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CHAPTER 1

Introduction

Pofitable commodity trading is one of the most difficult endeavors
known to man. It must be, as so few are able to achieve success at it. When
I first started trading over 20 years ago, there was a dearth of information
about how to trade properly. There were only a few books, half a dozen
advisory letters, and several chart services. Mechanical trading systems
were virtually unknown. There were no personal computers.

In the last 20 years, hundreds of books have been published. Personal
computers have been invented, and their cost has dropped to make them
available to everyone with the capital to trade. Thousands of computer
software programs have been created to assist traders. Trading systems have
gone from a curiosity to commonplace. It used to be that primitive, futile
trading systems were advertised and sold for thousands of dollars. If you
wanted to test your own trading ideas on a computer, you had to learn how
to program yourself or pay high fees for custom programming. Now traders
with no programming ability can buy software for a few hundred dollars that
enables them to create, test, and trade their own mechanical systems.

You would think that this avalanche of information and assistance would
make it easier to trade correctly and profitably. Not so. Much of what has
been published is simply wrong. It is not easy to separate the good from the
bad in futures trading literature. Even well-received books by respected
authors are full of useless ideas that don’t work. The only way to be sure your
trading ideas really make money is to conduct rigorous historical testing,
preferably on a computer that doesn’t make mistakes. You must also
understand the testing process because even computer testing can be
misleading if you don’t know what you are doing.
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Another substantial barrier to profitable trading is the human mind. Even
when people know how to trade correctly, it is still very difficult actually to
do it. Our human emotions constantly tempt us to violate the principles we
know to be correct.

In an effort to achieve perfection, traders constantly strive to complicate
the trading problem. Yet experience has shown this doesn’t help. Simple
trading approaches are invariably superior to anything you can invent using
calculus and complicated equations.

In spite of outward appearances, successful trading is not intellectually
difficult. One of my favorite commodity quotes is from Richard Dennis,
perhaps the first really big trading success (he made hundreds of millions of
dollars inthe early 1980s): “Commodity trading is a lotless complicated than
meets the eye.”

I believe you can reduce successful trading to four key principles, which
are the basis of this book:

1. Trade with the trend.
2. Cut losses short.

3. Let profits run.

4. Manage risk.

I cannot imagine any successful trading approach that does not incorpo-
rate each of these principles in some way.

While almost everyone pays lip service to these concepts, almost no one
actually implements them correctly in their trading. This may be because
while they know the principle, they don’t know what it means. Or they may
think they are applying the correctly understood principle when in reality
they are not. Or they may rationalize that a particular principle is not
important in their unique situation.

Another reality of trading is that there are different ways to implement the
principles correctly. As Jack Schwager said in The New Market Wizards:
“There are a million ways to make money in the markets. The irony is that
they are all very difficult to find.”

In an effort to help traders understand the four key principles and at the
same time see different ways to implement them, I interviewed a number of
trading experts I have come to know as editor and publisher of Commodity
Traders Consumer Report. Each of them trades for his or her own account.
I'asked each one how important each principle was in his or her own trading
and specifically how it was implemented. These interviews originally
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appeared in five instaliments in CTCR. I have re-edited and expanded the
material for this book. I have also included here substantial parts of the
interviews that for space reasons I was unable to fit in CTCR.

I asked each expert about the theory and practical application of the
principles. Everyone seems to have his or her own interpretation of these
axioms and the procedures for implementing them. The result is a broad
cross-section of opinions and trading ideas that are bound to provide great
food for thought in helping you create a complete trading plan for yourself.

I did not interview Courtney Smith as part of the project. However, [ have
included his comments on risk management in this book. They came from
a separate interview I did of Courtney for a previous CTCR cover story.

T'have presented the four key concepts in the order most people generally
list and discuss them. This does not imply any hierarchy of importance. As
you will see, there are differences of opinion about that as well.

Since I assume you already have a basic knowledge of commodity trading,
there is no need for any further introduction. In the next chapter, we’ll get
right to the first cardinal principle. [ start with the concept that is most basic
to the trade selection process.



CHAPTER 2

Trade with the Trend

B have argued for many years that because of the nature of markets, to
be successful trading commodities, you must trade with the trend.
Mathematical analysis has shown that in most commodity markets price
action is primarily random with a small trend component. It is the trend
component that allows a trader to achieve a long-term statistical edge
that translates into profits. If there were no trend component, everyone
would eventually lose because the costs of trading would overcome any
random short-term profits. In order to exploit the trend component,
however, you must trade with the trend.

Trend is only relevant in a particular time frame. The shorter the time
frame, the more difficult it is to obtain a statistical edge. This is because
short-term price action is the most random and because the shorter the time
frame, the greater the costs of trading become as a percentage of the return
on the average trade.

I assert that those who consider themselves “countertrend” traders are
really trend traders in a shorter time frame. They also tend to anticipate
rather than wait for a confirmation of trend change. This is a matter of
semantics rather than trading wisdom, however.

The key issues are whether you know what your trading time frame is,
whether you have a specific means of identifying the trend in that time
frame, and whether you apply your rules consistently. For help in consider-
ing these questions, I turn to some friends of mine, all of whom are
experienced professional traders. Biographies appear in this chapter along
with their comments.

Risk-Selected Trend: Steve Briese d

RISK-SELECTED TREND TIME FRAME

Two people with whom I spoke advocated trend selection as a part of the
money management process rather than just for creating entry rules: Steve
Briese and Jake Bernstein.

Steve Briese

Steve, what is your concept of trading with the trend?

Trading with the trend is a truism. Nobody intentionally trades against the
trend. You lose money trading against the trend. The critical factor is
identifying which trend you intend to trade. You might trade the hourly or
daily or weekly or a very long-term trend. Then you select your indicators
based on that trend.

For instance, if you’re trading an hourly trend, you don’t take your entry
points or stop-loss points from monthly charts. Determining that length of
trend is inextricably tied to the other three principles: cutting losses, letting
profits run, and managing risk. If you don’t identify which trend you’re
trading, you can’t accomplish any of those.

If somebody is trying to identify what trend they want to trade, how do
they go about doing that?

Other than trader preference, the selection of the trend is often dictated by
account size. If you begin with the idea that you want to manage risk by
limiting the potential loss on any one trade to a percentage of your account
size, that would affect the time frame you choose to trade. You could start
looking at monthly charts and determining entry points through standard
chart formations. You could decide where the stop-loss point would have to
be to justify that trade based on standard chart trading techniques. Using
monthly charts, you may well find the amount of loss to be too high a
percentage of your account to accommodate your risk management rule.
Therefore, you couldn’t trade such a long-term trend. Most traders end up
on daily charts as a maximum.

Each chart pattern has an objective and a stop-loss point where you know
that the chart pattern has failed. That is the point at which you must exit your
losing trade. You have to determine the size of the chart patterns you can
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trade based on what the projected entry and stop would be and relate that to
your account size. How long a trend to trade is based on how big that loss is
in relation to your account.

What you seem to be saying is you can’t determine the real trend that
you’re trading until you see what your entry and stop are?

That’s right.

If that’s so, you couldn’t include a trend indicator with your trade
selection filters because you wouldn’t know what length to use,

Risk-Selected Trend: Steve Briese 7

As a practical matter, if you’re just getting started, identification of what
trend you’re going to trade is the first priority. You look at various methods
and systems and see where typical entries, exits, and risks are.

Every system trades some sort of trend. How they enter with that trend can
vary, but every system is designed to trade some sort of trend. You can see by
the history of the system what the average risk is. If the risk is such that you’re
not risking more than 5 percent of your account (and preferably only one to 2
percent of your account), that’s the length of trend you should be trading.

Do you then use some sort of trend indicator as an entry filter?

Entry into the trend is a separate matter. Let me use chart-based trading
as an example since nearly everyone starts there. Assume a triangular chart
pattern and that you’11 be going long on an upside breakout. You can identify
where your stop-loss should be. It will be the point below the triangle where
you could say the triangle pattern had failed.

If that projected potential loss is too large a percentage of your account,
there are only two things you can do: (1) pass the trade entirely or (2) wait
for a better entry. You can’t change the stop. You’ve already determined the
stop based on where you know the trend will have turned against you. So you
must adjust your entry or pass the trade.

A breakout-type entry often entails too much risk. Another method is
to anticipate the breakout and enter at a price that keeps your risk to a
reasonable percentage of your account. In our example you might enter
while price is still within the triangle, possibly even close to the lower end
of the triangle, where your risk is going to be smaller because your stop-
loss is going to be closer. That’s a method you can use to trade a longer-
term trend than you could otherwise afford to trade.

Beginning traders who start with $5,000 or $10,000 accounts can’t really
afford to trade standard patterns on daily charts in the accepted manner. The
solution is to find a way to anticipate, either by anticipating the pattern the
chart will complete or using oscillators to buy on weakness or sell on strength.

What about using standard entries and adjusting your risk with
money management stops?

That’s not the best way to set a stop. You’re not waiting for your trend to
reverse itself before abandoning the trade. I find myself in this kind of
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predicament all the time because I’'m not willing to risk more than $500 per
contract on a trade regardless of my account size. In order to respect that
limit, I set the stop point first. Then my entry point can be no more than $500
above the stop point (for longs).

I’'m buying as the market is coming to me. The short-term trend has not
fully established itself. I count on other factors to make that trend turn up.
One of those other factors is the next longer-term trend. The longer-term
trend should have an effect on a market. When the short-term trend becomes
oversold, the longer-term trend will move the shorter trend back up. Youcan
use different length oscillators to measure the longer-term trend.

Another indicator I favor is the Commitments of Traders data, which I
analyze in my newsletter. In a sustained uptrend, a reaction will often run its
course when prices react back to a point where commercials start aggressive
accumulation. When I see this accumulation, it is a confirmation that the
major trend is about to reassert itself.

When you say you look at the next longer-term trend to see if it’s in line

with the trade, how do you determine what the next longer-term trend
is?

I go from a daily chart to a weekly chart.
How do you determine what the trend is on a weekly chart?

You can use trendlines, or the longer-term oscillators shown with the
commercial weekly charts, or regression (the best-fit line). There are many
methods to determine trend. You can draw a trendline under the lows or
above the highs to see what direction prices are going.

If your trendline points down, you assume the trend is down and vice
versa?

Yes. One tool that I use that isn’t available anyplace else other than in my
own charting software package is moving average tradingbands. J.D. Hearst
wrote a book about these back in the early 1970s called The Profit Magic

of Stock Transaction Timing. My trading bands are similar to his except that
they are fixed in height.

Risk-Selected Trend: Jake Bernstein

Jake Bernstein

Another expert who incorporates trend selection into the risk management
process is Jake Bernstein.

Jake, where does trading with the trend fit into your approach?

Of all the common market principles, I put “trade with the trend” at the
very top. It’salesson I’ve had tolearn and relearn practically every year.
All traders have the tools to find trends. That’s what makes it espemally
frustrating when we go contrary to the trend or when we try to ple' tops
and bottoms. I would add to the principle of determining the trgnd, if the
trend is up, buy at support and if the trend is down, sell at resistance. If
traders could do just those simple things, they would (a) stay out of
trouble and (b) make money. That’s the bottom line.

When you talk about trading with the trend, how do you define the
trend?

The trend is relative to the trader’s time frame. A five-minute uptrend in
bonds may be a lifetime to a floor trader, whereas it’s totally meaningless to
a longer-term trader working in a bank.

You have the intraday trend, daily trend, weekly trend, monthly trend, a.nd
yearly trend. It’s not possible for a trader to trade all trends or even to determine
all trends at once. To attempt that would be to invite total confusion.

A trader must pick a meaningful trend length for him. Do you have any
guidelines for people as to how they might do that?

That part is all psychological. Through experience or trial and error ea,ch
trader has to find the time frame within which he or she is comfortable. I'm
reminded of a story in Reminiscences of a Stock Market Operator where a
man came to Jesse Livermore and told him he was long a great deal of stoF;k
and was having trouble sleeping. He asked what to do. L.iverrpore said,
“You’ve got to sell down to the sleeping level.” Finding the rlght t¥me frame
for your trades is very much like that. You have to find out whlch.tlme frame
causes you the least anxiety. Inhaving the least anxiety, you’re going tomake
the fewest emotional decisions.



10 CHAPTER 2 Trade with the Trend

Risk-Selected Trend: Jake Bernstein 11

How would you recommend a beginner start out?

There are many good seasonal patterns or short-term patterns that run
anywhere from 5 to 20 days. I think psychologically these are the most
tolerable for most traders. Given the natural tendency for traders to cut
profits short and let losses run, trading a shorter-term time frame helps you
overcome those harmful impluses.

Some of the research I’ve done in the last year has shown a distinct
tendency for markets to change direction about every 14 days. There’s a
tendency to move higher for about 14 trading days in an uptrend—not higher
every single day, of course—and then have a correction that usually lasts
about 4 to 6 days. It’s during those little corrections that most traders get
stopped or scared out. Psychologically, if you set yourself up to trade within
those time frames, you’re much better off.

Let’s talk about some trend indicators that you use. Which ones do you
like? For what time frames?

I used to like a lot of them. In my old age I have learned to keep it
simple. Within virtually all time frames, the little technique I use seems
to answer most of the important questions about trading. Those questions
are: (a) where is the trend, (b) where is support, and (c) where is
resistance. My favorite indicator consists of a moving average channel
composed of a 10-bar moving average of the highs and an 8-bar moving
average of the lows.

How does your high/low channel indicator measure trend?

The trend turns up when you have two successive price bars completely
above the top moving average. It remains up until you have two successive
price bars completely below the bottom moving average. It’s not perfect. But
it is a very mechanical—and I can’t stress mechanical enough—method for
determining the trend.

When the trend is up, if you’re in the market, you’re only going to be
long, and when the trend is down, you’re only going to be short?

That’s right.
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Do you have some other little tips on trend trading?

If you’re a very short-term trader, buy lower opens in an uptrend and sell
higher opens in a downtrend. You can exit those positions on the close.

Another important relationship that has persisted for many years is the
relationship between the open and the close. In uptrending markets the
closes tend to be higher than the opens. In downtrending markets the closes
tend to be lower than the opens.

Another little pattern I like consists of three successive price bars that each
shows higher highs, higher lows, and higher closes. When you get three such
successive price bars, you have confirmation that the trend is up, that there
is accumulation. The reverse pattern applies to downtrends.

LONG-TERM TRADERS
Nick Van Nice

The longest term trend-follower I interviewed was Nick Van Nice.

Nick, how important do you think trading with the trend is to
successful trading?

Trading with the trend is very important to successful trading. I
like to trade with mature trends that are nine months or older in
duration. I define my trends using the Dow Theory. That means a
series of higher intermediate-term highs and higher intermediate-
term lows (for uptrends). I generally won’t trade a market unless it
shows a clear pattern like that for at least nine months. Trends of
that time frame in that pattern are one of the few things that hold up
over time and that exhibit probabilities that make them worth trading.
The flip side is my observation that a corrective movement is very
random and nearly impossible to capture.

Nine months seems awfully long to wait for a trend to establish itself.
How did you get to that long a period?

I found that transitional time frames, where you go from a long-term
uptrend to a long-term downtrend, may last from six to nine months. During

Long-Term Traders: Nick Van Nice 13

that period prices are very choppy and almost impossible to trade. So I have
elected to give up those first nine months. I won’t trade it until I’ve already
seen nine months of trend. Going back to the Dow Theory, I like to have at
least three higher highs and three higher lows in the pattern.

Do you look at weekly, daily, or monthly charts?

I spot the trend on weekly charts.
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If you’re waiting nine months for the trend to get started, how long
is the average long-term trend youw’re trying to trade?

The trends I'm looking for are between three and five years long. We’ve
been in a down market in commodities since the early 1980s. Those are the
kinds of trends I'm looking for. Very long-term moves. All I’m interested in
is the middle of these big trends.

I realize that sometimes I sacrifice good trending moves—like the bonds
right now [spring 1994]. Most everybody is short bonds. My system won’t
let me trade yet. To me that’s okay because there are plenty of other
opportunities out there.

Wouldn’t you still be trying to go long bonds?
Exactly. If my model would give buy signals, I would be on the long side.

Ifyou require nine months for a trend to be established, that means that
in the first nine months of a downtrend you’re buying. Isn’t that true?

Il tell you how I do it. T have criteria on how much correction is required.
Then I simply use a four-week breakout rule as an intermediate-term filter
for my trades. It works quite nicely.

I’'m not always in the market. Lots of times I’m just sitting. My interme-
diate-term bond indicator is still down. As soon as we get a four-week
breakout to the upside in the bonds, I’ll be looking for my entry trigger to get
long. The trigger is a simple moving average system.

That takes tremendous discipline, but your testing and experience
indicate it is the way to go?

The initial tests I’'ve done show that it’s more profitable than our
Trendsetter system [tracked in the CTCR centerfold]. I'm actually trading
it for the Candlestick Hotline, although it has nothing to do with candle-
sticks. We’re up about 20 percent for the year so far, which is pretty good.

It certainly keeps you from picking tops and bottoms, doesn’t it?

Long-Term Traders: Bob Jubb 15

Itreally does, and that’s the key. I’ll let everybody else beat themselves up
trying to be smarter and quicker.

Bob Jubb
Another relatively long-term trader is Bob Jubb.

Bob, is trading with the trend important in your methodology?

I find trading with the trend to be one of the keys to success, no question.
Ifyou getahold of a few trends, you don’t need anything else. Even one good
trend that lasts more than a year is all anyone would probably need for that
year. If you try to fight a trend, you can get stopped out over and over. It’s
better to switch to the other side or find another market.

Over the last 20 years I have experienced an average of three to four good
trends a year and found myself wrong maybe three or four times a year max.
If you catch one trend, that makes up for lots of losses.

The secret is if you can catch just the middle part of a trend, you can make
alotofmoney. Searching for the absolute bottom or a top, you can get bumgd
many times. By the time it finally does bottom, you’ll be disappointed in
your failures and looking elsewhere. I try to find the middle half of a trend
rather than a top or a bottom.

Before you initiate a trade, how do you determine what the trend is in
a market?

With seasonality. I always start with seasonal charts. They help find trends
that are just beginning.

Whose seasonal charts do you use?
Shearson’s.
What about markets that don’t have seasonal charts?

T usually avoid them.
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You compare daily charts with seasonal charts to find those that seem
to be lining up. Those are your trade candidates?

Right.
Which major markets don’t have seasonality?

Most of the financials.
The currencies?

Bonds do. Currencies are nowhere near as good as something that grows.
Gold, silver, stocks, and bonds don’t grow.

No, but they’re affected by the calendar, such as a year-end effect. Silver
is affected by industrial demand, so you have the winter slowdown.

How long would a daily chart trend have to be established in the
direction of the seasonal trend before you would be willing to say that
the trend was in conjunction?

Usually four weeks. I like to see a month.

Once you have a qualifying trade candidate, how do you enter in the
direction of the trend?

T usually just buy the open. Another important ingredient to a trade for me
is a two-to-one reward/risk ratio.

You don’t have any fancy entry methods or filters. You see a trade
opportunity, and you go in.

Yes.

Yet you’ve been very successful. It just shows if you trade with the
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trend, you don’t need a fancy entry system. That is contrary to what
most traders are doing. They’re spending their whole life trying to
find some fancy method that will get them into a trade at just the right
point. Do you think that’s a waste of time?

Not if you’re a short-term trader. It’s a requirement if you’re an in-and-
out trader or trying to buy bottoms and tops. I’'m more of a commodity
investor. That’s a term you hardly ever see. I haven’t used it in 10 years
myself. When you look at my approach, it really is investing rather than
trading.

INTERMEDIATE-TERM TRADERS
Kelly Angle

Kelly Angle, whorecently stopped publishing his newsletter to become a full-
time money manager, is an intermediate-term trader.

How do you rate the concept of trading with the trend?

When you say trend, I assume you mean major trend. Statistically, I've
found over the long haul that taking positions in the direction of the major
trend is better than trading against the trend. The problem with this
conventional wisdom is that traders fall prey to the realization that once
they put their trade on, the big move they hoped for often does not
materialize. If the trade produces a profit of only $1,000, let’s say, some
traders are reluctant to take that size profit because the conception of
trading with the major trend is to be able to capture major profits.
Unfortunately, in today’s environment most major trend trades do not
produce major size profits.

If you’re not going to trade with the major trend, what’s the alterna-
tive? What do you do instead?

Statistically, you should trade with the major trend, period. The percent-
age accuracy and the amplitude of the move will be more favorable than
trading against the trend.

Intermediate-Term Traders: Kelly Angle 19

In your time frame you should trade with the major trend. Whether yqu’re
trading for an hour or for a month, trade with the major trend. The amphtgde
and moves are going to be higher statistically and quantifiably than trad.mg
against the trend. There are guys out there though who love to trade against
the trend.

If you want to trade shorter term, that’s okay, but make sure that
when you trade with the intermediate trend you’re also trading with
the longer-term trend?



20 CHAPTER 2 Trade with the Trend

Yes. Let’s say you trade in a market that has been predominantly up over the
last year. If you look at the breakdown of your short- and long-term trades
usually it’s very one-sided. That’s a function of the trend. For example, look az
amarketlike T-bonds overthe last two years(1 992-93). Allyour money is going
tq bemade onthe long side ofthe market. I don’t care how you’retrading or what
kind of strategy you’re using. Your short trades were where your liability was.
T.hat’s where you lost your money. That’s one example, but you could test 50
different systems on that bond market and if the move was predominantly up
then your liability came from trying to countertrend trade. ,

What is your definition of a major trend?

Yop can deﬁne it by a moving average of anywhere from 40 days on out.
Ilike in the neighborhood betweena 50- and 60-day moving average for trend

dete@ination. Once you gooutbeyond 40, you’re talking abouta pretty slow-
moving average.

When you use a. moving average, do you look at whether the price is
above or below it or do you look at the direction of the average?

I'look at whether price is above or below the moving average.

Do you use different lengths for different marKkets, or do you use the
same one?

Iike to use the same moving average for all markets. I don’t like to tailor
my parameters. I use the same system parameters for every market.

Because?

I dqn’t want to optimize any market. One thing I’ve found is even though
a particular market may be quiet now, within the next three years it will
probably become very active. So why try to optimize and tailor-make your
system parameters for the current market environment?

I’m trying to trade the more active markets. Those markets have a similar
look compared to the inactive markets. I want everything to be open and

general to all the markets I’'m trying to trade so I don’t lock out potential future
performance.
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If a market is trending up for the purposes of your long-term
indicator, is that all you need for an entry or do you use other methods

to fine-tune your entries?

The methodology would be considered a breakout-type. I want to rest a
market entry order above or below the current market action. I find that all
indicators, whether you’re looking at Stochastics, Directional Movement,
Rate of Change, all those things respond after the market responds.

I did some research using traditional indicators that produced a determina-
tion of whether the major trend or the minor trend was up or down. When all
the indicators were up, we would buy. I constructed daily charts with hourly
bars to attempt to get a head start on the moves. If the market had moved
enough to flip the indicators, instead of finding that out at the end of the day,
which would notallow an entry until the next morning, we could see the signal
developing at 10 or 11 o’clock in the morning.

Then you would enter?

I would enter intraday.

Would you do anything if by the end of the day the indicators had
flipped back the other way, or would you just ignore that?

No, because all the indicators would have to be up or down for it to be a
bona fide signal. That filters out the noise. [ had two tiers of indicators intwo
different time frames, short and long term. When both time frames were up,
I bought. Generally, when one was conflicting with the other, I’d go to the
sidelines. The only time that occurs is after you’ve had an extended move.
You have survived in a trade for maybe four weeks, and you have $9,000 in
open profits. Now prices start to consolidate and create a shelf. Then the
short-term action turns down. Instead of being stopped out by a retracement
mechanism, the short-term indicator flips down and you exit. It’s the best
way to take out more than 65 to 90 percent of an extended move. But thatkind
of move doesn’t happen very often.

By themselves, intraday indicators like Stochastics are pretty miserable,
especially when you follow them intraday. I found that if you had abig move
intraday that got you into the market, maybe the move for the next day or two
would already be over. Now you have a big exposure problem. It doesn’t
matter if it happens during the day or at the end of the day.
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[tried to enter intraday to cut the risk down, and it did to some degree. But
then I'realized that the nature of those kinds of indicators is such that they lag
the market. It doesn’t matter if they lag by an hour or a day, they lag the
market.

They’re late. Theyre out of control. They force you to get into the market
when it’s already moved three grand. Using that type of trend-following
approach, you had to use market-generated stops. Maybe ina couple of days
youmight be able to move up some sort of Fibonacci-ratio stop or something
like that. Market-generated stops generally run between $1,000 and $3,000
in active markets. That’s too big a price tag.

I don’t use that approach anymore. I used it very successfully for a year
and a half. It was profitable 19 out of 21 years on a hypothetical test basis.
I eventually decided I didn’t want to use such big initial stops.

Now I have a system in which, when market prices have compressed, I can
anticipate a breakout and then buy or sell on the breakout.

You use the long-term indicator as a setup, but you don’t enter solely
because it goes from short to long?

Right.

Peter Brandt

Also in the intermediate-term time frame is my old friend, Peter Brandt.
Peter, what do you think is the importance of trading with the trend?

Trading with the trend is a wonderful idea conceptually, but it’s very
difficult to implement in everyday practical terms. It’s something to which
people give lip service without necessarily understanding.

Trading with the trend is like saying you’re in favor of motherhood and
apple pie. The problem comes into play when you try to define trend. Like
everything else in trading, trend is wonderfully identifiable in hindsi ght, but
very difficult to grasp in real time.

What complicates it further is that what may be an uptrend to me may be
a downtrend to another trader because no two traders are going to view the
markets with the identical time frame orientation. A floor trader may define
the trend as the last four ticks. A long-term position trader may not care about
anything other than a monthly chart or a 40-day moving average. Many

Intermediate-Term Traders: Peter Brandt
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people use the concept of trading with the trend to indicate there is only one
trend at any given time in any given market.

While I agree with the concept of trading with the trend, I condition that
agreement with two caveats. First, a trader must have a precise way to
determine and define trend for himself. Second, he must realize that his trend
may be different from somebody else’s trend.

I use a combination of moving averages to define trend for me. I use 13-
period moving averages on daily, weekly, and monthly prices. They give me
a good fix for which way the trend is. I’'m hesitant to take a trade that is
opposite my defined trend.

Another important point is that the time frame of one’s trading
maneuvers has to be related to the time frame of one’s trend definition.
In other words, it makes no sense to identify trend on monthly or weekly
charts and then be a day trader. If I’m a position trader and trading off
weekly or monthly charts, I should not be concerned with trend on a day-
to-day basis.

You indicated you measure trend using 13-bar moving averages on
daily, weekly, and monthly charts. Do you require all three to be in the
same direction before you take a trade?

I require the daily plus at least one of the other two to be in the same
direction.

How do you use the moving average?

I'look at the direction of the moving average lines to indicate the trend. I
may at times use the moving average, particularly the daily, as an indication
of support or resistance.

It doesn’t matter where the price is in relation to the moving average
line?

I evaluate that subjectively. If I see a market on a daily chart that is
clearly in a congestion area, I’m not going to pay absolute attention to the
direction of the moving average line. I’ll use it in combination with other
chart data.
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Once the trend sets up in a particular direction, then you use classical
chart patterns as your entry trigger?

That’s correct.

Colin Alexander

Another intermediate-term trader is Colin Alexander.
Colin, is the trend really your friend?

Everybody will tell you that the trend is your friend, but unless you have
a working definition of what a trend is, you have a real problem with putting
the idea into practical effect. For example, one person’s retracement within
a trend is another person’s change of trend. The practicality of using this
concept requires that you have criteria for determining what a trend is for the
purposes of trading.

My first and most important criterion is to look for a conspicuous pattern
of consecutive higher highs and higher lows (uptrend) or lower highs and
lower lows (downtrend) on a weekly chart. I also use trendlines on weekly
charts to figure the appropriate trend direction.

How do you draw the trendlines?

Off highs and lows as I can find them. When you have three points of
contact, then you have a fairly high probability that you have a trend.

The disadvantage of this approach is that it can be fantastic in financial
markets, butin markets such as live hogs, which flop around all over the place,
it can be very difficult to draw trendlines that mean anything because of
enormous disparities at contract changeover. Nevertheless, what the nearest
future is doing can give you a bit of a handle on the very big picture.

Take a market like live hogs. Because it’s so difficult to get longer-
term trends, does that mean you don’t trade it at all or do you trade it

differently?

I look for other signals and trade it differently.
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Do you have any other trend-finding indicators?

There’s a third parameter that I look at to try and answer the question
“What is a trend?” On the daily chart I look at two moving averages, a 25-
day and a 40-day. Conventional wisdom is that one looks to trade in the
direction of a price crossover. I disregard that entirely. Moving averages for
me acquire usefulness when they are showing a direction. There is an
assumed uptrend if a moving average is pointing upward and there is an
assumed downtrend if it is pointing down.

Sometimes there can be extra prime entry signals—for instance, when
price crosses a moving average on the daily chart simultaneously with a
direction change in the moving average, all within a day or two. You ideally
prefer to have the confirmation of a strong close on the side of the moving
average in the direction you are planning to trade.

Do you ever make trades against your trend indicators?

Occasionally there will be situations where there’s an island left behind
such as occurred in the precious metals markets last August. Occasionally
I might take what would be construed as a contratrend trade if we’re at very
prominent support or resistance levels.

An example of a such a trade that unfortunately I did not take was the
famous time when George Soros shorted the British pound at the $2.00 level
in September 1992. It was very clear on the weekly and monthly charts that
this was an extremely high point beyond which it was unlikely to proceed
much further and from which some worthwhile decline might follow. You
have to trade these things lightly, hold your breath and hope that they work.

Michael Chisholm

Another intermediate-term trader is Michael Chisholm.
How important a principle is trading with the trend?
Frommy perspective, it’s almost so obvious it goes without saying. [ can’t

imagine anyone trading against the trend and being consistently profitable.
To me the key is to determine first what length trend or cycle you’re going
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to trade. If you’re trading short or very short-term, you’re looking at a
differentkind of trend than if you’re trading long-term or intermediate-term.
Whether you’re short-term trading or very short-term trading, the best way
is to trade the shorter cycles when they’re in agreement with the longer
cycles. This cuts down on the trades, but it lines up all the different cycles so
you’re getting the real thrust, the real momentum of the trend.

There are a number of ways to do this. One of my most favorite ways is
to use the 14-bar weekly Stochastics and/or monthly Stochastics or some-
times both in conjunction. When you have the weekly Stochastics or the
monthly Stochastics heading in the direction of your trades, that is a powerful
trend indicator.
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You don’t care what level it’s at, you just want it moving up for longs
and moving down for shorts?

I dolook at the level. If we’re at extraordinarily high Stochastics readings,
I’llbe loathe to pyramid as heavily as Imight otherwise. I’ve seen Stochastics
go up to where it is almost off the screen and stay there for weeks on end
while the move continues up. I’'m not a believer that once Stochastics pass
a certain level, it’s time to get out because I’ve seen too many occasions
where that doesn’t hold up.

From a psychological standpoint, I’ve encountered a number of friends,
clients, and subscribers over the years who want to be different. They want
to beat the market, and they insist on trading against the trend. They
sometimes call themselves contrarians. Once in a great while they will hita
streak and turn out okay. They’ll catch a bottom or catch a top. But overall
that’s aroad to ruin. It’s hard enough to beat the markets when you’re trading
with the trend, much less going against the trend. When a trader believes he
has to show how smart he is by being able to beat the market against the trend,
things are not going to turn out well.

When I devise anew system, the first thing I look for is what methodology
am I going to use to determine how the market is trending.

You indicated the time period you’re going to trade is important.
What time period do you prefer?

The methodology I have that works best of all encompasses trades that run
between 30 and 60 days. 1 call them short-term trades, but they’re really
intermediate-term trades. With them I most definitely try to have the weekly
Stochastics in my favor and generally the monthly Stochastics as well.

If you’re trading a 30- to 60-day time frame, you’re looking at daily
charts?

Yes.
What kind of trend indicator do you use on daily charts?

I'have anumber ofthem that T look at. T use different bar lengths of Wilder’s
Directional Movement Index. Different bar lengths of Momentum. I watch
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ADX, the level of the ADX, and whether it’s rising or falling.
How do you interpret ADX in terms of trend?

Despite what some of the articles and books I’ve read have said,  have
found that the ADX typically rises in arising market and falls in a falling
market. I use a 14-bar ADX and look at its four-day Momentum. If the
ADX today is lower than the ADX of four days ago and our other trend
indicators confirm, that’s an indication that the trend has changed and is
heading down. I never rely upon just one trend indicator. I require several
to agree.

Once you determine the trend from weekly, monthly, and daily
charts, then do you have a trigger that gets you into a trade?

Right. What I’m doing by using daily, weekly, and monthly charts is getting
the different length cycles into alignment. Although I’m not measuring the
cycles per se, I'm using the Stochastics readings as a surrogate.

When all the indicators come into alignment, a typical entry trigger would
be to put a resting buy or sell order between one and three ticks above or
below the extreme of the market on the day everything comes into align-
ment. That is one final confirmation. Sometimes I’ll have everything come
into alignment, put a resting buy stop two ticks above the high of the day, and
the next day the market crashes. It helps keep me out of those kinds of bad
markets.

How do you follow these indicators? Do you use a computer program?

No, I use our CQG screens (Commodity Quotegraphics intraday quote
system). Every afternoon my vice president, Ginny Carnell, and I sit down
before the markets close at about 1 o’clock. We work at the screens until
about 4:30pm doing all of our analysis. It takes about three and a half hours.
We come to the office early in the morning, too. I get there between 3 and
4 am. Ginny comes in about 7 am. We spend about an hour going over the
charts again looking at anything that we questioned from the night before or
anything we thought of overnight. In total we spend somewhere between
four and a half to five hours a day at our screens.
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Bill Gary

Another intermediate-term trader is fundamentalist, Bill Gary.
How important to successful trading is following the trend?

I learned a lesson about that last summer. There are two basic trends that
I follow. The first is on the weekly charts. I put a great deal of long-term
emphasis on the weekly trend. What I call the intermediate trend is looking
at trendlines on a daily chart.

Last summer I was very bullish on the grains and was long going into the
summer. I didn’t pay any attention to breaking those intermediate-term
trendlines in July because I knew the long-term trend was still up. I ended
up riding those things all the way down into late summer while the long-term
trend continued holding bullish. It turned out fine in the end, but I'd have
been a lot better off if I had gotten out and then reentered after the break.
Now I put more emphasis on the daily chart trends as a method of moving
out of the way of setbacks or adverse moves.

In terms of being a successful trader overall, how important is the
concept of trading with the trend?

