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FOREWORD
A DDI SO N W I GGI N

As I write this in January 2016, the markets are suffering
the worst start to the year since the Great Depression.
And investors are freaking out about the possibility of
another 2008 type of meltdown. I can’t blame them.
By printing trillions of dollars out of thin air and
keeping interest rates close to 0%, the Federal Reserve
has essentially become a bubble machine.
Ever since I wrote my best-selling book Financial
Reckoning Day in 2003, I’ve been warning about the dangers of government market manipulation and excessive
debt. While the day of reckoning hasn’t arrived yet, it’s
hard to deny the dangers of our financial system. With
the boom-and-bust environment created by the Fed, it
seems the next market collapse is just around the corner.
More important, making money in the markets has
become extremely difficult. You can’t simply follow the
traditional “buy and hold” strategy. If you park your
cash in “safe” government bonds, or CDs and other
money market accounts, you’ll collect almost nothing
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in income. On the other hand, if you “buy and hold”
stocks, you risk losing half of your portfolio or more
during the next market crash.
“Price” matters. Knowing when to get into a trade
is important. Knowing when to get out has never been
more vital. It could mean the difference between a
comfortable retirement and just getting by.
For that reason, I’ve spent the last decade looking
for a super trader… someone who could help guide our
Agora Financial readers during these difficult times.
This was no easy task. After all, the best traders in the
world are extremely secretive. They hate sharing their
moneymaking secrets with everyday investors like you
and me.
But I found one exception. Michael Covel is not only
willing to share his knowledge with everyday investors.
He’s made it his mission to show investors how to profit
from trend following, a little-known strategy that has
been minting millionaires for the past two centuries.
Ever since discovering the power of trend following
in 1996, he has been teaching investors how to use
this strategy. More important, he has personally met
and learned trading secrets from some of the greatest
traders of our generation. These are traders who make
millions in up and down markets. And Covel learned
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directly from these legendary traders. We couldn’t have
found a better addition to our team of experts at Agora
Financial.
Michael and I first met in person at a birthday party
for Richard Russel, the late godfather to the newsletter
industry. Richard himself was a trend following savant,
having written and published the Dow Theory Letters
daily since the late 1950s. Michael and I were both
fans. And as it turned out we had a number of things in
common. We both had a penchant for economic documentaries — not just watching them but making them.
I’d just finished releasing my attempt, a film called
I.O.U.S.Α., a “big budget” movie arduously detailing
the four great deficits the U.S. faces: “savings,” “trade,”
“fiscal,” and, the worst, “leadership”. While the film
was nominated for a Golden Globe and shortlisted for
an Academy Award, it turned out to be a very expensive education in film making, marketing, and dealing
with Hollywood.
Likewise, Michael had a similar experience. While
chatting over drinks at Richard Russel’s birthday party,
Michael told me about a documentary film he’d written
and produced on his own, on a similar subject. Michael’s
take was simply titled Βroke, the New Αmerican Dream.
Through both films, we explored the depths of the
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debt-fueled global economy and the often-disastrous
outcomes people get when they expect a free-ride gravy
train to continue indefinitely.
During one scene in Βroke, Michael visits the largest
open-air fish market in the world, the Tsukiji Market, in
Tokyo, Japan. Fishmongers bellow and screech at each
other until prices are reached for fish hauled in fresh from
the trawlers by the ton. It’s here Michael explores one of
the second things we discovered we have in common —
a passionate awe for free markets. A properly functioning free market allows millions of buyers and sellers to
determine price between themselves, without the heavy
thumb of government regulation or coercion of monopolies and price-fixing schemes. (If you haven’t seen Broke,
the fish-market scene alone is worth the effort.)
Over time, I’ve come to appreciate a third perspective Michael is adamant about when talking to investors.
Whether it’s writing, interviewing others, managing his
own money, or helping readers and listeners to his podcast
invest, he follows the KISS principle — Keep It Simple,
Stupid! The last thing you want your investment strategy to be is complicated. For me, the biggest advantage
to Michael’s approach to trend following is not just that
you make money in up and down markets… but that he
makes the explanation simple.
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By making his trading strategy clear, Michael helps
keep investors’ emotions in check and their decisions
consistent with what the market can deliver. In 2008,
for example, when most people lost their shirts, many
of Covel’s private clients made a fortune from his strategy. Jeff P., one of his readers from Illinois, tripled his
money during the mayhem! He sent him a note back
in 2009 saying: “We made just under 100% return in
2008. We can’t thank you enough for sharing the wisdom of trend following with us. Thanks again Michael!”
Peter T., another one of his readers from California, said he made 60% in 2008. Another reader, Patrick
M., says, “Our full-year return in 2008 was in excess of
100%.”
As the Βusiness Insider puts it, “Michael Covel has
spent over a decade making trend trading accessible
to the average investor. Those who have listened and
taken heed to his advice have done well in the wild
markets over the past years, while buy and hold investors have ridden the proverbial price roller coaster to
zero returns or worse.”
These reader and investor results are a big reason
why I decided to partner with Michael Covel now. We’d
been talking for years about working on a project together. But now, with the markets entering into another
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uncertain and potentially disastrous period, I want to be
able to put Michael’s experience, knowledge, and track
record in your own quiver of investment arrows.
To kick off this partnership, I asked Michael to
develop a simple, proprietary trading system for our
readers… one that will help you make money in up
and down markets. Lucky for you, he’s accepted and
even relishes the challenge.
Mr. Covel wrote this book exclusively for you. Inside, he explains the core principles behind trend following and how his system works. The government,
financial media, and Wall Street do not want you to
read this book. Because once you read its content,
you’ll realize you don’t need any of them to become
successful. This book will give you all the tools you
need to make money in our “boom and bust” economy.
Once you start reading Covel’s work, I promise you
will never look at the markets the same way again.
Addison Wiggin
Executive Publisher of Agora Financial, LLC
January 2016

I N TR O D UC TI O N

THE DAY WALL STREET TOLD ME,
“YOU ARE NOT GOOD ENOUGH”
Years ago I interviewed for a trading job at Salomon
Brothers in New York City. That was in 1994, and the
firm was still very powerful. I still can recall seeing
their massive football-field-size trading floor at the
top of 7 World Trade Center, which was lost on 9/11.
At the time, long before I ever knew about trend following, that seemed to be the only way you could get
rich trading.1
But I was told I wasn’t good enough to work at a
big Wall Street bank. It seemed my dream of getting
rich from trading would never become a reality. But
everything changed when I happened to pick up the
July 1994 issue of Financial World magazine.
It featured the article “Wall Street’s Top Players.”
As you can see, the cover had famed money manager
George Soros playing chess. He had made $1.1 billion
for the year.
The article listed the top one hundred paid players
on Wall Street for 1993, where they lived, how much
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they made, and in general
terms, how they made it.
Soros was first. Julian Robertson was second, at $500
million. Bruce Kovner
was fifth, at $200 million.
Henry Kravis of KKR was
eleventh, at $56 million.
Famed traders Louis Bacon
and Monroe Trout were on
the list too.
The rankings (and earnings) provided a crystal-clear
landscape of who was making “Master of the Universe”
money. Here were, without a doubt, the top players in
the “game.” Most of them worked at big financial institutions in New York. But one of them just happened to
be living and working outside Richmond, Virginia, two
hours from my home. Twenty-fifth on the list was R.
Jerry Parker Jr., who had just made $35 million.
His brief biography described him as a former pupil
of Richard Dennis (a famous trend follower). Parker
was described as having once been a twenty-five-yearold accountant who attended Dennis’s school in 1983
to learn his “trend-tracking system.” I studied that list
intently, and Parker appeared to be the only one in the
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top hundred advertised as having been “trained.” For
someone like myself, looking for ways to try to earn
that kind of money, his biography was immediate inspiration, even if there were no real specifics. Here was a
man who bragged that he was a product of the “Virginia boondocks,” loved country music, and preferred to
keep as far away from Wall Street as possible.
This was no typical moneymaking story—that much
I knew. The commonly accepted wisdom that the only
way you could find success was by working in eighty-story steel-and-glass towers in New York, London, Hong
Kong, or Dubai was clearly dead wrong. Jerry Parker’s
office was absolutely in the middle of nowhere, thirty
miles outside Richmond in Manakin-Sabot, Virginia.
Soon after reading the magazine, I drove down to see
his office, noting its lack of pretense, and sat in the
parking lot thinking, “You have got to be kidding me.
This is where he makes all that money?”
Malcolm Gladwell famously said, “There can be as
much value in the blink of an eye as in months of rational analysis.” Seeing Parker’s country office was an
electrical impulse for me, permanently dispelling the
importance of location. But I knew nothing else at the
time about Jerry Parker or trend following.
That sent me on an amazing journey to find out everything I could about trend following and how these
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traders were making millions. In 1996 I launched a
website, where I started publishing information about
these traders and their little-known strategy.

MY MEETING WITH FORMER RUSSIAN
LEADER MIKHAIL GORBACHEV
See, that’s my modus operandi. I take very little at
face value. So when I heard about Jerry Parker, I knew
nothing would stop me from uncovering the secrets
behind his strategy. Trend following simply became
my obsession. In this small world, one of the more unlikely people to have asked me “How do you go about
unearthing details?” was Mikhail Gorbachev. Here’s a
picture of me and Mikhail Gorbachev.
The former president had been told in Russian that
I write about men who trade big money. So when we
were introduced, he asked me
in Russian, “What is it like to
write about these men?” Realizing his time was limited,
I kept it short: “Very interesting.” He waited for the translation. “It must be difficult to
get behind the scenes. How
do you do it?” I smiled and
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said, “Oh, I am very good at digging.” He laughed. No
translation needed there. He understood my English
perfectly.
And that’s what I’ve been doing over the past two
decades: digging to find the moneymaking secrets of
the best traders in the world. I’ve conservatively spent
more than $500,000 of my own money on research.
It took years of digging, uncovering secret insights,
meeting with billionaires behind closed doors, and
traveling around the world to find and review obscure
trading documents.
Professional traders consider the first edition of my
book Trend Following the first comprehensive look at
trend-following trading. Since the book hit the streets,
I have met literally dozens of trend following traders
collectively managing billions. Their positive feedback
has been validation. I never could have expected that
an initially obscure book would lead me to the likes of
Nobel Prize winner Harry Markowitz and hedge fund
managers Boone Pickens and David Harding, but it did.
I didn’t learn what I know from books. I learned directly from the best trend following traders in the world.
These are traders who make millions in both up and down
markets. I couldn’t have asked for a better education.
Normally, only very rich people have access to these
traders and their trend following strategy. But I don’t

6

THE TREND FOLLOWING WAY

think that’s fair to everyday investors like you. I think
everyone should have access to trend following strategies. Which is why I’ve created this new book. It reveals
all the secrets behind trend following. Plus, it gives
details on how my proprietary profit system works.
In the following pages, you’ll discover the main
principles behind trend following.
Ray Dalio founded and runs the world’s largest
hedge fund, Bridgewater Associates, which now manages $155 billion. He knows the importance of principles when it comes to making money:
Principles are concepts that can be applied over
and over again in similar circumstances as distinct from narrow answers to specific questions.
Every game has principles that successful players
master to achieve winning results. So does life.
Principles are ways of successfully dealing with
the laws of nature or the laws of life. Those who
understand more of them and understand them
well, know how to interact with the world more
effectively than those who know fewer of them or
know them less well.
While Dalio is not a systematic technical trend
follower (at least he has not admitted it), his views
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about principles are dead on. No principles? You are
toast.2 Follow the principles laid out in this book, and
you will be able to make money in both up and down
markets.
Before we get started, I do have an important disclaimer about the strategy we’ll be following in our research advisory Trend Following with Michael Covel. See,
professional trend followers normally use several systems
to trade futures contracts across diverse portfolios. That
pure trend following strategy is impossible to implement
in a newsletter format. For that reason, we will not be
recommending futures in Trend Following with Michael
Covel. And instead of publishing all signals triggered by
my proprietary system, we’ve developed a ranking system to limit the number of stocks/ETFs recommended.
We realize this deviates from a pure trend following
strategy. But this is the easiest way to implement trend
following in a newsletter format, while remaining true to
core principles.
As you’re about to see, trend following is a new
way of thinking, a new way of making money that is
entirely different from what you have been taught. It
differs vastly from what you have heard from the brokerage firms, the media, and the government.3 I hope
you enjoy.

C HA P TE R 1 :

YOU CAN MAKE MONEY IN UP
AND DOWN MARKETS
“Success and happiness—the conditions needed to thrive
on this earth—are reflections of the choices we make.”

—Brett N. Steenbarger

The essence of agnosticism is not knowing one way or the

other, and not attempting to form a firm belief about what

you do not know. These days I am so used to the concept

of making money in up markets and down markets that
I sometimes forget how foreign that very concept is for
the average trader or investor. It’s like a rollercoaster, up

and down, up and down, up, up, down, down—with no
predictable pattern as to when up will happen or down

will happen. The idea is to wait and let the market move
in a direction—either way—and then follow it.1

That’s what allows trend followers to make money

in any kind of market. Instead of trying to predict the
future, they simply follow the trend. If the trend is up,

they buy. If the trend is down, they sell. That’s it. And
that’s how many trend followers made money in 2008.
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Ben Stein famously said, “If you didn’t lose a lot
of money during the Panic of 2008, you were probably doing something wrong.” I heard those words and
wanted to scream. His view could not be any farther
from the truth. People made fortunes in 2008 with solid
moneymaking strategies. The winners were not doing
anything wrong; they just happened to have had the
vision to prepare for the unexpected. And when the big
surprises unfolded they cleaned up.
Investors have been conditioned for decades to believe that they cannot beat the market. They’ve been
told to buy index funds and mutual funds, listen to
CNBC, and trust the government. I have news for you:
That does not work! We have all seen one market after
another crash for the last decade. But the powers that be
keep telling us that the old investing ways are the only
ways. Deep in our gut, we know it’s not true. Even if we
don’t know who the winners are, there are winners in
the market, especially in the middle of a crash.2

ANOTHER LIE FROM THE
GOVERNMENT AND MEDIA:
“NOBODY MADE MONEY IN 2008”
The world changed in October 2008. Stock markets
crashed. Millions of people lost trillions of dollars when
their long-held buy-and-hold strategies imploded. The
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Dow, Nasdaq, and S&P fell like stones, with the carnage
carrying over to November 2008. Almost everyone has
felt the ramifications: jobs lost, firms going under, and
fear all around.
Brokers, financial advisors, the financial media,
and the government will tell you that no one made
money during this time. Everyone lost.
But guess what? That’s a big fat lie.
Wall Street is famous for corporate collapses and
mutual fund and hedge fund blow-ups that transfer capital from winners to losers and back again. However, interestingly, the winners always seem to be missing from
the after-the-fact analysis of the mainstream media. The
press is fascinated with losers. Taking their lead from
the press, the public also gets caught up in the dramatic
narrative of the losers, oblivious to the real story: who
are the winners and why?
The performance histories of trend followers
during the 2008 market crash, 2000–2002 stock
market bubble collapse, the 1998 Long-Term Capital
Management crisis, the Asian contagion, the Barings
Bank bust in 1995, and the German firm Metallgesellschaft’s collapse in 1993 all answer that all-important question “Who won?”
There were winners during October 2008, and they
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made fortunes ranging from 5% to 40% in that single
month. Who were the winners? Trend followers.
Many of my trend following colleagues from all
over the country made a fortune in 2008, a time when
most investors got creamed.
Consider this:
• Howard Seidler in Chicago, IL, made 36.12%.3
• Bernard Drury in Princeton, NJ, made 75.65%.4
• Gary Davis in San Diego, CA, made 34.8%.5
• David Druz in Haleiwa, HI, made 48.35%.6
• Mark J. Walsh in Chicago, IL, made 50.3%.7
• Tom Shanks in Chicago, IL, made 96.45%.8
With such great performances, it’s really shocking to me that not many people take advantage of
this strategy.9
But how did they do it?
First, let me state how they did not do it:
1. Trend followers did not predict stock markets would crash in October 2008.
2. 
Trend followers did not make all of their
money from shorting stocks in October 2008.
What did they do? Trend followers made money in
many different markets from oil to bonds to currencies to
stocks to commodities. Trend followers always seem to
do particularly well in times of wild and extended price
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swings, in part because their trend following trading systems programmed into computers can make calculated,
emotionless buys and sells that human traders might be
slower to accept.
The market crash of 2008 offered fantastic data to
see how trend following is so different from most of
the investing world’s mindset.10 But the performance
in 2008 wasn’t just a fluke. The truth is trend followers
have been making a fortune for the past 200 years,
regardless of market conditions.

MORE THAN TWO CENTURIES OF
PROVEN PERFORMANCE
Yvis Lemperiere, a PhD from Cambridge University,
and his co-authors recently published a paper called
“Two Centuries of Trend Following.”11
They back-tested this strategy all the way back to
1800 for stocks and commodities.
And they found consistent extraordinary returns
across different asset classes.
They concluded:
The effect is very stable, both across time and
asset classes. It makes the existence of trends one
of the most statistically significant anomalies in
financial markets.
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Brian Hurst and Yao Hua Ooi, of AQR Capital Man-

agement, and Lasse Pedersen, from New York University,
recently co-wrote another paper on trend following.12

They wanted to test if this little-known strategy

works in a wide range of economic conditions.

So they looked at data going all the way back to 1903.

And they compared the performance of trend follow-

ing against the performance of a typical 60–40 portfolio
(60% invested in stocks and 40% in bonds). Specifically,
they looked at trend following’s performance during the
worst ten market crashes of the past 110 years. As you
can see in the chart below, trend following experienced

positive returns in nine out of ten of these stress periods

and delivered significant positive returns during a number of these events. In fact, it outperformed a traditional
portfolio in 100% of those stress events.

Trend following has outperformed traditional

portfolios in all past market crashes.
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The authors concluded:
The valuable hedging benefits that trend-following strategies delivered during the Global Financial Crisis 2007–2009 do not look unusual when
you consider how the strategy has behaved in
other deep equity bear markets.
Why have trend-following strategies tended to do
well in bear markets? The intuition is that the majority of bear markets have historically occurred gradually
over several months, rather than abruptly over a few
days, which allows trend-followers an opportunity to
position themselves short after the initial market decline
and profit from continued market declines.
And here’s their final conclusion:
We find that trend-following has delivered
strong positive returns each decade for more
than a century.
The performance has been remarkably consistent
over an extensive time horizon that includes the
Great Depression, multiple recessions and expansions, multiple wars, stagflation, the Global Financial Crisis, and periods of rising and falling
interest rates.
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Tobias Moskowitz, from the University of Chicago,
was also intrigued by trend following. After all, most
finance academics believe nobody can beat the market.
So he decided to analyze whether anyone could beat
the market simply by following the trend.
Here’s what he concluded:14
Α diversified portfolio of [trend following]
strategies across all asset classes delivers substantial abnormal returns.
As you can see, you can make money in both up
and down markets. But chances are you did not make
money in 2008 because you were following the “buy
and hold” strategy. I like it to call it the “buy and hope”
strategy because that’s a more accurate description. It’s
a very simple strategy that has only two steps. First,
you buy stocks. Second, you hope stocks will keep
moving higher.
That’s it. If stocks go up, you make money. If stocks go
down, you lose. And if the market crashes, well . . . tough
luck. You might just lose half of your retirement account
in a matter of months, like what happened in 2008.
Does that sound like a good strategy to you? Read
the next chapter and decide for yourself.

C HA P TE R 2 :

THE BIGGEST FINANCIAL SCAM
EVER (HINT: NOT MADOFF)
“It is not the strongest of the species that survive, nor the

most intelligent, but the ones most responsive to change.”

—Charles Darwin

In late 2008, Bernard Madoff shocked the investment

world when he confessed the wealth management arm
of his business was an elaborate Ponzi scheme. Prosecutors estimated the size of the fraud to be $64.8 billion,

based on the amounts in the accounts of Madoff’s 4,800
clients as of November 30, 2008. It was the largest
accounting fraud in American history.

