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Summary

The impact of analyst earnings revisions on the momentum of stock prices has long been recognized.1 The effect 
of upwards earnings revisions can be felt for up to 12 months and one of the simplest profitable trading strategies 
is to buy when earnings estimates are revised upwards and to sell when earnings are predicted to be flat or 
falling. This simple strategy can be significantly improved when the earnings revisions are filtered for stocks that 
are breaking out from a cup-with-handle chart pattern. The result is a smaller number of stocks suitable for the 
private investor to manage and investment returns many times better than with the simple strategy.

This paper discusses: earnings revision estimates and why trading them can be profitable; the cup-with-handle 
chart pattern and how it works to provide timing of position entry points, and a simple portfolio management 
strategy that combines these two elements into a highly profitable trading system. This is demonstrated using the 
Zacks Rank as a proxy for earnings revisions estimates and cup-with-handle breakouts from breakoutwatch.com. 
Results are presented from a simulation of trading this strategy from January 1, 2004 to June 1, 2009 which 
would have yielded an annualized compound return of 97%.

Earnings Revision Estimates

Brokerage Houses, Investment Banks and many other financial institutions employ financial analysts to monitor 
companies earnings prospects and make buy, sell or hold recommendations. Analysts usually specialize in a few 
companies or a market sector so their analysis can be detailed and focused. In the course of their work,  analysts 
make projections of the company's earnings over the coming quarters using factors like demand and supply, 
potential sales growth, economic climate, competitive position, management competence, cost controls and so 
on. These earnings estimates are then expressed as future estimated Earnings Per Share (EPS) and are one of the 
factors considered in the analyst's buy, sell or hold recommendation. 

EPS is considered an important factor in valuing a company's stock price. The ratio of the stock price to the 
earnings per share (P/E ratio) is frequently used as an indicator of whether the stock is under or over valued so 
the expectation of an improved earnings per share will usually lead to a rise in the stock price.  Because the stock 
market attempts to anticipate future earnings, this upwards revision can lead to an almost immediate upwards 
impact on the share price, even if the earnings gains are not realized. 

Once, the earnings revisions estimates were only available to the wealthy clients of the brokerage houses, but 
these are now much more widely available through investor services such as Thompson Reuters and Zacks. This 
wide and immediate dissemination of earnings revision estimates serves to put more upwards pressure on stock 
prices than would be the case if it were more closely held. Many computerized valuation models use EPS in the 
their calculations so even slight revisions can have an immediate effect on share prices.

Downward revision estimates can have an even more powerful effect on stock prices, so a downward revision is 
an effective sell signal. If a stock has a history of upwards revisions, a flat projection can be a disappointment to 
holders of the stock so this can lead to a decline in the stock price. The combination of buy on upwards revisions 
and sell on flat or downwards revisions therefore provides a potentially rewarding trading strategy.

1 Earnings Revisions and Portfolio Returns, Scott Mixon, Journal of Investing, Fall 2001; 
Ahead of the Market, Mitch Zacks, Harper and Collins, 2003; 
Market Expectations vs. Results, AAII Journal, April 2009
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The typical private investor can only hold and track a small number of stocks. For this reason, the quantity of 
earnings revisions can easily overwhelm the private investor who wishes to follow a trading strategy based on 
earnings revision estimates. This investor needs a way to filter the number of trading candidates to a manageable 
number.

The Cup-with-Handle Chart Pattern

Breakouts from this chart pattern have been shown to offer healthy returns in the weeks following breakout. To 
be successful a breakout must be supported by  institutions who usually only invest in liquid stocks. We therefore 
limit consideration to stocks that have a significant float and are heavily traded. We now describe the pattern and 
why it forms.

Stage 1: Setup. The pattern starts 
with a stock rising from a former 
base. This could occur because of 
improved performance expectations 
for the stock. At some point, profit 
taking sets-in and the stock begins to 
decline, ending the setup. The 
maximum price reached at the end of 
Stage 1 is called the 'Left Cup', and 
the amount by which the stock rose 
from its prior low is the Setup Gain. 
To ensure a well-defined left cup, we 
require that the setup gain be at least 
30% from the prior low level for it to 
qualify as a valid left cup.

