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Editor, The Zweig Forecast

“It is difficult enough to develop a method that works. It then takes experi-
ence to believe what your method is telling you. But the toughest task of all is
turning analysis into money. If you don’t believe it, try it. These guys have it
all: a method, the conviction and the discipline to act decisively time after time,
regardless of distractions and pressures. They are heroes of Wall Street, and Jack
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Editor, The Elliott Wave Theorist
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You've got to learn how to fall, before you learn to fly.
—Paul Simon

One man’s ceiling is another man’s floor.
—Paul Simon

If I wanted to become a tramp, I would seek information and advice
from the most successtul tramp I could find. If I wanted to become a
failure, I would seek advice from men who had never succeeded. If 1
wanted to succeed in all things, I would look around me for those who
are succeeding and do as they have done.
—Joseph Marshall Wade,
as quoted in Treasury of Wall Street Wisdom,
edited by Harry D. Schultz and Samson Coslow
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Preface to the
Paperback Edition

he most basic investment question is: Can the markets be beat?
The efficient market hypothesis provides an unambiguous
answer: No, unless you count those who are lucky.

The efficient market hypothesis, a theory explaining how market
prices are determined and the implications of the process, has been the
foundation of much of the academic research on markets and investing
during the past half century. The theory underlies virtually every impor-
tant aspect of investing, including risk measurement, portfolio optimiza-
tion, index investing, and option pricing. The efficient market hypothesis
can be summarized as follows:

* Prices of traded assets already reflect all known information.
* Asset prices instantly change to reflect new information.
e Therefore,
* Market prices are perfect.
It is impossible to consistently outperform the market by using
any information that the market already knows.

1X
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The efficient market hypothesis comes in three basic flavors:

1. Weak efficiency. This form of the efficient market hypothesis states
that past market price data cannot be used to beat the market.
Translation: Technical analysis is a waste of time.

2. Semi-strong efficiency (presumably named by a politician). This form
of the efficient market hypothesis contends that you can’t beat
the market using any publicly available information. Translation:
Fundamental analysis is also a waste of time.

3. Strong efficiency. This form of efficient market hypothesis argues that
even private information can’t be used to beat the market. Translation:
The enforcement of insider trading rules is a waste of time.

Corollary: The readers of this book are delusional.

The efficient market hypothesis assumes the markets can’t be beat
because everyone has the same information. This reasoning is concep-
tually flawed. Even if everyone had all the same information, there’s no
reason to assume they would reach the same decision as to the appropri-
ate price of a market or security. For example, in a chess tournament, all
the players know the same rules and have access to the same chess books
and records of past games by world champions, yet only a small minority
excel. There is no reason to assume that all the players will use the same
information with equal effectiveness. Why should the markets, which in
a sense represent an even more complex game than chess (there are more
variables and the rules are always changing) be any different?

In a chess tournament, a few highly skilled players will win most
of the games by exploiting the mistakes of weaker players. Much like
chess, it seems only reasonable to expect a few highly skilled market
participants to interpret the same information—the current position
of the market chessboard, so to speak—differently from the majority,
and reach variant conclusions about the probable market direction. In
this conceptual framework, mistakes by a majority of less skilled market
participants can drive prices to incorrect levels (i.e., prices out of line
with the unknown equilibrium level), creating opportunities for more
skilled traders.

Efficient market hypothesis proponents are absolutely correct in
contending that markets are very difficult to beat, but they are right
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for the wrong reason. The difficulty in gaining an edge in the markets
is not because prices instantaneously discount all known information
(although they sometimes do), but rather because the impact of emotion
on prices varies greatly and is nearly impossible to gauge. Sometimes
emotions will cause prices to wildly overshoot any reasonable defi-
nition of fair value—we call these periods market bubbles. At other
times, emotions will cause prices to plunge far below any reasonable
definition of fair value—we call these periods market panics. Finally, in
perhaps the majority of the time, emotions will exert a limited distor-
tional impact on prices—market environments in which the efficient
market hypothesis provides a reasonable approximation. So either mar-
ket prices are not significantly out of line with fair valuations (muted
influence of emotions on price) or we are faced with the difficult task
of determining how far the price deviation may extend.