But the Madoff scandal pales in comparison to the

scam I’ll talk about in this chapter. The government is

involved. Universities are involved. Wall Street is in-

volved. The mainstream media is involved. Everyone is

in it. It’s such a widespread scam that I guarantee you’ve
been a victim. I guarantee this has cost you money.
What is the biggest financial scam ever?
The buy-and-hold strategy.
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In the ’80s and ’90s we simply had the biggest bull
market in history. Stocks were going up almost every
year. So the crowds all bought into the “buy and hold”
philosophy. It felt easy. Take this snippet from the Wall
Street Journal:
So how did buy and hold become such an unquestioned piece of received wisdom? Like just about
any strategy, it worked when the market was going up. Stocks rose for such a long time that the
buy-and-hold concept seemed flawless.
Cosmetic and financial services are strikingly similar. They both sell hope. For instance, after the stock
market bubble burst in spring 2000 and after the crash
of October 2008, the concept of buy and hold as a
strategy should have died a stake-to-the-heart death.
Despite everything that should have been learned,
most still follow this strategy.
“Stay the course.” “Buy the dips.” “Never surrender.” Buy-and-hold mantras are junk science because
they never answer the basic questions: “Buy how much
of what?” “Buy at what price?” “Hold for how long?”1
Consider the Nasdaq market crash of 2000. As you
can see in the picture below, the Nasdaq reached its
highest peak in early 2000. It then dropped by nearly 75%, hitting rock bottom in late 2002. The Nasdaq
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didn’t recover to that high peak until 2015. Buy and
hold did nothing from 2000 to 2015. That’s fifteen
years with no return. If your golden years happened
during the 2000s, it was tough luck.
If You Invested In The Nasdaq In 2000, It Took You Fifteen Years
To Break Even
5074.60
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The buy-and-hold investor has been led to believe,
by an industry with a powerful conflict of interest, that
if you have tremendous patience and discipline and
stick with it, you will make money. But you need to
understand that you can go ten and even twenty years
making no return at all, or even losing hugely.
To compound problems, buy and holders often fall
prey to a form of market revenge. You bought, then you
lost, and now you want your money back. You think,
“I lost my money in MSFT, and I’m going to make my
money back in MSFT come hell or high water. I will
just hold on!” Not wise.2
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While you lose money with this “buy and hope”
nonsense, the entire financial industry lines its pockets
with management fees.

WHO MAKES MONEY WITH
“BUY AND HOPE”?
I don’t know any investor who has made a lot of
money with “buy and hope” in the last fifteen years.
Do you? While the “buy and hope” strategy has ruined
the retirement of millions of Americans, it has made a
lot of people in the financial industry wealthy. Mutual funds still make a fortune selling you the “buy and
hold” dream. No wonder they love this strategy. “Keep
the money in the markets. Stick with it. And we’ll keep
charging you a fee every year.”
Mutual Funds Make Billions In Management Fees
10-Year Period

$21.40 Billion Total
Fees Earned

Fidelity Magellan

99–08

$3.70B

Fidelity Contrafund

98–07

$3.00B

American Century Ultra

99–08

$2.30B

PIMCO Total Return

99–08

$3.00B

American Funds Inv Co Amer

98–07

$1.54B

Fidelity Growth & Income

99–08

$1.56B

American Funds Growth Fnd Amer

99–08

$2.10B

Fidelity Low-Priced Stock Fund

99–08

$1.66B

American Funds Europacific

98–07

$1.74B

Fidelity Dividend Growth

99–08

$0.80B

Mutual Funds with Largest Fees
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It’s a great strategy for them. Not so much for you.
As you can see below, their performance is simply terrible. And $21 billion in fees have been paid to mutual
funds for no performance in a ten-year period. Why
pay billions to mutual funds for no performance?
Annualized Returns 2000–083
Market Return

Large Cap
U.S. Stocks

International
Stocks

-0.27%

2.29%

6.06%

U.S. Bonds

Loss Due to Fund Expenses

-2.04%

-3.47%

-1.39%

Loss Due to Emotions

-0.94%

-0.51%

-1.33%

Total Penalty

-2.98%

-3.98%

-2.72%

Average Fund Return

-3.25%

-1.69%

3.34%

Bottom line: Forget stock markets only going up.
When the Fed rigs rates to boost stocks to unsustainable
levels, bubbles, bubbles, and more bubbles are normal.
So can you really stomach your advisor telling you to
“just hang in there”? Mutual fund managers and financial advisors charge huge management fees and deliver no return. Let’s face it: mutual funds’ buy-and-hold
scheme could leave you underwater twenty years from
now. Even during bull markets 90% of mutual fund
managers fail to beat index averages. A child guessing
could beat the overpaid suits. It is crazy to stick with a
manager, a broker, or any other sort of “professional”
who just takes your money to churn fees.
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Is there a way out? Yes. The great traders are not
buy and hopers or fundamental traders. The great traders have a plan to deal with the unknown. They know
how to handle their emotions. They make money when
all hell breaks loose (e.g., 2008). The market winners
are trend followers who have learned how to ride the
bucking bronco up and down for profit.
Charles Darwin wrote, “It is not the strongest of
the species that survives, nor the most intelligent, but
rather the one most adaptable to change.” This also
applies to investing.
Those who blindly follow the “buy and hold” approach will get killed every time the market collapses.
The ones who will prosper are the ones who adapt,
who follow the trend, and who make money in both up
and down markets.

BUY AND HOLD WORKS . . . BUT
ONLY IF YOU LIVE FOREVER
Still not convinced buy and hold doesn’t work in
real life?
Well, imagine you’ve just decided to retire after
turning 65 years old. You’ve saved $1 million, which
seems like enough to support you throughout your retirement years.
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Suddenly, the financial markets go into a tailspin
much like the 2008 crash. And your retirement account
loses 40% of its value in a matter of months.
Now you’re down to $600,000. And you begin withdrawing $60,000 a year to cover your living expenses.
You might think, “Oh, well, I still have $600,000,
and my account could grow in the coming years.”
But here’s the reality.
Even if we assume a generous growth rate of 8% a
year, your portfolio won’t last too long.
You will run out of money by the time you’re 82
years old!
You’ve taken good care of your body; and because
of recent medical breakthroughs, you now expect to
live 20 years longer.
Now you’re 82 years old and expect to live until
you’re 102 years old.
But you have no source of income. You’re dead
broke.
Now ask yourself, is this really an improbable
scenario?
The truth is this so-called longevity risk, the risk that
you might outlive your money, is a real threat today.
Take a look at the chart below. It shows how a typical
retirement account goes through two phases: an accumulation phase (when you’re growing the account) and
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a distribution phase (when you’re withdrawing).
Naturally, you have the greatest amount of money in
the years right before and right after retirement—when
you’re transitioning from accumulation to distribution.
That’s the worst possible time to experience a negative return, because it can have a devastating impact
on your retirement plans.
$100k

Accumulation Phase

Distribution Phase

Wealth

$75k

$50k

$25k

$0k
30

40

50

60

70

80

90

100

If you invest in the stock market over a long period of
time, you will experience market drops of 20% or more.
It’s inevitable. It’s part of financial life. Please understand I’m not making a prediction. Nobody can predict
the future. But the market has historically suffered a
downturn of at least 20% every five years or so. So if
you believe the market will not suffer another downturn,
you’re in denial.
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This could become a huge problem if those losses
happen when you’re close to retirement and have a large
nest egg. That’s because the withdrawals will reduce the
size of the account, making it really hard to catch up.
As a result, the ability of the portfolio to catch up
during subsequent years will be greatly diminished,
and your longevity risk will likely increase significantly.
I mean, if the market drops 50%, your account will
have to go up 100% just to go back to breakeven.
And if you’re withdrawing money to cover expenses,
then the market will have to go even higher for you just
to break even.

Bottom line: unless you expect to live forever (and

have enough time to recover from downturns), buy
and hold doesn’t work.

DON’T BE A SHEEP
When I made my documentary film Broke, one of the
first places my crew visited was a sheep farm.
Let me tell you, those animals were really scared
when separated from the group.
Humans aren’t much different.
Scientists have shown that herding releases oxytocin and makes us feel good and safe.
If something goes wrong, it is far more comforting
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to be with others than to be alone. The old saying “Misery loves company” rings true.
That’s one of the great things about the passive buy
and hold. It’s pretty easy to explain if you just convince people nobody can beat the market and that we
are all in it together. All of us are down 50%, so it’s
no big deal. We’ve all lost our retirement account and
now we’ll be eating cat food, instead of dining at nice
restaurants. But hey, at least we’re all in the same boat.
That’s not how trend followers think. We don’t settle for misery. We’re not afraid of standing out from the
crowd. We know that in order to have extraordinary
performance, in order to beat the average investors,
you can’t just do what everyone else is doing.
Trend followers, like physicists, approach their world
with an open mind. They examine and experiment. Like
physicists, they think critically and ask smart questions.
The skill of asking objective and focused questions (and
then finding the answers) is a key reason why trend followers excel. To be successful as a trader, to be successful
in life, you need to develop an ability to ask those right
questions, those smart questions.
Unfortunately, most people do not ask critical questions when it comes to money and markets. Many simply
accept the mantra “buy and hold is good for you.” That’s
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how they suffered devastating losses in 2008. Don’t just
accept what the media and the government tell you.
Act as a devil’s advocate. Question assumptions.
Check your inferences. Consider the improbable or the
unpopular.4
Don’t put the horse-blinders on and pretend that
trend following doesn’t exist. Buy and hold is not the
only option. If you have a pulse and you still really
want to get rich, trend following is the way to go.

C HA P TE R 3 :

DO YOU WANT TO MAKE MONEY
OR GET AN A IN “HOW TO READ
A BALANCE SHEET”?
“You don’t get any profits from fundamental analysis;
you get profit from buying and selling.”
—Richard Dennis, legendary trend follower who
turned $1,600 into $200 million in about ten years
“Three Stocks We’re Never Selling”
“Facebook Earnings: Three Things That Really
Matter”
“These Oil Stocks Look Cheap”
“The Fed Chair Says Stocks Look Expensive”
“Interest Rate Hike Could Tank Stocks by 40%”
These are just some examples of headlines involving
fundamental analysis.
That analysis never ends. There is so much of it
online you could lose your mind trying to keep track of
it all. That’s what it means to be a fundamental trader.
Does keeping track of it all sound like something
you could do? If you think you could, how long would
it take you to assemble all of the requisite expertise?
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How many years of your life would go by? And even if
you were smart and studious enough, would having all
of the expertise to understand the fundamentals allow
you to know the right time to buy or sell in the markets
to make money in the long run?
That’s the conundrum you face. You don’t want to
get caught up in the idea of using fundamental analysis to trade the markets. Lots and lots of data, but
with no guarantee at all that the fundamental analysis
would actually make you money. I mean, even if you’re
100% right about your analysis, there’s no guarantee
the market will move in your direction.1
Why not stop the debate once and for all by performing this simple exercise: Go to a stock-trading forum and find a bunch of hot fundamental stock tips.
Study the fundamentals of those companies until you
know everything you can possibly know about them.
Get intimate with the P/E (price/earnings) ratio, the
book value, the profit margins, and so on. Do you feel
better now? Are you now more fully prepared to make
your trading decisions? Of course not! Why then do
people persist in searching endlessly for a fundamental
understanding even if it never brings them any closer
to the truth of knowing when to buy or sell or how
much to buy or sell?

DO YOU WANT TO MAKE MONEY OR GET AN A IN
“HOW TO READ A BALANCE SHEET”?

29

A snippet from Yahoo! Finance makes my point:
The main rule for selling is to sell what you see,
not what you think. This rather difficult concept
is counterintuitive, because stocks often climax

and fall off the cliff even while their fundamentals,
earnings history and future look spectacular. Chip-

maker Marvell Technology Group (MRVL) breezed
past Thomson First Call consensus estimates in

each of the past 13 quarters, by 2–11 percent.
Earnings bounded 50 percent or more and sales

went up 31 percent and higher in the past eight

quarters. Double-digit earnings and sales growth

are expected through next year. Profit margins

have also been strong, while cash flow has been
growing. So why is the stock 52 percent below its
all-time high?

You don’t need to know why it is 52% off its all-

time high. Who really cares? You just need to know

where it is now and what you need to do to profit.

So what keeps people trapped in this futile quest for
fundamentals? An associate of mine believes that people persist in preferring fundamentals because they
want intellectual stimulation:
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You don’t sound very interesting at a cocktail
party if you say Glaxo is going down ‘just because it is;’ whereas if you can talk about cancer
drugs, people think you are interesting. Goldman
Sachs salespeople can talk for hours about cancer
drugs, the Chinese GDP and U.S. housing data—
they too like to seem intelligent. You have to ask,
what are you trying to get from markets, money
or perceived intelligence?2
If you’re trying to show off at a cocktail party, no
problem; go ahead, knock yourself out learning fundamentals. But don’t let that influence your buy and sell
decisions. Remember, at the end of the day, the trend
is the only thing that will put money in your pocket.
P/E ratios, profitability, growth forecasts, economic
data, GDP projections . . . None of that will put money
in your pocket.

FUNDAMENTALS ARE RELIGION
Still, a lot of people rely on fundamentals and stories
for their investment decisions. This is not new. People
have told stories for centuries. Storytelling calms and
soothes. Think about religions. Many were created to
satisfy a desire for order. Investors are no different. They
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want “cause and effect” explanations and feel secure in
the illusion that they have a deeper understanding. It
does not matter if the moneymaking strategy works or
not. All that matters is the story. Sheep go to slaughter
much more easily when they’re comforted and showered with sweet nothings.
So how can the religion of fundamental analysis,
taught on every college campus and practiced at every
mutual fund, generate repeatable alpha? It cannot.
Example: The analysts behind a famed financial
website pointed to chocolate pudding in their bio.
When they were young, they learned about stocks
from their father at the supermarket. He would say,
“See that pudding? We own the company that makes
it. Every time someone buys that pudding, it’s good for
our company. So go get some more.”
That story might be cute, but that way of thinking
is childish logic. Krispy Kreme makes great donuts (no
doubt), but its stock is around $13, years after reaching a high of more than $40 a share. The “story” is
irrelevant.
Even the so-called educated don’t see clearly. A
billion-dollar fund invited me to talk. They wanted to
invest money into trend following but were having a
hard time accepting the fact that it was not rooted in
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fundamentals. They were comfortable with a trader
who knew one market only—fundamentally. They worshipped the idea that a trader could know everything
about some one market, which would supposedly translate to profit. They could not grasp trend following.
It does not matter whether you’re trading stocks
or soybeans. Trading is trading, and the name of the
game is to make money, not get an A in “How to Read
a Balance Sheet.”3

FOLLOW THE “FUNNYMENTALS” AND
YOU’LL LIKELY LOSE MONEY
In my book Trend Following, I define fundamental
analysis as the study of external factors that affect the
supply and demand of a particular market. Fundamental analysis focuses on factors such as weather, government policies, domestic and foreign political and
economic events, price-earnings ratios, and balance
sheets to make decisions. By monitoring supply and
demand factors, or “fundamentals,” for a particular
market, adherents believe they can predict a change in
market conditions before that change has been reflected in the price of the market. The vast majority of Wall
Street is clearly a proponent of fundamental analysis.4
Look at value investing, for example. These days
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everyone wants to be “the next Warren Buffett”—a socalled value investor who’s always looking for the next
bargain. Conventional wisdom says find a cheap stock to
buy low and then sell high when the stock is expensive.
Millions of investors have been brainwashed to believe that the secret to making a fortune is to “buy low,
sell high.”
At first, this may seem like a good idea. You scoop
up shares of a company for peanuts. Then you wait for
the stock price to rocket higher.
Sounds great, right?
But just like many other conventional wisdoms, it’s
totally wrong.

How many times have you bought a beaten-down

stock you thought was cheap, only to watch it fall even
more?

Buying low generally means you’re buying on bad

news or when something is out of favor.

Sure, you might get lucky and see a quick recovery

every now and then.

But more often than not, the stock will either keep

moving lower because there’s something wrong with
the company—or you’ll have to wait for a very, very
long time for things to turn around.

That’s why instead of “buying low, selling high,”
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you should “buy high, sell higher.” In other words, buy
things that are already moving up. Don’t bet against
the trend by trying to catch a falling knife just because
you think the stock is cheap. Follow the trend and you
won’t fall into these value traps.
Trend following is not fundamental analysis. One
of the great problems with explaining trend following is getting past the typical fundamental, long-only
bias of the majority of investors. Christopher Cruden,
a technical trader, took on the “fundamentals folly”
when he spoke at the Alternative Investment Management Association:
Αs many investors and a number of members of
the press know to their chagrin, a technically driven investment approach inevitably leaves the manager without a quotable view. His (or her) belief/
expectation/notion that the euro, for example, will
rise or fall against the Swiss franc may or may not
be interesting cocktail party conversation but has
no impact upon the way the computer will react
. . . . I would prefer to finish with a certain currency forecast, based upon my own fundamental
reading of the market and one which underpins
my personal investment philosophy. This is that
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the dollar will inevitably trade at 0.5 euros and
at 2.0 euros. The only problem is I can’t tell you
when this will happen or which event will be first.
On that basis alone, it seems best to stay with our
systematic approach.”
Sounds easy enough, but some people either cannot
or will not accept trend following for what it is. Think
about it this way: Losing traders forecast where the
market will be tomorrow, and winning traders react to
what the market is doing right now. Ask a great trader
where he thinks a market will go, and he will probably
shrug and say the market will go wherever it wants to
go. Reaction is about the business of making money;
prediction is all ego (and delusion).5

NO CHART VOODOO ALLOWED
Technical analysis operates in stark contrast to fundamental analysis. It is based on the belief that at any
given point in time, market prices reflect all known
fundamentals for that particular market. Instead of
trying to evaluate fundamental factors, technical analysis looks at market prices themselves.
But please don’t confuse trend following with technical analysis. This is very important. We’re not looking
at charts trying to predict what will happen.
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See, there are essentially two forms of technical

analysis. The first is based on reading charts and us-

ing indicators to try to predict market direction. I don’t
use things like Elliott waves or Fibonacci retracements.

These are chart methods that try to predict what will
happen. You might as well stare at a crystal ball and

sing “Kumbaya.” This type of technical analysis is
worthless to me.

Trend following, on the other hand, does not

try to predict. Trend followers are the traders who

use reactive technical analysis. They react to market
movements and follow along—without a story.

HOW TO MAKE MONEY . . . EVEN IF
YOU’RE STUCK ON A DESERT ISLAND
Every quarter we’re bombarded with earnings estimates and growth projections from thousands of different companies.

How do you stay on top of all that?

And how about all the financial news and predictions

of what the Fed will do next—and projections of GDP, unemployment, inflation, and other economic indicators?
Not to mention the hundreds of so-called invest-

ment gurus contradicting each other.
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Some saying the market will crash. Others saying
you should buy stocks. Who should you trust?
With all that gobbledygook clanging around inside
your head all day, it’s really easy to get confused.
No wonder folks can’t keep up. With all the noise,
many end up losing tons of money.
But what if I told you you don’t have to drink out of
this fire hose of information.
Investing doesn’t have to be complicated.
Einstein once said, “Everything should be kept as
simple as possible, but no simpler.”
That’s what trend following does.
It filters out all the noise of the financial markets
and focuses on the only thing that matters: trends.
In fact, you could make money from trend following
even if you were on a desert island.
All you would need is one piece of information: the
price.
That’s the only thing that matters.
Tell me something the “market” does not know.
The idea that you can know enough about Apple, oil,
GE, and gold to trade them all the same way may seem
preposterous, but think about what they all have in
common: price.
Market prices are objective data. You can look at as-
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sets’ individual price histories, without knowing which
market is which, and still trade them all successfully.
That is not what they teach at Harvard, Wharton, Kellogg, Stern, Darden, or your favorite business school
du jour.
However, the concept of price as the critical trading cue may be too simple for mass acceptance. For
example, a prominent business anchor said, “At some
point, investing is an act of faith. If you can’t believe
the numbers, annual reports, etc., what numbers can
you believe?” A longtime financial reporter at Fortune
magazine was also on the highway going the wrong
direction: “If some of the smartest people on Wall
Street can’t trust the numbers, you wonder who can
trust the numbers.”
You can never trust those numbers—that is, the reported firm details—completely. Someone can always
alter them (remember Enron had a fake trading floor).
Beyond that, even if you know accurate balance sheet
numbers, how does this help you determine when or
how much to buy or sell? It doesn’t.
The market is always right, and price is the only
true reality in trading. If you want to make money in
any market, you need to mirror what the market is doing. If the market is going down and you are long, the
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market is right and you are wrong. If the market is going up and you are short, the market is right and you
are wrong. Other things being equal, the longer you
stay right with the market, the more money you will
make. The longer you stay wrong with the market, the
more money you will lose.6

C HA P TE R 4 :

NOBODY HAS A CRYSTAL BALL

“Forecasting, n. The attempt to predict the unknowable

by measuring the irrelevant; a task that, in one way or
another, employs most people on Wall Street.”