Stage 2: Decline. The stock now 
collapses into a new base. The 
collapse can occur for any number of 
reasons: poor company results; over-
all market conditions; bad news; 
profit taking after a strong setup 
stage, and so on. There should be strong selling and volume should be well above average for the first few days 
of the collapse. Note that collapsing price alone is not sufficient to provide a good CwH pattern, volume is also 
important. This is because we want most of the buyers from the setup stage to liquidate their holdings, so there 
will not be a lot of overhead supply when the stock begins to climb the right side of the cup. The combined price 
and volume action in stage 2 is important if the eventual breakout is to succeed. By the end of stage 2, volume 
should have fallen to well below average levels as most holders have sold and there is little buying activity, if 
any. The depth of the base is important also. We do not want the stock to collapse to a level from which recovery 
will be difficult, if not impossible. A maximum decline of 60% is allowable.

Stage 3: Recovery. If and when the conditions that brought about the stage 2 collapse have been resolved, the 
stock may begin to recover. If it does so, the stock will start to climb the right side of the cup. As it does so, we 
like to see above average volume on days when the price moves up, which indicates that institutions are taking 
an interest in the stock, but light volume on days when it closes down, indicating that there are small numbers of 
sellers. Ideally, this constructive price and volume action will strengthen as the right side of the cup is formed 
and the stock moves higher. Meanwhile, there will be some holders of the stock who bought at or near the left 
cup price but didn't sell in stage 2. These holders are waiting for the time when they can recoup some or all of 
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their losses. There will also be profit taking by bottom-fishers. As losses are covered or profits are taken there 
will be pauses in the recovery and a typical cup right-side will exhibit a stair-step characteristic, rather than the 
smooth ascension shown in this idealized chart. Each of these pauses, or pullbacks, reduces the overhead supply 
left over from the left cup setup.

As the price on the right side approaches the left cup level, the last holders will finally decide to cut their losses 
and there will be a large volume sell-off. This often is preceded by a day on which the price spikes on high 
volume which the sellers have interpreted as an overbought condition and therefore a last opportunity to recoup 
their losses. This is the point at which the pivot forms, and marks the end of the recovery stage. For the eventual 
breakout to be successful, the pivot should be just below the left cup so there is little overhead supply.

Stage 4: Consolidation. After the pivot forms we want and expect to see a shakeout while the overhead supply is 
depleted. This will cause the price to decline, initially on high volume but then the price should stabilize or drift 
down on volume well below average levels. If institutions are tracking the stock, they  know that they want the 
overhead supply eliminated and will wait for these stable conditions to materialize before they pounce. 

Stage 5: Breakout. Breakout occurs when the stock price rises above the pivot and the daily volume is 
significantly higher than the 50-day average volume. Higher than average volume indicates that institutions, who 
have the ability to buy in volume, are bidding the stock price higher so this is an opportunity for the individual 
investor to piggy-back on the strength of institutional buying. We consider a 50% increase in volume as an 
indicator of institutional support for the breakout. 

As a stock is breaking out, it is desirable to buy as close to the pivot price as possible so we monitor the intraday 
price and volume action of cup-with-handle stocks and buy when the pivot price is reached and the projected 
volume to the end of the day is 50% higher than average. At this intraday point we consider the stock to be 
making an attempted breakout (breakoutwatch.com issues a breakout alert at this point). If the stock closes at or 
above the pivot and volume for the day was 50% higher than average, then we now consider the stock to be a 
confirmed breakout.

 The cup-with-handle has been recognized as one of the most reliable breakout patterns. It was brought to 
prominence in How to Make Money in Stocks by William O'Neil and included in Thomas Bulkowski's 
Encyclopedia of Chart Patterns.

Developing a Trading Strategy

Before describing how we combine earnings revisions and cup-with-handle breakouts, lets consider the elements 
of a successful trading system.

1. It goes almost without saying that we should have an expectation that the system will be profitable. The 
discussion above provides a basis for this expectation. We will see that it is confirmed later.

2. The system should have a small number of rules to avoid complexity and be easy to implement for the 
private investor.

3. The system should have robust parameter values suitable for different market conditions.
4. The system should allow trading multiple simultaneous positions, but not require so many that 

implementation will be unmanageable for the private investor.
5. The system must use risk control, money management and portfolio design.
6. It should be purely mechanical. This removes subjectivity and emotion from trading decisions.

