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A PLUME BOOK

THE NEATEST LITTLE GUIDE TO STOCK MARKET
INVESTING

JASON KELLY graduated in 1993 from the University of Colorado at
Boulder with a bachelor of arts in English. He worked for several years at
IBM’s Silicon Valley Laboratory, where he wrote articles and books that
won him the Society for Technical Communications Merit Award. He
moved from writing about computers to writing about finance, and found
his niche in the stock market. Having realized his dream of being able to
live and work anywhere in the world, Jason moved to Japan in 2002 and
works from his office in the countryside about two hours from Tokyo. He
keeps busy writing new books, editing The Kelly Letter, maintaining online
businesses, and exploring little-known parts of Japan. Visit his website at
www.jasonkelly.com.
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Foreword: This Book Always Works

The advice in this book works. It keeps you out of dangerous stocks and
shows you how to find good stocks that make money over time.

I wrote the first edition in 1996 and 1997, just before the market began its
steep ascent into the bubble of the century. Back then, Enron and
WorldCom were talked about as must-own companies and the Internet was
expected to put so-called old economy companies like Wal-Mart out of
business. Who would walk the aisles of a store when they could shop online
in their pajamas?

Plenty of us, evidently. In the years following this book’s first publication
to early 2009, Wal-Mart stock nearly doubled while most Internet start-ups
disappeared and Enron and WorldCom declared bankruptcy. In early 2008,
Wal-Mart’s annual sales were $405 billion. The two leading Internet
merchants at that time, Amazon.com and eBay, had annual sales of only
$19 billion and $9 billion, respectively.

The subprime crash of 2008 destroyed famous companies like AIG (-97
percent), Bear Stearns (-100 percent), Lehman Brothers (-100 percent), and
General Motors (-100 percent). Wal-Mart stock, however, gained 20 percent
in 2008. It increased sales and cash flow per share in every one of the
previous ten years, and did so again in 2008. Had you invested $10,000 in
Wal-Mart in 1974, it would have been worth $29.5 million at the end of
2008, thanks to the company’s steady growth and nine 2-for- 1 stock splits.

This book would have kept you out of Enron, WorldCom, the dot.com
disasters, and the likes of Lehman Brothers. It would not have kept you out
of the market’s volatility, and no approach to stocks will. The market is
volatile in the short term and rises over the long term.

On that path, you want companies like Wal-Mart working for your
money. This book shows you how to find them. Its methods win in flat
markets, rising markets, and falling markets because superior companies
always come out on top.

Invest in them and you’ll come out on top, too.



I also present a value averaging technique that produces steady 3 percent
quarterly growth, and bold index strategies for beating the market over
time. The Dow dividend strategies and my doubling strategies for the Dow
and S&P MidCap 400 offer excellent profit potential. When combined with
methods to limit market weakness, they work wonders on your wealth.

This book is packed with advice that you can use right away. Read it,
follow it, and watch your net worth grow.



1

Speak the Language of Stocks

Anybody can make money in the stock market. By picking up the phone or
turning on the computer, you can own a piece of a company—and all of its
fortune or folly—without ever attending a board meeting, developing a
product, or devising a marketing strategy. When I was eleven years old, my
grandfather explained to me in less than ten seconds why he invested in
stocks. We sat by his pool in Arcadia, California, and he read the stock
tables. I asked why he looked at all that fine print on such a beautiful day.
He said, “Because it takes only $10,000 and two tenbaggers to become a
millionaire.” That didn’t mean much to me at the time, but it does now. A
tenbagger is a stock that grows tenfold. Invest $10,000 in your first
tenbagger and you have $100,000. Invest that $100,000 in your second
tenbagger and you have $1 million. That, in less than ten seconds, is why
everybody should invest in stocks.

This chapter further explains why investing in stocks is a good idea, then
covers some basic information you’ll use in the rest of the book when you
begin investing.

Why Stocks Are Good Investments

You should know why stocks are good investments before you start
investing in them. There are two reasons to own stocks. First, because they
allow you to own successful companies and, second, because they’ve been
the best investments over time.

Stocks Allow You to Own Successful Companies



Stocks are good investments because they allow you to own successful
companies. Just like you can have equity in your home, you can have equity
in a company by owning its stock. That’s why stocks are sometimes called
equities.

Think of all the rich people you’ve read about. How did they get rich?
Was it by lending money to relatives who never repay? No. Was it by
winning the lottery? Not very often. Was it by inheriting money? In some
cases, but it’s irrelevant because nobody has control over this factor. In
most cases, rich people got rich by owning something.

That something might have been real estate. You learned the first time
you watched Gone with the Wind that land has value and that owning some
is a good idea. In most cases, though, people get rich by owning a business.
Schoolchildren learn about John D. Rockefeller, Andrew Carnegie, and J.P.
Morgan. They all owned businesses. Henry Ford sold cars, Ray Kroc sold
hamburgers from McDonald’s, Thomas Watson sold business machines
from IBM, Scott Cook and Tom Proulx sold financial software from Intuit,
Howard Schultz sold coffee from Il Giornale. What’s that, you never heard
of Il Giornale? Oh, but you have, just not by that name. Schultz rebranded it
Starbucks after buying the company from its original owners in 1987. All
these people owned their companies. I sold magazine subscriptions door-to-
door in school to raise money for the student council. I didn’t get rich
because I didn’t own the subscription company. See the difference?

I could have taken some of that money I earned pawning off another
copy of Reader’s Digest on Mrs. Klein and bought shares of the
subscription company. Suddenly, I would have been a business owner
encouraging my classmates to “sell, sell, sell!” even if it meant they would
win the portable radio instead of me winning it. The business they
generated would have improved the subscription company’s bottom line
and, as a shareholder, I would have profited. If all went as planned, I could
have bought a dozen portable radios.

That’s why owning stocks is a good idea. They make you an owner of a
company. Not an employee or a lender, an owner. When a company
prospers, so do its owners.

Stocks Have Been the Best Investments over Time



That’s cute, you’re thinking, but does it really work that way? Let’s take
a look at history and a few hard numbers.

The stock market has returned about 10.5 percent a year for the past 75
years or so. Corporate bonds returned 4.5 percent, U.S. Treasuries returned
3.3 percent, and inflation grew at 3.3 percent. Notice that Treasuries and
inflation ran neck and neck? That means your investment in Treasuries
returned nothing to you after inflation. When you include the drain of taxes,
you lost money by investing in Treasuries. You need stocks. Everybody
who intends to be around longer than ten years needs to invest in stocks.
That’s where the money is.

Investing in stocks helps both the investor and the company. Take
McDonald’s, for instance. It went public in 1965 at $22.50 per share. If you
bought 100 shares, the company would have had an extra $2,250 to put
toward new restaurants and better hamburgers. Maybe your money would
have funded the research and development of the Big Mac, one of
America’s great inventions. Forty-two years and eleven stock splits later,
your 100 shares of McDonald’s would have become 37,180 shares worth
more than $1.6 million. Both you and McDonald’s prospered, thanks to the
stock market.

How Stocks Trade

When stocks are bought and sold, it’s called trading. So a person might
say “IBM is trading at $140.” That means if you wanted to buy IBM stock,
you’d pay $140 for one share.

Every company has a ticker symbol, which is the unique code used to
identify its stock. In articles and reports, the ticker symbol is usually shown
in parentheses after the first instance of the company name. For example,
Google (GOOG), Harley-Davidson (HOG), IBM (IBM), and Toyota (TM).

A $1 move in stock price is called a point. If IBM goes from $140 to
$143, you’d say that it rose three points. In the real world, IBM doesn’t
usually trade in such clean increments as $140 and $143. Instead it would
trade for, say, $143.38.



Some investors purchase shares of stock in blocks of 100. A block of 100
shares is called a round lot. Round lots provide a convenient way to track
your stock investments because for every round lot you own, a one point
move up or down adds or subtracts $100 from the value of your investment.
If you own 100 shares of IBM at $143, it’s worth $14,300. If it rises two
points to $145, your investment is worth $200 more for a total of $14,500.
Simple, eh?

Preferred Stock vs. Common Stock

There are two types of stock, preferred and common. Both represent
ownership in a company. Preferred stock has a set dividend that does not
fluctuate based on how well the company is performing. Preferred
stockholders receive their dividends before common stockholders. Finally,
preferred stockholders are paid first if the company fails and is liquidated.

Common stock is what most of us own. That’s what you get when you
place a standard order for some number of shares. Common stock entitles
you to voting rights and any dividends that the company decides to pay. The
dividends will fluctuate with the company’s success or failure.

How You Make Money Owning Stocks

This is really the bottom line to investors. The only reason you own a
business is to profit from it. The way you profit by owning stocks is through
capital appreciation and dividends.

Through Capital Appreciation

Sometimes called capital gains, capital appreciation is the profit you
keep after you buy a stock and sell it at a higher price. Buy low, sell high is
a common investment aphorism but it is just as legitimate to buy high, sell
higher.



Expressed as a percentage, the difference between your purchase price
and your sell price is your return. For example, if you buy a stock at $30
and sell it later for $60, your return is 100 percent. Sell it later for $90 and
your return is 200 percent. If you bought Cisco in 1990 at 10 cents and sold
it in 2000 at $70, your return was 69,900 percent. If you bought Hansen
Natural in February 2003 at 40 cents and sold it in July 2006 at $50, your
return was 12,400 percent.

The goal is appreciation, but sometimes investors end up with
depreciation by mistake. If you bought Citigroup in November 2007 at $35
and sold it in November 2008 at $6, your return was -83 percent.

Through Dividends

As an owner of a company, you might share in the company’s profits in
the form of a stock dividend taken from company earnings. Companies
report earnings every quarter and determine whether to pay a dividend. If
earnings are low or the company loses money, dividends are usually the
first thing to get cut. On a declaration date in each quarter, the company
decides what the dividend payout will be.

To receive a dividend, you must own the stock by the ex-dividend date,
which is four business days before the company looks at the list of
shareholders to see who gets the dividend. The day the company actually
looks at the list of shareholders is called the record date.

If you own the stock by the ex-dividend date, and are therefore on the list
of shareholders by the record date, you get a dividend check. The company
decides how much the dividend will be per share, multiplies the number of
shares you own by the dividend, and deposits the total amount into your
brokerage account. If you own 10,000 shares and the dividend is $.35, the
company will deposit $3,500 on the payment date. It’s that simple.

Most publications report a company’s annual dividend, not the quarterly.
The company that just paid you a $.35 per share quarterly dividend would
be listed in most publications as having a dividend of $1.40. That’s just the
$.35 quarterly dividend multiplied by the four quarters in the year.



Total Return

The money you make from a stock’s capital appreciation combined with
the money you make from the stock’s dividend is your total return. Just add
the rise in the stock price to the dividends you received, then divide by the
stock’s purchase price.

For instance, let’s say you bought IBM at $45 and sold it two years later
at $110. IBM paid an annual dividend of $1.00 the first year and $1.40 the
second year. The rise in the stock’s price was $65, and the total dividend
paid per share was $2.40. Add those to get $67.40. Divide that by the
stock’s purchase price of $45 and you get 1.5, or 150 percent total return.

All About Stock Splits

A stock split occurs when a company increases the number of its stock
shares outstanding without increasing shareholders’ equity. To you as an
investor, that means you’ll own a different number of shares but they’ll add
up to the same amount of money. A common stock split is 2-for-1. Say you
own 100 shares of a stock trading at $180. Your account is worth $18,000.
If the stock splits 2-for-1 you will own 200 shares that trade at $90. Your
account is still worth $18,000. What’s the point? The point is that you now
have something to do with your spare time: adjust your financial statements
to account for the split.

Not really. Companies split their stock to make it affordable to more
investors. Many people would shy away from a $180 stock, but would
consider a $90 one. Perhaps that’s still too expensive. The company could
approve a 4-for-1 split and take the $180 stock down to $45. Your 100
shares would become 400 shares, but would still be worth $18,000. People
considering the stock might be more likely to buy at $45 than at $180, even
though they’re getting the same amount of ownership in the company for
each dollar they invest. It’s a psychological thing, and who are we to
question it?

Mathematically, stock splits are completely irrelevant to investors but
they are often a sign of good things to come. A company usually won’t split



its stock unless it’s optimistic about the future. Think about it. Would you
cut your stock price in half or more if the market was about to do the same?
Of course not. Headlines would declare the end of your fortunes and
lawsuits might pile up. Stock splits tend to happen when a company has
done well, driven up the price of its stock, expects to continue doing well,
drops the price of its stock through a split, and expects to keep driving up
the stock price after the split.

Stock splits were everyday occurrences in the 1990s bull market. IBM
split twice, Oracle split five times, Microsoft split seven times, and Cisco
split eight times. A $10,000 investment in Microsoft in January 1990 was
worth about $900,000 in January 2000. The stock didn’t just run straight up
90-fold, however. It made five 2-for-1 splits and two 3-for-2 splits along the
way. It rose and split, rose and split, rose and split, rose and split, rose and
split, rose and split, and rose and split until voilà! $10 grand turned into
$900 grand. You can be sure that Microsoft wouldn’t have been splitting its
stock if it wasn’t excited about its future.

Remember that a stock split drops the price of the stock. Lower prices
tend to move quicker than higher prices. Also, the fluctuations of a lower
priced stock have a greater percentage impact on return than they do against
higher priced stocks. A $2 increase is a 4 percent gain for a $50 stock, but
only a 2 percent gain for a $100 stock.

More important than all this, however, is that splits are downright fun.
You’ll love it when your 100 shares become 200 and every $1 gain in price
puts $200 in your pocket instead of the previous $100. You’ll feel like a real
pro when revealing your performance to friends and need to toss in the
phrase “split adjusted” at the end. I recommend raising one eyebrow and
lowering your voice for effect.

Why and How a Company Sells Stock

Companies want you to buy their stock so they can use your money to
get new equipment, develop better products, and expand their operations.
Your investment money strengthens the company. But first the company
needs to make its stock available. This section describes how.



The magazine subscription selling job I held in school made me think a
lot about becoming a business owner. I imagined teaching all the other kids
how to sell subscriptions, collecting their money at the end of the day, using
some of it to buy a prize for the top seller, sending a small amount to the
magazines, and depositing the rest in my bank account. Pretty simple
business model, right? Pretend for a minute that I did it. I called my
business Mister Magazine.

I realized early on that Mister Magazine needed office space. A treehouse
would do. I needed lumber to build it, and I needed to get electricity and
phones installed. That takes money that I didn’t have. After all, that’s why I
went into business: to make money. If I already had it, I wouldn’t have
needed to go into business! There are two ways I could have raised money
for Mister Magazine.

First, I could have drawn up a business plan and pleaded with my local
bank. When I showed the officer the sketches of corporate headquarters in a
tree, my guess is that our interview would have been quite short. A lot of
fledgling businesses face just that problem. They aren’t established enough
to get a loan, or if they do get one it comes with such a high interest rate to
offset the risk that it ends up strangling the business anyway. Nope, a loan
wouldn’t do it for Mister Magazine.

Selling Stock Is a Great Way to Raise Money

My second option was to sell shares of Mister Magazine to investors who
wanted a piece of the upcoming profits. By selling shares I would raise
money, I wouldn’t owe anybody anything, and I would acquire a bunch of
people who really wanted Mister Magazine to succeed. They would own
part of it after all! I chose this second option to raise money, and I decided
that 10 shares comprised Mister Magazine’s entire operation. I could have
chosen 100 shares or 100,000 shares. The amount doesn’t matter. The only
thing investors care about is what percentage of Mister Magazine they’ll
own. I decided to keep 6 shares for myself to retain majority ownership and
sell 4 shares to parents in my community for $100 each. The parents were
my venture capitalists in this case. After the sale, I owned 60 percent of
Mister Magazine and four parents in the community owned 40 percent. It



was a private deal, though. You couldn’t find Mister Magazine listed in the
paper yet.

The first year of operation at Mister Magazine went great. I hired 20 kids
to sell magazines door-to-door, I negotiated a cheap deal with the
magazines, and I found a wholesale prize distributor who sold gadgets for
half their usual price. My employees were happy and Mister Magazine
grew to be worth $5,000. How did my investors fare? Quite well. Those
initial $100 shares became $500 shares in one year. That’s a 400 percent
annual return!

Clearly there was only one thing for me to do. I needed to immediately
drop out of school and expand Mister Magazine to outlying communities,
and then the entire United States. It was time to come down out of the
treehouse and establish a ground-based headquarters, evolving as a business
just as humanity evolved as a species. To fund this ambitious expansion, I
decided to take Mister Magazine public.

Going Public Raises Even More Money

Instead of selling shares to just four parents in my community, my next
step was to sell Mister Magazine to millions of investors by getting listed
on a stock exchange. Stock exchanges provide a place for investors to trade
stock. The most famous from U.S. history are the New York Stock
Exchange (NYSE, founded 1792), the American Stock Exchange (Amex,
founded 1842), and the National Association of Securities Dealers
Automated Quotations (NASDAQ, founded 1971).

In 2007, the NYSE Group bought Paris-based Euronext to become the
first global equities exchange, called NYSE Euronext. The new entity then
went on to acquire the American Stock Exchange in 2008, combine it with
the Alternext European small-company exchange, rename it NYSE
Alternext US with a focus on small companies, and move all of its trading
floor operations to the NYSE’s Wall Street trading floor.

Let’s see our chances of getting Mister Magazine listed on the New York
Stock Exchange, the NASDAQ, and the NYSE Alternext US:



New York Stock Exchange (NYSE)

This is the biggest and oldest of America’s exchanges. Its famous floor is
located along Wall Street in Manhattan. It caters to well-established
companies like IBM, Ford, and McDonald’s. To be listed, a company must
have at least 1.1 million shares of stock outstanding, boast pre-tax profits of
$10 million or more over the last three years, and have a global market
capitalization of at least $750 million. As you can see, it’s a big deal to be
listed on the NYSE. Outstanding, by the way, refers to stock owned by
shareholders. To make the NYSE, a company must have issued and sold at
least 1.1 million shares of stock.

National Association of Securities Dealers Automated Quotations
System (NASDAQ or OTC)

The NASDAQ rose to prominence by trading cool high tech companies
like Microsoft, Intuit, and Dell. It’s sometimes called the over the counter
(OTC) market because there’s no floor to see on Wall Street or any other
street. Instead, the NASDAQ comprises brokers networked together around
the country who trade stocks back and forth with computers. Some of the
brokers are known as “market makers” because they supply the stock when
you want to buy it. You’ll never know which broker supplied the stock
you’re buying, and you won’t care. To be listed on the NASDAQ, a
company must have at least 2,200 shareholders, at least 1.25 million shares
of outstanding stock worth $70 million or more, and pre-tax income of $11
million or more over the last three years.

NYSE Alternext US

With its focus on emerging companies that want simplified market
access, NYSE Alternext US offers the most lenient listing requirements. A
company must have pre-tax income of at least $750,000 over the last fiscal
year or two of the three most recent fiscal years; publicly held shares valued



at $3 million or more; shareholders’ equity of at least $4 million; and either
800 shareholders with 500,000 shares outstanding or 400 shareholders with
1,000,000 shares outstanding.

Working with an Investment Banker

Obviously, Mister Magazine didn’t have a prayer of making any of the
three primary exchanges. But let’s say a colossal exception was made and I
worked with the investment banking side of a large firm like Bank of
America, Citigroup, Goldman Sachs, JP Morgan Chase, or Wells Fargo to
make an initial public offering, or IPO. That’s what a company’s first
offering of stock to the public is called. I told the investment banker how
much money I wanted to raise and the banker determined how many shares
to sell at what price. I wanted to raise $10 million. The banker could have
sold 5 million shares at $2 each, 10 million at $1 each, or 2 million at $5
each. As long as the combination produced the target amount, it didn’t
matter.

The investment banker committed to buy the shares if nobody else did
and got to keep a small amount of profit per share for this risk. The banker
initially sold shares of Mister Magazine to the primary market, which
consists of the banker’s preferred private accounts. After the primary
market had dibs on the tantalizing new shares of Mister Magazine, the
investment banker offered the remaining shares to the secondary market,
which consists of everyday shmoes like you and me who read a stock’s
price in the paper or online and buy it.

Making a Secondary Offering

Once the banker made the initial public offering, I had my money and a
bunch of new investors in the company. When it came time to raise more
money, I sold additional shares of stock in what’s called a secondary
offering. No matter how many additional times I sell more stock, it’s always
called a secondary offering. I would also have the option of selling bonds to
investors. When an investor buys a corporate bond, he or she is lending



money to the corporation and will be paid back with interest. That means
bonds have the same drawbacks that bank loans do. Mister Magazine would
be forced to pay interest on the money it borrowed from investors instead of
just selling them a share of stock in the company through a secondary
offering.

Secondary offerings are sometimes necessary because companies don’t
receive a dime in profit from shares once they’re being traded on the open
market. After a company issues and sells a share of stock, all profits and
losses generated by that stock belong to the investors trading it. Even if the
price of the stock quadruples in value and it’s bought and sold ten times in a
day, the issuing company doesn’t make any money off it. The reason is
simple: the investor who buys a share of stock owns it. He or she can sell
that share for whatever price the market will pay. The company isn’t
entitled to any of the profits from the sale because the investor is the sole
owner of that share of stock until it’s sold to a buyer who then becomes the
new owner. Unless the company buys back its own stock, it won’t own the
shares again.

It’s no different than you selling your car. Do you owe Ford a share of the
sale price when you finally get rid of that old Pinto in your garage? Of
course not. You place an ad in the paper, deposit the buyer’s check, and go
on your way. It’s the same situation if you own shares of Ford Motor
Company. You place the sell order, take the buyer’s money, pay a brokerage
commission, and go on your way. Ford doesn’t even know it happened.

Now, the shrewder among you might be wondering why companies care
what happens to their stock price once they’ve got their dough. After all,
they don’t see any profit from you selling to me and me selling to another
guy. That’s true, but remember that companies might want to make another
secondary offering later, and another, and another, and another. If a
company issues 1,000,000 new shares at $40 it makes $40 million. If it
issues 1,000,000 new shares at $10 it makes $10 million. Do you suppose
most companies would rather make $40 million than $10 million? Of
course they would, and that’s why companies like to see their stock prices
high. Not to mention that a falling stock price breeds ugly headlines.

What People Mean by “The Market”



You hear every day that the market is up or down. Have you ever paused
to wonder what “the market” is? Usually, that phrase refers to the U.S.
stock market as measured by the Dow Jones Industrial Average, often
abbreviated DJIA or called simply the Dow. The Dow is not the entire
market at all, but rather an average of 30 well-known companies such as
Coca-Cola, Exxon Mobil, McDonald’s, Microsoft, and Wal-Mart. The
companies tracked by the Dow are chosen by the editors of The Wall Street
Journal. The list changes occasionally as companies merge, lose
prominence, or rise to the top of their industry.

The Dow is an average. Averages and indexes are just ways for us to
judge the trend of the overall market by looking at a piece of it. The Dow is
the most widely cited measurement, but not the only gauge of the market. A
more popular index among investors is Standard & Poor’s 500, or just the
S&P 500. It tracks 500 large companies that together account for some 75
percent of the entire U.S. stock market. The S&P MidCap 400 tracks 400
medium-sized companies while the S&P SmallCap 600 tracks 600 small
companies. The NASDAQ 100 follows 100 top stocks from the NASDAQ
such as Adobe, Amgen, Apple, Costco, eBay, Intel, Microsoft, Oracle, and
Starbucks. It’s one of the hippest indexes around, although, with its focus
on tech and biotech, also one of the most volatile. Here’s the total return of
these five indexes as of December 31, 2008:

Fun decade, eh?
What a difference a bear market makes. The subprime crash of 2008 did

all the damage above. For proof, look at the total return of those same five
indexes just two years prior, as of December 29, 2006:



I want to draw your attention to the medium and small companies. Notice
how much stronger than the others they were over the five- and 10-year
periods. They’re good places to focus, and in Chapter 4 I’ll show you how
to use them to your long-term advantage.

There are dozens of other indexes that you will encounter as you dig
deeper into the world of investing. Each is an attempt to monitor the
progress of a market by looking at a sliver of that market.

You probably already use indexes in other parts of your life, although you
might not know it. We create them all the time to help ourselves compare
different values. For example, let’s say you are interested in buying a new
Toyota Camry. If one of your main selection criteria is fuel economy, how
do you know if the Camry performs well in that area? You compare its
miles-per-gallon number to the average miles-per-gallon number of other
midsize passenger cars, such as the Ford Fusion and the Honda Accord.
After several comparisons, you know what is a good number, what is
average, and what is below average. Notice that you don’t compare the
Camry to a Hyundai Accent or a Chevy Suburban. Those vehicles are in
different classes and are irrelevant to your comparison. Thus, in this case,
midsize passenger cars comprise your index.

As you encounter different market indexes, just remember that each
looks at a piece of the market to monitor how that part of the market is
performing.

How to Choose a Broker to Buy Stocks



You buy stocks through a brokerage firm. A brokerage firm is a business
licensed by the government to trade securities for investors. Brokerage
firms join different stock exchanges and abide by their rules as well as the
rules laid down by the Securities and Exchange Commission, or SEC.

Two Types of Brokerage Firms

There are full-service brokerage firms and discount brokerage firms.
Here’s a description of each:

Full-Service Brokerage Firms

These are the largest, best-known brokerage firms in the world, who
spend millions of dollars a year advertising their names. You’ve probably
heard of Bank of America, Goldman Sachs, Morgan Stanley, Smith Barney,
UBS, and others of their ilk. They’re all the same. Regardless of their
advertising slogans, the two words that should immediately come to mind
when you hear the names of full-service brokerage firms are expensive and
misleading. Other than that, they’re great. Most full-service brokerage firms
are divided into an investment banking division, a research division, and a
retail division.

The investment banking division is what helps young companies make
their initial public offering of stock and sell additional shares in secondary
offerings. The brokerage firm keeps a profit on each share of stock sold.
This is where the firm makes most of its money. Therefore, every one of the
full-service brokerages wants to keep solid investment banking
relationships with their public companies. Never forget that full-service
brokerage firms make their money by selling shares of stock for the
companies they take public. They make their money whether investors
purchasing those shares get a good deal or a bad deal. In other words, it
doesn’t make a bit of difference to the full-service broker whether investors
make or lose money. The firm always makes money. To be fair, most
brokers do want to find winning investments for their clients if for no other
reason than future business.



The research division of a full-service brokerage firm analyzes and writes
evaluations, fact sheets, and periodic reports on publicly traded companies.
Supposedly this information is provided to you, an individual investor, to
help you make educated decisions. However, remember from the previous
paragraph that the brokerage firm makes its money by maintaining solid
relationships with companies. There are millions of investors, but only a
few thousand companies. Whom do you think the broker wants to keep
happy? The companies, of course. So, you’ll rarely see a recommendation
to “sell” a stock. Instead a broker will recommend that you “hold” it. No
company wants to see a firm telling investors to sell its stock. The
brokerage’s solution is to just never issue that ugly word. The Wall Street
Journal revealed how blatant this directive is when it discovered a memo
from Morgan Stanley’s director of new stock issues stating that the
company’s policy was “no negative comments about our clients.” The
memo also instructed analysts to clear their stock ratings and opinions
“which might be viewed negatively” with the company’s corporate finance
department.

The retail division is what you and I deal with. It’s comprised of brokers,
who are really just sales reps, who call their clients and urge them to trade
certain stocks. They charge large commissions that they split with the
brokerage firm. The justification for the large commissions is that you’re
paying for all the research the company does on your behalf. But as you
now know, that research is misleading anyway. It exists simply to urge you
to trade the companies that the firm represents. So, you are paying to
receive a type of advertising! The only reason full-service brokerage firms
have a retail division is so that they have a sales channel for the companies
they represent.

When the investment banking division takes a new company like Mister
Magazine public, the research division puts the stock on a buy list and the
retail division brokers start making their phone calls. When you answer the
phone and buy the stock, the broker and firm make money. It’s an
interesting twist on “full service,” don’t you think?

Discount Brokerage Firms



Discount brokerage firms do not conduct initial public offerings or
secondary offerings. Most don’t have in-house research divisions, either.
They just handle your buy and sell orders and charge a low commission to
do so. The commissions are discounted because the firms don’t shoulder the
expense of a full-service research department and a legion of sales reps in a
retail sales department.

Compare Commissions

If you bought 500 shares of a $40 stock off the NYSE, here’s the
commission you should expect to pay at the different types of
brokerage firms:

Full-Service $100-$200 
Discount $5-$20

Most discount brokers offer research in the form of company reports,
charting tools, newsletters, news summaries, and other helpful material. But
they don’t have anybody call you to urge a buy or sell. The decisions are
your decisions and the discount brokerage firm simply carries out your
orders. Because they don’t maintain investment banking relationships with
companies and because they make the same commission off any stock you
trade, discount brokers don’t have an interest in selling you the stock of any
specific company.

Discount brokers used to be famous for offering online and telephone
trading as innovative ways to further reduce costs. Now, online trading is
the norm. A broker bragging about its online trading these days is like a
movie theater bragging about its air-conditioning.

By the way, there used to be a third category of broker called a deep
discount broker that offered nothing more than cheap trading. Over the
years, discount brokers lowered their prices and deep discount brokers
added research and tools, so the distinction between the two categories
disappeared. Now, lots of good research and fine online interfaces are
available for low trading fees at companies from both former categories. So,
I put them in the same category: discount brokers.

Discount brokers are very popular, and you’ve probably heard of a
couple. Charles Schwab, E*Trade, Fidelity, Scottrade, and TD Ameritrade



are all discount brokerage firms.

The Case for Discounters

In this book I’ll show you how to rely on discounters to place your
trades. Here’s why:

Technology Has Made Full-Service Brokers Obsolete

Full-service brokerage firms are anachronisms. They’re left over from
the days when individual investors didn’t have access to the trading
mechanisms that brokers use. To place a trade on an exchange floor in the
old days, investors needed brokers and runners and agents to carry out that
order. Investors were accustomed to paying a commission for all that
trouble.

But all that trouble doesn’t exist anymore. The NYSE got rid of the
hitching posts on Wall Street, and floor specialists receive most orders via
Super DOT, a computerized order-routing and reporting system that
completes the trading loop in seconds. The NASDAQ doesn’t even have an
exchange floor! It’s just a network of computers and brokers.

Think about that. If you know what stock you want to buy, shouldn’t you
just type it into a computer or punch it into a touch-tone phone yourself? Of
course you should! It doesn’t make any sense to call a full-service broker—
or in many cases, they’ll call you—and pay him or her a commission to
type your stock trade into a computer. The full-service firms know this, of
course, but they prefer to have you invest the way you would have in 1897
because they can get a lot of commission money out of you in the process.

You Need to Double-Check Full-Service Information

Some would argue that the extensive research and hand-holding you get
from a full-service brokerage firm make it worth the extra commission
money. But the only thing you’ll hear from analysts in the research division



of a full-service firm is what the marketing department encourages them to
tell you. In other words, the stocks they want to sell in order to further their
relationship with a public company will be pitched as good stocks for you
to buy. Don’t assume that cold call from your brother-in-law the full-service
broker has your interests foremost in mind. The advice might be good, but it
might not.

Zacks Investment Research tracked the stocks recommended by eight
full-service brokers over a three-year period and found that five failed to
beat the S&P 500. That’s a 63 percent failure rate before commissions!
Even if you weren’t a statistics major, you know that a 63 percent chance of
failure makes those high commissions hard to justify.

SmartMoney profiled an investor who paid $11,000 in fees and
commissions to Salomon Smith Barney (now Morgan Stanley Smith
Barney, but 49 percent owned by Citigroup), with his average stock trade
costing $300. He realized he was doing all of his own research anyway and
finally switched to Charles Schwab, where the research tools were better
than those offered by Smith Barney and the average stock trade cost only
$15.

Because you can’t just accept that a broker’s advice is good, you need to
do your own research. So, why not just place the trade yourself, too? You’ll
save a bundle.

You Should Monitor Your Own Investments

Not only do you need to double-check everything full-service brokers tell
you, the unsolicited phone calls you receive from them can be confusing. If
you are a truly individual investor conducting your own research and
placing trades with a discounter, you limit yourself to only what you need to
know.

For example, say you researched a stock and decided on a suitable
purchase price and a target sell price. You told your discount broker what
price to buy at. Two weeks later, the stock hit that price and you
automatically picked up 100 shares. Then you told your discounter the price
you wanted to sell at, say 30 percent more than your purchase price. That’s
it. You went about your life and let the stock run its course. Six months



later, it hit your sell price and you automatically sold all 100 shares and
made 30 percent minus commissions.

Notice that you—and you alone—decided what happened in the course
of that stock ownership. Unbeknown to you, your stock dropped 30 percent
in value before it made a roaring comeback to your sell price. If you’d gone
through a full-service broker, there’s a good chance he or she would have
called you when it was down and provided every negative headline
regarding the company’s future. Maybe he or she would have caught you at
a vulnerable time and you would have sold at a loss, all because you
couldn’t choose your own information level. And, of course, the broker
would make a commission on your sale at a loss and your subsequent
purchase of a new stock.

When you take care of your own investments, you choose what to
monitor. Maybe you want to know every uptick and downtick of your
stocks and every bit of news affecting them. But it might be that you just
want the big picture by checking prices once a month, perusing top stories
on the Internet, and keeping an eye on a few related stocks in the same
industry. The point is that it should be up to you, not up to a broker who
stands to profit off your frequent buying and selling. Keep the background
noise low.

How to Evaluate Stocks

Evaluating stocks is actually quite easy. Once you’ve done it a few times
you’ll develop a pattern of research that you can repeat with every new
stock that interests you. But first, you need to understand the difference
between growth and value investing, fundamental and technical analysis,
know some basic stock measurements, and understand how to read the
stock pages.

Growth Investing vs. Value Investing



This is the most basic division between investors, akin to North and
South. But, like North and South, there’s a lot of area between each extreme
that’s hard to classify. Think of growth and value as being on a continuum.
Most investors fall somewhere in the middle and combining the two styles
has proven to be a great investment approach.

Growth Investing

Growth investors look for companies that are sales and earnings
machines. Such companies have a lot of potential and growth investors are
willing to pay handsomely for them. A growth company’s potential might
stem from a new product, a breakthrough patent, overseas expansion, or
excellent management.

Key company measurements that growth investors examine are earnings
and recent stock price strength. A growth company without strong earnings
is like an Indy 500 race car without an engine. Dividends aren’t very
important to growth investors because many growth companies pay small
or no dividends. Instead, they reinvest profits to expand and improve their
business. Hopefully, the reinvestments produce even more growth in the
future. Growing companies post bigger earnings each year and the amount
of those earnings increases should be getting bigger too. Most growth
investors set minimum criteria for investing in a company. Perhaps it should
be growing at least 20 percent a year and pushing new highs in stock price.

Most new growth stocks trade on the NASDAQ. Growth companies
you’re probably familiar with are Microsoft, Intel, Starbucks, and Home
Depot. Now you know what people mean when they drive past yet another
Starbucks and say, “That place is growing like a weed.”

Growth investors are searching for hot hands, not great bargains. They’ll
pay more for good companies. As a result, many growth investors don’t
even look at a stock’s price in relation to its earnings or its book value
because they know a lot of growth stocks are expensive and they don’t care.

They just look at a stock’s potential and go for it, hoping that current
successes continue and get even better. They buy momentum, inertia,
steamrolling forward movement. That’s the nature of growth investing.



William O’Neil, a top growth investor whose strategy you’ll learn on
page 67, says in his seminar that growth investors are like baseball teams
that pay huge salaries to top-ranked batters. They come at a high price, but
if they keep batting .300 and winning games then it’s worth it. Likewise,
you won’t find many bargains among growth stocks. But if they keep
growing it’s worth it.

Because a growth stock depends on its earnings and the acceleration of
those earnings, the expectations of analysts and investors are high. That
creates a risky situation. If a growth company fails to deliver the earnings
that everybody expects, all hell breaks loose. Red flags fly left and right,
phones start ringing off the hook, the stock price falls, reports shoot from
fax machines across the world, and nobody’s dinner tastes quite as good as
it did the night of last quarter’s earnings report.

Value Investing

Value investors look for stocks on the cheap. They compare stock prices
to different measures of a company’s business such as its earnings, assets,
cash flow, and sales volume. The idea is that if you don’t pay too much for
what you get, there’s less chance of losing money.

Value stocks have low P/E ratios and low price-to-book ratios. They are
companies that have been overlooked on their journey to success, have
fallen on hard times after more successful years, or are in a slump for any
number of reasons. Hopefully they’re on a comeback and the value investor
purchases shares at the bottom of an uphill climb. Here’s where value and
growth are tied together. In both cases, investors want to buy companies
with a bright future. The difference is that growth investors usually buy
those companies when they’re already steamrolling ahead to that bright
future, while value investors usually buy those companies when they’re still
getting ready to start or are recovering from a tumble.

Using O’Neil’s baseball analogy, value investors comb the locker rooms
for bandaged players trying to rehabilitate. They don’t cost much, and you
might uncover a future star. Of course, you might get exactly what you paid
for: a broken player, or a broken company.



The value investor is a bargain hunter extraordinaire. From my
interviews with professionals and novices alike, I gather that value
investing is closer to what we’ve been taught from the time we were kids.
What did you look at when buying candy? Probably which kind you could
get the most of for your pocketful of allowance money. In school, you
probably bought the package of notebook paper with the most sheets for
your dollar. When relatives came by for the holidays they might have
swapped stories of the great bargains or “steals” they purchased recently.
We’re used to examining price with an eye toward value. It’s no different in
the world of investing.

Value investors pay particular attention to dividends. A company that
pays dividends contributes to an investor’s profit even if the stock price
does not rise. That’s comforting. Also, among big companies, the dividend
yield is a great indicator of how bargain priced a company is.

Combining Growth and Value

Growth investing and value investing are not mutually exclusive. Many
growth investors use some measure of value to time their purchase of
growth stocks. Most value investors use some measure of growth potential
to evaluate a troubled company’s chances of recovery.

Growth investors tend to get in when things are heating up and bail out at
the first sign of slowing growth. Value investors tend to be very careful
about where their money goes and let it ride out fluctuations once they
decide where to invest. The contrast in these two styles is why I think value
investing is more suitable to the average individual investor. Most
individuals do not have the time or resources to monitor split-second
changes in their stocks to act accordingly. It seems that conducting
thorough research periodically and letting the chosen stocks do their thing is
the best approach for most individual investors. That being the case, why go
through the hassle of all the trading that accompanies pure growth
portfolios?

These are my thoughts only, and throughout this book I try to provide
equal space to each style. I think most of us end up combining the styles in
our personal portfolios, but with a tendency one way or the other. I’ve



enjoyed excellent results from both growth and value investments, although
I tend toward value.

Fundamental Analysis vs. Technical Analysis

There are two ways to evaluate a stock. The first way is using
fundamental analysis, which examines information about the company’s
health and potential to succeed. You use fundamental information to learn
about a company. The second way is using technical analysis, which
examines the past behavior of the stock price in different market conditions
and attempts to predict the stock’s future price based on current and
projected market conditions and trading volume. You use technical
information to learn about a company’s stock.

In this guide, you’ll learn to use fundamental analysis and technical
analysis together.

Fundamental Analysis

For individual investors, fundamental analysis should form the core of
their evaluations. Choosing good companies is what I consider the
foundation of successful investing. Also, healthy companies make the best
long-term investments and I advocate a long-term investment strategy. By
looking at a company’s management, its rate of growth, how much it earns,
and how much it pays to keep the lights on and the cash register ringing are
easy things for you and me to understand. After all, we constantly balance
the same things in our own lives. You earn a certain amount of money,
budget how to spend it, and keep an eye on your habits. If you consistently
run low on funds, you pull out the stack of bills and figure out how you can
change that. It’s very similar to running a business.

Once you have a picture of a company’s fundamentals, you can
determine its intrinsic value. Intrinsic value is the price a stock should sell
at under normal market conditions. The most important fundamental
measure in determining a company’s intrinsic value is earnings: what the
company is earning now and what you expect it to earn in the future. After



that, you’ll want to know what the company’s assets are, if it’s in debt, and
the history of its management. Once you have a clear picture of the
company’s intrinsic value, you examine its price to see if it’s selling above
or below its value. If it’s selling below its value, it’s a good buy. If it’s
selling above its value, it’s overpriced. Of course there’s more to it than
that, but for now let’s leave it black and white.

Technical Analysis

Technical analysis, on the other hand, is a little harder to understand. Its
premise is that supply and demand drive all stock prices. Fundamental
information doesn’t matter until it affects demand, and usually shows up on
the stock chart before it becomes news. Chartists believe the price chart
tells you what news is coming, not that the news tells you what will happen
to the stock price. The main measurement technical analysts use to gauge
demand is trading volume. After that, they look at chart trends to forecast
future direction, and place their money to benefit from the price movement
in that direction.

Technical analysis is useful, but takes more than a nodding acquaintance
to use correctly. This little guide will not provide you with a complete look
at the intricacies of technical analysis.

However, there are a few simple technical measures that you’ll find
helpful as you embark on your stock-picking adventure. You’ll use them to
gauge where the overall market is trending and where stocks of interest to
you are trending against that backdrop. You’ll find those stocks by
conducting fundamental research. See how the two relate? You evaluate the
company behind the stock with fundamental analysis, then you evaluate the
trend of the stock with technical analysis. The idea is to buy the stock of a
strong company as that stock is trending up.

The bottom line is that most investors use a combination of both
fundamental and technical analysis.

Some Fundamental Stock Measurements



The annoying thing about stock measurements is that even if every one
of them gives a green light to a stock you’re considering, it might still end
up being a bad investment. It’s not like measuring your inseam. Once you
know that number, you know the length of pants to buy and if they’re that
length, they fit. Period. It’s not that simple with stocks.

Nonetheless, knowing how your stocks measure up is important.
Knowing something that might make a difference is better than knowing
nothing at all. In most cases, the measurements do reveal valuable
information. In this section, I explain the most common stock
measurements and also a few you won’t find listed in many other places.
They’re my favorites.

Important Note: This section gives you an up-front, nodding
acquaintance with these measurements. I just explain them here. Later in
the book, I show where to find them and how to use them on your stocks to
watch worksheet. Also, you don’t need to calculate most of the
measurements on your own. They’re already calculated for you in
newspapers, reference volumes, the Internet, and other places.

Cash Flow per Share

Cash flow is the stream of cash through a business. You want it to be
positive and you’d love it to be big. Sometimes even profitable businesses
don’t have strong cash flows because they sell their goods on credit.

You know all those ads you see to buy now with no payments until next
year? Those are just the kind of business activities that boost profits without
increasing cash flow. It’s true that somebody buys the couch or dishwasher
or weed zapper and the sale goes on the books, but the business doesn’t see
any money until next year. That can be a problem if there isn’t enough
money around to keep the lights on and the water running. Bills need to be
paid on time no matter what a customer’s payment schedule is.

A well-managed business can do fine with buy now, pay later plans. With
enough cash in the bank, the bills are covered. In the meantime, special
promos do sell a lot of product that will eventually be paid for. Also, the
profits that are finally realized might be higher than the advertised prices
due to accrued interest and other fine print.



Cash flow per share—what we’re examining—is simply a company’s
cash flow divided by the number of shares outstanding. That lets you see
what price you’re paying for a share of the company’s cash flow.

Current Ratio

The current ratio is the most popular gauge of a company’s ability to pay
its short-term bills. It’s measured by dividing current assets by current
liabilities. The ratio reveals how easily a company can deal with unexpected
expenses or opportunities. It’s usually expressed in the number of times,
such as “current assets are three times current liabilities.” That might be a
company with current assets of $300,000 and current liabilities of $100,000.
Another way to state the current ratio would be 3-to-1.

A company’s assets are everything it owns: cars, machines, patents,
computers, and so on. Its current assets are things that are used up and
replenished frequently such as cash, inventory, and accounts receivable. A
company’s liabilities are everything it owes: loans, bills, and such. Its
current liabilities are the ones usually due within one year.

As you can see, comparing current assets with current liabilities shows
you if the company is prepared for short-term obligations and able to take
advantage of short-term opportunities. That’s what you want. Look for
companies with a current ratio of at least 2-to-1.

Dividend Yield

A stock’s dividend yield is its annual cash dividend divided by its current
price. If Mister Magazine paid a quarterly dividend of $.15, you assume that
its annual dividend is $.60—15 cents per quarter times four quarters in a
year give you 60 cents. Let’s say its current stock price is $15. Divide .60
by 15 to get a yield of .04 or 4 percent. It’s simple to figure a stock’s
dividend yield, but you won’t need to do it. It’s printed for you in the
newspaper every day, and displayed constantly online.

What’s a Quarter?



A quarter is simply a 3-month time period. Calendar quarters
are January to March, April to June, July to September, and
October to December.

Many companies define their own business year, which might
not be the same as a calendar year. Company-defined years are
called fiscal years. A fiscal quarter is still three months, but
won’t necessarily be a calendar quarter. For instance, a fiscal
quarter might be August to October.

At first, dividend yield probably looks pretty boring. A lot of stocks don’t
pay dividends anyway, and who really cares what a stock yields in
dividends? If you want steady payouts, you’ll go to your local bank.

But alas, amigo, the dividend yield reveals plenty about a stock’s price. It
tells you more about a stock’s price than it does about a stock’s dividend.
Why? Because there are only two numbers involved in the dividend yield.
If one number remains constant then the other number drives any changes.
With most companies, the dividend payout remains fairly constant. That
leaves you with only one other number to influence dividend yield: stock
price. It changes daily and its relationship to the dividend is immediately
reflected in the dividend yield.

Look what happens. If Mister Magazine’s price rises from $15 to $30 but
it maintains a constant dividend of $.60, its dividend yield drops to 2
percent. If the price then rises to $60, the dividend yield drops to 1 percent.
If the dividend remains constant and the yield changes, you know the price
is moving. In this case, Mister Magazine’s decreasing yield tells you that
the stock price is rising and might be overvalued.

Being the astute person that you are, as evidenced by the fact that you
chose this book from a crowded shelf, you might be thinking that you could
find some bargain stocks by looking for high dividend yields. You are
correct. Large companies that maintain steady dividends are judged all the
time by their dividend yields. You’ll learn in Chapter 3 that history proves
that high yielding, market leading companies can be selected by dividend
yield alone. Then, in Chapter 4, you’ll learn automated investment
strategies that use high dividend yield to select winners from the 30 stocks
in the Dow Jones Industrial Average.



Earnings per Share (EPS)

This is the king of growth measures. Earnings per share, sometimes
called EPS, takes what a company earned and divides it by the number of
stock shares outstanding. It’s the last thing listed on a company’s income
statement, the famous bottom line that everybody lives and dies for.
Earnings per share is usually reported for either last quarter or last year.
Analysts project future earnings too.

Say Mister Magazine’s earnings were $4,500 last quarter and there were
10 shares of stock outstanding. Mister Magazine’s earnings per share would
be $450. That’s quite high. In real life, earnings per share tend to fall
between $1 and $5 with occasional spikes to $10 or $20. But they can be
anything, and they go negative when the company loses money.

For example, the economic downturn of 2008 hit company earnings hard.
Aluminum giant Alcoa reported that it lost $1.2 billion in the fourth quarter,
which came to -1.49 per share, or -0.28 excluding one-time items. The
company cut 13 percent of its workforce, which came to 13,500 people, and
put a freeze on hiring and salaries.

The problem with earnings per share is that it’s subject to manipulation
and market pressure. Notice in the preceding paragraph that Alcoa provided
two ways to calculate its earnings in the fourth quarter of 2008 (4Q08).
That happens a lot. Every company knows that investors examine earnings.
Every company wants to report the biggest earnings number possible. So
different companies use different accounting methods. Some deduct the
dividends paid to preferred stock holders while others don’t issue preferred
stock, some need to worry about investments that can be converted to
common stock while others don’t, and every company chooses its own pace
to depreciate equipment. Sometimes earnings are affected by market
conditions beyond a company’s control. For instance, the cost of goods sold
fluctuates as market conditions change. A computer company might sell the
same computer model all year long. But if the price of memory goes up, so
does the company’s cost of building computers. One reason Alcoa cited for
its earnings decline was a 35 percent drop in aluminum prices during the
quarter. You don’t need to know the details of how every company



determines its earnings, but you should at least be aware that this is not a
cut-and-dried number. It’s subject to manipulation and market pressure.

This oft-forgotten tidbit about earnings became headline news back in
2001 and 2002. Enron and WorldCom misstated earnings and declared
bankruptcy when reporters uncovered the fraud. Salomon Smith Barney
(now Morgan Stanley Smith Barney) telecom analyst Jack Grubman had
frequently described WorldCom in his research reports as a “must own”
stock, providing another example of full-service brokerage advice you can
live without. Enron and WorldCom became delisted penny stocks.

Earnings per share remains a useful measurement. The bigger the
number, the better. It doesn’t take a mental giant to see why. The more a
company earns, the more successful it is and the more desirable it becomes
to investors. That should make the stock price rise. If the company’s
earnings per share increases quarter after quarter at a faster rate, that’s
called earnings momentum or earnings acceleration and is a popular way of
identifying solid growth companies. Some of the best performing mutual
fund managers use momentum investing to choose their stocks. I’ve heard
investors say they’re searching for “the big mo,” referring to a hidden
company with incredible earnings momentum.

Quarterly reports from a company showing either higher or lower
earnings per share than expected are called earnings surprises . They often
cause a stock to rise or fall sharply. Analysts study surprises carefully
hoping to spot a trend early.

Net Profit Margin

A company’s net profit margin is determined by dividing the money left
over after paying all its expenses by the amount of money it had before
paying expenses. So, if a company makes $1 million and pays $900,000 in
expenses, its net profit margin is 10 percent ($100,000 divided by
$1,000,000). If a competing company also makes $1 million but pays only
$700,000 in expenses, its net profit margin is 30 percent ($300,000 divided
by $1,000,000). All other things being equal, which company’s stock would
you rather own? The company with a 30 percent profit margin, of course. It
makes the same amount of money as its competitor but keeps more. Put



differently, it spends less to earn the same income. A high profit margin
tells you that the company’s management is good at controlling costs.
That’s great news because every dollar frittered away unnecessarily is one
less dollar of profit for shareholders.

High net profit margins are the hallmarks of companies that dominate
their industries. When any industry is thriving, people notice and start new
companies to compete against the existing ones. All the companies need to
buy similar equipment, similar supplies, hire employees with similar skills,
market to the same customers, and research similar improvements. Notice
how similar the companies in an industry become? They can’t all survive
forever. When the shakeout comes, companies that are able to maintain a
high net profit margin will make the most money and will survive. They’ve
somehow figured a way to squeeze more profit from sales, a clear sign of
superior management. Not only does the high net profit margin itself
translate immediately into higher profits and a stronger bottom line, it also
reveals to you a management team that is probably ahead of competitors in
many areas of running a company in their industry.

Price/Book Ratio

Price/book compares a stock’s price to how much the stock is worth right
now if somebody liquidated the company.

In other words, if I took all of Mister Magazine’s office space, magazine
inventory, telephones, computers, and delivery bicycles to the local
business auction, I’d get a sum of money for it. Let’s say I could get $5,000.
If there are currently 10 shares of Mister Magazine stock outstanding, each
one would be entitled to $500 of the company’s sale price. Thus, Mister
Magazine stock has a book value per share of $500. That’s the “book” part
of the price/book ratio. Explained in official terms, book value per share is
common stockholders’ equity divided by outstanding shares. You’ll find
both figures on the company’s balance sheet.

Next, divide the current price by the book value to get the price/book
ratio. If Mister Magazine currently sells for $400 a share, its price/book is
.80 ($400 divided by $500). If the ratio is less than 1, that means you’re
paying less for the stock than its liquidation value. That’s good. If the



company goes bankrupt, you should still get your money back. If the ratio is
more than 1, you’re paying more than the stock’s liquidation value.

Of course, a lot of crucial information about a company isn’t reflected in
its book value. Who cares about the fax machines and desks when you’ve
got a business that earns money and a popular brand name? The value of
McDonald’s goes way beyond french fry machines and drive through
microphones. I can buy my own french fry machines, but can I serve
billions and billions of people with them? Heck no, so I’m willing to pay
more than book value for McDonald’s.

Price/Earnings Ratio (P/E or Multiple)

This is the king of value measures. The price of a stock divided by its
earnings per share is called its price/earnings ratio, or P/E, or multiple. At
cocktail parties, just say “P and E.” Every stock has a trailing P/E and a
forward P/E. The trailing P/E uses earnings from the last 12 months while
the forward P/E uses next year’s projected earnings from an analyst. A
stock’s P/E ratio fluctuates all the time from changes in its price, which
happen every day, and changes in its earnings, which happen every quarter.

A stock selling for $40 a share that earned $2 last year and is projected to
earn $4 next year has a trailing P/E of 20 and a forward P/E of 10.

A stock’s price by itself is meaningless. If one stock sells for $100 and
another for $20, which would you rather buy? You have no idea unless you
can put those two prices in context with company earnings. Once you know
the P/E for each stock, then you can see if the stock is selling for a good
price or not. Suppose the $100 stock earned $10 last year and the $20 stock
earned $1. The $100 stock has a trailing P/E of 10. The $20 stock has a P/E
of 20. The $100 stock is a better value because you’re buying more
earnings power with your money.