—Jason Zweig, The Devil’s Financial Dictionary

After a presentation at the Traders Expo in Las Vegas,

an investor approached me. He wanted to explain his
belief that he could trade for profit based on his gut

feeling, using his intuition as his sole decision-making
criterion. I immediately envisioned him sitting in his
big easy chair staring into space deciding how his tum-

my felt. He mentioned a recent book that touted his
belief, but otherwise he had no objective proof.

I said, “Please provide one legitimate performance

record based on your type of decision-making? Just
one will do.” Spoiler alert: there was not one.

That does not stop the prophets, though. Consider

an end-of-the-world announcement put out November
10, 2010, by one guru:
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This is one of those intuitions . . . . We might
even see a test of the post-crash lows of [S&P]
670 again before the market comes back. If any
of you have a lot of money in the stock market,
I’d suggest that now is a very good time to go
to cash. 100% cash. If I were you I’d sell everything in my 401K etc. Sell mutual funds, individual stocks etc. The market is ripe for a correction
and it could get ugly again. My intuition tells me
that it could get worse than we’ve seen in recent
memory. I don’t generally make predictions and
this isn’t a prediction exactly as the price could
certainly go higher.
It is the end of the world, but markets could go
higher. But flipping coins is not how people accumulate wealth. A month later, this same individual was
asked about his prediction not working. He tried to
save face:
I think the markets are in for another series of
problems, which will manifest sometime in the
next week to five years, but the market action is
neutral at this exact moment.
Next week to five years. That’s his call?
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Bullsh** just baffles brains. When you talk bullsh**,
it’s like you’ve thrown a baseball at someone. It is up
to them to consider what you’ve said—that is, to catch
the ball. It is up to them to understand or respond. If
your words consist of big, meaningless words, which
take people time to understand, then you’ve achieved
your goal. Most do not want to appear foolish and will
happily nod and agree just so it appears that they’ve
understood.
It gets more entertaining. Peter Popoff is an
odd-looking fellow whom I first saw while flipping
channels. He is a German televangelist who preaches
money to primarily African-American audiences in the
American South. His videos are outrageous—lots of
hands on the foreheads and supposed miracles of debt
relief along with instant riches in the form of checks
that will just arrive in the mail.
Popoff and his brethren, because there is more than
one like him, that’s for sure, are selling Jesus-based
get-rich-quick and get-out-of-debt schemes to thousands. It’s also the mainstream televangelists like Pat
Robertson. He announced that “the Lord” had told him
that there was going to be a major stock market crash
in 2009 or 2010—a prediction that did not pan out.
It does not stop with preachers. Even the big-name
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celebrities are in on moving sheep from point A to point B.
H & H Imports Inc. surged higher after rapper 50
Cent told his fans on Twitter to buy the stock that sells
his new sunglasses:
HNHI is the stock symbol for TVG sleek by [sic]
50 is one of the 15 products this year. If you get in
technically I work for you. BIG MONEY. Ok ok ok
my friends just told me stop tweeting about HNHI
so we can get all the money. Hahaha check it out
its [sic] the real deal. HNHI is the stock symbol for
TVG there [sic] launching 15 different products.
They are no joke get in now.
Once you become a trend follower, points like
those will elicit an occasional soft smile from you, but
you will never click again as you will know “there is no
there there” behind the link, so to speak.
People so want to believe that there is a crystal-ball
reader who can solve life’s problems. Believing helps
many find meaning—in a world where meaning is
often not to be found. Bottom line, cutting through
garbage is not easy, especially when some prophets
have famous resumes.1

C HA P TE R 5 :

THE FIRST (AND LAST) TIME I WAS
AT CNBC’S STUDIOS

“What is dangerous is for Αmericans not to be in the stock
market. We’re going to reach the point where stocks are correctly priced and we think that’s 36,000 . . . . It’s not just
a bubble. Far from it. The stock market is undervalued.”
—James Glassman, syndicated columnist and
co-author of Dow 36,000, in 1999
The line between entertainment and today’s financial
journalism is very murky. First, consider this dialogue
from Jerry Seinfeld. It’s an instantly recognizable passage for many comedy fans:
NBC Executive: I just wanted to let you know
that we’ve been discussing you at some of our
meetings, and we’d be very interested in doing
something.
Jerry: Really? Wow.
NBC Executive: If you have any idea for a TV
show for yourself, well, we’d just love to talk
about it.
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Jerry: I’d be very interested in something like
that.
NBC Executive: Well, why don’t you give us a
call and maybe we can develop a series.
Jerry: Okay. Great. Thanks.
George returns.
George: What was that all about?
Jerry: They said they were interested in me.
George: For what?
Jerry: Α TV show.
George: Your own show?
Later, Jerry and George are talking:
Jerry: Well, what’s our new show idea going to
be about?
George: It’s about nothing.
Jerry: No story?
George: No, forget the story.
Jerry: You’ve got to have a story.
Α little later:
Jerry: Αnd it’s about nothing?
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George: Αbsolutely nothing.
Jerry: So you’re saying, I go in to NBC, and tell
them I got this idea for a show about nothing?
Just like Jerry and George, I was once invited by
CNBC to their offices. They paid for my travel. I had no
specific knowledge of what they wanted, but the meeting was with producer Susan Krakower, who had invented Jim Cramer’s show. I assumed that they were looking
for new content. Once there, the meeting was in a small,
windowless New Jersey office with Krakower and her
two lieutenants. A Jim Cramer poster hung behind her.
Krakower sat in front of me behind a large desk, and
her two lieutenants flanked me on either side. It was triangulation, so to speak. They peppered me with smalltalk questions yet seemed to have no clue about my
writings, research, or thinking. They had not read my
books. They only had a picture of me that I had not seen
before (something you might imagine an actor brings
to a Hollywood casting call). This was the epicenter of
CNBC’s content development: a glossy headshot.
Krakower asked me to hypothetically program ten
hours of airtime for CNBC. My idea for new programming was blunt: trend following, not more stories. My
ability to play the game was not very good, and it was
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easy to see that candor was taken as an insult. The conversation bounced around for thirty minutes, and—
surprise, surprise—there was no further dialogue.
Walking through the halls of CNBC’s studios that
day reminded me of The Truman Show: a constructed
reality, a staged, scripted TV show. Except instead of it
being one person (Jim Carrey’s character) who does not
know reality is fake, CNBC’s reality plays to a worldwide
audience daily, week after week and year after year. My
views make me a persona non grata with some.
Once, after speaking to an audience of nearly 1,000
in Brazil, and after the audience had just listened to
me talk about the negatives of media, a barbed-wire
question was thrown to rip me a new one: “How are
you different than Jim Cramer?” Now, that question
came after an hour of talking about trend following
in depth—and after I showed how trend followers
cleaned up in the 2008 market crash. But still, it was
a great opportunity for me to explain further. It comes
down to fundamentals versus trend following. If you
watch Cramer, you always have to tune in to stay current—that is the hook. That is not the trend following
process. It is not my process.
Once you know the trend trading way, you do not
need anyone to hold your hand to cross the street. That’s
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a big difference. Although teaching as many people as

possible is my goal and capitalism courses through my
veins, comparisons to Cramer do not equate. My logic
does not win everyone over. One reader complained,

“You trash CNBC and other people, but they provide
very good information if you know how to use it, and

you shouldn’t just trash everybody’s point of view be-

cause there are a lot of smarter people than you, who
have a better opinion.” Punch harder, please. Really get
some shoulder into it if you are going to swing at me.1

TURN OFF CNBC AND WATCH THE
TRENDS INSTEAD
If you turn on CNBC you will see talking heads spout-

ing daily about forecasting. Can we really predict the

future? Or are forecasters full of it? Econometric researchers have tried to predict where markets were
headed for decades, but they have continually failed.

Have they rightfully and finally concluded that it is a

fool’s errand to try to predict the future? No, they have
not! And they will never stop.

Trend following strategy, taking a completely

different philosophical stance, is built on surprises,
not predictions. When surprises are planned for in
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your trading strategy, when predictions are known
as folly from the outset, it is much easier to sit back
and let the market run its course.
That means, of course, saying no to the efficient
market hypothesis (EMH). The markets are clearly
inefficient enough that trend followers, using fairly
uncomplicated trend following rules, can make and
have made serious money for decades.
If enough traders have won with trend following
over a long time using broadly similar techniques, then
that can only mean the markets are inefficient, and
wise investors and traders should take advantage of it.
It is generally accepted that if you invest money in
a well-diversified portfolio of stocks and hold them forever, you will do quite well. But how many people do
that? Occasionally, somebody dies, some widow who
is ninety-three, and relatives learn that she was worth
$48 million because she’d done exactly that—hold on
forever. She bought some stocks available to her when
she was young, she didn’t watch CNBC, and at the end
of a lifetime she died unknowingly loaded. Sound like
a plan for you? It shouldn’t.
CNBC is for people who want to do things more
actively, and doing that is not a blessing. Being more
active in your trading is a curse, especially if you don’t
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know what you are doing. The chances of you becoming a profitable trader simply by watching CNBC is
probably less than 1%. Really successful traders don’t
watch the news for the their decision-making cues.

If you’re an outsider, not working at J.P. Morgan,

for example, and you are trying to be an active trader,

a day trader, a swing trader, someone watching tick by

tick all day long, then you are up against a big hurdle by
trying to beat professional day-traders. You might have

confidence to believe that you can beat professionals,
but are you really cleverer than everybody else?

This idea that you can beat the pros as an active

trader by following the news is an expensive proposition—guaranteed. You may indeed be cleverer than

average, but you’ve got to be quite a lot cleverer than
average. There are many great, clever people out there,

and they spend their lives working 24/7 to extricate
profits from the markets. At least with a trend following philosophy you have a chance.2

CAN TV TALKING HEADS REALLY
PREDICT THE FUTURE?
I could not write this book without chapters outlining
what trend following is up against. In the world of
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financial media, it is a full-court press for your attention (read: your dollars). Yet it always strikes me as
very odd to see people worshipping some kind of fi-

nancial dogma or slick-talking market gurus. Thinking
about that brought back a memory of the now-classic
animated TV series King of the Hill, especially since I
know of people in the financial world just like in this
story (drugs and all).

In one episode, a washed-up former Dallas Cow-

boys football player, Big Willie, moves into Hank Hill’s
neighborhood. This former Cowboy was never very
good, but to weekend warriors like Hank and his bud-

dies, it did not matter in the least. He was a former

pro-football player—he was a god to be worshipped.
That is, until they found out the real story of Big Willie:
Big Willie: Hey, you guys wanna see some stuff

from my career? It’s the football from that kick I
blocked. Oh, and here’s a picture from that kick
I blocked . . . and that’s how I blocked that kick.

Hank: That story gets better every time you
tell it.

Βut later, Hank’s son Bobby notes that Big Willie
is not that admirable a football legend.
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Bobby: You know, for a guy who was a pro athlete, Willie’s drunk a lot.
Many see market gurus as religious prophets. When
TV zombies say it’s time to buy Google or dump Las
Vegas Sands, many follow whatever advice they hear
blindly—mostly because of the name-fame factor. Do
you actually know anything real about these people?
Or could they just be as unimpressive as Big Willie? If
fame is a factor in your market choices, honk the horn
and yell, “Booyah!”
So why do people listen to a talking head making
predictions all day long? Are they thinking, “Maybe he
will help me make millions in the stock market”? Or
is it “Maybe he’s right in his Google timing and I can
make a killing right now”? Or is it really “He’s on TV;
he has to be right”?3

THE “BOOYAH” WAY OF LOSING MONEY
Jim Cramer is probably the best example of this phenomenon. For most people, Jim Cramer’s nightly market calls on CNBC’s Mad Money are still the advice that
sounds most credible. For them, reality is a smart man
with an overwhelming amount of information about
every company under the sun. He appears to be able to
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look into the future and make sound predictions. Why
not buy into Cramer’s advice every night?
Well, here’s a story that I find very interesting. In
July 2011, Cramer wrote about his views on Netflix in
an MSN Money article:
To hold on to Netflix or even to buy it, you have
to take a leap of faith about management, about
Hastings (the CEO) and about his ability to navigate the waters of price increases and payments
to creators of entertainment. For me, as a believer
in the stock, I have to tell you that every time you
count Hastings out, you make a mistake . . . . The
idea that people will leave Netflix in droves because
of an extra couple of dollars seems fanciful to me.
So, yes, I think Netflix is worth it. I believe that
when the smoke clears on the quarter and we see
how few people actually cancel, we will once again
be amazed at the wisdom of Hastings and Netflix.
The chart on the following page shows what happened
to shares of Netflix shortly after his prediction. Shares went
from $41 to $9.58 in the following year. That’s a drop of
76%. Why such a huge drop? The company lost 800,000
subscribers, way more than expected. Which was totally
the opposite of Cramer’s prediction.
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Another Prediction Gone Wrong
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This wasn’t the only bad call from Cramer. In September 2000, right before the tech bubble burst, he
said this about SUNW: “SUNW probably has the best
near-term outlook of any company I know.”
Now, if you look for the ticker symbol SUNW, you
won’t find anything. That’s because the company was acquired by Oracle in 2009 after it lost 98% of its market
value. That’s right: if you had listened to Cramer in 2000,
you would have lost pretty much all of your money.
In 2012, he also said he didn’t like shares of the
auto company Tesla. He declared on his popular TV
show Mad Money, “The stock is very expensive. I don’t
like Tesla.”4 And yet, shares skyrocketed almost 500%
after this call.
I’m not trying to pick on Jim Cramer. There are
hundreds of so-called gurus telling you every day what
will happen in the market. My point is, none of them
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know what will happen in the market. This type of
thing never ends.
People buy into gurus’ predictions about a market’s
direction and tie in their own fundamental talking
points. Later, they invent a story for why it didn’t work
out—and why they were wrong (hint: it’s never their
fault). People then forget who said what, and the same
guru inevitably begins talking up some other market
within short order. People who fall into this cycle may
get some entertainment out of all these predictions. But
if you ask me, that’s a very expensive entertainment.
Heck, it may even cost you your retirement account.
So what can you do about it? Forget predictions.
Live in the moment of now.

THE POWER OF NOW
Perhaps you have heard the expression about living in
the moment of now. What does it mean? The past is
gone and the future is unknowable, but we have right
now. That does not mean we cannot consider our past
experiences or mistakes as useful references. Nor does
that mean we cannot prepare and plan for the future.
It does mean that making decisions based upon what is
actually happening in the moment of right now is how
great trend following traders organize their lives and
produce their fortunes.5
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Instead of wasting their time trying to predict the
future (which is impossible), they focus on what’s
happening now. They simply react to what’s happening. That’s how they’re able to profit from unexpected
events. And how they’re able to make money in both
up and down markets.
Unfortunately, despite all of the evidence, many find
it hard to accept the inherent returns that trend following can generate. They like to argue that trend following
is lucky. But they don’t know what they’re talking about.
If friends, brokers, or financial advisors don’t get it, that’s
fine. They don’t know, and you can’t expect them to
know unless they are doing the same homework as you.
Go try trading using fundamentals alone. Go lose
some serious money. Do you really think it is possible
to amass a comprehensive set of economic data for all
markets worldwide? It’s impossible. And even if you
knew all the information, how would that help you decide when to buy and when to sell? It wouldn’t.
It is vital to focus on what is happening rather than
on what should happen. Trend following is about what
is happening now. It is a very pragmatic strategy. Never lose sight of the famous saying by John Maynard
Keynes “Markets can remain irrational longer than you
can remain solvent.”6

C HA P TE R 6:

THE SECRET OF GETTING RICH . . .
IN ONE SIMPLE CHART

“I began to realize that the big money must necessarily be
in the big swing.”
—Jesse Livermore, legendary trader who was worth
$100 million in 1929 ($1.5 billion in today’s dollars)
Okay, we’ve covered a lot of the main principles of
trend following. But what exactly is trend following?
Author Van Tharp offers a great definition:
Let’s break down the term “trend following” into
its components. The first part is “trend.” Every
trader needs a trend to make money. If you think
about it, no matter what the technique, if there is
not a trend after you buy, then you will not be able
to sell at higher prices . . . . “[F]ollowing” is the
next part of the term. We use this word because
trend followers always wait for the trend to shift
first, then “follow” it.
As you can see, trying to predict whether an asset
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will move up or down is not part of trend following.
We simply wait for a trend to begin, and then jump on
board. It’s a simple idea. But as I’ll show you in chapter 8, it’s hard for the everyday investor to implement
without a trading system.
There are many ways to describe trend following,
but they all come back to the same strategy.
Trend following trading is reactive by nature. It does
not forecast or predict markets or price levels. Prediction
is impossible. Trend trading demands self-discipline to
follow precise rules (no guessing or wild emotions). It involves a risk-management system that uses current market price, the equity level in your account, and current
market volatility. Trend traders use an initial risk rule that
determines position size at the time of entry. This means
you know exactly how much to buy or sell based on how
much money you have. Changes in price may lead to a
gradual reduction or increase of your initial trade. On the
other hand, adverse price movements may lead to an exit
for your entire trade. Historically, a trend trader’s average
profit per trade has been significantly higher than the
average loss per trade.
Trend trading is not a holy grail. It is not a passing
fad or hyped-up black box, either. Beyond mere rules,
the human element is core. It takes discipline and
emotional control to stick with trend trading through
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inevitable market ups and downs. Trend following
seeks to capture the majority of a market trend, up
or down, for profit. It aims for huge1 profits in all major asset classes—stocks, ETFs, LEAPS options, bonds,
currencies, futures, and commodities.
Think of it this way: trend following is the only
strategy that you could use to trade on a desert island.
As long as you have market data each day, everything
else is useless (i.e., CNBC, news, fundamentals, broker
opinions, talking heads, etc.) for making the big money.
The illustration below shows you the secret of getting
rich in the market:
Trend Peaks

Exit

x
Entry

x
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As you can see, trend following does not pick bottoms or tops. You always get into a trend late and get
out late. You cannot predict a trend. That chart might
not seem like a great strategy at first glance, but it is
the foundation of one of the most profitable insights in
the history of market speculation: capture the middle
meat and you can make a fortune.
• That’s how trend follower Michael Marcus turned
$30,000 into about $80 million.
• That’s how trend follower Kevin Bruce turned
$5,000 into more than $100 million.
• That’s how trend follower Ed Seykota turned
$5,000 into $15 million in just twelve years.
If it’s going higher, you buy. If it’s going lower, you
sell. A lot of people find it hard to believe that such
a simple strategy could generate so many millionaires.
But as I’ll show you in the next chapter, simple is better—not just in trading but in life.

