns
or bases that he termed “ascending,” “cup-with-handle,” “double-bottom,”
“square box,” “flat base,” and “high, tight flag,” among others—the chart
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patterns from which, as O’Neil observed, big, winning stocks emerged as
they started their huge upside price romps. As well, these patterns rep-
resented the “continuation” that patterns hugely performing stocks form
on the way up as they naturally and normally pause and digest their gains
during an overall intermediate to longer-term price run before proceeding
higher.

Like O’Neil and his bases, Darvas’s “box theory” emerged from his own
direct observation and study of stock charts and tables: “I started to realize
that stock movements were not completely haphazard. Stocks did not fly
like balloons in any direction. As if attracted by a magnet, they had a de-
fined upward or downward trend which, once established, tended to con-
tinue. Within this trend stocks moved in a series of frames, or what I began
to call boxes. They would oscillate fairly consistently between a low and
a high point. The area which enclosed this up-and-down movement repre-
sented the box or frame. These boxes began to exist very clearly for me”
(Nicolas Darvas, How I Made $2 Million in the Stock Market [New York:
Carol Publishing Group, 1998], 51).

O'Neil is far more specific, however, about the precise structure of
these “boxes” or “bases,” and his work goes into much detail about the
exact shapes, durations, and magnitudes of these various price consoli-
dation structures. But, like Darvas, O’Neil recognizes: “Chart patterns are
simply areas of price correction and consolidation, usually after an ear-
lier price advance. The primary challenge in analyzing price consolidation
structures is to diagnose if the price and volume movements are normal or,
instead, signal significant weakness or distribution” (How to Make Money
in Stocks, 2nd ed. [New York: McGraw-Hill, 1995], 161).

It is, however, important to understand that Darvas’s “box theory” is
nothing more than a very rudimentary, initial version of O’Neil’s chart pat-
tern zoo. Darvas never bothered to measure the minimum durations for his
boxes to determine whether a longer duration was preferable to a shorter
one, nor did he measure the magnitude, or range, of these boxes to deter-
mine any meaningful characteristics thereby. As he puts it, “I found that a
stock sometimes stayed for weeks in one box. I did not care how long it
stayed in its box as long as it did—and did not fall below the lower frame
figure” (How I Made $2 Million in the Stock Market [New York: Carol Pub-
lishing Group, 1998], 52).

O’Neil also went way beyond the simplistic “box theory” by recogniz-
ing the importance of applying historical precedent in his work. O’Neil
observed that the chart patterns formed by market-leading stocks in one
market cycle often repeated themselves in the market leaders of a later
cycle. As an example, O’Neil has discussed in public forums how a big pull-
back by America Online (AOL) to its 50-day moving average back in 1998
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reminded him of another big winner he played, Syntex Corp., in 1965. In
this manner, Syntex served as a “historical precedent” for AOL in 1998,
and served as an invaluable guide in helping O’Neil handle the position for
what turned out to be massive gains. We know—we were there when it
happened.

The idea of historical precedence, of course, can be seen as derived
from Jesse Livermore, who declared in How to Trade in Stocks, “1 ab-
solutely believe that price movement patterns are being repeated. They
are recurring patterns that appear over and over, with slight variations.
This is because markets are driven by humans—and human nature never
changes” (Greenville: Traders Press, 1991, 96). And, as O'Neil says, “It's
just history repeating itself over and over again, human nature continu-
ally on parade” (The Successful Investor, 3rd ed. [New York: McGraw-Hill,
2004], 84). Wyckoff also observed that, “In a certain sense, reading charts
is like reading music, in which both endeavor to interpret correctly the
composer’s ideas and the expression of his art. Just so a chart of the aver-
ages, or of a single stock, reflects the ideas, hopes, ambitions, and purposes
of the mass mind operating in the market, or of a manipulator handling a
single stock” (Stock Market Technique Number 2 [New York: Richard D.
Wyckoff, 1933], 136).

O’Neil is often pejoratively dismissed as a “chartist,” as if this is proof
that he should be written off as some sort of investment pariah. But we
should not forget that while he was a pioneer in figuring out how to auto-
mate the production of printed stock charts, he was not the first to recog-
nize the usefulness of charts in stock forecasting. In Stock Market Tech-
nique 2, Richard Wyckoff devoted a short chapter to answering Why You
Should Choose Charts and summed up his assessment of the usefulness of
consulting stock price charts by writing, “The ticker records stock market
history on a long strip of tape. The charts record the same history trans-
posed into another form, more convenient, more valuable for the purpose
of studying past performance as an aid in forecasting—I should say tnvalu-
able” (1933, 66).

For O'Neil, technical analysis and the use of charts is all about deter-
mining the actions of institutional investors as they set about systemati-
cally accumulating stocks. In this way O’Neil does not approach the use
of charts in a mechanical way, without incorporating any aspects of judg-
ment, but rather as a tool to determine what the big players, the institu-
tions, are doing. In this manner he is similar to Wyckoff, who advised that
investors study charts in order to uncover the “motives behind the mar-
ket action to interpret the behavior of stocks” (Charting the Stock Market,
The Wyckoff Method, ed. Jack K. Huston [Seattle: Technical Analysis, Inc.,
1948], 13, 16).
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PIVOTAL POINTS VERSUS
PIVOT POINTS

Buying at the exact right point is a key mechanic in the O’Neil methodology,
and O’Neil’s concept of a “pivot point” is drawn from Livermore’s “pivotal
point,” of which Livermore had a “reversal pivotal point” and a “contin-
uation pivotal point.” We might consider O’Neil’s pivot point buy points
in stocks, generally defined by breakouts to new price highs, as more in
keeping with Livermore’s concept of a “continuation pivot point,” whereas
O’Neil’s concept of a “follow-through day” as confirming an upturn in the
market after a prior correction or bear market to be similar to Livermore’s
“reversal pivotal point” since it indicates a reversal in the market’s trend
from bear to bull phase. In How to Trade in Stocks by Jesse Livermore
and How to Make Money in Stocks by William O’Neil, both writers share a
common regard for such a “pivot” or “pivotal” buy point as the exact point
where the risk/reward equation is most in the investor’s favor, where the
ducks are lined up in a row, so to speak, and so the stock should be bought
once the price reaches this key pivot/pivotal point.

Waiting for the pivotal point to present itself requires patience, and
Livermore would do his best to avoid taking action until and unless the
correct pivotal point signal was given, because this assured his success, as
he puts it, “Whenever I had the patience to wait for the market to arrive at
what I call a ‘Pivotal Point’ before I started to trade, I have always made
money in my operations. Why? Because I then commenced my play just at
the psychological time at the beginning of a move” (How to Trade in Stocks
[Greenville: Traders Press, 1991], 43). O’Neil says, “The winning individual
investor can afford to wait and begin buying at these precise pivot points.
This is where the real move starts and all the exciting action originates”
(How to Make Money in Stocks, 2nd ed. [New York: McGraw-Hill, 1995],
164). The correct buy point lies at what both O’Neil and Livermore saw as
a “line of least resistance,” where the stock was “in the clear” and able to
launch higher with little to no impediment.

The point of buying right is to enter a stock right at the point where the
real move begins, so that if a stock is trading at 50, but the correct pivotal
point is at 55, one must still wait for the stock to trade at the higher price
if it is determined that this is where the line of least resistance lies. In this
way, neither O’Neil nor Livermore were interested in capturing the move-
ment between 50 and 55 as the stock approached the 55 pivotal point, but
rather the “big move” from 55 to 100. As O’Neil says in How to Make Money
in Stocks, second edition, “Your object is never to buy at the cheapest price
or near the low but to begin buying at exactly the right time. This means
you have to learn to wait for a stock to move up and trade at your buy point
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before making an initial commitment” (p. 165). In Chapter 6, we take the
concept of pivot and pivotal points further.

TIMING THE MARKET: WHEN TO BE IN,
WHEN TO BE OUT

From the O’Neil/Livermore perspective, waiting for the “pivotal point,” or
the exact right time to enter the markets means only being in the market
when it is ripe for making money. Wait for the trend to develop and then
jump on. A line with which we are all familiar came from something Jesse
Livermore wrote in How to Trade in Stocks, “Successful traders always fol-
low the line of least resistance. Follow the trend. The trend is your friend”
(Greenville: Traders Press, 1991, 69).

