PREFACE

We live in an age that is dominated by the “I know what | want and |
want it now” attitude. It is a time of fast food and quick fixes. A time
of self before everything and Me! Me! Me! A rat race of the lowest
kind. Keeping up has never seemed more important-a mentality of
getting rich quick at any cost.

This attitude is also why many people are getting involved with
the commodity and futures industry. Trading can be a powerful en-
deavor. On the other hand, it can also be financially crippling. Trad-
ing is a game of risk versus reward. It is also a game that is not
forgiving of players who come in without learning the rules. For
those with the “get rich quick” or “gotta have it now” mentality, fail-
ure is all but certain.

The failure rate of those who attempt to trade in the leveraged
markets arena is somewhere around 90 percent. As far as | can tell,
this means that 90 percent of those who begin trading stop showing
a net loss. | have also been told that at any given time 90 percent of
the open accounts show losses while only 10 percent of the accounts
show profits. These statistics illustrate that getting rich quick in
these markets is highly improbable. To make serious money in this
environment, traders must manage their money. Unless sheer luck
intervenes, no one will make a fortune in leveraged markets with-
out proper money management strategy. This is the basis of this
book.

RYyAN JoNES

Colorado Springs, Colorado
March 1999




ACKNOWLEDGMENTS

Many people have helped me gain the knowledge to write about money
management on leveraged instruments. The information in this book
is based primarily on experience-from experience, then came re-
search. From my research | developed the methods described here.
Therefore, 1 want to acknowledge first those who made the experi-
ences possible.

When | was 16 years old, | entered a national stock-trading con-
test with my high school economics class and became very interested
in the markets. My first mentor was Mike Benzin, a member of the
same church | attended. He was an analyst with Smith Barney and
offered to help me. He took the time to begin to teach a high school
kid about the markets and how they worked. He opened his office
doors to me anytime (sometimes daily) and put up with my constant
inquiries and inconvenient presence. Without Mike, | would have
never gotten started in the markets.

I was married, had two children, and was putting myself
through college when Fred Stoops hired me at the law firm of
Richardson, Stoops & Keating in Tulsa, Oklahoma. My year and a
half at the firm was another crucial time period during my training.
Fred did more than just provide a paycheck, much more. A simple ac-
knowledgment cannot describe Fred's profound influence on my
trading career or my life in general. I am greatly in debt to him for
what he has given me. In that same law firm, Chuck Richardson be-
came a good friend and showed a great deal of trust in my trading
abilities. Chuck and | were in some trades together. Through one se-
ries of those trades came the experience that drove me to research

xi




Xii ACKNOWLEDGMENTS

money management in trading. Chuck certainly deserves some credit
for this book.

I left the law firm to become a broker in south Florida, but quit
after only three months when | realized that being a broker was not
for me. My plan all along had been to learn the industry for two
years and launch my own business. Needless to say, | wasn't ready
to start my own business after three months. So, | decided to try
trading for a living. After about six months, | found out | wasn't
ready for that either.

However, as | put my business plan together, Willard Keeran
showed a great deal of faith in my abilities and completely funded the
start-up of Rumery & Lehman, Inc. Not only did he and his family
completely fund the business, they did so without any strings at-
tached. | had the freedom to take the business in whatever direction
I saw fit without even a hint or question from Willard. If anyone has
shown complete trust and faith that this venture would become a suc-
cessful one, it is Willard-the single most influential person (except
for my wife) in making this book, my trading, and my business a re-
ality. Thank you, Willard, for your trust, confidence, and more im-
portantly, your prayers.

Among the many others who belong in this acknowledgment are
our four daughters, Autumn Faith, Summer Hope, Winter Love, and
Spring Grace and our son, Christian Everett, whose free spirits have
been an encouragement to me. My former partner, Darren Peeples,
who put up with the worst of me, has been a true friend. Monte Veal
is a friend who would gladly give up his life for me and | for him. He is
a steadfast friend and brother. My father-in-law, Thomas Gamwell,
helped me put together some of the formulas contained in this book.
Thanks to my parents, George and Pat Jones, who raised me and
showed me how to earn my living with hard work. And, last but cer-
tainly not least, Larry Williams has given his friendship and his sup-
port of many of the methods contained in this book. In addition, I
have benefited from his massive research.

This list could go on for a long time. | want to thank everyone who
has contributed to this undertaking. I could not have done it alone.

R. J.

CONTENTS

Chapter 1
Why? What? Where? When? Who? How?

Chapter 2
Why (Proper) Money Management? 10

Chapter 3
Types of Money Management 18

Chapter 4
Practical Facts 29

Chapter 5
Fixed Fractional Trading 36

Chapter 6
Fixed Ratio Trading 80

Chapter 7
Rate of Decrease 98

Chapter 8
Portfolios 118

Chapter 9
Market Weighting 136

xili

1




xiv CONTENTS

Chapterl0
Market Weighting through Money Management,
Not before It 142

Chapter 11
Other Profit Protecting Measures 148

Chapter 12
Risk of Ruin 172

Chapter 13
The System 177

Chapterl4
Optimization 191

Chapter 15
Commodity Trading Advisors (CTAs)
and Money Management 209

Chapter 16
Money Management Marriage 214

Chapter 17
Putting It All Together 222

Index 233

THE TRADING
GAME




1

WHY? WHAT? WHERE?
WHEN? WHO? HOW?

Before deciding to read a book about playing a numbers game (other-
wise known as money management), most people have to be convinced
that the information is important enough to be worth their time and
effort. After they accept that the reasons are compelling, they must
understand what money management is and how this differs from
what most traders believe money management is. The next logical
question is where to apply money management principles. Are cer-
tain markets or methods unsuitable for money management? Do
some work better than others do? The trader who knows why it is im-
portant, what it is, and where it needs to be applied, next asks, when
do I start applying it? Now? Later? After there is a certain amount of
profits? After the account enters into a losing time period?

Who should apply money management principles? Isn't money
management for large accounts? Aren't money managers the only ones
who can really use money management principles? Is it just for a cer-
tain type of trader? Are stock traders included? Finally, how to apply
money management rounds off the basic questions traders most fre-
quently ask about this subject. This chapter answers many of these
questions generally; the rest of the book provides the specifics. Fasten
your seatbelts, you are about to enter the money management zone!

WHY?

Why in the world do | want to persuade sane, intelligent readers to
willingly spend a few hours learning about a subject that is believed
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to rival accounting in boredom? Why? Because money management is
misunderstood-it is far from boring; it truly is exciting. No other
knowledge in the whole realm of trading or investing can ignite an
account faster than money management. Look at the following num-
bers and judge for yourself.

A common goal among many traders is to achieve $1 million in
trading profits in their lifetime. It is a dream that most traders do
not expect to actualize in less than 20 years (unless they are begin-
ners, who think they can reach $1 million in trading profits in a lit-
tle over an hour). However, the following numbers are what you need
to achieve $1 million in profits with the help of the money manage-
ment techniques in this book. These numbers are based on a conser-
vative money management approach (as opposed to aggressive).

To reach $1 million in profits using a conservative Fixed-
Ratio money management approach, you need $100,000 in
profits based on trading a single unit, contract, or option.

That's right, you don't need $1 million to achieve $1 million. You
only need to build profits that total $100,000 based on trading a set
number of stocks or a single unit, contract, or option. What this
means is that a person who trades a single contract, option, or set
number of shares of stock and makes $100,000 at the end of five
years, instead could make $1 million by implementing proper money
management or increasing the risk on each trade. We can break this
down into a five-year achievement goal:

1. $100,000 in profits during the next five years.

2. $20,000 profits per year for the next five years.

3. $1,667 profits per month for the next 60 months.

4. $384 profits per week for the next 260 weeks

5. $75 per day on average for the next 1,320 trading days.

This amounts to 3 ticks per day in the Standard & Poor's (S&P)
Index, or less than 3 ticks per day in bonds, or $% in stock trading
100 lots per day, or 6 ticks per day in a currency market, or 2 ticks
per day in the coffee market. You get the picture.
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For those who trade a basket of currency markets such as Swiss
franc, Deutsche mark, Japanese yen, British pound (SF, DM, JY, BP):

1. $20,000 per year in profits for five years.

2. $5,000 per market per year for the next five years.
3. $416 per market per month for the next 60 months,
4. $96 per market per week for the next 260 weeks.

This comes to a little over 1.5 ticks per day per market. For those
who are well diversified across 10 markets:

1. $20,000 per year in profits for the next five years.
2. $1,667 per month in profits for the next 60 months.
3. $167 per market per month trading 10 markets.

4. Less than $40 per week per market.

Because we are dealing with math, the power of this type of
money management is not limited to just futures and options. To ac-
complish the same goal trading 10 stocks of 100 lots each:

1. $100,000 in profits over a five-year period.
2. $20,000 each year for the next five years.
3. $0.37 per stock, per week.

4. $375 per week total from trading 100 lots.

Why is money management important? Because it can take an
average or even less than average five-year return and produce more
than enough profits to retire during that five years. Money manage-
ment takes the trader past the point of no return. A trader who
makes $40,000 over the next two years and then loses the $40,000
during the following two years has a return of $0 (zero dollars)
after four years of trading. Had the trader used proper money man-
agement, the $40,000 could have grown to $200,000 at the end of
two years. Then, when the large losing period came, as much as
$100,000 could have been protected. After the trader made it to
$200,000, the account was in a position to withstand just about any
size drawdown (as long as the trader applied money management)
without going back down to zero. That is an account that is to the
point of no return. The trader applying proper money management is
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up $100,000, whereas the trader not applying proper money manage-
ment is at $0.

Why money management? Because it is responsible for 90 percent
of the $1 million in profits shown in the preceding five-year illustra-
tion. It isn’'t the system, it isn't the market being traded, it isn't the
alignment of the moon and stars, it is sound, mathematically proven,
money management techniques. That's why.

WHAT MONEY MANAGEMENT IS.. . AND IS NOT

Money management is 90 percent of the game. Money management is
the most important aspect in trading when it comes to the bottom
line. Larry Williams turned $10,000 into $1.1 million in one year. He
states in his book The Definitive Guide to Trading Futures (Vol. 1),
“Money management [is] the most important chapter in this book.”
As a matter of fact, many successful traders rank money manage-
ment as the highest contributor to their overall success in the mar-
kets. If money management is such a critical factor, then it becomes
important to know exactly what money management is, and is not.

There are many more or less correct definitions of money man-
agement in the industry today. | am going to define the term as | use
it and as you will learn it throughout this book. Although some
traders insist that if you look up boring in the dictionary, you will
find its definition is “money management,” | have learned that it is
one of the most fascinating elements of trading.

There are definitions of money management that relate to protec-
tive stops otherwise known as “money management stops,” but this
kind of definition is not used in this book. Money management, as de-
fined here, is limited to how much of your account equity will be at
risk on the next trade. It looks at the whole of the account, applies
proper mathematical formulas, and lets you know how much of the
account you should risk on the next trade.

Money management can then be broken down into two different
categories: proper and improper money management. Proper money
management takes into account both risk and reward factors. Im-
proper money management considers one or the other, risk or re-
ward. Proper money management takes into consideration the value
of the entire account. Improper money management only looks at
certain account properties or characteristics such as winning per-
centages or win/loss ratios. Proper money management discounts
all factors that cannot be mathematically proven. Improper money
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management suggests that you can consider factors which cannot be
mathematically proven. Proper money management says that if A
and B then C. Improper money management says that if A and B
then C . . . sometimes. Proper money management never dictates
where to get in or where to get out of markets. This is better defined
as “trade” or “risk” management and should not be confused with
proper money management methods.

Nonetheless, some strategies, such as those listed in the previous
paragraph, are often lumped into the money management category.
And, we cover those strategies as well. For example, money manage-
ment stops simply are telling you where to exit a market to cut your
losses in any given trade. Even though this has a relationship to the
money management definition, it is better defined as a “trade man-
agement stop” or “risk management stop.” Proper money manage-
ment never has anything to do with where you should enter or exit a
particular trade. When placing a stop on any given position, you are
determining where the trade will be exited. Money management and
money management stops are two completely separate terms.

The trading method known as pyramiding also is frequently con-
fused with money management. The trader using money manage-
ment looks at the account as a whole. Pyramiding on the other hand
is limited to a particular trade in a particular market regardless of
the status of the account as a whole. Pyramiding says that as a par-
ticular trade is profitable, the trader may add positions to try to take
advantage of the price moving in the right direction. The further the
price moves in the direction of the trade, the more positions the
trader adds, generally one at a time. Rarely will you see a pyramiding
method that starts one contract and then adds on two more at one
price level and three additional contracts at a higher level and so on.
Generally, if one is traded in the beginning, each added position is
with only one contract. These decisions to add onto positions are not
based on the overall increase in the account, just that one position.
Further, buying or selling another contract in this situation is based
solely on price action.

Another common practice in trading states that you should only
take trades after X number of losers in a row. This method is claimed
to increase the winning percentage of trading systems. However, it
cannot be mathematically proven. In fact, I mathematically disprove
the notion that it can increase the winning percentage of trades. This
brings in a totally different category of trading though. It does not
have to do with how much to risk on the trade. It does not have any-
thing to do with where a trade will be entered or exited. Taking trades
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only after X number of losers in a row answers whether to take a
trade, when to take trades, and when not to take trades. This does not
have to do with how much to risk on the next trade.

In addition to the X number of losers in a row strategy, another
strategy that answers whether or when to and when not to take
trades is trading according to the x day moving average of the equity
curve. This theory requires creating a moving average of the equity
curve. Once the actual performance of the equity dips below that av-
erage, new trades should not be entered into until after the equity
moves back above the moving average. Since this is a strategy that
determines when to stop taking trades rather than how much to risk
on the following trades, it does not fall under our definition of money
management.

Regardless, neither the X losers in a row nor the average equity
curve trading method can be mathematically proven to improve trad-
ing results. In the chapters dealing with these methods of trading, I
examine both the benefits and risks of implementing such methods.
Further, 1 show why you cannot rely on these methods mathemati-
cally to improve trading results.

Therefore, the definition of proper money management states
that it must take into consideration both risk and reward, it must
take into consideration the entire value of the trading account, and
it must be proven mathematically. This is a narrow definition and
there are only two main methods that comply with it: the Fixed
Fractional trading method and the Fixed Ratio trading method. All
the methods mentioned in this chapter are thoroughly examined in
this book.

WHERE?

Money management principles should be applied to short-term trad-
ing, long-term trading, options, stocks, futures, spreads, real estate,
and mutual funds. This book, however, deals with the application of
money management to leveraged instruments only. Therefore, this is
not a book of money management for mutual fund traders. It is also
not for stock investors who simply buy and hold for years on end al-
though it does apply to stock traders who use margin. It applies to all
types of options and obviously to every market in the futures and
commodities group.

There is no type of trading for which money management is not ap-
plicable. Some traders mistakenly think that money management is
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only for system traders, or system traders believe that money manage-
ment is only for those who trade by the seat of their pants. The money
management principles in this book should be applied to every form or
nonform of trading: day trading, seasonal trading, option spread trad-
ing, synthetic options, long term, trend following, breakout-the list
goes on and on and on. Further, it is especially applicable to any com-
bination of these methods simply because each method or market will
either produce a loss or a profit. That loss or profit is not discriminated
against according to which market or strategy it came from when ap-
plied to the equity curve. Therefore, it simply does not matter.

Inevitably, when | speak at a seminar and try to make this point
as bluntly as | possibly can, someone will still come up afterward and
ask if this is applicable to the British pound. For clarification, if you
take a trade, you should address money management, period, end of
story . . . that's all she wrote.

WHEN?

When should a trader start applying money management to trading?
In a word, yesterday. Money management planning should be a con-
scious part of preparation even before taking the first trade. Every
single trader who has ever made a trade of any kind has one thing in
common with every other trader-they all made a money manage-
ment decision when they decided how many contracts or options or
markets or risk to place on the very first trade. Further, with every
single trade, the trader is making a money management decision
even when unaware that this is the case. You are, right now, applying
some sort of money management decisions to your trading. My goals
are, first, to make you aware of these decisions; second, to convey
that they should be your top priority in trading; and, third, to give
you the proper money management techniques to make the most out
of your trading.

If you have already started trading, it is time to reorganize and
replan the strategy from here on out. It matters not whether you are
trading one contract or one option or whether your account size is
$5,000 or $5 milibn. You need to apply proper money management
strategies now.

If you haven't started trading, you may be tempted to shove
money management aside for now. Don't! Many believe money man-
agement is just an after-the-fact, or after-money-is-already-made
scenario. The following story illustrates this attitude. Several years
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ago, a trader was excited about the potential effect of money man-
agement on the outcome of his trading. He called me up and bought
my Performance | money management software program. A year
later, | received a call from the same man. | got on the phone with
him and he said to me, “Ryan, | am ready to use the money manage-
ment program now, could you help me get started”? A bit baffled, |
said, “Sure, but why did you wait a year to start using the program?”
He replied that he wanted to make sure that the method he was going
to trade worked first. | said, “Fair enough” and proceeded to help him
out. Toward the end of the conversation, | asked, just out of curiosity,
how much he had made without applying money management. He an-
swered that he had made about $70,000 based on trading a single
contract! After | got off the floor, | told him that had he used money
management from the beginning, he could have easily produced in
excess of $600,000 instead of $70,000.
When? Now!

WHO?

Even though this answer has been indirectly answered through the
answers to the other questions, let me be direct and to the point. You.
If you are even contemplating trading a leveraged instrument,
whether it be stocks, commodities, options, or whatever other lever-
aged market, you must address the money management issue. If you
are already trading, you are running late and behind, but late is bet-
ter than never. You need to apply these techniques. It doesn't matter
where you went to school, your age, sex, color, race, or religion.
Whether you are a mother, father, brother, sister, cousin, nephew,
niece, aunt, or uncle, it matters not. Am | getting the point across?
Numbers have no respect for humans. They just are.

HOW?

This is probably the only question that | cannot automatically assign
the same answer to everyone. How you apply these principles to your
trading is going to be different from how someone else views and ap-
plies them. How you apply these techniques will depend on several
factors including but not limited to how conservative or aggressive
you are, your goals as a trader, and your tolerance for risk.
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The basic principles of this book apply to all traders. Whether ag-
gressive or conservative, every trader applies the same principles and
mathematically proven money management techniques. Questions
such as when and who should be aggressive or conservative are an-
swered in the following chapters.

I hope this chapter has convinced you to read on. The numbers
alone are convincing enough. If you have never consciously addressed
money management in your trading, you may need to go through this
book a bit slower than those who have. But if you take the necessary
time and stay the course, this will be one of the most beneficial books
you will ever read in your trading career.
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WHY (PROPER)
MONEY MANAGEMENT?

All traders have one thing in common. Whether you are an options
trader, a day trader, a stock trader, or a little bit of everything type of
trader, you are-at least in one way-like every other trader. No mat-
ter what the market or method, every trader must make a money man-
agement decision before entering a trade. Sometimes this is not even a
conscious decision. For these traders, money management never even
crosses the scope of intentional thought. This is an extremely danger-
ous way to trade. It is amazing to me how much time traders spend re-
searching where to get in and where to get out of the markets but then
allocate to each trade with little more than a dart throw. Through my
own experiences and a few illustrations, | hope to convey that proper
money management is the key to success in trading.

In this chapter, | explain why and how | turned my focus to money
management and then present several reasons you, and every other
trader, should focus on how to manage the money in your account, even
before you decide on what system or method to trade.

When | trade, | examine something to a certain degree, make a
judgment call whether it is worth trading, and then do it. Paper trad-
ing can yield only so much information. The true story lies behind
the outcome of actually taking the trades. During one of my early
trading experiences, | had opened an account for $10,000. This was,
at the time, the most | had invested in a new trading venture. | also
had decided to trade straight futures with this account. Until then, |
had traded options, option spreads, covered options, futures spreads,
and had written naked options. | had never traded straight futures
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consistently. However, | had just purchased a new trading system
from one of those guys who was retiring from a long life of profitable
trading and had decided to reveal his age-old, proven trading method
to a few honored select traders for $100. | qualified because | had
$100. And, just for the record, | think the manual is still for sale if
you want to get your hands on a copy.

Anyway, | had coupled his method with some of my own analysis
I was doing in the markets. | had noticed something that | thought
would be a very high probability trade-divergences. | decided that if
| saw a divergence setting up, | would use the entry and exit tech-
nigues described in this $100 manual. Soon after opening the ac-
count, | began trading these signals. There were, however, entirely
too few of them to make me happy. So, | started doing some other
things in the account to beef up the activity. Surprisingly (not then
but now), | did very well. At the ripe old age of 21, | took a $10,000
account and turned it into more than $20,000 in just four months.
Because all of my previous trading ventures had been complete fail-
ures, | was absolutely elated at this new-found success. Downright
cocky might be a better phrase for it. | thought I had it made. And, it
wasn't because of some lucky trade that | had wandered onto. I had
methodically, trading 20 markets, inched the account, trade by trade,
to more than a 300 percent annualized return. At the age of 21, | had
achieved a status that only 10 percent of all traders achieved-posi-
tive results.

That was on Thursday. On Friday, | was taking my wife on a lit-
tle weekend getaway. After driving for a few hours, | decided to
stop, call my broker, and find out how my 11 positions were doing.
I was in everything from natural gas to sugar. In several of the
markets, |1 had two or three contracts. When | called, | was in-
formed that 9 of the 11 positions had gone against me. Although it
certainly wasn't devastating, | did not have the margin to carry
all 11 positions through the weekend. Therefore, | liquidated a
few of those, rationalized that the others would make up the slack
on Monday and went on my way. | was a little disappointed and
even a little worried, but far from being devastated. That state was
still to come.

Two weeks later, my $20,000+ account had plummeted to less
than $2,500! Now, | was devastated. My pride had been crushed and
I was right back among the 90 percent of people who lose money trad-
ing. What happened? That was my question. | decided to take some
time off from trading and investigate exactly what had happened to
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this account. | was going to figure out what had caused the collapse if
it was the last thing | did. Defeat is only temporary.

After analyzing the trades, | determined that the most reason-
able explanation for the demise was overtrading the account. How-
ever, this was new territory to me. My first account was a $2,500
account where | bought five bond options (or five of one market, | am
not sure whether it was bonds or crude oil). I put the whole amount,
into that market. Two weeks into the trade, | had doubled my money.
The day the market went my way, causing the prices of the options to
spike, | called my broker to get out. However, he convinced me that
the market was going to continue to move in my direction and that |
should definitely not get out yet. So | didn't. Two weeks after that,
my $5,000 was down to about $300. | concluded that instead of over-
trading, my mistake was not getting out while the getting was good.

A few accounts after the option debacle, | had ventured into trad-
ing option spreads. | had been tracking OEX (Standard & Poor’'s 100
Stock Index) option time spreads. You would buy the near month op-
tion and sell a deferred month and profit off the decay of the deferred
month with protection. After tracking these for awhile, | spotted a
tremendous opportunity in the British pound options. | noticed a huge
discrepancy in the price of the near month option against the price of
the deferred month’'s option price. After much calculation on how
much | was going to make off this trade, | decided to place 20 spreads
with my $7,500 account. I knew that my risk was limited and that |
would not be charged more than the difference between the two op-
tions for margin. Too bad my broker didn't know this.

A few days later, the broker called me and left a message stating
that I was considerably undermargined. Thinking that this was a mis-
take (and because | was actually making about $100 on each spread), |
didn’'t bother calling him back right away. A few days after that, | had
nearly doubled my money with the trade and decided to get out not
wanting to repeat the mistake |1 had made with the crude oil options.
So, | called the broker and exited the position at the market. I learned
several important lessons that day. First, British pound options are
not very liquid. Second, a September British pound option is based on
the September contract of the British pound. A December British
pound option is based on the December contract of the British pound.
Third, full margin is charged in this situation.

Instead of making $7,500 on the trade, by the time | closed both

ends of the trade, slippage brought me down to actually netting a

negative $500 on the trade. When | added in the slippage and $35 per
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round turn-40 of them-1 lost about $2,000 on the position that
supposedly was making me close to $7,500!

Next, | was chewed out for not returning the call regarding the
margin deficit. 1 was informed that | was being charged full margin
for the short sell of the options because they were on the December
contract and therefore were not offset by the September option pur-
chase. They were about to liquidate my position with or without my
consent (rightfully so, 1 might add).

Even though | had placed far too many British pound option
spreads in that account, | did not learn about overtrading the account.
This little lesson eluded me until I analyzed why my straight futures
trading took me to over $20,000 in four months and down to less than
$2,500 in two weeks. Not being absolutely certain of my conclusion, |
did a little research on the subject.

This was a major turning point in my quest to succeed at trading.
| picked up a book called Portfolio Management Formulas, by Ralph
Vince (New York: John Wiley & Sons), and was stunned by one of the
examples in that book. Even though the book is highly technical and
impractical for most traders, it does an excellent job of revealing
the importance of money management. The following example from
that book confirmed my original conclusion that | had simply over-
traded my account and also illustrates why traders need proper money
management,

Take a coin and flip it in the air 100 times. Each time the coin
lands heads up, you win two dollars. Each time the coin lands tails
up, you lose only one dollar. Provided that the coin lands heads up 50
percent of the time and tails up the other 50 percent of the time and
you only bet one dollar on each flip of the coin, after 100 flips, you
should have won a total of $50.

100 flips
50 flips land heads up. 50 x $2 = $100
50 flips land tails up. 50 x ($1) = ($ 50)
$100 + ($50) = $ 50
(Note: This is a fictitious game. | have had some traders call me
and tell me that this doesn't simulate real-time trading. My response

is that it is not meant to simulate real trading, only to show the
power and demise of money management.)
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Obviously, this is an ideal betting situation. Since we can spot
the profitable opportunities here (being the astute traders that we
are), we are not going to bet just one dollar on each flip of the coin.
Instead, we have a $100 account to bet in this game. There are many
possible ways to bet the scenario. However, you must choose one of
the following four options:

A. Bet 10% of the total account on each flip of the trade.
B. Bet 25% of the total account on each flip of the trade.

C. Bet 40% of the total account on each flip of the trade.
D. Bet 51% of the total account on each flip of the trade.

These are the four options. If you choose A, you will multiply the
account balance by 10 percent and bet that amount on the next flip of
the coin. You will then take the total amount won or lost plus the
original amount bet with, place them back into the account and mul-
tiply the total by 10 percent again and bet with that amount. There-
fore, starting with $100 and multiplying it by 10 percent gives you
$10 to bet with on the next flip. If that flip is a winner, you win $2
for every $1 you bet with. Since you bet with $10, you win a total of
$20 on the first flip ($10 x $2 = $20). Take the $20 and place it back
into the account and you now have $120. Multiply this by 10 percent
and you will bet $12 on the next flip. If the next flip is a loser, you
will lose only $12 which will bring the account down to $108. You get
the picture. Do the same if you choose B, C, or D.

The results are as follows:

A. After 100 flips, $100 turned into $4,700.
B. After 100 flips, $100 turned into $36,100.
C. After 100 flips, $100 turned into $4,700.
D. After 100 flips, $100 dwindled to only $31.

The whys and hows of this illustration will be dealt with later in
the book. For now, I want to point out two critical facts about money
management. First, it can turn a relatively mediocre trading situa-
tion into a dynamic moneymaker. For a trader who staked a flat $10
on every trade without increasing the size of the bet, the net value
of the account would have only been at $600. However, increasing
and decreasing the amount of each bet increased the return by 683

NEGATIVE VERSUS POSITIVE EXPECTATIONS 15

percent. If a trader would have bet a flat $25 on each flip, the net
value of the account would have ended at $1,350. By increasing the
amount bet as the account grew, the return was increased by 2,788
percent. If the trader were to bet a flat $40 on each flip, after suffer-
ing two losses in a row, the trader would be unable to continue.
Therefore by decreasing the amount risked on each flip, the trader
was able to stay in the game.

Second, risking too much on each trade can also turn a winning
situation into a losing scenario. Even though the trader would never
totally deplete the account (theoretically), the decrease would
amount to a 79 percent loss after 100 flips.

This illustration shows that improper money management can
turn a winning situation into a losing situation. However, no amount
of money management will mathematically turn a losing situation
into a winning situation.

NEGATIVE VERSUS POSITIVE EXPECTATIONS

Even though this book does not get deeply involved in probabilities
and statistics, it touches on the aspects required for the application of
proper money management. This is where positive and negative ex-
pectations come in.

Put simply, the trader must have a positive expectation to apply
proper money management. In addition, traders must experience a
certain degree of positive return. The definition of a positive expec-
tation can be reduced to the statement that there exists a mathemat-
ically proven probability that the trader will end up with profits, not
losses. The coin example is a positive expectation scenario based on
the following math:

Probability of winning trades = 50%
Probability of losing trades = 50%
Amount of each win = $2

Amount of each loss = $1

The mathematical equation for a positive expectation is as follows:

1+(W/L)xP-1
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Therefore, the preceding example would yield a mathematical ex-
pectation of:

1+2)x.5 1=
3x.5-1=
15=1=5

Positive expectation is defined by the outcome of this equation
being greater than zero. The greater the number, the stronger the un-
derlying statistics. If the outcome is less than zero, then the mathe-
matical expectation is also negative. The greater the negative, the
more negative the situation is. If the outcome is exactly zero, then the
expectation is breakeven.

Traders can use the mathematical formula in two situations. The
first is where the wins are all the same size and the losses are all the
same size. However, the wins, can be a different size than the losses.
The other scenario where it is useful is when taking averages of the
wins and losses. Obviously, this probability equation is applied to a
historical win/loss record and cannot be used for predictive purposes.
There is an equation that accounts for a scenario where the size of
the wins and losses can be an infinite number of possibilities. This
equation is useless for the purpose of trading as it is applied to the
historical win/loss record. The probability of winners to losers of any
particular system or strategy is only estimated according to back
testing as well. Therefore, before the equation can have any numbers
placed into it, there must be a back history. As a result, we will stick
with the equation given and simply gauge the strength of the histor-
ical track record. When flipping coins, we already know the future
probability regardless of the past outcome of any number of flips. We
do not have this information in the real world of trading.

A following example uses this equation in a historical track
record. Where the probability of winning was 63 percent and the av-
erage winning trade was $454 and the average losing trade was $458,
the mathematical expectation is:

[1+(W/L)JIxP-1=
[1+ 454 /458] x .63 - 1=
1.99 x .63 = 1= 2537
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Compare this with the strategy that has the following statistics:

Average win = $2,025
Average loss = $1,235
Percent profitable = .52
(1+164)x 52-1=
137 -1= 37
This system has a slightly higher mathematical outcome than the
preceding statistics. The following statistics have this mathematical
outcome:
Average win = $3,775
Average loss = $1,150
65%
1.78

Winning probability

Mathematical outcome

This mathematical outcome is not predictive in nature and can
only be used to gauge the strength of a system’s past results. This is,
in any case, the only use for historical statistics.

Knowing that money management is simply a numbers game and
needs a positive expectation to work, the trader can stop looking for
the Holy Grail method to trading. The trader can stop trying to make
a home run in trading. The trader, instead, can concentrate on mak-
ing sure that the method being traded is logically sound and has a
positive expectation. The proper money management techniques ap-
plied to these mediocre performing methods will do the rest.
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TYPES OF
MONEY MANAGEMENT

The goal of this chapter is not to differentiate the “good” money man-
agement methods from the “bad” money management methods but to
give the reader a general overview of the principal money manage-
ment ideas and methods. Most money management methods fit one of
two categories: martingale or antimartingale.

MARTINGALE MONEY MANAGEMENT

The martingale category simply states that as the value of an ac-
count is decreasing, the size of following trades increase. The basic
characteristic of the martingale is that as the account suffers losses,
the ability to make up those losses either increases or stays the same.
This is a popular type of money management for gamblers. As stated
in Chapter 2, no type of money management can turn a negative ex-
pectation scenario into a positive expectation. As a result, gamblers
are not trying to change the odds, but rather are trying to take ad-
vantage of streaks. Consider the following example.

Flip a coin 100 times. You have a choice to bet on either heads up
or tails up on each flip. However, when you win, you only win $4 and
when you lose, you lose $5. This is a negative mathematical expecta-
tion. If you were to bet $5 every flip of the coin, you would end up los-
ing $50 after 100 flips of the coin:

18
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50 flips x ($5) = ($250)
50 flips x $4 = $200
($250) + $200 = ($50)

However, you will only bet after a streak of three in a row and
you will bet opposite of that streak. Therefore, if the coin lands heads
up three times in a row, you will bet the next flip of the coin to be
tails up. If you lose, you will double your bet on the next flip to be
tails up. If you lose again, you will double your bet on the next flip to
be tails up. After three losses, you will quit.

For the illustration, | actually flipped a coin 100 times to come up
with the streaks to simulate actual performance. Out of those 100
flips, there were 16 streaks of 3 in a row of either heads or tails. Out
of those 16 streaks of 3 in a row, 10 generated an opposite result of
the streak on the very next flip. For those 10 times, we won $4 per
win, or $40 total. There were three times that generated an opposite
result after the fourth flip. For those three streaks, we lost $5 on the
first bet and won $8 on the next. We came out $9 ahead for those three
times, bringing our winnings up to $49. Twice, the streak went 5 in a
row and then generated an opposite result on the next flip. For those
two streaks, we lost $5 on the first bet, $10 on the second bet, and
won $16 on the third bet for a net of only $1 each time. This brought
our total winnings up to $51. However, there was one streak that
lasted tails up 8 consecutive times. For this streak, we lost $5 the first
bet, lost $10 the second bet, and lost $20 the third bet and had to quit.
For this streak, we lost a total of $35. This brought our total winnings
down to only $16.

This is a classic example of gamblers trying to take advantage of
streaks. The only way they lose in this situation is if the streak lasts
for 6 consecutive flips. However, this is still not a positive mathemat-
ical expectation. We discuss the mathematics of streaks later in the
book. For now though, I think it is enough to let you know how the
next set of 100 flips went. On the next 100 flips, there were 9 streaks
of 3 consecutive flips heads or tails. Only 4 of them, however, gener-
ated an opposite result on the fourth flip. With those 4 streaks, the
winnings were $16. Only one streak generated an opposite flip on the
fifth flip of the coin. With that streak, $3 was added to the total,
which now stood at $19. Two streaks ended on the sixth flip of the
coin bringing in $1 per streak and the total to $21. There were two
flips that lasted for more than 6 consecutive heads or tails. For each




20 TYPES OF MONEY MANAGEMENT

of those streaks, losses of $35 per streak were realized. This brought
the total for the second set of streaks to negative ($49) and the total
between both sets at negative ($33).

The theory behind doubling the size of the bet is that eventually,
the streak has to come to an end. If you were to double $100 ten
times, however, you would end up with $102,400. At twenty times, you
would end up with $104,857,600. At thirty times, you end up with
$107,374,182,400. One of two things will happen eventually. Either
the streak will end, or you will run out of money completely. This
means that going through the sequence enough times, you will, even-
tually, run out of money because you only have to do that once and it
is over.

The martingale theory does not mean that the following trades
have to double in size. For example, a trader is trading 10 contracts
where the potential loss on any given trade is $1,000 per contract and
the potential win on any given trade is $800 per contract (no excep-
tions from these two figures for the sake of the example). If he suf-
fers a losing trade, the total loss on the trade is $10,000. To make up
for that $10,000 loss, the trader might increase the number of con-
tracts to 13 on the next trade. This would bring in a total of $10,400
if the next trade were to be a winner. If it is a loser, however, the loss
will be at $13,000 for the trade and $23,000 between the two. The
trader has a couple of options at this point. The next trade size can
try to make up for the total loss (29 contracts and not really an op-
tion) or it can only try to make up for the previous loss (17 contracts).
Obviously, this is not a very good situation either way. The trader is
looking at $40,000 in losses minimum should the third trade be a
loser and up to $62,000 in losses at 4 losers in a row.

These are but a few ways of using martingale money manage-
ment methods. This type of money management is definitely not
recommended for the futures, stock, or options trader. The risks are
far too great and there are better, more efficient methods to man-
age the money.

ANTIMARTINGALE MONEY MANAGEMENT

The obvious definition of an antimartingale money management
method is exactly the opposite of the martingale methods. As an ac-
count increases, the amount at risk placed on future trades also in-
creases. The main characteristics of antimartingale methods are
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that it causes geometric growth during positive runs and suffers
from what is called asymmetrical leverage during drawdowns. Asym-
metrical leverage simply states that as an account suffers losses, the
ability to make up those losses decreases. If a 20 percent drawdown
is suffered, a 25 percent gain is required to get back to even. A 10
percent drawdown requires an 11.11 percent gain to get back to even.
The formula for this is:

[1/(1 % loss)] — 1 = Required % gain

In many cases, asymmetrical leverage does not affect trading.
For example, if a trader trading the absolute minimum available in
the bond market (which would be a single contract of the bonds
traded in Mid-American Exchange) suffered a 20 percent drawdown,
the required gain would still be 25 percent of the new account bal-
ance, but the ability to achieve the extra 5 percent has not dimin-
ished. This occurs because even though the percentage required to
recoup the percentage loss of the account increases, the amount of
capital to recoup the amount of capital lost remains the same. There-
fore, asymmetrical leverage does not play a role in the performance of
the account.

On the other hand, it plays a huge role when traders apply cer-
tain money management techniques. For example, if a trader de-
cides to trade one contract for every $10,000 in the account, then a
single contract would be traded from $10,000 through $19,999. At
$20,000, contracts would increase from one to two. Suppose that the
very first trade after increasing to two contracts is a loser for
$1,000. Since there were two contracts on this trade, the actual loss
comes to $2,000 and the account goes to $18,000. According to the
money management rules, a single contract has to be traded once
again. The trader must now incur two, $1,000 winning trades to get
the account back to where it was just prior to suffering a $1,000 loss
with two contracts. Here, the amount of capital required to bring
the account back to even remains the same, but the ability to
achieve that amount has decreased by 50 percent. That is asymmet-
rical leverage and it can be detrimental. Later in this book, | pre-
sent some ways to avoid it or at least diminish its effects in the
practical realm of trading.

The positive aspect of the antimartingale money manage-
ment method is that it places the account in a position to grow
geometrically.
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When | started my research into the money management arena,
only one type of money management was generally accepted in the
industry. That method is called Fixed Fractional trading. Fixed Frac-
tional trading is an antimartingale money management method. It is
the same type of method used in the coin flip example in Chapter 2.
Fixed Fractional money management simply states that on any given
trade, x% of the account is going to be allocated, or at risk. The coin
flip example allocated 10%, 25%, 40%, or 51% of the account on every
flip of the coin. Chapter 5 in this book provides a detailed explana-
tion of the Fixed Fractional method so | am not going into detail with
it at this point. You should note, however, that the Fixed Fractional
method takes on many different names. Regardless of their names or
how the methods are explained, the following are all Fixed Frac-
tional money management methods:

« Trading one contract for every x dollars in the account. | used
this example earlier when describing asymmetrical leverage (1
contract for every $10,000 in the account).

. Optimal f This is a formula made popular by Ralph Vince.
The “f” stands for fraction. It is the optimal fixed fraction to
trade on any given scenario. The coin flip example yielded
$36,100 by risking 25 percent of the account on each flip. This
percentage represents the Optimal f of that particular situa-
tion. No other percentage will yield more than the $36,100 in
that example. However, Optimal f for one set of trades is not
necessarily Optimal f for another.

« Secure f. This is just a “safer” mode of the Optimal f and will
be touched on in Chapter 5.

« Risking 2 percent-3 percent on every trade. This money man-
agement practice is common among trading advisers and fund
managers.

After doing extensive research on the Fixed Fractional method, |
was not satisfied with its characteristics. Therefore, | developed some-
thing called the Fixed Ratio™ money management method, which has
nothing in common with any type of Fixed Fractional method except
that all these methods are types of antimartingale money management.

These are the basic methods from which most other specific
money management ideas are derived. The martingale methods
are not discussed here in any more detail since they are never
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recommended in this book. However, this book provides detailed in-
formation on all antimartingale types of money management men-
tioned earlier.

COST AVERAGING

This is not a type of money management in the pure sense of the
word. Nonetheless, this is the most logical place in the book to fit it
in. Cost averaging is mainly popular in the stock and mutual fund in-
dustry. It is not nearly as popular with traders in leveraged instru-
ments and there is a reason for that. Cost averaging is also not a pure
money management method simply because the decision to cost aver-
age is directly related to market action. Further, it is more concerned
with where to get into a particular market than it is about how much
to risk. As mentioned earlier, money management in the truest sense
is completely unrelated to where to get in and where to get out of the
markets.

The simplest definition to cost averaging is to add onto a losing
position. There are exceptions, but this is the most common use of the
method. For example Joe Trader invests $5,000 in a mutual fund at
$17.00 per share. Most mutual funds allow fractional shares and
therefore Joe Trader has 294.11 shares (provided there is no load). As
time moves along (as it normally does), the price of the mutual fund
slowly drops. Several months later, Joe Trader decides to invest an
additional $5,000 into the fund at $14.80 per share. Because of the
drop in price, Joe is able to purchase 337.83 shares of the fund with
the second $5,000 investment. Joe now owns 631.94 shares of this
mutual fund at an average cost of $15.82. Joe's average price for each
share of the mutual fund dropped from the original price of $17.00
down to $15.82. Thus, the price of the mutual fund does not have to
move back up to $17.00 for Joe to recoup the losses from the initial
$5,000 investment, it only has to move up to $15.82.

$15.82 avg. price x 631.94 shares = $9,997.29
(if we carry the decimals further it will total $10,000)

$10,000 total invested/631.94 total shares = $15.8242 avg. share price

This can go on for a considerable time. If the share price of the
fund continues to drop, Joe may have a plan to invest an additional




24 TYPES OF MONEY MANAGEMENT

$1,000 for every $.50 the price drops from $14.80. If the price drops
to $12.00 per share, Joe will have invested as follows:

$1,000 at $14.30 p/s = 69.93 shares  Total shares = 701.87
$1,000 at $13.80 p/s = 72.46 shares  Total shares = 774.33
$1,000 at $13.30 p/s = 75.19 shares  Total shares = 849.52
$1,000 at $12.80 p/s = 78.13 shares  Total shares = 927.65
$1,000 at $12.30 p/s = 81.30 shares Total shares = 1,008.95

Joe now has $15,000 invested in this fund at an average cost of
$14.87 per share. For Joe to recoup the losses, the fund has to move
up to $14.87 per share. If the fund moves all the way back up to
$17.00, then Joe will have profits of $2,152.15, or a 14.34 percent
gain on his investment. If Joe did not cost average, the investment
would simply be a breakeven.

There is a time and place for cost averaging. That time and place
is when the investor does not have to liquidate. This is exactly why it
is not popular in the leveraged instrument arena. Joe never has to
come up with more money to be able to hang onto the mutual fund.
However, if Joe decides to buy coffee at $1.10, Joe does not have to
put up $41,250 to do so. (This is the total price of a coffee contract at
$1.10 per pound with a minimum 37,500-pound purchase.) Joe only
has to put up the margin, which will probably be anywhere from
$4,000 to $7,000 depending on the volatility.

Using the same type of scenario as in the mutual fund, Joe in-
vests $5,000 in coffee. With that $5,000, he is able to buy one con-
tract. If coffee moves down to $1.00 and Joe takes another $5,000 to
buy an additional contract, he will have two contracts of coffee at an
average cost of $1.05 per contract. However, he is losing a total of 10
cents on the trade. Ten cents in coffee is $3,750 (.10 x 37,500). If cof-
fee drops another 10 cents, Joe will be losing 15 cents per contract, or
30 cents total, which comes to a loss of $11,250 on a $10,000 invest-
ment. Obviously, Joe cannot take another $5,000 and invest it in an-
other contract of coffee because the broker is going to want that and
more to maintain the current two positions. If Joe cannot immedi-
ately fund the account, the broker will liquidate and Joe will not only
have lost his $10,000, he will also owe an additional $1,125.

A rule of thumb when trading leveraged instruments is, do not
add onto losing positions unless you will not have to liquidate.
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If played correctly, there are times that cost averaging can be uti-
lized in the futures arena. Back in April 1997, orange juice was trad-
ing at $.68 per pound. Since the value of one contract in the orange
juice market is 15,000 pounds, the total value of the contract was only
$10,200. For those of you not familiar with this market, the lowest or-
ange juice has been since 1970 is about 32 cents (early 1970s). After
the inflation boom in the late 1970s and early 1980s, the lowest orange
juice reached was around 63 cents in early 1993. By late 1993, the
market had moved back up to the $1.30 level (a total value of $19,500
per contract). | had done some research and determined that if orange
juice had traded at 32 cents back in the early 1970s, the equivalent
price after a 2 percent annual inflation rate should be around 58 cents
in April 1997. As a result, | was extremely confident that orange juice
would not go back to the 32-cent level then, and quite possibly never.
Therefore, |1 decided that | should buy one contract for every $5,000 I
was worth (even though margin was only around $800). | decided this
with the intention of being able to continue to hold onto the positions
even if the bottom dropped out of the market and went below the
58-cent inflation adjusted price level. And, if it went to 58 cents, | was
prepared to buy more (cost average) because | would not have to liqui-
date, even if | were wrong on the timing and the bottom. This is when
you cost average in the futures market.

There is actually a positive to cost averaging in the futures mar-
kets in these situations over cost averaging in the stock market or mu-
tual fund industry. The value of stock is based on the performance of
the underlying company. Companies can go bankrupt. If you are cost
averaging a stock and it goes bankrupt, you lose your entire invest-
ment. Or, stocks (as well as mutual fund companies) may drop, con-
tinue to drop, and never, ever move back to the levels at which you
bought them. Commodities on the other hand, will never go to zero
value. Will orange juice ever be free? Can it go bankrupt? Is the price
movement dependent on human actions? The answers to these ques-
tions are obviously no. | don’t care what farmers try to do, how much
they try to grow or not grow, if a massive, prolonged freeze hits
Florida in January, or Brazil in July, orange juice prices are going to
move, and they will move fast. In fact, since 1980, orange juice has
been below 80 cents four times. Each time (except for the most recent
move below 80 cents in April 1997), the price has bounced to over
$1.30 within a two-year time period of hitting those lows. It took
about 1% years but in late 1998, orange juice hit $1.30! Had a fund
manager simply bought one contract of orange juice for every $5,000
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under management at each of these times and liquidated at $1.25,
they would have an annualized return of, 18 percent for the past 18
years with virtually no risk. A $5,000 investment would have grown to
over $105,000! A total return of 2,100 percent:

1980: Bought 1 orange juice contract at 80 cents.

1981: Closed out at $1.25 for a $6,750 profit per contract.
Account value = $11,675.

1986: Bought 2 orange juice contracts at 80 cents.

1986: Closed out at $1.25 for a $13,500 profit.
Account value = $25,175.

1993: Bought 5 orange juice contracts at 80 cents.

1993: Closed out for a $33,750 profit.
Account value = $58,925.

1997: Bought 11 orange juice contracts at 80 cents.
Current value = $1.08 for open profits of $46,200.
Current account value = $105,125.

One other rule of thumb about cost averaging before moving on.
Never cost average a short sell! Cost averaging in commodities is based
on the fact that prices of anything cannot go below zero. With com-
modities, the closer to zero, the safer the investment. However, short
selling a market because you think the market cannot possibly go any
higher is nothing short of trading suicide. Traders who sold silver at
$10 an ounce back in 1979 will verify this.

PYRAM DI NG

Pyramiding is also widely mistaken as a money management method,;
however, like cost averaging, it is directly related to the performance of
the particular market being traded. Pyramiding is the exact opposite
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of cost averaging. Pyramiding is simply adding to a winning position.
If Joe Trader invested $5,000 in a mutual fund at $17.00 per share,
then Joe would invest another $5,000 if the mutual fund went up to
$18.00 (or at whatever price Joe decided to invest more as long as the
price was greater than $17.00).

