
 

Your Inside Edge – It Isn’t What You Think it Is 

IƛΣ Ƴȅ ƴŀƳŜ Lǎ aƛƪŜ {ǿŀƴǎƻƴΦ  ¢Ƙŀƴƪ ȅƻǳ ŦƻǊ ǇǳǊŎƘŀǎƛƴƎ ǘƘŜ ¢ǿƻŦƻƭŘ CƻǊƳǳƭŀΦ  Lƴ ǘƘƛǎ ōƻƻƪ LΩƳ 

going to present to you the formula I use to identify stocks that are likely to double.  Sometimes they 

produce outsized returns and go up even more than that.   

I have been in the stock market for over 12 years now and have a track record of success.  In 

March of 2000 I called for a new bear market.  The Nasdaq then fell almost 80% over the next two years.  

Then in 2002 I called a new bull market in gold and commodities when gold was under $300 an ounce.  

Then in the summer of 2008 I warned of a coming banking collapse that would take the stock market 

down with it.  Now though I am very bullish on the market and expect to see a big year-end rally that 

can make the principles IΩm going to tell you make you a lot of money.  I know what I am talking about 

and can help you make money in the stock market. 

 Lǘ ŘƻŜǎƴΩt matter how much money you have right now.  I started with only $15,000 and went 

on to manage millions.  I won a 2002 Robbins Trading Trophy and managed a hedge fund for several 

years that outperformed the market.  Once you finish this guide you will understand what to look for in 

order to find the stocks that can make you money quickly. 

 First though I need to change your thinking a little bit about the stock market.  The typical 

investor does not do well in the stock market and to succeed all you have to do is think outside the box a 



little bit.  Odds are that you are new to the market or do not have the type of experience I have.  That is 

fine.  To beat the market all you have to do is do better than the millions of other people in the stock 

market who invest with mediocre results.  Truth is the reason you can make money in the stock market 

is because most people just throw their money at it without any well thought out reasoning or strategy.  

They are simply lazy and that is why you can succeed. 

 When it comes to buying a stock the typical investor buys because they hear about some news 

story.  The problem is between the time you hear about news and then put in your buy order the stock 

has already moved and priced it in.  A lot of times the stock will actually drop after you buy it, because 

people who already knew about the news before it was going to come out already bought and are now 

selling into the price spike. 

 ¸ƻǳ ƘŀǾŜ ǎŜŜƴ ǘƘƛǎ ƘŀǇǇŜƴ ōŜŦƻǊŜ LΩƳ ǎǳǊŜΦ  aƻǎǘ ǇŜƻǇƭŜ ǘƘŀǘ ōǳȅ ƻn news instinctively know 

this, but just get caught up in the excitement of the moment.    But as a result everyone searches for an 

inside edge.  That is why people get attracted to stock stories where someone tells you about some 

development happening in a company that is going to make the stock price go up. 

 You could get the tip from someone you know working at the company or read about it in a 

magazine or a newsletter.  But the problem is most of the time tƘŜǎŜ ǘƛǇǎ ŘƻƴΩǘ ǿƻǊƪ ƻǳǘ ŜƛǘƘŜǊΣ ōŜŎŀǳǎŜ  

they ŀǊŜƴΩǘ ǊŜŀƭƭȅ ǎŜŎǊŜǘ ƪƴƻǿƭŜŘƎŜ ŀǘ ŀƭƭΦ  ¢ƘŜǊŜ ƛǎ ƴƻ ǿŀȅ ȅƻǳ Ŏŀƴ ƪƴƻǿ ƳƻǊŜ ŀōƻǳǘ ŀ ŎƻƳǇŀƴȅ ǎŜŎƻƴŘ 

hand than the corporate executives and their friends, their competitors, and the few analysts who are 

true experts on the company and its industry do.  These people make up the smart money that creates 

sustainable moves in a stock.  When you buy on a second hand tip that you hear or read about you are 

trying to outsmart these people. 

 ¢ƘŀǘΩǎ ŀ ƎŀƳŜ ȅƻǳ ǊŜŀƭƭȅ Ŏŀƴƴƻǘ ǿƛƴΦ  But you actually do have an inside edge that you probably 

ŘƻƴΩǘ ŜǾŜƴ ǊŜŀƭƛȊŜΦ  ¸ƻǳ Řƻ ƴƻǘ ƘŀǾŜ ǘƻ ƻǳǘǎƳŀǊǘ ǘƘŜǎŜ ǇŜƻǇƭŜ ŀǘ ŀƭƭΦ  ¢ƘŜ ǇŜƻǇƭŜ ȅƻǳ ƴŜŜŘ ǘƻ ƻǳǘǎƳŀǊǘ 



are the masses of other people who buy on stock tips, react to market news, and invest with little 

knowledge of what is going on.  Think of this as the dumb money. 

 It is these people who make up the bulk of trades in the stock market even though ǘƘŜȅ ŀǊŜƴΩǘ 

the real force that moves stocks in the long-run.  The thing is though the biggest group of dumb money 

traders and investors actually is on Wall Street.  The very people who try to appear to be the smart 

money are not the smart money at all.  You can actually beat Wall Street traders, mutual fund 

managers, and hedge fund managers at the stock picking game, because you have a real edge over 

them. 

 For one thing most of them have so much money that they have to invest that they have to 

spread themselves very thin to do their job.  They have to buy dozens and sometimes hundreds of 

stocks to properly diversify, where you can focus your resources on just a few issues.   What is more by 

ƳŀƴŀƎƛƴƎ ƻǘƘŜǊ ǇŜƻǇƭŜΩǎ ƳƻƴŜȅ ǘƘŜȅ ƻŦǘŜƴ ƘŀǾŜ ǘƻ ƳŀƪŜ ŘŜŎƛǎƛƻƴǎ ǘƘŀǘ ƴŜƎŀǘƛǾŜƭȅ ƛƳǇŀŎǘ ǘƘŜƛǊ 

performance in the long run. 

 For instance professional money managers are graded on a quarterly and often monthly basis.  

As a result they often make buy and sell decisions designed to lock in profits at the end of a month.  

They have to think short-term whereas by being completely independent you do not have to take such 

actions.  The very fact that you are independent and can focus your resources is what gives you an inside 

edge over Wall Street. 

The Truth About the Smart Money 

What you need to realize is that the Wall Street money managers and the  people you see on 

the financial shows are not the smart money in the stock market.  They are just like you and me.  They 

buy stocks, make trades, but have no real inside information.   Nor do they have magic powers just 



because they may work at a big name Wall Street firm.  If you doubt this then consider the fact that it 

ǿŀǎ .ŜŀǊ {ǘŜŀǊƴǎ ŀƴŘ Ƴŀƴȅ ƻǘƘŜǊ ²ŀƭƭ {ǘǊŜŜǘ ŦƛǊƳǎ ǘƘŀǘ ōƻǳƎƘǘ ǳǇ ǘƘŜ άǎǳōǇǊƛƳŜέ ƳƻǊǘƎŀƎŜs a few 

years ago and went under. 