O’Neil and Livermore both maintain that there is a time to be in the
market and a time to be out of the market, even though common in-
vestment wisdom dictates that one cannot time the market and therefore
should always be fully invested in the market so as not to miss a bull phase
and fail to keep up with the market indexes. O’Neil vigorously disagrees
with such mindless orthodoxy when he writes, “Don’t ever let anyone tell
you that you can’t time the market. This is a giant myth passed on mainly
by Wall Street, the media, and those who have never been able to do it, so
they think it’s impossible.” According to O’Neil, “The erroneous belief that
you can’t time the market—that it’s simply impossible, that no one can do
it—evolved more than 40 years ago after a few mutual fund managers tried
it unsuccessfully. They relied on personal judgments and feelings to deter-
mine when the market finally hit bottom and turned up for real. At the bot-
tom, the news is all negative. So these managers, being human, hesitated
to act” (How to Make Money in Stocks, 4th ed. [New York: McGraw-Hill,
20091, 200).

Indeed, opinions have no place when it comes to stock selection or
market timing, and we have sought to implement objectivity to our meth-
ods. The “Dr. K Market Direction Model,” which is discussed in detail
in Chapter 7, is a statistical formalization of the price/volume action of
the NASDAQ Composite and S&P 500 Indexes. The timing model, from
its earlier forms to its most evolved form of today, has guided our trad-
ing with success since 1991. It was inspired by the “M” in O’Neil’s “CAN
SLIM” investment system. More about Dr. K’'s Market Direction Model and
the current market timing signal can be found at the following web site:
www.virtueofselfishinvesting.com, and Gil Morales’s work with respect to
market trend timing can be found at www.gilmoreport.com.
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EMOTIONS AND PREDICTIONS

Trading the market is a very “Zen” activity, where you stay in the now, not
worrying about what the market will do in the future, and not getting up-
set about a bad trade you may have made in the past. Instead one should
stay focused in the present, reacting in real time to the evidence that the
market is constantly presenting. No one has ever been able to predict mar-
ket direction with any consistent reliability, but that is wholly unnecessary
to being a successful investor. Successful investing is about watching the
market day-to-day and acting accordingly. In fact, attempting to predict the
market often leads to over-intellectualization, which is usually a recipe for
losing money in the market. When the market goes against your own intel-
lectualized “conclusions,” you may be less likely to reverse your position,
even in the face of factual price/volume action that is telling you that you
are wrong. Pay less attention to what you think the market should be do-
ing, and more to what the market is actually doing. As Livermore wrote,
“Don’t try and anticipate what the market will do next—simply go with
the evidence of what the market is telling you—presenting you.” (Richard
Smitten, Trade Like Jesse Livermore [Hoboken, NJ: John Wiley & Sons,
2005], 13).

In the same vein as Livermore, O’Neil preaches that an investor does
not need to know what the market is going to do, but only what it is doing
right now. O'Neil wrote in How to Make Money in Stocks, third edition,
“The key to staying on top of the stock market is not predicting or knowing
what the market is going to do. It’s knowing and understanding what the
market has actually done in the past several weeks and what it is currently
doing now” (2002, 75). Even Wyckoff adhered to this concept of remaining
in the present at all times as he evaluated fresh evidence from the market
in real time. He declared, “I am not one of the many who form opinions
as to the future course of the stock market and then insist that the market
justify their predictions. ... It is enough to know that the market tells me
what it is probably going to do today and in the near future. I do not expect
to be informed very far in advance, because the market often changes its
course. I must change my position accordingly” (Stock Market Technique
Number 1 [New York: Richard D. Wyckoff, 1933], 53).

This entire line of thought speaks to the concept of keeping one’s
emotions out of the equation. To Livermore, the twin evils of fear and hope
were the undoing of most investors who operated heavily in the realm
of emotion. Perhaps it is not so much that investors fear and then hope,
but that they rarely fear or hope at the right time, as Livermore observed,
“... when you inject hope and fear into the business of speculation. . .you
are apt to get the two confused and in reverse positions” (How to Trade
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in Stocks [Greenville: Traders Press, 1991], 20). On the other hand, when
it comes to operating without fear, and keeping one’s emotions in check
when taking losses in the market, O’Neil borrows a bit of advice that comes
from Richard Wyckoff suggesting one “sell down to the sleeping point.”

LISTENING TO OPINIONS, NEWS,
AND TIPS

When someone asks for a tip, it is best to tell them this: “Take no tips.”
Much money is lost by those who listen to tips. The person giving the tip
may have an underlying motive. Or he just may not have all the facts even
though he thinks he does. As Jesse Livermore wrote in How to Trade in
Stocks, “Markets are never wrong—opinions often are” (1991, 18).

Markets are the final arbiter of all news known up to that point in time.
At least that is what the big auction known as the stock market does. It
prices the stock relative to its peers, so it is best to believe the market’s
assessment.

O’Neil wrote in How to Make Money in Stocks, fourth edition, “Many
people are too willing to risk their hard-earned money on the basis of what
someone else says, rather than taking the time to study, learn, and know for
sure what they're doing. As a result, they risk losing a lot of money. Most
rumors and tips you hear simply aren’t true” (2009, 305). The same could
be said of opinions by experts. O’Neil continued, “Maybe this explains why
virtually every analyst appearing on CNBC after September 2000 contin-
ually recommended buying high-tech stocks as they were on their way
to 80-90 percent declines.” To paraphrase Livermore, opinions are often
wrong, but markets never are.

Yet much of the investing public prefers the lazy way out. Wyckoff
wrote, “Depending on the advice of others is a widespread public weak-
ness” (quoted in William O’Neil How to Make Money in Stocks, 3rd ed.
[New York: McGraw-Hill, 2002], 253). Many prefer to be handed the an-
swers. Over the years, the question we have heard most frequently is “What
are you buying?” The person asking the question usually has little under-
standing of the market and even less confidence in her own judgment,
since she has not done the necessary preparation. Diligent study is the an-
tidote. Wyckoff wrote, “When you understand stock market science you
have no concern about important developments in your morning newspa-
per, because the news is not a factor in your operations. An experienced
judge of the market regards the whole story that appears on the tape as
though it were the expression of a single mind; that is, the composite mind
of all traders, investors, bankers, pools, institutions, and others who are
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participating in the transactions” (Stock Market Technique Number 2 [New
York: Richard D. Wyckoff], 139).

OVERTRADING

Once an investor becomes seasoned and has developed a winning strategy
that he has executed successfully for a number of years, he is still not im-
mune to overtrading. Overtrading seems to plague both novice and expert
alike, both in terms of trading when one should just be sitting in cash, and
in terms of selling a position too soon, only to buy it back a few days later,
then repeating this pattern of buying and selling.

Jesse Livermore wrote of an investor who lived in the mountains and
received quotes that were three days old. Only a few times a year would
this investor call his broker to place trades. This man was quite detached
from the markets, so it came as a total surprise when people learned of
his remarkable long-term success in the markets. When asked about his
success, the man replied, “Well, I make speculation a business. I would be
a failure if I were in the confusion of things and let myself be distracted
by minor changes. I like to be away where I can think. Real movements do
not end the day they start. It takes time to complete the end of a genuine
movement. By being up in the mountains I am in a position to give these
movements all the time they need” (How to Trade in Stocks [Greenville:
Traders Press, 1991], 32).

Wyckoff echoed this sentiment when he wrote, “When in doubt do
nothing. Don’t enter the market on half convictions; wait till the convic-
tions are fully matured.” Wyckoff continued, “And so, whenever we feel
these elements of uncertainty, either in our conclusions or in the positions
we hold, let us clean house and become observers until, as that eminent
trader Dickson G. Watts wrote, ‘The mind is clear; the judgment trustwor-
thy” (Stock Market Technique Number 1 [New York: Richard D. Wyckoff,
1933], 51, 108).

O’Neil acknowledges that there is a time when doing nothing is the
best thing to do, and he is more specific about the symptoms: “It isn’t that
bases, breakouts, or the method isn’t working anymore; it’s that the timing
and the stocks are simply all wrong. The price and volume patterns are
phony, faulty, and unsound. The general market is turning negative. .. Be
patient, keep studying, and be 100 percent prepared” (How to Make Money
in Stocks, 4th ed. [New York: McGraw-Hill, 2009], 151). Indeed, patience
exercised wisely by staying out of the market when conditions are not right
can save an investor a huge sum of money.
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THE O’NEIL APPROACH:
TECHNO-FUNDAMENTALISM

O’Neil is often chided for being a “technician,” but anyone who truly under-
stands the O’Neil methodology understands that it is in reality a “techno-
fundamental” approach that combines the use of technical analysis to de-
termine when a stock is under accumulation within a chart pattern and
where the proper pivot buy point is on the one hand with essential funda-
mental characteristics of historically big, winning stocks on the other hand.
Nicholas Darvas coined the term “techno-fundamental” to describe his sys-
tem for investing in stocks, which combined monitoring the price action of
a stock to determine that it was acting correctly within its “boxes” as well
as to define buy points as a stock emerged from the top of a “box” with
earnings growth as Darvas describes, “I saw that it is true that stocks are
the slaves of earning power. Consequently I decided that while there may
be many reasons behind any stock movement, I would look only for one:
improving earnings power or anticipation of it. To do that, I would marry
my technical approach to the fundamental one. I would select stocks on
their technical action in the market, but I would only buy them when I
could give improving earnings power as my fundamental reason for doing
so” (How I Made $2 Million in the Stock Market [New York: Carol Pub-
lishing Group, 1998], 79).