C HA P TE R 7 :

FORGET COMPLEX—SIMPLE IS
BETTER, IN TRADING AND LIFE
“Genius is the ability to reduce the complicated to the simple.”
—C. W. Ceran
The markets are extremely complex. There is an insane
number of variables you have to account for. With such
a complex problem, most people look for a complex
solution. If the problem is complex, your solution must
be complex. That’s the bill of goods that you’ve been
sold. But here’s the dirty little secret: The best and the
brightest, the most successful, have developed fantastically simple rules for our ever more complex, chaotic
life. Simple works best. Not just in trading, but in all
walks of life.
I recently spoke about this phenomenon with Kathleen Eisenhardt in my Trend Following podcast. Kathleen is the S. W. Ascherman M.D. Professor at Stanford,
a highly cited author, and co-director of the Stanford
Technology Ventures Program. Her new book (with
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MIT’s Don Sull) is Simple Rules: How to Thrive in a
Complex World.
I highly recommend her book. In our recent call we
explored how and why simplicity tames complexity in
life, business, and nature. You can listen to our conversation at http://www.trendfollowing.com/podcasts/.
Below, you’ll find the transcript. I hope you enjoy this
conversation.
Michael: We’re going to dig into the content
of Simple Rules, but I know you’ve been at this
subject for a long time in papers before your
book. Give me a starting point, a genesis. The
beginning, how this started to happen with you
and your co-author. How did it all start?
Kathleen Eisenhardt: This actually started,
I was working with one of my former doctoral students, Shona Brown. We were looking at
computer companies in like the late ’90s or so.
We were trying to figure out why some could
do product after product after product really
successfully and others couldn’t. It was a global
study and we saw that the companies that had
way too much stock or too many rules could
really efficiently get out the wrong product.

FORGET COMPLEX—SIMPLE IS BETTER, IN TRADING
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On the other hand, we also saw that the companies that had no rules at all were having a
great time but they couldn’t get out products,
either. We started to realize there was this mill
of a small amount of structures, semi-structures, simple rules was really kind of a differentiator. That was the original set of ideas that
Shona and I came up with. Shona was then a
McKinsey consultant and then went on to be
senior VP of operations at Google . . . actually
before their IPO and then after their IPO. She
started using some of the ideas at Google.
I was still in academics, and then Don Sull and
I hooked up, and we said, “Do you know we’re
seeing this not just in the computer companies.
We’re seeing this phenomenon in top executives,
in top firms, and in successful people in regular
life, that they’re able to distill what they’re doing into a small number of rules and then to be
very focused on the one hand on those rules but
also very flexible because the rules weren’t very
many.” So that’s the genesis, if you will.
Michael: I started to notice, going through your
work. I immediately thought to myself, okay,
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I know you have reached out to or looked at oth-

er works of other people in academia, for example. I immediately thought of Spyros Makrida-

kis, I immediately thought of Gerd Gigerenzer,
and boom . . . I saw them both in your index. I
realized that there’s this . . . many people touch-

ing on this subject area but kind of going in their
own different directions. But you brought this
more into the world of business. Even though it’s

more than just business. It could be investing,
entertainment, all different types of fields where
simple rules beat the complexity.

Kathleen: Right, right. That was what we
started. Don Sull, my co-author at MIT . . . He

and I started to realize it wasn’t just business;
it was lots of places; and also I think we both
didn’t really want to write a business book. I’m

in academics, I’ve written lots of academic pa-

pers, done it for books and things. None of my
friends share what I do. So I started thinking,

I want to write a book that my book people
read and a book that’s a broader book. That’s
really why we went to a book that has sports

and entertainment and investing and when we
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give talks, talk about raising our kids, going on
diets. Yeah, we’re trying to pull together some
ideas but also talk to that broader audience.
Michael: Why don’t you just define simple
rules? I mean, we talked about it generally already, but why don’t you define simple rules
from your perspective? Something simple that
people can immediately wrap their arms around.
Kathleen: Okay, simple rules are rules of
thumb, is probably the easiest thing to think
about that simple rules are cognitive shortcuts
that save on effort and save on attention. The
popular way of calling them is rules of thumb.
Maybe extend that definition just slightly for
your listeners. Simple rules means three things.
It means simple rules are simple—two, three,
four, five, something like that. Secondly, simple rules are unique in the person and in the
situation. So you may have rules for investing
given your situation, and I may have different
rules given my situation. And then thirdly, simple rules are focused on a particular activity. It
could be choosing what to eat, it could be what
to invest in, it could be how to hire, it could be
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which firms to partner with. But it’s focused on
a particular activity.
Michael: Let me give an example, a more complicated example, to let you talk about for a moment, and then we’ll work back to some other
ideas. I can look at a situation right now. I can
look at . . . for the last, in the investing world, the
currency-market interest rates. The Federal Reserve has gotten so much press in the last five or
six years. Much of the work the Fed does is based
off these very complicated econometric models.
But we can all go back, and I don’t necessarily
mean this to pick on anyone, but we can look at
the comments from many of the people before
the crisis and they had really no idea that there
was going to be a crisis in ’08, and then the
same people are involved in trying to fix it after.
It makes you wonder. It’s like, “Well gosh, these
are some brilliant people with these fabulous
models.” At least, we come to think that they’re
all fabulous models. But the results of some of
the biggest things in our life, at least in markets
and money, the complication doesn’t seem to
get us the results we need.
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Kathleen: Yeah, that’s, I think, really an ironic
observation, and I think the idea behind simple
rules is that when you have a complicated, interconnected world like the Fed oversees, if you
model it with complexity, in fact, you just get
things that . . . you just get models that don’t
predict very well. Because what you’re doing is
essentially modeling the past. At least one of
the big reasons.
So I think that maybe why Janet Yellen, whether you agree with her or not, has actually . . .
comes out now with fairly simple rules. In fact,
they are very simple. One of them is she’s going to raise interest rates when unemployment
drops below 5% and inflation goes over 2%.
What is I think useful about that is that she has
essentially simplified her own job but also communicated to investors, to business people and
so forth, her plan of what’s going to happen,
and so you can do your own planning because
you understand what she’s going to be doing.
Not maybe that she should be changing those
rules at this point, but certainly for a couple of
years anyway we’ve all been able to know that’s
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the target, that’s when the Fed’s going to raise.
So I think that’s an illustration of both how sim-

ple rules can simplify an economy and how it
simplifies an economy in a way that the rest of
us can also go about our business.

Michael: You’ve got a great example in your
work. Talk about the South Pole in around 1912.
Kathleen:

Nobody ever asks me about

that one. That’s the South Pole expedition of
Amundsen versus Perry. Amundsen being the

Norwegian explorer and Robert Perry being the
British one. What’s interesting about that one is

Perry had what one would have thought were

all the advantages. He had Arctic experience,
he had fantastic equipment, he had a lot of
money, he had a lot of men.

He ends up with an expedition where he has
three modes of transportation—dogs, ponies,
and some motorized sled—none of which end

up working in the end, and he ends up having
to actually pull his own sled. They run out of
food, and so on.

By contrast, Amundsen has a much simpler set
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of rules that are around basically focusing on
traveling with dogs. So he was very focused
with a small team using dogs pulling sled travel that he observed in the Arctic, and now he’s
in the Antarctic, so the South Pole, and he has
a couple of simple rules about dogs. One of
which is always have a lead skier because dogs
want to follow someone. The second rule was
stop every hour because dogs need a break, and
the third was go a consistent number of hours
every day because dogs like to be in a rhythm.
So it was really all about the dogs. It was a very
simple set of rules. They also had some simple
rules around eating and some other things, but
mainly the dogs were important. In contrast,
you have Perry with his dogs and his ponies
and his other things. Plus, the British pride
themselves on knowing all about dogs, but they
know about hunting dogs, not Arctic dogs or
Antarctic dogs, so I think that’s a great illustration of simplicity conquering complexity in
a novel situation.
Michael: There seems to be this desire or this
drive amongst a certain part of the population
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that complexity . . . and there’s more and more
school and just really brilliant people pursuing
these more and more complicated-type systems. But what about the ego? Have you found
something in your work, the types of people
that can let go and just say, “You know what?
Simple’s okay. I know I can’t control it all. Simple will get me to where I want to go better
than your complicated.”
Can you kind of compare and contrast the personalities that might choose simple versus not
simple?
Kathleen: Michael, you’re asking me some
great questions. Nobody ever asks me this. Yeah,
I think I can, actually. I think people who complicate things . . . There are probably two kinds
of complicators. One are people who are risk
averse, so they just want to lock everything down
so there’s no problem. If they plan for every contingency they’ve got it covered. The problem is
you can’t predict contingencies necessarily.
So there’s the risk-averse people. There are also
the people who make a living out of being complicated. So we might think of . . .
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Michael: You’re being very diplomatic about
that.
Kathleen: Well, I don’t want to jump on lawyers, but I think we don’t need lawyers if the
laws are simple, but they aren’t. So I think we
have lawyers, accountants, lobbyists, all make
livings, particularly in the government sector,
on having a complicated world that only they
can decipher.
So I think it’s both risk aversion and making a
living off it is why you see a lot of rules. By contrast, I think people who are more . . . let’s say,
simple in the right way, simple in the sense that
they have . . . it’s not that they have no rules,
but they have some, I think are people who are
more risk taking and probably more strategic
because great simple rules are strategic, they
aren’t just . . .
That’s why your rules are not my rules. That’s
why, let’s say, you’re in your mid-30s and you
have no money, your investing rules might be
different than mine. If I’m in my 50s and I have
a lot of wealth, I might be investing completely
differently than you are and have different rules.
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So simple rules are strategic. And then there’s
the people with no rules, who sort of enjoy just
saying, “Well, you know, we just, like, go with it.”
And they don’t get much done, either. So there’s
really three kinds of people, if you will. There’s
the risk aversion, make my money off it. There’s
the more risk takers, strategic people. And then
there’s just people who just like to wing it, and
the wing-it people don’t do too well, either. But
maybe they’re . . . they’re probably more fun to
be with than the risk-averse ones.
Michael: Let me expand on your bringing up
attorneys, complication. That can easily lead
to a conversation about politics and something
like the tax code. And I think everyone, regardless of political stripe, in America looks at the
tax code and just says, “What in blazes have we
got here?” This is what I find interesting about
the simple-rules concept.
Everyone knows the United States of America
tax code needs help, but are we ever going to
get to simple rules in the tax code because of
politics, because there is an incentive for various political stripes to—and this could go both
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ways—to use the tax code to their advantage
for political gain, and so even though some-

one like yourself might map out a structure, a

simple rule structure that can make sense for
the vast majority of people, there’s a chance we
might not ever get there when it comes to simple rules for the tax code.

Kathleen: I think you’re right on all counts
there. Everybody wants a simpler code—well,

almost everybody—but we don’t seem to be able

to get there, and I think there are special inter-

ests that . . . there are the risk-averse people who
feel that you have to legislate everything and

legislate risk out of life, which we see is coming in California. Basically, it’s an over-regulated state. But you often see the special interests

giving loopholes to various industry groups, for

example, or other kinds of groups. It seems like
it’s not going to get simple until the Republicans

and Democrats maybe start working together,
and while I certainly don’t think it’s my fault as

a Tea Party, Freedom Caucus kind of girl, there’s

something to be said for their message of less
government.
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Maybe not much to be said for their inability to
compromise, but certainly that message of . . . if
both parties could get into a sense of “let’s have
leaner government, save money, give it back to
people,” I think we’d all be better off.
Michael: There’s something to be said too for
. . . also, when an individual or a company uses
simple rules, and maybe those simple rules are
not intuitive at first, but to see the results from
simple rules. I don’t know if you have any examples that come to mind. Perhaps somebody that
was swayed to go to simple rules or didn’t start
with simple rules, and they made the transition,
and they have that “aha” moment where they all
of a sudden just realize, “Wow, this is so much
better than where we were.”
Kathleen: Yeah, I think . . . actually, an interesting one recently is Mary Barra, the CEO of
General Motors. I used to be on the General Motors finance board, and I got a good chance to
see General Motors, and it’s a very complex organization. Big, complicated organization. And I
think she’s trying to simplify it. One of her most
recent attempts is looking at the GM dress code.
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GM dress code was five pages long and had a
contingency for factory workers, if you’re on
the racetrack or wherever you were there was
. . . GM specified what you should wear. She
simplified that down to “dress appropriately.”
Just two words: “dress appropriately.” End of
story. And I think she’s a person who’s trying to
slash bureaucracy.
Don and I have also worked with a number of
companies, probably in the $100 million to a $1
billion range, helping them use simple rules. So
one of them was a company that was innovating
in dental products, and they had an award-winning product, but they were having difficulty
selling it. In a sense they would call up a bunch
of dentists, and they’d get maybe a 2% or 3%
hit rate of dentists even wanting to talk to them.
So they developed some simple rules of what
an ideal dentist is. Try those out. It was rules
like “An ideal dentist is thirty-five to fifty, owns
his or her own practice, is innovative.” Well,
it turned out those simple rules didn’t work
very well because it was hard to tell how old
somebody was. It was hard to tell whether they
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owned their own practice. So it was hard to implement the rules.
They realized, in the course of trying to develop rules, there were two simpler rules. One was
“Call on dentists with innovative websites.”
That was a signal that you had a dentist that
had the money and that had the interest in doing something cutting edge.
And then the second rule was around credit
scores. Check out the dentist’s credit scores.
So what they were trying to get was dentists
who pay their bills who are innovative. Their
hit rate went up to something like 60%, 70%.
So, amazing difference.
Obviously, revenue went up, costs down, in
terms of a lot lower their sales cost. So that was
just an example of roughly a small company
with a huge impact in going to simple rules.
Michael: As the son of a dentist who’s been
practicing for over forty-five years and still
practicing and fits all the criteria that you talked about the good things . . . except I keep
telling him, “Dad, your website is terrible.” He
says, “Oh, my younger partners . . .”
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Kathleen: So maybe we missed your dad in
those calls. I don’t know, but . . .
Michael: But the idea’s not . . . you’re not
going to get everybody under the curve. Not
everybody under the adult curve is going to be
in the simple rules.
Kathleen: Right, right, but what you’re going
to do is you’re going to massively improve your
probabilities—that’s the idea. So you’ve now
made it much more likely you’re calling on the
right people and they want to hear your message.
Michael: You know as a guy that grew up
playing a little baseball, I love that you brought
up the example with Billy Bean. Why don’t you
talk about the Oakland A’s? It’s not too far away
from Stanford. A little hop, skip, and a jump.
It’s a lot of traffic. It’d take you many hours to
get there. But why don’t you talk about Billy
Bean and . . . here we know a guy that . . . for
those that have read Moneyball . . . a very highend statistical analysis of players and how he
selects players. But, he had a lot of old-school
scouts, and he gave those old-school scouts
some pretty rules to try and take into account
everything he was thinking about.
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Again, it wouldn’t be perfect, but why don’t you
talk about the simple rules he used?
Kathleen: Billy Bean’s a great example. He’s
the general manager of the Oakland A’s, as
probably many of our listeners know. Anyway,
he came up with the moneyball idea, one of
which was “Pick players who have high on-base
percentage.” That was a breakaway from picking players, for example, who have high batting
averages or hit a lot of home runs. He said, “No,
it’s all about on-base percentages not making
out.” He started picking players on that basis,
became successful doing that, among other simple rules. What the movie that was . . . the Brad
Pitt movie about Billy Bean really focused in on
those rules as the Michael Lewis book.
What was not shown in either the movie or the
book was the fact that Billy Bean went to simple
rules but he also increased the number of oldline scouts. So what he was trying to do I think
was more efficiently use the scouts. Give them
a sandbox of “here’s where we’re playing,” and
then let them use their talents to choose within
that sandbox.
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So that’s the first thing that really happens
there is, yes, he goes to statistics, but he also
uses baseball guys who then can look at talent
and don’t waste their time looking at players
basically because the team’s not interested in.
Michael: He had little things too like “No highschool players and no kids that drink a lot.”
Kathleen: “No high-school players,” “No kids
that drink a lot” were some of the rules. Another one was around pitches and strikes because
base on ball is just giving . . . just giving the
other team a free pass. What happens, though,
which sometimes happens in simple rules, and
it certainly happens for the athletics, is other
people started to figure out what the rules were.
So you’d see the Boston Red Sox copying the
Oakland A’s’ rules with a bigger payroll, and
they were the first World Series in, what, eighty,
ninety years, something like that, in 2004. And
so I think the really interesting next part of the
Oakland A’s’ story is, okay, the original rules
were great, but now everybody copied them.
What are the new rules? And you started to see
the Oakland A’s switch into new rules—for ex-
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ample, around lefties and righties, one of their

new rules, which then started to get copied
to get another back, I think trying to reinvent
what the rules are again.

But it’s kind of an interesting saga of how Bil-

ly Bean has kept reinventing the A’s with new
simple rules.

Michael: Since you’ve got so many cool ex-

amples and we’re already in athletics, I should
take you back to Stanford, and you’ve got a

great example. You talked about the Stanford
strength coach. Why don’t you explain what
happened there? I think it’s a great example.

Kathleen: Yeah, the Stanford football team,
for those of you who follow football, was really

miserable for a long time. The only good thing
about that as a Stanford fan was it was easy to

get a seat. Now it’s hard because Stanford has

. . . is now ranked number eight in the country.
Been a top football team for probably last five,
six, seven years. Eight years, maybe.

A big part of that turnaround . . . one part was

Jim Harbaugh, but the part we focus on in the
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book is Shannon Turley, who’s the strength
coach. And what Jim and Shannon realized at
Stanford was it was very hard for Stanford to
get players who were both Division I players
who could play at Alabama and who also could
get into Stanford and meet the admissions criteria. That’s a very small number of people.
So they realized that they had to change what
strength training was about. At most schools,
strength training is about being stronger. Bench
pressing more and lifting more. At Stanford
strength training is about staying injury free.
Apart from injury free being the right thing to
do for players, it’s also the strategic thing to do
for Stanford because we don’t have a very deep
team, and so that keeps our best players on the
field and not getting hurt. So the injury rate
with Shannon Turley’s system has gone down
probably 80% or 90%, the number of serious
injuries at Stanford.
So, basically, our guys are healthy because of
the simple rules that Shannon uses around
staying injury free and also training to play
your position, not just lifting mindlessly. So he’s
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also got a couple of specific things that he does
depending on whether you’re a wide receiver
or not. So it’s about staying injury free. It’s the
simple rules around doing that.
Michael: I must ask, since we’re talking about
Stanford, I’ve been on the campus one time, and
it is . . . it’s an amazingly large campus. Wow.
Kathleen: Yeah.
Michael: It just takes you away. I don’t know if
there’s a campus any bigger than that in America. It’s amazing.
Kathleen: Well, it was the Stanford family’s
farm, and so it’s a huge campus, plus the shopping center in Stanford, plus the land over where
Hewlett Packard’s has its headquarters in Stanford. I mean, yeah, we have a massive campus.
Michael: Let’s break apart a little bit more
of some of the detail, and you’ve seen simple
rules, from your perspective, go through several incarnations. Why don’t you go ahead and
briefly describe simple rule 1.0, 2.0, and let’s
break apart 3.0 in a little more detail?
Kathleen: Okay, well, one point I was really
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defining what the rules were. Two to five rules
you need to be focused on an activity. The second thing we realized was there’s different kind
of rules. So, for example, there’s boundary rules
for picking what you’re going to do when you
have too many alternatives. So we . . . for example, Google had hiring rules for hiring computer scientists that were rules like “Hire unusual
people.” Like, somebody who’s done something
eccentric. So we started to realize there were
different kinds of rules like boundary rules or . . .
Michael: Hold on. Explain that rule for a little
bit more. Hiring people who are eccentric. So
the people that are listening, what do they put
on their résumé now if they want to get hired
by Google?
Kathleen: There’s a couple of things. Yeah,
I mean they wanted [inaudible 25:39] right
schools and that sort of stuff, but to really get
the people they want, great Googlers, it was
somebody eccentric. Like you had something like
you rode a unicycle or you were a stay-at-home
dad for a while. You backpacked in Africa for six
months. It was things that were just different.