The first element of our strategy is to find earnings revisions. Zacks Investment Research has been reviewing 
analysts earnings estimates since 1978 and has developed a quantitative model that uses four factors related to 
earnings estimates to classify stocks into five groups, ranked from 1 to 5 representing  "Strong Buy" to "Strong 
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Sell". The first element of our system will be to consider only stocks that have a strong buy recommendation. At 
any time there can be around two hundred stocks having the number one rank so we need to filter these into a 
manageable quantity. We also want to select only those stocks that have the best prospects for substantial upside 
moves. As we saw above, the cup-with-handle chart pattern provides a way for us to select stocks with upside 
potential, and a breakout from that pattern allows us to optimize our entry point.

The second element of our strategy, therefore, is to filter our list of earnings revision stocks for those that are in a 
cup-with-handle pattern. The resulting list of stocks then forms our watchlist. We add to this list daily as new 
stocks ranked number one by Zacks are announced and remove those no longer ranked number one.

We now wait for stocks on our watchlist to breakout. We have two ways of recognizing a breakout:
1. We monitor the stock and buy it immediately it makes a breakout attempt.
2. If intraday monitoring is not possible we buy on a confirmed breakout. In this case, our earliest 

opportunity to buy is at the open on the next trading day.
We can also impose additional constraints on our watchlist. In our study we only considered stocks with a 
minimum breakout price of $6, an average daily volume of 100,000 and stocks with an RS Rank of at least 80.2 
Additionally, we may choose to set a limit price above which we will not buy the stock. This covers us against a 
gap-up above the breakout price or an open price that is too high. We can also set a price below which we will 
not buy the stock if the next session's open is below the breakout price.

We must also decide the amount we will invest in a new position. A simple but effective approach is as follows:
1. Decide how many positions you can effectively track at once. Lets say five is a reasonable number. We'll 

call these portfolio slots.
2. When making your first trade, put 1/5 of your available capital into the position. You now have 4 slots 

open. For your next trade put ¼ of the available capital into the position. Repeat until you have filled all 
your slots.

This approach spreads our risk over a number of stocks but we have found that it also reduces our profits 
because it often leaves us with less than 100% of our available capital invested most of the time. In fact, we 
found that the optimum number of positions was at the most 2.

Our next decision is when to sell the stock. 
1. If  we bought on a breakout attempt but the breakout was not confirmed we can choose to sell at the next 

open or keep the stock until the next sell signal. We will show later that the best option is to keep the 
stock even if the breakout is not confirmed.

2. The Zacks rank is revised daily after market close. We monitor rank revisions for stocks we have bought 
and if a stock loses its number one rank we sell it at the next open.

3. We place an automatic stop loss order immediately after completing our purchase. See Risk 
Management.

Risk Management
To protect ourselves from excessive losses, we set a stop loss price and sell if the stock falls to that price, even if 
it is still a number one rank We can set the stop loss level according to our tolerance to risk. If we set it too tight 
we will be stopped out frequently, possibly missing a subsequent recovery in the price; set it too loose and our 
drawdown will increase. Through backtesting we can determine the optimum stop loss percentage.

Portfolio Management
When you sell, add the proceeds back to your capital. If you made a profit, your next position investment will be 
bigger than the previous one. This allows you to benefit from compounding of profits. If you made a loss, your 

2 The RS Rank is a measure of a stock's price performance over the last four quarters relative to all other stocks. The most 
recent quarter is weighted more heavily than the previous three. Stocks are ranked 1 to 99.
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next position size will be smaller. This limits the damage from successive losses.

Backtesting the Strategy

We were able to backtest the strategy from January 1, 2004 until June 1, 2009. We had access to Zacks number 
one ranked stocks as of each Friday's close and we also had a history of attempted and confirmed breakouts from 
the cup-with-handle pattern from breakoutwatch.com. To simulate running the strategy we:

1. Listed the stocks ranked number 1 by Zacks for each week.
2. Found which of those stocks made a breakout attempt during the following week and met three 

conditions: price was at least $6, average daily volume was at least 100,000 and RS Rank was at least 
80.

3. Bought the stock under each of our buy options:
● either when a breakout alert was issued at the alert price
● or at the open the next day if the breakout was confirmed.