O’Neil doesn’t just buy a stock just because it has a pretty chart—it
must also exhibit the proper fundamental characteristics typical of winning
stocks throughout history, according to O’Neil’s own studies of historical
precedent.

CONCLUSION

After intensive study of multitudes of market cycles spanning over one
hundred years, it is clear that O’'Neil carries on and refines the conversa-
tion that Jesse Livermore, Richard Wyckoff, and Nicholas Darvas started.
Human nature does not change, so we carry on the conversation, voicing
our successes, failures, and findings—all of which carry deep learning
both on analytical and psychological levels. This is not rocket science, and
almost anyone can apply these methodologies to become successful in
their own right, but the technique does require long-term focus and dedi-
cation. While we do not pretend to be equal to the stature of any of these
gentlemen, we do believe that as former O’Neil portfolio managers and
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as successful investors in our own right, using the O’Neil methodologies,
we have something of value to add to the conversation. Certainly, as the
markets continue to evolve, certain mechanics and applications of O’Neil
methodologies will evolve as well, and it will be left up to traders like
us to continue to evolve and improve our methods, but the basic philo-
sophical foundation, the “ethos,” of the O’Neil methodologies will remain
the same.



CHAPTER 2

How Chris Kacher
Made Over 18,000
Percent in the
Stock Market Over
Seven Years

be able to use it to make reasonable profits in the stock market over

time, perhaps having a triple-digit annual gain from time to time, but
it’s another thing to see how it is all put into practice. It’s also interest-
ing to hear how some individuals have made big money in the stock mar-
ket, achieving unheard of gains in excess of, say, 1,000 percent in a single
year, or some other ridiculous number like 18,000 percent over seven years.
Most investors, however, have not seen what it looks like from the driver’s
seat, and when they hear of someone who has produced such performance
numbers, it begs the question, “Exactly HOW was that done?” In this chap-
ter and the next, we will give some insight into how we achieved big gains
in the stock market—the stocks we bought, the market conditions under
which they were bought, and our thought processes and decisions as we
maneuvered through it all in real time.

By following along with us as we go through the experience of making
big gains in the market, you may find that it is not as complicated as you
might think. In the end, it is about working hard to put yourself in the po-
sition of being in the right place at the right time; that is, when a leading
stock is just starting a huge upside price run. There is skill involved, and
there is also some luck, but it is luck that you have to create for yourself
by being in the right place at the right time. Once a position in a big leader
has been taken and fully sized within your portfolio, the process becomes
even simpler as you think less and sit more. Find the wave, catch the wave,
and ride the wave for as long as it will take you. In this manner, investing
is a lot like surfing, and when done properly, it can be just as exhilarating.

‘I’ t’s one thing to learn an investment system with the idea that you should

19
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The rest of this chapter and the next will take the reader through peri-
ods in our separate trading careers where we made our biggest gains. Using
annotated charts to illustrate what we were experiencing and thinking at
the time, we get as close as we can to giving the reader a sense of what
it was like to operate in real time during significant bull markets and win-
dows of opportunity and to come away with huge profits that enabled us
to achieve financial independence.

GAINING A FOOTHOLD IN THE BUSINESS

A journey of a thousand miles begins with a single step.
—Lao-tzu, Chinese philosopher (604 B.c.-531 B.C.),
The Way of Lao-tzu

I had always wanted to work for William O’Neil after learning that he and
his protégé David Ryan had produced exceptional long-term investment
track records that outperformed the markets over multiple market cycles.
When I read William O’Neil’s book, How to Make Money in Stocks back in
1989, it revolutionized my way of thinking about the market. O’Neil’s hybrid
method of applying both fundamental and technical analysis, as well as the
“M” in CAN SLIM—a technique that enables one to stay on the right side of
the market—resonated deeply within me.

So began my journey. From 1989 onward, I devoted many hours to the
pursuit of making sense of the markets. In these early years, I created all
sorts of econometric timing models based on a myriad of economic indica-
tors that seemed to have predictive value. However, I later found that most
of these indicators only worked over a period of less than 15 years; thus
should markets change, these indicators would lose their ability to predict.
I realized that studying 15 years worth of data was insufficient. Not surpris-
ingly, in the years ahead, my market direction model kept returning to the
purity of price/volume action of the major indices. As I developed my skills
at reading charts, price/volume action in timing the markets eventually be-
came the most important variable. I also spent much time poring over in-
dividual stock and stock market data so that I could learn what variables
and situations drove stocks higher.

All these research studies not only put my trading account on track,
but years later when I was hired at William O’Neil + Co, Inc., O’Neil noticed
the breadth and depth of my market knowledge, so during the six years I
was at O’'Neil’s firm, I was given the freedom to use all of the company’s
resources to carry out my studies. In some cases, I worked directly with
O’Neil, and took the helm of some of his pet research projects including
the 1998 Model Book study. Naturally, being his right-hand stock market
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research man, I shared my research findings with him, sometimes calling
him late at night, as he said I could call him anytime no matter how late
it was if I felt I had made a significant discovery. Here was someone who
clearly shared my passion for the markets. My decision to switch out of
nuclear physics into the world of investments had been exactly the right
thing to do. I always say once one finds one’s true passion in life and takes
the necessary steps to make the dream a reality, circumstances tend to
align in one’s favor.

The 1998 Model Book project examined top performing stocks from
1992 to 1998, and to date, I have gone through nearly 20 market cycles
going all the way back to the 1920s to study the stocks that made huge
gains in each cycle. I have carefully studied each stock in detail to deter-
mine which fundamental and technical variables predicted success with
the highest probability, and I came up with a set of variables that the win-
ning stocks shared.

I also created and then refined a market direction model, discussed in
full in Chapter 7, so that I would be on the right side of the market whether
we were in an uptrend or a downtrend. The model has never missed a bull
or bear market, and I have used it under fire and in real time since 1991,
my first successful year in the market. In back tests, it has well outper-
formed the major averages returning an average of +33.1 percent per year
since 1974, the first year of thorough back testing. To ensure the robust
nature of the model, I have also spot tested the model in the 1920s and
1930s, which produced results that handily outperformed the leading mar-
ket averages. The systematic portion of the model is a statistical formal-
ization of price/volume action within the major indices. The discretionary
portion of the model observes other factors such as behavior of leading
stocks, sentiment/psychological indicators, and involves exchange-traded
fund (ETF) selection, position sizing, and degree of leverage, depending on
the strength of the signal.

Years after I had formulated my model, a salesperson who was retir-
ing in 1999 and had been with William O’Neil + Company, Inc. since the
late 1960s came to my office and gave me a large stack of original William
O’Neil + Company, Inc. market calls that were dated from 1968 to 1999.
I went carefully through each one and charted William O’Neil’s buy and
sell signals on the market. I saw that O’Neil never missed a bull or bear
market. This further confirmed the validity of O’Neil’'s method in using
price/volume of the major indices to time markets, and further underscored
the importance of my statistically formalizing price/volume action of the
major indices.

Prudent market timing by moving to the sidelines when the market
was weak and buying leading stocks in leading industry groups when the
market was in an uptrend resulted in a return of 18,241.2 percent, which
works out to 110.5 percent on an annualized basis over the seven-year
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period from January 1996 to December 2002.* The rules I formulated are
not my rules nor Wall Street’s rules, but rules that are based on how the
market actually works and how top stocks actually behave. Let’s delve
deeper by examining each year up close.

1996—“YZK” STOCKS PUT ME
OVER THE TOP

I made only minor headway with my personal account (PA) during the first
quarter of 1996 as the market was what we might call “sideways” or mostly
trendless. Over the years, I have found such trendless, choppy, and side-
ways markets to be the most challenging because it is easy to get nickeled
and dimed as the market whips you in and out, forcing you to take many
small losses that begin to add up over time. While getting nickeled and
dimed, one must avoid being drawn and quartered.

In mid-March of 1996, I noticed a few high-quality stocks breaking
out such as Iomega Corp. (IOM), shown in Figure 2.1. IOM had a natural
monopoly on portable storage in the form of portable hard drives. They
were the first company to effectively market the portability of their hard
drives and so enjoyed this first-mover advantage in a space that had little
competition at the time. At the time of the breakout, IOM had a 700 percent
increase in earnings to 16 cents per share in its most recent quarter and a
287 percent increase in sales. In the prior quarter of September 1995, they
had shown only 3 cents of profit per share so 16 cents represented a huge
acceleration into profitability. Additionally, sales accelerated over the prior
6 quarters from —2 percent, 2 percent, 16 percent, 60 percent, 138 percent,
to 287 percent.