Use a stock’s P/E to determine how much you’re paying for a company’s
earning power. If the P/E is high, you should expect to get high earnings
growth for the extra money you paid for the stock. It’s riskier to invest in a
high P/E stock than a low P/E because it’s more difficult for the high P/E to
meet the high earnings expectations of its shareholders and analysts. Many
of today’s newest technology companies trade with high P/E ratios,



generally over 20. Companies with low P/E ratios usually operate in slow-
growth industries. Also, mature companies with low P/E ratios often pay
dividends while new companies with high P/E ratios usually do not.

Price/Sales Ratio (P/S or PSR)

This is one of my favorites. P/E compares price to earnings, price/book
compares price to liquidation value, and price/sales or PSR compares price
to sales revenue. To determine a stock’s PSR, simply take the company’s
total market value and divide it by the most recent four quarters of sales
revenue. Sometimes you’ll know the price per share and the sales per share.
In fact, we use both on this book’s stocks to watch worksheet. In that case,
simply divide the price per share by the sales per share to get PSR.

For instance, if there are 10 shares of Mister Magazine stock outstanding
and the current price is $400, Mister Magazine has a total market value of
$4,000. If Mister Magazine has sales of $10,000 in the past four quarters, its
PSR is .40. Running the numbers per share gives us the same result. Mister
Magazine’s stock price is $400 and its sales are $1,000 per share. $400
divided by $1,000 is .40.

In winter 2009, Coca-Cola had a market value of $102 billion and sales
of $32 billion. That produced a 3.2 PSR. PepsiCo had a market value of $81
billion and sales of $43 billion, for a 1.9 PSR. These numbers revealed
something important to investors considering both stocks. People were
paying $3.20 for each dollar of Coke’s sales but only $1.90 for each dollar
of Pepsi’s sales. Aha! By PSR measure, Pepsi was a better bargain than
Coke.

“So what?” you might say. “It’s profits I care about, not sales.” That’s a
common objection to using PSR. But remember from the explanation of
earnings on page 27 that companies can manipulate earnings all sorts of
ways. They use accounting rules that are flexible to interpret how much it
costs them to do business and then subtract that number from revenue to get
earnings. The flexible accounting can spit out small or big numbers as
needed. But with sales revenue, there’s not a lot to adjust. It’s just what you
sold—end of story.



Of course, it never hurts to see big sales and big earnings. The two aren’t
mutually exclusive.

Quick Ratio

The quick ratio is very similar to the current ratio, which is the first
measurement you read in this section. The current ratio evaluates a
company’s short-term liquidity by dividing current assets by current
liabilities. The higher the ratio, the better the company is able to deal with
unseen expenses and opportunities.

The quick ratio provides a more accurate look at a company’s ability to
deal with short-term needs by dividing only the company’s cash and
equivalents by its current liabilities. I remember the difference between the
two measures by associating “quick” with easy money, that is, cash on
hand. “Current” doesn’t sound nearly as speedy. The quick ratio looks at
how “quickly” a company can respond to a surprise bill or sudden
opportunity. If it has lots of cash, it can just write a check. But if its money
is already earmarked for current liabilities then it’s not available for quick
spending. The company might start using its equivalent of credit cards to
pay for things—very bad.

Say a company has $50,000 cash and current liabilities of $25,000.
Dividing 50 by 25 gives you a quick ratio of 2, also written 2-to-1 or 2:1.
That means the company keeps cash worth twice its current liabilities. If
worse came to worst, it could write a check for everything it owes in the
next year and still have $25,000 in the bank. That’s a comfort to any
investor.

I like to see a quick ratio of at least .5. That means the company has cash
worth half of its current liabilities sitting somewhere accessible. As with the
current ratio, however, bigger is better.

Return on Equity (ROE)

Some people consider this the ultimate measure of a stock’s success.
Return on equity shows you the rate of return to shareholders by dividing



net income by total shareholders’ equity. Bigger is always better with this
number because it means the company is making a lot of money off the
investments that shareholders have made. A good return on equity is
anything above 20 percent.

Let’s see how this number changes as fortunes fluctuate. In 1995, Apple
Computer (now just Apple) reported net income of $424 million and total
shareholders’ equity of $2,901 million. Dividing 424 by 2,901 gave a return
on equity of only 15 percent. Adding to the trouble, income dropped to a
negative $816 million in 1996 with total shareholders’ equity of $2,058
million. That was a return on equity of -40 percent. Generally speaking,
folks, minus signs in front of investment numbers are bad.

Apple’s iPod-inspired turnaround worked wonders on the company’s
finances. Its 2006 return on equity of 23 percent was impressive. The
release of the iPhone kept the momentum going. In 2008, Apple’s return on
equity reached 27 percent on net income of $2,947 million. Its 2008 net
income was bigger than its 1995 shareholders’ equity.

Some Technical Stock Measurements

As I mentioned earlier, this book doesn’t teach exhaustive technical
analysis. We’ll use just five technical measurements to help us time our
purchase of stocks. The idea is that we want to buy companies with solid
fundamentals per the previous section, just as their stock prices show
confirming signals per the tools in this section.

SMA

This is a simple moving average of the stock’s price and smoothes out the
bounciness of the raw price so you can better detect its trend. The position
of the current price in relation to the SMA provides hints on where the price
is heading next.

MACD



The letters stand for moving average convergence divergence, which
sounds like a marital relations map but is a stock indicator created by
Gerald Appel in the 1960s. It compares the exponential moving average of
a stock’s price from two time periods, usually 12 and 26 days or weeks or
months, and then plots that difference to show a trend.

MACD is easier to understand when looking at a chart, so we’ll look at
one together later in the book.

Relative Strength Index

RSI alerts you to when a stock’s price has stretched too far in one
direction or the other and is due for a snap back toward the middle. When it
stretches too far up, it’s called overbought. When it stretches too far down,
it’s called oversold.

RSI fluctuates between 0 and 100. Most commonly, anything higher than
70 is considered overbought and due for a pullback, and anything lower
than 30 oversold and due for a bounce.

Relative Price Strength

Relative price strength shows you how a stock’s price has performed
compared to the prices of all other stocks. In this book, you’ll learn to use
relative price strength as it’s presented in Investor’s Business Daily, a
national newspaper that ranks the relative price strength of all stocks from 1
to 99. Stocks that rank 90 have outperformed 90 percent of all other stocks.
Stocks that rank 20 have underperformed 80 percent of all other stocks.
Pretty simple.

Volume

This is an easy one. Volume is simply the amount of a stock that’s traded
on any given day, week, or any other time period. A stock’s volume is a
good indicator of how much interest people have in the stock. That’s



important to know because the stock market is greatly affected by supply
and demand. If everybody wants to buy a certain stock, its price will rise. If
nobody wants it, the price will fall. Some investors like to buy stocks with
low volume hoping that major institutions will discover them and begin
trading heavily. Demand soars and so do prices. Lots of investors watch
stock volume in an attempt to catch trends early. As with surfing, you want
to be in front of the wave.

Volume is measured in either the number of shares traded or the dollar
amount that is moved as a result of that trading. If 1,000,000 shares of
Mister Magazine changed hands on Tuesday at a price of $8, the share
volume was 1,000,000 and the dollar volume was $8,000,000.

The strongest signal from volume occurs when it surges higher as the
stock price moves. Rising volume on a rising stock price shows something
good going on at the company. Rising volume on a falling stock price
shows something bad. The stronger the volume, the more persistent the
stock’s price trend.

How to Read the Stock Pages

The Internet is the most popular place to get stock information these
days, but some people still prefer a newspaper. Your local paper probably
has a listing and you can always access one of the national investment
papers such as Investor’s Business Daily or The Wall Street Journal.

The format of stock pages changes slightly from paper to paper, but if
you can read one you can wing it through any other. Also, most papers
include a box that explains their format. In fact, why are you reading about
it here? Just turn to your paper’s stock pages and read how to use them right
there. On the off chance that you don’t have a paper handy, I’ll explain how
to read the stock pages. On the following page, there is an excerpt from the
January 28, 2007 Los Angeles Times that includes information for Disney.

As you can see, there are eight columns of information. The first two
columns show the stock’s 52-week High and Low prices. Like the names
imply, these are just the highest price and lowest price the stock traded for
over the past 52 weeks. These figures are adjusted to reflect any stock
splits. The 52-week high and low are handy because they show the range a



stock has traded in. It’s helpful to know if the stock is currently selling near
the highest price anybody has paid for it in the past year, or if it’s cheaper
than anybody’s seen in a year. Also, you can see if there’s a huge space
between the high and low or if they’re close together. Sometimes the figures
are within a few dollars of each other. Such a narrow trading range might
appeal to you if you prefer quiet stocks that pay steady dividends. On the
other hand, if you’re seeking major price appreciation you might like to see
a huge differential between the stock’s high and low. Disney’s 52-week high
was 35.97 and its low was 24.90. Two years later, on January 28, 2009, they
were 35.02 and 18.60.

The third column, called YTD %chg, shows the stock’s percentage price
change since the beginning of the year or its initial public offering. You’ll
see the abbreviation YTD a lot with investing. It means year-to-date.
Disney had appreciated 0.8 percent since the beginning of 2007. On January
28, 2009, it had depreciated 1.8 percent YTD, and would, less than a week
later, report a 32 percent quarterly earnings decline amidst what chief
executive Bob Iger described as likely “the weakest economy in our
lifetime.”

The fourth column, called Stock-Div, lists the name of the company
followed immediately by the dividend. The dividend shown is an annual
figure determined by the last quarterly or semiannual payout. Disney’s
dividend was 31 cents. Divide by 4 and you know that the last quarterly
dividend Disney paid was 7.75 cents. If you’d owned a single share you
could have almost paid for one photocopy with your dividend check. The
small “f ” after Disney’s dividend means that it increased on the last
declaration. By the way, in the two years following this excerpt, Disney
boosted its dividend from 31 cents to 35.

LOS ANGELES TIMES



The fifth column provides the stock’s yield. It’s shown as an annualized
percentage return provided by the dividend. You can use the figure to
compare the stock’s dividend performance with your savings account or
CD. More importantly, you can use it to find undervalued large companies
as you’ll learn in Chapter 2 and Chapter 3. Disney’s yield was 0.9 percent.
Two years later, it was 1.6 percent.

The sixth column shows the stock’s price-earnings ratio or P/E. The P/E
is figured by dividing the closing price of the stock by the company’s total
earnings per share for the latest four quarters. It’s the most common
measure of whether a stock is a good deal. All else being equal, you’d
prefer to buy a stock with a low P/E because it means you’re paying a



relatively small amount to own a share in the earnings. Disney’s P/E was
21. Two years later, it was 10.

The seventh and eighth columns show the closing price and dollar
change for the previous day. Disney closed at $34.55, down 95 cents. Two
years later, it closed at $22.28, up $1.03.

There are footnotes sprinkled throughout stock tables that identify things
like preferred stock shares, ex-dividend dates, and new stocks. These differ
from paper to paper but should be defined in your paper’s explanatory
notes.

Three Stock Classifications You Should Know

People always try to categorize objects in their lives to make them easier
to deal with. If you hear the model name of a new car your first question is
probably “what type of car is it?” You know that sports cars are fast,
minivans haul a lot of people, and trucks carry cargo. Stocks are categorized
hundreds of different ways. In fact, from my interviews with brokers,
planners, investment clubs, and people on the street, I’m convinced that
there is a classification system for each investor. Our view of the world is
shaped by our experiences and personalities, which is why no two people
view the same stock in the same way.

Perception Is Everything

A long time ago, I stopped by a local computer store to see
the new IBM Aptiva. While I tested it out, two men joined me
at the keyboard. One said, “I used to work for IBM and I’d
never own anything from the company. It’s the fattest, most
bureaucratic business I’ve ever seen.” The other said, “I still
work for IBM and I’d never survive without our products.
We have the best technology and it’s reliable.” Interestingly,
the first man bought IBM stock when it traded around $170



and watched it drop to $45. The second man bought it at $45
and watched it rise to $130.
Same company, different employees. Same computers,
different experiences. Same stock, different prices.

Surprise! You need to know only three widely accepted classifications:
the size of the company, its industry classification, and whether it’s growth
or value. I hate complexity as much as you do and I think these three
classifications provide all the information we need.

Company Size

A company is either big or small. Next topic.
Although it’s not that simple, company size is pretty straightforward. To

investors, company size is called market capitalization or just market cap.
Market cap is determined by multiplying the number of outstanding shares
of stock by the current market price per share. So if Mister Magazine has
grown like Jack’s beanstalk and there are 4 million shares of its stock
outstanding and they trade for $10 per share, Mister Magazine’s market cap
is $40 million.

Is that big or small? Compared to the treehouse operation it started as,
that’s huge! From its $1,000 initial sale to venture capitalists, Mister
Magazine has grown 3,999,900 percent. So from an initial investor and
company founder perspective, Mister Magazine is enormous.

But compared to Exxon Mobil it’s a drop of oil in a tanker. Exxon’s
market cap was about $400 billion in January 2009. That’s 10,000 times
bigger than Mister Magazine. As you can imagine, owning shares of Exxon
and owning shares of Mister Magazine would probably be very different
investment experiences.

The notion of how to divide companies along market cap lines has
changed over the years. Take a look at the five market cap ranges used in
the mid-1990s by Morningstar, the most popular fund rating service, to
classify the holdings of stock mutual funds:



In mid-1996, Morningstar looked at the 50 mutual funds in each category
with the highest concentration in stocks of that market cap range, then
measured their combined performance. Here’s how the groups compared:

The problem with viewing market cap in absolute terms is that market
caps change every day. Prices fluctuate and companies issue more stock or
buy back outstanding shares. More important than a company’s absolute
market cap is its relative market cap, that is, how big it is compared to other
companies.

For that very reason, Morningstar replaced its rigid market cap table with
a system of only three relative sizes:

In early 2009, large companies weighed in at an average market cap of
$52 billion, medium companies at $4 billion, and small companies at $940
million. The groups posted the following average annual returns:



Just two years prior, the end of the first quarter of 2007, the groups
looked a lot better:

Industry Classification

You need to know what a company does to make money, otherwise you
don’t know which other companies to compare it to. Also, if you know
what industry a company operates in you can keep an eye on that industry
for trends.

In many cases, you’ll know off the top of your head what a company
does to earn a buck. You’re probably aware that Boeing makes airplanes,
Harley Davidson makes motorcycles, Coke makes soft drinks, AT&T
provides phone service, and Dell sells computers. A lot of bigger companies
make money in several ways, however, and you should know all of them.
Altria makes cigarettes, but it also owns part of SABMiller, brewer of
Miller Genuine Draft beer.

You’ll become aware of a company’s business simply by getting
interested enough to invest. If somebody mentions to you that Allamuck
Corporation is going gangbusters and tripled in size over the past year,
you’ll probably look it up. Once there, you’ll either rule it out based on a
few key measures or get excited and want to learn more. If you call
Allamuck for an annual report, search the Internet for Allamuck info, or



make a trip to your local library, you’re going to know what Allamuck does
for a living.

You’ll learn specific places to find company profiles in Chapter 4.

Growth or Value

The last label you want to place on your stocks is whether they’re growth
or value. You read all about growth investing versus value investing on
page 19. When you’re examining a potential company, know whether it’s
increasing sales and earnings and is expected to continue doing so. That’s a
growth company.

Maybe instead the company has had a rough couple of years and its stock
price is at an all-time low. After reviewing everything you know about the
company, you might decide that it’s not as bad off as everybody thinks.
That’s a value company.

Growth companies and value companies behave differently. Make sure
you know which type you’re buying.
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How the Masters Tell Us to Invest

Now that you speak the language of stocks and should be able to follow a
discussion about them, let’s talk strategy! When I decided to enter the stock
market, I was nervous. Just about everybody is. At first glance, it looks like
there are a few people making lots of money and a lot of people making
little money. Come to think of it, things look pretty much that same way at
second, third, and fourth glance.

But as long as you follow an informed path and conduct your own
research, you’ll be fine. Buying what headlines tell you to buy doesn’t
work. Buying what your neighbor, friend, or relative tells you to buy
doesn’t work. But buying what seems best to you after thorough research
can work.

This chapter and the next two contain the most important information in
the book. The rest of the book deals with the mechanics of investing:
learning the basics, choosing a broker, placing an order, and so on. But
these three chapters help you form a strategy.

In this chapter, you’ll learn how the best investors make money and how
you can too. Investing is full of legends. Some of their stories involve
overnight profits, a lot of luck, or complex theories. Those legends don’t
help you and me when we’re sitting at the kitchen table with a newspaper
trying to figure out a good way to retire. What helped me and will help you
is studying the masters who use an approach that has proven itself over time
and is feasible for individual investors to adopt.

Meet the Masters



Benjamin Graham—Ben to those who’ve read a lot of his stuff—is one
of the most influential investment writers ever. His hallmark achievement is
a book called The Intelligent Investor, which presents a rational value-
oriented way to invest in stocks. It is to investing what Moby-Dick is to
American literature: an absolute must-read for anybody studying the topic.
Graham is the grandfather of value investing.

Philip Fisher is one of the first people to reveal growth investing
strategies. His book, Common Stocks and Uncommon Profits, discusses the
characteristics of superior companies and how anybody can identify them. I
suppose it is to investing what Huckleberry Finn is to American literature:
the second must-read for serious students of the topic. Fisher is the
grandfather of growth investing.

Then comes Warren Buffett, considered by many to be the world’s
greatest investor. Buffett is still active today, running his company from
Omaha and continuing to rack up impressive performance. Through his
capital allocation skills alone, Buffett amassed a fortune greater than $50
billion by achieving an average annual book value gain of 21 percent for
more than 40 years. He studied and admired both Graham and Fisher, then
combined their teachings in his own style.

Next is Peter Lynch. He managed the Fidelity Magellan Fund for 13
years and took it from assets of only $20 million to more than $14 billion.
He turned a $10,000 investment into $190,000 in 10 years. He is considered
by many to be the best mutual fund manager in history.

William O’Neil is the founder of Investor’s Business Daily, a newspaper
that a lot of investors prefer over The Wall Street Journal. Before founding
IBD, he enjoyed a successful stock investing career that allowed him to
purchase a seat on the New York Stock Exchange when he was only 30
years old. He is a committed growth investor and a great lecturer.

Bill Miller is our last master and one of my personal favorites. He
manages Legg Mason Value Trust, famous for beating the S&P 500 fifteen
years in a row from 1990 to 2005. Miller did it by discarding traditional
growth and value filters to seek bargains of either stripe based on future free
cash flows. That built an eclectic portfolio of both expensive and cheap
stocks by traditional measures. He’s a contrarian, unafraid to stand alone
when he believes he’s right, which is most of the time.



That’s our lineup. These six masters cover the spectrum of large
companies to small companies, and growth style to value style. Kick back
and spend a little time learning what the masters have to tell. Don’t worry
about knowing every piece of their advice by heart. I close out the chapter
with a section pulling all their opinions together.

Benjamin Graham

Benjamin Graham wrote The Intelligent Investor, probably the most
widely recognized investment book in the world, and Security Analysis, co-
authored with David Dodd. Graham mentored Warren Buffett, and in a
preface to The Intelligent Investor Buffett wrote, “I read the first edition of
this book early in 1950, when I was nineteen. I thought then that it was by
far the best book about investing ever written. I still think it is.” I didn’t
read it until I was twenty, which explains why Buffett is still slightly
wealthier than I am.

Market Fluctuation and Emotion

Graham teaches that nobody ever knows what the market will do. I want
to emphasize this innocent-looking observation. Nobody ever knows what
the market will do. That includes analysts, your wealthy aunt, every
newsletter writer, and every stockbroker. Graham isn’t the only successful
investor to point this fact out. When J.P. Morgan was asked what the market
would do, he replied, “It will fluctuate.” The nice thing about nobody
knowing what the market will do is that you can profit by reacting
intelligently to what it does do.

We are all part of the general public and the general public is usually
wrong. To counteract our inherent emotional weakness, Graham says we
should automate parts of our investment strategy. By that he means use a set
formula to find good stocks. Not a formula like you used in Algebra, but a
set of measurements that aren’t subject to emotion. You don’t want to fall



victim to just “feeling good” about a company’s future. Human emotions
are frail beasts. Nobody’s wealth should ride on them.

Automated, measurable criteria give us something stable to fall back on
when we get confused by bold headlines and great stories. Nobody is
immune to such pressures. If your whole office is talking about a new toy
for the Christmas season that’s already breaking retail sales records in
Florida, Maine, and New Hampshire, who wants to point out that the
manufacturer lost money the past two years? After your office mates buy
the stock, they’re going to start pinning newspaper stories about the
company on their cork boards, displaying the shiny toy in their offices, and
maybe hanging postcards of the exotic travel destinations they’ll be visiting
with their profits. It’s a party! We all want to go to a party. But, by
developing an automatic filter that we can view such parties through,
intelligent investors won’t suffer lost money when the party’s over.

Stock Valuations

Every stock has both a business valuation and a market valuation. The
business valuation is simply the stock’s book value and its earnings.
Remember from page 29 that book value is determined by dividing all the
company’s assets by the number of stock shares outstanding. In other
words, it’s the amount you could get if you liquidated the company—sold
everything the company owns, like the delivery trucks, fax machines, and
conference tables. However, and this is important, investors need to factor
in earnings with book value to fully appreciate a company’s business
valuation. It’s not enough for us to know what we could sell the place for,
we must also know what potential profit the place holds. We get that by
looking at earnings per share, which you read about on page 27.

The market valuation is what the stock trades for. It might be higher or
lower than the stock’s business valuation. You’d much rather buy stocks at
prices lower than their business valuations, of course, because they’re on
sale.

Just like you can buy your favorite sweatshirt for $10 less during a
clearance sale, you can sometimes buy stock in your favorite companies for



$10 per share less than they’re actually worth. In Graham’s language, such
a stock’s market valuation would be $10 less than its business valuation.

Graham recommends that investors buy stocks at prices near their
business valuations. That means you’d like price/book ratios to be around 1
and you would also like P/E ratios low, preferably below 15.

Don’t worry about the specific measures Graham uses to evaluate stocks.
Instead, concentrate on the nature of those measures. He suggests measures
that show a stock’s value: price/book and P/E. He also suggests measures
that show a stock’s growth potential: financial position and earnings
growth. Notice how Graham blends value and growth measures because it’s
going to form the foundation of this book’s strategy.

When you buy stocks that are cheap compared to their worth, you can
ignore market fluctuations. Sometimes the market will drop the price of a
stock for no apparent reason. So our job as investors is to identify stocks
with strong potential and watch the market for buying opportunities. In
Graham’s own words, we should “use these vagaries to play the master
game of buying low and selling high.”

Margin of Safety

Graham’s greatest gift to investors was his concept of a margin of safety,
which is the difference between a company’s business valuation and its
market valuation. That definition is sometimes too vague to be meaningful.
Don’t think of this as a hard number. A better way to think of it is as a
spectrum, so that a stock either has a big margin of safety or it has a small
one. A stock with a big margin of safety can go way down in price and still
be a good investment; a stock with a small margin of safety can only drop a
little in price and still be considered a good investment.

Graham was deliberately vague in describing a stock’s margin of safety.
He said that investment analysis is not an exact science. There are hard
factors like book value, financial statements, and debt, but there are
subjective factors like quality of management and nature of the business.
He preferred to examine measurable qualities of a business because, well,
they’re measurable. If you’re paying less for a company than it would sell
for piece by piece, there’s a good margin of safety there. If you’re paying a



lot more for a company than it would sell for and a lot more than what it’s
earning just because the papers say the new team of people taking over are
brilliant, there’s little margin of safety. What if, just what if, those brilliant
folks make a mistake? Your losses could be extreme. But if hard numbers
limit those losses when the brilliant managers mess up, you’re still
relatively safe. There’s a lot of room for management to make mistakes
because there’s value underlying the company they’re running. That’s the
margin of safety. It’s not reducible to a single number, but the notion makes
sense.

Graham emphasized the financial health of companies when discussing
margin of safety. Long-term debt is very bad because it reduces the
company’s business valuation. The bills need to be paid even when brilliant
managers make mistakes.

The one hard figure Graham assigned to margin of safety was that
investors should buy a stock for no more than two-thirds of its book value.
Another way of stating that is that a stock’s price/book ratio should be no
more than .66. So if a company has a book value of $50 per share, you
should pay no more than $33 for it. Even at that low price, Graham wanted
to see a low P/E ratio, which usually accompanies a low price/book ratio.

What You Should Retain from Graham

Graham was a great investor who insisted on paying a fair price for a
stock no matter how bright its prospects were. That’s a value approach to
investing. However, he recognized the importance of a company’s ability to
grow earnings. This combination of value and growth is the foundation of
good investing that I recommend in this book’s strategy. Other key points:

✔ Nobody ever knows what the market will do, but we can profit by
reacting intelligently to what it does do.

✔ Because we are all members of the general public and the public is
usually wrong, we should rely on hard measurements to counteract
our emotions and give ourselves something to feel secure about.

✔ Stocks have business valuations and market valuations. The first is
what the company would be worth if it was liquidated, the second is



the price the market has placed on the stock.
✔ We should know a stock’s margin of safety, which is a general feel

for how much that stock can drop in price and still be a good
investment. Central to determining a stock’s margin of safety is
knowing the difference between its business valuation and market
valuation.

Philip Fisher

Philip Fisher wrote Common Stocks and Uncommon Profits. Warren
Buffet was so impressed with the book that he met with Fisher personally to
learn more about his strategies. In 1969, Buffet told Forbes, “I’m 15
percent Fisher and 85 percent Benjamin Graham.”

Characteristics of Superior Companies

Fisher wrote that investors should buy businesses with the ability to grow
sales and profits over the years at rates greater than their industry average.
Such companies are either “fortunate and able” or “fortunate because they
are able.” These seem like very similar things at first blush, but Fisher
distinguished them with examples. A company that is fortunate and able has
a good product right from the start, solid management, and it benefits from
factors beyond the company’s control such as an unforeseen use of its
product. A company that is fortunate because it is able might have a
mediocre product to begin with, but the management team is so clever that
they adapt the product to the marketplace and diversify into other areas that
offer opportunity. Thus “fortunate because they are able” refers to shrewd
management more than anything.

Shrewd management is hard to define. To me it’s a bit like indecency: I
know it when I see it but can’t say in advance what it is. To Fisher, shrewd
management always looks past the current set of products to new items that
will grow sales in the future. That sometimes requires trading immediate
profits for long-term gains, something that’s unpopular on Wall Street.



Because investors scrutinize earnings regularly, it’s imperative that
management communicate honestly with shareholders in good times and
bad. Management’s integrity was vitally important to Fisher, as it is to most
good investors.

Sales are the key to prosperity. A company’s extensive research and
development of a superior product is irrelevant if it doesn’t sell. Investors
should examine the capability of a company’s sales organization, paying
particular attention to the extent of its customer research.

Of course, profits must follow sales. Enormous sales growth is irrelevant
if it doesn’t produce corresponding profits. To make sure a company is
profitable, look at its profit margins. This stuff isn’t as mysterious as you
thought, is it? A company’s profit margins coupled with its ability to
maintain and improve them will tell you everything you need to know about
its earning power. You’ll learn later how to check a company’s profit
margins.

Profits must be realized soon enough to be useful. This means keeping a
positive cash flow. Bad companies sell a million widgets on credit and then
resort to borrowing money or issuing more stock to keep alive while the
check is in the mail. Good companies get their money soon enough to live
off it. That means when it’s time to expand into new markets, build new
factories, hire more people, or market to a wider audience, a good company
taps its bank account.

The last characteristic of a superior company is its status as the lowest-
cost producer of its products or services and dedication to remaining such.
Companies with low break-even points and high profit margins can survive
hard times. Almost any company looks good when the economy is soaring.
But only the leanest operations look good when the going gets tough. This
is related in spirit to Graham’s margin of safety. Low cost, high profit
operations are the safest around because they have an edge in all phases of
the economy.

Characteristics of Superior Investors

To succeed at investing, Fisher thought most people should concentrate
on industries they already know. He called this your circle of competence.



Within that circle of competence, investors should conduct thorough and
unconventional research to understand the superiority of a company over its
competitors. The best source of information is the individuals who know
the company. Customers, suppliers, former and current employees,
competitors, and industry associations all have tidbits of information that
are useful to investors. Fisher called this information scuttlebutt, a Navy
term describing gossip around a ship’s drinking fountain. Instead of
gossiping about your mate’s late-night escapades, Fisher thought you
should go out and gossip about the prospects of potential investments.

Scuttlebutt and other research are time-consuming. You can thoroughly
understand only so many companies. Therefore, Fisher recommended a
focused portfolio. He rarely placed more than ten companies in a portfolio
and even at that most of the money was usually concentrated in three or
four stocks. A few superior companies are better than a slew of mediocre
ones.

What You Should Retain from Fisher

Fisher recommends investing in companies with the power to earn a
profit and outpace their competition. That’s a growth approach to investing.
To find superior companies, he was willing to look beyond hard numbers to
factors that are not measurable, such as capabilities of management and the
perception of those who know the company. Other key points:

✔ Buy businesses with the ability to grow sales and profits over the
years at rates greater than their industry average.

✔ Look for capable management. The best management is willing to
sacrifice immediate profits for long-term gains and maintains
integrity and honesty with shareholders.

✔ Sales are key to everything. You should examine the capabilities of
a company’s sales organization, paying particular attention to its
customer research.

✔ Profits must follow sales. Sales are irrelevant if they don’t produce
profit. You should know a company’s profit margins.



✔ Profits must be realized soon enough to be useful. You should look
for positive cash flow and a healthy cash reserve so the company
can meet obligations without borrowing.

✔ Lowest-cost producers have an edge in all phases of the economy.
Combined with a high profit margin, low-cost production is Fisher’s
version of Graham’s margin of safety.

✔ You should invest in areas you’re already familiar with: your circle
of competence.

✔ You should conduct thorough, unconventional research by
interviewing people who know the company best, such as
employees, competitors, and suppliers.

✔ Because of the extensive research needed to uncover superior
companies, you should own just a handful at any given time. A few
superior companies beats a slew of mediocre ones.

Warren Buffett

You wouldn’t be thrown out of an investment club for saying Warren
Buffett is the world’s greatest investor. Some have made money faster,
others have made it in flashier ways, but few can match Buffett’s
methodical investment methods or his long-term record.

First, some background. In 1956, Buffett began a limited investment
partnership with $100,000 raised from family and friends. The partnership
remained in existence for 13 years, during which time Buffett produced an
average annual return of 29 percent. As his reputation grew, Buffett
accepted more investors into the fold and moved his offices from home to
Kiewit Plaza in Omaha. In 1969, Buffett disbanded the partnership, sent his
investors’ money to safe places, and took control of a textile company
called Berkshire Hathaway. Berkshire became Buffett’s holding company to
own businesses like See’s Candy, Kirby’s, Dexter Shoes, and World Book
Encyclopedias.

Berkshire also bought insurance companies, which became the
cornerstone of Buffett’s success. Why insurance companies? Because
premium-paying policyholders provide a constant stream of cash. Buffett



invested this cash, called “float,” until claims needed to be paid. Because
Berkshire Hathaway is located in Nebraska, a state with loose insurance
regulations, Buffett invested a lot of the float in stocks. Most insurance
companies choose safe bonds for their investments, usually allocating no
more than 20 percent to stocks. But Buffett chose stocks—sometimes
allocating over 95 percent of the float to them—and both he and Berkshire
grew wealthy because of his picks. Buffett amassed a personal fortune of
$50 billion, give or take a few billion.

Your situation is probably not like Warren Buffett’s. You probably don’t
enjoy a steady stream of insurance premiums to invest as you see fit. You
probably can’t acquire companies as permanent holdings in your spare time.
If you can, you don’t need this book! But if you’re like the vast majority of
us and are investing limited personal resources in the stock market, read this
section for pieces of Buffett’s strategy that you can apply to your own
program. I’ll pull them together into this book’s strategy later.

One other point before we dive in. A look at Buffett’s stock techniques is
a look back in time. Although he’s still active today, his approach to capital
allocation has gradually changed focus from stocks to whole companies as
Berkshire succeeded and its cash flow ramped up. Buffett wrote in the 2006
annual report that he and his partner Charlie Munger continue “to need
‘elephants’ in order for us to use Berkshire’s flood of incoming cash.
Charlie and I must therefore ignore the pursuit of mice and focus our
acquisition efforts on much bigger game.”

Tough problem to have, eh?

The Stock Market

In the old days when investors checked stock prices on quote machines
instead of the Internet, Warren Buffett was famous for not having one in his
office. The world’s greatest investor doesn’t check stock prices because
they’re unreliable indicators of a company’s worth. Some days they’re up,
others they’re down. Sometimes Wall Street thinks the market looks good,
other times it thinks it looks bad. It’s willy nilly, unreasonable, and
unnecessary to know. Remember that Graham felt the same way: Nobody
ever knows what the market will do.



At some point every investor needs to know what the stock of a company
he or she is interested in sells for. That part’s a given. What Buffett’s habits
show us is the fruitlessness of knowing minute movements, hourly changes,
and daily aberrations. In the 1993 Berkshire Hathaway annual report,
Buffett wrote, “After we buy a stock, consequently, we would not be
disturbed if markets closed for a year or two. We don’t need a daily quote
on our 100 percent position in See’s or H.H. Brown to validate our well
being. Why, then, should we need a quote on our 7 percent interest in
Coke?”

Buying Quality Companies at Bargain Prices

Buffett emphasized buying quality companies rather than speculating
about the direction of a stock price. Good companies are still good
companies when times are bad. If you buy a good company and the price of
its stock drops, that doesn’t signal anything more than a chance to pick up
additional shares at a discount. Buffett says you should always understand
the businesses in which you invest. The simpler, the better. Once you
understand a business, you can make a judgment on the company’s quality.
You should exercise the same scrutiny when buying shares in a company as
you’d exercise when buying the company itself. In advice reminiscent of
Fisher, Buffett told investors in a 1993 Fortune interview to “invest within
your circle of competence. It’s not how big the circle is that counts, it’s how
well you define the parameters.”

Buying a quality business is vital to Buffett, far more vital even than
buying at a discount. After all, what’s the point of buying something on sale
if you’re getting junk? It won’t perform well in the long term, which leaves
you one option: get lucky on a price runup and sell in the short term. Time
helps wonderful businesses but destroys mediocre ones, which means you
should be comfortable standing by your companies over time. Investors
must evaluate companies on their individual merits before looking at stock
prices.

For example, Buffett bought GEICO stock after it declined from $60 to
$2. The company faced a possible bankruptcy and a growing number of
class-action lawsuits from shareholders. The world thought the stock would



end up worthless, but Buffett loaded up on it anyway, eventually owning
half of the company. Buying a stock that’s declined 96.5 percent is clearly a
value move because by just about any measure it’s discounted. In GEICO’s
case, Buffett found a great company at a colossal bargain.

But then there’s Coca-Cola. Buffett loved the soft drink from the time he
bought and sold individual cans of it when he was five years old. He
watched the company’s phenomenal growth over three decades and in 1986
made Cherry Coke the official beverage of Berkshire’s annual meetings. Yet
he didn’t invest in Coca-Cola until 1988. The stock had risen over five-
hundredfold since 1928 and over fivefold since 1982. To many it looked
overpriced, but Buffett invested more than $1 billion. Buying a stock that’s
risen fivefold in six years appears to be a growth move. In Buffett’s case,
however, he saw Coca-Cola selling for well under its intrinsic value, so to
him it was still a great company at bargain prices.

In each of these two investment decisions, Buffett wasn’t thinking value
or growth. He wasn’t pondering hot tips on the street because in both
situations he acted against common consensus. He bought what he
perceived to be quality businesses: GEICO when everybody thought it was
dead, and Coca-Cola when everybody thought the opportunity had passed.
The lesson we can take from this is that it is more important to buy solid,
quality companies than it is to buy stocks at certain price levels. This is
Buffett’s use of Graham’s margin of safety. You should examine a business
to determine its value, then look at the stock price to see if it makes sense to
buy now. It might, in which case you should. The price might decline after
you buy, but that doesn’t matter. The fact remains that you bought a solid
business at a fair price. After that, Buffett advises you to watch what’s on
the playing field, not what’s on the scoreboard. A price decline is the
market’s frenetic, short-term interpretation of the stock’s worth. Ignore it.

By now it should be clear that Buffett advocates buying quality
companies at bargain prices, which is a blend of Graham and Fisher. Now,
let’s delve deeper into Buffett’s definition of a quality company and a
bargain price.

Attributes of a Quality Company



First, a company’s management must be honest with shareholders and
always act in their interest. Integrity precedes everything in business
because there’s no point proceeding with a business evaluation if you don’t
trust the people running the place! Buffett himself is famous for his candid
assessment of Berkshire in the company’s annual reports. You should look
for clear explanations of a company’s successes and, more importantly, its
failures in reports to shareholders. This is vital to your continued
understanding of the businesses in which you invest.

Second, a company should earn more cash than is necessary to stay in
business and direct that cash wisely. To Buffett this means either investing
in activities that earn more than they cost, or returning the cash to
shareholders in the form of increased dividends or stock buybacks. The
measurement we’ll use in this book’s strategy to determine if management
is investing excess cash wisely is return on equity. To Buffett, a company’s
earnings are no more important than its return on equity because they don’t
take into account the accumulation of previous earnings. In other words, I
can take what I earned last year and make my company bigger and better.
You would expect a bigger and better company to be able to earn more,
right? Of course. And if it does, everybody’s happy. Everybody but Buffett,
that is. He’s more concerned with whether or not that company’s earnings
grew enough to justify the cost of reinvesting the previous year’s earnings,
and the ones before that, and so on. That’s why he looks at return on equity
instead of plain earnings. It’s just as important to know what a company
does with what it earns as it is to know what it earns.

Third, a company should have a high net profit margin. Remember from
page 28 that a company’s net profit margin is determined by dividing the
money left over after paying all its expenses by the amount of money it had
before paying expenses. So, if a company makes $1 million and pays
$900,000 in expenses, its net profit margin is 10 percent ($100,000 divided
by $1,000,000).

Determining a Bargain Price

Buffett determines the value of a company by projecting its future cash
flows and discounting them back to the present with the rate of long-term



U.S. government bonds. I’m sure that sounds about as much fun as
extracting termites from your home with chopsticks, but that’s how he does
it.

After determining a company’s value, Buffett then looks at its stock
price. It’s one of the few times he pays attention to stock price. He
compares the value to the price and determines the margin of safety. In
other words, if the stock is selling for just under what the company is worth,
there is a small margin of safety and he doesn’t buy. If it sells for well under
the company’s worth, there is a large margin of safety and he buys. The
reasoning is simple. If he made a small error in determining the value of the
company, then the true value might prove to be below the stock price. But if
the stock price is well below what he estimates the company to be worth,
the chances of falling below it are less. It’s a straightforward use of
Graham’s margin of safety.

Now, a few caveats and adjustments. Describing Buffett’s way of
determining a bargain price in two steps and characterizing it as simple is a
bit misleading. It’s accurate, but it’s not easy to copy. I can also describe
Tiger Woods’s way of hitting a long drive in two steps: keep legs loosely in
place, swing club swiftly toward ball. There, now do you suppose you can
golf like he does? Of course you can’t and it’s no different with Buffett’s
determination of a bargain price. He’s gifted and if you’re as gifted as he is
you probably don’t need this book.

Arriving at an accurate assessment using Buffett’s method requires an
accurate forecast of future cash flow. Buffett’s good at it, most of us aren’t.
Even within your circle of competence, you probably don’t feel comfortable
culling the factors of a company’s success, estimating their future success,
and translating it into today’s dollars.

So, in this book we’re going to focus on the intent of Buffett’s method
instead of the technique. We want to buy quality companies at bargain stock
prices.

Managing Investments

Like Fisher, Buffett believes in a focused portfolio. Because he buys
businesses instead of trading stocks, Buffett insists that he understands



those businesses thoroughly. That means owning just a few companies at a
time. In 1985, half of Berkshire’s common stock portfolio was in GEICO.
In 1987, Berkshire owned just three stocks and 49 percent of its portfolio
was in Capital Cities/ABC. In 1990, 40 percent of Berkshire’s portfolio was
in Coca-Cola. In 2001, 33 percent was in Coke and 19 percent was in
American Express. Focused investments in areas you understand are
superior to blanket investments across dozens of stocks in the name of
diversification. If you research thirty companies and find two that are
clearly better than the rest, why place your money in the top five or ten? For
diversification, you might say. But diversifying across mediocre companies
is riskier than focusing on good ones.

Buffett also discourages the common practice among investors of selling
their top performers. If a stock runs up 100 percent, many sell it and take
the profits. But Buffett believes in managing his portfolio the same way he
manages his business. How would you react if a division of your business
consistently showed a profit? You wouldn’t sell it off. You would probably
invest more in it. In the 1993 Berkshire Hathaway annual report, Buffett
wrote, “An investor should ordinarily hold a small piece of an outstanding
business with the same tenacity that an owner would exhibit if he owned all
of that business.”

Finally, Buffett disregards the opinions of others once he’s made up his
mind. Groupthink is what kills institutional investors because they’d rather
make average, safe decisions than what Buffett identified in Berkshire’s
1984 annual report as “intelligent-but-with-some-chance-of-looking-like-
an-idiot” decisions. Do your own research, do it well, and stand by your
decisions.

What You Should Retain from Buffett

Above all else, Warren Buffett believes in examining businesses, not
stock prices. Once he finds a quality business, he buys it at a bargain price.
His investment style combines the best of Graham and Fisher because he
buys thriving companies at a discount. That’s a combination of value and
growth investing. Other key points:



✔ Ignore the stock market because it’s fickle. Never speculate about
the direction of prices. Look instead at individual companies and
what makes them superb.

✔ Buy stock in a company with the same scrutiny you’d exercise
when buying the business itself. Buy within your circle of
competence and thoroughly understand your investments.

✔ After choosing your investments well, you should stand by them
through thick and thin. Time helps wonderful businesses but
destroys mediocre ones.

✔ Buy quality companies at bargain prices.
✔ Quality companies:

• Have honest management teams that communicate with
shareholders in a candid fashion and always act with the
interests of shareholders in mind.

• Earn more cash than is necessary to stay in business and
direct that cash wisely. They either invest in activities that
earn more than they cost, or return the cash to
shareholders in the form of increased dividends or stock
buybacks. To determine how wisely a company has
directed its cash, we’ll look at its return on equity.

• Have high net profit margins.
• Increase their market value by more than the value of

earnings they retain.

✔ Determine bargain prices by comparing a company’s value to its
stock price. Buy when the stock is considerably lower than the
company’s value. This is a straightforward use of Graham’s margin
of safety.

✔ Focus your portfolio on a few good companies. Concentrating on
good stocks is safer than diversifying across mediocre ones.

✔ Just as a business puts more money into its most successful
ventures, you should invest more money in your stocks that are
performing well.

✔ Do your research, do it well, and disregard the opinions of others.



Peter Lynch

Peter Lynch managed the Fidelity Magellan Fund from 1977 to 1990.
The fund held only $20 million when Lynch took over and grew to $14
billion during his tenure. In the last five years of Lynch’s management,
Magellan was the world’s largest mutual fund and still outperformed 99
percent of all stock funds. If you had invested $10,000 in Magellan when
Lynch took over, ten years later you would have had $190,000.

After retiring, Lynch wrote Beating the Street and One Up on Wall Street.
These two books explain his approach to investing. One Up on Wall Street
targets individual investors and is the title I condense in this section. Lynch,
like my grandfather, refers to winning stocks as “tenbaggers,” ones that
return 10 times your money.

Use What You Already Know

Using what you already know is the cornerstone of Lynch’s advice. This
should be familiar to you by now. Fisher advised us to invest within our
circle of competence and Buffett seconded that notion, adding that we must
thoroughly understand our investments. Now Lynch adds his support to the
idea. I think we have enough reason to pay attention.

From your position as an employee or competitor in a field, you’re
conducting the best research on good investments. Professional money
managers fly tens of thousands of miles to talk with people you interact
with every day. Your manager, your supplier, your customers, your
coworkers—and you yourself—have information that’s worth a lot to other
investors. Here’s a shocking revelation: It’s worth just as much to you!

Also, as a consumer you’re conducting research all the time. You know
what products you’re buying and probably have a pretty good idea of what
your neighbors are buying. Is there a trend afoot? Possibly, and you might
see it long before Wall Street does.

It has always amazed Lynch that people who work in the aerospace
industry invest in the auto industry; people who work in the auto industry
invest in the computer industry; people who work in the computer industry



invest in the entertainment industry; people who work in the entertainment
industry don’t have any money to invest. Well okay, the top .25 percent
have a little. The point is that this grass-is-always-greener approach is
ludicrous. Invest where you already spend most of your time.

Lynch recalls several good investments he discovered by just living his
life. He found Taco Bell by eating a burrito on a trip to California. He found
La Quinta by talking to people at the rival Holiday Inn. He found Apple
Computer when his children insisted on owning one and the systems
manager at Fidelity bought a bunch for the office. His wife liked L’eggs
pantyhose from Hanes. L’eggs was convenient to purchase right at the
checkout counter of most grocery stores. They resisted tearing and
developing runs. They fit well. What more research was needed to conclude
that this was a superior product? None, in Lynch’s estimation. He bought
Hanes and it grew sixfold before being bought out by Sara Lee.

Look where you work, pay attention to what you buy, and observe the
buying habits of those around you.

Know Your Companies

Like Graham, Fisher, and Buffett, Lynch says to thoroughly understand
the companies you’re considering. He recommends looking at company
size first. Big companies make small stock moves, small companies make
big stock moves. It’s important to know the size of companies you’re
considering.

Categorize Your Companies

Once you know the size of your companies, Lynch says to divide them
into six categories: slow growers, stalwarts, cyclicals, fast growers,
turnarounds, and asset plays. Slow growers are usually large, old companies
that used to be small, young companies. Electric utilities are typical slow
growers. Expect them to barely outpace inflation but to pay a good
dividend. Stalwarts are large and old too, but they’re still growing strong.
Coca-Cola is an example of a stalwart company. Cyclicals are companies



whose fortunes rise and fall along with the economy. Airlines and steel
companies are cyclical. Fast growers are small, young companies that grow
at 20 percent or more a year. This is the land of tenbaggers to 200-baggers.
Lynch identified Taco Bell, Wal-Mart, and The Gap as fast growers. More
recently we’ve seen Google and Research In Motion. Turnarounds are good
companies that have been beaten down. Chrysler is Lynch’s example and
one of the best buys he made for Magellan in the early ’80s. Those who
bought Chrysler at $1.50 enjoyed a 32-bagger. Asset plays are companies
with something valuable that Wall Street missed. Pebble Beach in
California and Alico in Florida owned amazingly valuable real estate that
nobody paid attention to. The telecommunications industry was an asset
play 20 years ago.

Don’t be concerned with the six categories per se. Don’t set out to buy a
stalwart company because it’s stalwart. Instead, use selection criteria to turn
up attractive companies and use these categories to know what you’re
buying. The intent of Lynch’s categories is simply to know what kind of
company you’re investing in. Don’t expect fast growth from a slow grower.
If you’re buying a stock that’s down in price because you think it meets all
of Buffett’s criteria of a quality company, know if it’s down in price because
it’s a cyclical in a down cycle, an overlooked asset play, or a turnaround.
You’ll know from the extensive research you’ve conducted on the
companies you invest in, a wise approach taught by Graham, Fisher,
Buffett, and Lynch.

Components of a Perfect Company

To Lynch the perfect company is simple to understand. That should be
familiar to you by now. He writes, “The simpler it is, the better I like it.
When somebody says, ‘Any idiot could run this joint,’ that’s a plus as far as
I’m concerned, because sooner or later any idiot probably is going to be
running it.”

If its name is boring or ugly and something about its business turns
people off, so much the better. Lately there’s been a move toward hip
companies with names like TerraGyro Navigation and Internetica. Most
investors steer clear of boring companies with boring names. Not Lynch. To



him they’re fortunes. He cites Seven Oaks International as a company that
engages in a boring business. It processes grocery store coupons. Yippee!
Put that Google search aside and let’s take 10 cents off your next purchase
of Grape Nuts. That’ll get your blood pumping. The stock rose from $4 to
$33. That really will get your blood pumping. Some companies engage in
business that is disgusting, such as sewage and toxic waste. Lynch
remembers the executives of Waste Management, Inc. who wore polo shirts
that said “Solid Waste.” Disgusting, right? The company became a 100-
bagger.

The business should be ignored by institutions and analysts. Not
surprisingly with businesses this unattractive, a lack of institutional
ownership is almost a given. Lynch loves it when a company tells him the
last analyst visited three years ago. Look where others refuse to look. It’s
not always just boring, unattractive businesses that are overlooked, either.
Remember Chrysler? Nobody wanted that stock when it fell to $1.50. They
all waited until it was priced at a respectable double-digit figure again. The
smart money isn’t always so smart.

Fast-growing businesses are best inside a slow-growth industry or, better
still, a no-growth industry. It keeps competition away. Just think how many
thousands of hot-headed business students want to conquer Silicon Valley.
How many do you think want to conquer the funeral business? Not many.
Burials aren’t a growing industry, plus they’re boring and depressing.

Companies that occupy a niche have a distinct advantage. Warren Buffett
bought the Washington Post partly because it dominated its market. Most
newspaper owners think they profit because of the quality of their paper.
But Buffett pointed out that even a crummy paper can prosper if it’s the
only one in town. Lynch writes, “Thinking along the same lines, I bought as
much stock as I could in Affiliated Publications, which owns the local
Boston Globe. Since the Globe gets over 90 percent of the print ad revenues
in Boston, how could the Globe lose?” Patents, trademarks, and strong
brand loyalty all constitute a type of niche. Good luck starting a soft drink
company and trying to get as many people to say the name of your product
before they say Coke. Even Pepsi can’t do it. Owning something unique is
another type of niche. Lynch sums up this advantage perfectly: “Once I was
standing at the edge of the Bingham Pit copper mine in Utah, and looking



down into that impressive cavern, it occurred to me that nobody in Japan or
Korea can invent a Bingham Pit.”

Get yourself a double-whammy by purchasing a company that has a
niche and a product that people need to keep buying. Steady business is
powerful stuff. What do you do when you percolate your last cup of coffee
in the kitchen? Buy more. What do you do after smoking your last
cigarette? Buy more. What do you do when your gas tank goes empty? Buy
more. What do you do when you hit the plastic stopper at the bottom of
your deodorant stick? Please, buy more. That phrase, “buy more” drives
profits to the moon. It’s the wind in the sales of Coca-Cola, McDonald’s,
Gillette, and Starbucks. Microsoft is a company with both a niche and
repeat business. It owns the Windows operating system used on most
personal computers and issues periodic upgrades that everybody needs to
own. Also, guess what everybody needs after they own Windows?
Applications to run. Microsoft just happens to make a lot of those too.

Protect against trouble by investing in companies with a lot of cash and
little debt. This can be seen as Lynch’s margin of safety. If a company has
accumulated cash, you can subtract the per share amount from the stock’s
selling price to see the bargain you’re getting. Lynch did so with Ford in
1988. The stock sold for $38 but the company had $16.30 per share in cash.
“The $16.30 bonus changed everything,” Lynch remembers. “It meant I was
buying the auto company not for $38 a share, the stock price at the time, but
for $21.70 a share ($38 minus the $16.30 in cash).” Debt works in the
opposite direction. If a company owes a ton of money, you’re shouldering
that burden when you buy the stock. In a crisis situation, which comes
everybody’s way at some point, companies with no debt can’t go bankrupt.
These two components together—a lot of cash and little debt—mean the
same thing to a company that they mean to you. Would you rather have a
big bank statement or a big credit card bill? Duh, think a second. The bank
statement, of course. It’s the same for companies. Those with a lot of cash
and little debt are secure.

Lynch advises paying attention to the stock price relative to the
company’s value. You’ve read a lot on this already so I won’t rehash it
except to point out that every one of the master investors in this section
offers the same advice: Don’t pay too much for a stock. Check the P/E ratio
and other measures of value. I think we’re on to something important.



Lynch’s rule of thumb is that a company’s P/E ratio should equal its
earnings growth rate. He writes, “If the P/E of Coca-Cola is 15, you’d
expect the company to be growing at about 15 percent a year. But if the P/E
is less than the growth rate, you may have found yourself a bargain.”

The last two components of a perfect company involve the handling of its
stock. You want two things to be going on. First, you want company
insiders buying stock and second, you want the company itself buying back
shares.

When employees and managers in a company buy the stock, they become
shareholders like anybody else. If managers are shareholders they’re more
likely to do good things for the stock. If they just collect a paycheck,
they’re more likely to use profits to increase salaries. Lynch writes, “When
insiders are buying like crazy, you can be certain that, at a minimum, the
company will not go bankrupt in the next six months.” He’s also careful to
point out that while insider buying is a good thing, insider selling is not
necessarily a bad thing. Remember, company insiders are people too. They
need to buy new cars, send kids to college, and take vacations. Selling stock
is a quick way for them to raise money. There are all kinds of reasons to sell
stock that have nothing to do with the seller’s outlook on the stock’s future.
“But,” Lynch writes, “there’s only one reason that insiders buy: They think
the stock price is undervalued and will eventually go up.”