In fact Wall Street firms are more in competition with each other than they are with small 

investors.  Think about this.  Say one firm owns one million shares of stock.  If they sell those shares they 

are more likely to be selling them to another firm looking to buy a huge number of shares than to ten 

thousand people looking to buy one hundred shares each.  Both firms will have skilled professionals and 

spend millions on research and simply have different views of the stock or need to buy and sell for any 

number of reasons.  One firm may have extra money coming into a mutual fund that it has to spend 

while another has to meet redemptions.  

The real smart money traders are not the people on Wall Street, but the people in the know ς 

the company insiders and their friends.  And then there are those that simply completely know the 

company and its industry and understand it much better than anyone else, because they live it.  There 

are very few people with such knowledge, but they have the power to move stocks by buying and selling 

themselves ahead of future developments and by influencing others close to them to do so too.  When a 

stock moves before news breaks it is these people that start such moves. 

You can profit alongside the smart money by understanding specific patterns in price and 

trading volume that tend to occur over and over again in individual stocks when insiders buy during a 

major bottom and as a new major bull run in a stock begins.  You do not have to know what they know 

ǘƻ ƳŀƪŜ ƳƻƴŜȅ ƛƴ ǎǘƻŎƪǎΦ  ¸ƻǳ ŎŀƴΩǘ ƛƴ ŦŀŎǘΦ  .ǳǘ ǘƘŀǘΩǎ ƻƪΦ  !ƭƭ ȅƻǳ ƘŀǾŜ ǘƻ ōŜ ŀōƭŜ ǘƻ Řƻ ƛǎ ǊŜŎƻƎƴƛȊŜ 

when they are building their position and you can see this in a stock chart. 

The reason why all you need to understand is price and volume action ς what some call 

technical analysis patterns ς is because every bit of known information is factored into a stock price.  



What this means is that all of the information surrounding a company, including opinions about its 

management, products, earnings, the chances of a takeover, the broad economic outlook, and even the 

ƛƴŦƻǊƳŀǘƛƻƴ ƪƴƻǿƴ ǘƻ ƛƴǎƛŘŜǊǎ ƛǎ ǊŜǇǊŜǎŜƴǘŜŘ ōȅ ǘƘŜ ǎǘƻŎƪ ǇǊƛŎŜΦ  !ǎ ǇŜƻǇƭŜΩǎ ƻǇƛƴƛƻƴǎ ŎƘŀƴƎŜ ǘƘŜ ǇǊƛŎŜ 

of the stock changes too ς but these opinions can change minute by minute and be influenced by the 

change in stock price itself which impacts investor psychology and by insiders at major bottoms and 

tops. 

What you need to realize is that when the smart money investors decide to build a position in a 

stock they impact the price of the stock and often influence the trading volume also.   They cannot hide 

their own actions.  You can buy near major bottoms in a stock price or when a stock is about to begin a 

bull market by simply looking for the patterns that repeat during these key moments.  If you have been 

trying to do this and losing money by buying just because a stock is dropping then once you complete 

this book you will never have to do this again. 

What Really Makes A Stock Go Up 

The best time to buy a stock is after it has made a major bottom and is beginning a new bull run.  

There are times when it has short-ǘŜǊƳ ǊŀƭƭƛŜǎ ŀƴŘ ƳƻƴŜȅ Ŏŀƴ ōŜ ƳŀŘŜ ƻƴ ǎǳŎƘ ƳƻǾŜǎΦ  LΩƭƭ ǘŀƭƪ ŀōƻǳǘ 

profiting from them later with you.  But right now I want to talk about making huge money.  I want to 

tell you how you get in positions that will go up twofold and often more.  

LΩƳ ƴƻǘ ǘŀƭƪƛƴƎ ŀōƻǳǘ ōǳȅƛƴƎ ƻƴ ŀƴ ŜȄŀŎǘ ōƻǘǘƻƳ ǘƘƻǳƎƘΦ  Lǘ ƛǎ ǾŜǊȅ ŘƛŦŦƛŎǳƭǘ ς impossible really ς 

for you to buy a stock on the exact bottom after an extended to decline.  If you happen to do it then you 

got  luckyΣ ŀƴŘ ȅƻǳ ǊŜŀƭƭȅ ŘƻƴΩǘ ƴŜŜŘ ǘƻ ƛƴ ƻǊŘŜǊ ǘƻ ƳŀƪŜ ōƛƎ ƳƻƴŜȅ ŀƴȅǿŀȅΣ ōŜŎŀǳǎŜ ŀŦǘŜǊ ŀ ƳŀƧƻǊ 

bottom stocks tend to just go sideways for several months before they go into a new bull phase.  It is 

during this sideways phase that insiders build their positions. 



It often takes months for a stock to bottom and then make the transition into a new bull run and 

the transition phase usually simply consists of a lot of back and forth movement in which nothing seems 

to be happening to the untrained observer.  In fact during the transition phase, most of the news around 

a stock is bad and scares people away.   In fact the news might not seem to be good until a stock is well 

into its next bull run.   

What really makes a stock go up is the prospects of the economic sector that it is in.  Stocks tend 

to move together in groups all commonly influenced by the niche they are in.  For instance individual car 

companies tend to rise and fall together, and so do retailers, oil companies, computer companies and 

anything else you can think of, because they all share many of the same business prospects, 

opportunities, and challenges.  It is simple logic.  If you own a restaurant in your town and the town 

experiences an influx in population than you can expect to see your sales grow along with your 

competitors.  However, if unemployment goes up or people start to leave than you can expect your 

sales to flatten or shrink along with everyone else.  The business trends for sectors do not change 

quickly, trends can last for years and they rarely change overnight.  That is why you get long sideways 

phases after a major bottom in a stock and bulls markets that last even longer. 

What makes a stock good to own though is its presence in a niche in the economy going from a 

recessionary trough to a new expansive upswing or coming out of nowhere and being a source of new 

innovation that will translate into earnings growth.  Since other companies in the niche are in a similar 

position they all tend to rise together and eventually fall together.   

That makes watching sectors a key to investing.  Luckily there are different stock market 

advisory services and software programs that break the stock market up into sectors and place 

individual stocks into sectors so you can see what is going on.  For instance I use TC2000 made by 

Worden Brothers, Inc., which allows me to look at the US stock market as over 250 individual sectors.  I 



look at these sectors to discover which ones are at optimal buy points and then look at the leading 

stocks and companies in those sectors for buy candidates. 

What this means then is when I look for a stock to invest in I look at the following in order of 

importance ς the state of the sector it is in, the performance of the stock in comparison with other 

stocks in its sector, the price and volume pattern of the stock to tip us off to smart money accumulation, 

insider buying and selling data even though it tends to be dated, dividends if any, valuation, and then 

earnings growth.   Lƴ ǘƘŜ ǊŜǎǘ ƻŦ ǘƘƛǎ ōƻƻƪ LΩƭƭ ŜȄǇƭŀƛƴ Ƙƻǿ L ǳǎŜ ŜŀŎƘ ƻf these components and then 

follow up with some about sector rotation patterns, international investing, diversification, and shorter-

term trading elsewhere. 