IOM’s base served as a beautiful launch pad for the stock. I put the
usual 25 percent of my trading account into IOM on March 18 as it gapped
up to new highs, even though very few stocks were still consolidating due
to the sideways action in the general market.

When buying a stock breaking out of a base, you want the base to have
strong, constructive and proper characteristics to help ensure that your
stock possesses the best chance of a successful breakout. I used to carry
around a hard copy of the William O’Neil + Company, Inc. Daily graphs®,

*Account verified by big-four auditor KPMG. KPMG, using normal accounting stan-
dards, could not account for the substantial tax earmarked funds that were sitting
in my account but not traded, thus returns would have been significantly larger had
Iremoved these funds at the beginning of each new year instead of letting them sit
in the account.
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FIGURE 2.1 Ilomega Corp. (IOM) daily chart, breakout 1996.
Chart courtesy of eSignal, Copyright 2010.

so that I could mark it up and learn the difference between constructive
and defective bases, and I recommend this old-fashioned technique to any-
one who wishes to improve his chart reading abilities. General market ac-
tion was a key variable. For example, in a weak, downtrending market, the
strongest stocks would often form the left-hand side of what would even-
tually become a constructive cup-and-handle or double-bottom base. The
strongest stocks act like springs. Once the weight of the market comes off,
they spring forward, breaking out of sound bases they had formed dur-
ing the market correction and doing what they wanted to do all along—
go higher.

As more leading stocks broke out of sound bases in April, I began to
increase the number of positions I had. I quickly found myself on full mar-
gin by mid-April, enjoying the rally from late March into June and sitting
in my typical 12 to 18 positions. Incidentally, I've noticed that my trad-
ing style in terms of position sizing, number of positions, and risk levels
has not changed over the years. It is independent of account size, such
that whether I was running a small account in 1996 or running big money
for Bill O'Neil in 1999 onward, I still tend to hold 12 to 18 positions in
any uptrending market. I will typically put 15 to 25 percent of my trading
account into each stock, then either add to the initial position a second,
third, and even a fourth time provided the stock sets up logical buy points
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FIGURE 2.2 lomega Corp. (IOM) daily chart, 1996: the top.
Chart courtesy of eSignal, Copyright 2010.

as it presses higher. Otherwise, I will sell at least half the position if the
stock hits my mental sell alert, or will sell to free up capital for new
buys in fundamentally strong and potentially faster stocks breaking out of
sound bases.

In June 1996, my account peaked at +72 percent, year-to-date, by the
time the market topped that summer. Over the next several days, each
stock I owned then began to hit my sell alerts, so I sold. With IOM, I
used the 10-day moving average to guide my mental sell alert, as Figure 2.2
shows, and thus placed my mental stop slightly under the 10-day. After IOM
peaked on May 22 it sliced through the 10-day moving average on big vol-
ume on May 28. I put my mental stop /isth under the low of that trading day,
or 36.31, and so I sold my position the next day as the stock reached my
mental sell stop. That said, it could be argued that a climax top occurred
in those three up days on high volume at the peak. Back in 1996, I did not
understand climax tops well enough to sell into them and found that I pre-
ferred to sell on weakness instead of strength as it more suited my trading
personality.
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Incidentally, I use the 10-day as a sell guide for the fastest names,
as they tend to get support around the 10 day as they move higher. For
slower stocks, or for stocks that trade with more volatility, I use the
50-day moving average as my guide on where to sell. Should the stock pen-
etrate the 50-day, I will then put the stock on standby sell to see whether it
should be sold or held. We cover this selling strategy in detail in Chapter 6.

I eventually found myself 100 percent in cash by mid-June. I had no
idea the market was going to have a mini-crash but I always stick to my
rules. Here is a key but obvious point that ensures that you will not fall
in love with your stock and hold it past its prime. Buy based on both fun-
damentals and technicals, but sell purely on technicals. Technical action
should always be the final judge when selling a stock.

The NASDAQ Composite proceeded to drop —19.6 percent from its
peak set on June 6, as Figure 2.3 shows. Many of the high-growth stocks
I owned suffered far more severe corrections since such stocks tend to be
more volatile. But I was protected, because I was in cash.
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FIGURE 2.3 NASDAQ Composite Index daily chart, 1996. The NASDAQ breaks
down and trends lower before finding a bottom in July 1996.
Chart courtesy of eSignal, Copyright 2010.
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Chart courtesy of eSignal, Copyright 2010.

The market continued its correction until it finally found a bottom in
July. Shortly thereafter my timing model issued a buy signal on August 1,
1996, as we see in Figure 2.4. I also noticed stronger leading names just
starting to break out of sound bases, always a good sign as it signals that
a potential new bull phase in the market is emerging. Stronger names are
often the first to break out, and when this occurs in synchronicity with a
buy signal, it is highly constructive. So, listening to these stocks shouting
to be bought, I began to buy in earnest once again.

By December 1996, one of the big buzzes in the market was the im-
pending year 2000 or “Y2K” crisis. Companies that were coming up with
solutions to help computer systems to cope with the date change from a
“19” prefix to a “20” prefix were garnering interest from investors. It is one
thing to buy into a big story on the basis of the buzz alone, but in this case
certain “Y2K” stocks like the year 2000 stocks TSR Inc. (TSRI), Zitel Inc.
(ZITL), and Accelerate Inc. (ACLY) had been discussed at length on how
they could avert potential disaster as the clocks ticked over to January 1,
2000. I took notice of these stocks, which were the major players in this
subsector as they broke out of proper bases. So I bought. The buys put
me over the 100 percent mark in my personal account, and I finished the
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year up +121.57 percent. All it takes is one or two good homeruns in any
given year to make up for all the small losses. As a general rule, following
the method of buying fundamentally strong stocks at the right pivot points,
then moving to cash when the market is weak puts the odds greatly in your
favor so that you will achieve that golden 100 percent return in a given
year, provided you are in a bull market environment. If you are in a bearish
environment, you still might be able to hit one or two homeruns, which will
counteract any small losses.

1997—KEEPING PROFITS DURING
THE ASIAN CONTAGION

During the first quarter of 1997, the market was in a downtrend. By April,
some portfolio managers with whom I was speaking were ready to throw
in the towel for the year as frustration ran high. I had stayed mostly in
cash during this period as my timing model had been on a sell signal, and
there were almost no stocks worth buying. Then on April 22, my timing
model gave a buy signal, shown in Figure 2.5—the first buy signal since
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FIGURE 2.5 NASDAQ Composite Index daily chart, 1997.
Chart courtesy of eSignal, Copyright 2010.
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early January—and I noticed fundamentally strong stocks in sound bases
starting to break out.

I bought the strongest of stocks, then as the rally continued, I would
sell the weakest names to make room for any new strong names breaking
out. I was effectively force feeding any available buying power into the
strongest names. The market continued on its uptrend into October. I then
was surprised to see that just over a few days, by October 17, most all of
my stocks suddenly hit their sell alerts, just a few days before the market
imploded. The massive sell-off was caused by the Asian currency crisis,
shown in Figure 2.6. I had no idea this crisis was going to occur when it did
nor that the market would sell off so hard. But as I had always done before,
I sold when my stocks hit their sell alerts. Thus, I was safely in cash a few
days before the markets got slammed. My drawdown off the peak was just
—6.5 percent compared to the —16.2 percent drawdown in the NASDAQ.

Incidentally, my success-to-failure rate in 1997 was one of the lowest
ever, with the number of my losing trades outnumbering my winning trades
by roughly 4:1, or a success rate of just over 20 percent. Yet I was able to
achieve a triple digit return, just barely (102 percent according to my ac-
counting, 98 percent according to KPMG) because the home runs made
all the difference. I point this out to illustrate that the number of prof-
itable trades is perhaps the least important variable with this investment
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methodology. The percent gained on a trade is a far more important vari-
able. That said, in other bull market years, my success rate is usually closer
to 50 percent.