The logic behind pyramiding is that if a particular trade is moving
in the preferred direction, then the market is probably trending and
additional investments are made with the hope that the market will
continue in the direction of the current trend. It can be very powerful.
However, it can also be disappointing if the market doesn’'t continue to
move in the desired direction. The following illustration captures the
characteristics of pyramiding.

Joe Trader has bought an orange juice contract at 80 cents and
plans to buy another contract at every 5 cents the market moves up.
Therefore, if the market goes to 85 cents, Joe will buy another con-
tract, and another if the market goes to 90 cents, and another at 95
cents, $1.00, and so on.

Pyramiding
$1.05 current price — $.925 average purchase price=
$.125 profit per contract

$.125 x 6 contracts = $.75 total profit. $.75 x 15,000 =
$11,250

Not pyramiding
$1.05 current price — $.80 purchase price = $.25 profit

$.25 x 15,000 = $3,750 total profit

To protect $3,750 in profits with pyramiding
$3,750 profit / 6 contracts = $625 per contract

$625 profit per contract / 15,000 pounds = $.0416

$.925 average purchase price + $.045 (rounded up) =
$.97 (or $625 per contract)
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What happens if after Joe buys at 80 cents, the market moves
up to 85 cents and Joe buys another contract; but then the market
moves back down to 80 cents? Instead of breakeven, Joe will have
losses of 2% cents per contract ($750 loss = 2% cent loss X 2 con-
tracts x 15,000 Ibs.). If the market moves to 90 cents and Joe buys a
third contract, the losses will be 5 cents per contract ($2,250 loss).
However, if the market continues to move higher to $1.05, Joe
will have bought a total of 6 contracts at an average price of 92.5
cents {(.80 + .85 +.90 + .95 + 1.00 + 1.05) / 6] = 92.5 cents. The total
open position profit on the trade is at $11,250. Had Joe not used the
pyramiding method, the profit on the trade would only be at $3,750.
Further, Joe can let the market move down to 97 cents and still
make $3,750 on the trade with the pyramiding method.

This illustration neither promotes nor discourages pyramiding.
There are obvious risks to be considered for the extra potential re-
ward. Most of the risk comes on the front end of the method, while
most of the reward comes in on the back end. The key is to make it to
the back end.

Finally, the decision to pyramid is completely separate from the
total performance of the account. For example, if an account started
with $20,000 and because of a series of losing trades is down to
$17,000, the ability to pyramid the orange juice market is based on
whether that market moves up regardless of whether the account as a
whole is in the red. This is another reason that it must not be con-
fused with money management. In pyramiding, the trader decides
whether to get in based on market action.

4

PRACTICAL FACTS

The practical facts discussed in this chapter are helpful in under-
standing the practical application of money management methods
to your trading. Read this chapter carefully to form an idea of how to
apply what you learn in this book to your own trading. These facts in-
clude where to begin, application as related to different systems and
markets, asymmetrical leverage, and the role of margin requirements.

WHERE TO BEGIN APPLYING
MONEY MANAGEMENT

This is one of the most common questions | receive, as well as one of
the most common areas for serious mistakes by traders. Traders tend
to believe that they do not need to address money management until
sometime in the future, after they are making money. They want to
“prove” that a particular strategy will work before they decide to
apply any money management methods. This can be a costly mistake.
Recall the trader who made $70,000 without applying money man-
agement just to prove that the strategy was going to make money
first. It cost him about $600,000 in profits during that year. | could
probably rest my case with that example, but I want to explain the
“whys” here.

First of all, proper money management will not come into play
unless there are profits in the account. Remember that with the
antimartingale type methods, as the account grows, the amount to
be risked on each trade also increases. Therefore, the application of
proper money management requires some degree of success or proof
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that the strategy makes money. However, that amount of proof is
nowhere near the $70,000 level. That is one of the reasons for this
mistake. Traders want to prove that the method makes money, but
they wait too long.

Second, there is little additional risk in applying money manage-
ment from the beginning instead of not applying it at all. That addi-
tional risk is associated with asymmetrical leverage, which has
already been touched on and is further analyzed in Chapter 7. That
additional risk is realized only if the account makes it to two con-
tracts, immediately drops back to one and continues to suffer a draw-
down below the original starting account size. If the starting account
balance was $20,000, was scheduled to increase to two contracts at
$25,000 and suffers a $1,000 loss right after that increase, the
amount lost is an additional $1,000. If the account continues to drop
below the original $20,000, there will be a one time loss of $1,000
that would not have been there if the money management had never
been applied. The flip side is the potential $500,000 in profits you are
risking by not applying proper money management. Let's see, a
$1,000 risk to $500,000 reward ratio . . . hard decision!

Third, if the account follows the scenario described in the previous
paragraph, the scenario did not turn out to be a positive expectation.
As stated earlier, no money management scheme can mathematically
turn a negative expectation into a positive gain.

If you are actually risking your money in the markets, you most
likely are doing so with a strategy that has a positive expectation.
In that case, you should apply money management from the begin-
ning based on your expected performance. The only reason a trader
should not apply proper money management principles from the be-
ginning is if that trader actually expects to lose. And, if that is the
case, why trade?

PRACTICAL APPLICATION THROUGH
DIFFERENT SYSTEMS AND MARKETS

This is another area of common confusion when money management
is concerned. | often receive questions about whether my money man-
agement methods work on the British pound, or whether they work
with buying options, selling options, stock trading, or whatever the
market may be. To be as direct as | possibly can about this subject,
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proper money management can be used on any leveraged trading sit-
uation, regardless of the market. It doesn't matter whether the mar-
ket is the British pound or potatoes. It doesn’'t matter whether the
market is IBM stock options, or the S&P 500 Index.

Proper money management is based on one thing only, account
performance, otherwise known as the equity curve of the account. |
closed out a trade yesterday for a $500 profit. That profit will go into
my account and increase the account value by $500. Can you tell me
what market produced the $500? Of course not . . . and neither can
the equity curve. It simply does not matter where the money came
from or how. Five-hundred dollars is worth just as much in my ac-
count whether it came from a time spread placed in the OEX options
or from a futures trade in Lumber.

Related to that topic is a common question of whether the money
management methods can be used on a particular trading style or
trading system. The answer is the same as before about the markets,
and for the same reasons. Can you tell me what system that $500
profit came from? No and neither can the equity curve. Both system
and market are irrelevant when it comes to the application of these
money management principles.

Nevertheless, the most practical applications are on leveraged in-
struments, even if they are only 50 percent leveraged, such as short-
term trading stock markets. The uses are impractical where the
investor is not leveraged and is reinvesting 100 percent of the profits.
When there is no leverage, there generally is little risk of losing the
entire investment, especially if the investments are diversified. This
is the only exception. I do want to point out that when investors rein-
vest 100 percent of their capital, math is taken out of the equation for
success.

THE ROLE OF MARGIN REQUIREMENTS

A margin requirement is simply an amount of money required for col-
lateral to place a trade, commonly used in the futures arena or in writ-
ing options. This amount is set by the exchanges on which the markets
are being traded and is usually determined by the value and volatility
of the underlying market. There are no set formulas among the ex-
changes to determine margin requirements. Each margin requirement
is subject to change for any reason, at any time, without prior warning.
For example, the required margin to trade the S&P 500 used to be
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$10,000. However, due to the volatility in that market during the time
this book was being written, the margin requirement was somewhere
around $20,000. The current value of one S&P contract is approxi-
mately $270,000. Therefore, you can benefit from the movement of a
$270,000 instrument with only $20,000 in your account. The catch is
that if the value decreases from $270,000 to $250,000, you will lose
your entire $20,000.

There are a couple of things to remember when associating mar-
gin with trading and in particular, money management. Actually,
there is only one thing to remember about that . . . don't. The ex-
changes did not set these margins with the intention of helping you
and me (the traders) out with our trading. They set the margin rates
for their protection and their financial gain. That being the case, do
not base any trading decision on margin requirements . . . ever. Sim-
ple as that. Rarely, if ever, will recommended money management
techniques be more aggressive than the margin required to imple-
ment them.

The current margin requirement for trading a full bond contract
is $3,000. If 1 open an account for $3,000 because that is the margin
requirement, and then trade a contract in the bond market, the very
day that position goes against me, my broker will be calling me for
additional funds to place in the account. If I don't send it, the posi-
tion will be liquidated.

The question then is, what is the proper amount to start a trading
account and still be able to apply proper money management princi-
ples? There is no magic answer to this question; however, there is a
logical minimum. The main reason that new businesses fail is under-
capitalization. That is also the case for traders who get involved with
leveraged instruments. Then there are those who would just as easily
lose $500,000 as $5,000 if they had it. They fall under the category of
being well capitalized but having absolutely no money management
planning whatsoever.

You should consider three factors before deciding what amount
to use to open an account. The first is not the margin, but the draw-
down you are willing to permit with the strategy you have decided
to trade. If the margin requirement for trading the bonds is $3,000
but the strategy will most likely suffer a drawdown of $5,000
through the course of trading, you're dead in the water.

The second factor that should be considered is the margin. If the
drawdown will most likely be at least $5,000 and the margin is $3,000,
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you know you cannot start the account for less than $8,000. Even if
you were not going to consider the third factor, you would still want to
give yourself some room for error in the drawdown expectation. This is
explained later in this chapter in the section “Drawdowns.”

The third factor to consider is the ability to continue trading after
realizing the expected drawdown. What good is it to fund the account
with an amount equal to the expected drawdown plus margin require-
ments if this renders you incapable of continuing to trade once the
drawdown is realized? | personally like to triple or even quadruple the
margin plus expected drawdown figure.

Quadrupling this amount does several things. First, it allows me
to stay in the game should my system or trading method fail to meet
my profit expectations. | can regroup, reevaluate, and continue trad-
ing what | am currently trading or change methods. Second, it gives
me the psychological ability to take all the trades, even while | am in a
drawdown. Although this book does not address the subject of psychol-
ogy and trading, the emotional effects of suffering a number of losing
trades takes its toll on the trader’s ability to trade. The reason | do not
deal with this subject is that | believe discussing it is a waste of time.
If a trader is weak in this area (as | am) and cannot execute trades be-
cause the fear of losing causes second guessing, then the answer is to
find someone to take the trades for you. Rather than spending count-
less hours and dollars on trying to find that event in your childhood
that prevents you from taking the trades, delegate the weakness. Con-
centrate on the strengths and delegate the weakness. | know because
it has worked for me for several years now. (That will be $185 for the
counseling please.)

The third thing that is gained from quadrupling the margin plus
expected drawdown is that it gives a cushion for error. If I erroneously
calculated the expected drawdown to be $5,000 when it should actu-
ally be expected at $10,000, this precaution keeps me from blowing
myself out of the game.

This is simply a beginning point. The same amount of capital is
not required to increase the risk on any given trade. Many traders de-
termine an amount to begin with and then conclude that the best
money management approach would be to increase the amount to risk
on any given trade after the account has doubled. This is a completely
illogical application of a money management strategy. Some traders
believe that because they approach trading very conservatively their
method, as illogical as it may be, is still the only way for them. They
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are wrong. Do not fall into this type of thinking. The later chapters on
the Fixed Ratio method demonstrate that this is an inefficient money
management strategy for the conservative and aggressive trader alike.

DRAWDOWNS

This subject is not given much attention outside the world of com-
modities, futures, and options. For example, you don't see the mutual
fund industry boasting an 11 percent return with only a 1 percent
drawdown during the year. In fact, if you have ever seen a conven-
tional mutual fund advertise a drawdown, you have seen more than 1.
Nonetheless, it is a very real and important part of trading leveraged
instruments. Drawdown is defined as the lowest point between two
equity highs. An example of this would be an equity high occurring
at 10 and then going down to 8 before coming back up and hitting 11.
Between 10 and 11, the equity hit 8. This means that after hitting
10, the equity suffered a drawdown of 2.

In trading, these equity swings can range anywhere from a few
thousand dollars based on trading single units to tens of thousands of
dollars trading single units. Leverage is what makes these things so
important to traders. When a trader begins trading an account with
$20,000 and there is a possible drawdown of $20,000 with the mar-
kets and methods being traded, that trader is taking a very big gam-
ble. Drawdowns can effectively render an account deceased.

The drawdown is equally important when considering money
management principles. In the coin-flipping examples in Chapters 2
and 3, some hefty drawdowns were suffered. If not controlled, they
can be detrimental. Most professionals will tell you that you cannot
control drawdown. For the most part, you don't need to control draw-
down. However, when the drawdown gets to a point that you may end
up not being able to continue trading, you must control it by stopping
it first. To paraphrase the old saying, “Do unto others before they do
unto you.” Before the drawdown stops you, you must stop, or seriously
slow down, the drawdown first.

It is true: Drawdown is completely, 100 percent unpredictable. A
trader who researched a particular method and found that such
method only suffered a $5,000 drawdown in the past cannot say that
this will be the maximum drawdown suffered in the future. By con-
trolling the drawdown, we are not trying to predict it. We are simply
trying to prepare for and limit it. Every trader has a certain size
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drawdown that absolutely cannot be breached. To continue trading,
the trader must avoid that size.

In the realm of money management, drawdown is controlled by
decreasing the number of contracts you are trading as the drawdown
begins to threaten the account. Applying money management tech-
niques may propel the account to several hundred thousand dollars
trading multiple contracts. However, proper money management will
also protect those profits by decreasing the risk exposure of the ac-
count. This is thoroughly covered in Chapter 7. However, 1 mention it
now to compare it with another part of trading that gets considerable
attention.

THE LARGEST LOSS

The largest loss can be defined in two ways. First, it is the largest sin-

gle losing trade in a particular system or method. Second, it is the
largest single losing trade that will be suffered in a particular system

or method. As a result, it can be thrown in the category of drawdowns.

The largest loss cannot be predicted, even when stops are used in the

market. If I am long the Deutsche mark (DM) and-have a $1,000 pro-
tective stop in on the trade, what happens when the market opens
down $3,000 below where my stop was? I'll tell you what happens, |
lose $4,000.

Depending on the largest losing trade size, it may or may not be
devastating to an account. However, most of the time, the largest los-
ing trade is smaller than the largest drawdown. Therefore, in compari-
son, the largest losing trade may do the account some damage, but it
won't do near the damage that the largest drawdown will do. When you
prepare for the largest drawdown, you should be adequately prepared
to suffer the largest loss as well. That is how | look at the two subjects
in the realm of money management. One will do more damage than the
other and therefore | will prepare for that one.
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FIXED FRACTIONAL TRADING

This chapter tells you everything you ever wanted to know about the
Fixed Fractional trading method. Fixed Fractional trading is the most
commonly used and recommended money management method for
leveraged instruments. In fact, except for the Fixed Ratio method in
this book, it very well could be the only money management method
recommended in published books available today. However, most books
related to trading leveraged instruments with a section or chapter on
money management recommend what to use without any explanation
of the possible consequences. Common arguments are made in defense
of the method, but for the most part, the method has been recom-
mended for lack of another method to replace it.

This chapter not only teaches and illustrates how the method
works, but also shows the consequences of using such a method.
Based on this information, it becomes apparent that traders rarely
should use the Fixed Fractional method, especially individual traders
with smaller accounts.

I will never forget my first speaking engagement on the subject
of money management. Larry Williams had read my work on differ-
ent money management techniques and was kind enough to invite
me to speak at one of his Future Symposium International Semi-
nars. Since this was my first speech on this subject, I was unsure
how to present all the material in the span of only 90 minutes. I fi-
nally decided that rather than present a brief overview of everything
I had, I should thoroughly explain the most commonly recommended
method and then touch on portfolio trading as well as let the partic-
ipants know that | had a much better money management method to
replace the Fixed Fractional method. This was a big mistake (one of
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many during my early speaking engagements on the method). I am
glad to say that I had previous experience in public speaking in
churches and related organizations. Had | not had this background,
there would be no way | would have ever made it through that 90
minutes of pure embarrassment.

The session started out fine and most were eager to learn about a
subject that most traders do not spend a great deal of time research-
ing. | started out with the coin flip example described in Chapter 2 of
this book. The crowd was in awe of the outcome, and | definitely had
their attention. However, about 30 or 40 minutes into the session, a
man stood up out of the blue and, for all practical purposes, shouted
a sarcastic question about why | was teaching them what not to use.
Startled by the outburst, I stumbled through the explanation that it
was the most recommended method out there, and, if | was going to
stand there and tell people to use the Fixed Ratio method, they would
have to understand the inadequacies of the Fixed Fractional method.
Well, that appeased the questioner for the time being. However,
shortly after, it became clear that | was not going to teach the Fixed
Ratio method. Instead, |1 simply displayed several printouts of hypo-
thetical results comparing the outcome of using the Fixed Fractional
method with the Fixed Ratio method.

After putting them away, | began the section on portfolios. The
same person who had questioned me earlier stood up again. This
time, definitely yelling, he insisted that | was trying to pawn my
software product on them just as another software vendor had done
the previous day. He complained that he was there to learn, not buy a
software product. The funny thing about it though, is that | wasn’t
demonstrating any software product. | didn't even have a computer
with me. | had simply used my Performance | printouts to compare
the Fixed Fractional method with the Fixed Ratio method. So, | ex-
plained that | was not a salesperson and that if | had intended to sell
my software product there, | would have been demonstrating it. It
didn’'t matter though; another fellow joined in his argument, and all
of a sudden, four or five people were standing up in the room arguing
with one another, two complaining against the session and the other
two or three telling them to shut up. Earlier in the session, | had
asked to see a show of hands from anyone who understood what Fixed
Fractional trading was. No one had raised a hand, and the few de-
fending me pointed this out. This confrontation must have gone on for
several minutes, although it seemed like forever. | can still see Larry
in the back of the room trying to maintain his composure and keep
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from laughing as | sweated the thing out. Finally, | took control by
apologizing to those who were not happy with my presentation but
stating that we still had a lot of material to cover and we were mov-
ing on. If they wanted to discuss the matter any further, they could
do so after my session. After that, there were no problems.

From that experience though, | learned two things about many
traders (and | hope you aren't in this group). First, if they aren’t con-
fused, they aren't happy with the material. | wanted to take the nec-
essary time to thoroughly explain a couple of key points on money
management. | thought, going into the session, that the attendees
would dislike being rushed through the bulk of what | knew about
money management in just 90 minutes. | was wrong. Second, that
there are some plain and simple rude traders out there. They at-
tempted to embarrass me, but only ended up embarrassing them-
selves. In all fairness, there is much advice in this industry that
would do a better job lighting a fire in my fireplace than making my
trading more profitable. All too often, however, judgments are made
outside the facts or from misunderstanding the facts at hand.

This chapter teaches you what money management you should
generally not use. It is extremely important for you to understand
this form of money management if you are going to understand the
Fixed Ratio method, which is what you should use. When | began my
research, the only alternatives presented to me were variations of the
Fixed Fractional method. The development of the Fixed Ratio method
came directly from the problems that derive from using the Fixed
Fractional method. It is a natural progression to understand the
Fixed Ratio method when you have a thorough understanding of the
material in this chapter.

FIXED FRACTIONAL TRADING-THE MATH

The Fixed Fractional method states that for every trade, no more than
X percent of the account balance will be risked. For example, if Joe
Trader has an account size of $10,000 and he is trading according to
the Fixed Fractional method of 2 percent, Joe will not risk more than

$200 on any given trade ($10,000 x .02 = $200). If Joe Trader is short-
term trading stocks, he may be looking to buy XYZ at $10 per share
and placing a protective stop at $9. Therefore, Joe would be risking $1
per share. Risking no more than 2 percent of the account on the trade,

Joe will purchase 200 shares of the stock.
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If Joe is trading options and the price of the option is $100, Joe
will purchase 2 options. If the option price is $400, Joe cannot make
the trade and follow his money management strategy because if the
option were to expire worthless, Joe will have lost 4 percent on a
single trade.

Futures trades are exactly the same. If the risk on any given
trade is greater than $200, the trade must be passed. If the risk is ex-
actly $200, then Joe is able to buy (or sell) one contract. If Joe decides
to increase the risk he is willing to take on any given trade to 10 per-
cent, then he could increase the number of contracts to 5 with a risk
of $200 per contract.

$10,000 x .10 = $1,000
$1,000 / $200 = 5 contracts

When applying the Fixed Fractional method to futures and/or op-
tions trading, it can be stated a different way. For example, if your
largest risk on the next trade equaled $1,000 and you decided not to
risk more than 10 percent of an account on any given trade, the follow-
ing formula will tell you what the minimum account must be to make
the trade:

Largest potential loss / Percent risked on a trade

$1,000 /.10 = $10,000 minimum account balance to take trade

This is one of the more popular recommendations from industry
professionals: Trade one contract for every $10,000 in your account.
This is a Fixed Fractional method. The equation is simply in reverse
order.

The nature of the Fixed Fractional method is interesting. First, it
is not predicated on any number, sequence, or outcome of previous
trades. If the largest loss in any particular trading system is $2,000
and the risk per trade is 10 percent of the account, a set of levels are
generated to indicate where contracts will be increased and de-
creased regardless of trading statistics and sequences. The fixed
fraction is based on a single trade, that being the largest loss. It does
not take into account any potential drawdown that may stem from a
string of several losing trades in a row.

For example, if the largest potential loss is $2,000 on any partic-
ular system or trading method, and the maximum percentage of the
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account to risk on any given trade is 10 percent, then the following
table is true for every increase and or decrease:

$2,000 /.10 = $20,000 minimum account balance to trade
one contract

$20,000-%$39,999 = 1 contract

$40,000-$59,999 = 2 contracts
$60,000-$79,999 = 3 contracts
$80,000—-$99,999 = 4 contracts

And the schedule continues on one additional contract for every
$20,000 in the account. If the account moves above the $40,000 level
and is trading two contracts, it will decrease back to one contract if
the account balance moves below $40,000. The same formula is used
for any percentage and any size for the largest loss.

This is the essence of the Fixed Fractional trading method. Any-
one who puts his or her head to this can understand how it works and
how to apply it to trading. However, it is amazing to me how many
have put their head to this method and continue to advocate it as an
efficient money management method for trading leveraged instru-
ments. The following sections demonstrate some characteristics of
the method that traders should definitely be aware of before applying
this method to their trading.

ONE CONTRACT FOR EVERY $10,000

As explained earlier, this simply says that you divide your account
balance by $10,000 to figure out how many contracts should be
traded on the following trade. If Joe Trader has $100,000 in the ac-
count, he will place 10 contracts on the next trade. This example sets
up the first major problem with the Fixed Fractional method.
Suppose Joe Trader has $100,000 in the account and is trading
according to the one contract for every $10,000 in the account
method. If Joe’s maximum risk on the next trade is $2,000 per con-
tract, Joe's risk on the next trade is $20,000. This is not Joe's poten-
tial drawdown; this is Joe's risk on the very next trade. Apply the
proper equation and this comes to a 20 percent risk on the next trade.
It doesn't take a rocket scientist to figure out that if Joe suffers
two losses in a row, 36 percent of his account is at risk on just those
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two trades. If Joe’s positions are stopped out for three consecutive
maximum losses, Joe is out 48 percent of his account. Obviously,
some other factors need to be considered before blindly applying the
one contract for every $10,000 in the account method.

There are times when the risk is not this high with the method.
For example, if the largest loss were only $1,000, the maximum Joe
would be risking on any given trade would be 10 percent, not 20 per-
cent as with the previous example. However, should three consecutive
losers occur when only risking 10 percent of the account, Joe, and any
other trader for that matter, would still be risking 27 percent of the ac-
count. For those of you who can live with a drawdown of 27 percent on
three consecutive losers, let’s look at this method from reality.

If Joe Trader is trading one contract for every $10,000 in the ac-
count and the maximum largest losing trade is only $1,000, Joe is risk-
ing 27 percent of the account should three consecutive losers in a row
occur. However, with a potential $1,000 largest losing trade, what is
the total drawdown potential? Mathematically, the true drawdown po-
tential is unlimited (see Chapter 4, section “Drawdowns”). However,
based on thoroughly back testing the method being traded, it has never
suffered a larger drawdown than $6,000. This drawdown does not have
to occur in six consecutive trades. For example, the trade sequence
may be as follows:

Trade 1 = ($1,000) Drawdown = ($1,000)
Trade 2 =  $500 Drawdown = ($500)
Trade 3 = ($1,000) Drawdown = ($1,500)
Trade 4=  $500 Drawdown = ($1,000)
Trade 5 = ($1,000)  Drawdown = ($2,000)
Trade 6 = ($500) Drawdown = ($2,500)
Trade 7 = ($1,000)  Drawdown = ($3,500)
Trade 8 =  $500 Drawdown = ($3,000)
Trade 9 = ($1,0000  Drawdown = ($4,000)
Trade 10 = ($1,000) Drawdown = ($5,000)
Trade 11 = ($1,000) Drawdown = ($6,000)

According to this drawdown, if Joe were trading one contract for
every $10,000 in the account with a $100,000 account, Joe’s perfor-
mance record is shown in the box.
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Account = $100,000

Maximum potential loss on each trade = $1,000
Trade ] = 10 contracts x ($1,000) = ($10,000) loss
Balance = $90,000

Trade 2 = 9 contracts x $500 = $4,500 gain
Balance = $94,500
Trade 3 = 9 contracts x ($1,000) = ($9,000) loss
Balance = $85,500
Trade 4 = 8 contracts x ($500) = ($4,000) loss
Balance = $81,500
Trade 5 = 8 contracts x ($1,000) = ($8,000) loss
Balance = $73,500
Trade 6 = 7 contracts x ($500) = ($3,500) loss
Balance = $70,000
Trade 7 = 7 contracts x ($1,000) = ($7,000) loss
Balance = $63,000
Trade 8 = 6 contracts x $500 = $3,000 gain
Balance = $66,000
Trade 9 = 6 contracts x ($1,000) = ($6,000) loss
Balance = $60,000

Trade 10 = 6 contracts x ($1,000) = ($6,000) loss
Balance = $54,000

Trade 11 = 5 contracts x ($1,000) = ($5,000) loss
Balance = $49,000

Therefore, with only a $6,000 drawdown trading one contract for
every $10,000 in the account, Joe suffered a 51 percent shellacking!
For those of you who are new to trading, if you trade on somewhat of
a mediocre activity level and go an entire year without suffering a
$6,000 drawdown, you are one of maybe .01 percent of all traders.
That is 1/10 of 1 percent! For those of you who have been trading for
years on end, you know that it is common to suffer $10,000 draw-
downs. Should Joe's trading continue to suffer until it reaches a
$10,000 drawdown based on a single contract, Joe will have lost 66
percent of his account, or $66,000 gone to drawdown. His account
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would be at $34,000 after starting with $100,000. Trading one con-
tract for every $10,000 is not all that it is cracked up to be.

RISKING ONLY 3 PERCENT OR LESS
ON EVERY TRADE

This variation of the Fixed Fractional method is often used by fund
managers. However, it is also recommended for individual traders in
many books as well as by many brokers. Unlike the one contract for
every $10,000 variation, this offers much smaller total risks to the
account should there be larger drawdowns. For example, following the
same trades used in the previous example, the total drawdown after
a $6,000 drawdown per contract would only bring the $100,000 ac-
count down to $93,000 risking no more than 2 percent on each trade.
If the drawdown were to continue, the account would only decrease to
$89,000 for a total drawdown of 11 percent.

The major problem with this variation is obviously not the risk
that is involved. It is the growth factor. Apply the proper equation to
this situation and you will end up with the following scenario:

$1,000 / .02 = $50,000

Or, trade one contract for every $50,000 in the account. According to
this scenario, Joe Trader is able to trade two contracts with $100,000
in the account. However, if the first trade is a loser, it will bring the
account below the $100,000 mark and drop the number of contracts
to one because Joe is unable to trade fractional contracts. He can only
go from one contract to two contracts and vice versa. Joe cannot trade
1.5 contracts or 1.9 contracts.

This scenario also means that if Joe starts out trading a $100,000
account, he cannot increase to three contracts until he reaches
$150,000. For traders who don't have $50,000 to begin trading, this
scenario is impossible as this is the minimum account balance re-
quired to trade this variation of the Fixed Fractional method. Ratchet
the percentage to risk on each trade down to a more conservative 1
percent and the trader is required to have a minimum account balance
of $100,000 and will not increase to two contracts until the account
reaches $200,000!

$1,000 / .01 = $100,000
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Or, instead of ratcheting the percentage down, keep it at 2 per-
cent with a possible loss of $2,000. The trader is in the same boat as
the one risking 1 percent with a maximum loss of $1,000. Before any
trades can be taken, the account has to be funded with $100,000 and
cannot increase to two contracts before generating another $100,000
in profits. This is why the problem with this variation of the Fixed
Fractional method is with the growth factor instead of the risk fac-
tor. For all intents and purposes, there is no growth factor with this
variation. For individual traders, it could be years before the money
management strategy will even come into play much less affect the
geometric growth of the account.

$2,000 / .02 = $100,000

If the small, per trade risk percentages are not suitable for the in-
dividual trader, why are they suitable for fund managers such as
Commodity Trading Advisors (CTAs) and Commodity Pool Operators
(CPOs)? The short answer is that they truly aren't. However, it is not
nearly as apparent because of the large amount of money involved.
Some funds are in the tens of millions of dollars. For example, a $20
million fund may be using the 1 percent fixed fraction to determine
the number of contracts to be traded. If the largest potential loss of
the next trade is $2,000 per contract, they will divide the $20 million
by $200,000 and place 100 contracts on the next trade. If the trade is
a loser, they still lose 1 percent of the entire capital under manage-
ment. If the trade is a winner by $2,000 per contract, they increase
the capital under management to $20,200,000. On the next trade, they
are able to place 101 contracts. Unlike the individual traders who
might wait for years before they can go from one to two contracts, the
large fund managers can sometimes utilize growth in a single trade.

This is why it is not obvious that this is not the most efficient
money management method for large funds. Obvious or not, rarely do
large institutional funds garner consistent annual returns of more
than 20 percent annually. They still suffer from the lack of geometric
growth. In all fairness, most funds do not trade the entire fund the
same way. Such funds use asset allocation models to divide the total
capital under management into smaller portions to be traded either
by other managers or other trading methods. By doing so, however,
they are decreasing their ability to take advantage of the geometric
growth of the fund. The smaller the amount being traded, the smaller
the effect of geometric growth. It seems to be a Catch-22 situation,
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but there are ways to accomplish both the small drawdowns (some
funds that produce less than 20 percent annual returns generally tend
to have extremely small drawdowns as well) and geometric growth in
larger funds. This is covered more thoroughly in Chapter 16.
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The logical conclusion after researching the one contract for every
$10,000 in the account and the extremely low percentage risks being
taken on a per trade basis is that the answer lies somewhere in be-
tween. However, the logical answer is not to use any variation of
Fixed Fractional trading.

According to the first example (one contract for every $10,000), the
per trade risk was 20 percent. This was quickly discounted as not a vi-
able trading option for the average trader. The percentage did go down
after cutting the largest loss from $2,000 to $1,000. However, Joe'’s ac-
count was still slaughtered with a 51 percent loss after only a $6,000
per contract drawdown. After the drawdown went to $10,000 per con-
tract, Joe had lost 66 percent of the account. This too is not a viable
money management option for the average trader. This, coupled with
the fact that risking much smaller percentages on each trade will not
produce a great deal of geometric growth in an account, leaves us to
try to pick a percentage somewhere between 2 percent and 10 percent.

On the following pages are spreadsheets of the same $6,000 and
$10,000 drawdowns (single contract) being suffered on a $100,000
account risking from 3 percent to 9 percent on each trade. | have also
included the spreadsheets for both a $1,000 largest losing potential
trade and a $2,000 largest potential losing trade.

These spreadsheets show the largest loss, the fixed fractional
percentage used, followed by the required additional equity needed to
increase an additional contract. With Fixed Fractional trading, the
first three columns will always remain the same. Column 4 shows
the number of contracts that will be traded after the required addi-
tional equity is achieved. Column 5 shows what each contract must
produce to achieve the required equity. This column will always
decrease in size as more contracts are traded. This is calculated by
simply dividing the required additional equity by the number of con-
tracts column. Therefore, when trading two contracts, each contract
has to produce only $16,667 in profits (total of $33,333) to increase
to three contracts (Table 5.1).
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TABLE 5.1 $1,000 Loss Risking 3%

Per
Reg. Contract 1 Contract
Large Loss % Risk ~ Equity ~ # Contracts Req Accum Net Result
$1, 000 3 $33,333 1 $33,333 $ 33,333 § 33,333
1,000 3 33, 333 2 16, 667 50, 000 66, 667
1,000 3 33,333 3 11,111 61,111 100, 000
1,000 3 33,333 4 8,333 69, 444 133, 333
1,000 3 33,333 5 6,667 76, 111 166, 667
1,000 3 33,333 6 5,556 81, 667 200, 000
1,000 3 33,333 7 4,762 86, 429 233,333
1,000 3 33,333 8 4,167 90, 595 266, 667
1,000 3 33,333 9 3,704 94, 299 300, 000
1,000 3 33, 333 10 3,333 97, 632 333,333
1,000 3 33,333 11 3,030 100, 663 366, 667
1,000 3 33,333 12 2,778 103,440 400, 000
1,000 3 33,333 13 2,564 106,004 433, 333
1,000 3 33,333 14 2,381 108,385 466, 667
1,000 3 33,333 15 2,222 110,608 500, 000
1,000 3 33,333 16 2,083 112,691 533, 333
1,000 3 33,333 17 1,961 114,652 566, 667
1,000 3 33,333 18 1,852 116,504 600, 000
1,000 3 33,333 19 1,754 118,258 633, 333
1,000 3 33,333 20 1,667 119,925 666, 667
1,000 3 33,333 21 1,587 121,512 700, 000
1,000 3 33, 333 22 1,515 123,027 733,333
1,000 3 33,333 23 1,449 124,476 766, 667
1,000 3 33,333 24 1,389 125,865 800, 000
1,000 3 33,333 25 1,333 127,199 833, 333
1,000 3 33,333 26 1,282 128,481 866, 667
1,000 3 33,333 27 1,235 129,715 900, 000
1,000 3 33,333 28 1,190 130,906 933, 333
1,000 3 33,333 29 1,149 132,055 966, 667
1,000 3 33,333 30 1,111 133,166 1,000,000
1,000 3 33,333 31 1,075 134,242 1,033,333
1,000 3 33,333 32 1,042 135,283 1,066,667
1,000 3 33,333 33 1,010 136, 293 1,100,000
1,000 3 33,333 34 980 137,274 1,133,333
1,000 3 33,333 35 952 138,226 1,166,667
1,000 3 33,333 36 926 139,152 1,200,000
1,000 3 33,333 37 901 140, 053 1,233,333
1,000 3 33,333 38 877 140, 930 1,266,667
1,000 3 33,333 39 855 141, 785 1,300,000
1,000 3 33,333 40 833 142,618 1,333,333
1,000 3 33,333 41 813 143,431 1,366,667
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TABLE 5.1 (Continued)
Per
Req. Contract 1 Contract

Large Loss % Risk  Equity # Contracts Req Accum Net Result
1,000 3 33,333 42 794 144,225 1,400,000
1,000 3 33 333 43 775 145000 1433333
1,000 3 33, 333 44 758 145,758  1.466.667
1,000 3 33,333 45 741 146, 498 1,500,000
1000 3 33, 333 16 725 147,223 1533.333
1,000 3 33, 333 47 709 147,932 1566.667
1,000 3 33, 333 48 694 148,627  1.600.000
1,000 3 33,333 49 680 149,307  1.633.333
1,000 3 33, 333 50 667 149,974  1.666.667
1,000 3 33, 333 51 654 150,627 1700000
1,000 3 33,333 52 641 151,268 1733333
1,000 3 33, 333 53 629 151,897  1.766.667
1000 3 33, 333 54 617 152,514  1.800,000
1,000 3 33, 333 55 606 153,120  1.833.333

Column 6 is the performance based on trading a single unit. In
other words, it is the sum of the fifth column. Column 7 is the money
management being applied to column 6. Therefore, column 6 is what
is required based on trading a single unit to produce the profits with
that particular fixed fraction in column 7.

As shown in Table 5.1, it would take $100,000 in profits trading a
single unit to produce $366,000 by applying the 3 percent Fixed Frac-
tional method. However, it will take only $21,000 more based on
trading a single unit to produce the next $350,000 with the 3 percent
Fixed Fractional method.

Table 5.2 is a bit more aggressive, however, it still takes over
$81,000 in profits based on trading a single unit to produce $350,000
in profits with the fixed fractional method. It does achieve almost $1
million in profits after about $106,000 based on a single unit, but the
last $650,000 of that was dependent on only $26,000 while the first
$350,000 required over $80,000.

Table 5.3 requires almost $130,000 before reaching $350,000
with the money management and an additional $50,000 after that to
make it to $1 million.

Table 5.4 requires close to $70,000 the first leg and an additional

$20,000 to make it to $1 million. Now the method is making it to $1
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TABLE 5.2 $1, 000
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Loss Risking 4%

" Per
Req. Contract 1 Contract

Large Loss % Risk  Equity # Contracts Req Accum Net Result
$1, 000 4 $25, 000 1 $25,000 $ 25000 $ 25,000
1,000 4 25,000 2 12,500 37,500 50, 000
1,000 4 25,000 3 8,333 45,833 75,000
1,000 4 25,000 4 6, 250 52,083 100, 000
1,000 4 25,000 5 5,000 57,083 125, 000
1,000 4 25,000 6 4,167 61, 250 150, 000
1,000 4 25,000 7 3,571 64, 821 175, 000
1,000 4 25,000 8 3,125 67,946 200, 000
1,000 4 25,000 9 2,778 70,724 225, 000
1,000 4 25,000 10 2,500 73,224 250, 000
1,000 4 25,000 11 2,273 75, 497 275, 000
1,000 4 25,000 12 2,083 77,580 300, 000
1,000 4 25,000 13 1,923 79,503 325, 000
1,000 4 25,000 14 1,786 81, 289 350, 000
1,000 4 25,000 15 1,667 82, 956 375, 000
1,000 4 25,000 16 1,563 84,518 400, 000
1,000 4 25,000 17 1,471 85, 989 425, 000
1,000 4 25,000 18 1,389 87,378 450, 000
1,000 4 25,000 19 1,316 88, 693 475, 000
1,000 4 25,000 20 1,250 89, 943 500, 000
1,000 4 25,000 21 1,190 91,134 525, 000
1,000 4 25,000 22 1,136 92,270 550, 000
1,000 4 25,000 23 1,087 93, 357 575, 000
1,000 4 25,000 24 1,042 94,399 600, 000
1,000 4 25,000 25 1,000 95, 399 625, 000
1,000 4 25,000 26 962 96, 360 650, 000
1,000 4 25,000 27 926 97, 286 675, 000
1,000 4 25,000 28 893 98, 179 700, 000
1,000 4 25,000 29 862 99, 041 725,000
1,000 4 25,000 30 833 99, 875 750, 000
1,000 4 25,000 31 806 100,681 775,000
1,000 4 25,000 32 781 101, 462 800, 000
1,000 4 25,000 33 758 102,220 825, 000
1,000 4 25,000 34 735 102,955 850, 000
1,000 4 25,000 35 714 103,670 875,000
1,000 4 25,000 36 694 104, 364 900, 000
1,000 4 25,000 37 676 105,040 925, 000
1,000 4 25,000 38 658 105,698 950, 000
1,000 4 25,000 39 641 106, 339 975, 000
1,000 4 25,000 40 625 106,964 1,000,000
1,000 4 25,000 41 610 107,573 1,025,000
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TABLE 5.2 (Continued)
Per
Req. Contract 1 Contract
Large Loss %Risk  Equity  # Contracts Req Accum Net Result
1,000 4 25,000 42 595 108, 169 1,050,000
1,000 4 25,000 43 581 108,750 1,075,000
1,000 4 25,000 44 568 109, 318 1,100,000
1,000 4 25,000 45 556 109,874 1,125,000
1,000 4 25,000 46 543 110,417 1,150,000
1,000 4 25,000 47 532 110,949 1,175,000
1,000 4 25,000 48 521 111,470 1,200,000
1,000 4 25,000 49 510 111,980 1,225,000
1,000 4 25,000 50 500 112,480 1,250,000
1,000 4 25, 000 51 490 112,970  1.275.000
1,000 4 25,000 52 481 113,451 1,300,000
1,000 4 25,000 53 472 113,923 1,325,000
1,000 4 25,000 54 463 114,386 1,350,000
1,000 4 25,000 55 455 114,840 1,375,000
TABLE 53 $2,000 Loss Risking 4%
Per
Req. Contract 1 Contract
Large Loss  %Risk  Equity # Contracts Req Accum Net Result
$2, 000 4 $50, 000 1 $50,000 $ 50,000 $ 50,000
2,000 4 50, 000 2 25,000 75,000 100, 000
2,000 4 50, 000 3 16, 667 91, 667 150, 000
2,000 4 50, 000 4 12,500 104, 167 200, 000
2,000 4 50, 000 5 10,000 114,167 250, 000
2,000 4 50, 000 6 8,333 122,500 300, 000
2,000 4 50, 000 7 7,143 129,643 350, 000
2,000 4 50, 000 8 6,250 135,893 400, 000
2,000 4 50, 000 9 5,556 141,448 450, 000
2,000 4 50, 000 10 5,000 146, 448 500, 000
2,000 4 50, 000 11 4,545 150,994 550, 000
2,000 4 50, 000 12 4,167 155,161 600, 000
2,000 4 50, 000 13 3,846 159,007 650, 000
2.000 4 50, 000 14 3,571 162,578 700, 000

(Continued)
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TABLE 5.3 (Continued)
Per
Req. Contract 1 Contract

Large Loss % Risk Equity # Contracts Req Accum Net Result
2,000 4 50,000 15 3,333 165, 911 750,000
2,000 4 50,000 16 3,125 169,036 800,000
2,000 4 50,000 17 2,941 171,978 850,000
2,000 4 50,000 18 2,778 174,755 900,000
2.000 4 50,000 19 2,632 177,387 950,000
2,000 4 50,000 20 2,500 179,887 1,000,000
2,000 4 50,000 21 2'381 182,268 1,050,000
2,000 4 50,000 22 2,273 184,541 1,100,000
2,000 4 50,000 23 2,174 186,715 1,150,000
2,000 4 50.000 24 2,083 188.798  1.200.000
2.000 4 50,000 25 2,000 190,798  1.250.000
2,000 4 50,000 26 1923 192,721 1,300,000
2,000 4 50,000 27 1,852 194,573 1,350,000
2,000 4 50,000 28 1,786 196,359 1,400,000
2,000 4 50,000 29 1,724 198,083 1,450,000
2,000 4 50,000 30 1,667 199,749 1,500,000
2.000 4 50,000 31 1,613 201,362 1,550,000
2.000 4 50,000 32 1,563 202,925 1,600,000
2.000 4 50,000 33 1,515 204,440 1650000
2,000 4 50,000 34 1,471 205,910  1.700,000
2.000 4 50,000 35 1429 207,339 1.750.000
2,000 4 50,000 36 1389 208,728 1,800,000
2,000 4 50,000 37 1,351 210,079 1,850,000
2,000 4 50,000 38 1,316 211,395  1.900.000
2,000 4 50,000 39 1,282 212,677 1,950,000
2,000 4 50.000 40 1250 213,927 2,000,000
2,000 4 50,000 41 1220 215,147 2,050,000
2,000 4 50,000 42 1,190 216, 337 2,100,000
2,000 4 50,000 43 1,163 217,500 2,150,000
2,000 4 50,000 44 1,136 218,636 2,200,000
2,000 4 50,000 45 1,111 219,747 2,250,000
2,000 4 50,000 46 1,087 220,834 2,300,000
2,000 4 50,000 47 1,064 221,898 2,350,000
2,000 4 50,000 48 17042 222,940 2,400,000
2,000 4 50,000 49 1020 223,960  2.450.000
2,000 4 50,000 50 1000 224,960 2,500,000
2,000 4 50,000 51 980 225,941 2,550,000
2,000 4 50,000 52 962 226,902 2,600,000
2.000 4 50,000 53 043 227,846 2650000
2.000 4 50,000 54 926  228.772 2,700,000
2.000 4 50,000 55 909 229,681 2,750,000
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TABLE 54 $1,000 Loss Risking 5%
Per
Req. Contract 1 Contract
Large Loss % Risk  Equity  # Contracts Rea Accum Net Result
$1,000 5 $20,000 1 $20,000  $20,000 $ 20,000
1,000 5 20,000 2 10, 000 30,000 40,000
1,000 5 20,000 3 6,667 36,667 60,000
1,000 5 20,000 4 5,000 41,667 80,000
1,000 5 20,000 5 4,000 45,667 100, 000
1,000 5 20,000 6 3,333 49,000 120, 000
1,000 5 20,000 7 2,857 51,857 140, 000
1,000 5 20,000 8 2,500 54,357 160, 000
1,000 5 20,000 9 2,222 56,579 180, 000
1,000 5 20,000 10 2,000 58,579 200,000
1,000 5 20,000 11 1,818 60,398 220,000
1,000 5 20,000 12 1,667 62,064 240,000
1,000 5 20,000 13 1,538 63,603 260,000
1,000 5 20,000 14 1,429 65,031 280,000
1,000 5 20,000 15 1,333 66,365 300,000
1,000 5 20,000 16 1,250 67,615 320,000
1,000 5 20,000 17 1,176 68, 791 340,000
1,000 5 20,000 18 1,111 69, 902 360,000
1,000 5 20,000 19 1,053 70, 955 380,000
1,000 5 20,000 20 1,000 71,955 400,000
1,000 5 20,000 21 952 72,907 420,000
1,000 5 20,000 22 909 73,816 440,000
1,000 5 20,000 23 870 74,686 460,000
1,000 5 20,000 24 833 75,519 480,000
1,000 5 20,000 25 800 76, 319 500,000
1,000 5 20,000 26 769 77,088 520,000
1,000 5 20,000 27 741 77,829 540,000
1,000 5 20,000 28 714 78,543 560,000
1,000 5 20,000 29 690 79,233 580,000
1,000 5 20,000 30 667 79,900 600,000
1,000 5 20,000 31 645 80,545 620,000
1,000 5 20,000 32 625 81,170 640,000
1,000 5 20,000 33 606 81,776 660,000
1,000 5 20,000 34 588 82,364 680,000
1,000 5 20,000 35 571 82,936 700,000
1,000 5 20,000 36 556 83, 491 720,000
1,000 5 20,000 37 541 84,032 740,000
1,000 5 20,000 38 526 84,558 760,000
1,000 5 20,000 39 513 85,071 780,000

(Continued)
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TABLE 5.4 (Continued)

Per
Req. Contract 1  Contract
Large Loss % Risk Equity # Contracts Req Accum Net Result
1,000 5 20, 000 40 500 85,571 800, 000
1,000 5 20, 000 41 488 86, 059 820, 000
1,000 5 20, 000 42 476 86, 535 840, 000
1,000 5 20, 000 43 465 87,000 860, 000
1,000 5 20, 000 44 455 87, 455 880, 000
1,000 5 20, 000 45 444 87,899 900, 000
1,000 5 20, 000 46 435 88, 334 920, 000
1,000 5 20, 000 47 426 88, 759 940, 000
1,000 5 20, 000 48 417 89, 176 960, 000
1,000 5 20, 000 49 408 89, 584 980, 000
1,000 5 20, 000 50 400 89, 984 1,000,000
1,000 5 20, 000 51 392 90, 376 1,020,000
1,000 5 20, 000 52 385 90, 761 1,040,000
1,000 5 20, 000 53 377 91, 138 1,060,000
1,000 5 20, 000 54 370 91, 509 1,080,000
1,000 5 20, 000 55 364 91, 872 1,100,000

million in less than the $100,000 required in the 5-year breakdown
in Chapter 2 using a conservative Fixed Ratio method.

Table 5.5 jumps up to $113,000 to achieve the $350,000 with the
money management, while the $1 million takes less than $40,000 ad-
ditional profits.