Sector Investing – From Trough to Peak 

Of course you know the economy goes through a business cycle of recession and expansion in 

which troughs and peaks are formed.  You may not know it but the stock market tends to lead such 

cycles, topping out months ahead of the economy and bottoming well before an economic trough is 

formed.  In fact by the time the stock market is usually well into a bull market before it is clear from the 

economic data that an economic expansion is well underway. 

The individual sectors of the market tend to lead the economy just as the stock market as a 

whole does.  However, the sectors do not all trade together.  Some sectors lead the economy while 

others lag, and there are times when developments particular to an individual sector cause it to seem to 

trade in its own world separate to what is going on everywhere else.  In each stock market bull market 

too there are often new sectors that lead the bull market that didƴΩǘ last time, because there are always 

new areas of innovation and growth in the economy.  



 

Markets, sectors, and stocks  all tend to have a distinctive cyclical pattern to them  - I like to say 

they go through stages.  Stage one is a sideways consolidation period following a bear market.  Stage 

two is a bull market, stage three a topping phase, and stage four a bear market.  ²ŜΩƭƭ Ƨǳǎǘ ŦƻŎǳǎ ƻƴ 

sectors for this discussion. 

At a stage two bull market top almost all of the news focusing on a sector is incredibly positive.  

Analysts are projecting huge earnings growth for the future while the stocks often hold big valuations as 

a result of these expectations.  However, often insiders are selling out at this time, because they believe 

that they have seen a peak in growth for their industry or else a recession is looming in the future.  A top 

comes and eventually as the future the insiders see up ahead becomes a reality the stocks can often 

crash, because the big valuations have set them up for huge selling when investors get caught off guard.  

A classic example came with the home builder Toll Brothers when its CEO sold hundreds of millions 

worth of stock at the end of the real estate boom while the stock ς and the homebuilding sector ς 

remained a favorite of most Wall Street analysts.  A year later it became clear to everyone that the real 



estate market made a major top in the US around the time this CEO was cashing out and the stocks got 

hammered for massive losses as a result. 

After a major top a sector will go into a bear market stage three decline, but during this decline 

more often than not the analysts still stay positive for much of the time, thinking that any slowdown in 

the economy or earnings is just a temporary blip and that all pullbacks are buying opportunities.  The 

public which got conditioned by the last bull market to buy dips, jumps in thinking all down days are 

buying days, but insiders and the smart money players know better and feed shares to them.  Some 

even profit by short-selling.  This goes on until finally the smart money sees that the price has fallen so 

much that it makes no sense to sell anymore.  They stop selling and finally a bottom comes in the sector. 

²Ƙŀǘ ȅƻǳ ƴŜŜŘ ǘƻ ǊŜŀƭƛȊŜ ƛǎ ǘƘŀǘ ŀ ōƻǘǘƻƳ ŘƻŜǎƴΩǘ ŎƻƳŜ ǿƘŜƴ ŀƭƭ ƻŦ ŀ ǎǳŘden the smart money 

starts to buy and thereby makes everything go up, but when they stop selling.  Bear markets end when 

the selling pressure comes to an end, and more often than not this process comes with a panic washout 

on the part of the public and so called professional traders on Wall Street who really are not much 

better at investing than the average man in the street.  The mediocre performance of most mutual 

funds proves this fact. 



 

Now you can quickly identify what stage a sector, market, or stock is in by looking at its price in 

relation to its 200-day moving average ς which is an indicator created by looking at the average price 

over 200 days.  If the price is above this moving average and the moving average is sloped upwards then 

you are looking at a stage two bull market.  However, if the price is below this moving average and that 

moving average is trending down then you are looking at a stage three bear market.  You can find this 

indicator and use it with your favorite stock on several free stock charting sites available on the internet.  

One I use often is stockcharts.com.  

The above chart is a chart of the S&P 500 from stockcharts.com.  The moving average in the 

chart is the 200-day moving average.  From 2003 till late 2007 the S&P 500 was in a stage two bull 

market, because this moving average was sloping up and the price of the S&P 500 stayed above this 

moving average.  Then the S&P 500 entered a bear market by going below this moving average and 

staying below it as the moving average turned down. 

It is during a stage one consolidation phase following a bear market that the insiders and smart 

money build a position and that you need to be most alert.  The ironic thing though is that during this 



time the general public has no interest at all in the sector.  The news generally is bad, earnings growth 

often has been negative the past few quarters, and the financial media, which talks more about stocks 

going up and hot news items reports very little on the sector.  However, despite all of the negativity over 

the sector,  the stocks that make it up simply are going sideways in a stage one basing phase. 

What is happening is that the smart money has put a floor on the sector by accumulating shares, 

because either the valuations for the sector have become so cheap that it is ridiculous or else they see 

light at the end of a recessionary tunnel.  The sector is not going up yet ǘƘƻǳƎƘΦ  LǘΩǎ Ƨǳǎǘ ƎƻƛƴƎ ǎƛŘŜǿŀȅǎ 

in a range and that fact either bores most people or frustrates them into thinking that nothing is good 

about the sector anymore.  So the dumb money keeps selling as the smart money accumulates. 

Just as the smart money helps put a floor on prices the dumb money keeps a lid on them, selling 

on up moves in the sector thinking that they have to be temporary because the news is still bad.  This 

can go on for weeks, months, and sometimes even up to a year.   During this time the 200-day moving 

averages flatten out and prices fluctuate above and below the moving average.   

As the end of the stage one consolidation phase nears the buying pressure from the smart 

money begins to pick up.  In the individual stocks that make up the sector volume often picks up too.  

The trading range begins to narrow as the peaks and lows of the sector form closer together.  Then the 

dumb money simply runs out of shares to sell.  Buyers take over and a big upside breakout through the 

consolidation phase takes place and a new stage two bull phase begins. 

The optimal buy point occurs right towards the end of this consolidation phase right before a 

new bull market begins.  It is as this point that you can buy a stock and watch it quickly rise twofold and 

then go even higher from there. 



Often though as the new bull market begins the news can still be negative and there is often a 

lot of doubt among people if the move is for real or not.  The masses remember the pain they 

experienced getting excited over the false rallies that came with the last bear market and worry that this 

Ǌŀƭƭȅ ƛǎ ǇǊƻōŀōƭȅ ŀ ŦŀƭǎŜ ƻƴŜ ǘƻƻΦ  {ƻ ǘƘŜȅ ŘƻƴΩǘ ōǳȅ ŀǘ the start of the bull move, but wait until much 

later when the news gets better and the Wall Street analysts and talking heads on television tell them 

they need to buy.  And then eventually the cycle repeats itself once another top is formed. 

