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“Darvas Discipline” 

 
I knew that I had to adopt a cold, unemotional attitude towards stocks; that I must not fall in love with them when 
they rose and I must not get angry when they fell; that there are no such animals as good or bad stocks.  There are 
only rising and falling stocks – and I should hold the rising ones and sell those that fall.  I knew that to do this I had to 
achieve something much more difficult than anything before.  I had to bring my emotions – fear, hope and greed – 
under complete control.  I had no doubt that this would require a great amount of self-discipline, but I felt like a man 
who knew a room could be lit up and was fumbling for the switches.  . . . I started to see that stocks have characters 
just like people.  This is not so illogical, because they faithfully reflect the character of the people who buy and sell 
them. 

Like human beings, stocks behave differently.  Some of them are calm, slow, and conservative.  Others are jumpy, 
nervous, and tense.  Some of them I found easy to predict.  They were consistent in their moves, logical in their 
behavior.  They were like dependable friends.  And some of them I could not handle.  Each time I brought them they 
did me injury.  There was something almost human in their behavior.  They did not seem to want me.  They 
reminded me of a man to whom you try to be friendly but who thinks you have insulted him and so he slaps you.  I 
began to take the view that if these stocks slapped me twice I would refuse to touch them anymore.  I would just 
shake off the blow and go away to buy something I could handle better.  . . . I tried to detect those stocks that 
resisted the decline.  I reasoned that if they could swim against the stream, they were the ones that would advance 
most rapidly when the current changed. 

After a while, when the first initial break in the market wore off, my opportunity came.  Certain stocks began to resist 
the downward trend.  They still fell, but while the majority dropped easily, following the mood of general market, 
these stocks gave ground grudgingly.  I could almost feel their reluctance.  On closer examination, I found the 
majority of these were companies whose earnings trends pointed sharply upward.  The conclusion was obvious: 
capital was flowing into these stocks, even in a bad market.  This capital was following earning improvements as a 
dog follows a scent.  This discovery opened my eyes to a completely new perspective. 

I saw that it is true that stocks are the slaves of earnings power.  Consequently, I decided that while there may be 
many reasons behind any stock movement, I would look for one [thing]: improving earnings power, or anticipation of 
it.  To do that, I would marry my technical approach to the fundamental one.  I would select stocks on their technical 
action in the market, but I would only buy them when I could give improving earnings power as my fundamental 
reason for doing so. 

. . . Nicolas Dravas, How I Made $2,000,000 in the Stock Market 

 

Read that last paragraph, and then read it again, because the wisdom of those words is profound!  It is particularly significant 
since we believe the equity markets are transitioning from an interest rate-driven bull market to an earnings-driven bull 
market.  Indeed, we think the “profits recession” troughed in 2Q16 and that easy earnings comparisons will be seen in 3Q and 
4Q of this year.  Now many strategists and analysts downplay such an earnings improvement as being driven by “easy 
earnings comparisons,” but as our friend Rich Bernstein writes: “However, every profits cycle, by definition, begins with a 
series of easy comparisons.  It is impossible to begin a cycle with difficult comparisons.” 

Meanwhile, select pundits continue to predict a calamitous end to this secular bull market.  Hereto, Rich Bernstein of Richard 
Bernstein Advisors (RBA) writes: 

Some market observers have cautioned that overvaluation always leads to poor returns because multiples contract.  
There is indeed history to support such concerns.  However, the key word is “always.”  As we have shown, there have 
been many periods in stock market history during which earnings growth improves, interest rates increase, PE 
multiples contract, and a bull market continues.  They are called earnings-driven bull markets.  It is always headline-
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grabbing to predict a calamitous end to a bull market, and a broad range of sentiment data strongly suggests 
investors are quite scared.  At RBA, however, we continue to swim against that fearful tide, and our portfolios are 
positioned for a cyclical rebound in earnings and an earnings-driven bull market. 

