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“This is one of the best new investing books of the decade: succinct,
practical, and timeless. Built on a foundation of 40 years of market
wisdom, it combines technical analysis and portfolio construction
that is supported by excellent research. It should be required read-
ing for everyone from new investors to the most sophisticated
hedge fund managers.”

—Linda Raschke, President, LBRGroup, Inc.

“The author is an award winning Technical Analyst. In this book,
he covers the basic principles, definitions, safeguards, pitfalls, and
risks of investing. Believing in active management, he recognizes
the benefits of multiple tools (fundamental and technical) and disci-
plines there-on, to construct a portfolio methodology with guide-
lines for both buying and selling, for maximum gain. This is a
valuable book for any serious investor.”

—JL_ouise Yamada, Managing Director, Louise Yamada Technical
Research Advisors, LLC.

“In this book, Charles Kirkpatrick demonstrates just how powerful
a tool relative strength is, deftly combining technical and funda-
mental analysis to produce a superior long-term approach. This
isn't just theory, but the real-time work of a practitioner with an
outstanding track record. For many years a small group of knowl-
edgeable investors has known about this work, now you can too.”

—John Bollinger, CFA, CMT, President,
Bollinger Capital Management

“The author presents a clearly written, time-tested formula for
investor independence and success through applying relative price
strength for stock selection and portfolio construction.”

—Hank Pruden, Golden Gate University



This page intentionally left blank



BEAT
THE
MARKET

INVEST BY KNOWING
WHAT STOCGKS

T0 GUY AND WHAT
STOCKS TO SELL



This page intentionally left blank



BEAT
THE
MARKET

INVEST BY KNOWING
WHAT STOCKS

T0 GUY AND WHAT
STOCKS TO SELL

GHARLES D. KIRKPATRICK Il, GMT



Vice President, Publisher: Tim Moore
Associate Publisher and Director of Marketing: Amy Neidlinger
Executive Editor: Jim Boyd

Editorial Assistant: Heather Luciano
Development Editor: Russ Hall

Operations Manager: Gina Kanouse

Digital Marketing Manager: Julie Phifer
Publicity Manager: Laura Czaja

Assistant Marketing Manager: Megan Colvin
Marketing Assistant: Brandon Smith

Cover Designer: R&DE&Co

Managing Editor: Kristy Hart

Project Editor: Chelsey Marti

Copy Editor: Deadline Driven Publishing
Proofreader: Paula Lowe

Indexer: Erika Millen

Compositor: Nonie Ratcliff

Manufacturing Buyer: Dan Uhrig

© 2009 by Pearson Education, Inc.
Publishing as FT Press
Upper Saddle River, New Jersey 07458

This book is sold with the understanding that neither the author nor the publisher is engaged in
rendering legal, accounting or other professional services or advice by publishing this book. Each
individual situation is unique. Thus, if legal or financial advice or other expert assistance is
required in a specific situation, the services of a competent professional should be sought to
ensure that the situation has been evaluated carefully and appropriately. The author and the
publisher disclaim any liability, loss, or risk resulting directly or indirectly, from the use or
application of any of the contents of this book.

FT Press offers excellent discounts on this book when ordered in quantity for bulk purchases
or special sales. For more information, please contact U.S. Corporate and Government Sales,
1-800-382-3419, corpsales@pearsontechgroup.com. For sales outside the U.S., please contact
International Sales at international@pearson.com.

Company and product names mentioned herein are the trademarks or registered trademarks of
their respective owners.

All rights reserved. No part of this book may be reproduced, in any form or by any means,
without permission in writing from the publisher.

Printed in the United States of America
First Printing August 2008

ISBN-10: 0-13-243978-6
ISBN-13: 978-0-13-243978-7

Pearson Education LTD.

Pearson Education Australia PTY, Limited.
Pearson Education Singapore, Pte. Ltd.
Pearson Education North Asia, Ltd.
Pearson Education Canada, Ltd.

Pearson Education de Mexico, S.A. de C.V.
Pearson Education—Japan

Pearson Education Malaysia, Pte. Ltd.

Kirkpatrick, Charles D.

Beat the market / Charles D. Kirkpatrick, 1.

p. cm.

Includes bibliographical references.

ISBN 0-13-243978-6 (hardback : alk. paper) 1. Portfolio management. 2. Investment
analysis. 3. Stocks. 4. Investments. I. Title.