Although it is often possible to identify when the market is in a
euphoric or panic state, it is the difficulty in assessing how far bubbles
and panics will carry that makes it so hard to beat the market. One
can be absolutely correct in assessing a fair value for a market, but
lose heavily by taking a position too early. For example, consider a
trader who in late 1999 decided the upward acceleration in technol-
ogy stocks was overdone and went short the NASDAQ index as it hit
the 3,000 mark. Although this assessment would have been absolutely
correct in terms of where the market traded in the decade begin-
ning the year after the bubble burst (1,100 to 2,900 range), our astute
trader would likely have gone broke as the market soared an additional
68 percent before peaking at 5,048 in March 2000. The trader’s market
call would have been fundamentally correct and only four months off
in picking the top of a 10-year-plus bull market, yet the trade would
still have been a disaster. There is certainly no need to resort to the
assumption of market perfection to explain why winning in the mar-
kets 1s difficult.

The acknowledgment that emotions can exert a strong, and even
dominant, influence on price has critical implications. According
to this view of market behavior, markets will still be difficult to beat
(because of the variability and unpredictability of emotions as a market
factor) but, importantly, not impossible to beat. In fact, the impact of
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emotions causing prices to move far out of line with true valuations
will itself create investing and trading opportunities.

Supporters of the efficient market hypothesis are reluctant to give up
the theory, despite mounting contradictory evidence, because it provides
the foundation for a broad range of critical financial applications, includ-
ing risk assessment, optimal portfolio allocation, and option pricing. The
unfortunate fact, however, is that these applications can lead to erroneous
conclusions because the underlying assumptions are incorrect. Moreover,
the errors will be most extreme in those periods when the cost of errors
will be most severe (i.e., market bubbles and panics). In some sense, effi-
cient market hypothesis proponents are like the proverbial man looking
for dropped car keys in the parking lot under the lamppost because that
is where the light is.

The flaws of the efficient market hypothesis are both serious and
numerous:

* If true, the impossible has happened—and many times. To cite only
one example, on October 19, 1987, S&P futures fell by an astound-
ing 29 percent! If the efficient market hypothesis were correct, the
probability of such an event occurring would be 107'%—a probabil-
ity that is so impossibly remote that it is roughly equivalent to the
odds of randomly picking a specific atom in the universe and then
randomly picking the same atom in a second trial. (This calculation
is based on the estimate of 10* atoms in the universe. Source: www.
wolframalpha.com.)

* Some market participants (including some in this book) have
achieved track records that would be a statistical impossibility if the
efficient market hypothesis were true.

* The assumed mechanism for prices adjusting to correct levels is
based on a flawed premise, since the price impact of informed trad-
ers can be outweighed temporarily by the actions of less knowl-
edgeable traders or by the activity of hedgers and governments,
which are motivated by factors other than profit.

* Market prices completely out of line with any plausible valuations
are a common occurrence.

* Price moves often occur well after the fundamental news is well
known.
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* Everyone having the same information does not imply that every-
one will use information with equal efficiency.

* The efficient market hypothesis fails to incorporate the impact of
human emotions on prices, thereby leaving out a key market price
influence that throughout history has at times (e.g., market bubbles
and crashes) dominated the influence of fundamental factors.

The bad news is: The efficient market hypothesis would preclude
the possibility of beating the market other than by chance. The good
news is: The efficient market hypothesis appears to be deeply flawed on
both theoretical and empirical grounds. So to answer the question at
the start of this section, yes, the markets can be beat, although doing so
is very difficult.