It’s imperative. I’ve never known anyone who traded in and out of the
markets using oscillators or overbought/oversold indicators as their prime
indicators, who has ever made any money and kept it. The people who make
the big money catch the big moves. They don’t trade in and out, and they
don’t trade against the trend.

Okay, if you’re looking at daily charts now primarily instead of
monthly or weekly, how many days does the market have to move in a
particular direction before you’re satisfied that’s the trend? What kind
of time frame are you looking at to establish a trend?

To end an uptrend I wait for an RSI sell signal from an overbought area
and wait until the ADX line has turned down. These indicate that the
intermediate trend has ended. Before exiting a long position I also like to see
a top formation on the chart. The converse would work for a bear market. I
give the market plenty of latitude and plenty of room.
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How do you determine what the intermediate-term trend is from the
daily chart? Is it whether RSI is above or below 50?

No. I use basic, long-term trendlines even on a daily chart.

If you use a break of the trendline to get to the sidelines, what would
cause you to turn bearish and say the trend is down?

I go back to the weekly chart. If our weekly chart is still in an uptrend, I
do not go short.

So you want the weekly trendline and the daily trendline to be in
agreement before you’ll initiate a position?

Right.
And it’s exiting a position where you use the daily chart alone.

Yes.

SHORT-TERM TRADERS
Stan Tamulevich

In the short-term trader category, I found Stan Tamulevich.
Stan, what do you think of the concept of trading with the trend?

Trading with the trend is something we all think very highly of, and so do
L. In preparing for this interview, I looked at my last 19 trades since the first
of February. Incredibly, 58 percent were clearly countertrend trades.
Incredibly as well, I made six times the profit in my countertrend trades
versus my trend-following trades. It really floored me because I know the
importance of thinking in terms of trend.

When I look at the trend, I look at the 10-week and the 20-day trends. I use
them for reference. I get a feel for the market. I don’t use them as a signal,
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but as a reference point. Youreally have to be disciplined to do countertrend
trades, and that’s what my trading is all about, strict discipline.

The fact of the matter is trends do run, they do get extended, and it’s a
dangerous game trying to be a countertrend trader. But there is a point where
you can recognize that a market is very ripe to change direction, and that’s
where I try to capitalize on it, mostly with stop entries.

P’m actually very uncomfortable with long-term trades.

Why?
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The moves are so dramatic in terms of your equity. To take a position and
have it move $600 or $800 in your favor and then to watch it give back maybe
80 percent of that is not my idea of comfort when you’re trading.

So you gravitate toward a shorter time frame just because of the
comfort level.

Exactly.Idon’tuse any computerized technology. I read the charts one day
at a time, and I update my charts manually. The charts really talk tome. I get
a feel for when something is about to change, and when I ought to be looking
for a trade. It jumps out at you. I can update my charts one day and draw a
complete blank. I do them the next day, and there’s a trade right there.

How long have you been doing that?
Since 1971.

How long do you think it would take somebody to get the kind of
experience that you have that enables you to trade like that?

You could do it in two or three years if you had a real good feel for it. You
would have to keep your charts manually for at least a couple of years.

So you don’t really look at trend the way most people do. You don’t
have a requirement that the market be trending a certain way before
you take a trade. You’re more short term than that. You’re just
looking at a few days of market action. Would that be a fair statement?

Probably so. Momentum figures a lot into what I do. If, for example, you
look at a low having been touched and then you get a small rally and a
downward zigzag, an A-B-C mini-pattern, and the market doesn’t fail again,
that’s an excellent opportunity for a long trade using a buy-stop entry. It’s
those types of things I look for.

You want the market moving in your direction even if only for a little bit.

Exactly. Often, however, if I'm especially comfortable with a trade, I will
enter at the market on the opening.
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James Kneafsey

Another short-term trader is James Kneafsey.

What is your opinion of the principle that you should trade with the
trend?

In theory this is a very noble idea, but in practice it is fairly difficult. This
is partially because the markets are not clearly trending all the time. In fact,
from my research about a third of the time the markets are in what I call either
a wide chop or a minor trend. Another third of the time there is a neutral or
sideways move. Ideally it’s something I support and try to do, but it’s not
easy. If I were ranking your four principles, this would not be at the top.

If you’re not trading with the trend, what are you doing?

You’re trying to be ready to go with the trend. In other words, you always
want to make sure you don’t miss the trend. You have to have a position one
way or the other. You might use an options strategy to hedge your trend
position. You can at least avoid any significant loss to offset a futures
reversal or when there’s no trend by compensating in an options trade.

In terms of trading with the trend, you need some definition of what a
trend is for you, right?

Yes.
Can you give me one?

Indeed I can. Our trading system is always long or short ifby our definition
there is a trend. We have 16 technical variables and 1 fundamental variable.
That fundamental variable is a six-month fundamental forecast, which is a
minor component in the whole list of items. Among the 16 technical variables
are 3 trend variables. One is a Stochastic measure. Another is Welles
Wilder’s Directional Movement, which has to be positive. The third is a
moving average combination that has to be positive. When all three are
positive, we have an uptrend. When all three are negative, we have a
downtrend. That is an unequivocal measurement—when those three tech-
nical variables are all in the same configuration.

Short-Term Traders: James Kneafsey
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Let’s take one at a time. When you use Stochastics, do you use the
same time length for all markets?

No. We have done computer testing over the years and we assign each a
slightly different length, but they tend to vary from 9 to 16 days.

So you have optimized your variables for the markets. What do you say
to those many people who say that’s very dangerous to do?

I’ve found it to be useful because we reoptimize every quarter. We keep it up
as a piece of research, and it can be very expensive to do that. But I don’t rely
strictly on Stochastics. I look for Stochastics to call a turning point in the trend.

Normally the way people use Stochastics as a trend indicator is when
it’s over 50 or under 50. Do you use it that way?

Yes. We also look at the extreme points where we use 75 and 30 as the
extreme thresholds. It carries a dual function. One is to signify when a trend
is beginning, and the second is to indicate when a trend may be close to
completion. The Stochastic influences the trailing stop on a position. When
it reaches overbought, that would influence the trailing sell stop (on a long
position) to move faster than it would otherwise.

Another indicator you listed was Directional Movement. Do you use
different lengths of Directional Movement for different markets as
well?

Yes. There’s less variability there—10 to 14.
Then there was a two-moving average setup?

Yes. The short-term must be above the long-term and both must be moving
up for a positive trend. The short-term must be below the long-term and both
must be moving down for a downtrend. Those are our three primary trend
indicators.

Is that an absolute filter so that you won’t take a long position unless all
three of those are positive?

No. Nothing is absolute in trading. One of the 16 is our famous Cambridge
Hook, and that can override everything else. There’s a certain amount of
discretion. But on balance 1 would say four out of five trades have to be
consistent with that pattern where all three are positive or all three are
negative. The odds are that once all three turn positive or negative, they
remain that way for multiple days.

Judging by the length of your indicators, they are fairly short-term. So
you’re trying to get into trends fairly early?

Yes. That ties in with your second principle of cutting losses short.

Glen Ring
Another short-term trader is Glen Ring.

Glen, how important is trading with the trend to you?

While trading with the trend is very important, it’s not the key. It is one of
the pieces of the puzzle. It’s vital to adapt your trading style to your own
personality.

With that said, for the vast majority, trading with the trend is very
important. If you haven’t become an expert at the trading process, the most
forgiving way to trade is with the trend.

The first thing you have to do before you can trade with the trend is take
some time to define what a trend is to you. There are numerous people out
there who say they want to trade with the trend, but when you ask them to
define a trend, they can’t. There are an infinite number of ways to identify
trends, but the key is to have some specific methodology. It’s important to
develop a strategy that will allow you to identify a trend at its earliest
possible moment.

Are there guidelines you can give people about the choices they might
make when they are trying to decide what trend means to them?

You want to focus on learning how to trade. Try to master simple
techniques first. In the beginning, define a simple way to identify trends and
master that. Either use amoving average or the principle of higher highs and
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higher lows to mark uptrends and lower highs and lower lows to mark
downtrends. If you’re going to use higher highs and lower lows, be sure to
define precisely what qualifies as a high and a low.

Isn’t the time frame important, too?

It can be. For me, a time frame is important in developing a swing pattern
for trends. But time is not necessarily crucial because if it were, point and
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figure charts wouldn’t work. Point and figure charts eliminate time.
It comes down to having definitions. Define as much as you possibly can
so you leave as little as possible to guesswork.

How do you define trend?

Forlong positions, I look for swing patterns of higher highs and higher lows.
The minimum reaction to make a swing is three days.

Are you using daily or weekly charts?

I use both. I identify different degrees of trend. I determine the trend on
a daily, weekly, and even monthly degree.

TREND CHANGE ANTICIPATORS
Phyllis Kahn

I spoke to several advisors/traders who attempt to anticipate changes in trend
rather than wait for them to occur. One was Phyllis Kahn.

Phyllis, how important is trading with the trend to a Gann disciple?

I think trading with the trend is very important. You have to know what
the trend is, and in my work the only way you can know that is by looking
at monthly and weekly charts. Before we begin to trade with the trend, we
must understand what time period we are trading in. I’m a position trader.
Someone who is day trading doesn’t have to know the trend of more than an
hourly chart because to them an hourly chart would be the equivalent of a
monthly chart to me. It’s still important to trade with the trend even if you’re
an in-and-out day trader.

Assuming you know what your trading time frame is, how do you
determine the trend?

In order to enter or exit a market, signals have to be in place on a weekly
basis. I use certain indicators, time periods, multiples of time periods, and
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clusters of time to enter. When I take a trade from a weekly chart, I expect
it to be a multiweek trade. If it doesn’t go my way right away, then I’'m out.
It has to go my way.

What kind of indicators do you look at?

The most important are my Gann timer indicators, which are 100 percent
related to time. T have a certain week and a certain day within the week where
I’m expecting a reversal. I wait for the reversal to occur before entering. I
place a buy stop or a sell stop for entry, and I let the market put me in.

I take a position through entering buy stops (for reversals to the upside)
and sell stops (for reversals to the downside) a certain distance from the
extreme low or high. I use a different distance from the bottom (or top) for
each market. I place these stop orders automatically when my clusters of
time are due.

There is a short time window. It is only a couple of days on each side of
the target day. If the market doesn’t hit my entry stops right away, I cancel
them.

How long is the time window?
Five days.
How far does the market have to move from the extreme to get you in?

In the S&P, for long positions it is 40 points above the previous day’s high
in the time window. For short positions it is 40 points below the previous
day’s low in the time window.

Conceivably, you could be in the day after the low.
I could be in the day of the low.
What cycle lengths do you use to generate your time clusters?

The shortest cycle I use to generate these time clusters is three months, a
90-calendar-day cycle. I also use 90 trading days, 120 calendar and trading
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days, 144 calendar and trading days, and 180 calendar and trading days.
T'use all those cycles, so when I get a signal it is areally good signal. I’'m
not picking a bottom or a top. I’m requiring the market to reverse before
I enter.

How did you get 40 points? Where did that come from?
It was just observational.

For different markets the length is different, but you use the same
principle in all markets?

Yes. The cluster of time cycles is the initiating factor.

If you can actually get in on the bottom day, how can you say this is
not bottom picking?

Because the market has to reverse from a down market to an up market.

It would be easy for someone to take the same general approach and
modify it slightly by requiring a little more confirmation. For instance,
they could require a day with a higher low and then after that put in
the order 40 points above the high.

Right.

In all fairness, Phyllis, you’re not really trading with the trend. You’re
trading against the trend. You’re trading in anticipation that the trend
will change. But the advantage it gives you is a low risk if you are
wrong.

Exactly. If you’re using an entry buy stop, you’re going to place your
protective sell stop just below the low that was created. So it gives you very
low-risk trades.

If by trading with the trend someone means trading with an estab-
lished trend, then you don’t think that’s important?

Idon’tthink it’s important for my trading system, no. In fact, I’m doing just
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the reverse. In that sense mine is not trading with the trend. It’s trading
against the trend. Only you’re not stepping up unless you get a reversal.

A small reversal.

Once a new trend has been established, of course, you can stay in these
trades for quite a while by just moving a trailing stop behind the position.
Over time, you manage to catch some major reversal points.

Tom Aspray

Another trader who tries to anticipate changes in trend is Tom Aspray.

Tom, trading with the trend is not that important a principle to you,
is it?

No, butit’s where most of the money is made. Most of the time the market
is not trending. During that roughly 70 percent of the time, I use one set of
guidelines. During the 30 percent of the time when the market is trending,
I use different strategies. Looking at a long-term profit/loss analysis,
certainly the bulk of the profits will come from the trending periods. It's
important to me in that it brings in a whole new set of trading rules that I use
in that kind of market.

This is a kind of asset allocation. I take an initial position and as evidence
emerges that the market is trending,  use any reactions to add contracts until
I establish a full position. For example, if I have a maximum size of 10
contracts, I only reach that point in a trending market. If I can catch one or
two big trending moves a year, that’s great.

Let’s talk about your first position. You’re willing to take your first
position before a trend is clearly established.

Yes.
It’s the later contracts that you put on in the big moves.

My determination that it’s a trending market changes my risk management
style considerably and allows me to stay with the position much longer.
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Would it be a fair statement that in your initial trading you’re
anticipating a change in trend?

Yes.
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How long after an extreme, a top or a bottom, are you willing to make
an entry? How close to the top or bottom are you willing to start your
initial position?

Quite close. I use a series of technical studies, and based on the strength
of those signals I’ll often start a position fairly close to what turns out to be
the important high or low. If you’re looking at something like the Herrick
Payoff Index or On Balance Volume, which has multiple, positive diver-
gences, you could also be seeing similar formations on the daily and weekly
charts. You take a position when those divergences are confirmed and add
to that position later when the market moves into a trending mode.

How close in days to the bottom could you conceivably get in?

Often times I’m even a day or two early before the bottom. If I’m stopped
out on that first position, I usually have the presence of mind to get back in.
I would say two or three days on either side.

Can you tell us what the difference is between the methods you use when
the trend is not clearly established and when it is?

If T see no signs of trending, I will tend to accept small profits. I take a
position for three to five days and use fairly tight stops. I'm not willing to
risk much on those trades. If we’re in a trending market, I'1l use a wider stop
and give the trade more room. I then tend to scale out of my position once
I'see some signs we’re moving from a trending to a nontrending mode again.

Do you have a way to define that a trend is clearly established?

Tuse a combination of the ADX and the ADXR from Wilder’s Directional
Movement Index. I’ve combined several other methods along with ADX and
ADXR into something I call the APM Trend Watch. It is an indicator that
goes from zero to plus four, and I run a moving average of it as well.

Historically, if it moves above the plus two level, that’s the trending
mode. In a strongly trending market it will stay locked at plus four. The
ADX as a proxy will continue to rise maybe up towards 50 or 60. Then
as the APM Trend Watch starts to turn down, that is the initial sign the
trend is weakening.



48 CHAPTER 2 Trade with the Trend

What exactly is the APM Trend Watch?

It is proprietary, but it looks at the relationship between the ADX and
the ADXR, whether ADX is above ADXR. I use a 9-period as opposed
to a 14-period ADX. There are some other ingredients in there, some
moving averages and some other sophisticated linear regression chan-
neling methods that also give me an idea of a trending versus a
nontrending market.

You have four indicators and when they’re all positive, that’s a plus
four?

Exactly.

Do you run your indicators mostly on daily, weekly, or monthly
charts?

For trading I use dailies. For picking an important bottom or top, the
weekly is more important. I need to see some sign that there is a significant
change from my weekly analysis before I start to take a trending position
based on daily analysis. First weekly, then daily.

Robert Miner

Another Gann disciple and trend-change anticipator is Robert Miner.
How important do you think it is to trade with the trend?

It’s critical. I don’t know how you trade against the trend. The trend is
relative to the time period that you’re trading. Youmust have amethodology
that would give you an understanding of what’s the position of the market
within whatever time frame it is you’re looking to trade. As an example, I
typically look to trade what I call intermediate-term, which is usually
anywhere from about three weeks to three months. I'm looking at interme-
diate-term swings, those trends that are going to last several weeks.

How do you identify what the trend is in your time frame?
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I don’thave an objective way of saying this is the trend. I do all my work with
time and price. A certain time and price relationship tells me a trend change has
occurred. How important the trend change will be is relative to the degree of
swing on which I've done my projections. If I’ve calculated my projections
from intermediate-term swings and then there is a time/price setup, then more
than likely it’s going to be an intermediate-term trend change. In addition, I use
Elliott Wave patterns to describe which degree of trend I’'m in.

You’re not looking so much for a trend to be established. You’re
looking for a place to identify a change in trend fairly quickly.

Absolutely. From my point of view, by the time the trend is established and
recognized as a particular degree of trend, it’s almost over. At least we’re so
far into it that it becomes very difficult to enter the market.

So you don’t use trend indicators like most other people do. Most people
say the trend is important. I want to trade with a particular intermedi-
ate-term trend and therefore until the trendline is up or the 23-day
Momentum is up or a Moving Average or whatever, I don’t take any
long trades. You don’t do anything like that.

Nothing like that. By the time that kind of signal comes, I have no more
interest in trading the market because it’s so far along, all the safe entry
points are past.

You recognize that you want to trade with the trend, but you’re always
trying to anticipate the confirmation of a change in trend rather than
waiting for it.

I’'m looking to anticipate and recognize when the trend change occurs at
the time that it occurs, and then identify a confirmation that the trend change
has occurred.

What kind of a confirmation do you require?

One has to do with pattern: taking out a prior swing high or low. That’s a
simple one. A more delayed confirmation uses Elliott Wave Theory. It is a
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potential Wave Three that exceeds the length and percentage in price and
time of Wave One. More than likely that would not be a countertrend, but
rather a new impulse trend.

By the time you get to Wave Three isn’t the move about over?
Yes, but I'm already in it. I’ve usually entered before the confirmation.
So you don’t need any confirmation.
Not to enter, no.

But you do need some confirmation apparently. You have these pro-
jected dates on which you’re looking for a change in trend, but you
don’t just enter on that date; you wait for something else to happen.

Right.
What is it that you wait for?

I wait for the market to go into a projected time period at the same time
that it's trading into a projected price period. Those time and price
projections are ones that typically result in a trend change. Let’s say I’'m
looking at intermediate-degree swings and doing projections from them.
If a market moves into a time projection at the same time it moves into
aprice projection, then the probabilities are the market will change trend
at that point. The third confirmation is the pattern. The pattern is what
I call a termination pattern, meaning one that says, “This particular
degree of trend is finished.”

Can you give me an example of what a termination pattern looks like?

A fifth wave of a fifth wave. Most of the pattern analysis is based on Elliott
Wave.

Will you enter a market while it’s moving against the direction you
want to trade in, or do you require price to be moving in your favor?
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Do I pick tops and bottoms?
Do you?
Yes. Most of my trades are entered when I believe it’s a top or a bottom.
You’re buying weakness and selling strength at these turning points.
Yes.

You’re always trying to trade with the trend. It’s just that you don’t use
trend identification the same way other people do.

Exactly.

UNIQUE TREND-FINDING MECHANISMS
Walter Bressert

Some traders have a totally unique way to consider trend. Walter Bressert’s
market analysis always proceeds from cycle analysis. He was one of the
original cycle gurus in the early 1970s.

Walt, how does the trend fit in with cycle analysis?

Trading with the trend is one of the most important things you can do.
When I first started trading 25 years ago, an old trader gave me some advice.
I remember his words exactly: “Kid, trading the market is easy. You trade
with the trend. You buy the dips and sell the rallies.” I figured he handed me
the Holy Grail. The questions remain How do you define the trend? and How
do you identify the dips and the rallies?

The trend is your friend. If something is going to happen adversely or if
there’s a surprise news story that has an impact, it’s much more likely to
occur in the direction of the trend. Markets tend to move more easily in the
direction of the trend. When they correct against the trend, they’re slower.

So as atrader, I do want to trade with the trend. I want to buy dips because
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I can get a good position in the direction of the trend with low dollar risk.

How do you determine what trend length you will trade?
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I trade in the direction of the next longer cycle to the one I'm actually
trading. Every market has dominant cycles. The three most important to me
are the seasonal cycle, the weekly (or primary) cycle, and the daily (or
trading) cycle.

I call the weekly cycle the primary cycle because it’s of primary
importance to trade with the trend and that’s the trend L use. The trading cycle
is an approximate four-week cycle that I use to trade the markets.

Once I identify a primary cycle bottom of an established length, I've got
anidea of trend. I've got the trend until that cycle tops. By studying the past,
I can anticipate approximately the price range and time frame of that cycle
to make a top. That means the trend will end at least for a period of time, and
it may even reverse. The same holds true for identifying a cycle top.

If you trade with what you call the trading cycle, then it’s the weekly
cycle that you use to establish the overall trend.

The weekly cycle establishes the trend. I’m searching for the bottom of the
weekly cycle. Asthe market is going down, I have a time and price objective
for the bottom. I’'m looking at oscillators, market geometry, and everything
I can find to help me identify when this cycle is going to bottom because
that’s going to be a trend reversal. I want not only to trade with the trend, but
I want to catch trend reversals.

Let’s say the seasonal cycle is currently moving up and the primary cycle
ismoving down. Iknow that soon we’re going to have a bottom of the primary
cycle. I want to look for a way to buy the bottom of that primary cycle. The
bottom of that primary cycle is also going to be the bottom of a trading cycle.
I’'m going to combine the two cycles to try to find that bottom.

WhenIsay I try to buy the bottom, I don’t mean the low tick or the low day.
There’s only one low tick, and there’s only one low day. If you fish for those,
you often fish several times before you find the right one. By buying the
bottom, I mean letting the market make its bottom and then give technical
indications the bottom is in place, either on a daily or intraday basis.

You want to buy those indicators at the bottom of a primary cycle and a
trading cycle with the expectation thata good uptrend is beginning. After the
bottom occurs and as the uptrend continues, you look to buy the dips. The dips
are the trading cycle and half-cycle lows. Every trading cycle has a half-
trading cycle. Since the normal trading cycle is four weeks, you’ve gotahalf-
cycle of about two weeks. You’re looking for a dip about every two weeks
and every other one of those is a sizable dip, a good buying dip.
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What kind of confirmation of the bottom do you look for?

Confirmation comes from different time frames. Your most solid confir-
mation is going to come from a weekly or monthly perspective. I evaluate the
market on monthly, half-monthly, weekly, daily, half-daily, hourly, 13-
minute, S-minute and 7-minute time segments. Looking to confirm a bottom
of the weekly cycle, the most solid confirmation is generally going to come
using the weekly or the half-monthly time period. By the nature of those time
periods, they’re big. That means when you get the confirmation, you’re quite
a ways away from the bottom and your dollar risk is big.

I use that for my final confirmation, but as a trader I try to get in closer to
the bottom, which means entering before I have a confirmation. I do that with
the trading cycle. If I can identify the bottom of the trading cycle within hours,
days, or a week at the most, then I can get in near the bottom. If I indeed
have the primary cycle bottom, that low should not be taken out until the
cycle has topped. I’'m talking about at least weeks and often months before
a top. In trying to buy the bottom of a weekly cycle, I’'m going to use daily
and even hourly and shorter intraday time periods to fine-tune my entry to
get in as early as possible with a low dollar risk.

You keep using the word confirmation. Would you give some ex-
ample of how you determine that there is confirmation?

That’s a good question. Everything I do in the market is oriented toward
finding an edge. To me an edge is something I can go back into the past and
see that it has happened 30 or 40 times. If1 can say 7-9 times out of 10, when
this has occurred it’s happened following the bottom of a primary cycle, that
would be a confirmation.

If during a particular time of year, 70 percent of the time when price has
exceeded the previous week’s high the bottom has held, then I can use that
as a confirmation. It’s not a sure thing; there are no sure things. But it puts
the odds in my favor that I have that bottom.

Didn’t you write a book about these confirmation tools?
The Power of Oscillator/Cycle Combinations. That fine-tunes it even more.

What kinds of oscillators are you talking about?
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Many oscillators come into play as a quick scan. I don’t use just one
because sometimes they’ll get out of whack. Imodify the common oscillators
(such as with a moving average or a detrend) so when price turns, the
oscillator turns. I explain all that in the book.

One oscillator that I keep consistent is Stochastics. I don’t change that. I
Jjustuse different time frames. The problem with Stochastics is that it can get
nailed to the floor or stuck to the ceiling during a strong move. If you’re
looking for a bottom, Stochastics isn’t necessarily the best oscillator to use.
Three oscillators I prefer are amodified RSI, Commodity Channel Index, and
the 3-minus-10 moving average.

Russell Wasendorf
Another unique trend-following methodology belongs to Russell Wasendorf.

Russ, is trading with the trend important in your approach?

I don’t know any principle that’s more important than trading with the
trend. As far as my personal trading is concerned or the trading recommen-
dations that I make, all of them are an attempt to stick with the trend of the
market. Determining that trend is perhaps one of the most difficult proce-
dures.

In my analysis technique, I start from a macro position. I look at the index
I have constructed to determine what the overall trend of all the markets is.
I have a composite index I designed to determine the trend of the leading
physical commodities. Twenty-one markets are represented in this index.
By observing the index I attempt to determine whether or not the tide isrising
or falling. All the boats in the harbor will rise if the tide is coming in. If the
tide is going out, the boats in the harbor will all drop. I want to see the big
picture.

This is based on Charles Dow’s early research that he did around the turn
of the century. He constructed his 13-market stock index, which eventually
evolved into the Dow Jones Industrial Average. I use the same basic
technique that he used to construct the Wasendorf Composite Index.

Once I have observed the overall trend of the market, I try to isolate what
market groupings are having the greatest impact on the overall trend. I have
four subindexes: a Grain Index, a Meat Index, a Metals Index, and a Food and
Fiber Index. These give me a picture of the major market groups of the
physical commodities.
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I observe not only the technical characteristics of the index itself. I also
make a ratio comparison with the Wasendorf Composite Index to see how
well the individual index is performing against the overall index.

I then look at what I call the internal character of each market. 1
observe how well the market is currently performing compared to how
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it has recently performed. I compare whether or not it is rising faster than
ithas risen before, is declining faster, or has maintained a level performance
relative to recent history or longer-term history. Viewed in this light I get
some idea of whether or not it has what I call internal strength within the
trend.

The next part of the procedure is to compare the individual markets within
the subindexes to the subindex itself. In the case of grains I would look
at how well soybeans are performing within the Grain Index, how well corn
is performing within the Grain Index, and so forth.

I look for leader and laggard characteristics. Leadership characteristics
determine which markets are propelling the trend and laggard characteris-
tics give me an indication of those markets that may be the next to move
within the overall group.

Sometimes one market within a group is detrimentally affected by the
uptrending characteristics of another. For example, if the soybean
market is rallying very strongly, it might actually have a detrimental
effect on the corn market, since soybeans have dominated the market
group’s buying pressure.

Usually, however, markets move in concert, and that’s the whole point of
using an index analysis procedure. By observing this step-by-step proce-
dure, I try to isolate whether or how much a market is trending. As Dow
described it, look at the tide, the waves, and the ripples.

It makes for some interesting analysis, but how does it actually affect
your trading?

If commodities in general are rising, then the uptrends tend to be stronger,
tend to have more staying power, and are more likely to continue for longer
periods of time. All analysis relates to confidence—confidence and willing-
ness to take a position. If the overall trend of the market is up, I will not only
isolate the markets that are moving in concert with that trend, I will be a
buyer of those markets. It also gives me confidence to diversify within a
market group.

What if in the corn market the trend isn’t really up; it’s slightly down
or sideways? Are you going to take a long position in the corn market
just because everything else is strong? Or are you going to wait for
corn to turn up?
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There are two parts to this analysis. One is to determine the trend. Second,
I have certain triggering mechanisms to enter a trade that include money
management concepts.

Trend is only relevant in a particular time frame. What time frame do
you use for the major trend?

Originally, because of the tax laws, I tried to isolate trends that were six
months or longer. Because of the change in the tax laws abolishing the
distinction between long- and short-term capital gains, trends do not hold as
long as they used to.

Most trends in the markets, even strong momentum trends, last for only
about nine months. So you have to enter that trend as early as possible. This
requires finding early indications of reversals or trend changes. A trend
change signal might be something as simple as breaking through a long-term
down trendline. You cannot absolutely determine the duration of the new
trend, but you have a good likelihood of getting into a long-term trend if
you’re looking at the broader scope of the market.

Do you look at daily, weekly or monthly charts?
All three.

If you’re looking for a long-term trendline to be broken, would you
accept something that happened on a daily chart, or would you require
it to be on a weekly or monthly chart?

This reflects levels of confidence. You can take early positions based on
very short-term trend changes. As a matter of fact, my initial procedure is to
take positions based on such short-term trend changes. You build confi-
dence and add positions as the trend moves through longer-term trendlines.

There are two considerations. One is a strict technical system procedure
to establish a position. The second is what is going to be the size of that
position. My positions will get larger based on my personal confidence.

What’s the time frame of the shortest indicator that you’d use to take
a position?
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A simple close over a trendline on a daily chart is adequate to trigger a
position.

TREND UNIMPORTANT
Craig Solberg

Some traders find trend totally unimportant. A good example is weather
trader Craig Solberg.

Craig, you pretty much ignore trend in your trading, don’t you?

Trading with the trend is not a factor we consider. Our forte is trading
weather markets. In a weather market situation you will have a market
that is going in a trend because of weather considerations. Let’s take an
example where the market is rising very quickly on those weather fears.
You can trade with that bull trend as long as the weather forecast is in
your favor. But there’s going to be a morning when you walk into the
office and the weather forecast has dramatically changed. Now it’s the
opposite of what caused the bull market. In 1988, we had huge moves in
the soybean market due to dry weather. One day the forecast suddenly
told us there was an excellent chance for rainfall across a good portion
of the cornbelt. [ was willing to buck the major trend on the very day the
new weather forecast came out. I took a short position and managed to
catch the top of that market.

From our perspective, it’s fine to trade the trend as long as the weather
forecast is in your favor. But you also must be aware that there can be a
dramatic change from a bull trend to a bear trend when the weather forecast
reverses. Youreally cannot trade the current trend when the weather forecast
is no longer in your favor.

If somebody were conservative, they could decide to trade with weather
information but only when it’s in the direction of an established trend.

That’s definitely a conservative way to play it. If the weather forecast is
bullish, only enter a market if it is in an uptrend. If the market is in a
downtrend but the weather forecast is bullish, you would wait for the market
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to change trend before buying. In our opinion, it really depends on how
substantial the forecast is to a particular crop region.

Larry Williams

Trading legend Larry Williams has a somewhat unique perspective on trend
following.

Larry, in your kind of trading the trend is less important. What is your
criticism of the concept “trade with the trend”?

I'think it’s inappropriate for short-term traders. In a large bull market the
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short-term trader will have some big-time, slam-down days. Of course, you
should be a short seller on those days.

Inbearmarkets there are sometimes huge 50- or 60-point rallies inthe Dow
in one day. And the next day it’s right back down again. Certainly, when the
market opened that morning, the short-term trend was down, the long-term
trend was down, the intermediate-term trend was down. Every trend was
down. Butyou can make a lot of money going against the trend on those days.

A short-term trader who thinks about trading only with the trend is not
going to be as successful. You can’t disallow those countertrend trades. You
cannot walk away from buy signals because the market’s been down or sell
signals because the market’s been up. Trading with the trend should be
another separate strategy.

Wouldn’t you say those comments apply mainly to the stock indexes,
which are the worst trending markets on the board?

No. All markets have short-covering rallies in bear markets and bear raids
inbull markets. Those are some ofthe most explosive one- or two-day moves
there are. ’'m looking at a coffee chart right now. Coffee was in a pretty good
uptrend going into September 20, 1993. It had a huge down day on
September 21st. Yet the trend was clearly up.

How do you identify those kinds of things that come out of nowhere?

I can’t always identify them in advance. I just know I’ve made a lot of
money selling short in bull markets and going long in bear markets. You can
identify them with patterns, volatility breakouts, whatever techniques
you’re using. But don’t put a filter in your trading that says, “The trend is up.
I can’t take any sell signals.”

CONCLUDING THOUGHTS

Jack Schwager

Forsome concluding thoughts I turn to one of the most respected analysts and
authors in the business, Jack Schwager.
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yi ’ck Sch ?ager

Jack, how critical is it to trade with the trend?

T'used to think it was absolutely critical to success. That’s still true for me
and most other traders. Speaking for myself, since I’m the type that’s not
comfortable trading countertrend, trading with the trend is essential. In fact,
most of the profitability from the strategy that I have devised comes out
because of trends. The other elements are there just for protection when
trends are not operating.
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I’ve also come to understand that there are people who use completely
countertrend-type methodologies and yet are quite successful. It’s really a
matter of style and personality. There are individuals who are oriented
towards trading with the trend and are comfortable doing it that way. There
are individuals whose personalities are oriented to quite the opposite, trading
countertrend. A person has to discover which type he or she is. Most people
will find it easier to trade with the trend than countertrend. It is possible to
do it either way. It depends on the person and, of course, the methodology
he or she derives.

What do you say to the argument that these supposed countertrend
people are really trend traders trading with a shorter-term trend?
Maybe they’re trying to anticipate the next trend rather than wait for
it to be established.

You do get into a bit of semantics here. I guess you could say there’s
always a trend at each moment. If you get down to five minutes, you’re
trading the five-minute trend. But I think that’s misleading.

We’re really looking at the style. Is the style a countertrend style or is it
a trend style? By countertrend style [ mean a style that looks for moves to
be exhausted or showing signs of being exhausted anticipating that the
rubber band will snap back the other way. Of course, by implication they’re
trading with the short-term trend back, but they’re really trading the turning
points. That’s the key.

If the methodology is using prior movement and trading in the same
direction as the prior movement, whether the prior movement is one week,
one day, or 10 minutes, you can call it a trend methodology. If the
methodology is looking at the prior movement and trying to define when that
prior movement has run its course, when it’s time to go the other way, then
philosophically you’re dealing with a countertrend methodology. That
definition would hold up no matter what time spectrum you’re dealing with.

The people you’re talking about who are countertrend traders—are
they actually trading before the market turns?

They’re trying to catch the market turns.

How much confirmation do they need?
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Typically they’ll require some minor confirmation, butnot enough to define
any type of trend for someone like me. The move they’re looking for is so
short-term that to require any meaningful confirmation would miss the move
they’re trying to trade. They won’t necessarily buy into a straight falling
market.

They’ll probably want to see some signs of stabilization and the market
beginning to come back. There should be some evidence, some minor
confirmation, but not enough to signify a change in the trend for a typical
trend follower.

Forexample, if you want to think of it in terms of a physical analogy, think
of a water fountain. The velocity of the water is great enough to exceed the
force of gravity up to a certain point. There’s a fine balance point at the peak
of the arc where gravity equals the upward water power. Then the water
starts coming back down.