Table 5.6 requires $60,000 and an additional $18,000. It is here
that things begin to change with the risks being taken. Notice that
there are 55 contracts being traded with the account only at $916,000.
With one largest losing trade, the account drops $55,000 (6%). A
$5,000 drawdown here drops the profit level to only $674,000 trading
40 contracts. This is a 26 percent drawdown coming from just a $5,000
drawdown based on one contract. Things begin to get a little wilder
from this point on.

Table 5.7 happens to be the exact same sequence as Table 5.1 be-
cause both calculate into 1 contract for every $33,333 in the account.

Table 5.8 requires $54,000 to reach $350,000 with money man-
agement. Extending the spreadsheet down to $1 million would have
the number of contracts at 70 and only needs another $15,000 per
contract to get there. At 70 contracts, it takes only one win of $204 to
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TABLE 55 $2,000 Loss Risking 5%
Per
Reg. Contract 1 Contract
Large Loss % Risk  Equity  # Contracts Req Accum Net Result
$2, 000 5 $40, 000 1 $40,000 $ 40,000 $ 40,000
2,000 5 40, 000 2 20, 000 60, 000 80, 000
2,000 5 40, 000 3 13, 333 73,333 120, 000
2,000 5 40, 000 4 10, 000 83, 333 160, 000
2,000 5 40, 000 5 8,000 91, 333 200, 000
2,000 5 40, 000 6 6, 667 98, 000 240, 000
2,000 5 40, 000 7 5,714 103, 714 280, 000
2,000 5 40, 000 8 5,000 108, 714 320, 000
2,000 5 40, 000 9 4,444 113,159 360, 000
2,000 5 40, 000 10 4,000 117,159 400, 000
2,000 5 40, 000 11 3,636 120, 795 440, 000
2,000 5 40, 000 12 3,333 124,128 480, 000
2,000 5 40, 000 13 3,077 127,205 520, 000
2,000 5 40, 000 14 2,857 130, 062 560, 000
2,000 5 40, 000 15 2,667 132,729 600, 000
2,000 5 40, 000 16 2,500 135, 229 640, 000
2,000 5 40, 000 17 2,353 137,582 680, 000
2,000 5 40, 000 18 2,222 139, 804 720, 000
2,000 5 40, 000 19 2,105 141,910 760, 000
2,000 5 40, 000 20 2,000 143,910 800, 000
2,000 5 40, 000 21 1,905 145,814 840, 000
2,000 5 40, 000 22 1,818 147,633 880, 000
2,000 5 40, 000 23 1,739 149, 372 920, 000
2,000 5 40, 000 24 1,667 151, 038 960, 000
2,000 5 40, 000 25 1,600 152, 638 1,000,000
2,000 5 40, 000 26 1,538 154,177 1,040,000
2,000 5 40, 000 27 1,481 155,658 1,080,000
2,000 5 40, 000 28 1,429 157,087 1,120,000
2,000 5 40, 000 29 1,379 158, 466 1,160,000
2,000 5 40, 000 30 1,333 159,799 1,200,000
2,000 5 40, 000 31 1,290 161,090 1,240,000
2,000 5 40, 000 32 1,250 162, 340 1,280,000
2,000 5 40, 000 33 1,212 163, 552 1,320,000
2,000 5 40, 000 34 1,176 164,728 1,360,000
2,000 5 40, 000 35 1,143 165, 871 1,400,000
2,000 5 40, 000 36 1,1 166, 982 1,440,000
2,000 5 40, 000 37 1,081 168, 063 1,480,000
2,000 5 40, 000 38 1,053 169, 116 1,520,000
2,000 5 40, 000 39 1,026 170, 142 1,560,000

(Continued)
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TABLE 5.5 (Continued)
Per
Req. Contract 1  Contract
Large Loss % Risk  Equity # Contracts Req Accum Net Result
2,000 5 40, 000 40 1,000 171,142 1,600,000
2,000 5 40, 000 41 976 172,117 1,640,000
2,000 5 40, 000 42 952 173,070 1,680,000
2,000 5 40, 000 43 930 174,000 1,720,000
2,000 5 40, 000 44 909 174,909 1,760,000
2,000 5 40, 000 45 889 175,798 1,800,000
2,000 5 40, 000 46 870 176, 667 1,840,000
2,000 5 40, 000 47 851 177,519 1,880,000
2,000 5 40, 000 48 833 178,352 1,920,000
2,000 5 40, 000 49 816 179,168 1,960,000
2,000 5 40, 000 50 800 179,968 2,000,000
2,000 5 40, 000 51 784 180,753 2,040,000
2,000 5 40, 000 52 769 181,522 2,080,000
2,000 5 40, 000 53 755 182,276 2,120,000
2,000 5 40, 000 54 741 183,017 2,160,000
2,000 5 40, 000 55 727 183,744 2,200,000
TABLE 5.6 $1,000 Loss Risking 6%
Per
Req. Contract 1 Contract
Large Loss % Risk Equity # Contracts Req Accum Net Result
$1, 000 6 $16, 667 1 $16, 667 $16,667 $ 16,667
1,000 6 16, 667 2 8,333 25,000 33,333
1,000 6 16, 667 3 5, 556 30, 556 50, 000
1,000 6 16, 667 4 4,167 34,722 66, 667
1,000 6 16, 667 5 3,333 38, 056 83, 333
1,000 6 16, 667 6 2,718 40, 833 100, 000
1,000 6 16, 667 7 2,381 43,214 116, 667
1,000 6 16, 667 8 2,083 45,298 133, 333
1,000 6 16, 667 9 1,852 47,149 150, 000
1,000 6 16, 667 10 1,667 48, 816 166, 667
1,000 6 16, 667 11 1,515 50, 331 183, 333
1,000 6 16, 667 12 1,389 51,720 200, 000
1,000 6 16, 667 13 1,282 53, 002 216, 667
1,000 6 16, 667 14 1,190 54,193 233,333

SOMEWHERE IN BETWEEN 55
TABLE 5.6 (Continued)
Per
Req. Contract 1  Contract

Large Loss % Risk Equity # Contracts Req Accum Net Result
1,000 6 16, 667 15 1,111 55, 304 250, 000
1,000 6 16, 667 16 1,042 56, 345 266, 667
1,000 6 16, 667 17 980 57, 326 283, 333
1,000 6 16, 667 18 926 58, 252 300, 000
1,000 6 16, 667 19 877 59, 129 316, 667
1,000 6 16, 667 20 833 59, 962 333, 333
1,000 6 16, 667 21 794 60, 756 350, 000
1,000 6 16, 667 22 758 61,514 366, 667
1,000 6 16, 667 23 725 62, 238 383, 333
1,000 6 16, 667 24 694 62, 933 400, 000
1,000 6 16, 667 25 667 63, 599 416, 667
1,000 6 16, 667 26 641 64, 240 433,333
1,000 6 16, 667 27 617 64, 858 450, 000
1,000 6 16, 667 28 595 65, 453 466, 667
1,000 6 16, 667 29 575 66, 028 483, 333
1,000 6 16, 667 30 556 66, 583 500, 000
1,000 6 16, 667 31 538 67,121 516, 667
1,000 6 16, 667 32 521 67, 642 533,333
1,000 6 16, 667 33 505 68, 147 550, 000
1,000 6 16, 667 34 490 68, 637 566, 667
1,000 6 16, 667 35 476 69, 113 583, 333
1,000 6 16, 667 36 463 69, 576 600, 000
1,000 6 16, 667 37 450 70, 026 616, 667
1,000 6 16, 667 38 439 70, 465 633, 333
1,000 6 16, 667 39 427 70, 582 650, 000
1,000 6 16, 667 40 417 71,309 666, 667
1,000 6 16, 667 41 407 71,716 683, 333
1,000 6 16, 667 42 397 72,112 700, 000
1,000 6 16, 667 43 388 72,500 716, 667
1,000 6 16, 667 44 379 72,879 733, 333
1,000 6 16, 667 45 370 73,249 750, 000
1,000 6 16, 667 46 362 73,611 766, 667
1,000 6 16, 667 47 355 73, 966 783, 333
1,000 6 16, 667 48 347 74,313 800, 000
1,000 6 16, 667 49 340 74, 653 816, 667
1,000 6 16, 667 50 333 74,987 833,333
1,000 6 16, 667 51 327 75,314 850, 000
1,000 6 16, 667 52 321 75, 634 866, 667
1,000 6 16, 667 53 314 75, 949 883, 333
1,000 6 16, 667 54 309 76, 257 900, 000
1,000 6 16, 667 55 303 76, 560 916, 667




SOMEWHERE IN BETWEEN 57
56 FIXED FRACTIONAL TRADING
o TABLE 5.7 (Continued)
TABLE 5.7 $2,000 Loss Risking 6%
Per
Req Cor:)terralct 1 Contract Req, Contract 1 Contract
. 0 1 H
Large Loss % Risk Equity # Contracts Req Ascum Net Result Large Loss % Risk  Equity # Contracts Req Accum Net Result
$2, 000 6 $33,333 1 $33,333 $ 33,333 $ 33,333 2888 2 23223 j§ ;% 1;‘;‘333 i’,igg’ggg
2,000 6 33,333 2 16,667 50,000 66, 667 2,000 6 33,333 44 758 145,758 1,466,667
2,000 6 33, 333 3 11,111 61,111 100, 000 2,000 6 33, 333 45 741 146,498 1,500,000
2,000 6 33,333 4 8,333 69,444 133,333 2,000 6 33, 333 46 725 147,223 1,533,333
2,000 6 33,333 5 6,667 76,111 166, 667 2,000 6 33,333 47 709 147,932 1,566,667
2,000 6 33,333 6 5,56 81,667 200, 000 2,000 6 33, 333 48 694 148,627 1,600,000
2,000 6 33,333 [ 4,762 86,429 233,333 2,000 6 33, 333 49 680 149,307 1,633,333
2,000 6 33,333 8 4,167 90,535 266, 667 2,000 6 33, 333 50 667 149,974 1,666,667
2,000 6 3333 d 3,704 94,299 300,000 2,000 6 33333 51 654 150,627 1,700,000
2,000 6 333 10 3,333 97,632 333,333 2,000 6 33333 52 641 151,268 1,733,333
2,000 6 3338 1 3,030 100,663 366, 667 2,000 6 33,333 53 629 151,807  1.766,667
2,000 6 3333 12 2,778 103,440 400,000 2,000 6 33,333 54 617 152,514 1,800,000
2,000 6 33383 13 2,564 106,004 433,333 2,000 6 33,333 55 606 153,120  1,833.333
2,000 6 33,333 14 2,381 108,385 466, 667 ’ ’ ’ oo
2,000 6 33,333 15 2,222 110, 608 500, 000
2,000 6 33, 333 16 2,083 112,601 533, 333
2,000 6 33, 333 17 1,961 114,652 566, 667
2,000 6 33,333 18 1,852 116,504 600, 000
2,000 6 33,333 19 1,754 118,258 633, 333
2,000 6 33, 333 20 1,667 119,925 666, 667
2, 000 6 33,333 21 1,587 121,512 700, 000 TABLE 5.8 $1,000 Loss Risking 7%
2,000 6 33, 333 22 1,515 123,027 733, 333 —
2,000 6 33,333 23 1,449 124,476 766, 667 Reg Contract 1 Contract
2,000 6 33, 333 24 1,389 125,865 800, 000 Larce Loss % Risk  Eaiv 4 o A ‘et el
2’ 000 6 33] 333 25 1’ 333 127‘ 199 833, 333 ge LOSS %o Ris quity Contracts eq ccum et esult
2,000 6 33,333 26 1,282 128,481 866, 667 $1, 000 7 $14,286 1 $14,286  $14,286  $ 14,286
2,000 6 33,333 27 1,235 129,715 900, 000 1,000 7 14, 286 2 7,143 21,429 28,571
2,000 6 33, 333 28 1,190 130, 906 933, 333 1,000 7 14, 286 3 4,762 26,190 42,857
2,000 6 33,333 29 1,149 132,055 966, 667 1,000 7 14, 286 4 3,571 29,762 57,143
2,000 6 33,333 30 1,111 133,166 1,000,000 1,000 7 14, 286 5 2,857 32,619 71, 429
2,000 6 33, 333 31 1,075 134,242 1,033,333 1,000 7 14, 286 6 2,381 35,000 85, 714
2,000 6 33,333 32 1,042 135,283 1,066,667 1,000 7 14, 286 7 2,041 37,041 100, 000
2,000 6 33, 333 33 1,010 136,293 1,100,000 1,000 7 14, 286 8 1,786 38,827 114, 286
2,000 6 33, 333 34 980 137,274  1.,133.333 1,000 7 14, 286 9 1,587 40,414 128,571
2,000 6 33, 333 35 952 138,226 1,166,667 1,000 7 14, 286 10 1,429 41,842 142, 857
2,000 6 33,333 36 926 139,152 1,200,000 1,000 7 14, 286 11 1,299 43,141 157,143
2,000 6 33, 333 37 901 140,053 1,233,333 1,000 7 14, 286 12 1,190 44,332 171, 429
2,000 6 33, 333 38 877 140,930 1,266,667 1,000 7 14, 286 13 1,099 45,430 185, 714
2,000 6 33,333 39 855 11221 385 1,300,000 1,000 7 14, 286 14 1,020 46,451 200, 000
2,000 6 33,333 40 833 , 1,333,333 :
2,000 6 33,333 41 813 143,431  1.366.667 (Continuied)
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TABLE 5.8 (Continued)
Per
Req. Contract 1 Contract

Large Loss % Risk Equity # Contracts Req Accum Net Result
1,000 7 14, 286 15 952 47,403 214,286
1,000 7 14, 286 16 893 48, 296 228,571
1,000 7 14, 286 17 840 49, 136 242, 857
1,000 7 14, 286 18 794 49,930 257,143
1,000 7 14,286 19 752 50, 682 271,429
1,000 7 14, 286 20 714 51, 396 285,714
1,000 7 14, 286 21 680 52,077 300, 000
1,000 7 14, 286 22 649 52,726 314, 286
1,000 7 14,286 23 621 53,347 328,571
1,000 7 14, 286 24 595 53,942 342, 857
1,000 7 14, 286 25 571 54,514 357, 143
1,000 7 14, 286 26 549 55, 063 371,429
1,000 7 14, 286 27 529 55,592 385,714
1,000 7 14, 286 28 510 56, 102 400, 000
1,000 7 14, 286 29 493 56, 595 414,286
1,000 7 14, 286 30 476 57,071 428,571
1,000 7 14, 286 31 461 57,532 442,857
1,000 7 14, 286 32 446 57,979 457,143
1,000 7 14, 286 33 433 58, 411 471,429
1,000 7 14, 286 34 420 58, 832 485, 714
1,000 7 14,286 35 408 59, 240 500, 000
1,000 7 14,286 36 397 59,637 514, 286
1,000 7 14,286 37 386 60, 023 528, 571
1,000 7 14, 286 38 376 60, 399 542, 857
1,000 7 14,286 39 366 60, 765 557, 143
1,000 7 14,286 40 357 61,122 571,429
1,000 7 14,286 41 348 61,470 585,714
1,000 7 14, 286 42 340 61, 811 600, 000
1,000 7 14, 286 43 332 62, 143 614, 286
1,000 7 14, 286 44 325 62, 468 628,571
1,000 7 14, 286 45 317 62, 785 642, 857
1,000 7 14, 286 46 311 63, 096 657, 143
1,000 7 14, 286 47 304 63, 399 971, 429
1,000 7 14,286 48 298 63, 697 685, 714
1,000 7 14,286 49 292 63, 989 700, 000
1,000 7 14,286 50 286 64,274 714,286
1,000 7 14, 286 51 280 64, 554 728,571
1,000 7 14, 286 52 275 64, 829 742, 857
1,000 7 14,286 53 270 65, 099 757, 143
1,000 7 14,286 54 265 65, 363 771,429
1,000 7 14,286 55 260 65, 623 785,714

SOMEWHERE IN BETWEEN 59
TABLE 59 $2,000 Loss Risking 7%
Per
Req. Contract 1 Contract
Large Loss % Risk Equity # Contracts Req Accum Net Result
$2, 000 7 $28,571 1 $28,571 ¢ 28,571 $ 28,571
2,000 7 28,571 2 14, 286 42,857 57,143
2,000 7 28,571 3 9,524 52,381 85, 714
2,000 7 28,571 4 7,143 59,524 114, 286
2,000 7 28,571 5 5,714 65, 238 142, 857
2,000 7 28,571 6 4,762 70, 000 171,429
2,000 7 28,571 7 4,082 74,082 200, 000
2,000 7 28,571 8 3,571 77, 653 228,571
2,000 7 28,571 9 3,175 80, 828 257,143
2,000 7 28,571 10 2,857 83, 685 285,714
2,000 7 28,571 11 2,597 86, 282 314, 286
2,000 7 28,571 12 2,381 88, 663 342, 857
2,000 7 28,571 13 2,198 90, 861 371,429
2,000 7 28,571 14 2,041 92,902 400, 000
2,000 7 28,571 15 1,905 94, 807 428,571
2,000 7 28,571 16 1,786 96, 592 457,143
2,000 7 28,571 17 1,681 98, 273 485,714
2,000 7 28,571 18 1,587 99,860 514,286
2,000 7 28,571 19 1,504 101,364 542, 857
2,000 7 28,571 20 1,429 102, 793 571,429
2,000 7 28,571 21 1,361 104, 153 600, 000
2,000 7 28,571 22 1,299 105,452 628, 571
2,000 7 28,571 23 1,242 106,694 657, 143
2,000 7 28,571 24 1,190 107,885 685, 714
2,000 7 28,571 25 1,143 109, 027 714,286
2,000 l 28,571 26 1,099 110,126 742, 857
2,000 7 28,571 27 1,058 111,184 771,429
2,000 7 28,571 28 1,020 112, 205 800, 000
2,000 7 28,571 29 985 113,190 828,571
2,000 7 28,571 30 952 114,142 857,143
2,000 7 28,571 31 922 115,064 885, 714
2,000 7 28,571 32 893 115,957 914, 286
2,000 7 28,571 33 866 116, 823 942, 857
2,000 7 28,571 34 840 117, 663 971, 429
2,000 l 28,571 35 816 118,479 1,000,000
2,000 7 28,571 36 794 119,273 1,028,571
2,000 7 28,571 37 772 120,045 1,057,143
2,000 7 28,571 38 752 120, 797 1,085,714
2,000 7 28,571 39 733 121,530 1,114,286
2,000 7 28,571 40 714 122,244 1,142,857

(Continued)




60 FIXED FRACTIONALTRADING

TABLE 5.9 (Continued)

Pdr
Reg. Contract 1 Contract
Large Loss % Risk Equity # Contracts Req Accum Net Result
2,000 7 28,571 40 714 122,244 1,142,857
2,000 7 28,571 41 697 122,941 1,171,429
2,000 7 28,571 42 680 123,621 1,200,000
2,000 7 28,571 43 664 124,286 1,228,571
2,000 7 28,571 44 649 124,935 1,257,143
2,000 7 28,571 45 635 125,570 1,285,714
2,000 7 28,571 46 621 126,191 1,314,286
2,000 7 28,571 47 608 126,799 1,342 857
2,000 7 28,571 48 595 127,394 1,371,429
2,000 7 28,571 49 583 127,977 1,400,000
2,000 7 28,571 50 571 128,549 1,428,571
2,000 7 28,571 51 560 129,109 1,457,143
2,000 7 28,571 52 549 129, 658 1,485,714
2,000 7 28,571 53 539 130,197 1,514,286
2,000 7 28,571 54 529 130,727 1,542,857
2,000 7 28,571 55 519 131, 246 1,571,429

increase to 71 contracts. Looking at the top of the spreadsheet, it
took $14,286 to go from trading one contract to two.

Table 5.9 requires close to $90,000 to reach $350,000 with money
management and an additional $30,000 based on a single contract to
reach $1 million with the money management. Remember that this is
with a largest loss of only $2,000.

Table 5.10 requires only $49,000 and extending the chart to $1
million in profits with the money management needs only an addi-
tional $13,000. By the time that is reached, 80 contracts are being
traded.

Table 5.11 requires $81,000 in single contract profits to reach
$350,000 in profits after money management is applied. An addi-
tional $25,000 in single contract profits is required to increase total
money management profits to $1,000,000. Forty contracts are being
traded at this level.

Table 5.12 is trading 90 contracts at $1 million. This calculates
out to 1 contract for every $11,111 in the account. Risking only 9 per-
cent on each trade results in a drawdown of 37.4 percent of the profits.
A $10,000 drawdown brings that to a 61 percent drawdown.

SOMEWHERE IN BETWEEN 61
TABLE 5.10 $1,000 Loss Risking 8%
Per
Req. Contract 1 Contract
Large Loss 9% Risk Equity # Contracts Req Accum Net Result
$1, 000 8 $12,500 1 $12,500 $12,500 $ 12,500
1,000 8 12,500 2 6, 250 18, 750 25,000
1,000 8 12,500 3 4,167 22,917 37,500
1,000 8 12,500 4 3,125 26,042 50, 000
1,000 8 12,500 5 2,500 28,542 62,500
1,000 8 12,500 6 2,083 30, 625 75,000
1,000 8 12,500 7 1,786 32,411 87,500
1,000 8 12,500 8 1,563 33,973 100, 000
1,000 8 12,500 9 1,389 35, 362 112,500
1,000 8 12,500 10 1,250 36,612 125, 000
1,000 8 12,500 11 1,136 37,748 137,500
1,000 8 12,500 12 1,042 38,790 150, 000
1,000 8 12,500 13 962 39,752 162, 500
1,000 8 12,500 14 893 40, 645 175, 000
1,000 8 12,500 15 833 41,478 187, 500
1,000 8 12,500 16 781 42,259 200, 000
1,000 8 12,500 17 735 42,994 212,500
1,000 8 12,500 18 694 43, 689 225,000
1,000 8 12,500 19 658 44,347 237,500
1,000 8 12,500 20 625 44,972 250, 000
1,000 8 12,500 21 595 45, 567 262,500
1,000 8 12,500 22 568 46, 135 275, 000
1,000 8 12,500 23 543 46,679 287,500
1,000 8 12,500 24 521 47,199 300, 000
1,000 8 12,500 25 500 47,699 312,500
1,000 8 12,500 26 481 48, 180 325, 000
1,000 8 12,500 27 463 48, 643 337,500
1,000 8 12,500 28 446 49,090 350, 000
1,000 8 12,500 29 431 49,521 362, 500
1,000 8 12,500 30 417 49, 937 375, 000
1,000 8 12,500 31 403 50, 341 387, 500
1,000 8 12,500 32 391 50, 731 400, 000
1,000 8 12,500 33 379 51,110 412,500
1,000 8 12,500 34 368 51,478 425, 000
1,000 8 12,500 35 357 51,835 437,500
1,000 8 12,500 36 347 52,182 450, 000
1,000 8 12,500 37 338 52,520 462,500
1,000 8 12,500 38 329 52, 849 475, 000
1,000 8 12,500 39 321 53,169 487, 500

(Continued)
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TABLE 5.10 (Continued)
Per’
Reg. Contract 1 Contract

Large Loss % Risk Equity # Contracts Reg Accum Net Result
1,000 8 12,500 40 313 53, 482 500, 000
1,000 8 12,500 41 305 53, 787 512,500
1,000 8 12,500 42 298 54,084 525, 000
1,000 8 12,500 43 291 54, 375 537,500
1,000 8 12,500 44 284 54,659 550, 000
1,000 8 12,500 45 278 54, 937 562, 500
1,000 8 12,500 46 272 55, 209 575,000
1,000 8 12,500 47 266 55, 475 587, 500
1,000 8 12,500 48 260 55,735 600, 000
1,000 8 12,500 49 255 55,990 612, 500
1,000 8 12,500 50 250 56, 240 625, 000
1,000 8 12,500 51 245 56, 485 637, 500
1,000 8 12,500 52 240 56, 726 650, 000
1,000 8 12,500 53 236 56,961 662, 500
1,000 8 12,500 54 231 57,193 675, 000
1,000 8 12,500 55 227 57,420 687, 500

TABLE 5.11 $2,000 Loss Risking 8%

Per
Req. Contract 1 Contract
Large Loss % Risk  Equity # Contracts Req Accum Net Result
$2, 000 8 $25, 000 1 $25,000 $ 25000 $ 25,000

2,000 8 25,000 2 12,500 37,500 50, 000
2,000 8 25,000 3 8,333 45, 833 75,000
2,000 8 25,000 4 6, 250 52,083 100, 000
2,000 8 25,000 5 5,000 57,083 125, 000
2,000 8 25,000 6 4,167 61, 250 150, 000
2,000 8 25,000 7 3,571 64, 821 175, 000
2,000 8 25,000 8 3,125 67, 946 200, 000
2,000 8 25,000 9 2,778 70,724 225, 000
2,000 8 25,000 10 2,500 73,224 250, 000
2,000 8 25,000 11 2,213 75, 497 275, 000
2,000 8 25,000 12 2,083 77,580 300, 000
2,000 8 25,000 13 1,923 79,503 325, 000
2,000 8 25,000 14 1,786 81, 289 350, 000

SOMEWHERE IN BETWEEN 63
TABLE 5.11 (Continued)
Per
Req. Contract 1 Contract

Large Loss % Risk Equity # Contracts Req Accum Net Result
2,000 8 25,000 15 1,667 82,956 375,000
2,000 8 25,000 16 1,563 84,518 400, 000
2,000 8 25,000 17 1,471 85, 989 425, 000
2,000 8 25, 000 18 1,389 87,378 450, 000
2,000 8 25,000 19 1,316 88, 693 475, 000
2,000 8 25,000 20 1,250 89, 943 500, 000
2,000 8 25,000 21 1,190 91, 134 525,000
2,000 8 25,000 22 1,136 92,270 550, 000
2,000 8 25,000 23 1,087 93, 357 575, 000
2,000 8 25,000 24 1,042 94, 399 600, 000
2,000 8 25,000 25 1,000 95, 399 625, 000
2,000 8 25,000 26 962 96, 360 650, 000
2,000 8 25,000 27 926 97, 286 675, 000
2,000 8 25,000 28 893 98, 179 700, 000
2,000 8 25,000 29 862 99, 041 725, 000
2,000 8 25,000 30 833 99, 875 750, 000
2,000 8 25,000 31 806 100,681 775,000
2,000 8 25,000 32 781 101, 462 800, 000
2,000 8 25,000 33 758 102,220 825, 000
2,000 8 25,000 34 735 102,955 850, 000
2,000 8 25,000 35 714 103,670 875,000
2,000 8 25,000 36 694 104, 364 900, 000
2,000 8 25,000 37 676 105,040 925, 000
2,000 8 25,000 38 658 105,698 950, 000
2,000 8 25,000 39 641 106, 339 975, 000
2,000 8 25,000 40 625 106, 964 1,000,000
2,000 8 25,000 41 610 107,573 1,025,000
2,000 8 25,000 42 595 108,169 1,050,000
2,000 8 25,000 43 581 108,750 1,075,000
2,000 8 25,000 44 568 109,318 1,100,000
2,000 8 25,000 45 556 109,874 1,125,000
2,000 8 25,000 46 543 110, 417 1,150,000
2,000 8 25,000 47 532 110,949 1,175,000
2,000 8 25,000 48 521 111,470 1,200,000
2,000 8 25,000 49 510 111,980 1,225,000
2,000 8 25,000 50 500 112,480 1,250,000
2,000 8 25,000 51 490 112,970 1,275,000
2,000 8 25,000 52 481 113,451 1,300,000
2,000 8 25,000 53 472 113,923 1,325,000
2,000 8 25,000 54 463 114,386 1,350,000
2,000 8 25,000 55 455 114,840 1,375,000
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TABLE 512 $1,000 Loss Risking 9% TABLE 5.12 (Continued)
Per- Per
Req. Contract 1 Contract Req. Contract 1 Contract
Large Loss % Risk Equity # Contracts Req Accum Net Result Large Loss % Risk Equity # Contracts Req Accum Net Result
$1, 000 9 $11,111 1 $11,111  $11,111 $ 1,111 1,000 9 11,111 42 265 48,075 466, 667

1,000 9 11,111 2 5,556 16,667 22,222 1,000 9 11,111 43 258 48,333 477,778
1,000 9 11,111 3 3,704 20,370 33,333 1,000 9 11,111 44 253 48,586 488, 889
1,000 9 11,111 4 2,778 23,148 44, 444 1,000 9 11,111 45 247 48,833 500, 000
1,000 9 11,111 5 2,222 25,370 55, 556 1,000 9 11,111 46 242 49,074 511,111
1,000 9 11,111 6 1,852 27,222 66, 667 1,000 9 11,111 47 236 49,311 522,222
1,000 9 11,111 7 1,587 28,810 77,778 1,000 9 11, 111 48 231 49,542 533,333
1,000 9 11,111 8 1,389 30,198 88, 889 1,000 9 11, 111 49 227 49,769 544, 444
1,000 9 11,111 9 1,235 31,433 100, 000 1,000 9 11,111 50 222 49,991 555, 556
1,000 9 11,111 10 1,111 32,544 111,111 1,000 9 11,111 51 218 50,209 566, 667
1,000 9 11,111 11 1,000 33,554 122,222 1,000 9 11, 111 52 214 50,423 577,778
1,000 9 11,111 12 926 34,480 133, 333 1,000 9 11,111 53 210 50,632 588, 889
1,000 9 11,111 13 855 35,335 144,444 1,000 9 11,111 54 206 50,838 600, 000
1,000 9 11,111 14 794 36,128 155,556 1,000 9 11,111 55 202 51.040 611,111
1,000 9 11,111 15 741 36, 869 166,667
1,000 9 11,111 16 694 37,564 177,778
1,000 9 11,111 17 654 38,217 188,889
1,000 9 11,111 18 617 38,835 200, 000
1,000 9 11,111 19 585 39,419 211,111
1,000 9 11,111 20 556 39,975 222,222
1,000 9 11,111 21 529 40,504 233,333
1,000 9 11,111 22 505 41,009 244, 444 TABLE 513 $2,000 Loss Risking 9%
1,000 9 11,111 23 483 41,492 255, 556
1,000 9 11,111 24 463 41,955 266, 667 Per
1,000 9 11,111 25 444 42,400 271,778 Req. Contract 1 Contract
1,000 9 11,111 26 427 42,827 288, 889 Large Loss % Risk Equity # Contracts Req Accum Net Result
1,000 9 11,111 21 412 43,238 300, 000 $2,000 o $22,222 1 $22,222 $ 22.222 $ 22,222
1,000 9 11,111 28 397 43,635 311,111 2,000 9 22,222 2 11,111 33,333 44, 444
1,000 9 11,111 29 383 44,018 322,222 2,000 9 22,222 3 7,407 40, 741 66, 667
1,000 9 11,111 30 370 44,389 333,333 2,000 9 22,222 4 5, 556 46, 296 88, 889
1,000 9 11,111 31 358 44,747 344,444 2,000 9 22,222 5 4,444 50,741 111,111
1,000 9 11,111 32 347 45,004 359, 556 2,000 9 22,222 6 3,704 54,444 133,333
1,000 9 11,111 33 337 45,431 366, 667 2,000 9 22,222 3,175 57,619 155, 556
1,000 9 11,111 34 327 45,758 377,778 2,000 9 22,222 8 2,778 60, 397 177,778
1,000 9 11,111 35 317 46,075 388, 889 2,000 9 22,222 9 2,469 62,866 200, 000
1,000 9 11,111 36 309 46,384 400, 000 2,000 9 22,222 10 2,222 65,088 222,222
1,000 9 11,111 37 300 46,684 411,111 2,000 9 22,222 11 2,020 67,108 244, 444
1,000 9 11,111 38 292 46,977 422,222 2,000 9 22,222 12 1,852 68,960 266, 667
1,000 9 11,111 39 285 47,262 433,333 2,000 9 22,222 13 1,709 70,670 288, 889
1,000 9 11,111 40 278 47,539 444,444 2,000 9 22,222 14 1,587 72,257 311,111
1,000 9 11,111 41 271 47,810 455, 556

(Conti nued)
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TABLE 5.13 (Continued)
Per
Req. Contract 1 Contract

Large Loss % Risk Equity # Contracts Req Accum Net Result
2,000 9 22,222 15 1,481 73,738 333,333
2,000 9 22,222 16 1,389 75,127 355, 556
2,000 9 22,222 17 1,307 76, 435 377,778
2,000 9 22,222 18 1,235 77, 669 400, 000
2,000 9 22,222 19 1,170 78,839 422,222
2,000 9 22,222 20 1,111 79, 950 444,444
2,000 9 22,222 21 1,058 81, 008 466, 667
2,000 9 22,222 22 1,010 82,018 488, 889
2,000 9 22,222 23 966 82,984 511,111
2,000 9 22,222 24 926 83,910 533, 333
2,000 9 22,222 25 889 84,799 555, 556
2,000 9 22,222 26 855 85, 654 577,778
2,000 9 22,222 27 823 86, 477 600, 000
2,000 9 22,222 28 794 87,270 622, 222
2,000 9 22,222 29 766 88, 037 644, 444
2,000 9 22,222 30 741 88, 777 666, 667
2,000 9 22,222 31 717 89, 494 688, 889
2,000 9 22,222 32 694 90, 189 711,111
2,000 9 22,222 33 673 90, 862 733, 333
2,000 9 22,222 34 654 91, 516 755, 556
2,000 9 22,222 35 635 92,151 777,778
2,000 9 22,222 36 617 92,768 800, 000
2,000 9 22,222 37 601 93, 369 822,222
2,000 9 22,222 38 585 93, 953 844, 444
2,000 9 22,222 39 570 94,523 866, 667
2,000 9 22,222 40 556 95,079 888, 889
2,000 9 22,222 41 542 95, 621 911, 111
2,000 9 22,222 42 529 96, 150 933, 333
2,000 9 22,222 43 517 96, 667 955, 556
2,000 9 22,222 44 505 97,172 977,778
2,000 9 22,222 45 494 97, 666 1,000,000
2,000 9 22,222 46 483 98, 149 1,022,222
2,000 9 22,222 47 473 98, 621 1,044,444
2,000 9 22,222 48 463 99, 084 1,066,667
2,000 9 22,222 49 454 99, 538 1,088,889
2,000 9 22,222 50 444 99, 982 1,111,111
2,000 9 22,222 51 436 100, 418 1,133,333
2,000 9 22,222 52 427 100, 845 1,155,556
2,000 9 22,222 53 419 101, 265 1,177,778
2,000 9 22,222 54 412 101, 676 1,200,000
2,000 9 22,222 55 404 102,080 1,222,222
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Table 5.13 requires $75,000 in single contract profits to reach
$350,000 with the money management. An additional $22,000 in
single contract profits will boost money management profits to
$1,000,000 trading 45 contracts. A $6,000 drawdown would produce
a 25 percent loss in this scenario.

OPTIMAL F

Another form of the Fixed Fractional method is called optimal f.
Ralph Vince made this method popular. It stands for the optimal fixed
fraction to trade on any given scenario. Optimal f is defined as the
fixed fraction that will yield more returns than any other fixed frac-
tion applied to the same scenario. Our first example with the coin flip
yielded more profits with the 25 percent reinvestment strategy than
either the fixed fraction below it, 15 percent, or the two fixed frac-
tions above, 40 percent and 51 percent. In fact, applying either 24 per-
cent or 26 percent would have yielded fewer profits.

At first glance, this seems to be the way to go. It can have phe-
nomenal effects on the growth of the account. However, it also can,
and most of the time will, have devastating effects on the account. It
first needs to be pointed out that every situation is going to have a
different optimal f. The coin flip example was based on set parame-
ters and probabilities. Trading may have set parameters, but the re-
sults won't necessarily remain within the confines of those
parameters. If | have a strategy that trades the futures markets with
a set $500 stop and a set profit target of $1,000 and no other exit
rules in place, slippage may cause several of my losses to be larger
than the $500 set stop. If | hold positions overnight and the market
gaps against the direction of the trade, the potential loss is quite a
bit larger than where the stop was set. Further, the probability of
winning trades to losing trades may be 50 percent for the last 100
trades, but the probability is past, not future data. These probabili-
ties cannot be relied on in the same manner as a coin landing heads
or tails.

Because we are dealing with nonpredictive probabilities, each
trading outcome must have a mathematical formula circled through
each of the trades to determine the optimal fixed fraction for those
previous trades. This is the biggest problem with the optimal f
method barring the risk factors. It is not predictive in trading, it is
conformed to a past set of data. As a result, optimal f for the previous
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100 trades may be 15 percent, but during the next 100 trades, it may
only be 9 percent. If the previous 100 trades yielded a 15 percent op-
timal f and you decide to trade that on the next 100 trades, you would
not be trading optimal f for those trades. You would be overtrading
optimal f and thus your account.

The dynamics of the Optimal f method can be best illustrated with
a bell curve. Optimal f would represent the very top of the curve with
everything to the right and to the left sloping down. In the scenario
with the coin flip, 10 percent yielded less than 25 percent and 25 per-
cent yielded more than 40 percent. At the same time, three of these
yielded a much greater outcome than without any reinvestment scheme.
However, by increasing the percentage risked on each trade to 51 per-
cent, the positive expectation became a losing situation. Hence, trading
a percentage too far to the right of the bell curve could mean disaster.

In the sequence of trades in Table 5.14, the first 30 trades have
an optimal f of 41 percent. Now take the 30 trades immediately fol-
lowing the original 30 and calculate the optimal f for these 30 trades.

Notice the optimal f for the second set of trades is 20 percent lower
than the optimal f for the first 30. However, since we did not know that
the optimal f for the second set of trades would be that much lower, we
went ahead and applied the optimal f from the first set.

Not only did optimal f change for the second set of trades, it
changed as soon as the 31st trade had been made. Practical application
of the optimal f strategy optimizes over past data. Therefore, as soon
as another trade is made, it gets thrown into the sequence and optimal
f is reoptimized. And, it is reoptimized with every trade thereafter.

If you are saying to yourself that the way around trading the
wrong optimal f for the entire second series of trades is to do exactly
that, reoptimize after every trade, guess again. When the optimal f
for the first series of trades was calculated, that is exactly what it
was calculated for, the first series. When the optimal f was calcu-
lated for the second series, the calculation was completely indepen-
dent of the first series. Therefore, when you reoptimize for each
trade, after you have reached the end of the second series, the opti-
mal f is 31 percent instead of 41 percent for the first series and 21
percent for the second series. As a result, you still overtraded f on the
second series because it was taking into account the first 30 trades
(see Chapter 14 to see the probabilities of sets of trades repeating
themselves).

These problems with actually applying the optimal f don't even
touch on the risk involved with the method, even if you are somehow
able to predict what the optimal f is going to be on the next set of
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TABLE 5.14 Optimal f Trades

Trade Optimal f
($29) ($238) 41%
$18 # 41
(24) (6) 41
51 45 41
(12) 33 41
(16) 17 41
42 59 41
37 96 41
(5) 91 41
15 106 41
21) 85 41
39 124 41
27 151 41
14 165 41
(24) 141 41
(24) 117 41
32 149 41
41 190 41
18 208 41
11 219 41
(15) 204 41
17 221 41
(26) 195 41
4 199 41
19 218 41
41 259 41
(8) 251 41
(18) 233 41
20 253 41
14 267 41
(29) 238 41

(Continued)

trades (which is impossible). Once again, take the coin flip example
in Chapter 2, where optimal f is 25 percent. With a coin-flipping sce-
nario and only $100 to bet with, the strategy isn't that bad. You
know the probability, you know that you will eventually make
money, even if you suffer a terrible string of losing trades in a row.
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TABLE 5.14 (Continued)
Trade Optimal f

14 14 21
17 (3) 21
11 8 21
15 23 21
(25) (2) 21
14 12 21
24 36 21
(19) 17 21
(18) (1 21
16 15 21
(29) (14) 21
(29) (43) 21
(13) (56) 21
(8) (64) 21
a7 (81) 21
23 (58) 21
11 47) 21
(14) (61) 21
38 (23) 21
22 (N 21
34 33 21
(15) 18 21
(9) 9 21
18 27 21
31 58 21
22 80 21
27 107 21
(28) 79 21
9 88 21
(11) 77 21
21 98 21
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TABLE 5.15 41% Optimalf Applied to Second Set of30 Trades

Entry Date Exit Date Market P/L Cumulative Contracts
12/24/90  01/09/91  Figure fl $14.00 $14.00 1
01/10/91  01/21/91  Figure fl (17.00) (3.00) 1
01/21/91  02/01/91  Figure fl 11.00 8.00 1
02/01/91  03/01/91  Figure fl 15.00 23.00 1
03/04/91 03/15/91 Figure fl (25.00) (2.00) 1
03/15/91  04/15/91  Figure fl 14.00 12.00 1
04/22/91  05/28/91  Figure fl 24.00 36.00 1
05/28/91  07/18/91  Figure fl (19.00) 17.00 1
07/18/91  10/31/91  Figure fl (18.00) (1.00) !
10/31/91 11/22/91  Figure fl 16.00 15.00 1
11/22/91  03/02/92  Figure fl (29.00) (14.00) !
03/02/92  04/21/92  Figure fl (29.00) (43.00) 1
04/21/92  04/28/92  Figure fl (13.00) (56.00) 1
04/29/92  05/06/92  Figure fl (8.00) (64.00) 1
05/06/92  05/08/92  Figure fl (17.00) (81.00) 1
05/11/92  05/15/92  Figure fl 23.00 (58.00) 1
05/27/92 11/04/92  Figure fl 11.00 (47.00) 1
11/04/92 11/30/92  Figure f1 (14.00) (61.00) 1
11/30/92  04/12/93  Figure fl 38.00 (23.00) 1
04/12/93  04/27/93  Figure fl 22.00 (1.00) 1
04/27/93  05/18/93  Figure fl 34.00 33.00 1
05/19/93  05/28/93  Figure fl (15.00) 18.00 1
05/28/93  06/03/93  Figure fl (9.00) 9.00 !
06/04/93  06/11/93  Figure fl 18.00 27.00 1
07/26/93 11/17/93  Figure fl 31.00 58.00 1
11/17/93  12/16/93  Figure fl 22.00 80.00 2
12/16/93  01/11/94  Figure fl 27.00 107.00 2
01/11/94  01/25/94  Figure fl (56.00) 51.00 1
01/25/94  02/07/94  Figure fl 18.00 69.00 !
02/08/94  02/18/94  Figure fl (11.00) 58.00 !
03/18/94  06/20/94  Figure fl 21.00 79.00 2

In fact, you will have to suffer 16 losses in a row before you are down
to the minimum bet of $1. The higher the account moves over $100,
the bigger the string of losses required to put you out of the game.
After about 30 trades equal in the number of wins and losses, the ac-
count would be approximately $780 and it would take a string of 23
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losers in a row to put you out of the game. With these odds, there is no

reason to worry about the potential drawdown since 16 losing tosses
in a row is unlikely. However, comparing a coin-flipping game to trad-
ing is worse than comparing oranges and apples, it is more like com-
paring potatoes and moldy tangerines. There is no comparison.
Trading is completely unpredictable, regardless of what numbers can
be generated with historical results. Don't get me wrong, logic can be

applied that will bring conclusions of reasonable expectations and
reasonable probabilities, but no mathematical equation can guarantee
that after x number of trades, 50 percent will be winners and 50 per-
cent will be losers or if not 50/50, very close. Trading strategies are
formed based on logic and, for the most part, previous market action.

Market action changes. What may have been a favorable logic for trad-
ing yesterday, may not be a favorable logic for trading today. There-
fore, it is ludicrous to think that the kind of risk taken with the

coin-flipping scenario can be transferred to trading, whether it be
stocks, options, or futures (or anything in between).

Consider for a moment that the optimal f for the past trades of a
system you are going to trade is in fact 25 percent. As pointed out in
the section “One Contract for every $10,000,” if the first trade is a
loser, the account will draw down 25 percent on that single trade. If
the second trade is a loser, the account will draw down 44 percent on
just two trades. More consecutive losers bring the drawdown to 58
percent and then 69 percent, and by the time five losers in a row have
been suffered, close to 77 percent of the account is gone. Transfer-
ring the same numbers into futures trading, for every win, you bring
in $2,000 and for every loss you give up $1,000. This means that you
will trade one contract for every $4,000 in the account.

$1,000 largest loss /.25 risk = $4,000

As a result, you will be trading 25 contracts with a $100,000 ac-
count. Suppose that the market gapped against the direction of a
trade and instead of a $1,000 loss, it became a $2,000 loss per con-
tract. Half the account would be gone on that trade. There are 100
other logical reasons why optimal f is great math but useless when it
comes to practical application in trading. However, the few facts |
have revealed thus far make it unnecessary to continue the tomato
throwing at the method. The risk alone is reason not to use it. If you
think you can handle the risk, then make sure you understand what
it is before you attempt to apply it to your trading.
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SECURE F

This is a method that | have been asked about in more recent days. It
is simply a variation of the Fixed Fractional method that tries to
take advantage of the optimal f method by using something other
than the largest loss as a starting point, In 1995, | worked on a simi-
lar method and published the results in the November 1995 issue of
the KamiKaze Trading Newsletter. That work and publication ex-
tended the optimal f theory from using the largest potential loss to
the largest expected drawdown. For example, if the largest loss was
$1,500 and the optimal f had been calculated at 19 percent, then I
would trade one contract for every $7,895 in the account. Starting
with $100,000 in the account, | would be trading 12 contracts. Once
again, | would also be risking 19 percent on one trade. With the new
way of calculating optimal f based on drawdown instead of the
largest loss, 19 percent would be the maximum the account could lose
based on the largest expected drawdown. If the largest expected
drawdown was $7,500 then instead of dividing $1,500 by 19 percent,
I would divide the $7,500 by the same 19 percent. This comes to one
contract for every $39,473. According to this rule, 1 would only trade
two contracts with $100,000. Further, | would not decrease to one
contract until the account diminished to below $79,000. To decrease
to that level, the system or strategy would require a larger drawdown
than the $7,500 based on a single contract.

The problem is that this method is no more useful than any of the
other Fixed Fractional methods that have been explained. It is still
the Fixed Fractional method. The only difference is that instead of
risking 19 percent on a per trade basis, it is risking only 3.8 percent
on a per trade basis.

$7,500 largest expected drawdown / 19% = $39.473

$39,473 / 1500 = 3.8% risk on every trade

As a result, you are right back to the situation where it might
take a few years to even apply the money management, and many
more years than that to see a significant effect on your account, es-
pecially for the smaller traders.

The Secure f method can take into consideration things other
than the largest possible drawdown to ease the risk created by the
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optimal f method. However, it doesn't matter which way the method
is sliced, diced, or cut, it is still Fixed Fractional and you still have
the same problems when applying it to actual trading.

OTHER ODDS AND ENDS ABOUT
FIXED FRACTIONAL TRADING

For the most part, the problems and the result of the problems are
generally self-evident; | have also pointed out many of them in the
previous sections of this chapter. However, a few other characteris-
tics of the method make it both inefficient and illogical to apply to
actual trading.

Fixed Fractional . . . Or Is It?

Something that | have never seen anyone else point out is that Fixed

Fractional Trading is actually not fixed at all. At least not when it

comes to trading. You may have noticed that earlier, in the example of
switching the optimal f calculation from the largest loss to the
largest potential drawdown so that if the drawdown were realized,
the loss on the account would not exceed the original optimal f. The
example we used was 19 percent. In that same example, | stated that

if the largest drawdown were to occur from the beginning and a
$100,000 account balance was used, the account would not even

make it to the $79,000 level which is where it would go trading only a
single contract. In fact, if two contracts were being traded and the
largest drawdown was suffered, the account would only drop to
$85,000, which is a 15 percent decrease, not 19 percent. This is be-

cause fractional contracts or fractional options are not possible.

Therefore, once levels are established, the number of contracts or op-
tions to be traded must remain the same until the next level is

reached.