Sticking with the “earnings” theme, 3Q16 earnings season begins this week when Alcoa reports.  Of interest, at least to 
Andrew and I, is that more fundamental analysts are raising their earnings estimates on the Technology sector than lowering 
them (see chart 1 on page 3).  Obviously, that is music to our ears, because we have recommended a large portfolio 
overweighting in Technology.  Meanwhile, net earnings revisions for the S&P 500 continue to be negative but to a lesser 
degree (chart 2).  Interestingly, earnings revisions by sector are favoring Technology, Utilities, and Financials (chart 3 on page 
4), while the percentage of raised guidance by sector is also worth consideration (chart 4).  Nevertheless, recall that, going 
into 2Q16 earnings season, we opined earnings were going to “come in” better than the lowered-bar expectations.  Bingo! . . . 
Last quarter, 64% of reporting companies beat their earnings estimates and 57% beat their revenue estimates.  We expect the 
same kind of results (or better) for 3Q16. 

Within the bookends of last week there were some significant events: 1) the yield on the 10-year T’note surged from 1.59% to 
1.72%; 2) higher rates caused the U.S. Dollar Index to rise as the British Pound collapsed versus the greenback last Friday; 3) 
rising rates left the defensive stocks (we have termed them “chicken longs”) under pressure, because most of them pay high 
dividends and most of them are very expensive, as we have suggested for months; 4) another “defensive play” fell last week 
as gold traded lower and tagged its 200-day moving average; 5) crude oil had a very good week for a multiplicity of reasons; 6) 
the ISMs had their biggest monthly rise ever (read: no recession); 7) the employment report was not as bad as the media said; 
8) the Labor Force Participation Rate looks to have bottomed (chart 5 on page 5); 9) Bullish stock sentiment has been below 
40 for 49 weeks (historic); 10) seasonal factors favor the “bulls” as we move into mid-October, which is the second best 
month of the year for the past 20 years (chart 6); and the list goes on. 

Speaking to the recently stronger dollar, while longer term we think the U.S. Dollar Index has traced out a giant top in the 
charts, near term the dollar could trade higher given the higher environment of short-term higher interest rates.  Historically, 
periods of dollar strength tend to see stocks with the majority of their revenues coming from the U.S. to outperform.  
Therefore, for your potential “buy lists,” we have screened stocks from the Russell 1000 that have large domestic revenues, 
are favorably rated by our fundamental analysts, have attractive long-term chart patterns, and have positive metrics on our 
proprietary algorithms: Sun Trust (STI/$45.69/Outperform), Incyte (INCY/$97.83/Outperform), Laboratory Corp of America 
(LH/$138.87/Outperform), Union Pacific (UNP/$98.07/Strong Buy), Booz Allen (BAH/$30.19/Outperform), and Vantiv 
(VNTV/$56.48/Outperform).  

The call for this week: Despite the bravado, the reality is seen in the chart of the S&P 500 (SPX/2153.74), which in early July, 
broke out to the upside of nearly a two-year trading range with bullish implications (chart 7 on page 6).  More recently, we 
have targeted the triangle chart formation the SPX has worked itself into since early September (chart 8 on page 6).  The SPX 
is now at the apex of that triangle and should be resolved with either a break to the upside or the downside.  A break up 
would obviously have positive ramifications, while a break down would suggest further consolidation.  As stated, there is a 
decent chance our models’ prediction of downside vulnerability in the mid/late September timeframe may be over, but it will 
take a close above 2187 by the SPX to turn our models positive.  If that happens, it would suggest the equity markets will 
grind higher into 1Q17, which would surprise the greatest number of participants.  However, until our models “flip” positive, 
we continue to exercise patience. 
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Chart 1 

 

Source: Bespoke Investment Group 

 

Chart 2 

 

Source: Bespoke Investment Group 
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Chart 3 

 

Source: Bespoke Investment Group 

 

Chart 4 

 

Source: Bespoke Investment Group 
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Chart 5 

 

Source: Bespoke Investment Group 

 

Chart 6 

 

Source: Bespoke Investment Group 
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Chart 7 

 

Source: Bespoke Investment Group 

 

Chart 8 

 