These countertrend traders are trying to get the water on the way down.
They’re not shorting it while the stream is going up, but they’re selling it
somewhere near that upper arc point. Of course, they could be wrong a lot
of times, in which case they’ll be out quickly.

You think this is mostly a matter of personality. If you had to advise
someone who seemed to be open minded, would you say it’s better to be
a trend follower like you are or a countertrend trader?

What I think it’s better to be is what fits their personality. You can’t force
one into the other. Certain people are basketball players and certain people
are jockeys. That obviously depends on a physical trait, namely height. It’s
the same thing in trading, although not as obvious. You can’t look at
somebody and say this person would be a better trend follower and this
person would be a better countertrend trader. It’s something each person has
to discover himself or herself.

Just like a six-foot-ten person would be better off to pursue basketball as
opposed to horse racing, the same analogy would apply in trading. There are
certain people whose very nature is oriented to one style or the other. It’s like
saying categorically all people who pursue professional sports should be
basketball players. That’s nonsense. It’s only those people who have the
attributes. In the case of trading, they have to discover that for themselves.

Don’t you think it’s a lot more difficult to be a countertrend trader?
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Yes, it is more difficult. It’s more difficult for me because I’m not oriented
to countertrend trading. [ would find it very difficult. But if you speak to
someone whom I would define as a countertrend trader, for them trying to
trade with the trend is a difficult experience, while trading countertrend is
quite natural.

Most people are attracted to picking tops and bottoms because it’s
perceived that the risk is lower. If you say that whatever people want
to dois okay, aren’t you enticing them into trying to do something that’s
more difficult than most people can manage?

Yes. I agree that most people will not be able to do it, but I have met
individuals who were very comfortable trading countertrend. That’s their
style. Some markets actually are better to trade that way. Stock indexes are
really better suited to a countertrend trader than they are to a trend trader. So
what’s difficult and what’s not difficult depends somewhat on the nature of
the market and the nature of the person. For most people who try to be
countertrend traders, they’re not apt to be successful.

I'm talking about someone who has developed a methodology that has
some sort of edge in defining when a trend has run its course and who has
anaccompanying risk-control method to prevent being blown out when he or
she is wrong. I’m not talking about people who scratch their head and think,
“This market looks like it’s turning down now, so I’m going to sell it.” That
would be a recipe for disaster.

Let’s go back to you and your trend-following approach. In what time
frame do you prefer to trade? Do you like to use weekly charts, daily
charts?

Using subjective decision making—in other words, not a computerized
system—I would start with a long-term chart and then go down to a daily
chart. Occasionally I use an intraday chart, but usually just a daily. I would
like to have a feeling for the direction of the major trend. It tends to be very
long term. I may have a multiyear opinion on the market and trade around
that opinion.

Ifyou are looking at a weekly chart, how would you determine the trend
based on the weekly chart?
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I look more at patterns than magnitude of trend. A lot of it is judgment.
When I read a chart, I’m looking for markets that don’t behave in the way
they’re supposed to. I seek out various types of what I call failure signals.
That’s an important item. Breakouts that are sustained are reasonable
signals. They need to be sustained because breakouts are so frequent that if
you just follow all breakouts, you’re not going to make money.

If the market comes down to a bottom and you’re going to play an
upside breakout, how long do you want the congestion pattern to take
before the breakout?

There are no set rules. The longer the market moves sideways and the
narrower the channel, the more significant a breakout is. The longer that
breakout holds above the prior trading range, the more significant it is.
Volatility increasing at the same time is significant. I don’t know if I can
spell it out in an entire formula. If I could, I wouldn’t do it anyway.

Once you’ve established a trend on the weekly chart, are you satisfied
that’s the trend or do you also want to see some kind of confirmation on
the daily?

I may decide that the trend has changed on the daily chart before I see it
on the weekly. I like to look at a weekly chart first for a broader opinion. It
may very well be that the daily chart will give me a signal first.

There is a problem with weekly charts unless you’re looking at continuous
charts, because so many weekly charts are tremendously distorted. I will
give you a wonderful example. If someone is not convinced of the pitfalls
of using continuation charts without being aware of what their drawbacks
are, this would convince them of the danger. Most people won’t appreciate
itbecause they don’t follow the foreign markets, but the foreign interest rate
markets have become really big markets.

It’s fascinating to look at the Euromark chart over the last nine months or
so. Specifically, if you look at the weekly Euromark chart, what you see is
a wonderfully uptrending market. There is upswing, consolidation, up-
swing, consolidation, upswing. A very constructive looking chart. If you
look at a daily chart, on the other hand, what you see is a huge, broad,
rounding top pattern—very negative. For some time the daily chart has been
screaming bearish, while the weekly chart has been screaming bullish.
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In this case I've been ignoring the weekly chart entirely for the simple
reason that on the weekly chart, every three months when the contract
expires you have a huge gap between the nearby and the forward. There is
this nonexistent or what I call phantom price move from the nearby to the
forward. What you see is upswings, but they are nothing more than contract
transitions. That may tell you something about what the price level of the
Euromark has been, but it certainly doesn’t tell you what a trading position
has done.

For a trading position you would have to look at either a continuous (not
perpetual) price series that would remove those gaps or individual contracts.
Sotheoretically I like to look at the weekly chart but often it may be the daily
chart that is the deciding factor.

Do you use the same patterns on the daily charts that you talked about
on the weekly?

Yes. I don’t make a distinction between daily and weekly charts. I look at
them the same way. I like to look for consolidation patterns and so forth. So
the types of patterns I look at on the dailies are the same types of patterns I
would look at on the weekly. If I was looking at an intraday chart, I would
look at it the same way.

Will trading with the trend continue to work in the future?

The most direct way to profit in the market is to have a way to exploit the
trend. That is where most of the money is. For most people, finding a way
to extract the trend is going to be the only way to be successful.

Having said that, it’s become more difficult to do because as trend
following became more popular during the 1970s and 1980s, the markets
have become choppier. The trends are still there, but they have become much
more volatile and difficult to follow. Whatever trend-following techniques
people come up with, they will be subject to periods of extreme drawdown.
Trend following is going to become more difficult. The trick will become
to extract the profits from trends and yet have other strategies to protect
against that increased volatility.

I take it from that you think that always-in-the-market systems will be
worse than ever.
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Yes, I would say so. I’ll put it this strongly. It’s impossible to develop a
single always-in-the-market, trend-following system that will not leave one
vulnerable to some very severe periodic retracements.

What do you mean by “very severe”?

Drawdowns that are in line with the annual percentage return you’re
making. If you’re trying to make 40 percent a year, then the drawdowns
would be 40 percent a year.

Wouldn’t that be about twice what the optimal drawdown is likely to
be for an excellent system?

For a system to be good, a return of double the drawdown in percentage
terms would be the minimum. My goal is an annual return of three times the
maximum drawdown as a percentage of capital. Time will tell if I succeed
in that.

That would be a very exceptional system, don’t you think?

My approach is not one system. It’s a combination of various kinds of
strategies. No single strategy will do that for you.

I hope these experts have stimulated some thoughts for your own trend
trading. In the next chapter, I’ll use the same process to examine the concept
of cutting losses short.

CHAPTER 3

Cut Losses Short

Strictly speaking, cutting losses short is an ingredient of managing risk.
However, it is so important to successful trading that it deserves its own
separate category. The decision of how to cut losses if a trade does not work
out should be a key element of the trade selection process for every trade.
However, the trader can make the decision of how to escape from a losing
trade in many different ways.

The experts we interviewed had numerous ways of cutting losses short.
They can be roughly divided into the following categories: chart-based
stops, indicator stops, entry method stops, volatility stops, money manage-
ment stops, margin-based stops, and account equity stops.

CHART-BASED STOPS

By chart-based stops we mean placing stops at some point of significance on
a bar chart. This may be in reference to a chart pattern, a trendline, or a pivot
point that represents support or resistance.

Bill Gary

Bill Gary is an expert on fundamental analysis. He recognizes the importance
of technical analysis in the deciston-making process as well.

Bill, how important is the principle of cutting losses short to success-
ful trading?

71
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It’s important to give yourself enough latitude to let the trade work. I
never place my stops extremely close when I’m entering a position. I’d
rather take a small position and give myself plenty of latitude in the initial
stages of a move to let that market work. Once it does begin to perform,
then I start looking at different ways I can reduce the risk and bring the
stop closer.

It sounds like you take issue with the statement because you’re
worried about the word short. That implies you don’t want to use a
small stop. What about restating the principle as just cutting your
losses. You don’t have a problem with that, do you?

Absolutely not.

How important is it?

It’s critical. It’s the only thing that will keep you in the game. The long-term
objective is to stay in the game. It doesn’t make any difference what [ might
think or what anybody thinks if the market is going against you.

How do you decide where to place your initial stop?

Tusually place my initial stop for long positions below major support. For

short positions, it would be above major resistance. I take a small original

position. Normally, my greatest risk exposure is going to be during the initial
stages of a move.

How much are you willing to risk?
I let the market tell me.
How do you define major support or resistance?

A major bottom or top. I look at the daily and weekly charts and look for
a major support area or a major top.

You’re using a chart-based stop.
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Yes.
Do you always use a chart-based stop?

Yes.

Glen Ring

Glen Ring is editor of the Trends in Futures newsletter.
Glen, how important is cutting losses short?

It is perhaps a buzzword phrase in commodity trading. At the same time,
it is also as close mechanically to the key as anything. About five years ago
I consciously started the process of studying trading rather than just studying
the markets. In studying winning traders and trading myself, one of the
things I’ve become very aware of is that cutting losses short is of the utmost
importance.

Here are some examples from my own trading. I had a recent month where
I made eight trades. There were seven winners and one loser, and yet I was
a net loser for the month. On all the seven winners I ended up with small
profits after transaction costs. The one loser hit my maximum allowable risk,
and it wiped out all my winners.

Another time I closed seven losers in a row. But the eighth trade put
me at a new equity high for the year. This shows how important it is to
have a small loss, a small loss, a small loss. You hear the Tommy
Baldwins, the Richard Dennises of the world claim to make all their
profits on 5 or 10 percent of their trades. It’s like being a boxer where
you punch, punch, punch all night long hoping to land one or two or three
knockout punches.

Having those small losses is what keeps you in the game, keeps you in
position for when you do catch a trend or a big move. But it’s a law of
numbers to me. If I can make enough controlled-loss trades, even a blind
squirrel is going to find a nut once in a while.

How small is small?

Ah, that’s very important. That’s something you have to define for your
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own situation. The vast majority of people overtrade their equity tremen-
dously. The people that try to trade with $5,000 or $10,000 are trading with
at least one hand tied behind their back already. But small is a relative term.
I like to think of it in terms of percentages. I think that if you’re limiting your
risk on individual trades to one to two percent of your trading equity, that
would be ideal. When you’re trading with smaller equities such as $20,000
on down, you have to accept a higher percentage of risk in most instances.
But to exceed five percent would put most people on an eventual suicide
mission.

That gives you the potential for a lot of losses in a row without doing
too much damage.

Absolutely. Anybody who’s been in this business for any length of time
recognizes that they could easily have a string of losses, maybe approaching
10 losses in a row. You may have a breakeven thrown in there or some very
small profits. You can easily go 10 trades in a row without catching a big
winning trade. You may have some stress in your life or the markets may not
be in an ideal trading environment.

If you’re a purely mechanical trader, you can run into some very bad
stretches of nontrending market activity. If you test across the physical
commodities, you’ll find that 1989 was a killer for most trend-following
models.

Ifyou have 10 losers in arow and you’re risking not over 2 percent of your
equity, you’re only going to have a 20 percent drawdown after 10 consecutive
losses. Most people can handle a 20 percent drawdown and still keep
following their rules. Those people who are risking 5 or 6 percent of their
equity on each trade all of a sudden are down 50 or 60 percent. They lose their
perspective. They will find it hard to go through the trading process with a
clear frame of mind.

How do you decide personally where to put your stops?

It’s defined by the market. If I'm trading a pure trend-following pattern,
then I"ll place the stop beyond the reaction lows or reaction highs. I've tested
various markets for what is the proper amount beyond those reactions. I’ve
found that you’re going to get stopped out of some trades due to market
noise, if you want to call it that. I use mostly four ticks, four minimum price
moves beyond those extremes. Sometimes I get stopped out on the high or
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low of the day, but there are also times I get missed by a tick or two. I’ve
found that is as close as I can possibly bring it and still give the market
adequate room.

There are any number of ways to place stops. It’s less important how you
do it than it is to define your rules in advance and apply them consistently.

What do you do if your chart stop is too big for your equity?
I don’t take the trade.
You pass the trade rather than manipulate the stop or the entry?

Absolutely. Pass the trade. My number one objective right now, what I’m
striving towards, is great defense. [ go back to the 1985 Chicago Bears when
they made the play-offs. They shut out the Rams, and they shut out the
Giants. As long as they weren’t letting the other teams score on them, they
could play all day and not lose. We’ve seen any number of sporting teams
with great offenses, but they usually go down in flames once they run into
the great defenses. They haven’t developed their defense to stop the periods
of what you might call drawdowns.

My number one rule is to protect the capital I already have. My number two
rule is to protect any open equity I may have. My number three rule is to try to
make profits. I define my trades first by determining what is my risk. If my risk
doesn’t fit the parameters for my account, the trade doesn’t go on.

This opens up another issue. [ saw an example yesterday of an account that
somebody was promoting trading $20,000. There were three contracts of
soybeans on, a couple of contracts of corn, a contract of cattle, and another
contract of this or that. I quickly calculated the risk. In soybeans alone the
risk was about 12 percent of the entire account. That to me is suicide. You’re
betting on being right, not betting on the law of numbers being on your side.

Let’s say I’'m willing to accept a maximum of 3 percent equity risk per trade
on a $20,000 account. That’s only $600. I see a potential soybean trade where
the risk has to be 30 cents. That’s $1,500 for a full-sized contract. Many people
are so macho they won’t look at the Mid-America Exchange as an alternative.

Last year I did pretty well trading interest rate futures. With the exception
of only one trade, they were all in Mid-Am bonds. That was on the model
account, which is a $10,000 account. What I’m saying is there are ways to
manage your risk. If your stop number is bigger than what your account will
accept, either look for another vehicle to make the trade or pass it.
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Peter Brandt

Peter Brandt is a long-time professional trader and editor of The Factor. He
specializes in trading classical chart patterns.

Peter, what is your philosophy on cutting losses short?

I absolutely believe in cutting losses short. I don’t have much
tolerance for a loss any greater than $300 a contract. For me there are
two components to a trade: the direction of a market and the timing for
entry. I may be right on the direction, but if I’m not right on the timing,
the trade’s not right. If I’m losing $300 or $400 on a trade, I’ve got to say
to myself that my timing wasn’t right.

It’s really important to me to be able to keep coming back to the markets
each day. In most businesses if you run out of inventory, you’re out of
business. The only thing a trader has is his capital. A trader’s capital, his
account equity, is his inventory. It’s extremely important to keep that
inventory intact. That’s why I do not believe in letting losses go against me
very far.

Using such small stops, you have to put up with a fairly low percentage
of accuracy.

There is definitely a tradeoff. Some people emotionally can’t handle any
approach where they’re wrong more than 20 or 30 percent of the time. Using
tight stops you have to be willing to trade over an extended period and be
right only 30 or 40 percent of the time.

What Kind of stops do you use? How do you pick them?

I base them on chart points—highs and lows of either chart patterns or
individual days.

You don’t use money management stops.
No.

Or volatility stops.
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No. That’s something I played with, butI don’t use them. Most really good
trades that I’ve had over the years have gone my way right away and have
never looked back. So tight stops have not jeopardized the best trades I’ve
had. I would guess that very few of my biggest trades have gone against me
more than $200 or $250.

Do you still use the Last Day Rule?
Yes.
Would you describe that?

Once ['ve drawn the parameters of a classical chart pattern (such as a
triangle or head and shoulders) and I have the boundary lines, I will use the
opposite extreme of the last day in which the market traded within the pattern
as abase point to establish a stop price. In the case of an upside breakout from
the pattern, it would be the low of the last day the market traded within the
pattern. In the case of a downside breakout from the pattern, it would be the
high of the last day the market traded within the pattern.

Craig Solberg

Craig Solberg is editor of Trade Winds. A weather trader, he uses a
different kind of chart stop that involves retracements of previous price
swings.

Craig, how would you rate cutting losses short among the four
cardinal principles?

Of your four principles, this is the one to which I try to adhere most
stringently. You have to get into the market on your terms. A good axiom to
remember is that it’s better to be out of the market wishing you were in, than
in the market wishing you were out.

I don’t like to buy a market at any price. I’d rather have it come back
to me, so I can get in at a price where I can manage the trade. I get in
atthis price. I’m going to risk to this level. I’'m going to take profits at that
level.
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How do you decide where to put your stops?

My favorite way is to use retracements. Many times I’ll look for a 50
percent retracement level of a particular upmove to enter. I’ll then risk that
trade to the 62° percent retracement level. Another method I like is if you
are buying amarketabove a gap, yourisk to the point where the market would
fill that gap.

As weather traders, a key factor in placing stops is our confidence in the
forecast. If we’re confident enough about the forecast, we’re going to risk
alooser stop on the position because our profit potential is very good. I like
to use a three-to-one reward/risk ratio. For example if I'm trying to make 30
cents in soybeans, I'1l risk about a dime on that position.

You mentioned that you prefer chart-type stops. But sometimes do
you use money management stops, too?

You try to blend the two together. First of all, you calculate your profit
potential on the trade. Say it’s 30 cents. So you’d want to risk somewhere
around 10 cents. Then you look at the chart patterns. You look at potential
retracements and see if there is a level where the risk is about 10 cents.
We’re trying to get a good reward/risk ratio and also risk to a good technical
support area on the price charts.

Phyilis Kahn

Phyllis Kahn is a pure Gann trader who tries to enter right near significant
tops and bottoms.

Phyllis, how important is cutting losses in your style of trading?

It’s very important. I don’t think one should ever be in the market
without an open protective stop. Ever. You should be quick to take losses
if the trade doesn’t materialize. You may have to reinstitute the trade in
the event that the market goes back in your favor, but in the meantime
you’re stopped out.

Because you enter so close to the extreme, does that mean your stop
automatically goes just beyond the extreme before your entry?
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I enter when the market goes a particular number of points above the
previous day’s high (for long positions) in my trend-change time window. I
place my stop the same number of points below the low. For example, in the
S&P it would be 40 points below the low.

The same confirmation you require over the previous day’s high for
entry you subtract from the low for your stop.

Yes. That’s my way of doing it. There are people who follow the Gann
trend-change dates and use an entirely different method. But this has been
very successful for me.

What’s the reason you just don’t putit one tick below the low? If the low
is going to be taken out, aren’t you wrong?

Yes, but there is a certain amount of noise in that area, too. I don’t think
one tick is ever sufficient either for entry or exit. You have to give yourself
some room, but you must also limit risk.

Is that also because other stops are probably there?
Yes.

Isn’t there some danger that with all the stops that are going to be there,
you’re going to be filled 40 points lower than you would have otherwise?

Sure there is some danger of that, but you’d be surprised how seldom it
happens, especially if it’s a momentum reversal, which most of them are.
They come down hard and then turn around and take out the previous day’s
high. You don’t see that kind of reversal fail very often. It happens, but it’s
not a frequent occurrence.

If that’s so, then having the stop one tick below the low wouldn’t make
any difference, would it?

It might not. I’d have to go back and study it, but there’s no reason to put
it that close. The following day you can move it. Once your position is
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profitable at today’s close, tomorrow you can put it just a little bit below
today’s close and you’re locking in a profit. Once you have a nice profit, you
don’t even have to go below the low of the previous day.

It’s the old cliche, “Don’t let a winning trade become a losing trade.” Any
time you have a 200-point profit you should protect it, especially right after
entry. Then if you get a really big spring for three or four days, you can be
a little slower about trailing the stop up.

Is there any necessary relationship between the size of the loss that
you’re willing to take and your account size? You’re putting your stop
40 points below the low in the S&P. What if that’s a long way from your
entry and creates a potential $2,000 loss? Do you have to look at what
size your loss is in relation to your account? Does keeping your losses
small mean anything in dollar terms?

Yes. You don’t take the trade if you’re not willing to put your stop below
the low of the low day. You have to be willing to follow the rule of putting
your stop below the low.

Is there any rule of thumb about what size of loss is too big for an
account?

A person has to decide that individually for himself or herself,

It’s a question of personal comfort rather than a percentage of your
account?

Yes. There are some people who don’t have the stomach to trade a big, fast
market. Forexample, to trade soybeans when they 're really hot—or silver. They
shouldn’ttrade those markets, period, because they are too volatile, A personhas
to be comfortable with the losses his or her trading method may generate.

L also believe that if you have three losing trades in a row, you should stop
trading for several weeks and try to analyze why you had those three losing
trades.

That comes under risk management. Let’s save that for a future
chapter.
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Tom Aspray

Tom Aspray is a currency expert and primarily a short-term trader.
Tom, how do you handle cutting losses short?

Since I follow the cash currency markets pretty closely and they are open
24 hours a day, that affects how [ handle my trades. If1don’t get my expected
results on a trade and I have to sleep for four or five hours, [ may take it off
at breakeven or with a small loss. If, on the other hand, it has moved as I
expected, then I’1l usually move the stop in so it’s fairly tight and leave it
when I’m not watching the market.

How tight is tight?

Translating from cash to something futures traders understand, it’s about
25 or 30 ticks in the U.S. dollar or the deutschemark.

That’s about $300. How important is the principle of cutting losses
short to successful trading?

In terms of absolute numbers, it’s pretty important. Psychologically, it’s
even more important. Successful trading is some combination of expertise
plus confidence. Most traders would admit that when they go through down
periods in their equity curve, their confidence level decreases at the same
rate. If you can limit losses, you can maintain more confidence. By keeping
that confidence level higher, you should have a greater degree of success.
The discipline to limit losses allows you to stay in the game and trade for a
longer period of time.

If you’re trading futures rather than cash, how do you determine your
stops?

I usually base it on hourly chart analysis, Fibonacci retracements, and
support and resistance levels. [ use a combination of methods. If I can come
up with a similar number using several different methodologies, then I have
greater confidence in it.
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So they will be chart-based stops primarily.

Yes. I also use some mathematical price projection analysis to determine
daily pivot points. I calculate the day’s expected high, expected extreme
high, expected low, and expected extreme low, and I also use those numbers
to assist in stop placement.

Walter Bressert

Walter Bressert trades based on cycles.
Walt, how important is it to cut your losses short?

You can’t trade the market if you don’t have the money. The only way
you’re not going to have the money is if you lose it. As speculators, part
of our business is taking losses. We’re all going to take losses probably
30-50 percent of the time. From that viewpoint you could say that
controlling losses is even more important than trading with the trend. You
can trade against the trend and still have a chance to make money, but
you can’t make money if you lose your capital. If you can keep your
dollar risk small, you open yourself up for sizeable profits. That’s
extremely important.

How do you cut losses short in your style of trading?

Minimizing my losses, cutting them short, means that I’ve got to be in
control. My approach to trading is always to be in control.

Let me talk a little bit here about something that really bothers me. When
I talk to people who do not trade futures and tell them what I do, they often
respond, “You’re a gambler.” I’'m not a gambler. [ have no desire to gamble.
When I go to Las Vegas, I don’t gamble at all.

I’m a speculator. Being a speculator means I can set the odds. I can decide
when I’'m going to enter the market. I can decide how I’'m going to enter the
market, and I can decide how I’m going to get out of the market. You can’t
do that when you gamble.

Ican goback in history, study patterns, and setup odds thatare inmy favor.
When I choose to enter the market, I know from my research that I have a
good chance to make money. Whenever I get into a position, it is because
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price has completed a pattern and the market should continue inmy direction
for at least a short period of time.

I have a predetermined price level or stop that tells me when I'm wrong.
I control my losses by always having a stop-loss order at that price level. And
I always know how much I’m going to lose on a trade per contract.

In controlling my losses I start with the individual contract, and I move up
to the total position. I don’t like to risk much more than 5 percent of my
equity on any total position. Depending on the market, it could be 2 to 3
percent. By strictly controlling my losses, I can be wrong many times and
still survive to trade again.

How do you decide where to put your stops?

I’m dealing with cycles. Everything revolves around whether thisisacycle
bottom or top for a particular time frame. When I buy a market, I put a sell
stop below what should be that cycle bottom. If I’m buying a cycle bottom,
the lowest price bar or swing low before my entry is going to be my stop-loss.
If a shorter-term pattern develops after the bottom, the stop can change. It
might be based on an intraday price level. But it’s always a bottom. It’s
always a low price.

In other words, you use chart-based stops, and you pick the chart
point in relation to the cycles that you’re trading.

Yes. I use chart-based points for entry and exit. The most important thing to
me is the price level. For example, there is a price level where the market should
not go ifthe current trend is to continue. By taking out that price level, the market
is indicating that the current trend is no longer in force, at least for awhile.

If the chart point that you want to use is so far away that it makes the
risk too big, do you just pass the trade?

Ieitherpass on the trade or I drop down to a smaller time frame that reduces
my risk. In that case I would decrease my odds of being right, but lower my
dollar risk if 'm wrong.

If the stop on the daily chart is too far away, you might try to use one
on an hourly chart?
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I’lldrop down to an hourly chart ora 15- or 5-minute chart and look to enter
using those. Once the market moves in my favor, I’ll be able to adjust my stop
accordingly.

Would you ever use a chart point on a weekly chart rather than the
daily?

Absolutely. What I’'m looking for more than anything else is certainty.
There’s no absolute certainty. I'm talking about determining a degree of
certainty of whether I’ll make money or lose money on the trade.

Weekly charts help me do that. For example, if T exceed a weekly high in
my oscillator/cycle combination, I look for the oscillator and the market to
drop lower. Then if the oscillator turns up and price exceeds the previous
week’s high, the high of that week becomes important. If price then exceeds
that high, it tells me that the odds are very good that this market is going to
continue higher.

If’m using a weekly chart, my stop is going to be the previous low of the

cycle which is often a week or two before entry, and that may make the risk .

too big. I’ll have to look at daily and intraday charts to find a closer stop
point. I use the weekly chart to determine that the cycle has turned and then
use hourly or intraday prices to enter the market in the direction of the trend,
sometimes a day or two later. .

I'm always using chart patterns, previous price lows, and what I call
overextended energy. [ view the markets as energy. We can see this energy
in cycles and oscillators. Everything I do combines cycles and oscillators.
They’re both time-related. When an oscillator is extremely oversold, often
there is a cycle that is about to bottom as well. I can determine that from the
time frame of the previous cycle low. If the oscillator and time match up, I
know that the energy is such that this market is oversold. Even though it may
not go up, it’s not going to go down much. It’s at least going to go sideways
and perhaps up a little bit before it goes down. I look for extreme oversold
levels for buying and extreme overbought levels for selling. I use the energy
as the market springs from those levels to enter and also to take a quick profit.

If a cycle bottom is late, the market is going lower longer than it should.
Does that deter you from taking a long position with the idea that
maybe the downtrend is too extreme and you’d rather take a short
position after the next cycle top?
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Generally when I’'m looking for a bottom, the market is oversolq enough
using weekly and daily oscillators that I don’t want to g0 shor’t: I l11$e to ’go
into a market where there’s a lot of energy to move it in the direction I'm

trading.

I wasn’t saying you would go short at the bottom, but would you be
nervous about taking a long position because there was so much more
downside strength than you expected?

Yes. In that case I might look for not just a simple upturn but rather a
bottom, an upmove, and then a retest before I would enter. o

One of the patterns I use is the retest that is often necessary for picking
bottoms. You don’t necessarily want to try to pick the low week, the loW day,
or the low hour. You want to wait for a pattern coming up from those in one
form or another. A successful retest is often a good sign.

A retest is an energy flow. The market has made a bottom, moved back
up, and gone back down; it can’t take out the low, and then it Furns around
and comes back up again. I look for that pattern retest in all time frames.

INDICATOR STOPS

By indicator stops, I mean a stop point that you set by virtue of an indicgt(?r
such as a moving average or Momentum. It is not a chart stop be.caus.e it is
mathematically based. A volatility stop, discussed below, is a special kind of
indicator stop.

Michael Chisholm

Michael Chisholm is editor of Taurus, which he has published since
1976.

Michael, how important is cutting losses short?

It’s difficult to choose among any of your principles. It’s analogous to
trading being an automobile and each one of the principles being one gf the
tires. Youmight be able to get the car to move without one of them., bgt ifany
are missing, it’s going to be a bumpy ride. The more you’re missing, the
bumpier the ride is going to be.
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Cutting losses short is very important to my trading. I predetermine my initial
stop placement before I ever enter a trade. I do this as a result of computer
testing—nonoptimized as much as possible.

You want your stops close enough to cut losses short, but you don’t want
them so close you get chopped up. That’s a difficult thing to do. I’ve come
up with some ideas from looking at charts on the computer screen that fall
flat on their face when tested historically.

I'take a basket of 10 commodities that represent all the commodities in the
marketplace. Itest over 10 years of data on these 10 commodities. I try every
kind of initial protective stop with a number of variables for each method on
all 10 of the markets. I total and average them out to find the one that seems
to be the best for the whole basket of markets. Sometimes I use a straight
dollar value, but the two I use most frequently are the value of a moving
average and the value of a channel based on volatility.

Cutting losses short is a lot like locking in profits. It has to be purely
mechanistic. The elements of fear and greed come into play so much,
especially fear. There have been times when I’ve been tempted to move my
stop farther away to stay with a promising position. Nine times out of 10 that
doesn’t work. The way my brain and most people’s brains work is we tend
to forget those nine times we were wrong but remember that one time when
we were successful. Without a mechanical method, you let your emotions
become involved. That can be dangerous.

How do you use the moving average as a stop?

Let’s say I have a long position and am using a 30-day, simple moving
average. Of course, the moving average has to be below the entry price to
work, but with a trend-following system, it will be. Whatever the value of
the moving average is on the day of entry, I place my initial protective stop
there. I keep it there until another rule triggers me to begin moving the stop
up to protect open profits.

The initial stop is fixed as of the time you enter the trade. You don’t
adjust it with the moving average as the trade develops?

Exactly.

You also mentioned a volatility channel. When using volatility do you

Entry Method Stops: Robert Miner 87

also keep your initial stop fixed until a different trailing stop rule
takes over?

Right.

Do you pay any attention to the value of your account in terms of the
amount to risk on a trade?

No, except from the standpoint of whether or not I’ll take the trade at all.
IfThave, let’s say, 95 percent of my account tied up in existing positions and
I don’t want to close any of them, and I have a potential trade that requires
an initial stop greater than 5 percent of the account, I’ll pass on the trade. I
won’t adjust the stop to the amount of money available in the account. That’s
a very poor practice.

How do you determine whether your account is used up? What do you
measure?

I will only risk 5 percent of account value on any one trade. When 1_00
percent of the account is tied up, [ don’t take any more trades until something
closes out.

ENTRY METHOD STOPS

By entry method stops, I mean some stop point that you set by virtue of your
entry method. It may be a reverse entry signal or it may occur as a result of
the violation of some or all of the trade’s entry conditions.

Robert Miner

Robert Miner is editor of the Major Market Analysis Report. He has also
authored a terrific trading course on Gann Methods.

Bob, how important is cutting losses short to your success as a
trader?

Cutting losses is absolutely critical.
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How do you do it?

I set my stops within the context of the methodology I use. The same
methodology that says enter the trade has to tell you when the trade is wrong.
You should determine your stop point before you enter a trade. It should be
at the price where, if I were to enter, I would be on the wrong side of the
market.

A further limitation is that the maximum capital exposure on any trade
shouldnotexceed 5 percent of the account equity. Once I determine my initial
stop price, I look to see where is the farthest place I can enter without
violating the 5 percent rule. If I can’t enter within that range, then I can’t take
the trade. That may not be where I put my entry, but it is the limit.

If you’re using projected turning points, how do they tell you where
you are wrong?

Whatever method tells you that you’re right also has to tell you that you’re
wrong. If a market exceeds the price and time projection windows, then the
trade will be wrong. I have a two- or three-day time window and a four-day
price zone. If price exceeds those, it tells me I should be out of the trade.

Could you give an example?

Sure. Take gold. Let’s say between July 21 and 23 is a strong time
projection. Let’s say that between $380 and $383 is where the price
projectionis. That’sa $3 price window. So if the market trades into that $380
to $383 price zone between July 21 and 23, there is a high probability for a
trend change.

The trigger is a reversal signal. If the reversal signal occurs, then
everything says the trend has changed. Your stop in that case is literally just
one tick beyond the extreme of that day, because if it takes out that price, it’s
taking out the price zone and the time zone and the reversal signal. Everything
you thought was right is now wrong, so you exit the trade and stand aside until
the next setup.

That takes a lot of discipline to do, doesn’t it?

Yes it does. There’s a great potential for fudging.
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How do you make your price projections?

I doboth price and time projections in exactly the same way. They’re ratios
of previous retracements and projections of half swings.

You look at the time of the swing and the distance of the swing and
then you project off that.

Both the time range and the price range.

Jake Bernstein

Jake Bernstein has written 27 trading books and has published his weekly
market letter for over 20 years.

Jake, how would you rate cutting losses short among the four cardinal
principles?

Cutting losses is one of the most important things you can do. May I tell
a little story about what happened when I went to the Alabama Farm Bureau
to give a speech?

Sure.

After I gave my speech they brought a fellow to meet me whom they
claimed was the best pork belly trader in the entire state. He was an old guy,
and he wanted to show me his trading system. Naturally, always wanting to
learn another good system, [ invited him to continue.

He reached into his pocket and pulled out a little velvet case with a
pendulum inside. He asked me to open a chart book. He said, “Here’s what
you do. Hold the pendulum over the chart by the string until it stops
swinging. That’s the most important part of my system.”

.. .This is a true story . . .

“When it stops swinging, steady it and then take your hand off and let it
go. If it swings up and down, you buy. If it swings left and right, you sell.”

I was impressed with the guy. He seemed like a wise old man who knew
alotaboutthe markets. I asked if there was anything else I should know about
the system.
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He said, “Yes, there is one more thing, but it ain’t too important.”

I said, “What’s that?”

“Well if what [ buy or sell at the beginning of the day shows a loss at the
end of the day, I kick it out.”

“Is that it?”

“That’s it.”

What was he doing? He was keeping only his winners and getting rid of
his losers fast.

This point about not holding any losers overnight, you hear that quite
often. Is this to be taken literally? Do you really recommend that
somebody never in their trading career go home with a loss? Isn’t that
going to give you too many losses? Too low a winning percentage?