83

84

THE TREND FOLLOWING WAY

The idea was that you got more creative . . .
that Google would be able to hire more creative
computer scientists that way. That was a signal
of creativity.
The second thing they were looking for was references of Googlers, of other Googlers because
there the idea was Googlers know what a good
Googler looks like, and they want to work with
good Googlers. Therefore, they’re going to pick
out the right friends and refer them. And then the
third thing which maybe your listeners should
know is Google would reject you immediately
if there were any kind of fudging or falsifying
your résumé. Even a little error in your résumé
because Google felt that it was important to have
high-integrity people.
So that was a way to screen out from the thousands of résumés who were a smaller number of
people who they were going to focus on and interview. That was a set of rules that were around
picking people, which are boundary rules.
Michael: I didn’t mean to interrupt because
I knew you were going to move to . . . there’s
priority rules, how-to rules, timing rules, exit
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rules. I’m going to let you talk about them all.
Kathleen: No, I’m not going to talk about . . .
do you want me to talk about them all?
Michael: Oh, sure, sure.
Kathleen: No. Well, I don’t know about that.
I’ll tell you about some. But there’s rules for
picking, and there’s also how-to rules of how
you’re going to do whatever it is you’re doing.
So I think one of my favorite examples is the
White Stripes.
Michael: The band?
Kathleen: Yeah, the band. I’m not quite sure
how to describe them, what adjective quite
captures them, but . . .
Michael: “Eccentric.” “Eccentric” captures them.
Jack White is eccentric.
Kathleen: Yeah, they’re a pretty crazy band.
But they actually have rules that they’re very
proud of, and when they did their hit the White
Βlood Cells, they had rules like “no guitar solos,
no blues, no bass.” So just a few rules. Within
that they did eighteen songs in ten days. Had
an amazing album.
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So that’s how-to rules. Those two kinds, boundary
and how-to, tend to be pretty easy for people to
learn. What’s hard for people to learn is rules about
time. Rules about rhythm or sequence that you do
things. So, for example, there was one company
that we worked with that had a rule about product
releases. In fact, we saw them releasing a product every nine months, every nine months, every
nine months. And what that did was it synchronized marketing, engineering, and other parts of
the company that had to work together.
Pixar is another example where they are on a
rhythm of a movie a year, a movie a year. So
rules about time tend to be more sophisticated
and harder to learn. We also . . . I’ll go one last
kind of rule. That’s the hardest kind of rule to
learn is a stopping rule. We’re all good at starting things, we’re not good at stopping things,
whether it’s selling a stock, ending a relationship, stopping a partnership, or whatever. And
it’s stopping rules are hard to learn.
We worked with one company that finally came
up with . . . they’re partnering with their key
process, and they had a rule for who to pick, but
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they also had a rule that said, “If our partner’s
not selling our product within three months,
the partnership’s over.”
So the stopping rules are particularly important. Hopefully it gives you a flavor. A little bit
of a flavor of the rules and why the rules . . . I’ll
tell you why the rules are important, the different kinds. Firstly, there’s different kinds. Then
we learned that some are harder to learn than
others, and then we learned that some are more
closely related with performance. So the harder-to-learn rules like stopping, like time tend to
be even more correlated with performance than
other rules like boundary rules.
Michael: Yeah, essentially, you bring up the
exit, stopping. In my world, the investing world,
it is pretty important, and I can think of a very
well-known trader and one of his favorite things
he’s said to me, and he’s said this in public many
times, “The only thing I can control about the
markets is how much I’m willing to lose.” Every great trader/investor is really saying, before
they get into the market, “I’m willing to lose this
amount of money.”

87

88

THE TREND FOLLOWING WAY

What the average person doesn’t understand is
that that is what the great trader is doing with
their simple rules. Whereas the average person
might not necessarily think that that’s the most
important thing because they’re more fixated
on the money they can make versus the money
they can lose, and they can control that with a
simple rule.
Kathleen: Yes, that’s right. I think . . . in fact
I’m trying to do it in my own portfolio, though
it’s so much easier to buy and then sell, but
yeah, I know one very successful trader who’s
got a rule. If I lose 10% of my investment, I’m
gone, I sell.
Michael: Yeah. Let me dig in one more little
concept with you while I have you here which
we haven’t talked about, which is the bottleneck. And so much of the simple rules are
about getting through the bottleneck. Have an
objective, get through the bottleneck, and then
figure out these rules that really navigate the
bottleneck. Why don’t you talk about the bottleneck from your perspective?
Kathleen: The bottleneck is the middle step
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in the three-step process to create simple rules.
The first is the objective. What do you want
more of, what do you want less of? You want
more revenue, lower costs, better health, whatever it is. That’s usually easy for people to do.
The second step of the bottleneck is, what’s
keeping you from achieving whatever that
objective is? For example, an interesting case
recently is Netflix and the problem that they
faced when content became expensive for them
and they decided to do their own content.
So the objective was, how do we do our own
content that becomes very successful? So successful content was their objective. The bottleneck. If they thought about the bottleneck.
What traditional media sees as the bottleneck
in television, using the term television literally, is great writing. Great writing is what makes
The Sopranos a great show, the Mad Men a great
show. The Netflix guy said, “You know, that’s
not a bottleneck that will win for us because everybody else has already solved that bottleneck.
They went to a different bottleneck which was
directing. Directing and programming. So directing. Essentially what they did was go to
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‘A’ list directors—that was really very unique
on television, which then created a cinematic
quality for what they did.
So the bottleneck is the process that keeps you
from getting the objective. In the case of Netflix,
it was “Let’s go to directing and really solve that
and put simple rules around that.” If it’s your
personal health, it might be “More exercise,”
but then there might be “More weight loss.” It’s
really up to . . . or “Better eating,” rather.
If it’s . . . to go back to the Google example of
computer scientists, that rule came from looking at the fact they weren’t getting the innovation they wanted and realizing the problem
wasn’t how they organized the innovation. The
bottleneck wasn’t how they organized innovation. The bottleneck was who they were hiring,
and then . . . so hiring became the bottleneck.
So the bottleneck requires thought. Real
thought of how . . . what is really keeping me
from what my objective is? And then once
you’ve got that bottleneck solved, it’s then fairly straightforward to come up with the rules.
Michael: It is just a fascinating topic area to
dig through. It’s going to keep you busy forever.
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Kathleen: It’s keeping me pretty busy, yeah.
I’m having a good time with it and it’s . . .
I think my life’s better. I think my friend’s life
is better, and hopefully other people have enjoyed reading the book.
Michael: Kathleen, where can we send people? The book Simple Rules is on Amazon, it’s
everywhere. Where else can we send people?
Your homepage at Stanford? They can find papers, etc. Is there another page we can send
them to, another website?
Kathleen: You can also send them to my
co-author Don Sull. Donald Sull, , at MIT, and
of course, come to my webpage at Stanford.
Michael: Kathleen, thank you for taking the
time today.
Kathleen: Yeah, thank you, Michael. I appreciate it.
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WHEN IT COMES TO TRADING, YOU
COULD BE YOUR WORST ENEMY
“If you take emotion—would be, could be, should be—
out of it, and look at what is, and quantify it, I think
you have a big advantage over most human beings.”

—John W. Henry, trend follower who went from
being a farmer to owning the Boston Red Sox

When shares of Enron collapsed in 2001, a lot of investors got wiped out.

I’m sure you remember what happened with Enron,

one of the biggest frauds in corporate history.

The firm used creative accounting to hide huge

debts and heavy losses on its trading businesses. Once
the fraud became evident in 2001, Enron quickly went

from being one of the biggest corporations in America
to being one of the biggest debacles in history.

More than 20,000 employees were thrown out on

the streets. In a matter of months, the stock dropped
from $90 to $0. More than $60 billion in shareholder
value vanished. Thousands of investors and employees
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who had big chunks of their retirement savings in the
stock were wiped out.
People like Charles Prestwood, a pipeline operator
who had been with Enron since day one. After retiring
in 2000 with a portfolio worth $1.3 million, he thought
he was set for life. But his life savings (and retirement
dreams) evaporated during the collapse.
After his account balance dropped to $13,000
(that’s a 99% loss), he testified in front of a Senate
hearing: “All those dreams are gone now. I’ve lost everything I had. I’m just barely surviving.”
Or look what happened with Janice Farmer, another
retired Enron worker, from Florida. At one point she
thought her nest egg of $700,000 would guarantee a
comfortable retirement. But once the fraud became evident, she watched her life savings go from $700,000
all the way down to $20,416—in a matter of months.
She’s now trying to survive on a ridiculous $63 monthly
Social Security check.
Diana Peters, who lost her entire $75,000 retirement
portfolio, is now also completely dependent on Social
Security checks. She now gets by on a skimpy $1,300
monthly check and by picking up the occasional odd job.
Something very similar happened when the dotcom bubble burst . . . or when Lehman Brothers went
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under in 2008 . . . or when gold stocks plunged from
2011 to 2015.
Even though these are completely different scenario, there’s one thing in common: investors failed to cut
their losses short.
I’m sure this has happened to you before.
You’ve held on to a losing position for too long because you’re telling yourself, “Maybe if I leave it alone
it will go back up.”
That’s just the way our brains are wired.
We tend to take profits from a winner quickly on
the assumption that the profits won’t last. And we tend
to hold on to a loser in the hope it will bounce back.
Dalbar, a Wall Street research firm, reports that the
average investor earned just 3.17% from equity funds
from 1990 through 2009. In comparison, the S&P 500
averaged 8.2%. Investors failed to capture all the gains
largely because they are terrible at timing. They take
profits too soon, and hold on to losers for too long.
This irrational behavior of holding onto losers for
too long is called the disposition effect. This phenomenon has also been documented by researchers from
UCLA and the Ohio State University.1 Terrance, another researcher, looked at the trading records of 10,000
individual investors. And he found that this disposition
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effect cost investors, on average, 4.4% in annual returns.2 This number is very close to what the Dalbar

study I mentioned above found.

I recently talked to Princeton professor Daniel

Kahneman about this phenomenon. He’s the first psychologist to win the Nobel Prize in economics.

MY CONVERSATION WITH
A NOBEL PRIZE WINNER
Daniel Kahneman says, “When you sell a loser, you
don’t just take a financial loss; you take a psychological loss from admitting you made a mistake. You are
punishing yourself when you sell.”3
In other words, pocketing a small winning trade
makes you feel good.
That’s why people tend to take profits way too soon,
instead of following the trend for as long as it lasts.
On the other hand, nobody likes to close a losing
trade and admit they were wrong. It’s painful.
Which is why when a stock you hold starts to move
lower, you hold on to it, hoping for a recovery.
Instead of cutting losses short and letting profits
run, you end up doing the opposite.
And that’s a sure way of losing a boatload of money—or even getting wiped out.
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As you can see, trend following goes against human nature. See, this strategy is all about cutting your
losses short and letting your profits run. That’s what
allows you to make big bucks. But it’s very hard for
humans to do that.
Instead, we tend to do the opposite: take profits
too soon, and hold onto losers for too long.
Here’s the bottom line: without a computerized trading system, it’s very hard for humans to follow a trend.
And that’s why the best traders in the world use
computer systems. And it’s why I’ve developed my own
proprietary trading system to identify trends—the one
we’ll be using in my research advisory service, Trend
Following with Michael Covel.
Introducing a system component into trading is
the only way for you to reach the discipline needed
to possibly make the big money. Most retail investors
blow up or have a short-lived trading career because
they don’t have the discipline to stick with their system. They are always looking for the quick buck, or
the quick fix.
Sadly, every year millions of accounts literally collapse from basic mistakes. What is the most common
mistake? You put a trade on, it starts losing money, but
your gut tells you to hang on because it’s going to work
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out and go your way. You end up holding on too long to
a losing trade. But it has to come back up? No, it doesn’t.
A trading system takes that emotion out. It takes the
wishing and wanting out of the equation. This type of
thinking appeals to everyone once they understand it.4
My system will prevent you from taking profits too
soon and holding onto losers for too long. In the next
chapter, we’ll take a closer look at our proprietary profit system.

C HA P TE R 9:

YES, IT COULD ALWAYS GO HIGHER

“How to hit home runs: I swing as hard as I can, and I try

to swing right through the ball . . . . The harder you grip
the bat, the more you can swing it through the ball, and

the farther the ball will go. I swing big, with everything
I’ve got. I hit big or I miss big. I like to live as big as I can.”
—Babe Ruth

From 2003 to 2005, shares of Apple were on fire. They

went from $1 to $5.46, a new all-time high at the time.
That’s an incredible jump of 446%. You can see the
parabolic rise in the chart below.

Apple Rallies 446% In Less Than Two Years
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With such a fast move, lots of people thought the
stock couldn’t go any higher. A Wall Street Journal
article at the time even declared, “Apple shares look
expensive.”1 And that’s why most people don’t get
rich in the markets. They try to predict how high
something could go. And that’s impossible to do.
I bet lots of Apple investors took profit when shares
were trading at $5.46 simply because they thought
those gains were good enough. But here’s what has
happened since then.
Taking Profits In Apple Was A Big Mistake
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Shares have gone from $5.45 to $115. That’s a gain
of 2,010%. And that’s the kind of gains those who took
profit too soon left on the table. The fact Apple had
already rallied 446% wasn’t a good reason to sell.
The truth is . . .

100

THE TREND FOLLOWING WAY

Before any stock goes up 5,000% . . .
It first has to go up 50%. And then 100%. And then
200%. And so on.
And each time it does, chances are it’s making new
all-time highs.
That’s why, contrary to conventional wisdom, you
should buy things that are already moving higher.
Academic research from Thomas George, at the
University of Houston, and Chuan-Yang Hwang, of
Honk Kong University of Science and Technology, confirms that’s the way to make big money.
They published a paper in the Journal of Finance
showing that stocks that are trading close to their fiftytwo-week high tend to perform better in the near future.2
In other words, things that are moving higher
normally continue to do so.
My point is you should never take profits simply
because you think you’ve made enough money or because you think the stock can’t go any higher. It could
always go higher.
That’s why my profit system (the one we’ll be using
in Trend Following with Michael Covel) is designed to
keep us in the trend for as long as it lasts. That’s what
allows you to make the big bucks. We’re talking about
unlimited upside potential. But the system also comes
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with a built-in, rigid exit plan that limits the downside
risk. Because I know investing without an exit plan is
the quickest way to lose all your money.
In this chapter we’ll take a closer look at how we’re
going to maximize our profit while minimizing our
losses. Let’s start with the profit side.
Every month, my system scans across the U.S.
market looking for the beginning of new trends. Without giving away the secret, my system uses a couple of
simple metrics that tell you—with a very high degree
of accuracy—whether a trend is about to begin.
This is not a guessing game. Follow this system,
and you will only buy stocks that are moving higher.
This is a mathematical certainty as much as 2+2= 4.
If there’s a big trend in the markets, my system will
catch it. Guaranteed.
Now, normally trend following systems trigger several buy signals across different markets. That’s how
professional trend followers diversify their portfolios.
Sometimes they use multiple systems. It can get pretty complicated very fast—and hard to implement in a
newsletter format. For that reason, I had to make an
adjustment in our research advisory service Trend Following with Michael Covel.
Instead of publishing the hundreds of buy signals my
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system generates every month, I’ve developed a unique
way to rank the signals. This will allow us to focus only
on the strongest signals, based on a mathematical trend
formula. In order to keep things simple for you, I’ll publish only the highest-ranking buy signals.
Bottom line, this is not a complete trend following
system for a diversified portfolio. But since our system
also screens for ETFs, not just stocks, we’ll have the opportunity to participate in other markets, including currencies, interest rates, global stock indices, grains, softs
(wheat, cotton, etc.), meats, metals, and energies.3

THIS IS NOT DAY TRADING
I constantly hear the question “Can I trade using
trend-following methods as a day trader or short-term
trader?” The short answer is no, but consider some
recent feedback on “shorter-term” trends posted on
the blog:
I have been exiting some “trend-following” trades
more quickly than before, and have, as a result,
often “saved” substantial profit that I was previously letting slip away. I share this with the hope
that it might help others who might suffer from
the same misconception that “trend following”
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has some pre-defined aspect of time built into it.
It doesn’t.
Generally, the strategies used by trend-following
traders are long term. Long-term trend following is
how they define themselves and their trading. There
are the few super traders (such as Jim Simons and Toby
Crabel) who trade extremely short time-frame trends
with success, but the average trader has virtually no
shot with so-called “shorter trends.” Shorter trends
demand far more in terms of execution excellence, as
they force traders to handle often extremely volatile
variables and high commission costs.
Furthermore, by shortening your time frame, you
essentially give up participating in large trends—which
is exactly what trend-following strategies help traders
do best. For that reason, my system focuses only on
long-term trends that could last months and even years.

WHY YOU MUST LET YOUR
PROFITS RUN
Now, once we have a buy signal, we’ll stay in the trend
for as long as it lasts. That means we will never have a
profit target. This is our “unlimited upside” part of the
equation.
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The problem of having profit targets is that they

cap profits. For example, you enter some market at

price level 100 and you decide that you will exit if the
price hits 125. That may sound rational, but it is mistaken when re-evaluated.

If you are riding a trend, you have to let it go as far

as it can go. You need to fully exploit the length of the
move. You do not want to exit at 125 and watch the
trend go to 225.

You need home run trends to pay for your small

losses. If you are artificially creating a profit target
for no other reason than comfort, you are premature-

ly stopping those potentially big trends that actually
get you rich. It’s a vicious cycle if you do not handle it
properly from the beginning.

For example, you know your $50,000 account can

go to $80,000, back to $55,000, back up to $90,000,

and from there all the way up to $200,000. Take profits

at $80,000 and you can’t ride it up to $200,000. Letting

profits run may be counterintuitive psychologically, but
trying to protect every penny of profit will actually prevent your big profits. Guaranteed.4
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WE WANT HOME RUNS
The period from 2000 to 2002 was littered with vol-

atile up-and-down markets. Although the prime story

for that three-year period was the Nasdaq meltdown,
several subplots also existed, ranging from 9/11 to

Enron to trend following drawdowns and subsequent
recoveries to new heights.

For most of 2000, trend followers were in a nas-

ty drawdown. They were down significantly heading

into the last few months of the year. The press and
skeptics were calling the strategy finished. But the
tide was turning.

People place too much emphasis on the short-term

performance of trend followers. They draw conclusions

about one month’s performance and forget to look at
the long-term. Just like a batting average, which can

have short-term streaks over the course of a season,
trend followers have streaks. Trend following performance does deviate from averages, but over time there
is remarkable consistency.

One of the main reasons that trend following trad-

ing does well is because it has no quarterly performance

constraints. It is opportunistic. What do I mean? Both
Wall Street and Main Street measure success by the ar-
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tificial constraints of the calendar. For example, looking
back at the end of 2000, you see that without November and December having offered such huge home runs,
trend followers would have had a terrible year. For those
people who judge trading success by quarters, trend followers were dead for the better part of 2000.
The whole idea of quarterly performance reporting
implies you can predict the market or successfully shoot
for profit targets. Quarters as a measurement might not
be meaningful, but they provide a comfortable structure for investors who mistakenly believe they can demand nice, consistent profits.
Imagine playing a version of football where there
are four quarters and you have to score in each quarter
to win. If a trend follower scores 28 points in the first
quarter and no points in the next three quarters and
wins, who cares when he scored? Wall Street’s misguided emphasis on quarterly performance puts more
importance on scoring each quarter than it does on
winning the game.
The alternative is to become a home run hitter and
take what the market gives no matter when it arrives.
Bottom line: don’t take profits. What do I mean? If
the market is up, don’t get out because you think you
already have enough profit. Exit on your stop losses
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only. Profit taking interferes with the unlimited upside
potential that you want to have, in theory, on every
trade. If you take profits too soon, you’ll never have a
home run.

C HA P TE R 1 0:

HOW TO SPOT THE NEXT MADOFF

“F*** my victims. I carried them for 20 years, and now
I’m doing 150 years.”