Source: Bespoke Investment Group      10/5/15-Present 
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Important Investor Disclosures 
Raymond James & Associates (RJA) is a FINRA member firm and is responsible for the preparation and distribution of research created in 
the United States. Raymond James & Associates is located at The Raymond James Financial Center, 880 Carillon Parkway, St. Petersburg, 
FL 33716, (727) 567-1000. Non-U.S. affiliates, which are not FINRA member firms, include the following entities that are responsible for 
the creation and distribution of research in their respective areas: in Canada, Raymond James Ltd. (RJL), Suite 2100, 925 West Georgia 
Street, Vancouver, BC V6C 3L2, (604) 659-8200; in Latin America, Raymond James Argentina S.A., San Martin 344, 22nd Floor, Buenos 
Aires, C10004AAH, Argentina, +54 11 4850 2500; in Europe, Raymond James Euro Equities SAS (also trading as Raymond James 
International), 40, rue La Boetie, 75008, Paris, France, +33 1 45 64 0500, and Raymond James Financial International Ltd., Broadwalk 
House, 5 Appold Street, London, England EC2A 2AG, +44 203 798 5600. 

 

This document is not directed to, or intended for distribution to or use by, any person or entity that is a citizen or resident of or located in 
any locality, state, country, or other jurisdiction where such distribution, publication, availability or use would be contrary to law or 
regulation.  The securities discussed in this document may not be eligible for sale in some jurisdictions.  This research is not an offer to sell 
or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal.  It does not 
constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of 
individual clients.  Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital 
may occur.  Investors should consider this report as only a single factor in making their investment decision. 

For clients in the United States: Any foreign securities discussed in this report are generally not eligible for sale in the U.S. unless they are 
listed on a U.S. exchange.  This report is being provided to you for informational purposes only and does not represent a solicitation for the 
purchase or sale of a security in any state where such a solicitation would be illegal.  Investing in securities of issuers organized outside of the 
U.S., including ADRs, may entail certain risks.  The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting 
requirements of, the U.S. Securities and Exchange Commission.  There may be limited information available on such securities.  Investors who 
have received this report may be prohibited in certain states or other jurisdictions from purchasing the securities mentioned in this report.  
Please ask your Financial Advisor for additional details and to determine if a particular security is eligible for purchase in your state.  

The information provided is as of the date above and subject to change, and it should not be deemed a recommendation to buy or sell 
any security. Certain information has been obtained from third-party sources we consider reliable, but we do not guarantee that such 
information is accurate or complete. Persons within the Raymond James family of companies may have information that is not available 
to the contributors of the information contained in this publication. Raymond James, including affiliates and employees, may execute 
transactions in the securities listed in this publication that may not be consistent with the ratings appearing in this publication.   

Raymond James (“RJ”) research reports are disseminated and available to RJ’s retail and institutional clients simultaneously via electronic 
publication to RJ's internal proprietary websites (RJ Investor Access & RJ Capital Markets). Not all research reports are directly distributed 
to clients or third-party aggregators. Certain research reports may only be disseminated on RJ's internal proprietary websites; however 
such research reports will not contain estimates or changes to earnings forecasts, target price, valuation, or investment or suitability 
rating. Individual Research Analysts may also opt to circulate published research to one or more clients electronically. This electronic 
communication distribution is discretionary and is done only after the research has been publically disseminated via RJ’s internal 
proprietary websites. The level and types of communications provided by Research Analysts to clients may vary depending on various 
factors including, but not limited to, the client’s individual preference as to the frequency and manner of receiving communications from 
Research Analysts. For research reports, models, or other data available on a particular security, please contact your RJ Sales 
Representative or visit RJ Investor Access or RJ Capital Markets. 

Additional information is available on request. 

 

Analyst Information 

Registration of Non-U.S. Analysts:  The analysts listed on the front of this report who are not employees of Raymond James & Associates, 
Inc., are not registered/qualified as research analysts under FINRA rules, are not associated persons of Raymond James & Associates, Inc., 
and are not subject to FINRA Rule 2241 restrictions on communications with covered companies, public companies, and trading securities 
held by a research analyst account.    