[ wouldn’t recommend it without doing some thorough research in the
context of the rest of the system. The market has enough of arandom element
so that on the first few days after you put ona good position, itcould certainly
close against you. But I’d say if by the end of the week at the very longest,
a week after you put on a trade, it hasn’t moved in your favor, the odds are
pretty slim that it will turn out to be an exceptional trade.

In the phrase cut losses short, how short is short?

To me, that’s a function of the system. Cutting losses short means getting
out of your losers when your system says so. It doesn’t mean to have a
predetermined dollar amount at which to exit, although I do like the concept
of an emergency stop-loss dollar amount that overrides everything else.

When you say your system, does this mean when you get a reversal
signal?

Yes, orif the system is one that goes neutral, you exit at that point. In terms
of research and trading, I have found that a stop-loss that is too tight
guarantees you one thing. You will take a lot of losses and be a victim of the
random aspects of the market.

So stop-losses can’t be too tight, but that’s a function of the system. In
researching a couple of my day trading systems in the S&P, I found, for
example, that the average profit per trade increased dramatically as the stop-
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loss was increased from 100 points to 500 points. Any individual looking at
a 500-point stop-loss in the S&P for a day trade would say, “You’ve got to
be crazy.” On the other hand, my research said you would have to be crazy
to use a 100-point stop.

Markets need room. You’ve got to give them room because no matter how
much we may not want to admit it, market prices do have a random
component. That random component will stop you out if your stop is too tight.

If you’re using a big stop like that, don’t you have to relate it
somehow to your account size? Not every small account can be using
$2,500 stops, can it?

L agree. Let’s face it, there are thousands of traders out there day trading
the S&P who ought not to be doing it. They can’t afford the risk, and they
can’t give the market enough leeway within the boundaries of their small

account size.

Whatkind of rule of thumb should there be for the relationship between
your maximum stop size and your account size?

I don’t think anyone who can’t afford to risk at least $15,000 should be
trading anything.

Does that mean the minimum to start is $15,000?
That’s my opinion.
Could you trade with $2,500 stops with a $15,000 account?
You could, but you’d only be in the game a few times if you were wrong.

If somebody wanted to trade with $2,500 stops, what would you say
the minimum account size should be?

I think you have to allow yourselfthe luxury of losing 10 times in a row. If
youlose 10 times in a row at $2,500 a trade, that’s $25,000. That’s not at all
unrealistic.
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So you’d have to have the margin on top of that and be prepared to
lose $25,000.

Correct.

You haven’t mentioned anything about what is perhaps the most
popular kind of stop—the chart stop. Have you discounted that as a stop
placement method?

I don’t think they work. Joe Granville used to say, “If it’s obvious, it’s
obviously wrong.” There’s a lot of truth in that little epigram. Too many
people do the obvious thing and say, “Let’s try to put the stop at the low of
the day.” There are 10,000 other people thinking the same way. The odds are
that approach is not going to work.

VOLATILITY STOPS

By volatility stops, I mean a stop placed using distance from entry
calculated as some percentage of recent volatility. The percentage may
be over or under 100 percent. You may measure volatility in a number
of ways. In general, it is the vertical range of prices over some recent
time period.

Stan Tamulevich

Stan Tamulevich is a short-term trader and editor of Marketline
Update.

Stan, how important is the placement of initial stops to your trading?

It’s the key to survival and the key to success. I’'m not really looking for
big moves. L use fairly tight stops. In fact, some people say they’re too tight.
I’m often stopped out with wash trades, breakeven-type trades. You’ve got
to keep your potential losses smaller than profits. When you’re looking at
an average profit in the $300 range as I am, you must keep losses down near
$100 if you can. It sounds like a difficult task, but I take advantage of every
opportunity I have to put my stops very close to the market.
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Do you use stops in the market? In other words, do you put your stop
orders on the floor as opposed to using mental stops that you execute
after the market has reached your price?

I don’t use mental stops. It’s too easy to let things get away from you.
How do you decide where to put your tight stops?

It’s usually based on some factor of volatility. I’ll look at the range for the
last three or four days or even just the last day. If the market moves the
distance of the previous day’s range against me, I’'m out of it. Usually, it’s
considerably less than that.

It’s a volatility stop, but you don’t mathematically calculate some
average. You eyeball the chart and deduce it from there.

To an extent. My standard would be to look at half the previous day’s
volatility and consider that as the danger point.

How do you define volatility? Is it the high minus the low? Or would it
be the true high minus the true low?

The high minus the low. An excursion beyond half of that would make me
nervous about a position.

On the average, what size of a stop in terms of dollars does thatlead to?

It’s fairly small. It depends obviously on the market. In grains it would be
just two or three cents.

Many people would say you’re going to be taken out by the market
noise. What do you say to them?

Very often I am. So what? If the bottom line works out, you can stand a
little noise. I was taken out by some noise in the gold market yesterday. It
turned out to be a very small loss, 40 cents. The market proceeded back up
today, and I have no problem with that. I’m always willing to take a $40 loss.
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One nice corollary to your methods is that you can do your kind of
trading with a lot smaller account than most methods require. What’s
the minimum size account you think someone should have to trade
like you de?

You can take all my trades with a $5,000 account.
That’s quite unusual.

A person ought to have $10,000 or $15,000, butif you want to get your feet
wet and have good discipline, with these kinds of stops you can trade and not
anticipate big drawdowns.

We can see how somebody could be quite comfortable trading like you
do with only a $5,000 account to start.

I’m definitely a minority case.

Russell Wasendorf

Russell Wasendorf is involved with most aspects of the futures industry.
Since he uses volatility as his stop criterion and also reverses his position
when stopped out, his stops can be considered both volatility stops and entry
method stops.

Russ, how do you cut your losses short?

My trading procedure always involves a stop. As a matter of fact, I enter
the market on stops. Therefore, I only enter a market when it has moved
through a trigger level that stops me into the market.

The closeness of my protective stop is determined by the current volatility
of the market. For instance, if soybeans are currently exhibiting a daily
volatility of 15 cents, I’'m going to put my stop outside that volatility so the
market can make its noise. It can bounce within its normal volatility without
stopping me into a reverse position.

If the volatility increases, would you move your stop further
away?
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No. The stop determination depends on historical volatility. It won’t move
further away from the market.

How important is the principle of cutting losses short to overall
trading success?

It’s extremely important. It’s a matter of making sure you have marbles to
play the game the next day. I would classify following the trend as the
number one principle and cutting losses short as number two.

And yet, your methodology seems to be less concerned with keeping
your losses small than it is with not getting shaken out of a potentially
winning position. Would that be a fair statement?

Thatis a fair statement, although being shaken out of a position can happen
if the market suddenly becomes more volatile. If  base my stop on historical
volatility and suddenly tomorrow the market becomes more volatile, then
I’1l probably lose my position. I can always resume the position based on a
new trigger that reestablishes the trend.

The triggering mechanism will not only stop me out of the market, it reverses
my position. I’m either long or short all the time. I’ll be shaken out if the market
becomes more volatile, and I'll be shaken out of a long position in exchange for
a very short-term short position. If the volatility remains relatively high, I’ll
probably end up back in the long position. There would be a whipsaw there, but
the whipsaws are less of a concemn so long as I have the opportunity to benefit
from market movement regardless of its direction.

In terms of the statement, “Cut your losses short,” you’re less
concerned with the short than you are with cutting losses. As long as
you cut losses, you’re apparently not that concerned with how big the
loss is because you don’t have any mechanism that regulates the size
of the loss other than the volatility of the market.

Right. That’s one of the sobering factors about the markets. If you try to
dictate the precise level of risk tolerance, then your desired risk level may be
incompatible with market conditions. I've always felt that I had to be well
capitalized to trade in the first place. I like to allow the markets to set the
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positioning of my stops and not have capital restrictions or my psychology of
loss tolerance interfere.

MONEY MANAGEMENT STOPS

By money management stops, I mean a stop based on a fixed dollar amount.
While these stops are often criticized as not being market related, they do
have several advantages. First, if the purpose of the stop-loss is to manage
risk, a money management stop does that in the most direct way possible.
Second, if you are concerned about collusion in the pits to pick off stops,
money management stops do not go at obvious places where many other
stops are (except occasionally by coincidence).

James Kneafsey

James Kneafsey has been a major money manager since 1977.
Jim, how important do you think cutting losses short is?

I'put a great deal of premium on cutting losses. If you are in the market
all the time and you keep your losses short, you should be profitable.

When you use small stops with an always-in-the-market system, you
tend to have lots of losses.

That’strue. Itis why you have to make sure your commission rate and your
slippage are very low. I'm not talking about $50 or $100 losses, but rather
something in the $200 to $500 range.

Doesn’t this require some experience to handle the psychological
aspects of trading with a low percentage of accuracy?

Absolutely.
Most people can’t handle that when they are beginners.

That’s very true. That does come with experience in trading. You cannot
be emotionally involved witha trade. You have to be willing to take aloss and
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even 12 losses in arow sometimes, while you are waiting for the big winners.
A few big wins can offset quite a few losses.

What kind of methods do you use to get out of a trade?
We’re supposed to reverse on new signals, but we do use some discretion.
What kind of stops do you use? Money management? Chart points?

The reversal stops are the trailing stops from the computer model.
There is also a money management maximum. If that is closer than the
computer model, we put it in until the model catches up. For example, in
the S&P it’s $2,500. In currencies it’s $1,500; in soybeans $1,000; and
SO on.

It’s a combination of a money management stop plus a system stop
that’s like a trailing stop that starts in the loss area.

Yes. You might call it a parabolic stop.

Kelly Angle

Kelly Angle is a money manager and author.
Kelly, how do you stand on cutting losses short?

You must cut losses short. This year I’ve introduced a totally new
entry/exit strategy that I call Cornucopia. It uses $400 initial risk stops.
When tested on four years of tick data, it produced the most consistent,
most profitable results with the lowest loss figures of any system I’ve
ever seen.

Most systems use market-generated stops. Most strategies using market-
generated stops can’t get you into the active markets for less than $1,000 to
$3,000 per trade risk. The average individual simply can’t afford that
amount of risk. This is why a small money management stop is an absolute
must.

What your system does to you when the markets aren’t moving is more
important than how your system performs during strong price trends. If you as
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a trader want to assess your system’s ability to hold down losses, you might try
this experiment. Examine your historical results and take out the double-di gitup
months. Then add the remaining single-digit up months and the down months. If
the total is at least zero, or ideally, above zero, your system is giving you a risk-
free environment in between major price moves.

You say that most systems require you to use fairly large stops. But
you have a system that uses $400 stops in each market. What’s
different about your entry method that allows you to use such small
stops?

For one, it doesn’t care if we miss a major move.
It’s more selective.

It doesn’t overtrade, but it trades at about the same velocity as an average
trend-following approach. It trades about twice a month per market. It waits
for price compression to take place so you have a controlled environment in
which to enter. Then you have more reliable conditions in which to placea
smaller stop.

In other words, you don’t enter if volatility is too great. You wait for
relatively low volatility so that you can use a smaller stop safely.

Right.

Bob Jubb

Bob Jubb publishes newsletters on commodities, stocks, and options.
Bob, how important is cutting losses short in your approach?

After you filter your potential trades using the two-to-one reward to
risk ratio, thatis the key to it all. But cutting your losses short is involved
in that. Over the past 20 years my method has only made about 24 trades
ayearonaverage. Trading that infrequently, too big a loss can really hurt
you, especially if you’re new to commodities and haven’t made much
money yet.
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I’d say the average person starts with $10,000. If he should happen to trade
with no stops, let one trade get carried away and lose $5,000, he’s probably
finished forever trading commodities. If youuse my approach strictly, which
isneverto risk more than $1,000 atrade, you would have to be wrong 10 times
in a row to wipe out your $10,000. You would have to be wrong five times
in arow to drop to the 50 percent loss level where most people start to panic.

So cutting your losses short is the key to being around to participate in
some big moves. For instance, take the $5,000 and $10,000 potential
moves of a market like coffee. If you aren’t controlling your losses, you
won’t be around to catch one of those. It’s like being in a game where
you need defense and offense. If you are unable to cut your losses,
you’re not playing any defense and you won’t be around at the end to
come from behind and win the game.

You mentioned that you never risk more than $1,000. Is that how you
place your stop generally—to risk $1,000—or do you have other
methods?

When [ write my letter during the middle of the week, I recommend an
entry at the market the next Monday. So I don’tknow exactly where the entry
will be. I suggestrisking $1,000. Ifthe market moves in our favor, in the next
letter I recommend a stop $1,000 from the current price. I may also vary it
according to where support and resistance are.

It is generally $1,000, but it may vary depending on the market. For
instance, in the Japanese yen I have found you need to risk $1,250, which is
100 points. On the other hand, I have hardly ever found it necessary to risk
that much in corn or oats.

How much do you risk in corn and oats?

Usually $700 to $800. It depends on where I got in or where the current
price is in relation to where a key chart point would be in danger.

Why don’t you just use the key chart point?
Sometimes that would require risking $1,500. Over 20 years I’ ve found

that it’s better to have certain rigid rules that you follow religiously.
Otherwise, all of a sudden you’ll end up believing in 2 market where you’re
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actually wrong. That will eventually happen to all of us if we’ve been trading
very long . . . like a week.

That is a simple approach.

I don’tlike complications. Over 20 years I’ve tried many fancy things and
eventually thrown them all out. It’s like quote machines. Three times I’ve
paid to have quote machines installed in my office, and three times I’ve paid
to have them removed.

I find T do much better in commodities when I just look at the newspaper
the next day to see what happened. If something just falls apart on me, my
stop takes me out.

What kind of accuracy have you had over time?

About 60 percent. There have been years where I have battled to make 45
percent and yet I have been profitable because you only need to catch two
or three $5,000 trades to make your year.

IfIbat 50 percent on 24 trades, that means I’ lose approximately $12,000
on my losing trades. If I catch two or three trades that make $5,000 and the
other winners make only $1,000,I’dbe up $10,000 for the year, which would
be fine. I base everything on a $10,000 account. Many traders have $20,000
or $25,000, but I trade on the basis of a $10,000 account, which is fairly
common.

ACCOUNT EQUITY STOPS

By account equity stops, [ mean a stop based on a fixed percentage of your
account equity. Like money management stops, these directly address the
question of risk management and do not go at obvious places where other
stops are lurking.

Nick Van Nice

Nick Van Nice is editor of Commodity Trend Service’s various systems and
hotlines.
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Nick, what is your view on cutting losses short?

The firstthing youneed to do is determine what short is. I define all my stop-
losses as a percentage of the account. I think it’s very important to keep your
losses around 2 percent of your overall equity. This will allow you to survive
through a string of losses. You can lose even 10 times in a row and still have
a drawdown of only 20 percent of your overall account.

Is that an outside limit for your stops or is that how you set your stops?
That’s how 1 set the stops.

We understand you also prefer close-only stops. In other words, the
market must close beyond the stop limit before you get out. Doesn’t that
increase your risk significantly?

Yes, lusestrictly close-only stops. It does mean occasionally you get whacked
pretty good. You’ll take greater than a 2 percent loss, but that’s the nature of the
futures markets. It’s very important to take the short-term noise out of the picture
by using a close-only stop. They have been a big help to my trading.

Have you tested close-only stops versus regular stops?

Yes, and they come out better than just regular stops. Let me add this. In
all the testing I’ve done, I found stops actually cut down the overall
profitability of the systems we use here at Commodity Trend Service. In

other words, the systems make more money without any stops at all.

You would rather have a reverse entry signal take you out of a position
than a stop?

I'won’t say that. I’d rather have an exit signal take me out than a stop. But
using a close-only stop seems to be the optimum way to trade.

Using an exit stop means you have a profitable position. What if you
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don’t have a profitable position? Then you’ve got to get a reverse
signal, right?

Yes, but I'm also using the 2 percent rule. The first close below the 2
percent loss limit, and I’m getting out.

Do you always trade one contract using the 2 percent rule or do you
have some method to use multiple contracts if 2 percent is a large
amount?

No, I keep it simple. I only trade one contract.

What size of an account do you think is optimum for a 2 percent rule
like that?

The 2 percent rule is something that you can use on all account sizes. The
lower end of the range would be about $25,000. Anything smaller than
$25,000 would not accommodate big enough stops using the 2 percent rule.

If you’re going to take a $25,000 account and use a 2 percent stop,
that’s a $500 stop. You said you would only trade one contract. Does
that mean you would use $4,000 stops in a $200,000 account?

No. I was thinking in terms of a $25,000 account. That’s the size of our
sample portfolios. We’re comfortable with about a $500 loss per contract.
So if you were trading a $100,000 account, you should trade four contracts.

Steve Briese

Steve Briese is editor of the Bullish Review of Commodity Futures
Markets newsletter.

Steve, how important is cutting losses short to you?

. Cutting losses short is certainly important to trading success. However,
improperly done it will assure that you won 't be successful. You won’t
profit. My idea of cutting losses short is that every trade must have a cutoff
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point. That cutoff point is the place you’re stopped out of the trade because
you know you’re wrong.

I never base that cutoff point on a dollar loss. I always base it on where I
know I am wrong on the trend that I am trading. If you cut your losses short
simply on the basis of a dollar risk or percentage of your account, then you’re
not really following any kind of technical system.

As we have previously discussed, in order to be profitable, you must
trade with the trend. You don’t want to get out of a trade as long as the
trend is going your way. Your stop-loss should be designed to get you out
of the trade when you know the trend has changed and is now going
against you. The key is to adjust your entry point so that your total risk
on the trade will be a small portion of your capital, whether that’s 1, 2,
or 5 percent.

That’s interesting. Let’s say you have a trade where from the natural
entry point, the risk is $1,000. Because of his account size, the trader
wants to use a $500 stop. Some people might say if I’m not going to pass
the trade because the risk is too large, I’m going to enter at the natural
place and then adjust the protective stop closer to limit risk.

I never use a money management stop.

You would say that person would be getting out of his trade too soon
because the correct stop was $500 further away. You prefer to adjust
the entry to a point $500 from the correct stop. In effect, you would be
getting in too early by anticipating or getting in too late by waiting for
a reaction after the natural entry point. They are two different ways to
attack the same problem, and you say your way is clearly correct and
the other way is clearly wrong.

The first approach you described is a typical trading strategy that uses a
money management stop. Trading books tell you where the stop should be
for a particular price pattern. If that’s risking too much money, then you are
supposed to use a closer stop. But that assures you are no longer trading a
pure system.

I have many new traders call me and want to ask about a specific trade. The
first thing I ask them is where their stop-loss is going to be. They usually know
where they want it. It should be the point on that chart where they know
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they’re going to be wrong. Then I ask them how much money they want to
risk. The response is, “I don’t know.”

L ask, “How much is in your account?” We arrive at a figure, and maybe
because they have a small account, it’s only $200. That’s all they can afford
to risk on the trade. What do I tell them to do?

I tell them to put their entry at the point they just figured for the stop-loss
and to put a money management stop $200 below that entry. You know,
more times than not those trades will work out.

You tell them to enter where they were going to get out?

That’s right. The reason it works is they’re no dummies. They’ve read all
the books. They know where everybody else is getting out. They wanted to
getoutatthe same point. The trouble is everybody is getting out at that point.
That’s just the time to get in.

Wouldn’t you have a lot lower percentage accuracy in your trades if
you adjust your entry so that it isn’t at the correct entry point?
Wouldn’t that cut the percentage of time the market is going to keep
moving after you get in?

That’s why I use confirming tools. My favorite, of course, is the
Commitments of Traders. I like to see some smart money coming into the
market when the trend in the time frame I am trading is currently against me.
That gives me an idea they are going to turn the trend around to the direction I
want to go.

You can do similar things based on the longer-term trend. You can do it
based on cycles. There are a lot of ways to do it. You want to find a reason
why the market that you want to trade is about to reverse. For a lot of traders,
when all things are considered, if they would start by calculating where their
stop-loss should be, they would have areal knack for determining where they
really ought to be entering.

That’s fascinating. Let me see if I can summarize. You start with the
concept that you only want to lose a certain amount of money per trade,
and whether that’s based on a percentage of your equity or your comfort
level, that’s where you start. Let’s say somebody has a large account so
the amount isn’t all that crucial. Then you use a percentage of the
account to set the loss amount. How much might that be?
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I think 1 percent of your account is where you would like to be.

We’ll assume 1 percent is the comfortable stop for our account. Then
we look at a potential trade and see where our projected entry and our
stop-loss will be. Our stop is going to be the point where the trend
will have turned against us.

m We calculate how much we’re going to lose if we’re stopped
out, If that’s within the 1 percent tolerance, then we can take
the trade as is. Depending on how small the loss is, we might
be able to trade multiple contracts and still keep our loss to
within 1 percent.

m However, if the loss is not within the 1 percent tolerance, we
must adjust our entry point to bring it close enough to the exit
point so our risk is no more than 1 percent.

m After we adjust the entry point, we look to see if we can find some
confirming indications that the trade will move from our adjusted
entry point to the more preferable entry point we first selected
before it turns around and hits our stop. Is that the idea?

That describes it.

The other idea you had was to consider entering at your exit point and
putting your stop somewhat away from that.

Let’s assume we’re going to take a long position. Most people can figure
out pretty well where the stop-loss should be. Their account size dictates that
they must buy somewhere between that point and the optimal entry point.
They must wait for additional weakness where price approaches their stop
point. But where do you buy on weakness? There is no good way to
determine how much weakness to wait for. Using the stop-loss point as the
entry point is a pretty good short-cut method.

MARGIN-BASED STOPS

By margin-based stops, I mean a stop calculated by taking a percentage of
the exchange margin for the commodity you are trading. The rationale is that
margin represents a measure of volatility and risk. Another way to express
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the same approach is in terms of a multiple or percentage of a limit move in
the market (if it has limits—not all markets do).

Colin Alexander
Colin Alexander is editor of The Wellspring Futures Newsletter.

How do you cut your losses short?

T'use a combination of half a limit move, chart points, trendline crossings,
and weekly reversals.

What’s your definition of a weekly reversal?

In a bull market when price exceeds the preceding week’s high and then
closes the week at a point below the preceding week’s close. And vice versa
for a weekly reversal in a bear market.

I understand you are ambivalent about using stop-loss orders.

Of course, you should cut losses and not get married to a position. When
I was a retail broker, I had somebody ride lumber down from 195 to 120
because he just couldn’t believe the downtrend wasn’t coming to an end.

There has to be a sensible tradeoff between cutting losses and giving a
trade room to move. Anything too close is an invitation to give the market
money for nothing. Allyou end up doing is taking an unnecessary loss where,
strictly speaking, a retracement should be a place to put on more positions,
not to be stopped out.

You don’t find that half a limit move is too small?

That’s a ballpark figure. I seldom want to take more than a 50-point loss
in soybean oil or 50 cents in crude oil or 50 points in the Canadian dollar.

How did you reach these conclusions? Is it on the basis of testing or
experience or what?

Experience.
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How long have you been trading?

Fourteen years.

ECLECTIC METHODS
Jack Schwager

Jack Schwager is Director of Futures Research and Trading Strategy at
Prudential Securities, Inc. He suggests different stop placement methods for
different styles of trading.

How important is cutting losses short?

It is essential for the simplistic reason that if you don’t do it, you literally
have to be wrong only once to be out of the game. You only have to make
one drastic mistake or be stubborn one time. If you were very bullish onbonds
and stayed bullish over the last few months, you could have lost your entire
account. Take any sustained trend, and if you are positioned the wrong way,
it will be a disaster. So you must have some way of cutting losses.

Specifically, how do you approach the concept of cutting losses short?

The easiest advice I could give anybody is just to decide where you’re
getting out before you get in. But for those who can’t trust themselves, put
in a good-til-canceled liquidation order at the same time as you put in your
entry order. Then you don’t have to worry about it.

If you’re a system trader, you have to build rules within your system that
will keep you from being on the wrong side of any sustained market move.
You also have to consider things such as leverage. Keep leverage to a point
where you’re not risking too much relative to what you’re willing to risk or
shouldrisk.

What’s a good guideline?

You can do it on a trade-by-trade basis. That’s probably the most
straightforward way. The commonly cited percentages tend to be 1 or 2 or
amaximum of 3 percent of the account equity. For many people thatis going
to be difficult because their accounts are not large enough. That may be the
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same as saying you can’t trade if you have a tiny account. Ideally, if you do
iton atrade-by-trade basis, I would say 2 percent or lower on any given trade
would be optimum. Probably 3 percent would be the maximum.

In terms of how you actually place your stop, what methods do you
prefer?

There is a split here between subjective trading versus computerized
trading. In the latter case—computerized trading—I don’t believe in using
stops. I justhave rules that get me out of trades if the market goes significantly
against me.

In terms of individual trades where you’re making decisions using judg-
ment, you should ask yourself, “Where might the market go so that I would
no longer want to be in the trade?” Or, stated another way, “If I’m right,
what should not happen?” The answer to that would be the stop point.

Alternatively, it might just be the amount that you are willing to risk on the
trade. That point would not be technically significant because in many cases
atechnically significant stop may imply a loss that far exceeds a reasonable
loss for your account.

You wouldn’t have any theoretical problem with somebody who saw
a trade they wanted to do, decided that an intelligent chart point was
bigger than they should really risk, and then just went ahead and
risked a smaller amount with which they felt comfortable in terms of
risk management for their account size?

I'wouldn’t. But in order to do that, they should have some feeling that the
timing is now. There should be something telling them to do the trade right
now.

For system trading, do you just wait for your system to reverse?

I manage money using computerized methodologies. While there are
literally hundreds of inputs that go into the strategy, not a single one of those
is a stop condition. There are no stops. I have a distaste for stop orders when
you’re trading size. I don’t know for sure that if you have sizable stop orders
in the market, it will make it more likely for the market to hit that point, but
it certainly can’t help. There’s no reason for showing your hand.
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So I structured my approach to avoid the use of stops and achieve risk
control in a different way. Those ways of achieving risk control include the
following: diversify across an extraordinarily wide range of strategies and
make sure those strategies include highly uncorrelated systems so it’s very
unlikely you’ll have extremely large positions. I also diversify across as wide
a range of markets as possible. In the broadest portfolio, I am trading over
50 markets. If you put all that together, you find you do not get extraordinarily
wide equity swings against you.

For perspective, what’s the minimum account size necessary to trade
that kind of a system?

One million dollars. Literally, I designed this approach to trade one million
dollars. You need that much to take advantage of being able to vary the
position size of each trade. To me that’s very important. I couldn’t achieve
what I consider satisfactory return to risk without the ability to vary the bet
size.

I hope my friends have stimulated some thoughts for your own stop
placement tactics. In the next chapter, we’ll examine the concept of letting
profits run, perhaps the hardest principle to follow of all.
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Let Profits Run

0ver the years I have been struck by the consistency with which
successful traders name exiting profitable trades as being the most difficult
qf the various trading decisions. Most aspiring traders spend almost all their
time working on entry methods. This is probably because they believe that
near-perfect entries can compensate for deficiencies in other areas. Since
near-perfect entries are possible only in hindsight, experienced traders come
around to the point where they place the least emphasis on entry.

The experts I interviewed had numerous ways of letting profits run. They
can be roughly separated into the following cate gories: trailing stops, profit
Fargets, andreverse system signals. Ofthose using trailing stops, they divided
into methods based on indicators, volatility, chart patterns, and dollar

amounts. Some said letting profits run was not important to them. Others
used multiple methods.

TRAILING STOPS USING INDICATORS
Nick Van Nice

Nicl.c Van Nice is editor of Commodity Trend Service’s various systems and
hotlines. He emphasizes long-term trading.

Nick, how important is letting profits run?

It"s very important to let your profits run. One incidental benefit is that
staying in a trade prevents you from taking additional signals from your
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system. It’s vital to limit the number of trades your system makes. When you
are trading long-term and in a winning position, it reduces risk by limiting
additional trading.

In other words, when you are letting profits run, you’re not allowing
any pyramiding.

Exactly. There is generally not a lot of trending action to trade. When you
finally do find a trend in a market where you are trading your system, it’s
important to be patient and let that trade work.

Is that another way of saying that your risk on leaving your position
alone is less than the risk of trying to take a new position if you are
shaken out of this one prematurely?

Right. Thisis especially true when you’re using the 2 percent stop-loss rule
that our system uses [keeping initial risk to 2 percent of account equity].

Are there other good reasons to let profits run?

Yes. The most important reason is that because of how difficult futures
trading is, your key offensive weapon is the few great big moves you see in
a year. Once you exit a market that’s making a big move, it’s so difficult to
getback onboard. Psychologically, emotionally, and financially, it’s very hard
to reenter a move that you’ve already exited. That’s my biggest difficulty
anyway.

You get into a trade and it shows you $7,000 or $8,000. It’s exceeded your
expectations and hits your profit target. You get out, but it turns out the thing
is just getting started. If you are atrend follower, it’s the few huge trades each
year that make your bottom line. If you’re trying to slug it out with short-term
trading, you’re going to lose more than you win because of the costs of
trading. They add up quickly for short-term traders. It’s simple arithmetic.
Your winners have to be big. To get them, you must let your winning trades
develop as long as possible.

How do you let your profits run?

There are two ways: either you use a trailing stop or you don’t. I have
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systems that don’t have a trailing stop, and I like that method of trading. You
let your system’s indicators take you out when it’s time to take profits by
generating an entry in the opposite direction.

The other way is to use a very long-term moving average to trail a stop.
like a 45-50 day moving average, and I like using a close-only stop.

A somewhat subtle distinction is using a different exit method for
profitable and losing positions. When a position becomes profitable, it’s
often best to use longer-term indicators with that profitable position than
you do with a losing position. That’s one key secret of our Trendsetter
System. We use much longer-term and more stringent requirements to get
out of a profitable position than we do a losing position. To take it a step
further, you may want to consider using a close-only stop on your winning
positions while using a normal protective stop on new positions.

When you say your indicators, you can’t be referring to a reverse entry
signal because that would require you to wait nine months for an
opposite trend to be established.

Right.

So it’s more like a very long-term trailing stop, in effect.

You move it along every day. There are three very long-term moving
averages and two shorter-term indicators. All of them have to turn for us to
have an exit signal.

That’s a different kind of exit signal than your entry signal though. Is
that what you’re saying?

Yes.

But you also have an alternative of just a long-term moving average.

That’s right.

How do you decide between the two?
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Whichever occurs first.

Colin Alexander
Colin Alexander is editor of The Wellspring Futures Newsletter.

Colin, how important as a principle is letting profits run?

Extremely important. There’s absolutely no question that if you don’t
bank some really big trades, you’ll never pay for the harassment and nickel
and diming to death on the ones that don’t work. Even under optimum
circumstances, you are not going to achieve more than about a 50 percent
winning percentage.

Once a trade starts to move and I have a profit, I’'m prepared to give
itinround numbers a full limit move to one-and-a-halftimes a limit move
in which to react. For example, in cotton I might give the market as much
as 200 or 300 points if the trend was strong and I had a profit cushion to
work with.

It sounds like you’re using some kind of a trailing stop with your
winning trades.

Yes, using chart points. I watch for weekly reversals and persistent
adverse daily chart action.

It sounds very subjective.
Yes, it is. In my experience, conditions for different markets are seldom
amenable to absolute rules. The way you might expect the Canadian dollar

to act is quite different from the way pork bellies might behave.

Before someone else can trade with that amount of subjectivity, how
many years of experience do you think they need?

Somebody should be able to get a handle on it within about a year.

What other indicators do you watch?
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It’s a little bit like flying a Boeing 747. You can’t only work with the
altimeter and the gyro compass. I pay attention to perhaps 10 or 12 prime
indicators.

Jack Schwager

Jack Schwager is director of futures research and trading strategy at
Prudential Securities, Inc. He is also a coprincipal of Wizard Trading, a
commodity money management firm.

Jack, how important is letting profits run?

For a trend-oriented trader it’s essential. In Edwin LeFevre’s book,
Reminiscences of a Stock Operator, a fictionalized treatment of Jesse
Livermore, he says, “It was never my thinking that made the big money for
me. It was always my sitting.” That’s a very apt comment. It means that you
don’t have to be a genius, you don’t have to be smarter than anybody else,
but you do need the patience to stay with a correct position. When you are
positioned in a major trade, you want to be able to exploit at least a
substantial chunk of the move. That is critical.

It’s a matter of style. My style is to take a few of those exceptional moves
and be able to break even everywhere else.

How do you go about letting your profits run? Do you use trailing stops?

Letting profits run is pretty easy to do and pretty easy to explain.
Essentially, if you use a long-term crossover moving average system and
follow it, you will necessarily let your profits run. It will raise other
problems, but T use it as an illustration of a potential answer to your question.
Just off the top of my head, let’s say you use a 125-day crossover moving
average on some market; when you get a major move, you will indeed ride
it for the long term. You will capture it. It’s easy to see how it can be done.

The thing with letting your profits run in practice is that you don’t
necessarily know ahead of time which will be the true major moves and
which will be the ones that go part way and then come back. For instance,
a 125-day crossover moving average will kill you if you’re trading currency
markets like we’ve had over the last year and a half. In my mind, no single
strategy will do it. You have to combine different strategies.
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Michael Chishoim

Michael Chisholm is editor of the Taurus advisory service, now in its 20th
year of publication.

Michael, how important is letting profits run?

In our previous discussion about these principles I used an automobile
analogy. Your four key principles are like the four tires on a car. If any of
them are flat, your trading will have a very bumpy ride. Iftoo many blow out,
you won’t go anywhere.

How do you handle the process of letting profits run?

To me trailing stops are an absolute must. I typically lock my profits in by
trailing stops of one sort or another. It depends upon the length of trading
involved—short term or long term. My personal trading is in the 30- to 60-
day time frame.

I prefer a mechanical method of moving stops as opposed to using
judgment. My preferred methods use moving averages and channels. I found
that even though they may be simplistic compared to some of the more exotic
kinds of indicators out there, they work best. I'm a believer that sometimes
the simplest things work best.

I also believe it’s necessary to have a method of reentry with the trend in
case the market hits your trailing stop prematurely. Sometimes it’s the
original entry methodology, but typically I will reenter more quickly than I
would enter a brand new trade. I might enter on the open the next day after
a signal instead of waiting for further confirmation like I do on an initial
entry.

I’ve tried using profit targets. I went through a period for a couple of years
where I tried every type of profit target imaginable. I was unable to come up
with a methodology that worked as consistently and profitably as trailing
stops. I prefer them by far.

Profit targets are unrealistic. Markets gain momentum, whether upward or
downward. They have a tendency to take on a life of their own. They just
keep running. As a result, I’ve never been able to use profit targets
effectively.

The reason I prefer a mechanical methodology is because greed and fear
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enter the picture maybe more so here than anywhere else in trading. We
always want to squeeze more out of a trade, and at the same time we’re
afraid we’re going to lose some or all of our profits. I'm much better off
having a mechanical way of exiting profitable trades.