If we were to trade one contract for every $10,000 in the account
with a potential largest loss of $750, we would be risking 7.5 percent
on every trade. We would increase and decrease according to the
following:

1 contract from $10,000 to s$19, 999
2 contracts from $20,000 to $29,999
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3 contracts from $30,000 to $39,999
4 contracts from $40,000 to $49,999

And so the table continues on in the same manner forever. Notice
though that if the account is anywhere in between these levels, the
amount being risked on a per trade basis is less than the 7.5 percent.
If the account is at $15,000 and the $750 loss is incurred, the actual
percentage lost on the trade is only 5 percent. If the account is at
$19,000, and the loss is suffered, it is only 3.9 percent of the account.
At higher levels, the difference in the percentages between levels de-
creases; it is not truly a Fixed Fractional method. If the account were
at $43,000 ($3,000 above the 3-4 contract level) and trading 4 con-
tracts, the total loss would be $3,000, or only 6.25 percent of the ac-
count instead of 7.5 percent. However, at $13,000, ($3,000 above the
minimum level) the risk is 5.7 percent, not 6.25 percent as it is
$3,000 above the $40,000 level. The explanation for this appears in
the following section.

Unequal Achievement

Through my research, 1 came to the conclusion that this was the root
of most of the problems with the Fixed Fractional trading method.
The Fixed Fractional method requires unequal achievement at differ-
ent contract levels. More simply put, if you are trading one contract
for every $10,000 in the account and therefore start out with $10,000
and trading one contract, that one contract must produce the entire
$10,000 in profits required to increase to two contracts. However,
once the two-contract level is being traded, that same $10,000 in addi-
tional profits to increase is being achieved by two contracts, not one
(Figure 5.1). As a result, the system or strategy that required $10,000
in profits based on a single contract to increase contracts, now only
requires $5,000 in profits based on a single contract to increase con-
tracts to three. At $100,000 trading 10 contracts, the same system
need only produce $1,000 in profits to increase to 11 contracts. At
$500,000, a $1,000 winning trade will boost the number of contracts
from 50 to 55. This means that a $200 profitable trade will increase
contracts at that level.

The effect of this problem is the same as mentioned previously
in this chapter. Smaller accounts, risking a reasonable percentage
on every trade, will have to wait a very long time as a general rule
to begin benefiting from money management. However, once the
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Figure 5.1 Dollars required per contract-10%.

account is built up (10 years later), it begins to jump contracts
wildly. It can be summed up this way: Reasonable fixed fractions
take too long to increase on the front end and increase too fast on the
back end. This is why back testing the fixed fractional method on
moderate periods of time with moderate profitability can be into the
thousands of contracts at the end of the run.

Sequence of Trades

In the purest application of Fixed Fractional trading, the sequence of
trades does not alter the final outcome after applying the Fixed Frac-
tional method. However, this is not true in practical application.
What | mean by “purest application” is that applying the method is
unhindered by any outside limitations. In the world of no limitations,
if a frog was 10 feet from a wall and jumped Y2 of the distance to the
wall on every jump, the frog would never reach the wall. However, for
that to be true, the frog would have to get smaller. If the frog is 2
inches from front to back, as soon as the distance between the frog
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and the wall reached less than 4 inches, the next jump would cause
the frog to touch the wall. Therefore, there is a limitation to this the-
ory in the real world.

Frog = 2 inches from front to back
Back of Frog = 10 feet from the wall

First jump = 60 inches (5 feet)
Second jump = 30 inches
Third jump = 15 inches
Fourth jump = 7.5 inches
Fifth jump = 3.75 inches
Sixth jump = 1.875 inches . . . the frog is now touching the
wall.

Likewise in trading. If Joe Trader risks 10 percent of his capital
on every trade, there is a point at which he no longer has enough cap-
ital to actually take any trades. This is the same limitation that
causes the sequence of trades to alter the final outcome when apply-
ing any type of money management.

The example on pages 78-79 demonstrates this practical truth.
Trading a single contract, Joe Trader determines that as soon as he
achieves $3,000 in profits, he will increase the number of contracts
traded on the following trade to two. If profits fall below the $3,000
level, Joe goes back to trading a single contract.

Sequence 1 has three winners in a row of $1,000. It is then fol-
lowed by a ($1,000) loss, followed by a $1,000 win, a ($1,000) loss, an-
other a $1,000 win and finally a ($1,000) loss. The total outcome is
net positive $2,000. Sequence 2 has the same alternating $1,000
wins and losses first, followed by the three consecutive $1,000 win-
ners. The total outcome in sequence two without money management
is also $2,000.

Sequence 1 (with) is the first sequence; however, money manage-
ment is applied according to the $3,000 profit level. As a result of in-
curring the three consecutive profitable trades first, Joe is able to go
to two contracts. However, the next trade is a loser for ($1,000) and
therefore, Joe must go back down to a single contract. Unfortunately,
Joe’s ($1,000) loss came with two contracts, which put him back at
$1,000, accumulated profits instead of $2,000 that was achieved
without the money management.
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Sequence 1 (w/o)
P/L) Accum.

$1,000.00 $1,000.00
$1,000.00  $2,000.00
$1,000.00  $3,000.00
($1,000.00) $2,000.00
$1,000.00  $3,000.00
($1,000.00) $2,000.00
$1,000.00 $3,000.00
($1,000.00) $2,000.00

Sequence 2 (w/o)
P/(L) Accum.

($1,000.00) ($1,000.00)
$1,000.00 $0.00
($1,000.00) ($1,000.00)
$1,000.00 $0.00
($1,000.00) ($1,000.00)
$1,000.00 $0.00
$1,000.00  $1,000.00
$1,000.00  $2,000.00

Sequence 1 (with)
P/AL) Accum.

$1,000.00 $1,000.00
$1,000.00 $2,000.00

$1,000.00 $3,000.00 Goes to two contracts on next

trade

($2,000.00) $1,000.00 Goes back to one contract on

next trade.
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$1,000.00 $2,000.00
($1,000.00) $1,000.00
$1,000.00 $2,000.00
($1,000.00) $1,000.00

Sequence 2 (with)
P/(L) Accum.

($1,000.00) $1,000.00
($1,000.00) ($1,000.00)
$1,000.00 $0.00
($1,000.00) ($1,000.00)
$1,000.00 $0.00
($1,000.00) ($1,000.00)
$1,000.00 $0.00
$1,000.00 $1,000.00
$1,000.00  $2,000.00
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It doesn't matter which money management is being used to in-
crease the number of contracts being traded. As long as the method is
an antimartingale type money management method, similar out-

comes will be produced in similar scenarios. The illustration simply
shows that in the practical application of the Fixed Fractional money

management method, sequence of trades can make a big difference in

the final outcome.
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FIXED RATIO TRADING

The next several chapters thoroughly explain, discuss, and illustrate
the Fixed Ratio trading method. This method came as a direct result
of researching and breaking down the Fixed Fractional method. How-
ever, it is not the same. Some will say that a fixed fraction and a fixed

ratio are the same thing and therefore, the two methods are the same
as well. This reasoning is as superficial as judging a book by its title.
Bear is also spelled bare but the words have completely different
meanings, and if | were to say “bear” without any context, you
wouldn't know whether I meant bear or bare. Likewise, the terms
Fixed Fractional trading and Fixed Ratio trading are similar but rep-
resent different concepts.

If you have skipped Chapter 5, I highly recommend that you go
back and read it now. Even though the Fixed Ratio method is com-
pletely different in functionality and every other characteristic, it
was developed as a direct result of breaking down the former method,
isolating the pros and cons as well as the causes of each. Understand-
ing the Fixed Fractional method will help you understand not only
the mechanics of the Fixed Ratio method, but also why it is the only
practical money management method available.

RISK AND REWARD

Proper money management should address two basic topics, risk and
reward. A trader cannot address one without addressing the other and
expect to benefit from money management. This was one of the main
problems with the Fixed Fractional methods. Any variation of the
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method either addressed the growth without the overall risks (i.e., op-
timal f) or it addressed the risks (i.e., risking less than 3 percent on
each trade), which would inadvertently leave the potential reward fal-
tering like a bird with one wing. There were attempts to address both
of these topics somewhere in between the 3 percent or less variation
and the optimal f variation. However, the efficiency of doing so was
flawed by the characteristics of the method itself. Therefore, no mat-
ter what fixed fractional method is applied, either the risk, the re-
ward, or both are inadequately addressed.

The goal behind developing a new money management method
was to start by addressing both the risks and rewards of money man-
agement in general. As stated earlier, for any situation with a posi-
tive outcome, the only type of money management that should be
used is an antimartingale type method. This means that as equity
increases, the size of the investment or trade should also increase. As
equity decreases, the size of the investment or trade should also de-
crease. This is opposite of the martingale type where size increases
as equity decreases and vice versa. Therefore, the type of money
management must stay the same as for the Fixed Fractional. Using
that as a beginning point, I began to list the pros and cons of the
method. My list looked something like this:

Pros

1. Geometric growth was possible with higher percentages.
2. Risk could be maintained with lower percentages.

Cons

1. Using higher percentages subjected the account to cata-
strophic risks.

2. Using lower percentages took too long to implement and there-
fore was inefficient.

3. Using a percentage in between did not properly proportion the
reward potential with the risk potential.

After contemplating these pros and cons for awhile, | decided that
the root of the problem was that the method required unequal
achievement. It was illogical for the Fixed Fractional method to re-
quire more profits from the system or strategy at the beginning and
less and less profits as the equity increases. If anything, | concluded,
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it should be the other way around. A money management method
should require fewer profits at the beginning (hence be more effi-
cient) and more profits as the equity increased (which would address
the risk).

At first, | tried different ideas for increasing the required
amount to increase contracts, but | wasn't completely satisfied. Then
it dawned on me that the answer is in the relationship of number of
contracts being traded to the amount of profits required to increase
to an additional contract. And, that relationship should remain fixed.
If the money management required $10,000 in profits trading one
contract to increase to two contracts, than it should require $20,000
additional profits when trading two contracts to increase to three.
Hence, this relationship was a fixed ratio of contracts to required
profits. This is how the Fixed Ratio method came to be and how it
earned the name Fixed Ratio.

The Fixed Ratio method has only one variable, the delta. This
variable simply fits into the mathematical formula of the method and
determines how aggressively or conservatively to apply the money
management. The lower the variable, the more aggressive the appli-
cation. The higher the variable, the more conservative the applica-
tion. There is no bell curve with the Fixed Ratio method.

The following comparison of the Fixed Fractional and Fixed Ratio
methods shows where the increase levels are and how they relate to
one another:

Fixed Fractional Fixed Ratio
Required Required
Number of Account Number of Account
Contracts Balance Contracts Balance
1 $10,000 1 $10,000
2 20,000 2 20,000
3 30,000
4 40,000 3 40,000
5 50,000
6 60,000
7 70,000 4 70,000

As the number of contracts increase with the Fixed Ratio method,
the amount required for the next increase in contracts increases ex-
actly proportionally. As a result, the risk decreases far below that of
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the Fixed Fractional method. However, according to this scale, the
geometric growth is much quicker with the Fixed Fractional method.
In fact, barring the effects of asymmetrical leverage, it will take
$19,375 in profits based on a single contract to reach the $70,000 ac-
count level for this Fixed Fractional method. Using the Fixed Ratio
method of 1 contract per $10,000 in profits, it would take $40,000 to
reach the $70,000 level. This is double the amount of the Fixed Frac-
tional method.

Because the risk is so much less with the Fixed Ratio method, a
smaller Fixed Ratio may be used. One of the problems with the
fixed fractional method is that it takes too long to begin using the
money management in trading due to the large sum of money one
contract must generate. The Fixed Ratio method has decreased the
risk on the long end of the trading and therefore may be utilized
quicker on the front end of trading. The comparison of the Fixed
Ratio and the Fixed Fractional method can be made with a smaller
delta (or Fixed Ratio):

Fixed Fractional Fixed Ratio
Required Required
Number of Account Number of Account
Contracts Balance Contracts Balance
1 $10,000 1 $10,000
2 20,000 2 15,000
3 30,000 3 25,000
4 40,000 4 40,000
5 50,000 5 60,000
6 60,000
7 70,000

With this example, the Fixed Fractional is using one contract
for every $10,000 in the account while the Fixed Ratio is using a
delta of $5,000. As a result, it only took $20,000 to reach the
$60,000 level instead of $40,000 to reach the $70,000 level. Further,
another $5,000 in profits would take the account up to $85,000.
Therefore, the geometric growth of the account is starting to really
kick in at this time.

The formula for calculating the levels at which contracts (or op-
tions or shares of stock) will be increased is as follows:
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Previous required

equity + (No. of contracts x delta) = Next level

Starting balance _ $10,000
(first required level)™

No. of contracts = 1
Delta = $5,000

$10,000 + (1 x $5,000) = $15,000 to increase to
contracts

If the account balance goes above $15,000, then $15,000 becomes
the previous required level in the equation:

$15,000 + (2 x $5,000) = $25,000
$25,000 + (3 x $5,000) = $40,000
$40,000 + (4 x $5,000) = $60,000
$60,000 + (5 X $5,000) = $85,000

The word delta stands for change. It is the only variable in the
equation that the user freely changes to fit a particular method
and/or trading style. It is also the variable that can change the dy-
namics of the outcome. As a general rule, the smaller the delta, the
more aggressive the money management, the larger the delta the
more conservative the method.

Fixed Ratio trading has a relationship of dollars required to num-
ber of contracts being traded to achieve those dollars. This relation-
ship is a 1:1 ratio. Multiply the number of contracts and the dollar
amount required to achieve an additional contract must be multiplied
by the same number. If the ratio is 1:$5,000, then you know that to
increase from 10 to 11 contracts, you will have to achieve $50,000 in
profits:

1x10=10

$5,000 x 10 = $50,000

This number is not the same as the required account balance. It is the
amount of additional profits required to increase to the next level.

W
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Because of this relationship, other relationships exist within the
method that allow us several additional benefits. First, because of
this relationship, we can estimate the performance of any system or
strategy simply by plugging in a few statistics. If a particular trad-
ing strategy in the bond market produced $50,000 in profits over the
course of 100 trades, the average trade is $500 ($50,000 + 100 =
$500). Since the relationship of the Fixed Ratio method of dollars re-
quired to increase remains exactly proportionate to the number of
contracts being traded, we also know that if we have an average trade
of $500 using a $5,000 delta, we will increase contracts on average
once every 10 trades. If it takes 10 trades to increase from 1 to 2 con-
tracts, it will take 10 trades to increase from 10 contracts to 11 (on
average):

Profits required to increase
to 2 contract

$5,000 / $500 = 10 (trades on average)

=$5,000

To increase from 10 contracts to 11 will require $50,000 in profits:
10 contracts x $5,000 = $50,000

Since we are trading 10 contracts we know our average trade also
increases by a factor of 10. Therefore, the equation is:

$50,000 / $5,000 = 10 trades

Thus, after 100 trades, we can estimate that we will be trading
10 contracts. If you were to extend the $5,000 delta table to 10 con-
tracts, you would know that the $50,000 in profits based on trading a
single contract should yield approximately $225,000:
$85,000 + (6 x $5,000) = $115,000
$115,000 + (7 x $5,000) = $150,000
$150,000 + (8 x $5,000) = $190,000
$190,000 + (9 x $5,000) = $235,000

Subtract the starting balance of $10,000 and you come up with
$225,000 in profits! Obviously, trades do not carry the same average
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in uniformity throughout the entire sequence of trades. The first 50
trades may have produced $35,000 of the profits (which makes the av-
erage trade $700), whereas the second 50 trades only produced
$15,000 of the profits (which brings the average trade to $300 for the
second 50 trades). It makes no difference in our estimate where the
average is at any given point. For the method will simply increase
contracts faster during the period when the average is at $700 than it
will when the average is at $300.

However, this is only an estimate, and it is a liberal estimate at
that. The reason it is not set in stone is asymmetrical leverage, which
the estimate does not take into consideration. A conservative esti-
mate that includes asymmetrical leverage is about 90 percent of the
estimated profits. There is no possible mathematical formula for in-
cluding asymmetrical leverage simply because it is solely determined
on the sequence of trades, as discussed in Chapter 2.

After having acquired $100,000 in profits using the $5,000 as
the delta for the Fixed Ratio method, we would be trading 20 con-
tracts. The minimum level of profits to trade 20 contracts is
$1,000,000. Therefore, what took 4 years to generate $225,000 esti-
mated profits, generated $750,000 more in profits during the next 4
years. Notice that the rate of compounding remained relatively cos-
nistent. $225,000 is 450 percent more than trading a single contract
in four years. $1,000,000 is 400 percent of $225,000 by continuing
the method the following four years. The overall increase from trad-
ing one contract is 1,000 percent or 10 times greater!

We have talked about the profit potential, let's now take a look at
the risk factors. With an account size of $240,000 and trading 10
contracts, if a drawdown of $5,000 per contract were to occur, the ac-
count would draw down to approximately $194,000 or 19 percent:

$240,000 trading 10 contracts with a $1,000 loss

= ($10,000)
$240,000 - $10,000 = $230,000 trading 9 contracts
9 x ($1,000) = ($9,000)
$230,000 - ($9,000) = $221,000 trading 9 contracts
9 x ($1,000) = ($9,000)

$221,000 ~ ($9,000) = $212,000 trading 9 contracts
9 x ($1,000) = ($9,000)
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$212,000 - ($9,000) = $203,000 trading 9 contracts
9 x ($1,000) = ($9,000)

$203,000 -~ ($9,000) = $194,000 trading 9 contracts and the
drawdown is over

If the same drawdown was suffered trading a single contract, the
drawdown would be 8.3 percent of the account. Therefore, profits in-
creased 450 percent while the risk only increased 11 percent! When
comparing account sizes, would you rather risk 10 percent of $60,000
or 20 percent of $240,000? After the drawdown Yyou would be at
$55,000 trading a single contract and at $190,000 after trading with
the Fixed Ratio method. This is still a 350 percent increase.

The ultimate comparison though is with the Fixed Fractional
method. This comparison uses the one contract for every $10,000
scenario. With that scenario, after $50,000 in profits based on one
contract, the method would have increased to $830,000 trading 83
contracts. After only the first loss of $1,000, the account would drop
back by $83,000 to $747,000. After the full $5,000 drawdown, the
account will be down to $490,000. This is still quite a bit higher
than the conservative Fixed Fractional method but it would have
been a 41 percent drop. Further, a $10,000 drawdown would drop
the account to $291,000. Can you imagine going from $830,000 in
profits to only $291,000 in profits from just a $10,000 drawdown?
The account would be 52 percent higher, but the risk would be at 65
percent of the account. Nothing was gained on the risk-to-reward
relationship.

Further, at $40,000 in profits (instead of $50,000), the account
would be trading 30 contracts with only $300,000 in the account.
This means that 64 percent of the profits came from just the last 20
percent of the performance record. If the drawdown were to occur at
that point instead of the $50,000 profit level, the account would de-
crease to $180,000 and nothing would be gained.

You might be saying that the $800,000 is worth using the Fixed
Fractional method and that you are willing to suffer a 41 percent
risk with just $5,000 worth of drawdown. Or, even increase that
drawdown to $10,000 with a drop in the account of 65 percent for the
potential reward. It is true, you can trade a Fixed Fractional method
and reach larger profits faster. If that is your goal, trade optimal f.
However, | have spoken to many, many traders in the past and not one
of them use optimal f because of the drawdowns. Most are not willing
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to come so close to $1,000,000 only to give 65 percent of it back on a
hic-up. Besides, the delta is an extremely conservative one to be ap-
pl yi ng when taking into consideration a small $5,000 possible draw-
down. By decreasing the delta size to $2,500, that same $50,000
would turn into $485,000 trading 20 contracts while risking only 20
percent of that. After $30,000 in profits, the Fixed Fractional
method would only be at $100,000 while the Fixed Ratio method
using a $2,500 delta would be at $175,000. The $5,000 drawdown
would take the Fixed Fractional method down to $60,000 while the
Fixed Ratio method would take the account to $122,500, more than
double that of the Fixed Fractional!

As you can see, there are a few trade-offs; however, when taking
into consideration both risk and reward, the Fixed Ratio method of-
fers a balance between the two. Drawdowns will happen and they
often determine whether a trader continues to trade. The trader who
cannot tolerate the drawdown will not be able to see it through to
higher profits. The strategy will be dumped and replaced with an-
other only to go into another drawdown. This is the cycle of most
traders. You must take into consideration both the risk and the re-
wards of any money management method.

This brings us to another relationship that exists within the
Fixed Ratio method. That relationship is with the drawdown. Similar
to the relationship between the average trade and delta, there is also
a relationship of the drawdown to the delta. For example, if the delta
is $5,000 and the expected drawdown of the method is $10,000, the
ratio of delta to drawdown is 1:2. Whatever is done on the side of
the delta must also be done on the side of the drawdown. If you take
the drawdown and divide it by the delta (in this case it is 2) you will
have this relationship no matter where the drawdown occurs in rela-
tion to the number of contracts being traded. Should a drawdown
occur, the account would suffer a loss that is equal to two deltas (or
two contracts). If | reach the lo-contract level using the $5,000 delta
and then suffer a drawdown of $10,000 per contract, | cannot de-
crease more than two contract levels. Therefore, | will be trading 8
contracts at the end of that drawdown. If I am trading 10 contracts
with a $2,500 delta and suffer a $10,000 drawdown, | will not drop
below trading 6 contracts at the end of the drawdown:

$10,000 drawdown / $2,500 delta = 4 delta levels (contracts)

10-4=6

RISK AND REWARD 89

The great thing about this relationship is that you not only know
where you are at all times but what your risk is at any level of draw-
down compared with the delta you are using. The following formula
will yield each level of contract change without having to go through
a tedious table process:

[(No. of contracts x No. of contracts — No. of contracts) / 2] x delta
= minimum profit level

If the number of contracts | am trading is 10 with a delta of
$5,000, then the minimum profit level required would be $225,000:

10 x 10 = 100
100 ~ 10 =90
90 /2 =45

45 x $5,000 = $225,000

At $225,000 in profits, | will change from 9 to 10 contracts and
from 10 to 9 contracts depending on whether |1 go above or below that
number.

By simply changing the “- No. of contracts” to a “+ No. of con-
tracts,” 1 can calculate the upper level of trading 10 contracts. At
this level, | would increase from 10 to 11 and from 11 to 10 depending
on whether | go above or below it:

10 x 10 = 100
100 + 10 = 110
110/2=55

55 x $5,000 = $275,000

I have now calculated the lower ($225,000), and upper ($275,000)
profit levels for trading 10 contracts. These levels also serve as the
upper level for 9 contracts and the lower level for 11 contracts. Since
I am able to calculate these levels as well as calculate the maximum
levels that any drawdown will decrease the account, | know the exact
dollar risk at any given time. If my account is trading at $250,000 in
profits, 1 know that should a $10,000 drawdown occur, | would not
drop below the lower level of 8 contracts:
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8x8=64
64-8=56
56/2=28

28 x $5,000 = $140,000

This is the minimum profits | will have if there is a $10,000 draw-
down. However, if | wanted to be more exact, | could go a step further
and calculate the distance between the 10 and 11 contract levels and
that is where | would be between the 8 and 9 contract levels.

The amount of $250,000 is exactly halfway between the $225,000
lower level and the $275,000 upper level. The halfway mark between
the upper level and lower level of 8 contracts is $160,000. This is
where the $10,000 drawdown would drop the account:

10 x 10 / 2 x $5,000 = $250,000
8 x 8/ 2 x $5,000 = $160,000

The “-No. of contracts” portion of the equation calculates the
lower level. The “+ No. of contracts” portion of the equation calcu-
lates the upper level. Therefore, leaving the plus or minus out of the
equation will calculate the exact middle between the two equations.
With these three as a reference, it is easy to calculate exactly where
the account is in the level of contracts being traded to compare to an-
other level. For example, if the account were at $230,000, then it is 20
percent of the way to the exact middle. Therefore, 80 percent of the
number of contracts being traded would be subtracted in the equa-
tion. It is as follows:

10x 80 = 8
[(Io x 10 - 8) | 21 x $5,000 =
46 x $5,000 = $230,000

The compared drop after the drawdown would be as follows:
8x 8 =64

[B x8 -6.4) | 21 x $5,000

28.8 x $5,000

$144,000
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This method allows you to know exactly what to expect during
drawdown periods at any given time. Knowing what to expect is half
the battle in preparing for what may come along.

APPLYING THE FIXED RATIO
METHOD TO STOCK TRADING

There are some differences in applying the Fixed Ratio method, or
any money management method for that matter, to stock trading. The
difference, however, is not that the markets are inherently dissimilar.
The most important fact to understand about money management,
and specifically the Fixed Ratio method, is that this is a numbers
game. We are not playing the markets or any aspect of the markets.
Nor are we necessarily applying money management to the method or
system that we are trading. We are applying money management to
the net sum of the profits and losses generated by the markets, meth-
ods, or systems producing those profits or losses. Therefore, it doesn't
matter whether the $500 profit came from IBM stock or the soybean
market-$500 has the same value in any market.

Since we are playing a numbers game, we can completely ignore
the markets and/or methods being applied and concentrate on the
numbers being produced. With the stock market, however, applying
the Fixed Ratio method is slightly different for two basic reasons.
First, there is a large disparity in margin allowances and between
stocks and commodities. Margin in commodities can sometimes be
less than 10 percent of the value of the underlying market. One S&P
500 index contract (which is a futures contract in the stock market)
is currently worth $318,000, but to trade one contract in that market
requires less than $20,000. Margin is only about 6 percent of the
value of the contract. Stocks, on the other hand, only allow a 50 per-
cent margin rate. Therefore, if you buy $50,000 worth of IBM stock,
you must have $25,000 in the account. Later, we discuss how this
margin difference affects the application of money management.

The second major reason for the difference in application is the
ability to trade odd lots. It used to be very hard to find a broker who
would actively trade 103 shares of a stock or 17 shares of a stock;
now you can find them all day long. Odd lots are exactly what they
sound like, a position size other than a nice round number. The most
common size was 100 shares, which is also the value of one option in
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stocks. One option is on the value of 100 shares. Nonetheless, this
ability to trade odd lots allows for highly efficient money manage-
ment application.

These are the two major differences when applying the Fixed
Ratio to trading stocks, but before continuing, | need to stress that
this type of money management is not for buy-and-hold strategies.
Buying and holding is a method of investment. You might consider a
trading account to be an investment; however, the trades themselves
are normally based on active buying and selling. Wal-Mart stock
bought back in the 1970s and held today is definitely an investment.
Money management requires increasing and decreasing the size of
the trade as the equity increases and decreases. Buying and holding
usually does not use margin, and increasing an existing position
would actually fall under the category of pyramiding. So, if you are
only buying and holding stocks, this section generally will not apply
to you.

Effects of Margin

The incredible effects of money management reflect its ability to
achieve geometric growth. To a large degree, the low margin require-
ments in the commodity and futures markets allow for substantial
geometric growth. Because margin is so low in these markets, it re-
ally never comes into play. For example, the margin on one corn con-
tract is about $800. | have a corn system where the largest drawdown
is about $2,000. According to this drawdown, a conservative Fixed
Ratio approach would be to use a delta of $1,000. This means that the
potential losses of this situation exceed both the margin requirement
and the money management increase requirement. Obviously, if you
are only required to have $800 in the account to trade corn but have
potential losses of $2,000, you are going to fund the account with
more than $2,000. In fact, you must fund the account with the $2,000
plus room for error plus room for the margin should the losses occur.
Therefore, it would probably be smart to give this situation at least
$4,000. This way, if the drawdown is hit, there is still enough in the
account to continue trading. Further, contracts will not be increased
until there is an additional $1,000 in the account. Margin never even
comes into play in this situation.

Currently, a corn contract is worth approximately $12,000. Suppose
that the margin for corn is $6,000. What happens to the account bal-
ance required with the example in the previous paragraph? Starting
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with $4,000 is not even enough margin to trade that situation. Now
add the drawdown plus room for error to the new margin require-
ments and the proper account balance to trade one contract would be
approximately $9,000. According to this starting account balance and
money management application, contracts would increase to 2 at
$10,000. The problem here is that there is not enough margin to prop-
erly increase contracts. We need another $2,000 in the account to
have enough margin. This is the same way that margin comes into
play when trading stocks. The easiest way around this is to make
sure that there is enough money in the account to cover future in-
creases. Instead of starting with $9,000, you would need to start
with $20,000 in the account. The following margin schedule shows
the proper margin to trade an additional contract in this example.
The Fixed Ratio schedule shows a starting account balance of
$20,000 with proper increase levels for each contract:

Mar gi n Fixed Ratio
$ 6,000 1 contract $20,000 1 contract
12,000 2 contracts 21,000 2 contracts
18,000 3 contracts 23,000 3 contracts
24,000 4 contracts 26,000 4 contracts
30,000 5 contracts 30,000 5 contracts
36, 000 6 contracts 36, 000 6 contracts

This beginning account level does not mean that you are risking any
more; it does not mean that the effect of money management is any
different. It is simply aligning the account balance with the ability to
apply money management without ever having to deal with the mar-
gin  requirements.

In the stock market, if you were to start out trading 100 lots and
increase by only 100 lots, you would prepare in a similar fashion. The
reason it is similar and not exact is that the margin rate is exactly
proportionate to the price of the stock. If the stock is $50 per share,
you need at least $25 to trade it. If the price is $100 per share, you
need $50 to trade it. Suppose you are trading a $50 per share stock.
With that $50 stock, your potential drawdown over the course of sev-
eral trades is $10. Therefore, you would need approximately $25 for
margin plus $10 for drawdown potential. To trade the stock with a
little room for error would require about $40. The first increase
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would come at $5 according to a conservative Fixed Ratio approach.
The problem with this is that you are $5 shor't in margin once the in-
crease occurs. The proper starting account balance would be $75. The
following margin schedule shows required margins and the Fixed
Ratio schedule shows share increase levels:

Margin Fixed Ratio

$ 25 1 share $ 75 1 share
50 2 shares 80 2 shares
75 3 shares 90 3 shares
100 4 shares 105 4 shares
125 5 shares 125 5 shares
150 6 shares 150 6 shares
175 7 shares 180 7 shares

Starting with $75 in the account to trade one contract allows you
to continue to trade without margin ever affecting the geometric
growth from the application of the Fixed Ratio trading method.

The math to calculate this is simply:

Margin required/Delta=No. of units at which the deltas required
and margin required to increase one additional contract occurs.

Where margin = $25 and delta = $5:

$25/$5 =5

You then apply the following calculation to determine the start-
ing balance:

First is the total margin for 5 shares:
5 shares x $25 = $125.
Second is the total required to increase to 5 shares using a $5 delta:

(No. of shares x No. of shares) - No. of shares /| 2 x Delta
= Total dollars required

[($5 x $5) - $5])/ 2 x $5 = $50
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You then subtract this amount from the required margin to trade 5
shares and this becomes your starting account balance:

$125-$50=%$75

A delta of $6 would be calculated as follows:

$25/ $6=4
4x$25=%$100
($4x$4 -%4) /$2x $4 =%$24
$100 - $24 = $76 (the starting balance)

Most traders do not start just trading one share of stock. If you
begin trading with 100 lots, you may increase the requirements ac-
cordingly. In addition, you do not have to begin increases by 100 lots,
you may begin increases by 10 lots or 50 lots if you choose. Whatever
you choose, it is best to stick with that number as a unit. Using this
method with 10 lot units, you would increase by 10 lots without
changing. To do this, you would need to calculate the beginning bal-
ance according to the drawdown of trading 100 lots but the increase
according to a 10 lot drawdown. If the drawdown was $10 per share,
you would have a total drawdown of $1,000 according to the begin-
ning balance but would use a delta of $50 to increase units of 10 lots.
Therefore, the following schedules would apply:

Margin Fixed Ratio
$2,500 100 shares $3,000 100 shares
2,750 110 shares 3,050 110 shares
3,000 120 shares 3,150 120 shares
3,250 130 shares 3,300 130 shares
3,500 140 shares 3,500 140 shares
3,750 150 shares 3,750 150 shares
4,000 160 shares 4,050 160 shares

As you can see, you only have to start out with an extra $500 in the
account to nullify margin problems while using the same money
management concepts as with the commodity and futures markets.
You will want to make room for the $1,000 drawdown at the begin-
ning but that does not affect the application of money management
since profits are required to increase.
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Trading a Basket of Stocks

Trading a basket of stocks follows a similar pattern. For example, if
you were trading a basket of 10 stocks and all 10 average out to be
about $50 per stock, you would configure the margin requirements
and follow the same process. The most conservative way to configure
this would be to assume a position in all 10 stocks at the same time. |
once applied a system to over 250 different stocks at one time. How-
ever, there were usually only about 5 open positions at any given time
and never more than 8. As a result, 1 only needed to calculate margin
for a maximum of 10 stocks with a higher average price. Likewise, if
it is virtually impossible to be in all 10 stocks at the same time, you
may only need to calculate margin for 5 or 6 of them. Nonetheless, we
will use all 10 just to be on the ultraconservative side:

5 x $25 (margin for average 1 share) = $125
Trading 100 lots of each would require a margin of $12,500.

If the final drawdown was at $15, you would use a delta of $75 to
increase from 100 lots to 110 lots. The following schedule would apply:

Margin Fixed Ratio
$12,500 100 shares $18,950 100 shares
13,750 110 shares 19,025 110 shares
15,000 120 shares 19,100 120 shares
16,250 130 shares 19,250 130 shares
17,500 140 shares 19,450 140 shares
18,750 150 shares 19,700 150 shares
20,000 160 shares 20,000 160 shares

The mechanics of the application do not change. You simply must
account for the higher margin requirements. Once that is done,
everything remains relatively the same.

How to Handle the Different Stock Prices

One of the first questions | hear when discussing money management
and stocks is: Why would you want to buy 100 lots of a $10 stock and
$100 lots of a $100 stock-why not equalize them? | always offer the
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same argument | use in the commodity markets. Corn is not the S&P
and sugar is not cocoa. They are different. Different is what gives us
diversity. If you want to equalize everything, why diversify? If you
take everything into account, there is no reason to equalize the
prices of the stocks. If you are trading the system on these stocks,
the entry and exit rules should be the areas to cover the differences
in the volatility. A $10 stock probably has a much smaller chance of
suffering the same size drawdown as a $100 stock. If the $10 stock
only has a drawdown of $2 and the $100 stock has a drawdown of
$15, the two chronologically combined may have a $16 drawdown and
cannot have more than a $17 drawdown (provided that the $2 and $15
drawdowns are not individually exceeded). In this situation, you have
taken both into account.

This subject is covered extensively in Chapters 8, 9, and 10. Re-
member, money management is a numbers game. It is not affected by
the markets or types of markets, or by the systems and methods that
are applied to those markets. Keep this in mind as you read the rest
of the book. This fact will be restated many times in the following
chapters. The bottom line is that these principles can be applied
across the board where markets are leveraged.
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RATE OF DECREASE

It has been the standard view that at whatever rate capital allocation
is increased, capital allocation will be decreased at the same rate. If
the account increases the risk at every $10,000 level of the account,
those same levels will be used to decrease the allocation. If contracts
are increased from 10 to 11 at $100,000 in capital, they will also be
decreased from 11 to 10 below the $100,000 level.

Ways to decrease that risk were the first things | started to look
at after concluding that fixed fractional trading is too risky. As a re-
sult, | developed a strategy which is simply called Rate of Decrease.
Basically, the Rate of Decrease is made independent of the rate of in-
crease. Therefore, the levels at which risk is increased will not nec-
essarily be the levels at which the same decreases in risk will occur.
There are two basic functions of the Rate-of-Decrease strategy:
profit protection and geometric growth enhancement. Maybe a bet-
ter term for it would be asymmetrical leverage abandonment. In any
case, this chapter thoroughly explains both functions. You will see
that as a general rule you cannot have your cake and eat it too with
this strategy. The decision on what type of risk decrease to use is
based either on the goal of protecting profits or increasing the effi-
ciency of geometric growth.

PROTECTING PROFITS

Decreasing risk faster than it was increased will protect profits
during drawdowns. A trader might have several reasons for decreas-
ing risk faster than it was increased. First, it can limit the size of
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drawdowns. If the strategy or system being traded is prone to suffer-
ing large drawdowns, decreasing the risk faster will ensure that the
larger the drawdown becomes, the less capital being risked during
the drawdown.

Second, it allows the conservative trader to be more aggressive
when increasing the rate of reinvestment. The main reason traders
are not aggressive with money management is because they fear its
effect on the potential drawdown. Decreasing the risk faster instead
of at the same level results in a considerably smaller drawdown.

A few negatives can be associated with the faster rate of decrease.
These are the trade-offs for the benefits you receive. The biggest
drawback to using the faster rate of decrease is that it increases the
negative effects of asymmetrical leverage. As you decrease risk faster,
the ability to gain back those losses also decreases proportionately. If
all wins and losses are $1,000 in size per contract and 10 contracts
are being traded and contracts are dropped from 10 to 9 through the
conventional decrease rate, the required amount of money per con-
tract to make up the last loss increases from $1,000 to $1,111—the
decrease caused an 11 percent loss in ability to make up the previous
loss. If the number of contracts dropped to 8 instead of 9 due to the
faster rate of decrease, the ability to make up the last loss dropped by
25 percent. It now takes a win of $1,250 with 8 contracts to make up
the loss of $1,000 that occurred with 10 contracts. Obviously, if the
next trade is a losing trade for $1,000, the 8 contracts will lose ap-
proximately 1 percent less on the next trade than will the 9 contracts.
As the drawdown continues, the percentage lost through the faster
rate of decrease will become significantly smaller than the percent-
age lost through the conventional rate of increase.

The math for finding a new rate of decrease when risk increases
at a set level is as follows:

Where CL = Current level
PL = Previous level
X% = Variable percentage

CL = [(CL ~ PL) x X%] = Next level of decrease
If CL = $275,000 and PL = $225,000:

$275,000 - [($275,000 — $225,000) x 50%]
$275,000 - $25,000 = $250,000 (New level of decrease)
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The original level of decrease would have been at $225,000 instead of
the new level of $250,000. This will also work just the same with the
fixed fractional method. If the level of increase is one contract for
every $10,000, then the same equation applies:

If CL = $100,000 and PL = $90,000:
$100,000 - [($100,000 — $90,000) x 50%]

$100,000 ~ $5,000 = $95,000 New level of decrease

The following examples illustrate decreasing risk twice as fast as
the rate of increase using the Fixed Ratio method with a $1,000 delta
on a strategy that will suffer an $8,000 drawdown (very aggressive
money management relationship). Table 7.1 first shows the levels of
increase starting with an account balance of $20,000. Then it shows
the account balance at $80,100, trading 11 contracts, and lists what
would happen during the $8,000 drawdown based on the same rate of
decrease as the increase rate.

The drawdown suffered in Table 7.1 was an $8,000 drawdown
based on trading single units but turned into a $58,000 drawdown due
to the aggressive nature of the money management. Keep in mind that
it only took $11,000 in profits based on trading a single unit to make
it up to the $80,000 level in the first place.

TABLE 7.1 100% Rate of Decrease with Drawdown of $B,000

level of Level of
Increase Contract Decrease Contract Drawdown
$20,000-$21,000 1 $80, 100 11 ($11, 000)

21,001-23,000 2 69, 100 10 (10, 000)
23,001-26,000 3 59, 100 9 (9, 000)
26,001-30,000 4 50, 100 8 (8,000)
30,001-35,000 5 42,100 7 (7,000)
35,001-41,000 6 35, 100 b (6,000)
41,001-48,000 7 29,100 4 (4, 000)
48,001-56,000 8 25, 100 3 (3,000)
56,001-65,000 9 22,100 2 Drawdown over
65,001-75,000 10
75. 001- 86. 000 11
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Table 7.2 shows the same Fixed Ratio money management in-
crease levels as Table 7.1; the increase and decrease schedule is for a
delta of $1,000 beginning with an account balance of $20,000. How-
ever, Table 7.2 has the rate of decrease set at twice the rate at which
risk was increased.

Unlike the first scenarios, which gave back almost all profits, the
rate of decrease did its job here and protected $16,100 of the profits
originally gained. Further, the example with the faster rate of de-
crease can suffer an additional $16,100 drawdown based on a single
contract before the account moves back to breakeven. Therefore, the
total drawdown of the system being traded can go as high as $24,100
and still not be losing money. This is staying power!

However, the true test is the same situation without any money
management at all. Remember that it took just $11,000 based on
trading a single unit to punch up to the $80,000 level. Without money
management, the account would only have been at $31,000. After the
$8,000 drawdown, the account balance would have been at $23,000
without money management. This means that the increased rate of
decrease coupled with an aggressive Fixed Ratio still produced 57
percent more profits. After the drawdown, the single contract only
produced $3,000 while this combination of the Fixed Ratio method
and rate of decrease turned that measly $3,000 into over $16,000!

This is the main benefit of using the faster rate of decrease.
However, to get the full picture, we must now see what happens if the

TABLE 7.2 50% Rate of Decrease with $8,000 Drawdown

Level of Level of
Increase Contract Decrease Contract Drawdown
$20,000-$21,000 l $80, 100 11 ($11,000)

21,001-23,000 2 69, 100 9 (9,000)
23,001-26,000 3 60, 100 7 (7,000)
26,001-30,000 4 53, 100 6 (6, 000)
30,001-35,000 5 47,100 4 (4,000)
35,001-41,000 6 43,100 3 (3,000)
41,001-48,000 7 40, 100 2 (2, 000)
48,001-56,000 8 38, 100 2 (2,000)
56,001-65,000 9 36, 100 1 Dr andownover
65,001-75,000 10
75,001-86,000 11
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$8,000 drawdown is followed by a positive run of $12,000. With the
rate of increase and decrease being the same, recall that the account
went from $20,000 to $80,100 and then back down to $22,100. The
drawdown is now over and a positive run of $12,000 in increments of
$1,000 per winning trade is shown in Table 7.3.

The columns on the left show the account size going from $20,000
to $80,100 and back down to $22,100 using the same rate of decrease.
The columns on the right show the account going from $20,000 to
$80,100 and back down to $36,100 using the faster rate of decrease. In
Table 7.3, we reincreased contracts at the same levels as they were de-
creased. Notice that the same rate of decrease ended up making more
than the faster rate of decrease due to the effects of asymmetrical
leverage. The difference in the outcome of the example was $112,100
for the same rate of increase and decrease and $104,100 for the faster
rate of decrease. This constitutes a loss of $8,000 in profits or slightly
more than 7 percent less profits by using the faster rate of decrease.
At the end of the drawdown, however, the faster rate of decrease
showed a net gain of $14,000, or almost 700 percent more over the
same rate of decrease! Not a bad trade-off when the equal emphasis is
on protecting profits.

Table 7.4 shows what is called the reincrease switchback. This
table shows a more efficient way to reincrease risk after the positive

TABLE 7.3 Re-Increasina after 100% and 50% Rates of Decrease

Account Amount Account Amount
Size Increment of Decrease Size Increment of Decrease
$ 22,100 2 $ 2,000 $ 36,100 1 $ 1,000
24,100 3 3,000 37,100 2 2,000
27,100 4 4,000 39, 100 2 2,000
31,100 5 5,000 41, 100 3 3,000
36, 100 6 6, 000 44,100 3 3,000
42,100 7 7,000 47,100 4 4,000
49, 100 8 8,000 51, 100 5 5,000
57,100 9 9,000 56, 100 7 7,000
66, 100 10 10, 000 63, 100 8 8,000
76, 100 11 11,000 71,100 10 10, 000
87,100 12 12,000 81, 100 11 11,000
99, 100 13 13,000 92,100 12 12,000
112,100 104, 100
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TABLE 7.4 Reincreased Switchback

Account Amount Account Amount
Size Increment of Decrease Size Increment of Decrease

$ 22,100 2 $ 2,000 $ 36,100 1 $ 1.000
24,100 3 3,000 37,100 2 2,000
27,100 4 4,000 39,100 2 2,000
31,100 5 5,000 41,100 3 3,000
36,100 6 6,000 44,100 3 3,000
42,100 7,000 47,100 4 4,000
49,100 8 8,000 51,100 5 5,000
57,100 9 9,000 (almost 56,100 9 9,000 (switch)

even)

66,100 10 10,000 65,100 10 10,000
76,100 11 11,000 75,100 11 11,000
87,100 12 12,000 86,100 12 12,000
99,100 13 13,000 98,100 13 13,000
112,100 111.100

run begins. Originally, the reincrease in risk remained at the same
levels at which the risk decreased. However, at some point, the origi-
nal reincrease catches up and passes the reincrease after using the
faster decrease rate. The original reincrease had to start from an ac-
count balance of only $22,100 and ended up with an account balance
of $112,100. The faster decrease started at $36,100, more than the
original reincrease, but ended up at only $104,100, less than the orig-
inal reincrease. The idea behind this strategy is to switch from the
increase levels of the faster rate of decrease to the original rein-
crease levels at the point that the original catches up to the faster
rate of decrease.

Notice that this switching method causes the faster rate of de-
crease to make up $7,000 of the original $8,000 lost due to the ef-
fects of asymmetrical leverage. Using the faster rate of decrease
gives the performance level high advantage over using the original
rate of decrease during aggressive money management strategies.
However, a few risks are involved that traders should consider if
using the switching method. The reason the lost profits are gained
back is because the number of contracts increases from five to nine
in one jump. This is great if trading continues on a positive run but if
the very next trade becomes a loser, it loses with nine contracts, not
seven. You then would have to jump back down to four contracts,
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which would increase the effects of asymmetrical leverage all the
more. Use caution when applying this method around the levels at
which the rate of reincrease is switched.

Also, the drawdown may not always be as large as that shown in
the example. After only a $4,000 drawdown, the account levels are
very similar. If the drawdown stops after $4,000 and the number of
contracts being traded with the original rate of decrease is eight
while the faster rate of decrease is only trading six contracts, you
cannot use the switching method because you don't know whether the
drawdown will continue. If you use this strategy at this level, you are
actually not decreasing faster. Therefore, you should only consider it
when there is a significant difference in the account sizes before the
positive run begins.

INCREASING GEOMETRIC GROWTH
(ABANDONING ASYMMETRICAL LEVERAGE)

This is the flip side of using the faster rate of decrease. This strat-
egy can enhance profits significantly if used properly. To illustrate
the negative effects of asymmetrical leverage, (and hence the power
of abandoning it) we will go back to the coin-flipping example in
Chapter 2.

The optimal f of that particular situation was reinvesting 25 per-
cent of the profits on each flip of the coin. By doing so, the amount
gained was $36,100 compared with the gain of only $4,700 using 10
percent and the same using 40 percent. Recall also that this function
created a bell curve. Anything to the left or right of optimal f did not
yield profits as high as optimal f itself. The bell curve exists as a re-
sult of asymmetrical leverage. Take asymmetrical leverage out of the
picture, and you have an entirely different situation.

Asymmetrical leverage is simply losing a portion of the ability to
regain losses. If the number of contracts being traded is two and a loss
drops the number of contracts back to one, the ability to regain the
loss has decreased by 50 percent. If the loss was $1,000 per contract,
the total loss would be $2,000. If the next trade was a winner of $1,000
but with only one contract, another winner of $1,000 is needed to make
up the original $1,000 loss suffered with two contracts. The way you
get around this is to simply not decrease contracts at all.

Going back to the coin-flipping example, trading 10 percent of the
account balance meant multiplying the balance by .10 and risking that
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amount on the next trade. If the account started with $100, the
amount risked on the next trade would be $10. If the trade was a win-
ner, the amount won would be $2 for every $1 risked. If the trade lost
the amount lost would only be $1 for every $1 risked. The account
would either add the gains or subtract the losses and recalculate for
the next trade or flip of the coin. If the next flip was a winner, the ac-
count would increase from $100 to $120. The amount to risk on the
next trade would be $12. If the fdlowing trade were a loser, the ac-
count would drop down to $108 and $10.80 would be risked on the next
trade or flip of the coin.

Taking away the asymmetrical leverage says that if the account
risked $12 on the trade and drops back to $108, the amount risked on
the next trade remains at $12. Take the highest figure risked and re-
main at that figure regardless of decreases in the account balance.
This was applied to the coin-flipping method with the 10 percent, 25
percent, and 40 percent fixed fractional increase method as discussed
earlier.

