
H
ow is it that so many traders and 
investors lose money in the market, 
while others—like authors Gil Morales 

and Chris Kacher—have shown the ability to 
earn huge returns on investment? As Bill O’Neil 
himself says, “Human nature being what it is, 90% 
of the people in the stock market—professionals 
and amateurs alike—simply haven’t done enough 
homework.” Trade Like an O’Neil Disciple: How 

We Made 18,000% in the Stock Market is your 
homework. And if you invest in the market, you 
can expect that there will be a test involving your 
own money.

Th e result of years of observation and the 
subsequent application of the commonsense rules 
learned, Trade Like an O’Neil Disciple details the 
small realities that make up the stock market, 
including:

•   Th e importance of a 6–7% automatic stop-loss 
policy on stock purchases

•   Sit tight and be right, or “take your profi ts 
slowly”

•   Th e value of psychological capital, and how 
mastering your own psychology allows you to 
operate from a position of strength

•   Position concentration, and how diversifi cation
—“kissing all the babies”—is unnecessary

•   How timing the market is possible and 
necessary, despite claims to the contrary by 
those who can’t

•   Mistakes novices or lazy investors make, such 
as averaging down or purchasing only cheap 
stocks

•   How O’Neil applied historical precedent to box 
theory to come up with consolidation patterns 
(“bases”), such as: ascending; cup-with-handle; 
double-bottom; square box; fl at base; and high, 
tight fl ag

$60.00 USA / $72.00 CAN

•   Using early buy points in the form of “pocket 
pivots” to gain an advantage in diffi  cult market 
environments

•   Using gap ups as buy points to jump on board 
of some of the most powerful stocks

•   Th e fi ner points of O’Neil-style short-selling 
techniques

It took years to identify, analyze, catalog, and 
verify the characteristics of winning stocks for O’Neil 
to fi nally perfect his system. Authors Gil Morales 
and Chris Kacher save you the time and—if 
you’re an investor, money—by bringing together 
in one comprehensive guide, the commonsense 
investment philosophies that allow them and you 
to Trade Like an O’Neil Disciple.

GIL MORALES is the author and publisher of 
www.GilmoReport.com; coauthor and publisher 
of www.VirtueOfSelfi shInvesting.com; a former 
senior proprietary internal Portfolio Manager 
and Chief Market Strategist for William O’Neil 
+ Company; and is currently a Managing 
Director of MoKa Investors, LLC. He also co-
authored, with William J. O’Neil, the Wiley 
title, How to Make Money Selling Stocks Short. 
Mr. Morales received his BA in economics from 
Stanford University.

CHRIS KACHER is a frequent contributor 
to www.GilmoReport.com; coauthor and pub-
lisher of www.VirtueOfSelfi shInvesting.com; a 
former research analyst and senior proprietary 
internal Portfolio Manager for William O’Neil + 
Company; and a Managing Director of 
MoKa Investors, LLC. He received his BS in 
chemistry and PhD in nuclear physics from the 
University of California at Berkeley.
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“In these historically diffi  cult markets where quantitative easing and forced selling are the 
norm, Gil Morales and Chris Kacher show how to apply, with incredible success, their 
unique investment tools and methods in an increasingly volatile trading environment. 
However, beyond their ‘pocket pivot point’ investment method, their short-sale setups and 
their groundbreaking ‘Dr. K market timing tool,’ what is truly amazing is to learn how 
professional traders analyze their mistakes and correct them. It is not great tools that make 
great traders, it is humility and fl exibility combined with decisive action that determines one’s 
‘success or failure.’ ”

 —Pascal Willain, independent trader and inventor of volume-based indicators, 

author of Value in Time

“If you only read one book this year, read this one. It turns everything you know inside out 
and changes the way you see the things that matter. In a world full of fake promises and hype, 
here is something real. Morales’ and Kacher’s vision, passion, and dynamism is [proven]by 
their results. Lots of people talk, they have delivered. If you really want to succeed in a very 
uncertain world, read this book. It will change your success.”

 —Dr. Michael Meegan, author of All Will Be Well

What the market will do is anyone’s guess. 
What it is doing should be anything but.

From the successes and failures of two William O’Neil insiders, Trade Like an O’Neil Disciple: 

How We Made 18,000% in the Stock Market is a detailed look at how to trade using William 

O’Neil’s proven strategies, as well as what it was like working side-by-side with the Wall 

Street legend.

Detailing both the technical information and the trading psychology that has worked so 

well for them, and including a market direction timing model, Trade Like an O’Neil Disciple

breaks down what every savvy money manager, trader, or investor needs to know to profi t 

enormously in today’s stock market.