Analyst Holdings and Compensation: Equity analysts and their staffs at Raymond James are compensated based on a salary and bonus 
system. Several factors enter into the bonus determination including quality and performance of research product, the analyst's success 
in rating stocks versus an industry index, and support effectiveness to trading and the retail and institutional sales forces. Other factors 
may include but are not limited to: overall ratings from internal (other than investment banking) or external parties and the general 
productivity and revenue generated in covered stocks.  

 

The views expressed in this report accurately reflect the personal views of the analyst(s) covering the subject securities. No part 
of said person's compensation was, is, or will be directly or indirectly related to the specific recommendations or views 
contained in this research report. In addition, said analyst has not received compensation from any subject company in the last 
12 months. 
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Ratings and Definitions 

Raymond James & Associates (U.S.) definitions   

Strong Buy (SB1)  Expected to appreciate, produce a total return of at least 15%, and outperform the S&P 500 over the next six to 12 months. 
For higher yielding and more conservative equities, such as REITs and certain MLPs, a total return of at least 15% is expected to be realized 
over the next 12 months. 
Outperform (MO2)  Expected to appreciate and outperform the S&P 500 over the next 12-18 months. For higher yielding and more 
conservative equities, such as REITs and certain MLPs, an Outperform rating is used for securities where we are comfortable with the relative 
safety of the dividend and expect a total return modestly exceeding the dividend yield over the next 12-18 months. 
Market Perform (MP3)  Expected to perform generally in line with the S&P 500 over the next 12 months. 
Underperform (MU4)  Expected to underperform the S&P 500 or its sector over the next six to 12 months and should be sold. 
Suspended (S)  The rating and price target have been suspended temporarily.  This action may be due to market events that made coverage 
impracticable, or to comply with applicable regulations or firm policies in certain circumstances, including when Raymond James may be 
providing investment banking services to the company.  The previous rating and price target are no longer in effect for this security and should 
not be relied upon. 
 
Raymond James Ltd. (Canada) definitions   

Strong Buy (SB1)  The stock is expected to appreciate and produce a total return of at least 15% and outperform the S&P/TSX Composite Index 
over the next six months. 
Outperform (MO2)  The stock is expected to appreciate and outperform the S&P/TSX Composite Index over the next twelve months. 
Market Perform (MP3)  The stock is expected to perform generally in line with the S&P/TSX Composite Index over the next twelve months and 
is potentially a source of funds for more highly rated securities. 
Underperform (MU4)  The stock is expected to underperform the S&P/TSX Composite Index or its sector over the next six to twelve months 
and should be sold. 
 
Raymond James Argentina S.A. rating definitions   

Strong Buy (SB1)  Expected to appreciate and produce a total return of at least 25.0% over the next twelve months. 
Outperform (MO2)  Expected to appreciate and produce a total return of between 15.0% and 25.0% over the next twelve months. 
Market Perform (MP3)  Expected to perform in line with the underlying country index. 
Underperform (MU4)  Expected to underperform the underlying country index. 
Suspended (S)  The rating and price target have been suspended temporarily.  This action may be due to market events that made coverage 
impracticable, or to comply with applicable regulations or firm policies in certain circumstances, including when Raymond James may be 
providing investment banking services to the company.  The previous rating and price target are no longer in effect for this security and should 
not be relied upon. 

 
Raymond James Europe (Raymond James Euro Equities SAS & Raymond James Financial International Limited) rating definitions 

Strong Buy (1)  Expected to appreciate, produce a total return of at least 15%, and outperform the Stoxx 600 over the next 6 to 12 months. 
Outperform (2)  Expected to appreciate and outperform the Stoxx 600 over the next 12 months. 
Market Perform (3)  Expected to perform generally in line with the Stoxx 600 over the next 12 months. 
Underperform (4)  Expected to underperform the Stoxx 600 or its sector over the next 6 to 12 months. 
Suspended (S)  The rating and target price have been suspended temporarily. This action may be due to market events that made coverage 
impracticable, or to comply with applicable regulations or firm policies in certain circumstances, including when Raymond James may be 
providing investment banking services to the company. The previous rating and target price are no longer in effect for this security and should 
not be relied upon. 
 