On an even bigger scale, you want the company itself buying back
shares. If a company thinks it has a bright future, it makes sense to invest in
itself. After a company buys its own stock, there are fewer shares
circulating among the general public. Assuming everything remains healthy
at the company, those fewer shares in circulation are more valuable than
before the buyback. Earnings per share go up and the stock is more enticing
to investors. If you own some of the shares still in circulation, you’ve got a
hotter hand than you had before the buyback. Lynch explains, “If a
company buys back half its shares and its overall earnings stay the same,
the earnings per share have just doubled. Few companies could get that kind
of result by cutting costs or selling more widgets.”

Know Why to Buy



Lynch uses a nifty exercise to force himself to understand why he’s
investing in a stock. He calls it the two-minute drill. “Before buying a
stock,” he writes, “I like to be able to give a two-minute monologue that
covers the reasons I’m interested in it, what has to happen for the company
to succeed, and the pitfalls that stand in its path.” The script should change
for different types of companies because you’ll want to emphasize different
strengths. Lynch offers several examples, one of which I show here. It’s for
Coca-Cola, a stalwart company. Keep in mind that this situation might not
exist when you read this:

Coca-Cola is selling at the low end of its P/E range. The stock hasn’t
gone anywhere for two years. The company has improved itself in
several ways. It sold half its interest in Columbia Pictures to the
public. Diet drinks have sped up the growth rate dramatically. Last
year the Japanese drank 36 percent more Cokes than they did the
year before, and the Spanish upped their consumption by 26 percent.
That’s phenomenal progress. Foreign sales are excellent in general.
Through a separate stock offering, Coca-Cola Enterprises, the
company has bought out many of its independent regional
distributors. Now the company has better control over distribution
and domestic sales. Because of these factors, Coca-Cola may do
better than people think.

Isn’t this a great technique? You become your own analyst when forced
to provide a two-minute summary to yourself or an investment club. Of
course, your knowledge runs far deeper than what’s revealed in two
minutes. All that knowledge is on your side when making good investment
decisions.

Lynch explains that the real benefit of two-minute drills is that they make
you know your companies. That’s handy no matter which way the stock
price moves because you can make your buy and sell decisions from
information about the company instead of information from the market, the
most fickle of all measurement tools. If you buy Coca-Cola because it’s at
the low end of its P/E range, is growing its business overseas, and has
greater control over distribution, does any of that change if the stock drops
10 percent after you buy? Probably not. How about if the stock rises 20
percent after you buy? Still, probably not. Price itself should not be the only



factor you look at when buying or selling. The company behind the stock
should be your focus.

What You Should Retain from Lynch

Peter Lynch believes in using what you already know to find
“tenbaggers.” Once you know why you’re buying a company, you’ll know
how to behave as its stock price fluctuates. Given this approach, Lynch
finds opportunities in both value and growth stocks. Other key points:

✔ Use what you already know to find stocks. As an employee, you
know the details of your company and its industry better than most
analysts. As a consumer, you’re constantly researching the products
and services of companies. Use that knowledge when investing.

✔ Categorize your companies. The exact categories you use aren’t
important, but know the types of companies you’re investing in. Are
you considering a fast grower, a stalwart, or a turnaround?
Companies move from category to category over time.

✔ Perfect companies:

• Are simple to understand. It’s great to know that any idiot
can run the place because sooner or later any idiot will
run the place.

• Turn people off by being unattractive in some way. Maybe
they’re boring, ugly, or disgusting. More people want to
invest in the latest Internet company than the latest
grocery coupon company. Look where others won’t.

• Are fast growers in slow-growth industries or, better still,
no-growth industries. This keeps competition away.
Everybody thinks they can make money in Silicon Valley,
few think they can make money in the funeral business.

• Occupy a niche. If they own something unique or dominate
a tiny market, it’s hard for competition to muscle inside.

• Sell something that people need to keep buying. What do
you do when you drink your last Coke? Buy more. Use



your last disposable razor? Buy more. Steady business is
powerful stuff.

• Have a lot of cash and little debt. Companies with no debt
can’t go bankrupt.

• Sell at a stock price that is a good value relative to the
company’s worth. This can be measured in several ways
including P/E ratios and price-to-book ratios.

• Are run by managers and employees who invest in the
company’s stock. When personnel own a stake in the
company, they’ll work harder to make it successful.

• Buy back shares of their own company stock. This is a
show of faith in the company’s future and it also decreases
the number of shares in circulation, thereby increasing
their worth.

✔ Know why you buy. Deliver a two-minute monologue to yourself
summarizing the reasons you’re buying. This forces you to
understand your companies and focus on their fundamental
information as the stock market bats their prices around. When in
doubt, refer to the reasons you bought in the first place.

William O’Neil

William O’Neil is best known as the founder of Investor’s Business
Daily, national competitor of The Wall Street Journal. When he was 30,
O’Neil used profits he made trading stocks to purchase a seat on the New
York Stock Exchange and to found his own investment research
organization now based in Los Angeles.

In 1988, O’Neil wrote How to Make Money in Stocks, which presents
everything he’s learned about growth stock investing.

Use the CAN SLIM System to Find Growth Stocks



Not another diet plan, O’Neil’s strange-sounding system for finding
growth stocks is actually an acronym for the attributes of great companies.
O’Neil stresses that every one of the attributes must apply to a company for
him to invest in it. This is not an election where if a company boasts four of
the seven attributes it wins. No, it must boast all seven attributes to be a
winner. The seven attributes are:

C: Current quarterly earnings per share should be accelerating

O’Neil wants to see an increase in the current quarterly earnings per
share when compared to the same quarter from the prior year. He writes
plainly, “The percentage increase in earnings per share is the single most
important element in stock selection today.” Bigger increases are better than
little ones, but investors should be careful not to be misled by huge
increases over tiny ones from the previous year. “Ten cents per share versus
one cent may be a 900 percent increase,” he writes, “but it is definitely
distorted and not as meaningful as $1 versus $.50. The 100 percent increase
of $1 versus $.50 is not overstated by comparison to an unusually low
number in the year ago quarter.”

A: Annual earnings per share should be accelerating

Similar to the quarterly earnings increases, O’Neil wants to see each
year’s annual earnings per share for the past five years bigger than the prior
year’s earnings. A company should be growing at least 25 percent per year,
preferably 50 percent or 100 percent. O’Neil gives this example: “A typical
successful yearly earnings per share growth progression for a company’s
latest five-year period might look something like $.70, $1.15, $1.85, $2.80,
$4.” A nice bonus is an earnings estimate for next year predicting yet
another increase.

N: New something or other should be driving the stock to new
highs



On this attribute O’Neil is flexible but he wants to see something new
that is positively affecting the company’s future. In his firm’s study of the
greatest stocks from 1953 to 1993, O’Neil found that 95 percent of them
had either a new product or service, new conditions in the company’s
industry, or a new management team. Most importantly, O’Neil likes to buy
stocks pushing new highs. Cheap stocks are usually cheap for a reason.

S: Supply of stock should be small and demand should be high

Supply and demand affects the price of everything, including stocks. If
two stocks are steaming upward at the same pace, the one with fewer shares
outstanding will perform better. Why? Because there are fewer shares for
the people who want to buy it. O’Neil provides the example of a company
with 10 million shares outstanding and one with 60 million. All other
factors being equal, the smaller company should be the “rip-roaring
performer.”

L: Leaders in an industry should be your target

When O’Neil talks about leaders in an industry, he means the stocks with
the best relative price strengths. Investor’s Business Daily shows the
relative price strengths of NYSE, AMEX, and NASDAQ stocks every day
on a scale from 1 to 99 with 99 being the best. Using an interesting
mnemonic device, O’Neil writes, “A potential winning stock’s relative
strength should be the same as a major league pitcher’s fast ball. The
average big league fast ball is clocked about 86 miles per hour and the
outstanding pitchers throw ‘heat’ in the 90s.” There you have it: Look for
stocks with relative price strengths of 90 or better.

I: Institutional sponsorship should be moderate

Demand needs to be high to drive stock prices higher. Institutional
buying is the best source of demand in the stock market. Mutual funds,



pension plans, banks, government bodies, and insurance companies are all
institutional investors. They buy millions of shares at once. O’Neil likes his
stocks to be owned by a few institutions. Too many can mean that the stock
is overowned. In that case, so many institutions own the stock that if they
all react the same way to news, the stock might get dumped and its price
will drop.

M: Market direction should be upward

O’Neil says that even if you get the first six factors of CAN SLIM right
and choose a great portfolio of stocks but buy when the market as a whole
is declining, 75 percent of your picks will sink with the market. To get a
feel for the direction of the market, he suggests watching market averages
every day. Keep an eye on daily price and volume charts of several different
market averages such as the Dow, S&P 500, and NASDAQ composite.
Investor’s Business Daily publishes major market indicators on a single
page every day.

Ignore Valuation

This is a radical departure from the previous four masters. O’Neil
believes that you get what you pay for in the market. He’s the quintessential
growth investor, ignoring P/E ratios completely and focusing on earnings
acceleration. He advises, “Don’t buy a stock solely because the P/E ratio
looks cheap. There usually are good reasons why it is cheap, and there is no
golden rule in the marketplace that a stock which sells at eight or ten times
earnings cannot eventually sell at four or five times earnings. . . .
Everything sells for about what it is worth at the time.”

The N in CAN SLIM specifies that a stock should be pushing new highs.
That notion runs contrary to everything we’ve been taught as consumers.
Most people don’t want to buy a car selling for more than it ever has before,
or a house, or a pair of shoes. Yet O’Neil calls it the stock market’s great
paradox that “what seems too high and risky to the majority usually goes
higher and what seems low and cheap usually goes lower.” His firm studied



stocks listed on either the new-high or new-low list in the newspaper and
confirmed that stocks on the new-high list tend to go higher while stocks on
the new-low list tend to go lower.

“Therefore,” O’Neil summarizes, “your job is to buy when a stock looks
high to the majority of conventional investors and to sell after it moves
substantially higher and finally begins to look attractive to some of those
same investors.”

Beyond price acceleration, O’Neil looks at management stock ownership
and a company’s debt. He agrees with Lynch that it’s a good sign for
management to own a large percentage of stock and that great companies
carry little debt. He writes, “A corporation that has been reducing its debt as
a percent of equity over the last two or three years is well worth
considering.”

Managing a Portfolio

O’Neil says at his seminars to manage your portfolio like a retail
business. Pretend you sell stuffed animals. As Christmas approaches, Babe
the stuffed bull is outselling Smokey the stuffed bear three to one. Which
animal do you stock up on for the Christmas season? Babe the bull, of
course, because he’s given you the most profit and will probably do so in
the future. According to O’Neil, it works the same way in your portfolio of
stocks. “Sell your worst-performing stocks first and keep your best-acting
investments a little longer.” That means you shouldn’t average down, a
common practice of adding more money to your stocks that have fallen in
price to buy additional shares at a discount.

Automate Buying and Selling

Like Graham, O’Neil likes automation. His CAN SLIM method is one
way of automating your investments. Another is to set a place to stop
losses. O’Neil stops his losses at 8 percent of new money placed in a stock.
He’s specific on the new money requirement. If you own a stock that’s risen
50 percent and it slides back 10 percent, that’s not necessarily a time to stop



losses because overall you’re ahead 40 percent. It’s only with the addition
of new money, when a loss means you’re actually behind, that O’Neil
advocates stopping losses. Even if it’s money added to a rising position,
O’Neil recommends stopping losses on that money if the stock slides back
while keeping your initial investment money in the stock. It’s wise to limit
losses because it takes a greater percent gain to overcome any given percent
loss. For instance, if you lose 33 percent, it takes a 50 percent gain to
recover. O’Neil writes, “The whole secret to winning in the stock market is
to lose the least amount possible when you’re not right.”

Stop Counting Turkeys

One of O’Neil’s best examples shows the fallacy of hoping to
recover losses from a falling stock. It’s the story of an old
man and his turkey trap.

There was an old man with a turkey trap that consisted of
a box held up by a prop. Wild turkeys would follow a trail of
corn under the box. When enough turkeys were inside, the
old man would pull a string attached to the prop, thereby
dropping the box over the turkeys inside. The goal was to
trap as many turkeys as possible.

One day he had 12 turkeys in the box. One wandered out,
leaving 11 behind. “Gosh, I wish I had pulled the string when
all 12 were there,” said the old man. “I’ll wait a minute and
maybe the other one will come back.”

But while he waited for the 12th turkey to return, two
more walked out. “I should have been satisfied with 11,” the
old man said. “As soon as I get one more back I’ll pull the
string.” But the turkeys kept wandering out. The old man
couldn’t give up the idea that some of the original number
would return. With a single turkey left, the old man said,
“I’ll wait until he walks out or another goes in, then I’ll
quit.” The last turkey joined the others and the old man
returned empty-handed.



O’Neil writes that the analogy to the psychology of the
normal investor is amazingly close.

While he abhors averaging down, O’Neil advocates averaging up, also
called pyramiding. This practice he learned from Jesse Livermore’s How to
Trade in Stocks. The plan is simply to move more money into your stocks
that are increasing in value. This is the opposite of stopping losses when
you’re wrong. Pyramiding magnifies winnings when you’re right, which is
precisely what Livermore teaches. O’Neil recalls, “From his book, I learned
that your objective in the market was not to be right but to make big money
when you were right.” I suppose you could relate pyramiding to the turkey
analogy in the above textbox by suggesting that the old man place
additional turkey traps in the field where he’s been most successful before.

After studying his successes and failures, O’Neil devised an automated
profit and loss plan for prospering in the stock market:

✔ Buy exactly at the pivot point where a stock is moving to new highs
after a flat area in an upward trend. O’Neil calls such flat areas
consolidation periods.

✔ If the stock drops 8 percent from the buy point, sell.
✔ If the stock rises, pyramid more money into it up to 5 percent past

the buy point. So if you bought a stock at $50 and it rose to $51,
O’Neil would suggest adding more money. However, you shouldn’t
add more money after the stock reaches $52.50 because at that point
it’s risen 5 percent.

✔ Once a stock has risen 20 percent, sell.
✔ If a stock rises 20 percent in less than eight weeks, commit to

holding at least eight weeks. After that time period, analyze the
stock to see if you think it will rise even higher.

Focus, Make Gradual Moves, and Track Your Winners

Because he’s found few people who do more than a few things well,
O’Neil believes that a focused portfolio is better than a diversified one. He



asks if you’d be comfortable visiting a dentist who’s also a part-time
engineer, music writer, and auto mechanic. O’Neil sees diversification as a
dilution of your strengths. He writes, “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.” He
emphasizes that “the winning investor’s objective should be to have one or
two big winners rather than dozens of very small profits.”

It’s best to make gradual moves into and out of a stock. O’Neil says too
many people are hesitant to move their money. To overcome this hesitation,
he recommends buying and selling in parcels. If you own a stock you love
and it starts dropping in value, sell part of it as an insurance policy. If it
rebounds, fine. You made back part of the loss with the money you kept in
the stock. Like all insurance policies, you won’t always need to use this
one. O’Neil asks his seminar audiences, “Are you angry when you buy auto
insurance and then go a year without wrecking your car? No!” He reasons
that you shouldn’t be angry to sell part of a losing position only to see the
position fully recover. Ask yourself how much worse it would have been if
you hadn’t sold part of the position.

To help overcome the inherent tendency to buy more of the stocks in
your portfolio that have gone down in price, O’Neil suggests keeping
records in a different way. At the end of each time period, he says to rank
your stocks by their performance from the previous evaluation period.
“Let’s say your Tektronix is down 8 percent, your Exxon is unchanged, and
Polaroid is up 10 percent. Your list would start with Polaroid on top, then
Exxon and Tektronix.” After ranking your portfolio this way for several
time periods, you’ll see which stocks are lagging the group. O’Neil’s intent
is to force you to ignore the price you paid for each stock and concentrate
instead on each stock’s performance. He writes, “Eliminating the price-paid
bias can be profitable and rewarding. If you base your sell decisions on
your cost and hold stocks that are down in price because you do not want to
accept the fact you have made an imprudent selection and lost money, you
are making decisions exactly the opposite of those you would make if you
were running your own business.”

What You Should Retain from O’Neil



William O’Neil believes earnings acceleration is more important than
buying stocks cheap. He advocates buying and selling in short time periods,
stopping losses while they’re small, and adding more money to winning
stocks. He is an unmitigated growth investor. Other key points:

✔ Use the CAN SLIM system to find growth stocks. CAN SLIM is an
acronym for the seven conditions that indicate an excellent
investment:

• C: current quarterly earnings per share should be
accelerating

• A: annual earnings per share should be accelerating
• N: new something or other should be driving the stock to

new highs
• S: supply of stock should be small and demand should be

high
• L: leaders in an industry should be your target
• I: institutional sponsorship should be moderate
• M: market direction should be upward

✔ Ignore valuation. Low P/E ratios often indicate stocks that are cheap
for a reason. They can always get cheaper, too.

✔ Look for companies with a large percentage of management stock
ownership and little debt.

✔ Contrary to what’s taught to consumers, investors should buy stocks
pushing new highs. What seems too high usually goes higher, what
seems too low usually goes lower.

✔ Manage your portfolio like a retail business: get rid of unpopular
products and acquire more of the popular ones. With stocks, sell
your losers and keep your winners.

✔ Automate your investment strategy. Stop losses at 8 percent and add
more money to winners up to 5 percent above the buy price.

✔ Focus on a few good stocks. Don’t diversify across many mediocre
ones.

✔ Make gradual moves into and out of a stock.
✔ To overcome the desire to buy more of the stocks that have declined

in price, rank stocks by their performance over a time period. After



a few tracking periods, sell the losers and add to the winners.

Bill Miller

Bill Miller is the manager of Legg Mason Value Trust (LMVTX), where
he became famous for beating the S&P 500 fifteen years in a row from
1990 to 2005. At the end of 2006, Value Trust had beaten the S&P 500 on a
rolling twelve-month basis 72 percent of the time. On a rolling five-year
basis, it did so 100 percent of the time.

From the beginning of 2005 to October 2007, the fund gained a modest
19 percent to the S&P 500’s 31 percent. Then the 2008 recession blew into
town. From October 2007 to the November 2008 low, the S&P 500 fell 49
percent, but Value Trust fell 72 percent. Financial stocks were to blame.
Value Trust held AIG, Bear Stearns, and Freddie Mac. In that infamous
thirteen-month period, AIG declined 98 percent, Bear Stearns disappeared
entirely when the Federal Reserve Bank of New York tried to save it with
an emergency loan but ended up selling it to JPMorgan Chase for $10 per
share, and Freddie Mac declined 99 percent.

Why, then, do I still include Miller as one of our master investors?
Because everybody makes mistakes, and his impressive history suggests
that he will rebound from the setback and emerge an even better investor
for the lessons he learned. Studying difficult periods often yields more
insight than studying carefree ones.

The name of his fund is Value Trust, so you might expect Miller to be a
value investor on the hunt for low P/E ratios, low price-to-book ratios, and
other mainstays of the typical value investor’s toolbox. That he doesn’t
search only for such characteristics in his companies makes him fascinating,
and worth studying.

Let’s see how Bill Miller beat the market for 15 years in a row and how
he reacted to his fall from grace in the recession of 2008.

Redefine Value by Looking Ahead



It should seem obvious that investing is an exercise in looking ahead, but
not everybody approaches it that way. A lot of value investors check a
stock’s historical data to see if it’s currently cheap by comparison.

For instance, if a stock’s P/E ratio has averaged 20 for the last 10 years
but it’s now 15, it’s historically cheap. Miller would say, so what? Unless
it’s cheap compared to what he expects from its future performance, he’s
not interested. Is there a reason to expect trouble? If so, maybe the lower
P/E is justified. If there’s a recovery ahead or a reason to believe that cash
earnings will grow faster than the market thinks, then perhaps Miller will
agree that the company is a bargain. The way he arrives there, however, is
by looking ahead.

When you think about that, it helps to explain why Miller sometimes
owns stocks that other value investors shun.

In the mid-1990s, most value investors were looking at beaten down
cyclical stocks of companies that make steel, cement, paper, or aluminum.
Those were the classic low P/E, low price-to-book stocks of the time.

Miller, however, loaded up on technology companies like Amazon.com
and Dell. He thought their prices were better values when viewed as a
starting point to a future of strong growth and high returns on capital. He
was right, and more so than even he expected when his tech bargains
skyrocketed in the tech mania of the late 1990s. From June 1997 to April
1999, Amazon.com gained 6,600 percent. From early 1995 to early 2000,
Dell gained 7,000 percent.

Years later, in an article on the history of value investing, SmartMoney
described Miller’s holding on to high-flying Dell in 1998 as “a betrayal
equivalent to Bob Dylan’s going electric.”

In November 1999, Barron’s ran an article by Miller called “Amazon’s
Allure: Why a famed value investor likes—yipes!—a stock without
earnings.” In it, Miller wrote, “It’s true that some of the best technology
companies have rarely looked attractive on traditional valuation methods,
but that speaks more to the weakness of those methods than to the
fundamental risk-reward relationships of those businesses. Had we
understood valuation better, we would have owned Microsoft and Cisco
Systems. Microsoft has gone up about 1 percent per week, on average, since
it has been public. Companies don’t outperform year in and year out for
over a decade unless they were undervalued to begin with.”



He then pointed out that you don’t find undervaluation by comparing a
stock’s price with its trailing earnings, book value, or cash flow. Instead,
you need to compare its price to the current value of the free cash that the
business will create in the future. That’s the same way Warren Buffett
determines a bargain price.

This approach has remained a hallmark of Miller’s style through the
years. In a February 2003 interview with Barron’s, he used the phrase
“valuation illusion” to refer to stocks that look expensive by traditional
measurements, but are actually bargains in light of their bright futures. He
again spoke of Microsoft’s 1 percent per week performance, and added the
example of Wal-Mart. “From the day they came public, they looked
expensive,” he said. “Nonetheless, if you bought Wal-Mart when it went
public at an expensive-looking 20 plus times earnings, you would have
made returns of many thousand percent on that.” Understanding the growth
ahead of Microsoft and Wal-Mart would have made clear that they were
bargains.

Miller wrote in his fourth-quarter 2006 shareholder letter, “We realized
that real value investing means really asking what are the best values, and
not assuming that because something looks expensive that it is, or assuming
that because a stock is down in price and trades at low multiples that it is a
bargain.” He pointed out that “value funds tend to have almost all their
money in low P/E, low price-to-book or cash flow, and growth funds have
the opposite. . . . The question is not growth or value, but where is the best
value?” Stocks with low P/E ratios and value stocks are not necessarily the
same thing.

Don’t think that his targeting technology was a fluke of the 1990s, either.
At a Manhattan conference in May 2005, he told the audience that “the core
part of all of those businesses—and by ‘all of those,’ I mean Google,
Yahoo!, Amazon, eBay, and to a lesser extent, IAC/Interactive—is that they
require very little marginal capital in order to generate huge amounts of free
cash flow. And their ongoing business models can sustain, at the margin,
returns on capital north of 100 percent.”

When an attendee asked why he liked the very expensive Google in
particular, Miller replied, “What’s not to like? It’s got huge profit margins.
It grows very rapidly. The management has executed brilliantly. And it sits
exactly in the nexus of where all of the long-term trends are going in media.



. . . What Google is doing is using the old media network television model
—which is, ‘We will deliver content to you, the viewer, and because it’s
adsupported, you don’t have to pay for the content at all.’ And what Google
is doing is using that model to start to deliver actual content. . . . I mean
actual products like Gmail—and maybe an operating system and maybe
applications.”

The key to getting bargains is looking ahead, not looking back. Miller
participated in an event called Conversation with a Money Master at the
50th anniversary Financial Analysts Seminar hosted by the CFA Society of
Chicago in July 2006, and the transcript appeared in the August 2006
edition of Outstanding Investor Digest.

About looking ahead instead of back, Miller told the moderator, “So they
say, ‘Oh, Toys “R” Us’s historic multiple was X. And now it’s .8X—and so
there’s an opportunity here.’ Or, ‘Look at what the pharmaceutical
companies did for the last 50 years. And now they’re cheap compared to
that. So now they’re a good value.’ The problem is that in most value traps,
the fundamental economics of the business have deteriorated, and the
market’s gradually marking down the valuation of those to reflect the
fundamental economic deterioration. So what we’ve always tried to focus
on is, in essence, what the future return on capital will be, not what the past
return on capital has been. What’s our best guess at the future return on
capital and how the management can allocate that capital in a competitive
situation that is dynamic so we can avoid, in essence, those value traps?”

He ends up owning some of this and some of that, with the only common
theme being good value by his definition. His stocks look wildly different
to onlookers because they sport measurements at opposite ends of the
spectrum. Are they value stocks or growth stocks? It doesn’t matter.
They’re stocks bought at bargain prices compared to what their futures
hold.

Miller wrote in his fourth-quarter 2006 shareholder letter, “When some
look at our portfolio and see high-multiple names such as Google residing
there with low-multiple names such as Citigroup, they sometimes ask what
my definition of value is, as if multiples of earnings or book value were all
that was involved in valuation. Valuation is inherently uncertain, since it
involves the future. As I often remind our analysts, 100 percent of the



information you have about a company represents the past, and 100 percent
of the value depends on the future.”

Future Free Cash Flow on Sale

If forced to distill his definition of a bargain stock down to a single
measurement, Miller would likely choose a cheap present value of future
free cash flow. To him, that factor has it all. It trumps low P/E ratios, low
price-to-book ratios, low everything else. If you can buy future free cash
flow at a cheap price, you found yourself a bargain.

Let’s see if we can understand why he takes this approach.
Net income is the money left after a company pays its bills, taxes, interest

expenses, and such. Free cash flow is the money left after a company uses
its net income for capital expenditures, known as CAPEX, which is buying
new equipment, buildings, or land to improve its business. So, free cash
flow is what’s left when there are no more expenses. Everything is paid and
there’s just a pile of cash in a bank account that’s free for other uses. The
regular stream of such cash into the account is the flow.

Miller told Barron’s in February 2003, “One of the most important
metrics we focus on is free cash flow—the ability to generate it and what it
yields: that is, free cash flow per share divided by the stock price.” For
example, a stock with a price of $30 and an expected $3.00 of free cash
flow this year is yielding 10 percent on free cash flow.

On the same amount of free cash flow, a cheap stock has a higher yield
than an expensive stock. If the above stock had $3.00 of free cash flow per
share but a share price of just $20, its free cash flow yield would be an even
more impressive 15 percent. That’s just 3 divided by 20 to get .15, or 15
percent. With a share price of $50, the stock’s free cash flow yield would be
a less attractive 6 percent.

Miller explained to Barron’s in April 2001, “By the time a catalyst is
evident, the stock price has already moved. For us, the main catalyst is a
cheap stock price. The key to our process is trying to buy things at
discounts to intrinsic business value, which, from a theoretical standpoint, is
the present value of the future free cash flows. . . . We are looking for things
that are statistically cheap. . . . Ideally, what we want is a company that is a



leader in its industry, that has the capability of earning above-average
returns on capital for the long term, a company that has tremendous long-
term economics and those economics are either currently obscured by
macroeconomic factors, industry factors, company-specific factors, or just
the immaturity of the business.”

Do What Is Unpopular

It should be clear by now that Miller has achieved his successes by doing
things differently, going against the crowd. In investing, such a maverick is
called contrarian. He invests in a way that’s contrary to what most others
do. He thinks differently, he looks different places, he reaches different
conclusions, and he achieves better performance.

A True Contrarian

The funny thing about contrarianism is that so many people claim to
embrace it. By definition, that can’t be. Almost all value fund managers say
they’re looking for bargains “that others miss” as they merrily build a
portfolio of the same stocks that others found.

Miller is not one of them. He’s a true contrarian, to the extent that he
sometimes finds himself disagreeing with the findings of his own analysis.
He says that “most fund managers own what they like to own. We own what
we hate to own.”

Most investors focus too much on the short term, react to dramatic
events, and overestimate the importance of widely covered news stories.
Miller tries to take advantage of that by finding stocks that have been
oversold by mistaken investors. That’s why he frequently owns stocks that
he and others both hate, like Amazon.com when people thought its low
operating margins would last forever.

Miller wrote in his fourth-quarter 2006 shareholder letter, “It is trying to
invest long-term in a short-term world, and being contrarian when
conformity is more comfortable, and being willing to court controversy and
be wrong, that has helped us outperform. ‘Don’t you read the papers?’ one



exasperated client asked us after we bought a stock that was embroiled in
scandal. As I also like to remind our analysts, if it’s in the papers, it’s in the
price.”

He says that there are three types of competitive advantages: analytical,
informational, and behavioral.

You have an analytical advantage when you take the same information
that others have, but process it differently and reach different conclusions
than they reach. With Miller, this is most evident in the way he redefines
value, as shown above. He wrote in his third-quarter 2006 shareholder
letter, “The most important question in markets is always, what is
discounted? What does the market expect, as reflected in prices, and how
do my expectations differ?”

You have an informational advantage when you know something
important that others don’t. Such information is hard to know because
inside information is illegal and regulators are strict. There are, however,
legal types of informational advantages such as what you can observe that
others haven’t, the time you take to contact people that others won’t, and
lucky breaks like overhearing the president of a pharmaceutical company
make a cell phone call from an airport about receiving FDA approval on a
new drug. Don’t laugh. It happens. Stay alert.

Behavioral Finance

You have a behavioral advantage when you understand human behavior
better than others and can use that understanding to exploit stock price
movements. This advantage is the most interesting to Miller because it lasts.
He wrote in his September 2006 shareholder letter, “Until large numbers of
people are able to alter their psychology (don’t hold your breath), there is
money to be made from prospect theory.”

This is not the place for an in-depth look at behavioral finance, but it’s a
good place for a glance at prospect theory. It shows that we hate losses
twice as much as we love gains.

A 1979 study by Daniel Kahneman and Amos Tversky showed this in an
interesting way when they set out to find why people are attracted to both
insurance and gambling, two seemingly opposite financial ideas.



Subjects were told to choose between these two prospects:
Prospect 1: A 100 percent chance of losing $3,000
Prospect 2: An 80 percent chance of losing $4,000, but a 20 percent

chance of losing nothing
Which would you choose? In the study, 92 percent of subjects chose

prospect 2. The chance of losing nothing, even though it was improbable,
was compelling enough to risk losing more. Prospect 1, however, is likely
to lose less.

Next, subjects were told to choose between these two options:
Prospect 1: A 100 percent chance of gaining $3,000
Prospect 2: An 80 percent chance of gaining $4,000, but a 20 percent

chance of gaining nothing
Which would you choose? In the study, 80 percent of subjects chose

prospect 1. The guarantee of gaining something was more appealing than
the probability of gaining more. Prospect 2, however, is likely to gain more.

People hate risk when it threatens gains, but they love risk when it could
prevent losses. We’re odd creatures, so intent on averting loss that we’re
willing to risk losing even more to do so. We are not bold enough when the
odds favor gaining, and we are too timid around even small levels of risk.
That, in abbreviated form, is what Kahneman and Tversky found and what
is called prospect theory. It’s one tenet of behavioral finance that Miller
finds useful.

He wrote in his September 2006 shareholder letter that “people are too
risk averse and therefore systematically misprice risky assets more often
than not. . . . Loss is painful, on average twice as painful as gain is
pleasurable in matters financial. That is, people on average need about a 2
to 1 payoff on an even odds bet to take the bet. But even a modest
advantage yields big gains over time, which is why casinos make so much
money. People get more bullish as prices go up, and more bearish as they
go down. They overweight recent trends relative to their long-term
significance, and their emotions give greater weight to events the more
dramatic they are, often out of all proportion to the probability of their
occurrence. All of these features of how our beliefs affect our behavior are
actionable if they are systematically incorporated into an investment
process.”



Another of Miller’s favorite ideas from behavioral finance is called
myopic loss aversion. Richard Thaler at the University of Chicago used it to
explain the equity premium puzzle. Stocks have returned about 7 percent
per year after inflation while bonds have returned less than 1 percent. The
puzzle’s question is, if stocks return more than bonds over the long term,
why would any long-term investor choose to own bonds?

Because, Thaler explained, most investors are “myopic” in that they
focus on the short term. Combine that with our inherent aversion to loss,
and you understand why people own investments that don’t perform well in
the long term because they are steadier in the short term. The short-term
steadiness gives the illusion of safety but over the long haul runs a higher
risk of not earning enough.

In his N-30D filing for the period ending March 1995, Miller wrote:

The more short-term-oriented one is (the more “myopic”), the
greater one’s willingness to react to the risk of loss. . . .

Since one’s perception of the risk of stocks is a function of how
often you look at your portfolio, the more aware you are of what’s
going on, the more likely you are to do the wrong thing. “Where
ignorance is bliss, ’tis folly to be wise,” said the bard, who
understood myopic loss aversion centuries before the professors got
hold of it.

Suppose you buy a stock on Monday, and on Tuesday, while you
are engrossed in the O.J. Simpson trial, it drops due to bad news. On
Wednesday, though, it recovers to close higher than your purchase
price. If you had been glued to CNBC on Tuesday when the news
hit, and had observed the stock falling, you may have been
prompted to act on the news, especially if the stock was reacting to
it. If you missed the news until Wednesday, when the stock had
recovered, you are much less likely to sell it then, even though the
fundamentals are the same as the day before.

That is myopic loss aversion at work. Put differently, you are not
worried that IBM dropped overnight in Tokyo while you slept, if it
closed up two points today in New York. You are worried if it drops
today in New York though it’s set to rise two points in Tokyo tonight
while you sleep. . . .



For most investors, Thaler thinks, the appropriate advice is
“Don’t just do something, sit there.”

Our investment approach in the Value Trust has been to use the
myopic loss aversion exhibited by others to our shareholders’ long-
term benefit. We try to buy companies whose shares trade at large
discounts to our assessment of their economic value. Bargain prices
do not occur when the consensus is cheery, the news is good, and
investors are optimistic. Our research efforts are usually directed at
precisely the area of the market that the news media tells you has the
least promising outlook . . . and we are typically selling those stocks
that you are reading have the greatest opportunity for near-term
gain.

Money Management

Miller believes in what he calls factor diversification. He owns high P/E
stocks alongside low P/E stocks, and considers that to be a strength because
“we own them for the same reason: We think they are mispriced.”
Sometimes growth factors are favored, other times value factors are
favored. By owning stocks in each factor group, he smooths his portfolio’s
fluctuations.

He doesn’t think there’s an inherent advantage in either concentrated or
diversified portfolios. It depends on what you’re considering. He wrote in
his fourth-quarter 2006 shareholder letter, “If I am considering buying three
$10 stocks, two of which I think are worth $15, and the third worth $50,
then I will buy the one worth $50, since my expected rate of return would
be diminished by splitting the money among the three. But if I think all are
worth $15, then I should buy all three, since my risk is then lowered by
spreading it around.”

Because he researches his companies carefully and trusts his analysis,
Miller’s a believer in buying more when the price drops. He doesn’t usually
buy all at once, and he’s said that after the first buy he hopes the stock starts
going down—a lot, and right away because he doesn’t want it to drop two
years later. If it drops immediately, he can begin lowering the average price
he pays per share.



That leads to his famous quote, “Lowest average cost wins.” He told
Barron’s in February 2003, “It’s rare for us to pay up for anything, and it’s
common for us that if the stock goes lower after we buy it—and it always
does—we will buy more of it.”

Thoughts on the 2008 Recession

After Value Trust lost 55 percent in 2008, Miller changed his portfolio
from concentrated bets in a few sectors, such as financials and technology,
to a more diversified one with an emphasis on dividends and free cash flow.

He wrote in his January 2009 commentary, “We have been investing in
banks and other financials for over a quarter of a century, and were involved
in putting new capital into them during the last crisis around 1990. That
worked out very well. We have also been part of the private capital that has
put money into financials in this crisis, and that has been a disaster, for us
and for every other investor who has done so. If we are typical, the appetite
for private capital to go into banks now approaches zero, unless there are
substantial changes in policy that are capital friendly.”

He stood steadfast at the tiller:

I remain optimistic that the new administration, which is staffed
with first rate financial talent, coupled with the Fed, will craft
policies that will be effective in stabilizing the financial system and
restoring the flow of credit.

Despite the raggedy start, I also think this will be a pretty good
year for equity investors. Last year was the worst for U.S. (and most
other) stocks since the 1930s. Pessimism and gloom abound. Short-
term trading has replaced long-term thinking. The consensus is for
economic growth to resume in the second half of the year, but of
course no one knows. But growth will resume, and when it does
equity prices will be much higher, in my opinion. Valuation based
strategies had a strong December and early January and we
performed very well, as one would expect when that is happening.
The sell-off in financials and the market in the past two weeks has



interrupted that trend, and the S&P 500 has now had its worst start
to a new year ever. Fear has returned to the fore.

This too shall pass.

He expected performance to improve from the market’s low valuations:

During the fourth quarter we added 15 new names to the fund,
which is now exposed to every sector of the market for the first time
in many years. Values abound and we believe we can broaden and
diversify the portfolio without sacrificing future rates of return. . . .
In my opinion, the long-term opportunities for the fund have never
been better and the overall quality of the portfolio has never been
higher. Financials are now under 10 percent of the market’s
capitalization for the first time since 1992, which was a great time to
buy financials. This is also the best time to buy quality in my
investing career; it has never been cheaper and we continue to look
for, and to find, names with excellent financial strength, good and
growing dividends, leading positions in their industry, and trading at
five- or 10-year lows and at historically low valuations. We believe
this should lead to quite satisfactory results over the next five to 10
years.

To see how Miller has fared since, follow Value Trust on any financial
website by entering its symbol, LMVTX.

What You Should Retain from Miller

Bill Miller finds bargains by comparing a stock’s current price with its
future prospects. He does not look only at historical data to see whether it’s
cheap based on its past. This sets him apart from traditional value investors.
He is contrarian, often going against the crowd to buy what is hated because
it is misunderstood or because others are unable to see through their fear of
loss to a great opportunity. Other key points:

✔ Look forward, not back. Don’t just compare a stock’s current
valuation with its past valuation. The past does not determine the



future. Look ahead at its future prospects to see if it’s cheap
compared to those.

✔ He says, “The question is not growth or value, but where is the best
value?” If traditional growth stocks are cheap, buy them. If
traditional value stocks are cheap, buy them.

✔ Cheap doesn’t necessarily mean bargain. It could mean worthless or,
in stock jargon, value trap. In many cases, a stock’s dropping price
is just the market noticing its deteriorated prospects. It might be
cheap compared to its past for a reason, and that’s why you must
look ahead. He tells his analysts, “100 percent of the value depends
on the future.”

✔ Use the present value of future free cash flow to determine whether
a stock is a bargain.

✔ Be contrarian by looking at the long term in a short-term world.
✔ There are three types of competitive advantages:

• Analytical, when you take the same information that others
have, but process it differently and reach different
conclusions.

• Informational, when you know something important that
others don’t.

• Behavioral, when you understand human behavior better
than others and can use that understanding to exploit
stock price movements.

✔ Prospect theory shows that people hate losing more than they love
winning. That makes them too risk averse so they “overweight
recent trends relative to their long-term significance” and give
greater weight to dramatic events “often out of all proportion to the
probability of their occurrence.” Use these tendencies to find
bargains.

✔ Myopic loss aversion afflicts most investors, making them focus on
the short term. However, a lot of short-term information is irrelevant
in the long term. If you’ve bought solid companies, the best advice
is often “Don’t just do something, sit there.”

✔ If you must do something, though, buy a good value as it gets even
cheaper. Miller hopes that stocks he’s started buying drop quickly



and dramatically, so he has a chance to buy additional shares at
lower prices. “Lowest average cost wins,” he says.

Where the Masters Agree

Now that you’ve read a lot of advice from six great investors, let’s take a
moment to boil it down. You still have further reading ahead before I
present this book’s strategy, but pausing here to review what you should
have picked up so far is time well spent.

Automate Your Strategy with Proven Criteria

No matter what investment strategy you create over the years, it should
be clearly defined and measurable. This helps you instantly separate a
company from its story, the latest buzz, and your inherent human frailty.
None of us are immune to emotion, but we can use superior reasoning to
counteract our emotions and make good decisions. Every great investor,
from the most insistent value types to the most aggressive growth types,
relies on a set of specific criteria to find superior companies. You should
too.

Look for Strong Income Statements and Balance Sheets

Every company is helped by high profit margins, lots of cash, and little or
no debt. Each investor in this book wants to see these factors. They assure
value investors that a beaten down company has the wherewithal to recover,
and they assure growth investors that a rising star will keep rising.

A high profit margin means the company keeps more of what it earns,
plain and simple. If two companies each sell $10 million worth of products
and one company spends $8 million to do it while the other spends only $4
million, you’d rather own the second company.



You would rather own a company that has a lot of cash on hand than a
company that has a little. A big bank account means the company can
expand easily, buy better equipment, pay off unexpected expenses, and buy
back shares of its own stock.

Avoid debt. This applies to nearly every walk of life. Don’t invest in
companies with a lot of debt, don’t go into debt yourself. Debt is a monster.
It eats companies trying to prosper and it eats the futures of people like you
and me. A company can go bankrupt only if it’s in debt. Debt and death
sound a lot alike, and that’s no coincidence. You don’t even need a finance
book to arrive at this conclusion, all you need is a good literature class.
Emerson wrote in May-Day and Other Pieces, “Wilt thou seal up the
avenues of ill? Pay every debt, as if God wrote the bill.” As an investor, you
want those avenues of ill sealed up before you buy the stock.

Look for Insider Stock Ownership and Company Buybacks

Not everybody places a high value on this, but enough mention it to
make it important. It makes sense that managers and employees will work
harder to make their company successful if they own stock in it. Plus,
nobody knows the fortunes and follies of a company better than the people
who run it and work there. If a hot product is going to trounce every
competitor, company insiders will know about it first. If a new service has
produced the highest focus group scores in history, company insiders will
know about it first.

Philip Fisher liked management teams that were honest with shareholders
and were willing to sacrifice immediate profits for long-term gains. Like
Fisher, Warren Buffett looks for a management team that communicates
honestly and makes all decisions in the best interests of shareholders.
There’s a compelling reason to do so when managers themselves are
shareholders. Peter Lynch writes, “There’s only one reason that insiders
buy: They think the stock price is undervalued and will eventually go up.”

In addition to insider ownership, you want the company buying back
shares of its own stock. Investing in itself indicates that the company
believes in its future. The action also decreases the number of shares in
circulation, which increases the earnings per share—as long as the



company’s earnings remain constant or grow. All in all, investors are left
with more potent stocks after the buyback than they had before the
buyback. Lynch explains, “If a company buys back half its shares and its
overall earnings stay the same, the earnings per share have just doubled.
Few companies could get that kind of result by cutting costs or selling more
widgets.”

Compare Stocks to a Proven Profile

In addition to the factors above, you should compare stocks you’re
considering to a profile of key measures that have uncovered winners in the
past. Warren Buffett and Bill Miller look at the present value of future free
cash flow, Peter Lynch emphasizes value measures such as P/E and price-
to-book, William O’Neil focuses on earnings acceleration. We’ll develop a
set of specific criteria later in this book that you’ll fill in after you . . .

Conduct Thorough Research

Every great investor believes in thorough research. Warren Buffett says
to exercise the same scrutiny when buying shares in a company as you’d
exercise when buying the company itself. When conducting research, don’t
forget your own circle of competence. You work in an industry, you
consume products, and you talk to other consumers. Your life experience
counts as research—use it! Your base knowledge is a great way to find
leads. Follow those leads to more thorough research conducted through
your library, the Internet, company investor relations departments,
magazines, newspapers, and other investors.

Your style of research will vary based upon your personality and what
you’re looking for. Philip Fisher interviewed a company’s customers,
suppliers, former and current employees, and competitors to learn vital
information. Peter Lynch likes to eat burritos, kick tires, watch consumers
in stores, and feel hotel linen to confirm his interest in companies.

Whatever your research approach becomes, make sure that you conduct
thorough research to find the information you need. Once you’ve assembled



the information, you can determine whether to invest. Then you’ll be
prepared for the next section . . .

Know Why to Buy

It’s important to know the reasons that led you to buy a stock so you
know the right time to sell. If you have no idea why you bought, the only
information you can rely on to decide when to sell is the current price,
which is subject to a million mysterious factors, and the current word on the
street, which is about as reliable as kindergarten romance. Think of Warren
Buffett, Peter Lynch, William O’Neil, and Bill Miller. If I asked any one of
them why they held stock X, they would be able to answer me in a second.

If you own a stock because of the company’s excellent earnings
acceleration and high expectations for the future, know so. If it’s because
the company has been unfairly punished by the market and is selling for a
ridiculously low P/E ratio, know so. If it’s because you think the market
misunderstands a company’s future, know so—and know what you consider
to be the real story. Then you can watch those earnings, watch that P/E, and
watch that story for a change. As they change, you can reevaluate your
decision to own the stock. If you’re like Buffett, the factors may not involve
price at all. If that’s the case, know so and watch the company’s
management team, return on equity, and other non-price factors to make
sure they don’t erode.

I think the best way of forcing yourself to know why you buy is to recite
a two-minute stock script, as Peter Lynch suggests on page 64. In two
minutes, you should be able to run down the factors that made the stock
attractive to you. That way you’ll always know why you own your stocks
and you’ll avoid making rash decisions to either sell out or buy more.

Once you know the reasons to invest in a company, try to . . .

Buy at a Price Below the Company’s Potential

At first this looks like advice for value investors only, but it’s not. Every
investor, whether value or growth, must buy stocks at a price lower than



they sell them. Value investors try to buy low, sell high. Growth investors
try to buy high, sell higher. Both look at a stock’s current price and compare
it to what they see as the company’s potential to drive that price higher. The
difference between the two types of investor lies in the information they use
to determine a company’s potential.

A value investor looks at a company’s assets, how much it’s sold, its
profit margins, and other factors before determining whether the price is
more or less than the company is worth. A growth investor looks at
earnings per share, the acceleration or deceleration of those earnings,
analyst expectations, and positive surprises. Warren Buffett and Bill Miller,
investors with one foot in value and one foot in growth, look at future free
cash flow.

William O’Neil relies on the components of his CAN SLIM system to
select winning stocks. One of those components—the N—wants the stock
to be pushing new price highs. However, he only buys if the other factors of
CAN SLIM apply too. The company must have accelerating earnings, a
small supply of stock and high demand, a leading industry position, and
moderate institutional sponsorship. What are these other factors looking at?
The company’s growth potential. O’Neil doesn’t simply flip through the
paper looking for stocks that are expensive. He looks for stocks that are
expensive for a reason, and that reason is that they have the potential to
grow and produce even more expensive prices.

Warren Buffett, the investor who blends growth and value better than
anybody, bought GEICO after it declined from $60 to $2. He saw it being
worth a lot more than $2 because of the company’s unrewarded potential.
He bought Coca-Cola in 1988 after it rose fivefold over the previous six
years. Many thought it was overpriced, but he bought more than $1 billion
worth because he saw that it held plenty of unrealized growth potential. He
was right in both of these purchases, which appear to employ contradictory
investment strategies. Dig a little deeper, though, and you see that they
don’t. Buffett is actually quite consistent. In both decisions, he projected the
company’s performance into the future, determined the company’s
potential, and bought at a price well below that potential. It’s incidental that
GEICO was on a path to recovery and Coca-Cola was on a roll. Both had
potential beyond their current price.



Bill Miller also ignores growth and value labels. As he puts it, “The
question is not growth or value, but where is the best value?” Sometimes,
stocks that look too expensive are just valuation illusions because they’re
bargains in light of their bright futures. He noted that both Microsoft and
Wal-Mart were never cheap by traditional measures, but each produced
tremendous gains. On the other hand, Kodak’s P/E went from 21 in 1997 to
12 in 2000, when Miller started buying it in the $50s and kept buying as it
dropped to the $20s. He sees value when the future is better than the stock
price reflects. That could be a future of dazzling growth as in the cases of
Microsoft and Wal-Mart, or a future of reinvention as in the case of Kodak.

Whether you tend toward value investing or growth investing, you must
be able to estimate the potential of your investments. Of course, you’ll
never be able to do it perfectly, but by conducting thorough research and
understanding a company’s strengths, you should be able to form a decent
forecast. Once you’ve assembled a portfolio of companies that you own . . .

Keep or Buy More of What’s Working

Business owners constantly evaluate the different parts of their operation
to see what’s working and what’s not. They put more money into the
successful parts and slowly phase out the unsuccessful parts. Eventually, the
business becomes a streamlined collection of winning pieces. Successful
investors manage their portfolio in this same fashion. However—and this is
key—different investors define working in different ways.

For Warren Buffett, a company is doing everything right if its
fundamental strengths remain healthy. He watches things like the
company’s profit margins, its return on equity, and honest communication
with shareholders. Buffett does not look at daily or weekly stock price
fluctuations because they’re too fickle. He wrote, “We don’t need a daily
quote on our 100 percent position in See’s or H.H. Brown to validate our
well being. Why, then, should we need a quote on our 7 percent interest in
Coke?” If he bought a quality company and it still boasts all of its quality
attributes, Buffett considers it a success and keeps it in his portfolio. He
doesn’t think of himself as an investor in his companies, he thinks of
himself as an owner. He wrote, “An investor should ordinarily hold a small



piece of an outstanding business with the same tenacity that an owner
would exhibit if he owned all of that business.”

For William O’Neil, the only measure of a successful stock is its
performance. He watches the prices of his holdings, pyramids more money
into the winners, and dumps the losers. O’Neil says the objective in the
market is not to be right all the time but to make big money when you are
right.

While you hope the stock of every strong company you own rises in
price, it ain’t always the case, not even for the pros. Every investor can
recall a list of failures that taught them a lesson. I learned growing up in
Colorado that “there are those who have fallen from a horse, those who will
fall from a horse, and those who don’t ride horses.” The only people who
never fall off a horse are those who don’t ride. The only people who never
own a falling stock are those who don’t invest. The good news is that if
you’ve chosen quality companies you can . . .

Take Advantage of Price Dips

Well now, doesn’t this seem like an odd bit of advice following the
previous section? I just finished showing that the experts keep or buy more
of their winners, now it looks like I’m telling you to buy more of the losers,
too. Bear with me a second and you’ll see that these two pieces of
seemingly incompatible wisdom can actually coexist, like darkness and
light, or Democrats and Republicans.

Everything depends on your buying quality companies in the first place
and knowing why you bought, as you read in “Know Why to Buy” on page
64. If you bought a company because of its outstanding new products, high
profit margins, and accelerating growth rate and the company still boasts
those attributes, there’s no reason to sell. In fact, there’s every reason to buy
more—regardless of price. If the stock is marching steadily upward and the
company is still a great company, the previous section advises you to take
advantage of that by investing more money. What this section points out is
that if the company is still great but its stock is dropping, that can be just as
good a reason to buy more. You’re getting a discount on additional shares
of a great company. Remember, though, that the reasons you bought must



still apply. Don’t put more money into a falling stock that also has falling
profit margins, falling sales, employees on strike, and a management team
that sold all of its stock and quit the company for an extended vacation in
Negril. Invest only in quality companies, whether buying your first shares
in them or adding more shares to existing positions.

Benjamin Graham was a stickler on this point. He emphasized that
nobody ever knows what the market will do but that you can profit by
reacting intelligently to what it does do. Good companies drop in price
every day, often for no apparent reason. A lawsuit perhaps, maybe a
manufacturing glitch, or maybe just because the market’s a weird place
where you’d never want to hang out if there weren’t so darned many ways
to make money there.

Warren Buffett points out that time helps wonderful businesses but
destroys mediocre ones. Even if the stock price is a bit down today—or this
week, or this month, or this year—if the company is still the great company
you bought, then this momentary price dip is an opportunity to invest more
money at a bargain price. Robert Hagstrom, Jr., wrote in The Warren Buffett
Way that you’ve approached Buffett’s level of investing if you look at the
market and wonder only if something foolish happened to allow you to buy
a good business at a great price. That could easily be additional shares of a
good business you already own.

Bill Miller claims that he wants his stocks to drop in price so he can buy
more shares to reduce his average cost. “Lowest average cost wins,” he
explains. If you are confident in your research, buy more when the price
gets cheaper.

This section and the one before it underscore what should be clear by
now: You must understand the strengths of your companies and the reasons
you bought shares in the first place. Only then can you decide if rising
prices mean you’ve got a winner and should invest more on the way up, or
falling prices mean you’ve still got a winner and should invest more at a
discount.

I know it’s a fine line. Nobody said this was easy.



What You Should Retain from This Section

When excellent investors with different styles of investing agree on a few
basic truths, it’s worth paying attention. This section outlined powerful
advice taken from the six master investors profiled. Specifically:

✔ Automate your strategy with proven criteria. Don’t select stocks
with your emotions, current hype, or stories from your friends. Use
measurable information to compare stocks to a profile of key
measures that have uncovered winners in the past.