 

How to Identify Future Leading Sectors and the Stocks to Own in a Sector 

There is a simple way to find out where the smart money is going to in the stock market.  That is 

to watch what sectors are holding up when the market has a decline or pullback.  When a sector holds 

up, while the rest of the stock market drops, it means that money is flowing into that sector and keeping 

it from declining while everything else around it is falling.  There are still a lot of sell orders hitting these 

strong sectors, but the smart money is using them to increase their position.   It takes a lot of buying 

pressure to keep a stock or a sector from dropping during a stock market correction, and normally once 

a market decline comes to an end the sectors that hold up the most during a decline lead the next rally. 



Gauging the relative strength of one sector against another or in comparison with a broad 

market index, such as the DOW or S&P 500, is easy to do.  All you have to do is divide the price 

performance of one thing against what you want to compare it with to see which one is performing the 

strongest. 

 

For example in the first few months of 2009 the US markets experienced a sharp correction 

along with most global markets that caused a 27% drop in the S&P 500.  During this correction the 

Chinese stock market did not fall as much as the S&P 500.  As you can see in the above chart if you 



divided the price of the FXI China ETF and the S&P 500 you would have created a relative strength ratio.  

FXI had greater relative strength in comparison with the S&P 500, because this ratio was rising. 

In March the correction came to an end and a rally occurred in almost all markets across the 

globe.  The S&P 500 rallied 43% from its March low to its June high, but FXI rallied 79% in the same time 

frame.  The strong relative strength that preceded this rally tipped anyone looking off to the fact that 

smart money was flowing into China ς thereby causing stocks in China to hold up in comparison with the 

rest of the world.  It was no surprise then that China stocks rallied more than US stocks once the market 

bottomed. 

This same type of analysis works when you compare individual sectors to the broad market 

averages too.  For instance I use TC2000 stock software to break the US stock market up into over 230 

individual sectors.  I can use the software to quickly run relative strength comparison of the sectors with 

each other and the broad market averages.  I also do similar analysis of different world market indices 

too.  This way I can identify where the smart money is flowing in the US and in the entire world. 

As a general rule of thumb you want to invest in the strongest sectors of the market and look for 

those sectors and entry points in them during market pullbacks and corrections.  When it comes to 

individual stocks you want to invest in the ones that lead its sector.  In every sector there are companies 

that provide it leadership through innovation and earnings growth.  The stocks of these companies tend 

to perform the best when the sector is in an upswing and drop the least when it is in a correction.   

That means relative strength analysis is important when it comes to individual stocks, but the 

ǿŀȅ ǘƻ ƳŀƪŜ ǘƘŜ ōŜǎǘ ǳǎŜ ƻŦ ƛǘ ƛǎ ƴƻǘ ǘƻ ŎƻƳǇŀǊŜ ŀ ǎǘƻŎƪΩǎ ǇŜǊŦƻǊƳŀƴŎŜ ǿƛǘƘ ǘƘŀǘ ƻŦ ŀ ōǊƻŀŘ ƳŀǊƪŜǘ 

average like the S&P 500, but with an index of the sector that it is a component of.  For instance you can 

compare the performance of the shares of several dozen oil companies with that of the XLE Energy 

sector spdr ETF to identify the leading energy stocks. 



aƻǎǘ ƻŦ ǘƘŜ ǘƛƳŜ ǿƘŜƴ ǎƻƳŜƻƴŜ ōǳȅǎ ŀ ǎǘƻŎƪ ǘƘŜȅ ŘƻƴΩǘ Ǉŀȅ ŀƴȅ ŀǘǘŜƴǘƛƻƴ ŀǘ ŀƭƭ ǘƻ ǿƘŀǘ ǘƘŜ 

other stocks in its niche are doing, but sector analysis is more important than the characteristics of a 

company ς may it be its earnings or the action in the stock itself, because stocks inside a sector tend to 

rise and fall together no matter what the earnings and analyst predictions are.   That is why relative 

strength and stage analysis are such powerful tools and where I always start when I analyze a stock. 

So the bottom line when it comes to looking for stocks to buy I first look at the sectors to 

identify what area of the stock market ς and sometimes the world market ς that I want to invest in using 

relative strength analysis.  Then I look for sectors coming out of stage one bases that have the most 

upside potential.  And then finally I look for the strongest stocks inside the sector itself to create a list of 

potential buy candidates among the leading companies and stocks in a sector positioned to go much 

higher.  Only then do I examine the individual stocks themselves and the underlying fundamentals of the 

companies they represent in order to gauge their potential to go up. 

The Most Profitable Stock Patterns to Buy Into 

First when you look to buy a stock you must understand that you are buying a piece of paper.  

Many people get caught up thinking that just because they own a stock they are an owner in a company 

and then get married to the stock.  Even if a company has great management and great earnings a stock 

can still go down at times if the sector it is in or the stock market as a whole is on hard times.   If you 

ǘƘƛƴƪ ƻŦ ȅƻǳǊǎŜƭŦ ŀǎ ŀ ƭƻȅŀƭ ǎƘŀǊŜƘƻƭŘŜǊ ƛǘ ŘƻŜǎƴΩǘ ǎŜŜƳ ŦŀƛǊ ǘƻ ƘŀǾŜ ǘƻ ǎǳŦŦŜǊ ŀǘ ǘƛƳŜǎ ƭƛƪŜ ǘƘƛǎΦ 

But as a shareholder often you are not even the most important stake holder in the company.   

There are two types of stocks ς preferred and common stocks.  Then you also have bondholders who 

lend money to companies.  When a company goes bankrupt bondholders and owners of preferred stock 

get any proceeds from liquidation first.  Common stockholders almost always get completely wiped out.   

When you buy stock off of the stock exchange you are almost always buying common stock, so you are 



not considered one of the most important shareholders in the company.  You may occasionally be asked 

to vote on changes in management or proposals brought up ahead of shareholder meetings, but that is 

the extent of your rights as a common stock shareholder. 

L ŀƳ ǘŜƭƭƛƴƎ ȅƻǳ ǘƘƛǎΣ ōŜŎŀǳǎŜ L ŘƻƴΩǘ ǿŀƴǘ ȅƻǳ ǘƻ ƎŜǘ ŎŀǳƎƘǘ up feeling that you are special just 

because you bought a stock.  Some people think that they should buy stocks in companies they like, has 

good news, or is talked about a lot.  That leads people into a mentality of buying and holding forever and 

at some point you are going to have to sell and take profits or cut your losses if a stock goes down 

ƛƴǎǘŜŀŘ ƻŦ ǳǇΦ  LŦ ȅƻǳ ǊŜŦǳǎŜ ǘƻ ǎŜƭƭ ǿƘŜƴ ƴŜŎŜǎǎŀǊȅ ǘƘŀƴ ȅƻǳ ŀǊŜƴΩǘ Ŏǳǘ ƻǳǘ ŦƻǊ ǎǘƻŎƪ ƛƴǾŜǎǘƛƴƎΦ 

What is more stock prices do not always reflect the underlying value of the company they 

represent.  Stock prices fluctuate day by day and rarely do the fortunes of a company change back and 

forth so quickly.  There are times when stock prices fall below what a company is worth thereby 

providing you with an opportunity to make money by buying shares at a low price and times when a 

stock price goes up so high that it no longer represents reality and you need to sell and take your profits.  