I am frequently asked whether becoming a Market Wizard is a mat-
ter of innate talent or hard work. My standard answer is to use a run-
ning analogy. As intimidating as the task may seem to those physically
unconditioned, most people can run a marathon given sufficient training
and dedication. But only the small minority born with the right physi-
cal characteristics will ever be able to run a 2:15 (men) or 2:30 (women)
time, regardless of how hard they work. The analogy for trading is that,
similar to running a marathon, proficiency is achievable with hard work,
but performing at an elite level requires some degree of innate talent.
The level of trading success attained by many of the Market Wizards is
possible only because they have some innate skill, or some inner radar,
that gives them a better-than-even probability of sensing what markets
will do. I don’t care how devoted someone is to trading or how many
hours they are willing to watch trading screens; the reality is that this
type of skill will be out of reach for most people.
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There are some amazing stories here:

A trader who, after wiping out several times early in his career,
turned a $30,000 account into $80 million

A fund manager who achieved what many thought impossible—
five consecutive years of triple-digit percentage returns

A trader from small-town America who started out on a shoestring
and has become one of the world’s largest bond traders

A former securities analyst who, during the past seven years, has
realized an average monthly return of 25 percent (over 1,400 percent
annualized), primarily trading stock index futures

An electrical engineering graduate from MIT whose largely com-
puterized approach to trading has earned his accounts an astound-
ing 250,000 percent return over a sixteen-year period

These are but a sampling of the interviews contained in this book.

In his own way, each of the traders interviewed has achieved incredible

success.

What sets these traders apart? Most people think that winning

in the markets has something to do with finding the secret formula.

XV
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The truth is that any common denominator among the traders I inter-
viewed had more to do with attitude than approach. Some of the trad-
ers use fundamental analysis exclusively, others employ only technical
analysis, and still others combine the two. Some traders operate on a
time horizon measured in hours or even minutes, while others typi-
cally implement positions that they intend to hold for months or even
years. Although the trading methodologies varied widely, the forth-
coming interviews reveal certain important commonalities in trading
attitudes and principles.

Trading provides one of the last great frontiers of opportunity in
our economy. It is one of the very few ways in which an individual can
start with a relatively small bankroll and actually become a multimil-
lionaire. Of course, only a handful of individuals (such as those inter-
viewed here) succeed in turning this feat, but at least the opportunity
exists.

While I hardly expect all readers of this book to transform them-
selves into super-traders—the world just doesn’t work that way—
I believe that these thought-provoking interviews will help most seri-
ous and open-minded readers improve their personal trading perfor-
mance. It may even help a select few become super-traders.

Jack D. Schwager
Goldens Bridge, NY
May 1989
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Prologue

T he name of the book was The Big Board. . . . It was about an
Earth-ling man and woman who were kidnapped by extrater-
restrials. They were put on display in a zoo on a planet called
Zircon-212.

These fictitious people in the zoo had a big board supposedly
showing stock market quotations and commodity prices along one wall
of their habitat, and a news ticker, and a telephone that was supposedly
connected to a brokerage on Earth. The creatures on Zircon-212 told
their captives that they had invested a million dollars for them back on
Earth, and that it was up to the captives to manage it so that they would
be fabulously wealthy when they were returned to Earth.

The telephone and the big board and the ticker were all fakes, of
course. They were simply stimulants to make the Earthlings perform
vividly for the crowds at the zoo—to make them jump up and down
and cheer, or gloat, or sulk, or tear their hair, to be scared shitless or to
feel as contented as babies in their mothers’ arms.

The Earthlings did very well on paper. That was part of the rig-
ging, of course. And religion got mixed up in it, too. The news ticker
reminded them that the President of the United States had declared

X1X
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National Prayer Week, and that everybody should pray. The Earthlings
had had a bad week on the market before that. They had lost a small
fortune in olive oil futures. So they gave praying a whirl. It worked.
Olive oil went up.

—KurtVonnegut Jr.
Slaughterhouse Five

If the random walk theorists are correct, then Earthbound traders are
suffering from the same delusions as the zoo inhabitants of Kilgore
Trout’s novel. (Kilgore Trout is the ubiquitous science fiction writer in
Kurt Vonnegut’s novels.) Whereas the prisoners on Zircon-212 thought
their decisions were being based on actual price quotes—they were
not—real-life traders believe they can beat the market by their acumen
or skill. If markets are truly efficient and random in every time span,
then these traders are attributing their success or failure to their own
skills or shortcomings, when in reality it is all a matter of luck.

