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The Right Perspective

Make no mistake about it, the vast majority of traders who become involved in futures and forex lose money.  It has taken me over ten years of study, trading, losses, observation and reflection to finally pin down the universal reasons why so many

lose in this game, and what one must do to become successful.

Many years ago when I first started trading commodity futures I chalked up some beginner's luck and ran my account from US$ 12,000 to over US$ 55,000 in a matter of little over three months.  My broker called to congratulate and aggrandized me out of his intent to give him more trades, and thus more commissions, while I was drunk in absolute belief of every word he said.  With an inflated ego, I announced to everyone within earshot that the futures game was easy, and that I was so good at it that I expected to make over a million dollars before the year was over.

The rest of the story you would have guessed.  The payback for my pomposity was swift and severe.  With little knowledge of the market, I had the guts then to hold 20 spreads of hogs and pork bellies, together with some other odd positions.  The market went against me on both fronts.  Prices went down for my long hogs and went up for the short bellies.  The account was down to $ 8,000 before I finally liquidated.

The setback was more than monetary.  I had banked my hope upon the commodity futures market as my shortcut to financial independence.  After I had licked my wounds, I sat down and asked myself some serious questions.  Eventually, it came down to one question: Is it possible to make money from futures speculation, year in and year out?  If it was possible, then I was determined that I would find out how it was done and I would do it.  If it were not possible, I would quit futures forever and do something else.

The answer to my question came from reading life stories of legendary traders past and present.  Speculators like W.D. Gann, Jesse Livermore, Richard Dennis, Tom Baldwin, and a myriad of others were living proofs that one could actually make money consistently in the futures market.  If these people could do it, there must be ways and I was determined to find out at least one way how it was done.  So I continued my search after the devastating loss.

In my early years, I somehow managed to make some money from the market.  But my financial status was far from being successful.  The little money I did make was not enough to achieve financial independence.  What the futures market did take from me were a great deal of my time and efforts.  I read every book on the market that I could lay my hands on; and tried dozens of systems, on paper as well as with real money.

Finally, dissatisfied with my trading result, I thought I had to learn what the insiders were doing.  So I sold my cleaning business and went to work for Merrill Lynch. There, I had the opportunity to watch at close hand hundreds of professionals and

novices at work trying to outguess the market.  The news to me was that the professionals were not doing any better.

Six months after I joined Merrill Lynch, I was given the opportunity to write a market-letter, which included a futures portfolio that I managed.  It was then and there that I began to achieve consistent profitability.  Except for a draw down

of about 10% in the first month, my portfolio was profitable all along in the next two and a half years.  The return had been over 100% per year.  However, it would be another year before I learned the true causes of my failure before, and of the success of my portfolio then.

I didn't make much money before because I failed to achieve a right perspective with regard to the financial market which I traded.  And when I knew what it took to win, I lacked the discipline to carry out the game plan.  Writing the market-letter with a publicized portfolio let me see the wonderful result of disciplined trading.  I also learned that the causes for my failure were by no means unique.

People lose not because they do not have a good method.  If winning is one's only concern, there are hundreds of methods that will work.

People lose not because they do not have enough information.  Every day, there are thousands of conflicting messages thrown at us from the financial media, the brokerage industry, analysts, fellow traders, and the market itself.  If any, we have way too much information.

People lose not because of the "big boys" or the "insiders" manipulating the market. Don't we all know about the Hunts Brothers' silver fiasco?  And more recently, Nicholas Leeson broke a bank in the name of Barings PLC.  These are the true and honest "big boys" and "insiders."
People lose not because commodity futures is a risky game.  Substantial risk and relevant potential reward in the futures come from its leverage.  However, risk in the futures can easily be controlled, and what's left is substantial potential reward.  High reward does not necessarily come with high risk in the futures.  The reasons are explained in various issues of the Futures View, particularly those issues that talk about trading methods and strategies.

We lose actually because of ourselves.  We let our ego get in the way of a highly leveraged money game and, as a result, would not, or could not perform the simple act of "controlling the losses, and letting the profits run."  This is why and how so many people lose in the commodity futures market.

Simply put, those traders who can consistently "control the losses and let the profits run" will win in the futures game.

And those traders who consistently "limit the profits and let the losses run" will lose.

Unfortunately, the vast majority of traders do the latter.

But why?  I believe the reasons lie at a) speculators failing to gain a proper perspective of the game; and be) they lack an understanding of themselves.