• Look for strong income statements and balance sheets.
• Look for insider stock ownership and company buybacks.
• Compare stocks to a proven profile.

✔ Conduct thorough research. Warren Buffett sums it up best when he
says to exercise the same scrutiny when buying shares in a company
as you’d exercise when buying the company itself.

✔ Know why to buy. After conducting your thorough research on a
company, outline exactly why you want to invest in it. Later you’ll
monitor the company to see if the factors that led you to buy
deteriorate.

✔ Buy at a price below the company’s potential. This applies to both
value and growth investors because both look at a stock’s current
price and compare it to what they see as the company’s potential to
drive that price higher. The difference between the two types of
investors lies in the information they use to determine a company’s
potential. Warren Buffett and Bill Miller look at future free cash
flow. William O’Neil looks at earnings acceleration. Using your
own thorough research, you should estimate a company’s potential
and buy at a price below it.

✔ Keep or buy more of what’s working. Like a business owner
looking at the different parts of your business, you should constantly
evaluate the different stocks in your investment portfolio to see



what’s working and what’s not. Put more money into the successful
stocks and phase out the unsuccessful stocks.

✔ Take advantage of price dips. If all the reasons you bought a stock
are still present but the price is dropping, that can be a good time to
buy more. You’re getting a discount on additional shares of a great
company. As Bill Miller says, “Lowest average cost wins.” Make
absolutely sure, however, that it is still a great company. Don’t buy
more shares of a stock that’s falling due to company failings.
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How History Tells Us to Invest

In 1946, Benjamin Graham observed, “It is amazing to reflect how little
systematic knowledge Wall Street has to draw upon as regards the historical
behavior of securities with defined characteristics. . . . Where is the
continuous, ever-growing body of knowledge and technique handed down
by the analysts of the past to those of the present and future?” More than 60
years later, you can finally benefit from that perspective Graham desired.

Among the countless studies of stock market data completed since
Graham’s observation, one effort stands alone and is documented between
the covers of a single book: What Works on Wall Street by James
O’Shaughnessy, now in its third edition. His study explored 52 years of
results from 1952 to 2003 contained in Standard & Poor’s Compustat
database. In the preface to the third edition, O’Shaughnessy writes that
Compustat is “the largest, most comprehensive database of U.S. stock
market information available.”

O’Shaughnessy gathered popular stock measures like the P/E ratio, price-
to-book ratio, and relative price strength to see how they fared over the
years when used to find both large and small companies. Then he combined
the successful measures in ways that aren’t often used. What he found—and
what I’m delighted to share—is going to give you an advantage that has
been available only since 1996. You, as a newcomer forming your own
stock strategy, have more than five decades of research to help you develop
the correct habits.

Let’s have a look inside What Works on Wall Street.

Testing Popular Measurements



Rather than take you laboriously through each measurement that
O’Shaughnessy tested, I’m going to cut straight to the conclusions. Before I
get started, though, you need to understand the ground rules of these
studies. Bear with me if this gets complicated. The attention to detail should
make you a believer in the results.

O’Shaughnessy separated the universe of stocks into two groups by
company size. The first group he called “All Stocks.” It consisted of all
companies with an inflation-adjusted market capitalization of at least $185
million. Inflation-adjusted means that for any given year the companies
were worth $185 million of 2003’s dollars. After all, a $185 million
company in 1955 was colossal. But by 2003’s standards it was small. So the
All Stocks group contained just that: all stocks of interest to this study.

He defined a second group of larger, better-known companies with
market caps greater than the Compustat average. This second group usually
consisted of the top 15 percent of the database by market cap in any given
year. These companies went into the “Large Stocks” group as well as the
All Stocks group.

As you can see, the All Stocks group included both smaller companies
and those companies found in the Large Stocks group. The Large Stocks
group contained only the large stocks.

In each of his tests, O’Shaughnessy began with $10,000 hypothetically
invested in 50 stocks from the All Stocks group and 50 stocks from the
Large Stocks group. He chose the 50 by applying the measurement being
tested and then rebalanced every year in the study to capture the current 50
best meeting the measurement.

For instance, when testing P/E ratios O’Shaughnessy selected the 50
stocks with the lowest P/E ratios from each group. He then rebalanced the
hypothetical portfolios each year to invest in the new 50 stocks with the
lowest P/E ratios. He used this same method to test each measure.

O’Shaughnessy’s study covered December 31, 1951 to December 31,
2003. During that time period, the All Stocks group averaged 13 percent per
year and the Large Stocks group averaged 11.71 percent, which is almost
exactly the S&P 500’s average of 11.52 percent. O’Shaughnessy used these
group returns as benchmarks to test each measure.



The Best Value Measures

First, O’Shaughnessy examined measures of value to see how they fared
in the market. The most reliable measure turned out to be price-to-sales for
companies of all sizes and dividend yield for large companies.

Price/Sales

The 50 lowest P/S stocks from the All Stocks group returned 15.95
percent a year, better than the group’s return of 13 percent. The 50 lowest
P/S stocks from the Large Stocks group returned 14.30 percent, better than
the group’s return of 11.71 percent.

The 50 highest P/S stocks from the All Stocks group returned 1.25
percent a year, much worse than the group’s return of 13 percent. The 50
highest P/S stocks from the Large Stocks group returned 7.01 percent a
year, again much worse than the group’s return of 11.71 percent.

P/S works with both small companies and large companies. In rolling 10-
year periods, the 50 lowest P/S stocks beat their group 88 percent of the
time with All Stocks and 95 percent of the time with Large Stocks. The
highest P/S stocks from the All Stocks group underperformed Treasury
bills. Now that’s lousy!

It’s interesting to note that O’Shaughnessy found P/S more reliable than
P/E, the most popular stock measurement around.
  
CONCLUSION: Look for stocks with low P/S ratios.

Dividend Yield

The 50 highest dividend yielding stocks (excluding utilities) from the All
Stocks group returned 13.35 percent a year, a tad better than the group’s
return of 13 percent. The 50 highest dividend yielding stocks (excluding
utilities) from the Large Stocks group returned 13.64 percent, better than
the group’s return of 11.71 percent.



With All Stocks, the high-dividend strategy entailed more risk than the
overall group, and it beat the group just 28 percent of the time over rolling
10-year periods. That’s crummy. With Large Stocks, however, the high-
dividend strategy entailed less risk than the group, and it beat the group 86
percent of the time over rolling 10-year periods. That’s impressive.

O’Shaughnessy writes that “the effectiveness of high dividend yields
depends almost entirely on the size of the companies you buy.” Dividend
yield is such an easy way to screen large companies that on page 119 you’ll
learn an automatic way to harness its predictive power.

The reason dividend yield works for large companies and not for small
ones is that small companies rarely pay a dividend. Obviously not every
small company with a yield of 0 is a bad buy.
  
CONCLUSION: Don’t use dividend yields with small stocks. Look for
high dividend yields among large stocks.

The Best Growth Measure—Relative Price Strength

Next, O’Shaughnessy examined measures of growth. “Generally, growth
investors like high while value investors like low,” he notes. “Growth
investors want high earnings and sales growth with prospects for more of
the same. . . . Growth investors often award high prices to stocks with
rapidly increasing earnings.” O’Shaughnessy’s characterization of value
and growth investors is consistent with the styles of our master investors
profiled in the previous chapter.

I could run you through the studies O’Shaughnessy conducted on a
variety of growth measures including earnings-per-share change, profit
margin, and return on equity. But guess what? Only relative price strength
proved to be a useful measure, so let’s focus on just that one.

Remember from page 34 that relative price strength looks at a stock’s
price history. Did it rise or fall last year? Momentum growth investors think
you should buy stocks that have risen, many value investors think you
should buy stocks that have fallen.



The 50 stocks with the best one-year price appreciation from the All
Stocks group returned 12.61 percent a year, a little worse than the group’s
return of 13 percent. The 50 stocks with the best one-year price appreciation
from the Large Stocks group returned 14.73 percent, much better than the
group’s return of 11.71 percent.

The 50 stocks with the worst one-year price appreciation from the All
Stocks group returned 4.06 percent a year, much worse than the group’s
return of 13 percent. The 50 stocks with the worst one-year price
appreciation from the Large Stocks group returned 9.11 percent a year,
worse than the group’s return of 11.71 percent.

How about that? In the short term, Newton’s first law of motion seems to
apply to large stocks as well as physical objects: Prices in motion tend to
stay in motion. The winners keep winning and the losers keep losing.

Note, however, that over five-year periods the opposite was true.
Starting on December 31, 1955 this time and extending to the usual

December 31, 2003, the 50 stocks with the worst five-year price
appreciation from the All Stocks group returned 16.77 percent a year, far
better than the group’s return of 12.55 percent. The 50 stocks with the worst
five-year price appreciation from the Large Stocks group returned 14.16
percent, much better than the group’s return of 11.18 percent.
  
CONCLUSION: Among large companies, look for stocks with high
relative price strengths. Among all stocks, avoid at all costs last year’s
biggest losers. That’s for one-year time periods. Over the previous five
years among all stocks, look for laggards because they’re probably about to
recover.

Combining the Measurements

People rarely make decisions with a single factor. A woman in search of
an evening gown probably has a certain color in mind. Perhaps all black
dresses are prettier to her than all red dresses, but within the black dress
universe there are still plenty of choices. She narrows down the field by
specifying a certain cut, a certain fabric, a certain overall panache. Soon



she’s presented with a handful of choices from which to make her final
selection.

So it is with stocks. Single measurements are a start, but that’s all.
Combining measurements yields far better results by either reducing risk,
increasing performance, or both. O’Shaughnessy experimented with several
different combinations to come up with an ideal value strategy and an ideal
growth strategy. I’m going to skip the research process and jump to the final
winning combinations.

Ideal Value Strategy

O’Shaughnessy found that value measures, particularly dividend yield,
work best against market-leading large stocks. Remember from the research
on page 99 that a high dividend yield does not find good small company
stocks but does find good large company stocks. By limiting his target
group to market-leading large companies, O’Shaughnessy obtained even
better results with a screen that included dividend yield.

For O’Shaughnessy’s purposes, market-leading stocks came from the
Large Stocks group, had a market capitalization greater than average, had
more common shares outstanding than average, had cash flows per share
greater than average, and had sales that were at least 50 percent greater than
average. That was only 6 percent of the database. These are your household
names like Bank of America, Ford, IBM, Microsoft, and Starbucks.

After establishing the market leaders, O’Shaughnessy screened them with
a measure called shareholder yield. It combines the value of dividends with
the benefits of a company buying back shares of its own stock. As you
learned from Peter Lynch in Chapter 2, company share buybacks leave
fewer shares in circulation, so each share has a higher earnings-per-share
than before the buyback. Both dividends and buybacks benefit investors, so
it’s useful to combine them into one measure. Here’s O’Shaughnessy’s
explanation:

. . . to create shareholder yield, you add the current dividend yield of
the stock to any net buyback activity the company has engaged in
over the prior year. If, for example, a company trading at $40 a



share is paying an annual dividend of $1, the company would have a
dividend yield of 2.5 percent. If that same company engaged in no
stock buybacks over the year, its shareholder yield would equal 2.5
percent, the same as the dividend yield. If, however, the company
had 1,000,000 shares outstanding at the beginning of the year and
900,000 at the end of the year, the company’s buyback yield would
be 10 percent. Adding this to the dividend yield of 2.5 percent, you
would get a total shareholder yield of 12.5 percent. This formula
allows us to capture all of a company’s “payments” to shareholders,
and it is indifferent as to whether those payments come in the form
of cash dividends or buyback activity. This is important because,
like all other things in life, trends come in and out of favor on Wall
Street. There are times when buybacks are all the rage, and times
when cash dividends are in favor. Shareholder yield captures them
both.

Starting on December 31, 1952 and ending on the usual December 31,
2003, the 50 stocks with the highest shareholder yield from the market
leaders group returned 16.49 percent a year, much better than the market
leaders group itself, which returned 13.49 percent. Ten thousand dollars
invested in the 50 stocks grew to $24,071,481 compared to only $6,345,763
in the market leaders group. The 50 stocks beat the market leaders group in
67 percent of rolling one-year periods, 85 percent of rolling five-year
periods, and 90 percent of rolling ten-year periods.

While shareholder yield is not a measurement commonly found in
publications or on websites, its two components of dividend yield and share
buybacks are. Following the spirit of O’Shaughnessy’s ideal value strategy
is easy to do. One way is to look for high dividend yields among the
biggest, best companies on the market, and then see which of those are
engaged in stock buyback plans.

You may be wondering how to locate the biggest, best companies on the
market yourself. After all, you don’t have access to the Compustat database
from your living room. You’ll be thrilled to know that a tiny group of 30
successful large companies is listed everywhere you look. The returns of
this group are averaged every day and posted for the world to see. Can you
guess what I’m referring to? The stocks of the Dow Jones Industrial



Average. On page 119 you’re going to learn how to use the Dow with high-
yield strategies.

Ideal Growth Strategy

While value measures work best against the Large Stocks group, growth
measures work best against the All Stocks group. After experimenting with
several different combinations of growth factors, a few value factors, and
different company characteristics, O’Shaughnessy developed a growth
model that outperforms the market.

His winning combination selected the 50 stocks from the All Stocks
group that had:

• A market cap greater than an inflation-adjusted $200 million
• A price-to-sales ratio below 1.5
• Earnings higher than in the previous year
• A three-month price appreciation greater than average
• A six-month price appreciation greater than average
• The highest one-year price appreciation

From December 31, 1963 to the usual December 31, 2003, the 50 stocks
returned 20.75 percent a year, dramatically better than the All Stocks return
of 12.02 percent. Ten thousand dollars invested in the 50 winning growth
stocks grew to $18,860,926 compared to only $936,071 in the All Stocks
group. This strategy returned more than other growth strategies and did so
with less risk. It outpaced the All Stocks group in 78 percent of rolling one-
year periods, 98 percent of rolling five-year periods, and 100 percent of
rolling ten-year periods.

Reflecting on this successful approach, O’Shaughnessy wrote:

It’s worth noting that our best growth strategy includes a low price-
to-sales requirement, traditionally a value factor. The best time to
buy growth stocks is when they are cheap, not when the investment
herd is clamoring to buy. This strategy will never buy a Netscape,
Cybercash, or Polaroid at 165 times earnings. That’s why it works
so well. It forces you to buy stocks just when the market realizes the



companies have been overlooked. That’s the beauty of using relative
strength as your final factor. It gets you to buy just as the market is
embracing the stocks, while the price-to-sales constraint assures that
they are still reasonably priced. Indeed, the evidence in this book
shows that all the most successful strategies include at least one
value factor, thus keeping investors from paying too much for a
stock.

O’Shaughnessy’s growth finding confirms an important conclusion we
arrived at by studying the six master investors: Always buy at a price below
the company’s potential. At first this sounds silly. It doesn’t take much
thought to decide that buying stocks whose prices will rise is a good idea.
But forcing yourself to evaluate why you think a stock’s price will rise is
another story altogether. O’Shaughnessy’s criteria are a good way to take
the emotion out of the decision. If a stock’s earnings gains are increasing,
its price is still cheap compared to its sales, and its price is rising, history
suggests that you have good reason to believe you’re buying below the
company’s potential.

Combining the Strategies

O’Shaughnessy’s ideal value and ideal growth strategies are great
complements to each other. The first provides good returns with little risk
while the second provides outstanding returns with more risk. Combining
the two in a 50-50 mix provides excellent returns with moderate risk.
O’Shaughnessy recommends a greater allocation to the growth strategy in
your younger years and more toward the value strategy as you near
retirement. But for testing, he settled on an even 50-50 mix.

Over the 40 years from December 31, 1963 to December 31, 2003,
O’Shaughnessy split a portfolio of $10,000 evenly between his value and
growth strategies. He rebalanced the mixture every year to maintain the
even split, with 50 stocks chosen using the ideal value strategy and 50
chosen using the ideal growth strategy, for a 100-stock portfolio. For a
comparison benchmark, he used a 50-50 mix of the All Stocks and Market
Leaders groups.



The 100-stock portfolio returned 19.21 percent a year, much better than
the benchmark’s return of 12.46 percent. Ten thousand dollars invested in
the portfolio grew to $11,275,830 compared to only $1,097,513 in the
benchmark. The portfolio outpaced the benchmark in 91 percent of rolling
one-year periods and an impressive 100 percent of rolling five-year and ten-
year periods.

Of this potent combination, O’Shaughnessy explained that the 100-stock
strategy does well because when one strategy is coasting, the other is often
soaring. Putting them together evens out the peaks and valleys into a steady
upward trend. He noted that in 1967, a year of runaway speculation, the
value strategy alone gained 26.3 percent, better than the Market Leaders’
return of 24.7 percent, but nowhere near the 39.2 percent gained by All
Stocks. The growth strategy, however, gained 78.5 percent. Uniting the
value and growth strategies produced a gain of 52.4 percent that year, better
than every benchmark. That’s great performance for a portfolio half in
large, conservative companies that pay dividends. When the growth strategy
gets clobbered as it did in the 1973-1975 bear market, those big,
conservative companies take away some of the heat and keep returns steady.

About the dot.com bubble burst, O’Shaughnessy wrote:

. . . the combined strategies allowed you to participate in the market
during the bubble years, but, far more important, protected you
during the bear market years of 2000 through 2002. Had you
invested $10,000 in the combined 100-stock portfolio on December
31, 1996, your portfolio would have grown to $21,007 by the end of
March 2000, a compound average annual return of 25.66 percent.
Over those same bubble years, $10,000 invested in the S&P 500
would have gained 26.07 percent per year, turning the $10,000 into
$21,233. Thus, for even the most extreme years of the bubble, you
would have kept pace with the sizzling S&P 500.

Far more important is how much of your investment you would
have held in the ensuing bear market. If you had the misfortune of
putting $10,000 in the S&P 500 on March 31, 2000—the end of the
bubble—your investment would have declined to $6,696 at the end
of 2002, a compound average annual return of -13.2 percent per
year. Yet, the same investment in the 100-stock combined strategy



actually grew 4.23 percent over that time, turning $10,000 into
$11,246. Over the entire period between December 31, 1996 and
December 31, 2002, an investment in the S&P 500 would have
turned $10,000 into $12,950, a gain of 4.40 percent per year,
whereas an investment in the 100-stock combined portfolio would
have more than doubled to $21,906, a gain of 13.96 percent per
year. Even in one of the most volatile markets of the last 40 years,
the strategy continued to provide good, steady returns.

Here’s a breakdown of benchmarks and strategies over the 40 years from
December 31, 1963 to December 31, 2003, ranked by return:

Standard deviation measures the amount an investment has deviated from
its normal, or standard, return. A low number indicates steady returns while
a high number indicates widely varying returns. Thus, a high standard
deviation means high risk. Looking at the table above, notice that the value
strategy returned almost six times as much as the All Stocks group with less
risk. The growth strategy returned over 20 times as much as the All Stocks
group by taking more risk. The combined strategy returned 12 times as
much as the All Stocks group with just slightly more risk. O’Shaughnessy’s
work paid off.

To somebody looking for a way to win in the stock market, this table
should have brought the crescendo from Beethoven’s Ode to Joy flooding to
your ears. If you need to pause your reading to dab the corners of your eyes,
I understand. These moments in life are rare.



What You Should Retain from History’s Lessons

Benjamin Graham wished for a historical perspective on the stock
market. Now we’ve got it, thanks to the work of James O’Shaughnessy and
the meticulous data maintained by Standard & Poor’s. Near the end of What
Works on Wall Street, O’Shaughnessy wrote that “the data prove the stock
market takes purposeful strides. Far from chaotic, random movement, the
market consistently rewards specific strategies while punishing others.”
Here are the prevailing lessons of those purposeful strides:

✔ The best all-purpose value measure is price-to-sales.
✔ Dividend yield is a great value measure against large, market-

leading companies.
✔ The best growth measure is relative strength. Specifically:

• Among large companies, look for stocks with high relative
price strengths.

• Among all stocks, avoid at all costs last year’s biggest
losers.

• Over the previous five years among all stocks, look for
laggards because they’re probably about to recover.

✔ Avoid paying too much for any company. Even growth strategies
need to include some measure of value. Price-to-sales is the best all-
purpose value measure.

✔ The simplest and one of the best value strategies is to buy large,
market-leading companies with high dividend yields. You’ll learn a
way to automate this strategy in the next chapter.

✔ Shareholder yield combines the value of dividends with the benefits
of company share buybacks. Large, market-leading companies with
high shareholder yields outperform their low-yield peers.

✔ The best growth strategy is to buy companies that have:

• A market cap greater than an inflation-adjusted $200
million.

• A price-to-sales ratio below 1.5.
• Earnings higher than in the previous year.



• A three-month price appreciation greater than average.
• A six-month price appreciation greater than average.
• The highest one-year price appreciation.

✔ Combining a value and a growth strategy is an excellent way to
boost your returns while keeping risk tolerable.
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Permanent Portfolios

Our goal is to beat the market over time. This chapter looks at various
approaches to doing so and will form the core of your portfolio.

Value averaging provides a framework to lock in constant growth from
the market, and we’ll use it against an index of small companies to gain 3
percent per quarter. That’s 20 percent more than the S&P 500’s long-term
average.

Once you have that going, it’s time to move on to other permanent
techniques to boost performance even more. The Dow dividend strategies
are methods of beating the Dow by investing in its most undervalued
companies, so we’ll start there. Then we’ll examine how leveraging the
entire Dow to double its daily performance outperforms the Dow dividend
strategies in most markets. Next we’ll apply that same approach to the S&P
MidCap 400 index of medium-sized companies for even better results.
Finally, we’ll look at the downside of leverage and use charts to limit losses
and increase returns.

Value Averaging for Steady Growth

The market fluctuates. Can we accept that and devise a way to put the
fluctuations to work in our favor, instead of fearing them?

Yes.
The best way I’ve found is called value averaging, or VA. It was

introduced in a 1988 article by Michael Edleson, who later expanded the
concept in his book Value Averaging: The Safe and Easy Strategy for
Higher Investment Returns.



The most popular way to invest periodically is called dollar-cost
averaging, or DCA. It’s simply investing the same dollar amount on a
regular basis, such as $50 per week or $100 per month or $500 per quarter.
It forces your money to buy more shares when they’re cheap and fewer
shares when they’re expensive. Your $100 spent in January when the price
is $20 buys five shares. Your $100 spent in March when the price is $10
buys ten shares. Over time, buying more cheap shares than expensive shares
lowers your average cost to less than the average price of the investment
during the time period.

Simplicity makes DCA appealing, because it can be automated. Tell your
broker to transfer $100 per month until otherwise instructed, and you’re
done.

However, value averaging is better. It’s a little more complicated but well
within your grasp and worth the effort.

VA poses this question: If buying more shares when they’re cheap is a
good idea, then isn’t it an even better idea to send extra money when the
price is cheap and less when it’s expensive? Of course, and that’s what VA
does, even to the point of selling shares when the price rises beyond the
performance level you want.

In the DCA example above, you spent $100 per month no matter the
investment’s price. You bought five shares at $20 in January and ten shares
at $10 in March. It would be smarter, however, to spend less than $100 to
buy only two shares in January and more than $100 to buy 15 shares in
March, wouldn’t it? Then you’d have even fewer of the expensive shares
and even more of the cheap ones.

The way you achieve that with VA is by specifying a rule for how much
you want your investment to grow in a time period. Monthly is common,
but I prefer quarterly because it requires less work and gives the market
time to move around.

My rule is for my permanent portfolio to grow at 3 percent per quarter.
That becomes an annual growth rate of 12.6 percent, which is 20 percent
higher than the S&P 500’s long-term rate of 10.5 percent. That level of
outperformance—thanks to the magic of compounding—turns a substantial
profit over time.

Unlike DCA, which just sends more money no matter what’s happening,
VA sometimes sells shares when the investment’s performance exceeds the



growth rule. If the first quarter sees 5 percent growth, you would sell the
required number of shares to get your account down to the value needed to
be 3 percent higher than at the end of the previous quarter. If, on the other
hand, the quarter goes badly and your account does not grow 3 percent, then
you would buy the required number of shares to bring your account up to
the value needed to be 3 percent higher than at the end of the previous
quarter.

In choosing what investment to use with VA, we look for one that brings
enough potency to meet and sometimes exceed the 3 percent quarterly
growth target. A bank account, for example, wouldn’t work. It’s essentially
flat, so the entire 3 percent quarterly growth would come from new money.
That’s not investing, it’s saving.

So, the plan needs firepower. The ideal investment to use with VA is one
that’s reasonably volatile and as cheap as possible. One idea is the Vanguard
Total Stock Market exchange-traded fund (ETF), symbol VTI. It has the
lowest expense ratio of any ETF, just 0.07 percent. However, it tracks the
1,300 stocks on the MSCI US Broad Market index and therefore provides
returns similar to those of the Dow and S&P 500.

A better bet, and the one we’ll use, is the iShares S&P SmallCap 600
ETF, symbol IJR, which charges a higher 0.20 percent but makes up for it
with more kick. Also, its expense ratio may be higher than VTI’s but is still
well below the median ETF expense ratio of 0.50 percent.

As you saw back on page 13, small- and medium-sized companies
outperform large companies over time. You can see that in the historical
record of these two ETFs. From mid-April 2002 to the end of September
2002, VTI fell 28 percent and IJR fell 30 percent—about the same. From
there to early July 2007, however, VTI rose 103 percent while IJR rose 144
percent. That’s typical, and is the reason that we’re using IJR. We’ll tap
medium-company strength in a different strategy later.

Let’s run IJR through a real-world value averaging example from
December 29, 2006, to December 31, 2008, a nasty time frame that we’ll
use throughout this chapter to compare strategies. Say you decided to start
your plan with an initial investment of $10,000. On the next page, IJR’s
closing prices at the end of each quarter, adjusted for dividends and splits as
of early 2009, and the action you needed to take to sustain a 3 percent
quarterly growth rate.



See how the plan forces you to add money as the price drops and to take
profits as the price rises? The more the price falls, the more money you
spend to buy a lot of the cheap shares. The more the price rises, the more
shares you sell to take profit off the table.

Look at the third row, June 2007. In the previous three months, your
$10,313 grew to a current value of $10,837. That’s more than the $10,622
you needed to achieve 3 percent growth in the quarter. Dividing $10,622 by
the then-current IJR price of $70.37 showed that you needed just 151 shares
to be at a value of $10,622. Because you owned 154 shares, you could sell 3
and still be on track at 3 percent.

By the way, the new value figures don’t show precisely 3 percent growth
because we’re rounding shares to whole numbers. Rounding gets us close
enough and is probably what you’ll do in real life anyway. Fractional share
amounts are a hassle.

Later, in the fourth quarter of 2008 when the market performed its cliff-
diving act, the plan fell far behind the goal of 3 percent quarterly growth
and needed much more money to stay on track. The December contribution
bought 81 shares, thanks to a dirt-cheap price. A full IJR recovery back to
its June 2007 price would see the $3,562 invested in December 2008
become $5,701.



Of course, you may not have had a spare $3,562 lying around the house.
The time period we used here was a particularly bad one in the market and
doesn’t happen often. It’s possible in abysmal quarters like the one ending
December 2008 that you would lack the cash needed to keep the plan going
precisely. You could have run the numbers, though, seen that it was a time
to add as much as you could afford, and kept the plan going in spirit.

Over long time periods, you’ll tap proceeds from prior quarterly sales to
fund most of your later quarterly purchases. That didn’t work at the end of
this two-year span but does for most of a longer time frame. Bear markets
like the one in 2008 are rare enough that you’ll have time between them to
save cash from your job or business, and you could use that capital to jump
on extremely cheap prices when the plan says to do so.

In Appendix 3, I present the above table starting at the end of 2002 and
continuing to the end of 2008. It shows that after an initial investment of
$10,021 in December 2002 and an addition of $881 in March 2003, the plan
funded itself until June 2008. The buy that June required new money, as did
the buys in September and December. All told, the plan needed $6,710
more than its cash balance to keep on track through the last three quarters of
2008.

You probably would have been able to fund it. Why do I think so?
Because you had more than five years to save the money needed. Just an
average $112 per month would have worked. People interested enough in
finances to buy this book set aside capital from their income over time.
You’re one of those people, and that’s why I think you would have had the
cash.

IJR with value averaging to guarantee 3 percent quarterly growth is a
great core portfolio strategy. It automates the process of buying low and
selling high. That gives your emotions a rest as the market fluctuates and
headlines sensationalize.

Once you have your core portfolio in place, it’s time to try potentially
more profitable strategies, which we’ll explore next.

A Short, Sweet Look at the Dow



The Dow Jones Industrial Average, or DJIA, was created by Charles H.
Dow in 1884. He chose 11 very active stocks, 9 of which were railroads. At
the end of each trading day, he simply added up their closing prices and
divided by 11 to get that day’s measure of the market. In 1896, The Wall
Street Journal published the first real industrial average, which measured a
whopping 12 companies. One of them, General Electric, remains on the
Dow today. In 1916, the Dow increased to 20 stocks and in 1928 it grew to
30 stocks.

The Dow is a benchmark for the entire stock market. It’s an imperfect
one, but popular because of its simplicity. Other indexes like the S&P 500,
NASDAQ Composite, and Wilshire 5000 capture larger cross sections of
the market and provide better benchmarks for comparing the performance
of mutual funds, hedge funds, and other stock pools. But the Dow persists.
It’s listed in every paper, reported by talking heads on the news every
evening, and whizzes past lightscreens in brokerage offices every few
minutes. When the Dow broke 3,000 for the first time, then 4, then 5, then
6, then 12, the whole world knew about it. Few could tell you where the
S&P 500 stood on those days.

And, impressively, the Dow keeps pace with the S&P 500. They’ve both
returned an average annual 10.5 percent over the past 75 years or so. More
recently the Dow has performed better. Over the 10 years ended December
31, 2007, the S&P 500 returned 51 percent, but the Dow returned 68
percent. Want to see the difference a year can make? Over the 10 years
ended December 31, 2008, the S&P 500 returned -27 percent, but the Dow
returned -4 percent. The 2008 recession was a doozy. The Dow’s
outperformance during both good and bad times provides rousing testimony
to the dominance of the 30 Dow companies. Each is powerful enough in its
industry to stand for its competitors not listed on the Dow.

Think of the Dow as a mini senate representing the various parts of our
economy. The senators vote daily on how the market is doing. There are
senators from the computer industry (Cisco Systems, Hewlett-Packard,
IBM, Intel, Microsoft), the food industry (Coca-Cola, Kraft, McDonald’s),
the health care industry (Johnson & Johnson, Merck, Pfizer), the retail
industry (Home Depot, Wal-Mart), the entertainment industry (Disney), the
aerospace industry (Boeing), the financial industry (American Express,
Bank of America, JPMorgan Chase, Travelers), and so on.



Here are the 30 current Dow companies and their ticker symbols:

Heard of any of them? If not, put down this book, pick up your wooden
staff, and head back to the mountaintop. You’ve risen to a plane of
existence beyond the needs of commerce and profit.

The defining characteristic of all 30 Dow companies is their gargantuan
size. To take one example, Wal-Mart had sales of $405 billion in 2008, a
full 3 percent of America’s gross national product. It employs more than
two million people worldwide. Each Dow company does billions of dollars
in annual sales, most are diversified into a bunch of different businesses,
and they’re international contenders. Even though the list reads like a who’s
who in American business, you probably spend even more money with
these companies than you think.

Let’s say you created invitations to your daughter’s birthday party using
Microsoft Windows and Microsoft Word on your Hewlett-Packard
computer running Intel inside. After you knew how many kids were
coming, you went to Wal-Mart to buy supplies on your Bank of America
credit card. You received a phone call from a mother on your Verizon
Wireless phone, but it cut out so you called back on your AT&T land line.
Then, one little boy spilled his glass of Powerade and a little girl spilled her
glass of Hi-C. Powerade and Hi-C are owned by Coca-Cola. You served up
Happy Meals from McDonald’s. The kids finished their Happy Meals and
went outside to play while you spruced up the kitchen with Mr. Clean. At
halftime of the backyard football game, you passed around a few cans of
Pringles chips, patched up some skinned knees with Band-Aids, and rubbed
Bengay on the quarterback’s shoulder. All the excitement left you with a



slight headache, so you popped a couple of Tylenols. Johnson & Johnson
makes Band-Aids at its consumer products division, and Bengay and
Tylenol at its McNeil operating company. Next, your daughter opened her
presents and powered each of the electronic ones with Duracell batteries.
The final event of the party was to watch the newest DVD from Disney.
After the kids went home, you wrapped the leftover food in Reynolds Wrap
aluminum foil. That’s owned by Alcoa. Your daughter washed her face with
Noxzema, brushed her teeth with Crest, and went to bed. You laundered her
grass-stained shorts with Tide, fed the dog some Iams and the cat some
Eukanuba, and finally relaxed with a cup of Folgers coffee. After that, you
washed your face with Olay if you’re a woman or Old Spice soap if you’re
a man, and brushed your teeth with an Oral-B brush. Procter & Gamble
owns Mr. Clean, Pringles, Duracell, Noxzema, Crest, Tide, Iams, Eukanuba,
Folgers, Olay, Old Spice, and Oral-B.

I’d bet my bottom dollar that your grandchildren will do business with
Dow companies. In fact, I’m sure of it because editors of The Wall Street
Journal periodically update the Dow by eliminating laggards and
welcoming current market leaders. For example, on April 18, 2004,
American International Group, Pfizer, and Verizon replaced AT&T,
Eastman Kodak, and International Paper. On December 1, 2005, AT&T
returned when it merged with former Dow component SBC
Communications and the combined company began trading with AT&T’s
symbol, T. On February 19, 2008, Chevron and Bank of America replaced
Altria Group and Honeywell. On September 22, 2008, former Altria
subsidiary Kraft Foods replaced American International Group. On June 8,
2009, Cisco Systems and Travelers replaced Citigroup and General Motors.
At most points in history, the Dow represents the best of the big guns.

There you have it. Dow companies are enormous, pervade all parts of our
lives, tread internationally, and they don’t easily disappear. If you’re
looking for battleships in a market full of kayaks, look no further than the
Dow.

Of course, even battleships can be sunk, as 2008 reminded us. Former
Dow component General Motors saw its stock fall 91 percent from October
2007 to the end of 2008, before going bankrupt in 2009 and seeing its stock
delisted. From just September 8, 2008, to September 22, 2008—the day it
was removed from the Dow—AIG’s stock lost 78 percent.



The Dow Dividend Strategies

Dow companies are strong. Not invincible, but strong. (See: “School of
Hard Knocks, Year 2008.”) Because of their strength, buying them when
they are cheap is usually a way to safely get a good price. With weaker
companies, buying cheap can be dangerous because there’s a good chance
that the company will fail. With Dow companies, the chance of failure is
small. Not zero, but small.

Using Dividend Yield to Find Bargains

So, how should you determine if a Dow stock is cheap? By looking at its
dividend yield. As you read in Chapter 3, James O’Shaughnessy’s study of
52 years on Wall Street found that one of the most effective strategies was
to buy large, well-established companies with high dividend yields.

When applied to the Dow, that approach is known as the Dow dividend
strategy. Although the idea has been around for decades, the basic strategy
is best presented and validated in the 1991 book Beating the Dow, by
Michael O’Higgins with John Downes. Here we go with another O’lesson
from one of those guys. First O’Neil, then O’Shaughnessy, and now
O’Higgins. That’s O’kay, though. They all know how to make money.

All Dow companies pay a steady dividend, which makes the dividend
yield a reliable indicator of how good a bargain their stock prices are at any
given time. Remember from page 25 that you determine a stock’s dividend
yield by dividing its annual dividend by its price. So a $100 stock paying $5
a year in dividends has a yield of 5 percent (5 divided by 100 gives you .05,
or 5 percent). Even though it’s a piece of cake to calculate dividend yield,
you’ll be pleased to know that you won’t need to do it. It’s printed for you
in the paper each day and is widely available online.

Because there are only two numbers involved in the dividend yield, if
one number remains constant then the other number drives any changes.
With Dow companies, the dividend payout remains fairly constant. These
big companies don’t like to shock people by reducing the dividend and they
don’t like to throw their books out of whack by giving too much money



away. So they sit comfortably within a narrow range. That leaves us with
only one other number to influence dividend yield: stock price. It changes
daily and its relationship to the dividend is immediately reflected in the
dividend yield.

Now, watch the magic as our 30 Dow darlings fluctuate in price. Say
IBM is trading at $86 a share and is paying a dividend of $.35 per quarter,
or $1.40 per year. You could look up its dividend yield in the paper or
online, or calculate it yourself: $1.40 divided by $86 equals .016, or 1.6
percent. In the next few months, IBM declines to $42 a share but maintains
the same $1.40 dividend: $1.40 divided by $42 equals 3.3 percent. Aha, it’s
a higher dividend yield because the stock price dropped. A lower stock
price for the same company is a bargain and could indicate that a
turnaround is on the way. Do you think IBM is going out of business
because its stock dropped over 50 percent? Probably not. Dow companies
don’t usually stay down and out forever. IBM is going to find a way to
climb back up to its former glory prices and you might as well accompany
it on the journey by purchasing a few shares. When it reaches high prices
again and its dividend yield goes down to reflect that, you know it’s time to
move your money to one of IBM’s 30 Dow brethren with a low price and a
high yield to accompany it on the path to recovery.

How to Invest in High-Yield Dow Stocks

Now you’re thoroughly convinced of the reliability of Dow companies
and you understand why high dividend yields are a good indicator of
bargain stock prices. It’s time to look at how the Dow dividend strategies
seek to harness that information for profit.

The plan is to spend fifteen minutes once a year finding the 10 highest-
yield Dow stocks, then invest in each of the 10 or a select number of the 10.
Every year thereafter, you repeat the process and adjust your portfolio by
selling the stocks that no longer make the select group and buying the ones
that replaced them. Your eyes haven’t failed you—this is, indeed, an
investment strategy requiring 15 minutes of research once per year.
O’Higgins wrote that each Dow strategy “involves reviewing and updating
your portfolio once a year and fastidiously and deliberately ignoring it in



between.” For convenience, historic returns tracking the Dow dividend
strategy begin on January 1, but you can begin your plan on any day of the
year.

First, I’ll show how to list the 10 highest-yielding Dow stocks. Then I’ll
review five popular strategies.

On the day you begin your Dow dividend strategy investment program,
pull out The Wall Street Journal. If you’re not sure which companies
comprise the 30 current Dow stocks, check section C of the Journal. There
it charts the performance of the Dow Jones Industrial Average and shows
how each component stock did the day before. In the stock tables, highlight
the listing for each of the 30 Dow stocks. One of the columns in the stock
tables is titled Yld percent. That’s the dividend yield. Using your keen
faculties of observation and a process of elimination, circle the ten highest-
yield Dow stocks. If there’s a tie among the dividend yields, choose the
stock with the lower price. Rank the ten circled stocks 1 to 10 from lowest
to highest stock price and write the rank beside each stock’s listing in the
paper. The cheapest stock will have a 1 beside it, the second cheapest a 2,
and so on.

An even quicker way to get the information is by visiting the website
www.dogsofthedow.com, which shows each company’s dividend yield,
price, and so on. It even ranks them, so you don’t have to.

List on a sheet of paper the company names, symbols, dividend yields,
and prices of all 10 stocks in the order you just ranked them. On December
31, 2008, my sheet looked like the one shown on the next page.
  

All Dow dividend strategies are based on investing in the 10 Dow stocks
chosen in this manner.

Let’s discuss stock 2 for a second. Michael O’Higgins calls the second-
lowest-priced stock the Penultimate Profit Prospect, or PPP. In case your
SAT study sessions have worn off, penultimate means next to last. It’s the
stock that has historically returned more than all the other Dow stocks. The
lowest-priced stock is often facing genuine trouble, which is the reason for
its low price. The second-lowest-priced stock, on the other hand, is not
usually in trouble. It’s simply the most bargain-priced of the high-yielders

http://www.dogsofthedow.com/


that are faring well, and therefore has the best prospects for stock
performance. As you’ll see, however, when it does badly, it does very badly.

Here’s how you would allocate $10,000 among the 10 stocks according
to four popular Dow dividend strategies:

• Dow 10 simply buys an equal amount of each stock. You would
invest $1000 in each of the 10 stocks.

• Dow High 5 buys the five highest-yielding of the 10 stocks. You
would invest $2000 in each of Bank of America, General Electric,
Pfizer, DuPont, and Alcoa.

• Dow Low 5 buys the five lowest-priced of the 10 stocks. O’Higgins
advocates this strategy because the lower prices should lead to
higher percentage gains. You would invest $2000 in each of stocks 1
to 5.

• Dow 1 puts all of your money on stock 2, the penultimate profit
prospect. You would invest $10,000 in stock 2, which is Bank of
America in this case.

Performance

The table below, from investment advisor Mark Pankin at
www.pankin.com, summarizes how the four Dow dividend strategies

http://www.pankin.com/


performed in the 37 years ended December 31, 2008. It details price change
only and does not take into account income from dividend payouts:

Three of the four strategies were effective at beating the Dow over time.
The one that wasn’t, the Dow 1, killed itself by owning General Motors in
2008 and Bank of America in 2009. GM fell 87 percent in 2008; Bank of
America fell 82 percent from the end of 2008 to its February 2009 low. The
Dow 1 is useful for finding a place to speculate with part of your money but
is not a good portfolio strategy. The best approach is the original, the
O’Higgins Low 5.

The strategies show dividend yield to be a good way to find undervalued
Dow companies.

Doubling the Dow

As good as the Dow dividend strategies have been, there’s a way to beat
them all. First, some background.

When I began researching Dow strategies, it occurred to me that an easy
way to outperform the Dow would be through leverage, a technique that
magnifies an investment’s performance. There seemed to be no reason to go
through the process of winnowing out the high dividend yielders when I
could just own the whole Dow and magnify its performance to a bigger
return than any of the dividend strategies had achieved.

However, at the time of this book’s first publication, there was no
practical way for the individual investor to own the whole Dow. You could
have bought all 30 Dow stocks and constantly rebalanced them, but that
would have been too much work. You could have matched the Dow with an



index mutual fund, but your return would have been less than the return
posted by the dividend strategies. So the dividend strategies were the best
way for individuals to beat the Dow and, therefore, the only strategies I
showed in the book’s first edition.

The introduction of two investment products since then has made
leveraging the Dow not only possible, but easy. The products are:

✔ The Ultra Dow30 (ETF) from ProShares. The security, symbol
DDM, is available through any broker. It trades exactly as a stock,
and uses leverage to achieve roughly twice the performance of the
Dow.

✔ The UltraDow 30 mutual fund from ProFunds. The fund, symbol
UDPIX, is available through most brokers. It uses leverage to
achieve roughly twice the performance of the Dow.

Both of these products make it easy to double the Dow. Doing so
produces results better than the dividend strategies in most market
environments.

In this section, I show how leverage works and then explain three ways
to double the Dow.

Pros and Cons of Leverage

Most people are familiar with leverage because they use it when buying a
house. Let’s say you bought a house for $200,000 with a down payment of
$40,000. Five years and two lawn mowers later, you sell the house for
$250,000. The value of the house increased 25 percent. Not bad. But the
value of your $40,000 investment in the house increased 125 percent to a
total of $90,000.

How did that happen? Through the use of a mortgage. You borrowed
$160,000 from a lender and put just $40,000 of your own money into the
house. You controlled a $200,000 investment with just $40,000.

It works the same way with stocks, except that you borrow money from
your broker instead of from a mortgage lender. The borrowed money is not
called a loan, it’s called margin. You would say, “I bought 250 shares of



General Electric on margin,” by which you would mean that you borrowed
the money from your broker to buy the 250 shares.

You could buy $5000 worth of GE, borrow another $5000, and then
control a $10,000 investment in General Motors. Without the leverage, a 20
percent rise in your $5000 investment in GE would give you $1000 profit.
With the leverage, however, a 20 percent rise would give you $2000 profit,
which is a 40 percent return on your investment.

What’s the catch? That leverage magnifies losses as well as gains. If GE
loses 20 percent, your $10,000 position is now worth just $8000. You lost
$2000 of your $5000 investment, which is - 40 percent. In addition to that
loss, you need to pay interest to your broker when you borrow money. For
example, Fidelity’s margin rate at the beginning of 2009 for amounts under
$10,000 was 8.6 percent.

I almost always discourage leverage. Everybody chooses the wrong
stocks at the wrong time at least once in their investment career.
Magnifying the losses in those cases can be devastating.

Why, then, would I advocate leveraging the Dow? Because it’s not one
stock, it’s 30 of the best stocks available. That does not mean that
leveraging the Dow won’t produce big losses at times—it will—but over
the long haul, the Dow will rise. Magnifying that rise will be profitable.

Three Ways to Leverage the Dow

You can leverage the Dow by following the example above. Apply for a
margin account at your broker and then buy shares of the Diamonds Trust,
symbol DIA, just as you would buy any stock. It’s an ETF that tracks the
Dow. You might want to just buy it with cash to get used to watching your
money fluctuate along with the Dow. Later, when you’ve had a chance to
feel the Dow’s performance in your bones as you watch the gains and
losses, you might decide that doubling the behavior is right for you. In your
margin account, you would simply double the number of shares you own by
purchasing more with money borrowed from your broker.

However, I recommend that you take advantage of either the ProShares
Ultra Dow30 ETF or the ProFunds UltraDow 30 mutual fund. Instead of
borrowing the money from your broker, you just invest your cash. Leave



the details of leveraging up to the fund to double the performance of the
Dow.

Of the two, I suggest the ETF as the better approach if you’ll be selling
shares more than a couple of times per year in an attempt to time the
market, as we’ll discuss below. I suggest the mutual fund as the better
approach if you plan to make frequent contributions and stay invested most
of the time. Many people continue investing every month or every quarter.
Doing so in a mutual fund results in no extra commissions. It’s free to add
money. With an ETF, you pay a commission each time you buy more
shares, just as you do with a stock.

UltraDow 30 doubles the Dow by using leveraged investment techniques
such as futures, options, and swaps. Explaining those techniques is beyond
the scope of this book and irrelevant to the discussion anyway. All you
really need to know is that the fund returns roughly twice what the Dow
returns each day, whether positive or negative.

The fund is not precise, but it strives to be and it comes close in the short
term. The longer the time frame, the more its performance degrades because
magnified losses add up. To offset that, we’ll look at ways to guard against
extreme loss.

On the following page is a table from my website showing how the Dow,
the Dow 1, and Double the Dow performed from December 31, 2002, to
December 31, 2008, and includes the growth of an initial $10,000
investment. You can see a current version of the table at my website.

The first thing you’ll notice is the ferocity of the 2008 recession. As you
read above, the Dow 1 stock that year was General Motors, which declined
87 percent as it teetered on the edge of bankruptcy. GM single-handedly
invalidated the Dow 1 strategy, because in one year it wiped out decades
worth of gains. I keep tracking it for purposes of comparison but don’t
recommend it for the bulk of your portfolio, and never have. After 2008, it’s
easy to see why.

UltraDow didn’t do much better that year. Its 63 percent loss erased more
than five years’ worth of gains and proved the need for downside protection
in the strategy. More on that below.

UltraDow 30 is cheaper than seeking your own leverage through a
margin account. At the beginning of 2008, Fidelity’s interest on amounts



under $10,000 was 8.6 percent. The annual expense of UltraDow 30 was
just 1.6 percent.

UltraDow 30 is also safer than seeking your own leverage through a
margin account. Why? Because investing in the mutual fund does not
require borrowing money. With margin investing, you can lose more than
100 percent of your investment by losing not just your own money but also
losing the money you borrowed. That cheerful situation leads to your
needing to pay back the borrowed money that you lost, with interest. In
UltraDow 30, the most you could lose is 100 percent of your money, no
more.

That will never happen with the Dow. The companies are not all going to
go bankrupt at the same time, and if they ever do you’ll have a lot more to
worry about than the value of your portfolio. Something will have gone
seriously wrong in the world.

Maximum Midcap

You’ve seen the power of the solid companies of the Dow, the usefulness
of the Dow dividend strategies to find the stocks from the Dow with the



most potential for short-term appreciation, and a way to beat both the Dow
and the dividend strategies by leveraging the entire Dow to twice its
performance.

Now, let’s apply the same leveraging approach you read about in
Doubling the Dow above to a different index. The goal is to do better than
the Dow, but there’s no rule saying we need to restrict ourselves to only
Dow stocks to do so. Why not beat the Dow using an entirely separate
group of stocks?

That group should lose less than the Dow during falling markets, make
more than the Dow in rising markets, or both. I found an index that does
both. It’s the S&P MidCap 400. It tracks 400 stocks with a medium-sized
market capitalization. They’re not large caps, such as those on the Dow and
S&P 500, nor are they small caps, such as those on the Russell 2000 and
S&P Small Cap 600. They’re just right, sandwiched in the middle, the
sweet spot of the stock market. You saw this for yourself on pages 38 and
39.

In researching even better ways to beat the Dow, I compared long-term
and short-term charts of various indexes in search of a Dow beater. They all
had their moments of outperformance coupled with moments of
underperformance, but the MidCap 400 rose consistently near the top of the
list.

Look at its total returns compared with the total returns of the Dow as of
December 29, 2006:

The MidCap 400 is not immune to bad times, of course, and no recent
year says bad times better than 2008, when all stocks suffered. That year,
the MidCap 400 lost 37 percent and the Dow lost 34 percent. These are
their total returns as of December 31, 2008:



As you can see, the midcap index has handily outperformed its larger cap
brother over time, despite lagging recently. It’s not hard to see why midcaps
do well. Large caps are established in their industries. They’re large because
they’ve already grown a lot. They could still do well, but not nearly as well
as they did in their early years.

Small caps have a lot of potential, but a lot of danger. For every one that
goes on to become Starbucks or Microsoft or Pfizer, there are hundreds that
become nothing. Investors lose their money. Employees lose their jobs.
Dreams go up in smoke. That’s the nature of small cap investing, and
entrepreneurship in general.

With midcaps, we get companies that have cleared their first hurdles
without exhausting their growth potential. They’ve proven that they have a
good thing going, but they haven’t grown old and stodgy. They provide a
lot of potential for a relatively small amount of risk.

Now, let’s apply leveraging to them as we did earlier to the Dow.
To leverage the Dow, I suggested using either ProFunds UltraDow 30

(UDPIX) or ProShares Ultra Dow30 (DDM). To leverage the MidCap 400
index, I suggest using either ProFunds UltraMid-Cap (UMPIX) or
ProShares Ultra MidCap400 (MVV).

As with the Dow, the benefit of the mutual fund is that it allows you to
invest more each month without paying a commission. The benefit of the
ETF is that it allows you to buy and sell immediately as you do with stocks.

According to my tracking in The Kelly Letter, the table below shows how
Maximum Midcap via UMPIX compared to Double the Dow via UDPIX
from December 31, 2002, to December 31, 2008.

Look very carefully and see if you can find the year you’d most like to
remove from the list. Time’s up. Did you choose 2008? Good. Then you’re
qualified to move on to the next section.



The Downside

If there’s one thing that’s clear in the above background, it’s that the
elephant in the china shop of these strategies is an extreme bear market. The
enemy of all leverage is the downside. In fact, that’s what caused the
recession of 2008. Banks got themselves into big trouble with leverage in
the housing market, and it changed the world.

One conclusion could be to skip leveraging and just own the Dow or
S&P 500 through a plain vanilla index fund. Many advisors suggest that.
By definition, you’ll be guaranteed market performance over time and your
research will be done. You will not beat the market, but nor will you lose to
it.

Our goal, however, is to beat the market, so let’s keep exploring ways to
get around the downside weakness of these strategies.

Recently, the number of leveraged investment products has exploded.
They now cover not just the Dow and S&P MidCap 400 but many other
indexes targeting domestic stocks of every company size, foreign stocks,
sectors such as finance and energy, commodities such as oil and gold, and
currencies. They don’t just double performance anymore, either. They now
offer triple leverage for three times the performance of the target index and
even inverse double and triple leverage for steroid-pumped performance in
the opposite direction of the target index. There are hundreds of new ways
to profit no matter which way the market is moving. I’ve provided a
collection of them in Appendix 2.

Most of these leveraged products are designed to achieve their goal day
to day. They track the daily movements of their target indexes, which is



why their accuracy degrades as the time frame lengthens, especially when
volatility is high but the net performance is flat. It’s possible to get the long-
or medium-term forecast right, choose the right leveraged product, and still
just match or even lose to the index.

Let’s say you own MVV, which doubles the daily return of the S&P
MidCap 400 index. In one random sample week, Monday to Friday, the
midcap index posts these returns: -5 percent, -3 percent, +4 percent, +3
percent, +2 percent. The index is up 0.7 percent for the week. Because
you’re doubling the index, you should be up 1.4 percent, right? Right, but
you’re not because you’re doubling each daily performance, not the weekly
performance. Run those daily tallies at twice the numbers and you get a
weekly net performance of precisely 0.7 percent—the same as the plain
index but with twice the volatility and heart rate. If the leveraged advantage
slipped in just one week, imagine how far offtrack it can get over months
and years.