By taking asymmetrical leverage out of the equation, the 10 per-
cent reinvestment increased from $4,700 to $11,526 (see Table 7.5).
Risking 25 percent on each trade without decreasing raised the
amount made from $36,100 to $6,305,843 (see Table 7.6). Notice that
the performance is not subject to the bell curve found with asymmet-
rical leverage. At 40 percent, the profits achieved are not lower than
the 25 percent but are at $1,562,059,253 (see Table 7.7). This is the po-
tential power of money management when not affected by asymmetri-
cal leverage. There is one catch, though. These results required that
each win be followed by a loss and each loss followed by a win. Using
this method and risking 25 percent of the account would require only
four losses in a row to wipe the account out. Two losses in a row using
$40 (or 40% of initial capital) would make it impossible to maintain a
$40 bet on the third flip as there would only be $20 left in the account.
This example was for illustration purposes only.

There are ways of implementing at least a variation of this concept
in real-life trading, but not with the Fixed Fractional trading. Where
drawdowns are big when using the Fixed Fractional method with
asymmetrical leverage, they are downright enormous without asym-
metrical leverage. Trading 10 percent would leave the account at zero
with 10 losing trades in a row. It would render the account useless well
before that due to margin requirements.

However, by applying this concept to the Fixed Ratio trading
method, you have an entirely new ball game. Recall that the following
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TABLE 7.7 (Continued) relationship exists between the drawdown, number of contracts

being traded, and the delta being implemented:

Starting Amount Fractional

Amount Won Increase Result Expected drawdown = $10,000

10, 041, 000 2.00 40 8,032, 800

23, 429, 000 (1.00) 40 (9,371, 600) Delta = $5,000

14, 057, 400 2.00 40 11, 245,920 Number of contracts being traded = 10

32,800, 600 (1.00) 40 (13,120, 240)

19, 680, 360 2.00 40 15, 744,288 Minimum number of contracts that can be decreased is two.

45,920, 840 (1.00) 40 (18, 368, 336)

27Y 552, 504 2.00 40 22, 042Y 003 $10,000 / $5,000 =2

64, 289, 176 (1.00) 40 (25,715, 670) 10-9=8

38, 573, 506 2.00 40 30, 858, 805

90, 004, 847 (1.00) 40 (36,001, 939) To put this in perspective, if the account was at $250,000 trading

54,002, 908 2.00 40 43,202, 326 10 contracts and a lo-trade losing streak occurred, the account would

126, 006, 785 (1.00) 40 (50,402, 714) drop down to $159,000. By not decreasing during the drawdown, the

75, 604, 071 2.00 40 60, 483, 257 account would drop down to $150,000 instead of $159,000. Therefore

176, 409, 500 (1.00) 40 (70, 563, 800) the risk only increases by $9,000. The total drawdown would be 40

105, 845, 700 2.00 40 84, 676, 560 percent instead of 36.4 percent. If the same $10,000 winning streak

246,973, 299 (1.00) 40 (98, 789, 320) occurred, the account would be back at the $250,000 level without

148, 183, 980 2.00 40 118,547,184 asymmetrical leverage. With asymmetrical leverage, it would be at

345,762, 619 (1.00) 40 (138,305, 048) $248,000. Therefore the asymmetrical leverage has a much smaller ef-

207, 457,571 2.00 40 165, 966, 057 fect on the ability to regain profits through application of a conserva-

484, 067, 667 (1.00) 40 (193,627, 067) tive Fixed Ratio.

290, 440, 600 2.00 40 232,352,480

677, 604, 733 (1.00) 40 (271,077, 893)

406, 616, 840 2.00 40 325,293, 472 SOMEWHERE IN BETWEEN

948, 772, 627 (1.00) 40 (379, 509, 051)

569, 263, 576 2.00 40 455, 410, 861 Thus far, we have discussed decreasing risk faster during drawdowns,
1,328,281, 678 (1.00) 40 (531,312, 671) decreasing at the same rate of the original increase, and not decreas-

796, 969, 007 2.00 40 637, 575, 205 ing at all. In this last section, we discuss decreasing somewhere in be-
1,859, 594, 349 (1.00) 40 (743,837,739) tween the original rate of increase and not decreasing at all. As
1, 115, 756, 609 2.00 40 892, 605, 287 mentioned earlier, not decreasing has a much smaller effect on the
2,603, 432, 088 (1.00) 40 (1,041,372, 835) overall additional risk when applied to the Fixed Ratio method. The

1,562, 059, 253

reason is the relationship between the delta and the largest possible
drawdown. If the delta is a value equal to the size of half of the largest
drawdown, then no more than two contracts can be dropped should the
largest drawdown be incurred. Should the largest drawdown be ex-
ceeded, however, then contracts are free to drop according to how far
the drawdown goes.
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With this information, traders have a few ways to take advantage
of the benefits of not decreasing up to a certain point. For example, a
trader may want to stay at the highest number of possible contracts
until the drawdown exceeds the largest expected level and then de-
crease. By applying this method, the trader is waiting to bail out
until the last possible minute. This also allows the trader to avoid
any asymmetrical leverage for all drawdowns that are smaller than
the largest expected drawdown. Then, if that drawdown is exceeded,
the trader will protect profits from that point on until the drawdown
is over.

Another method | use frequently is to decrease at half the speed
that | increased contracts. If the levels of increase are at 10, 20, 30,
40, and 50, once I am over 50, I will not decrease until the account
moves back down to 45. The original rate of decrease would have me
decreasing at 50, 40, 30, 20, and 10. If I use a delta equal to half the
size of the largest expected drawdown, | will not decrease more than
one contract at any time as long as that drawdown is not exceeded.

This variation of the rate of decrease accomplishes a slowed asym-
metrical leverage effect. There is a situation where asymmetrical
leverage can actually turn a $50,000 winning system into a breakeven
under the right circumstances. Albeit these circumstances may never
occur in the real world of trading, let me illustrate it for you.

Suppose you start with $20,000 in your account and will increase
to two contracts at $25,000. At $23,000, you have a winning trade of
$2,000 that pushes the account to the $25,000 level. You now trade
contracts on the next trade. The next trade is a $1,000 loser, but
since you were trading two contracts, the total loss on the trade is
$2,000. Now the account is down to $23,000 and you are back to trad-
ing one contract. The next trade is a $2,000 winner again and once
more, pushes the account to the two-contract level. The next trade is
a $1,000 loser but again with two contracts.

Do you see the cycle forming? The previous scenario based on trad-
ing a single unit was actually up a total of $2,000. But, because of
asymmetrical leverage, the account is at a breakeven. This cycle can
theoretically go on forever. However, by applying a rate of decrease
slower than the increase, you can avoid this. Instead of decreasing
after the first loss, the number of contracts remain at two. The next
trade is a $2,000 winner with two contracts and pushes the account to
$27,000. Now when the losing trade is incurred, the account only goes
down to $25,000, not $23,000. Further, after the losing trade comes
another winning trade of $2,000 per contract. This pushes the account

SOMEWHERE IN BETWEEN 117

up to $29,000. Progress is slowly being made with this rate of decrease
where it would have gone nowhere with the same rate of decrease. On
the next few series of trades, the account will move above the three-
contract level and then not decrease unless a series of losing trades are
suffered.

The rate of decrease can be placed at any variation the trader
chooses. It doesn’'t just have to be a percentage relationship to the
rate of increase. It can also be a relationship to consecutive losers or
any other type of scenario that sets a pattern for when contracts will
be decreased. Although it is best to stick with the mathematical rela-
tionships rather than the trade performance relationships, there is
no limit to how it can be applied.
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PORTFOLIOS

Portfolios are one of the most important aspects of any investment
venture. This age-old concept has been applied to every facet of in-
vesting from mutual funds to real estate. It is as old as money. A
portfolio simply means not placing all your eggs in one basket. If you
have $100,000 to invest, you don't put the entire amount in IBM
stock. Or into another mutual fund. You divide the amount up and
place each segment in a different market or type of market sector.
The reason for this is best stated in the Bible:

Two are better than one; because they have a good reward for
their labor. For if they fall, the one will lift up his fellow: but
woe to him that is alone when he falleth; for he has not an-
other to help him up.

Ecclesiastes  4:9-10

Diversification is a way to deal with this potential for failure. You
divide the risk so that if one investment fails, the possibility exists
for another one to pick up the slack or at least ease the blow.

In the arena of speculative trading whether that be in options, fu-
tures, commodities, or stocks, the same principle applies, if not more
so. There are brokerage firms out there that will sell a novice trader
on one market or another for one reason or another. Heating oil is one
of the more popular markets that brokers push during the early fall.
The argument is that winter is coming and the demand for heating oil
should rise. As the demand for the market rises, so will the price. Be-
cause it is a logical, sound argument, people buy the pitch and then
end up buying the market. Most brokerages that sell this pitch do so
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through options. That way, if for some reason or another, the market
moves against the position, the trader's losses are limited to the pur-
chase price of the option. Since the argument is so logical and the
risks are absolutely limited, some will open up accounts for $10,000,
$50,000, even $I00,000+ and buy as many of those options as that
money will buy. They are gambling. Not trading a portfolio when it is
affordable is nothing but gambling. Some have lost the entire value of
their account because the market went against them (and because
they didn't implement any money management principles).

In this chapter, we analyze the benefits of creating portfolios in
two situations: trading without money management and trading with
the Fixed Ratio money management method. Both examples use lever-
aged instruments. The benefits of trading a portfolio as opposed to a
single market or system without application of any money manage-
ment actually enhance the effects of applying the money management
to the portfolio. Market weighting, as discussed in Chapter 9, is a pop-
ular strategy with many traders. However, this chapter demonstrates
that for the most part, they should not make it a common practice.

TRADING A PORTFOLIO WITHOUT
MONEY MANAGEMENT

Reinvestment strategies aside, portfolios are extremely beneficial for
several reasons. As already mentioned, the first and most obvious is
reduction in risk. A primary goal in creating a portfolio is to be able
to stay in the game should one or more of the trading vehicles not per-
form as expected. Not putting all the available risk capital in one
market automatically extends the staying power of any trader. An-
other goal and benefit of trading multiple markets and/or systems is
that it is likely to improve the risk/reward ratio.

For our example for this statement, we will use the coin-flipping
example from Chapter 2. However, we will have slightly different
rules for one of the coins. The first coin is going to be the quarter
market. For the quarter market, every time the coin lands heads up,
the player will win $2. Every time the coin lands tails up will yield a
$1 loss. The next coin will be the half-dollar market. Every time the
coin lands tails up will yield the player a win of $1.50 and every time
the coin lands heads up will yield a loss of $1. There will be 100 flips
of each coin. The first 100 flips will all be from the quarter market.
The second 100 flips will all be from the half-dollar market.
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Then, there will be a separate time when each coin is flipped 100
times except this time they will take turns being flipped one right
after the other alternating in a 1: 1 even sequence. Just for the record,
I am actually flipping the coins to represent real-life action. We will
then apply the same examples to the same system in two different
markets to show the remarkable resemblance between the effect of
combining the actual system and market trades with the coin-flipping
examples.

The first flips came from the quarter market. There were 52 tails
(losing trades) and 48 heads (winning trades). The net profit was $44
after 100 flips with a drawdown of $12.00. The second set of flips
came from the half-dollar market. This set of flips produced 47 tails
(winning trades with the half-dollar) and 52 heads (losing trades).
The net profit totaled $18.50 with a drawdown of $8.50. By adding the
two together, the net profit is $62.50 and by adding the drawdown, the
worst case possibility is both drawdowns occurred at the same time
would be a total drawdown of $20.50.

Table 8.1 was taken from the Performance | money management
program. All quarter trades were on odd days and half-dollar trades
were on even days to simulate trading markets alternately. As a re-
sult of putting the two markets together, the total drawdown was
only $15.00, not $20.50.

The third illustration using these coin flips came from flipping the
half-dollar first and then flipping the quarter. The wins and losses of
each outcome are the same as the first two examples. Out of 200 flips,
there were 50.5 percent winning trades for a total profit of $80.00.
Meanwhile, the largest drawdown was only at $9.50. By separating the
two markets through the Performance | program, the quarter market
alone generated 55 winning trades for $65.00 in profits with a draw-
down of $8.00. The half-dollar market produced $15.00 in profits after
46 percent winning trades and a drawdown of $7.50. The drawdown
added together totaled $15.50. In both instances, the drawdown was
smaller in the combined example.

Now we will apply the same logic to actual markets. The first
market is the bond market. The second is the Swiss franc market.
The same system is being applied to each market during the same
time period. The statistics for each market individually are shown in
Table 8.2.

The particular statistics that we need to pay close attention to
are the total net profit of each market, winning percentage, and
largest drawdown. The total net profit for the bonds came in at
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TABLE 8.1 Random Coin Flip

Account
Date Market WL Balance
1/1/98 50 cent 1 ($1.00)
11298 quarter 1 (1.00) (2.00)
113/98 50 cent 1 1.50 (0.50)
|14/98 quarter 1 2.00 1.50
1/5/98 50 cent 1 (1.00) 0.50
|16/98 quarter 1 (1.00) (0.50)
117198 50 cent 1 (1.00) (1.50)
1/8/98 quarter 1 2.00 0.50
1/9/98 50 cent 1 (1.00) (0.50)
1/10/98 quarter 1 (1.00) (1.50)
1/11/98 50 centl (1.00) (2.50)
1112198 quarter 1 (1.00) (3.50)
1113/ 98 50 cent 1 1.50 (2.00)
1/14/98 quarter 1 (1.00) (3.00)
1/15/98 50 cent 1 1.50 (1.50)
|/16/98 quarter 1 (1.00) (2.50)
1/17/98 50 cent 1 (1.00) (3.50)
1/18/98 quarter 1 (1.00) (4.50)
1/19/98 50 cent 1 1.50 (3.00)
1/20/98 quarter 1 2.00 (1.00)
1/21/98 50 cent 1 (1.00) (2.00)
1/22/98 quarter 1 (1.00) (3.00)
1123198 50 cent 1 (1.00) (4.00)
124198 quarter 1 (1.00) (5. 00)
1125198 50 cent 1 (1.00) (6.00)
1/26/98 quarter 1 (1.00) (7.00)
1/27/98 50 cent 1 1.50 (5.50)
1/28/98 quarter 1 (1.00) (6.50)
1/29/98 50 cent 1 (1.00) (7.50)
1/30/98 quarter 1 (1.001 (8.50)
1131198 50 cent 1 (1.00) (9.50)
212198 quarter 1 (1.00) (10.50)
213198 50 cent 1 (1.00) (11.50)
214198 quarter 1 (1.00) (12.50)
2/5/98 50 cent 1 1.50 (11.00)
216198 50 cent 1 (1.00) (12.00)
216198 quarter 1 (1.00) (13.00)
217198 50 cent 1 1.50 (11.50)
218198 quarter 1 (1.00) (12.50)
219198 50 cent 1 (1.00) (13.50)
2/10/98 quarter 1 2.00 (11.50)
(Continued)
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TABLE 8.2 System 1 Bonds

Bonds

Total net profit $ 41,718 Average winner $1,167
No. of trades 127 Average loser $1,200
No. of winners 82 Ratio average trade 97
No. of losers 45 Average trade W/L/D $ 328
Winning % 65%  Maximum DD $5,968
Gross profit $ 95,750 Profit factor 1.77
Gross loss $ 54,031

Swiss Franc

Total net profit $ 58,425 Average winner $ 813
No. of Trades 210 Average loser $ 814
No. of winners 141 Ratio average trade 1.00
No. of losers 69 Average trade W/L/D $ 278
winning % 67% Maximum DD $8,125
Gross profit $114,625 Profit factor 2.04
Gross loss $ 56,200

$41,718 and at $58,425 for the Swiss franc. Add the two net profits
together and we come up with $100,143. The winning percentage for
the bonds came in at 65 percent, while the winning percentage for
the Swiss franc was 67 percent. Finally, the drawdowns for each to-
taled $5,968 for the bonds and $8,125 for the Swiss franc. Add the
two together and the combined total drawdown is $14,093.

The risk/reward ratio of net profit to drawdown for the bond mar-
ket is computed at 6.99. The risk/reward ratio for the Swiss franc is
computed at 7.19. Add the two net profits and drawdowns together
and we come up with a risk/reward ratio of 7.09. The same number is
calculated if you add the 6.99 and the 7.19 and then divide by 2:

(6.99 + 7.19) /2 = 7.09

The two market performance records will now be combined
chronologically and new statistics formed. This simply means that if
the bond system traded every Monday and the Swiss franc system
traded every Tuesday, that each bond trade would be followed by a
Swiss franc trade and every Swiss franc traded followed by a bond
trade. Table 8.3 shows the combined statistics.
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TABLE 8.3 Bonds and SF Single Contract Combined Statistics

Total net profit $100,413 Average winner $943
Number trades 337 Average loser $ 966
Number winners 223 Ratio average trade 98
Number losers 114 Average trade W/LID $ 297
Winning % 66% Maximum DD $7,025
Gross profit $210,375 Profit factor 1.90
Gross loss $110,231

Notice that the total net profit remains the same as the two sin-
gle performance totals being added together. The winning percentage
is the average of the two single performance statistics. The draw-
down on the other hand is not the two added together, nor is it the two
averaged together, but is its own, completely independent statistic.
(Although in this case, it is very close to the average of the two
single-performance drawdowns. However, there is still no relation-
ship.) This makes the risk/reward ratio increase all the way to 14.26.
This is the greatest benefit of creating portfolios.

The reason the drawdown is so much lower than the sum of the
two drawdowns added together is because the two single largest draw-
downs occurred two years from one another. They did not occur at the
same time. The sum of the drawdowns represents the largest possible
drawdown between the two and can only occur if they happen simul-
taneously. Even if they are overlapping, the drawdown will not come
to $14,093. It has to be something less than that number.

As a result of this necessity, the more markets andlor systems
that are being traded in a portfolio, the less likely that the sum of all
the added drawdowns will be suffered. To examine the probability,
we will use two coins for our illustration. We will flip each coin twice
with the tails up representing the drawdown. Each coin will be
flipped at the same time. There are four possible outcomes from the
first flip:

1. Coinl = heads Coin2

2. Coinl = heads Coin2 = tails
3. Coinl = tails Coin2 = heads
4. Coinl = tails Coin2 = tails

heads
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These are the only four possibilities and each has an equal
chance at occurring. Therefore, each has a 25 percent chance of hap-
pening. If the tails represent the drawdown, then there is only a 25
percent chance of both drawdowns occurring at the same time. If an-
other coin is added to the scenario (i.e., another market), the proba-
bility of all three drawdowns occurring at the same time are only
12.5 percent. If all three are flipped at the same time, there are eight
possible outcomes:

1. Coinl = heads Coin2 = heads Coin3 = heads
2. Coinl = heads Coin2 = tails Coin3 = heads
3. Coinl = tails Coin2 = heads Coin3 = heads
4. Coinl = tails Coin2 = tails Coin3 = heads
5. Coinl = heads Coin2 = heads Coin3 = tails

6. Coinl = heads Coin2 = tails Coin3 = tails

7. Coinl = tails  Coin2 = heads Coin3 = tails

8.

Coinl = tails  Coin2 = tails Coin3 = tails

These are the only eight possibilities and each has an equal
chance at occurring. Therefore, each have a 125 percent chance of
happening. If the tails represent the drawdown, there is only a 125
percent chance that all of them will land tails up at the same time.
Every coin that is added will cut the percentage probability in half so
that by the time you are trading 10 markets, there is less than a Y4, of
1 percent chance of all landing tails up at the same time. That is bet-
ter than 1 in 1,000 odds! Even though the probability that the added
sum of the drawdown occurring will continue to diminish, 100 per-
cent of the profits from each market will be added. This means that
the risk/reward ratio over the long haul continues to improve.

The previous example was with coins and limited to the draw-
downs either happening now or not happening now. In trading, the
probability is fractionally smaller with just two markets. When we
flipped the coins, we flipped them at the same time and either the
drawdown was going to occur or it wasn't. Trading drawdowns are dif-
ferent. Each time the coin is flipped, the coin landing heads up is con-
sidered the largest drawdown. With trading, however, the largest
drawdown occurs only once (in hypothetical testing). In other words,
the test results given for the bonds and the Swiss franc were over a
five-year period. If the longest drawdown in each market were to last
for three months apiece, then the five-year period would need to be
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divided into 20 equal divisions of three months per division. Since
the largest drawdown will only occur once, there is a 1 in 20 chance,
or 5 percent chance, that it will occur at any given three-month time
period. This means that with just two markets over a five-year time
period, there are two chances in 40 that they will occur but 1 chance
in 400 that they will occur at the same time. The probability is ¥s of 1
percent that in any given three-month period, one market will suffer
its largest drawdown during the same three-month period as the
other market. Add another market to that scenario and the odds are
only 1 in 8,000 that all three will occur simultaneously. With four
markets, the odds are *isooe, and that factor is a multiple of 20 every
time you bring another market into the picture. Meanwhile, 100 per-
cent of the profits are added to the net profit total.

These statistics look pretty promising for portfolio trading. Al-
though this information is all accurate, one other statistic needs to be
discussed further to shed more light on the subject. Up to this point,
we have only discussed the largest drawdown and that was based on
hypothetical back testing. However, one little known statistic that is
not revealed by most system vendors is that most systems are in a
drawdown of some sort between 60 and 75 percent of the time. This
means that only 25 percent to 40 percent of the time is the equity
making new equity highs. If we take the adjective “largest” off the
word drawdown, it becomes an entirely different scenario.

In the coin-flipping example with three coins, the probability of
at least one of them being in a drawdown (or tails) on any given flip
is 88.5 percent. The probability of any two of them landing tails up
(drawdown) is 50 percent:

1. Coinl = heads Coin2 = heads Coin3 = heads
2. Coinl = heads Coin2 = tails Coin3 = heads
3. Coinl = tails Coin2 = heads Coin3 = heads
4, Coinl = tails Coin2 = tails Coin3 = heads
5. Coinl = heads Coin2 = heads Coin3 = tails
6. Coinl = heads Coin2 = tails Coin3 = tails
7. Coinl = tails Coin2 = heads Coin3 = tails
8. Coinl = tails Coin2 = tails Coin3 = tails

Add another market and the percentage goes higher at the same
rate it went lower for all of them being in a drawdown at the same
time. A fourth market would increase one of the markets being in a
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drawdown at any given time to 93.75 percent. The probability of any
two of the markets being in a drawdown at the same time is 68.75
percent. The probability of any three of the four being in a drawdown
comes to 31.25 percent. That is the rest of the story. You have to re-
member, though, that the probabilities of one or more of the markets
not being in a drawdown at any given time is the same as the proba-
bilities stated for markets that are in drawdowns.

Once again, trading is not coin flipping. As stated earlier, most
systems are in drawdowns between 60 and 75 percent of the time
(they are not making new equity highs). And lest you think that good
systems can't possibly be in drawdowns that much of the time, here is
an example of a system in crude oil that was optimized:

Total net profit = $60,690
Number wins/losses = 29/54
Winning percentage = 53.70

Largest drawdown = $3,750
Average trade = $1,173
Win/loss ratio = 3.25

Numbers don't get any better than that. However, the system was
making new highs in this market only 35 percent of the time. That
means it was in drawdown 65 percent of the time! You say how can
that be? A new equity high must come from a winning trade; however,
a winning trade does not necessarily have to make a new equity high.
Therefore, the maximum amount of time even possible for making new
equity highs is equal to the percentage of winning trades. Since a win-
ning trade is not, by definition a new equity high, some winning trades
are not going to make new equity highs. There were only 53 percent
winning trades meaning that unless every single winning trade also
made a new equity high, the maximum time period that the system
was making new equity highs could not have exceeded this percentage.

Further, having a higher winning percentage system does not
mean that you will have a higher percentage of the trades making
new equity highs. As a general rule, the winning percentage is re-
lated to the win/loss ratio. The higher the winning percentage, the
smaller the average win to average loss will be (there are exceptions
to this and there are no set numbers-it is just a general rule). The
reasoning behind the rule is that having a higher winning percentage
trading method means that profits are taken often while the risk on

PORTFOLIOS AND THE FIXED RATIO MONEY MANAGEMENT METHOD 131

a per trade basis remains relatively high. 1 have an end-of-day system
in the S&P that targets a $650 profit but will let the trade move
against me by as much as $1,250. Although the winning percentage
is 85 percent, it only makes new equity highs 33 percent of the time.
The system still makes money; it just takes more winning trades to
make up a single loss.

As a result of this single statistic, there are even higher probabil-
ities that one or more markets in any given portfolio are suffering
through a drawdown. This information is certainly not placed within
this book to discourage you from trading portfolios. It is simply in-
cluded to give you a full picture of the dynamics of trading with port-
folios. The bottom line is that trading with portfolios will increase
the long-term risk/reward ratio by a significant sum. Further, money
management is not based on the number of drawdowns, but rather
the largest drawdown. Therefore, the smaller the largest drawdown,
the more efficiently the money management can be applied.

One last caution before moving on. The largest drawdown within
a hypothetical testing situation does not mean in any way, shape, or
form that this drawdown cannot be exceeded in the future. Further,
it is completely impossible for hypothetical results, no matter how
profitable, to ensure that the method will generate any amount of net
profit over time. Systems are not mathematical certainties. As a gen-
eral rule, they are math formulas applied to price action trying to
capture potential profitable trades in the future. Price action does
not have to conform to whatever mathematical parameters were ap-
plied to it. Markets change as do the way they move and are traded.
Therefore, you cannot rely on these statistics and probabilities to de-
termine absolutes from a performance standpoint.

PORTFOLIOS AND THE FIXED RATIO
MONEY MANAGEMENT METHOD

The more you understand the Fixed Ratio money management
method, the more you will understand how much drawdowns can af-
fect the final outcome of trading. Potential drawdowns determine
how much capital is needed to start as well as how aggressively or
conservatively the trader should apply money management to the
strategy. The lower the largest expected drawdown, the higher the
potential returns after applying money management. The higher
the drawdown, the lower the potential returns by applying the Fixed
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Ratio money management method. The reason is the lower the draw-
down, the smaller the delta variable can-be in the Fixed Ratio for-
mula. The smaller the delta variable, the faster the Fixed Ratio
method will affect trading. The larger the delta variable, the slower
the Fixed Ratio method will affect trading.

This has nothing to do with changing the risk factor of the
method. If the largest expected drawdown is $5,000, a 2: 1 ratio of
drawdown to delta is $2,500. If the largest expected drawdown is
$10,000, a 2 : 1 ratio of drawdown to delta is $5,000. The relationship of
the increase levels to the drawdown potential remains the same in
both. However, if each make the same amount of net profits, the strat-
egy with the lower delta will make considerably more profits than the
method with the larger delta variable.

Also, the more you understand money management and geometric
growth in general, the more you will understand that the benefits of
applying money management are more visible on the back end than
they are on the front end. It is exactly the opposite of the law of di-
minishing returns. If you had gone without food for days and days and
then walked into a burger joint and bought their largest, thickest,
everything on it including the kitchen sink, burger for $5.00, the first
burger would return the greatest benefit and be the most satisfying.
If you were still a little hungry after the first and decided to buy a
second, you might not finish the second. Therefore, the second burger
was less satisfying and returned a smaller benefit than the first. Of
what value would be a third burger? None. With money management,
it is exactly the opposite. The first increase will yield the least benefit
because it will yield smaller profits. The more risk increases that are
experienced, the greater the profits.

Using the math for figuring out levels at which to increase risk,
we can determine what the account size will be when the method
reaches the 5-contract level using a $5,000 delta:

5x5=25/2=125
125 x $5,000 = $62,500 + Starting account balance of $20,000

= $82,500.
Now calculate the minimum account size to trade 10 contracts:

10x 10-10/2 =45
45 x $5,000 = $225,000 + $20,000 = $245,000.
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Now calculate the minimum account size to trade 15 contracts:

15 x15-15/2
105 x $5,000

105
$525,000 + $20,000 = $545,000.

Now calculate the minimum account size to trade 20 contracts:

20 x 20 - 20/ 2 =200
190 x $5,000 = $950,000 + $20,000 = $970,000.

Therefore, 5 contracts to 10 contracts yields $162,500 in profits.
The yield for 10 to 15 contracts is $300,000 in additional profits. Fi-
nally, 15 to 20 yields $425,000 in additional profits.

If it took exactly the same number of trades and profits based on
a single unit to achieve each level, the last set of trades vyielded
$262,500 more profits than the first set of trades that made the exact
same amount on a single-unit basis.

The Three Phases of Money Management

Because of this effect, | have divided the application of money man-
agement principles into three phases. The first is the sowing phase.
This is when the account is at the minimal level needed to begin trad-
ing and apply money management. The account is trading a single
unit. During this time, the trader will receive the least benefit from
the money management and suffer the greatest effects of asymmetri-
cal leverage. The second phase is the growing phase. This is the
phase where the account starts to see significant growth from the
application of money management, the effects of asymmetrical lever-
age are diminishing, and the trader is close to a point of no return. In
other words, by applying proper money management, even if the sys-
tem or method that is being traded goes down the toilet, the trader
will still show profits.

The final phase, the harvest phase, is where the trader reaps
great rewards from applying proper money management. Asymmetri-
cal leverage is almost nonexistent and not only is the trader to the
point of no return, but even if the system being traded fails, signifi-
cant profits will have been preserved.

Trading the Fixed Ratio method on portfolios tackles two major
obstacles. First, since the risk/reward ratio has been vastly improved,
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it allows the trader to benefit from the money management sooner.
The sooner the money management can increase the risks, the sooner
the trader will get past the first sowing phase of trading. Second,
profits do not diminish by combining markets and systems and there-
fore the trader can use the profit potential of several markets or sys-
tems to reach the growing and harvest phase of trading.

As a result, the goal with applying the Fixed Ratio method is to
apply it to as small a risk/reward ratio as possible. Often, more than
one market or system is traded at the same time. The question often
arises as to whether the money management should be applied to
each individual market or to the markets combined as a portfolio. We
have already given the answer but the proof is in the pudding, or re-
sults in this case. Since smaller drawdowns allow for more efficient
money management results and higher single unit profits bring en-
hanced money management results in the long run, it is only logical
that combining the markets and systems and applying the money
management to the combined portfolio as a single entity, is the most
efficient application of the money management.

We will begin with the single contract result for the bond and
Swiss franc example used earlier (see Table 8.2).

Next, the money management will be applied to the bond market
individually and then to the Swiss franc market individually. The
delta will be determined by using ¥z of the largest drawdown rounded
up or down to the nearest $500. This means that for the bond market,
a delta of $3,000 will be applied and to the Swiss franc market, a
delta of $4,000 will be applied. The results are shown in Table 8.4.

These numbers are based on profits only. There is no starting ac-
count balance to these numbers and therefore the risks are based on
profits at risk only. The total net profit between the two markets is
$636,636 with a total possible $ drawdown of $130,219, which is still
only 20 percent of the profits.

TABLE 8.4 Individual Results for Bonds and Swiss Francs

Bonds Swiss  Franc
Total ending equity $271,544  $365,092
Total number contracts 14 14
Maximum current percent risk 20% 20%
Maximum current dollar risk $ 55,144 $ 75,075
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TABLE 8.5 Fixed Ratio to Combined Bonds and Swiss Francs

Combined Results

Total ending equity $1,327,536
Total number contracts 28
Maximum current percent risk 13.5%
Maximum current dollar risk $ 129,822

Look again at the previous single contract results for both the
bonds and Swiss franc. Notice that the combined drawdown is $7,025,
which means the delta is calculated at $3,500 for Fixed Ratio money
management purposes. Meanwhile, the total net profits remain the
sum of the single market profits added together at $100,143.

The results in Table 8.5 are from applying the Fixed Ratio money
management to the combined portfolio.

These results are almost unbelievable. However, the numbers
and trades prove that this is the effect of money management when
applied to portfolio situations compared with application to single
markets and/or systems. Notice that the net profit is more than dou-
ble, while the dollars being risked are lower than the dollars being
risked on the individual market application results. This is the result
of reaching the harvest phase of applying money management. Fur-
ther, these are only two markets in the five-year results.

The number of contracts being traded is listed at 28. This means
that 28 contracts are being traded on both markets. If the next signal
is a bond trade, 28 contracts are traded. If it is a Swiss franc trade, 28
contracts are traded. If a signal is generated in both markets, then 28
contracts are traded in both markets. Many traders have a difficult
time with this concept. The reasoning is that the logical thing to do is
to trade 14 contracts in each market. However, that is what each mar-
ket was trading when the money management was being applied to
the single performance records. Further, contracts are increased ac-
cording to profits in the markets and have already taken into consid-
eration the largest expected drawdown of the combination.

The percentage of profits being risked on the single market appli-
cation was 20 percent with each market. The percentage being risked
even with trading 28 contracts on each market is only 13.5 percent. If
the total number of contracts were 14 per market, the risk would be
6.75 percent. Portfolios can be a huge tool to increase dramatically
the efficiency of the Fixed Ratio trading method.
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MARKET WEIGHTING

The discussion of portfolios in the previous chapter is a great leadoff
into the subject matter of this chapter. What if the two markets in
guestion were the corn and S&P markets? Would each market trade
28 contracts then? Or would the markets be weighted with three or
four corn contracts for every S&P contract? Every time | bring this
subject up at a seminar, the question is always answered with a re-
sounding “absolutely!” Some participants are determined that it is
not even possible to trade the same number of contracts for these two
markets. They will argue until their face is blue against all mathe-
matical proof.

The fact of the matter is that we can call the two markets any-
thing we want. From Mars rocks to escargot. If these are the two
markets being traded and they produce these kinds of numbers, then
the math is the same. There is no difference in what markets produce
the profits. This is a numbers game and it needs to be played accord-
ingly. If I made a profit of $500 today, can you tell me which market
that $500 was generated from? Neither can the account equity. It is
completely independent of what markets and/or strategies are being
traded. As a result, everything can be treated equally when applying
money management.

However, the following illustration is for those who are still not
convinced that you can trade the same number of contracts as the
S&P market. We have in our portfolio a system that trades the corn
market on a long-term basis. We also have an end-of-day S&P system
that exits on the close if a position is entered during the day. The
corn system has a drawdown of $5,000, while the S&P system has a
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drawdown of $15,000. The combined performance would yield a
drawdown between the two markets of $12,000.

According to common weighting practices, the portfolio would
trade 3 corn contracts for every S&P contract since the S&P’s poten-
tial drawdown is three times the size of the corn, thereby “equaliz-
ing” the markets. Before applying this type of logic to trading, the
question must first be answered: What benefits will come from
equalizing the markets? Traders apply this system because it simply
“sounds” logical. But what benefits come from equalizing the mar-
kets? The only possible benefit is from increasing the profits due to
increasing the number of contracts. However, if that were the true
goal in making this decision, why equalize? Why not just trade an-
other S&P contract? The logical answer is that if you trade another
S&P contract, you will have the potential for $30,000 in drawdown
from just the S&P. This is correct. But let’s take a look at what hap-
pens when you trade one S&P with three corn contracts.

As stated earlier, the drawdown with the S&P and corn methods
chronologically combined came to only $12,000. The reason this
drawdown is $12,000 and not $20,000 is because the largest draw-
down did not occur at the same exact time. However, by adding an ad-
ditional corn contract, the drawdown from the corn contract must
occur at the exact same time as the original corn contract. Therefore,
by trading three corn contracts, the drawdown potential from those
three contracts is now $15,000, not $5,000. Therefore, the benefit of
the noncorrelating drawdowns is severely diminished.

The results in the box are from a system in the S&P that buys or
sells on the open and exits at the end of day. The only other exit rule
is a protective stop that is placed to keep losses reasonable.

S&P

Total net profit =$59,212.50
118/203 winning trades

58% correct

Win/loss ratio =1.45
Average trade =$291
Largest drawdown = $9,100

The next set of results come from a longer term trend following
systems traded in the corn market.
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corn

Total net profit = $21,925
28/52 winning trades

53% profitable

Win/loss ratio =272
Average trade =$421
Largest drawdown = $2,662.50

The combined results of trading these two systems across the two
different markets are shown in the next box.

Combined S&P and Corn

Total net profit = $81,137.50
146/255 winning trades

57% profitable

Win/loss ratio =1.64
Average trade = $318
Largest drawdown = $8,925

The net profit is simply the two individual market net profits
added together. The number of winning trades and losing trades re-
main the same as well as the average trade and win/loss ratio. How-
ever, the largest drawdown is pegged at $8,925, which is lower than
the S&P but somewhat higher than corn. The ratio of the S&P single
market drawdown to the corn single market drawdown was approxi-
mately 3.4, meaning the S&P drawdown was 3.4 times the size of the
corn drawdown. Therefore, to equalize the markets, three corn will
be traded for every one contract in the S&P. The results (compli-
ments of the Performance | software) are shown in the box at the top
of page 139.

By adding two additional corn contracts, the drawdown increased
by at least a full contract. Therefore, we lost the benefit of noncorre-
lating drawdowns of one of those contracts. The reason we did not
lose the benefit of both additional contracts is that the main draw-
down occurred during the S&P’s largest drawdown, not the corn’s.
There is a 50/50 shot of the largest drawdown occurring during either
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Adding Two Corn Contracts

Total net profit = $124,987
146/255 winning trades

57% profitable

Win/loss ratio =1.8
Average trade = $490
Largest drawdown = $11,325

market's individual largest drawdown. If we had added three con-
tracts to the S&P instead of corn, the results would look as shown in
the box that follows.

Adding Three S&P Contracts

Total net profit = $199,562
1461255 winning trades

57% profitable

Win/loss ratio =1.56
Average trade =$782
Largest drawdown = $24,375

The largest drawdown represents 2.74 times the combined corn
and S&P drawdown. We increased the drawdown by 2.74 of the addi-
tional two contracts. By trading the S&P alone, the drawdown would
have been $27,300. There was a 50/50 chance that this is exactly how
adding the corn contracts would have resulted.

According to drawdown and the fact that money management is
more efficient with lower drawdowns, the logical thing to do is to
trade one corn contract with one S&P contract. If the goal of weight-
ing the markets is to increase potential profits, it would be better to
increase those profits by adding a different market rather than
adding an additional contract to an existing market. By doing so, you
will increase the net profit of the portfolio as well as your chances
that the drawdowns will be noncorrelating. The results in the box at
the top of page 140 are from the same system that was applied to the
corn being applied to the bonds.
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Bonds

Total net profit = $67,781
32/73 winning trades

43% profitable

Win/loss ratio =3.18
Average trade = $928
Largest drawdown = $6,093

The next box shows results from combining the single contract
performances of each corn, bonds, and S&P.

Corn, Bonds, and S&P Combined
Total net profit = $148,918
1781328 winning trades
54% profitable
Win/loss ratio 1.95
Average trade $454
Largest drawdown = $9,168

Specifically, this combination should be compared with the com-
bination of trading three corn contracts and one S&P. Notice that the
net profit was $24,000 greater while the drawdown was more than
$2,000 smaller. This may not seem like a huge amount, but in an
arena that has a very small margin of error, it can be quite a bit.
Further, the money management results will magnify the differ-
ences. By applying the Fixed Ratio method with the delta = to % the
size of the largest drawdown, the following results occurred, first
from the additional corn contracts added to the portfolio and then
with the single corn, bond, and S&P contracts (see box on p. 141).

The difference in net profit was over $775,000 within an eight-
year testing period. That is like missing out on a salary of about
$100,000 a year simply because of an alternative to market weight-
ing. Further, after the drawdown, the three market combination
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Three Corn, One S&P with Money Management

Total net profit =$1,113,700

1461255 winning trades

57% profitable

Largest drawdown = $128,175
(11.5% profits)

Maximum number of contracts held = 20

One Corn, One Bond, & One S&P with Money
Management

Total net profit =$1,890,175
1781328 winning trades
54% profitable

Largest drawdown = $266,000
(14% of profits)
Maximum number of contracts = 30

would be at $1,624,175 while the three corn, one S&P portfolio would
be at $985,000. This is a 60 percent increase in net profits after the
drawdown!

Some traders may find this chapter is extremely hard to swallow.
The logic doesn't seem to flow with the math and vice versa. How-
ever, if you will take a look at the logic from a numbers standpoint,
not the market or the historical volatility of the markets, you will see
that it makes perfect logical sense. Nonetheless, if you still have
trouble, | think the next chapter is for you.
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MARKET WEIGHTING THROUGH
MONEY MANAGEMENT, NOT
BEFORE IT

Chapter 9 dealt with an alternative to market weighting before any
money management is applied. There is a way of assigning a different
weight to markets through money management though. This process
should not be confused with the one illustrated with S&P contracts
and corn in Chapter 9. When money management is applied to portfo-
lios where market weighting already exists, an increase in risk means
that the markets that were weighted must increase by the same de-
gree of weighting. When the equity moved past the first level at which
risk increased, the number of S&P contracts to be traded moved to
two whereas the number of corn contracts had to be increased to six!

Therefore, when 20 contracts were being traded in the portfolio, 60
contracts were actually being traded in the corn markets because
corn was weighted at 3 contracts per units traded in the S&P. There-
fore, when 20 contracts were being traded, it was actually 20 units of
3 contracts per unit in the corn market.

Market weighting through money management is different. In-
stead, every market starts off with the same number of single con-
tracts. The difference is the rate at which each market increases
contracts. Through the original way of applying money management,
as soon as a level was surpassed in the equity, the risk would be in-
creased across the board regardless of the markets being traded be-
cause the drawdown of the combined markets had already been taken
into consideration. In other words, the markets were deindividualized.
It merely became a numbers game to which the markets that generated
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the numbers were completely irrelevant (and rightfully so, as the eg-
uity curve cannot discern which markets generated what numbers).

Market weighting through money management attempts to take
the individual characteristics of each market and/or system as well as
the combined effect of the markets and apply money management to
each market according to its own performance while benefiting from
the other markets or systems that are being traded. If there are three
markets being traded-the bonds, S&P, and corn markets-each has
its own performance track record. The only characteristic we will look
at on an individual basis is the largest expected drawdown. If the
bonds’ largest expected drawdown is $8,000 while the S&P’s largest
expected drawdown is $12,000, and that of the corn is $4,000, then
market weighting through money management will apply a different
delta to each market. However, it will generate the profits to surpass
each increase level from the combination of all three markets.

For example, if the combined drawdown of the three markets were
$12,000, the original money management method would increase con-
tracts for all three markets with a $6,000 delta. However, 75 percent
of the combined drawdown may be attributed to the S&P, while the
bonds and corn markets only made up 25 percent of the drawdown.
Therefore, during the drawdown, the S&P is tradingjust as many con-
tracts as the markets that don't contribute to the drawdown to the
same degree. As a result, the S&P may increase according to a $6,000
delta, the bonds according to a $4,000 delta, and the corn according to
a $2,000 delta. The corn will be the first to increase, then the bonds,
and then the S&P. As a matter of fact, the corn will go to three con-
tracts at the same level the S&P goes to two contracts. But, it will not
start out with more than one contract in any given market.

The effects of this method should not be confused with equal
weighting the markets prior to applying money management. Weight-
ing the markets through money management is not equalizing the
markets, but rather applying different weights to the degree of risk
each market offers. If one market offers a much smaller degree of risk,
we aren't increasing that risk to meet the degree of risk of the other
markets; rather, we are allowing the market to increase contracts
more efficiently than the markets with greater risk. Therefore, we are
equalizing the profit potential of the market according to profits that
are generated. Remember, all markets start out with the same number
of contracts, and therefore we are not increasing the risk.

There are several things to take into consideration when weighting
the market through money management. First, it is a more efficient
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form of money management. Because it is allowing certain markets
to increase faster than others markets, the effect of geometric
growth is an increased acceleration rate. Second, even though it is
not equalizing the risk of each market being traded, it increases the
drawdown potential slightly. The market that accounts for the bulk of
the combined drawdown may be increased at a slower rate and not
trading as many contracts as the other markets, but at the time the
drawdown occurs, the other markets are trading more contracts. As a
result, the increased efficiency allows for the trader to use a more
conservative delta across the board. Instead of using a delta of % the
largest drawdown of each market, the trader may apply a delta equal
to % the size of each drawdown. This has the potential of yielding
more profits while keeping the drawdown at the same level as the
original application of the Fixed Ratio money management method.
Table 10.1 is a fictitious track record trading crude oil, bonds,
and the Japanese yen. The dates are fictitious and are only shown to

TABLE 10.1 Trade History for 3 Markets
Crude = $300, Bonds = $600, JY = $900

Account
Entry Exit Market P/L* Balance Contracts
1/1/98 1/1/98 Bonds $ 500 $ 500 1
1/2/98 1/2/98 JY 1,000 1,500 2
1/3/98 1/3/98 Crude 1,500 3,000 3
1/4/98 1/4/98 Bonds 1,500 4,500 3
1/5/98 1/5/98 JY 1,500 6,000 3
1/6/98 1/6/98 Crude 3,000 9,000 6
1/7/98 1/7/98 Bonds 3,000 12,000 6
1/8/98 1/8/98 JY 2,500 14,500 5
1/9/98 1/9/98 Crude 5,000 19,500 10
1/10/98 1/10/98 Bonds 4,000 23,500 8
1/11/98 1/11/98 JY 3,500 27,000 7
1112198 1/12/98 Crude 6,500 33,500 13
1/13/98 1/13/98 Bonds 5,500 39,000 11
1/14/98 1/14/98 JY 4,500 43,500 9
1/15/98 1/15/98 Crude 8,500 52,000 17
1/16/98 1/16/98 Bonds 6,500 58,500 13
1/17/98 1/17/98 JY 5,500 64,000 11
1/18/98 1/18/98 Crude 10,500 74,500 21

*All trades under the P&L column were $500 based on single contract.
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illustrate that all markets are being traded simultaneously. Further,
there are no losses in this record and all trades are winning trades of
$500. Accordingly, with 18 trades, the net profit of this illustration
without any money management is $9,000.

The table shows a different delta being applied to each market
using the Fixed Ratio money management method. The delta applied
to each market was $300 for the crude, $600 for the bonds, and $900
for the yen. In other words, once the equity rises above $300 (regard-
less of the market that generated the profits), the crude oil will in-
crease a contract. However, both the bonds and the yen will remain at
one contract. If the equity dips below the $300 profit level, then the
number of contracts being traded in the crude drops back to one. Two
contracts are not traded in the bond market until there is at least
$600 in profits. This can come from profits trading two contracts in
the crude if necessary. At the $600 level, crude remains at two con-
tracts, the bonds increase to two contracts, and the yen remains at
one contract until the equity moves above the $900 level.

For Table 10.1:
Columns 1 and 2 = Entry and exit date of trade
Column 3 = Market trade
Column 4 = Profit of each individual trade
(profit is determined by multiplying
the number in column 6 by $500.
$500 was the amount of the profit
from trading just one contract).
Column 5 = Cumulative net account balance
Column 6 = Number of contracts that were
traded

For Table 10.2:

Columns 7-9 = Account levels at which each market
would increase contracts.

For example, row 7 has in column 10 the number 8. This
means that the account minimum required to trade 8
contracts is $8,400 for the crude oil, $16,800 for the
bonds and $25,200 for the yen.