Stocks trade on investor expectations and psychology, which can change on a dime. 

This means that when it comes to buying a stock, after I look at the state of the sector that it is a 

part of, I look at the trading and volume action in the stock to determine if it poised for a big move 

higher.  I look at what buyers and sellers are doing with the stock itself and not my feelings or 

expectations of what a company is going to do.  In the end when you buy or own a stock you need to 

think of yourself as owning a piece of paper trading on the stock market and not as some mighty 

stakeholder in a company.  When you buy a stock you are speculating that other people will eventually 

pay a higher price for the stock then you are now.  

You make money in the stock market by understanding when the optimal time to buy a stock is.  

The good news is that there are repeatable patterns that occur before big moves in stocks that you can 



watch for.   There are so many different types of stock patterns though that it is best two focus on only 

the most profitable ones.  I basically look through stocks in top sectors for these patterns and then study 

the company and the valuation of the stock to get an idea of how high it can go once it starts to go up. 

But I look for certain patterns first, because I only want to get in stocks that are poised to jump 

up.  There are two basic patterns I look for.  First is to find a stock breaking out of a stage one base and 

second is a stock that has already broken out, but is pausing before rising again.  In fact this second 

pattern can actually be more profitable than the first over the short-term. 

The stage one basing pattern is the same pattern I told you about when looking for sectors that 

are entering bull markets.  You basically look for a stock that has been going sideways after a stage four 

bear market.  Its 200 and 150-day moving averages are now going sideways and the stock has bounced 

up and down in a channel so you can see clear support and resistance in it. 

Ideally you also should see trading volume in the stock pick up.  For instance if a stock has been 

trading 100k shares in average daily volume if it starts to trade 200k shares a day then often something 

big happens.  When this occurs towards the end of a basing phase it indicates that money is suddenly 

flowing into the stock, usually from smart money insiders.  Lǘ ǿƻƴΩǘ ōŜ ƭƻƴƎ ōŜŦƻǊŜ ǘƘŜ ǎŜƭƭŜǊǎ ǘƘŀǘ ŀǊŜ 

responsible for the resistance on the stock get taken out.  When that happens the stock enters a new 

stage two bull market. 

Unless the stock market has been rallying like crazy the past few weeks the stock should also be 

performing better than the major market averages.  If the market has been weak and the stock has been 

holding up at the same time then this is a huge positive indication that the smart money is accumulating 

the stock. 



Often the volatility in the stock shrinks right before it breaks out of resistance.  What this means 

is that the stock trades in a narrower and narrower range, because the buying and selling pressure in the 

stock starts to equalize.  This puts pressure on a stock like a rubber band and when the pressure is taken 

out ς by the sellers running out of shares to sell ς the stock makes a fast move up just like a rubber band 

snapping.  

Let me show you some examples. 

 

 MOV broke out of a stage one base and into a new bull market at the end of April 2003.  Notice 

how its 200-day moving average ς the red line ς flatted out in the first part of 2003.  The stock had 



resistance at 9.50 during this time and started to make higher lows right before it broke out of this 

period. 

 After this break out the stock entered a new bull market during which its 200-day moving 

average acted as a powerful support point.  Remember this is a textbook characteristic of bull markets. 

 

In 2003 QCOM also started a new bull market after it went through a stage one basing phase.  

During this basing period 19 acted as stiff resistance.  Once QCOM broke through that level it took off 

like a rocket.  Notice how its relative strength ratio (QCOM divided by the S&P 500) was trending up 

before this breakout. 



Another example: 

 

 

Nike Shoes ς NKE ς also broke into a new bull market during this time too.  Before it based it had 

resistance at around 22.50.   

Another example is Novell: 



 

 NOVL also broke out of a stage one base in 2003.  It spent almost ten full months consolidating 

below its $4.00 resistance, which it broke towards the end of August and then went into a new bull 

market. 

 Right before the break out volume picked up heavily in NOLV.  Notice how much more it went 

up than the other examples I have shown you so far.  There is a general rule of thumb that the longer 

the stage one base the bigger the bull market will be. 

 That rule proved itself here. 



 

 In 2003 DHI also broke out of a stage one base and entered a new bull market.  You may have 

noticed something with these examples so far.  They are all taking place at around the same time.  

¢ƘŀǘΩǎ ōŜŎŀǳǎŜ ǘƘƛǎ ƛǎ ǿƘŜƴ ǘƘŜ ōǳƭƭ ƳŀǊƪŜǘ ƻŦ нлло-2007 began.  There were tens of hundreds of stocks 

that were in stage one basing phases going into the summer of 2003. 

 Not every year do so many stocks begin bull markets, but every year there is a sector that does 

and it is best to focus on the stocks in those sectors to find ones entering new bull markets.  This type of 

chart is best to use if you are looking to buy something as an investor with a long-term time horizon 

when it comes to holding on to your position.  When you see several stocks in this position then you 

ƭƻƻƪ ŀǘ Ǿŀƭǳŀǘƛƻƴ ŀƴŘ ŜŀǊƴƛƴƎǎ ǘƻ ŘŜŎƛŘŜ ǿƘƛŎƘ ƻƴŜ ƛǎ ǘƘŜ ōŜǎǘ ƻƴŜ ǘƻ ōǳȅΦ  LΩƭƭ ǘŀƭƪ ŀōƻǳǘ ǘƘŀǘ in a bit. 



 First though I want to give you what is really the most profitable stock pattern out there ς the 

one that results in stocks doubling and sometimes even tripling in value quickly after you buy them.    

Notice that in the examples I have shown you so far that some of the stocks went up more than others 

after they broke out of their bases.  There is a reason why. 

 I have found that the stocks that go up the most during their bull market phase usually start 

from smaller prices than their higher price brethren.  Their stage one resistance point is at $10 or below.  

They also make bigger moves quickly after breaking out and go through their resistance levels with a 

huge volume expansion. 

 What I mean is that when they break out of their stage one resistance point they have a fast and 

big percentage price jump ς rallying anywhere from 50-100% - on large volume.  They then pause for 1-6 

weeks during which the stock goes sideways.  Volatility shrinks during this time as the points of new 

resistance and support come closer together. 

 It is hard to find these stocks before they make such a big massive break out of a stage one base.  

Often no one knows about them at all and they seem to just come out of nowhere unless you have a 

close eye on its industry and are closely watching things.  But that is ok since it is during the pause after 

the breakout that the best buy point comes,  because often stocks that double after breaking out of a 

stage one base, pause, and then double again after they breakout a second time.   

 Since you already have seen the stock double after breaking out of its stage one base and now 

are watching it consolidate you can prepare yourself for its next big move.  By rising out of the base like 

this it has proven itself to be capable of making huge moves higher in a fast amount of time.  And now 

by pausing it has given you a good low risk/high reward entry point to get on board as the next big rally 

begins. 