After interviewing the traders for this book, it is hard to believe this
view of the world. One comes away with a strong belief that it is highly
unlikely that some traders can win with such consistency over vast num-
bers of trades and many years. Of course, given enough traders, some
will come out ahead even after a long period of time, simply as a con-
sequence of the laws of probability. I leave it for the mathematicians to
determine the odds of traders winning by the magnitude and duration
that those interviewed here have. Incidentally, the traders themselves
have not a glimmer of doubt that, over the long run, the question of
who wins and who loses is determined by skill, not luck. I, too, share this
conviction.



My Own Story

ight out of graduate school, I landed a job as a commodity
research analyst. I was pleasantly surprised to find that my
economic and statistical analysis correctly predicted a number
of major commodity price moves. It was not long thereafter that the
thought of trading came to mind.The only problem was that my depart-
ment generally did not permit analysts to trade. I discussed my frustration
over this situation with Michael Marcus (first interview), with whom I
became friends while interviewing for the research position he was
vacating. Michael said, “You know, I had the same problem when I
worked there. You should do what I did—open an account at another
firm.” He introduced me to a broker at his new firm, who was willing to
open the account.
At the time, I was earning less than the department secretary, so
I didn’t exactly have much risk capital. I had my brother open a $2,000
account for which I acted as an advisor. Since the account had to be kept
secret, I could not call in any orders from my desk. Every time I wanted
to initiate or liquidate a position, I had to take the elevator to the build-
ing’s basement to use the public phone. (Marcus’ solution to the same
problem is discussed in his interview.) The worst part of the situation was

Xx1
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not merely the delays in order entry, which were often nerve-wracking,
but the fact that I had to be very circumspect about the number of times
I left my desk. Sometimes, I would decide to delay an order until the fol-
lowing morning in order to avoid creating any suspicion.

I don’t remember any specifics about my first few trades. All I recall
is that, on balance, I did only a little better than break even after paying
commissions. Then came the first trade that made a lasting impression. I
had done a very detailed analysis of the cotton market throughout the
entire post-World War II period. I discovered that because of a variety
of government support programs, only two seasons since 1953 could
truly be termed free markets [markets in which prices were determined
by supply and demand rather than the prevailing government pro-
gram]|. I correctly concluded that only these two seasons could be used
in forecasting prices. Unfortunately, I failed to reach the more signifi-
cant conclusion that existing data were insufficient to permit a mean-
ingful market analysis. Based on a comparison with these two seasons,
I inferred that cotton prices, which were then trading at 25 cents per
pound, would move higher, but peak around 32-33 cents.

The initial part of the forecast proved correct as cotton prices
edged higher over a period of months. Then the advance accelerated
and cotton jumped from 28 to 31 cents in a single week. This latest
rally was attributed to some news I considered rather unimportant.
“Close enough to my projected top,” I thought, and I decided to go
short. Thereafter, the market moved slightly higher and then quickly
broke back to the 29-cent level. This seemed perfectly natural to me,
as I expected markets to conform to my analysis. My profits and ela-
tion were short-lived, however, as cotton prices soon rebounded to new
highs and then moved unrelentingly higher: 32 cents, 33 cents, 34 cents,
35 cents. Finally, with my account equity wiped out, I was forced to
liquidate the position. Not having much money in those days may have
been one of my luckiest breaks, since cotton eventually soared to an
incredible level of 99 cents—more than double the century’s previous
high price!

That trade knocked me out of the box for a while. Over the next
few years, I again tried my hand at trading a couple of times. In each
instance, I started with not much more than $2,000 and eventually
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wiped out because of a single large loss. My only consolation was that
the amounts I lost were relatively small.

Two things finally broke this pattern of failure. First, I met Steve
Chronowitz. At the time, I was the commodity research director at
Homblower & Weeks, and I hired Steve to fill a slot as the department’s
precious metals analyst. Steve and I shared the same office, and we quickly
became good friends. In contrast to myself, a pure fundamental analyst,
Steve’s approach to the markets was strictly technical. (The fundamental
analyst uses economic data to forecast prices, while the technical analyst
employs internal market data—such as price, volume, and sentiment—to
project prices.)