HG4529.5.K565 2009

332.6—dc22

2008014970



To Robert A. Levy, a relative pioneer



This page intentionally left blank



CHAPTER 1

CHAPTER 2

CHAPTER 3

CHAPTER 4

CONTENTS

Introduction . ........ ... .. .. ... 1
Investing Today . .......... ... . ... ..... 3
Investment Management .. ................... 4
Investment Management Incentive . . .. ........... 5
What Do You Do? . ... ... . 15
Summary . ... 18
Beliefs and Biases . ...................... 19
The Markets .. .. ... . . . . 20
My Emotional Experience ... ................. 22
Summary . ... 25
Investment Risk . . ... ... ... .. ... 27
Individual Stock Risk .. ...... ... ... ... ... .. 27
Randomness . ......... ... .. ... .. . . ... 29
Diversification . ... ... ... ... . . L L ... 30
Law of Percentages . . .. ..................... 31
Drawdown . ........ ... .. . .. 31
Market Risk ... ... .. o 33
Summary ... 37
Conventional Analysis ................ ... 39
Fundamental Versus Technical Methods . .. ... .. .. 39
Summary . ... 46



X

CHAPTER 5

CHAPTER 6

CHAPTER 7

CHAPTER 8

CHAPTER 9

CHAPTER 10

Beat the Market

Prediction Versus Reaction . .......... ... .. 47
Economists . . ....... .. ... ... 47
Gurus and “Experts” . ........ ... ... 49
Mutual Funds . ...... .. ... .. ... .. .. .. .. .. 50
Security Analysts . .. ... .. . L Lo oL 50
Reaction Technique . ........... ... ... ...... 53
SUMmMary .. ... e 55
Meeting the Relatives . ...... ... ... ... ... 57
Value ... .. 58
Growth . ... .. . 61
Price Strength . . ........ .. ... ... ... . .. ... 63
The Evidence . ....... ... .. .. .. ... .. ... .. 67
SUMMAry .. ..o 68
Value Selection . ....... ... ... ... .. ... .. 69
Performance Three Months Ahead . .. ........... 73
Performance Six Months Ahead . .. ....... ... ... 74
Performance Twelve Months Ahead .. ........... 77
Advancing and Declining Background Market . ... .. 78
Relative Price-to-Sales Percentile During a

Declining Market After Three Months . ... ........ 81
SUMMAry .. ..o 83

Relative Reported EarningsGrowth Selection . . 85

Summary ... 93
Relative Price Strength Selection ........... 95
Relative Strength Calculations . ... ....... ... ... 95
SUMMAry . ..o 105
Putting It Together ........ ... .. ... .. .. 109
Growth Model .. ...... .. ... ... .. ... ... .. 109

Value Model .. ... ... ... ... ... ... ... . ... 113



Contents

CHAPTER 11

CHAPTER 12

APPENDIX

Summary of Growth and Value List Triggers . . ... ..
New Model (Called the “Bargain List”) ..........

Summary ...

Selecting and Deleting Stocks . ... .........

Buying . ... ..
Selling ... ... ... .. L
Sources of Relative Information . ..............
Other Concerns .. ... ...... ... .. .. .. .....
HowtoAct . ... ... ... ... . . . . .

Summary ...

Creating a Portfolio of Stocks .. ...........
Maximum Drawdown . . ....................

Simple but Practical Methods of Creating
aPortfolio . ......... ... . ... .

Summary ...

Conclusion . ........ ... . ...

Investment Procedure Example ...........

Finding Data, Calculating Data, and
Locating Sources . .......... ... L

The Hypothetical Value Model Portfolio . ........
Performance of Value Model .. ...............
Adding and Deleting Stocks . . ....... ... ......

References . .. ...... ... .. .. .. .. .. .....



This page intentionally left blank



ACKNOWLEDGMENTS

ln this business you come across many people who help you in
ways large and small. They are people not in the investment
business and they are people familiar with some of the most
complicated and intricate investment methods available. | learn
from them all. To name them is impossible.

This book is the result of almost 30 years of intermittent
research. | began with Bob Levy to whom this book is dedi-
cated, and | will not stop until my end. In between, there have
been numerous portfolio managers, analysts, traders, profes-
sors, software designers, statisticians, students, and just plain
practical investors. | refer to a few, but not to the exclusion of
the many who have helped, sometimes in unknown ways.

In a series of talks on the subject of “relatives” over the past
several years | have spoken at the University of Colorado,
Howard University, the University of Texas (San Antonio), St.
Mary’s University, and MIT. To all those professors and students
who criticized, suggested changes, and commented on the
study, | thank you for your help. To those attending my lectures
sponsored by the Market Technicians Association and the
American Association of Professional Technical Analysts, |
thank you for your interest and suggestions.

Several individuals reviewed earlier manuscripts of this
book. They are Dick Arms, Julie Dahlquist, Mike Kahn, Mike
Moody, Michael Tomsett, and LLeo Trudel. Remember that | am
responsible for any foolish errors or slip-ups. They were kind

Xiii



Xiv Beat the Market

enough to spend considerable time reviewing and adjusting
without the added burden of responsibility for mistakes. | thank
them profusely for their effort.