M O R A L E S

K A C H E R



P1: JYS
FM JWBT320-Morales July 9, 2010 19:39 Printer: Courier Westford, Westford, MA

vi



P1: JYS
FM JWBT320-Morales July 9, 2010 19:39 Printer: Courier Westford, Westford, MA

Trade Like
an O’Neil
Disciple

i



P1: JYS
FM JWBT320-Morales July 9, 2010 19:39 Printer: Courier Westford, Westford, MA

vi



P1: JYS
FM JWBT320-Morales July 9, 2010 19:39 Printer: Courier Westford, Westford, MA

Founded in 1807, John Wiley & Sons is the oldest independent publish-
ing company in the United States. With offices in North America, Europe,
Australia and Asia, Wiley is globally committed to developing and market-
ing print and electronic products and services for our customers’ profes-
sional and personal knowledge and understanding.

The Wiley Trading series features books by traders who have survived
the market’s ever changing temperament and have prospered—some by
reinventing systems, others by getting back to basics. Whether a novice
trader, professional or somewhere in-between, these books will provide
the advice and strategies needed to prosper today and well into the future.

For a list of available titles, visit our Web site at www.WileyFinance.com.
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It is said that dedicating a book is one of the most exquisite

acts of love one can perform. I love all who seek out and find

their passion in life and in spirit, which include those closest

to me, you know who you are.

—Chris Kacher
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Foreword

B ill O’Neil is a passionate student of the markets and one of the most
successful traders of the modern era. From our days at SMU and
later during his time in Alaska, Bill was studying charts and develop-

ing his vast understanding of the markets. Based upon his historical studies
back into the nineteenth century, Bill has always tried to help the investor
improve their success ratios.

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

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

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

Stripped to its core values that is also basically O ‘Neil’s CAN SLIM R©.
O’Neil is often accused of being only a technician, but that is not true.

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

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

xi
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xii FOREWORD

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

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

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

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

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

Fred Richards
www.adrich.com
www.stratinv.net
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Preface

A s a successful investor, William J. O’Neil has touched the lives of in-
dividual and institutional investors around the globe whom he has
taught to make money in stocks. How many we cannot know for

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

This book is our attempt to articulate what we learned from Bill O’Neil,
working directly with him under fire in real-time while trading the markets.
But first a disclaimer: this book is not sanctioned by or approved by Bill
O’Neil or William O’Neil + Co., Inc. Our interpretation and views may not
be those of Bill or the company. This book explains how we trade based
on our learning experience as proprietary traders at William O’Neil + Co.,
Inc. This book is also not about the CAN SLIM R© methodology. Readers
are encouraged to read Bill’s seminal work (and all his other books), How

to Make Money in Stocks, and to refer to Investor’s Business Daily and
investors.com. Between Bill’s excellent books, the reporting in the paper,
and the web site, there is a plethora of tutorials and educational materials
that detail O’Neil’s methods. We encourage you to make good use of these
books and tools.

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

xiii
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xiv PREFACE

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

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

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

While the dollars in our trading accounts and the returns are the way
we track our success and performance, trading is ultimately not so much
about making money as it is about understanding what Eckhard Tolle
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Preface xv

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

Gil Morales
Dr. Chris Kacher

June 2, 2010
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C H A P T E R 1

The Evolution of
Excellence

The O’Neil Trading Method

A s portfolio managers who once ran money for William J. O’Neil,
we have observed that a meaningful portion of the O’Neil “body of
thought” is derived from the philosophies of those who preceded

him, particularly the works of Richard Wyckoff and Jesse Livermore. When
it comes to market thought, you can never entirely understand Bill O’Neil
until you have read and understood these two gentlemen. Obviously, the
techniques and philosophies of the famous trader Jesse Livermore, as
presented in the classic Reminiscences of a Stock Operator, by Edwin
Lefèvre and Livermore’s own How to Trade in Stocks, figure heavily in the
underlying pulse that governs the way Bill O’Neil and his stable of portfolio
managers trade. Richard Wyckoff, as one of the first to write about Jesse
Livermore in his original work, Jesse Livermore’s Methods of Trading

Stocks, espoused much of the common sense investment philosophies
and maxims that have found their way into the writings and investment
thought of William J. O’Neil. Even Nicolas Darvas, in his famous book,
How I Made $2 Million in the Stock Market (Carol Publishing Group,
1998), laid the foundation for O’Neil’s “chart bases” with his own “boxes,”
which he described as simply normal consolidation channels within which
a stock’s action was judged to be normal or abnormal.

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

1
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2 TRADE LIKE AN O’NEIL DISCIPLE

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

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

PREPARATION, STUDY, AND PRACTICE

Don’t dabble in stocks. Dig in and do some detective work.