When you do your testing, do you use the same rules and the same
parameters for each market or do you customize them?

It’s tempting to customize because you can get some dynamite results. But
most people agree that would be overoptimization. I insist on using the same
variables for all commodities.

As I recall, you don’t move your initial stop until your trailing stop
indicator is at least at the breakeven point. Is that correct?

Yes. ForalongtimeIthought breakeven stops were valuable. AsI’ve done
more testing over the years, I've come to the conclusion that breakeven stops
don’t serve any real function other than psychological comfort.

I don’t necessarily use the same indicator for my trailing stop as I do for
the initial stop. For instance, I may use a 30-day moving average for my
initial protective stop. Then I may use something entirely different like an
11-day channel or an 18-day moving average for the trailing stop. But Inever
start using the trailing stop until it’s at least at the breakeven point or better.

Then you follow it every day and move it closer to the trade but not
farther away?

Yes, as long as it’s within limit range. If it’s out of limit range, I might let
it sit for a few days.

As a practical matter.
Right.
But in terms of the system, theoretically you could move it every day.

Yes.
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Do you keep the same trailing stop method throughout the trade or
do you change your trailing stop method depending on how profitable
the trade becomes?

Right now I use the same trailing stop method no matter how much profit
is in the trade. I went through a period of time where if the RSI (Wilder’s
Relative Strength Index) reached a certain overbought level or a certain
oversold level, [ would tighten the trailing stop. With more computer testing,
I found that didn’t work as well as using the same trailing stop rule
throughout the trade.

You mentioned using less rigorous rules to reenter after your trailing
stop took you out of a trade. Doesn’t that reduce the effectiveness of the
trailing stop? If you’re going to get right back in, aren’t you wasting
your time to exit in the first place?

That’s a fine line. Sometimes that is the case. At other times I’ve seen the
trailing stop take me out on a correction while my key indicators all remained
in alignment.

I can see a reentry method that, for instance, on a long trade gets you
back in if the market makes a new high. But to get right back in on the
next day’s open seems like a waste of a commission.

I reenter only if the indicators are still in alignment. Sometimes it works
well, and other times it doesn’t. Ninety percent of the time when my trailing
stop is hit, one of the entry indicators has shifted and I’m not going to re-
enter.

TRAILING STOPS

Kelly Angle

Kelly Angle formerly published The Timing Device advisory service, but
since this interview he has become a full-time money manager.

Kelly, let’s talk about letting profits run.
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Trends in the markets today are different than 5 to 10 years ago. Now, most
of the time prices move vertically because a large trader is exiting a position
and creating a false breakout. For example, let’s say a manager is in a
currency. The market is quiet, and he dumps his short position. Prices rally
for a day and a half while other traders respond to the upmove. It generates
a$1,000to $1,500 move per contract. There is no additional buying to sustain
the move so prices fall back to where they were originally.

Unless a trader who gets triggered into these types of false breakouts (or
mini-trends if you want to call them that) can handle and take advantage of
them, he’s not going to survive long enough to see the really major price
moves that extend over a period of weeks or months.

Ibelieve in a flexible approach to taking profits that can adapt to short- and
long-term price movement. In my approach I can take a profit in a few hours
or hold on to a major move for weeks. By having this flexibility, you can
produce accuracy numbers that are close to 50 percent. That is a more
palatable trading style from an emotional point of view.

The obvious major league question is how do you take profits quickly
without missing the big moves? How do you know when you’re going
to have a big move and when you’re not?

It depends entirely upon your trade position. It doesn’t matter what the
market is doing or is going to do. Your risk element is totally dependent upon
your particular trade location. I got to thinking about this because in Jack
Schwager’s first Wizards book, Paul Tudor Jones talked about how he
looked at each trade as if he had put it on yesterday. To me what that meant
was that when you put a trade on, your biggest risk is in the first few hours
or the first few days.

When you’re using a small stop like I do, if you’re wrong, you’re gone.
I’ve lost trades within five minutes. Generally, if I'm wrong, I’m out in the
first day or two. If you get profits within the first few hours, then this might
be one of those phenomena where a major trader is exiting a position and
you’ll have a little day-and-a-half rally or a day-and-a-half selloff. Markets
tend to move in one- to three-day increments.

There has been a fad lately for traders to try and capture that one- to three-
day phenomenon. I bought systems examining it. I looked at it and tested it.
I concluded that for me it’s a ridiculous time frame. All the work I’ve done
prior to this told me that if you default to taking those small profits, you ruin
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your capacity to hold on to an extended move. Economically in this business,
the minute you deprive yourself of the extended trade, you have a difficult
time making long-term profits.

In other words, if you take a profit at a $1,000 price objective, you
eliminate your capacity to have a $5,000 to $10,000 move. In the trading
style I've been pursuing over the last 10 years, you were better off holding
out for the major moves. Over the long haul, your survival is dependent upon
your ability to make the large trade.

But while you’re waiting, you see all these small trades come and go. You
ask yourself why you let that $1,000 move go by. Is there an alternative
theory? Yes.

The alternative theory is this. I call it the Blood Flow Theory. Let’s say
your system makes 100 percent over the year. However, in the first 10
months, ithad a 50 percent drawdown while it was waiting for some of those
big trades. Most people won’t get to the last two months. The drawdown
would have drained their body of 50 percent of their blood, and they would
have been too weak to carry on.

These small-trade opportunities appear pretty regularly. At the very
minimum you can reduce your risk to zero. If you can capitalize on a small
profit, then do it. If a market rallies for a $1,000 profit in a day and a half,
a person should be very aggressive in moving their exit stop at least to
breakeven if not higher.

What happens then is a function of how well new buying or new selling
comes in to drive prices farther. If that happens, the market is telling you that
new participants are feeding the trend. That is a sign you should stop being
aggressive in tightening your stop. If a trade continues to be profitable, I
gradually move the stop away from the market. That gives me the potential
to hold the trade through some subsequent noise that will always occur over
the life of a one- to five-week trade.

As I understand it, you prefer the long-term move if you can get it, but
you realize that you can still make a lot of money with the short-term
moves. So you’re not totally opposed to taking a quick profitifit’s there.
The way you do it is by using a very aggressive trailing stop during the
first few days. Ifit makes you take profits right away, that’s fine. If your
trade lasts longer than a few days, even with your aggressive stop, now
you think that this shows the potential for a longer-term move. So you
back off your trailing stop and go into long-term mode. Is that right?
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Yes. The key to this is not so much that you can make a lot of money from
short-term trades, but in the majority of cases, you’re reducing your risk
exposure by taking a small profit of $300 to $600 within the first few hours
or the first day or two. That goes a long way toward paying for the
opportunity cost you're risking per trade (the initial stop size). It’s really to
help smooth out your equity curve.

When you start holding positions for long-term moves, you might have 50
percent of yourtotal account in open equity. Y our closed equity may be taking
serious hits even though your total equity is up. Taking some smaller profits
every so often replenishes your closed equity and makes it more consistent
over time.

From my testing I’ve found that the tighter stops replenish the closed
equity balance more consistently and improve the percentage accuracy
closer to 50 percent. Those are two good things, both for your account and
for your state of mind.

Do you have a reentry strategy if you’re stopped out with these
aggressive tactics?

Yes, if the market doesn’t become too volatile.

But sometimes you’re going to miss the big move because you got out
too quick.

Yes. Here’s another thing, though. When youtest your system, you’ll find that
even if the market went on and made a big move, your system may still end up
exiting very near that short-term profit point near the beginning of the trade. You
will always leave some of the potential profit on the table, so taking anice short-
term profit may not penalize you as much as you might think.

When you look at the open profit generated in most long-term approaches
and compare that to how much they actually closed out, the percentage is
quite low. People would be staggered to see what the total maximum open
profit generated by along-term system is. It’s generally huge, and even great
systems actually take out only about one-fifth of that total potential.

Walter Bressert

Walter Bressert is a cycle trader who likes to trade multiple contract
positions.
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Walt, how important is letting profits run to trading success?

For many people the most money they’ve made in the market has come
when they managed to hold on to something for a long period of time. Early
inmy trading career I found that the really big money is made in the big moves.
But the problem always was how do you hold on to the big moves. How do
you do that and maintain your sanity?

To hold on for a big move, you’re going to have to give back 25 to 35
percent of your profits at least once in that move. For most people that’s an
intolerable amount. They can’t take the pain.

Before you make the decision to let your profits run, you must devise a
strategy that will allow you comfortably to let the market move against you
without destroying your equilibrium. Once you’ve lost your equilibrium,
then no matter what you do, you’re not going to trade properly. I guess the
next question is, How do you do it?

Yes.

I start with the basic trend, which takes me back to my primary cycle. If
I have called the primary (weekly) cycle bottom correctly, the market will
go up afterwards for a minumum number of weeks. If the next longer cycle,
the seasonal cycle, is moving up, then the weekly cycle is going to have what
I call right translation. It is going to go up for a longer period of time than
it goes down. I can look forward to a market that will be generally rising for
at least six weeks, sometimes two or three months.

Based on the previous performance of cycles of the same length, I set up
an expectation as to what price and time objectives I should see. These levels
would have occurred in about 70 percent of the other cycles. Once I have my
time and price objectives, I have a goal. Until Ireach that goal, ’m generally
not concerned that the market will go too far the other way. I’m comfortable
with letting it move against me.

The second part of the strategy is how do you exit the position if you’re
wrong and the market does not reach your goal. I use three different trailing
stops to tell me if I'm wrong. These include price patterns that generate
opposite direction entry signals to tell me that my position is wrong, at least
temporarily.

I break my trading up into three different time frames: a short-term, an
intermediate-term, and a long-term time period. I pick a trailing stop for each.
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For my long-term time frame, the stop is a long way from the market. It’s far
enough away that if the market has a minor correction, it will not affect my
position. But it will also get me out of a bad trade without costing me a great
deal of money.

If you have three different trailing stops, isn’t the shorter one always
going to be hit first?

When I first enter a position all three time frames have the same stop. Once
the market has moved away from my entry, I usually take profits on the
shortest time frame position within five market days from the time I get in.
Once I take off my first position, I start to move my stop up for the second
one. When I exit the second one, I move my stop up on the third.

So you trade three positions.

Three to five. But let’s say three to keep it simple: short term, intermediate
term, and long term.

You trade three separate contracts or groups of contracts, and you have
three trailing stops. They will get you out of your three positions at
different times and different prices.

Ilook at the market from a short-term perspective to get in. The short-term
time frame tells me price is likely to rise up to a particular level. That’s where
I should be taking my short-term profit.

IfIchange my time frame at that point to a longer-term one, the trade could
be looking really good. Just where I would be taking a profit, I might also
be thinking about holding the position for the long term. If I kept my short-
term position, the market might turn around and nail me and I wouldn’t make
anything. By using three separate positions in three separate time frames,
profits on the first two give me a cushion to take advantage of the big move
in the third.

In effect, it’s like using three different systems at the same time.

Yes. It is one entry with three different ways to lock in profits.
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Robert Miner

Robert Miner is a Gann trader and Editor of the Major Market Analysis
Report.

Bob, how important is letting profits run?

I’m not sure what the percentages are, but it’s a small percentage of
your trades that generates the vast majority of profits. You have to
remain in a trade to capture the market’s potential to have a strong
swing.

How do you stay with your trades?

Ateach point the market confirms I’'m correct,  move the stop a bit closer.
I call them trending continuations.

Based on what?

Everything is based on time, price, and pattern. If you’re right, all three
should be telling you the same thing. Pattern has a good deal to do with it,
but it also has to do with price levels. Once price exceeds a certain level,
more than likely it’s going to run to the next level. If price takes out a level
and immediately flips back, it’s like a false breakout, which is one of the
clearest signals that you’re wrong.

At the same time, you’re also looking for signals in the other
direction. If you see a conjunction of price and time going the
other way while you have a profitable position on, do you want to
take the reverse signal or do you want to stay with a good
profitable position?

The vast majority of times I just bring my trailing stop really close. I let
the market tell me. If it’s a strong coincidence of projections, I might bring
the stop all the way up to the previous day’s low (for long positions). Or if
it simply closes below the opening, then there could be a reversal if there’s
any sign of weakness.
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TRAILING STOPS BASED ON VOLATILITY

Russell Wasendorf

Russell Wasendorf is editor of Futures Factors.
Russ, how do you look at this principle?

Letting profits run relates very much to trend analysis. One of the things
I simply do not do is get out of a position just because it has moved in a major
way for me on that particular day. I’d rather let the market take me out of the
position by hitting my stop.

You would definitely be opposed to the idea of some kind of short-term,
quick-profit-taking methods?

Absolutely. If you are establishing your stops based on the volatility of the
market, hopefully the volatility will not take you out until the trend is
changing or is about to change. Increased volatility usually occurs at major
tops in the market. Therefore, you let the market run to its peak and at the
last moment, you give up a little bit at the top.

So you’re using a trailing stop based on volatility.
Right.
What time period do you use to measure volatility?

Itis a 30-day weighted moving average where recent volatility is the most
important. [ recalculate the stop on a daily basis.

You haven’t said anything about how important letting your profits
run is to overall profitability.

Youhave structured this interview in a very interesting way. Onascale of one
tothree, number one is following the trend. Number two is protecting the position
with stops or cutting losses short. The third, in my opinion, is letting profits run.
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TRAILING STOPS BASED ON CHART PATTERNS

Bill Gary

Bill Gary is editor of the CIS Price Perceptions newsletter. It was the top
performing advisory service followed by Commodity Traders Consumer
Report during the difficult year of 1993.

Bill, how do you treat the concept of letting profits run?

Letting profitsrunis as important as cutting losses short because you never
know exactly what’s going to happen tomorrow. It can rain in Brazil or
something else unexpected can happen. The odd thing is that events tend to
follow the market. In other words, if we’re in a good uptrend in a market,
you’ll find that the news events will tend to follow that trend. If you’ve left
the market just because you made a good profit and there is a surprise news
event, youmay leave an awful lot on the table. At the end of the year the extra
profits you make by letting your profits run will normally make the
difference in whether you have a profit or a loss in your trading account. So
it’s critically important to let your profits run.

How do you do that?

I'use trailing stops. After I've established a base position and the market
begins to perform, [ will move my stop up gradually below major support
areas or below a Fibonacci pullback or something of that nature.

It’s a chart-based trailing stop?

Yes. Then as we get into the latter stages of the move, I change tactics.
I'look at the last, largest pullback that we’ve had in the market and use that
distance as my trailing stop. For instance, assume we’re long sugar and the
last break was 60 points, after which it turned around and went into new high
ground. If we’re in the latter stages of the move, I use that 60-point break
to determine my trailing stop. I setitat 62 or 65 points below the current price.
I'let the market go as far as it will. Eventually it will turn around and stop me
out. I don’t try to pick a top.
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If you have another smaller reaction and you’re still in the trade,
would you make the trailing stop smaller in line with the latest
reaction?

Yes. Let’s say we had a 60-point setback and then the market moved into
new high ground and then it came back and fell quickly 35 points before
turning around to make another new high. I would change my trailing stop
to 35 points plus a few points. I’d continue to tighten it like that until I am
eventually stopped out.

How do you define what a major setback is? What’s the difference
between a major setback that you consider and a minor setback that
you ignore?

Normally it is an Elliott Wave move. I watch the Elliott Wave from a
very basic viewpoint, but I do watch it closely. Bull markets tend to go
up in three primary legs and have two setbacks. Conversely, bear
markets do the same thing. They have three down legs with two
corrections. When we’re in the third leg of a move, then we know we’re
in the latter stages, but we have no idea as to where it’s going to extend.
[ use the Elliott Wave retracements to tell me what kind of trailing stop
I should use. Normally, I would not have a stop tighter than about a 40
percent retracement of the most recent upleg. I always allow the market
at least a 38 percent retracement.

In other words, if I were long sugar and it went to 12 cents and dropped
back to 11.40, then went higher to 12.20 and dropped back to 11.80, we
would be in the third leg when it made a new high after that. After the
firstleg,  would use a 60-point-plus trailing stop. After the reaction back
to 11.90, as long as that reaction to 11.90 is not less than 38 percent of
the most recent advance (which would be from 11.40 to 12.20), I would
use the 40-point reaction to set the new trailing stop. In the example, the
last reaction is 50 percent of the previous upleg, so I would use it to
advance my trailing stop.

Glen Ring

Glen Ring is editor of the Trends in Futures newsletter.

Glen, how do you feel about letting profits run?
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That feeds back into cutting losses short. It’s having a plan on how you’re
going to manage a trade once you get into it. You must have a way to manage
your position. I try to trade with the trend. IfI catch a trending move, I must
have a way to maximize that opportunity to cover all my small losses.

Iconstantly receive phone calls from people who are in the market but have
no idea how to proceed. I ask them how they are going to manage the trade:
What was your plan? They say they really didn’t have one.

It’s the planning and the preparation that count. The game is won before
you get into the market—not on any given trade but on the overall approach.
Planning is so important. The vast majority of people have no idea how
they’re going to let profits run. When they do get into a big trade, theyre just
like a dog chasing a car. When they catch it, they don’t know what to do with
it. They’re bewildered and lost.

When I’m teaching seminars, I use an example of a trade I made a couple
of years ago in feeder cattle. I bought the market. I fully expected to make
$800 on the trade, but by having a plan to make the market take me out and
let profits run, I ended up netting something close to $3,500 when I was
expecting to make $800. If I didn’t have a plan on how to manage it, I may
have blindly taken profits at $800. How many losing trades will one big
winner like that offset?

How do you let profits run?

If 'mtrading a trending pattern where a market is making higher highs and
higher lows or lower highs and lower lows, for the most part I bring the stop
to just below the previous reaction low or just above the previous reaction
high.

How do you define a reaction?

A reaction has to run three days or more to qualify. Occasionally, we have
markets that stretch out so far they don’t give you a reaction. All of a sudden
your trade is four or five limits into the money. I call those extraordinary
markets, and I take extraordinary means to protect my profits. When I’m
trading for myself, I'll usually reduce my position size.

If you have a market that truly takes on a parabolic form, reactions may
shorten to as little as a day. The market breaks for a day or two and moves back
to new highs. Once a market goes parabolic, that defines a reaction for me.
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The main thing I do is follow the reaction lows and highs with trailing stops.
It’s a simple process. People could do it with a moving average if they want
to. If they want to protect a percentage of equity, they can do it that way. If
they want to use a volatility band, they can do it that way.

TRAILING STOPS USING DOLLAR AMOUNTS
Bob Jubb

Bob Jubb is editor of Tomorrow’s Commodities, one of the few advisory
services that operates without a hotline.

Bob, how important is letting profits run?

It’s important, but not as important as your other three principles. If
you can get two or three good moves a year, it’s because you let your
profits run.

As 1 indicated in our previous discussion, I start a trade with a $1,000
money management stop. I try to find a logical chart point in that vicinity.
The first time I consider moving my stop is when [ have a $2,000 profit. At
$3,000 [ usually risk at least $1,500, and at $4,000 I’m out 99 percent of the
time risking half of it. In other words, I always try to let half my profit go
before abandoning the trade. The only time I narrow my trailing stop back
to a $500 risk is when the seasonals are going against me or the chart is
showing some sign of topping out.

This is where my 20 years of experience come in. There are some markets
I trust more than others. If things look like they’re starting to go wrong,
especially if it took a few months to get the $2,000 profit, I might move the
stop up more aggressively. If it took only a few weeks, I wouldn’t want to
miss what might be an exciting trend.

The longer it takes to achieve the profit, the more likely I’'m going to
tighten up and protect more of it. Traditionally I let 50 percent be exposed.
If I’'m up $6,000, I’m going to have the stop probably $3,000 above where
I entered. I’ll leave the other $3,000 exposed so I can try to ride the trend to
wherever it’s going. This is especially true if you’re in something like coffee
that periodically has a $10,000 to $15,000 run. You wouldn’t want to worry
about $3,000 when you might still have $9,000 on the table.
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When you’re calculating how much open profit you have on a trade,
do you use the most favorable extreme or the most favorable close?

The close.
Do you use close-only stops or regular stops?
Regular stops.

Let’s say you have a big move and you’ve got $10,000 in profits. You’re
moving your stop up to protect $5,000. That’s a lot to leave on the table.
You’re not locked into that if the market starts to look like it’s making
a top, are you?

If Twere up $10,000 and had been looking for $12,000 at the most, I might
tighten my stop to risk $1,000 because I see only $2,000 more in potential
reward.

So another way to consider your trailing stop would be to reassess the
risk/reward ratio and move your trailing stop up to protect half what
you think the remaining reward might be?

Yes. I don’t try to be cute and pick the top. I'm just looking for the middle
of the move. By using trailing stops, you can get a good piece of the moves
that you’re in. I’ve probably never captured 90 percent of a move. To do that
you’re going to have to pretty much pick the bottom and pick the top. I don’t
even attempt to do that.

You don’t have to pick tops and bottoms to do quite well, do you?
Especially if you have the discipline to let profits run.

Ifyou don’ttrade too often and if you can get two or three big profits during
the year while limiting all your losses to roughly $1,000, you’ll almost
assuredly have a profitable year.

There’s some luck involved in being in the right markets, isn’t there?
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Absolutely. I found myselfin coffee one day not knowing how I got there,
and I made about $7,900.

There’s a certain amount of luck, but over time the luck is eliminated.
In the short term (like a year) there is luck invelved.

Yes. If the first thing you ever did was buy a coffee contract in the middle
of atrend and you made 12 grand, you could start to think you knew what you
were doing. Over the years, I’ve learned the markets will teach you it’s not
that easy.

Do you have any other ideas on letting profits run?

Sometimes when I move a stop on a profitable position, I look at the
previous week’s low and go 30 or 40 points under it. Also, I always try
to place a stop under an even number. In that regard, if I’'m going below
19.00, I don’t place the stop at 18.90. I’ll go down to 18.80 or 18.75.
When I talk to floor traders, they say there are so many stops at 18.90
that when the market goes below 19.00, it going to go at least down to
18.90 just to get those stops. I always try to avoid the obvious places
where most people would put their stops. That means I usually go 20 ticks
over or under the even numbers. This applies to trailing stops on
profitable positions, not initial stops where I’m more concerned about
limiting the loss.

PROFIT TARGETS
Peter Brandt

Peter Brandt is a long-time professional trader and editor of The Factor
newsletter. He specializes in trading classical chart patterns.

Peter, how do you react to the principle of letting profits run?

Everytrade I put on has a predetermined profit target at which I most likely
will liquidate a trade. In this sense I do not believe in letting profits run. It’s
a matter of how you define your terms. Letting profits run would be an
approach where one does not have a profit target in mind but rather allows
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the market to keep moving by some mechanism of moving stops until the
market reverses against the position. In that sense I do not let profits run.

When I enter a trade, I have a predetermined stop-loss point and a
predetermined target. If the market reaches that target, more often than not
I come out of the trade.

I am not a believer in automatically trailing stops by some dollar amount.
As a trade develops and moves towards my target, I keep my initial
protective stop. Eventually, this causes my risk/reward relationship to get
way out of whack. As the market approaches my profit target, I have a
smaller and smaller additional potential profit, but a larger and larger loss
if the market retraces to my stop point. This has been a source of consterna-
tion over the years.

Your protective stop is far away and your target’s fairly close?

Yes. All of a sudden I come to a point where the market is $200 from where
I'wantto get out, but I still have my stop $1,400 away. That’s a problem area
of my trading. When I start developing a large degree of discomfort with a

particular trade in those cases, I start looking at charts to find excuses to
move my stop up.

So you do trail stops sometimes?

Yes, but I don’t like to do it on a dollar basis. I’d rather do it with chart
points, such as recent minor reactions.

You don’t have an automatic way of doing it. You use judgment?
Right.
Are your target points chart pattern targets?

Yes. They’re measurements based on the charts. I describe how to
determine chart pattern targets in my book Trading Commodity Futures
with Classical Chart Patterns.

One of the things that you’re not able to do if you take profits at
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targets is capture the really big moves. Many successful traders say
that’s where the big money is made—on the big moves. Your chart
pattern targets are usually not that far away. How do you react to that?

[ have two answers. First, if you’re basing your target on weekly or monthly
charts, you can develop some substantial targets. For instance, cotton recently
made a measured move of $6,000 a contract. That is not a small profit.

How do you decide whether to use the target from the daily, weekly,
or monthly chart if they all have a pattern?

If there’s a clear monthly or weekly chart pattern, I will use that. The
second part of my answer to your previous question is that while I may not
take $10,000 profits using my approach, at the same time, I don’t take $2,000
losses. There’s a tradeoff.

MULTIPLE METHODS
Tom Aspray

Tom Aspray specializes in foreign currencies.
Tom, how do you handle letting profits run?

That’s something I use only in a trending market. When I see strong signs
of a trending move, I tend to give myself lots of room in terms of the stop.
Obviously, I also monitor the technical situation. You can’t place atrade and
forget about it. I monitor every trade every day.

For example, if you have the ADX and ADXR basing for a couple of
months at the 20 level, followed by a move above 35, and they are rising at
a fairly rapid rate above the 35 level, that usually suggests a trending move.
We should see the ADX and ADXR move up to 50 plus. In that situation,
if you see a one- to two-day setback, it’s usually an opportunity to add to
positions. The stop may seem uncomfortably wide, but experience suggests
that’s when you can let profits run.

Let’s say you haven’t reached trend mode yet. Would you be taking
profits at objectives then?
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Ifthe daily analysis were positive but the weekly analysis were not positive,
I would certainly be taking profits at objectives. I would stay in only if the
weekly analysis suggested that a significant turn was occurring or had
occurred.

I thought you said that the weekly indicators had to be looking good
before you’d take a position.

That’s when I’d look for a trending position. Normally what I do is take a
position one-fourth or one-fifth of my normal size based on short-term analysis.
Ifthe weekly analysis was not turning into anything very significant, I would be
looking to take profits at an objective on my short-term position.

How do you determine your short-term trade objectives?
Tuse Fibonacci retracement levels and point and figure methods to set my

targets. [usually have trailing stops as well as price targets so that within the
first or second day of a position my stop is probably at breakeven or higher.

Phyllis Kahn
Phyllis Kahn is a pure Gann trader.

Phyllis, where does letting profits run fit into your approach?

Because of my trading method, letting profits run is a pretty good thing to
do.

Do you prefer trailing stops to setting price objectives?
Yes.

Do you ever use price objectives?
Oh, yes.

When?
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I use Gann methods to generate objectives. Let’s say you entered at a
projected low turning point and the market ran for three or four days with
big ranges and high volume. Now you’ve really got yourself a bottom. One
of the things I do in advance is to calculate the difference between the most
recent major high and low on the weekly or monthly chart. My first objective
would be a one-third retracement of that difference. I will take profits at a
one-third retracement. In a market like the S&P, you can get a one-third
retracement in four or five days if you catch a big six-month low.

That means you let your profits run only to a one-third retracement.
Then you take them.

In that case, yes. I would expect a reversal to occur and a reentry point to
be established.

In what circumstances would you hold beyond the one-third
retracement?

I remember an S&P trade off the October 1990 bottom. That trade was
huge. It never looked back. It was a straight-up, spike move that went to an
entirely higher level. I was able to hold that trade for almost a month, and
it made about 7,000 points. That’s an unusual occurrence off a very major
bottom.

I’s a matter of judgment as to when you take profits at a one-third
retracement?

It’s a matter of market action and judgment. When you have a market
that’s moving up vertically, you can use a trailing stop below the low of two
or three days back and you never get stopped out. It holds you in using a
simple trailing stop method like that. You don’t have to judge. You sit and
wait. Occasionally the market hands you some bonanzas like that.

When you have windfall profits, instead of using a stop two days back, use
a stop below the low of the previous week so you’re stretching your stop
point. Butalways leave the stop in. You candistinguish a vertical market like
that from a trading market.

In a vertical market, you let it go?
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L try to. In normal circumstances you do get some kind of a reaction at the
one-third retracement level. Even in the S&P. But occasionally you get these
vertical moves, and you can recognize the difference.

Your primary tool for letting profits run is a pretty tight trailing stop
below some previous low or above some previous high?

Yes, and it’s always in the market. It’s an open stop. I don’t rely on putting
the stop in every day. Never.

Steve Briese

Steve Briese is editor of the Bullish Review newsletter.
Steve, how do you let profits run?

Every trade should have a price objective. You set that objective based on the
length of the trend you’re trading. You can use an oscillator of half the
length of the trend that you’re trading. When that becomes overbought onalong
trade (or oversold on a short trade), you want to exit a portion of the position. If
you’re only trading one contract, I suggest a different procedure, but hopefully
you can take partial profits on your position at the price objective.

Based on the theory that one never picks tops well, you’d like to have some
part of the trade continue to ride. Typically, every trend experiences a
speculative blowoff. You’d like to take advantage of that. You do that by
going to a trailing stop when you’ve reached your price objective. At that
point place your trailing stop close behind the current price and trail it until
you’re stopped out. The key is never to move your stop away from the current
price. You keep moving it a distance toward the price so you’re stopped out
somewhere near the end of the trend.

Once youreach yourprice objective, have the stop inside of one limitmove
so that you won’t fail to get out the same day that the market reverses. You
don’t want to be locked in.

So your minimum trailing stop is less than one limit. And you’re always
moving your stop every day to respect that rule?

Yes. The biggest mistake you can make is setting your stops based on a
longer-term trend just because the market starts going your way. In other
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words, don’t change to a much higher profit target than you originally
anticipated because the market starts moving in your favor. You must take
part of your profits at your original price objective and begin using your
trailing stop.

If the market is going to be explosive in your favor, it’s going to be just as
explosive when it reverses. If you leave your stop wide, typically those
profits that you had already put in the bank mentally are going to disappear.

So you’re willing to give up the monster, home run-type trades?

No, I'm not. If you’re trading a short-term trend, you should have a re-
entry point if you’re stopped out before the move is over. You handle the
longer-term trade with multiple entries. That’s also the answer for the one-
contract trader.

With two contracts, would you start out with the idea that your second

contract is alonger-term trade and use a different objective and trailing
stop?

It"s very difficult for most people to trade multiple positions. Some do it
all right. Some can trade around the position. That’s fine.

What does that mean, “trade around the position”?

In other words, you have a long-term core position plus extra contracts to
trade more short term. I know people who went long in the grain markets
when my newsletter had major buy signals in August of 1992. They are still
long [in 1994]. They have been holding distant contracts and rolling them
forward. But they have taken profits on some of their positions on rallies.
They took some profits and rebought on weakness. So trading around a
position where you have a core long-term position and then trade a shorter

cycle is areasonable way to trade. You’re trading two different trends. You
can separate them.

Could you trade two contracts and take your initial position from the
daily chart with the same stop on both and then if the trade is profitable,
use objectives from the daily chart on your first contract and from the
weekly chart on your second contract?
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It’s certainly permissible. I view it as trading two different trends. I would
prefer to approach them with two different entry and stop calculations.
There are times when you happen to buy two contracts trading a shorter
trend. Then you discover it wasn’t just the short-term trend that changed. the
major trend reversed also. You can then shift one contract to a long-term

trade.

Jake Bernstein

Jake Bernstein has written 27 trading books and has published his weekly
MBH market letter for over 20 years.

Jake, how important to you is letting profits run?

It’s the most important one of your four principles. ButI’m tempted to say
that every one of them is the most important one. I swear that if I had even
one dollar for every time I took a profit too soon for no valid reason
whatsoever, I’d be one hell of a lot richer.

When I take a look at some of the absolutely fantastic, incredible, up-and-
down trends that we’ve had since I started trading and I see how little I took
out of those moves by not letting profits run, it makes me sick.

That presupposes there would have been an objective way for me to hold
those positions. But there are different ways, and that’s what people should
really trade for.

If it’s true that markets are trendless most of the time, then it’s also true
that most systems are going to lose money in those trendless markets. When
you finally do get hold of a good trade, why let it go so quickly?

One way to overcome that from a psychological standpoint is to put on a
multiple-contract position. Then you can satisfy the part of you that says, “I
need to bank some money. I’ve got to put some money in my pocket. I want
to feel that green stuff and know that I’m trading well.” If you depend on that
kind of feedback, exit only part of your position so you can continue to ride
the trend.

What methods do you use to let profits run?
There’s no perfect way to let profits run other than forgetting you have a

position. I remember an amazing experience I had in my early days of
trading.
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I bought some gold and took a quick profit on a few of the contracts.
forgot that I had a couple of contracts left. About eight months later my
broker called and asked if I was going to get out because delivery was
coming up. It was incredible. The gold market had moved about $15,000 per
contract in my favor, and I didn’t even know I had them.

My broker told me, “I’ve never seen anybody make as much money on one
trade or hold a position for as long unless it was a loser. How did youdoit?”

I'said, “When I was first learning to trade, an old guy at the Board of Trade
told me if you really want to make money and think the trend is going to be
up, buy it, put it away, and forget about it. That’s what I did.”

Other than memory lapse, what’s your favorite method of handling
profitable trades?

The channel entry method I talked about in the previous discussion on trend
following is a very simple method. It will keep you on the right side of the
market if you’ve got a good trend.

That indicator consists of a moving average channel composed ofa 10-bar
moving average of the highs and an 8-bar moving average of the lows. The
trend turns up when you have two successive price bars completely above
the top moving average. It remains up until you have two successive price
bars completely below the bottom moving average. Then the trend would be
down. You would stay with profitable trades until the indicator reverses.

Most people end up with some kind of trailing stop strategy to let profits
run. What do you think of that?

I’'m not clear on this, but I think somebody at some point illustrated
statistically that the traditional form of trailing stop doesn’t work. Markets
will find you if you’re using a tight trailing stop.

You have to give the market enough leeway. I have made my biggest
profits when I did not bump my stop up or down too quickly after the market
moved inmy favor. Markets need a lot of room, perhaps more nowadays than
in the past because of the increased volatility caused by large funds and
pools. A trailing stop is fine but not one that’s too tight.

So you would trail your stop loosely and count on your system to get you
out on a trend reversal before the market hit your stop.
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Exactly. Another strategy is to change time frames. Here’s yvhat I mean.
Let’s say you entered a trade on a signal from a system using daily dgta. Lgt’ S
say the market makes a big move in your favor. Then you can switch time
frames to a shorter-term time frame like hourly data. Take a signal from that
hourly data to go flat.

I thought you were going to say the reverse. We’re talking about lettiflg
profits run. I thought you were going to say take a signal from daily
prices and once you’ve got profits, then switch to weekly prices to get
out. But you’re saying the opposite—go the hourly. How is that going
to let profits run? That’s going to get you out sooner, isn’t it?

This is for people who are in a situation where they have a big profit and
are anxious and don’t know what to do about their trailing stop. They want
to have a tight stop but don’t want to use a chart point because they know
it probably won’t work for them. They can switch to an intraday chart and
run their system on the hourly chart.