Column 10 = Number of contracts to trade at each
level (given in column 7 example)
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This scenario turned a $9,000 profit record based on trading a
single contract into over $74,000! Compare this to simply using a
$900 delta for all markets, which decreases the total net profit from
$74,500 to only $45,000. The net profit from using a $600 delta on all
markets is at $62,500 and a delta of $300 across all markets came to
only $111,500. The closest delta across all markets to equal the mar-
ket weighting effect would be to use a delta across all markets of

TABLE 10.2 Fixed Ratio Reference Table Using the Ratio
Efficiently Valued Method

Crude OQil Bonds JY
Level® Level® Level’ Contracts
$ 300 $ 600 $ 900 2
900 1,800 2,700 3
1,800 3,600 5,400 4
3,000 6,000 9,000 5
4,500 9,000 13,500 6
6,300 12,600 18,900 7
8,400 16,800 25,200 8
10,800 21,600 32,400 9
13,500 27,000 40,500 10
16,500 33,000 49,500 11
19,800 39,600 59,400 12
23,400 46,800 70,200 13
27,300 54,600 81,900 14
31,500 63,000 94,500 15
36,000 72,000 108,000 16
40,800 81,600 122,400 17
45,900 91,800 137,700 18
51,300 102,600 153,900 19
57,000 20
63,000 21
69,300 22
75,900 23
82,800 24
90,000 25

& Required equity for crude oil.
b Required equity for honds.
¢ Required equity for Japanese yen.
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$475 which would yield a net profit of $77,000 while trading 17 con-
tracts across all markets.

The key here is once again, the potential drawdown. If one market
or method has a tendency to produce larger drawdowns, that market
may also “hold back” other markets because the delta is based on the
inclusion of the unusually large drawdown. By using a set delta
across the board of $475, the market that might be responsible for a
larger part of a following drawdown if trading 17 contracts instead of
only 13 as indicated in Tables 10.1 and 10.2. Therefore, the risk would
be slightly higher. Meanwhile, the other markets are increasing con-
tracts faster and are naturally offset in drawdown by the ability to
advance from all other markets.

This method will not yield more profits with lower drawdowns
every time it is applied. However, based on the logic explained in this
chapter, the track record for increased returns should be positive. As
a general rule, the geometric growth caused by the implementation of
the method should begin sooner because the markets with smaller
drawdowns will increase faster than if a single delta were used
across the board. This method is available in the most recent upgrade
of the Performance I money management software if you want to test
it out.



11

OTHER PROFIT
PROTECTING MEASURES

In Chapter 2, we briefly discussed several types of money manage-
ment as well as the characteristics of proper money management and
improper money management. | stated that proper money manage-
ment could (1) be mathematically proven and (2) dealt with both risk
and reward issues. The following methods are not considered pure
money management techniques because they do fall under these two
categories. None of the following can be mathematically proven, and
the only issue they attempt to address is the downside. Therefore, you
should consider these methods carefully before implementing any of
them in your personal trading.

CONSECUTIVE WINNERS/LOSERS

It has been long thought that somehow, someway, consecutive losing
or winning trades provided additional opportunities to traders.
These opportunities come in all shapes and sizes. The most common
belief is that several consecutive losers actually increase the proba-
bility of the next trade becoming a winner. Others believe that if a
method or system has generated several winning trades in a row, it
becomes more probable that a losing trade is about to occur. As a re-
sult, they cease taking trades until the method or system suffers at
least a few losing trades.

This theory has come from several areas of life, none of which
have any mathematical proof as far as trading is concerned. Some

148

CONSECUTIVE WINNERS/LOSERS 149

subject areas are valid in these assumptions of consecutive out-
comes. However, certain conditions must be present for the theory to
hold any mathematical water. This chapter deals with a few areas
where the statement is true and why. It then explores the mathemat-
ical validity of these beliefs in the trading arena. Finally, the chapter
presents possible relationships between markets and this theory. Al-
though there is not any mathematical substance, there are nonethe-
less some interesting thoughts on how to approach this in a few real
trading situations.

I surmise that most of the consecutive winning and/or losing
trade theories have made their way into the trading arena from the
gambling industry. Gambling is a game of streaks. Any professional
gambler will tell you that there is no way to turn the odds in your
favor. Therefore, the money management schemes gamblers use come
from managing the winning and losing streaks of the method. Earlier
in the book, I gave an example of coin flipping and betting where the
expectation was negative. There were times that manipulating the bet
sizes according to streaks could increase the profits from betting ac-
cording to those streaks. However, in other instances the outcome was
worse as a result of the streaks. | do not profess to be an expert at
gambling games and statistics. | do not gamble for the potential to
make money from it nor for the sheer fun of it. I am not the kind of
person who experiences a “fuzzy feeling” from doing something that
is guaranteed to take my money over time. | find nothing exciting
about playing a rigged game. Suppose you enjoyed boxing, but were
not a professional or even, for that matter, an amateur; you just en-
joyed getting into the ring with any other inexperienced boxer who en-
joys getting beat upside the head senselessly. Would you enjoy the
activity if you were to get into the ring with say . . . Mike Tyson? If
the winner of the fight received $25 million, who do you think would
win? What would be the probabilities of you winning? This is what I
would call a rigged fight. Rigged as in unfair. 1 wonder what the bet-
ting odds would be. Quite honestly, not even knowing who you are, |
would unequivocally, without a doubt, put my money on Mike Tyson
and call it an extremely safe investment.

Likewise, casinos stake an enormous amount of money on what
they consider to be an extremely safe investment. Regardless of my
lack of expertise in the subject of gambling games, rules, and statis-
tics, 1 do know a few things; and they are exactly why | don't chunk
coins into those slot machines or play roulette tables. There are no
math guarantees in streaks.
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THE THEORY OF STREAKS..

Streaks in coin flipping are interesting. It is believed that if 1 were to
flip a coin in the air and it were to land heads up six times in a row,
that the probability of the coin landing tails up on the seventh flip
has increased significantly. The erroneous math support for this
comes from dividing the number of flips (including one more) into 100
percent and then subtracting that from 100 percent.

If there are three consecutive tails, the probability of the next
flip landing heads up is 75 percent:

100%/4 = 25%
100% = 25% = 75%

Hence, the more flips, the smaller the number subtracted from
100 percent. With this logic, 100 consecutive flips means that the
next flip being opposite is 100/101 = .99; 100 - .99 = 99.01 percent
chance of the next flip being opposite.

If this were truly the case, we could all get rich at the
casinos . . . but it isn't.

We start out by flipping a coin in the air with a 50 percent shot
of the coin landing heads up and a 50 percent shot of the coin land-
ing tails up. We flip and the coin lands tails up. The assumption is
that since the coin has landed tails up, there is a greater possibility
that the next flip will land heads up. The math used to support this
is the probability of the next two flips will yield one heads up
and one tails up. Since the first was a tails up, the probability of the
sequence of the next two will be heads and then tails. The flip is
made and tails lands up again. Now the math is 50% x 50% x 50% =
12.5%.

This line of thinking erroneously assumes something that is not
in existence: a state of dependence of outcomes. This means that the
outcome of the next flip of the coin has some sort of dependence on
the outcome of the previous flip of the coin. The definition of depen-
dency is simply an area subject to the rule by an outside power or in-
fluence. Independence is an area free from the rule of an outside
power or influence. For the number of consecutive outcomes to in-
crease or decrease the probability of a following outcome, dependency
has to exist. It does not exist in coin flips. Each coin flip is a com-
pletely independent result unrelated or influenced by any number of
previous results.
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On the surface, this seems impossible. For example, how many
would bet that the next flip of the coin is going to be tails if the pre-
vious 999,999 flips were all heads? Provided that the coin is not
rigged in some way, that it is legitimately 50/50, regardless of the
previous 999,999 flips landing heads up, the probability of the next
coin landing tails up is and will always be 50/50. The following illus-
tration proves this point.

We will flip a coin two times. No more, no less. There are four
possible outcomes of these two flips:

Heads, heads
Heads, tails
Tails, tails

P w DN p

Tails, heads

These are the four possible outcomes. Each outcome has an equal
chance or probability of occurring. If there are only four possibili-
ties, then each one has a 25 percent chance of occurring.

The first flip lands tails up. There are two possibilities where the
first outcome is a tails. As a result, the two possible outcomes where
the head is the first outcome are ruled as impossible outcomes. That
leaves two possible outcomes. Either the sequence will be tails, tails
or tails, heads. In other words, there is a 50/50 chance of the next flip
of the coin being heads or tails. The previous outcome did not affect
the next probability. This is the rule regardless of the number of flips
included in this illustration. If we were to flip the coin four times,
there would be 16 possible outcomes of sequences:

1.h,h,hh
2.ttt 0t
3. hhht
4. h h t h
5. h, t,hh
6. t,hhh
7. t,tth
8.t,t,h t
9.t, h tt
10. h, t, t, t
11. h, h, t, t
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12. t, t, h, h
13.t,h, t, h
14. h, t, h, t
15.h, t, t, h
16. t, h, h, t

These are the only possible outcomes. Prior to flipping the coin,
each possible outcome has an equal 6.25 percent chance of occurring
(100/16). As soon as the first flip is through, eight of those possibili-
ties are automatically eliminated. If the first flip of the coin is a tails,
it eliminates all possibilities that start with the first flip landing
heads up. Therefore, only the following eight possibilities now exist:

Lttt
2.t,h, h h
3t tth
4.t,t, h, t
5¢thtt
6.t,t, h, h
7.t, h, h t
8.t,h,t,h

Each possibility has an equal 12.5 percent chance of occurring
(100/8). Four of these eight possibilities have a 12.5 percent chance of
landing tails up and four of these possibilities have a 12.5 percent
chance of the next flip landing heads up. Therefore, the possibility of
the next flip being heads or tails remains at 50/50 (12.5 x 4 = 50).
The next flip eliminates four more possibilities. If the next flip lands
tails up again, four of the possibilities that remained are immedi-
ately eliminated. The remaining four possibilities are:

1.t,t,h h
2.ttt h
3t tht
4.6ttt

Out of the four possible outcomes, two have an equal 25 percent
chance of landing heads up while two have an equal 25 percent
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chance of landing tails up. Therefore, the next flip of the coin has an
equal chance of landing heads or tails up. It remains 50/50. The next
flip of the coin is a tails again. Therefore, two possibilities remain: t,
t,t,hort t t t. These are the only two possible outcomes, and they
have an equal 50 percent chance of occurring simply because the pre-
vious trades did not take away or diminish the ability of the following
trades to land heads or tails up.

This is why a sequence of 999,999 landing heads or tails up does
not increase the probability of the next flip landing heads or tails up.
Even with 999,999 landing tails up, there are only two possibilities for
the outcome of this 1 million flip sequence, it will either be 999,999
tails and 1 heads or 1,000,000 tails. One or the other and they both
have an equal probability of occurring.

INCREASING PROBABILITY WITH DEPENDENCY

Dependency is the flip side of independence (no pun intended). The
following illustration shows how dependency does in fact increase
probabilities. Suppose we have a deck of 20 cards. In that deck is one
ace of clubs. What is the probability that the first card turned over
will be that ace of clubs? %, = 5% chance. The first card is flipped
over and it is a 10 of diamonds. The card is removed which brings the
total cards in the deck down to 19. Therefore, there is now a 5.26315
percent chance that the next card will be the ace of clubs (4 =
.0526315). The next card is a 2 of hearts. It is removed from the deck
and the probability of the next card being the ace of clubs is 5.5555
percent. The next 8 cars are flipped over, none being the ace of clubs.
There are now only 10 cards left. One of those 10 cards is the ace of
clubs and each has an equal chance of being that card until another
is removed from the deck. The chances have increased to 10 percent
on the next card. If 8 more cards are taken from the deck and none of
them were the ace of clubs, only 2 chances remain. Either the next
card is the ace or the card after. Therefore, the probability has in-
creased from 5 percent to 50 percent. If the next card is not the ace,
the probability of the last card is 100 percent. The probabilities in-
creased each time a card was removed from the deck. Therefore, the
probabilities were dependent on the outcome of the previous cards.
Dependency exists here because each card that was turned over
but was not the ace influenced the number of possibilities that re-
mained. This is why card counting is illegal at casinos. (It is legal
for them to devise ways to rig the probabilities to take your money
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but illegal for you to devise ways to rig the probabilities to take
theirs!) If a card was turned and then placed back into the deck and
the deck shuffled, the probability would always and forever remain
at 5 percent.

In trading, the only possible scenario is the coin-flipping exam-
ple. If you believe that the math proves an increased probability in
winning trades after consecutive losers, simply substitute a winning
trade for each tails and a losing trade for each heads. It will come out
the same every time.

The question then arises what if the method or system has proven
over the long term to be 75 percent accurate in winning trades? What
then? The answer is that the same logic applies. Suppose there is a
game where we could bet on sets of three flips in a row. The only two
sets that we would lose would be the sequence of flips &, h, h to ¢, £, ¢.
If the sequence landed any other way, we would win. Remember,
there are only eight possible outcomes. Two of those outcomes are
losing outcomes while six are winning outcomes (% = 75%). Each time
we get through flipping the coin three times, the sequence either
wins or loses. After that, the three flips are repeated and all eight
possibilities exist again. Therefore, each set of flips has an equal 75
percent chance of producing a winning sequence regardless of the
previous outcome of sequences. The logic remains the same.

This leads us into the subject of historical trade records. How de-
pendable are historical track records in accurately relaying to us the
probabilities of any given system or method? Much of the time, track
records are relied on too heavily in the leveraged trading world. The
answer does not lie in the track record itself, but rather the ability of
the logic that produces the trades to uncover or isolate a bias in the
market(s). If the previous 100 trades had an outcome of 75 percent
winners and 25 percent losers, do the numbers themselves give us the
probability that the next 100 trades being winners will be 75 percent
as well? Here is a shocking statistic that | think most will find eye-
popping. Barring any existing bias in the market, there is only a
31.25 percent chance that the next set of 100 trades will be 75 per-
cent winners or better.

You say, “How can that be?” Unless a true bias in the markets
comes into play, there are 126 + 30 zeros of possible outcomes of the
next 100 trades. There is only one chance that all these 126 + 30
zeros possible outcomes will be winners! As soon as the first trade is
a loser, there are zero chances that all 100 trades will be winners.
Therefore, at least one possibility is removed. We could do the same
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count as before, but that would take up entirely too much time and
space, so we will jump to something shorter.

If there are 4 trades, there are 16 possible outcomes. By requir-
ing that 3 out of 4 of those trades be winners, we are eliminating 11
possible outcomes. That leaves only 5 outcomes, or 31.25 percent. To
illustrate this, refer to our previous example with the 4 flips of the
coin. There are 16 possible outcomes. Total possible outcomes with at
least three tails in the sequence (or more) are 5 out of the 16.

This can be figured for any number of trades. Every additional
trade doubles the number of possible outcomes. If there is one flip,
there are only 2 possible outcomes. If there are two flips, there are 4
possible outcomes. If there are three flips, there are 8 possible out-
comes. Each time the flips increase by one, the possible outcomes dou-
ble in number. That is why there are so many possible sequences for
100 trades. However, no matter how many possible outcomes, the per-
centage of sequences that will yield 75 percent of the trades winners
remain constant. Therefore, there is only a 31.25 percent chance that
75 out of the next 100 trades will be winners barring any market bias.

Compare this with a track record of 100 trades that has only 30
percent winners. Barring any bias in the market that would lead to
those statistics, the probability that the next 100 trades will have at
least 30 percent winning trades or better is over 89 percent. If we
flip a coin in the air six times, there are 64 possible outcomes. To
win at least 30 percent of the time, there has to be at least two tails
(wins) within the sequence to win 33 percent of the time. Only
seven sequences do not have at least two tails (wins): %. (possible
outcomes) = 10.9 percent, 100 percent = 10.9 percent = 89 percent.
This assumes that there is no bias in the markets influencing the
rate of winning trades.

This brings up the question of exactly what is market bias? There
are two sides of a cat. If the cat is thrown into the air, what is the
probability that the cat will land belly up or back up? Two possibili-
ties exist. If the cat is thrown into the air, it will either land with the
back up or belly up (side landings require a rethrow). Because two
possibilities exist, is there automatically an equal chance of each pos-
sibility? Of course not. There is a bias with this example. If | were a
betting person, |1 would lay my money on the cat landing back up every
time regardless of what the preceding statistics show-unless the cat
was dead, at which time | would refer to such statistics.

This is an example of a bias in the outcome. The bias is that it
must be a law of physics somewhere that live cats land with their feet
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on the ground, thus belly down. Biases in the markets are not so eas-
ily seen. They can simply exist as more buyers in the market than
sellers, or as an imbalance in the supply and demand of a commodity,
or as any one or more of innumerable possible catalysts. Therefore,
when looking at the track record, instead of seeing a 75 percent win-
ing system and automatically assuming that the next sequence of
trades should yield 75 percent winning trades, look at the underlying
logic of the method. The numbers themselves will not tell you any-
thing in this area.

DEPENDENCIES IN MARKET RESULTS

In discussing possible dependencies in market results, | want to
state up front and very clearly that at best | am skeptical about this
theory and only include it for additional thought. There might be
(and 1 stress the word might) a dependency in the outcome of future
trades to the outcome of previous trades. No math will ever prove
this statement. Only logic and caution can be the ruling guides on
this theory.

For dependency to exist, there must be a diminishing of possible
losing or winning trades within the next sequence of trades. Like the
card-counting illustration, if there are 20 cards and 10 are turned over
without turning over the ace, the probability of the next card not being
the ace has diminished from 95 percent to only 80 percent. For depen-
dency to exist in the sequence of outcomes in trading, there must be
a related (not identical) diminishing of continued losers as a result of
market action. For example, as | write this chapter, the heating oil
market is very close to 30-year lows. The price of heating oil closed
around 36 cents today. The 30-year low is right under 30 cents. Logic
would conclude that if a method or system continues to buy heating oil,
that eventually, it will stop moving down and actually go up thereby
generating a winning trade. The closer to zero heating oil moves, the
greater the probability that heating oil has reached its short-term of
intermediate-term low. Therefore, buying the market becomes a more
probable winning trade than does selling the market.

This example does not really show a dependency in trades but
rather a dependency in trade outcomes to market action. It can be
proven that dependency does exist in market action. Recall black
Monday in 1987. The Dow Jones Industrial Average plummeted
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more than 500 points in one day. Today, a 500-point drop would be
considered rather large but nowhere near the magnitude that it was
back then. The drop represented more than a 20 percent drop in one
day. If you go to any chart book, you will see that on the following
Tuesday, the market bounced more than 150 points back to the up-
side. Such a bounce was directly related to and depended on the
down move of the previous day. Had the market moved up 10 points
on Monday, rest assured, the market would not have moved up 150
points on that Tuesday. Dependency exists in market action because
there is knowledge of previous action. Action tomorrow is not free of
outside power or influence. That outside power is exactly what
moves the markets. The only way some type of dependence can exist
in trade sequences is if the dependency in the markets is somehow
transferred to the trades that are being taken. This is no easy task
to accomplish.

TRADING THE AVERAGE OF THE EQUITY CURVE

Here is a subject with almost as many possibilities as there are beliefs
on how it works. Trading the average of the equity curve can assume
many shapes and forms. The idea of this method is to take the equity
point of the previous 10 days, add them together and divide by 10 (or by
any other arbitrary number). This is the average of the equity curve.
As a general rule, when the equity is moving up, the average will be
under the actual equity. If the equity curve is moving down, the aver-
age will normally be above the equity. Therefore, the trader relying on
this system only takes trades when the equity curve is above the aver-
age of the equity curve and then stops taking trades when the equity
moves below that average. Even though no trades are being taken, the
trader continues to plot the equity curve and when it moves back above
the moving average, the trader resumes taking trades.

This is the most popular use of trading an average of an equity
curve. This chapter deals with this method and many more possible
methods. It also examines the validity of the method, how it should or
should not be used and then offers some other ways to implement the
methods.

First, the question must be answered, is trading a moving average
of the equity curve a type of money management as defined in
this book? Trading an average of the equity curve does not address the
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size of the investment being made, which is included in that definition.

It addresses whether the next trade should be taken or not. This is a
form of trade selection. Trade selection has no mathematical substance
to prove the effectiveness, or for that matter, disprove the effectiveness
of the method. Therefore, it cannot be viewed as a true form of money
management. And, if not money management, then what. | would clas-

sify this method as a form of risk management. The two are not the
same. Risk management simply takes steps to attempt to curb risk ex-

posure. Risk management is a safety step. It is an extra step traders
can take in addition to money management.

As stated previously, trading the average of an equity curve sim-
ply means that if the equity is above the average of the equity curve,
trades will be taken. If the equity is below the average equity curve,
trades will not be taken. The single purpose in attempting to apply a
strategy such as this to trading or investing is to minimize risks. At
no time should this method be seen as a profit-enhancing method.
This does not mean that it cannot or will not enhance profits; at
times, it very well may. This is a side benefit if it happens. Equity
curve trading attempts to remove a trader from the risk of large
drawdowns, while placing the trader in a position to benefit when the
method or system begins to draw back up.

Trading is about one thing: Risk versus reward. There are trade-
offs. A trader risks X dollars to make Y dollars. Before taking the
trade, the trader must believe the potential reward is worth the risk.
Equity curve trading does exactly the opposite. The risk is the dollars
that potentially will not be made while the reward is potentially the
dollars that will not be lost. The trader must believe that it is worth
risking potential gains to protect existing capital.

To apply average equity curve trading to your account, you must
take the X day average of that equity curve and plot it on the same
chart as the actual equity curve itself. Figure 11.1 shows an equity
curve of a hypothetical track record produced from a system | devel-
oped. The actual equity curve is the bold line while the equity curve
average is the thinner line that is below the equity curve about 80 per-
cent of the time. The graph below is the equity curve that is produced
from taking out the trades immediately following a drop below the av-
erage equity curve.

In this example, there are 132 trades without trading according
to the average equity curve; 47 percent of these trades were prof-
itable yielding over $61,000 in profits with a largest drawdown of
$7,625. After applying a g-point moving average of the equity curve
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Figure 11.1 The curve that results from taking outthetrades
inmediately following a drop below the average equity curve.

and taking only trades above the 9-bar moving average, the net
profit dwindled down to $39,500 and 105 trades. The winning per-
centage remained relatively the same but the drawdown was actu-
ally over $8,400 . . . more than without trading the average equity
curve!

But, before you completely throw in the hat on this method,
there was a reason | gave this example. This is one system applied to
one market. This is about the worst performance drop you should
see on any single system and market. The moving average that was
chosen was picked completely out of the blue. There was no opti-
mization whatsoever to this example. | chose it to show that there
are risks in trading this method. The risks are not necessarily in
what you could lose, but in what you might not make. You will also
notice that the method is currently in a drawdown and trades are
not being taken. If we were to extend this drawdown, you would see
that you are protecting the account from two things that seem to
happen when they are least expected. The first thing the account is
protected from is complete and total system failure. If the system
suffers complete failure, the account will not be partaking in most
of the trades that make up that failure. I know of one particular
system traded by many clients that would have benefited greatly
this year from avoiding a massive $30,000+ drawdown. This would
have also protected peace of mind.
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The number one reason for business failure is undercapitaliza-
tion. I would also deem that it is the number one cause of trading
failure. Trades are undercapitalized to withstand the large draw-
downs that occur with the leveraged trading arena. They may have
the capital to withstand it, but the don't have the risk capital to
withstand it. By taking the risk for the extended drawdowns away
from the account, the capital should have a much longer life span.

ANALYZING THE AVERAGE EQUITY CURVE

Taking a deeper look at trading the average equity curve, problems
with the logic of the method begin to arise. In the previous example,
the performance record shown actually decreased by trading accord-
ing to the average of the equity. Table 11.1 is a trade-by-trade break-
down of the original set of 132 trades, the g-point moving average of
those trades and then which trades were taken and why. If there is a
“s” beside the trade, the following trade was taken because the equity
was greater than the average. If there is a “<” beside the trade, the
next trade was negated because the equity had dipped below the aver-
age. Notice on row 21 the drawdown had extended the equity low
enough that the next trade was not taken. Row 22 was a winning
trade of $1,718.50. This is the trade that was not taken. As a result of
that trade though, the equity curve moved back above the moving av-
erage and trading resumed. This happened again on rows 43 and 44.
By the time you get to rows 63-72 this same situation seems to repeat
itself several times with the equity curve moving above and below the
moving average every few trades. Every time the moving average
moved below, which signaled the method to stop taking trades, it
seemed a winning trade would immediately follow. The equity would
move back over and the next trade would be a loser, which would move
the equity back below.

This is another reason that this method, as a general rule, cannot
be considered as pure money management. There is no dependency in
the trades and therefore there is no way of predicting the outcome of
the following trades as soon as the equity moves below the moving av-
erage. There is a popular notion out there that this type of trading is
exactly what will keep you from coming out of the drawdown. It is
based on the theory that drawups beget drawdowns and drawdowns
beget drawups. If you quit trading as soon as a drawdown really gets
moving, you are stopping at the worst possible time. Once again, the
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TABLE 11.1 Trade by Trade Breakdown of an Equity Curve
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Account 9 Point New Account
PIL Balance Average <0 > PIL Taken Balance

$(1,406.25) $(1,406.25) $(1,406.25)  $(1,406.25)
(1,406.25) (2,812.50) (1,406.25) (2,812.50)
1,750.00 {1,062.50) 1,750.00 (1,602.50)
(1,406.25) (2,468.75) (1,406.25) (2,468.75)
(468.75) (2,937.50) (468.75) (2,937.50)
(1,406.25)  (4,343.75) (1,406.25) (4,343.75)
(1,406.25)  (5,750.00) (1,406.25) (5,750.00)
(937.50) (6,687.50) (937.50) (6,687.50)
62. 50 (6,625.00) $(3,788.19) < 62. 50 (6,625.00)
2,125.00 (4,500.00) (4,131.94) < 2,656.25 (3,968.75)
(750. 00) (5,250.00)  (4,402.78) < (1,406.25) (5,375.00)
4,406.25 (843.75) (4,378.47) > 1,718.75 (8,656.25)
2,656.25 1,812.50  (3,902.78) > 687. 50 (2,968.75)

(1,406.25) 406. 25 (3,531.25) > 2,312.50 (656. 25)
1,718.75 2,125.00  (2,812.50) > (1,406.25) (2,062.50)
687. 50 2,812.50  (1,861.11) > (1,406.25) (3,468.75)
2,312.50 5,125.00 (548.61) > 1,562.50 (1,906.25)
(1,406.25) 3,718.75 600. 69 > (1,406.25)  (3,312.50)
(1,406.25) 2,312.50 1,357.64 > 250. 00 (3,062.50)
1,562.50 3,875.00 2,371.53 > 1,750.00 (1,312.50)
(1,406.25) 2,468.75 2,739.58 < 4,406.25 3,093.75
1,718.75 4,187.50 3,003.47 > 1,250.00 4,343.75
250.00 4,437.50 3,451.39 > (687.50) 3,656.25
1,750.00 6,187.50 3,902.78 > (156. 25) 3,500.00
4,406.25 10,693.75 4,767.36 > 0.00 3,500.00
1,250.00 11,843.75 5,513.89 > 343.75 3,843.75
(687.50) 11.156. 25 6,340.28 > 3,187.50 7,031.25
(156. 25) 11,000.00 7,305.56 > 4,343.75 11,375.00
0.00 11,000.00 8,097.22 > 4,000.00 15,375.00
343.75 11,343.75 9,083.33 > 0.00 15,375.00
3,187.50 14,531.25 10,232.64 > 562. 50 15,937.50
4,343.75 18,875.00 11,836.81 > (2,187.50)  13,750.00
4,000.00 22,875.00 13,690.97 > 1,875.00 15,625.00
0.00 22,875.00 15,055.56 > 218.75 15,843.75

562. 50 23,437.50 16,343.75 > (1,406.25) 14,437.50

(Continued)
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TABLE 11.1 (Continued)

Account 9 Point New  Account
P/L Balance Average <or > P/L Taken Balance
(2,187.50) 21,250.00 17,465.28 > 1,687.50 16,125.00
1,875.00 23,125.00 18,812.50 > 1,687.50 17,812.50
218.75 23,343.75 20,184.03 > (1,406.25)  16,406.25
(1,406.25) 21,937.50 21,361.11 > (1,406.25) 15,000.00
1,687.50 23,625.00 22,371.53 > 968. 75 15,968.75
1,687.50 25,312.50 23,086.81 > 2,062.50 18,031.25
(1,406.25) 23,906.25 23,201.39 > 2,906.25 20,937.50
(1,406.25) 22.500. 00 23,1569.72 < 937.50 21,875.00
1,187.50 23,687.50 23,187.50 > (1,406.25) 20,468.75
968. 75 24,656.25 23,565.97 > 4,437.50 24,906.25
2,062.50 26,718.75 23,965.28 > 0.00 24,906.25
2,906.25 29,625.00 24,663.19 > 4,750.00 29,656.25
937.50 30,562.50 25,621.53 > (1,406.25)  28,250.00
(1,406.25) 29,156.25 26,236.11 > 2,000.00 30,250.00
4,437.50 33.593.75 27,156.25 > (1,406.25) 28,843.75
0.00 33.593.75 28,232.64 > 1,718.75 30,562.50
4,750.00 38,343.75 29,993.06 > 2,937.50 33,500.00
(1,406.25) 36,937.50 31,465.28 > 1,812.50 35,312.50
2,000.00 38,937.50 33,052.08 > (1,406.25)  33,906.25
(1,406.25) 37,531.25 34,253.47 > (1,406.25) 32,500.00
1,718.75 39,250.00 35,322.92 > (1,406.25)  31,093.75
2,937.50 42,187.50 36,614.58 > (1,406.25)  29,687.50
1,812.50 44.000. 00 38,263.89 > (1,406.25) 28,281.25
(1,406.25) 42,593.75 39,263.89 > (1,406.25)  26,875.00
(1,406.25) 41,187.50 40,107.64 > 1,687.50 28,562.50
(1,406.25) 39,781.25 40,267.36 < 5,437.50 34,000.00
(437.50) 39,343.75 40,534.72 < 1,437.50 35,437.50
1,687.50 41,031.25 40,767.36 > (31.25) 35,406.25
{1,406.25) 39,625.00 41,000.00 < (1,625.50)  33,781.25
(1,406.25) 38,218.75 40,885.42 < (1,406.25)  32,375.00
(281.25) 37,937.50 40,413.19 < (343.75) 32,031.25
93.75 38,031.25 39,750.00 < (1,406.25)  30,625.00
1,781.25 39,812.50 39,440.97 > (1,406.25)  29,218.75
(1,406.25) 38,406.25 39,131.94 < 2,812.50 32,031.25
2,625.00 41,031.25 39,270.83 > (1.406.25) 30.625. 00
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TABLE 11.1 (Continued)
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Account 9 Point New  Account
P/L Balance Average <or> P/L Taken Balance
(1,406.25) 39,625.00 39,302.08 > 1,156.25 31,781.25
1,687.50 41,312.50 39,333.33 > (1,843.75) 29,937.50
5,437.50 46,750.00 40,125.00 > (1,406.25) 28,531.25
1,437.50 48,187.50  41,232.64 > 5,093.75 33,625.00
(31.25) 48,156.25 42,368.06 > (1,406.25) 32,218.75
(1,625.00)  46,531.25  43,312.50 > 2,375.00 34,593.75
(1,406.25)  45,125.00  43,902.78 > 0.00 34,593.75
(343.75) 44,781.25 44,611.11 > (1,406.25)  33,187.50
(1,406.25)  43,375.00 44,871.53 < (1,406.25)  31,781.25
(1,406.25) 41,968.75 45,131.94 < 3,156.25 34,937.50
(1,406.25)  40,562.50 45,048.61 < 906. 25 35,843.75
3,906.25 44,468.75 44,795.14 < (1,406.25) 34,437.50
2,656.25 47,125.00 44,677.08 > (1,406.25) 33,031.25
(1,406.25)  45,718.75  44,406.25 > (1,406.25) 31,625.00
2,812.50 48,531.25  44,628.47 > 1,250.00 32,875.00
(1,406.25)  47,125.00  44,850.69 > 3,687.50 36,562.50
1,156.25 48,281.25  45,239.58 > (1,406.25)  35,156.25
(1,843.75)  46,437.50  45,579.86 > (1,406.25)  33,750.00
(1,406.25)  45,031.25  45,920.14 < (1,406.25) 32,343.75
3,750.00 48,781.25  46,833.33 > 3,312.50 35,656.25
5,093.75 53,875.00  47,878.47 > (1,406.25)  34,250.00
(1,406.25)  52,468.75  48,472.22 > 718.75 34,968.75
2,375.00 54,843.75  49,486.11 > (1,406.25)  33,562.50
0.00 54,843.75  50,187.50 > (375.00) 33,187.50
(1,406.25)  53,437.50 50,888.89 > 2,531.25 35,718.75
(1,406.25) 52,031.25 51,305.56 > 625. 00 36,343.75
3,156.25 55,187.50  52,277.78 > 0.00 36,343.75
906. 25 56,093.75 53,506.94 > 5,437.50 41,781.25
(1,406.25)  54,687.50  54,163.19 > (1,406.25) 40,375.00
(1,406.25)  53,281.25 54,097.22 < 1,187.50 41,562.50
(1,406.25)  51,875.00 54,031.25 < 1,843.75 43,406.25
4,781.25 56,656.25  54,232.64 > 375.00 43,781.25
(1,406.25)  55,250.00 54,277.78 > (1,406.25)  42,375.00
1,250.00 56,500.00 54,618.06 > (1,406.25)  40,968.75
3,687.50 60,187.50 55,524.31 > (1,406.25)  39,562.50

(Continued)




164

OTHER PROFIT PROTECTING MEASURES

TABLE 11.1 (Continued)

Account 9 Point New Account

P/L Balance Average 4 or> PIL Taken Balance
(1,406.25)  58,781.25  55,923.61 >
(1,406.25)  57,375.00  56,065.97 >
(1,406.25)  55,968.75 56,208.33 <
1,218.75 57,187.50 56,642.36 >
0.00 57,187.50  57,232.64 <
(1,406.25)  55,781.25  57,135.42 <
(93.75) 55,687.50  57,184.03 <
1,906.25 57,593.75 57,305.56 >
3,312.50 60,906.25  57,385.42 >
(1,406.25)  59,500.00 57,465.28 >
718.75 60,218.75  57,781.25 >
(1,406.25)  58,812.50  58,097.22 >
(375.00) 58,437.50  58,236.11 >
2,531.25 60,968.75  58,656.25 >
625. 00 61,593.75 59,302.08 >
0.00 61,593.75 59,958.33 >
5,437.50 67,031.25  61,006.94 >
(1,406.25)  65,625.00  61,531.25 >
1,187.50 66,812.50  62,343.75 >
1,843.75 68,656.25  63,281.25 >
375.00 69,031.25  64,416.67 >
(1,406.25)  67,625.00  65,437.50 >
(1,406.25)  66,218.75  66,020.83 >
(1,406.25) 64,812.50  66,378.47 <
(187.50) 64,625.00  66,715.28 <
(1,468.75)  63,156.25  66,284.72 <
(1,500.00)  61,656.25  65,843.75 <
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of past equity points. It lags behind. If the moving average is much
longer, the lag could become even more exaggerated. Therefore, the
next few methods are efforts to solve these two problems and the ar-
guments that have been mentioned while respecting the reason for
using the moving average in the first place.

AVERAGE EQUITY CURVE TRADING
WITH A NEGATIVE EXPECTATION

Here is an interesting scenario. Throughout this book, it has been
stated that no money management method can turn a negative expec-
tation into a positive one. This is an absolutely true statement. There
is no mathematical proof of such a claim. However, that doesn't mean
it can't or won't happen. In gambling, the gambler can incur a win-
ning streak and simply stop gambling. That person is a winner. Even
though trading with an average equity curve cannot be compared
with gambling, in some situations trading this method can produce
positive numbers although the system and/or method lost money by
taking all the trades. Traders do not get involved in these markets or

methods of trading because they expect to lose money-instead, they

have a positive expectation. Regardless of how positive their expecta-
tion may be, the method or system being used does not always comply.

Consider the following trade stream:

motive for using a method like this is not for increased profit poten-
tial. Further, there are the instances where the drawdown begets
further drawdown.

Despite these problems and arguments, there are a few ways of
improving the method. One reason for the problems mentioned here is
that the moving average requires that trading stop too soon. The ob-
vious way to correct this problem is to use a longer term moving av-
erage. However, this does not resolve another reason for the problems
with the method. A moving average is exactly that, a moving average

100 100
100 100
100 (110)
(110) (110)
100 100
100 100
100 100
100 100
(110) (110)
(110) (110)
100 100
(110) (110)
100

(110)

$500 Total net profit
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Out of 26 trades, 16 were profitable and 10 were losers. At the end
of this run we were up $500. What is the mathematical expectation of
this system? At 62 percent profitable and a profit factor of 1.45, it
looks to be positive' Wrong! . This SyStem is the fOIIOWIhg, | took a
quarter and f||pped it 26 times. If it landed heads Up, I won $1OO If
the coin landed tails up, | lost $110. This expectation is negative and
will always be negative. However, because of the positive run, we
would have been able to walk away winners.

Now . . .for the rest of the story. Had we stuck around for the fol-
lowing 26 flips, we would have had a losing streak that totaled $760 to
the downside. Our $500 profit would have reversed to a net loss of
($260). How could we have gotten around this? If we had applied a
four-period moving average of the equity curve, the end result of trad-
ing only if the equity was above the equity curve would have been a
positive $620 with a 65 percent winning percentage. The winning per-
centage without the curve was only 50 percent. This will not happen
every time. Sequence of trades has a lot to do with the outcome of trad-

ing the average of the equity curve. However, it does show how a posi-
tive streak can be preserved, even in a negative expectation scenario.

TWO CONSECUTIVE CLOSES BELOW THE
MOVING AVERAGE

This method requires that the equity curve move below the moving
average but also requires a confirmation by having the following eg-
uity point close below the moving average. Table 11.2 shows the out-
come of applying this method to the same example used in the
original average equity curve trading method. By implementing the
two consecutive closes rule, we were able to boost back up to the
$47,000 profit level while maintaining the same drawdown levels as
the previous examples. Further, this additional requirement elimi-
nated fewer trades with a total of 117 trades being taken out of a pos-
sible 132.

DOLLAR DRAWDOWN WITH 30 PERCENT RETRACEMENT

This method does not use an average of the equity curve but the logic
and reasoning for it are exactly the same. Instead of using a moving
average to indicate when to stop taking trades, simply use a set dollar

AVERAGE EQUITY CURVE AFTER 2 CONSECUTIVE CLOSES

TABLE 11.2 Average Equity Curve after Two Consecutive Closes
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Account 9 Point New Account
P/L Balance Average <or > PIL Taken Balance
$(1,406.25) $(1,406.25) $(1,406.25) $(1,406.25)
(1,406.25) (2,812.50) (1,406.25) (2,812.50)
1,750.00 (1,062.50) 1,750.00 (1,062.50)
(1,406.25)  (2,468.75) (1,406.25) (2,468.75)
(468.75) (2,937.50) (468.75) (2,937.50)
(1,406.25)  (4,343.75) (1,406.25) (4,343.75)
(1,406.25)  (5,750.00) (1,406.25) (5,750.00)
(937.50) (6,687.50) (937.50) (6,687.50)
62. 50 (6,625.00) $(3,788.19) < 62. 50 (6,625.00)
2,125.00 (4,500.00) (4,131.94) < 2,125.00 (4,500.00)
(750.00) (5,250.00) (4,402.78) < 2,656.25 (1,843.75)
4,406.25 (843.75) (4,378.47) > (1,406.25)  (3,250.00)
2,656.25 1,812.50 (3,902.78) > 1,718.75 (1,531.25) 1
(1,406.25) 406. 25 (3,531.25) > 687. 50 (843.75) 1
1,718.75 2,125.00 (2,812.50) > 2,312.50 1,468.75 1
687. 50 2,812.50 (1,861.11) > (1,406.25) 62.50 1
2,312.50 5,125.00 (548. 61) > (1,406.25) (1,343.75) 1
(1,406.25) 3,718.75 600. 69 > 1,562.50 218.75 1
(1,406.25) 2,312.50 1,357.64 > (1,406.25) (1,187.50) 1
1,562.50 3,875.00 2,371.53 > 1,718.75 531.25 1
(1,406.25) 2,468.75 2,739.58 < 250. 00 781.25 1
1,718.75 4,187.50 3,003.47 > 1,750.00 2,531.25 1
250. 00 4,437.50 3,451.39 > 4,406.25 6,937.50 1
1,750.00 6,187.50 3,902.78 > 1,250.00 8,187.50 1
4,406.25 10,593.75 4,767.36 > (687.50) 7,500.00 1
1,250.00  11,843.75 5,513.89 > (156. 25) 7,343.75 1
(687.50) 11,156.25 6,340.28 > 0.00 7,343.75 1
(156. 25) 11,000.00 7,305.56 > 343.75 7,687.50 1
0.00 11,000.00 8,097.22 > 3,187.50 10,875.00 1
343.75 11,343.75 9,083.33 > 4,343.75 15,218.75 1
3,187.50 14,531.25 10,232.64 > 4,000.00 19,218.75 1
4,343.75 18,875.00 11,836.81 > 0.00 19,218.75 1
4,000.00 22,875.00 13,690.97 > 562.50 19,781.25 1
0.00 22,875.00 15,055.56 > (2,187.50) 17,593.75 1
562. 50 23,437.50 16,343.75 > 1,875.00 19,468.75 1
(2,187.50) 21,250.00  17,465.28 > 218.75  19,687.50 1

(Continued)
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TABLE 11.2 (Continued) TABLE 11.2 (Continued)
Account 9 Point New Account Account 9 Point New Account
P/L Balance Average <or >  PIL Taken Balance P/L Balance Average <or> PIL Taken Balance
1,875.00  23,125.00  18,812.50 >  (1,406.25 18,281.25 1 (31.25)  48,156.25  42,368.06 >  (1,406.25) 33,625.00 1
218.75  23,343.75  20,184.03 > 1,687.50 19,968.75 1 (1,625.00) 46,531.25  43,312.50 > 2,812.50  36,437.50 1
(1,406.25) 21,937.50  21,361.11 > 1,687.50  21,656.25 1 (1,406.25) 45,125.00  43,902.78 >  (1,406.25) 35,031.25 1
168750 2362500  22,37153 >  (1,406.25) 20,250.00 1 (343.75) 4478125 4461111 - 1156.95 3618750 1
168750 2531250  23,08681 >  (1,406.25) 1884375 | (1,406.25) 43,375.00  44,871.53 <  (1,843.75) 3434375 1
(1,406.25) 23,906.25 ~ 23,201.39 >  1,187.50 20,031.25 I (1,406.25) 41,968.75  45,131.94 <  (1,406.25) 32.937.50
(1406.25) 22,500.00  23,159.72 < 968.75  21,000.00 1 (1,406.25) 40,562.50  45,048.61 < 3,750.00  36,687.50
1,187.50  23,687.50  23,187.50 > 2,062.50  23,062.50 1 3,906.25 44,468.75 4479514 < 5,093.75 41,781.25
968.75  24,656.25  23,565.97 > 2906.25  25,968.75 1 2,656.25  47,125.00  44,677.08 >  (1,406.25) 40,375.00 1
2,062.50 26,718.75  23,965.28 > 937.50  26,906.25 1 (1,406.25) 4571875  44,406.25 > 2,375.00 42,750.00 1
9.906.25 29,625.00  24,663.19 >  (1,406.25) 25,500.00 1 2,812.50 48,531.25 4462847 > 0.00 42,750.00 1
937.50  30,562.50  25,621.53 >  4,437.50  29,937.50 1 (1,406.25) 47,125.00  44,850.69 >  (1,406.25) 41,343.75 1
(1,406.25) 29,156.25  26,236.11 > 0.00 29,937.50 1 1,156.25 4828125 4523958 > (1,406.25) 39,937.50 1
4,437.50 3359375  27,15625 >  4,750.00  34,687.50 1 (1,843.75) 4643750  45579.86 > 3,156.25  43,093.75 1
0.00 33593.75  28232.64 >  (1,406.25 33,281.25 1 (1,406.25) 45,031.25 4592014 < 906.25  44,000.00 1
4750.00 38,343.75  29,993.06 > 2,000.00  35,281.25 1 3,750.00  48781.25  46,833.33 >  (1,406.25) 42,593.75 1
(1,406.25) 36937.50  31,465.28 >  (1,406.25) 33,875.00 1 5093.75 53,875.00  47,878.47 >  (1,406.25) 41,187.50 1
2,000.00 38,937.50  33,052.08 > 1,718.75  385,593.75 1 (1,406.25) 52,468.75  48,472.22 >  (1,406.25) 39,781.25 1
(1,406.25) 37,531.25  34,253.47 > 2,937.50  38,531.256 1 2,375.00 54,843.75  49,486.11 > 4,781.25  44,562.50 1
1,718.75  39,250.00  35,322.92 > 1,812.50  40,343.75 1 0.00 54,843.75  50,187.50 >  (1,406.25) 43,156.25 1
293750 42,187.50  36,614.58 >  (1,406.25) 38,937.50 1 (1,406.25) 53,437.50  50,888.89 > 1,250.00  44,406.25 1
1812.50  44,000.00  38,263.89 >  (1,406.25) 37,531.25 1 (1,406.25) 52,031.25  51,305.56 > 3,687.50  48,093.75 1
(1,406.25) 42,593.75  39,263.89 > (1,406.25) 36,125.00 1 3,156.25 55,187.50  52,277.78 > (1,406.25) 46,687.50 1
(1,406.25) 41,187.50  40,107.64 > (437.50)  35,687.50 1 906.25  56,093.75  53,506.94 > (1,406.25) 45281.25 1
(1,406.25) 39,781.25  40,267.36 <  (1,406.25) 34,281.25 1 (1,406.25) 54,687.50  54,163.19 >  (1,406.25) 43,875.00 1
(437.50)  39,343.75  40,534.72 < (1,406.25) 32,875.00 (1,406.25) 53,281.25  54,097.22 > 1,218.75  45,093.75 1
1,687.50 41,031.25  40,767.36 >  (1,406.25) 31,468.75 1 (1,406.25) 51,875.00  54,031.25 < 0.00 45,093.75 1
(1,406.25) 39,625.00  41,000.00 < 2,625.00  34,093.75 1 4,781.25 56,656.25  54,232.64 >  (1,406.25) 43,687.50 1
(1406.25) 3821875  40,885.42 <  (1,406.25) 32,687.50 (1,406.25) 55250.00  54,277.78 > 3,312.50  47,000.00 1
281.25  37,937.50  40,413.19 < 1,687.50  34,375.00 1,250.00  56,500.00  54,618.06 >  (1,406.25) 45593.75 1
93.75 3803125  39,750.00 < 5437.50  39,812.50 3,687.50  60,187.50  55,524.31 > 718.75  46,312.50 1
1,781.25  39,812.50  39,440.97 > 1,437.50  41,250.00 1 (1,406.25) 58,781.25  55,923.61 >  (1,406.25) 44,906.25 1
(1,406.25) 3840625  39,131.94 < (31.25) 4121875 | (1,406.25) 57,375.00  56,065.97 > (375.000  44,531.25 1
262500 41,031.25  39,270.83 >  (1,625.00) 39,593.75 | (1,406.25) 55968.75  56,208.33 < 2,531.25  47,062.50 1
(1406.25) 39,625.00  39,302.08 >  (1,406.25) 38,187.50 1 1,218.75 57,187.50  56,642.36 > 625.00  47,687.50 1
1,687.50 41,312.50  39,333.33 > (343.75)  37,843.75 1 0.00 57,187.50  57,232.64 < 0.00 4768750 1
5,437.50  46,750.00 40,125.00 > (1,406.25) 36,437.50 1 (1,406.25) 55,781.25 57.135.42 < 5.437.50  53,125.00
143750 48,8750  41,232.64 >  (1,406.25) 3503125 1 Continued)
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TABLE 11.2 (Continued)

Account 9 Point New Account
P/L Balance Average <or > P/L Taken Balance

(93.75)  55,687.50  57,184.03
1,906.25 57,593.75  57,305.56
3,312.50  60,906.25  57,385.42

(1,406.25) 59,500.00  57,465.28

718.75  60,218.75  57,781.25
(1,406.25) 58,812.50  58,097.22
(375.000  58,437.50  58,236.11
2,531.25  60,968.75  58,656.25
625.00  61,593.75  59,302.08
0.00 61,593.75  59,958.33
5437.50 67,031.25  61,006.94

(1,406.25) 65,625.00  61,531.25
1,187.50  66,812.50  62,343.75
1,843.75 68,656.25  63,281.25

375.00  69,031.25  64,416.67

(1,406.25) 67,625.00  65,437.50

(1,406.25) 66,218.75  66,020.83

(1,406.25) 64,812.50  66,378.47

(187.50)  64,625.00  66,715.28

(1,468.75) 63,156.25  66,284.72

(1,500.00) 61,656.25  65,843.75

(1,406.25) 51,718.75
1,187.50  52,906.25
1,843.75  54,750.00

375.00  55,125.00

(1,406.25) 53,718.75

(1,406.25) 52,312.50

(1,406.25)  50,906.25

AAAANVNYV YV VYV VYV VYV VYV VVVYVVA
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amount for the drawdown to exceed. After the drawdown exceeds this
level and trades have ceased, require that the dollar size of the draw-
down be retracted by 30 percent before starting to take trades again.
For example, if the largest hypothetical drawdown was $8,000, we
could set a rule that states once the drawdown surpasses $9,000 we
will stop taking trades. If the drawdown goes to $12,000 and then
begins to come back up by 30 percent, we will begin taking trades
again. This means the drawdown would have to decrease from
$12,000 to $8 400. Whatever the $ amount used for this method, it
should be at least the size of the hypothetical track record.