This doesn’t mean the leverage is useless, though. The market rises two-
thirds of the time, and adding money to a line that’s rising more steeply than
the market itself works. Look at the recent growth of $10,000 in Maximum
Midcap, Double the Dow, and the Dow itself through the Diamonds Trust,
symbol DIA:

In the five years ended December 31, 2007, leverage took Maximum
Midcap 81 percent higher than the Dow, and Double the Dow 34 percent
higher. The devastation of 2008, magnified by leverage, took Maximum
Midcap to an overall 12 percent lower than the Dow, and Double the Dow
24 percent lower. See the degradation over time? Over these six years, the



Dow gained 4 percent, so we would expect Double the Dow to have gained
about 8 percent. Due to slippage from the adverse effect of a magnified
downside, it instead lost 21 percent.

Now, before you pack your bags and leave leverage for good, consider
that table up to the end of 2007. Wouldn’t it have been nice to have owned
Maximum Midcap for most or all of that five-year period? Sure it would, so
let’s see if we can know when to get out and avoid years like 2008.

Limiting the Downside with Charts

We can boost the long-term performance of these permanent portfolios
by trying to avoid the downside. You’ve now arrived at the most
controversial of all market topics: timing. “Nobody can do it,” says one
group. “Baloney,” says another.

I’ll present three chart indicators that have worked fairly well together
and let you decide for yourself whether timing is worth the effort. In my
view, those who swear off timing and those who swear by timing both make
good points. Timing is, if not impossible, very difficult. We can all agree on
that. However, we can also probably agree that anything offering a chance
to avoid years like 2008 is worth exploring.

The three indicators we’ll consider are not perfect, but they’re better than
nothing. They are SMA, MACD, and RSI. We’ll look at each one
individually, with help from charts provided by Online Trading Concepts,
then pull them together in an example that includes the crash of 2008 on
charts provided by StockCharts.com.

Simple Moving Average

A simple moving average, or SMA, price line smooths out an
investment’s path to show its trend more clearly. If closing prices over the
last five trading days were $32, $36, $34, $35, and $31, then the SMA
would be $33.60, arrived at by adding the five numbers to get 168 and then
dividing that by five. If we do that the next day, and the next, and the next,



we’ll create a five-day SMA line that we can watch for trends. We can set
the interval wherever we want. Typical settings for SMA are 20 days, 50
days, and 200 days.

A price line’s relationship to its SMA shows you its trend. If the price is
staying above the SMA at a rising angle, that’s a rising trend, or uptrend. If
the price is staying below the SMA at a falling angle, that’s a falling trend,
or downtrend.

The easiest way to get buy and sell hints from this measure is to watch
for when the investment’s price line crosses above or below its SMA. When
the investment is moving up, the SMA acts as a support line and the price
dipping below the line and moving back up signals a buy. That’s shown on
the following chart of a 20-day SMA of the Dow Jones Industrial Average
ETF, symbol DIA:

Notice how much smoother the SMA is than the price. See how well it
shows the upward trend, and then the abrupt change to a downtrend? That’s
helpful.

When the investment is moving down, the SMA acts as a resistance line
and the price popping above the line and moving back down signals a sell.
That’s shown in the chart on the next page.

Many traders use several moving averages together, such as a 20-day, a
50-day, and a 200-day and watch for them to cross over each other for hints
on future price direction.



We’ll keep it easy, however, by watching just the price and the 50-day
SMA for crossover signals in the 2008 example on the next page.

MACD

This measurement shows trends in an investment by looking at the
difference between fast and slow exponential moving averages, or EMAs,
of its closing prices. An exponential moving average is similar to the simple
moving average we looked at above, but it places more weight on recent
prices than on past ones, making it react more quickly to trend changes.
Fast and slow refer to the time periods used, with fast being a short one and
slow being a long one. As these averages come together and move apart,
they send hints about future direction. That’s why the name of the
measurement is moving average convergence divergence, or MACD.

The MACD message is composed of three parts:

✔ MACD: The 12-period exponential moving average minus the 26-
period. This is the difference between fast and slow we just
discussed above, and period can refer to hours, days, weeks,
months, or any other time segment. The default is days, and that’s
what we’ll use.



✔ MACD Signal Line: The 9-period exponential moving average of
the MACD. This is the trend of the difference between the 12-period
trend and the 26-period trend.

✔ MACD Histogram: The MACD minus the MACD signal line. A
histogram is commonly known as a bar chart, and this one shows
whether MACD is above, the same as, or below its signal and by
how much.

See all three parts in action on this chart:

That’s just the bottom part of the chart. Next, let’s expand the scope to
include the full chart with the investment’s price line.

The main way to use MACD is by watching for the moving averages to
cross over each other. A buy signal happens when the fast 12-period EMA
crosses over the slow 26-period EMA, which causes MACD to cross over
the zero line. A sell signal happens when the fast 12-period EMA crosses
below the slow 26-period EMA, which causes MACD to cross below the
zero line.

Another way to use this curious collection of lines is to watch for the
MACD to cross the MACD signal line, which flips the histogram to the
opposite side of the zero line. Flipping above it is a buy signal; flipping
below it is a sell signal.



Seeing it is easier than reading about it, so witness all parts at work on
the chart on page 135.

I find the bars of the histogram to be the friendliest way to follow
MACD. Look how simple they are. Their depth or height tells us how
stretched the investment is getting either down or up, their moves back
toward zero show that something is changing, and their crossing over or
under the zero line shows us a new trend has begun.

Notice that any way you choose to follow MACD will have you missing
the very tops and bottoms of the price line but catching the bulk of the next
trend. That’s the goal. If you’re happy only when catching absolute bottoms
and absolute tops, you’ll rarely be happy. Give yourself a break by seeking
most of a move, not all of it.

RSI

Relative strength index compares an investment’s current price to its past
performance to gauge current strength. Be careful about a fine distinction at
work here. RSI compares an investment’s current situation with its own
history. A different measurement that sounds the same, relative price
strength, compares a stock’s price action to the price action of all other
stocks. We looked at that in Chapter 3 and will see it again in the Investor’s
Business Daily section of Chapter 6.



The idea with RSI is that we can know from an investment’s history
when it tends to reverse direction, either up from a low or down from a
high. RSI is easy to understand. It fluctuates between 0 and 100, with
readings over 70 indicating overbought and due for a fall, and readings
under 30 indicating oversold and due for a bounce. You’re supposed to wait
for the reversal to happen before either selling or buying because you never
know how far the move will go before reversing. So, an RSI crossing above
the oversold 30 line is a buy signal, and an RSI crossing below the
overbought 70 line is a sell signal. RSI is called an oscillator because it
oscillates up and down in a wave pattern between 0 and 100.

Like SMA and MACD, RSI needs a time frame. The default is a 14-
period time frame, and the periods can again be hours, days, weeks, or
anything else, but are usually days. Shortening the period increases the
number of signals, and lengthening it decreases the number.

The following chart shows RSI signals for eBay:

Look at the very left of the chart. See that when RSI first crossed under
the oversold line, eBay had further to fall? That’s why you wait for RSI to
move back over before buying, because it hints that the worst is over and
improvement is at hand. Sometimes it gets even more extreme. I’ve seen
RSIs get as low as 15 before turning back up and as high as 90 before
turning back down.



Using Them Together

Now, let’s see how SMA, MACD, and RSI together would have helped
you avoid the 2008 downturn in our Maximum Midcap strategy. Getting the
same signal from two of the three measurements is usually enough to
warrant taking action. Getting the same signal from all three is quite
convincing.

The following chart shows UMPIX from December 29, 2006, to
December 31, 2008, and includes SMA, MACD, and RSI with the default
periods we discussed above:

At the end of February 2007, both MACD and RSI said to sell, even
though the price and SMA showed an uptrend. MACD crossed below its
signal line and RSI crossed below 70. The price crossed below the SMA
then bounced around it for a couple of weeks, showing that a trend change



had not occurred. Within a month, both MACD and RSI suggested getting
back in. Notice that they gave conflicting signals during the 25 percent run
higher from early March to early June, but SMA showed the uptrend to be
intact. That’s why using three measurements is a good idea.

Early June 2007 was the best time to sell before the crash of 2008.
UMPIX reached a high of $62.40 on June 4. RSI hit 70 that day and began
backing off—a sell signal. Three days later, MACD slipped below its signal
line and the histogram flipped below the zero line—a second sell signal.
The price fell to the SMA, too—a caution flag.

RSI began giving buy signals at the end of July but wasn’t confirmed by
an MACD buy signal until the third week of August.

On October 9, RSI hit 69 and backed off—close enough to be considered
a sell signal if confirmed by MACD. A week later, MACD slipped below
the signal line and the histogram flipped under the zero line—the sell signal



was confirmed. In early November, the price slipped convincingly below
the SMA to signal a downtrend. All of this is more clear on the chart
zoomed to the fourth quarter of 2007, shown on the previous page.

After issuing dual buy signals at the end of November 2007, MACD and
RSI did not agree on a time to sell before the early 2008 tumble. MACD
said to sell at the end of December, but RSI did not. However, the price
reversing off the overhead SMA in December was another sell signal. That
was two out of three, and would have gotten you out of UMPIX for most of
the December-to-January sell-off shown on the two-year chart (page 137).

Staying on the two-year chart, both MACD and RSI said to buy at the
January 2008 lows; then MACD and SMA said to sell at the February high;
then all three measurements said to buy again in March before the
impressive 25 percent rally to the May highs. MACD and RSI then sensed
the nosebleed level and said to sell before the 16 percent drop to late June.

At the beginning of July, RSI said to buy, and that was confirmed by
MACD in mid-July. SMA, however, strongly disagreed, showing the price
nowhere near another uptrend. At the beginning of September, MACD
came around to SMA’s way of thinking, and the two together made a
powerful case to sell. Let’s take a closer look by zooming in on the second
half of 2008, shown on the chart on the next page.

Notice that just when MACD tagged its signal line at the end of August
and the histogram played along the zero line, the price of UMPIX popped
above its SMA and then reversed back down. Meanwhile, we could
understand why RSI wasn’t showing overbought. UMPIX was already in a
downtrend shown by the downward sloping SMA line, and it was about to
get much worse. It didn’t go from a lofty high to a lower high; it went from
a low to a much lower low. RSI can’t catch that because its signals come
from overbought and oversold conditions, and UMPIX never became
overbought to issue an RSI sell signal in summer 2008.

The other two did, though, and two out of three is good enough for us.
The credit market panic swept in and took UMPIX down 77 percent from
its August high to its November low. At the October and November lows,
both MACD and RSI said to buy, but SMA disagreed.

As you can see, SMA, MACD, and RSI together caught a lot of good
turning points in this two-year span and spared investors the brunt of 2008’s
wrath. Their buy suggestions in October and November were hard to follow



amid some of the worst financial headlines ever printed but paid off fairly
quickly.

Stay Put Most of the Time

When we time the market correctly, it’s wonderful. It’s the holy grail of
the stock world: getting out just before a big crash and getting back in just
before a big recovery. It’s hard to do even one time, though, much less
consistently year after year. I promise you that the guy on TV being praised
for calling the most recent move correctly got the last one or two wrong and
will one day be wrong again. Why do I know? Because I’m one of those
guys.

Chances are quite good—I dare say, certain—that you will experience the
same spotty record when trying to time the market on your own. If not, if



you get it right consistently year after year, e-mail me. I’ll have a few
questions.

The good news is that most of the time it’s best to just stay put in MVV
or UMPIX because the market rises more than it falls. Big bear markets are
the exception, not the rule. Staying put on a rising line benefits from
compounding as gains build upon prior gains, and you watch profits mount.

While staying put, keep an eye on SMA, MACD, and RSI for indications
of big trouble ahead. Because it’s hard to determine when trouble is big and
when it’s small, you’ll sometimes get it wrong. Know that in advance and
give yourself a break. With the above tools in hand you’ll do a pretty good
job. That’s more than we can say for the billion-dollar banking geniuses
who ran their firms to insolvency in 2008.

What to Expect

If you decide to leverage either the Dow or the S&P MidCap 400, expect
a wild ride. The price you pay for enjoying higher highs is suffering lower
lows. Shooting higher and falling lower than a target index isn’t for
everybody.

If you can change your way of thinking to see lower lows as
opportunities amid crisis, you’ll love these doubling strategies. If instead
you see lower lows as abject failure while the world ends, you’ll hate these
doubling strategies. Know that the downside will happen, and expect it. Do
not be shocked by it.

Value averaging teaches us that buying more when the price is down
eventually pays off—as long as recovery is assured. That last part is key. If
the investment is on its way to zero, no method of buying it makes sense.
You can keep lowering your average cost all the way into the dirt, but you’ll
still end up with nothing. You will have bought oblivion on sale. I hope
that’s obvious. People who owned certain large, supposedly too-big-to-fail
financial firms rediscovered that in 2008 when those firms went bankrupt.

The beauty of basing a permanent portfolio on an index is that recovery
is assured. The investment relies not on one company but on 400 in the case
of Maximum Midcap. They’re not all going to disappear.



Think of the doubling strategies as crazy discount stores that sell the
same product that other stores sell, but at absurdly low prices now and then.
The “same product” is eventual recovery. For example, when Maximum
Midcap and Double the Dow dropped 40 percent from June 2002 to
October 2002, the Dow dropped only 20 percent.

Usually, a person looking at that would point to the Dow as the better
investment. For the long-term investor, however, the doubling strategies
were better. Why? Because they eventually recovered, too, but investors
had a chance to get them at twice the discount during the sale period.

It didn’t take long to pay off. When Maximum Midcap gained 127
percent from March 2003 to March 2004, the Dow gained only 37 percent.

From early May 2006 to mid-July 2006, Maximum Midcap fell 25
percent while the Dow fell only 6 percent. You see that and think, “I should
have put all my money in baseball cards.” But by now you know what came
next, right? Over the next 12 months, Maximum Midcap gained 58 percent
while the Dow gained only 28 percent.

What I am pointing out here is that extreme volatility coupled with
assured recovery is a potent combination. It’s why I continue believing in
these strategies through good times and bad, but especially during bad.
When most of what you hear is complaining about the stock market, get out
your checkbook. Eventual recovery is on sale.

Putting it all together, then, your core portfolio will have two parts:

✔ Value averaging the S&P SmallCap 600 via IJR to achieve steady 3
percent quarterly growth.

✔ Leveraging the S&P MidCap 400 index via MVV or UMPIX.
You’ll stay put most of the time to compound strong performance,
but keep an eye on the chart to see if SMA, MACD, and RSI warn
of big trouble ahead. When they do, you’ll get out and wait for buy
signals to take advantage of recovery on sale.

On top of this core portfolio, you’ll choose individual stocks with the
potential to perform even better. That’s what we’ll explore next.

To see the current performance of these and other strategies, visit my
website at www.jasonkelly.com/strategies.

http://www.jasonkelly.com/strategies
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Get Ready to Invest

This chapter contains the planning you need to do before investing. I
discuss opening a brokerage account, putting money into it, and placing
trades.

Choose a Discount Broker

As you read on page 16, I like discount brokers a lot. After reading this
book and conducting your own research on companies, you don’t need the
expensive opinion of a full-service broker. Save some money, consolidate
your investments, and continue forming your own opinions.

The brokerage business changes quickly, so this section is deliberately
light on specifics. Most brokers charge commissions between $5 and $30
with various incentive plans that come and go. Most brokers offer major
stock research from firms like Standard & Poor’s for free. Visit each
broker’s website for current details.

If you choose a broker that has an office near your home, such as Fidelity
or Scottrade, you can always walk in and talk to a live human being. Some
people actually prefer that.

E*Trade

E*Trade is a financial bazaar with everything from banking and bill
management to shopping and taxes. Oh yeah, and they can trade stocks and
mutual funds too.
  



Contact Information: www.etrade.com

Fidelity

Fidelity is a good choice if you’re looking for a place to assemble a
mutual fund portfolio together with your stocks. The company’s
FundsNetwork program gathers leading names into one place without loads
or transaction fees. An advantage that FundsNetwork has over other
supermarkets is that it includes Fidelity’s own funds, which is significant
because Fidelity is the biggest fund company in America. It maintains
offices throughout the country.
  
Contact Information: www.fidelity.com

Firstrade

Firstrade offers a flat-fee system. It has won honors in surveys for its low
prices, simple interface, and attentive customer service. It’s free to transfer
your account, there’s no minimum deposit, and there are no inactivity fees.
It’s a friendly place.
  
Contact Information: www.firstrade.com

Schwab

Schwab’s OneSource mutual fund supermarket runs neck and neck with
Fidelity’s. Although Schwab can’t offer Fidelity funds, it tends to gather
higher quality names from other fund families including its own Schwab
funds. It maintains offices throughout the country.
  
Contact Information: www.schwab.com

http://www.etrade.com/
http://www.fidelity.com/
http://www.firstrade.com/
http://www.schwab.com/


Scottrade

Scottrade is consistently well ranked in surveys for its low prices, the
convenience of its branch offices across the country, and its tolerance of
low account balances and inactivity. Its website page load speed is among
the fastest in the business.
  
Contact Information: www.scottrade.com

TD Ameritrade

TD Ameritrade receives high praise for its slick trading interface,
extensive mutual fund network, innovative research tools, and competitive
prices. Its trading platforms show what the portfolio and stocks you’re
watching are worth this very second.
Contact Information: www.tdameritrade.com

TradeKing

TradeKing ranks high in surveys for its low price, $4.95 per stock trade.
That’s the whole story. In its own words, “We don’t have a pricing
structure, we have a price.”
  
Contact Information: www.tradeking.com

Super Discounters

BuyandHold, ShareBuilder, and Zecco are super discounters. They offer
cheap single trades, free trades under certain conditions, and monthly
subscription trading packages. Make sure you understand the limitations of
their various plans. If the price is cheap and you can still manage your
investments the way you want, it could be worth a try.

http://www.scottrade.com/
http://www.tdameritrade.com/
http://www.tradeking.com/


  
Contact Information: www.buyandhold.com, www.sharebuilder.com, and
www.zecco.com

Place Orders

Once you’ve chosen a discount broker and you’ve got money in your
account, you’re ready to invest. This section explains the bid, ask, and
spread; and discusses different types of orders available to you.

Bid, Ask, and Spread

The bid is the highest quoted price that buyers are willing to pay for a
security at any specific moment. In that same specific moment, the ask is
the lowest quoted price that sellers are willing to accept for the security. The
bid is the price you get when you sell the stock, the ask is the price you pay
to buy the stock. The spread is the difference between the two numbers and
is kept by a dealer who’s called a “market maker” on the OTC and a
“specialist” on one of the exchanges. The dealer maintains fair and orderly
trading by keeping an inventory of stock to satisfy demand when buyers
and sellers can’t be matched up. He’s a middleman just like the owner of
the bookstore where you bought this fine title. All middlemen purchase
inventory at a price lower than they sell it. The spread is biggest for stocks
that are thinly traded because it takes fewer dealers to satisfy demand.
Fewer dealers means less competition and, thus, bigger spreads. Now you
have career advice for your children: become dealers in thinly traded
stocks.

Let’s take a closer look at these three numbers. If Mister Magazine asks
$15.50 and bids $15, the spread is 50 cents. Placing a market order buys
your shares at $15.50. The instant after you buy your shares, they’re worth
only $15 because that’s the price other sellers are asking. In one of my
investment seminars, a gentleman questioned whether he could ask for the
extra 50 cents to recoup his purchase price. Ahem, well, no. First of all,

http://www.buyandhold.com/
http://www.sharebuilder.com/
http://www.zecco.com/


nobody’s actually asking anybody for anything. It’s a figure of speech. The
market knows the bid and ask prices based only on supply and demand.
Second, even if you could ask for a higher price, nobody would pay it. If
everybody but you is selling at $15.50, why would I pay $16 to buy from
you?

As you see, the spread can translate into a serious investment cost if you
sell right away. In our Mister Magazine example, 50 cents represents a full
3.2 percent of the $15.50 bid price. A flat brokerage commission of $18 on
a 100-share trade is only a 1.2 percent cost. The spread is more than 2½
times the expense of the commission! Before you get too riled up and
embark on a dealer hunt, remember that you don’t actually suffer the burden
of the spread unless you sell right away. Hopefully, your stock will
appreciate far beyond the spread and it will become irrelevant. Always be
aware of the spreads, though, because your stock must move beyond the
combined spread and commission costs just to break even.

Orders

Giving an order to your broker is a thrilling moment. It means you’ve
done your research, thought about your situation, and are ready to take
action. There are two types of orders: market and limit.

Market

A market order is the simplest type. It instructs your broker to buy a
security at the current ask price. That’s it. Your buy price is whatever the
thing is trading for when the order reaches the floor. With today’s fast
communications, that price is going to be fairly close to where it was when
you placed the order, if not the exact same price. For instance, say Mister
Magazine is trading at $15.50 per share and you place a market order for
100 shares. If you don’t buy your shares for precisely $15.50, you’ll
probably pick them up somewhere between $15.40 and $15.60.



Limit

A limit order instructs your broker to buy or sell a security at a price you
specify or better. That means if you say to sell a stock at $10, your broker
will sell either at $10 or at a higher price. If you say to buy a stock at $20,
your broker will buy either at $20 or at a lower price.

Limit orders and stop orders (next section) have a time period associated
with them. When you place a limit order, it is either a day order or a good-
till-cancelled (GTC) order. A day order expires at the end of the current
trading day regardless of whether or not its conditions were met. A GTC
order remains open until its conditions are met, which might never happen.

I love limit orders and use them almost exclusively. There’s no better
way to remain calm about the markets than to evaluate a company, decide
on a fair price to pay for its stock, specify that price to your broker in a
GTC limit order, and forget about it. If the stock hits your buy price, the
broker buys and sends you a confirmation statement. If not, you never hear
about it. It works the same on the sell. If a stock you own is bouncing
around what you consider to be a good sell price, just call your broker and
specify your sell price and number of shares to sell. Then forget about it. A
few days later, perhaps, the stock will spike up for a brief moment, hit your
sell price, and go about on its way up or down. You’ll receive a statement
confirming your sale.

You shouldn’t literally forget about your limit orders, of course. The last
thing you want is for a stock to hit its buy limit when you don’t have any
money sitting in your core account. You’ll get to know your broker real
well if that happens. When I say to forget about your limit orders, I mean to
relax and let the market do its silly thing. Nine times out of ten, my limit
orders come through and I never sweat a drop waiting for the precise right
time to buy and sell. I specify it in the limit order. If it happens, great. If
not, I let it go.

Of course, this is pure hooey to some people. They would say it’s lunacy
to place limit orders and forget about them. They are assuming that they can
watch a stock and pick the right time to buy and sell. If you bought Mister
Magazine at $15.50 and it rose to $30, would you sell? You could
reevaluate and, if you thought it might go higher, place a limit order to sell



half your shares at $31. Some would say that’s foolish because the stock
might rise to $35. Might, could, would have, almost did, it happened once
to a friend of mine, nearly came through—anybody can surmise this way
forever. I would be happy to have tacked on an extra $1 to my sell price and
to have kept half my shares. Then you could place another limit order for
the remainder at $36. Ah, the critics say, but what if it rises to $40? Then
you made a mistake.

In truth, you shouldn’t be playing the markets like that. You should
always examine the worth of the companies you own and determine
whether they’re still worth owning. Who cares what the market says they’re
worth? Think like Warren Buffett and treat your stocks like your own
companies. They are your own companies, a certain percentage of them at
least. When you do decide to buy and sell, consider using limit orders. They
take away some of the pressure and usually allow you to save a few bucks
on the buy and make a few extra on the sell.

Stop

A stop order becomes a market order when a price you specify is
reached. Like limit orders, stop orders are either good for the day or good-
till-cancelled. If you own a stock and instruct your broker to sell it at a price
lower than it currently trades for, that’s called a stop loss because you’re
stopping your potential loss and protecting the profit you’ve already gained.
You can use a stop order in the other direction, too. Technically it would be
called a stop gain, but nobody calls it that because it sounds silly. What
you’re really doing is ratcheting up the point that you want to sell.

When the price you specify in a stop order is reached, the stop order
becomes a market order. That means your broker will then trade the stock at
its current price. If the price is moving quickly, that might be higher or
lower than your stop. This is an important distinction between limit orders
and stop orders. A limit order trades the stock at the price you specify or
better; a stop order trades the stock at its current price after it touches the
price you specify. Thus, with a stop order, your trade might occur at a price
better or worse than the stop price.



To get around this inherent problem with stop orders, you can use a stop
limit order. As its name implies, it combines the features of a stop order and
a limit order. First, you specify the price at which you want the stop order to
kick in. Then you specify the price at which you want the limit order to
trade. If the price you specify in the limit order isn’t reached, your order
never executes. That guarantees that you won’t trade at a price worse than
you specify in the limit order.

Let’s run through an example. Say you’re eyeing Mister Magazine at
$15.50 per share. You want to buy 100 shares if it starts moving upward
considerably. You could place a stop order at $17. That means that if Mister
Magazine suddenly spikes up to $19, your stop order will become a market
order to buy 100 shares. If the price is moving quickly, the order might not
go through until Mister Magazine asks $18. Perhaps that’s fine with you
because you just want to pick up your shares when the stock breaks out. It’s
more important that you actually buy the 100 shares than it is to buy them at
a specific price.

On the other hand, it might annoy you to pay more for Mister Magazine
than you think it’s worth. You still want to buy 100 shares if it starts moving
up. You could place a stop limit order with the stop at $17 and the limit at
$17.50. If the stock hits $17, your stop order becomes a limit order to buy
100 shares at $17.50 or better. If your broker can only get $18, the order
won’t execute.

Once you buy your 100 shares, let’s think positive and say they rise to
$30. You don’t want to lose the profits you’ve already gained, so you place
a stop loss at $28. If Mister Magazine hits the skids and plummets to $18,
your order will kick in at $28 and sell at the next opportunity, which might
be lower than $28. That really bugs you, so on further consideration you
decide to cancel the stop order and replace it with a stop limit order with a
stop at $28 and a limit at $28 as well. Now if Mister Magazine plummets to
$18, you might go with it. Why? Because your limit order to sell at $28 or
better won’t kick in if the price hits $28 and immediately falls lower
without ever coming back up. Know what you want to do and place the
right kind of order.

Trailing Stop



This is another type of stop order, but I put it in a separate section
because it deserves distinction. The trailing stop is a tool I’ve come to love
over the years, as it offers one of the least stressful ways to maximize
profits.

If the price of a stock you own is rising but you think it’s getting a little
topped out, what should you do? If you sell now and it keeps rising, you’ll
be upset. If you don’t sell now and it reverses direction and drops, you’ll be
upset. Oh dear.

You want to own the stock as long as its uptrend continues, and that’s the
specialty of trailing stops. They “trail” behind the price as it rises upward
but lock into place when the price begins to fall. You specify in your order
the price, or percentage distance, at which the stop order to sell kicks in. As
with all stop orders, this one can be a market, to sell immediately, or a limit,
to sell at a specified price.

When you set the price, you do so with either a dollar amount or a
percentage distance. I prefer the latter. The bigger the dollar amount or the
wider the percentage, the less likely the order is to trigger but the more loss
you’re willing to accept before you sell. A typical order might be a 10
percent trailing stop.

Here’s how that would work. You buy 2,000 shares of Mister Magazine
at $15.50 for a total of $31,000. It rises over six months to $26 per share.
Fantastic! However, you know that a 68 percent gain in six months is
vulnerable to a pullback. Earnings are coming up, though, and you think
they’ll be good and might give one last pop to the price before it settles.
You decide on a 10 percent trailing stop loss market order and place it at
your broker.

Mister Magazine does indeed beat earnings estimates—blows them away,
as the headline reads—and the stock rockets up to $31. You were smart to
stay in but also smart to know that no rising trend stays steep forever. When
you first placed the 10 percent trailing stop, its trigger price was $23.40,
which was just 10 percent below the $26 trading price. Now, after the post-
earnings pop to $31, the trailing stop’s new trigger price is $27.90. You
think, though, that the stock is more vulnerable than ever because of the
quick shot higher on earnings, so you “tighten up” the stop to 5 percent.
After that, the new trigger price is $29.45.



The stock rises to $32 the next day, which moves your trigger up to
$30.40, then falls back to $29, then to $26, and then to $20 before flattening
out. Where did you sell? At $30.40, right where the 5 percent trailing stop
locked in place.

See why I love trailing stops?
By the way, you can use a trailing stop at any time, not just when you’re

sitting on a profit. Sometimes a stock drops immediately after you buy it,
and you want to limit the loss but are willing to give it a little more play
before cutting it off. You might be down 10 percent and set a trailing stop at
5 percent to limit your loss to 15 percent. That’s a trader’s mindset, though,
and in most cases you’ll be better served by an investor’s mindset. If you
did thorough research and believe in the company, it should be better to buy
more shares at the cheaper price, not to dump the first ones.

Not always, though, and in cases where you want to stop the loss but
leave room for recovery, a trailing stop will be your friend.



6

Research to Riches

It’s time for you to learn how and where to conduct research, the most
critical part of investing. Every master investor swears by it. Your returns
will be directly proportional to the quality of the companies you buy. That
quality depends on your research.

Have no fear! There is more information available to you than you can
use. Peter Lynch wrote in One Up on Wall Street, “I can’t imagine anything
that’s useful to know that the amateur investor can’t find out. All the
pertinent facts are just waiting to be picked up.” After reading this chapter,
you’ll laugh at people who say they can’t invest because they don’t know
where to get information. I submit that it is now more difficult to avoid
investment information than to get what you need. It’s everywhere: from
your Christmas list to your library to the magazine rack at your local
grocery store, investment research is there for you to snatch up, file away,
and turn into profit.

This chapter shows where to get the information. The next chapter shows
what to do with it.

Personal Experience

Follow your money to find great companies. It works for Peter Lynch and
it can work for you too. If you need to jog your memory, take a look at your
last few credit card statements or your checkbook register. Where do you
repeatedly spend money? Life’s necessities can turn up great companies.
Take food, for example. You might not want to invest in your local grocery
chain, but what about that restaurant chain you keep visiting? All your
friends like it, the paper gave it a four-star rating, it’s always packed, and



the food is wonderful and reasonably priced. It’s worth checking into.
That’s how an investor friend of mine found Starbucks Coffee when it sold
split-adjusted at 75 cents in August 1992. In November 2006, it reached
$40. His $10,000 investment became $533,000.

He might have been happy to read the previous section on trailing stops.
Like most stocks, Starbucks was devastated by the crash of 2008. It closed
that year at $9.46, down 76 percent from its high in November 2006. A
wide trailing stop to give long-term winner Starbucks room to fluctuate,
perhaps 20 percent, would have sold at $32. Even if he had set the 20
percent trailing stop one year earlier, in November 2005, it still would have
sold at $31.90 in August 2006, after Starbucks spiked up to $39.88 in May
2006, locking in the trailing stop at $31.90. He would have felt bad as
Starbucks recovered back up to $40 in the next three months but pretty
good during the two-year slide that followed and took Starbucks to a low of
$7.06 in November 2008.

How about clothing? Like me, you might enjoy watching people in
public places such as a shopping mall. What are they wearing? One year, I
noticed kids wearing Tommy Hilfiger clothes more and more frequently. It
didn’t take a genius to know the clothing was from Hilfiger because the
name was emblazoned across the front of every T-shirt and sweatshirt. I
went into the department stores and looked for racks of Hilfiger clothing.
Much to my intrigue, I found entire sections of the stores devoted to
Hilfiger. In a local Macy’s, “Hilfiger” hung in huge gold letters against the
wood paneling and throngs of kids stood under the sign holding shirts up to
each other for first looks. That’s darned interesting to an investor, wouldn’t
you say? I checked out the company’s numbers and recommended Hilfiger
to friends in spring 1993. A buddy picked up shares at $10.50 in July. At
the end of 1996, he sold them for $48.

I have a more recent clothing story for you. We’ll call it rags-to-riches-to-
rags. My mother and sister visited me in Japan in May 2006. My mother
wore a pair of Crocs sandals that she raved about the entire visit as we
walked around Tokyo and flower parks near my home in the countryside.
She told me that Crocs were invented in Colorado, where we’re from, and
that everybody back home had a pair. When my friends in Japan saw the
sandals, they asked about them, tried them on, and wondered if I would buy
some for them on my next trip back to the States. An actionable tip? You



bet. Shares of Crocs were less than a split-adjusted $12 that May. In
October 2007, they broke $75 for a gain of more than 525 percent in less
than two years. I have a feeling Peter Lynch would love this story . . . up to
this point. Along came 2008. If the crash did what it did to Starbucks,
imagine what it did to the much smaller Crocs. At its November 2008 low,
Crocs traded for just 79 cents. Cents mind you. In 11 months, the stock fell
99 percent. Note to self: trailing stops.

Food, clothing, and other necessities are good places to start looking for
companies. Once you’ve exhausted them, think about where you spend
your discretionary dollars, that is, for things you don’t absolutely need.
Perhaps you love home movies and notice that some companies just won’t
go away. One might be the place you rent videos, maybe Netflix. You could
have bought it split-adjusted for less than $5 in fall 2003 and sold it for
almost $40 in January 2004. Another might be the movie company Disney.
If you decided back in October 1990 to get more out of Disney than a
mouse cartoon and a few rollercoasters, you could have purchased its stock
for $8 and sold it in January 2007 for $35. That’s a 700 percent gain in a
little more than one year with Netflix and a 338 percent gain in a little more
than 16 years with Disney, both of which you would have found by just
vegging out on home movies. Who says couch potatoes can’t get ahead?

If your company is making an officewide computer upgrade, somebody
is going to research which computers to buy. Ask that person why he or she
chose Apple, Dell, HP, IBM, or Sun. Maybe your friends use the same
brand. If your family needs a personal computer, conduct research yourself
and pay attention to the things that are important to you. What matters to
you and your family probably matters to millions of others. If one company
meets your every need, check it out. You might find a kaleidoscope of big
name players and decide to research all of them. One will probably surface
as a clear leader. If not, consider investing in more than one.

Getting investment ideas from your personal experience is an easy way to
start your stocks to watch list, which we’ll cover in the next chapter. Keep
buying what you buy, but observe what you buy and who else is buying it
with you. Your tendencies will often prove to be the tendencies of a lot of
people. If you love a product, so will others. Of course, you need to keep
your wits about you and always conduct further research before investing.
Don’t buy stock in every company you ever patronize. Even companies you



love can lose money, like we just saw with Crocs, and not every successful
product will produce a soaring stock. As Peter Lynch points out, a product
that is a tiny part of a company’s business can’t move the stock very much.
So no matter how much your kids love the lunar ball you bought for them,
if it’s only one of 800 toys made by Whacky Whimsicals, you don’t have
much reason to invest. Maybe the company’s Mars mittens are causing
hives to break out on little hands everywhere and little lawyers are filing
little papers. Always look beyond your first impressions.

The Investment Grapevine

Just past your personal experience lies the investment grapevine. After I
noticed everybody packed into the Hilfiger clothing section, I conducted
further research and decided Hilfiger was a stock worth buying. Notice that
I didn’t actually buy it myself, but I did tell a friend. He bought it and made
a killing.

Where did he learn about Hilfiger? From my personal experience. He
harvested the investment grapevine to find a great company.

Be careful of stories that are too good. It’s human nature to talk about our
triumphs and usually to build them up bigger than they really are.
Remember those fishing stories your grandpa used to tell every Christmas
while your grandma rolled her eyes? They were probably a lot closer to the
truth than his investment stories. Always remember that any company you
hear about is only a lead. That is, something to look into further. You
probably wouldn’t hire a babysitter at the advice of a friend who heard
about her from his manager who talked to his brother who saw an ad tacked
to a telephone pole. Don’t invest on that kind of reference either. Best
friends, colleagues, and especially relatives are notorious for their hot tips
that freeze over the moment after you buy. Be warned and conduct your
own due diligence.

Instead of tuning in to somebody else’s success, listen for people
lamenting an investment gone bad. If somebody conducted thorough
research on a company, decided it was a great investment, and happened to
buy at the wrong time, you can take advantage of the situation to buy that



great company at a discount. Unfortunately, most people prefer telling
others about their winners. Too bad for the listener because knowing
somebody’s runaway, high-flying stock isn’t nearly as useful as knowing
which of their holdings are down. My friends and I have made a point of
disclosing everything in our portfolios to each other. That way, when one of
us gets in at the wrong time, others can use that information to buy a good
stock at a bargain price. And, of course, the person who got in at the wrong
time can always buy additional shares to profit on the way back up.

It pays to listen to tales of woe. The next time somebody comes up to you
and starts bragging about their latest triumph, ask about their most
disappointing stock. Ask if they’re planning to buy additional shares at the
lower price. Let other people make mistakes with their money while you
show up in time for the recovery. If you keep investing long enough, I
guarantee you’ll have an opportunity to return the favor.

Publications

Even though it’s an electronic world these days, printed publications still
play a part in investment research. It’s nice to curl up with your favorite
investment magazine, peruse the paper over a cup of coffee, or receive a
newsletter targeted to your situation. This section covers all forms of
printed publications.

Magazines

The first money you spend on investment research should go toward a
magazine subscription. They’re cheap and they’re packed with helpful how-
to articles and some pretty darned good investment advice. Nobody
considers it cool to get a good stock lead from a $5 magazine purchased
along with a carton of yogurt, but I’ve found some good investments that
way. One of my favorite techniques is to monitor the model portfolios
shown for different money managers or a list of stocks chosen by the
magazine editors for one reason or another. The magazines monitor the



performance of their picks, making it easy to wait for some of them to
decline in price.

These are my two favorite investment magazines, and my favorite news
magazine:

SmartMoney

This is “The Wall Street Journal Magazine,” and it’s excellent. Flipping
through the magazine gives you an impression of quality. There’s no tabloid
feel to it like you’ll find in many investment magazines. SmartMoney runs
articles on every aspect of investing, but does a particularly good job with
mutual funds and stocks. The editors hold themselves accountable for their
stock picks and are always striving to improve their methods. By following
their progress, your own skills will improve along with theirs.
  
Contact Information: 800-444-4204, www.smartmoney.com. Annual
subscriptions cost $24.

Kiplinger’s

This magazine has a broader scope than SmartMoney. Instead of talking
just about investing, Kiplinger’s moves into other issues of personal
business such as credit card spending, loans, college tuition, and vacation
planning. The magazine’s real claim to fame, however, is its mutual fund
surveys. With clear graphics and easily digested tables, they lead the
industry year after year. Its columns are nothing to sneeze at, either.
  
Contact Information: 800-544-0155, www.kiplinger.com. Annual
subscriptions cost $20.

The Week

http://www.smartmoney.com/
http://www.kiplinger.com/


A big part of investing is keeping your finger on trends. For that, you
need an efficient way to stay informed. My favorite news magazine is The
Week. It condenses the best-written stories from the U.S. and international
media into a tidy magazine that you can read in a single sitting. Rather than
churn out long, in-depth coverage, it prints only the highlights from several
angles.
  
Contact Information: 877-245-8151, www.theweekmagazine.com.
Annual subscriptions cost $50.

Newspapers

Just about every newspaper includes stock tables, but there are times
when you need more than a quote or volume information. During those
times, it’s a good idea to check out one of the four papers in this section.

The Wall Street Journal

This is certainly the Big Kahuna among investment newspapers.
Everybody who’s anybody glances at the WSJ from time to time. It’s a good
idea for you to do the same.

The front page contains top news summaries in a section called “What’s
News.” A quick skim of the summaries will alert you to items of interest.
You can follow a page number to read the complete article.

The heart of the paper is section C, “Money & Investing.” That’s where
you can see how the Dow is performing, what interest rates are doing,
whether the dollar is falling or rising against foreign currencies, where
commodities are headed, and a slew of other information. Read the top
investment stories, get quotes on every stock you own, and track the
performance of your mutual funds.
  
Contact Information: 800-975-8609, www.wsj.com. Annual subscriptions
officially cost $215, but are frequently offered at $99.

http://www.theweekmagazine.com/
http://www.wsj.com/


Investor’s Business Daily

Investor’s Business Daily is the result of William O’Neil’s frustration in
finding what he considered the most important information about stocks.
Because he couldn’t find it anywhere, he decided to publish it himself and
thus was born Investor’s Business Daily. You can read all about O’Neil’s
investment approach on page 67.

IBD covers news in an executive news summary on the left side of the
front page. It contains key national and international news in single
paragraphs. The right side of the front page covers important news stories in
depth. Inside the front page is a feature called “To The Point,” and it gets
there quickly. You’ll find dozens of news items that you can cover in a
glance. The streamlined front page combined with to-the-point summaries
gives you “twice as many news items in a page and a half as you’ll find in
60 pages of other publications,” in IBD’s own words. The paper prints a ton
of features too numerous to outline here. I have never purchased an issue of
IBD that was worthless. There’s always something good.

IBD’s stock tables are O’Neil’s main reason for starting a new paper.
They contain five SmartSelect measurements you won’t find anywhere else:
earnings per share rank for the past five years, relative price strength rank
for the past 12 months, industry group relative strength, an overall
evaluation of sales and profit margin and return on equity, and
accumulation/distribution for the past three months. The five measurements
are combined into a composite rating that gives the most weight to earnings
per share and relative price strength. The paper also shows a daily
percentage change in volume. Here’s a snapshot of the measurements from
IBD’s Google listing on February 1, 2007:

Let’s have a closer look at the measures from IBD.



SmartSelect Composite Rating

This is a stock’s overall score from 1 to 99, with 99 being the best. The
composite tallies IBD’s five SmartSelect measurements, with extra weight
given to earnings per share and relative strength. Google scored a 99.

Earnings per Share Rating

This measurement compares the earnings growth of all companies and
then ranks them from 1 to 99, with 99 being the strongest. Thus, by looking
at this one simple number, you know how Google’s earnings growth stacks
up against IBM’s, Hewlett Packard’s, Pfizer’s, and Home Depot’s.

The paper takes each company’s earnings per share for the two most
recent quarters and computes their percentage change from the same two
quarters a year ago. That result is combined and averaged with each
company’s three- to five-year earnings growth record and the final figures
for every company are compared with each other. Thus, a company with an
EPS rank of 95 has earnings figures in the top 5 percent of all companies in
the tables.

Google had a 98, placing its earnings growth in the top 2 percent.

Relative Price Strength Rating

This measurement looks at a stock’s price performance in the latest 12
months. That’s it. It doesn’t look at stories, earnings, or price ratios. It
simply reports the hard numbers and answers the question, how did this
stock perform compared to all others?

IBD updates the numbers daily, compares all stocks to each other, and
ranks them from 1 to 99, with 99 being the best. That means a company
with a relative price strength of 90 outperformed 90 percent of all other
stocks in the past year.

Google had an 80. It outperformed 80 percent of all stocks.



Industry Group Relative Price Strength Rating

This measurement compares a stock’s industry price performance in the
latest six months with the performance of all other industries. The industry
then receives a letter grade from A+ to E, with A+ being the best.

You know by glancing at this grade whether a stock is operating in a
dominant or struggling industry. IBD says that roughly half of a stock’s
performance is traced to the strength of its industry, the theory being that a
rising tide lifts all boats and vice versa. Who’s doing better, computer
hardware manufacturers, food processors, home improvement retailers, or
tobacco companies? This measurement will tell you.

To see all the industries ranked over the past six months, find the Industry
Group Rankings table in the newspaper. The top ten performers from
yesterday are printed in bold and the bottom ten are underlined.

Google’s industry, Internet-Content, had a letter grade of A and was
ranked 25. On that same day, Transportation-Airline was ranked 1, Leisure-
Gaming/Equip was ranked 5, Telecom-Wireless Svcs was ranked 10, Retail-
Clothing/Shoe was ranked 45, Tobacco was ranked 105, and Beverages-
Alcoholic was ranked 120.

Sales + Profit + ROE Rating

This measurement combines a stock’s recent sales growth, profit
margins, and return on equity to provide a quick snapshot of company
health. The stock gets a grade from A to E, with A being the best.

Google had an A, placing it among the healthiest companies on the
market.

Accumulation/Distribution Rating

This measurement looks at whether a stock is being heavily bought or
sold by comparing its daily price and volume over the past 13 weeks. The
stock receives a grade from A to E, with A being the best. An A grade
means the stock is under heavy accumulation, or being bought frequently.



An E grade means the stock is under heavy distribution, or being sold
frequently.

IBD is trying to convey the direction that the price is likely to head as a
result of trading trends. In other words, is the trend one of accumulation
where the price should rise as a result of high demand, or is the trend one of
distribution where the price should fall as a result of low demand?

Google was graded B+. That’s good accumulation.

Volume Percent Change

IBD calculates the average daily trading volume of each company’s stock
during the last 50 trading days. Then it compares each day’s trading volume
to the 50-day average and prints the difference as a percentage.

Google’s daily volume was 71 percent higher than usual.
  
Contact Information: 800-831-2525, www.investors.com. Annual
subscriptions cost $295.
Financial Times

If you’re craving a global perspective, consider the Financial Times of
London. The so-called pink pages, named after the distinctive color of the
paper, bring you news, editorial, and global market prices with commentary.

One of my favorite features is the single-topic special reports. Each one
covers a country, an investment trend, a new business strategy, an industry
breakthrough, or something similarly focused. If you happen to get the
paper when it’s focused on something of interest to you, the briefing will be
very useful. Other times, you might just discover something you hadn’t
considered before.

Another nice feature for those too busy to read every day is the Saturday
Weekend FT that summarizes the week’s key events.
  
Contact Information: 800-628-8088, www.ft.com. Annual subscriptions
in the U.S. cost $198.
Barron’s

http://www.investors.com/
http://www.ft.com/


If The Wall Street Journal lost your business, Barron’s might catch your
fancy. Either way, you’re dealing with Dow Jones & Company. It owns
both papers.

I like Barron’s a lot. It’s published every Monday instead of every
morning. Weekly information is often all you need. Also, Barron’s is
published in a convenient magazine style that’s easier to read on restaurant
tables and airplanes. I hate bending and folding the pages of standard size
papers to keep reading the current story. With Barron’s, you just turn the
pages like a magazine. So, on the publishing side of customer satisfaction
this paper wins two thumbs up. Its frequency is just right, and it’s easy to
use.

The center of each paper contains “Market Week,” the meat and potatoes
data. It shows vital signs of the economy, the week’s biggest winners and
losers from each exchange, and superbly designed stock and fund tables.
Unlike the typical paper’s crunched, overlapping columns, Barron’s prints
tables that have white space between different pieces of information.
Though the tables don’t contain data as valuable as that in IBD, they do
display the most recent earnings and compare them to earnings from a year
ago. The mutual fund tables show performance for the last week, year-to-
date, and three years. Finally, “Market Laboratory” will give you plenty to
think about for the next week as you ponder how every relevant index
performed, how much volume the markets moved, every economic
indicator, and so on.
  
Contact Information: 800-975-8620, www.barrons.com. Annual
subscriptions cost $149.

Newsletters

A newsletter should be a trusty friend who accompanies you through
good times and bad. It’s important that you like the relationship that a
newsletter editor builds with you. He or she should be honest, admit
mistakes, and work hard to help you get ahead. Nobody is perfect in the
stock business, but somebody who can provide you with a steady stream of

http://www.barrons.com/


good ideas in an understandable manner will prove worth the subscription
price.

This section shows six good stock newsletters.

Dick Davis Digest

The Dick Davis Digest pioneered the newsletter digest approach on the
theory that no single investment advisor has all the best ideas. The Digest is
chock full of information. Companies covered in each issue are listed
alphabetically on the back page, making it easy for you to monitor the latest
on stocks you own or are watching. The stories assemble expert information
from other newsletters into this one convenient source. For casting a wide
net, it’s hard to beat the Dick Davis Digest.
  
Contact Information: 800-654-1514, www.dickdavis.com. 24 issues per
year, 12 pages, $145.

Grant’s Interest Rate Observer

If you’re looking to read what the pros read and to use the information
better than they do, consider Grant’s. It publishes some of the most
insightful market commentary I’ve found. In a wry tone, the editors deliver
a careful look at balance sheets, CEO comments, analyst recommendations,
and the disposition of the market. In their own words, “Not knowing
exactly what the future may bring, we try to identify change where it most
frequently occurs: at the margin.”
  
Contact Information: 212-809-7994, www.grantspub.com. 24 issues per
year, 12 pages, $850.

The Kelly Letter

http://www.dickdavis.com/
http://www.grantspub.com/


On my website, I publish articles and track the performance of my
investment ideas—including the ones in this book. Put yourself on my free
email list to receive notes on the current market. Subscribing takes less than
ten seconds because I ask for only your name and email address. If you’re
willing to part with $5 per month, upgrade to The Kelly Letter and receive
exclusive master investor profiles like those in Chapter 2, follow the
progress of my permanent portfolios featured in Chapter 4, see exactly what
stocks I own, what stocks I’m watching to buy, what I’m selling, and my
market analysis. If you like this book, you’ll love the letter.
  
Contact Information: www.jasonkelly.com. More than 48 issues per year,
email delivery, $5.48 per month.

Morningstar StockInvestor

Morningstar is an industry heavyweight, first making its name in mutual
funds and then moving on to stocks. Its StockInvestor newsletter contains
aggressive and conservative portfolios, analyst commentary, and a list of
stocks to sell. The publication focuses on strategies used by successful
investors and tries to put those strategies into a usable form. The smart table
design and astute writing make this one of the most enjoyable reads on the
marketplace, and profitable too.
  
Contact Information: 800-735-0700, www.morningstar.com. 12 issues per
year, 24 pages, $119.

The Outlook Online

Published by Standard & Poor’s, The Outlook is one of the most widely
read investment newsletters. S&P analysts provide clear market
commentary, stock updates, stock screens based on S&P’s STARS rankings
and Fair Value rankings, and investment recommendations. You can find
The Outlook in a three-ring binder at most public libraries. Just ask for it at

http://www.jasonkelly.com/
http://www.morningstar.com/


the reference desk. Most individual investors subscribe to the more
affordable online edition. To read more about STARS and Fair Value, see
“S&P STARS/Fair Value” on page 222.
  
Contact Information: 800-523-4534, www.spoutlook.com. 48 issues per
year, online delivery, $200.

Outstanding Investor Digest

Of Outstanding Investor Digest, Warren Buffett wrote, “I’d advise you to
subscribe. I read each issue religiously. Anyone interested in investing who
doesn’t subscribe is making a big mistake.” That’s about as much
endorsement as any publication should ever need. Outstanding Investor
Digest is a collection of the best ideas from the brightest investment minds
around. It prints exclusive interviews, excerpts from letters to shareholders,
conference call transcripts, and other “inside” scoops. The front table of
contents shows the names of investors featured in that issue and an
alphabetized list of companies covered inside. Next to the table of contents
are the beginning paragraphs from several key articles. Outstanding
Investor Digest is an eclectic publication that varies in length and is
delivered on a sporadic schedule. It’s an investment gold mine.
  
Contact Information: 212-925-3885, www.oid.com. 10 issues, 32 pages,
$295 for recurring annual subscription plan.

Value Line

Value Line publishes the premier stock research tool, The Value Line
Investment Survey. It covers around 1,700 companies. Almost everything
you could want to know about each company is condensed to a single page.
When you get to this book’s strategy and begin filling out the stocks to
watch worksheet in the back, you’ll use Value Line exhaustively.

http://www.spoutlook.com/
http://www.oid.com/


Begun by Arnold Bernhard during the Great Depression, Value Line
boasts more than 100,000 subscribers today. If you count the number of
people who look at reports from libraries or photocopies from brokers,
Value Line’s users number in the millions. The company’s analysts have
learned a thing or two about stock research over the past seven decades.
Let’s take a closer look at The Value Line Investment Survey. First, we’ll
look at IBM’s profile back in 1997, then we’ll look at its profile in 2009.
Seeing how a company evolves over time is helpful.

The Parts of a Value Line Page

Let’s say that back in January 1997 you got a hot tip from your neighbor
that IBM had fully recovered from its dark days in 1993 and was poised for
great things. You decided to check it out by looking up IBM in Value Line.
What you would have found is on pages 168 and 169.

Doesn’t that look like light reading? Actually, it is once you familiarize
yourself with the most important parts—which I’ve conveniently numbered
and highlighted for you. Now I’ll take you on a tour of IBM’s Value Line
page.

1. The Rankings

Value Line ranks every stock from 1 to 5 for timeliness and safety, with 1
being the best. Timeliness is a gauge of the stock’s projected performance
over the next 12 months as compared to all other stocks followed by Value
Line. The measure examines a company’s earnings momentum and the
stock’s relative strength. The rankings are distributed along a bell curve.
Stocks ranked 1 or 5 each account for about 5 percent of all stocks, those
ranked 2 or 4 each account for about 17 percent of all stocks, and the
remainder get the average 3 rank.

The safety measure looks at a stock’s volatility and financial stability,
then assigns a rank of 1 to 5 just like the timeliness rank. Stocks ranked 1
for safety are the least volatile and most stable, those ranked 5 are the most
volatile and least stable.



Are the rankings foolproof? No. If they were, stock research would
consist of simply choosing stocks from those ranked 1. Worth ran a story on
Value Line’s ranking system in February 1997. Value Line’s research
chairman, Samuel Eisenstadt, remarked on the usefulness of the ranks: “Just
get rid of the fours and fives from your portfolio and you’ll do well. The
system almost does better at signaling the poor stocks than at picking out
the winners.”