To the FT Press people—Jim Boyd, Chelsey Marti, and
Ginny Munroe—and of course all those others who performed
behind the scenes and who are but shadows to me, | thank you
all for making the publishing process so smooth and complete.

About this time in acknowledgements most of the thanks
have been given. There is no superlative, however, that can be
used to describe my appreciation of the time, anguish, missed
dinners, canceled trips, and late nights suffered by my wife, Ellie,
over the past two years. | would truly be lost without her.



ABOUT THE AUTHOR

Charles D. Kirkpatrick I, CMT is currently president of
Kirkpatrick & Company, Inc., Kittery, Maine. This is a private
corporation specializing in technical research that publishes the
Kirkpatrick Market Strategist advisory newsletter.

In the recent past, Mr. Kirkpatrick has been a director of the
Market Technicians Association—an association of professional
analysts—and served on its Dow Award Committee, Education
Committee, and as chairman of the Academic Liaison
Committee. He was editor of the Journal of Technical Analysis—
the official journal of technical analysis research—and an instruc-
tor in finance at the Fort Lewis College School of Business
Administration in Durango, Colorado—one of only seven col-
leges (as opposed to universities) in the U.S. accredited by the
Association to Advance Collegiate Schools of Business
(AACSB). In 2007, with co-author, Professor Julie Dahlquist, he
published a textbook on technical analysis: Technical Analysis—
The Complete Resource for Financial Market Technicians—now
used in university finance classes and the Market Technicians
Association’s professional education programs.

In addition, Mr. Kirkpatrick has received awards from his
peers. In 1993 and 2001 he received the Charles H. Dow
Award—for excellence in technical research—and in 2008, he
received the Market Technicians Association Annual Award—
an award given once a year to someone for “Outstanding

XV



Xvi Beat the Market

Contributions to the Field of Technical Analysis.” He is a gradu-
ate of Phillips Exeter Academy, Harvard College, and the
Wharton School of the University of Pennsylvania, and served
as a decorated combat officer in the First Cavalry Division in
Vietnam. He currently resides on an island in Maine with his
wife, Ellie, and various domestic animals.



INTRODUCTION

lf you manage your own investments and want to under-
stand what investing methods are worthwhile and what meth-
ods are best avoided, this book is for you. It is also for those
who wish to manage their own investments but don't know
how to do it. You will understand the problems and costs of
professional management and the inconsistencies in traditional
investment methods. You will explore three methods using dif-
ferent information to buy and to sell stocks. Most books on
investment leave out what to do after you have bought stocks.
I show you when they should be sold. The historic results of
these methods, when melded together, have proven reliable in
all kinds of markets over the past 30 years. | show you that the
stock market is still the best investment vehicle, how and when
to buy and sell individual stocks, when to be out of the market,
and how to construct a working portfolio. Above all, | show
you that it is impossible to predict markets or the economy, but
it is still probable that you can make money. You must react to
circumstances rather than predict outcomes. Using these
methods, you will find that you can successfully invest for
yourself.

My purpose is to show how you, by yourself, can outperform
the stock market and reduce the risk of capital loss from poor
decisions. You do not need to pay outrageous fees or be sub-
jected to the incomprehensible and often incorrect theories or
deceptive jargon that is thrown at you by brokers and money
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managers trying to get your money under their management.
However, if you prefer to use advisors in the allocation of your
assets, please be critical of their past performance, the reasons
and history of their advice, and the fee structure and hidden costs
not only of your advisor, but also of the investments in which
your assets are placed. These fees can act as a significant deter-
rent to your portfolio’s performance.

The opinions contained in this book are from my 40 years
experience as a research analyst, portfolio manager, stock mar-
ket newsletter writer, block desk trader, institutional broker,
technical analyst, and hedge fund manager. | have owned a bro-
kerage firm and passed at one time or another the requirements
for investment advisor, options specialist, registered representa-
tive, and options and financial principal. | am the coauthor of
Technical Analysis: The Complete Reference for Financial Market
Technicians, which is used in many colleges and universities for
their investment courses and has become the primary textbook
for the Certified Market Technician (CMT) designation by the
Market Technicians Association. | am past editor of the Journal
of Technical Analysis and a past board member of both the
Market Technicians Association and the Market Technicians
Association Educational Foundation. In addition, | am the only
person (so far) to have twice won the annual Charles H. Dow
award for research. In short, | have been around the financial
and investment markets for a long time, and | have been
exposed to just about every technique, method, theory, and
sales pitch put forth in the past 40 years. My father was one of
the most successful portfolio managers at Fidelity before Peter
Lynch. | began the “game” when | was 14, occasionally working
for him in following stocks for his trust accounts. | also gradu-

ated from Harvard (AB) and the Wharton School (MBA).