—Bernie Madoff, responsible for a $65 billion
Ponzi scheme that promised consistent gains

I was at a conference in Brazil. My speaking time slot
was on the second day. All the speakers, and this included many bright and accomplished people, kept pondering how to spot the next Madoff. My simple answer: If

an investment delivers 1% per month every month, with
no down months, that investment is either a royal scam
or a hidden disaster that will eventually blow up. Don’t
be snookered by consistency. Don’t just believe—verify.1

Madoff fooled some of the United States’s wealth-

iest individuals and charities. Mind you, I did not say
America’s smartest. Madoff knew one thing: He did not

have to make big returns. All he had to do was fake 1%
per month. That 1% per month was enough to satisfy
believers.
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Something similar happened with Long-Term Capital
Management (LTCM). LTCM was a hedge fund that went
bust in 1998. Trillion Dollar Βet, a PBS special, described
how LTCM came to be. In 1973, three economists—Fischer Black, Myron Scholes, and Robert Merton—discovered
an elegant formula that revolutionized modern finance.
This mathematical holy grail, the Black-Scholes option
pricing formula, was sparse and deceptively simple. It
earned Scholes and Merton a Nobel Prize and attracted
the attention of John Meriwether, the legendary bond
trader of Salomon Brothers.
LTCM promised to use complex mathematical models to make investors wealthy beyond their wildest
dreams. LTCM attracted the elite of Wall Street’s investors and initially reaped fantastic profits managing their
money. It showed very consistent gains—similar to
Madoff’s. Meriwether was even said to have remarked
to his business partner Merton Miller that you could
think of LTCM’s strategy as a gigantic vacuum cleaner
sucking up nickels across the world. Ultimately, their
theories collided with reality and sent the company spiraling out of control.
LTCM lost 44% of its capital, or $1.9 billion, in
August 1998 alone. In a letter to LTCM’s 100 investors,
dated September 1998, John W. Meriwether wrote,
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Αs you are all too aware, events surrounding the
collapse of Russia caused large and dramatically
increasing volatility in global markets throughout Αugust. We are down 44 percent for the
month of Αugust and 52 percent for the year to
date. Losses of this magnitude are a shock to us
as they surely are to you, especially in light of the
historical volatility of the fund.
The bottom line: if someone promises you consistent gains, they’re either a financial scam like Madoff or
a fund that could blow up anytime. The truth is losses
are part of the game. If you can’t accept that, don’t play
the game. Don’t trade.

WHEN TO SELL: THE MOST IMPORTANT
DECISION YOU’LL MAKE
As a trader, you always want to prevent drawdowns
from occurring, but trying to avoid them completely is
absurd. In fact, it’s not volatile trading that you should
be scared of; rather, it’s trading that promises to make
you money every month. That’s the strategy where you
wake up one day broke.2
A crucial lesson to learn is that when entering the
market game, losses are part of the game. No matter
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the amount of experience you have, there will always
be losses. That said, you want to make sure your losses
are ones that you can handle—knowing that they are
emotionally going to affect you.3
Once you realize losses are part of the game, you
can focus on risk management. The paramount factor when the market goes against you is being able to
say, “I’m out!” You need a prenuptial agreement with
the market. That means the time to think most clearly
about when you will exit is before you ever get in. A
set-in-advance sell strategy gives you the opportunity
to not only preserve capital (you need chips to play,
after all), but to redeploy your limited capital to more
favorable markets.
How do trend traders get out of a losing position?
Fast! For example, you enter gold with a 2% stop loss.
This means if you lose 2%, you exit. Period. Get out.
There is no debate.
Think of it this way: If half of the time your trades
go in your direction, you are hitting a good average.
Even being right three or four times out of ten will
yield a windfall if you cut your losses quickly when you
are wrong.4
That’s why the proprietary system we’ll be using
in Trend Following with Michael Covel comes with a
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built-in stop-loss rule. It will get us out of a trade
when the trend turns.
Some companies, and individuals, stress the
short-term performance of trend followers. They look
at one month’s performance, see a down month, and
panic. They have complete ignorance of the long-term
objective—big money. How bad can it get? I have seen
trend following traders make 100% in a year followed
by a year where they lost 5%. That 5% loss causes
some critics to not see the 100% number. That is insane thinking.
Just like how a baseball player’s batting average
can have short-term up or down streaks over the course
of a season, trend followers have streaks. Trend following performance will deviate from averages, but over
time there is remarkable consistency when it comes to
putting up big returns—as long as unpredictable home
runs are allowed to happen naturally and unforced.
The leading thinkers across varied fields, including insurance, casino gambling, and investing, all emphasize
the same point. It’s the Babe Ruth effect: Even though
Ruth struck out a lot, he was one of baseball’s greatest
hitters. The home runs made up for his strikeouts.
A trend follower coaching a baseball team would
approach baseball like Earl Weaver, former manager
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of the Baltimore Orioles. Earl Weaver designed his offenses to maximize the chance of a three-run homer.

Weaver did not bunt or want guys who slapped singles.
He wanted guys who hit big home runs. Trading is a
waiting game. You sit, you wait, and you make a lot of

money all at once. Profits come in bunches. The trick
when going sideways between home runs is not to lose
too much.

You should come to realize that trend following’s

unpredictable home runs are a much safer course of
action than consistent, small gains. Remember, Madoff
and LTCM promised consistent gains!5

WHY YOU SHOULD THINK LIKE
A POKER PLAYER
I made a documentary film that featured Nobel Prize
winners, top traders, fund managers, and profession-

al poker players. Some people questioned why poker
players were in a film primarily about markets and the

recent economic crisis. Unknown to many, there is a
great connection between successfully trading and suc-

cessfully playing poker. The winning traders and the
winning poker players both think in terms of odds.

At all times when you are betting your hard-earned
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money, you need to think of the odds. You always want

to put the odds on your side. What do I mean? Look at
the lottery. People have no chance to win. The odds are
stacked against them, but they still play.6

Blackjack and poker are the only gambling games

not determined by chance alone. The shrewd play-

er can influence the outcome by counting the cards

and using a system. The fact that most casino visitors

unconsciously aim at losing or play for the thrill creates chances for the rational gambler, the one who sits
down poised to win. The key is to have the odds on

your side and bet properly. The same goes for trading.
A former student of famous trader Richard Dennis
once said,

When you are invested properly, money management is relatively simple. [We] adjust trading size
for profits and losses using Richard Dennis’ model

for volatility. No trader can control volatility completely, but you can improve your odds.

Improving those odds or getting at the probabilities

is central to any trend following trading system. Pierre
Simon knew and wrote about this concept in his book
Théorie analytique des probabilités, back in 1812:
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It is remarkable that a science which began with
the consideration of games of chance should have
become the most important object of human
knowledge. The most important questions of life
are, for the most part, really only problems of
probability.
What else do winning players and great trend followers have in common? More than you think.
• They are in business. Successful players and
great traders pursue their goals as a business,
not as a leisurely pursuit. From blackjack to
poker to trading, making serious money demands they get serious. As a result, the winners take a completely different approach
toward betting from people who play for the
action, the excitement, and, of course, the
dream of winning big.
• They keep records. People who are successful
at either trading or gambling keep detailed
records. Keeping records builds confidence
and discipline. You are keeping a journal of
your decision-making—of when, where, why,
and how much you bet on each trade or wa-
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ger. The idea is to reach a comfort zone for
yourself and stay within that zone whenever

you are tempted to leave it, which will happen, I assure you. Keeping records is a part

of managing your money, and if you are not
disciplined in your money management, you
are going to lose your entire bankroll.

• They are calm, cool, and collected. To become

even-tempered about money takes practice.
You must force yourself to detach. You want
to create an abstract money world, where you

view profits and losses in terms of abstract

dollars. In this abstract world you don’t get
excited about profits and you don’t get down

about losses. You don’t want your emotions to

go up and down with your account equity. If
you can’t control greed, fear, and hope, trading might not be for you.

• They are running a marathon. Successful gam-

bling, like long-term trend following, is a marathon. If you try to sprint, you’re going to lose
the race. It’s just the way the business works.
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THE DOWNSIDES OF BAD GAMBLING
(AND TRADING)
The following questions are courtesy of the Massachusetts Department of Public Health. We could not help
but see their relevance for the legions of losing day traders out there. Just replace “gambling” with “trading”:
• Have you often gambled longer than you had
planned?
• Have you often gambled until your last dollar
was gone?
•
Have thoughts of gambling caused you to
lose sleep?

•
Have you used your income or savings to
gamble while letting bills go unpaid?

• Have you made repeated, unsuccessful attempts to stop gambling?

• Have you broken the law or considered breaking the law to pay for your gambling?

• Have you borrowed money to pay for your
gambling?

• Have you felt depressed or suicidal because
of your gambling losses?
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• Have you been remorseful after gambling?
• Have you ever gambled to get money to meet
your financial obligations?7
Bottom line: Be smart and think in terms of probabilities. My profit system will help you do this. It will
improve your odds of winning by putting you on the
right side of the trend.
You see, my system uses a mathematical formulation that gives you a defined edge. It’s the same
principle behind the system the MIT card-counting
team used to beat Vegas casinos.8
In fact, a couple of years ago, I met Jason, a former member of the MIT blackjack team. He was even
featured in the book Bringing Down the House and the
movie 21.
When I sat down with him in a café in California
overlooking the Pacific Ocean, he explained how certain rules gave the team a mathematical edge against
the casinos.9
These rules told them when to hit and when to
stand. That’s how they were able to make as much as
$400,000 in one single weekend.10
My system uses a very similar approach. It tells you
when to buy. It tells you when to sell. All based on mathematical formulas that increase your odds of winning.

C HA P TE R 1 1 :

THE “BRAINDEAD” WAY
OF LOSING MONEY
“We see no reason why this gold trend cannot perform as

well as the last bull market in gold between 1970 and

1980. If you replicated that move exactly, it will take
gold to $6,300.”

—Tom Fitzpatrick, Citibank’s technical analyst
(not a trend follower)

You have surely heard the Goldline.com commercials
on TV and radio (or similar gold hype). They will sell
you gold because it is the greatest investment since the

dawn of time, and the world is about to fall into complete helter-skelter. Prepare!

Here are my instructions to you. Call Goldline.com.

Ask one of their salesmen the simple question “If I buy
gold, when do I ever sell gold?” I have done it. Their an-

swer is pure comedy. A twenty-something bright-eyed
salesperson responded, “Gold has never crashed.” He

added, “If gold was to go again from $800 to $200 you
would have plenty of warning to sell.” “Who is going
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to give me that warning?” I asked. He said (drum roll,
please), “They would.”
Everyone should call and have that conversation.
Block your number and only give your first name. Ask
them the same questions and don’t give any personal
details. Ordinary people, the backbone of every economy, require encouragement and reassurance, not
doomsday theories. Goldline.com is selling Judgment
Day fear. It’s bogus.
Oh, I forgot. Goldline.com is not selling you the
actual gold, or gold futures contracts, or gold ETFs.
They are selling you gold coins—often marked up by
a huge margin over the actual melt value of the coins.
I don’t want the government telling Goldline that it
is illegal to sell gold coins at a crazy premium to inept investors. We have enough busybody regulations.
However, I have no problem making sure my readers
see through this dog-and-pony show.
Do trend followers trade gold? Absolutely. When it
is going up, they are long. When it is going down, they
are short. They follow the trend. They don’t trade because some financial guru is predicting the end of the
world in 2016. And if the world does end in 2016, you
can’t take your coins with you.1
Now, I have nothing against buying physical gold
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as a way to diversify a portfolio. For some people, buying and holding gold bars and coins might make sense.
But if you want to make money from trading gold and
gold stocks, it makes no sense to “buy and hold.”

THE QUICKEST WAY TO LOSE A FORTUNE: BUY AND HOLD COMMODITIES
Buying and holding commodities may just be the dumbest strategy ever. Commodities are famous for their
boom-and-bust cycles. It’s really hard to make money
if you’re simply buying and holding, instead of trading.
Look what happened with gold stocks after 2011.
In 2011, when gold was trading at an all-time high,
I warned many of my clients that just buying gold with
no exit plan in place was a recipe for disaster.
I told my readers, “Is there a lot of swimming naked
in gold markets today? You bet.”2
Instead of following the trend, most people just
used the “buy and hope” strategy.
They bought and hoped gold stocks would continue to move higher—with no exit strategy. And that’s
why most people lost a lot of money.
But my system (the one we’ll be using in Trend Following with Michael Covel) triggered a buy signal on
gold stocks in mid-2009—and a sell signal in mid-2011,
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capturing a profit of almost 50%. The chart below shows
the buy and sell signals for the HUI index, which tracks
the performance of gold miners.

My System Triggered Buy And Sell Signals
HUI Index (Weekly)
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You might argue that a 50% gain is nothing to write
home about.
But my point is the system triggered a sell signal as
soon as the trend changed. The chart on the following
page shows what happened after the sell signal. Gold
stocks dropped almost 80%!
In other words, if you had followed my simple
system, you would have not only pocketed a gain of
50%—but also avoided a devastating loss of 80%.
But most people don’t have access to this type
of system. Instead of following the trend, they heard
predictions of gold going to $6,000 and invested
heavily in gold stocks.
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My System Triggered Sell Signal Before Collapse
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As a result, most gold investors lost their shirts in
the past few years.
Something similar happened with silver.
When the Federal Reserve started printing money
in 2009, silver started moving higher.
And my profit system triggered a buy signal in May
2009, when the metal was trading at $14 an ounce.
For the following two years, silver kept moving
higher.
A lot of investors thought the sky was the limit for
silver—and that it had to go up.
At the time, one market commentator said, “Folks,
silver is going to go to $400.”3
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And CNBC featured a money manager saying, “Silver could peak at $620 per ounce.”4
But while everyone was dreaming about making a
fortune in silver, the trend changed.
And my system triggered a sell signal in October
2011, pocketing a gain of 153%.
My System Triggered Buy And Sell Signals On Silver
Silver (Weekly)
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Most people, however, didn’t have a strategy to sell
when the trend turned.
People like Donna B., a fifty-five-year-old retiree in
Florida. She was so certain that silver would rise that
she put 60% of her net worth in it.
When silver started moving lower in 2011, she said,
I don’t believe the correction will last long. Silver
will hit $100 before the end of this year. I have
never felt so sure in my life about something.
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But 2011 was just the beginning of the bloodbath
in silver. After my system triggered a sell signal, silver
dropped 56%. Take a look.
My System Triggered Sell Signal Before Silver Collapse
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Another investor who lost money in silver said,
I don’t understand. Silver is supposed to do very
well this year.
Here’s the cold hard truth: the market doesn’t care
about what you, I, or any “financial expert” thinks.
When it moves in one direction, you either get on
board on the right side of the trend or you get killed.
Guaranteed.
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Which is why my system triggers a sell signal when
trend changes. It’s designed to keep you on the right
side of the trend at all times.

C HA P TE R 1 2 :

THEY ARE ALL DRUNKS, PERVERTS
AND LOSERS 1
“Politicians are like diapers; they need to be changed
often and for the same reason.”
—Mark Twain
Social Security is dead, right? Well, some politicians
seem to think Social Security is still a viable retirement
plan.
On Meet the Press in 2010, one U.S. governor
appeared confused:
If you care about democracy and what the everyday citizen believes, and you want to empower
them, they don’t want the Social Security system to
be dismantled, and they don’t want the Medicare
system to be dismantled . . . . this is a compact
between generations to be able to make sure that
all of our seniors have the funds when they retire,
that they’re not going to be homeless, so they’re not
going to have to go to a shelter.
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Did she know that the inflation-adjusted return of
Social Security is just 2%? A U.S. senator on Meet the
Press in 2011 apparently did not: “Social Security is a
program that works. It is fully funded for the next forty
years. Stop picking on Social Security. It’s not a crisis.
Social Security is fine.”
Those politicians are not stupid; rather, they have
ceased to think. Or, do they just need to tell a certain
story to ensure power for whatever party with which
they are affiliated? If you really think politicians will fix
Social Security and give you a comfortable retirement,
then you’re in trouble. Waiting or hoping for your politician, on the right or the left or anywhere in between,
to win an election is a bad strategy.
Behind the scenes and in the halls of Congress are
drunks, perverts, and losers addicted to fame and power.
Both sides.
Some history is in order for all those who like to
reward and/or blame politicians. Go back to the first
war in Iraq. President Bush Sr. had an 89% approval
rating on February 28, 1991. Then the economy tanked.
His fault? No. Real estate crashed in the early 1990s,
not long after the savings-and-loan debacle of the late
1980s. What happened next? President William J. Clinton
won the fall 1992 election. However, Clinton’s election
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did not signal roaring economic times, and Democrats
lost the House and Senate to Republicans for the first
time in forty years in 1994. Did Clinton sink the economy
in that short time? No.
Then magic happened. During late 1994, the Internet started to roll, and in August 1995 Netscape
went public, with effects still felt today. Stock markets
boomed during 1995–1999. The dot-com bubble was
on. However, this run-up in asset prices was a problem,
and people knew it. Federal Reserve chairman Alan
Greenspan uttered the phrase “irrational exuberance”
in a December 1996 speech, but simply pointing out a
bubble was only so useful. In fact, he was resoundingly
ignored, and he was even jeered by some in the financial media.
The good times kept rolling. President Clinton had
an approval rating of 73% on December 19, 1998, six
years into his presidency. Did he or the Republican
Congress have anything to do with record tax receipts
coming into government coffers? No. The dot-com
bubble was spinning off cash to everyone. Governments were flush. America was feeling rich.
Party over. The Nasdaq crashed in March 2000. The
Fed, knowing the massive problem on their hands and
deathly afraid that the Dow would deflate, started cut-
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ting the federal funds rate from over 6% on May 16,
2000, to a low of 1% in June 2003. If the dot-com bub-

ble had not popped in the spring of 2000, would Al
Gore have been president? Perhaps, but the fall of 2000
instead brought another President Bush: George W.

President George W. Bush inherited the dot-com

bubble implosion, and less than a year into office, 9/11

hit. Two wars of choice followed. However, Fed rate

cutting had already started a new bubble inflating.
This time real estate and the Dow were zooming up.
People rewarded Bush for the economy even though

it was the middle of another bubble. His second term
started in January 2005.

All was running smoothly until summer 2007, when

the new bubble started to deflate. It finally crashed in

October 2008, and President Barack Obama won the
presidency by standing at the right place at the right
time. If the economy had not sunk over 2007–2008,

would Republican candidate John McCain be president?
Probably. The economy could crater again, or not. If it

crashes, will it all be Obama’s fault? No. Are you sitting
there still thinking the president will fix your portfolio?

Further, look at the federal-funds-rate manipula-

tion over the last twenty years.

THEY ARE ALL DRUNKS, PERVERTS AND LOSERS

131

• Federal funds rate 5.50% on November 15, 1994.
• Stock market takes off.
• Federal funds rate 4.75% on November 17, 1998.
• Federal funds rate 6.50% on May 16, 2000.
• Stock market bubble popped March 2000.
• The Fed then lowers the rate thirteen times.
• Federal funds rate 3.00% on September 17, 2001.
• Federal funds rate 1.25% on November 6, 2002.
• Stock market takes off.
• Real estate takes back off.
• Federal funds rate 1.00% on June 25, 2003.
• The Fed then raises seventeen times.
• Federal funds rate 5.25% on August 17, 2007.
• The Fed then lowers ten times.
• Stock market bubble popped October 2008.
• Federal funds rate 0% on December 16, 2008.
• Stock market takes off.
Those examples are all government intervention
and manipulation, plain and simple. In 2010, Brian
Sack, a senior official at the New York Fed, admitted
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the need to keep stock markets artificially high:
Nevertheless, balance sheet policy can still lower
longer-term borrowing costs for many households
and businesses, and it adds to household wealth
by keeping asset prices higher than they otherwise
would be.
The Fed has essentially admitted to operating a
Ponzi scheme.
Am I saying to not trade? No.
A government-manipulated market is still a market.
With all of the extracurricular policy making of
the government aimed at rigging the markets to some
unknown right level, trend following is the only sanity available. There is no telling what the government
will do to push the stock market to whatever level they
feel is important. Conversely, just as the government
can push the stock market up, they can push it down.
When will that happen? Nobody knows when that will
happen. But if you’re simply following the trend, you
don’t need to know. You will be ready to profit.