4. Sold the stock under each of our sell options:
● If we bought on breakout attempt which was not confirmed then we compared results for selling 

at the next open or keeping the position open.
● As soon as the stock was no longer ranked number 1 we sold at the next open.
● If the stock price fell to the stop loss price intraday before losing the number 1 rank it was sold 

at the stop loss price
5. This gave us three basic strategies to evaluate:

1. Buy on confirmed breakout at next open
2. Buy on breakout and sell if breakout not confirmed
3. Buy on Breakout and hold if breakout not confirmed
We ran each strategy with combinations of stop loss and position limits in the ranges:

● stop loss: 0% to 10%
● positions: 1 to 20

6. For the buy at open option, we allowed the stock to be bought if the open price was up to 5% above the 
breakout price to allow for strong price momentum on breakout. We did not buy the stock if the open 
price was below the breakout price.

Backtest Results

We present here the results for the combinations of position limits and stop loss that gave the best returns and 
also those gave the best return when adjusted for risk. We used maximum drawdown as the risk factor. 

Results Summary

These are the results for running the strategy continuously from January, 2000 to June 1, 2009. 
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Strategy
Compound Ann.

Return %
Max. Drawdown

%
Stop 

Loss %
Positions

1. Buy on Confirmed Breakout

1.1 Best Overall Return 27.8 37.5 8 1

1.2 Best Reward/Risk 17.7 11.5 3 1

2. Buy on Alert, Sell if Unconfirmed

2.1 Best Overall Return 61.4 30.4 2 1

2.2 Best Reward/Risk 61.4 30.4 2 1

3. Buy on Alert, Keep if unconfirmed

3.1 Best Overall Return 67.6 31.2 3 1

3.2 Best Reward/Risk 59.37 17.4 3 2

Note that the best returns are mostly when you allocate all your portfolio to a single position. This is because 
more of your money is invested at any one time, whereas with two or more positions there will be times when 
you are invested only partially and you are not maximizing your return.

For any trading (or betting) system, the participant must have the temperament (and resources) to withstand a 
succession of losses and the potential for a large drawdown. For this reason, we personally prefer scenario 
number 3.2 with the 3% stop loss and 2 position option. However, one can argue that the large drawdown was 
exceptional in all cases due to the biggest market decline since the 1930's and such large drawdowns are 
unlikely to be repeated in the next few years. 

Here are the detailed results for option 3.2. A compound annual return of almost 60% over a period when the 
S&P 500 lost over 3% compounded is an exceptionally attractive result. You can verify these results and run 
other scenarios with the ZSB Backtest Tool, which is freely available to all at www.breakoutwatch.com.
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Buy on Breakout Alert Annual Results

We now look at the annual returns when trading the buy on breakout alert strategy for each calendar year since 
2004.The results are based on an initial capital of $10,000.

Table 1 shows detailed results for running the strategy over one calendar year starting with the first market 
session for the year and closing out all positions on the last day of the year.

Note that the strategy provided exceptional returns during the bull market from 2004 to 2007 and only slipped 
very slightly in 2008 while the S&P 500 lost more than 10 times that of the strategy.

Copyright 2009 Michael Gibbons. All Rights Reserved.



 2004 2005 2006 2007 2008

Portfolio Positions: 2; Stop Loss: 3%; starting capital: $10,000; Buy Limit: 5%

Final Portfolio Value $11,748 $16,970 $20,392 $23,819 $9,675

Profit % 17.5% 69.7% 103.9% 138.2% -3.3%

Avg. premium paid over 
breakout price3 0.78 % 0.65 % 0.78 % 0.62 % 0.74 %

Maximum Portfolio Value $12,849 $17,691 $20,890 $24,894 $10,725

Maximum Gain % 28.5% 76.9% 108.9% 148.9% 7.3%

Compound Annual Return %4 17.7 % 69.9 % 104.3 % 138.8 % -3.3 %
S&P 500 Compound Annual 
Return

10.82% 4.79% 15.74% 5.46% −37.22%

Maximum Drawdown $1,795 $3,052 $3,298 $1,952 $1,748

Maximum Drawdown % 16.2% 17.6 % 19.6 % 16.2 % 16.3 %

Table   1  : Results for Buy on Breakout Alert Strategy  

Conclusion

We have demonstrated a powerful trading strategy that provides positive returns in bull markets and only a small 
loss in the most extreme bear market seen in our lifetime. To implement the strategy to get the best returns 
requires access to a reliable source of earnings revisions data and cup-with-handle breakout alerts. Both of these 
conditions are met through a breakout alert service offered by www.breakoutwatch.com.

3 Alert prices are usually above breakout prices due to the volume requirement before an alert is issued
4 Compound annual returns are slightly different from total returns due to the start and end dates of the trading year 
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