The same example of the bond trade with this method applied
never stopped taking trades and therefore maintained the full
$61,000 in profits and will still be out of the market long before the
drawdown goes to $20,000 or even more.
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TREND LINES AND THE EQUITY CURVE

Using trend lines on the equity curve is another way of cutting the
larger losing streaks of any method or system down to size. Trend
lines can be used with the equity curve by drawing a line between
the two most recent low points of the equity and extending it into the
future. If the equity breaks the line, trading is halted. Once the eg-
uity moves back above the line, a new line is extended into the future
and the cycle starts all over. This can be coupled with the required
two consecutive closes below the line requirement as well.

From the previous illustrations, there are many potential tools to
help the overall performance record of our trading. However, the il-
lustrations and methods in this chapter cannot be proven to mathe-
matically increase that performance. There are instances where
application of some of these strategies will keep us from being blown
out of the markets during unexpected drawdowns and trading fail-
ures. Based on the logic, it is best to use these strategies for that pur-
pose alone.
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RISK OF RUIN

I hesitate even to bring up this subject in a book that is focused on

providing practical money management knowledge and applications.
| often receive calls from wannabe know-it-alls who will discuss a
method so intelligently and then bring up the subject of risk of ruin.
Basically, my reaction is “who cares!” Risk of ruin has absolutely
zero practical application in trading. Running through the calcula-
tions to determine the risk of ruin on any particular method is also
completely useless. Unlike most other applications contained in this
book, there is no call to action with the risk of ruin. It just “is.” It is

a statistic that is there. There is a statistic for just about every possi-
ble dotted “i” and crossed “t” in the realm of trading. Most are use-
less. We might look at them and say, wow, | didn't know that. But
beyond enticing a wow from us, they have no further value. Such is
the case with risk of ruin.

So, if it is worthless as a statistic, then why even mention it in
the book? My purpose is to convince you that you should not devote
any time or energy to this risk. By devoting this portion of the book
to it, 1 hope to correct some misunderstandings of the subject. I hope
to save those who are stat heads some valuable time in the future. For
those of you who have never heard of risk of ruin, you might do your-
self good not even to read this chapter. However, | am quite sure cu-
riosity won't let you do that.

The definition of risk of ruin is the probability that the account
will draw down to a state where no further trading can take place.
An example is trading a $5,000 account in the bond market that has
a margin requirement of $3,000 per contract. If the $5,000 account
draws down to below $3,000, the account is ruined and trading the
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bond market must cease. The risk-of-ruin calculations take into con-
sideration the sequence of wins and losses as they occur and recalcu-
late the risk of ruin based on the sum of those wins and losses. The
greater the account over the $3,000 margin requirement, the lower
the risk of ruin. (This is a rough example, but it is as close to practi-
cal as we will get.)

The only place | have seen an extensive discussion on this subject
is in Ralph Vince’'s book Portfolio Management Formulas. If for some
reason, the reader wants to grasp the math behind this statistic, |
suggest going to that book. The present chapter uses only the most
simple math examples to generally illustrate how risk of ruin works
and why it is useless. To illustrate what risk of ruin is, we will refer
back to the illustration of the coin-flipping game where we risked 25
percent of the entire $100 stake without decreasing the size of the
next bet after a losing flip. That example had us risking $25 on the
next four flips regardless of winning or losing. For our $100 account
to be ruined (i.e., left with nothing else to bet or for that matter be
rendered so low that we are unable to continue betting), we would
have to lose four times in a row.

We can easily calculate the risk of ruin in this scenario. For the
first three trades, the risk of ruin is zero. It is impossible, assuming
that the numbers and rules cannot be altered, that we draw the ac-
count down so far that we cannot take the fourth trade. However,
once we take into account the possibility of the fourth trade, the risk
of ruin becomes 6.25 percent for the next four trades. Starting with
$100 in the account, prior to making any bets, there are 16 possible
combinations of wins and losses. However, only one possible combi-
nation will render the account ruined. That combination is: Loss,
Loss, Loss, Loss.

Any other combination of wins and losses will not render the ac-
count ruined. Therefore, our risk of ruin, prior to betting, is 6.25 per-
cent. (Y16 = .0625) However, something interesting happens; this risk
of ruin can never get any smaller with this situation. Even if the bet-
ting yields 100 wins in a row, the fact that 25 percent of the account
is being bet without a $ decrease during losing trades will never take
the account away from the possibility of being ruined on the next
four flips of the coin. Further, as soon as one losing flip is incurred,
the risk of ruin immediately jumps to 12.5 percent because there are
only eight possible outcomes of the next three flips. Only one of those
outcomes can render the account ruined: Loss, Loss, Loss. No other
outcome will render the account ruined within the next three trades.
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If the second trade is a loss, the risk of ruin immediately jumps to 25
percent. If the third trade is a loss, there is a 50 percent chance that

the next trade will be a losing trade and therefore a ruined account.
If there are three trades in a row that are losers and the fourth trade
is a winner, it will not start the process all over. Instead, since total
risk of ruin can always occur within four flips of the coin in this sit-
uation, it simply drops the fifth trade back off the record and re-
places it with the win. In this situation, the trade scenario is as
follows: Loss, Loss, Loss, Win.

Recall that every time we lost, we lost $1 for every $1 being bet,
but we won $2 for every $1 being bet on winning flips. If the preced-
ing sequence were the outcome of the first four flips of the coin, our
account would have gone from $100 to $75 to $50 to $25 and then back
up to $75 after the winning trade. Since 25 percent of $75 is less than
the original $25 we started to bet with (no decrease), our next bet is
still going to be $25. Therefore, OUr risk of ruin drops back to 12.5
percent over the next three trades (i.e., it would only take three losers
in a row to render the account ruined).

This scenario does not give you a good understanding of the whole
picture, though. The more trades you take into consideration, the
higher the probability of ruin becomes. In the example, we came
across another scenario that would render the account ruined by tak-
ing in a sequence of seven trades instead of four: Loss, Loss, Loss,
Win, Loss, Loss, Loss. This scenario would render the account ruined.
The account would go from $100 to O:

$100
75
50

25
75
50

25

0

In fact, the more trades that are taken into consideration, the
more probable it is for risk of ruin. Taking into consideration six
trades instead of only four, prior to any of those trades being taken,
the probability of ruin increases from 6.25 percent to 9.375 percent.
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At seven trades, the probability moves to 12.5 percent and includes
the additional sequence besides the four losses in a row that will
yield the account ruined.

I used this example because it is not a real-life option for real-life
traders. The reason it is not a real-life option for traders is that the
real risk of ruin is real great. How many needed to see the risk-of-
ruin numbers to decide not to trade this ludicrous scenario?

If a trader applying the risk of ruin to trading places the account
where there is anything but an absolute fraction of a fraction of a
chance that the account will go into a ruinous state, the account is
too small. This is the only use for the risk of ruin and it is not the
stat but whether it even exists within the confines of trading. It did
not take a genius to figure out that trading a bond system where the
margin is $3,000 with a $5,000 account places the account at risk to
ruin in 99.9 percent of the situations.

The question then arises, what if a trader has only $5,000 to trade
with. What then? Isn't the risk-of-ruin calculation important to better
determine which method or markets to trade in that situation? In the-
ory, maybe. However, there is one thing wrong with the entire risk-of-
ruin calculation. It truly has no effect on future trading. You can run
the risk-of-ruin calculation on a particular situation and come up
with a risk of ruin of say, 28 percent. Then, you can run the risk of
ruin on another situation and calculate a 23 percent risk-of-ruin prob-
ability. Which one will you decide to trade? It is obvious isn't it? The
23 percent risk-of-ruin situation should be the one. So you start trad-
ing and as soon as you start trading, the thing goes into a drawdown
and you are ruined. Meanwhile, the method with the 28 percent calcu-
lation went on a nice run and would have lowered the risk of ruin to
only 10 percent because of the increased capital in the account.

In this scenario, the risk-of-ruin calculation didn't help you at all
because the calculation can only take into consideration past trades.
It is somewhat like optimization (see Chapter 14) or optimal f (see
Chapter 5). The whole calculation is based on past data. One small
deviation from that past data and the calculations are way off. Fur-
ther, the calculation is taking into account a long history of past
trades. If you were to take the worst year of trade statistics instead of
the entire history, you might find that the risk of ruin for those sta-
tistics was 50 percent for your current situation now. Bottom line

when dealing with these types of numbers is that it is all a gamble.
Traders will do far better using a little common sense and logic when
looking at trading methods with small accounts.
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On a side note, my suggestion for small accounts would be to stick
to trades that, in and of themselves, have a high probability of making
money. This does not involve system trading. It involves disparity in
certain market situations. It involves unique opportunities that don't
come up often. For example, in January 1997, the price of platinum
came down and actually dipped below the price of gold. Without get-
ting into the fundamentals of this opportunity, suffice it to say this is
a rare thing. Platinum trades at an average of $50 to $100 per ounce
more than gold. To take advantage of this, you simply buy platinum
and sell the gold (actually, you buy 2 platinum as it only trades in 50
0z. contracts compared with 100 oz. contracts for gold).

There are other rare opportunities like this that small accounts
can trade with little risk and high probability of winning as well as
profit opportunity. | certainly don't need a risk-of-ruin calculation
comparison when trying to decide to take trades like this or to trade
an overnight bond system with a drawdown of $3,000 in a $5,000 ac-
count. A little common sense and logic will carry you farther than the
risk-of-ruin calculations.

13

THE SYSTEM

Thus far, we have thoroughly covered several practical, as well as im-
practical money management methods for leveraged trading. These
methods can be used on any market where the amount of money re-
quired to make the trade is less than the value of the market being
traded. However, without the method or system to trade these lever-
aged instruments, all the money management in the world will do no
good. It is like the carriage without the horse, the pool table without
the balls, the roof without the house. They all serve their purpose
well, but only with the companion object. The money management
without the method, system, or market to trade, is for all practical in-
tents and purposes, useless.

Most believe that the system or method being traded can be self-
sufficient. That a trader can have the system without necessarily hav-
ing money management. Over the past 10 years, systems and methods
have been thrust into the mainstream of trading importance while
proper money management has been grossly ignored. Part of this
problem is that we now live in a “gotta have it now” society and have
become a materialistic country. So much so that people are willing to
give up what is right for the sake of convenience or personal gain, as
evidenced by the scandal in the White House. Despite President Clin-
ton’s reprehensible behavior, polls show that Americans believe that
we should stay out of his private life. Why? Because the economy is
good. | guarantee that if we were in the days of high unemployment
and soaring interest rates, voters would be less forgiving. Of course,
the President's private life and character have nothing to do with any-
thing. It is all about money.

Likewise, many people are interested in getting into the markets
because they have heard that leveraged markets can make them rich.
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They want to pursue this goal while investing as little money and re-
search as possible. More research and learning takes time. In the
gotta have it all now society, time is exactly what will not be toler-
ated. Therefore, they take what the industry has offered as the way
to wealth: systems, methods, indicators, oscillators, the alignment of
the moon and stars, and the list goes on. Meanwhile, they completely
ignore the key to long-term successful trading. Money management.
Rest assured though, if they stick around long enough, they will
learn. | did.

Just as money management needs the method or system; the
method or system needs money management.

The purpose of this chapter is not to give actual systems or meth-
ods the trader can begin using immediately. There are more books
and learning materials for that subject than there are traders. The
focus of this chapter is to change the popular view in the industry
and show that long-term success can be attained with simple, logical,
mediocre systems and methods. The common term to describe that
system or method out there that will achieve the greatest success is
the Holy Grail. It is a futile search. A system that rarely loses with
extremely small drawdowns and could never possibly falter is what
many traders spend long hours looking for. And, these are usually the
traders who got involved in the markets with wide-eyed, unrealistic
dreams of getting rich quick with no risk. And, if you are wondering
why | know so much about these traders, it is because | once was one
of them. | saw the potential of the markets and closed my eyes to the
true risks. | also paid the price, many times over. | also was the
trader looking for the Holy Grail. Oh, it was promised on many occa-
sions, but it was never delivered. | have, through much experience
and much research, come to the conclusion that the trader’'s Holy
Grail (1) does not exist; and (2) is not needed.

There are two rules that | use when trying to determine whether
a system should be traded or not. As | look for methods to trade, I am
always thinking of how the money management is going to affect the
statistics that any particular system or method has produced histori-
cally. Therefore, | first look at the robustness of the statistics. Next, |
look at what is producing those statistics. When | trade, | must have
confidence in the method, especially when the drawdowns come
around. | must have confidence that the logic behind the system will
eventually prevail. After we take a closer look at these two rules, |
give a few extremely simple and logical methods to prove that the
conclusions made earlier about the Holy Grail are in fact true.
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RO B UST STATISTICS

The statistics are the very first thing | look at before going any fur-
ther with the system or method. How much money did the method
make over what period of time? How many times has the method
traded in the past 10 years? What was the win/loss ratio compared
with the winning percentage? What kind of drawdown was there
and is it realistic? These are a few of the statistics that we will look
at specifically. The reason | look at statistics before the logic is be-
cause | have developed and tested many logical methods that were
losers. | carried a perfectly sensible logic into my trading and was
dead wrong. Quite often our preconceived ideas of what works and
what doesn't work are way off. | will never forget my introduction
into the world of futures options. It was about the middle of Octo-
ber, winter was around the corner, and | was trying to put myself
through college while supporting a wife and child. 1 had been hired
to completely strip, sand, and paint the outside of a house and was
listening to the radio as | labored at this task when a perfectly logi-
cal argument for buying heating oil came over the air. Demand.
That's all. During the winter, there is a greater demand for heating
oil. By purchasing heating oil options, | could keep my risk set and
have unlimited profit potential. 1 was familiar and comfortable with
trading options from my experience of trading stock options. So, |
opened a measly $2,500 account and bought as many options on
bonds as I could afford (or some other market besides heating oil, |
don't remember what market). It was the old bait-and-switch rou-
tine. They had convinced me to open the account based on the heat-
ing oil but convinced me on another trade after they had my money.
I was sold because of the logic | had heard.

The part of the logic | neither heard, nor investigated, was that
heating oil was already trading rather high at the time. This is the
part of the logic I missed on the radio. Likewise, we often think that
a certain method is completely logical in nature and are sold on one
part of the logic but fail to see or ignore other factors influencing
that logic. This is why | look at the statistics first. If the statistics
aren't there, who cares about the logic. It is most likely wrong. My
point? Heating oil went down that year, and | didn't make money with
the options | bought either.

Certain statistics have more value than others. Certain statis-
tics also have value in different areas than others. Therefore, it is
better to look at a basket of statistics instead of just two or three.
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The following sections describe statistics that | look at, what | look
for, and why. These are not listed in any'order of importance as it is
hard to rank any individual statistic outside its relationship to one or
more other statistics.

Total Net Profit

This statistic is the gross profits minus the gross losses. It will give
you the broadest view of what the system or method can do. The total
net profit is of little value until it is broken down by the number of
years or time period it took to build. For example, rarely does a sys-
tem in the bond market produce more than $5,000 to $8,000 per con-
tract in any given year. Therefore, if the system only made $20,000 in
the past 10 years, that boils down to $2,000 per year. This is obvi-
ously below average. Before passing final judgment, other statistics
need to be taken into consideration.

Maximum Drawdown

There have been disputes over the definition of a drawdown. This is
the correct definition: the distance between a high point in equity fol-
lowed by a lowest point in equity until a new high is made. In other
words, if the current equity is at $50,000 but was at an all-time high of
$60,000 a few weeks ago, then the method is currently in a $10,000
drawdown. This drawdown will last until the previous equity high of
$60,000 is surpassed. If the equity does not go below $50,000 before
achieving a new equity high, then this will be counted as a $10,000
drawdown. If the system previously had an equity high of $20,000 and
the equity dropped to $8,000 before moving higher, then the $12,000 is
the largest drawdown, not the current $10,000.

This number is not the most useful number in the world. First of
all, there may have been four or five drawdowns that were close to the
$10,000 level thereby showing consistent larger drawdowns. Or, all
other drawdowns may have been less than $3,000 showing that the
$10,000 drawdown is not a regular occurrence. Further, just because
a drawdown is $10,000 does not mean that somehow, magically, it
will not exceed that number in the future. Drawdowns do not know
that they are supposed to stop at any given point. They do not even
know whether they are currently in a $1,000 drawdown or a $100,000
drawdown. Nonetheless, it helps in making an educated guess on
what to expect when gauging the overall risk of a method.
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I have read from some who say a good way to gauge this statistic is
to divide it into the net profit. If it comes to less than 10 percent of
the net profit, it is probably a very good system. | wholeheartedly dis-
agree. If a system is tested for 2 years with a net profit of $20,000
and a drawdown of $10,000, according to this logic, this method really
stinks. However, if it is tested for 10 years and produces $100,000 but
never exceeds the $10,000 drawdown, then it is considered a good sys-
tem. The problem here is that | can throw enough time to keep the
profits going higher in order to bring this number into compliance.
Just because | tested it for a lo-year period did not change the system
from bad to good. What if that drawdown occurs right after you start
trading? What is the ratio then? If you haven't made any profits, it is
infinite. A better ratio to use is the average drawdown to the average
yearly profit, which is discussed with the statistic of the average
drawdown.

Mathematical Outcome (Expectation)

This statistic was covered in Chapter 2 under the topic of positive
and negative mathematical expectations. When used to gauge the
strength of a historical track record, it cannot be used as an expecta-
tion since the probabilities never remain constant for future trades.
However, it can give you the strength of the performance record to
compare with others. | generally do not like to see anything under .§
when trading. Remember, the greater the number, the more robust
the track record. The lower the number (under zero), the more nega-
tive the outcome.

For reference, the following equation is used to determine the
mathematical outcome:

[1 + (Average win/Average loss)] x Winning percentage - 1

Average Trade

This is the take-home statistic. The average trade is simply the total
net profit divided by the total number of trades taken. Therefore,
every time you make a trade, on average, this is what you will take
home. The best use for this statistic is to gauge how much margin of
error you have. If a system makes $100,000 in five years but does so
over the course of 1,000 trades, the average trade is only $100. In a
market such as the S&P, $100 is 4 whole ticks! You can be looking at
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the screen and turn around doing the hokeypokey and the market has
moved 4 ticks on you. Not much margin for error here. Take out com-
mission and slippage and you will probably lose money. Therefore,
the higher the average trade, the more room for error. |1 generally
don't even consider a method or system that does not give me at least
$250 an average trade.

Average Win/Loss Ratio and
Percent Profitable

These two statistics add little value, if any, by themselves. When
taken together, however, they can be very valuable. If | were to rank
a statistic, this combination would probably come out on top. In fact,
if 1 could see only one thing and nothing else to make my decisions, it
would be this. The essence of system trading is in the numbers game.
Like the average trade, the combination of these two statistics helps
you gauge room for error. They also tell you quite a bit about the logic
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of the method being traded as well. The starting point of this combi-
nation is illustrated in Figure 13.1. To quickly summarize, any time
a system or method is 50 percent correct with a win/loss average of
1.00, it is a breakeven situation. If the method is 50 percent, the av-
erage win/loss ratio must be greater than 1.00 (after commission and
slippage have been subtracted). The higher the winning percentage,
the lower the win/loss ratio has to be to break even. The lower the
winning percentage, the higher the win/loss ratio has to be to break
even. At 20 percent profitable, the win/loss ratio has to be a whop-
ping 4 to 1 or 4.00 just to break even. At 80 percent, the win/loss
ratio only has to be .25 (the average win only has to be $1,000 while
the average loss can be as high as $4,000).

The standard for a very good system is to generally take a 10 per-
cent lower winning percentage while maintaining a 1.0 better win/
loss ratio over the breakeven point. If | have a method showing 70 per-
cent correct, 1 will move the percentage down to 60 percent and
require that the win/loss ratio still be better than 1.0 over the
breakeven point. This means the ratio would have to be at least 1.70
with a 70 percent correct strategy. With a 50 percent strategy, the
win/loss ratio would need to be 2.50. If this combination exists, you
are about as close to a Holy Grail strategy as you are going to get.

Average Drawdown

The average drawdown is different from the largest drawdown. The av-
erage drawdown takes all drawdowns and averages them out. When
the drawdowns start to occur, you can use this as a guide to know
where to start watching it closely. It is best not to take into considera-
tion any drawdown less than or equal to three times the average size
of a losing trade. This is the standard my Performance | program used
to determine the average drawdown. Further, it is also good to com-
pare this number with the largest drawdown statistic. Generally, |
like to see about a two-to-one ratio of largest drawdown to average
drawdown. If the ratio is any less than that, the largest drawdown
will most likely be much larger.

Another ratio that can give some valuable insight is the average
drawdown to the average yearly profit. This takes a more common ex-
perience approach to let you know what you can consistently expect. If
the average yearly profit is $5,000 and the average drawdown is
$4,000, then you have a much better idea of the overall relationship
between the drawdown expectation and profit expectation. | generally
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require at least a I-to-l ratio or greater between the two. Ideally, |
like to see a 2-to-1 average yearly profit to average drawdown ratio.

Ratio of Largest Win to Average Win

This statistic will also include the ratio of largest loss to average loss.
The value of this statistic ranks near the bottom but I look at it to

gauge whether my largest win was just an all-out luck trade that I can
never really expect, or whether there is a legitimate chance that I will
see other wins near that scale. If the largest win is greater than three
or four times the average win, don't count on seeing it. If it is less

than three times the average win, you have a higher potential of see-
ing some larger trades with the method. If the largest loss is three or
four times the average loss, it probably means that it occurred as a re-
sult of slippage or a gap opening or something along those lines.
Losses in that range should be far and few between. If the ratio is less
than three, the larger losses may be the rule and should be expected.

Profit Factor

The last statistic, and certainly not the least that I will cover is the
profit factor. This statistic divides the gross profit by the gross loss.

If the gross sum of winning trades in a method was $100,000 while

the gross sum of losing trades was $50,000, then the profit factor
would be 2.0. (This would also make the net profit $50,000.) This is a
confirming statistic for me. If other statistics are in line or for that

matter, on the border, I will take a look at this statistic and require a
minimum of 2.0. This means | won twice as much as | lost. This sta-
tistic is closely related to the average win/loss ratio and winning
percentage statistics. For example, at 50 percent profitable with a 2.0
win/loss ratio, the profit factor will also be 2.0. If | get a better than
2.0 profit factor, I may be willing to fudge every so slightly on my re-

quirements for the winning percentage and win/loss ratio.

Many other statistics can be generated and analyzed. However, at
some point, the search becomes overkill and redundant. | like to pick
several that cover both risks and rewards and a few comparisons be-
tween the two. If everything lines up on those, most everything will
line up on other statistics as well. | have done my homework. No mat-
ter how many statistics you look at and no matter how many fall
within your designated requirements, it will not change how the sys-
tem is going to perform. | do not like to use statistics to gauge how
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much money | am going to make by trading any particular system. |
use statistics to gauge when | should say “uncle” and when 1 should
stick things out.

THE LOGIC OF THE METHOD

Do not put your entire portfolio on a black box system. A black box
system is one where you do not know why trades are being generated.
If the statistics of a black box system look too good to be true, they
probably are. The only way for a trader to verify the true robustness
of a method or system is by personally testing the rules. I can pro-
duce whatever statistics you want to see. | can produce the Holy Grail
of systems according to the statistics. But | would not trade the thing
with a dime. Statistics can be produced by what is called curve-
fitting the data to the market. Another popular term for it is opti-
mizing. Optimizing is addressed extensively in Chapter 14.

Knowing the logic of a system not only will help you know
whether it has been optimized to fit the data, but also will give you
confidence in the method itself, especially during drawdowns. Re-
gardless of how the method is trying to take advantage of the mar-
kets, the most sound logic will be ground in the numbers. The most
sound, robust, and logical systems are ones that cut the losing trades
short and let the profits ride. This is one of the oldest cliches in the
trading and investing industry, but it is one of the best. So many try
to beat the markets with their PhD in mathematics or economics.
Their education and wisdom that exceeds all wisdom will beat the
markets, or so they are convinced. | tell you that a completely unedu-
cated, unlearned, and highly unqualified individual could probably
do just as well as these experts just by following the basic rule of cut-
ting losses short and letting the profits ride. Most ignore this because
it sounds too simple. Surely there is more to beating the markets. Oh
there is, but it starts with that statement.

I could be here for days telling you horror stories of massive losses
suffered by traders who just did not believe in cutting losses short and
letting profits ride. They knew this simple truth deep down, but when
the profit was there, they had to take it. If a loss is being endured, it is
because they are sure the market is going to turn around. And, rest as-
sured it will, as soon as you can't take it anymore and say uncle. Nowa-
days, we have fuzzy logic and artificial intelligence, chaos theories,
random conformations, discomboobalations, and who knows how many
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other types of logic out there based on the belief that the markets are
somehow predictable. And, if the method-devised by one of these ex-
perts turns out to work, that developer says, “See, | told you this stuff
works.” I'll bet though that if it works consistently, it is because it cuts

losses short and allows profits to ride. | guess they just want to believe
that their education and skill are worth more than the results from a
simple rule. Although other logics may work, cutting losses short and
allowing profits to ride is king in a trading method. It is the most reli-

able logic that can be applied across the board.

The next object of logic I look for is the basis for getting into a
trade. Is it trend following, is it a breakout method, is it a top and
bottom picker? Does the method try to take advantage of short-term
momentum or retracements? Is the method based on cycles or sea-
sonal? About 95 percent of the methods fall under one of these cate-
gories. Once | have established which category it falls under, 1 then
determine how logical the reasons are for actually entering the
trades. For example, if the method is based on picking tops and bot-
toms in the coffee market, I might think twice about trading it if the
logic of picking the top or bottom is based on the amount of milk old
Bessy is producing back in the barn these days. That may be an exag-
geration, but you would be surprised at how many traders out there
base their trades on completely irrelevant data. Some believe that
tops and bottoms can be picked based on the cycles of the planet
Pluto. Others think that there is some magical mathematical equa-
tion that can actually pick the top and bottom of a market for the
next day. Yeah, and on a good day, | might be able to fly without the
help of any man-made equipment (until 1 hit the ground, that is, and
reality slaps me upside the head . . . hard).

Last of all, simple is better. The more complicated, the less I like
it. Simple is easy to understand and easy to change. Not only is there
less programming code to deal with but the system is less likely to be
conformed to the data. Further, if a method is simple and logical but
is missing the last key ingredient that will really push it over the
wall of potential success, dealing with a complicated method will
keep it from going over. If you will take the following steps, you can
help prevent a losing situation, but even with these safeguards, you
cannot completely filter out all losing systems and methods:

1. Make sure the body of the logic is related to what you are try-
ing to accomplish.

2. Make sure the statistics are in place and meet the minimum
requirements.
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3. Make sure the logic of the entries and exits relate to the goal
you are trying to accomplish.

4. Make sure the method is as simple as possible to capture the
logic.

A SIMPLE TRADING METHOD

I have talked an awful lot about what works and what doesn’t work as
far as simplicity and logic in the markets. The following method is
about as simple and logical as they come. Further, few systems or
methods will generate the statistics you are going to see in the fol-
lowing few pages.

This is a trend-following method and reverses. There are no exit
rules other than a reversing situation and a set protective stop. If the
method is currently long a particular market, it will continue long until
there is a signal to reverse and go short or it is stopped out for a loss.
The results for eight markets are shown in the box on pages 184-185.

The method that produced these numbers is surprisingly simple.
The rules are as follows:

Buys:

1. Requires the average close of X days to be greater than the
same average close Y days ago.

2. Requires the close to be less than the close Y days ago.

3. Requires the close to be greater than the close Y + X days ago.

If these three conditions are met, the method will buy on the
open the next day.

Sells:

1. Requires the average close of X days to be less than the same
average close Y days ago.

2. Requires the close to be greater than the close Y days ago.

3. Requires the close to be less than the close Y + X days ago.

If these three conditions are met, the method will sell on the
open the next day.

For example, if X = 20 and Y = 3, then the average close of the
previous 20 days must be greater (for buys) than the average close of
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A SIMPLE TRADING METHOD

Bonds Swiss Franc

Net profit $92,000 Net profit $81,800
# winners/losers 30/48 # winners/losers 37/66
Winning % 63% Winning % 56%
Average win $3,775 Average win $3,440
Average loss $1,150 Average loss $1,570
Win/loss ratio 3.29 Win/loss ratio 2.19
Average trade $1,915 Average trade $1,239
Largest drawdown ($5,875) Largest drawdown ($9,000)
Profit factor 5.48 Profit factor 2.80
% time in dd. 52% % time in dd. 68%

Average drawdown $2,100

Average drawdown $4,500

Crude Oil Wheat

Net profit $65,290 Net profit $25,740
# winners/losers 43/73 # winners/losers 35/61
Winning % 59% Winning % 57%
Average win $2,000 Average win $1,180
Average loss $725 Average loss $615
Win/loss ratio 2.80 Win/loss ratio 1.93
Average trade $895 Average trade $404
Largest drawdown ($5,700) Largest drawdown ($4,800)
Profit factor 4.01 Profit factor 2.50
% time in dd 59% % time in dd 69%

Average drawdown $1,700

Average drawdown $1,500

Jy 10-Year Notes

Net profit $118,300 Net profit $62,000
# winners/losers 20/35 # winners/losers 30/50
Winning % 57% Winning % 60%
Average win $3,900 Average win $2,600
Average loss $1,500 Average loss $890
Win/loss ratio 2.60 Win/loss ratio 2.92
Average trade $2,235 Average trade $1,240

Largest drawdown ($9,400)
Profit factor 4.29
% time in dd. 64%
Average drawdown $3,500

Largest drawdown ($5,900)
Profit factor 4.50
% time in dd. 64%
Average drawdown $1,700

D-Mark Eurodollar

Net profit $64,500 Net profit $13,250
# winners/losers 24/38 # winners/losers 27/47
Winning % 63% Winning % 57%
Average win $3,400 Average win $775
Average loss $1,300 Average loss $385
Win/loss ratio 2.6 Win/loss ratio 2.02
Average trade $1,700 Average trade $280
Largest drawdown ($6,500) Largest drawdown ($2,850)
Profit factor 4.50 Profit factor 2.72
% time in dd. 56% % time in dd. 64%

Average drawdown $2,700

Average drawdown $800

Combined Results for All 8 Markets

Net profit $520,000
# winners/losers 2431422
Winning % 57%
Average win $2,860
Average loss $1,000
Win/loss ratio 2.8
Average trade $1,230
Largest drawdown ($14,500)
Profit factor 3.90
% time in dd. 65%

Average drawdown $3,400
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the last 20 days starting 3 days ago. This simply means that the aver-
age close of the last 20 days is sloping up:

It then requires that today’s closing price is less than the closing
price 3 days ago. This helps determine a pullback before the entry into
the market. Finally, it requires that the close, even though it is less
than the close 3 days ago, is greater than the close 23 days ago. This is
a verifier of the up-slope moving average. The method will stay with a
position until the reverse setup occurs or unless the market goes
against the position too far without the reverse setup occurring.

That's it. Three very simplistic, very logical rules produced the
preceding test results. The statistics are so impressive that not much
analyzing needs to be performed on whether it is worth trading or not.
The only question is, what is X and what is Y? For all practical pur-
poses, X can be anything that will reflect the up-slope line of a longer
term trend. Y can be anything that will reflect a short-term pullback.
Certain values for X and Y will produce better statistics than others.
As a general rule, however, as long as the values fall within the logic of
the method, they should all produce solid statistics.

14

OPTIMIZATION

This subject would seem to be somewhat out of place in a book about

money management. However, indirectly, it is very much related to the
topic. Money management without a method or system to trade is use-
less. Further, trading a method with a negative mathematical expec-
tation is practically useless as well. Therefore, a method or system
must make profits for money management growth factors to play an
important role in the end result. Open any trade magazine and you

will find more systems and methods than you can possibly ever trade.
All of them sound great and most claim they have the best trading
method there is. Further, hypothetical results are the basis for most
of these claims. | received a mailer just today whose author claimed to
have turned $200 into $18,000,000 (that's $18 million!) in just a few
short years. And you can, too, by buying the $39.95 book and reading
the incredible trading method contained within it. (For a small fee,
I'll even tell you what book it is.) The point is that most of these hypo-

thetical claims come only after much optimization testing has been

executed on the method. If money management is inextricably linked
to the method or methods being traded, then the validity of hypothet-
ical results become important when deciding to trade a method.

AN OVERSTATED REASON FOR OPTIMIZATION

One of the most popular reasons for optimization is to find the best
parameters of a system over a historical period of time in the mar-
kets. A simple example would be the tried and true simple moving
average crossover. If the 10-day moving average crosses above the
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40-day moving average, you buy. If the 10-day moving average
crosses below the 40-day moving average; you sell. This system has
three parameters. The first is the length of the short-term moving
average; the second is the length of the longer term moving average;
and the third is the kind of moving average being used. Each of these
parameters is defined. The short-term moving average is 10. The
long-term moving average is 40 and the type of moving average is
simple (as opposed to displaced, weighted or exponential).

If we apply this method to a daily bond market chart for the past
five years, we get the following statistics:

Net profit $29,000
Number trades 32
Number winners 12
Number losers 20
Winning % 37.5%
Average win $5,200
Average loss $1,700
Average trade $906
Win/loss ratio 3.08
Largest DD $11,593

These are the basic performance statistics. They are not the
type of statistics that will make traders jump on in, but they are solid
statistics. However, these statistics were not based on the optimum
parameter settings. What would happen if we were to optimize the
parameters to yield the highest profit? We would need to optimize all
three parameters at the same time to yield the best combination.
Therefore, | tested the short-term moving average from 4 to 19 in in-
crements of 1. The longer term moving average was tested from 20 to
50 in increments of 1; each of those tests was then tested using the
simple moving average, displaced, exponential, and weighted moving
averages.

The best results came from using the simple moving average with
a short-term average of 10 and a longer term moving average of 34:
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Net profit $57,000
Number trades 28
Number winners 17
Number losers 11
Winning % 60%
Average win $4,200
Average loss $1,300
Average trade $2,000
Win/loss ratio 3.20
Largest DD $5,000

The best result from the displaced moving average crossover was
a close second with just under $57,000 in net profits. However, it took
34/57 trades with a $1,000 average trade on only a $5,600 drawdown.
The short-term average was 6, whereas the longer term average came
in at 25. The weighted moving average crossover was again, very
close behind with just under $57,000 over 18/36 trades. The win/loss
ratio was at 4.0 with an average trade of almost $1,600. Drawdown
was again reasonable at only $5,600. The exponential moving aver-
age crossover was comparatively disappointing with only $23,000 in
profits, 32 percent profitable with a $10,000 drawdown. The average
trade still came in at $700, though.

There we have it. The optimized results of a moving average sys-
tem applied to the bond market. Now the only question is, what good
does this information do us? Well, not much, I'm afraid. This infor-
mation alone is nothing short of useless except to tell us that with
certain parameter settings, this system made money during a cer-
tain five-year period. The preceding results are basically all that you
see when someone soliciting a system or method shows hypothetical
testing. Most often, the back-test results are quite good. The follow-
ing paragraphs, however, show that optimizing a trading system in
one market and on one set of data is much like optimizing fixed frac-
tional trading on a data set, as explained in Chapter 5. What is opti-
mal for one set of data may not be optimal for another.
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A DEEPER LOOK INTO OPTIMIZING

To illustrate this, the following test results were again from the bond
market, but this time, the simple moving average crossover system

was optimized from 1990 to 1993:

1990-1993 Optimized Parameters
Net profit $34,000
Number trades 21
Number winners 10
Number losers 11
Winning % 48%
Average win $4,300
Average loss $800
Average trade $1,600
Win/ loss ratio 5.30
Largest DD $6,100

For the simple moving average system optimized from 1993 to
1995, the parameters that yielded the most profits were 10 for the
shorter term moving average and 34 for the longer term moving aver-
age. Not so from 1990 to 1993. The optimized parameters were 18 for
the shorter term average and 48 for the longer term average. Had we
optimized this data back in late 1993 and decided to trade these pa-
rameters in 1994 through 1998, our results would be:

1990-1993 Optimized Parameters Applied to
1994-1998 Data
Net profit $23,000
Number trades 18
Number winners 8
Number losers 10
Winning % 44%
Average win $6,300
Average loss $2,600
Average trade $1,300
Win/loss ratio 2.35
Largest DD $13,000
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There are important differences in the two outcomes. First, the net
profit was quite a bit lower over a longer period of time than it was for
the optimized period. The winning percentage dropped slightly, and
there was a huge difference in the average loss. Imagine going into a
system thinking that the average loss should be $800 and then start
suffering average losses of $2,600. It would be difficult to continue
trading. Further, the win/loss ratio was significantly lower. When
both the winning percentage and win/loss ratio are significantly
lower, there is much less room for error. Finally, the drawdown was not
tagged at $6,000, but more than double that at $13,000. If you believe
that you will only suffer a $6,000 drawdown and maybe slightly more
than that, at what point would you say uncle and quit trading this
method as the drawdown continued? For most of us, it would not be too
much higher than the $13,000.

The next set of results shows the same parameters on the same
market but during a different time period. This time period takes a
portion from the first testing period and a portion from the second
testing period. The dates are from 1992 through 1996. The parame-
ters being used are 18 for the shorter term moving average and 48 for
the longer term:

Net profit $6,600
Number trades 14
Number winners 4
Number losers 10
Winning % 29%
Average win $7,700
Average loss $2,400
Average trade $475
Win/loss ratio 3.20
Largest DD $17,000

What a difference! During almost four years, this method using
the preceding parameter settings only produced $6,600 with just 4
winners! The largest drawdown during this period is $17,000. As you
can see, statistics can be deceiving, especially optimized statistics.
Yes, the method still made money, and there is something to be said
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for that. But would you have been able to continue trading it? Take
the same method and same parameters and apply them to another
market. What happens to those statistics? The following results were
from applying the same method to the Swiss franc market from 1993
through 1998. The first set of results was from using the 18 and 48
moving averages and the second set came from applying the 10 and
34 moving average parameters:

Net profit $10,000  Net profit $8,000
Number trades 29  Number trades 45
Number winners 10 Number winners 15
Number losers 19 Number losers 30
Winning % 34%  Winning % 33%
Average win $3,200  Average win $3,000
Average loss $1,200  Average loss $1,200
Average trade $350 Average trade $175
Win/loss ratio 2.75  Win/loss ratio 2.40
Largest DD $7,000 Largest DD $11,000

Not only were these results quite a bit different from each other
and from the bond market, but they were different from the opti-
mized results of this market. After optimizing the parameters, the
optimal short-term moving average was 19, whereas the optimal
longer term moving average was 27. The results in the box on the top
of page 197 come from that testing.

Without belaboring the point, all systems and all markets will
find similar differences between the optimized results within differ-
ent time frames and markets. And, if that is the case, what can we
realistically expect from systems? If the optimization results are not
realistic, how do we as traders know what to expect? In a word, we
don't know. We can make some logical conclusions, however, not from
the optimized results, but from the optimization process. Optimiza-
tion should never be conducted to find the “best” parameters, stops,
exit rules, or whatever piece of a system is being optimized. The best
in the past will not be the best in the future. This | can say has a
greater probability than you can say that you won't be struck by
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Net profit $39,000
Number trades 52
Number winners 26
Number losers 26
Winning % 50%
Average win $2,600
Average loss $1,100
Average trade $730
Win/loss ratio 2.30
Largest DD $6,000

lightning. Further, there is a very high probability that the opti-
mized results for one data set will not even be close to the optimized
results of an equal size data set during a different time period.

THE OPTIMIZATION PROCESS

The only practical benefits that can be derived from optimizing come
not from the statistics of the results themselves, but rather from the
statistics of all of the testing from the optimization. For example, the
optimization performed on the Swiss franc market with the simple
moving average crossover system went through 496 different param-
eter tests. Each one of those tests produced a different set of statis-
tics. To be able to draw some practical conclusions on what to expect
from any given trading system, it is much more beneficial to know
what kind of numbers the bulk of those tests produced than what
kind of numbers the single best test produced.

When | optimize a system, | do not look for the best results; in-
stead, | try to determine how robust the profitability of the system
was throughout the testing process. Going back to the simple moving
average crossover system being tested in the bond market, there were
496 tests overall from 1994 to 1998. During this particular time pe-
riod, the best results came from applying a shorter term moving av-
erage of 10 and a longer term moving average of 34. Here are the
results from this four-year period:
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Net profit - $44,000
Number trades 21
Number winners 13
Number losers 8
Winning % 62%
Average win $4,200
Average loss $1,300
Average trade $2,100
Win/loss ratio 3.15
Largest DD $5,000

These statistics will be the first control data set. The next set of
statistics are from the worst performing set of parameters. These
numbers were produced from applying a shorter term moving average

of 4 and longer term moving average of 25:

Net profit ($14,000)
Number trades 57
Number winners 16
Number losers 41
Winning % 28%
Average win $2,800
Average loss $1,400
Average trade ($245)
Win/loss ratio 2.00
Largest DD $17,000

These are our two extremes. The first good news is that the best
is far better than the worst. Sometimes, you will see the best make

T
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$40,000 and the worst lose $40,000. Going a little further with the
statistics reveals the following interesting numbers:

« Out of 496 tests, 475 combinations made money.

« 367 made more than $14,000 in profits.

« 196 made more than $22,000 (half or better of the best).
« Only 5 combinations were within 10 percent of the best.

« Only 175 combinations made money on the short side (which
means 321 lost money).

« The most profits the short side could produce was $9,600.

« The largest drawdown out of all 496 tests was $19,000.

« 206 tests had drawdowns of $10,000 or greater.

« Only 55 combinations had drawdowns of less than $8,000.

« The average drawdown was over $11,000.

« 405 tests had a winning percentage of less than 50% (which

means only 91 combinations had a winning percentage greater
than 50%).

« The best winning percentage was 62%, while the worst was
23%.

« The average winning percentage was 40%.

« The profit factor (see definition in Chapter 13) was at 2.00 or
higher 161 of the combinations.

« The profit factor was less than 1.5 in 165 of the combinations.

« 496 out of 496 combinations made money on the long side.
(Bonds were in a long-term uptrend during most of the time
period.)

« 457 combinations totaled $15,000 or greater on the long side.

The optimization testing process can reveal much more relevant
and practical information than just seeing the best combination of
parameters. Many systems and methods out there will actually re-
sult in profits with a certain set of numbers and losses one or two
standard deviations from those parameters. The simple moving aver-
age crossover is not a massive profit-producing system, but as de-
scribed later in this chapter, we can assume some probabilities for
future results.
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OPTIMIZATION  COMPARISONS

Now that we have some relevant data, we need to put that data to
some use. The best approach is to compare it with another set of test-
ing data. The previous tests were run on the bond market from 1994
through 1998. The following are the same data run on the same mar-
ket from 1990 through 1994. Again, 496 combinations were tested:

¢ Out of 496 tests, 361 combinations made money.
* Only 76 made more than $14,000 in profits.

¢ Only 27 made more than $22,000 (half or better of the best of
first test).

¢ Only 2 combinations were within 10% of the best.

¢ None (as in 0) combinations made money on the short side.

¢ The least amount of losses the short side produced was ($2,100).
¢ The largest drawdown out of all 496 tests was $27,000.

¢ 338 tests had drawdowns of $10,000 or greater.

¢ Only 48 combinations had drawdowns of less than $8,000.

¢ The average drawdown was over $14,000.

¢ 477 tests had a winning percentage of less then 50% (which
means only 19 combinations has a winning percentage greater
than 50%).

¢ The best winning percentage was 61%, while the worst was
24%.

¢ The average winning percentage was 38%.

* The profit factor (see definition in Chapter 13) was at 2.00 or
higher 41 of the combinations.

The profit factor was less than 1.5 in 417 of the combinations.

L d
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Only 361 out of 496 combinations made money on the long side.

Only 68 combinations resulted in $15,000 profits or greater on
the long side.

->

The two sets of data have some large disparities. The first is in
the number of combinations that actually made money. The number
of combinations that made money dropped by 25 percent. However,
the number of combinations that made $14,000 or more total profits
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dropped by 80 percent. The number of combinations that made at
least half the profits of the best combination dropped by 86 percent.
The number of combinations that made money on the short side
dropped 100 percent. Other relevant data comparisons show that:

* The largest drawdown increased by 42%.

* The number of combinations that produced drawdowns greater
than $10,000 increased by 64%.

* The average drawdown increased by $3,000 (27%).

* A profit factor of 1.5 or better dropped from 331 combinations
to only 79.

* The long side profits dropped 27% and long profits greater
than $15,000 dropped 85%.

The obvious problem with this method is consistency. If traded
over an eight-year period, chances are that you will make at least some
money. Chances that you will make a decent return with low draw-
downs are not that great. Optimization will show you what the opti-
mum parameters were for the data period tested, but they can’'t even
come close to telling you what the optimum parameters will be during
the next trading period when you actually have money at risk. Suppose
we go back to the year 1994 having just completed testing on this sys-
tem with parameters of 18 for the shorter term moving average and 47
for the longer term moving average. What is the probability that 18
and 47 will be the optimum parameters for trading in 1995? The prob-
ability is Y that these will be the optimum parameters. And, if we
pick another set of parameters, the probability of that set being the
optimum is also only %ss! | would say that the odds here are against us
(provided that the optimum parameters fall within the range tested).

Therefore, what we need is large room for error. Chances are we
will not pick the best combination. However, we probably will not pick
the worst performing parameter either. What we want to do is trade a
system where the odds of making money are in our favor regardless of
which combination or set of parameters we choose. The moving aver-
age crossover system went through a bad cycle and then a good cycle.
Had we begun trading this system in 1990, the probability of us mak-
ing more than $14,000 after four year of trading was only 15 percent.
However, the probability of us making money during the next four
years increased to 74 percent. This is not consistent data. Further, it
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. . . . « 19 and 20 made $3,800.
becomes obvious that being able to pick which set of parameters to L .
use becomes almost impossible. Consider the following: ‘ « The best combination was 7 and 50 producing $10,000.

« 298 combinations made money.
1990 o 124 combinations produced more profits than 19 and 22.
« The best combination was 19 and 24. That combination made « None of the combinations made money on the short side.

$15,000 in 1990.

« The average drawdown was $8,000.
« The combination of 17 and 24 made only $3,000.

« The combination 16 and 24 lost $3,000. 1994
« The combination 19 and 25 made $5,000, while 26 and higher ! . The combination 7 and 50 lost $10,000.
lost money. ‘

« 19 and 20 lost $2,200.

« 19 and 24 lost $17,000.

« 19 and 22 lost $4,000.

1991 « The best combination was 12 and 28 producing $6,500 in
. The combination 19 and 24 made $3,000. profits.