You can see on the sheet that IBM was ranked 2 for timeliness and 3 for
safety. Evidently, Value Line agreed with your neighbor about IBM’s bright
future.

2. Price Projections and Insider Decisions

Here you read Value Line’s projections for the stock price over the next
three to five years, and the annual percentage return that it translates to.
You’ll record the projected price high and low on your worksheet.

Below the projections is a box for insider decisions. It lists the buy and
sell activity of company insiders for each of the past nine months. You’ll
write the buys on your worksheet.

IBM was projected to gain as much as 80 percent in the next three to five
years. The worst case expectation was a 20 percent gain. In the last nine
months, three insiders chose to buy stock.

3. P/E Ratio and Dividend Yield

Because P/E and dividend yield are so commonly used, Value Line prints
the current measurements boldly at the top of the page. You see on your
sheet that IBM was currently trading with a P/E of 14 and a dividend yield
of .8 percent. To give you a barometer reading of IBM’s typical P/E, Value
Line prints the median P/E from the past 10 years. IBM’s was 15, thus the
stock was just slightly cheaper than usual.





4. Price History Chart

The chart plots stock price over the past decade or so. The overall trend
line is comprised of little vertical lines for each month. The top of each



vertical line indicates the month’s price high, the bottom indicates the
month’s price low. The price highs and lows for each year are printed at the
top of the graph.

In addition to the price history, there are two other lines on the graph.
The solid black line is cash flow, a very important measure of a company’s
financial strength. It shows how much money was actually coming into the
company over the years. The dotted line is relative price strength. That line
shows you how the stock was performing compared to all other stocks. It
usually follows roughly the same pattern as the stock price itself. That is,
when the stock is falling it is performing poorly compared to other stocks.
Makes sense, right?

Looking at IBM’s chart, you saw that your friend was right about another
thing. The stock had definitely roared back from its dismal 1993.

5. Historical Financial Measurements

Here’s the data dump. Value Line prints a company’s financial
measurements for the past 16 years or so. There’s something for everybody
such as earnings per share, dividends per share, average annual dividend
yield, and net profit margin. I’ve put arrows next to the measurements that
show up on your stocks to watch worksheet.

This section is excellent for spotting trends. For instance, if the
company’s net profit margin is slipping from year to year, that’s a bad sign.
If working capital is decreasing and debt is increasing, that’s another bad
sign. If earnings are growing steadily from year to year, that’s a great sign.

As for IBM, it looked pretty good. Its 1996 earnings per share were just 2
cents below 1995, which was the best year on the chart. Both years were a
far cry from 1993’s loss and 1994’s measly 4.92. The net profit margin was
8.1 percent in 1996, a gain from the year before and one of the best over the
previous five years. It’s always nice to see an improving profit margin.
Also, 1996 debt was $8500 million, down from $9000 million in 1995 and
the latest in a steady debt decrease from 1993’s $15245 million. Hmm,
perhaps your neighbor was onto something.



6. Capital Structure

This is where you see how much debt the company carries and how much
stock is outstanding. Debt is critical in evaluating a company, as you should
know by now. Every one of the master investors in Chapter 2 says to avoid
companies with excessive debt. You’ll write the company’s total debt on
your worksheet.

IBM’s long-term debt was $9669 million.

7. Current Position

A company’s current position shows its short-term health. It looks at
assets that can be quickly turned into cash and liabilities that are due within
a year. You’ll use information from this section to compute the current ratio
and quick ratio on your worksheet. Both are simple evaluations of a
company’s short-term health.

IBM had current cash of $7002 million, current assets of $39379 million,
and current liabilities of $31071 million. Those numbers translated into a
current ratio of 1.27 (current assets divided by current liabilities) and a
quick ratio of .23 (current cash divided by current liabilities). Those
numbers were adequate, I suppose, but nothing to sound trumpets about. I
like to see current ratios of at least 2 and quick ratios of at least .5. What
was most disturbing to me about IBM’s 1996 numbers is that they were
worse than 1994 and 1995. In both prior years, cash and current assets were
higher, and current liabilities were lower. Overall debt was coming down,
however, so maybe some of those current assets were going to good stuff.
Still, this was a tarnish on IBM’s otherwise sterling report.

8. Annual Rates

In this handy box, Value Line computes rates of change for important
measures like revenues, cash flow, and earnings. Included are the rates of
change over the past ten years, past five years, and projected rates for the
next five years. You’ll write projected revenue and earnings on your
worksheet.



IBM had definitely turned itself around, judging from the annual rates. Its
earnings had fallen over the past ten and five years. However, they were
projected to increase by 23.5 percent over the next three to five years.
That’s excellent.

9. Quarterly Financials

For the last five years, Value Line prints quarterly figures for sales,
earnings, and dividends. You can look over these tables to see if a
company’s business is seasonal or steady all year long. IBM’s numbers
were consistent from quarter to quarter. I guess people buy technology and
related services all year long.

10. Business

This humble little box in the center of the page summarizes the basics
about a company. You read about its main business, sideline businesses,
how much of the company is owned by its directors, and where to contact
the company.

From reading this information, you would have learned that IBM was the
world’s largest supplier of big-time computer equipment. It also made 18
percent of its money from software and 10 percent from services. A full 48
percent of its business came from overseas. That’s great to know if you’re
worried about the U.S. economy. Finally, directors owned less than 1
percent of the stock. That’s not good to hear. You want directors to own a
lot of the stock because then they act in its best interest. If your investment
ship sinks, you want the people in charge of the company to get wet, too.

11. Analysis

One of Value Line’s securities analysts follows every stock. In this
section, the analyst gives his or her opinion on the company’s current status
and future prospects.



IBM’s Value Line analyst, George Niemond, said the company was doing
better than he expected. He said IBM would post solid earnings in 1997 and
should continue doing so through the end of the decade. One thing he didn’t
mention directly but you could infer from the last paragraph was that IBM
was well positioned to exploit the growing popularity of the Internet. Mr.
Niemond pointed out that IBM already had a powerful global business
network in place, he acknowledged the company’s expertise in networking,
and he highlighted IBM’s interest in electronic commerce. All three of
those strengths were going to help IBM own some of the Internet. If you
thought the Internet had a future, perhaps IBM would have made a good
investment for you.

At the very least, your time spent with Value Line would have given you
some real meat to chew with your neighbor. Your opinions would be based
on hard evidence, not just tips whispered over your fence while the lawn
mower idles.

Let’s say that after reading the Value Line information, you decided to
buy 100 shares of IBM on February 3, 1997, at $155. On May 28, 1997, the
stock split 2-for-1 and you had 200 shares. On May 27, 1999, the stock split
2-for-1 again and you had 400 shares. By February 3, 2009, with IBM at
$93 per share, your initial $15,500 was worth $37,200. That’s a 12-year
gain of 140 percent. During that same time, the S&P 500 gained just 6.6
percent, so you’re pretty happy.

You wonder, though, if you should hold on longer. Where should you
look to see how IBM’s doing now? Value Line, of course.

The January 2009 Value Line Profile

What you find is that your old pal George Niemond is still following
IBM. His January 9, 2009, installment is on pages 174 and 175.

The format should look familiar. In our ever-changing world, isn’t it nice
to know that some things remain the same?

As it was back in 1997, IBM was still ranked 2 for timeliness, but its
safety rank improved to 1. Move your eyes down and notice a small change
in the profile, the addition of the technical rank below the safety rank. It
looks at the stock’s relative price performance over the past 52 weeks and



then ranks the stock based on how well it should perform against the market
in the near term. Stocks ranked 1 or 2 should outperform the market in the
next quarter or two, stocks ranked 3 should follow the market, and stocks
ranked 4 or 5 should underperform the market.

The technical rank probably seems a lot like the timeliness rank to you.
The way they’re different is that timeliness considers the company’s
earnings when projecting near-term performance; the technical rank does
not. It considers only stock price performance. Which should take
precedent? Timeliness. Straight from Value Line’s glossary comes this
handy tip: “Under no circumstances should the technical rank replace the
timeliness rank as the primary tool in making an investment decision. Over
the years, the timeliness rank has had a superior record.” Of course, seeing
both ranked 1 or 2 would be best of all.





IBM’s technical rank was 3. That’s neutral, but its timeliness was
positive. All told, the ranking box gave IBM a green light.

The stock was projected to gain as much as 170 percent in the next two to
four years. The worst-case projection was a 120 percent gain.

IBM’s P/E ratio was 9.1, much cheaper than it was in 1997. Notice the
trend. From 1997, it increased to almost 29 in 1999, stayed in the 20s until
2003, then began declining. At the beginning of 2009, IBM was the best
bargain it had been in years. Another green light.

Glancing at IBM’s price chart, you see that the bulk of your gains
happened between when you bought in 1997 and when the stock topped out
in July 1999. If you’d have sold then, you would have pocketed gains of



some 280 percent, but don’t beat yourself up too much. Few people timed
the end of the dot.com bubble correctly. What you see after the crash is that
IBM trended up a little then down a little, rose 80 percent from its 2006 low
to its 2008 high before crashing with the rest of the market at the end of
2008, then looked in January 2009 to be basing for a recovery. Another
green light for holding on.

The earnings trend looked solid. From when you bought in 1997,
earnings per share rose steadily to 4.44 in 2000, slid down to 3.95 in 2002
when all of technology was hurting in the post-crash economy, but turned
up again in the recovery. In years following 2002, IBM’s EPS came in at
4.34, 5.05, 5.22, 6.06, 7.18, 8.75, and were expected to be 9.25 in 2009.
That trend line is a beauty. Another green light.

IBM looked good by the numbers, and Mr. Niemond agreed in words. He
wrote that IBM probably had a good 2008 with strong System z mainframe
and software demand, and growing services signings. He noted the tough
economic conditions but said the need for companies to save money could
work in IBM’s favor as customers turn to it as a way to consolidate their
computing needs. He also liked IBM’s focus on emerging economies
around the world. He thought these factors plus IBM’s ongoing stock-
buyback program could boost the share price by 5 percent in the next year.
He concluded, “IBM shares have some appeal . . . share earnings should
again start to expand at a double-digit annual pace.”

How about a real-life test? Decide now whether you would have held
your position or sold it. Then, check IBM’s current price to see how you
would have done. To help with your calculations, write down that IBM was
$93 and the S&P 500 was 839 on February 3, 2009. Since then, which
performed better?

Where to Find Value Line

You could find Value Line reports in your mailbox every week. An
annual subscription costs $598. With that, you receive a large binder
containing all 1,700 reports in 13 sections. Each week, a new section arrives
to replace one of the existing 13. As you can see, the entire binder is
updated every 13 weeks, or 4 times a year.



If you want to give it a whirl but aren’t ready to part with $598, consider
a trial subscription. For a mere $75, you get the initial binder with all 1,700
reports and you get the next 13 weeks of updates. After the trial runs out,
you can assess whether you use the reports enough to justify a full
subscription. You can buy a trial subscription once every three years.

Perhaps you don’t want all 1,700 reports taking up space on your
bookshelf. Instead, you just want reports for the companies that interest you
at any given time. Then turn to your local library. Nearly every decent
library I’ve been to has a copy of Value Line available. You can stop by
with a list of companies that interest you, look them up, photocopy each
page, and be on your way.

Finally, you can do what I do and subscribe to the online edition. It
provides the entire system in both HTML and PDF formats, enables you to
search for profiles by entering company ticker symbols, and offers a stock
screener with which you can create and save your own searches. A thirteen-
week trial is $65 and a one-year subscription is $538.
Contact Information: 800-833-0046, www.valueline.com. Annual
subscriptions cost $598 for print and $538 for online.

Limited Coverage in Value Line

One drawback to The Value Line Investment Survey is that it covers only
1,700 stocks. They’re the big, well-established companies. Value Line does
publish an expanded volume called the Small & Mid-cap Survey that reports
on 1,800 additional companies. The expanded reports lack analyst
commentary and projections. Combined, the Value Line standard and
expanded editions still cover only 3,500 stocks. That leaves about 17,000
companies without Value Line reports.

Thus, for small companies that you truly discover, you’ll need to turn
elsewhere for critical information. Such alternate sources include
everything in this chapter, most notably information from the companies
themselves. Financial statements tell you a lot of critical information about
a company. Also, custom software packages and online screeners such as
Yahoo! Finance Stock Screener (page 185) provide much of what’s
contained in Value Line’s publications.

http://www.valueline.com/


Standard & Poor’s Stock Guide
Another professional publication similar in spirit to Value Line is

Standard & Poor’s Stock Guide. It lists vital information about each stock
in a single row spanning two pages. You’ll find a description of the
company’s business, its stock price range in several time periods, its
dividend yield, P/E ratio, 5-year earnings per share growth, annualized total
returns, current position, long-term debt, and earnings for the past 5 years
and past 6 months.

The guide is considerably smaller than Value Line. It contains everything
in a single softbound volume. It’s updated monthly.

You can find Standard & Poor’s Stock Guide at most libraries, or you can
subscribe to receive monthly updates in your mailbox.
  
Contact Information: 800-523-4534. Annual subscriptions cost $145.

Companies Themselves

Before investing in any company, some people insist on seeing an
investor packet from headquarters. In there, you’ll find an annual report
containing a happy look at the company’s future and financial statements
that may not be as happy, a recent 10-K and a recent 10-Q, press releases,
analyst reports, and general information.

For many small companies that interest you, the company investment
packet will form the bulk of your research. Value Line and Standard &
Poor’s don’t cover most small companies. The whole idea of discovering
small companies is, well, discovering them. If Value Line and Standard &
Poor’s and everybody else already knows about them, they’ve been
discovered.

This section shows how to request an investor packet and how to use it.

Request an Investor Packet



Get the company’s phone number somewhere. You might get it from
Value Line, a magazine article, the Internet, a custom software package, or
directory assistance. On the World Wide Web, try typing www.NAME.com
to find the company’s site. For instance, you’ll find Microsoft at
www.microsoft.com, IBM at www.ibm.com, Federal Express at
www.fedex.com, and Ford at www.ford.com. The company site should
contain investor information and might include a button to request a
complete packet. At the very least, you should find the phone number. If the
company name isn’t its Web address, search on the company name at a site
like Google or Yahoo! They will probably return lots of site links for you to
explore for the phone number.

Once you have the number, call it and ask to speak with the Investor
Relations Department. The receptionist might ask if you need an investor
packet and just take your address on the spot. Otherwise, you’ll be
transferred to Investor Relations. Tell the friendly voice that you want a kit
that includes:

✔ The annual report
✔ The 10-K and 10-Q
✔ Analyst reports
✔ Recent press releases
✔ Any free product samples

While the free samples are a long shot—especially if you’re investing in
Ford or Boeing—the rest is pretty standard. A week to ten days later, your
very own investor packet will arrive free of charge. What a joy, capitalism!

If you can’t find the company’s phone number, contact the Public
Register’s Annual Report Service to obtain a free current annual report for
any public company. The website is www.prars.com and the phone number
is 800-4-ANNUAL. You can order up to eight annual reports at a time. You
won’t get a packet as complete as the one from investor relations, but the
annual report is better than nothing.

Tear open the envelope and . . .

Read the Investor Packet

http://www.name.com/
http://www.microsoft.com/
http://www.ibm.com/
http://www.fedex.com/
http://www.ford.com/
http://www.prars.com/


Clear a space on your kitchen table or desk and spread the contents of the
investor packet in front of you.

Annual Report

Start with the annual report. It’s probably very attractive because it’s as
much marketing collateral as it is informative. Sometimes, if you’re
researching very young companies, the annual report will be little fancier
than a student term paper. I personally like that. The money can be put
toward something that will earn a profit. That’s what we’re all in this for,
darn it!

Opening the report, you’ll probably be greeted with a letter from the
Chief Executive Officer. Next, you’ll page through photos of company
headquarters, happy customers, select employees, and lots of product
displays. Following the photo gallery is usually an article about the
company’s roots, its recent accomplishments, its mission statement, and
how well equipped it is for the future. The easygoing stuff generally
concludes with a reprinted advertisement or one that was created
specifically for the annual report.

They’re all a bit different, but that’s the general idea. Read over the fun
stuff, then move along to the financial statements. They’re almost always
contained in the back half of the annual report, but occasionally they’re
separate.

Let’s learn about the financial statements by looking at real-life numbers
from IBM’s 2006 annual report. We also examined IBM on the Value Line
report earlier.

Balance Sheet

A balance sheet is a quick look at what a company owns and what it
owes, also known as assets and liabilities. The difference between the two is
called stockholders’ equity and is what causes the balance sheet to balance.
Rather than drag you through Accounting 101, I’m going to highlight just
the important parts of the sheet. Here’s IBM’s:



IBM 2006 Balance Sheet

Liabilities

Assets

Assets are divided into current and long-term. Current assets are things
like money in the bank and uncollected invoices. Long-term assets are
things like buildings. I spared you the tedious divisions on my excerpt and
just showed a couple important items along with the total.



Cash is exactly what you think it is. At the end of 2006, IBM had $8
billion in its bank account—nearly twice what I had at the time. You want a
company to have plenty of cash so it can pay its debts and take advantage of
opportunities, such as buying smaller companies.

Notes and accounts receivable is money that IBM was owed by
customers for computer hardware, software, and services. Whereas your
drinking buddy might owe you a ten spot for last Friday, IBM’s buddies
owed the company $10.8 billion at the end of 2006. On the one hand, it’s
good to see a lot of money coming to IBM in the future. On the other hand,
you don’t want receivables to grow faster than sales. You’ll find sales on
the income statement.

The rest of the asset section shows things like marketable securities,
inventory, plant and property, and other things that IBM owned. I’ve added
it all together as “a bunch of other stuff I won’t list.”

Liabilities

Liabilities are also divided into current and long term. Current liabilities
are due within a year while long-term liabilities are due further in the
future.

The liabilities section is pretty straightforward. Taxes are what the
company owes to the IRS just like you need to pay every year.

Debt is bad. You would like to see as little debt on the balance sheet as
possible, both current and long term. You’d love to invest in companies that
don’t have any debt. As Peter Lynch points out, a company can’t go
bankrupt if it doesn’t owe any money. IBM owed a staggering $22.7 billion
at the end of 2006.

The last item is accounts payable. That’s the money IBM needed to pay
its suppliers for items purchased on credit.

Stockholders’ Equity

Stockholders’ equity is the difference between assets and liabilities. It
consists of outstanding shares of stock and other things like retained



earnings and unrealized gains. Added to liabilities, stockholders’ equity
causes the balance sheet to balance.

Income Statement

An income statement shows the company’s earnings and expenses. It’s
where you can figure the all-important gross profit margin, the difference
between what a company earns and what it spends. Here’s an abbreviated
version of IBM’s income statement:
IBM 2006 Income Statement

Cost



There’s not a lot to it, really. Revenue shows you what IBM sold in each
division of its business. Cost shows you what it cost IBM to achieve those
sales in each division. Then the statement breaks the numbers down into
investor-centric stuff like gross profit and earnings per share.

You can see that IBM increased its revenue while reducing its cost from
2005 to 2006, thereby adding an extra $1.8 billion of gross profit. That’s a
good sign. You want gross profit to grow from year to year.

Gross profit grew a lot, and so did earnings per share. Each share of stock
earned only $4.96 in 2005 but earned $6.20 in 2006. That’s a 25 percent
increase! Current shareholders love to see that. The bottom of the income
statement provides an additional explanation for the jump in earnings per
share: There were 70 million fewer shares in 2006 than in 2005. IBM
bought back a lot of its stock, another plus for current investors.

Want to check IBM’s math? On your calculator, divide the 2006 net
earnings applicable to common shareholders (9,492,000,000) by the number
of shares outstanding in 2006 (1,530,806,987) and see if you get the same
net earnings per share figure that they got. If you don’t, call the Securities &
Exchange Commission . . . or your calculator manufacturer.

10-K and 10-Q

If you want hard numbers without all the fancy marketing copy in the
annual report, you’re going to love the 10-K and 10-Q. Each is a meatier
version of the financial information found in the annual report. 10-Ks come
out yearly while 10-Qs come out quarterly. 10-Qs include management
discussion of current issues facing the company. 10-Ks are audited, 10-Qs



are not. As for the numbers on these sheets, you’ll find revenues, costs,
expenses, operating profits, net income or loss, and other items.

Stock Screeners

Since the earlier editions of this book, it’s become easier and cheaper to
find good stocks. As recently as a few years ago, stock databases came on
CDs. You had to install the programs, then get data updates by downloading
files from websites or receiving new CDs every month. The programs were
expensive, too. Some cost more than $500 per year.

Free online stock screeners have changed the rules. Pros used to scoff at
pared-down tools from places like Yahoo! Finance, and some still do. The
thing is, free tools are no longer pared down. They do everything an
individual investor needs them to do. Much as I’ve looked—and I’ve
looked a lot—I can’t see any compelling reason to pay for stock software
anymore.

All you want from a stock screener is quick, easy research that allows
you to make your own best decisions. With that directive in mind, let’s look
at three screeners.

Yahoo! Finance Stock Screener

This is what I use every day. It provides fast results that you can sort by
any criterion. If you get too many companies, just add more criteria to
whittle the list down, or make your parameters stricter.

For instance, in February 2009 I was interested in companies that had a
price-to-sales ratio (P/S) below 5, a price-to-earnings ratio (P/E) below 10,
and projected earnings-per-share (EPS) growth in the five years ahead of
more than 50 percent. I typed those criteria into the screener, and received
163 results.

That was too many, so I dropped the P/E to 5. That still left 67
companies. Next, I slapped on a minimum profit margin requirement of 30
percent and got a tidy list of 16 companies. I clicked the “5 yr Growth”



criterion header in the results table twice to resort the list in descending
order from highest growth rate to lowest. The whole process took less than
two minutes.

The fastest growers included DryShips (DRYS $5), Gulfmark Offshore
(GLF $24), and Transocean (RIG $55). All three were cheap from the
global economic slowdown in 2008 that dropped oil prices dramatically and
reduced shipping volume.

Whether or not they did well (see for yourself by typing their symbols
into Yahoo! Finance and checking their current prices) is not our concern
here. What I want you to appreciate is how quickly I was able to find these
potentially profitable recovery stories using Yahoo! Finance Stock Screener,
and how easy it was for me to conduct additional research with just a few
mouse clicks.

The basic HTML screener is usually fine for me, but Yahoo! also offers a
Java screener that’s fancier. It has a regular desktop software-like interface
instead of a webpage interface, and offers more screening criteria. It, too, is
free.
  
Contact Information: screener.finance.yahoo.com/newscreener.html

Morningstar Stock Screener

Morningstar’s screener is another good alternative. It taps into the firm’s
helpful analysis tools like its stock types, equity style box, and grading
system.

In February 2009, I screened for aggressive growth companies with “A”
grades for growth, profitability, and financial health. Whereas that same
request turned up 51 companies two years prior, it found only four after the
crash of 2008. I could have clicked the “Score These Results” button and
gone to a score card to specify the importance of each criterion by clicking
radio buttons between 1 and 10 beneath it.

The list of the top ten scoring stocks would have appeared to the right of
the criteria and would be updated on the fly as I clicked away. With only
four winners, though, that step wasn’t necessary. The four were Cognizant



Technology Solutions (CTSH $20), Hansen Natural (HANS $34), Life
Partners Holdings (LPHI $18), and Neustar (NSR $16).
  
Contact Information: screen.morningstar.com/StockSelector.html

MSN Money Screener and StockScouter

MSN Money’s screener takes a different approach. Its interface is simple
with dropdown menus that keep searches focused on basic notions rather
than specific data.

For example, the choices for P/E are just “Any,” “As high as possible,”
and “As low as possible.” The idea is that you probably don’t care
specifically if the P/E is 9.7, but just that it’s low. The data set returned is
usually small, but unfortunately it can’t be sorted. I find myself feeling that
something is being missed with this screener. It’s just a little too basic, but
could be handy for quick ideas.

A more useful tool to me is MSN Money’s StockScouter. It’s a rating
system that assigns some 5,000 stocks a number from 1 to 10 on a bell
curve, with 10 being the best potential for beating the market. In February
2009, there were 178 stocks rated 1, 591 rated 5, and 127 rated 10. I clicked
on the group of 10-rated stocks, wondering as I did so why anybody would
go anywhere else.

The group came up in a table with sortable column heads, and I could
add columns to the table by checking boxes next to additional criteria. I
sorted the table in descending order from highest to lowest expected six-
month return. The top 16 stocks were projected to gain 15.17 percent in six
months, and included Akamai Technologies (AKAM $18), Double-Take
Software (DBTK $7), and Deckers Outdoor (DECK $55).

Finally, MSN Money offers a deluxe screener via download. Personally, I
prefer keeping everything online.
  
Contact Information: moneycentral.msn.com/investor



The Internet

What started as a gathering of investors under a buttonwood tree in lower
Manhattan turned into the New York Stock Exchange. To trade, you had to
be there. Then the telephone came around and people could call their orders
in. Now, a successful investor can go his or her entire life without ever
seeing Wall Street. Nothing represents everyman’s worldwide access to the
markets better than the Internet.

For a list of links to each resource below, visit my site at
www.jasonkelly.com/investonline.

Investment Sites

This section contains summaries of the best investment sites I know.

Barron’s Online

I’ve liked Barron’s for years, and the newspaper’s website brings all the
benefits of its print publication to the Internet, with extra features to boot.
The quality of writing leads the industry, with the wit of editor Alan
Abelson bringing a smile to many a worn trader on the weekend. He’s
rarely right about where the market’s heading, because he always thinks it’s
going to crash even though history shows that it usually rises, but you won’t
care because he’s so entertaining. He had a field day in 2008, though!
Elsewhere on the site you’ll find plenty of data in the famous Market Lab,
commentary, interviews with experts, highlighted charts, research tidbits
from analysts, forecasts from publications both mainstream and eclectic,
and even a portfolio tracking service.
  
Contact Information: www.barrons.com

Bigcharts

http://www.jasonkelly.com/investonline
http://www.barrons.com/


Bigcharts, a division of MarketWatch, which is a division of Dow Jones
& Company, provides free investment charts. They’re customizable by time
frame, offer benchmarks for comparison, come in various styles, and are
available in a printer-friendly format.
  
Contact Information: www.bigcharts.com

Briefing.com

You’ll find a refreshingly hype-free collection of news, commentary, and
analysis at Briefing.com. It’s clear from the writing that the staff specializes
in finance, not English, and sometimes that’s just fine. They make their
points with little regard for style. The free section of the site contains 30-
minute market updates, breaking news, a look at story stocks, an active
portfolio that has performed well, an after-hours report, and updates on the
economy.
  
Contact Information: www.briefing.com

BusinessWeek

The popular magazine keeps a well-organized website. You’ll find every
important business story, plus an excellent investor section accessible
quickly from a horizontal tab menu. The website’s partner is Standard &
Poor’s, so there’s plenty of reliable data in articles, charts, and a glimpse of
content from S&P’s newsletter, The Outlook. Expect this partnership to last.
Both BusinessWeek and Standard & Poor’s are part of The McGraw-Hill
Companies.
  
Contact Information: www.businessweek.com

ClearStation

http://www.bigcharts.com/
http://www.briefing.com/
http://www.businessweek.com/


ClearStation, an E*Trade subsidiary, calls itself “The Intelligent
Investment Community.” Members provide their own picks and pans from
the market and the site tracks their performance. You can see who’s done
well, what their current portfolio looks like, and follow along for whatever
profit or loss they achieve. It’s free to register, after which you’ll be an
official “clearhead.” You can also elect to receive daily stock ideas from the
A-list of amateur analysts. ClearStation is a way to find potential
investments, but always conduct your own research before following any
advice. Be keenly aware that the site focuses on short-term trading and
E*Trade hopes you’ll use its brokerage services to place such trades. Still,
with your wits about you at all times, take a peek at the lively discussions to
find some profitable leads.
  
Contact Information: clearstation.etrade.com

Google Finance

As with most offerings from Google, the online giant’s finance site is
simple and fast. Its stock profiles provide the usual statistics, a nice
interactive chart, and windows into commentary from both Google
discussion boards and external blogs. Its company management section is
particularly well done with thumbnail photos of most officers along with
links to their biographies and recent trading activity. The site offers free
portfolio tracking.
  
Contact Information: finance.google.com

Jason Kelly

I use my website to track every investment strategy I’ve written about.
You’ll find updates to information contained in my books, articles on
current investment issues, and other financial pointers. If nothing else, get



yourself on my free email list to get periodic commentary and investment
ideas. I promise not to send you any credit card ads.
  
Contact Information: www.jasonkelly.com

MarketWatch

MarketWatch, brought to you by Dow Jones & Company, collects the
latest news headlines but also brings columnists who offer their take on
developments. The roster is a revolving list that changes with each edition
of this book. The latest includes Mark Hulbert of Hulbert Financial Digest
fame.
  
Contact Information: www.marketwatch.com

Morningstar

Morningstar has been the definitive source of mutual fund information
for years and has diversified its coverage to include stocks. That dual focus
combined with the company’s expertise in presenting research has produced
a superb investment website. The usual discussion boards and portfolio
tracking are in place along with features you won’t find elsewhere such as
Instant X-Ray, where you input your portfolio holdings and get a report
showing where your money is allocated by asset class, market cap, interest
rate sensitivity, industry sector, and region of the world. You’ll be surprised
at how much of Morningstar’s premium research is available on the website
for free.
  
Contact Information: www.morningstar.com

Motley Fool

http://www.jasonkelly.com/
http://www.marketwatch.com/
http://www.morningstar.com/


The Motley Fool is a popular stock forum. Named for a line in
Shakespeare’s As You Like It, the site is not for fools at all but rather for
everybody who stands apart from Wall Street’s so-called wise men: full
commission brokers, market prognosticators, and gurus. Shakespeare wrote,
“I met a fool i’ the forest, a motley fool.” At this site, Wall Street’s wise
men are foolish and the Motley Fools are wise, hence they’re labeled Fools
with a capital F. The site’s claim to fame is its extensive message board
system covering almost every public company. The level of thought that
goes into many of the posts is enlightening, above what I’ve run into
elsewhere online. If you’re wondering about a stock, swing by The Motley
Fool and see what its community thinks. Typing the symbol will take you
straight to a discussion about your stock, or you can view the top 25 boards
for new investment ideas.
  
Contact Information: www.fool.com

RGE Monitor

RGE Monitor is the economic firm founded by Nouriel Roubini, a
professor at NYU’s Stern School of Business and a former senior advisor to
the U.S. Treasury. RGE stands for Roubini Global Economics. The site
covers nearly every aspect of the global economy in click-down sections
with succinct summaries, data points, and links to expanded articles. In the
site’s own words, it provides, “The economic and financial intelligence that
matters.” Complete access requires a subscription, but some good material
is available for free.
  
Contact Information: www.rgemonitor.com

Seeking Alpha

This is one of the Internet’s deepest collections of investment content.
Lest the name confuse you, here’s the site’s explanation: “Alpha is a finance

http://www.fool.com/
http://www.rgemonitor.com/


term referring to a stock’s performance relative to the market; it’s used
more loosely by fund managers to describe beating their index, so every
stock picker is seeking alpha.” The site shows articles from blogs,
investment firms, newsletters, and its own writers. You’ll even find analysis
from yours truly.
  
Contact Information: www.seekingalpha.com

SmartMoney

SmartMoney maintains a dynamite investment site with unique Java tools
like a map of the market and a tear-off portfolio watchlist. The same top-
flight journalists that write for the magazine contribute articles to the site.
All are archived for easy retrieval. Among my favorite features are the
pundit watch, which tracks the calls of top Wall Street analysts, and the
updates on how SmartMoney recommendations are performing. If a good
company dips, you’ll see it here and can consider buying on sale.
  
Contact Information: www.smartmoney.com

StockCharts.com

You may be able to guess from the name what this site focuses on. Its
charts are easy to create, a joy to look at, packed with features, and
powerfully customizable. The site’s Chart School is helpful. In addition to
free charting capabilities, it offers subscription plans, including Market
Message, a newsletter by technician John Murphy.
  
Contact Information: www.stockcharts.com

TheStreet.com

http://www.seekingalpha.com/
http://www.smartmoney.com/
http://www.stockcharts.com/


TheStreet.com founder James J. Cramer once called his site “The Motley
Fool with a brain.” That’s a harsh way to put it, but I will tip my hat to
TheStreet.com. It provides dozens of daily articles from pros. There are
tech articles and health care articles, tips on charting and tips on reading a
company’s fundamentals.

Most of the site requires a subscription and some of the articles within
the subscriber area come from specialty online publications that require an
additional subscription. Everything comes with a free trial period of two
weeks or a month and you are not charged until the trial period is over.
That’s plenty of time to see if any of the site’s features fit your investment
approach.
  
Contact Information: www.thestreet.com

Yahoo! Finance

Yahoo! Finance is the champion investment research site. I use it every
day. It aggregates most of what you need to know about a stock or mutual
fund into one free location. Company and fund profiles are complete with
management information, contact numbers, price history, split history,
recent announcements, recent and archived news stories, blog postings, and
everything else you’d expect. Profit margin? It’s there. Return on
investment? It’s there. An interactive chart with adjustable time frame
parameters and the ability to add other stocks and indexes for comparison?
It’s there. From how a stock did in the last five years to how it did in the last
hour, Yahoo! Finance has you covered. You can create as many portfolios
and watch lists as you want. Everything is fast and free.
  
Contact Information: finance.yahoo.com

Other Sites

http://www.thestreet.com/


Other investment sites that might appeal to you include Bloomberg at
www.bloomberg.com, CNN Money at money .cnn.com, the Financial
Times at www.ft.com, Minyanville at www.minyanville.com, and MSN
Money at moneycentral .msn.com.

Worthy financial blogs include Bespoke Investment Group at
bespokeinvest.typepad.com, The Big Picture at www.ritholtz.com/blog,
Calculated Risk at www.calculatedriskblog.com, Footnoted.org at
www.footnoted.org, Infectious Greed at paul .kedrosky.com, and The Kirk
Report at www.kirkreport.com.

For links to breaking investment articles, stop by Abnormal Returns at
www.abnormalreturns.com and RealClearMarkets at
www.realclearmarkets.com. You’ll find plenty about exchange traded funds
like the ones available for Double the Dow and Maximum Midcap at
www.etfconnect.com. You can buy and sell entire predetermined portfolios
at www.foliofn.com. If you want more charts and technical analysis tools,
try www.decision-point.com and www.prophet.net.

The Securities and Exchange Commission maintains a site at
www.sec.gov. Search for a company’s EDGAR filings and other documents
at www.secinfo.com. Get economic data at www.economicindicators.gov.
Monitor insider investment activity at www.j3sg.com.

The New York Stock Exchange is at www.nyse.com and the NASDAQ is
at www.nasdaq.com.

Want more information about investing? Stop by the American
Association of Individual Investors at www.aaii.com and the National
Association of Investors Corporation at www.betterinvesting.org.

http://www.bloomberg.com/
http://www.ft.com/
http://www.minyanville.com/
http://www.ritholtz.com/blog
http://www.calculatedriskblog.com/
http://www.footnoted.org/
http://www.kirkreport.com/
http://www.abnormalreturns.com/
http://www.realclearmarkets.com/
http://www.etfconnect.com/
http://www.foliofn.com/
http://www.decision-point.com/
http://www.prophet.net/
http://www.sec.gov/
http://www.secinfo.com/
http://www.economicindicators.gov/
http://www.j3sg.com/
http://www.nyse.com/
http://www.nasdaq.com/
http://www.aaii.com/
http://www.betterinvesting.org/
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This Book’s Strategy

You’ve come a long way, my friend. You speak the language of stocks,
you’ve studied master investors and the lessons of history, you know how to
use permanent portfolios, you’re all set up with your discount broker, and
you know both how and where to conduct research. After all that
preparation, it’s time to assemble a strategy of your own. That’s the focus of
this chapter.

The strategy has three parts. First you’ll build a core portfolio with the
methods you learned in Chapter 4, next you’ll assemble and track a list of
potential investments, then you’ll manage a portfolio of individual stocks
from your list to enhance the returns of your core portfolio.

I’m trembling as I write. Profits are near. Years from now you’ll look
back and scribble in your personal journal the words of John Keats: “Much
have I travel’d in the realms of gold . . .”

Build a Core Portfolio

Before you travel the realms of gold in search of riches, you need a
strong fortress from which to base your searches. You can retreat to the
fortress when your search party turns up nothing or is attacked by
marauding bears. Your fortress will probably start small, but will grow in
size as your search party returns with riches.

You’re going to combine growth and value in your fortress and your
search party. Some of the best investors combine these two approaches and
history shows that they coexist well. Often, when growth investing is
struggling in the market, value investing is soaring and vice versa. By
combining the two, you should come closer to steady superior returns.



You’re going to rely on a proven team to build your fortress: permanent
portfolios.

Use Double the Dow to put all 30 Dow companies to work on your
fortress at twice their normal strength. I provide background for all the Dow
strategies in Chapter 4 and explain Double the Dow specifically on page
122. For an approach with an even better record, use Maximum Midcap to
put 400 medium-sized companies to work at twice their normal strength. I
explain that approach on page 126.

No matter which permanent portfolio strategy you choose, you’ll add
considerable strength to your fortress. When the Hun attacks with his army
of bears, you’ll be glad to have Dow or midcap companies ready to
scramble and repair the curtain walls.

Maintain Your Stocks to Watch Worksheet

Once you’ve built a core portfolio, you’ve got a strong fortress from
which to base your searches for wealth. The fortress should stand through
good times and bad, strengthened by proven permanent portfolios. Now it’s
time to enter the wild world of individual stock picking. You’ll rely on the
advice you received from the six master investors in Chapter 2 and history’s
lessons in Chapter 3.

To shield yourself from the influence of rumors, great stories from your
neighbors, catchy headlines, and cool-sounding company names, you’re
going to keep a personalized list of 20 companies to watch. That’s right, just
20 companies. In order for a new company to get a space on the list, it must
be better than one of the current 20. By structuring your list in this fashion,
you force it to improve over time.

Continuing the realm of riches metaphor, this list is your roster of
henchmen that you use to assemble search parties. When you actually
invest in one or more of the stocks, you send them out of your fortress to
find riches. When you sell, they return to the fortress, where you store the
money either in your permanent portfolio or cash coffers. The realm is a
nasty place outside the fortress. Some of your henchmen may never return.
In other words, some stocks might go to zero and you’ll strike them from



your list. Sometimes you’ll sell a stock but still keep an eye on it. It stays on
your list until something better comes along to bump it off.

I love this system. When I first started looking for good investments on
my own, my life piled high with company reports, Value Line pages,
Standard & Poor’s profiles, magazine articles, and so on. It became so
ridiculous that at one point I thought my portfolio was coming together
based on which papers beat their way to the top of the pile that day. That’s
not a good way to invest.

So I stole a blank sheet of paper from my laser printer and scribbled
across the top, “Stocks I Like.” Then I went through every stack of paper,
writing down the name of each company and a few measurements that were
easily obtained from the paperwork. When the last piece of paper hit the
floor, I had a list of 58 company profiles in front of me. Picture me looking
at the sheet of paper as fairy dust sprinkled the air. What a revelation!
Putting every company in the same place with the same measurements
allowed me to instantly see which companies were most attractive. I
scratched out the duds and gleefully whittled my list to a tidy group of 20
stocks. I’ve never looked back since. Now, whenever I encounter a stock tip
in an article, a conversation, or on a bathroom wall, I simply find its
worksheet measurements, compare it to the 20 stocks I’m watching, and see
if it beats out any of the current 20. If not, I forget about it. If so, I strike the
weakest of the 20 and replace it with the new stock. In the course of this
simple process, I either save myself the hassle of reading a lot of material
on a new company or I strengthen my list of potential investments.

Constant scrutiny of your list is healthy. Call it investment Darwinism or
natural stock selection. I’ve evolved alongside my list since that first
glorious day with the fairy dust. I now call the process Stockwatch and list
my companies on the Stocks to Watch Worksheet. There’s a copy for you in
the back of this book. Let’s explore how to use it.

Gather the Worksheet Criteria

You should be bursting with investment ideas after spending time with
the resources explained in the previous chapter. If you’re like me, there will



be too many great investments and not enough money. The trick now is to
pare your satchel of stocks down to the best 20 for placement on your
stocks to watch worksheet. That’s what this section is all about. It’s the
heart of our strategy. We’ve reached the point of your investment journey
where it’s time to discover specific measurements that capture the advice of
our six master investors, reflect the lessons of history, and are easy enough
for you to actually use. Too many books list hundreds of ideal
measurements for your stocks to possess, but fail to note that it takes hours
just to find them all—if you ever do. I don’t have the patience for such
approaches and assume that you don’t either.

For convenience, I group all measurements on the stocks to watch
worksheet. To pack in all the information I like to know about a company, I
needed to break the worksheet into two sets of column headings and put
only 10 companies on a page. Thus, to track 20 companies, you’ll have two
stocks to watch worksheets. Your 20 stocks might contain 5 large cap value
companies, 5 medium cap growth companies, and 10 small cap growth
companies in one place. The combination will be unique to your interests,
of course, but you don’t need to juggle multiple criteria for different types
of companies. I designed the worksheet to be flexible enough to follow any
stock you like.

If you’re scouring stocks for the first time, your goal is to build your
initial list with the 20 best stocks you can find. Thereafter, you will
scrutinize every stock you encounter against the 20 already on your list.

Your worksheet is in the back of the book. Follow along as I explain each
measurement and where to find it. The worksheet looks like this:

For each measurement, I explain what it is, the requirement to make your
list, the ideal direction of the measurement, and where to find it. In some



cases, not all of the items apply, so I leave some out. Also, rather than
reprint sample pages from information sources such as Value Line, I point
you to the resources section where I reprint a sample page one time and
identify each pertinent piece of information on it. You’ll eventually know
by heart where to look for the information you need.
  
Company Basics

These are the essential measurements of a company. They tell you who
the company is, its stock price, and how big the company is.
Company Name, Symbol, and Phone

We’ll start out easily enough. Simply fill in the name of companies that
make your list, their ticker symbols, and their phone numbers. Make sure
you get them right. That sounds silly, but a friend of mine bought a ton of
MFS Communications (NASDAQ: MFST) back in June 1996 thinking he
was buying Microsoft (NASDAQ: MSFT). Switching the F and S leads to a
world of difference. Microsoft rose from a split-adjusted $7.50 in June 1996
to $20 in January 2009. MFS Communications was acquired by WorldCom,
which declared bankruptcy in July 2002. Luckily, my friend caught his error
on his next monthly statement.
  
Where to Find It: If you encounter a stock in an article, its symbol is
usually provided in parenthesis after the first appearance of the company
name. You’ll find abbreviated company names and ticker symbols in almost
every newspaper’s stock tables. You can also look up names and symbols
on the Internet or buy a copy of Standard & Poor’s The Ticker Symbol
Book. It’s updated every year and arranges companies alphabetically by
symbol in the first half of the book and by name in the last half. It also
shows which exchange each stock trades on. The book costs less than $10
and is great to have sitting in your briefcase or next to your computer.



For company phone numbers, consult Value Line. It prints the address
and phone number in the middle of each company’s profile page.
Current Stock Price 
and 52-Week 
High/Low

This is simply the stock’s recent trading price along with its high and low
over the past 52 weeks. It’s always good to know the current price because
that’s what you’ll be paying if you buy now. The high and low are good to
know because they’ll give you an idea if the current price is near the top or
bottom of the range. Lots of growth investors prefer to buy near the top of
the range, hoping that the stock will continue pushing the upper limit. Many
value investors prefer to buy near the bottom of the range, hoping that the
stock recovers to its previous highs. There is no such thing as an ideal stock
price.
  
Where to Find It: Any newspaper’s stock table lists yesterday’s trading
price and the 52-week high and low. The Internet is also a convenient place
to find stock price information. Stock quotes are one of the most common
reasons people go online. Well, at least people like me.
Market 
Capitalization

This shows you how big the company is. To refresh your memory,
determine market capitalization by multiplying the number of outstanding
shares of stock by the current stock price. The number you get will reveal
whether the company you’re considering is large, medium, or small. Know



the size of companies you’re considering so you have an idea whether your
portfolio is weighted too heavily toward one size or another.

You may already be investing in larger, established companies through
the Dow. Remember that the 30 Dow stocks contain names like Boeing,
Coca-Cola, Disney, IBM, Intel, 3M, McDonald’s, Microsoft, Merck, and
Wal-Mart. They’re the hugest of the huge.

If you’re already in larger companies through the Dow or other large cap
index, consider focusing your individual stock picking efforts on smaller
companies. They’ll add some spice to your portfolio and allow you to
capture a truer picture of the marketplace. I’m not suggesting you ignore
household names just because they’re big, I’m suggesting you make a
concerted effort to find undiscovered companies that will be tomorrow’s
household names. Referring back to the Morningstar capitalization table on
page 39, you’ll see that small companies had a median market cap of $940
million in early 2009.

Look for Smaller 
Companies

I can’t list an ideal market cap for a company because there is no such
thing. I quadrupled my money in IBM while friends lost 60 percent in
Diamond Multimedia, a small company. Opportunity and danger lurk
everywhere.
  
Where to Find It: You can find the total number of shares outstanding
listed in several places. The easiest is probably on the Value Line page
you’ll be using for gobs of other stock information. There you can see the
number of shares over the past 15 years in addition to the current number.



Another good source is Standard & Poor’s Stock Guide. Shares outstanding
is also printed with quarterly earnings in financial newspapers such as
Investor’s Business Daily. Finally, several Internet sites such as Yahoo!
Finance list market cap itself, saving you the time of calculating it.
Daily Dollar 
Volume

While market cap tells you a company’s size, dollar volume tells you
how much money trades in the stock on a given day. That information
determines how liquid the stock is, that is how easily it is bought and sold.
It’s easy to figure daily dollar volume: Multiply a stock’s average daily
trading volume by its share price. For example, on February 23, 2009,
Exxon Mobil’s daily trading volume was 40,719,343 and its price was
$69.30. Multiplying the two, you see that on that day the stock traded a
dollar volume of $2,821,850,740.

Most mutual funds won’t touch stocks with low dollar volumes because
it might be difficult for them to sell the stock in the future. If nobody’s
buying, the price will drop and the spread will be big. If you try selling
shares of Mister Magazine, people won’t even know what the company
does much less be interested in

Small Caps Should 
Have Low Volume



buying it. If you try selling shares of Exxon Mobil, there’s a buyer at every
turn. Mister Magazine is an illiquid stock, Exxon Mobil is very liquid.

Like market cap, there is no ideal number for daily dollar volume. The
measure is of most interest to small cap investors. If you’re a small cap
investor, you’ll look for low daily volume, say less than $3 million because
that means mutual funds will stay away until the volume starts increasing.
When it does, funds might buy in and drive the volume and price even
higher. You will have been invested since the early days when you and ten
other people followed the stock. Handsome profits should come your way.
Large cap investors don’t pay much attention to daily volume because it’s
always big and everybody already knows about the company. You’re not
going to sneak up on the world with shares of Exxon Mobil.

By the way, don’t get too illiquid no matter what your market cap
preference is. A widely accepted bare minimum trading volume is $50,000
a day. Much below that and you’re going to be selling your stock on the
street corner along with cheap pencils and windshield cleanings.
  
Where to Find It: The best place to locate volume information is Investor’s
Business Daily. Every day, it prints the number of shares traded in a stock
and the percentage that the number differs from the stock’s usual volume. In
IBD listings, you’ll find (along with other stuff) this information:

The number 852 is the previous day’s trading volume shown in
thousands. In this case, Exxon traded 852,000 shares. -42 shows you the
percentage difference that 852,000 is from Exxon’s usual volume. To arrive
at the average daily volume, just divide 852,000 by .58 (the difference
between 1, which represents 100 percent volume, and Exxon’s dip of 42
percent. 1 minus .42 equals .58) to get an average daily share volume of
1,468,966. Multiply that by the share price of $87.25 to get, ta-da, an



average daily dollar volume of $128,167,241. Every day $128 million of
Exxon stock changes hands.

You’ll also find volume information on the Internet.
Sales

It’s helpful to know how much business your companies are doing. Sales
reveals that number to you. Market cap, daily dollar volume, and sales
usually follow the same trend. That is, small companies tend to trade in low
dollar volumes and have modest sales. Large companies tend to trade in
large dollar volumes and have a lot of sales. In early 2009, oil and gas
explorer Quicksilver Resources had previous one-year sales of $741 million
while Coca-Cola had $32 billion.

Once again, I can’t tell you an ideal figure for this measure. Common
sense screams “Bigger, of course!” However, that isn’t always so. A lot of
small cap investors prefer sales to be little because it indicates that the
company is still undiscovered. Little sales can grow faster than big sales.
Coke can’t easily turn its $32 billion annual sales into $64 billion, but
Mister Magazine can turn its $5 million annual sales to $10 million just by
running a TV commercial. When sales and earnings grow quickly, share
price tends to follow.

You won’t pay too much attention to this figure for your large cap stocks.
In the price-to-sales ratio discussed later, sales per share becomes
important. But there are few times that I look at the overall sales of my
large company investments for anything other than curiosity: “$32 billion?
Wow, that’s a lot of Coke.”
  
Where to Find It: The easiest place to get sales is on your handy Value
Line sheet. It’s right there along with nearly everything else you could ever
want to know about a stock. By the time you’re finished with this book,
you’ll want an “I ♥ Value Line” bumper sticker on your car.



Financial websites also show sales for the trailing 12 months. Be aware
that sales are sometimes called revenue.
Company Health

Now you know the basic information about your company. It’s time to
see how healthy it is. This section discusses measurements that will tell
you.
Net Profit Margin

As you read in Chapter 2, a high net profit margin is one of Warren
Buffett’s requirements for investing in a company. On page 28, you learned
that a company’s net profit margin is determined by dividing the money left
over after paying all its expenses by the amount of money it had before
paying expenses. So, if a company makes $1 million and pays $900,000 in
expenses, its net profit margin is 10 percent ($100,000 divided by
$1,000,000).

Net profit margin is the first measurement on your sheet that looks
beyond a company’s size to the effectiveness of its operation. A
management team that can maintain a high net profit margin in the midst of
increasing competition is every investor’s dream. This one number answers
the question that gets to the heart of a company’s capabilities: How much of
its earnings does it keep?

On your worksheet, record the net profit margin and circle the up or
down arrow based on the trend over the past five years. If the numbers
aren’t consistently increasing or decreasing, look at the change from five
years ago and the projected figures for this year and next.
  
Required: Any company making your sheet should have a net profit
margin in the top 20 percent of its industry. These are the leaders in their
fields and where you want your money.

The reason I go with a relative value instead of an absolute value is that
typical net profit margins change from industry to industry. Airlines



generally have negative profit margins—I’m not kidding—and put in their
business plans guidelines for declaring bankruptcy. Most commodity
retailers such as supermarkets, auto parts stores, cheap clothing stores, and
consumer electronics stores have net profit margins below 5 percent. I’ve
seen some around 1 percent. For every dollar they sell, they keep a penny.

Companies with the highest net profit margins are those with exclusive
rights to something, such as a brand new laser printing technology. If
nobody else makes it, the company can charge whatever they want. Less
competition, or no competition at all, allows prices to rise and profit
margins to expand. As a consumer, you love low profit margins because
they mean less money out of your pocket. As an investor, you love high
profit margins because they mean more money out of customer pockets into
company coffers. Sometimes it doesn’t mean more money out of customer
pockets. If the company is truly clever, the high net profit margin will come
from cutting costs everywhere possible. That leads to a low price for the
customer but more money kept by the company. Yes, you cynic, win-win
situations are possible even in the business world.

I’ve met investors who insist on absolute minimum net profit margins,
say 15 percent. That immediately keeps them from investing in Wal-Mart
(3.3 percent), Nike (9.4 percent), and even Apple (14.7 percent). But
Microsoft passes with a net profit margin of 27.8 percent. Usually, people
insisting on absolute profit margins are small cap investors, and the most
common minimum is 10 percent.

If you decide in the course of your investment career that an absolute net
profit margin makes sense among companies you consider, pencil it above
the column heading on your worksheet. There’s nothing wrong with that.
I’ve personally found that my portfolio holds companies of all stripes and I
haven’t been able to find a minimum net profit margin that fits them all.
That’s fine, too. There are lots of ways to make money in stocks.
  
Ideal: With net profit margin, bigger is always better. If you have a
company on your sheet and encounter another in the same industry equal in
all regards but net profit margin, strike the old company and add the new
one. Sure, you’ll want to look at how big the difference is and if the new
company consistently boasts a higher margin, but you get the picture.



Bigger is better, and a big net profit margin getting bigger every year is
heaven.

Look for a High Net 
Profit Margin
Where to Find It: Yahoo! Finance Stock Screener (page 185) allows you
to group competitors by industry. You can then rank them by their net profit
margins, seeing in seconds who’s on top and who’s not.

You can also get net profit margins in other places online.
Cash and Total 
Debt

These two figures show you a company’s health. The master investors in
Chapter 3 teach that good companies have strong financial statements: high
net profit margins, lots of cash, and little or no debt. You just finished
reading about net profit margin. Now it’s time to discuss cash and debt.

