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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 successful tramp I could find. If I
wanted to become a failure, I would seek advice from men
who had never succeeded. If I 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 A Treasury of Wall Street Wisdom
edited by Harry D. Schultz and Samson Coslow)
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Preface

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 impossi-
ble—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

e 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
computerized approach to trading has earned his accounts an
astounding 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. The
truth is that any common denominator among the traders I interviewed
had more to do with attitude than approach. Some of the traders use
fundamental analysis exclusively, others employ only technical analy-
sis, and still others combine the two. Some traders operate on a time
horizon measured in hours or even minutes, while others typically

xi



xii Preface

implement positions that they intend to hold for months or even years.
Although the trading methodologies varied widely, the forthcoming
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 serious
and open-minded readers improve their personal trading performance.
It may even help a select few become super-traders.

Jack D. Schwager
Goldens Bridge, NY
May 1989
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Prologue

The name of the book was The Big Board. . . . It was about an
Earthling 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 suppos-
edly showing stock market quotations and commodity prices
along one wall of their habitat, and a news ticker, and a tele-
phone 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
rigging, of course. And religion got mixed up in it, too. The news
ticker reminded them that the President of the United States had
declared 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.

—Kaurt Vonnegut

Jr.

Slaughterhouse Five
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XUl Prologue

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 numbers of trades and many years. Of course, given enough trad-
ers, some will come out ahead even after a long period of time, simply
as a consequence of the laws of probability. I leave it for the math-
ematicians 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

Right out of graduate school, I landed a job as a commodity research
analyst. I was pleasantly surprised to find that my economic and sta-
tistical 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 department 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 building’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 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 following morning in order to avoid creat-
ing 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 last-
ing impression. I had done a very detailed analysis of the cotton market
throughout the entire post—World War II period. I discovered that
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Xviii My Own Story

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 gov-
ernment program]. I correctly concluded that only these two seasons
could be used in forecasting prices. Unfortunately, I failed to reach the
more significant conclusion that existing data were insufficient to per-
mit a meaningful market analysis. Based on a comparison with these
two seasons, | 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 cen-
tury’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
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
Hornblower & Weeks, and I hired Steve to fill a slot as the depart-
ment’s precious metals analyst. Steve and I shared the same office, and
we quickly became good friends. In contrast to myself, a pure funda-
mental 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, vol-
ume, and sentiment—to project prices.)
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Until that time, I had viewed technical analysis with great skepti-
cism. 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 con-
vinced 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 col-
umn 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—no 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 consolidation, simultane-
ously 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 [ 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.

Not long thereafter, I became bullish on the Japanese yen, which
had formed a technically bullish consolidation, providing a meaning-
ful close point to place a protective stop. While I normally imple-
mented 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 I 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
synthesis 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,
failing to follow the rules I had learned. In retrospect, I believe I had just
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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 substan-
tially 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
yearlong 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 fur-
ther moderate setbacks, eventually scored a few big winning trades.
Within about two years, I had once again built my trading account up
to over $100,000. I subsequently stalled out, and during the past year,
my account equity has fluctuated below this peak.

Although, objectively, my trading has been successful, on an
emotional level, I often view it with a sense of failure. Basically, I
feel that given my market knowledge and experience, I should have
done better. “Why,” 1 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
writing this book. I wanted to ask those traders who had already suc-
ceeded: 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.

*Jack D. Schwager, A Complete Guide to the Futures Markets (John Wiley &
Sons, New York, NY, 1984).
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Taking the Mystery
Out of Futures

Of all the markets discussed in this book, the futures market is prob-
ably the one least understood by most investors. It is also one of the
fastest growing. Trading volume in futures has expanded more than
twentyfold during the past twenty years. In 1988, the dollar value
of all futures contracts traded in the U.S. exceeded $10 trillion!”
Obviously, there is a lot more than pork belly trading involved here.
Today’s futures markets encompass all of the world’s major mar-
ket groups: interest rates (e.g., T-bonds), stock indexes (e.g., the S&P
500), currencies (e.g., Japanese yen), precious metals (e.g., gold), energy
(e.g., crude oil), and agricultural commodities (e.g., corn). Although
the futures markets had their origins in agricultural commodities, this
sector now accounts for only about one-fifth of total futures trading.
During the past decade, the introduction and spectacular growth of
many new contracts has resulted in the financial-type markets (cur-
rencies, interest rate instruments, and stock indexes) accounting

*This is a rough but conservative estimate based on 246 million contracts traded
and assuming an average contract value well over $40,000. (Excluding short-term inter-
est rate futures, such as Eurodollars, single contract values ranged from about $11,000
for sugar at 10¢/Ib. to $150,000 for the S&P 500 at an index value of 300.)
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for approximately 60 percent of all futures trading. (Energy and
metal markets account for nearly half of the remaining 40 percent.)
Thus, while the term commodities is often used to refer to the futures
markets, it has increasingly become a misnomer. Many of the most
actively traded futures markets, such as those in the financial instru-
ments, are not truly commodities, while many commodity markets
have no corresponding futures markets.