C HA P TE R 1 3 :

ARE YOU READY FOR THE NEXT
MARKET COLLAPSE?
“If you want a guarantee, buy a toaster.”
—Clint Eastwood
Shortly after the market collapsed in 2008, I directed
a documentary film called Broke: The New Αmerican
Dream.
In that film, I interviewed several economists. Many
of them think the Federal Reserve has become a bubble
machine. They think that, by keeping interest rates artificially low, the Fed has been engineering huge booms
and busts for the past fifteen years. Take a look.
Stock Market Has Been A Rollercoaster
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Now, nobody knows if we’ll have another 2008
type of crash. I mean, nobody. But it’s very unlikely
the market will keep moving higher forever. The nature of markets is that they go up and down. Not just
up all the time.
I think it would be naïve to believe we’ll never go
though another bear market or crash. What are you
going to do the next time the market collapses?
Do you think the Fed will save you?
When the markets started to drop in 2007, the Fed
desperately tried to stop the crash by cutting interest
rates. But we all know they didn’t stop the collapse.
No, the Fed will not save you.
Do you think Wall Street analysts will save you?
At the top of the market in 2008, Wall Street analysts had “buy” ratings on 95% of stocks.
Even when credit froze, the economy stalled, and
financial markets tumbled to their lowest levels in a
decade, analysts as a group rarely said, “sell.”1
That reminds me of the Enron episode, when Wall
Street analysts rated the stock as a “buy” all the way to
$0. Here’s how Dave Barry recounts that story:
Enron stock was rated as “Can’t Miss” until it
became clear that the company was in desper-
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ate trouble, at which point analysts lowered the
rating to “Sure Thing.” Only when Enron went
completely under did a few bold analysts demote
its stock to the lowest possible Wall Street analyst
rating, “Hot Βuy.”
No, Wall Street analysts will not save you.
Do you think the financial media will save you?
In January of 2008, right before the market crashed,
Forbes published an article saying,
2008 is more likely to be a robust market than a
bust one. Stocks are cheap.2
And in March 2008, before Bear Stearns went
bankrupt and the entire financial system collapsed, “financial guru” Jim Cramer said this on CNBC:
Βear Stearns is fine. Do not take your money out.
That’s just being silly. Don’t be silly.3
No, the media will not save you.
Which is why you better have an exit strategy in
the next bust.
In late 2005, I warned about the risks of a major
market crash and that those without an exit strategy
would get killed.
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That’s exactly what happened to most people.
Don’t let that happen to you.
If you simply follow my proprietary system, you
won’t have to suffer those devastating losses.
My system would have saved you from the
two major crashes of the past fifteen years.
See, my system doesn’t like “buy and hold” rollercoaster rides. It stays in the market during the boom.
But it gets out before the bust. Take a look.
My System Triggered Buy And Sell Signals For S&P 500
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It triggered a sell signal in late 2000, right before the market dropped 43%, avoiding most of the
downturn.
Then it gave an all-clear buy signal in mid-2003.
And kept us in the uptrend until late 2007, pocketing
a profit of 57%.
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And it triggered another sell signal right before the

2008 meltdown, when the market dropped by more
than 50%.

That’s how you get rich.

You ride the uptrends for as long as they last—and

avoid the downtrends.

You can even make money during the crash by bet-

ting against the market.

You can invest in inverse ETFs that return the in-

verse of the stock market performance. So when the
market goes down, these ETFs go up. For example,
the chart below shows the performance of the ETF

ProShares UltraShort S&P500 (SDS) during the 2008

meltdown. This particular ETF is designed to return
two times the inverse performance of the S&P 500
index. So when the S&P 500 index dropped 50% in
2008, this ETF actually went up 100%. Take a look on
the next page.

My proprietary system triggered a buy signal on

this particular investment in late 2007, right before it
exploded more. If you had simply followed this buy

signal, you could have more than doubled your money
in 2008.
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My System Triggered A Buy Signal On SDS
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To be clear, I’m not recommending you buy this
ETF now. Timing is the key. Which is why I rely on my
proprietary system for buy and sell signals. In my research advisory Trend Following I’ll let you know when
is the right time to buy these types of inverse ETFs.

C HA P TE R 1 4 :

RISK LESSONS FROM
A LEGENDARY TRADER
“We approach markets backwards. The first thing we ask
is not what can we make, but how much can we lose.”
—Larry Hite, legendary trend follower who has
earned more than $100 million
You’ve probably never heard of him, but Larry Hite
is a legend. He’s, without a doubt, one of the founding fathers of systematic trend following trading. He
founded Mint Investments in 1981, and by 1990 it was
the largest trend following fund in the world. Hite later formed a partnership with Man Group. Man soon
bought AHL, another trend follower named after its
three founders: Michael Adam, David Harding, and
Martin Lueck. Today, Man Investments is the largest
trend firm in the world by a country mile. Much of this
success chain traces back to Hite.
Larry Hite is famous for putting the odds on his side
as a trend following trader for over three decades. That
means betting big money when you have a chance to
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win big, and not betting big when you’re guaranteed
to lose. Hite is one of my favorite traders and favorite
people. What makes me like him so much? More importantly, how can his experience help translate into
increasing your net worth?

Last time I spoke with Hite, he told me that, before

opening a trade, every trader should ask, “Is the risk
worth the reward?” For many, whether those looking

to date or those looking to trade, the risk is certainly

worth the reward. The trading game is about bets and
Hite is clear about that: “There are four kinds of bets.

There are bets you win and bets you lose. There are
good bets and bad bets. You can win on a bad bet. You

can lose on a good bet, but the point is you do a lot

better on good bets.” Ask yourself, “What’s a good bet
and are you regularly taking them?”

ASK YOURSELF, “HOW MUCH
CAN I LOSE?”
It starts with what you can tolerate: “How much money are you willing to lose on a trade?” You want to let

the market have room to go within your preset stop
parameters. You are always in control of this, and you

always know what you are doing—no matter what
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happens. You are making sure that you are as prepared
as possible.
You can’t be totally prepared because that is impossible (a meteor wiped out the dinosaurs, for example),
but you can be prepared enough to handle whatever
problems may arise in your trading and handle them
correctly (read: get out when your stop is hit).
If Alan Greenspan and Ben Bernanke could be
fooled by the economic crisis, what would stop Hite (or
you) from being fooled as well? Nothing. But at least
Hite knows that. He starts from an assumed position of
ignorance.
You have to be realistic. But you don’t actually have
to do anything. You can go broke by ignoring this wisdom too. You have to know that you don’t know. No
matter what information you have, no matter what you
are doing, you can be wrong. A friend of Hite’s, who
amassed a fortune in excess of $100 million, passed on
prescient lessons: If you never bet your lifestyle, from
a trading standpoint, nothing bad will ever happen to
you, and if you know what the worst possible outcome
is from the outset, you will have tremendous freedom.
Freedom from what, you say? Stress, for starters!
The simple and time-immemorial truth is that, before you open a trade, you can’t quantify reward (no
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one knows when the big trend will come, and no one

knows how big it will be). But you can quantify risk.

Put simply, you alone control how much of your limited supply of money (and we all have a limited supply)
you are willing to lose.

A constant principle within Hite’s trading strategy:

Never risk more than 1% of your total account on any
one trade. If you only risk 1%, you are indifferent to any

individual trade, and more importantly it can’t kill you. 1

TRADER’S KRYPTONITE
At the root of your potential trading success is a relatively straightforward rule: control risk. It can’t be said

enough. Not respecting risk is Kryptonite for all traders.
A definition of risk is uncertainty of outcome. Risk

means that you can’t control the end result of a partic-

ular situation, but if you take on a gamble, the risk has
to be worth the perceived reward. Risk, however, is not
specific to investment markets. Risk is something that

everybody takes on every day. We all face risks from all
angles at all times.

Every time you drive a car, every time you fly in

an airplane, you are taking a risk. You calculate that

risk. You know there is a one-in-a-million chance, for
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example, that when you go on a car trip, you are going
to die. You don’t, however, let that stand in the way of
going to visit your sister. Or do you?
We all take risks and have become perfectly comfortable with accepting risk to achieve a desired outcome.
But there is always a small amount of uncertainty in
that outcome as with all human activities. All activities,
trend following included, have uncertainty of outcome.
For example, the nature of risk is apparent in the field of
medicine, for when you get a disease the conversation
with a doctor can quickly turn to a conversation about
mortality. You may die earlier than you otherwise would
have as a result of indulging in some risky activity—skiing, for example.
People take different risks. Some sky dive, some fly,
some smoke, and some travel. Some take much greater
risks than others, for some higher reward, but it is all
still risk taking.
Others, like the elderly gentlemen on the park bench,
probably figure that they don’t need additional risk and
will happily see out their last few years avoiding it, feeding the pigeons, and playing with their grandkids.
Because people have different desires and attitudes
toward risk taking, risk has to be assessed differently
for each individual. Everyone takes risk in investing
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and trading, but the differentiating factor is that very
few attempt to estimate their risk choices with mathematical tools.
For example, some blindly move their money into
investments with heavy, but undefined, risk involved.
You should never participate in a game where you have
not accurately assessed your downside. Accurately measuring the risks you are taking can ensure that you are
taking wise risks, those right for you and your lifestyle.
Once you have that foundational thinking, it carries over to the markets seamlessly. What is the major
uncertainty of outcome across the spectrum of investments for everybody? Not knowing whether you will
be able to acquire a vast amount of wealth!
Between 95% and 99% of the human population
is interested at some level in acquiring more wealth.
Some desperately want to be very rich. Some just want
a little bit more money, perhaps to buy a slightly better
house or a new car. Some just want to save for security.
Clearly, people are eager to pursue more ways of
acquiring more wealth, but there is no way to acquire
more real wealth without taking risk. Even putting your
money in the bank is not a zero risk because the value
of your money changes over time (read: inflation).
And there are ways of measuring risk. There are
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ways of quantifying it. They might all be deeply imperfect, but there are ways to start measuring it. However,
you don’t want to make the mistake of being blinded
by science.2
The important thing to keep in mind is that there’s
only one factor that you can control when you start
trading: how much you are willing to lose. You cannot
control how much you will make. You cannot project
how much money you’ll make, regardless of your good
intentions or happy thoughts. You can only stop, for
sure, a losing trade. That is in your power. The great
traders understand that you must know how much you
can lose at all times.3
Money management, also called risk management,
position sizing, and bet sizing, is crucial. It is like sex:
everyone does it, one way or another, but most do not
want to talk about it, and some do it better than others.
When you make a decision to buy or sell (short), you
also decide at that time how many shares or contracts
to buy or sell. Accept too much risk and you increase
the odds that you will go bust; take too little risk and
you will not be rewarded sufficiently. Pose this question: “I’ve only got a certain amount of money. How
much do I trade?” If you have $100,000 and you want
to trade Microsoft, well, how much of your $100,000

146

THE TREND FOLLOWING WAY

will you trade of Microsoft on your first trade? Will
you trade all $100,000? What if you’re wrong? What
if you’re wrong in a big way, and you lose your entire
$100,000 on one bet? Not smart. How do you determine how much to bet or trade each time? Trend followers make small bet sizes initially. So, if you start
at $100,000, and you’re going to risk 2%, that will be
$2,000. You might say to yourself, “I’ve got $100,000,
why am I only risking $2,000? $2,000 is nothing.”
That’s not the point. You can’t predict anything, so
you have to be worried about your downside, not your
upside. Risking no more than 1% per trade is a good
place to start, and risking more than 5% per trade is a
sure way to the poorhouse.4

C HA P TE R 1 5 :

THE ORIGINS OF
TREND FOLLOWING
“Cut short your losses; let your profits run on.”
—David Ricardo, economist and trader who
flourished in the London markets from
the 1790s until about 1818
Stig Ostgaard is a well-known trend following trader I
covered in my second book, The Complete TurtleTrader.
He wrote a great paper on the origins of trend following.
And he graciously allowed his history of trend following
to be reprinted in my book Trend Commandments.
You can read an unabridged version of Stig Ostgaard’s “On the Nature and Origins of Trend Following”
at http://www.trendfollowing.com/resources. You’ll also
find the text below on pages 221–232 of my book Trend
Commandments. I hope you enjoy.
Although trend following has been a popular trading philosophy for many years, surprisingly little has
been written about its origins and history. This is partly
due, no doubt, to the scarcity of available information
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prior to the early twentieth century, and because until
about fifty years ago, trend following as a philosophy
had not been completely articulated. To be sure, by
the early 1950s, many trend following methodologies
were in common use—and may have been for centuries—but the underlying concept had not been fully
defined, or even given a name.
One reason for this paucity of early information is
suggested by the “following” part of the term “trend
following.” The implication is one of passivity, of reaction, rather than of bold, assertive action—and human
nature shows a distinct preference for the latter. Also,
trend following appears to be too simple an idea to be
taken seriously. Indeed, simple ideas can take a long
time to be accepted—think of the concept of a negative number, or of zero: simple to us, but problematic
to ancestors.
But, for whatever reasons, people learn easily from
the past only that which the people at the time chose to
reveal, and above that, what their chroniclers found interesting enough about which to write. People know the
stories of the “plungers,” the “manipulators,” and their
“corners”—of Daniel Drew, Jay Gould, James A. Patten,
and Arthur Cutten—but little of the lesser-known traders, or “followers,” sitting on the sidelines analyzing the
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markets, perhaps more successfully than their legendary
contemporaries. Nevertheless, history is not completely
in the dark. There are things to be revealed by looking
back into history.
Let’s deconstruct the subject. Is trend following one
thing, or is it many? Certainly it has—at least today—
many manifestations. There are breakout systems, moving-average systems, volatility systems, and many others, all of which can be considered to be trend following
in nature. But these are the particulars. What are the
universals? What is trend following’s basic nature?
As a first attempt at definition, I would suggest
that trend following has two natures. It is at one level a phenomenon of the human psyche, an expression
of the Keynesian “animal spirits” that percolate from
the deepest levels of man’s being. This type of trend
following is spontaneous, inductive, adaptive, and evolutionary—a burst of conformity to innovations in the
immediate environment. At this level, the masses have
always been trend followers, not only in financial matters, but also in terms of music, art, clothing, and basic
worldviews. But the other level of trend following is
something else entirely. This is the meta-level, which
sits above the tableau of material and psychological
cause and effect, allowing participants to observe the

150

THE TREND FOLLOWING WAY

behavior of the markets as a whole—and to design intelligent, premeditated responses to market action. This
is the level of trend following from which we as traders
should and usually do operate.
Now, although trend following at this meta-level
can certainly become complex, still its essential elements can be simply stated. They are three: (1) to
initiate positions based on the perceived direction of
the trend, (2) to hold positions based on the perceived
direction of the trend, and (3) to liquidate positions
based on the perceived direction of the trend.
There is also possibly a fourth thing, as suggested
above: it is to do all of these things systematically, on
the basis of logical relationships or mathematical formulations. But I do not think that this is an absolute
requirement. It is certainly possible to be a subjective
trend follower, or to combine systematic and subjective
elements in a trend following system. In fact, I believe
that some great traders did indeed include subjective
elements in their methodologies. Here, however, I will
focus on the systematic aspect.
And here again, the systematic nature of trend following can be simply stated. Generally (though not
invariably), trend following systems look for their
implementation only at the movement of prices. The
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basic perception is that if a market’s price is going to
make an exceptional move in one direction or another,
it will first make a moderate move in that direction,
leading to the conclusion that if an initiation can be
made at that moderate level, the remaining portion
of the trend can be followed for a significant period of
time thereafter and the position liquidated at a profit. This scenario is not always expected to be true, of
course; but if it is true often enough, and to a significant enough degree, then it may lead to profitable
trading in the long run.
As much as people can associate trend following
with human nature, no one knows who the first trend
followers were. But if there is no known beginning,
one is created. You can say something about a part of
trend following. Specifically, of the three elements of
trend following mentioned above—initiation, holding,
and liquidation—it is the middle part, staying with the
trend, that has had a reasonably long pedigree. A number of the speculators and plungers of the past, when
asked about their trading strategies, said that they held
on to their positions as long as possible—that is, they
stayed with the trend.
As one example, consider the economist and trader
David Ricardo, who flourished in the London markets
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from the 1790s until about 1818. A large trader in Consols (bonds) and stocks, he accumulated a large fortune
from his speculations, which afforded him the leisure to
focus on his primary interest in life, economics. Exactly
what his methodologies were is not known, but it is to
him that one of the most famous sayings in all of trading history is attributed: “Cut short your losses; let your
profits run on.”
This is good advice, no doubt—it has survived to
the present time and is expressed often. Still, there is
no detail here, no advice on how to cut losses or how
to let profits run on. And while the first part of the
maxim says something about some liquidations, nothing is said about initiations. The ending part, however,
is a clear exposition of a central tenet of trend following philosophy: as long as the trade is going your way,
don’t get out.
For another example, move forward a century and
west to another continent. Here is a quotation from the
famous grain trader of the Chicago pits Arthur W. Cutten: “Most of my success has been due to my hanging
on while my profits mounted. There is the big secret.
Do with it what you will.” Again, Cutten is saying, “Stay
with the trend.”
For a third and final example, let us introduce Jesse
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Livermore, a very central figure in the history of trend
following, about whom more will be said later. Here
is a significant quote from him: “The big money is not
in the individual fluctuations but in the main movements—that is, not in reading the tape but in sizing up
the entire market and its trend.”
This last quote is taken from Edwin Lefèvre’s “Reminiscences of a Stock Operator,” a series of articles from the
Saturday Evening Post in 1922–1923, reprinted in book
form many times. Although Lefèvre states the speaker
to be Larry Livingston, it is generally agreed, based on
known biographical information, that Lefèvre’s interviewee was Jesse Livermore. The quotation, in turn, is
Livermore’s interpretation of an oft-repeated statement
made by “Old Partridge,” a brokerage-house acquaintance of Livermore’s, that “it’s a bull market, you know.”
This advice was given whenever some trader was tempted to liquidate a winning position too soon and was not
always well regarded. To Livermore, however, the advice
finally sank in, yielding the analysis above and, it would
seem, changing his trading style, if not permanently, at
least in his periods of trading well. “Old Partridge,” alas,
though people would like to know a lot more about him,
will remain a mystery. How did he initiate his positions?
How did he liquidate? No one will probably ever know.
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Prior to the mid-nineteenth century, speculation
seems to have been largely the province of the elite
and a small coterie of early, but still semi-elite, trend
followers. The larger public’s participation was primarily as trend followers in the lower sense, taking part in
one or another of the “bubbles” that permeated the financial scene from time to time, helping to precipitate
the panics that occurred regularly during the period.
But the next half-century and beyond saw the
growth of a much larger pool of market participants,
as well as some fundamental changes in thinking and
procedures. According to William Fowler, in his book
Ten Years in Wall Street (written in 1870), the key year
was 1862, “when began the greatest era of speculation
the world has ever seen,” while “Uncle Sam’s presses
were printing greenbacks by the million.”
Indeed, some price movements in stocks and commodities during this era were breathtaking: in addition
to the grain corners previously mentioned, there was
the “gold pool” of 1869, as well as regular bull runs in
numerous railroad stocks.
Fowler was important not just as a writer but as a participant . He knew the major traders of the day personally
and participated in many of the market movements of the
day himself. Finally, there is an extensive and meaningful
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narrative concerning speculation and the workings of
the markets during a very formative period.
Significantly, none of these writers records the use
of any meaningful systematic trend following methodology, although Fowler does give the example of Pat
Hearne, who added to his position every time the price
of his stock went up by 1% and sold out entirely when
it went down 1%.
Henry Clews, in Twenty-Eight Years, suggests a very
primitive form of trend following, advising young traders to watch the behavior of the old retired operators
who, away from the hustle and bustle and after many,
many years of experience finally imbued with wisdom,
leave their homes only a few times a year to make their
appearances on the Street—at times of market euphoria to sell and in panics to buy. “I say to the young
speculators, therefore, watch the ominous visits to the
Street of these old men . . . . If you only wait to see
them purchase . . . you can hardly fail to realize handsome profits on your ventures.”
Good advice, perhaps. But the problem was actually greater. Rather than “old men,” it was the rings and
pools that more often began major market moves. How
could one tell when a pool had started buying? Or had
begun selling? These questions had no real fundamental
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answer, or at least none that was accessible to the average small trader in these markets. To be sure, there were
newspapers, but how was one to know the truth of what
was being reported? Even if there was no outright disinformation, surely the big speculators did not telegraph
their intents so easily. They rather tried to hide their
buying and selling. So, for the small trader, the question
was a technical one, to be answered by observing who
was doing the buying and selling—to whatever extent
that was possible—or by watching the price action of
the stock itself, and the volume. And so I would argue
that the technical approach to trading, including trend
following, came about not by design but by necessity.
Speculation in the nineteenth century was, it would
appear, rich in practice but poor in theory. What was
needed was an approach that could step back from
the fray, observe the actions of the marketplace from
an objective distance, and contemplate the nature of
price fluctuations and swings over the period of days,
months, and years. Were there meaningful patterns hiding in the ebb and flow of prices? Could knowledge of
these patterns be the basis for trading the markets? Was
there a theory that might provide structural, systematic
underpinnings for a true trend following model?
In fact, such a model was being developed, if in-
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completely, as the century was drawing to a close. The
model was called Dow Theory, based on concepts originated by Charles H. Dow in a series of articles in the
Wall Street Journal between 1899 and 1902, expanded
upon by William Hamilton between 1903 and 1929,
and refined by Robert Rhea in 1932. In as much as Dow
Theory defines a bull market as a series of higher highs,
and a bear market as a series of lower lows, the rudiments of a trend following strategy become apparent:
one buys on the breakout of an old high and sells on
the breakout of an old low. Of course, there are further
rules dealing with confirmation and volume, but as a
bare bones system, the above will suffice (recognizing,
of course, that the methodology can be applied to individual equities and commodities as well as “averages”).
The Dow Theory is, I believe, the earliest modern
expression of an objective trend following system,
inasmuch as it defines precisely—as long as one can
define precisely what constitutes a meaningful high
or low—the entry and exit levels for trend following
trades. Further, the methodology can be generalized
and parameterized: different levels of breakouts can
be used, moving averages of prices can be used, and so
on. Dow Theory is certainly the grandfather of trend
following methodologies; indeed, one can argue that
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subsequent methodologies are mere refinements of it.
Dow Theory itself is not very mathematical; rather,
it makes logical observations about current and past
prices to determine the direction of the market. This
innumeracy is not surprising, since the theory was developed long before the advent of the computer. Nor
is it surprising that the earliest offshoots of Dow Theory continued in this observational, structural mode
of analysis. Robert Prechter, for example, states that
R. N. Elliott developed his wave methodology through
contemplation of Dow Theory. Richard W. Schabacker,
Robert D. Edwards, and John Magee also recognized
Dow Theory as seminal to their thinking, with Edwards
and Magee’s book Technical Analysis of Stock Trends,
for example, devoting three chapters to the subject.
Indeed, Technical Analysis of Stock Trends, first
printed in 1948, as well as its predecessors, Schabacker’s Technical Analysis and Stock Market Profits, from
1932, and Profits in the Stock Market, published by
Harold M. Gartley in 1935, are milestones in the development of trend following methodology. Given the
focus in these books on technical patterns such as flags,
pennants, triangles, head-and-shoulders patterns, and
so on, it may seem peculiar to associate these books
with trend following, but the point behind being able
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to distinguish such patterns is precisely to recognize
signals for trend beginnings, continuations, and ends.
To quote from Edwards: “Profits are made by capitalizing on up or down trends, by following them
until they are reversed.” Aha! The terms “trends” and
“following” are separated by only a word, suggestive
of an underlying trading philosophy supporting the
myriad of details.
William D. Gann’s book titled Truth of the Stock
Tape, first published in 1923, also emphasizes the trend:
“The way to make money is to determine the trend and
then follow it.” Indeed, the focus in this book, and other works of Gann’s that followed, was, in one way or
another, to take trades in the direction of the market’s
trend. Perhaps to the surprise of some, Truth of the
Stock Tape is a very conventional work, given Gann’s
later reputation for esotericism and astrology.
The third book was Richard D. Wyckoff’s Studies in
Tape Reading, published in 1910. Significantly, Wyckoff
uses the term “follow the trend” (albeit in a short-term,
day-trading context) when discussing one Jacob Field,
“Prince of the Floor Traders,” but he does not follow it
up with a philosophy or description.
A few years later, however, Wyckoff was more decisively on the side of trend following, actually publishing
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a newsletter titled the Trend Letter. In a similar vein, in

