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PREFACE

Why Do Investors Need ChangeWave 2.0?

The original ChangeWave Investing book was published in June 1999. Why a new version so soon after the original?

Because just about everything about ChangeWave Investing has changed or been updated. As we planned it would, I might add.

Everything except our core philosophy of using high magnitudes of change to help everyday investors like you find the most lucrative opportunities for investment profits independent of Wall Street’s conflict-ridden analyst system.

Our goal, as always, is to teach you how to find the genuinely transformational economic, technological, regulatory, and/or strategic shifts in an industry or company we call ChangeQuakes. These turn into high-octane, irreversible waves of growth we call ChangeWaves. Finding and analyzing great magnitudes of change is still the most reliable “radar system” for finding monster growth stocks we know.

But even as ChangeWave investors were successfully using our simple buy-and-sell approach to ride the wealth-building waves of creative destruction and corporate self-renewal, problems were surfacing elsewhere. Congress, for the first time in our history, held hearings in June 2001 on the dysfunctional practices of stock pushers masquerading as “securities analysts.”

What Congress wanted to know was why only 1% of analyst recommendations were “sell” at the same time that American investors were losing roughly $4 trillion of newly created wealth. Not surprisingly to our ChangeWave investment community, the real meaning of the unspoken Wall Street motto, “Whose bread I eat, his song I sing,” was finally made clear to the rest of the country. Loyalty on Wall Street has always been bestowed upon whoever paid the most. It always will be.

The meltdown of technology and Internet stock prices in 2000–2001 seems to have helped much of the general investing public to realize that, if they were going to reach their investment goals, they couldn’t rely on Wall Street’s investment advice. As Rep. Richard H. Baker, chairman of the House Financial Services Committee, said in his opening statement, “The foundation of the free-market system is the free flow of straightforward, unbiased information. And I must say I am deeply troubled by evidence of Wall Street’s erosion of the bedrock of ethical conduct.” He went on to quote from a Harvard and Wharton Business School study that stated, “Our evidence suggests that the coexistence of brokerage services and underwriting services in the same institution leads sell-side analysts to compromise their responsibility to brokerage clients in order to attract underwriting business.”

As Benjamin Cole, a financial journalist and author, testified before the committee, “What the general investing public doesn’t realize yet is that Wall Street research has become hopelessly corrupt.”

But in reality it’s not fair to pile on the sell-side analysts. They are only doing their job. The point is their job was never to deliver unbiased industry and company analysis to help advise individual investors.

Their job is to help institutional investors to take a pulse, see what others are thinking, and then decide which side of the story they belive in. Period. ChangeWave Investing is an alternative to the Wall Street analyst system. And it has come just in time. As highly regarded Wall Street analyst Andy Kessler states in the Wall Street Journal, July 2001, “Say good-bye to analysts. The S.E.C.’s regulation regarding full disclosure has already wiped out most of their value. Money managers do their own work, and the public will have to as well. With the democratization of the financial markets, we are all analysts now.” Well, if we are all analysts now, consider this book your first training guide.

Wall Street and its participants are in the game for one reason—to make themselves rich. If nothing else, I hope the ideas we first brought forward in our ChangeWave approach have proved the concept that “independent analyst” is at best an oxymoron.

How does ChangeWave Investing help the individual investor remove himself or herself from the Wall Street analyst quagmire? Simply put, ChangeWave Investing offers investors a few simple rules to accurately analyze and profitably “ride” wealth-building waves of transformational change—usually before the analysts have even recognized them. Simpler yet: ChangeWave Investing is about you putting your investment capital on the winning side of change by learning how not to be dependent on Wall Street research. Perhaps more exciting, thousands of like-minded ChangeWave investors have banded together to share their ChangeWave discoveries, making our alternative approach to investing all the more attractive to time-constrained investors.

CHANGEWAVE IS STILL ABOUT CHANGE

Why our fixation on change? Because irreversible, noncyclical change (or what is known on Wall Street as “secular” change), more than any other economic power, creates the opportunity for profit. And, as the great Internet stock bubble so painfully retaught investors, the only thing that creates true economic value is profitability. Thus, a noncyclical change creates the opportunity for the creation of massive profitability—which in turn drives an equally powerful creation and destruction of economic value and wealth.

In short: If you want to find really big monster stocks, you first have to be able to find the monster transformations within the economy before everyone else catches on—before Wall Street starts pumping up their “new” latest and greatest investment banking client.

The “before everyone else” part sounds like a tall order. But take heart. The velocity of change in the business world has continued to accelerate in recent years. As the renowned technology guru and futurist Ray Kurzweil points out in an April 2001 edition of Talk magazine, “Progress is becoming so fast that it will confound our ability to follow it.”