1998—DEMORALIZATION SETS IN JUST
BEFORE THE MARKET TAKES OFF

While the first quarter of 1998 was highly profitable, the months from July
through early October were some of the most challenging. Shortly after
the market peaked in mid-July, my stocks hit their sell alerts so I ended
up back in cash just several days after the peak. The market then staged a
feeble rally in September. Very few high-quality stocks were breaking out
of sound bases; thus there was little to buy that month. I remember, how-
ever, many investors buying that month eager to assume the rally was con-
tinuing. But when October came around, the markets sold off very hard,
absolutely demoralizing many investors. Many had year-to-date losses by
that point. Figure 2.7 shows the big market bounce on October 8 that led
a few days later to my timing model issuing a buy signal on October 14.
I also noticed a few high-quality stocks breaking out of sound bases in the
ensuing days such as eBay Inc. (EBAY). EBAY was a most interesting IPO.
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It had one of the best business models and had first-mover advantage in its
space much like Yahoo! Inc. (YHOO) for search engines and Amazon.com
(AMZN) for online retail. EBAY came public on September 24, but despite
its brilliant business model proceeded to lose more than half of its value
due to the nasty bear market that caused the NASDAQ to lose —-33.1 per-
cent. So even though EBAY had one of the strongest business models, it
sold off hard with the rest of the market, thus neatly illustrating why fun-
damentals are only half the story. No matter how great a stock’s fundamen-
tals, a serious bear market will usually drag a stock down.

When my timing model signaled a buy shortly after the market bot-
tomed, it only took a few days for EBAY to hit its buy alert. On October 26,
EBAY gapped up out of what I call a U-pattern or what Gil Morales refers
to as an “IPO U-Turn” as we see in Figure 2.8. These rare U-patterns can be
seen in the strongest of stocks. The stock is so strong that it is not going to
wait to form a handle, and the length of the base is often four weeks or less.
I bought my first position in EBAY on the gap up, and then bought a sec-
ond position as the stock bounced off its 10-day moving average. I have
found that the strongest stocks often constructively trade around their
10-day moving average, using it as support to rest briefly before continu-
ing their move higher.
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Meanwhile, many investors had been so demoralized by the brutal bear
market that began in July and thus were skeptical as the market bounced in
October. I remember some stayed short the market into November as the
market rose like a rocket. And as the market continued to rally, it forced
those who were reluctant to buy, to either cover their short positions or
admit their error and start buying. However, they were late buyers, and so
they missed some of the most compelling breakouts. The best stocks are
sometimes the first ones to break out shortly after a new uptrend begins as
they often offer the best gains. EBAY was an excellent example of this.

The fourth quarter of 1998 turned out to be a highly profitable quarter.
As the technology sector led the way higher, stocks that had first-mover ad-
vantages in their space often well outperformed their peers, making them
true market leaders. I screened for stocks with top fundamentals, which
included having great business models and then investigated whether any
had a first-mover advantage. I then pruned the list further by investigat-
ing each stock in detail. Of the few stocks that made the cut, I put mental
buy alerts on each, so that when the stock traded through its buy alert, my
software would immediately alert me.

The fourth quarter of 1998 presented what I call a high-class problem.
So many great stocks were breaking out of sound bases that buying power
quickly became exhausted and it became a challenge to figure out which
stock or stocks to sell out of my roughly 14 to 17 positions during this
period to make room for potentially faster stocks breaking out. I reduced
the weakest positions by half or sold them in full on the basis that their
relative strength was not as high and/or their fundamentals were not quite
as strong. I was then able to force-feed capital into the strongest names at
all times while the market was advancing, which gave me a huge edge. This
insured that, being fully on margin, 200 percent of my capital was being
deployed strategically.

1999—THE BUBBLE EXPANDS

Part of successful investing is knowing when a fundamental part of the
market changes, even though the market may have never behaved this
way in the past. In the late 1990s, it was the earnings metric. Some Inter-
net stocks that made huge gains had little to no earnings. While earnings
are one of the most important variables I use to gauge the potential of a
stock, I realized that sales growth was a useful metric for stocks with no
earnings. Understanding the fundamental story behind the stock together
with understanding how Wall Street perceived the story behind the stock
proved beneficial because it is the institutional money from mutual, hedge,
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and pension funds that cause a stock to make huge advances. Because of
this fundamental change in the market, I learned that markets sometimes
change in subtle and not-so-subtle ways. While certain key fundamental
and technical variables continue to work cycle after cycle and form the
core of my strategy, other variables have a limited life. It is up to investors
to follow the markets closely so they can see when new variables can be
used to enhance profits as well as when such variables lose their predictive
value. Be wary of black box methodologies that claim to be profitable with-
out having to be fine-tuned. They may work for one or two market cycles
but must be fine-tuned to keep up with changes in the markets.

In the first quarter of 1999, most of the stocks that triggered buy alerts
were technology stocks since the Internet was touching so many aspects of
technology. I always do what the stocks and general markets tell me to do,
so I was fully margined during the uptrend that led to the April 13 reversal
day in the CBOE Internet Index (INX), shown in Figure 2.9, an index that
is a good measure of performance in the Internet space. I noticed many In-
ternet stocks had staged or were staging reversals after making huge gains.
Also, the day before, on April 12, some stocks announced they were go-
ing to attach “.com” to their name. Some more than doubled in price on
the announcement. This extreme buying struck me as some sort of tempo-
rary climax top for the Internet group. Then on April 14, before the market
opened, I noticed many of the stocks in my portfolio were going to gap
slightly down from the prior close they had set the day before. After the
first few minutes of trade, they were unable to rally from their lower open-
ing price. Noticing this and taking into account the prior action that led up
to this day, I gave my trader a “shopping list” of stocks to sell just several
minutes after the market opened. This “shopping list” was 14 out of the
16 stocks that I held, thus I was effectively reducing my market exposure
from 200 percent down to about 35 percent. The CBOE Internet Index (Fig-
ure 2.9) proceeded to tank about 20 minutes after I gave my sell orders, tak-
ing the stocks down with it that I had finished selling only minutes earlier.
The CBOE Internet Index overall finished the day down -9.6 percent.

That day, some of the best-performing stocks were down twice the
decline in the CBOE Internet Index. Infospace, Inc. (INSP) in Figure 2.10
gives a sense of just how fast some of these stocks fell. It took just six
days for INSP to get sawed in half, as it fell almost 50 percent from peak
to trough.

Timing is everything, especially when it comes to handling high octane
names. Like dynamite, they must be handled with care, especially if you
decide to concentrate your portfolio in one sector. Had I not acted quickly
when I saw the warning signs, I would have given back a much larger por-
tion of the profits I had made during the first quarter of 1999. Being able
to sell most of my positions within 20 minutes was also key. I had a rule
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back then by which I would hold no more than 10 percent of the average
daily trade in a stock. Today, times have changed, so here in the year 2010,
I would put no more than 5 percent of the average daily trade into any one
position, and also focus more on the mid-to-larger-cap names that are less
subject to noise.

While the first quarter of 1999 was a gift, the second and third quarters
of 1999, as shown in Figure 2.11, were the most treacherous I had experi-
enced since 1991, a year that marked the first time I was able to beat the
major market averages: 1999 also represented the largest drawdown for
my timing model of —15.7 percent and the largest for my personal account
of nearly -50 percent. While the KPMG verification shows my drawdown
was about —30 percent, my real drawdown was larger at nearly —50 percent
because I was intentionally not trading a sizeable portion of the account
that was earmarked for taxes. Thus, the base of capital I was trading was
substantially smaller than what was actually in my account. This resulted
in larger drawdowns than reported by KPMG, but also resulted in larger an-
nualized gains than reported by KPMG. Of course, KPMG follows regular
accounting standards, so it had no way of accounting for this.

At any rate, the high level of volatility in a trendless market exhausted
many traders. It was not until October that the market resumed its uptrend
in earnest. I'm glad to say that periods such as the second and third quarters
of 1999 are rare.
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That said, it is important to stick with a winning strategy, in good times
and bad. I have lived with my strategy since 1991. This gave me the confi-
dence to stick with it even during the treacherous second and third quarters
of 1999. I never lost sleep during this period, nor have I ever lost sleep over
the market. The key is to always understand why one is making or losing
money. My timing model sheds much light on the character of the market.
If the model is struggling to make profits, such as it did during the second
and third quarters of 1999, it helps me realize that we are in an unusual envi-
ronment. In this case, the market was both volatile and relatively trendless,
the Achilles’ heel of trend following. Fortunately, as demonstrated clearly
in Michael Covel’s book Trend Following, which I highly recommend to
any investor, markets tend to trend more often than not; thus highly suc-
cessful portfolio managers such as Bill Dunn and John Henry can remain
successfully in business with exemplary 25+ year long-term track records
and continue to thrive to this day. That said, periods of steep drawdowns
are part and parcel of trend following. It is critical to stick with the strategy
in both good times and bad. As shown by Dunn, Henry, O’Neil, and other
successful trend followers, the profits made during the good times more
than make up for the losses during difficult, trendless periods.