a later work, Wyckoff uses an interesting metaphor for
trend following: “A small trader should be a hitch-hiker.” But with respect to using charts as a means for profitably trading the markets, Wyckoff was skeptical:

Let anyone who thinks he can make money fol-

lowing a Figure Chart or any other kind of chart

have a friend prepare it, keeping secret the name
of the stock and the period covered. Then put
down on paper a positive set of rules which are

to be strictly adhered to, so that there can be no
guesswork. Each situation will then call for a cer-

tain play and no deviation is to be allowed. Cover

up with a sheet of paper all but the beginning of

the chart, gradually sliding the paper to the right
as you progress. Record each order and execution
just as if actually trading. Put Rollo Tape down as

coppering every trade and when done send him a
check for what you have lost.

Of course, the methodology suggested by Wyck-

off can now routinely be done on an iterative basis
by computer. Not one test but millions of tests can be

done with a rapidity that would have astonished Wy-
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ckoff. But would his judgment have changed? Possibly,
since many years later, Wyckoff was using charts to
draw trend lines, or as he called them, supply lines and
demand lines, depending upon whether these lines
connected high or low points.
Let us get back to practice again, and return to Jesse
Livermore, who communicated much about his trading,
either through Lefèvre’s articles or through a book he
wrote himself in 1940, How to Trade in Stocks. The early
Livermore can be considered to have been at least partially a trend follower inasmuch as he began his trading
program in a small way at first, only “adding to his line”
if the market went in his direction, and abandoning it
otherwise (essentially the advice of Dickson Watts in
1891). He was also apparently a “breakout” trader, at
one point describing a stock that was bouncing back
and forth between two price levels but observing that
eventually either buying or selling would become stronger, and “the price will break through the old barrier.”
This breakout, then, would define the “line of least
resistance.” Later, he says, “Well, when the price line of
least resistance is established I follow it.” Going forward
to 1940, Livermore can more definitely be considered
to have been a trend follower in that, in How to Trade in
Stocks, he advocated the use of specific buy and sell signals

162

THE TREND FOLLOWING WAY

based on his analysis of the perceived trend. At one point,
Livermore uses the term “following the trend” directly:
It may surprise many to know that in my method of trading, when I see by my records that an

upward trend is in progress, I become a buy-

er as soon as a stock makes a new high on its

movement, after having had a normal reaction.
The same applies whenever I take the short side.

Why? Because I am following the trend at the
time. My records signal me to go ahead!

Note that the verb “follow” has taken the form of

the present participle “following”—an important conceptual necessity (though not the final one), I believe,

in solidifying the idea of trend following as a continuing
or recurring action.

Central to Livermore’s philosophy was the record-

ing of “pivotal points,” or intermediate highs and lows.

These “pivotal points” were in part the same thing as
Dow Theory’s intermediate highs and lows or Edwards

and Magee’s “basing points.” Initiation and liquidation
signals were based on significant movement away from
these pivotal points—either three or six points, depend-

ing upon the type of rally or reaction that was being
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considered, for a stock selling above $30. Thus, Livermore’s formula was not a breakout system or a trend
line system but rather a type of “filter rule,” though a
bit more complicated than the typically tested sort. The
parameters used were arbitrary, but according to Livermore, based on much experience. Today you can optimize parameters by computer to save time.
Livermore’s method certainly has some appeal, but
one cannot help thinking that it might have been better
understood and traded on if it were chart based. But
Livermore was not a chartist: “Personally, charts have
never appealed to me. I think they are altogether too
confusing.”
In addition to the work of Edwards, Magee, Livermore, and the others, the 1930s and 1940s saw several
other advances relating to the theory of and evidence
for trend following. One of the more interesting studies
came from the Cowles Commission for Economic Research (now the Cowles Foundation at Yale University)
in 1937. Written by Alfred Cowles III (founder of the
institution) and Herbert E. Jones, this study investigated the probabilities of sequences of rises and falls in
stock market prices over several time horizons, ranging
from twenty minutes to seven months. Its conclusion
was that, yes, there was a tendency for the market to
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continue in the same direction as the period before. In
short, there was serial correlation: at least from one

period to the next, there was a trend and hence some
justification for the use of trading methodologies that
might today be called trend following. In summary, the
study states,

This evidence of structure in stock prices suggests

alluring possibilities in the way of forecasting. In
fact, many professional speculators, including in

particular exponents of the so-called “Dow Theory” widely publicized by popular financial jour-

nals, have adopted systems based in the main on
the principle that it is advantageous to swim with
the tide.

Also worthy of note was a 1949 article in Fortune,

“Fashions in Forecasting,” by Alfred Winslow Jones (yes,
that Alfred Winslow Jones—originator of the hedge

fund concept and founder of the first hedge fund). In the
article, Jones analyzes many of the then-current stock
forecasting techniques, such as Mansfield Mills’s buy-

ing and selling curves, Dow Theory, and other methods
having trend following characteristics. His explanation
of trend following revolves around acceptance of “the
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undoubted fact of momentum in psychological trends.”
The process he describes sounds something like George
Soros’s reflexivity:

Thus a movement of the stock market once under
way generates unrealistic optimism or pessimism, so

that the trend of prices then carries through and beyond some point of central value. Αfter that, turned

by profit takers or bargain hunters, with the basic

forces of supply and demand altered, the market
pendulum starts back and passes again through

and beyond a point of reasonable value, wherever

it may be. Therefore, the chances are worth considering that once a trend has reversed itself to some

measured extent (as determined by the Dow Theory, or by the penetration of a moving average or
trend line), the new trend will continue far enough
to make it worth following.

It is notable that Jones uses the exact terms “trend

followers” and “trend following” in his article. But the
meaning of the words perhaps differs from its usage
today. For example, when he states that “what Mills
and Lowry have are still trend following tools, with all

their advantages and limitations,” he seems to mean
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something more like “trend-lagging”—such as when a
moving average turns higher after a trend has already
begun. In other words, trend following was not yet a
fully formed concept. “Trend” was not yet a noun adjunct, nor “following” a gerund.
The individual who finally made the connection was
perhaps William Dunnigan, a trader, technical analyst,
and writer who ran a business cycle forecasting company in Palo Alto, California, in the 1950s. Dunnigan
had many books and other publications to his credit,
beginning with the academic-style book Forecasting the
Monthly Movement of Stock Prices in 1930, and following
with a more technically oriented, mimeographed publication called “Trading with the Trend” in 1934, to name
two. His major works, however, came out in the early
and mid-1950s.
Dunnigan is perhaps best known today for his
“thrust” methodologies and “one way” system; but his
overall market perceptions were broad and deep. He had
a knack for verbal innovation, including the invention of
terms such as “trap forecasting” and “continuous forecasting,” used to distinguish between those trades designed to capture quick profits (“catching the market in
a trap”) and those with an indefinite duration whose exit
levels were determined on a day-to-day basis, depending
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on market action. Starting with these perceptions, the

transition to “trend following” is not an arduous one, for

if a market is “trapped” into a directional commitment at
the point of, say, a breakout (i.e., it generates a “signal”),

then “continuous forecasting” takes over until the next
“trap” (to liquidate or perhaps reverse) is signaled. But,
if that is the model, then is the “forecasting” part of the

formulation really necessary? Is not the process rather
one of monitoring the market for the occurrence of the
next “trap,” and then, when it occurs, acting upon it?

Ultimately, in his 1954 work New Blueprints for

Gains in Stocks and Grains, that is what Dunnigan

concluded, giving us some of the earliest articulated
insights into the philosophy behind trend following:
We think that forecasting should be thought of
in the light of measuring the direction of today’s

trend and then turning to the Law of Inertia
(momentum) for assurance that probabilities
favor the continuation of that trend for an un-

known period of time into the future. This is

trend following, and it does not require us to

don the garment of the mystic and look into the
crystal balls of the future.

168

THE TREND FOLLOWING WAY

And again:
Let us believe that it is possible to profit through
economic changes by following today’s trend,
as it is revealed statistically day-by-day, weekby-week, or month-by-month. In doing this we
should entertain no preconceived notions as to
whether business is going to boom or bust, or
whether the Dow-Jones Industrial Αverage is going to 500 or 50. We will merely chart our course
and steer our ship in the direction of the prevailing wind. When the economic weather changes,
we will change our course with it and will not try
to forecast the future time or place at which the
wind will change.
William Dunnigan today remains an underrated trading researcher, although he was highly regarded in his
day, if not widely so, even by academic economists. Elmer
Clark Bratt, for example, refers to Dunnigan’s “trading
with the trend” in his Business Cycles and Forecasting, one
of the premier economics textbooks of his day:
Intermediate movements in the stock market
do not last any stated length of time, so we
never know just when a rally or a reaction will
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take place. What has been called “trading with
the trend” by Dunnigan appears to be the only
important forecasting principle which can be
derived.

Next in line among the pioneers of trend following

was the much better-known Richard Donchian, whose

article “Trend-Following Methods in Commodity Price
Analysis” appeared in the Commodity Yearbook of 1957.

Donchian’s article was written in a confident, matter-of-

fact manner, suggesting that he had an intimate knowl-

edge of the principles about which he wrote, particularly the use of moving averages and “swing trading,” both
developed in the article as examples of trend following

methodology. Like Dunnigan, Donchian discussed more
than just the trading systems themselves; he also discussed the philosophy behind them. The comments he
made about trend following still hold true:

Every good trend-following method should automatically limit the loss on any position, long
or short, without limiting the gain. Whenever a
trend, once established, reverses quickly, there is

always a point, not far above or below the extreme reached prior to the reversal, at which evi-
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dence of a trend in the opposite direction is given.

Αt that point any position held in the direction of
the original trend should be reversed—or at least
closed out—at a limited loss. Profits are not lim-

ited because whenever a trend, once established,
continues in a sustained fashion without giving

any evidence of trend reversal, the trend-following principle requires that a market position be
maintained as long as the trend continues.

Richard Donchian, as most traders are aware, did

much more than write about trend following. He was
also a broker, analyst, and trader who most significant-

ly was the founder of the first publicly managed futures
fund, the moving-average-based Futures, Inc., in 1948.

Starting in 1960, he began writing a weekly commod-

ity letter, Trend Timing, based on one of his better-known

trend following systems, the 5–20 moving-average

method, thereby creating a documented decades-long

performance record for his trading methodology. Fur-

ther, Donchian was an innovator in advancing an idea
that is now the norm among large futures-trading entities everywhere—the concept of trading many markets
at the same time in a portfolio:
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When I first got into commodities, no one was

interested in a diversified approach. There were
cocoa men, cotton men, grain men . . . . they

were worlds apart. I was almost the first one who
decided to look at all commodities together. Nobody before had looked at the whole picture and

had taken a diversified position with the idea of
cutting losses short and going with a trend.

And so with Dunnigan and Donchian the story comes

to an end. Although these two were by no means the first

trend followers, nor surely the last, their moment was
truly a watershed in the history of trend following. While
many of the ideas that preceded theirs were trend follow-

ing in nature, they were largely inchoate, with an unstated or incomplete underlying philosophy. Dunnigan and

Donchian, however, articulated this philosophy—indeed,

they called it trend following—and thereby laid a foundation upon which later methodologies could comfortably rest. The narrative continues, of course, but since
it has already been well and amply covered, I will stop

at this point. Suffice it to say, however, that everyone re-

mains under the influence of these pioneers of trend following, whether people know it or not.

C HA P TE R 1 6:

COMMANDMENTS TO MAKE MONEY
IN UP AND DOWN MARKETS
Author Seth Godin said it well:
Golf is not safe. My grandfather died playing golf.
Speaking up is not safe. People might be offended.
Innovation is not safe. You’ll fail. Perhaps badly.
Now that we’ve got that out of the way, what are
you going to do about it? Hide? Crouch in a corner and work as hard as you can to fit in? That’s
not safe, either. Might as well do something that
matters instead.1
I live and breathe trend following. Reaching and
teaching people my lessons is rewarding. Take advantage of my work, and you will either make or save a great
deal of money. For your associates, friends, and family,
here are some ways to describe and explain systematic
trend following trading:
• Profit in up and down markets. Trend following
doesn’t swear an allegiance to a bull or bear
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market. It follows trends to the end. No matter how ridiculous trends might appear early
on and no matter how insanely extended they
might appear at the end, follow trends. Why?
They always go farther than anyone expects.
Ignore momentum at your peril.
• No more buy and hold, analysts, or news.
Trend following decision making doesn’t
involve discretion, guesses, gut feelings,
or hunches. It’s not day trading or buy and
hope. It doesn’t involve passive indexing, in
and out trading, or fundamental analysis.
No more twenty-four-hour news cycles, daily turbulence, or sensational hype. No black
boxes or magic formulas either. Let go of the
holy grails.
• No prediction. Trends exist everywhere, always coming and always going. Markets are
no different: They trend up and down. That
said, you can’t predict a market trend; you
can only react to one. Trend following never
anticipates the beginning or end of a trend. It
only acts when the trend changes. There is no
need to figure out why a market is trending—
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just follow it. You don’t need to understand
electricity to use it.
• The big money of letting profits run. Trend following at its best aims to compound absolute
returns. It doesn’t shoot for average. The goal
is to make the knock-your-socks-off returns,
not passbook-savings interest. Trend following
also has the unique ability to lie and wait for
targets of opportunity. That means making a
killing on unpredictable surprises.2

WHAT I LEARNED FROM
LEGENDARY TRADERS
The great trend following traders have been motivated
by possibility and opportunity, unlike crowds of panicky sheep unwilling or unable to leave the herd. In
that spirit, these are some of my favorite money-making gems pulled from the historical wisdom of trend
trading pioneers Richard Donchian, William Dunnigan,
Amos Hostetter, Jesse Livermore, Roy Longstreet, and
Dickson Watts:
• Don’t fight the tape!
•
Like sharp instruments and strong spirits,

COMMANDMENTS TO MAKE MONEY IN UP
AND DOWN MARKETS

leverage confers many benefits, but only
when used with care.
• Limit losses and ride profits, irrespective of
all other rules.
• Of all the speculative blunders, there are few
greater than trying to average a losing game.
• Always sell what shows you a loss and keep
what shows you a profit.
• You can’t force a market into giving you
something it doesn’t have to give.
• Talk is cheap and rumors are even cheaper.
• Courage in a speculator is merely the confidence to act on his decision.
• A loss never bothers me after I take it. But
being wrong, not taking the loss, that is what
does the damage to the pocketbook and to
the soul.
• The trend is evident to a man who has an
open mind and reasonably clear sight.
• In a narrow market, when price moves within
a narrow range, the thing to do is to watch
the market, read the tape to determine the
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limits of prices, and make up your mind that
you will not take an interest until the price
breaks through the limit in either direction.
• Watch the market with one objective: to determine the direction of price tendency.
• Prices, like everything else, move along the
line of least resistance.
• Have a profit? Forget it. Have a loss? Forget
it even quicker.
• It was never my thinking that made the big
money for me. It was my sitting, my sitting
tight.
• There is only one side to the stock market,
and it is not the bull side or the bear side, but
the right side.
• If you don’t know what’s going on, don’t do
anything.
• Markets are never wrong; opinions often are.
• Don’t be too curious about the reasons behind moves.
• The smarter you are, the longer it takes.
• When time is up, markets will reverse.
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• Don’t expect the tape to be a lecturer. It’s
enough to see that something is wrong.

• Don’t imagine that a market that once sold at
150 is cheap at 130.

• A man does not swear eternal allegiance to
either the bear or bull side.

• People believe what it pleases them to believe.
• Trend followers plan when they will get out
before they ever get in.

• Know every day what your portfolio is worth.
• Calculate what your risks are on any given
day for all positions.

•
Controlling risk is not the same thing as
avoiding risk. If managing risk is an integral
part of your philosophy, when your risk level
goes up or down, you simply adjust.

• Buy market strength and sell market weakness.
• Keep a positive attitude, no matter how much
you lose.

• Don’t take the market home.
• Dream big dreams and think tall. Very few
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people set goals too high. A man becomes
what he thinks about all day long.
• In the world of money, in a world shaped by
human behavior, nobody has the foggiest notion of what will happen in the future. Mark
that word. Nobody.
• When the ship starts to sink, don’t pray—
jump!
•A
 ssimilate into your very bones a set of
trading rules that works for you.
• Thou shall not trade against the trend up or
down.
• There is nothing new on Wall Street. There
can’t be, because speculation is as old as the
hills.3
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