Another method that makes a lot of sense to me is to buy an option on the
other side of your trade. It will cost you a little bit of insurance money, but
it’s a form of protection.

You’d buy a put or a call as insurance?

If you’re long a bunch and you’ve got a good gain on the market, you can
take some of that profit and invest it in buying puts. They will probably
expire worthless, but they will give you some protection in case the market
does turn around.

And you don’t get out soon enough.

Right. There’s another important philosophical point at stake here. Most
trading systems cluster between 40 and 50 percent accuracy. We know t.he
random element in the market represents at least 40 to 60 percent of price
activity. Therefore, it’s not logical to look at every tick or to think that every
tick or every chart formation has meaning. They don’t. '

There are too many traders trying to look at the markets from too stringent an
analytical viewpoint. Most of what happens in the markets is mean'ingle.ss. Why
try to interpret every little movement, every little reversal, every little tick?
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In trying to do too much, they’re actually paying too much attention to the
market. They’re laboring under the Judeo-Christian work ethic that says, “If
yop’re a good boy and you work hard and you pay a lot of attention, you’re
going to make a lot of money.” I don’t think that’s true when you apply it to
tr‘ading. There is a point of diminishing returns. You have to keep a certain
distance from the market. Only then will you have the psychological
resources to let your profits ride. You won’t be looking at every tick and
interpreting it in a fearful way.

LETTING PROFITS RUN NOT IMPORTANT
Stan Tamulevich

Stan Tamulevich is a very short-term trader and editor of Marketline
Update.

Stan., becaflse of your very short-term trading style, I assume that like
?radlng with the trend, you don’t think letting profits run is too
important either.

No, I really don’t. I try not to day trade, which means I’ll look primarily
foratwo- or three-day opportunity. If you want to call that letting your profits
run, then for me two or three days is letting my profits run.

You feel comfortable when there’s a move in your favor for a couple of
days to just take the profit and go on to the next trade?

Sure. My bztsic ruleis .if youreally feel good about a position in those first
two days, that’s a good signal to take your profit. Otherwise, it usually comes
back to haunt you when it goes the other way.

What’s the longest trade you could have in terms of days? How long
would it last?

In'my last 19 trades, for example, the longest one lasted 11 calendar days.
Ironically, that was a breakeven position. The market didn’t want to move,

so I juggled the stop around behind it. I never got a pop to take. It finally
stopped me out.
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What market was that?

It was oats, a real dynamite market. I suppose I could conceivably find
myself in a position two or three weeks under optimum conditions.

Craig Solberg
Craig Solberg is editor of Trade Winds and strictly a weather trader.

Craig, how do you as a weather trader handle letting your profits run?

Ifyou’re trading the trend, you definitely should let your profits run. I try todo
that as long as the weather forecast is in my favor. For example, assume we’re
in a very profitable trade in the soybean or corn market based on a drought
situation where we’re up a few thousand dollars per contract on some dry
weather and the weather forecast still looks dry and very hot. Of course, we’re
going to let profits run as long as the weather forecast is in our favor.,

But the minute that weather forecast changes, we’re not going to simply
move up our stop to protect profits. We’re going to take profits immediately
at the market. We know the weather is the full driving factor in that particular
market at that time. If the weather is going to change, it’s going to stop us
out anyway, so we might as well just go ahead and take our profits. The
bottom line is I’m going to let profits run on my position only as long as the
weather forecast is in my favor.

That doesn’t sound like the way other people let profits run. You’re
going to go with your weather forecast regardless of what the chart
looks like or how far the market has moved.

If you don’t know the weather forecast, you really have no business
trading those kind of weather markets.

Have you found there were a number of situations over the years where
you’ve really missed out on big moves because you let the weather shake
you out too quickly and then you didn’t get back in?

I would say definitely that is not the case. Let’s assume we saw a weather
forecast that would have a direct impact on the market, we got into a position
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in that market and were subsequently stopped out. If the market did turn
around and go in our favor on that weather forecast, as long as the weather
forecast were to stay the same and have the same impact on the market, we’d
Jump right back in. We might have missed some of the move when the
market turned around, but if we believed the forecast’s impact was still not
discounted by the market, we’d jump right back in.

I hope the experts have stimulated some thoughts for your own profit
protection tactics. In the next chapter, we’ll examine the concept of
managing risk, also known as money management. This key element is
perhaps the least understood of the principles of successful trading.

g
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CHAPTER 5

Manage Risk

Pevious commodity trading literature has usually labeled the topics
included in this chapter as money management. 1 think risk management is
a more precise description of these concepts.

Most professionals agree that novices and amateurs spend far too much
time studying entry techniques in relation to their true importance to
successful trading. It is risk management, they agree, that really separates
the winners and losers. Since the markets are not very predictable anyway,
you can have a far greater impact on your bottom line by applying proper risk
management techniques than by finding a new and better way to anticipate
the next market top or bottom.

There is great popular misunderstanding about the riskiness of futures
trading. The truth is that trading can be just as risky as you want to make it.
While you can never control risk to the penny on each trade, you can easily
determine the general level of risk over a year’s time. By controlling your
trading, you can limit risk to hundreds, thousands, tens of thousands,
hundreds of thousands, ormillions of dollars. The question is: Can you control
yourself?

The most important way to control risk is by using initial protective stops.
I covered how to implement protective stops in Chapter 3. Other ways
include choosing not to trade certain markets, not trading during certain
dangerous time periods, limiting the number of markets and contracts traded
at any one time, and trading a diversified portfolio of markets and methods.
Let’s see how our experts employ these concepts.
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Nick Van Nice

Nick Van Nice is editor of Commodity Trend Service’s various systems and
hotlines. He emphasizes long-term trading.

Nick, how do you manage risk?

Thave a pretty simple approach to managing risk. There are two rules [ use.
One is never risk more than 2 percent of your account equity on any
individual trade. The other is amonthly money management stop. It’s a stop
on you and your system. If during one month you lose more than 10 percent
ofyouraccount equity as of any Friday close, you shut your system down until
the next month.

You try to limit your losses to no more than 10 percent in a month?

That’s right.

If you miss any entry signals in the meantime while you’re waiting for
the first of the next month to start trading again, that’s just too bad.

Exactly. The monthly stop rule is best suited for CTAs or people who have
to preserve and protect their track records. It’s also good for anyone who
wants to exercise control over his or her equity curve.

If you lose 10 percent in a month, do you close out all your open
positions, too?

Yes. You close out all open positions and stop trading entirely until the
next month. Then you start taking new signals again.

Whether you’re a mechanical trader or more of a judgment trader, it serves
two purposes. It sits you down while your system or subjective approach is
out of tune with the markets. It gives everything a time to cool off. You let
some time pass so the markets can change a little bit and maybe start
accommodating your approach again.

What about other ways to manage risk, like your choice of the
markets you trade?
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It’s very important to have good diversification. By picking one market
from each of the several sectors of commodity futures, you can help control
the volatility of your equity curve. Another way to say that is pick several
markets to trade, preferably from different sectors.

Here’s one way to do it. In the currencies, trade just the deutschemark. In
the interest rates, trade one short-term instrument like Eurodollars and one
longer-term instrument like T-notes. Moving to the energies, you would
select maybe crude oil. Then select one market from the metals and so on.
What I do is historically back-test all the markets and select the best
performer from each sector. When you take that kind of portfolio approach,
the equity curve is much more stable than if you traded one sector by itself.

If you have a $25,000 account, how do you decide how many markets
you can trade?

We have arule of thumb for the Trendsetter system. We suggest that your
total initial margin requirements be no more than 20 percent of your account
size.

So for a $25,000 account, you wouldn’t want to trade more than
$5,000 in margin? That can’t be right.

It is right.
How many markets can you trade for only $5,000?

With a small account you should trade Mid-America markets. We’re doing
a lot of that these days. The currencies and interest rates pose the biggest
problem to a small account. To be honest, I don’t think someone with only a
$25,000 account has any business trading a full T-bond or a full currency
contract, period. There is too much risk.

The Mid-America deutschemark has very good liquidity. You can get in
and out similarly to trading a full-size contract. It’s the same with Mid-
America T-bonds.

Even with a small account you can trade a full-size Eurodollar contract.
They don’t move that much. The same with gold. You’re better off trading
afull-size gold contract. We mix in Mid-America markets to help us getmore
diversification for our margin dollar.
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How do you handle the situation when the margin changes? Do you
constantly monitor margins and adjust your accounts?

No. Youcan start off with an initial margin of around 20 percent. That gives
youa little buffer already. If margin requirements change a little bit, so be it.
It’s not that strict. As long as you’re between 15 and 30 percent of account
equity, you’re in good shape.

What about individual risky events like crop reports and freeze
seasons? Do you pay attention to them at all?

No. What I like to do is add commodities to a portfolio when the profit
potential increases.

When does the profit potential increase?

Take the grains. I’ll play the seasonals. I'll add corn or soybeans to the
portfolio in the spring right before the crop goes into the ground. I know
there’s likely to be increased volatility. I don’t know whether it will be up
or down, but chances are you’ll see more volatility in the soybean market
from around April through harvest. I pick markets strategically based on
seasonal factors. Heating oil can go into the portfolio late in the fall. And
maybe I’ll throw orange juice in there right ahead of the freeze season and
coffee in early spring.

So you actually seek out markets that might be perceived to have
increased risk.

Yes.

Would you trade them from the short side? For instance, would you
trade orange juice from the short side during freeze season, or would
you take only long positions at that point?

We take just the long signals. Wherever the profit potential is the greatest,
that’s what you trade. You have to apply a little bit of discretion, but
generally where there’s likely to be movement, that’s where you want to be.
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Colin Alexander
Colin Alexander is editor of The Wellspring Futures Newsletter.

Colin, how important is managing risk?

Many people consider this to be the most important trading principle of
all. I would say it has roughly equal importance with trade selection but
with a slight edge to trade selection. If, for the sake of argument, you
commit 5 percent of your trading equity to any given trade and you don’t
have a handle on trade selection, after 20 consecutive losses, you would
have nothing left.

I strongly believe in the final analysis that selection of markets to trade is
even more important than capital management. An extension of that is to
capitalize on markets that are moving for you by taking a decent-sized
position. If you are trading in and out, it is not possible to make money
consistently unless you are prepared to put up to a third of trading equity into
amarket that is really moving. Some examples are the collapse of soybeans
last summer [1993], copper when it was falling apart in 1993, and Treasury
bonds and Eurodollars this year [1994].

By that do you mean some kind of pyramiding approach?

Yes. What I like to do is take a small position initially. Then, if it starts
working, I build up to a full weighting. A full weighting could be as much
as one-third of trading equity.

Do you consider this to be part of managing risk?

Yes. Managing risk and managing capital are in my view exercises in
handling the trade-off between potential reward and potential loss. When
there is a real potential to make money, you must be adequately represented
in a trade.

Do you employ any other risk management techniques other than
limiting losses to 5 percent of trading equity? What about choice of
markets as a method of managing risk?
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I’m prepared to trade almost every popular market except lumber. I want
to have sufficient liquidity.

What is enough liquidity?

I like to see total open interest of at least 5,000 contracts, which lumber
doesn’t have. I want some confidence that I can get out of a market if I am
wrong, even at a certain cost. One of the advantages of stock indexes is that
there is always some price at which you can get out.

What about crop reports? Do you pay any attention to those?

I'tend to avoid staying with positions through major reports unless there’s
a profit cushion or unless the technicals are very strong. For example, | just
liquidated a short positionin live cattle because I didn’t want to hold it through
the Seven State Cattle on Feed Report. I also exited a short position in pork
bellies because I didn’t want to be short through the quarterly pigcrop report.

What about diversification? Do you give any thought to that?

Asageneralrule, I don’tlike to see more than about one-third of my trading
equity in one area of the board. Unless the merits of a situation are strong,
I"d rather not trade than take a position just to achieve diversification.

Kelly Angle

Kelly Angle published a newsletter for many years. He currently manages
money full-time.

Kelly, how do you approach managing risk?

Iremember reading a book in my early days of trading that recommended
risking no more than 10 percent of your equity on a single trade. It was one
of W. D. Gann’s books. After all my research and experience, I’'m of the
opinion that you don’t have to risk more than a few percentage points per
trade to earn triple-digit annual returns. Of course, the smaller your account,
the smaller the dollar amount you can risk.

Kelly Angle 149

One reason I am now using $400 stops is it opens up opportunities for
smaller accounts. My test figures show I can produce an annual return of
more than 50 percent with a single-digit, worst-case drawdown using less
than 1 percent of equity risk per trade. Traders should not underestimate the
difference a small adjustment in risk can have on the risk/reward aspects of
potential trading performance.

So the primary way you manage risk is to look at the percentage of
your equity you’re risking on each individual trade.

It never exceeds a particular threshold. When you use a fixed-dollar stop,
the relative leverage you’re using will constantly decline as your account
increases through profits.

And that’s what you want?

It’s wonderful because it means you’re less likely to give back your
profits.

Does the percentage you want to risk change with the account size?
That’s really a function of the account size.

If you have a $25,000 account, you’re willing to risk, say, 2 percent.

Whereas, if you have a $50,000 account, you’d rather risk 1 percent.

Is that what you’re saying?

I design our portfolios so that they will have a greater rate of return
potential with a smaller account, but the drawdowns will be higher as well.

Because there’s always a correlation between the percent return and
the drawdown?

No. I used to think that, but I’ve decided it is an incorrect statement.

What’s wrong with it?
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It’s true to a point. But there does not have to be a direct relationship
between the two. The key to increasing return without increasing drawdown
proportionally is relative leverage.

Relative leverage means how much you are risking per trade. If I have
relative leverage of say 2° percent, then I should have a very good chance
of producing greater than a 100 percent annual rate of return. My drawdown
potential is going to be somewhere between 15 and 20 percent of equity. It
may-go as high as 30 percent at times. When I drop my relative leverage
down to 1° percent and add limited diversification, I can reduce my
drawdown potential without impacting my upside.

What kind of numbers are you shooting for?

Most $100,000 account holders in today’s market environment would be
happy with a 20 percent rate of return with drawdowns of less than 5 percent.
They’d be tickled green over that.

If you had a $100,000 account, what percentage of your total equity
would you like to risk on one trade?

I’d still be trading single contract positions with $400 stops. That equates
to four-tenths of 1 percent.

Even with bigger accounts, you still like very small stops?

Yes. If someone wants a 50 percent rate of return, we can trade a $50,000
account with five markets and use twice the leverage—0.80 percent.

But with a $100,000 account you might trade 10 different markets and
use less leverage.

That’s correct. After talking with several thousand traders over the last 10
years, | have formed some conclusions about common risk profiles. Most of
the people with $100,000 to $500,000 have different priorities than smaller
account traders. Their priority is more what they can lose because they want
to keep their money. Those with $25,000 or $50,000 seem to be more
concerned about what they can make.
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Would you say your entry method, which waits for low volatility in
exchange for missing some moves, is a risk management technique?

I would think so.
What about other risk management ideas like diversification?

I’ve never seen a large rate of return generated from a small equity using
a strategy of broad diversification. With accounts less than $100,000, a
broad diversification strategy actually increases risk.

Why?

Because of what I call opportunity cost. Opportunity cost is something that
no one ever thinks about or talks about, but it is the real cost of trading. Every
time you put on a trade you take a risk. Too many different opportunities will
bankrupt an account, especially a small one.

My dad’s gold trade that made $100 million was based on one trading idea.
George Soros is the only one I know in the world today who is trading $12
billion with that same approach. That’s why he’s done so well. He specializes
with a large sum of money, and he’s been rewarded handsomely for it. Most
people don’thave the nerve to do that. By the time they have $12 billion, they
want to keep it.

Are you saying that the more markets you trade, the more marginal
trades you have to settle for in order to trade the additional markets?

Right. People like the concept of diversification because it appears to
reduce risk. However, it can prevent a small account from succeeding.
Having too many poles in the water overturns a small boat.

If you pursue a strategy of less diversification, does that mean you trade
only a few markets at a time but you look at the whole universe of
possibilities? Or do you start by restricting yourself to a small number
of markets and those are the only markets you trade?

I started with the idea that I wanted to trade one market for each $10,000
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in account equity. I wanted to avoid trading sister markets in the same direction.
Solving that problem has been difficult for small accounts. You can’ttrade three
currencies and expect to contain risk. So you start picking and choosing. At any
given time one currency might perform better than the others.

In testing what markets to trade, you run the same risk of overoptimizing
that you run in testing entry and exit rules. I designed my entire Cornucopia
system before I tested anything. If a concept works the first time you test it,
that’s the best safeguard against overoptimization. I predetermined which
markets made sense to trade at each $10,000 equity level based on historical
volatility, liquidity, and volume.

So you do restrict yourself to particular markets for a particular
account, and those are the only markets you trade. You don’tlook at the
whole universe and decide from day to day which different market
you’re going to trade next.

Right. There are three sectors that are permanent segments of the portfo-
lio. They are bonds, currencies, and stock indexes (the NYFE for small
accounts). I don’t incorporate a flexible portfolio until the account is above
$30,000. Then I add two markets from an evolving universe selected from
the most active markets. Next I add two more markets on top of those.

But on a smaller account you’re stuck. If the two markets you pick don’t
trend, you’re out of luck.

I wait for the market to come to me. I haven’t seen a period since I started
trading in 1980 where the interest rate and currency complexes weren’t
represented in the top portion of my volatility index. So I know those markets
will be moving. If the universe should change, then I guess I'll go back and
reassess.

What about other risk management ideas like avoiding crop reports
and freezes. Do you pay any attention to that or do you just figure if
you’re trading a market you trade it and that’s it?

I’ve eliminated all that. I even stopped worrying about evening sessions.
I don’t trade Globex because I didn’t test my system that way. I trade it
exactly like I tested it.
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Most system traders, although not all, ignore the nighttime sessions.

The big managers don’t. They’re in there with their systems trading all
night. You can see the market action. Trading just the day session is about
7 hours of a 24-hour market. It’s like having your satellite dish go down 66
percent of the time. When you think about the big managers trading cash
with a 24-hour desk, it can be pretty scary in terms of what you might be
missing out on or exposing yourself to.

Yourun therisk of being caught in a gap opening, but at the same time you
avoid the times you would needlessly have been stopped out overnight. That
more than makes up for the potential risk you might face with an overnight gap.

I agree.

Russell Wasendorf

Russell Wasendorf is a broker, money manager, and editor of Futures
Factors.

Russ, let’s talk about managing risk.

Managing risk is extremely important, but it can also be such an inhibiting
factor that it may not be totally compatible with the futures markets. By that
I mean managing risk is a subjective characteristic. To give you an example,
my typical position (original entry position) in the grain markets is usually
100,000 bushels. That’s a comfortable risk level for my capitalization. But
for someone else, it may be too much. So managing risk becomes a
subjective factor.

Managing risk can become a restricting factor for beginning traders or
traders who are not well capitalized. Markets are indeed risky. You must
recognize the riskiness, and the only way you can comfortably manage some
of the risk is to be well capitalized.

Having said that, I still accept the importance of managing risk from the
perspective of making sure that stops are always in the market and following
my system to the letter without deviating. Managing risk also means you
don’t take profits early because taking profits early loses an opportunity,
which is also a risk factor. You best manage risk by diversifying your
positions rather than trying to be too protective of each individual position.
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If you need to be well capitalized to accept the inherent risk in futures
trading, what’s the minimum somebody should have to start trading?

I did a very intriguing study back in 1980. Conti Commodities hired me as
a consultant to come in and study the performance of accounts within their
firm. We studied the size of the original account and determined whether or
not these individuals made money after a year of trading.

I broke it down into accounts that started at $5,000, $10,000, $25,000,
$50,000, and $100,000. Starting with a $5,000 account, after one year 95
percent of the customers had lost money. The percentage declined as the
amount of money invested increased. At a $50,000 original investment,
there was a 50 percent chance the individual would make money after a year.
At $100,000 the percentage turned positive for the investor. It’s my
conclusion that those numbers suggest you shouldn’t be trading the futures
markets without at feast $100,000 in your account.

Do you think the sophistication of the individual involved rather than
just the size of the account had anything to do with success? Did you try
to isolate that?

There was no way we could determine sophistication. Traders tend to be
more sophisticated today than they were in 1980, but I don’t think those
percentages have changed a whole lot since.

That’s a sobering concept. It says a lot to people who don’t have much
money.

It does. It also applies to professional money managers. I manage a data
base with about 660 CTAs in it. CTAs who accept less than $100,000 on
average perform more poorly than CTAs who require more than $100,000.

Do you consider things like crop reports and freeze seasons in trying to
manage risk? Or do you figure they are part of the risk in the markets
and just trade right through them?

It’s my firm belief that the marketplace itselfalready builds all those factors
into the price. Futures trading is a zero sum game. There is a buyer and seller
in each transaction. The only thing that moves the price is the aggressiveness
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of the buyers and sellers. The news is going to be pretty much in the market.
If you observe price, you are observing the composite opinion of everybody
whoisinvolved.

If you short the orange juice market during freeze season, you
subject yourself to a series of limit moves that could upset your risk
control. Are you saying that if you have enough money in your
account, limit moves are not really a problem?

In today’s market limit moves are almost a nonconsideration. If you
look at the pattern of price action over the last five years, limit moves other than
in the livestock markets are not significant. Limit moves are often exaggerated
by restructuring the limit. If you are concerned about a 30-cent limit move in
soybeans, tomorrow that limit is going be 40 cents or 60 cents or nonexistent, So
your capitalization is going to be your most important protection.

Bill Gary
Bill Gary is editor of the CIS Price Perceptions newsletter.

Bill, how important is managing risk to successful trading?

I would say it is pretty important. Here is an example. Most people trade
more than one market at a time, so it is critical to look at risk exposure from
an overall account standpoint. Evaluate your stops in terms of all your
positions. I actually run this through a computer every day to know what my
absolute total risk exposure is. When carrying large risk exposure, I have
never been stopped out of all my trades at one time, but there’s always that
possibility. Thus, maximum risk exposure should never be more than half
your total capital.

As long as it isn’t more than half, are you content to add new
positions?

Yes.

If you also have some profitable positions, would you include those
as a credit that you would subtract from your risk?
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Right.

You compute the amount of risk to the stop for all your positions and
then calculate the total net risk?

Right. We see where the market closed the previous day and where our
stops are this morning. We net out all positions and add that to our previous
day’s equity.

What do you do if your risk is too large?

I try to reduce it. I look at the positions. Are there any I can close out or
on which I can move stops closer? If there are any in the latter stages of a
move, then I might move or change the trailing stop and make it tighter. As
a general rule, my stops are based on market action. I prefer to let the market
tell me what to do rather than making a subjective decision justto reduce risk.
Another possibility is substituting options for futures positions.

Do you believe in diversification?

No. Idon’tattempt purposefully to diversify. I know many traders do, but
my philosophy is I would rather be concentrated in fewer markets. I like to
diversify up to about five or six markets, but not any more than that.

Why?

Because, number one, I’d be spreading myself too thin. Number two, the
money people make in the markets is not by extreme diversification. Who
would go to a horse race and bet on all 10 horses? If you’re going to have a
worthwhile return trading commodities, you’ve gotto put a larger proportion
of your eggs in some basket along the way. I believe I can do a better job by
concentrating on fewer markets, knowing more about them, and trading them
better.

Do you pay attention to crop reports or freeze seasons?

Yes, I do, but not to controi risk. I look for exceptional opportunities. For
instance, there is a very strong seasonal trend to have a corn and soybean
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rally in the May—July period every year. That’s attributable to the planting
period and the uncertainty that goes along with it.

It is not a great risk to go long during a seasonal up period. What I’m
talking about is the risk in going opposite the seasonal trend. For
instance, to be short orange juice in the winter. Many people might
say, “No, I don’t want to be short orange juice in the winter or short
cattle through a Cattle on Feed Report because there’s too much
danger of a bunch of limit up moves against me.”

I don’t enter the market based on an upcoming report. If my analysis is
correct and if my technical work is good, if a report is going to be negative
to my position, I’1l be stopped out either before or just after that report.
Usually, T have already solved what the report should be and how the markets
should react to it. So I’'m not afraid to hold positions through reports. In fact,
probably half of our money over a period of a year is made by holding
positions through these reports and being on the right side.

We seldom have those kind of run-up moves any more, where you’re
locked in. The reason is you can buy options to protect yourself. The
availability of options has taken most of that kind of volatility out of the
marketplace.

Are there any other ways you manage risk?

I do use options. For instance, right now we’ve got a major grain report
coming out. It’s going to be the key report for old crop grains for the rest of
this crop season. I realize that it has the potential to be a bearish report, but
I have a bullish bias on the market. [ have a bullish bias from fundamental
analysis and from the market’s seasonal attributes. The thing that’s against
me is the intermediate trend. It’s down. So if I want to take a position, | may
take part or all the position in options to start with. That way I know what
the risk is and it is absolutely limited. After the report I convert those options
to futures positions. If it’s extremely favorable, I can just buy futures and
keep the options.

Stan Tamulevich

Stan Tamulevich is editor of Marketline Update, which is geared to smaller
accounts.
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Stan, how important is managing risk to your trading style?

It is important. As an advisory service you never really talk about
managingrisk. Youignore it out of necessity. You’re anidea person. You're
always giving ideas to people.

In my estimation you have to be really conservative when you play this
game. By design my style is to say, “I’m not going to lose over 10 percent
of my equity on any trade.” That’s the maximum to which I want to expose
myself. Generally less. Before I take a trade, I know how I want to enter it
and I know how much I’m going to risk when I get into the trade. I don’t use
a formula, but when I look at that risk in terms of dollars, I want to keep it in
the 5 to 10 percent range. Since my trades are short term, I’m rarely
committing more than 50 percent of my equity in total positions.

Ifyouapply that Sto 10 percentrisk limitand you considerthatI’'minatrade
for two to three days, the only way to risk a lot of equity is to have an
abundance of good ideas. My ideas don’t flow that readily. I may have 15
trades amonth onthe outside. Consequently, ifthey’re only two to three days
in duration, I won’t be using much equity in the account. One day I'll wake
up and have five ideas that I ought to implement. I am in a position where,
in that situation, I can take them all.

Certainly one of the ways you must manage risk is by the markets you
trade. You wouldn’t trade all the markets because some of them are a
little too wild.

That’s right. I am a little shy about trading the currencies, although I do
take some currency trades. If I see a T-bond idea, I might gravitate toward
T-notes instead. An alternative is to trade mini-contracts on the Mid-
America Exchange. [ have had great success with fills trading those. There
is no problem in those markets.

What Mid-America markets do you trade?
I have traded the currencies and the bonds there. The full-size grain
contracts are already small. You don’t have to think about Mid-America

grains unless you have a very small account.

Do you trade the meats?
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I do, but I consider the regular contracts to be small enough.
I assume you don’t trade the stock indexes at all.

Occasionally, I will. My style makes it pretty tough because the exposure
is significantly larger than the other markets. If I were to trade the stock
indexes, my month would either be a super winner or super loser depending
on how I did with them.

With your approach wouldn’t trading the NYFE be worthwhile? It’s a
poorly trending market overall. There would be lots of back and forth
action consistent with your short-term style.

I’ve had good luck calling the turns in the NYFE in the intermediate term,
but my close stops have hurt me.

What about things like crop reports and freeze seasons? Do you pay
attention to those?

Yes, I do. [ don’t get in their way. Some people, like Larry Williams, say
you canignore them and everything will iron out. It’s my contention that you
shouldn’thold a position through a report, particularly a quarterly pig report.
Those things are dynamite.

When you’re risking as little as you are on each trade, you can’t afford
that kind of exposure.

Absolutely. You may find yourself in a position where you’re at risk for
a couple of limit moves. By design, you’re trying to risk no more than 50
points in hogs. A couple of 150-point limits will blow you away.

What other situations like crop reports do you stay away from?

That’s one of the reasons I'm shy on the bonds and currencies, because
many of the monetary reports have a significant effect on them.

Are there any other ways you manage risk?
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It would be easy to overtrade using my approach. You might want to go
for broke on some idea. It’s important, particularly for a beginning trader, that
you tread lightly to conserve capital for the long haul.

If you’re worried about overtrading, what about some limit on the
number of trades you take—for example, not taking more than one
trade a day or two trades a week on average. Have you ever thought
about that?

That’s a terrible idea. There are some days when I have three or four good
ideas. If T attempted to select which trade was best, I guarantee you I’d pick
the wrong one every time. I must take every good trade I see.

Is there no limit?

No. If I see four or five trades, I'll take them, even if they involve
committing 80 percent of my equity. The odds are I’m going to be stopped
out on one of them the first day. I’ll probably be out of the rest within three
days anyway. If I did have four or five positions going, it would be very
unlikely that I’d find two or three more the next day.

You naturally limit yourself.

Sure. It’s probably a psychological thing. If you have four or five
positions, you don’t look as hard for additional trades because you want to
doagoodjobmanaging what you already have. Y ou concentrate your efforts
on doing that rather than trying to find something new.

Robert Miner
Robert Miner is editor of the Major Market Analysis Report.

Bob, how important is managing risk in your approach.

Risk, by definition, is the probability of an event happening that endangers
money. The stop-loss order is the vehicle for setting the maximum capital
exposure on any given trade. I decide where to place my protective stops
using the same methodology I use to enter.

Robert Miner 161

Do you have a certain limited universe of markets that you follow?

About five or six. The main ones are gold, T-bonds, and soybeans. I
follow the S&P in the newsletter, but I don’t personally trade it. I track
the currencies, especially deutschemarks. I trade them every now and
then. There are a number of others I look at and if something stands out,
I analyze it more closely. One of those, for instance, is sugar. I’ve
currently been long sugar for about six weeks. That’s because it had a
chart pattern that was just screaming. I never trade meats. The only
grain is soybeans. That’s about it. There are really only about five or six
markets I regularly analyze.

But that’s not because you are managing risk. It’s an analysis issue.

Right. I’'mlooking for the markets that will meet all my conditions to make
atrade. I rarely have a trade on in more than two different markets at a time.
It’s usually just one.

Is thatbecause your analysis methods are so complicated you can’t keep
track of that many markets?

Oh, no. I follow six markets in about 15 minutes a day.
Then why do you limit yourself to so few markets?

Why would I need more? There’s almost always a trade available when
I’m following just those few. I know those markets well because I’ve been
watching them day by day for so long.

Do you prefer to trade more contracts in a few markets than fewer
contracts in many markets?

Yes.

If you had a big account, you wouldn’t trade any more markets. You’d
just trade more heavily in the markets you follow.
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Right. All any market is to me is numbers—bars on a chart. I’'m looking
through my charts to see which one is setting up according to my analysis.
That’s the next trade I'll take. The name on the chart doesn’t mean that
much. If you have five or six markets that tend to move fairly regularly, at
any given time one of them is almost always ready to trade.

Do you have any rules for the maximum risk exposure in your
account?

The maximum is 5 percent of equity on any one trade.

You don’t care how many trades you put on as long as you’re not
risking more than 5 percent on each one.

Right.

If you were going to pyramid, you still wouldn’t want to risk more than
5 percent on the total position.

Correct.

What about crop reports and freeze seasons? Do you pay any
attention to those?

No.

So your risk management is primarily through stop-loss orders.
That’s the only kind of risk management you bother with.

Yes. The risk is expressed by the confidence you have in your analytical
methodology and trading strategy. Hopefully, it’s right more times than it’s
wrong. If it is, and you keep your losses limited when you are wrong, you
will come out all right in the end.

Don’t you believe in diversification?

I’ve never understood the attraction to diversification. To me that’s just
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saying you don’t know what any of the markets are going to do so you throw
everything at the wall and hope something sticks.

Yes, that sounds like a good description of my humble philosophy.

Peter Brandt

Peter Brandt is a long-time professional trader and editor of The Factor
advisory service. He specializes in trading classical chart patterns and uses
very small stops.

Peter, what is your approach to managing risk?

That expression will have different meanings to different people. Butas I
view risk management, it is the single most important component of
successful trading. Risk management concepts are more important in my
view than how you generate trading signals. Risk management deals with
such questions as what percent of my capital am I going to risk on a given
trade.

What’s the answer to that?

I don’t like risking any more than 1 percent. At times 2 percent if certain
things come into play. In an extremely outrageous situation, which doesn’t
happen very often, maybe 3 percent. But no more than that.

Since you use small stops, do you get up to that threshold by trading
multiple contracts?

That’s correct. Another risk management question is how do you handle
important government reports that you know are likely to have a big effect
on a market.

How do you handle those?

There aren’t that many reports that I pay attention to. There are some, and
there are important events, too. There’s only one a month, and it’s some
government report that the market tends to focus on. I don’t know what’s
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coming right now. It’s probably unemployment. But if [ have a big position
on and I’m going into that report without a profit in my trade, I’'m likely to
lightenup.

Another risk management issue is how do you handle highly correlated
markets. If I’'m going to risk 2 percent in T-bonds, what do I do if T also see
great signals in Eurodollars and T-bills at the same time. I may also have
signals in 5-year notes, 10-year notes, and muni bonds. If you are in four or
five correlated markets and take your 2 percent risk on each one, all of a
sudden you’re risking 10 percent on the total situation. That’s an important
element of risk management: understanding the correlation between mar-
kets—whether they’re going to move together.

Do you treat correlated markets as one trade for risk management
purposes?

I’ll extend it a little bit, but not much. In general, I consider it a single
position. If I’'m going to be wrong in notes, I’'m going to be wrong in bonds.

What about how many total positions you can have in an account at
once?

That has never really been a consideration for me. If someone is trading
to the point where they’re getting a margin call, they’re overtrading. But I
don’t think it’s important.

Why, because you don’t trade that much?

I doubt if I’ve ever been over 50 percent margined.

If you’re risking only 1 or 2 percent, you can have quite a few
positions, and the risk doesn’t become too steep.

That’s right.

What about markets you select to trade? Are there markets you
don’t like for risk reasons?

Oh, yes. I’ve had some terrible experiences with fills in some markets.
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When you are getting bad fills, what you have tried to define as yourrisk isn’t
necessarily what you’ll end up losing. You’re risking substantially more
because of the low liquidity. Of course, what we might consider a thin market
is never too thin when we’re right. It’s only too thin when we’re wrong. For
markets like natural gas, platinum, and lumber, when I determine my position
size, I’m going to consider my success in getting good fills.

What about the S&P? Isn’t it hard to trade the S&P with your usual
stops [in the $300 range]?

I don’t trade the S&P.
Why not?
Because I can’t trade it with that kind of stop.

So that would be one that you would eliminate for risk management
reasons also.

Right.

Any other popular markets you don’t trade for risk management
reasons?

I generally don’t trade livestock, but I think that’s for technical reasons
more than risk management reasons.