2000—THE BUBBLE BURSTS

Celera Genomics (CRA), shown in Figure 2.12, had made a critical an-
nouncement about their mapping of the human genome in late 1999, send-
ing biotechnology stocks soaring. The group continued to make huge price
advances in early 2000. As with the Internet sector, many of which had
no earnings, market perception played an important role in the bio-techs,
many of which not only had no earnings but also had no revenues. So, with
none of the classic fundamental variables on which to measure the com-
pany, I applied to the biotechnology sector what I had learned about mar-
ket perception with the Internet sector. If market perception was highly
positive due to a belief held by institutional funds that the company had
huge potential, this could be seen in the price/volume action of the stock,
as it was the signature of significant, big money institutional buying. This
was key to my making a triple-digit return in 2000 on the long side, a year
when the market averages such as the NASDAQ Composite were down
nearly —40 percent.

The biotechnology sector topped in late February, shortly before the
general market topped. The general market then put in a top on March 10 as
shown in Figure 2.13. I was quick to take my account off margin and move
into cash as each one of my stocks hit its sell alert in the ensuing days. For
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the rest of the year, I did some infrequent, light buying, and so I was able
to preserve most of the profits I had made that first quarter. It is critical not
to overtrade, and perhaps it is often best to do nothing, and just sit in cash
when the market is not acting right. That said, overtrading is one of the
most difficult issues to overcome even for the most seasoned investors.
The market will tempt the trader to jump back in by making things look
almost right. And most traders would rather remain active than dormant.
But it is often best just to sit and do nothing if the market is not acting just
right. In my experience, I have observed that this is easier said than done.

Here is another argument for staying on the sidelines if the market
is not acting just right. If one only trades 10 optimal buy situations in a
given year, and makes an average of 10 percent on each trade, one’s entire
account would be up 159 percent in that year if one invested one’s whole
account each time such an optimal buy point arose. In practice, due to
risk management reasons, even if one invested 25 percent of one’s account
in each trade, one’s whole account would still be up about 40 percent for
the year. Of course, ample experience is required to know that the odds
are greatly on your side, and that there are no guarantees. However, if we
take the period of 2006-2009 as one example, the latter part of 2006 and
2007 were just right for buying, and big money could be made during such
windows of opportunity. Then in early September 2009, GLD had a perfect
setup and gold stocks could be bought, as they correlate highly with GLD.
Of course, there were other picture-perfect plays during these years, giving
one further opportunity to do well. I am not saying this in hindsight but am
basing this on my actual profits during these picture-perfect, albeit brief,
periods. My mistake was overtrading during the less optimal periods.

Incidentally, I noticed that O’Neil does little when the market is not
acting right. You can make a fortune just by being long the right stocks
at the right times when the window of opportunity is open. My market di-
rection model is almost always on a buy signal during such times, and, if
not, it has always switched to a buy signal within days after the first few
leading stocks break out of sound bases. You can further enhance your
performance by learning short selling techniques, which are discussed in
Chapter 6.

2001—A LESSON IN SHORTING

In February, I pyramided a short position in the Powershares QQQ Trust
(QQQAQ). I remember as profits were building, I started calling this my
“Modena trade.” A Ferrari Modena back then was the hottest new model
and cost about $250,000 with the mark-up. Thus, a profit of $500,000 on a
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trade would pay for the car, after federal, state, and miscellaneous taxes
were paid. I finished the trade at a profit of over $600,000, but I never
bought the car. I learned that even though I had always wanted to own a
Ferrari, I did not buy it because it was not the act of possessing the car that
was important. Psychologically, it was the idea that I could easily possess
it. So buying it became unnecessary. It brought me greater pleasure to
keep the capital on hand to invest in the markets. As I learned from O’Neil
in the years I worked with him, one should never make the market pay for
one’s luxuries.

Then in March, I re-shorted my QQQQ position. I pyramided the po-
sition as before, and profits eventually amounted to over $1,000,000. The
problem was that greed got the best of me and I thought the market was
going to crack wide open, and my profit of over $1,000,000 would turn into
$2,000,000 or more in the event of a market crash. I was heavily leveraged
on the short side and failed to consider the more likely outcome that the
market could bounce big after having sold off so hard. On April 5, the mar-
ket gapped up fiercely and rallied the rest of the day (Figure 2.14). I finally
closed my position at the end of the day. I lost just over a cool million in one
day. My profits on the trade shrank from over $1,000,000 to about $100,000.
Gil Morales came into my office, shook my hand, and told me “that’s one
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FIGURE 2.14 NASDAQ Composite Index daily chart, 2001. The “Modena trade”
goes awry!
Chart courtesy of eSignal, Copyright 2010.
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hell of a ride,” and that he had enjoyed the vicarious thrill by watching
me make the trade. I then recalled the Victor Sperandeo interview in Jack
Schwager’s book, Market Wizards, where he talks about going into a bar
and telling the bartender, “I just made $100,000 today. I really need a drink.”
So the bartender asks, “Why the down face? Shouldn’t you be celebrating?”
Sperandeo replied, “The problem is, I was up $800,000 earlier today.”

The rest of 2001 was uneventful with just a few losing trades. The win-
dow of opportunity was clearly shut, so I stayed mostly on the sidelines as
my timing model was usually either on a sell or a neutral signal.

2002 TO PRESENT—CHOPPY,
SIDEWAYS MARKETS AND THE BIRTH
OF THE POCKET PIVOT

The year 2002 was also uneventful, and I stayed mostly in cash. I remem-
ber many funds closing their doors. While 2001 was a massacre, 2002 was
equally brutal. Few were left standing. Once the NASDAQ Composite was
off more than 70 percent, the market seemed to be excessively oversold.
So I decided to take a small position in the QQQQs for a long-term play.
I reasoned that the market could go lower but historically, had always re-
sumed a strong rally after being so oversold. This was true after the panic
of 1907, after the Great Depression when the market lost almost 90 per-
cent of its value, and after other serious market setbacks dating back to
the nineteenth century.

So 2002 was profitable by a hair due to this one trade, which reversed
my small losses. My losses had been small because I remained mostly on
the sidelines, safely in cash. That said, I would have been nicely profitable
had I shorted indices on any sell signals issued by my timing model. This
was also true in other years. Thus, this bias I had toward staying in cash
during bear markets was replaced starting in 2009 with the action of short-
ing major indices on sell signals; 2008 was a wake-up call to start shorting
the major indices as 2008 was a good year for my timing model, as shown
in Figure 2.15, due to the collapse in the general markets. The return of
+31.1 percent is good, but under the model’s long-term average annual-
ized returns of +33.1 percent. But when accounting for optimization of the
follow-through day threshold, which I discuss in Chapter 7, the return in-
creases to +38.8 percent for 2008. I prefer to err on the side of absolute
caution, so I show the “worst-case” situation of +31.1 percent.

Note, the timing model’s back-tested historical average of +33.1
percent/year from 1974 to 2006 was achieved by going 100 percent long the
NASDAQ Composite on a buy signal (B), 100 percent short the NASDAQ
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FIGURE 2.15 NASDAQ Composite Index daily chart, 2008. The “Slow Motion
Crash” of late 2008.
Chart courtesy of eSignal, Copyright 2010.

Composite on a sell signal (S), and 100 percent cash on a neutral signal
(N). In working with my model in real time since 1991, the returns in my
personal and institutional accounts were larger because I was buying indi-
vidual stocks during periods when my model was on a buy signal.

The toughest year for my model was 2007, as it was one of the only
two years when the model was down in its entire 36-year run. Its negative
return of 10.9 percent was due to a large number of false price/volume
signals. That year, distribution day clusters often did not lead to a falling
market, as the market continued to grind higher. This may have been due
to the many one-time confluences of cross-currents including the end of
the housing bubble, the early stages of a breakdown of financials as seen in
the XLF index, and the beginning of the recession. Fortunately, years such
as 2007 are extremely rare. On balance, my timing model continues to keep
me on the right side of the market cycle after cycle. For historical interest,
Figure 2.16 shows my timing model in action during the crash of 1987 and
its aftermath.

In the current decade, the compressed, sideways markets observed
from January 2004 to August 2006 brought new trading challenges, as
shown in Figure 2.17, and my market direction model’s returns, while still
ahead of the major averages, have been under its historical returns of
+33.1 percent/year.
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But whatever doesn’t kill you makes you stronger. In late 2005, I came
up with a major refinement to my strategy, which enabled me to make my
initial buy in a stock’s base just before it broke out, a method I call buy-
ing “in the pocket,” which will be discussed in detail in Chapter 6. Not only
does this refinement work today but also worked beautifully in prior 1970s,
1980s, and 1990s markets. Those of you who subscribe to The Gilmo Report
will note that we have discussed them in some detail in prior reports, which
can be found at www.gilmoreport.com. This technique will improve your
investment performance should the market encounter choppy, sideways
action that grinds higher, such as during much of 2004-2007 or during win-
dows of opportunity such as the brief uptrends of September to November
2006 and September to October 2007.