In fact, if you’re feeling overwhelmed by the rate and magnitude of change in our world today, I have bad news: It’s speeding up. According to Kurzweil, “While most forecasters use linear models to predict the future, the fact is our rate of progress now doubles every decade—which makes our rate of change exponential.”

Exponential rates of change? History proves Kurzweil out. The nineteenth century saw more technological change than the nine centuries preceding it. In the first twenty years of the twentieth century, we witnessed more advancement than we did in the nineteenth century. Change over the past decade dwarfs the rate of change of even thirty years ago. We expect to see a century of progress over the next twenty years. In a linearly changing world, this amount of change, according to Kurzweil, would take 200 centuries.

Of course, this explosion in transformational change is driven by the explosion in Internet communications and information technology. Despite the collapse of Internet companies, the Internet itself continues to grow at blinding speed, transforming traditional companies in myriad ways. This information-transfer-on-steroids feeds on itself and thus accelerates the pace of change.

But as unsettling as the ever-increasing rate of change may be to your senses, exponential rates of change mean equally high rates of wealth creation. (There had to be some benefit to mind-numbing rates of change, right?)

The good news is that ever-increasing rates of transformational change mean ever-increasing opportunities for you to get rich investing.

In Chapters 5 to 10, we’ll teach you the basics of becoming a proficient and profitable “change analyst.” In my opinion, developing your skills as a change analyst—that is, accurately analyzing change opportunities in the economy in terms of their magnitude and impact, and understanding who the primary beneficiary of such change is—is the most important investing skill you can develop.

Perhaps the best example of how exponential vs. linear rates of change affects our lives is to quickly look at how the world and our investment tactics have changed since we published ChangeWave Investing in June 1999. Let’s start with the concept we fought so hard for years to validate: the emergence of a new phase of economic growth.

THE NEW ECONOMY BECAME THE REAL ECONOMY

What New Economy? There is no “New Economy,” as some called the post-1995 economic age started by the emergence of an ultracompetitive/ultraproductive global marketplace based on a common standard method of communication (i.e., the Internet). How do we know? Alan Greenspan told us.

Years ago we had a daily argument with economists, investment professionals, and portfolio managers about the economic, industrial, and social ramifications brought about by the Internet and its single unifying system for data/voice/video/audio communications. We used the term New Economy as a linguistic weapon in our defense of our assertion that we had entered an era with a new engine of economic growth.

But many took this concept way too far. We don’t have a New Economy per se. We simply have the Real Economy. But because of massive changes in its political, technological, and communication fabric, it really is different.

Today our economy is really more competitive, more global, really innovation-based, really more productive, and really faster-changing.

What is new about the Real Economy is that it is an irreversible conversion to a new economic productivity infrastructure—that is, the Internet.

High-speed and broadband Internet Protocol–based computing and communicating is well on its way to becoming the standard and primary productivity tool for virtually every industry of the twenty-first century. Andy Grove of Intel fame predicts that by 2005, 100% of small to midsize companies will have “Webified” their businesses.

Why should investors care? Because, as with all new economic engines of past economic eras (steam power, electricity, the semiconductor), higher economic productivity brings with it higher levels of prosperity and quality of life for all those who learn to use this new, vastly powerful economic tool.

While the New Economy morphed into the Real Economy, the building blocks are different. Today’s most valuable and value-creating assets are minds and intellectual properties rather than machines and real-estate properties. Our raw materials are often bits of data rather than atoms. Our freight trains are more likely to be packets of light racing down optical cables rather than cars on railroad tracks.

For investors, the most important facet to this latest version of the Real Economy is its improved fundamental capability to sustain inflation-resistant growth. This most current industrial revolution, built on the new exponentially faster and broader-based Internet Protocol (or IP) productivity platform, has the ability to grow faster with less inflationary risk than any economy of the past.

Since inflation is kryptonite to stock valuations, inflation-resistant growth is simply the best possible environment for your money to grow rapidly into real wealth via stocks.

In Chapter 2, I’ll describe the new fundamental power behind the enormous potential for new wealth creation over the next decade. We’ll discuss Alan Greenspan’s revelations about the “New Economy” and how one of the most powerful ChangeQuakes and ChangeWaves of the twentieth century continues to gain momentum and strength today.

But the Real Economy we live in is as vulnerable to the ups and downs of the business cycle as always, as the capital spending recession of 2000–2001 taught us.

History has proved that, no matter how powerful the technology, it will never be a match for the forces that periodically overwhelm the economy: rising interest rates, restrictive monetary policy, falling profits, shrinking consumer demand, plunging stock prices, too much debt, frightened lenders, and money-wasting government spending.

The business cycle is alive, and you had better have an investment strategy that can deal with it. In Chapter 14, I’ll show you how.