« The best combination was 19 and 20 making $13,000.

« 430 combinations made money.

« 240 combinations did better than 19 and 24 during that year.
« None of the combinations made money on the short side.

. The average drawdown was $4,000.

« 31 combinations made money, while 465 lost money.
« The average drawdown was close to $9,000.

« Only 124 combinations made money.

« 140 combinations produced better than 19 and 20.

« Only 14 combinations produced money on the long side.
« 215 combinations produced money on the short side.

« The average drawdown was $10,000.

1992 1995
« The combination 19 and 20 lost $3,500. “‘ - The combination 12 and 28 lost $1,400.
. The combination 19 and 24 made $1,125. + 19 and 22 made $7,500.
« The best combination was 19 and 22 producing $8,000 in + 19 and 24 made $2,800.

profits. « 19 and 20 made $2,600.
« 337 combinations made money. « 7 and 50 lost $3,600.
« 259 combinations produced more than $1,125. o The best combination was 14 and 29 producing $21,000 in
« 449 combinations produced better than 19 and 20. profits. o
« None of the combinations made money on the short side. » Only 77 combinations made money.
. The average drawdown was $5,000. . Only 21 produced more than $3,000 in profits.

« 65 on the long side and 40 on the short side made money. (342

1993 combinations had an open profit of at least $2,000 on a long po-
. The combination 19 and 22 made $3,700. sition at the end of the year)

19 and 24 lost $3.800 « The average drawdown was only $3,000.
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1996

¢ The combination 14 and 20 lost $7,500.
¢ 12 and 28 lost $5,700.

+ 19 and 22 lost $5,000.

* 19 and 24 lost $8,000.

¢ 19 and 20 lost $4,000.

¢ 7 and 50 lost $8,500.

¢ The best combination was 7 and 21 producing $5,100 in
profits.

¢ Only 40 combinations made money.

¢+ Only 2 combinations made money on the short side.
¢ 11 combinations made $3,000 or better.

¢ 341 combinations lost $3,000 or more.

s The average drawdown was $9,000.

1997

« The combination 7 and 21 lost $375.
¢ 14 and 20 lost $2,000.

¢ 12 and 28 lost $1,000.

¢ 19 and 22 made $4,000.

* 19 and 24 lost $3,500.

* 19 and 20 lost $4,000.

¢ 7 and 50 lost $1,200.

¢ The best combination was 19 and 26 producing $8,300 in profits.

¢ 274 combinations made money.

* Only 34 combinations made $3,000 or more in profits.

¢ 72 combinations lost $3,000 or more.

* None of the combinations made money on the short side.
¢ None of the combinations lost money on the long side.

» The average drawdown was $4,000.

1998 (through October 35)

« The combination 19 and 26 produced $12,000 in profits.
« 7 and 21 made $6,300.
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« 14 and 20 made $8,000.
« 12 and 28 made $7,000.
19 and 22 made $10,000.
19 and 24 made $13,000.
19 and 20 made $10,000.
« 7 and 50 made $4,600.

« The best combination was 18 and 22 producing $15,000 in
profits.

1998 was not yet over at the time of this testing. Therefore, all
open trades as of October 5, were automatically closed. This hap-
pened to be right after one of the most unprecedented moves in his-
tory in the bond market to record highs, which started in the
beginning of August. Taking the trades and ending anv open nom-
tions in August produce quite different results, as follows:

- The combination 19 and 26 produced $3,800 in profits.

7 and 21 lost $3,500.

14 and 20 lost $2,000.

12 and 28 lost $1,500.

19 and 22 made $2,000.

19 and 24 made $4,000.

19 and 20 made $2,000.

7 and 50 lost $5,000.

The best combination was 18 and 22 producing $7,400 in
profits.

¢ 72 combinations made money.
* 13 combinations made $3,000 or more.
¢ 247 combinations lost $3,000 or more.

* Only 12 combinations made money on the short side (2 over
$1,000).

* The average drawdown was $5,000.

These are the year-by-year statistics. Not a single year had the
same best producing parameters as the previous year, nor did any
two years have the same two parameters. In fact, the following are
the best parameters for each year and their overall performance had
each set been traded throughout the eight-year period.
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19 and 24 7 and 50
Net profit $10,000 Net profit $32,000
Number trades 127 Number trades 69
Number winners 63 Number winners 28
Number losers 64 Number losers 41
Winning % 50% Winning % 41%
Average win $1,600 Average win $3,000
Average loss $1,500 Average loss $1,300
Average trade $78 Average trade $473
Win/loss ratio 1.12 Win/loss ratio 2.35
Largest DD $29,000 Largest DD $12,000
19 and 20 12 and28
Net profit $39,000 Net profit $38,000
Number trades 259 Number trades 74
Number winners 130 Number winners 32
Number losers 129 Number losers 42
Winning % 50% Winning % 43%
Average win $1,100 Average win $3,300
Average loss $800 Average loss $1,600
Average trade $150 Average trade $500
Win/loss ratio 1.34 Win/loss ratio 2.04
Largest DD $11,000 Largest DD $11,000
19 and 22 14 and 20
Net profit $50,000 Net profit $37,000
Number trades 161 Number trades 122
Number winners 79 Number winners 56
Number losers 82 Number losers 66
Winning % 49% Winning % 46%
Average win $1,700 Average win $2,200
Average loss $1,000 Average loss $1,300
Average trade $315 Average trade $300
Win/loss ratio 1.66 Win/loss ratio 1.68
Largest DD $11,000 Largest DD $16,000
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7 and 21 18 and 22

Net profit $9,700 Net profit $43,000
Number trades 124 Number trades 138
Number winners 52 Number winners 69
Number losers 72 Number losers 69
Winning % 42% Winning % 50%
Average win $2,000 Average win $2,000
Average loss $1,300 Average loss $1,400
Average trade $78 Average trade $315
Win/loss ratio 1.53 Win/loss ratio 1.47
Largest DD $18,000 Largest DD $13,000
19 and 26

Net profit $29,000

Number trades 100

Number winners 45

Number losers 55

Winning % 45%

Average win $2,600

Average loss $1,600

Average trade $290

Win/loss ratio 1.62

Largest DD $19,000

All the combinations made money over the long haul. However,
over the long haul, only 40 combinations lost money during that time
period. Therefore, regardless of the parameters we used, we had a 92
percent chance of making money over an eight-year period. In fact,
over the eight-year period, 306 combinations (62%) made $24,000 or
more for an average of $3,000 per year. Having the best parameters
of each year still only produced 68 long-term results with at least
$24,000.

What about drawdown? The results show that 442 combinations
(90%) produced a $10,000 drawdown of larger; 146 combinations (30%)
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produced a drawdown of $15,000 or higher; and 34 combinations (7%)
produced a drawdown of $20,000 or higher.

The question is, with all this data, can you accurately predict
what will be the optimum parameters for the year 19997 Smart
money says no way. But, take comfort in knowing that you have a 62
percent chance of picking a combination that should make better
than $3,000 on average every year for the next eight years. Further,
you only have a 7 percent chance of losing more than a total of $3,000
over the next eight years.

Nonetheless, compare all this data with the test results using the
optimized parameters for the eight-year period:

Net profit $63,000
Number trades 58
Number winners 31
Number losers 27
Winning % 53%
Average win $3,400
Average loss $1,760
Average trade $1,100
Win/loss ratio 2.16
Largest DD $9,593
L

Then, ask yourself what your chances are of reproducing these
results during the next eight years. Provided that the optimum para-

meters produce similar statistics, your chances of reproducing are
1 in 496, or %oths of 1 percent, Something to think about the next

time someone gives you some hypothetical testing results.

15

COMMODITY TRADING
ADVISORS (CTAs) AND
MONEY MANAGEMENT

This chapter is not long but is for CTAs and traders alike who want to
know a little more about the logic and money management most
CTAs use. It provides CTAs with another option in- trading customer
accounts. In addition, those who are interested in possibly investing
with a particular CTA can learn what questions to ask and what
things to look for.

First, CTA and CPO stand for Commodity Trading Advisor and
Commodity Pool Operator. They are more commonly known as fund
managers in the commodity and options industry. Approximately
3,500 CTAs are registered with the National Futures Association.
CTAg manage anywhere from as little as a few hundred thousand dol-
lars to upward of hundreds of millions of dollars.

LARGE CTAs

As a general rule, large CTAs manage money extremely conserva-
tively. They understand that drawdowns as small as 8 percent can
lead to a mass exodus of funds. Therefore, they focus much attention
on keeping the risk levels down. As a result of this goal, most major
fund managers employ a Fixed Fractional money management method
to their trading. Usually, no more than a fraction of one percent is
risked on each trade. This doesn’'t sound like much, but if the CTA

209
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has $50 million under management and there is only one strategy
being traded with a $3,000 stop, this comes to one contract for every
$600,000 under management, or 83 contracts. Like most individual
traders though, CTAs do most of their research on where to get in and
where to get out of trades, not on how to actually manage the money
being traded.

CTAs can do a few simple things to sustain the current risk (if
not decrease it) while increasing the potential profits of the entire
fund. The first is to get rid of the fixed fractional money manage-
ment method. The next is division of money. By replacing the Fixed
Fractional money management method with at least a form of the
Fixed Ratio method and properly dividing funds and allocating them
to separate methods and systems, overall risk can be sustained or
even decreased, while diversification and potential geometric growth
can be increased.

An example is a firm with $50 million under management. If the
CTA has divided the funds into four equal amounts to be traded with
four separate trading methods, then the risk on each method is usu-
ally according to the amount divided, the total sum of the money
under management. This means that with this example, a $3,000
risk trade would be traded according to ¥ of one percent risk into
$12500,000. This comes to trading 20 contracts on the next trade.
This is pretty conservative which means that 4 losing trades only
produces a 2 percent loss or drawdown.

If you think it is unlikely that four different systems will suffer
four consecutive losses of $3,000 per contract, you are thinking along
the wrong lines. If the risk was only $1,500, the number of contracts
double according to their money management schemes. Therefore, the
$3,000 losing trade comes to a $60,000 loss, the $1,500 losing trade
comes to a $60,000 loss, the $500 losing trade comes to a $60,000
loss. You get the picture. Even as conservative as this is, there is a
price to pay. That price is growth potential.

Suppose that each system produced $50,000 based on a single
unit being traded over the next 12 months. Remember, the calcula-
tion for a largest loss of $3,000 risking no more than % of 1 percent
on each trade comes to one contract for every $600,000 in the ac-
count. Therefore, contracts will only increase from 20 to 22 being
traded during this period. The money management scheme will only
increase the return from $4,000,000 to 4,300,000. This means that
instead of an 8 percent return, they have a whopping 8.6 percent re-
turn! Not much help from this money management method.
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One suggestion to solve this problem is to divide the money into 12
or 15 equal portions and trade 12 or 15 different methods including all
types of strategies in all types of markets. Because this creates a
much wider diversified portfolio, the potential exists of keeping the
risks extremely low. At the same time, the lower number of contracts
being traded will create an atmosphere of geometric growth. For ex-
ample, at $50,000,000 divided into 15 different segments, each seg-
ment will consist of $3,333,333. Referring back to the three phases of
money management, each segment can start out trading 6 to 10 units
of whatever market is being traded which will put them in the immedi-
ate position to benefit from geometric growth. If the risk on the next
trade is $1,500 trading 8 contracts, they will be risking approximately
.0036 percent or just over one-third of 1 percent on that trade. If the
risk is at $3,000 per contract, then the risk on the trade is just over
two-thirds of 1 percent. Therefore, the risk is comparable to the Fixed
Fractional method. However, the Fixed Fractional method would only
be trading 5 contracts and would need the method to produce a whop-
ping $120,000 per contract or unit before that method could move to
trading 6 contracts! With the Fixed Ratio money management, the
method would only have to increase an additional $5,000 to $10,000
per contract, depending on how conservative or aggressive the delta is
set. By doing this, the estimated outcome after the method has made
$50,000 per contract is $650,000 with the Fixed Ratio trading (or
19.5%) compared with $250,000 with the Fixed Fractional (or 7.5%).
This is a 260 percent increase over the fixed fractional method without
increasing the overall risk. If a drawdown of $10,000 were to occur at
the end of the $50,000 run, the total overall risk of the account would
be at 4.25 percent. Further, if all 15 methods were all to suffer a
$10,000 drawdown at the same time from the word go, the entire fund
would only suffer a 2.4 percent drawdown. In fact, all 15 methods
would have to suffer a drawdown of $33,334 per contract to reach the
8 percent drawdown mark.

8 units x $33,334 = $266,672
$266,672 x 15 methods being traded = $4,000,080
$4,000,080 / $50,000,000 in fund = 8.00016% (8%)
As discussed earlier, this is all but impossible. For all 15 methods

to go into a largest drawdown of $33,000 at the same time is 1 chance
in somewhere around 1 with 20 zeros after it. And if it ever were to
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happen, the firm would need to fire the system developers and re-
searchers!

SMALL CTAs

Some CTAs do not even have $3 million under management. As a re-
sult, their risk is normally going to be a bit higher than that of the
larger CTA who can afford to diversify much more effectively. How-
ever, the smaller CTAs also have a higher probability of sustaining
higher returns than the larger CTAs. The smaller CTA, who is will-
ing to risk more than 8 percent of the capital for the sake of growth,
can see upward of 40 percent returns with the help of money manage-
ment. The main difference between a small CTA and a larger CTA is
how the funds are diversified. With the large CTA, the funds are
divided and treated almost as separate little funds. Although the
smaller CTA will trade several methods for diversification, all the
methods will be traded as one portfolio. Therefore, the number of con-
tracts that can be traded is still high enough to place the fund in po-
sition to immediately benefit from geometric growth.
If the small CTA has $3,000,000 under management and is trad-
ing four methods as one single portfolio, the fund can still trade 8
contracts without exposing the fund to an inordinate risk. If each
method had an expected drawdown of $15,000 and all went into a
drawdown at the same exact time, the fund would be exposed to ap-
proximately 16 percent risk. This again is highly unlikely since the
probability of all four methods going into the largest drawdown at the
same time during any given five-year period is only a fraction of a
fraction of a percent (unless all methods are based on similar logic).
Realistically, if the portfolio as a whole suffered a $20,000 draw-
down, the fund would suffer a 5.3 percent drawdown. If each method
produced $20,000 per contract during a 12-month period, which is
not spectacular, with the Fixed Ratio money management method,
the account would grow to $4.28 million or a 42.6 percent return.
Smaller CTAs use a form of the Fixed Fractional money manage-
ment method as well. Compared with the larger CTAs, they are willing
to risk more than a fraction of a percent on any given trade. Some
smaller CTAs risk as much as 2 percent on any given trade in an effort
to produce higher returns. With a 2 percent risk on a trade risking
$1,500 per contract, the smaller CTA may put on one contract for
every $75’000 under management. This means that the trader will
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place 40 contracts on that trade. If that CTA suffers a $20,000 draw-
down per contract, he is looking at upward of a 25 percent drawdown of
the fund. On the flip side, if each method produced $20,000 per con-
tract of profits, the return would be well over 100 percent for the year.

However, if the goal is higher profits and higher risks, the smaller
CTA would be in a much better position by further diversifying the
risk instead of lumping contracts on the current methods. Conceiv-
ably, the trader can have 15 different trading methods divided into
5 different portfolios of 3 methods per portfolio and trade 8 contracts
in each portfolio. If each portfolio went into a drawdown of $10,000
per contract being traded, all at the same time, the maximum risk
would only be 13 percent. Meanwhile, if each method only produced
$10,000 in a year's time ($30,000 per portfolio), the Fixed Ratio
method could increase those returns to $3.5 million (116% return)
with a much lower probability of exposure to high risks.

One last note of comparison: Each method in the preceding sce-
nario only had to produce half of the profits per contract that were
required in the 2 percent risk scenario. Each method in that sce-
nario had to produce $20,000 per contract to achieve greater than
100 percent returns. If each method traded produced $20,000 in the
latter scenario, the estimated profits would be somewhere around
$11,560,000, or a 385 percent return. It is not probable that each
method would produce those kind of returns. Rarely do all methods
prove profitable at the end of the year. However, to compare apples
with apples, those are the numbers.

At the time of writing this book, I know of only one CTA who has
actively sought to use the principles outlined in this book consistently
within the fund. His name is John Zervas. John is fairly new and not
well known in the management arena but has been trading for many
years; in fact, his dad was a trader and his first mentor. John has def-
initely placed the emphasis on money management and regularly con-
sults with me on how to apply the principles to increase potential for
geometric growth while maintaining an extremely low risk exposure.

Most likely, other CTAs and CPQs will address these issues in the
coming months and years. However, | am unaware of any others that
apply these principles on an active basis. | have never managed money
for a fund, nor do | have any desire to do so. If you are looking at dif-
ferent funds, | would question them thoroughly about the money man-
agement principles they currently use.
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This chapter deals with both the Fixed Fractional and Fixed Ratio
money management strategies. In previous chapters, | explained
many of the drawbacks to using the Fixed Fractional money manage-
ment method. Further, it was demonstrated that for most traders, in-
cluding CTAs, the Fixed Ratio method was by far the better choice
from a risk/reward standpoint. However, one of the drawbacks with
the Fixed Fractional method can actually help one of the drawbacks of
the Fixed Ratio method in the later life of a money management plan.
In this chapter | discuss this relationship, why it exists, and when to
use it. There are only a few times that this method is worth imple-
menting. It is useful only when the account has built up substantial
profits due to the Fixed Ratio money management method. Simply
having an equity buildup, however, does not mean that this is the only
option for the trader. In fact, there are sometimes better options such
as the one outlined for large money managers. On the other hand,
there are instances that make this the preferred choice. It is up to the
trader to determine which routes to choose at this stage of the game.
To recap the drawback that prevents us from using the Fixed Frac-
tional method from the beginning, it is the reward potential-or lack
thereof-when keeping the total risk to the account relatively low. To
keep the risk low through the Fixed Fractional trading method, a very
low risk percentage must be applied. For example, if the trader wanted
to keep the total risk of the account at 10 percent or below if a $10,000
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drawdown were to be sustained, then the trader would trade one con-
tract for every $100,000 in the account:

Expected drawdown
Total risk (%)
$10,000
10%

_ Minimum required
- equity per contract

= $100,000

Therefore, the trader must have in the account as a starting bal-
ance a total of $100,000 before being able to trade even one contract.
Further, that one contract has to produce a total of $100,000 in prof-
its before contracts can be increased. The only way around this is to
increase the percentage of total risk to the account. Therefore, if the
trader was willing for the account to sustain a total risk of 20 per-
cent if the drawdown reached $10,000, then the required minimum
account would be $50,000 and the account would increase one con-
tract for every $50,000 in additional profits.

There are a couple of problems with this logic when the draw-
downs are actually sustained. The first is that there is no guarantee
that the drawdown will not grow larger than the $10,000. It has been
proven that the individual trades are independent of any other trades
either prior to or immediately following such trades. Therefore, the
next trade, next 10 trades, or next 100 trades do not know or care that
the drawdown is at $10,000, $20,000, or even $30,000. As a result,
this percentage of the account is not necessarily the maximum that
the account is at risk for. It is only the amount at risk if the draw-
down reaches a certain level. If the drawdown increases from $10,000
to $20,000 and the total of the account being risked at $10,000 was
20 percent, then the total being risked at $20,000 is 40 percent. This
therefore must be taken into consideration when choosing the per-
centage at risk compared with the dollar size drawdown.

The second main problem with this method is the most obvious
one. The growth potential is next to nothing. It is extremely slow
and inefficient at the beginning. The first problem will never go
away. It remains no matter when or how you use this particular
Fixed Fractional strategy. However, the second drawback does go
away. In fact, the higher the number of contracts, the less this prob-
lem exists until it is almost a reverse problem in that the growth be-
comes too fast. However, regardless of how fast the growth seems to
be going, the total percentage of the account at risk never changes at
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certain drawdown levels. It is because the problem of slow growth ac-
tually disappears that the method can benefit the use of the Fixed
Ratio method later.

The reason this problem disappears is the same reason that it ex-
ists in the first place. The Fixed Fractional trading method requires
that the same amount of additional profits accumulate before an ad-
ditional contract is added. Therefore, the account requires an addi-
tional $10,000 in profits to increase from one to two contracts. By the
time the account is trading 100 contracts, it still only needs a total of
$10,000 in profits to go to 101 contracts. The ability th achieve that
same $10,000 has increased 100-fold! What may have been slow in
the beginning has increased in speed 100-fold at this level. This is
what can be used to advantage in switching from the Fixed Frac-
tional method to the Fixed Ratio method.

The effects of the Fixed Ratio method are almost exactly opposite
that of the Fixed Fractional method. The Fixed Ratio method allows
for the increase in contracts at the beginning to be much faster than
the Fixed Fractional method. However, if $5,000 is required to in-
crease from one to two contracts, the ability to achieve that $5,000
remains constant because the requirement is $5,000 per contract
being traded. Therefore the rate of growth never increases or de-
creases. It remains constant.

First glance would indicate that since the rate of growth remains
constant the total risk on the account would remain constant as well.
This, however, is not the case. After the fifth or sixth increase, de-
pending on the relationship between the delta size and the expected
drawdown, the total risk of the account actually decreases. Recall
that the risk from trading the Fixed Fractional method remains the
same even though the growth rate increases. It is therefore impossi-
ble for the risk to remain the same when the growth rate actually
stays the same. According to this logic, the risk must decrease:

Fixed Fractional method = Increase in growth rate with constant risk

Fixed Ratio method = Constant growth rate with decreasing risk
To illustrate this, consider the risk using a $5,000 delta after trading
8 contracts. If the expected drawdown is $10,000, then the delta to

drawdown is 2: 1. To calculate the total risk at a sustained $10,000
drawdown, first calculate the bottom level of 8 contracts:
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‘No. of contracts x No. of contracts
- No. of contracts x Delta = Bottom level

2

8x 8-
(%) x $5,000 = Bottom level

64-8=56 =28
2
28 x $5,000 = $140,000

Next, calculate the bottom level for 6 contracts. The reason for
calculating the bottom level for 6 contracts is that the delta divided
by the drawdown equals the number of contracts the account will de-
crease during the drawdown. Since the delta size to expected draw-
down is 2: 1, then the number of contracts that can be decreased
during the drawdown is 2; 8 - 2 = 6.

[(6x6 =6) /21 x $5,000 = Bottom level for six contracts
30 / 2 x $5,000 = Bottom level
15 x $5,000 = 75,000.

Therefore, the account is risking a total of $65,000 in profits after
the $10,000 drawdown is sustained and assuming a rate of decrease of
100 percent. If the account started with $50,000 and is now at
$210,000, then the total risk would be 30 percent ($65,000 / $210,000
= .30 or 30%). The top level for 8 contracts is $180,000 plus the start-
ing balance of $50,000 means the increase would occur at $230,000.
This is calculated by changing the minus to a plus in the equation:

[(Bx 8+ 8) /21 x $5,000 = $180,000 + $50,000 = $230,000

The calculation for the exact middle of the bottom level of 8 and
top level of 8 leaves the plus or minus completely out of the equation:

[(8 x 8) / 21 x $5,000 = $160,000 + $50,000 = $210,000

This amount is what is used for the account balance. Therefore,
the risk calculation is a worst-case scenario since we used the lower
level of the 6-contract level instead of the middle-6-contract level.
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Now, double the number being traded to 16 contracts. Even
though the number of contracts has doubled, the rate of growth has
remained the same. The relationship of the delta size to potential
drawdown has also remained the same. Therefore, if the $10,000
drawdown is sustained, the account will still only drop 2 contracts:

16 x 16 - 16 / 2 x $5,000 = Bottom level for 16 contracts
16 x 16 - 16 = 240
240/ 2 x $5,000 = $600,000

Now calculate the bottom level for 14 contracts:

14x14-14/2x$5,000=14x14-14=182
182 /2 x $5,000 = $455,000

Adding the $50,000 original starting balance to the $600,000
brings the account to $650,000 while risking $145,000 of that bal-
ance ($600,000 - $455,000 = $145,000 at risk). This lowers the risk
from 30 percent down to 22 percent ($145,000 / $650,000 = .22).

At 24 contracts, the risk is lowered to 15 percent of the account
and 30 contracts brings the risk down to 12 percent. At 100 con-
tracts, the risk is lowered to less than 4 percent of the total account.
The reason the risk continues to lower is because the percentage of
contracts lowered to the total number of contracts being traded also
lowers. At 8 contracts, a drop of 2 contracts calculates to a 25 percent
drop in the number of contracts being traded. At 16 contracts, a drop
of 2 contracts came to only a 12.5 percent. By the time 100 contracts
are being traded, a 2-contract drop only constitutes a 2 percent drop
in the number of contracts being traded. Therefore, after the trader
has traded a certain number of contracts, the risk curve is continu-
ous to the downside.

By most counts, this is not a drawback to the Fixed Ratio method.
The growth rate stays the same while the risk decreases. It sounds
great, and for that matter, is great. However, there is a trade-off. The
geometric effect is also diminished as the risk diminishes. For exam-
ple, when the number of contracts increased from 8 to 16, the num-
ber of contracts doubled. The total profits during the first eight
increases came to $140,000 minimum profits. During the next eight
increases, however, the profits soared to $460,000 (bottom level of
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16 -bottom level of 8 contracts = $460,000). The number of contracts
doubled but the amount of profits increased by 328 percent. The prof-
its from the first 16 increases totaled $600,000. The total profits from
the second 16 increases totaled $1,880,000. The number of contracts
doubled but the profits increased by 313 percent. However, the size of
the profits increased 328 percent by doubling the contracts once, but
doubling the contacts again increased the profits only 313 percent-a
15 percent slowdown. The first 32 increases yielded $2,480,000 in
profits but the second 32 increases yielded $7,600,000 in profits. The
number of contracts doubled, but the number of profits increased by
306 percent-another 7 percent drop in growth.

This is the trade-off. Yes, it is extremely small, but in the long
run, it can make a difference if the number of contracts continues to
increase. Compare the previous results with how the Fixed Frac-
tional method increases growth percentages.

The Fixed Fractional example used here is one contract for every
$10,000 in the account. For the account to trade 8 contracts, a total of
$80,000 must be in the account. Double the number of contracts to 16
and the minimum account required is at $160,000. The number of
contracts doubled as did the profits. At 32 contracts, the minimum
account balance required is $320,000. The number of contracts dou-
bled as did the number of profits. You may be saying, “Wait a minute,
the Fixed Ratio method was increasing profits by 300 percent + not
only 200 percent.” This is true; however, a one-contract increase with
the Fixed Ratio method is synonymous with an equal increase in the
number of profits per contract. From one to two contracts required a
$5,000 increase per contract. An increase from 99 to 100 contracts
required a $5,000 increase per contract. The Fixed Fractional
method is not on a per contract basis. Therefore, we must compare
the Fixed Fractional increases with the number of profits produced
on a per contract basis. From 8 to 16 contracts with the Fixed Ratio
method, there was a $40,000 increase per contract (8 contracts x
$5,000 = $40,000).

At 8 contracts with the Fixed Fractional method, an additional
$40,000 increase based on a single contract would put the number
of contracts at 480 with an account of $4,800,000. The first 8-con-
tract increase required $27,179 to reach. By doubling the required
single-contract performance of $27,179 to $54,358, the profits grew
from $80,000 total to $1,200,000-an increase of 1,500 percent.
Doubling the per contract requirement to $108,716, the total profits
generated would increase ‘to over $100,000,000, while trading over
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10,000 contracts. Instead of dropping from a growth rate of $1,500
percent, the growth rate increased to over 8,300 percent. You get the
picture.

This example of the Fixed Fractional method is so unrealistic
that there is no way it can ever be implemented at these levels. How-
ever, trading one contract for every $10,000 is a far cry from trading
one contract for every $100,000. To reach a total of 20 contracts with
this Fixed Fractional would take a single contract performance of
$360,000, whereas in the Fixed Ratio method it would only take
$100,000. To increase from 20 contracts to 21 contracts with the
Fixed Fractional method would require an additional $5,000 based
on a single contract performance. To increase from 20 to 21 contracts
with the Fixed Ratio method would also require an additional $5,000
per contract performance. Therefore, at the 20-contract level, these
two methods cross. From 19 to 20, the Fixed Fractional required an
additional $5,263 per contract. However, the Fixed Ratio still re-
quired only an additional $5,000. To increase from 21 to 22 contracts,
the Fixed Fractional method required only $4,762, while the Fixed
Ratio method still required $5,000.

To look at it another way, at 20 contracts, the total risk would be
10 percent if a $10,000 per contract drawdown were to be sustained in
the Fixed Fractional method. In the Fixed Ratio, however, 20 contracts
would be risking 18.5 percent. Therefore, this is the area at which the
rate of growth in the Fixed Fractional method surpasses the rate of
growth with the Fixed Ratio method. Worded another way, the Fixed
Fractional method can be implemented at this point and level off the
total risk to 18.5 percent of the account.

This leads us into the marriage of the Fixed Fractional method
and the Fixed Ratio method. At one point, it is better to switch from
trading the Fixed Ratio method to the Fixed Fractional method. This
point can be determined logically in one of two ways. The first way has
already been explained. The growth rate of the two methods cross,
then the switch can take place. The growth rate switch of the example
given came at 18.5 percent. However, you can switch according to the
risk percentage instead of the growth rate. If you wanted to use the
Fixed Ratio method until the risk was lowered to a constant 12 percent
should a $10,000 drawdown per contract be sustained, then the switch
would not occur until the Fixed Ratio level of increase crossed that
risk level of the Fixed Fractional increase. This means that the Fixed
Fractional method would increase one contract for every $83,333. The
Fixed Ratio method would increase one contract for every $5,000 as
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Figure 16.1 Fixed Fractional/Fixed Ratio crossover.

before but would reach the risk level of no more than 12 percent at 29
to 30 contracts. This is the level at which the account balances cross in
Figure 16.1.

The vertical axis in the figure represents the Fixed Fractional
calculation that equals one contract for every $83,333. This allows
for a very low risk level but from the beginning, almost impossible to
implement. Notice that the straight horizontal line never changes.
The horizontal axis at the bottom represents the Fixed Ratio method
using a $5,000 delta. Notice that the line slopes to the upside as more
contracts are being traded. This line represents the increased capital
required to add on each additional contract. At approximately con-
tract number 17, the methods cross. This is the level at which the
growth factor becomes more potent with the Fixed Fractional method
than with this level of the Fixed Ratio method.
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PUTTING IT
ALL TOGETHER

Throughout this book, there is practical information that you can
apply to your trading. For some, this information may all be new and
eye-opening. For others, it may be confirmation of many previous
thoughts and ideas. Regardless, the information is useless unless you
apply it in actual practice. My goal in this chapter is to help you ac-
complish this goal.

It has been said that when you plan a vacation, where you are
going and when you will get there are not nearly as important as
where you are starting from. If you don't have that piece of informa-
tion, you have no clue about the direction you need to take. Trading is
much the same way. Many traders develop halfhearted goals because
they have no clue how to reach those goals. Part of the problem is that
they are unsure that they have started in the right direction. It is
like being in the middle of nowhere, having somewhere to go, and
hoping you are moving in the right direction. Most traders are not
moving in the right direction.

When traders call me and begin to tell me that they have certain
goals in trading, invariably 1 ask if they have developed a plan to
achieve these goals and the answer has always been “no.” | often tell
traders that before developing a plan, they need to completely stop
trading. Clear the account of all open positions so that when the plan
is developed, they know exactly what they are starting with. For
some, this is not needed. For most though, it is where to start. Some
traders are amazed at what they are doing when they step back and
look at things. Most are overtrading, trading by the seat of their
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pants, or trading blind hope systems. The following is a step-by-step
guide to developing your own trading plan.

TAKE AN ACCOUNT OF WHAT
YOU HAVE DONE

After you have completely stopped trading, go back to the very first
day you ever laid eyes on the market and write down the methods,
systems, strategies, and trades you have ever made. This does not
mean list every single trade you have ever taken. However, if you
have ever opened an account for the sole purpose of writing options,
summarize the experience. Write down as much detail as possible in-
cluding what events lead you to start trading a particular method,
the account size you started with, why you started with that account
size, the type of trading, the frequency of trading, whether you en-
joyed taking the trades (or hated it). Write down how long you traded
the method, whether you stuck with it, (if not, why), the size of draw-
downs as well as drawups. Don't forget to include time variances.
How long did the drawdowns last compared with the drawups? How
long did you stick with the method? Finally, write down when you
quit trading the method, what the final outcome of the experience
was (gain/loss) and what you did with the account afterward.

Once you have done this for every single experience, consider the
mistakes that you made over and over again. Some traders never ever
stick with the method. Others simply get distracted by other “things”
to do in the market. Regardless, you will know where your weak-
nesses and strengths are in trading after completing this summary.
You will also know which type of trading you enjoyed the most. Some
enjoy winning often and don't mind a big loser every now and then.
Others like longer term trading, and still others like being able to re-
search every single trade before placing it. Later when finalizing
your plan, you will be able to look back at this and determine what
type of trading you should be doing.

WRITE DOWN YOUR GOALS

Now that you have written down what you have done, write down
what you would like to accomplish. These goals are not just how you
would like to become a millionaire in the next 12 days. They must be
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much more specific than that. Goals begin with how much capital you
are starting with. When you have a goal of making $1 million in the
next five years, is that goal to reach $1 million risking the entire
starting account to achieve it, or do you only want to risk 50 percent
of the account to achieve the goal? The risk tolerance becomes part of
the goal.

The goal may also include other things such as the manner in
which you want to achieve the end dollar figure. Do you want to
achieve it by spending four hours a day researching the markets after
you get home from eight hours of work? Do you want to be able to
achieve the goal and be completely hands off for time to spend with
your family? Is part of your goal to be able to quit your current job
within a certain time period? These things must be taken into ac-
count. Write them all down.

Also include within the goals the sacrifices you are willing to
make. No amount of wealth is worth sacrificing your wife, husband,
or children, but there are sacrifices. Sacrifice the things that have
little impact first. Maybe you will have to cut out your three golf
games a week or soups at lunch. These sacrifices may only be tempo-
rary until things get rolling smoothly, but be prepared to make them.
My former boss at the law firm, Fred Stoops, used to say, “If you do
what you have to do when you have to do it, then you will be able to do
what you want to do, when you want to do it” | have never forgotten.
It goes back to the biblical principle of sowing and reaping. We do
reap what we sow.

DEVELOP A PLAN OF ACTION

Thus far, you know what you have done, what you want to do and
what you are willing to do to get there. Now comes the specifics. You
must take the information contained in this book and make practical
application with it. There are two vital areas in developing this plan.
The first is the methods you will use. The second is the money man-
agement you will use.

The Methods

If at all possible, develop a diversified group of methods and markets.
This may only consist of two methods and a few markets, or it may
consist of many methods and many markets. Whatever you do, make
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sure you do not begin the plan by overtrading at the start. Go back
and reread Chapter 4 for some ideas on the starting amount needed.
Make sure and double sure that you have done your research on the
markets and methods you have decided to implement. One set of hum-
bers can be very deceiving as noted in Chapter 15. The more you
know what to expect, the better you will be able to prepare for it.

Later in this chapter, | provide additional information about
putting together a portfolio after viewing the overall performance
abilities of a particular system and market. A well-diversified portfo-
lio may consist of one long-term trading method, one short-term trad-
ing method and possibly an options trading strategy or some other
type of system unrelated to the first two. Be careful not to have too
many similar strategies as you will often be on the same side of trades
in both systems. If you have two systems that are longer term based on
trends, drawdowns will often occur in both systems at the same time.

There is one type of trading that | recommend that every trader at
least take a look at. It is what | call “easy money” trading. There are
certain things in various markets that are deemed as “unusual.”
Often, these unusual situations provide very low-risk high-probability
opportunities for the trader who is willing to watch and wait. For ex-
ample, back in April 1997, | gave some interesting research facts to
several of my clients on the OJ market. At the time, OJ was trading
around 68 cents which is extremely low for that market. According to
my research, OJ was extremely close to all-time lows when inflation
was accounted for. The entire contract was worth only $10,000. Ac-
cording to my research, | thought there was a good probability that OJ
would hit 1.30 within the following two years. | also gave some infor-
mation on how to take advantage of this situation with little or virtu-
ally no risk. This trade was as close to as sure thing as there is. Sure,
OJ could have gone down to 50 cents, but as long as traders took steps
to prepare for such a move, they could still hang on. | further stated
that if implemented properly, this trade would most likely yield far, far
more than any mutual fund in the following two years with virtually
no risk involved. Unlike mutual funds that could go bankrupt and ac-
tually go to zero, OJ simply will not do that. Sure enough, on October
10, 1998, OJ hit 1.30. There were a few who took advantage of this sit-
uation; they had to wait, but just when the stock market was making a
huge correction and everyone was scrambling, folks in OJ were laugh-
ing all the way to the bank.

This is just one example. Another is the spread between gold and
platinum. As a rule, platinum trades at a premium to gold due to a
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lower supply. In January 1997, the spread between the two narrowed
to almost nothing. There have been a few brief periods when platinum
actually traded below gold. Nonetheless, for the few who were watching
for such a situation, the spread increased from nothing to over $90
within the next few months. By selling the gold market and buying the
platinum market, the profit potential within that six-month period
was $9,000. It was “easy money.” More recently, heating oil was head-
ing into the winter months at 35 cents. This is ridiculously low. This is
easy money. Buy heating oil and make sure that you won't have to get
out should the market go to 25 cents and eventually, the market will
move up, most likely to the 50 cent area. Again, with the right strat-
egy, easy money.

I highly recommend that all traders look for these situations. They
offer good profit potential with extremely low risks. They can help
boost the account level which will in turn boost the effects of money
management. If you would like to know more about this type of trad-
ing, | suggest you get a copy of Smart Trading Market Letter. It is a
monthly publication that reveals these special situations as well as
ideas and strategies to take advantage of them. Further, there is a
CTA who trades these as well. His name is John Zervas (see discussion
in Chapter 15) and you can reach him at 303-771-7711.

Money Management

The second area of developing a plan is money management. The
earlier chapters in this book should give you just about everything
you need to know to put together a plan for trading. The more you
understand these methods, the better you will be able to apply them
to your own trading. Take the time to understand them as thor-
oughly as possible.

Within the plan, you need to gauge the money management
strategies against your goals. If you do not want to risk a lot of capi-
tal at the beginning, then you will need to be conservative with the
money management strategies you implement. If you want to get to a
certain point as quickly as possible while only risking X amount of
the account, the money management needs to be tailored to those
goals.

In this area, you have a few choices. First, you can either learn
the money management as thoroughly as possible and know what you
need to do for your specific goals and risk tolerances. Second, you can
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plug the information into a money management program called Per-
formance 1, and it will make some suggestions for you. However, if
you choose the second option and decide not to thoroughly understand
the money management principles contained in this book, be pre-
pared to follow the suggestions. 1 have found that many traders who
do not know why they are doing something, won't do it. It is always
best to understand before doing.

When developing the money management portion of the plan, be
specific with every detail. Do not simply say that you are going to use
a delta of $5,000 and a rate of decrease of 150 percent and let that be
the end of it. Calculate specifically the levels the account must
achieve to increase an additional contract. Calculate specifically the
levels at which you will decrease contracts. Do not hesitate to use a
more aggressive delta and rate of decrease at the beginning and then
slow it down later in the plan or vice versa. If your goals are to be ag-
gressive now, and conservative later, then feel free to change the
delta midstream.

CONCENTRATE ON YOUR STRENGTHS,
DELEGATE YOUR WEAKNESSES

Several years ago, | learned that | was terrible at keeping track of all
the orders that had to be placed. | was also terrible at following a
method precisely. | was forever trumping the signals with my own bi-
ased opinion and choosing the signals | would take and the signals I
would not take. | would get out of profits early and hang onto losses
far too long. Sometimes, | would just plain not take the time to make
sure that the orders were all right when | called them in. Now, | real-
ize that there are many “psychologists” out there who can help you
overcome your weaknesses . . . in a few decades, but until then, dele-
gate your weaknesses. If you can't follow a method, then have some-
one else do it for you. Remove yourself from the decision-making
process if you can't pull the trigger. Wow, what a concept. Believe me,
there are plenty of brokers who are willing to follow a method for a
little extra commission. Or, it could be your wife or husband, or the
fellow down the street who has always wanted to get involved but is
scared to risk his own money. He may even do it for free!

When you delegate your weaknesses, guess what that leaves more
time for . . .your strengths. Can you imagine Dan Marino trying to
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kick a field goal? Shoot, before long, theyll have him in a wheelchair
throwing passes. But he will never ever kick a field goal, or for that
matter even attempt to kick a field goal. Why? Because his strength
is in the quarterback position. 1 wonder if | could charge a fee to go
out there and tell Dan that | can help him overcome his weakness in
this area. We can work all week long on his field goal kicking, but
come gameday, he will still be passing and someone else will still be
kicking. However, because he didn't spend any time practicing on his
strengths, they, too, may begin to suffer. If you spend all your time
trying to overcome your weaknesses as a trader, you will never in-
crease what is already strong. Instead, the strengths will become
weaker.

PREPARE A BACKUP PLAN

The only traders who fail are traders who quit. If you develop a plan
and things don't go as planned, have a backup plan. Within the
original plan, you should always have room to continue trading
should the original plan produce losses. For example, if you start
out with a $50,000 account, be sure that you are not risking the en-
tire $50,000 within the first plan. If you are, how can you imple-
ment a backup plan?

As a general rule, develop a portfolio that will not lose more
than 40 percent of the account, worst-case scenario. Therefore,
starting with $50,000, you would switch to your backup plan if the
account draws down to $30,000, but plan on reevaluating strategies
before reaching this level. Sometimes, reevaluating will allow you
to alter the plan midgame and avoid further losses. However, know
what you are looking for when you reevaluate. Sometimes, just
one market or one method may be causing the trouble. Be prepared
to isolate the problem and replace it first before replacing the
whole plan.

Further, the backup plan needs to be more conservative than the
original plan, especially if you allow for a 40 percent drop before going
to the backup. If you start with a $50,000 account and drawdown to
$30,000, you may only be able to implement one low-risk method across
a few markets and trade the “easy money” trades. Or, you may have to
take the longer term strategy that you haven't scrapped and trade mid-
am contracts with it. With a backup plan, capital preservation be-
comes priority. He who fights and runs away, lives to fight another

OPTIMIZATION  STATISTICS AND PORTFOLIOS 229

day. Sometimes death with the ship is not always wise. Preserving
capital may limit your growth factor, but it keeps you in the game. You
don't play if you are not in the game.

PREPARE FOR ADDITIONAL
STRATEGIES AND MARKETS

Proper money management plans include increases not only in the
number of contracts being traded, but also in the number of strate-
gies and markets, or both. There are times when the trading account
can absorb additional strategies or markets without noticeably
adding to the risk. A good rule of thumb is to add to the portfolio once
every 6 to 8 contract increase in the current strategies. You obviously
do not have to have these strategies set in stone before you start the
plan. After you have started trading, then plan on preparing for these
additional strategies. You will have the time to do the research and
the ability to do a thorough job.

Also, it is a good idea to explore trading strategies that are unre-
lated to what the plan is currently trading. If you have a longer term
trend-following system and a short-term swing trading system, then
look at breakout systems or the same systems in different markets.
Just as in the creation of the original portfolio, diversified is the
name of the game when adding strategies and/or markets later on in
the plan.

OPTIMIZATION STATISTICS AND PORTFOLIOS

In Chapter 8, we saw the benefits proper money management tech-
niques can have on portfolios. In Chapter 14, we saw how examining
optimization tests a little closer can give us a more realistic picture of
what to expect from system trading in the future. What we have not
seen is how portfolios can increase our chances of making money
through the eyes of the optimization process.

Recall a few of the final statistics given after applying 496 dif-
ferent combinations of a simple moving average crossover system to
the bond market over an eight-year period. In this section, we will
add 496 tests applied to the Swiss franc market using the same sys-
tem during the same time period. The best results came from using
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parameters of 8 for the short-term moving average and 49 for the
long-term moving average. The statistics are shown in the box.

Net profit $79,000
Number trades 44
Number winners 19
Number losers 25
Winning % 43%
Average win $6,000
Average loss $1,400
Average trade $1,800
Win/loss ratio 4.6
Largest DD $11,000

According to the optimization tests performed on the bond mar-
ket over the same eight-year period, we concluded that we had a 62
percent shot of averaging at last $3,000 per year with that system.
With the Swiss franc, there were 347 combinations that produced
more than $24,000 during the eight-year period. This computes to a
70 percent chance that over the next eight-year period, we should be
able to produce at least $3,000 on average per year.

Relating this information back to the coin-flipping examples, also
recall that if you have two coins and flip them in the air, each coin
has a 50/50 chance that it will land heads up and a 50/50 chance that
it will land tails up. What are the probabilities that at least one of
the two will land heads up? The four possible outcomes of the two

coins are:

1. h,
2. h t
3.t h
4.t t

This means that there are three out of the four possible outcomes
where heads landed up on at least one of the coins. This means that out
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of two coins, there is a 75 percent chance that one of them will land
heads up. If there are three coins, what is the probability that at least
one of the coins will land heads up? These are the possible outcomes:

, h
, t

. h
. h,
h
t,

- 5 -

h
, h
h tt
tht
.4t h
ttt

N OO
>

Here, there are eight possible outcomes. Seven of those eight out-
comes include at least one coin landing heads up. The answer is 87.5
percent chance. Swing this back into the probabilities of making at
least $24,000 in the bond market and $24,000 in the Swiss franc mar-
ket. We said that the probability was 62 percent in the bonds and 70
percent in the Swiss franc. However, our probability of making the
$24,000 in at least one of the markets is 88.6 percent.

30% x 38% = 11.4% chance that both markets will not
produce at least $24,000

We also added the crude oil market into the picture. In crude oil,
there were 334 combinations out of 496 (67%) that made $24,000 over
the eight-year period. This means that there is less than a 4 percent
chance that all of them will not produce at least $24,000. Further,
there is a 96 percent chance that at least one of them will produce
$24,000 in profits during the next eight years.

Not only does the probability go up that at least one will profit, but
the more markets, the higher the probability that more than one will
produce the required amount. For example, with only two coins, there
was only a 25 percent chance that both of the coins would land heads
up. With the bonds and Swiss franc, there is a 43 percent chance that
both markets will reach the $24,000 level. With three coins, there is a
50 percent chance that two thirds will be heads up. With three mar-
kets, there is a 64 percent chance that two of them will produce the
$24,000.
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Finally, we can make a probability estimate on what the chances
might be for one market to make $24,000 and the other to lose $24,000.
There were 20 combinations (4%) in the crude oil that produced a draw-
down of $24,000 of more. In the bond market, there were 18 combina-
tions (3.5%) with drawdowns of $24,000 or more. Therefore, there is an
88 percent chance that at least one of the markets will make $24,000
and a less than Y of 1 chance (.04 x .035 = .0014 or .14%) that one of
the markets will lose $24,000.

All these facts make quite a bit to sift through. What is relevant
for one trader will not be for another. The basics behind these princi-
ples are applicable for every trader. How exactly to apply them to your
own trading is a question you alone can answer. | highly recommend
that you fully understand the principles before applying them. This
may mean going over portions of the book several times. The bottom
line is the more you understand the principles, the better you will be
able to make practical applications with them.

A FINAL THOUGHT

If a trader follows these steps and prepares to stick with them, that

trader is ahead of the game, more than 90 percent of all traders. Some
traders with good intentions and a fine game plan in their head get
sidetracked. Others have a game plan for trading something that they
are confident will make money in the long run but feel the need to
trade more actively. If you develop a plan, delegate the implementa-

tion, and still feel the need to trade, keep it separate from the plan.

Open a $10,000 account and day-trade the S&P when you feel lucky if
you want. But when that money is gone (and it most likely will be), do
not alter the plan. Do not pollute the plan with hunches, trading tests,

or other things that you have not tested or thoroughly researched.
Keep focused and play to win.
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