Looking back, as the saying goes, if I only had known in the 1990s what
I know now, my returns would have been higher. We are all students of the
market, always learning, always optimizing, and hopefully always evolving.
It certainly keeps the journey alive and well.



CHAPTER 3

How Gil Morales
Made Over
11,000 Percent
in the Stock
Market

Do not be concerned with the fruit of your
action—just give attention to the action itself. The
Sruit will come of its own accord. This is a powerful
spiritual practice.

—Eckhard Tolle, Practicing the Power of Now

a job as a Financial Consultant trainee at Merrill Lynch’s Beverly Hills

branch. At the time I was making $2,000 a month, which wasn’t enough
to live anywhere in Los Angeles where you didn’t risk getting hit by stray
bullets. So I had to suck it up and live with my parents while I gave my
nascent brokerage career a chance to gain traction. In the end it wasn’t so
bad. Living with my parents as an adult was not much different from living
with other adult housemates, which I had done many times before during
my post-college existence, except that these housemates didn’t stay up all
night partying and they didn’t stick you with the phone bill.

Beverly Hills is also a surreal place to work. Where else can you, while
driving your 1991 Dodge Colt, almost end up running over the actress Jamie
Lee Curtis as she jaywalks across Rodeo Drive? Even better, the Beverly
Hills Merrill Lynch office occupied the top two floors of a building that
housed a Sharper Image store on the ground floor. One afternoon I headed
down six floors to the third and bottom level of the building’s underground
parking garage only to find my car blocked by a large limousine. I went up
to the limo door, which was ajar, to ask the occupant(s) if they could move
only to find that the occupant was Michael Jackson, who had sent a small
entourage up to the Sharper Image to buy some items. He could not move

I didn’t get into the investment business until June of 1991, when I got

43
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the limo, he said in his trademark soft, plaintive tone. I went back upstairs,
a bit disgruntled that I couldn’t get my car free, whereupon my assistant
inquired, “I thought you were leaving.”

I said, “I would, but Michael Jackson’s limo is blocking my car.” At that
point, a gaggle of office assistants ran screaming downstairs to harass Mr.
Jackson, which did not help my cause with respect to getting my car out of
the parking garage. In any case, such was life working in Beverly Hills, and
it added an entertaining aspect to my early days as a stockbroker. I could
not complain however, as I found the business fascinating and I was having
fun, despite the grueling task of enduring life as a rookie broker trying to
drum up new accounts and obtain a foothold in the business. Most trainees
didn’t survive their first two years, but fortunately I was not going to be one
of them.

In 1991 I didn’t have any money to invest myself, but I remember having
some initial success with the O’Neil methodologies when I bought stocks
like Solectron (SLR) in 1991 and Pyxis (PYXS) in 1993 for some of my
clients. At that time, I was just getting my feet wet, and I was so green that
I can remember my hands shaking when I wrote out my first buy ticket for
a client order of 200 shares of SLR stock at the market. It wasn’t until 1993,
when my maternal grandmother passed on and left me $3,000, that I finally
had my grub stake. Over the next couple of years I grew it a little bit, and
added to it through savings and bonuses I made as a broker when I moved
over to PaineWebber, Inc. in mid-1994. By 1995 I had a few more thousands
to play with, and I began investing when the market began to turn in late
1994, specifically when it staged a textbook O’Neil “follow-through” day to
confirm a new market uptrend on December 14, 1994.

A ROCKY START TURNS GOLDEN

Despite the new market uptrend, I got off to a wretched start. By April
1995 I was down over 30 percent in my account, and the market had been
in a “confirmed rally” that had been in force for nearly five months! I could
see the river running before me, but every time I got into it with my boat
it promptly tipped over, and I was starting to get frustrated. Fortunately
for me, I tend to focus most when I am ticked off, and so I began working
harder, going through my weekly printed Daily Graphs® books with an
even more discerning eye. To this day I can still smell the fresh ink on
those books when I used to go directly down to the O’Neil offices in Marina
del Rey (where I would later be employed in 1997) to pick up my books
every Saturday morning when they came off the press. To me, it was pure
aromatherapy.
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My intensified efforts were soon rewarded when I came across a com-
pany that was developing mpeg encoder, decoder, and codec products that
enabled video to be compressed so that it could be viewed on comput-
ers and transmitted over the newly emerging Internet. At the time, this
was a key enabling technology, and the company producing it was C-Cube
Microsystems (CUBE) in 1995. At the time CUBE was showing three big
quarters of earnings growth at 700 percent, 1,100 percent, and 375 percent,
respectively. Sales were up 101 percent in the most recent quarter, and
after-tax quarterly margins were at a peak of 18.6 percent. CUBE’s return
on equity was a healthy, peak number of 15.7 percent, and its group rank
was a strong #13. From a fundamental perspective, the stock fit the char-
acteristics that I was looking for.

Back in those days I was not very picky about my buy points. If a stock
came out of a big consolidation to new highs I would simply buy it, as I did
with CUBE as it moved to new highs on May 16, 1995. Figure 3.1 shows
CUBE’s weekly chart from 1995 to 1996, and you can see that the base
formation was a bit unclear in this particular time frame. In Figure 3.2, the
daily chart of CUBE from that period, you can make out a cup-with-handle
formation, but this is not evident on the weekly chart. However, since I
was using O’Neil’s Daily Graphs® product every week, I was looking at
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FIGURE 3.1 C-Cube Microsystems (CUBE) weekly chart, 1995, split-adjusted.
Chart courtesy of eSignal, Copyright 2010.
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FIGURE 3.2 C-Cube Microsystems (CUBE) daily chart, 1999. A cup-with-handle
base formation?
Chart courtesy of eSignal, Copyright 2010.

nothing but daily charts at the time, so I bought what I thought was a cup-
with-handle breakout. Once the stock cleared what I saw as the peak of the
handle at around 24 and change, I assumed I was buying a proper cup-with-
handle pivot point.

CLIMBING ON BOARD THE
ROCKET RIDE

If you refer to Figure 3.2 and Figure 3.3 simultaneously, you can follow
the buy points in the pattern. On Figure 3.3, we see the initial breakout
to new highs that I bought at the cup-with-handle pivot point. The stock
then spent the next five weeks or so pulling back to the breakout point
and the inching up before it launched again at Buy point #2 on the chart.
In hindsight, this was also a test of the 10-week moving average as the
weekly chart of Figure 3.1 shows. At the time I didn’t see that because I
was looking exclusively at daily charts, but to me it looked like a breakout
from a miniature cup-with-handle formation and so I considered the stock
buyable at that point, and today I now know that in fact the action at Buy
point #2 constituted a “pocket pivot” buy point, something we will cover
in detail in Chapter 4. CUBE then stair-stepped its way to around 49 (note
on the weekly chart, Figure 3.1, the prices are split-adjusted 2-for-1, hence
are halved) before it pulled back sharply toward its 50-day moving average
in late September into early October. I remember my clients calling me,
upset that I hadn’t sold them out of their CUBE close to the 49 high. But as
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FIGURE 3.3 C-Cube Microsystems (CUBE), 1995 daily chart.
Chart courtesy of eSignal, Copyright 2010.

I saw it, the stock was pulling right back to its 50-day moving average for
the first time since it originally broke out in mid-May, and this was a place
to add! We had to buy, I told my clients. At this point, I was running low on
funds in my account since I was already loaded up with CUBE stock, so I
bought a bunch of November 50 calls at about 1Y/, or about $1.50 in today’s
decimalized terms, when the stock was at around 37.

From that point, as Figure 3.3 shows, the stock rocketed higher as it
went parabolic, and by November the stock was at a split-adjusted 95, and
the calls were worth $45. I had sold the calls on the way up, as the prof-
its were getting to be ridiculous and I didn’t want to be a pig. But I made
enough to be up over 500 percent at that point in my personal account.
Instead of a few tens of thousands of dollars, I had a few hundreds of thou-
sands, and with just one stock I had turned my account around from being
down over 30 percent to being up over 500 percent by year-end.

Getting out of CUBE wasn'’t all that difficult, since it started to act very
erratically as it moved into the end of the year, and while I did not sell at the
exact top, I sold close enough to make big money in the stock. Ultimately,
CUBE went on to form a classic head & shoulders topping formation with
a neckline as I've drawn in on Figure 3.4, from which it broke down in
earnest in the summer of 1996, but we’'ll save that topic for a more detailed
discussion in Chapter 4. When I look back at this first love of mine, at least
in the stock market, I wonder if I would have played it so well today. Back
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FIGURE 3.4 C-Cube Microsystems (CUBE) weekly chart, 1995-1996.
Chart courtesy of eSignal, Copyright 2010.