 Let me show you some examples: 

 

For instance VCGH broke out of a stage one base with a huge volume expansion in the summer 

of 2006.  When it cleared through its $1.50 resistance point it rallied to form new resistance at $2.50, a 

point 66% higher from its previous resistance point.  It then paused for several weeks and when it broke 

through $2.50 it more than doubled in value by the end of the year. 

By breaking out of its stage one base with so much volume and then rallying for a 60% gain it 

showed that it had explosive momentum behind it.  By then pausing for several weeks after reaching 



$2.50 it would have enabled you to get a nice safe entry point for the next move ς which turned out to 

be a 100% gain.  This is the most profitable stock chart pattern that I know. 

 

HRT formed a stage on base in the summer of 2006 with $12 as resistance.  It broke $12 on high 

volume and then quickly jumped to the $14.00 area, after which it paused for another month before 

breaking out again and rallying over 100%. 

Often times a stock will pause and consolidate again right after its initial breakout from a stage 

one base.  Some people prefer not to buy stocks when they are in stage one bases or on the stage one 

breakout, but to instead only buy stocks that have consolidated right after the stage one breakout, 



because a lot of times this second consolidation period is more reliable and not all stage one breakouts 

have an increase in volume towards the end of them. 

 

 IGLD also broke out of a stage on base in the summer of 2006 in which $5.50 was resistance.  

After that breakout it quickly paused much like HRT did before moving high up to the $7.75 area.  If you 

missed buying before the stage one breakout the pause would have allowed you to get in with a good 

entry point. 

 Often times stocks that are in bull runs will pause several times during their bull phase, much 

like IGLD did when it got to $7.75.  These pauses allow traders to take positions in the stocks for moves 



higher, but if you want to buy and hold a stock I recommend you try to do so towards the end of a stage 

one base or after the first pausing period after a stock breaks out of one.  Consolidations that happen 

later are more appropriate for short-term trading, than investing or position trading. 

 

There is an indicator that can help you spot the moment right before a stock is going to end a 

consolidation period and break through resistance.  That indicator is the Bollinger bands, which are the 

ƎǊŜŜƴ ƭƛƴŜǎ ƛƴ ǘƘŜ ŀōƻǾŜ ŎƘŀǊǘ ŀƴŘ L ƘŀǾŜ ǎŜǘ ŀǎ ǇŜǊƛƻŘ млΣ ŘŜǾƛŀǘƛƻƴ мΦр ƛƴ ǘƘŜ ŀōƻǾŜ ŎƘŀǊǘΦ   L ŘƻƴΩt have 

enough room to do a whole course on Bollinger Bands right here, but they measure the volatility in a 

stock. 



 Remember how I told you that when volatility shrinks in a stock it happens because the selling 

ǇǊŜǎǎǳǊŜ ŀƴŘ ōǳȅƛƴƎ ǇǊŜǎǎǳǊŜ ōŜŎƻƳŜǎ ƳƻǊŜ ŜǉǳŀƭΚ  ¢Ƙŀǘ ǎƛǘǳŀǘƛƻƴ ŘƻŜǎƴΩǘ ƭŀǎǘ ŦƻǊŜǾŜǊ ŀƴŘ ǿƘŜƴ ƛǘ 

ends by the sellers running out of stock to sell the stock then breaks through resistance.  Well the 

Bollinger Bands can help you tell when this is going to happen, because when volatility increases in a 

stock the two bands get farther apart and when volatility shrinks they come close together. 

 Lƴ ǘƘŜ ŀōƻǾŜ ŎƘŀǊǘ ƛŦ ȅƻǳ ƭƻƻƪ ŎƭƻǎŜƭȅ ȅƻǳΩƭƭ ƴƻǘƛŎŜ ǘƘŀǘ ǿƘŜƴ ǘƘŜ ǎǘƻŎƪ ƴŜŀǊŜŘ ǘƘŜ ŜƴŘ ƻŦ ƛǘǎ 

consolidation period the bands got closer together ς and then the stock broke out.  The bands make 

great advance warning indicators that an important breakthrough out of resistance is about to happen. 

 So far everything I have talked with you about is looking at price and volume patterns to figure 

out when a sector is entering a bull market and when a stock is poised to make a large move higher.  The 

Ǝƻŀƭ ƛǎƴΩǘ ǘƻ ƎǳŜǎǎ ōƻǘǘƻƳǎΣ ōǳǘ ǘƻ ōǳȅ ŀŦǘŜǊ ǘƘŜ ǎƳŀǊǘ ƳƻƴŜȅ Ƙŀǎ ƳƻǾŜŘ ƛƴ ŀƴŘ ǎǘŀōƛƭƛȊŜŘ ŀ ǎǘƻŎƪ ōȅ 

accumulating shares during the stage one basing phase.  It takes the smart money to take a stock 

through a stage one base and into a stage two bull market, and by looking for these patterns you can 

invest along with the smart money as a stock begins a new extended bull phase. 

 I suggest that you go look at a list of the top gaining stocks of the past few months and see if 

you can see ǘƘŜǎŜ ǇŀǘǘŜǊƴǎ ƛƴ ǘƘŜƳΦ  LŦ ȅƻǳ Řƻ ǘƘƛǎ ȅƻǳΩƭƭ ƭŜŀǊƴ ŀ ƭƻǘΦ  ¢ƘŜǎŜ ŀǊŜ ǘƘŜ ǘȅǇŜǎ ƻŦ ǎǘƻŎƪǎ L ƭƛƪŜ 

to buy myself and in my trading service I do my best to find them for you.  

 ²ƘŜƴ ȅƻǳ ƎŜǘ ƎƻƻŘ ŀǘ ŦƛƴŘƛƴƎ ǘƘŜǎŜ ǎǘƻŎƪǎ ȅƻǳΩƭƭ ōŜ ŀōƭŜ ǘƻ ōǳȅ ƛƴǘƻ ǎǘƻŎƪǎ ǿƛǘƘ low risk/high 

reward entry points.  However, there are also ways to figure out how high a stock may go so you can get 

a good idea of its potential before you buy it.  This involves the use of some fundamental and valuation 

metrics that I will show you in the next section. 

 



How to Know If a Stock Is Really a Bargain 

 Just because a stock has fallen from a high ǇǊƛŎŜ ǘƻ ŀ ƭƻǿ ǇǊƛŎŜ ŘƻŜǎƴΩǘ ƳŜŀƴ ƛǘΩǎ ŎƘŜŀǇΦ  You 

ŎŀƴΩǘ Ƨǳǎǘ ŀǎǎǳƳŜ ōŜŎŀǳǎŜ ŀ ǎǘƻŎƪ Ƙŀǎ ŀ ƭƻǿ ǇǊƛŎŜ ƛǘΩǎ ŀ ōŀǊƎŀƛƴΦ  Companies can go bankrupt and stocks 

do go to zero at times.  Lƴ ŦŀŎǘ ǘƘŜǊŜ ŀǊŜ ŀ ǊŜŀǎƻƴ ǇŜƴƴȅ ǎǘƻŎƪǎ ŀǊŜ ǇŜƴƴȅ ǎǘƻŎƪǎ ŀƴŘ ǿƘŀǘ LΩǾŜ ǎƘƻǿƴ 

you so far may look like buying stocks that are at a low price.  However, it does not involve trying to 

guess the exact bottom of a stock, but buying after the bottom has come in and the stock has stabilized 

by going through a stage one basing phase. 