CORPORATE AMERICA CHANGED

In the last year, corporate America finally got it: The New Economy was no more about technology than the Gold Rush was about shovels. Technology does not create change, it creates opportunities—in this case, for higher fundamental levels of productivity and lower costs of doing business. But these changes take time. For example, the studies of Stanford University professor Paul David found that while electricity was widely deployed in 1890 the effects did not show up in a meaningful way until the 1920s. Until electricity was matched with miniature electrical motors, the opportunity of fundamental change from electrical power was not realized.

The initial change in corporate America came as information technology shifted from an expense or cost center on the corporate ledger to a profit-making/savings-protecting center. To most businesses the ability to harness information technology became a strategic and revenue-positive pillar of the modern company. Information technology rose to more than 50% of capital spending budgets—on its way to 70% by 2010, according to some estimates.

These revelations occurred about the same time that another New Economy myth was being burst.

THE DOT-COM BUBBLE

The late, great economist Joseph Schumpeter, who coined the concept and phrase “creative destruction,” never lived to see his thesis proved deadly accurate. This uniquely capitalistic phenomenon of industrial construction and destruction hit the Internet-based business like a tornado in 1998–2000. In the year 2001, most dot-com companies folded like a mobile home in a class five twister.

I say good riddance. And hurrah, because it means capitalism works! The 15 minutes of fame for dot-com companies that created no innovative new value for people (and thus no profitability/economic value for those companies) confused investors about the bigger issue at hand. That issue is the latest reconstruction of our economy launched by the Internet “Big Bang.” In Chapter 7, we’ll make sure you don’t confuse real businesses for pretend businesses.

The Darwinian destruction of weak businesses (and their stock prices) was swift and brutal—and completely necessary to complete the creative destruction cycle. And to prove the basic laws of technology business valuation—the Law of Disproportionate Reward (i.e., the propensity for 90% of market value in technology markets to go to 10% of the participants) is alive and well. We’ll make sure you are well versed in both in Chapter 12.

REACTING TO CHANGE BY CHANGING OUR PORTFOLIO

With our selling discipline, we sold pretty much all of our stocks since we published ChangeWave Investing. “Kicking off” peaking ChangeWaves is as much a part of ChangeWave Investing as riding them—any surfer will tell you that. As so many investors learned, waiting for Wall Street to provide sell guidance on a stock they once suggested buying is a very expensive exercise in futility.

That investors make a profit investing in stocks only when they sell them is a lesson many investors have learned the hard way since June 2000.

We learned to smooth out our portfolio performance by adding a whole different category of industries and stocks to our growth investing approach—we call these industries and stocks “ballast growth.” You’ll learn how they can safeguard your investment profits in Chapter 9.

Riding the fastest-growing ChangeWaves in our economy by investing in emerging industry growth stocks was intended to be only a part of a well-balanced portfolio. Most investors thought a well-balanced portfolio was owning twenty-five tech stocks instead of one hundred. I’ve clarified and explained how to balance out a portfolio of aggressive- and speculative-growth stocks with lower-volatility growth stocks from ballast-growth industries. These stocks are still growing at 25%-plus growth rates, but they are not in the top 1% of all industrial growth rates like our emerging ChangeWave industries. However, these ballast-growth markets are huge ($10 billion-plus) and strongly growing.

More important, these economically less sensitive ChangeWaves, such as independent power production, health care services, and water infrastructure engineering, smooth out the ups and downs of your overall ChangeWave growth stock portfolio. They serve literally as ballast during the rough seas of market corrections and the predictable bear market we encounter every four years or so.

Our ballast-growth holdings proved particularly valuable when …

THE GREAT TECHNOLOGY
1995–2000 BULL MARKET ENDED

Economist John Maynard Keynes once said, “Investment is an activity of forecasting the yield on assets over the life of the asset; … speculation is the activity of forecasting the psychology of the market.”

To ChangeWave investors, the most significant change from the original investment strategies offered in ChangeWave Investing was the collapse of the speculative bubble that exploded the value of our Nasdaq-listed ChangeWave stocks. Early on in the decline that we foresaw, we developed new and improved selling strategies for ChangeWave investors to protect their capital and make profitable investments within an environment of bear market pessimism.

More important, we added a vital new leg to our overall growth investing strategy.

THE GROWTH APPROPRIATE TO
THE BUSINESS CYCLE STRATEGY

Bear markets come and go, and always will, because we have a boom-to-bust, business-cycle-based economy. The biggest fallacy of the 1999–2000 Nasdaq stock bubble was that the industrial age economic cycle of gross domestic product (GDP) expansion, peaking, contracting, bottoming/troughing, and reexpanding had gone the way of the dodo bird. Boy, was that an expensive lesson!

The second-biggest myth slain by the big bad bear of 2000–2001 was the idea that information technology industries were not cyclical industries dependent on an expanding economy to sustain their extraordinarily high growth rates. The one-two-three punch of explosion of demand from telecom deregulation in 1996, the ephemeral Y2K panic, and the Internet mania created the illusion that enormous rates of information technology spending had become business cycle independent.