First, about the game.  Commodity futures is-a simple game of price movements.  In the price fluctuation, if we buy low and sell high, we'll make money.  On the other hand, if we do the opposite and buy high, sell low, we'll lose.  All the sophisticated issues concerning the fundamental supply/demand factors, and the myriad ways of collecting and quantifying data, analyzing and forecasting the market, etc., have in reality little to do with whether we win or lose.  These are the stuffs of the economists.  Most of us mistake trying to understand the economy (we won't anyway but would like to think we do, and many also enjoy voicing their opinions on it) with playing the money game.  They are two different matters, and are not necessarily related.  In fact, too much information would often hamper our ability to see the futures game in its unique simplicity.  This in turn could adversely affect our trading result.
In the stock market, you may not know anything about the economy or the companies that issue the shares, but if only you would diversify and buy a number of issues and hold, you would likely come out ahead of many professionals.
Commodity futures as a money game differ from the stock market in its leverage.  Otherwise, they are basically the same: games of price movements.  However, leverage makes a big difference and changes the nature of the game.  Leverage enhances the risk and the potential reward, and shortens the time frame of the trades. The increased risk puts a higher demand on the trader to approach the game with better risk management skills.  To buy and hold, an otherwise valid way to invest in stocks, could court disaster in commodity futures.

Instead, the proper way to play a highly leveraged game of price movements is first and foremost by controlling risks.  Traders must learn how to control losses.  Once this is mastered, add the second criterion of letting profits run when there are profits, and we will have the simple and the best game plan there is. 

Any books of value on the commodity futures market would mention this credo of "cutting losses short, and letting profits run."  I don't like the idea of "cutting losses short" as if it is a second thought to a trader who is faced with the losses unexpectedly.  All risks and potential losses should be preconceived with the necessary steps taken to control them before a position is even put forward.  Also, I have not read one book that puts "controlling losses and letting profits run" as the preeminent factor that decides between winning and losing.  I do.

But the fact of the matter is very few traders can consistently "control losses and let profits run."  Why?  Because doing so is against human nature.

When a position is taken based on the belief of the correctness of one’s “research” and the resulting expectation of the future price direction, it is not easy to admit the research could be wrong because of some fluctuation or noise in the market.  A person's self-esteem is at stake here.  If it happens to be just some noise, the small

setback could quickly turn into a profit, reinforcing one's confidence in calling the market.

Next time, when the "noise" gives you another small setback, you would laugh it off. Two weeks later, the small setback becomes a sizable draw down.  Most people at this point would prefer to hold on, sweating and pleading the market to come back. They would gladly get out at breakeven.  However, the market continues to go

against the position.  What next?  Some bail out with a big loss.  They are the smart ones.  Some double up.  Usually, this is the beginning of disasters.

The nature of leverage portends that commodity futures positions generally have shorter time frame, and that losses are part of the game.  Market opinions with our self-esteem at stake, on the other hand, generally demand a longer time frame for the market to manifest itself than the futures money game is able to provide.   Failure to see this often causes undue delay to take losses, which is the main cause why most people end up on the losing side.

Taking small losses is the cheapest way to test the market, trying to gauge which way it wants to go.  In my third year managing a portfolio, I’ve learned to form no opinion on the market.  I watched and waited for the low risk entry point (the majority of these points were breakouts from triangle patterns) and let the market tell me which way it wanted to go.  I named this approach the "Yin Yang System."

Working in the brokerage industry was like sitting in the middle of the information storm.  Every day thousands of conflicting messages were thrown at you.  During the years when I managed my portfolio, there were numerous occasions when I was tempted to second-guess my system because of some “new information” just came through the wire, or another “sage advice” from some guru.  Fortunately, my recommendations were posted ahead of time in my market-letter and were very specific.  A typical recommendation would read like: “Open order to buy December S&P 500 Index at 568.50 stop.  If filled, enter open sell stop at 566.20.  Risking $1,150.”  Since these recommended positions were written and sent out already, I was forced to sit with them.  In time, I appreciated how this arrangement had forced me to trade with discipline.  And when I could look back and compare the results of disciplined trading versus seat-of-the-pants approaches, or compare my result with those of other traders I knew, then, and only then, did I truly realize what differentiated between winning and losing.

It is the discipline.  

In the commodity futures game, discipline means the mental fortitude to make flawless execution based on a game plan, which must include the premise of “controlling losses and letting profits run.”
                                                           John K Mok

PS:  The following 30 issues of Futures View were written some 20 years ago when I was first with Merrill Lynch Canada, and later with McLeod Young Weir.  I am grateful to my bosses at both institutions.  Other than occasional advices they have never exercised any editorial control over what I wrote.  These Views were at first sent exclusively to my own prospects and clients, and later were used as part of both companies’ literatures that were mailed to other clients. 
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