A company with a lot of cash can respond to business needs better than
one with little cash. All a business does is buy things and sell them for more
than they cost. It takes cash to buy things whether they’re qualified
employees, new equipment, supplies, marketing material, or even other
companies. A business cannot have too much cash.

Debt, on the other hand, sucks a company dry. It eats up money that
could otherwise go toward those employees, equipment, and supplies. If a



business is forced to spend its money satisfying debt, then it can’t spend as
much strengthening its operation.
  
Ideal: We’ve already discussed cash and debt extensively, so I won’t
belabor the points here. Your companies should have a lot of cash, and little
or no debt. We’ll use ratios later in the worksheet to make sure the levels of
cash and debt are acceptable.
  
Where to Find It: Cash and debt are reported on a company’s balance
sheet. As with net profit margin, however, you can get what you need from
Value Line as well. It lists cash assets and total debt.

Look for Lots of 
Cash and Little or 
No Debt

You can also find the figures in stock databases and on the Internet.
  
Stock Health

You’ve got a pretty good picture of the company’s health at this point.
Let’s take a closer look at the stock’s health specifically. This section looks
at seven great vital signs for every stock.
Sales per Share



You already know the importance of a company’s sales. Now it’s time to
see that figure per share to understand how much you’re paying for a piece
of those sales.

In the sales discussion on page 203, I said there is no ideal sales figure.
Because sales per share is simply sales divided by shares outstanding, there
is still no ideal figure for sales per share. Small cap investors often prefer it
small while large cap investors usually don’t care except as it relates to
price. We’ll discuss that later in the price-to-sales ratio. For comparison’s
sake, let’s break down the sales figures for the two companies in the sales
discussion on page 203.

In 2008, Quicksilver Resources had sales of $741 million, while Coca-
Cola had sales of $32 billion. Each company had shares outstanding of 167
million and 2.3 billion respectively. Dividing the sales by the number of
shares outstanding gives us a sales per share of $4.66 for Quicksilver and
$13.80 for Coca-Cola.

On your worksheet, fill in the sales per share number and circle either the
up or down arrow based on the trend over the past five years. If some years
are up and others are down, you’ll need to exercise judgment to decide
whether it’s an up or down trend. Compare the current number to five years
ago. Is it bigger or smaller? Finally, look at projections. Is the company
expected to report higher sales per share next year?
  
Required: For growth companies, list only those that have increased sales
per share in each of the past five years and are projected to increase them
again this year and next.

Look for Increasing 
Sales per Share



Ideal: While you will insist on five years of increasing sales per share in
your growth companies, you want this number to have increased in each of
the past five years for all companies. Even stocks that have been hammered
in price will occasionally show a history of increasing sales. Those are great
bargains.
  
Where to Find It: Value Line prints sales per share for the past 15 years
and projects the figure for this year and next. If you enjoy using your
calculator, you could figure the number yourself by dividing sales by the
number of shares outstanding.

Sales per share is also available on the Internet and in stock databases.
Cash Flow per 
Share

As its name suggests, cash flow is the stream of money through a
company. You want it to be positive and you’d love it to be big. A positive
cash flow means the company is receiving in a timely fashion the profits
that it’s owed. It may come as a surprise to you that not every profitable
company can boast a positive cash flow. Why? Because some companies
sell their goods on credit. Let’s say Mister Magazine, my stalwart
subscription-selling company, came up with a promo that allowed people to
try their new magazine subscriptions for six months before paying. That’s
great for business. Thousands of people would pile onto the Mister
Magazine bandwagon and the company’s accountants could put those
promised subscription dollars on the books under “accounts receivable.” At
first glance, Mister Magazine appears to be flush with new profits.

And it will be—eventually. During the six-month lag time, lots of
expenses need to be paid. There are the prizes to buy for the company’s best
sales reps, fliers to be printed, electricity bills, energy bars for the bicycle-
based sales force, and so on. Where’s the money going to come from? Not
from the newly signed thousands of subscribers. They don’t owe a dime for



six months. If times get too tight, Mr. Mag might be swaggering its way to
the local bank for a short-term loan. I won’t even waste ink on how much
you and I hate debt by now. The situation at Mister Magazine would be
grim.

That’s why you want to invest in companies with positive cash flow.
They get paid as they sell. When the electric bill comes in, they cut a check
from their profits. They don’t need no darned bank because their businesses
generate cash.

I like to see cash flow per share as opposed to cash flow for the whole
company. Breaking this and other measures into their per share figures
makes for easy comparisons and easily computed ratios. In this case, we’ll
eventually record the price-to-cash-flow ratio.

Let’s look at some real-world figures for companies you know.In 1993,
General Motor’s cash flow per share was $12.06, Microsoft’s was $0.12,
and Nike’s was $1.40. In 2008, GM’s cash flow per share was -$7.05, down
from a high of $32.32 in 1997 and $31.49 in 2004. The company’s well-
advertised business trouble in the recession was reflected in its cash flow
per share, and it declared bankruptcy in June 2009. Value Line’s projected
2009 cash flow per share for GM was -$9.10. Little wonder the company
sought a government bailout to survive.

Meanwhile, in 2008, Microsoft’s cash flow per share was $2.16 but
projected to be $2.05 in 2009 as it suffered lower demand for its products
during the recession. Nike, too, hit hard times as its cash flow per share
declined from $6.39 in 2006 to $4.53 in 2008.

On your worksheet, fill in the cash flow per share and circle the up or
down arrow based on the trend over the past five years. As with sales per
share, use your own judgment to determine whether a company whose cash
flow per share fluctuates up and down over the years is in an uptrend or a
downtrend. Don’t forget to look at projected cash flow per share when
deciding on an arrow to circle.
  
Required: To make your list, a company must have a positive cash flow per
share. For growth companies, list only those that have increased cash flow
per share in each of the past five years and are projected to increase it again
this year and next.



Ideal: For all companies, bigger is better and you prefer it to have increased
over each of the past five years.
  
Where to Find It: Cash flow is reported on, surprise of surprises, a
company’s statement of cash flows. It’s one of the financial forms sent to
you along with the balance sheet and income statement.

Look for Increasing 
Cash Flow per 
Share

What we’re searching for is cash flow per share. While you could figure
it yourself by dividing the company’s cash flow by the number of shares
outstanding, it’s easier to just get it from Value Line. Just below sales per
share you’ll find cash flow per share for the past 15 years along with
projections for this year and next.

You’ll also find the information in stock databases and on the Internet.
Earnings per Share

This is the most commonly cited per share measurement. It’s the “E” part
of the P/E ratio, the first yardstick almost every value investor examines to
determine whether a stock is expensive or cheap. Before you can know the
P/E ratio, you need to see the earnings per share. Also, you want to know
whether earnings per share have been increasing or decreasing over time.
Growth investors insist on an increasing earnings per share.



On your worksheet, fill in the earnings per share and circle the up or
down arrow based on the past five years. For growth stocks, circle the up
arrow only if earnings have increased in each of the past five years and are
projected to increase this year and next. For value stocks, a super discount
is often accompanied by a dip in earnings. Occasionally, however,
something else hammers a stock’s price and earnings remain constant or
increase. In that case, you’re really getting a bargain. With value stocks, use
your judgment to decide on an up or down arrow based on whether the
current number is an overall increase from five years ago, whether the
increase is large or small, and by the projected earnings per share for this
year and next.
Required: For growth companies, list only those that have increased
earnings per share in each of the past five years and are projected to
increase them again this year and next. This requirement is by definition. A
growth company is a company that has been increasing earnings and should
continue doing so. Just to be safe, though, I wanted to spell it out. If you are
a growth investor, you’ll invest only in companies that have the up arrow
circled on your worksheet. In fact, the only companies that ever make it to
your worksheet are ones with up arrows. It’s a basic requirement for growth
investors.
  
Ideal: While earnings increases are required for growth stocks, they’re still
nice among value stocks. For every stock, you prefer to see five years of
earnings increases with projections for further increases this year and next.
  
Where to Find It: Below cash flow per share and sales per share, Value
Line prints earnings per share for the past 15 years along with projections
for this year and next. In two seconds, you can get all three of these
measurements from one place. That’s the kind of research I like.

Once again, you can find this information in stock databases and on the
Internet.



Look for Increasing 
Earnings per Share
Dividend Yield

You read a lot about this measure in Chapters 3 and 4. A high dividend
yield is the deciding factor used in the Dow dividend strategies and was
proven to work among large companies in James O’Shaughnessy’s study of
stock market history. It’s a very important figure to large company
investors.

Small company investors ignore dividend yield because small companies
don’t usually declare dividends and therefore have yields of zero. The
measure is neither a thumbs up nor thumbs down on a company that
declares no dividend. It’s a solid thumbs sideways, totally meaningless.
Thus, if you’re a small company investor, you’ll leave this column blank on
your worksheet.

On your worksheet, record the dividend yield. You’ll notice there are two
sets of arrows in this column. Circle the up or down arrow on the left based
on the past five years. As with the other measures in this section, use your
judgment to decide on an arrow. If the current dividend yield is
substantially larger than it was five years ago and is larger than it was last
year, that’s an uptrend. Dips along the way are common. Circle the up or
down arrow on the right based only on whether the current dividend yield is
larger or smaller than last year.
  



Ideal: In general, you want to buy large companies with high dividend
yields.

To split hairs over this, you prefer to invest when the overall dividend
yield has been decreasing but the change from last year to now has shown a
remarkable increase. On your worksheet, this translates to the left down
arrow circled and the right up arrow circled. Such a situation could indicate
a stock that has been growing in price over the past few years, but took a
quick fall recently. Notice that this is ideal, not required. I haven’t tested
this or confirmed it with anybody else. I merely read James
O’Shaughnessy’s findings in Chapter 3 and looked at how the Dow
dividend strategies work. Judging from those two sources, this treatment of
dividend yield among large companies makes sense. Keep it in mind, but
don’t let it cloud the tried-and-true technique of choosing large companies
with high dividend yields.

Large Companies 
Should Have High 
Dividend Yields

Remember, ignore dividend yield among small companies.
  
Where to Find It: Value Line prints the average annual dividend yield for
the past 16 years along with projections for this year and next. The measure
is of such importance to investors that Value Line prints the current
dividend yield at the top of the page.

You will also find current dividend yield listed in the stock tables of most
newspapers, in stock databases, and on the Internet.
Return on Equity



As you read on page 32, return on equity shows you what a company has
earned with the money people have invested in it. You simply divide net
income by total shareholders’ equity to come up with a percentage. For
example, if a company reports net income of $8 million and total
shareholders’ equity of $40 million, its return on equity is 20 percent. For
those who are very tired right now, 8 divided by 40 equals .20, or 20
percent. Warren Buffett likes this measurement because it gives a clear
picture of what a company does with its profits. If a company gets bigger
every year, it will probably earn more money. But investors should ask,
does it earn enough additional money to support its larger size? Return on
equity answers that. If a company can maintain a high return on equity as it
grows, you know that management is directing profits wisely.

Although there is no requirement for ROE, I like to see ROEs of at least
20 percent maintained or improved over the years. Occasionally, value
investors will accept low or negative ROEs in companies they think are
about to make a change for the better.
  
Ideal: 20 percent is a solid return on equity. Of course, bigger is better. If
you’re bargain hunting, you might accept a low or even negative ROE from
time to time. That should be quite rare, however. For the most part, you
want a company that continues returning substantial profits to investors. A
steady ROE will reveal that.



Look for a High 
Return on Equity
Where to Find It: Net income is reported on a company’s income
statement; total shareholders’ equity is reported on a company’s balance
sheet. You’ll receive both of these financial statements in the investor kit
mailed to you from the company. You would never invest in a company
without seeing these statements first. Remember, you’re a professional now.

Also, ROE is in most stock databases and on the Internet.
Insider 
Buys/Ownership

Remember that our master investors like to see insider ownership of a
company. If the people who run the place have a material interest in its
success, they’re more likely to do a better job. To that end, you want to own
companies that are owned by insiders.

It’s worth repeating that you shouldn’t pay attention to insider sells.
People raise money all the time for needs ranging from housing down
payments to exotic vacations. Sale of stock is not necessarily a comment on
the seller’s belief in the stock’s future. It might just be a need for cash.

A key insider buy is what lead me to watch Sun Microsystems for a good
opportunity in 2002. Bill Joy, one of Sun’s cofounders, sold more than one
million shares of Sun at prices between $74 and $87 in the year 2000. The
technology bubble popped and Sun plummeted to earth. He waited a couple
years and then bought one million shares on July 29, 2002 at prices between
$3.93 and $4.01 per share. The only reason he bought shares of his
company’s stock is that he thought it was undervalued and would eventually
go up. When Bill Joy bought again, I researched Sun and concluded that it
faced serious challenges, mainly from Microsoft, but that it was a survivor
and would be able to parlay its $3 billion in cash to a good recovery. I
monitored the stock. It dropped below Joy’s buy price, eventually reaching
$2.34 in October 2002. I bought one lot at $2.56, another at $2.96, and a



third at $3.23. The stock rose 168 percent to its 2007 high before crashing
with everything else in 2008.

Here’s another example. In February 2006, I noticed that 61 percent of
First Marblehead’s stock was owned by insiders. The student loan company
was embarking on a recovery after falling on analyst downgrades and a
bribery scandal that led its CEO to resign. The insider ownership combined
with other signs of business health led me to buy shares at $36.75. The
stock rose steadily, split 3-2 on December 5, and kept rising. By the time I
wrote this update in January 2007, the stock traded at $57, some 133
percent higher than my split-adjusted $24.50 buy price. Then came 2008
and the company’s near disappearance.

From their 2007 highs, Sun and First Marblehead fell 89 percent and 99
percent to their respective 2008 lows, showing yet again the importance of
trailing stops, which you read about on page 151.

On your worksheet, write the number of insider buys over the past year
and the percentage of insider ownership.
  
Ideal: The more insider ownership, the better. You can’t have too many
insiders buying shares of their own company. For small cap investors,
insider ownership is of particular importance because a lot of small
companies are just starting out and management is a crucial factor in their
success. The founder and president probably knows how to run the
machines, answer the phones, and respond to customer complaints. You
want that person to own a stake in the company. I like small companies to
have at least 20 percent insider ownership.
  
Where to Find It: Value Line prints a chart of insider decisions to buy and
sell. It lists the numbers for each month over the past year. Simply add up
the buy decisions and write the number on your worksheet. In a business
overview box in the middle of each company’s page, Value Line often prints
the percentage of the company that officers and directors own.

Insider ownership is also reported in The Wall Street Journal, Investor’s
Business Daily, and Barron’s. However, it’s rare for one of the publications
to be covering a company you just happen to be interested in. To find
insider ownership for a company you’re researching, the quickest path is a



call to the company itself. You’ll be calling to request an investor packet
anyway and can ask the representative about insider ownership.

Finally, websites such as J3SG focus on insider activity, and Yahoo!
Finance keeps an insider page for every public company. It shows who’s
buying and selling, how many shares, when, and at what price. That’s
where I discovered that Bill Joy was buying shares of Sun Microsystems.
Stock Buyback

It’s great to see a company buying its stock back. There will be fewer
shares outstanding, which improves the supply-demand ratio and should
increase the share price eventually. Also, as Peter Lynch wrote, “If a
company buys back half its shares and its overall earnings stay the same,
the earnings per share have just doubled. Few companies could get that kind
of result by cutting costs or selling more widgets.” You want to see your
companies buying back shares of their stock.

Simply write the word YES or NO in this column of your worksheet.
Make sure if you write yes that it’s a significant enough buyback program
to earn a yes. If the company bought back a few token shares one time, that
hardly qualifies as a stock buyback program. Use your judgment.
  
Ideal: You want a YES in this column.
  
Where to Find It: The best place to find out about a stock buyback
program is from the company itself. Contact the company by calling
investor relations or browsing the company website.
  
Past Performance

After seeing the current health of the stock, it’s a good idea to take a peek
at how it’s fared in the past. This section shows four measurements that tell
you.
EPS Rank



A company’s earnings per share drives just about everything related to
the stock. By now you know that. EPS rank looks at a company’s earnings
record and compares it to the earnings record of all other companies to see
how the company stacks up. It’s a quick way to see which companies are
earnings machines and which are earnings accidents.

EPS rank is printed every day in Investor’s Business Daily. The paper
takes each company’s earnings per share for the two most recent quarters
and computes their percentage change from the same two quarters a year
ago. That result is combined and averaged with each company’s five-year
earnings growth record. The final figures for every company are compared
with each other, giving each company a rank from 1 to 99, with 99 being
the best. Thus, a company with an EPS rank of 95 has earnings figures in
the top 5 percent of all companies in the tables.

This measure is of most interest to growth investors because they look
for consistently strong earnings and for the company to exceed
expectations. Value investors like earnings, too, but they’ll often buy a
company with struggling earnings if it means the stock is enough of a
bargain.
  
Required: Growth investors should insist on companies that have an EPS
rank of 85 or better. Value investors have no requirement for this measure
because they’ll accept lower earnings if it means a bargain stock with a
chance of recovery.
  
Ideal: For growth investors, bigger is better.
  
Where to Find It: Investor’s Business Daily prints every stock’s EPS rank
each day. How’s that for convenient? Simply locate your stock in the tables
and see its rank from 1 to 99 in the column titled EPS. A stock with a rank
of 85 has earnings results in the top 15 percent of all companies.



Growth Investors: 
Look for High EPS
Relative Price 
Strength Rank

This measure looks at the stock’s price performance in the latest 12
months. That’s it. It doesn’t look at stories, earnings, or price ratios. It
simply reports the hard numbers and answers the question, how did this
stock perform compared to all others?

Investor’s Business Daily updates the numbers daily, compares all stocks
to each other, and ranks them from 1 to 99, with 99 being the best. That
means a company with a relative price strength of 90 outperformed 90
percent of all other stocks in the past year.

As with EPS rank, relative price strength rank is of most interest to
growth investors. Momentum investing, a strict growth discipline, requires
investment in companies that have done well and should continue that
momentum to do well in the future. So, a high EPS rank combined with a
high relative strength rank could indicate a stock on a roll. Maybe even an
ace in the hole.
Required: Growth investors should restrict themselves to stocks with a
relative strength rank of at least 80. Value investors have no requirement for
relative price strength because it would preclude bargain companies.
  
Ideal: For growth investors, bigger is better.



Growth Investors: 
Look for High RPS
Where to Find It: Investor’s Business Daily prints every stock’s relative
price strength each day. Just find your stock in the tables and record its rank
from 1 to 99 on your worksheet. The column is titled “RelStr.” A stock with
a relative strength rank of 80 has outperformed 80 percent of all other
stocks in the past year.
Five-Year Sales 
and Earnings Gain

You’ve already found the company’s sales per share in the Stock Health
section of your worksheet. Now you’re going to find its average annual gain
for sales and earnings over the past five years. Our requirement for growth
companies is to have increased sales and earnings in each of the past five
years. Here we find out by how much.

With small companies especially, strong sales and earnings are essential.
The typical requirement is for them to have grown at least 25 percent over
the past year. We are looking at five-year history here. I like small
companies to have five-year average annual sales and earnings increases of
at least 15 percent. For larger companies, I accept nothing lower than 10
percent.

Want some real-world perspective? In 1999, General Motor’s earnings
per share were $9.18, Nike’s were $0.79, and Microsoft’s were $0.71. In
2004, GM’s were $4.95, Nike’s were $1.76, and Microsoft’s were $0.75. In



2008, GM’s were -$38.74 and had been negative since 2005, Nike’s were
$3.74, and Microsoft’s were $1.87.

About GM, Value Line analyst Jason A. Smith wrote in February 2009,
“Amid languishing sales and record losses, the auto maker is burning
through cash at an alarming and clearly unsustainable pace. . . . These
shares are too risky an investment at this juncture.”
  
Required: Look for companies that have grown both sales and earnings an
average of at least 10 percent a year over the past five years. For small
companies, require 15 percent.
  
Ideal: For those who like to see a strong history of sales and earnings,
bigger is better. Count me and a lot of others in that camp. There are some
who look for weak sales and earnings records in hopes of finding a
turnaround, but that approach makes me queasy. It forces you to buy into an
industry’s worst competitors instead of the best. I say stick with strong sales
and earnings even if you’re a value investor.
  
Where to Find It: Value Line prints both sales and earnings growth per
share for the past 5 and 10 years in a small box titled “Annual Rates” on the
left side of each profile page.

Look for Increasing 
Sales and Earnings

You can also find the measure on the Internet and in stock databases.
Five-Year Price 
Appreciation



This one’s simple enough. You just want to see how much the stock price
has changed over the past five years. I take the high price from five years
ago and compare with the current price. To compute the percentage change,
you can use the % CHG button on your handy business calculator or just do
it manually. For you manual types, divide the current price by the high price
from five years ago. Subtract one from the difference to get the percentage
change. For example, say Mister Magazine traded at a high of $22 five
years ago and is trading at $95 today. Divide 95 by 22 to get 4.32. Subtract
1 to get 3.32, or a 332 percent increase.

There’s no rule for this number. A lot of value investors prefer to see a
decrease from five years ago. Growth investors won’t touch a stock that has
lost money in the past five years. Regardless of your preference, it’s good to
know what happened to a stock in the past five years.
  
Where to Find It: Value Line prints the high and low stock price for the
past sixteen years at the top of each profile page. You can also get a recent
trading price at the top of the Value Line page. For a stock’s current trading
price, check the stock tables in a newspaper or get a quote from the Internet.
For historical quotes, use a stock database.
  
Projected Performance

After seeing the stock’s current health and how it has fared in the past,
take a look at projected performance. This section uses two measurements
from Value Line: projected sales and earnings, and projected stock high/low
price.
Sales and Earnings



It’s our old friends again. Sales and earnings comprise the lifeblood of a
company and have more influence on a stock’s price than any other
measures. It makes sense to see how they’re projected to grow in the next
five years.

I look for companies that are expected to grow by double digits. I get
stricter as company size gets smaller because small companies should be
growing faster than large ones.
  
Required: Large companies should be expected to grow at least 10 percent
a year, medium companies at least 15 percent, and small companies at least
20 percent.

Look for High 
Projected Sales
Ideal: Bigger is better.
  
Where to Find It: Value Line prints the five-year projected rates of change
for both sales and earnings in the same place you found results for the past
five years. It’s a box titled “Annual Rates” on the left side of the page.

There are lots of other places to find earnings projections including
publications from Standard and Poor’s, information from companies
themselves, subscription newsletters, and the Internet. Because you’re
already using Value Line for so much of your other information, it’s
convenient to rely on its projections.
Projected Stock 
High/Low



Want to see just how much money you stand to gain? This is the
measure. It relies on projections, of course, and those are never guaranteed.
But analysts spend their lives trying to be accurate and it never hurts to see
what they expect to happen. This measure simply records the projected high
and low stock price for the next three to five years.
  
Required: Both the high and low price projections must be bigger than the
current price. Never invest in a stock that’s expected to fall in price. Also,
make sure the low projection represents a worthwhile gain. If the stock is
currently trading at $50 and the three to five year projected low price is $55,
why bother?
  
Ideal: Bigger is better for both the high and low.
  
Where to Find It: I’m sure it’ll come as a shock to learn that Value Line
prints a company’s three- to five-year projected high and low price. The
numbers are in a box titled “(Years) Projections” on the upper left corner of
the page, where “years” is the three to five range. For instance, in 2010 the
title reads “2013-15 Projections.”

You’ll also find projections on the Internet.

Look for High 
Projected Prices
Rankings



Professional rankings are a quick way to see what others think of a
company you’re considering. The two Grand Pubahs of stock rankings are
Value Line and Standard and Poor’s. You’ll record rankings from each of
the two on your worksheet.
Value Line 
Timeliness/Safety

The folks at Value Line are nice enough to provide two rankings for every
stock. Each is on a scale from 1 to 5, with 1 being the best. Timeliness is a
prediction of how well the stock should perform relative to all other stocks
in the next 12 months. Safety is a measure of a stock’s volatility as
compared to its own long-term record. If a stock continually trades in a tiny
range, it is considered safe and receives a better rating, say a 1 or 2. If the
stock fluctuates widely from its historic average, it receives a rating of 4 or
5.
  
Required: I pay a lot more attention to the timeliness rank than the safety.
In many cases, I actually prefer a wider trading history because it means
there’s a better chance the stock will rise. That translates into a poor safety
rating, perhaps a 4 or 5. If a company is poised for tremendous things, I
want it to break from its historic average. So take the safety rating with a
grain of salt, unless you’re looking for steady dividend payers and don’t
want much fluctuation in the stock value.

As for timeliness, limit yourself to stocks with ranks of 1 or 2. Nobody
ever complains about a stock that rises in price.
  
Ideal: For timeliness, look for stocks ranked 1. There’s no ideal for safety
because some investors want volatility while others do not.



Look for a 
Timeliness of 1 or 2
Where to Find It: Value Line prints timeliness and safety in a box at the
upper left corner of each profile page. You can’t miss them.
S&P STARS/ 
Fair Value

The Standard & Poor’s STARS and fair value rankings are used to select
stocks for the S&P platinum portfolio, which consists of S&P’s favorite
stocks. Now you’ll gather both measurements for individual stocks you
select.

Standard & Poor’s uses its STARS system to predict a stock’s potential
over the next 12 months. STARS stands for Stock Appreciation Ranking
System, and classifies stocks from 1 to 5 with 5 being the best. I know, it’s a
bummer that Value Line makes 1 the best and S&P makes 5 the best. Try
this: Stars are in the sky and 5 is the highest number. Both are upward.
That’s a quick association to remember what S&P STARS strives for.

Fair value is a rank of the stock’s recent trading price compared to what
S&P considers its fair value. We’d all prefer to buy stocks at a price way
below their fair value. Therefore, S&P ranks all stocks on the handy 1 to 5
scale with 5 again being the best. That means stocks with a fair value rank
of 5 are the most undervalued—bargains—and stocks with a fair value rank
of 1 are overvalued—ripoffs. Well, they might not be ripoffs but they are



selling at a price considerably higher than S&P thinks they’re worth. In
politically correct terms, they’re value challenged.
  
Required: Limit yourself to stocks that are ranked 4 or 5 in each S&P
ranking. That keeps you in stocks expected to be among the best performers
and reduces your risk because you’re buying in at a price below their
estimated value. That’s Graham’s old margin of safety again. If the stock’s
already below its value, then it probably won’t go much lower. That’s the
idea, at least.
  
Ideal: Best of all is a stock ranked 5 STARS and with a fair value rank of 5.
That combination, by the way, is what the platinum portfolio requires for a
stock to enter. So, for a quick list of stocks that are ranked high in both
categories, take a look at the S&P platinum portfolio list.
  
Where to Find It: The easiest place to find periodic lists of companies that
are ranked high in both STARS and fair value is The Outlook, a weekly
newsletter from Standard & Poor’s. You can find it in most libraries.
  
Stock Ratios

Only now are we getting to the stuff you’ll hear most often on a public
bus, or at a lunch meeting, or in the bleachers at little league. Here are
seven stock ratios to give you all the ammunition you need to defend your
stock portfolio.

Look for S&P 
Rankings of 4 or 5



Current Price-to- 
Earnings

Here it is at last—the granddaddy of valuation measures. Your reading in
Chapter 3 should have convinced you that P/E is not the end all, be all of
stock measures. In fact, P/S has proven itself more telling of a company’s
prospects. Nonetheless, P/E is so widely followed that you should know it
for each of your stocks. It’s the easiest measure in the world to find, second
only to the stock price itself.

To recap from page 30, P/E is simply the stock price divided by the
earnings per share. It shows you how much you’re paying for each dollar of
the company’s earnings. Value investors want to pay as little as they can for
each dollar of earnings, growth investors don’t care very much. William
O’Neil doesn’t even look at P/E in his portfolio. Peter Lynch does, however.
In One Up on Wall Street he writes:

The P/E ratio of any company that’s fairly priced will equal its
growth rate. I’m talking about growth rate of earnings here. . . . If
the P/E of Coca-Cola is 15, you’d expect the company to be
growing at about 15 percent a year, etc. But if the P/E ratio is less
than the growth rate, you may have found yourself a bargain. A
company, say, with a growth rate of 12 percent a year and a P/E ratio
of 6 is a very attractive prospect. On the other hand, a company with
a growth rate of 6 percent a year and a P/E ratio of 12 is an
unattractive prospect and headed for a comedown.

In general, a P/E ratio that’s half the growth rate is very positive,
and one that’s twice the growth rate is very negative. We use this
measure all the time in analyzing stocks for the mutual funds.

I’d like to toss in another popular filter for value companies. The current
P/E should be at or below the five-year average P/E. That keeps you from
buying in just after the company has broken into higher trading territory.



Sometimes a company will steadily improve its position, however, and its
P/E will rise along with its growth rate. That’s a positive sign for the
company and you wouldn’t want to overlook it simply because its current
P/E is higher than its average. Therefore, we’ll make this an ideal P/E
condition instead of a required one.

For your value companies, keep a close eye on P/E. For your growth
companies, write the P/E on your worksheet but don’t let it affect your
decision very much. There are more important measures for growth
investing.
  
Required: For value companies, P/E must equal the earnings growth rate.
  
Ideal: For value companies, the lower the P/E the better. As Lynch points
out, a P/E that’s half the earnings growth is a very positive sign. A P/E
that’s below the five-year average P/E is another positive sign.
  
Where to Find It: P/E is listed in the stock tables of most newspapers.
That’s a handy place to find it if you’re in a hurry. Value Line considers P/E
important enough to print it at the top of each company page. You can also
find P/E ratios all over the Internet and in stock databases.

Both the numbers you’ll compare to P/E are on your worksheet.
Projected earnings is listed in the Projected Performance section. Average
P/E is listed next.

Value Investors: 
Look for a Low P/E



Average Price-to- 
Earnings

Just after you pencil in the current P/E, take a moment to compute the
average P/E for the past five years. Simply add up the five average annual
P/E ratios and divide by five. Write the figure on your worksheet.

Knowing this number will let you see how the current P/E measures up to
the stock’s recent trading levels. As I just mentioned in the discussion on
P/E, it’s nice to have a current P/E that’s less than the average for the past
five years.
Ideal: You’d like the average P/E to be higher than the current P/E.
  
Where to Find It: Value Line lists the average annual P/E ratio for the past
16 years. You’ll also find it in most stock databases.
Price-to-Sales

The price-to-sales ratio is catching on as investors recognize its
superiority over P/E for valuing stocks. The most compelling evidence I’ve
encountered is James O’Shaughnessy’s study of stock market history, which
you read about in Chapter 3. O’Shaughnessy found that P/S is a more
accurate measure of a company’s value because sales can’t be manipulated
as easily as earnings. Also, the measure helps even growth investors
identify companies that are selling below their potential. Even growth
companies are best purchased cheap.

At this point, you have the information you need to compute P/S from
your worksheet. Simply divide the current stock price by the sales per
share. That’s it. Write the figure on your worksheet. If one of your stocks is



selling for $72 per share and is expected to report sales per share of $47.65
this year, its P/S ratio is 1.51 ($72 divided by $47.65).
  
Ideal: For all companies except utilities, smaller is better. You want to pay
as little as possible for the sales the company generates. O’Shaughnessy
looked for companies with P/S ratios below 1.5, which happens to be the
figure for most companies. I like to stay with a ratio below 2 but this is an
ideal, not a requirement. Sometimes, companies that are growing quickly
show high P/S ratios but their share prices keep rising. History suggests,
however, that a low P/S is a good sign.
  
Where to Find It: Because you have share price and sales per share on
your worksheet, you can figure P/S yourself with a calculator. Simply
divide share price by sales per share.

The Internet is another source of share price and sales per share. Some
sites even list a company’s P/S ratio for you. You’ll also find P/S in most
stock databases.

Look for Low 
Price-to-Sales

Popular magazines, such as SmartMoney and Kiplinger’s, sometimes list
P/S in tables summarizing potential stocks.
Price-to-Book



As you read on page 29, price-to-book compares a stock’s price to how
much the stock is worth right now if somebody liquidated the company. It’s
the second most common valuation measure following price-to-earnings. It
tells how much you’re paying for the actual assets of the company.

In truth, P/B isn’t worth much to me. I care a lot more about a company’s
use of its equipment to earn money than I do about the auction value of that
equipment. If I really wanted to get the most equipment for my money, I’d
go to the auction myself. I want the skill of human beings to turn the output
of equipment into profit. That’s the point of investing.

However, it is nice to see that if everything crumbles at the company
you’ll still get your money back. Growth investors don’t care at all about
P/B, but value investors like to see it less than 1. That means they’re paying
less for the company than it would fetch at auction.
  
Ideal: Smaller is better. A P/B of 1 means you’re paying the auction price
for a company. A P/B less than 1 means you’re paying less than auction
price. Benjamin Graham recommended investing in companies with a P/B
less than .66. They were almost impossible to find during the bull market of
the 1990s but became plentiful in the 2008 crash. I found 3,099 of them
with a stock scan run in February 2009.
  
Where to Find It: Book value per share is computed from numbers on a
company’s balance sheet. Simply divide common stockholders’ equity by
the number of outstanding shares. Then, divide the stock’s current price by
its book value.

If you’d rather pluck out all your eyelashes than compute P/B on your
own, you’re not alone. Luckily Value Line prints book value per share for
the past 16 years. You can also find P/B in stock databases and on the
Internet.



Look for Low 
Price-to-Book
Current Ratio

As you read on page 25, the current ratio is the most popular gauge of a
company’s short-term liquidity. It’s the current assets divided by the current
liabilities. That’s it. It’s usually expressed in the number of “times,” as in
the current ratio is three times. That would mean the company has three
times as many assets as liabilities, which is good news. Perhaps the
company has $300,000 in assets and only $100,000 in liabilities. The more
assets a company has in relation to its liabilities, the better it’s able to
handle ugly surprises. Why? Simply because it owns more than it owes—a
situation everybody prefers. Run the numbers, then write the current ratio
on your worksheet.
  
Required: Every company on your sheet should have a current ratio of at
least 2 (two times and 2-to-1 are other ways of saying the same measure).
  
Ideal: Bigger is better.



Look for High 
Current Ratios
Where to Find It: Assets and liabilities are on a company’s balance sheet.
However, because we love Value Line so much by now, we’ll just use the
numbers printed there. Halfway down each profile on the left side of the
page is a box called “current position.” In there you’ll find current assets
and current liabilities. As usual, the current ratio is on the Internet and in
most stock databases.
Quick Ratio

As you read on page 32, the quick ratio divides cash and cash assets by
current liabilities. It’s stricter than the current ratio when evaluating how
prepared a company is to deal with short-term crises or opportunities. The
current ratio compares current assets to liabilities, but we all know that it’s
difficult to convert a $5 million inventory into cold hard cash. Cold hard
cash, on the other hand, is always ready for spending. No conversions
required, no convincing people of its worth. That’s why the quick ratio
compares a company’s cash assets to its liabilities. A solid quick ratio tells
you that the company is very prepared for short-term obligations. Run the
numbers, then write the quick ratio on your worksheet.
  
Required: Every company on your sheet should have a quick ratio of at
least .5. That is, the company should have half as much in cash as the
liabilities on its balance sheet.



  
Ideal: Bigger is better.
  
Where to Find It: Cash assets and current liabilities are on a company’s
balance sheet. But, as with the current ratio’s necessary numbers, Value
Line prints cash assets and current liabilities in the “current position” box
on every profile. You’ll also find it on the Internet and in stock databases.

Look for High 
Current Ratios
SMA, MACD, and 
RSI

These three technical measures are explained on pages 131 to 136. There,
we looked at how to use them to limit or avoid the downside of our
permanent portfolios, but they are available on charts of any stock you’re
considering and will help you understand its price trend.

You’ll need to look at a chart with all three measures and decide for
yourself what their combined message tells you. This is subjective, of
course. For my worksheet, I use five labels to describe a clear trend:
“Strong Up,” “Up,” “Sideways,” “Down,” and “Strong Down.” Sometimes,
there’s a trend change underway. If the chart shows the stock turning down,
I write “Breakdown.” If it shows the stock turning up, I write “Breakout.”



Use whatever words work for you. The point of the column on the
worksheet is to characterize the technical picture of the stock so you can see
how it stacks up to others on your sheet.
  
Required: Buy stocks in a strong uptrend or a breakout.
  
Ideal: The stronger the uptrend or the clearer the breakout, the better.
  
Where to Find It: Most financial websites provide charts that can add
SMA, MACD, and RSI. I like the ones at Yahoo! Finance and
StockCharts.com.

Track Your List

Now you know how to use the stocks to watch worksheet. It’s your built-
in filter that keeps your money away from hot tips and cold losses. Quite
simply, whenever you encounter an investment idea, compare it to the
companies on your list. If the new idea is better, strike one of the existing
companies and add the new one. This process keeps your list of ideas
streamlined and ready for action when opportunity presents itself.

Now let’s look at three techniques you should use to track your list.
Always compare competitors, ask why, and keep the information current.

Compare Competitors

There’s no better way to judge a company than by looking at its closest
competitors. When a friend of mine decided to buy Dell in 1994, she did so
because she thought it was competing well against IBM, Compaq, and
Gateway. Later, she sold at a hefty profit, then watched the industry change.
She saw Hewlett-Packard buy Compaq, IBM sell its PC business to
Lenovo, and then Dell lose ground to Hewlett-Packard. Dell’s shares hit
$42 in December 2004, then fell dramatically to less than $20 by July 2006,
when my friend began buying for the 50 percent rise to $30 in October



2007, before the stock fell more than 70 percent by February 2009. Notice
that through this long history, she didn’t compare Dell to Ford or MCI and
she didn’t choose it in a vacuum. It’s critical to know where your
investments stack up in their industries.

When you invest in a company, you want it to be either the best of breed
or the best poised for recovery. You don’t want just any computer company,
you want IBM in the 1970s and Microsoft in the 1990s. You don’t want just
any milkshake stand, you want McDonald’s in the 1960s. You don’t want
just any retail shop, you want the beaten down RadioShack in June 2006
when its shares were less than $15 and it began a brilliant turnaround plan
that doubled the stock in a year. The way you find the best of breed or the
best recovery story is by looking among competitors.

If you’re interested in McDonald’s, conduct research on the
Wendy’s/Arby’s Group and Yum! Brands, owner of A&W, KFC, Long John
Silver’s, Pizza Hut, and Taco Bell. In the five years ended early 2009,
McDonald’s gained 100 percent, Yum! gained 50 percent, but
Wendy’s/Arby’s lost 50 percent. If you want Wal-Mart, don’t forget to look
at Costco, Kohl’s, and Target. Your favorite breakfast cereal might be from
Kellogg, but don’t invest in the company until you’ve read up on General
Mills. If everybody’s raving about Barnes & Noble, take a peek at Borders
Group. Compare profit margins. Who keeps more of every dollar they sell?
If the winner has been consistent, that’s a good sign. If one company keeps
its head above the rest year after year, that’s the one you want to buy. If one
has been dominated by rivals for a long time but looks poised for a
comeback, make sure it has what it takes to succeed.

How do the ratios compare? You might pay a lot more for each dollar of
sales at one company than at another. You might find that one company’s
management owns half of all the stock while another company’s
management doesn’t invest a dime in their own company. Maybe one
company’s return on equity is twice that of its nearest competitor. Perhaps
every company in an industry carries a lot of debt, except for one little gem.
Does that little gem shine in other areas as well? If so, you might have
found a new entry for your worksheet.

Sometimes you’ll find a better option than the company first grabbing
your attention.



Occasionally, you’ll reach a stalemate and decide to split your money
between two companies. Owning more than one company from the same
industry is an especially good technique if it means you own the entire
industry. For instance, investors buying shares of both Advanced Micro
Devices and Intel will benefit no matter which computer chip is in their
next PC. In 2008 and 2009, shares in both companies became cheap.

If you don’t already know a company’s prime competitors, you’ll find
them quickly as you conduct research. Articles will mention them.
Sometimes you’ll find competitors mentioned in annual reports or quarterly
statements. If worse comes to worst, you can always call a company’s
investor relations department and ask who the competitors are. If they
hesitate, tell them you’re organizing a boycott against all industry players
except them and that you need a list of targets. That should get you some
info.

Ask Why

As an investor, always question why a company’s numbers are the way
they are. Why is cash flow so low right now when it’s been high in prior
years? Perhaps you’ll find in reading further into the annual report that the
company is expanding overseas and has decided to create very flexible
payment terms to attract new customers. If there’s enough cash on hand to
stay afloat while the new customers discover the company, the low cash
flow is fine for a while.

Asking why is central to every investment decision. Growth investors
want to know why a company is growing so quickly. They use that
information to decide if the reason will maintain that growth in the future.
Value investors always want to know why a company’s price is depressed.
If it’s for a reason that won’t go away any time soon, nobody should invest.
If it’s for a reason that is disappearing, now might be the time to get in
before the price rebounds to its former glory.

Beyond a general understanding of your companies—which you should
always possess—you need to exercise a lot of personal judgment when
investing. If a company appears good in every regard on your worksheet
except for one, say five-year earnings gain, you need to know why that



earnings gain has lagged and whether it’s an acceptable explanation. Only
you can answer such questions for your portfolio. These measurements
aren’t foolproof. There are millions of children with poor grades who
achieve spectacular success in life. There is probably a better chance of
finding successful people among the high grade earners, but that doesn’t
mean we should brush off the low grade earners. It works the same with
stocks. For the most part, you should stick with those that shine on your
worksheet. However, in some cases your better judgment will lead you to
overrule the worksheet’s verdict. Every investment rule gets broken from
time to time.

Having written that, I must underscore the need to be prudent. Remember
O’Shaughnessy’s conclusions after studying the history of the stock market.
Certain stories play out again and again and again. Your worksheet uses
proven stock measurements. If you are going to overrule what they say
about a company, you’d better have a darned good reason for doing so and
be able to explain it in a heartbeat. That’s why this section instructs you to
ask why. In asking why, you’ll find the answers you need to make wise
decisions. There’s a story behind all those numbers. Make sure you’ve read
it.

Store Company Information in Folders

Once you’ve decided to add a company to your worksheet, start a folder
for it. Place in the folder all the research material you used to convince
yourself that the company is worthwhile. Your folders will contain annual
reports, financial statements, photocopied pages from Value Line and
Standard & Poor’s, printouts from the Internet, notes to yourself, clipped
magazine articles and newspaper stories, and maybe even a photo of you in
front of corporate headquarters or using the company product.

Whenever you run across additional information about your companies,
add it to their folders. Over time you’ll build your own investment research
center. By opening your file cabinet and flipping through the alphabetized
folders, you can remind yourself of why you like the companies on your
list.



Keep the Information Current

Always keep your worksheet current. Update the information on it at
least every quarter. It doesn’t take long to do so and the small effort will
reveal valuable trends. There’s a tendency to research a company one time
and then rely on the results of that research for months, even years. Bad
idea. Some of the best investments come about by finding good companies
and then watching them for the right opportunity. If a company is perfect in
all regard but stock price and that price drops by 50 percent just when sales
are beginning to increase, you better start buying.

Similarly, good companies can go bad. Just because a company was good
enough to make your list a year ago doesn’t automatically mean it gets to
stay there. This isn’t a tenured membership. Your companies need to
undergo constant scrutiny and comparison to eager wannabes. You can’t
make fair comparisons unless you have current information. Remember my
friend who invested in Dell. She needed to watch it carefully over the years
to understand that the company in 1995 was completely different from the
company in 2005. Understanding that was crucial to her knowing when to
sell after the amazing gains of the 1990s, when to buy again at bargain
prices in 2006, and when to sell in October 2007, ahead of the crash of
2008.

You found the information once and should have a file folder for every
company on your worksheet. To refresh the info, make a quarterly trip back
to your library or log on to the Internet and gather the information again.
Refreshing your worksheet goes faster than finding the information the first
time.

Use Your Reasons and Limits Worksheet

Once you’ve got a list of solid companies to work with, it’s time to begin
homing in on the select few you’ll actually invest in. Here’s where you need
to make value and growth distinctions. Chances are good that you’ll have
some companies on your list that are beaten down in price, others that are
pushing new highs and record earnings. My list always breaks down that



way. My experience has never produced a list of growth companies only or
a list of value companies only. I suppose if I insisted on a pure list, I could
set out to find companies of one type or the other, but the natural tendency
produces a mix.

By now you know that it’s important to treat value investments
differently than how you treat growth investments. One of the most
common differences is the way you should view the P/E ratio. In a high-
flying growth stock, you’ll pay less attention to P/E and more attention to
earnings and relative strength. In a recovering value stock, you’ll pay a lot
of attention to P/E and price-to-book while accepting poor earnings and—
by definition—a weak relative strength because the stock price will be
depressed.

The stocks to watch worksheet doesn’t cater to one side over the other. It
isn’t a pure growth play or a pure value play and no strict investor from
either discipline would find the sheet useful. It’s a 30,000 foot view of the
land, allowing you to see different colored fields but few of the plants
growing there. It’s relatively simple to look at a company’s major
characteristics and decide whether it’s a growth or value bet. Once we’ve
determined that, it’s another simple task to focus on key measures
appropriate to that type of company.

That’s what you’re about to do with the reasons and limits worksheet,
which I affectionately dub the R&L. It forces you to define reasons you’re
interested in a company and what would cause you to lose interest. The
R&L worksheet is invaluable when emotions start kicking in and—surprise
surprise—the market really does begin fluctuating just like everybody said
it would. It doesn’t just happen to other people, it happens to you, too.

So the stocks to watch worksheet is your consistency. It records the same
measurements for every company. You’ll always look at those
measurements to identify a company as either a growth or value investment.
Once that’s complete, you’ll focus on certain measurements to select the
best growth companies and the best value companies from your list.

In this section, I’ll give a quick recap of discerning growth from value,
then explain how to use your R&L worksheet.

Discerning Growth from Value



You should be familiar with these characterizations by now. Growth
companies are those that are growing sales and earnings every year. Their
stock prices are rising, their profit margins are big, and their expectations
are high. Value companies are trading at low prices. The low prices are
usually the result of tough times at the company but occasionally just
because the market’s a weird place. Preferably, you buy a value stock just
when it has fixed its troubles and begins to profit again, or just before the
market discovers its discount price.

Often, the best growth investments are smaller companies. Of particular
importance in evaluating growth companies are high earnings record, high
relative strength, and low price-to-sales ratios. Remember that
O’Shaughnessy found price-to-sales a great measure to mix with traditional
growth yardsticks because it keeps growth investors from getting too
carried away with emotion and paying too much for a stock. Other growth
investors, such as O’Neil, insist on ignoring measures of valuation
completely.

The best value plays are usually large companies. Not always, but most
of the time. Large companies don’t change much and that makes them
prime candidates for bargain pricing. They’re not going anywhere, after all,
so they have no choice but to recover from whatever trouble they’re in.
These are the Chryslers and IBMs of the market. For such companies,
traditional value measures will be your focus. Those are dividend yield,
P/E, price-to-book, and price-to-sales.

It’s simple to look at your stocks to watch worksheet and say, “Hmm, I
see Clorox, Goodyear Tire & Rubber, Panera Bread, and Research In
Motion on here. I’d call Clorox and Goodyear value investments because
they’re both down in price but seem to be working toward recovery. Panera
and RIM are both growing like crazy, I guess they’re growth investments.”
Yep, that’s about as sophisticated as it gets.

Here’s a cheat sheet of what measurements you should pay particular
attention to for the different types of stocks:



How to Use the Reasons and Limits Worksheet

It’s time to specify exactly why you like the company you’re about to
invest in and what would cause you to stop liking it. I got the idea for this
worksheet from Peter Lynch, who uses what he calls the two-minute drill to
identify company strengths and weaknesses. You can review the drill on
page 64.

The worksheet is a snap to use. Photocopy it dozens of times because
you’ll need a copy for each stock in your portfolio. I recommend starting a
separate folder for your portfolio information. In it you’ll keep statements
from your broker and R&L worksheets for each company. Your worksheet
is in the back of the book. I explain each section of it below.

Growth or Value

Simply circle which type of investment this is, growth or value. You’d be
surprised at the number of people you just surpassed. Differentiating
between growth and value investments is a major step in keeping your
expectations reasonable. It also helps make decisions later when things start
getting hairy.

Company Strengths

Here you write in what attracts you to this company. Does it own a patent
that nobody else can touch? Is it opening 500 new stores in Japan? Perhaps
it just signed service contracts with every Dow company.



Company Challenges

Write in what you perceive as the major challenges facing this company.
By the way, I’m not trying to be politically correct by calling them
company challenges instead of company weaknesses. Most of what faces a
good company are outside pressures, things like fierce competitors, rising
supply prices, and changing demographics. These are not weaknesses of the
company, they’re challenges for the company to meet. Hopefully, you won’t
be investing in companies that have excessive internal weaknesses. Your list
is supposed to contain the industry-leading, best-of-breed profit machines,
and companies with strength enough to recover from temporary setbacks.
Thus, all namby-pamby political correctness aside, you should be dealing
with companies that have challenges instead of weaknesses.

Even the best companies face hurdles in their paths. As an investor, you
want to be well apprised of such hurdles so you can see if they get bigger or
if the company clears them with ease.

Why to Buy

Summarize why you’re buying this stock. Presumably it’s because you
think the strengths are powerful enough to meet the challenges. To help jog
your thoughts, I’ve included some common buy reasons for you to circle.
Also write in any special developments in the world that you think will
favor the company’s industry, or move the company’s product, or otherwise
help matters.

Occasionally, I’ll write in a measurement target in this section of the
R&L worksheet. For instance, if I really like everything about a company
but I think it’s selling a bit too high at the moment, I’ll pencil in all the
things I like and conclude this section with a price target. If the stock hits
that price, I buy. You can do this with ratios, too, which can trigger a buy if
either of the numbers involved moves in the right direction. If you want to
invest in a company when it reaches a price-to-sales ratio of 1.5 instead of
its current 2.0, a falling price or rising sales will bring you closer to your
target.



Why to Sell

Certainly just as important as why you buy a stock is what will cause you
to sell it. I’ve included some common sell reasons for you to circle. The
most common reason to sell is that the stock reaches a price target. If you
bought Mister Magazine at $8.50, you might decide in advance that it has
potential to double. So you write in a sell point at $17. When it reaches $17,
you might reevaluate. Perhaps it’s an even better company than when you
bought it or maybe it really has run its course. If in doubt, you could sell
half your position and wait to see what happens.

Be careful of getting too price-centric in this section. Remember that all
stock measurements, not just price, change constantly. If the price doubles
but the earnings triple, why in the world would you sell? I like to set sell
points with ratios, just as I discussed in the why to buy section. Instead of
saying you’ll sell Mister Magazine at $17, say you’ll sell it when the price-
to-sales reaches twice its current measure or its P/E exceeds its growth rate.
Combining factors provides you with a more complete picture. Remember,
it’s your company. You should know everything that’s going on, not just the
price of the stock.

Sometimes you’ll want to write in reasons to sell that aren’t measured on
your worksheet. For example, the failure of medical upstarts to get approval
for a new drug or piece of equipment, the departure of key management,
and a sudden spate of lawsuits. You won’t always know about these
possibilities, but sometimes you’ll read about them in your research. Pencil
them in. It’s good to be aware of such potholes in the path.

Buy Your Stocks

The big moment has arrived. First you learned to walk, then drink from a
cup with no safety top, then speak in complete sentences, then drive a car,
then ditch classes, and now you’re about to buy your first shares of stock.
Darwin would be so proud of you. In our Realm of Riches metaphor, you’re
about to hire your first henchman to send out of the fortress with money
from your coffers to find fabulous wealth. You’ve researched his credentials



and are convinced of his merits. All that remains is funding him and
sending him on his way.

Choose a Market or Limit Order

You read about different types of stock orders on page 147. A market
order buys at the current price and a limit order buys at a price you specify.
I almost always use limit orders because stocks bounce around so much that
I can take advantage of that volatility to save a few bucks. In many cases,
you can figure out the exact price at which you want to buy, place a good
till canceled limit order, and forget about it. If and when the stock hits your
target, your broker will buy it and send you a statement. This technique has
worked wonders for me. Limit orders are a great way to circumvent your
emotions.

Rather than get taken by the market’s gyrations, you simply decide in a
calm state of mind the price at which you want to invest. Then you instruct
your discount broker to buy a certain number of shares at that price. If the
stock never reaches the price, you don’t buy. There are plenty of
opportunities out there. If one gets away, move on to the next one. A rather
terse woman I know has this to say about life: “Never chase a man, a bus,
or a stock. There will be another one along in five minutes.” The man I
don’t know about, and bus availability varies from city to city, but she’s
right about the stock. There are so many good ones day after day that
there’s never a reason to be upset about an opportunity lost. It’s better to
lose an opportunity than to lose money. So decide in advance what price is
attractive to you and spell it out on a limit order.

Should you ever use market orders? Sure. There are times when you
stumble on something that you think is so hot that it’s not coming down for
years. A limit order specifying a lower price than the current one might
miss the chance to buy this rising star. I would caution you about jumping
on something instantaneously, though. I’ve discovered over the years that
what’s a good buy today is usually still a good buy next week. The market
moves around, but not as quickly as you might think. Emotions move a lot
faster than the market. They also move faster than intelligent thoughts. So
give the rational part of your brain time to catch up to the excited, frothy



part. Never forget the power of clear thinking, predetermined prices, and the
limit order.