Wrong!

Our “Growth Appropriate to the Business Cycle,” or GAB, strategy served us well in the bear market of 2000–2001. You’ll learn in Chapter 13 how ChangeWave Investing can preserve and grow your investment capital in bear as well as bull markets.

ChangeWave investors use bear markets to get the lowest cost basis possible in the very strongest leaders of most powerful next-generation ChangeWaves. But our GAB strategy makes sure you have the buying power required to cash in on the inevitable break in pessimism that follows these periods of gloomy, “glass-half-empty” bear markets.

ChangeWave Investing 2.0 prepares you for another phenomenon I did not cover in my first book—what we call the Momentum Zone. Our selling discipline has evolved to help ChangeWave investors protect and yet maximize profits when one of their fundamentally great stocks gets sucked up into the typhoon of momentum—investors buying or selling the stock simply because it’s going up or down. We teach you how to miss the inevitable crash of these momentum waves in Chapter 11.

In Chapter 9, I introduce the idea of “MarketQuakes,” or radical shifts in the macroeconomic and capital markets world that are deadly accurate in projecting the expansion, transition, and contraction phases of the business cycle. In less than 10 minutes a month, ChangeWave investors can learn how to use these MarketQuakes to shift their Growth Appropriate to the Business Cycle portfolio balance between aggressive/speculative growth and ballast growth in order to avoid the capital killing aspects of prolonged bear markets on your money.

Waiting for Wall Street economists to forecast an economic downturn is the second-longest wait an investor will ever experience. (The longest wait, of course, is for a sell signal.) Learning how to safeguard your growth stocks against a coming bear market storm is another critical tool investors need to become “rich and analyst free.”

CHANGEWAVE INVESTING:
A MONEY MANAGEMENT STRATEGY

Since the original book was written, I have taken the same strategies and tactics I write about here and have used them to manage millions of dollars in both private and public investment funds. The lessons I learn every day have helped to refine aspects of our strategy discussed here in the book and on our ChangeWave.com Web site.

Believe me: There is nothing like making multimillion-dollar decisions every day to shake down an investment strategy into its simplest and most effective form.

Think of ChangeWave Investing 2.0 as our “manifesto” and guidebook on how to become rich and analyst free—how to become a truly independent investor. I believe more strongly than ever that the odds of building true wealth through stocks are exponentially higher for investors who are not dependent or captive to Wall Street for their buy, hold, and sell information.

Investing can be broken into two distinct parts: stock-picking strategy and portfolio-management tactics. One without the other, over time, results in mediocre investment results. You and I will start with the basic concepts and strategies necessary for you to become a first-class “change analyst,” which is crucial to your success in monster-stock hunting. I then teach you the basics of tactical, click-by-click, aggressive-growth portfolio management, ChangeWave style.

Through the efforts of literally tens of thousands of ChangeWave investors, ChangeWave Investing has become a viable alternative to the traditional Wall Street investment research complex. I invite you to become part of our solution to the analyst problem by helping us rewrite the rules of investing—in your favor! Remember, the goal of ChangeWave Investing is to help you get rich. When you succeed, we succeed, too.

Welcome to the Wave!



PART ONE

The Keys to the Growth Stock World:
Becoming a Change Expert




CHAPTER ONE

What Is ChangeWave Investing?

ChangeWave Investing is a philosophy, a growth-stock-picking strategy, and portfolio-management system rolled into one. The basic philosophy is simple: I believe the greatest power driving the future appreciation or depreciation of business value (in other words, future amount of profitability) is transformational change.

That means incidences of transformational change at the industry or corporate level are the most accurate leading indicators of future stock appreciation.

I’ve found from my years of research into the dynamics of change and stock prices that transformational change, and how a company does or does not embrace and leverage it—more than any other business or analysis factor—determines the profitability, and thus the appreciation potential, of a company. Stock market bubbles notwithstanding, my research says that, in today’s world, creating and managing transformational change and innovation is the strategy of building the economic value of a business—everything else is just tactics.

The primary takeaway from the entire book is this: If you are lucky enough to have found genuine transformational change beginning to explode within an industry or company, you’ve found a genuine investment opportunity—an investment opportunity that just could change your financial life forever.

Because when you find genuinely transformational change, you find big winners and big losers. What the ChangeWave strategy helps you do is:


	Find the highest-magnitude (read: “most profitable”) transformational changes occurring within industries and companies

	Locate the sweet spots of investment opportunity (read: “best-performing market spaces”) within these waves of transformation we call ChangeWaves

	Put your money on the winning stocks within these hot market spaces and keep it away from the losers, the victims of transformation change



In other words, ChangeWave Investing helps you get “luckier” than most investors will ever be.

We use a set of simple rules to search for and analyze the magnitude of changes occurring
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