The essence of a futures market is in its name: Trading involves
a standardized contract for a commodity, such as gold, or a financial
instrument, such as T-bonds, for a future delivery date, as opposed to
the present time. For example, if an automobile manufacturer needs
copper for current operations, it will buy its materials directly from a
producer. If, however, the same manufacturer was concerned that cop-
per prices would be much higher in six months, it could approximately
lock in its costs at that time by buying copper futures now. (This offset
of future price risk is called a hedge.) If copper prices climbed during
the interim, the profit on the futures hedge would approximately off-
set the higher cost of copper at the time of actual purchase. Of course,
if copper prices declined instead, the futures hedge would result in a
loss, but the manufacturer would end up buying its copper at lower
levels than it was willing to lock in.

While hedgers, such as the above automobile manufacturer, par-
ticipate in futures markets to reduce the risk of an adverse price move,
traders participate in an effort to profit from anticipated price changes.
In fact, many traders will prefer the futures markets over their cash
counterparts as trading vehicles for a variety of reasons:

1. Standardized contracts—Futures contracts are standardized (in terms
of quantity and quality); thus, the trader does not have to find a spe-
cific buyer or seller in order to initiate or liquidate a position.

2. Liquidity—All of the major futures markets provide excellent liquidity.

3. Ease of going short—The futures markets allow equal ease of
going short as well as long. For example, the short seller in the
stock market (who is actually borrowing stock to sell) must wait for
an uptick before initiating a position; no such restriction exists in
the futures markets.

4. Leverage—The futures markets offer tremendous leverage.
Roughly speaking, initial margin requirements are usually equal to
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5 to 10 percent of the contract value. (The use of the term mar-
gin in the futures market is unfortunate because it leads to tre-
mendous confusion with the concept of margins in stocks. In the
futures markets, margins do not imply partial payments, since no
actual physical transaction occurs until the expiration date; rather,
margins are basically good-faith deposits.) Although high leverage
is one of the attributes of futures markets for traders, it should be
emphasized that leverage is a two-edged sword. The undisciplined
use of leverage is the single most important reason why most trad-
ers lose money in the futures markets. In general, futures prices are
no more volatile than the underlying cash prices or, for that matter,
many stocks. The high-risk reputation of futures is largely a conse-
quence of the leverage factor.

5. Low transaction costs—Futures markets provide very low transaction
costs. For example, it is far less expensive for a stock portfolio man-
ager to reduce market exposure by selling the equivalent dollar amount
of stock index futures contracts than by selling individual stocks.

6. Ease of offset—A futures position can be offset at any time dur-
ing market hours, providing prices are not locked at limit-up or
limit-down. (Some futures markets specify daily maximum price
changes. In cases in which free market forces would normally seek
an equilibrium price outside the range of boundaries implied by
price limits, the market will simply move to the limit and virtually
cease to trade.)

7. Guaranteed by exchange—The futures trader does not have to be
concerned about the financial stability of the person on the other
side of the trade. All futures transactions are guaranteed by the
clearinghouse of the exchange.

Since by their very structure, futures are closely tied to their under-
lying markets (the activity of arbitrageurs assures that deviations are rel-
atively minor and short lived), price moves in futures will very closely
parallel those in the corresponding cash markets. Keeping in mind
that the majority of futures trading activity is concentrated in financial
instruments, many futures traders are, in reality, traders in stocks, bonds,
and currencies. In this context, the comments of futures traders inter-
viewed in the following chapters have direct relevance even to investors
who have never ventured beyond stocks and bonds.






The Interbank Currency
Market Defined

The interbank currency market is a twenty-four-hour market which lit-
erally follows the sun around the world, moving from banking centers
in the U.S. to Australia, to the Far East, to Europe, and finally back to
the U.S. The market exists to fill the need of companies to hedge
exchange risk in a world of rapidly fluctuating currency values. For
example, if a Japanese electronics manufacturer negotiates an export
sale of stereo equipment to the U.S. with payment in dollars to be
received six months hence, that manufacturer is vulnerable to a depre-
ciation of the dollar versus the yen during the interim. If the manu-
facturer wants to assure a fixed price in the local currency (yen) in
order to lock in a profit, he can hedge himself by selling the equivalent
amount of U.S. dollars in the interbank market for the anticipated date
of payment. The banks will quote the manufacturer an exchange rate
for the precise amount required, for the specific future date.

Speculators trade in the interbank currency market in an effort to
profit from their expectations regarding shifts in exchange rates. For
example, a speculator who anticipated a decline in the British pound
against the dollar would simply sell forward British pounds. (All
transactions in the interbank market are denominated in U.S. dollars.)
A speculator who expected the British pound to decline versus the
Japanese yen would buy a specific dollar amount of Japanese yen and
sell an equivalent dollar amount of British pounds.