—William O’Neil, How to Make Money in Stocks,

2nd ed. (New York: McGraw-Hill, 1995), 34

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

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

While most investors do not hesitate to dabble in the markets, they
would rarely dabble in medical or legal practice, or even in playing pro-
fessional baseball. O’Neil reminds us, however, “Outstanding stockbrokers
or advisory services are no more frequent than are outstanding doctors,
lawyers, or baseball players” (William O’Neil, How to Make Money in

Stocks, 2nd ed. [New York: McGraw-Hill, 1995], 256). This is not too far off
from Richard Wyckoff’s astute observation that “A person becomes com-
petent in other fields because he has generally gone through a long period
of practice and preparation. A physician, for example, goes to college, at-
tends medical clinics, rides in an ambulance, serves in hospitals, and after
some years of preparatory work, hangs out a sign. In Wall Street, the same
M.D. would hang his sign first; then proceed to practice” (Richard Wyckoff,
How I Trade and Invest in Stocks & Bonds [New York: The Magazine of
Wall Street, 1924], 159–160).

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

Trade in Stocks [Greenville: Traders Press, 1991], 15).
While reminding investors that success can only be achieved by hard

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

BUY EXPENSIVE—NOT CHEAP—STOCKS

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

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

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

AVERAGING DOWN

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

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

in Stocks, 4th ed. [New York: McGraw-Hill, 2009], 247).
Jesse Livermore was no less harsh in his assessment of the averaging-

down technique when he said, “It is foolhardy to make a second trade, if
your first trade shows you a loss. Never average losses. Let that thought
be written indelibly upon your mind” (How to Trade in Stocks [Greenville:
Traders Press, 1991], 26). Richard Wyckoff took the concept just a little bit
further by adding, “It is better to ‘average up’ than to ‘average down”’ (Stock

Market Technique Number 1 [New York: Richard D. Wyckoff, 1933], 50).
And as we know, O’Neil contrasts his sermons against averaging down by
strongly advocating “averaging up” on one’s winning stocks.

CUTTING LOSSES QUICKLY

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

Richard Wyckoff in Stock Market Technique Number 1 advised: “Your
first line of defense is a stop order—placed when you make the trade, or
immediately thereafter. If you fail to limit your risk at inception, make a
practice of looking over your commitments every day, or twice every week
and selling out, at the market, all showing a loss. That will keep your sheet
clean and allow your profitable trades to run until the time comes to close
them out” (1933, 96). This concept of using a stop-loss as a “line of de-
fense” runs parallel to O’Neil’s thinking that “letting your losses run is the
most serious mistake made by almost all investors” (How to Make Money

in Stocks, 2nd ed. [New York: McGraw-Hill, 1995], 93) simply because “[i]f
you don’t sell to cut your losses when you get into trouble, you can eas-
ily lose the confidence you’ll need to make buy and sell decisions in the
future” (1995, 252). Not only do losses cut into the capital an investor has
available to capitalize on potential opportunities in the stock market, they
also take their toll on an investor’s psychological capital, their all-important
self-confidence.

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

TAKING PROFITS TOO SOON—LETTING
YOUR WINNERS RUN

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

Stocks [Greenville: Traders Press, 1991], 21). You can’t make big money in
stocks if you don’t give them a chance to make big money for you.

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

Richard Wyckoff had his own unique perspective on the idea of cut-
ting losses quickly and letting winners run when he wrote in Stock Market

Technique Number 1, “Are you getting rich backwards? Then you are tak-
ing two points profit on your speculative trades and letting your losses run.
Why not reverse this rule? Limit your risk to one, two or three points and
let your profits run” (1933, 52).

POSITION CONCENTRATION

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

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

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

Trade in Stocks [Greenville: Traders Press, 1991], 33).
To O’Neil, it is not necessary to own every stock in the market; to have

a need to “kiss all the babies,” as he is fond of saying. He whittles it all
down to one basic concept: “The winning investor’s objective should be to
have one or two big winners rather than dozens of very small profits” (How

to Make Money in Stocks, 4th ed. [New York: McGraw-Hill, 2009], 274).

DEALING IN BIG STOCKS AND
INSTITUTIONAL SPONSORSHIP

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

Money in Stocks, 4th ed. [New York: McGraw-Hill, 2009], 193–194).
Knowing where the smart money is moving is central to O’Neil’s

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

and Invest in Stocks & Bonds [New York: The Magazine of Wall Street,
1924], 183).

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

CHART PATTERNS

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

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

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

in Stocks, 2nd ed. [New York: McGraw-Hill, 1995], 161).
It is, however, important to understand that Darvas’s “box theory” is

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

O’Neil also went way beyond the simplistic “box theory” by recogniz-
ing the importance of applying historical precedent in his work. O’Neil
observed that the chart patterns formed by market-leading stocks in one
market cycle often repeated themselves in the market leaders of a later
cycle. As an example, O’Neil has discussed in public forums how a big pull-
back by America Online (AOL) to its 50-day moving average back in 1998