Make Gradual Purchases

From your reading of the master investors and the history of the stock
market, you’ve come to see the importance of reacting intelligently to the
market’s moves. That means buying more of a good company on sale, and
more of a good company that’s on a roll. But you can never be absolutely
sure you’re investing in a company whose stock will perform well. That
being the case, I recommend putting only a portion of your money into a
stock you’re considering. If it drops in price, you can reassess whether to
move your remaining money in at the discount or steer clear until you’re
truly convinced that the stock has bottomed out and is on its way back up.
O’Neil would shudder at that advice, but it has been a splendid technique
for Bill Miller, and for me. Good stocks drop in price frequently and
speculation bids the price of crummy stocks high on a regular basis.
Because it’s an unreasonable force causing such gyrations, you can’t think
your way through it. You can improve your odds by investing in the best
companies out there, but you can’t know what the unreasonable market will
do.

So if Mister Magazine has you salivating over its awesome future and
you’ve got $50,000 to invest, put only $25,000 in at first. If you have
$5,000 to invest, put only $2,500 in at first. If you happened to time it just
wrong and the stock drops 50 percent with no significant changes in the
company’s fundamentals, move your remaining capital in. Instead of just
recouping your losses when the stock recovers, you’ll double the value of
your second purchase.

Putting the same amount of money into a declining stock as you invested
in your initial position is called doubling down if it’s your second purchase.
I do it all the time in The Kelly Letter. I believed in some stocks enough to
triple and even quadruple down, and it paid off.

On October 5, 2005, I bought footwear maker Deckers Outdoor stock at
$23. It owns the brands Simple, Teva, and UGG. It looked undervalued to
me, and I thought it would benefit from a strong holiday season. The stock



dropped 26 percent after I bought, but I didn’t see any changes in the reason
behind my investing in the first place. It looked to be just a better bargain. I
doubled down at $17 on October 28, putting my average price paid at
$19.55. On December 8, only six weeks after my second buy, the stock
closed at $30 for a 53 percent gain. Two years later, it topped $160 for a
718 percent gain. It fell 50 percent by the end of 2008, but was still up some
300 percent from its October 2005 prices.

Now, to review something you learned earlier, it’s important that you
believe in a stock’s strength before you invest more money when the price
is falling. I believed in Deckers Outdoor. It’s a solid, well-managed
company. I knew it would recover. The same can’t be said for all stocks.
Doubling and tripling down on a falling stock backed by a crummy
company on the far-fetched hope that it will make a comeback is called
putting good money after bad. Don’t do it or you’ll find yourself in a value
trap. Investing in a falling price requires thorough research and a strong
belief in the positive signs you turn up in that research.

Buy That Baby!

You’ve decided on your killer stock—certainly a hundred-bagger by
anyone’s reckoning—and you’ve chosen either a market or limit order. All
that remains is contacting your broker. Because you’ve read this book and
perused all the fine brokerage choices in Chapter 5, you probably have an
account with a discount broker. Good for you!

Contact your broker by phone, computer, or in person. Specify your order
and sit back a second. Soak it up. You’ve just become a business owner if
you placed a market order, and you’ll soon be a business owner if you
placed a limit order and the stock hits your price. The next time you’re in
Omaha, stop by Berkshire Hathaway to swap a few stories with Warren
Buffett. The two of you are in the same business now.

When the Market’s Up, Down, and All Around



Flip forward a few pages in your calendar from that halcyon day of your
first stock purchase. “Egads,” you’re thinking, “how did I ever let that Kelly
guy talk me into this mess? My hundred-bagger is a minus twobagger and
the headlines are getting worse.” Yes, friend, I know what it’s like to see
that happen. The Realm of Riches is a tough place. A lot of your henchman
will never come back. Those that do come back to the fortress are
sometimes pretty beaten up.

Since this book’s first edition in 1998, the U.S. has experienced two
monster bear markets: the dot.com crash of 2000-2002 and the subprime
mortgage crash that began in 2008 and is still going on as I write in early
2009.

The bull market of 1990-2000 took the S&P 500 and the NASDAQ
Composite up 426 percent and 1,490 percent respectively. The dot.com
crash that followed took them down 50 percent and 78 percent. The bull
market of 2002-2007 took them up 105 percent and 158 percent. The
subprime crash that followed took them down 53 percent and 52 percent, so
far.

Fortunes come, fortunes go.
That’s what we’ll explore in this section: volatility. The market rises and

falls, your stocks rise and fall, your emotions rise and fall. It’s time to get a
handle on all of this.

Be Skeptical of Gurus

Beware the so-called market gurus. They’re also called experts, analysts,
forecasters, pundits, and soothsayers. By and large they don’t know
anything more than what you know. Always keep in mind the market
forecast of J.P. Morgan, “It will fluctuate.” That’s about all there is to say
and it’s never wrong.

I’m keenly aware of the fallibility of gurus because I am one. My
forecasts have been tracked by an independent auditor called CXO
Advisory Group. The best I’ve ever achieved is an accuracy of 76 percent,
but it eroded over time to my current 60 percent. In almost any other field, a
score of 60 percent is terrible. In school, that’s a D- in danger of becoming



an F. In stock forecasting, however, it ranks in the top 5 percent—and that
should tell you something.

In the ongoing CXO study, which in early 2009 had tracked 4,500
forecasts from 51 gurus, the average accuracy score is just 48 percent. A
coin flip has performed better than the typical market expert. The gurus
tracked in the CXO study include famous people who have their own TV
and radio programs. Most of the other gurus regularly join those and other
programs to dispense views on the market. Whenever you see or hear one
of us, remember these five syllables: 48 percent. Those are the odds of the
expert being right.

Which may explain why experts dither so much. Over the years, I’ve
collected my favorite noncommittal market forecasts, including these gems:

“Markets may shift focus, but will it be toward upbeat evidence about
growth or a more negative look at twin deficits?”

“The longer-term picture still lacks clarity.”
“The NYSE and NASDAQ are saying different things.”
“Stocks have more upside ahead. . . . A move up here probably won’t

have the power to move us out of the down channel we’re caught in.”
“Traders must be decisive, but willing to change.”
“The S&P is gearing up for an October showdown. Either the downside

of this year’s trading range will be broken in October, or the upside will
be.”

“I think it’s going to be on balance a quiet week. But there is the distinct
possibility, depending on who says what, that it could become a much more
volatile and exciting week than anybody predicted.”

“Will the market consolidate or will it shake out—or will it do something
worse?”

“Based on trends in corporate operating earnings and the inflation rate,
one of our models projects a retreat for the S&P 500 index over the next
four quarters, and the other projects an advance.”

“S&P thinks the key to whether the latest weakness turns into a
correction is simply the action of the major indexes.”

“The odds are 50/50 as to which way the index will swing next.”
“If the pattern and tone of the market are indeed changing, it would be

positive for the short term.”
“There is an opening for either the bulls or the bears to take over.”



Now, to be fair, analyzing stocks and predicting the future course of the
market is exceedingly difficult. I like what Michael Santoli wrote in the
October 30, 2006, issue of Barron’s: “The job of a stock analyst isn’t an
easy one, never mind the facile ridicule thrown at Wall Street’s
stockpickers. To confirm this, just let your view on a couple of dozen stocks
be a matter of public record for a few months.”

That’s a good point, one to keep in mind when you hear somebody using
hindsight to criticize a public market voice. It’s easy to be right looking
back. Try looking forward.

Nonetheless and with due respect to those trying to provide market
guidance, it’s important to remember that nobody, absolutely nobody knows
for certain what the market will do. You need to remain skeptical and make
your own decision.

You Knew This Was Coming, So Why Worry?

From all your reading to this point, you should be well aware that the
market fluctuates. Always, friend. It won’t stop because your money has
finally arrived there. In fact, from your vantage point it will start fluctuating
more than ever. It won’t of course, but somehow the numbers mean more
when it’s your money on the line.

Don’t worry about it. Money you invest in stocks shouldn’t be money
you need for groceries next month or college tuition next year. If you define
your goals clearly and invest by those goals, you’re geared for whatever
comes. The money you do need for groceries is safely deposited in a bank
account. The money you do need for college tuition next year might also be
in a bank account or perhaps a conservative mutual fund. The money you
have earmarked for long-term goals such as retirement or a new home can
withstand any short-term market fluctuations. It’s a science. The more time
you have, the more risk you can take. The less time you have, the less risk
you can take.

Review Your Reasons and Limits



At some point, you’re going to want to reevaluate your holdings. The
hardest time to do so is when something serious has happened. That’s not
always a huge drop, by the way. Sometimes it’s a huge gain where your
stock has pushed beyond your wildest dreams. It’s hard to make rational
decisions when you’ve tripled your money and want so badly to believe it’ll
happen several more times. It might, but as with every “might” statement, it
might not.

That’s where your R&L worksheet comes into play. You filled it out
before you even owned the stock, so your emotions were at a fairly even
level. You were interested in the stock, but you just completed thorough
research and were making an objective decision. Now, you own the thing
and it’s up, down, and all around. What should you do?

Look at that R&L sheet. Pull out your portfolio folder and scrutinize your
every scribble about this company. Did it reach your price target, or one of
your ratio targets? If so, has anything changed to give you reason to believe
the stock still has legs?

If the stock is falling, has anything fundamental changed at the company?
It might be the same company you first invested in, but at a cheaper price.
Sometimes that’s all it means when a stock drops in price. After checking
over your R&L, it’s time to follow the advice in the next section.

Reverse Your Emotions

Remember that Benjamin Graham said nobody ever knows what the
market will do, but we can react intelligently to what it does do. Aha. If
you’re at a point where your investment has fallen into the mud, the words
of Ben Graham are much more than ink on paper. They’re good guidance
indeed.

In “Where the Masters Agree” (page 87), I summarize the major
agreements of our six master investors. They say to buy more of what’s
working and to take advantage of price dips. That seems to mean that no
matter what’s happening, you should buy more. That’s only true regarding
price. Are you starting to get the picture? Price is not really the most
important thing. It seems to be and it’s eventually the bottom line, but in the
course of stock ownership there are a lot of things more important. For



instance, Warren Buffett keeps an eye on profit margins and return on
equity. If the company remains strong and keeps doing everything right, the
market will eventually catch on and the price will rise.

You’re beginning to see why it’s so important to thoroughly research
your companies and to have a clear understanding on your R&L sheet for
why you invested. Such grounding enables you to see if the company is still
as good, perhaps better, or worse than when you first invested.

If the price is rising and everything you liked about the company still
persists, such as strong earnings, high margins, low debt, and steady cash
flow, then you might decide to invest more. The market is finally
recognizing what a great company you’re invested in and people are
beginning to buy. As William O’Neil recommends, you should move more
money into that winner. Business owners buy more of what’s working.

If the price is falling and everything you liked about the company still
persists, you just stumbled onto a great company at a bargain price. It’s
incidental that you happen to already own shares purchased at a higher
price, you still have the chance to buy a great company on sale. Think of
owning property. Say you bought a 10-acre parcel at $5,000 an acre because
of its beautiful meadows and stream. You build your dream home there.
Two years later, another 10-acre parcel adjacent to yours goes on sale for
only $2,000 an acre. It contains different parts of the same beautiful
meadows and a different section of the same stream. Would you react by
selling the land and home you already own? Of course not! It’s still
beautiful. Instead, you’d snap up the adjacent lot because of its identical
beauty and the fact that it’s selling at 60 percent less than what you paid for
the first parcel. That, in a sense, is exactly how you should react when a
perfectly solid company drops in price without any fundamental reason for
doing so.

React intelligently to the market. It freaks out from time to time, but you
don’t need to. If the market goes haywire and drops the price of your
company for no reason, smile coolly and buy more shares. If the market
goes haywire and drives the price of your stock through the clouds, buy
more on the way up.

If you bought quality companies after conducting thorough research, you
have little to fear in the markets. You will prosper over time. The market
will rise and fall, gurus will claim to know where it’s going and when, you



will hold winners and losers, and by reacting intelligently to all this
cacophony your profits will mount. Your henchmen will return to the
fortress with more money than you spent to fund their excursions into the
Realm of Riches.

After the Crash of 2008

From what you’ve read so far, what do you think was the right reaction,
in March 2009, to a stock market down 57 percent in the previous 17
months? If you said “buy,” you may have a future in this business.

As I write these words in March 2009, I have no idea what path the
market will take. You will read these words after that, however, and can
look back. Pull up a chart of the S&P 500 and see what happened.

I’m sure it fluctuated. It probably went up from its March lows, probably
moved sideways for a while, and probably dipped back down at some point.
Eventually, though, you know where it had to go? Higher. The market
moves higher over time, and it does best from extreme lows where
valuations are cheap. It doesn’t matter if March 2009 was the low of the
bear. The point is that a stock environment down that far presents a time to
get in, not out.

In post-crash markets like we saw in 2009, I suggest using indexes to
overcome your fear. It’s natural after the world almost ends to swear off
stocks forever. It’s at just such times, however, that they make the most
sense. There was a lot less risk after the 57 percent drop in March 2009 than
there was before it in October 2007, but in which month do you think
investors showed more confidence? October 2007, of course.

The leveraged strategies you read about in Chapter 4 would have been
good ways to benefit from the recovery. If they had been too volatile for
your tastes, a good compromise would have been plain vanilla index
investments such as SPY for the S&P 500, MDY for the S&P MidCap 400,
and IJR for the S&P SmallCap 600.

With a foothold in an index, you could have next used some of your
capital to grab quality companies from the bargain bin. The measurements
you read about earlier in the book turned up some incredible sales in the
post-crash market. If some of them were stocks you already owned, the



deep discounts still presented a chance to put more money to work. Doing
so would have lowered your average cost and brought you back to break-
even more quickly in the recovery.

Stocks occasionally go down, and sometimes a lot. Investing when they
do is a good way to get ahead.

Sell Your Stocks

Alas, the day will come when it’s time to part with your stocks. You’ll
receive reports from the Realm about the successes and hardships of your
henchmen. One day, you’ll decide to give one or two or all of them a rest.
You’ll sell your shares and place your profits in a tidy money market
account until the next happy henchmen come along.

Let’s go over a few rules of selling, shall we?

Ignore Rumors and Popular Opinion

I’ve probably convinced you of the need to rely on yourself for decisions.
Just in case, however, I must reiterate this point. Only you fully understand
your goals and tolerance for risk. Nobody cares more about your money
than you do. You worked hard for it, you searched the world for companies
that meet your requirements, you became an owner of those companies, and
you should count on yourself alone for the right time to sell.

It’s not always easy to stand alone. Imagine this common scenario. You
go to work on an average day and there’s big news in the hallway. Mark
McGillicuddy in the mailroom read that one of your companies missed
earnings last night. “Well,” Mc - Gillicuddy sighs, “it’s a worn story in
American business. You just can’t stay at the top of your game forever. I
sold all my shares this morning. You guys better do the same.” The hallway
clears and you hear keyboards come to life in every direction. There you
stand, a previously proud owner of 3,000 shares of the stock. What do you
do?



The first thing to do is confirm that McGillicuddy read the darned news
accurately. You’d be surprised at the number of times this simple step takes
care of the problem. In many cases, the information is nothing more than a
rumor. In this case, it turns out McGillicuddy is correct. The company really
did miss earnings.

Rather than join your colleagues in rushing to sell, you’d be a much
happier investor if you paused to think back to that trusty R&L sheet. Can
you remember what you wrote on it? Probably not. In that case, forget
about it. That’s right, just forget about the current situation all day long.
When you go home that night, pull out your R&L and move on to the next
section.

Rely on Your Reasons and Limits

With your R&L sheet in hand, you can arrive at a prudent decision. The
McGillicuddys of the world won’t be offering their opinions, and you’ll be
oblivious to the impression that everybody but you has flown the coop just
before the fox breaks in. And it is just an impression, by the way. Rarely is
the entire world following the path of your acquaintances, but because your
acquaintances form your little view of the world it often appears that way.
React intelligently, friend. Read that R&L sheet.

What did you write in the “Why to Sell” section? If you researched
thoroughly, you should be aware of most of the challenges and risks facing
the company. If it was making an acquisition, maybe you wrote that if the
price paid exceeds a certain amount, you would sell because that’s too much
to pay. If the company was breaking into a new market, maybe you wrote
that you need to see a certain sales level by a certain date or you would
consider selling because the payoff would not be commensurate with the
expense. There’s no end to what you might have written as possible reasons
to sell, and you’ll be surprised at how rarely you’re surprised by events.
Good research pays.

Maybe in this case the company missed earnings because of a one-time
acquisition that used a lot of cash for the quarter. You were aware of the
acquisition and think it will create higher earnings in the future. If so and



the market misinterpreted the meaning of the miss—which happens all the
time—there’s little reason to sell.

If instead you wrote on your R&L, “Slowing sales momentum? Watch
earnings trend closely,” then the miss might be precisely the signal you
need to get out of the stock. I doubt you would need McGillicuddy to tell
you about the company’s earnings report, though. You’d tell him!

So, there will be times when you pull out your handy R&L and notice
that one of your sell conditions has been met, or one of the company’s key
strengths has genuinely disappeared. If nothing has come along to balance
out the change, sell. The R&L sheet is there to help you navigate difficult
decisions in times of emotion. If it says your stock is fine, hold or buy
more. If it says your stock is in trouble, sell. Unless new information
changes the conclusions you drew on the R&L sheet, pay attention to what
you wrote there.

Review Your Stocks to Watch

Your R&L sheet is a good way to keep an eye on individual stocks. But
it’s all relative. Don’t forget your stocks to watch worksheet. It’s called that
for a reason, namely, because you should watch those stocks.

Before you decide to sell, glance over your stocks to watch. Is there a
better company available than the one you’re currently holding? Often, that
quick question combined with clear signals from your R&L sheet make the
decision a breeze. For instance, if two of your R&L sheet’s reasons to sell
have been met in a company you own and a company you’ve been wanting
to own just dropped 20 percent in price, sell the current holding and buy the
stock to watch at a 20 percent discount. Sometimes, one of your stocks to
watch will present such an outstanding opportunity that you’ll sell the least
attractive of your current holdings just to take advantage of the opportunity.
That’s a legitimate strategy. Just as the companies on your stocks to watch
worksheet must withstand constant comparison to new stocks you
encounter, so must your portfolio withstand constant comparison to your
stocks to watch. It’s survival of the fittest, and you want to own the best
companies around.



Even if there are no outstanding candidates on your stocks to watch
worksheet, you might still elect to sell one of your current holdings. Often,
a money market account is a better place than certain stocks. But don’t
forget to take a look at your stocks to watch. Your decision might be made
for you.

Remember you’re managing a portfolio. Don’t make decisions in a
vacuum. After you sell something, you have to put the proceeds
somewhere. Sell one of your current holdings if a better one surfaces from
your stocks to watch worksheet. Sell one of them if it reaches a
predetermined reason to sell. If a stock drops dramatically but it is still a
quality company, buy more shares or at least hold on to what you already
own. That is, unless one of your stocks to watch is more deserving. In that
case, move the money to the more deserving stock. See how it works?
Everything is interwoven.

Watch the Chart

Don’t forget the charting techniques you learned in Chapter 4. One
reason to sell could be that SMA, MACD, and RSI say you should. Those
three are helpful advisors and worth an occasional confab.

The best case is that you bought a stock at or near the beginning of an
uptrend and are now keeping an eye out for the end of the run. You would
watch for it to start falling back to its simple moving average, then below,
then fail to move back above; for MACD to show a trend change with a
downward crossover; for RSI to signal oversold conditions.

Ideally, the chart will hint before the news that trouble is brewing. If the
chart says to sell and then the news confirms by providing one of your R&L
reasons to sell, you’ll have good reason to press the button.

Choose an Order Type

You can place a market order to sell at the current price, a limit order to
sell at a price you specify, or a trailing stop to limit how much you’re
willing to lose from the high. I sometimes try to anticipate the end of a



move higher by placing a limit order to sell at a price near where I think the
stock will turn south. Even if the market has driven your stock to
tremendous highs, a limit order placed just a little higher usually comes
through. If I think the stock is already out of steam, I’ll usually go with a
tight trailing stop, such as 5 percent. I almost never use market orders, but
many people do. Sometimes the stock backs off for a few days, but it
usually creeps up to my target.

If you don’t care about a few extra bucks and you just want to sell right
away, place a market order. The beauty of an immediate sell is that you’re
not in limbo for an unspecified time period, unsure whether you’ve got cash
in your account or will be waiting three months.

Make Gradual Sells

As with buying stock, I prefer to make gradual sells. The market is just as
unpredictable when it comes to choosing the right time to sell as it is when
choosing the right time to buy. If you move everything out because you’re
afraid of losing it all, how will you feel if the stock recovers to your buy
price and then pushes beyond? If the stock doubles after you buy it and you
sell everything, how will you feel when it becomes one of the legendary
tenbaggers? In both cases, you’ll feel terrible. I know because I’ve been
there. Gradual moves into and out of positions take some of the pressure off
because everything doesn’t need to happen just right for you to make
money. Things can be a little fuzzy on the buy and sell. As long as you’re
making gradual moves, you’ll be fine.

Combining gradual moves with limit orders is a good way to reduce
investment stress. Let’s say you own 2,000 shares of Mister Magazine. A
couple of the R&L sheet’s reasons to sell have been met, but the company
has just opened a new distribution center that you didn’t know about when
you first bought. You’re not sure if that’s enough reason to hold on. The
stock is trading for $30—three times what you paid for it. You feel
comfortable taking that kind of profit now, but something about that new
distribution center has you thinking the stock will go higher still.

If you sell nothing, you’re going to blow a vessel if Mister Magazine
drops to $12 a share. If you sell everything, you’re going to blow a vessel if



it rises to $40 a share, or even $32. So you compromise on both the sell
price and the amount you’re going to sell. You place a good till canceled
limit order to sell 1,000 shares at $32. Then you go hiking, or golfing, or
swimming, or take a run. Three weeks later while you’re not paying any
attention, Mister Magazine hits $32 and your broker sells 1,000 shares.
Now, no matter where the stock goes you can take comfort in your interim
profits. If the price begins to drop, you will consider selling the remaining
shares or buying additional shares with the money you just made at $32. If
the price rises, you’ll make even more profit on your remaining shares.

Sell That Baby!

You’ve decided to sell some of your stock. Simply pick up the phone, get
online, or walk into your local brokerage branch and place the order. A
market order will go through that day with a confirmation statement sent to
you immediately. A limit order will go through whenever your target price
is reached. You’ll know about it when the confirmation statement shows up.

Track Your Performance

The Lord or Lady of every fortress expects reports from the field now
and then. Most of your reports will be in the form of periodic market
updates, stock quotes, and statements from your discount broker. In addition
to those, however, you must track your performance to find areas to
improve.

I like to keep tabs on every stock to watch. If you followed the advice
from earlier in this chapter, that means you’ll follow around 20 stocks. You
can do that in your spare time. I track their prices from the time they make
it on my stocks to watch worksheet until they exit. If they exit at the same
time I sell them from my portfolio, I still track their prices for another
month or two just to see what happened to their prices after I sold.

From there, you’re going to look at two components of your
performance. The first is your overall portfolio profits, losses, and



commissions. This is what most people mean when they talk about
performance, how they did last year, who’s a great investor, and so on. But
you’re also going to drill a little further into your own performance by
looking at “the fearsome foursome,” a term describing four prices you’ll
use to gauge your individual stock record.

Portfolio Profits, Losses, and Commissions

Either in a software package or on a ledger page, record what you paid
for your stocks and mutual funds, what you sold them for, and the
commissions you paid. Periodically, say once a year, note how the market
performed as judged by the S&P 500 and compare your own performance.
Are you ahead or behind?

Statements from your broker will help a lot in your calculations—
especially if you consolidate all your investments at the same place, such as
Fidelity or TD Ameritrade. You can see on your statement how much you
started the year with and how much you ended with. Such numbers take
everything into account including commissions. If you didn’t invest any
additional money, simply compare your ending balance with your
beginning balance to see how your investments performed. If you did invest
additional money, refer to your notebook or financial software for specific
buy and sell prices.

I use Yahoo! Finance. It’s easy and free to track my portfolio, and I can
check it from any Internet-connected computer in the world. Entering new
transactions is simple. Then, I just look over my transaction history at tax
time for any sales to hide, er, report.

The Fearsome Foursome

Once you’ve got a handle on your overall performance, it’s time to
investigate how you’ve done on individual investments. For that I use an
easy but strict system called the fearsome foursome. It’s fearsome because
it shows in no uncertain terms how you did.



It’s a foursome because you write down four prices for every stock
you’ve bought and sold: the price three months before you bought, your buy
price, your sell price, and the price three months after you sold. The only
one of these numbers that might not be handy is the price three months
before you bought. If the stock was on your watch list and you tracked the
price before you bought, then you’ll have the number. Otherwise, you can
call a broker to find out what it traded at, find its price history on the
Internet, or consult a stock database on your computer. Here’s what you
might write down for Mister Magazine:

Well, you did the right thing on the buy. The stock had been rising and
you picked it up before it rose too much. The sell, on the other hand, could
use a little work. The stock doubled in the three months after you sold. Of
course, gradual moves would have eased some of your pain since you might
have left a little money in the stock to grab some of that journey to $36. But
it’s spilt milk now and the best thing is to learn from it and move on. With
this system, you’re looking to improve your buy points and your sell points.

Good Buy Points

Did you buy at a good time? For most growth investors, the price three
months before the buy should be lower than the buy price. Growth investors
expect to buy stocks on an upward move. For value investors, the price
three months before the buy should be higher than the buy price. Value
investors expect to buy when stocks go on sale.

Try to get your buy prices right around the price of three months before.
That means you’ll be buying growth at the beginning of its rise or value
right near its bottom. It’s rare to catch a stock at the absolute beginning of



an upward launch or the bottom of a fall, but that’s the ideal you’re striving
toward.

Good Sell Points

Did you sell at a good time? Everybody wants the same thing here: to sell
at the top just before the stock dives to lower prices. Growth and value
investors can agree on this point.

As with buying at the exact perfect moment, it’s nearly impossible to sell
at a stock’s peak. They almost always bounce a little bit higher. By pushing
your tracking period out to three months, you avoid killing yourself over a
small uptick the day after you sell. Such occurrences are up to the whims of
the universe and no amount of studying prices will improve your odds of
timing it right. That’s why we look at three-month time frames. You’re
interested in trends, not flukes.

How to Improve Your Buy and Sell Points

I suppose the ultimate coup would be a sky high price three months
before the buy, a dirt cheap buy price, a sky high sell price, and a dirt cheap
price three months after the sell. You could brag about that one for years. To
luxuriate in this dream a moment, pretend this is your very own fearsome
foursome:

The Realm of Riches would whisper your name for eons. $10,000
became $400,000. You would have tricked them all by getting in just after a
tremendous tumble and getting out just before another tremendous tumble.



You could move that $400,000 back in at $10 for another recovery if your
R&L sheet indicated that the company was still sound.

Now, back to reality. If there are drastic differences between the four
numbers, go back to the file you keep on the company and see if you can
recreate your thoughts at the buy and sell. Your folder should have clipped
news stories, company mailings, updated research reports, and so on. Did
you buy at the right time based on something you read? Perhaps you sold
too soon because of a short-term scare that turned out fine in the end.

Look over several fearsome foursomes for different stocks you’ve
owned. Watch for trends. If you’re consistently buying or selling too soon
or too late, make note of that tendency. In many cases, your fearsome
foursome numbers will tell entirely different stories for different stocks. If
so, there’s little you can do because all the evidence is contradictory and
that’s par for this course. Every adage learned on the last stock will be
reversed on the next.

That’s why you’re searching for trends. I discovered after looking over
several fearsome foursome results from my own portfolio that I tend to sell
too soon. My buy tendencies are too mixed to draw conclusions, but my
sells almost invariably come early. That means I should trust my judgment
in finding good companies and start letting them do their thing. I need to
constantly read what Warren Buffett says: Time helps wonderful businesses
but destroys mediocre ones. Since discovering this tendency of mine to sell
too soon, I’ve improved my returns by a few percentage points on the
stocks I’ve sold. Others I haven’t sold at all and am still holding on as they
continue mounting profits. Before the fearsome foursome analysis, I
probably would have sold after they doubled.

You can do the same. Whenever you sell a stock, wait three months and
write up the fearsome foursome results. Put the results in the company’s
folder when you’re finished. Take a hard look at the numbers, compare
them to your other results, and look for trends.
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Bon Voyage

That’s about it. This book should help you get going safely with a stock
investment program. I like the fact that you won’t run out and throw all
your extra dollars into a $2 startup because of something you read here. On
the other hand, you won’t languish for the next 20 years in Treasury Bills
for safety’s sake. It’s not safe to underperform inflation.

For you this book’s strategy is going to be a lifelong friend. It’s not the
only way to make money in stocks, but it’s a way that anybody can follow
from their kitchen table. You start gradually, perhaps in a bank savings
account, then work your way into a discount broker’s core money market
account, then into permanent portfolios, and finally into the open market
itself, where you’ll search for stocks that measure up to high standards. It’s
a safe, profitable progression that allows you to learn more as you go
without paying big money to do so.

I’d like to part with some wise words from Charlie Michaels, my friend
who is President of Sierra Global Management, LLC, a hedge fund
company in New York City. Charlie helped me on the first edition of this
book, and has provided a closing comment for each subsequent edition.
He’s worth reading. In 2008, when the S&P 500 lost 38 percent and the FT
Europe index lost 41 percent, Charlie’s Sierra Europe Fund gained 8
percent.

For the 2004 edition, he wrote, “Being patient and buying great business
franchises with strong growing cash flows will never make one poor.
Almost every other form of investing has the potential to destroy one’s
capital.”

For the 2008 edition, he warned that “the stock market is being propped
up by the hundreds of billions of dollars allocated to private equity funds.
These funds are levering their capital and buying companies right and left.
There will come a time when these funds become net sellers (the day of



reckoning) as their performance fees are based on realized profits. Hence
the private equity prop will turn into a private equity drag. It is vital to
invest in high quality companies with strong business franchises that are
most likely to be resilient in the next bear market. Timing is important in
most walks of life including investing. Hence, I advocate being patient and
buying shares when valuations are attractive (low/cheap) so that when price
earnings multiples compress, the securities you have bought will be resilient
and hold up.”

For this edition, he writes, “In 2007, which turned out to be the peak of
the last bull market, I warned that the stock market was being propped up
by private equity funds levering their capital. The key to my warning was
leverage. Today, we are witnessing the most profound delevering of the
world’s financial markets, the unwinding of speculation that built up over
past decades. We can clearly see the value of investing in ‘high quality
companies with strong business franchises’ because they have indeed been
resilient. The good news is that this very deep bear market is bringing the
prices of stocks to the most attractive levels in our lifetime. For the
foreseeable future, investors don’t need to worry about investing in
overvalued stocks. This is likely a great time to slowly build a portfolio of
great businesses using the principles described in previous chapters of this
book.”

Like our master investors in Chapter 2, Charlie looks for quality
companies at good prices. Now you know how to find them, and you know
how to determine if their current price is a bargain. All the research you
need is sitting somewhere at this very moment, just waiting for you to take
a look.

Drop me a line sometime. You can email me directly,
jason@jasonkelly.com, or stop by www.jasonkelly.com to send me a
message from there.

Reasons and Limits Worksheet

http://www.jasonkelly.com/
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Appendix 1:

What You Should Retain from This Book

The principles of successful investing never change because the goal is
always to put your money in the strongest companies. They eventually win.
This book shows how to find them and that’s why its advice works no
matter what the market is doing. Here are the key points of that advice:



Chapter 1: Speak the Language of Stocks

✔ You need to invest in stocks because they allow you to own
successful companies. When a company prospers, so do its owners.
Stocks have been the best investments over time.

✔ You make money from stocks through capital appreciation and
dividends. Capital appreciation is the profit you keep after you buy a
stock and sell it at a higher price. Dividends are shares in the
company’s earnings, which are paid to stock owners every quarter.
Not all companies pay dividends.

✔ You should use a discount broker and make your own investment
decisions. The advice you get from full-service brokers is worthless
anyway, and they charge too much.

✔ The most basic division among investors is growth and value.
Growth investors look for successful companies that are increasing
earnings every quarter, and they are willing to pay a price for them.
Value investors look for companies that are overlooked or
struggling, and they want to buy their stocks on sale. These
disciplines coexist nicely. For example, you don’t want to pay too
much for a growth stock, nor do you want to buy a value stock that
has no prospect for future growth.



Chapter 2: How the Masters Tell Us to Invest

✔ Your investment strategy should be clearly defined and measurable.
This way, you avoid the common emotional traps of greed and fear.
Rely on a set of specific criteria to find superior companies.

✔ Look for strong income statements and balance sheets. Every
company is helped by high profit margins, lots of cash, and little or
no debt.

✔ Look for insider stock ownership and company buybacks. Peter
Lynch writes, “There’s only one reason that insiders buy: they think
the stock price is undervalued and will eventually go up.”

✔ Conduct thorough research. Warren Buffett says to exercise the
same scrutiny when buying shares in a company as you’d exercise
when buying the company itself. Never act on tips. Always know
what you’re buying and precisely the reasons why.

✔ Know the reasons that led you to buy a stock, so you know the right
time to sell. In two minutes, you should be able to run down the
factors that made the stock attractive to you.

✔ Buy at a price below the company’s potential. If it’s an expensive
growth stock, it had better be growing quickly enough to justify the
high price. If it’s a depressed value stock, it had better have some
good plans for recovery and be executing them well.

✔ Buy more of what’s working. If you identified a good company and
its stock is rising, consider buying more if the company’s strengths
have improved as the price rose.

✔ Take advantage of price dips. If you own a quality company and its
stock drops, verify that it remains a quality company. If it’s just as
strong as when you first invested, consider buying more at the
discount price. As Bill Miller says, “Lowest average cost wins.”



Chapter 3: How History Tells Us to Invest

✔ The best all-purpose value measure is price-to-sales.
✔ Dividend yield is a great value measure against large, market-

leading companies.
✔ The best growth measure is relative strength. Specifically:

• Among large companies, look for stocks with high relative
price strengths.

• Among all stocks, avoid at all costs last year’s biggest
losers.

• Over the previous five years among all stocks, look for
laggards because they’re probably about to recover.

✔ Even growth strategies need to include some measure of value, such
as price-to-sales, to avoid paying too much for a company.

✔ The simplest and one of the best value strategies is to buy large,
market-leading companies with high dividend yields. A perfect
example of this approach is the Dow dividend strategies explained
in Chapter 4.

✔ Shareholder yield combines the value of dividends with the benefits
of company share buybacks. Large, market-leading companies with
high shareholder yields outperform their low-yield peers.

✔ The best growth strategy is to buy companies that have:

• A market cap greater than an inflation-adjusted $200
million

• A price-to-sales ratio below 1.5
• Earnings higher than in the previous year
• A three-month price appreciation greater than average
• A six-month price appreciation greater than average
• The highest one-year price appreciation

✔ Combining a value and a growth strategy is an excellent way to
boost your returns while keeping risk tolerable.



Chapter 4: Permanent Portfolios

✔ Value averaging is an automated way to buy low and sell high as the
market fluctuates. You’ll use it with the IJR small-company ETF to
achieve steady 3 percent quarterly growth in your core portfolio.

✔ The Dow Jones Industrial Average comprises 30 of the most
powerful companies in America including American Express, Coca-
Cola, Disney, Exxon Mobil, Home Depot, Intel, IBM, McDonald’s,
Microsoft, and Wal-Mart. The defining characteristic of all 30 Dow
companies is their gargantuan size. To take one example, Wal-Mart
had sales of $405 billion in 2008, a full 3 percent of America’s gross
national product.

✔ Because Dow companies are so dominant, they usually rebound
from depressed stock prices. That makes the Dow a prime hunting
ground for bargain stocks. As you learned in Chapter 3, the best way
to find undervalued large companies is by looking at their dividend
yields.

✔ There are three Dow dividend strategies that have beaten the overall
Dow’s performance over time. Each involves screening out the 10
highest-yielding of the 30 Dow stocks, then investing in all 10 of
them, the five highest-yielding of the 10, or the five lowest-priced of
the 10. The best of the bunch, the Dow Low 5, averaged 9.4 percent
per year in the 37 years ended December 31, 2008. During that same
time, the overall Dow averaged just 6.4 percent.

✔ As good as the Dow dividend strategies are, there’s a simple way to
beat all of them: leverage the entire Dow to twice its return.
Leveraging is a technique that magnifies an investment’s return with
borrowed money and options. Both gains and losses are magnified.

✔ The simplest way to double the Dow is through the ProFunds
UltraDow 30 mutual fund, symbol UDPIX. It returns roughly twice
what the Dow returns on a daily basis.

✔ The S&P MidCap 400 index has outperformed the Dow. In the 10
years ending December 31, 2008, the Dow returned -4 percent, but
the MidCap 400 returned 37 percent. Like the Dow, the MidCap 400



can be leveraged to twice its performance. This approach, what I
call my Maximum Midcap strategy, has proven to be even better
than doubling the Dow.

✔ The elephant in the china shop of these leveraged strategies is an
extreme bear market. The magnified loss is devastating, and ruins
long-term performance.

✔ Therefore, you should try to avoid the downside with timing signals
created by SMA, MACD, and RSI. These three charting tools help
identify price trends and will often warn you to get out of the
strategies before big drops.

✔ Because the Dow and the S&P MidCap 400 are groups of stocks
and not individual stocks, they eventually recoup losses. That
provides confidence through the volatility. Extreme volatility
coupled with assured recovery is a potent combination. Buying
when these volatile strategies are down in price has led to
tremendous gains.



Chapter 5: Get Ready to Invest

✔ Choose one of the following discount brokers: E*Trade, Fidelity,
Firstrade, Schwab, Scottrade, TD Ameritrade, or TradeKing. You
might also consider a super discounter such as BuyandHold,
ShareBuilder, or Zecco.

✔ Use limit orders to specify the price at which you want to buy and
sell stocks, along with the time frame. Use market orders to execute
your buys and sells immediately. The situation and your personal
preference will guide you to choose the right type of order. I almost
always use limit orders because they enable me to take advantage of
the market’s fluctuations without getting emotionally involved.

✔ Trailing stop orders enable you to own a stock as long as its uptrend
continues, then get out when it reverses. They “trail” behind the
price as it rises upward but lock into place when the price begins to
fall. Limit orders and trailing stops are just about the only order
types I use.



Chapter 6: Research to Riches

✔ Pay attention to your personal experience and the investment
grapevine for good ideas.

✔ I provide a selection of magazines, newspapers, newsletters, and
specialty publications for you to consider. The most useful are
Investor’s Business Daily with its SmartSelect stock ratings and The
Value Line Investment Survey which prints almost everything you
need to know about a stock.

✔ Contact companies themselves to request an investor packet. It
should include an annual report, balance sheet, and income
statement. Reading them will show you the company’s health in
terms of what it owns, what it owes, and how much profit it keeps.

✔ Stock screeners are helpful for running criteria filters across all
stocks to find just the ones you want. The one I use every day is
Yahoo! Finance Stock Screener.

✔ There’s a handful of investment websites that I recommend, the
most useful being Yahoo! Finance. For a convenient click list of the
sites listed in this book, visit www.jasonkelly.com/investonline.

http://www.jasonkelly.com/investonline


Chapter 7: This Book’s Strategy

✔ Build a core portfolio with one of the permanent portfolio strategies
in Chapter 4. Choose either a Dow dividend strategy, my Double the
Dow strategy, or my Maximum Midcap strategy. I use Maximum
Midcap because it returns the most over the long term. Both Double
the Dow and Maximum Midcap are twice as volatile as the market.

✔ Fill and maintain your stocks to watch worksheet using the
investment resources you learned about in Chapter 6. The worksheet
is provided on pages 262-263.

✔ Key measurements on the worksheet are:

• Net profit margin. Should be in the top 20 percent of its
industry and bigger is better. Found in the investor packet,
Value Line, and on the Internet.

• Sales per share. Should be increasing over the past five
years. Found in Value Line and on the Internet.

• Cash flow per share. Should be positive and increasing
each year. Found in Value Line and on the Internet.

• Earnings per share. Should be positive and increasing
each year. Found in Value Line and on the Internet.

• Dividend Yield. Should be high for large companies.
Found in most newspapers, Value Line, and on the
Internet.

• Return on equity. Should be 20 percent or higher. Found
in the investor packet and on the Internet.

• Insider buys/ownership. Should be high because insiders
buy their stock only when they think it will go higher.
Found in Value Line, Investor’s Business Daily, and
Yahoo! Finance.

• Stock buyback. You want a company buying back its
stock. Found by calling the company.

• EPS rank. Growth investors should insist on 85 or higher.
Found in Investor’s Business Daily.



• Relative price strength rank. Growth investors should
insist on 80 or higher. Found in Investor’s Business Daily.

• Five-year sales and earnings gain. Should be at least 10
percent for all companies and 15 percent for small
companies. Found in Value Line and on the Internet.

• Projected sales. Large companies should be expected to
grow at least 10 percent a year, medium companies at
least 15 percent, and small companies at least 20 percent.
Found in Value Line, many other publications, and the
Internet.

• Projected stock high/low. Bigger is better for both the
high and the low. Found in Value Line and the Internet.

• Value Line timeliness/safety. Timeliness should be ranked
1 or 2, the safety rank is up to your volatility preference.
Found in Value Line.

• S&P STARS fair value. Both STARS and fair value should
be ranked 4 or 5. Found in S&P’s weekly newsletter, The
Outlook.

• Current price-to-earnings. For value companies, should
be equal to or below the earnings growth rate. Found in
Value Line, most newspapers, and on the Internet.

• Average price-to-earnings. Should be higher than the
current P/E. Found in Value Line.

• Price-to-sales. For all companies except utilities, smaller
is better. Found in investment magazines and on the
Internet.

• Price-to-book. Smaller is better. Found in Value Line and
on the Internet.

• Current ratio. Should be at least 2. Found in Value Line,
the investor packet, and on the Internet.

• Quick ratio. Should be at least .5. Found in Value Line,
the investor packet, and on the Internet.

• SMA, MACD, and RSI. Should show a strong uptrend or
a breakout. Found on charts, such as the ones at Yahoo!
Finance and StockCharts.com.



✔ Constantly track and prune your stocks to watch worksheet.
Compare the companies on it to competitors, maintain an
information folder on each company, and keep all of your
information current. In this way, you are prepared for opportunities
that the market serves up by lowering the stock price of companies
you know to be solid.

✔ Make gradual purchases. Everybody is wrong about a stock price
now and then. Limit the damage by using only part of your money
for the first buy. You can always buy more later.

✔ Avoid common emotional investment traps by filling out a reasons
and limits worksheet, or R&L, for each of your stocks. The
worksheet is provided on page 261. Circle whether the stock is
growth or value, list the company’s strengths and challenges, and
write the reasons you’re buying and what would cause you to sell.

✔ Be skeptical of so-called gurus or market experts. An ongoing study
by CXO Advisory Group shows the average market expert’s
accuracy to be just 48 percent—less reliable than a coin flip. For a
collection of noncommittal forecasts, see page 243.

✔ The market is volatile. Your money invested in stocks will fluctuate
in value. Understand that before you invest so you are emotionally
equipped to deal with the fluctuations.

✔ Reviewing your reasons and limits worksheet is a wonderful way to
keep a cool head when things heat up. You wrote it when you were
not under duress. Rely on those steadier times for guidance as you
decide whether to sell. Your R&L will prove a more reliable
investment companion than most coworkers, relatives, or analysts.

✔ Keep an eye on the chart. SMA, MACD, and RSI will often signal a
changing trend. If they do so before or just as the news brings one of
your R&L sheet’s reasons to sell, you’ll have good reason to press
the button. To review the three, see pages 131-141.

✔ Make gradual sells for the same reasons you make gradual buys.
✔ Track your performance in a software package or ledger page. Use

the fearsome foursome to follow four price points for each of your
stock investments: the price three months before you bought, your
buy price, your sell price, and the price three months after you sold.
Learn from your mistakes and improve your abilities over time.



Chapter 8: Bon Voyage

✔ This book’s strategy takes you on a safe, profitable progression that
allows you to learn more as you go without paying big money to do
so. You start gradually, perhaps in a bank savings account, then
work your way into a discount broker’s core money market account,
then into permanent portfolios, and finally into the open market
itself, where you’ll search for stocks that measure up to high
standards.

✔ Follow Charlie Michaels’s lead in buying high-quality companies
with strong business franchises—on sale.

✔ I wish you all the best. You can e-mail me directly, jason@
jasonkelly.com, or stop by www.jasonkelly.com to send me a
message from there.

http://www.jasonkelly.com/


Appendix 2:

A Sampling of Exchange-Traded Funds

The following are ETF trading clusters that I follow. You can get them on a
printable sheet at my website, www.jasonkelly.com/resources.
  
U.S. LARGE-COMPANY STOCKS

DDM | 200% the Dow (2x)  
DIA | Same as the Dow (1x)  
DOG | Inverse of the Dow (-1x)  
DXD | 200% inverse of the Dow (-2x)
  
SSO | 200% the S&P 500 (2x)  
SPY | Same as the S&P 500 (1x) 
SH | Inverse of the S&P 500 (-1x)  
SDS | 200% inverse of the S&P 500 (-2x)
  
BGU | 300% the Russell 1000 (3x)  
IWB | Same as the Russell 1000 (1x)  
BGZ | 300% inverse of the Russell 1000 (-3x)

U.S. MEDIUM-COMPANY STOCKS

MVV | 200% the S&P MidCap 400 (2x)  
MDY | Same as the S&P MidCap 400 (1x) 
MYY | Inverse of the S&P MidCap 400 (-1x)  
MZZ | 200% inverse of the S&P MidCap 400 (-2x)

U.S. SMALL-COMPANY STOCKS

TNA | 300% the Russell 2000 (3x)  
UWM | 200% the Russell 2000 (2x)  
IWM | Same as the Russell 2000 (1x)  

http://www.jasonkelly.com/resources


RWM | Inverse of the Russell 2000 (-1x)  
TWM | 200% inverse of the Russell 2000 (-2x)  
TZA | 300% inverse of the Russell 2000 (-3x)
  
SAA | 200% the S&P SmallCap 600 (2x)  
IJR | Same as the S&P SmallCap 600 (1x)  
SBB | Inverse of the S&P SmallCap 600 (-1x)  
SDD | 200% inverse of the S&P SmallCap 600 (-2x)

U.S. NASDAQ STOCKS

QLD | 200% the NASDAQ 100 (2x)  
QQQQ | Same as the NASDAQ 100 (1x)  
PSQ | Inverse of the NASDAQ 100 (-1x)  
QID | 200% inverse of the NASDAQ 100 (-2x)

U.S. SECTOR STOCKS

UGE | 200% the DJ U.S. Consumer Goods (2x)
  
IYK | Same as the DJ U.S. Consumer Goods (1x)  
SZK | 200% inverse of the DJ U.S. Consumer Goods (-2x)
  
UCC | 200% the DJ U.S. Consumer Services (2x)  
IYC | Same as the DJ U.S. Consumer Services (1x) 
SCC | 200% inverse of the DJ U.S. Consumer Services (-2x)
  
FAS | 300% the Russell 1000 Financial Serv. (3x)  
UYG | 200% the DJ U.S. Financials (2x)  
IYF | Same as the DJ U.S. Financials (1x)  
SEF | Inverse of the DJ U.S. Financials (-1x)  
SKF | 200% inverse of the DJ U.S. Financials (-2x)  
FAZ | 300% inverse of the Russell 1000 Financial Serv. (-3x)
  
RXL | 200% the DJ U.S. Health Care (2x)  
IYH | Same as the DJ U.S. Health Care (1x)  
RXD | 200% inverse of the DJ U.S. Health Care (-2x)
  



UYM | 200% the DJ U.S. Materials (2x)  
XLB | Same as the S&P Materials (1x)  
SMN | 200% inverse of the DJ U.S. Materials (-2x)
  
ERX | 300% the Russell 1000 Energy (3x)  
DIG | 200% the DJ U.S. Oil & Gas (2x)  
IEO | Same as the DJ U.S. Oil & Gas (1x)  
DDG | Inverse of the DJ U.S. Oil & Gas (-1x)  
DUG | 200% inverse of the DJ U.S. Oil & Gas (-2x)  
ERY | 300% inverse of the Russell 1000 Energy (-3x)
  
URE | 200% the DJ U.S. Real Estate (2x)  
IYR | Same as the DJ U.S. Real Estate (1x)  
SRS | 200% inverse of the DJ U.S. Real Estate (-2x)
  
USD | 200% the DJ U.S. Semiconductors (2x)  
IGW | Same as the S&P N. American Semiconductors (1x) 
SSG | 200% inverse of the DJ U.S. Semiconductors (-2x)
  
ROM | 200% the DJ U.S. Technology (2x)  
IYW | Same as the DJ U.S. Technology (1x)  
REW | 200% inverse of the DJ U.S. Technology (-2x)
  
LTL | 200% the DJ U.S. Telecom (2x)  
IYZ | Same as the DJ U.S. Telecom (1x)  
TLL | 200% inverse of the DJ U.S. Telecom (-2x)
  
UPW | 200% the DJ U.S. Utilities (2x)  
IDU | Same as the DJ U.S. Utilities (1x)  
SDP | 200% inverse of the DJ U.S. Utilities (-2x)

INTERNATIONAL STOCKS

FXI | Same as the FTSE/Xinhua China 25 (1x)  
FXP | 200% inverse of the FTSE/Xinhua China 25 (-2x)
  



EFA | Same as the MSCI EAFE (1x)  
EFZ | Inverse of the MSCI EAFE (-1x)  
EFU | 200% inverse of the MSCI EAFE (-2x)
  
EEM | Same as the MSCI Emerging Markets (1x)  
EUM | Inverse of the MSCI Emerging Markets (-1x)  
EEV | 200% inverse of the MSCI Emerging Markets (-2x)
  
EWJ | Same as the MSCI Japan (1x)  
EWV | 200% inverse of the MSCI Japan (-2x)

CURRENCY

UUP | Same as US Dollar vs Euro, Pound, Yen, etc. (1x)  
UDN | Inverse of US Dollar vs Euro, Pound, Yen, etc. (-1x)



Appendix 3:

Value Averaging the S&P SmallCap 600

In Chapter 4, you read about using the iShares S&P SmallCap 600 ETF,
symbol IJR, with value averaging. The table on the next page shows value
averaging used on IJR to achieve a 3 percent quarterly growth rate from
December 2002 to December 2008, a period that saw the ETF rise from
$31.21 to $70.37, then fall to $43.97. To see how the plan is doing today,
visit www.jasonkelly.com/strategies.

http://www.jasonkelly.com/strategies
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and superior companies
undervaluation

value averaging
Value Averaging: The Safe and Easy Strategy for Higher Investment
Returns (Edleson)
value investing



and asking “why?”
Buffett on
earnings per share
expert agreement on
finding bargain stocks
good buy points
good sell points
Graham on
growth investing contrasted with
historical returns
key measures
Lynch on
and price-to-book ratio
and price-to-earnings ratio
and “reasons and limits” worksheets
and relative price strength
and stock evaluation
and stock price appreciation
and strategy guidelines
worksheet for

The Value Line Investment Survey and annual rates
and business basics
and capital structure
and company basics
and current position
and current ratio
and dividend yield
and earnings per share
on General Motors
and growth projections
and historical measurements
and insider stock ownership
and market capitalization
and price history



and price projections
and price-to-book ratio
and price-to-cash-flow ratio
and price-to-earnings ratio
and quarterly financials
and research
and sales data
and sample profiles
sources for
and stock analysis
and stock price data
and stock rankings
and stock research
and strategy guidelines
and timeliness/safety measures
and worksheet criteria

value traps
Value Trust
Vanguard Total Stock Market
venture capitalists
Verizon
volatility
Buffett on
coping with
and downside risk
and emotions
and gradual moves
Graham on
and investment strategies
and leverage
and limit orders
and market cap
and market crashes
and monitoring investments



and price dips
and “reasons and limits” worksheets
and skepticism of experts
and strategy guidelines
and value averaging
and value investing

volume of trading
volume percent change rating

Wal-Mart
and competition
and the Dow Jones Industrial Average
Lynch on
Miller on
net profits
stock price assessment

The Wall Street Journal
and the Dow Jones Industrial Average
and insider stock ownership
and O’Neill
and SmartMoney
and stock pages
and stock recommendations
and stock research

The Warren Buffett Way (Hagstrom)
Washington Post
Waste Management, Inc.
watch lists
Watson, Thomas
websites. See also Internet resources.
The Week
Wendy’s/Arby’s Group
What Works on Wall Street (O’Shaughnessy)



World Wide Web
WorldCom

Yahoo! Finance
charts
and company basics
and insider stock ownership
and net profit data
and performance tracking
and research data
and stock screeners

year-to-date percentage change
Yum! Brands

Zacks Investment Research
Zecco
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