In transacting in any security, investors should be aware that other securities in the Raymond James research coverage universe might carry a 
higher or lower rating.  Investors should feel free to contact their Financial Advisor to discuss the merits of other available investments. 

 
Rating Distributions 

 Coverage Universe Rating Distribution* Investment Banking Distribution 

 RJA RJL RJ Arg RJEE/RJFI RJA RJL RJ Arg RJEE/RJFI 

Strong Buy and Outperform (Buy) 54% 68% 56% 52% 16% 40% 11% 0% 

Market Perform (Hold) 42% 31% 44% 35% 7% 22% 0% 0% 

Underperform (Sell) 5% 1% 0% 14% 5% 0% 0% 0% 

* Columns may not add to 100% due to rounding. 
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Suitability Ratings (SR) 

Medium Risk/Income (M/INC)  Lower to average risk equities of companies with sound financials, consistent earnings, and dividend yields 
above that of the S&P 500. Many securities in this category are structured with a focus on providing a consistent dividend or return of capital. 

Medium Risk/Growth (M/GRW)  Lower to average risk equities of companies with sound financials, consistent earnings growth, the potential 
for long-term price appreciation, a potential dividend yield, and/or share repurchase program.  

High Risk/Income (H/INC)  Medium to higher risk equities of companies that are structured with a focus on providing a meaningful dividend 
but may face less predictable earnings (or losses), more leveraged balance sheets, rapidly changing market dynamics, financial and competitive 
issues, higher price volatility (beta), and potential risk of principal. Securities of companies in this category may have a less predictable income 
stream from dividends or distributions of capital.  

High Risk/Growth (H/GRW)  Medium to higher risk equities of companies in fast growing and competitive industries, with less predictable 
earnings (or losses), more leveraged balance sheets, rapidly changing market dynamics, financial or legal issues, higher price volatility (beta), 
and potential risk of principal. 

High Risk/Speculation (H/SPEC)  High risk equities of companies with a short or unprofitable operating history, limited or less predictable 
revenues, very high risk associated with success, significant financial or legal issues, or a substantial risk/loss of principal. 

 

Raymond James Relationship Disclosures 

Raymond James expects to receive or intends to seek compensation for investment banking services from the subject companies in the 
next three months. 

 

Stock Charts, Target Prices, and Valuation Methodologies 

Valuation Methodology:  The Raymond James methodology for assigning ratings and target prices includes a number of qualitative and 
quantitative factors including an assessment of industry size, structure, business trends and overall attractiveness; management effectiveness; 
competition; visibility; financial condition, and expected total return, among other factors.  These factors are subject to change depending on 
overall economic conditions or industry- or company-specific occurrences. Only stocks rated Strong Buy (SB1) or Outperform (MO2) have 
target prices and thus valuation methodologies.   

 

Risk Factors 

General Risk Factors: Following are some general risk factors that pertain to the businesses of the subject companies and the projected target 
prices and recommendations included on Raymond James research: (1) Industry fundamentals with respect to customer demand or product / 
service pricing could change and adversely impact expected revenues and earnings; (2) Issues relating to major competitors or market shares 
or new product expectations could change investor attitudes toward the sector or this stock; (3) Unforeseen developments with respect to the 
management, financial condition or accounting policies or practices could alter the prospective valuation; or (4) External factors that affect the 
U.S. economy, interest rates, the U.S. dollar or major segments of the economy could alter investor confidence and investment prospects. 
International investments involve additional risks such as currency fluctuations, differing financial accounting standards, and possible political 
and economic instability. 