 You want to buy low and sell high.  To know if a stock is cheap you have to understand some 

simple valuation metrics.  The valuation of a stock is calculated by taking all of the shares outstanding 

and then multiplying that by the price.  This will give you the stocks market capitalization.  So for 

instance if a stock has 100 million shares outstanding and is trading at $5 a share then it has a market 

cap of $500 million. 

 Companies with a market cap between $200 million and $2 billion are considered to be small 

cap stocks, while ones with market caps between $2 billion and $10 billion are mid-caps.  Of course 

anything above that number is a large cap while those below $200 million are considered to be more 

speculative micro-cap companies. 

 Large cap companies are the type of companies that are household names and make up the 

DOW and S&P 500.  They tend to be fully mature companies and the best of them are considered άōƭǳŜ 

ŎƘƛǇέ ǎǘƻŎƪǎΦ  ¢ƘŜȅ ƳŀƪŜ ǳǇ ǘƘŜ ōǳƭƪ ƻŦ Ƴǳǘǳŀƭ ŦǳƴŘ ƘƻƭŘƛƴƎǎΦ 

 Small cap and mid-cap stocks are generally considered to be riskier, but the right stocks in this 

valuation range can go up tremendously if they are in the right sector and represent companies with fast 

earnings growth.   As a general rule of thumb the smaller the market cap the more volatile and riskier a 



stock can be.  For every successful startup company that goes from small cap to mid-cap and beyond 

there are hundreds of companies that fail to execute, with many going broke and disappearing from the 

stock exchanges.  However, the homework it takes to pick out quality small and mid-cap stocks is well 

worth the effort, because they are the stocks that end up on the list of top performing stocks every year. 

 Now it is important to know how much a stock is valued when compared to the value of the 

company it represents to know if you are paying a high price for the stock or a low price and how much 

potential the stock has to go up in value.   Most people think that investing in stocks means either being 

a value or a growth investor.  Value investors look for stocks that are priced at a value below that of the 

worth of the underlying company, while many growth investors do not worry about valuation at all and 

just look for companies with fast earnings growth. 

 You can combine both strategies by looking at some key valuation metrics to get the both of 

best situations and buy stocks that have the most potential ς stocks of growth companies priced 

incredibly low.  When it comes to valuing stocks in regards to company earnings the most common 

metric used is the price to earnings ratio.  P/E ratios are calculated by taking the price of a stock and 

dividing it by the earnings per share that the company generates in a year.  So for instance if GE were 

priced at $20 a share and made $2.00 a share it you would take 20 and divide it by 2 to get a P/E of 10. 

 From 1920 to 1990 the P/E of the S&P 500 has traded between 10 and 20 except for some brief 

periods of extreme undervaluation and overvaluation.  However, it is common to find companies trading 

ǿƛǘƘ tκ9Ωǎ ōŜƭƻǿ ŀƴŘ ŀōƻǾŜ ǘƘƛǎ ƭŜǾŜƭΣ ōŜŎŀǳǎŜ ŎƻƳǇŀƴƛŜǎ ǘƘŀǘ ŀǊŜ ƎǊƻǿƛƴƎ ŜŀǊƴƛƴƎǎ ŀǘ ŀ Ŧŀǎǘ ǊŀǘŜ ƻŦǘŜƴ 

have higher P/E ratios than companies that are not.  Since 1900 the average P/E of a stock has been 14.  

bƻǊƳŀƭƭȅ ǿƘŜƴ ŀ ǎǘƻŎƪ Ƙŀǎ ŀ tκ9 ƭŜǎǎ ǘƘŀƴ мл ŜƛǘƘŜǊ ƛǘ ƛǎ ŜȄǘǊŜƳŜƭȅ ǳƴŘŜǊǾŀƭǳŜŘ ƻǊ ŜƭǎŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ 

earnings are in decline.  Between 10 and 17 is considered a normal valuation. While stocks with a P/E 

betweŜƴ мт ŀƴŘ нр ŀǊŜ ŜƛǘƘŜǊ ƻǾŜǊǾŀƭǳŜŘ ƻǊ ŜƭǎŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŜŀǊƴƛƴƎǎ ŀǊŜ ƎǊowing fast enough to 



ƧǳǎǘƛŦȅ ǘƘŜ ƭŀǊƎŜǊ ǾŀƭǳŀǘƛƻƴΦ  hƴŎŜ ȅƻǳ ƎŜǘ ǘƻ ǎǘƻŎƪǎ ǿƛǘƘ tκ9Ωǎ ƻǾŜǊ нр ȅƻǳ ŀǊŜ ƭƻƻƪƛƴƎ ŀǘ ǎǘƻŎƪǎ ǘƘŀǘ ŀǊŜ 

richly valued and have become fads. 

 I like to use the forward P/E and PEG ratio to figure out the potential for growth stocks I own or 

may buy over the next year.  ¢ƘŜ ŦƻǊǿŀǊŘ tκ9 ŘƛǾƛŘŜǎ ǘƘŜ ǇǊƛŎŜ ōȅ ƴŜȄǘ ȅŜŀǊΩǎ ŀƴƴǳŀƭ ŜŀǊƴƛƴƎǎ ŜǎǘƛƳŀǘŜǎ 

to get an idea of how much potential a stock has to rise over the next year.  I look for a forward P/E less 

than 10 to find a bargain growth stock and consider the 14 area as my target valuation.  So if a stock has 

a forward P/E of 7 I consider it as having the potential to double in price over the next 12 months based 

on earnings growth.   Of course it can go up more than that if enough investors get excited about it, 

which happens a lot in bull markets with growth stocks, but once a stock I own goes from having a small 

bargain forward P/E to reaching the 14 level I consider it fairly valued from a valuation standpoint. 

 Famous investors Peter Lynch and John Templeton used the PEG ratio to do a similar type of 

analysis.  The PEG ratio divides the P/E by the expected earnings growth rate for the next five years.  

Both considered growth stocks to be fully valued at a PEG ratio of 1.0 and stocks below that to have the 

potential to move higher, with the lower the ratio the better.  Templeton, for instance, would look to 

buy stocks with PEG ratios below 0.50.  If a stock has a forward P/E of 14 and a low PEG ratio, this is 

because analysts are projecting high earnings growth for years out.  Such a stock may still be cheaply 

valued. 

 I also look at the PEG ratios for stocks that I own or am looking at as potential buy candidates.  

You can find the P/E and PEG ratios for your stocks by going to Yahoo Finance, typing in the ticker 

symbol, and then hitting the link for Key Statistics on the left sidebar.  You also can scan for stocks in the 

whole market with low PEG ratios and other valuation metrics by using their stock screening tool.  You 

can find it by hitting Investing on the top nav bar of Yahoo Finance and then clicking stocks. 