7

then I knew enough about chart patterns to “think” I knew when I was
looking at a cup-with-handle in CUBE, at least enough to buy the stock on
that breakout. By following some simple rules, and keeping my cool when
the stock made that hectic break from a peak of 49 down to 37, just below
its 50-day moving average, I stepped up and loaded up on CUBE calls and
stock. In a way, given my relative inexperience, I was fearless, and this is
what allowed me to capitalize on CUBE’s huge move. As well, I became
very acquainted with the stock’s business story, and I considered the fact
that CUBE had critical enabling technology for transmitting and viewing
videos on PCs and the Internet to be a big reason to own the stock. One of
the lessons I take away from my CUBE experience is that companies that
have such key, enabling technologies for an area that was experiencing
rapid growth such as personal computers and the Internet were in 1999,
often have the key ingredient for a big price move.

Another critical lesson—something that has a very visceral meaning
for me—is the fact that by remaining persistent and not giving up, even
when I was down over 30 percent in 1995, I eventually achieved a result in
excess of 500 percent by year-end. This gave me the confidence that came
from knowing that I had the ability to recover from any short-term setback
in the market, and has served me well since then. All traders will, from
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time to time, experience cold spells when they feel as though they can’t do
anything right, and as Bill O’Neil once told me, what makes a trader great
is not the positive results she achieves, but the ability to bounce back from
difficult times when one has been “kicked around pretty good.”

JOINING THE 1,000 PERCENT CLUB

When you hear about the great “dot-com bubble market” of 1999 you get
the idea that it was just one big, year-long party for stock investors. Nothing
could be further from the truth. As Figure 3.5 shows, the first nine months
of the year saw the NASDAQ Index chop and slop its way higher in a slow,
grinding rally that took the market to new highs in early October 1999. Dur-
ing these difficult months of 1999, the NASDAQ would consistently make
new highs and then promptly roll over again. It was very difficult to make
progress, and every time a stock began to work it would just as quickly re-
verse course and shake you out. By mid-October of 1999, the market was
not looking all that promising.

While the NASDAQ was at least floundering its way higher in broken
stair-step fashion, the Dow Jones Industrials were, by September 1999,
making lower lows as they struggled to hold their 200-day moving aver-
age in October 1999, as Figure 3.6 reveals. Both Chris Kacher and I had
our share of difficulties during that whipsaw environment, and it would be
an understatement to say that we had become fairly exasperated with the
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FIGURE 3.5 NASDAQ Composite Index daily chart, 1999.
Chart courtesy of eSignal, Copyright 2010.
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FIGURE 3.6 Dow Jones Industrials daily chart, 1999.
Chart courtesy of eSignal, Copyright 2010.

market by that point. Because of this our tendency was to think that it was
likely headed lower. Given the level of frustration we were experiencing as
we had been whipsawed to death since early February, it was not hard to
take a discouraged point of view. However, if you compare the chart of the
NASDAQ (Figure 3.5) to that of the Dow Jones Industrials (Figure 3.6), you
will notice the interesting divergence between the two. The steady upside
progress of the NASDAQ Index, as evident in the grinding uptrend channel
outlined in Figure 3.5, was a critical divergence and a key clue that the next
upside move in the market would be led by the smaller technology-oriented
stocks, the bread and butter of the NASDAQ Index. The NASDAQ'’s choppy
uptrend divergence in 1999 was nothing less than the bubbling cauldron
of the soon-to-be-unleashed dot-com mania that was slowly but steadily
coming to a boil under the surface of the market’s difficult action.

ORACLE BUBBLES UP

Sure, enough, on October 28, just seven days after we had thought that
big-cap stocks were about to be destroyed, and the market with them,
a massive upside follow-through day occurred, signaling that the market
was beginning a new uptrend. At that point, whatever we had thought be-
fore about the market was tossed right out the window as we immediately
shifted into buy mode. There were no ifs, ands, or buts. The market had
given its verdict with the follow-through day, and when the market turned,
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FIGURE 3.7 Oracle Corporation (ORCL) attempted breakout from initial cup-with-
handle base formation.
Chart courtesy of eSignal, Copyright 2010.

we turned with it. Of course, at the time, we had no idea that we were
about to get the bullish tidal wave ride of our careers, a literal rocket ride
that Figure 3.5 shows in all its upside glory. My buy watch list had already
been simmering on the stove for several weeks, and I was ready to act. One
of the stocks I had been watching was Oracle Corp. (ORCL), which had al-
ready broken out of a cup-with-handle base in September 1999, well before
the late October general market follow-through, as Figure 3.7 shows. Note
that in all these charts ORCL’s price is split-adjusted, so that $10 on the
charts I'm using here is actually $40 in 1999 pre-split terms.

The daily chart of ORCL (Figure 3.8) gives better detail of this early
breakout, which was, for all practical purposes, a clear textbook “pivot
point” buy signal as it came popping up out of the top of the six-week con-
solidation that was in fact the handle within the overall cup-with-handle
formation. Volume was brisk and above average, which is what you would
want to see on this type of breakout. While I saw ORCL break out at the
time, I took no action since I was negatively fixated on ORCL’s quarterly
earnings numbers, which showed that earnings growth was actually de-
celerating. The sequence over the immediately prior four quarters was
58 percent, 43 percent, 33 percent, and the most current quarter’s earn-
ings growth at the time of 23 percent. Sales growth during the most recent
quarter was 13 percent. Normally you would want to see sales growth of
20 percent or more with respect to a more orthodox “CAN SLIM” type of
stock. For these reasons as well as the fact that the general market was
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FIGURE 3.8 Oracle Corporation’s (ORCL) breakout from cup-with-handle base in
September 1999 gives the first hint of strength.
Chart courtesy of eSignal, Copyright 2010.

still correcting and had not yet signaled a follow-through day to the upside,
I initially ignored this breakout in ORCL. But there was more going on here
than met the eye.

Oracle’s CEO, Larry Ellison, had first come up with the idea of “net
computing” in 1995, and in 1997 Oracle created Network Computer, Inc. as
a wholly-owned subsidiary. Ellison was a big advocate of web-based appli-
cations, which users accessed via the Web from a central network server
rather than having the applications installed and housed on their own per-
sonal computers. What Ellison and Oracle were onto was an early idea of
an “information appliance.” This was a radical idea at the time, but one
that the rapidly growing Internet was making more and more feasible. To-
day, we see the offshoots of Oracle’s original concept in things like “cloud
computing” as well as in handheld “Internet appliances” like Apple Inc.’s
iPhone and Research in Motion’s Blackberry devices. Conceptually, Ora-
cle was considered a leader in the development of applications based on
the facility provided by the emergence of the Internet. The 1999 bull mar-
ket was a highly liquidity-driven market thanks to the Fed’s easy money
policy that arose to address the Long-Term Capital Crisis in 1998 as well
as the upcoming “Y2K Crisis” that was allegedly set to turn the world’s
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computer systems on their heads when they would all have to deal with
a year that started with “20” instead of the “19” that they had all originally
been created to handle. Institutions were awash in liquidity, and this money
had to be put to work. Liquidity often seeks liquidity, and so a lot of it was
put right into liquid, high-quality large-cap names that were perceived as
potentially huge beneficiaries of the rapidly growing Internet. Oracle was
one of these, and while the earnings growth was decelerating the company
was still a very profitable enterprise showing a very high return on equity
of 38.8 percent. Institutional investors often favor established companies
with a long-term record of strong profitability, of which return on equity
is a strong measure, as it is generally a sign of a well-managed company
capable of producing steady, dependable, and material earnings growth. In
this sense, Oracle fit the bill perfectly, but it took me nearly two months to
slowly evolve my view of the company within a more accurate big picture
context to the point where I was comfortable buying it.

PATIENCE AND A WATCHFUL EYE

Because Oracle had originally broken out in early September 1999, well
before the market had bottomed and turned to the upside again in late
October, it was too early to buy the stock on that first breakout, and so it
ended up backing and filling for another six weeks as it formed another
consolidation or base on top of the prior handle from which it broke out
in early September. I considered this lack of upside thrust as confirmation
of my earlier assessment that the stock just wasn't showing the kind of
earnings acceleration that I considered optimal at the time. Nevertheless,
I kept the stock on my watch list as it built this second six-week base on
top of the prior handle consolidation, essentially forming a very powerful
base-on-base formation.

A base-on-base formation is often a powerful formation because it is
visually showing you a stock that has broken out and really wants to move
higher, but because the general market environment is not ready yet, for
instance, is not in an up-trending bull phase, the stock simply goes about
its business setting up in another consolidation or base just above the prior
breakout point, as you can see in Figure 3.9, as it “coils” in anticipation of
springing higher once the weight of the general market lifts. Oracle also
flashed a volume clue in this second base as it pulled back sharply right
after breaking out of the first base in early September. As I've labeled on
the chart, you can see that this sharp pullback was very much like a little
shakeout that saw volume pick u