Until that time, I had viewed technical analysis with great skep-
ticism. I tended to doubt that anything as simple as chart reading
could be of any value. Working closely with Steve, however, I began
to notice that his market calls were often right. Eventually, I became
convinced that my initial assessment of technical analysis was wrong.
I realized that, at least for myself, fundamental analysis alone was insuf-
ficient for successful trading; I also needed to incorporate technical
analysis for the timing of trades.

The second key element that finally put me into the winner’s
column was the realization that risk control was absolutely essential
to successful trading. I decided that I would never again allow myself to
lose everything on a single trade—mno matter how convinced I was of
my market view.

Ironically, the trade that I consider my turning point and one of
my best trades ever was actually a loss. At the time, the Deutsche mark
had carved out a lengthy trading range following an extended decline.
Based on my market analysis, I believed that the Deutsche mark was
forming an important price base. I went long within the consolida-
tion, simultaneously placing a good-till-cancelled stop order just below
the recent low. I reasoned that if I was right, the market should not
fall to new lows. Several days later, the market started falling and I was
stopped out of my position at a small loss. The great thing was that
after I was stopped out, the market plummeted like a stone. In the past,
this type of trade would have wiped me out; instead, I suffered only a
minor loss.
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Not long thereafter, I became bullish on the Japanese yen, which
had formed a technically bullish consolidation, providing a meaningful
close point to place a protective stop. While I normally implemented
only a one-contract position, the fact that I felt reasonably able
to define my risk at only 15 ticks per contract—today, I find it hard
to believe that I was able to get away with that close a stop—allowed
me to put on a three-contract position. The market never looked back.
Although 1 ended up getting out of that position far too early, I held
one of the contracts long enough to triple my small account size. That
was the start of my success at trading. Over the next few years, the syn-
thesis of technical and fundamental analysis combined with risk control
allowed me to build my small stake into well over $100,000.

Then the streak ended. I found myself trading more impulsively, fail-
ing to follow the rules I had learned. In retrospect, I believe I had just
become too cocky. In particular, I remember a losing trade in soybeans.
Instead of taking my loss when the market moved against me, I was so
convinced that the decline was a reaction in a bull market that I sub-
stantially increased my position. The mistake was compounded by taking
this action in front of an important government crop report. The report
came out bearish, and my equity took a dramatic decline. In a matter of
days, I had surrendered over one-quarter of my cumulative profits.

After cashing in my chips to buy a house and later taking a year-
long sabbatical to write a book,” my savings were sufficiently depleted to
defer my reentry into trading for nearly five years. When I began trading
again, typical to my usual custom, I started with a small amount: $8,000.
Most of this money was lost over the course of a year. I added another
$8,000 to the account and, after some further moderate setbacks, even-
tually scored a few big winning trades. Within about two years, [ had
once again built my trading account up to over $100,000. I subse-
quently stalled out, and during the past year, my account equity has
fluctuated below this peak.

Although, objectively, my trading has been successtul, on an emo-
tional level, I often view it with a sense of failure. Basically, I feel that

*Jack D. Schwager, A Complete Guide to the Futures Markets (John Wiley & Sons, New York,
NY, 1984).
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given my market knowledge and experience, I should have done bet-
ter. “Why,” I ask myself, “have I been able to multiply a sub-$10,000
account more than tenfold on two occasions, yet unable to expand the
equity much beyond that level, let alone by any multiples?”

A desire to find the answers was one of my motivations for writ-
ing this book. I wanted to ask those traders who had already succeeded:
What are the key elements to your success? What approach do you use
in the markets? What trading rules do you adhere to? What were your
own early trading experiences? What advice would you give to other
traders?

While, on one level, my search for answers was a personal quest
to help surpass my own barriers, in a broader sense, I saw myself as
Everyman, asking the questions I thought others would ask if given the

opportunity.