 However, when I look for stocks to buy I normally do sector analysis first, then look for stocks 

that have the chart patterns I already went over with you, and then look at these earnings ratios last to 

get an idea of how much potential a stock has to rise according to valuation metrics.  This is usually the 

last piece of analysis I do, because it is always the price action that is the most important variable.  

Nonetheless, I often use these metrics to narrow down a list of potential buy candidates.  Given a choice 

between two stocks with identical price action and growth characteristics I would rather choose the one 

with the smallest PEG ratio and forward P/E. 

Sticking With Quality Companies 

One problem with only looking at earnings growth estimates for companies is that they are 

based on the projections of Wall Street analysts that tend to be too negative at the bottom of a bear 

market and the end of a recession and two rosy towards the end a bull market.  So you have to be extra 

careful if you are near the end of a bull market when it comes to growth stocks.  Time and time again 

once a bear markets begins and the economy starts to slow down companies fail to meet optimistic 

analyst projections and have to guide down their expectations. 

This can really hurt growth stocks, because they get valuation premiums for being growth 

stocks.  The higher that premium gets ς the higher the forward P/E and PEG ratios are ς the harder a 

ƎǊƻǿǘƘ ǎǘƻŎƪ Ŏŀƴ ƎŜǘ Ƙƛǘ ƛŦ ƛǘ Ŧŀƛƭǎ ǘƻ ƳŜŜǘ ŀƴŀƭȅǎǘ ǇǊƻƧŜŎǘƛƻƴǎΦ  Lƴ ǘƘŜ ŜƴŘ ǘƘƛǎ ƛǎƴΩǘ ǎƻƳŜǘƘƛƴƎ ȅƻǳ ǎƘƻǳƭŘ 

get worked up over if you keep a close eye on the overall trend of a stock and use proper stop loss 

orders to protect yourself if a stock gets hit by bad news or the stock market enters a bear market.   

What is more companies have been known to play accounting games to create earnings growth.  

But there are some red flags you can watch for in order to know if this might be happening.  The 

simplest is looking at the sales figures for a company.  If earnings are growing, but sales are flat or even 

falling then the company is probably boosting earnings through temporary measures such as cost 



cutting, the acquisition of a competitor, and accounting changes.  This type of thing can lead to 

problems later with the growth story of a company. 

It is best to buy growth companies that display a pattern of consistent sales growth.   Ideally you 

want to see ǎŜǾŜǊŀƭ ȅŜŀǊǎ ƻŦ ŜŀǊƴƛƴƎǎ ƎǊƻǿǘƘ ƻŦ нр҈ ŀƴŘ ŎƻƴǎƛǎǘŜƴǘ ƎǊƻǿǘƘΦ  ¸ƻǳ ŘƻƴΩǘ ǿŀƴǘ ǘƻ ǎŜŜ 

growth of 10% one year, then 25%, and then back down to 5% the following year.  That means the 

growth may not be sustainable.  If the company has been along for some times than it is best to see five 

years of earnings growth of at least 25% a year and the higher that number the better. 

If you are doing short-term trading, with a time frame of holding for several weeks, then you 

ŘƻƴΩǘ ƴŜŜŘ ǘƻ ǿƻǊǊȅ ŀōƻǳǘ ǘƘŜǎŜ ǘƘƛƴƎǎ ǘƻƻ Ƴuch.  But if you are investing in stocks to hold for the long-

term than it is best to make sure you are only buying quality companies.  Some other metrics you can 

look at it make sure this is the case are the return on equity ratio and the current ratio. 

The return on equity ratio is calculated by dividing the net income after tax the company 

generates by shareholder equity, which is the ownership shareholders have in assets.  There can be a 

negative equity if the company has more liabilities than assets.  The return on equity tells you how well 

a company uses it investment funds to create earnings growth.  It gives you an idea of how well the 

company reinvests its earnings.  The best companies have a return on equity over 20%. 

hƴ ǘƘŜ ŦƭƛǇ ǎƛŘŜ ȅƻǳ ŘƻƴΩǘ ǿŀƴt to invest in companies with huge debt loads that might send 

them into bankruptcy.  You can use the current ratio, which divides the current assets by liabilities to 

make sure you are investing in companies with solid balance sheets.  Companies that have twice as 

many assets as short-term debt tend to make the best investments, but this ratio is normally bigger with 

real estate and financial firms. 



 Most stocks do not pay dividends, because they pile all of their money back into the company in 

order to create more earnings.  But larger and more established companies often pay dividends.  Some 

sectors such a real estate investment trusts and utilities pay out high dividends.  You can calculate the 

dividend yield of a stock by dividing the most recent full year dividend by the current stock price.  So for 

instance if a company paid out $1.00 worth of dividends in the past year and is trading at $20 a share it 

has a dividend yield of 5%. 

 It is well worth having some dividend stocks in your portfolio, because the dividends compound 

over time, but you cannot just invest solely for dividends when it comes to the stock market.  In the end 

everything I have told you about when picking stocks is more important than buying a stock just because 

it has a high dividend.  In fact you usually only see huge dividend yields when a stock has declined in 

price due to perceptions that earnings are going to decline or the company is in trouble.  The company 

will then probably have to cut or even eliminate its dividend. 

 LΩƳ ƎƻƛƴƎ to talk about how many stocks you should buy and portfolio diversification elsewhere.  

In this report I just wanted to tell you how to identify the stocks that are most likely to double in value.  

The stock market tends to reward the most the stocks of companies with high growth rates relative to 

their valuation.  But in the end it is not market fundamentals that move stocks, but investor psychology 

and the stock market itself. 

 I have shown you how to identify the sectors in the market that are likely to outperform the rest 

of the stock market over the next twelve months.  Ideally you want to focus your buying to stocks in 

ǘƘŜǎŜ ǎŜŎǘƻǊǎΦ  LΩǾŜ ŀƭǎƻ ǎƘƻǿƴ ȅƻǳ ǘƘŜ ǎǇŜŎƛŦƛŎ ŎƘŀǊǘ ǇŀǘǘŜǊƴǎ ǘƘŀǘ ƻŎŎǳǊ ōŜŦƻǊŜ ŀ ǎǘƻŎƪ ƻŦǘŜƴ ŘƻǳōƭŜǎ ƛƴ 

value and how the powerful players take their positions at this time.  I then showed you some key 

valuation metrics you should use to make sure you are buying quality companies. 



 Now it is time for you to apply this information and start to make money.   I look through 

thousands of stock charts a week using the TC2000 Worden Brothers software.  You can use it yourself 

and free sources such as Yahoo Finance to get fundamental data on stocks.  I also will provide you with 

ǘƘŜ ōŜǎǘ ǎǘƻŎƪǎ L Ŏŀƴ ŦƛƴŘ ƛƴ Ƴȅ ǇǊŜƳƛǳƳ ǎŜǊǾƛŎŜǎΦ   LΩƭƭ ǘŀƭƪ ǿƛth you there and together we can share 

ideas and do our best to find the next big stock. 