They don’t respond well to your methods?

That’s right. Pork bellies will at times, but generally I have not found the
meats to be very good charting markets. So I just leave them alone and let
somebody else trade them.

Like the First Lady.

I’ve never found wheat to be a particularly good charting market. So I look
at any signal I see in wheat with a jaundiced eye.
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Any other risk management ideas?

Yes. Where a person has the ability to use overnight stops in foreign
exchange markets, it’s probably wise. There are such huge moves that take
place overnight, particularly in the yen. When we’re sleeping is when it’s
most actively traded. I don’t mean the Globex. I will use the overnight
markets to do EFPs (exchange for physical) in the currencies.

Craig Solberg

Crz;ig Solberg is editor of Trade Winds. He specializes in weather-related
trades.

Craig, where does managing risk fit into your approach?

It .ti.es closely to cutting losses short, your second principle. It’s difficult to
envisionanyone being a good trader without understanding something about
managingrisk. The first thing [ learned when I started in the commodity field
was good money management. Some studies have shown that of every 10
traders, only one is profitable or something like that. That relates directly to
the general lack of good risk management.

What is that axiom? There are a lot of old traders, but there aren’t many
old and bold traders.

When you get into a trade, you must have a specific risk in mind. When
the market reaches a particular level you have to say to yourself, “Okay, I
was wrong about the trade. Let’s get out right now with this limited loss ar’ld
live to fight another day.” You can’t stay with a market in the hope that it will
finally come around to your perspective.

Whep you enter a trade, it should be on your own terms at a price level
where it appears to be a good economic value for the market. Before you
plage your order, determine a reasonable level to risk if the market goes
against you. Ifatrade is losing money, it’s not reacting to the fundamentals
as you thought it would. When the price reaches that level, you must admit
to yourself that you were wrong about the market. Take your loss there
That’s the bottom line. .

You must manage your risk to allow yourself'to participate in the next big
move. Just because you lost on this trade doesn’t mean the next one is not
going to be one of the biggest winners ever.

JE
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On the other side of the coin, just because you made $2,000 or $3,000 per
contract on your last trade, that does not give you the right to be extremely
bold on the next one. I’ve been guilty of that. Many times after a series of
very good winning weather trades, [ have the tendency to want to risk a little
more on the next trade than I would have otherwise. You may be a winner
today, but you can turn right around and lose most of your profits tomorrow.

When you’re trading weather markets, you’re jumping in and out in
the middle of highly volatile situations. Many people would say, “Gosh,
when the market’s that volatile, I’'m afraid to trade at all.” You say,
“Boy, this is just when we want to be in there, when the weather is
making things go up, down, up.” Doesn’t that make it more difficult to

manage risk?

L try not to jump in and out. As long as the weather forecast stays the same,
[ stay with my position. But that’s really the nature of the beast. If you’re
going to be a weather trader like I am, you should look forward to situations
like that because those are the times where the market is playing to your
hand. You have to be able to talk the talk and walk the walk.

Under those conditions the market could care less about any of the other
fundamentals. It wants to know what the weather forecast means. The chart
picture may appear extremely volatile with gaps and limit moves both ways,
but if you look at it from a weather forecast perspective, you can see exactly
why the market did everything it did over a week or a month or even a year-

long period.

Courtney Smith

Courtney Smith is editor of the World Investment Strategic Edge newslet-
ter.

Courtney, how important is money management in your approach?

I emphasize the psychological aspects as most important, but the second
most important consideration is money management. When you have aseries
of losing trades, you must retain enough equity to stay in the game so your
system or method will have an opportunity to win. When you go through that
bizarre circumstance where you have 10 consecutive losing trades, it won’t
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mean that much because you will be able to keep playing the game. If you
keep playing the game, eventually you should win.

Do you have any rules of thumb for that?

I will neverrisk more than 1 percent of my equity inany given trade. Iwould
really prefer to keep it below one-half of 1 percent. I calculate that on the

current equity I’m trading.
It requires a lot of equity to trade that way, doesn’t it?

It does. Either that or extremely tight stops, which means you can have a
lot of losers.

What about the guy who has only $10,000. How can he trade using 1
percent stops? All he can risk is $100.

He can trade mini-contracts or spreads. Realistically, he’s probably going
tohaveto go to 2 percent. Remember also the 1 percent rule applies to current
equity. A person who starts with $100,000 can risk $1,000 on his first trade.
If he loses, now he can risk only 1 percent of the $99,000 he has left. And
soon and so forth. That way, by definition, you’re always going to have some
money left.

Money management is a critical element. I look at everything from a
money management perspective. I first determine the optimal stop. Then the
number of contracts I trade is simply the amount of money I am able to risk
with my 1 percent rule or the ° percent rule, divided by the amount per
contract I’m risking on that particular trade. I try to have as tight a stop as
possible because then I can trade the most contracts.

Do you use money management stops? Do you use chart stops? What
do you use?

Right now I’m using exclusively chart stops. But in the past I’'ve used
mechanical system stops, and I’ll probably use them again in the future.

That’s not a money management stop.
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No. The money management comes in the size of the position.
How small is the tightest stop that’s reasonable?

A couple hundred bucks. I just got stopped out for a $150 loss.
In?

Copper. I was looking for it to collapse if the trade was good. And it
yvasn’t, soIlost $150. "1l risk up to as much as $1,200, but I prefer keeping
it in the low hundreds.

James Kneafsey

James Kneafsey has been a major money manager since 1977.

Jim, how do you manage risk?

The key part for us is the ratio of average profitable trade to average losing
trade. Ifyou can have as high as possible average- gain-to-average-lossratio,
then you have a great system or a great trading method. Next, we control our
risk on each trade starting the first day. Every trade has a money manage-
ment loss maximum during the first couple of days until the system’s
parabolic trailing stop can catch up with it. Controlling the absolute risk on
each trade is very important. The question of how many positions you put
on for a certain size account is a whole separate area of risk management.

Let’s take those ideas one at a time. How do you determine your money
management risk? Is that in relation to the commodity or in relation to
the account or something else?

quely the commodity. We use a five-year window to look at what the
maximum gains and losses have been from entry point to exit point trading
our system. How many times have we had gains of $5,000, $4,000, $3,000,
and so on. We list the losses the same way. The losses range from $500 on

the low end to $2,500 on the high end with the S&P. Most are in the $500 to
$1,000 range.
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How do you decide whether your stop is going to be, say, $500 or
$1,000?

We look at the average loss per trade that our system experienced in the
last five years. We also look at the drawdown. We try to roughly match the
average loss that the system generates. We also add some buffer around that,
based on standard deviations, to allow for market noise that might carry you
beyond the average loss. For example, oats is in the $500 range, whereas
platinumis $1,000.

So the idea is that the average loss of your system gives you some
rough idea of how volatile the market is within the trend.

Right. The average loss in corn may have been $295, but we picked $500
somewhat arbitrarily as our minimum stop-loss. The average loss in platinum,
for example, is $620, and that’s roughly twice the corn loss. So we use a
$1,000 stop in platinum versus $500 in corn. Another way of saying that is
everything is geared to our lowest common denominators, which are corn and
oats.

The next risk management method you listed was the number of
positions in relation to your account size.

Yes, and how much diversification you want in the account. In the past
we’ve had four kinds of accounts. We’ve had diversified accounts, a metals-
only account, a currency account, and what we call financials, which are
currencies, interest rates, and stock index futures. It also depends on the size
of the account you’re dealing with. Is ita $25,000, $50,000, $100,000, or $1

million account?
When we had them, we traded all $25,000 accounts the same way to keep
it consistent because we were dealing with different brokerage firms.

Don’t you react negatively to the idea of somebody having a metals-
only account?

Yes.
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I assume you did it for marketing reasons, but it’s not a good idea, is
it?

No, it’s not. We did it with Jim Sinclair in the early 1980s. It was indeed a
marketing ploy.

With an always-in-the-market system, you must have fairly rigorous
ideas about what markets you will trade and what group of markets you
will trade with what size accounts.

I have a slight asterisk to put here. In the last three years we have been
managing strictly currency accounts and strictly hedge accounts and strictly
institutional accounts and also using options. That’s why we’re alwaysinthe
market because with hedging we have to protect ourselves no matter what
happens. The truth is there’s a speculative element in all hedging accounts
because you’re making buy-and-sell decisions all the time. You have to g0
both ways. You can’t lose money when the dollar moves down and youhave
to make money when it goes up.

Let’s talk about an institutional account that is a large commodity
account. How do you use diversification as a risk management tool with
that type of account?

For the broad-based commodity account we try to have as many commod-
ity groups represented as possible and a number of liquid commodities
within each group.

How do you decide how many contracts are too much?

We try to balance each of the six groups with respect to the risk exposure
and the expected returns of that particular group.

What are your six groups?

Agriculture and livestock, currencies, metals, interest rates, stock index
futures, and foods.

Do you want to have roughly equal representation from all six?
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Yes. In some groups you’re going to have bigger trend moves than others,
but it represents a very reasonable form of diversification.

Within the groups, do you try to balance the various markets?

Exactly.

Is there some limitation in terms of the amount you’ll trade, say, for
every $100,000 in the account? How do you determine that?

Yes. We would never exceed using 50 percent for margin. In fact, we
usually have been below 50. Normally, in the 40 or 50 percent range, but

never over 50 unless there was some sudden increase in margin.

b
For risk management purposes are there some markets you won’t
trade?

Yes.
Why?
Because they’re too illiquid.

Do you have a limit in terms of the open interest or volume you want to
see?

It’s not absolute, but we certainly want to see more than 300 contracts of
volume per day and total open interest of more than 2,000.

So you would trade lumber for instance.

Yes, it does fit within those guidelines. Ironically though, we have never
traded lumber. The reason is we never could get our fundamental analysis
to work on lumber because it’s such a bizarre industry. Typically we do not

trade orange juice or palladium.

Orange juice has plenty of open interest and volume.
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The volume dips below 300 during some summer months.

What about individual situations in various markets like crop reports
and freeze season? Do you pay any attention to that kind of thing?

I think those things smooth out over time. If you decide to be out of the
markets before the reports come along, they’re coming along every day. I
think that’s a losing proposition. The technicals of the market already
encompass, in many cases, the results of these reports. I think you follow
your system and ignore the reports. You have to accept that your system will
end up on the wrong side of the market in some cases.

If you’re going to trade cattle, you trade it through the reports?

Yes.
Anything else under risk management?

Foranew trader, the key is to decide the total amount you’re willing to risk
and stick to that. If you lose it, do what the professional traders do and go
into the penalty box for awhile. Sit on the sidelines and see what mistakes
you made before you come back in.

That’s an overall cutoff point.

Yes. Very few people do that, by the way. It is a form of discipline. Pick
your cutoff point before you start. In other words, if you have $10,000 to put
in the market, you can decide to stop trading if you lose $5,000. If you have
the misfortune of losing the $5,000, stop and try to figure out what went
wrong. Most people just race along and lose more. If you lose 50 percent of
your investment capital in a short period of time, your system is not working
right or you’re doing something else that is very wrong.

If it took a long period of time, that wouldn’t be too good either.

That’s probably worse.

You wasted your time for a longer period.

Walter Bressert 175

Ifyou’re going to lose 50 percent, it’s better to do it quickly. Actually, Thave
done it myself.

Walter Bressert

Walter Bressert was one of the original cycle gurus in the early 1970s. He
currently markets a cycles trading software program.

Walt, how important is managing risk to overall trading success?

Controlled risk is what I call it. You always control your risk. You always
control the market. You always control your entry. Therefore, it’s always
managed. It’s always under your control.

You decide what your trading strategy is. You decide when you’re going
to get into the market because you’ve got a dollar risk you can live with,
you’ve got a profit objective you can live with, you’ve got three different
time frames and three profit objectives. In other words, you’ve got a trading
strategy.

You must do the homework to be in control of all three of those. As a
trader, when you get into the market you should know at what point you’re
going to admit you’re wrong. Y ou should know what strategies you’re going
to use to have the market take you out.

Theoretically, you’re in complete control. Realistically, you’re still
dealing with fear and greed. There’s no way around those, but you should
strive to be balanced. The most important part of risk management for me
is being balanced. When I go out of balance, I'm making bad decisions
because I’m suddenly not in control.

My approach to risk management is to eliminate as much of the fear and
greed as possible by eliminating as much judgment as possible. I use a
structured approach that allows me to control how much I’'m going to lose if
I’m wrong and be in control of how much I'm going to make if I'm right.

My method tries to buy near the bottom of the weekly cycle, then uses the
smaller daily trading cycle to buy dips on the way up. The opposite applies
in a bear market. You should take advantage of the short-term moves by
taking quick profits on one of the three contracts. Usually it’s $500 to $1,000,
and it’s within about five market days. That way you have money in your
pocket right away. You’re balanced psychologically and that money in your
pocket offsets a sizable portion of the risk exposure for the remaining two
contracts. When you’re not at risk, you think differently. When not at risk,
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you’re balanced. Risk management to me is being in control and being
balanced.

You don’t like to risk more than about 2 or 3 percent of your equity
on your total three-contract position.

No more than 5 percent is what usually pops up. But if I can get it for 2 or
3, ’ll grab it.

So one way you manage risk is the relationship of the individual position
to your total account. Do you have any limitations on the number of
different positions you’ll take in the whole account?

I don’t have any particular limitation on the number of positions that
I will trade. Just by the nature of the markets and the way I trade, I’'m
not going to be able to trade more than three to five markets at one time.
I’m only going to put on positions that allow me to risk no more than 5
percent of my equity. That limits me to some extent. I’'m not going to risk
more than 20 percent of my equity on any one market group at any one
time. That limits me.

What I set out to do is develop a large number of entry patterns so that
[ can get into the market and take off my short- and intermediate-term
positions and hold on to the long-term position for the bigger move. I’'m
trying to identify big moves that are coming, position myself with as many
entries as possible, take off two-thirds of the contracts as quickly as
possible, and hold the remainder for the bigger move. I go into the market
with 5 percent risk, and that risk should be reduced to about 1/ of a
percent in five days if I can take my number one contract off at a dollar
amount that approximates the risk.

Is that your risk on that one position or is that your total three-
contract risk?

It’s my total three-contract position.

Are you trying to make enough on your first trade to cover the total
loss that you would have taken on your three-contract position?
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I’m trying to make enough profit on the first trade to cover the total loss
for one contract out of the three I’m trading. To make it simple assume
I’m risking 6 percent. Each contract has a 2 percent risk. If I can make
2 percent on that first contract, I eliminate the 2 percent risk on that
contract by closing it out, plus the 2 percent profit I take offsets the 2
percent risk of another contract I still have. My total exposure is down
to 2 percent. Now I’m balanced, and I have money to look for my next
entry pattern. Doing that I can build up a fair amount of positions as the
market is getting ready to move.

Is diversification important to you as a risk management tool? You
said you would risk 20 percent per group. That would seem to allow
you to trade four different markets in one group at one time.

That doesn’t mean I'm going to get into the same group at the same time.
I would not have more than 20 percent of my money at risk in open profits
if I were stopped out in a group. I diversify if the market allows me to. If I
see a move coming, I will focus a tremendous amount of energy into beans,
for example. I will put a lot of money in beans. If I see something that’s an
offset in cattle or silver or gold or another market, I’ll trade that market as
well. I am not able to trade more than three to five markets. I can’t keep track
of them.

Some people try not to take more than one position in one group at a
time. Then they try to diversify into other groups. That’s what we were
asking about. You’re not concerned about that. You’re more interested
in whether you have a good entry pattern.

I’m not interested in a systematic approach that follows 10 or 15 markets
and always has me spread across them. I want to identify the moves that are
likely to occur and apply my talents towards what I think is a big move
coming up. If I find positions in other markets that occur along the way, it’s
aplus. However, I could trade nothing but one market if I think there’s a big
move coming.

I keep moving my stops to reduce risk. I want to be in control. I'm out of
control when 1 worry a lot. So my stops have to move up with my
commitment.
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Some people won’t risk more than 50 percent of their margin at any
one time. Do you have any rules like that?

No, Idon’t.

As long as your position risks no more than 5 percent of equity, you’ll
take a bundle of them if it’s appropriate.

I’ll just keep taking them, yes.

What about things like crop reports and freezes and that kind of thing?
Do you take account of those as a risk management device?

Yes, depending upon the crop report and the time of the year. Unless I have
a limit move under my belt, I won’t be in for that report.

You’ll pass a trade if it’s too near a report because you think that might
increase your risk?

If it’s going to be a major report, one that I think will have a significant
effect on the market, I will. A report to me is a gamble. IfI don’t have a fair
amount of profit in that position by the time the report comes out, I’'m
gambling. I don’t like to gamble. If I think the market could move enough
to let me get some closed profits under my belt so I could sit through the
report, I may get into the market before the report.

I don’t like to hold a position through a report unless I have profits. I like
to build up a cushion so that if the report goes against my position I am
protected.

What about the seasonal risk of going short orange juice in the
winter? Do you stay away from that?

I don’t trade orange juice. I don’t trade cocoa. I don’t trade coffee. I don’t
trade plywood. I don’t trade lumber. I don’t trade markets that are thin or
have little commercial interest because you lose control. You don’t have
control in those markets. They have rules on the floor at the orange juice
exchange that I never heard of until they took my money.
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From my own orange juice experience, I know what you are talking
about. My next question was going to be, Do you ignore some
markets as a risk management tool? You have already given some
you don’t trade. Are there others?

Those are generally the ones. I trade cotton very sparingly. I like large,
liquid markets. I will on occasion trade cotton, coffee, or cocoa but very

seldom. I will not trade lumber. I will not trade really thin markets. I won’t
trade pork bellies ever on a bet. It’s too thin.

You will trade cattle?
Yes.
Hogs?

I trade hogs. I’ve made money in cattle and hogs. I lost a small fortune in
bellies. I decided they’re not my market.

What about stock indexes? Are they too big for you?
I like them intraday or option wise.
What are your favorite markets?
My favorite market is soybeans. I like the S&P and bonds.
Gold?
Yes, I like gold. I like silver. At the right time of the year [ like copper.

Is that because those markets tend to cooperate well with your cycle
approach?

Yes. That’s because with the cycle approach and my seasonal approach
I can set up times of the year when things look really good.
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Are there any other risk management considerations we’ve left out?

Balance is the most important risk management consideration. I learned
this from one of the most successful traders I know. He’s a gentleman that
had traded for 30 years and lost money. He came to a cycles seminar in the
early 1970s. Cycles were the glue that put all his techniques together. A fter
that he was taking millions of dollars a year out of the markets. I learned a
great deal from watching him and his quest to be balanced.

If you’re out of balance, you’re going to make bad decisions, and trading
the market is a decision game. If you’re overtrading, you’re out of balance.
Ifyou’re overcommitted, you’re out of balance. If your dollar risk is too high,
you’re out of balance. If you’re hung over, you’re out of balance. If you’re
sick, you’re out of balance. If you need the money, you’re out of balance. If
you make too much money, you’re out of balance. You’ve got to take time
off. You can’t trade every day. Being balanced is a major consideration that
every trader should put on his wall.

How long have you been trading?

About 25 years.

Steve Briese

Steve Briese is editor of the Bullish Review newsletter and co-author of
several computerized system programs, Cross-Current and Private $tock.

Steve, how important is managing risk in your trading?

Managingrisk is the whole ball game. If you have atrading system that will
catch the trend length you’re trading in exchange for areasonable risk ofloss,
you’re going to come out ahead if you don’t overtrade.

Overtrading is a word that has several meanings. Overtrading can mean
too large a position in one market for an account size. Overtrading can also
be trading too many markets for an account size.

I take a bottom-line approach that the risk on an individual trade should
never exceed 2 percent of the account. The risk on all the open positions
together should never exceed 10 percent of the account.

Trading is really a game of odds, and you need to have enough capital to
withstand the runs of losses that are going to occur with any system. You do
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that by limiting the potential loss on each trade as well as the potential total
loss at any one point.

You start by determining the trend length you’re going to trade. Based on
that trend length, you define the entry point at which that trend will establish
itself. You then ascertain where you will have to place your stop-loss order
based on where that trend will have reversed. If the difference between the
entry and exit is between 1 to 2 percent of your account, you go. Ifit’s not,
you either pass on the trade or establish an entry point that keeps the risk
under 2 percent of the account. You do not adjust the stop-loss point.

Every trade must have a stop-loss. If your trading system is 50 percent
accurate, your price objective must be at least equal to your loss plus
commission and slippage. Realistically, it’s got to be higher than that in
order to do better than breaking even. That’s why it’s terribly important to
have a price objective with every trade and to exit at least a portion of your
trade at that price objective.

It’s just mathematics. You can objectively determine whether the system
or methodology you’re trading has a mathematical chance of coming out
ahead. You can calculate the objectives based on historic system resuits.
You can look and see what the average stop has been and what the average
loss has been and what the number of winning trades was. You can make
some systems more profitable, particularly breakout systems that are not that
pretty on paper, by anticipating and entering early. You do this by using some
outside indicator or simply adjusting your entry.

What kind of runs of losses should people be prepared to expect?
You’ve done a lot of system research. How many losses in a row are
common?

I think you should be ready for five.
At least five.

If you’ve got a system that has had more than five in a row, I would have
avery difficulttime being comfortable with it. I don’t think you’ll get five very

often, but I think you should be prepared for five.

If you have a 50 percent accurate system, that’s unusually good for
a non—curve-fitted system with larger profits than losses. Flipping a
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coin has the same probability. If you flip a coin, how long will it take
to have more than five heads in a row? Not too long. So isn’t five too
low a number?

Yes, you can consider it a low number. But stop and think about actually
trading a system. My experience with people who have bought trading
systems from me is that they’re not going to stay with a system that has more
than five losses in a row. They are not going to be very happy with one that
stops at five. It’s going to be real tough. I know myself if I had a
methodology that lost five times, that’s when Id start to look and see
whether the current results are in line with historical results based on my
hypothetical testing. I wouldn’t want to lose any more than that before I
started checking.

Do you have a number for the relationship between average profit
and average loss that you think is a good one?

The problem there is that it would vary widely with the trend length that
you’re following. I've seen a lot of very short-term systems where the
transaction costs are huge. With one of those you would need a much higher
ratio of profit to loss. With a longer-term system, the transaction costs are
small. If you have three to one, you’re okay. You’re going to have a nice
system. Any time I see a short-term system that’s showing profits of $40 a
trade, [ know that there are any number of brokerage houses that can eat that
up for you through slippage and commissions. With something like that I
don’t think you can calculate a high enough profit-to-loss ratio.

If you have a reasonable system of an intermediate-term nature that trades
maybe a couple of times a month, then three to one is a reasonable number.
If you’re trading more frequently where your transaction costs have a
chance of killing you, then the sky’s the limit.

Do you choose markets to trade or not to trade as a method of risk
management?

Yes. I never kick myself for missing a weather move in orange juice or
heating oil or one of the lumber moves. Those are the kinds of markets that
are so thin they can trade limit up and limit down the same day or lock limit
several days.
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When the volatility gets too high, regardless of your system, there comes
a point where you just have to get out. I learned this back in 1973. My first
trading campaign was in silver. [ bought it at $2.97 and I kept buying it all the
way up to about $3.60. I thought that was about as far as it was going for the
time being, so I got out.

Then I decided, “Well hell, I might as well make a little money on the
reaction,” so I went short. Of course, I used my accumulated profits to go
short three times as much as I had been long. I was right at first. The market
did go down, and I had $1,500 profit per contract. All of a sudden, the next
four days the market went locked limit up. I was stuck in a position against
the trend in a very volatile situation. I lost twice my commodity investment.

It’s amazing that you ever came back to trade again.

People who lose big in commodities see that if they had just done the
opposite, they would have won big. That’s what brings them back. It
certainly piqued my interest, and I’ve been fascinated ever since.

What markets do you disqualify for trading because of excessive risk?

I don’t trade orange juice. There are a lot of markets I don’t even consider.
For risk management reasons, not just because you don’t like them.

Orange juice would be one.

Because of low liquidity?

Yes.

And freeze season?

Yes. I don’t trade lumber because of the thinness of trading and the
volatility when you get into a move. I don’t trade heating oil because it is so
subject to weather moves. If I trade energy, I’d rather trade gasoline or crude
oil.
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I don’t trade cattle only because there are so few times in a decade that
you can make money trading cattle, at least using my methods.

How about pork bellies?

Ilove pork bellies. With pork bellies and hogs the only reason I trade them
is because the Commitments of Traders data are an exceptional indicator of
those markets for major and intermediate-term moves. It’s phenomenal. I got
buy signals in both markets three days ahead of the Hog and Pig Report last
June, and there was a tremendous move. That’s typical. It used to be by the
time youreceived the commitments data, it was too late in those two markets.
The move had already taken place. Now we’re getting the report within three
days, and it’s timely.

Since your maximum loss is $500, that pretty much disqualifies the
S&P, doesn’t it?

I consider the S&P a different animal entirely than the rest of the futures
markets. I use completely different trading methods on it. I can trade the
NYFE with a $500 stop-loss without any problem, but you have to be willing
to take more than $500 losses to trade the S&P unless you’re a day trader.

Are you saying you’re willing to take more than $500 losses or that you
don’t trade it?

Yes, I trade it with larger stops.

Apparently you’re not afraid of reports because you just talked about
buying ahead of a pig crop report because of Commitments of
Traders numbers.

Some of my best trades I have placed ahead of reports. I just gave an
example in hogs and bellies. The 1992 bottom in the grains was before a crop
report. I got buy signals in those grains from commitments data three whole
weeks ahead of that report. What I like to fasten on when I start seeing
signals is what is going to trigger the actual move. One of my favorite triggers
isreports. In 1992, I predicted that the bottom would be the day of that report.
Ialso predicted it would be amajor bottom, and it was. The actual bottom was
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the day before the report. If I have strong evidence from smart money that
the report is going to move the market, I love to trade ahead of reports.

Phyllis Kahn

Phyllis Kahn is the editor of Gann Angles. She uses Gann methods to
attempt to predict turning points in advance.

Phyllis, is risk management important in your trading style?
I’ve already discussed risk management in the context of cutting losses
short and letting profits run. You can’t separate it from protective stops, both

initial stop and trailing stops to protect profits. I don’t have any complicated
methods for it.

So your primary ingredients of risk management are to have a stop in
the market at all times, to have a stop that’s comfortable for you, and
then to trail a stop to protect profits.

Absolutely.
Relating your risk to your equity is not that important to you, is it?
No, because I tend to undertrade rather than overtrade.

For instance, you wouldn’t worry about how many positions you have
on in relation to your account size?

I wouldn’t say that.

Do you have some limit on the number of markets you can trade at once
in relation to your account size?

Absolutely.
How do you determine that?

Very conservatively. The methods I use generate many more trades than
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I can possibly take. I focus on the most heavily traded markets where you
get good fills. I don’t trade in thin markets like lumber and orange juice.
Although the trading signals are valid, I don’t feel comfortable trading thin
markets. I limit my trading to four or five markets.

Which are those?

The S&P, T-bonds, silver, gold, and the grains. Occasionally, when I have
areally good signal, I trade in cotton, copper, or platinum. I don’t do them all
at the same time. Five markets at one time is about as much as I can handle.
Of course, it’s related to the amount of equity in the account.

You didn’t mention any currencies. Why don’t you trade currencies?

I do trade them occasionally. I tend to get out of currency trades very
quickly because they have such huge daily trading ranges. I take most of the
Gann timer trades that I see in the currencies, but I’m out of them in a day
or two. I guess fear plays a part in the currency markets, but the trades can
be really good. I’m afraid to stay too long because they tend to have a huge
day in one direction, closing on the high, and then open in the opposite
direction with a large gap. I must be getting old; I don’t enjoy that kind of
volatility.

Do you have any rule of thumb as to how much of your equity you will
risk in terms of margin or stop size?

Yes, absolutely. Because of the methods I use for entering the market, I
always have a very limited risk on entry. Thus, most of the open trades that
I would have at any time would likely be on the plus side rather than the
minus side. I would have already been stopped out on the trades that weren’t
going to work. It’s a matter of how to handle the winning trades. I don’t think
I'would ever have more than a 20 percent overall risk for all my participation
in all markets.

You keep your trailing stops to the point where you risk losing no
more than 20 percent of your open profits?
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Right. I’d rather be stopped out. If I’m holding positions in all five markets
that I actively trade, I would be more inclined to keep the stops close when
they’re substantially profitable. I don’t want to give those profits back.

What about things like crop reports? Do you worry about those?

I do not. My experience has been that the reports tend to come out in line
with whatever the market is doing. When they don’t, I have stops in and I’'m
stopped out. I don’t let them affect my decisions at all.

Is diversification at all important to you? Do you try to pick new
positions that are diverse from the ones you have?

Not really. The quality of the trade is the most important thing. What do
I mean by the quality of the trade? It is a confluence of cycles from major
highs and lows that creates my timing indicator.

Glen Ring

Glen Ring is editor of the Trends in Futures newsletter.
How important is managing risk to you?

Managing risk is in many ways the foundation of the entire process.
Managing risk comes down to two things. First is how you are going to place
your stops. That goes back to cutting your losses short. Define a method for
managing your stops. Define a method so you have a degree of consistency
in your trading. The second thing that’s even more important is to have a
global plan. I find that winning traders, myself included, may treat their
trading like a game, but they also look at the whole thing as a money-making
business.

Consider trading as a business venture. Managing risk means recognizing
what the costs of trading are. Make a comprehensive plan. Keep detailed
records. Define what your overall risk is. In other words, how much equity
doyouhave to trade? How much of that equity are you willing to risk overall?
Use that number to define how much risk you can accept on a given trade.
Find out for a potential trade idea what your risk is and match the two up.
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Either you’re within yourrisk tolerance on the overall business plan or you’re
not. If you are, you take the trade. If you’re not, you don’t.

The insurance industry uses the statement, “Losers don’t plan to fail; they
fail to plan.” That applies very much to the trading business, too. If youdon’t
adequately prepare, if you don’t do the planning, it’s like taking a peewee
football team out to play the Dallas Cowboys.

Most people think of trading as more of a performance sport than a serious
business. Those that are winners at some point have incorporated the aspect
of it being a serious business. If you run a business, you’re going to manage
risk. You do that by planning.

Do you have a rule of thumb about how much of your equity you’ll risk
at one time? How many positions will you put on at one time?

Ireally don’t worry about that because I’ ve never run into the situation yet
where I’ve exceeded what I consider tolerable. I do have a rule of thumb in
a sense. Ideally, I want to risk 1 percent of my equity on any given trade. I
don’t want to risk more than 5 percent in any given complex. Other than that,
I haven’t run into the situation because most of the time if you’re willing to
keep yourrisk to 1 to 2 percent on any given trade, that will take care of your
overallrisk.

You can’t find enough good opportunities to bury you too deep?

That’s right. It goes back to the idea of playing defense. If I don’t let the
opponent (in other words, the losses in my account) run up the score, Il still
be there to play the next day, next week, next month, and next year.

What about selecting markets as a means of risk management? Do
you eliminate some markets for risk management reasons?

In some situations I will because of liquidity, but not too often. Realistically,
what will happen is these markets will eliminate themselves. By defining
the stop-loss point, the market will eliminate itself. Ithasn’t become much of an
issue.

Is there any market on the board that I would not trade? The answer is no,
not if the right situation comes along. Is there any market on the board that
I haven’t traded in years? The answer is yes. There are several I haven’t
traded, butit’s because I haven’t seen an opportunity that fits my parameters.
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Some people would say, “No, I don’t trade lumber because the
liquidity is too low and I get bad fills.” But that doesn’t bother you?

No. Ask “Market Wizard” Ed Secota about lumber. At a trader’s
conference a year ago he told about how the NFA called him because they
were concemned about his limit position in lumber. His answer was, “I thanked
them for their concern.” That was just before it took off. He had a limit long
position in lumber when the market was at 130. Those that make money go
where the opportunities are.

The importance of bad fills is inversely proportional to your trading time
frame. My personal time frame is long term. I’'m looking for one to three good
opportunities in most markets in a given year. I’'m going to be in those trades
anywhere from a few weeks to as much as five or six months at a time. I’'m
trying to generate 40 to 60 trades a year. I don’t have to be too concerned
with a few bad fills. To somebody who is day trading or getting in and out
in two or three days, skids and transaction costs become much more of an
issue.

What about situational risk, such things as crop reports and freeze
seasons? Do you worry about those?

1 would be untruthful if I said I’'m never aware of them or never pay
attention to them, but effectively, no, I don’t. If my methodology says be in,
I’m in. I believe what people say about technical analysis. It is supposed to
account for what’s going on in the marketplace. Markets somehow position
themselves for the big payoffs from the reports.

The one thing I hate to do is try to pick a top or bottom in conjunction with
areport. If I’'m trying to do that, I’'m trying to pick against what has been the
most recent trend. 1 would rather, if I’'m trying to pick a top or bottom in
conjunction with areport, fade the report. In other words, I’dlike to do it right
after the report rather than right before the report. If a person is a report-
following person, the more tradeable opportunities are the ones that come
after the report rather than before it. It can be the perfect catalyst for the birth
of a move in the opposite direction from the market’s first reaction to the
report.

A great example of that is those people who watch Cattle on Feed Reports.
The Cattle on Feed Reports are notorious for having the market close
opposite the report within a day or two. If the report is bullish, cattle almost
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invariably closes down either the next day or the following day. There are
exceptions. [ remember in particular a Cattle on Feed Reportin 1986 or 1987
that caused the market to gap up. It was a breakaway rather than a reversal.
I don’t think we’ve gone back to fill the gap yet. That was an instance where
the report was the catalyst for the birth of a move in the direction the report
suggested.

Reports are not a big issue with me. I often find out about a report within
minutes because someone calls me to ask what I think about the report. My
answer is, “What report?” I don’t keep a calendar of reports, and I don’t pay
much attention to them.

What about diversification as a risk management tool? Do you try to
diversify?

Yes, I do. There are two particular ways that I pay attention to diversifi-
cation. One is by trading across a broad cross section of markets. I watch
almost 40 markets, and wherever opportunity comes, I’ll take it, while limiting
my exposure in a given complex as I stated earlier.

The other way I diversify is by trading with several different methodolo-
gies. That will reduce the risk of getting caught in a nontrending year like
1989. It limits your profits a little bit in a heavily trending year, but it will
also protect against big drawdowns. The way I do this is by looking at some
trading-range methodologies. Some may call them top and bottom picking.
What I call them is reacting to the market as soon as it tells me a top or bottom
has occurred. I don’t recommend most people trade those kind of methods
until they have learned their discipline, their money management rules, and
until they define very well what is an opportunity in those situations.