 

Additional Risk and Disclosure information, as well as more information on the Raymond James rating system and suitability 
categories, is available at rjcapitalmarkets.com/Disclosures/index. Copies of research or Raymond James’ summary policies relating to 
research analyst independence can be obtained by contacting any Raymond James & Associates or Raymond James Financial Services 
office (please see raymondjames.com for office locations) or by calling 727-567-1000, toll free 800-237-5643 or sending a written 
request to the Equity Research Library, Raymond James & Associates, Inc., Tower 3, 6

th
 Floor, 880 Carillon Parkway, St. Petersburg, FL 

33716. 

 

Simple Moving Average (SMA) - A simple, or arithmetic, moving average is calculated by adding the closing price of the security for a number 
of time periods and then dividing this total by the number of time periods. 
Exponential Moving Average (EMA) - A type of moving average that is similar to a simple moving average, except that more weight is given to 
the latest data. 
Relative Strength Index (RSI) - The Relative Strength Index is a technical momentum indicator that compares the magnitude of recent gains to 
recent losses in an attempt to determine overbought and oversold conditions of an asset. 
 

International securities involve additional risks such as currency fluctuations, differing financial accounting standards, and possible 
political and economic instability.  These risks are greater in emerging markets. 

Small-cap stocks generally involve greater risks.  Dividends are not guaranteed and will fluctuate.  Past performance may not be indicative 
of future results.  

 

http://www.rjcapitalmarkets.com/Disclosures/index
http://www.raymondjames.com/


Raymond James  Investment Strategy 

© 2016 Raymond James & Associates, Inc., member New York Stock Exchange/SIPC. All rights reserved.  

International Headquarters:  The Raymond James Financial Center  |  880 Carillon Parkway  |  St. Petersburg, Florida 33716  |  800-248-8863 10 

Investors should consider the investment objectives, risks, and charges and expenses of mutual funds and exchange-traded funds 
carefully before investing. The prospectus contains this and other information about mutual funds and exchange –traded funds. The 
prospectus is available from your financial advisor and should be read carefully before investing. 

 

For clients in the United Kingdom: 

For clients of Raymond James & Associates (London Branch) and Raymond James Financial International Limited (RJFI): This document 
and any investment to which this document relates is intended for the sole use of the persons to whom it is addressed, being persons 
who are Eligible Counterparties or Professional Clients as described in the FCA rules or persons described in Articles 19(5) (Investment 
professionals) or 49(2) (High net worth companies, unincorporated associations etc) of the Financial Services and Markets Act 2000 
(Financial Promotion) Order 2005 (as amended) or any other person to whom this promotion may lawfully be directed.  It is not intended 
to be distributed or passed on, directly or indirectly, to any other class of persons and may not be relied upon by such persons and is 
therefore not intended for private individuals or those who would be classified as Retail Clients. 

For clients of Raymond James Investment Services, Ltd.: This report is for the use of professional investment advisers and managers and 
is not intended for use by clients. 

For purposes of the Financial Conduct Authority requirements, this research report is classified as independent with respect to conflict of 
interest management. RJA, RJFI, and Raymond James Investment Services, Ltd. are authorised and regulated  by the Financial Conduct 
Authority in  the United Kingdom. 

For clients in France: 

This document and any investment to which this document relates is intended for the sole use of the persons to whom it is addressed, 
being persons who are Eligible Counterparties or Professional Clients as described in “Code Monétaire et Financier” and Règlement 
Général de l’Autorité des Marchés Financiers. It is not intended to be distributed or passed on, directly or indirectly, to any other class of 
persons and may not be relied upon by such persons and is therefore not intended for private individuals or those who would be 
classified as Retail Clients. 

For clients of Raymond James Euro Equities: Raymond James Euro Equities is authorised and regulated by the Autorité de Contrôle 
Prudentiel et de Résolution and the Autorité des Marchés Financiers. 

 

For institutional clients in the European Economic Area (EEA) outside of the United Kingdom:  

This document (and any attachments or exhibits hereto) is intended only for EEA institutional clients or others to whom it may lawfully be 
submitted. 

 

For Canadian clients:  

This report is not prepared subject to Canadian disclosure requirements, unless a Canadian analyst has contributed to the content of the 
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