If people want to find the foundation for putting all this together, they’ll
see it every morning when they look in the mirror. It comes back to a person
being able to follow his rules. Even when you establish yourrules, if you can’t
follow them, itisn’t going to work. Most people should define simpler rules
rather than complex rules because we’re more likely to follow a simple rule
thana complex one. That’s the key to managing risk and managing the entire
trading process.

Jake Bernstein

Jake Bernstein has written 27 trading books and has published his weekly
market letter for over 20 years.
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Jake, how important is managing risk to your trading style?

Most of what I think is important about managing risk would come
under cutting losses short. Another important aspect of managing risk is
to trade a balanced portfolio. Don’t focus all your energies on one
particular market. Trade a portfolio of anywhere from 6 to 15 markets
that are not closely correlated. Diversification intrinsically helps you
manage risk.

Do you have a limit on how much of your account you want to commit
in terms of either loss or margin or some such measure?

There’s nothing wrong with a rule that limits individual losses to a certain
percent of your account size, such as 1 to 5 percent.

I’m talking more about how many positions you’ll have on at once.

It’s important to have a buffer. If youhave a $20,000 account, trade roughly
half of it in margin. Let’s say you have a $20,000 account. You’re trading 10
and keeping 10 in reserve. With the exception of the S&P, the usual margin
is about $1,500 to $2,000 per position. That means there are about five
positions you can trade.

What about choosing markets and not trading some markets as a risk
management tool? Do you eliminate some markets from consideration
because of risk management?

Yes. One thing that never ceases to amaze me, especially in the last 10
years, is this fascination traders have with the S&P. It’s a wonderful market.
It moves, and it trades with big dollars per tick. Nevertheless, the vast
majority of trading systems don’t work in the S&P. Traders keep wanting to
trade it even if they don’t have the capital. If they don’t have the capital, they
say, “Well,if my account is too small to hold positions overnight, I’ll day trade
it.” Most people should not be trading the S&P. They are unlikely to be
successful.

You have to eliminate some markets by virtue of their nature. You can
eliminate some markets because they’re not conducive to trading. They're
too thin. They’re hard to get into and out of with decent price fills.
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What markets are those?

I’m talking about markets where you really don’t want to use market
orders. For instance, the other day the palladium market ticked only
seven times. Look at lumber. In the last few months it has been limit up
or limit down almost every other day. Most people can’t take that kind
of heat.

Do you have a liquidity minimum, so much volume or open interest,
that you require before you’ll trade a market?

I like to see at least 1,500 tick-volume ticks a day.

What about situational risk like crop reports and freeze seasons? Do
you pay any attention to those?

No. Tusedto when I was younger, but nowadays I believe my methodology
is enough to keep me out of trouble. It should keep me on the correct side of
the market when most of those reports come out.

Certainly, if I were day trading and I knew, for example, that later this
week the Federal Reserve was meeting to make a judgment about interest
rates, I would pay attention. From the standpoint of a day trader going into
that day, you would expect increased volatility. You could anticipate that
your trading system might not work on such a day. So you would make a
decision ahead of time, “I’'m not going to trade on that day.”

Because it becomes more of a gamble than an intelligent trade?

Exactly. Can I just slip something in here about the European markets?

Sure.

I don’t think most traders are aware of the European markets, especially
the ones at the LIFFE Exchange and the Matifin Paris. They are really good
markets. When I say really good, I mean it. They have very consistent trends
with few interruptions. They seem to work well technically with many
traditional timing indicators. The chart patterns are good. There’s a lot of
liquidity.
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There are two negatives to trading those markets. First, the trading hours
are not convenient, and second, in order to calculate how much money you’ve
made or lost, you must also consider the currency exchange rate.

Nevertheless, some of those European markets offer great opportunities
for trend followers. If you take a look at them, their trends have been
absolutely beautiful. Whether they’ll continue that way, I don’t know. But
I think they have been easier to trade than the U.S. markets.

As a practical matter do you trade them the same? Does a broker trade
them the same way as the U.S. markets?

I’ll give you an example. Today the Italian bond market opened at 109.85,
had a high of 109.90, a low of 108.50, and closed at 109.78. Just pick up the
phone and give your broker an order. It’s really that simple.

Do they charge the same commission?
The commissions are higher.
How much higher?

It depends on where you trade. I’d say probably 20 to 40 percent higher,
but that’s negotiable.

How is the currency exchange handled? Is there a separate charge to
convert back and forth?

It’s all converted back and forth automatically.
So your profit appears in your account as U.S. dollars.

Correct. I’ll cite you another example. The German Bund, which is the
German interest rate future traded at the LIFFE, was at 101.21 back in
January. Itmoved down to alow on March 2nd of 93.55. That’s ahuge move
in terms of dollars. I’m not sure exactly what it was, but it was definitely in
the tens of thousands of dollars.

That move was picture perfect in terms of almost all the indicators. They
topped at the right time. They bottomed at the right time. They gave signals
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to add to the short position at the right time. The volatility was reasonable
enough so you wouldn’t have been knocked out of your position by dramatic
bear market rallies. The size of the move was tradeable. Everything about
that move was picture perfect.

Many of the ingredients of success or failure have to do with the type of
markets you trade. Better trending markets make it easier for you to follow
the trend and let your profits run.

The fewer reactions you have, the better it is. Are there historical
price data available to use for testing?

There are some historical price data available.
Where?

They are available from the LIFFE Exchange itself. They have been very
aggressive in seeking out new business and very helpful in providing data to
people who want to back-test.

Do they give it to you on a computer disk?

Yes. They recently sent out a flyer to CTAs asking if they wanted data on
certain contracts. All you had to do was send back the card, and they sent you
a disk. I don’t know if they still do that.

The trends are just fabulous. It’s no wonder quite a few money managers
have started actively trading those markets in preference to U.S. markets.

Tom Aspray

Tom Aspray was a pioneer in computerized technical analysis. His current
area of concentration is foreign currency trading, especially in the cash
market.

Tom, how important is managing risk to your style of trading?

Quite important. I’ve taught for many years both here in the United States
and overseas. I’ve trained many foreign exchange dealers, and sometimes
they don’t manage risk as well as other professionals.
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Ilook at the reward/risk ratio on a given trade. At a minimum I look for
a three-to-one ratio. If I am correct, [ want to have the potential to make
three or four times as much as my initial risk. This is true whether I’'m
looking at a two- to three-day, two- to three-week, or two- to three-
month move.

Obviously, no matter how you trade you’re going to take some losses. But
those big hits are what spell doom for most traders. That includes both the
public and institutional traders. I’ve reviewed the books of traders at banks.
Often, if they could cut out the one or two trades per month where they were
stubborn and didn’t manage their risk or went into a trade without any clear-
cut exit parameters, they would perform much better.

What about the size of your positions as a percentage of your total
equity? Do you look at that at all?

Yes, I do, but I don’t tie it to a fixed percentage of the account. I trade
mostly in the cash markets. My normal size position is about one-fifth of
what [ have the capability to trade. My risk based on my initial stop is a fairly
small percentage of available capital. However, I don’t really tie it to a
specific number.

How does margin work in the cash market?

It depends on your bank. You usually pay 5 to 10 percent margin.
So it’s like futures?

Yes, it’s very similar to futures. There are differences in how you can use
stops because you’re looking at the bid and asked. It’s a very liquid market

in the currencies that trade 24 hours a day.

Do you think it’s important to stand aside during especially risky time
periods?

Clearly.

What kinds of periods are those?



196 CHAPTER 5 Manage Risk

My technical signals are less reliable going into an economic report. Say
Iputonaposition during Asian trading and carry it into late European trading
before the New York opening. If there’s an economic report coming out and
my position hasn’t really performed or my signals are not strong, I generally
won’t take the gamble and ride it through the report. I’ll cut it out.

Ifeveryone was prohibited from trading at least 50 percent of the time, their
performance would be much better. Anyone who’s traded has gotten into the
position where you put on a position and a day later you think what an idiot you
were. Y ou should have been doing something else. Playing golf perhaps. We all
have a tendency to overtrade. The more filters you use to figure out why you
shouldn’t take a trade, the better off your performance will probably be.

Do you stay away from certain markets because they’re too risky?

I trade mostly in the cash currency markets. The more liquid the market,
the higher degree of success you’re likely to have. The S&P is amarket most
people should avoid. Many large money managers rarely trade the S&P.

Althoughit’sthe glamour market, I’ve seen too many people burn up trading
the S&P.

Are there any other risk management techniques you use?

Perhaps an obscure or oblique risk management technique is updating my
charts by hand. That allows you to get a better feel for the risk. Having to plot
something manually makes you more fully confront what the market does
to your position every day.

Michael Chisholm

Michael Chisholm is editor of Taurus, now in its 20th year of publication.
Michael, how important is risk management to trading success?

It’sreally important for all traders, small or big. Some of the big traders I’ve
had occasion to talk to have more difficulty managing risk than the small
traders. I've noticed over the years that when my account has been small for
whatever reason, I have been really careful with it. I watch it like a hawk.
When my account gets rich, I tend to fall into a habit of neglect. I’m making

V
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money. I have profits, and I’'m more comfortable. I don’t keep as close an
eye on it. That’s very foolish.

How do you handle managing risk?

I limit initial risk on any trade to no more than 5 percent of what I have
available. In testing I search for those commodities that work best with my
methodology and that permit reasonable initial risk.

Right now I have a portfolio of 12 commodities that I follow for my own
account. I believe most traders would be best served if they constructed their
own fixed portfolio and stayed with it. It’s tempting to vary from your
portfolio.

Let’s say a trader has 12 commodities that historical testing and real-time
trading have shown will work best for him. Then all of a sudden he happens
to notice news stories that suggest orange juice is going to run wild. Orange
juiceisn’tone ofhis 12 commodities. If my account is on the plus side, Imight

~ go ahead and take a chance on it for one or two contracts, but I won’t trade

it heavily. I try to resist that kind of thing because I believe discipline is
important if we’re going to be successful astraders. I try to stay with my basic
portfolio whenever possible.

In the past, as profits mounted I might have added two or three new
commodities to trade. Then I would move into my second tier of profitable
commodities, those that weren’t quite as good as my top portfolio. In
hindsight, I no longer consider that a correct approach. What I do now
instead is increase the number of contracts [ trade per commodity in the same
portfolio.

Another thing that is important for all traders is to diversify among
commodities and complexes. I try to have a grain, a meat, a couple of foods,
apetroleum, currencies, and financials—a broad spectrum. I know there are
people out there who trade nothing but the grains or nothing but the meats.
If a person concentrates on one complex, I suppose it enables him to become
more expert in that particular area. But so often one false signal can affect
the whole complex and a person can be badly hurt.

Of course, there may be a correlation between bonds and stock indexes or
currencies and metals, but I believe you're less likely to suffer large
drawdowns if you are spread between different complexes and different
commodities. I try to achieve as much diversification as I possibly can.

An important psychological aspect of money management is knowing
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when to take profits out of your account. You should spend some profits
rather than letting the money stay in your account indefinitely. That’s been
important to me over the years. I withdraw money from time to time and take
a vacation or buy a new car. From a behaviorist’s standpoint [Michael is a
trained psychologist], it gives a sense of reward. It provides conscious and
subconscious motivation.

Concerning the 12 markets you picked for your portfolio, how did you
decide to cut it off at 12? Is there something magic about the number
12 for a portfolio size?

1just picked that number out. When my account size has been small for one
reason or another, such as withdrawing money to pay taxes, I might have
used an eight-market portfolio. At other times I’ve had up to 14.

The number you pick has some relationship to your account size.
What’s the formula you use to determine it?

It’s a seat-of-the-pants kind of thing. I look at how much money [ have, the
margins involved, and what the average historical risk has been for a certain
commodity over the years.

Is drawdown the historical risk?

Yes. I don’t have a set formula for it. I play with the numbers until I come
up with what seems to be an appropriate mix.

Do you eliminate any commodities from consideration for risk pur-
poses?

The S&P. The only way I know to trade the S&P with my methodology
is with stops about $10,000 away from the initial entry point. I also pass on
coffee.

Why?

Over the past 10 years my methodology has shown a disproportionately

Michael Chisholm 199

high dollar risk for the potential profit.

Is that because you have to put your stops too far away, like in the
S&P?

Yes. It’s also because of the market’s thinness and the volatility that results
fromthat and the fundamental uncertainties. Cocoa does not work well using
my methodology.

That’s not a risk management reason. That’s a performance reason.

Correct.

What about orange juice? Are you willing to trade orange juice?
Some people don’t like it.

Yes, I do trade orange juice. It’s been good to me over the years. For some
reason my system seems to like orange juice, and orange juice seems to like
my system.

What about lumber?

T'used to trade lumber, but I haven’t traded it now for about a year for both
risk and performance reasons.

What about situational risk like crop reports and freeze seasons? Do
you ever pay attention to those?

Not except psychologically. I’ve looked at some of my past trades that
have occurred around reports, and what I’ve found is that as often as not the
report has benefited my position. So while I may wince knowing that an
upcoming report could slice me to pieces, I trade my system mechanically
regardless of reports.

Are you reluctant to go short orange juice during freeze season or do
you just go with your system?
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I go with the system. I have confidence that my system will pick up and
reflect the fundamentals accurately.

Bob Jubb

Bob Jubb is editor of Tomorrow’s Commodities, one of the few advisory
services that operates without a hotline.

How important is managing risk in your trading style?

It’s the key. That’s how you keep your confidence up and maintain your
potential to trade. If you lose your nest egg, you can’t trade any more. If you
lose 50 percent right away, you will have destroyed your confidence. You
might as well quit right then. You have to stay around until you catch some
luck in the form of a big move.

If you go after at least $2 in profit for every $1 you’re going to risk and you
can bat anywhere near 50 percent and your reward of $2 comes out
periodically, you will make money. You’ll be among those 10 percent of
traders who make money versus the 90 percent who don’t.

If you can’t manage your risk, you won’t be around long. If you have a
$10,000 account and you short coffee before one of its big runs and you forget
to getout, you willlose your $10,000 in one trade. Managing risk is the defense
of the game. The offense is letting your profits run. Part of managing risk is
using stops and cutting your losses short.

You have previously recommended risking $1,000 per trade on a
$10,000 account. If you had a $20,000 account instead of a $10,000
account, would you still trade one contract and risk $1,000 or would you
trade two contracts now?

I would trade two and risk $1,000 on each.
You’re comfortable risking 10 percent on one trade?
Right.

And you’re not worried about a string of seven losses in a row.
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No. I’ve only had that happen twice in 20 years. When it happens it’s very
unfortunate. But something that happens 10 percent of the time, you can’t
worry about. Twice in 20 years is 10 percent. I never worry about seven in
arow. ’'mnot saying it won’t happen again. I’ll be publishing 10 more years
and it will probably happen during the next 10 years. It’s not something [ am
going to worry about.

So your principle method of managing risk is to risk no more than
$1,000 on each trade and always attempt to achieve at least a $2,000
profit.

When I’m writing the letter and can’t find a trade like that, I look for my
favorite trade and set an entry point that will create the $2,000 profit. About
two or three times a year I end up in that situation and have to buy something
with a limit order.

What about diversification as a risk management tool? How do you
look at that? If you have a grain and a metal on and are looking for a
new trade, do you try to avoid the grains and the metals?

Yes. There are some areas I’m more confident about. I’'m much more
confident in grains than meats. If] already have a grain though, I’ll take my
favorite meat trade instead. If have meats, grains, coffee, and sugar, I won’t
look at cocoa or cotton. There are many markets that influence each other.
I try to make sure I’m not involved in too many related markets that will all
go down together or all explode if we happen to be short.

So diversification is very important to you.

Oh, yes. It’s like the current fad where people are taking all their money
from CDs and putting it in mutual funds. Ifthe stock market ever starts down,
I’ll want to short it because there will be panic selling I’m afraid.

What about situational risk like crop reports and freeze seasons?
Do you worry about those things increasing your risk or do you
ignore them?
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No. I pay attention to when they’re going to occur. I make an estimate of
what they could and couldn’t do to me. If I’'m really nervous about one, I’ll
tighten my stop. Or if I’m considering putting on a second contract, I will
rarely do it in front of a report because if I’'m wrong I’ve just doubled my
exposure. That goes with my conservative approach. But I don’t run from
them.

What about avoiding markets altogether because you think they’re
too risky? Which ones would those be?

Some because they’re too risky. There are some markets I do not
understand and don’t have the inclination to. I figure why look at European
bonds when you can trade U.S. bonds. Some markets I like but avoid just
because there isn’t enough activity during certain periods of the year: orange
juice sometimes, lumber sometimes.

I’ve started to look at the rice market. I haven’t made any trades yet. I’'m
watching the chart, trying to get a feel for it. I’'m going to call and get some
material just to start learning about a new area. With China coming on
strong, rice is going to become a market that people will slowly trade more
and more.

Do you look at open interest, volume?
Both.
What’s your threshold for liquidity?

That’s a good question. I don’t have any specific requirements. I look at
each market in light of what I remember from the year before.

Jack Schwager

Jack Schwager is director of futures research and trading strategy at
Prudential Securities, Inc. He is also a coprincipal of Wizard Trading, a
commodity money management firm and the author of Market Wizards and
The New Market Wizards.

Jack, how important is risk management in your trading?
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Managingriskis very similarto cutting losses. It’s essential that you do that,
otherwise you’re doomed to fail. Everybody will eventually be wrong, and if
you have no way of managing risk, one dead wrong call can wipe out an
account.

You need some sort of strategy. Managing risk is not just a matter of
limiting your loss on each trade. It’s also using leverage in a way that is
consistent with limiting drawdowns to what you consider a liveable range.
You must avoid overtrading, which is also a common mistake for most
novices.

The way you trade a large account is through massive diversification of
everything—systems and markets. Correct?

Massive diversification would be the way to put it.

For a smaller account that can’t do that, how about diversification in
markets as a method of managing risk? Is that important?

Yes. There are varying schools on diversification. I come from the school
that says the more the better. There are people who disagree with that. For
a small account the idea is to diversify across as many markets as possible.

What about managing risk by saying you won’t trade certain markets
because they’re inherently too risky?

Yes, that’s true. If the account is large enough, you want to trade
everything unless for some reason you develop a methodology that you
believe doesn’t work on some markets. That’s an exception.

The other case is a smaller trader who doesn’t have enough capital to trade
some markets. It’s not a matter of avoiding the market because it’s too
volatile. It’s a matter of being unable to trade the market because the closest
meaningful stop point would result in a loss that far exceeds prudent risk
boundaries. For example, the S&P is a fairly volatile contract. I would
consider 300 points a minimal stop in the S&P for almost any approach.
That’s $1,500 and a close stop at that. For people whose accounts really can’t
stand more than a $750 to a $1,000 loss on any given trade, you can’t trade
the S&P. It’s too big for the person’s risk tolerance.
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What about a market that’s illiquid? Doesn’t that make it more risky
and maybe a good reason not to trade it?

For most people that’s not a factor because an individual trading a couple
of contracts isn’t going to make a difference. Almost any market is liquid
enoughunlessit’s one of those markets that is hardly trading. Even in lumber
it’s not a factor. If you’re trading $50 million or something like that, then
lumber is going to be too thin to trade. But to the individual trader, it’s not going
to make a difference.

Even if the open interest is less than 3,000 contracts, for a one-
contract trader that’s not a problem?

I don’t think so. As long as you have average volume of 500 contracts a
day, you probably can get by with one- or two-contract orders. If you’re
trying to trade 100 contracts at a clip, then it’s a problem.

What about the maximum position you’ll have on or the maximum
number of positions you’ll have on in relation to your account size? Is
that important to managing risk?

I think it is, but I don’t think it should be measured with maximum
numbers. It needs to be measured in terms of some sort of risk
measurement. In other words, you shouldn’t say you’re going to trade
four T-bond contracts maximum in the account. You may want to trade
four T-bonds depending on the market situation. If the market is much
more volatile, you might want to limit yourself to two. If the market is
much less volatile, you might trade eight. So you want to have some
standard number, but that number should be variable depending upon the
volatility of the market.

Some people say they don’t want to trade any more than 50 percent
of their account in margin at any one time.

Margin is a very crude way of measuring risk. I would not use margin. I
would look at some measurement that directly utilizes the market’s volatil-
ity, however you define that.
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If, as you have said, you’re risking no more than 3 percent of your
account on any one trade, it’s pretty hard to overtrade as long as
you’re trading one contract position.

Yes.

But for a guy that might be risking a higher percentage because he
has a small account, he must be more careful about the total overall
risk he assumes.

I agree. But margin is not as well correlated to true risk as I would like.
There are much better risk measurements than margin. But not having total
positions account for more than a certain percent of margin is a quick and
dirty way of doing it.

What about saying you don’t want to have the total dollar risk in your
account greater than some percentage of the account?

That’s fine. You can accumulate all your positions into a single risk
management measure and have it not exceed a certain amount relative to the
total size of the account.

Do you have a quick estimate of what that might be?

It depends on what measurement you’re using to define risk. I don’t want
to reveal exactly how I do that.

What about situational risk like crop reports and freeze seasons?
Should a small trader worry about those?

To some extent. You don’t necessarily want to avoid having a position
going into a report. In many cases that will prevent you from getting some of
the best moves. What you have to know is which of those reports are
particularly critical. For example, take orange juice. It’s not a major market,
but it is a good example of what I’m talking about.

Consider the October Crop Production Report in orange juice. In the 27
years this market has traded, 21 times we’ve had limit moves following that
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report. Inmany cases there have been strings of limit moves. Somebody who
is not willing to risk more than a limit move would have to forgo having an
orange juice position going into the October Crop Production Report. You
want to know those reports that can give you the extreme moves. They
should probably be avoided. A regular crop report comes with the territory.
In most cases, you should be willing to assume that type of risk.

It is one thing to know the cardinal principles of trading but quite another
to be able to follow them consistently. In the next chapter we’ll look at the
important principles of futures trading psychology.

CHAPTER 6

Psychology

Having elaborated at length on the essential ingredients of a successful
trading plan, it would be a good idea to discuss the reasons why traders who
have a plan nevertheless fail because they are unable to follow it.

I should start with the concept of a plan. There are very few traders who
actually have any plan to begin with. Under the circumstances, whether they
succeed or fail is based on luck. They have no way of knowing whether the
method they may apply to any given trading decision is a profitable method.
The only way to determine that is to conduct extensive historical testing or
extensive testing via real-time trading. But without a plan, without rules,
without specifics, there is nothing to test. There is no way to learn from
mistakes because there is no way to know what constitutes a mistake.

This is not to say it is impossible to make money without a plan. A trader
could be lucky and bumble along doing mostly the wrong things and some
of the right things and still make impressive profits over a long period of
time. That is one of the real stumbling blocks to success. The market does
not always penalize you when you trade incorrectly. It does not always
reward you when you trade correctly. That makes it considerably harder to
learn what is correct and what is incorrect. However, eventually if you are
applying losing methods, you will lose. The more you trade, the more you
willlose. If you are unlucky, you will lose your precious capital very quickly.

The reason most traders don’t have a plan is laziness. We all lead busy
lives. We are always looking for shortcuts. Most of us don’t want to work
hard if we don’t have to. Creating a specific, written trading plan is hard
work. Testing the ideas in the plan is very hard work. It is not especially hard
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intellectually, but it does take time. The more you do it, the easier it becomes,
but most people never bother to try in the first place. They are lazy. They
hope that they can do well without too much work. This is unrealistic. Every
worthwhile achievement in life requires substantial effort. There are very
few overnight successes. Commodity futures trading is no different.

Another potential reason for not having a plan is that the trader does not
know he needs a plan or he may not be smart enough to learn how to create
a winning plan. I doubt the latter applies to most people as the concepts are
not intellectually difficult. If you think it applies to you, then don’t try to
trade yourself. Create some approach in which you are confident, but that
does not require any input from you. An example would be using a
professional money manager.

Havingatrading plan does not necessarily mean creating your own system
from scratch. You might use someone else’s trading system. I make
available to my customers the trading systems and computer software I use
to trade my personal capital. But even if you were going to use my systems
and software, you would still have to determine how much capital to commit
and what markets to trade.

Other potential reasons for not having a plan might be ego or wishful
thinking. A person may know that you need a plan to succeed but think
because of his brilliance, he can be the exception. Perhaps, but I doubt it.
Wishful thinking is closely related to laziness. If you trade by wishful
thinking, your success or failure will depend on luck.

Assuming you have a specific trading plan that will actually lead to profits
if applied consistently over time, you are still not guaranteed to make those
profits. The temptations are great to deviate from the plan.

One big psychological reason people deviate from their plan is the desire
to gamble. I make no value judgment on this. If people want to gamble, that’s
up to them, but they shouldn’t be surprised if they lose money. Although it
appears that there is a strong flavor of gambling in the process of futures
trading, most successful traders are very averse to gambling. I have talked
to many who agree with me that they have no desire whatever to gamble in
any context. Many commodity trading seminars take place in Las Vegas.
Most successful traders can walk around in the casinos all weekend and
never place a bet.

While I am not an expert in gambling psychology, I know that experts
believe that compulsive gambling is often related to childhood experiences.
Such gamblers often come from families with a history of compulsive
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gambling or alcoholism. They may have had a very critical or rejecting
parent. Their gambling fever is an effort to make a big score that will show
that parent, and everyone else, that they are a worthy person.

A strong desire to gamble may come from being brought up to be highly
competitive. It may also come from parents who overvalued money in
relation to other values as a way to achieve happiness in life. Finally,
gambling may compensate for a substantial physical or developmental
problem during childhood.

If any of this strikes a responsive chord, you should consider whether you
are treating your trading as a giant gambling casino. If you are, don’t be
surprised if you don’t make any money at it.

Assuming you have overcome the hurdles to creating a tested, written
trading plan and you are not a gambler, what are the other reasons you will
probably fail to follow your plan? At the risk of sounding trite, the two
likeliest culprits are fear and greed.

The fear I am talking about is the fear of losing. This is caused by excessive
risk aversion. Some of the best writing on the element of fear in trading is
in Mark Douglas's book, The Disciplined Trader (New York Institute of
Finance, 1990).

Another of my all-time favorite commodity trading quotes comes from
that book. Douglas says, “Most people like to think of themselves as risk
takers, but what they really want is a guaranteed outcome with some
momentary suspense to make them feel as if the outcome had been in doubt.
The momentary suspense adds the thrill factor necessary to keep our lives
from getting too boring.”

Most fear-based decisions come from the fear of losing money, although
there is also the element of not wanting to be wrong. Amateur traders equate
a losing trade with making a wrong (dumb) decision. Professionals under-
stand that even the best decisions often result in losses and that you must
divorce losing from ego. The real dumb decision is not following your plan
regardless of the trade’s result.

Fear can cause you to deviate from your trading plan in a number of ways.
You can pass a trade your plan signals because you are afraid it won’t work.
This could be because you have a contrary opinion on the likely future
direction of the market or because your system has just taken five losses in
a row and you are losing confidence in it generally.

Fear can cause you to ignore or override an exit your plan signals. You can
exit a trade before the plan tells you, or fail to exit when the plan dictates.
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Fear of loss can cause both types of mistakes. You may hold a losing trade
too long because you decide you cannot “afford” to take such a big loss as
you have already incurred. (This is nonsense because you have already
suffered the loss anyway, but it is the way many traders think.) You may exit
a losing trade before it reaches your stop because you are afraid of a bigger
loss than you currently have. You may exit a winning trade too soon because
you are afraid your profit will turn into a loss.

Everyone is afraid of losing. This is a natural human emotion that you can
never completely eliminate. The key is to keep it under control so it does not
make you abandon your winning plan. Those who can keep fear under
control are those who have the correct degree of risk aversion to trade
futures. You can learn to handle the fear involved in trading through
experience—the same way you learn to control other fears involved in life.
If you have such a low threshold of risk aversion that fear overcomes your
discipline, you will never be able to execute your plan consistently and you
should not trade at all.

Another easy error to make is taking a trade not signaled by your model.
The operative emotion here is greed, but the real culprit is that somehow you
have developed an opinion on a situation independent of your model. You
think there is a profit opportunity even though your rules tell you not to act.

It is simply a matter of ego when people think they are better than their
model. Read William Eckhardt’s chapter in The New Market Wizards by
Jack Schwager (HarperBusiness, 1992). He talks about his surprise at
finding out trading his system with judgment was not better than just trading
his system.

This does not mean you can never modify your trading plan. But don’t do
it because of an opinion on a market. Do it because testing shows your new
model is better than the old one.

Peter Brandt, author of Trading Commodity Futures with Classical
Chart Patterns (Advanced Trading Seminars, 1990), is very clear about the
distinction between opinions and positions. “Itis our role to have positions—
but not opinions,” he says. Likewise, never ask someone else for an opinion.
If you must ask, ask about their position.

Most experienced traders will say that the psychological aspects of trading
are much more important than entries and exits. However, it is difficult to
rearrange our psyches in complicated ways. So how are we to cultivate the
patience and discipline needed to follow our proven, tested trading plan?
One good way is to accept the reality that having opinions independent of
your plan is the most destructive thing you can do.
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Absent any opinions, you are free to follow your rules. That is the way to
be a successful trader.

That covers the key aspects of profitable trading. Now let me summarize
what you have learned.



CHAPTER 7

Summary and Conclusion

T he explosion in commodity trading literature and computer software
in the past 10 years has made commodity trading appear complex and
difficult. The truth is good trading is a ot less complicated than it appears.
You canreduce successful trading to four key principles: (1) Trade with
the trend, (2) cut losses short, (3) let profits run, and (4) manage risk. Any
successful trading approach will necessarily incorporate each of these
principles in some way.

Note that learning to predict the markets is not one of the principles. That
is the biggest mistake all new traders make. They conclude that the key to
success is predicting the markets. I have news for you. The markets are not
predictable. Luckily, contrary to outward appearances, you do not need to
predict the markets to make money trading. I have done extremely well in
each of the last five years and don’t have the faintest idea where the markets
are going tomorrow, next week, next month, or next year.

Mathematical analysis has shown that in most commodity markets, price
action is primarily random with a small trend component. It is the trend
component that allows a trader to achieve a long-term statistical edge that
translates into profits. In order to exploit the trend component, however, you
must trade with the trend.

Trend is only relevant in a particular time frame. To trade with the trend,
you must know what your time frame is. Then you must have a method of
identifying the trend in that time frame. One way to establish time frame is
by the length of the price chart you use. The possibilities are intraday, daily,
weekly, or monthly. Some traders combine two or more.
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An important variable in selecting your time frame is the level of risk you
want to assume. Generally speaking, the longer your time frame, the greater
will be the necessary level of risk on each trade.

Our experts had selected a number of different time frames and had many
different ways to identify the trend. Some examples are chart patterns,
mathematical indicators (such as Moving Averages, Stochastics, Momen-
tum, Directional Movement, RSI, etc.), seasonal charts, trendlines, Elliott
Wave patterns, and cycles. If there was one underlying theme in their
comments, it was that no matter what method you use, you should have a
very precise definition of when the trend is up, down, or sideways (indeter-
minate).

Strictly speaking, cutting losses short is an ingredient of managing risk. It
is so important to successful trading that I devoted a separate principle to it.
Every successful trader understands that the decision of how to cut losses if
atrade does not work out must be akey element of the trade selection process
for every trade.

Our experts had numerous ways of cutting losses short. They included
chart-based stops, indicator stops, entry method stops, volatility stops,
money management stops, margin-based stops, and account equity stops.
The method you choose will relate to your trading personality and the
method you use for entering trades.

The most difficult of the various trading decisions is when to exit a
profitable trade. Most aspiring traders spend almost all their time working
on entry methods. This is probably because they believe that near-perfect
entries can compensate for deficiencies in other areas. Since near-perfect
entries are possible only in hindsight, experienced traders come around to
the point where they place the least emphasis on entry.

The experts had as many different ways to let profits run as they did to cut
losses short. I separated them into the following categories: trailing stops,
profit targets, and reverse entry signals. The most popular was trailing stops.
The trailing-stop methods were based on indicators, volatility, chart patterns,
and dollar amounts. A few said letting profits run was not important to their
style of trading. Others used multiple methods.

Previous commodity trading literature usually refers to the topics I group
under risk management as “money management.” I think risk management
is a more precise description of these concepts.

There is great popular misunderstanding about the riskiness of futures
trading. The truth is that trading can be just as risky as you want to make it.
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While you can never control risk to the penny on each trade, you can easily
determine the general level of risk over a year’s time. The question is: Can
you control yourself?

The most important way to control risk is by using initial protective stops.
Other ways include choosing not to trade certain markets, not trading during
certain dangerous time periods, limiting the number of markets and con-
tracts traded at any one time, and trading a diversified portfolio of markets
and methods. Although all the experts agreed on the general importance of
risk management, they had differing opinions on the importance of each
specific category. How you employ the various potential risk management
alternatives will depend on your personality, trading method, and level of risk
aversion.

While there are different opinions as to the proper hierarchy of the four
principles, I believe there is one that is most crucial in a practical sense. In
an interview for Jake Bernstein’s book, Market Masters, when asked to
choose between having discipline or a good trading system, I suggested that
having the discipline to keep losses small was perhaps the most important
ingredient to trading success. I said, “If a trader could do only that, he or she
might stumble on enough winning trades to make some money.” Many others
have offered variations on the theme that if a trader can only control the
losses, the profits will take care of themselves.

I recently read the following advice to traders: “Success in trading
depends on two things: (1) Finding a method that matches your personal
trading style, and (2) sticking to the method. It really is that simple. Almost
any method will work, if it matches your personality and incorporates good
money management principles.”

This sounds good, but it is false. Nearly all methods suggested by the
conventional wisdom do not work.

The eminent Jack Schwager does emphasize the importance of the trading
style matching the personality. It is one of his principal conclusions about
how to become a successful trader. In both his Wizards books he comments
on how each Wizard found a trading style that matched his or her personal-
ity.

It is wrong to conclude from this, however, that any trading style that
matches your personality will work. Y ou must have both: a trading style that
works and one that matches your personality. The former is clearly more
important than the latter.

While accommodating your personality has a certain feel-good aspect that
atrader can use to justify whathe or she wants to do, I believe itis a significant
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cause of trading failure. The unfortunate truth is the odds are overwhelming
that the trading style that matches your personality will be a loser. How else
can you explain that upwards of 95 percent of people fail at commodity
trading?

The way to succeed is not to find a trading style that matches your
personality, but rather to find a trading style that works. The two are almost
always mutually exclusive. The methods that work are not those that make
sense, feel comfortable, and are easy to implement. If they were, a lot more
people would be successful.

If you want to make money at this rather than just have a good time, here
are the four things you should do: Develop a proven trading model. The
emphasis is on proven. That’s your trading plan. Raise enough capital to
trade it. Overcome your fear of losses. Finally, forget about having opinions
on the markets. Just follow your model. That seems very doable, doesn’t it?
It is the essence of successful futures trading.
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