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-
FOREWORD

had just finished writing the second edition of my book Trade Your

Way to Financial Freedom when my editor asked me who I'd rec-
ommend as a new author for McGraw-Hill. The first person who
popped into my mind was Curtis Faith. Curtis had been the most suc-
cessful of the Turtles.

After the initial training period, Curtis was the only trader who had
totally captured the biggest trend during that time period. He traded
the largest account for Richard Dennis, making over $31 million for
Dennis while he was a Turtle, reported Stanley Angrist in the Wall
Street Journal. Also, Curtis, much like me, has followed a road less trav-
eled since he ended his Turtle career, and that path suggests that he is
in tune with himself instead of with Main Street or Wall Street.

Who better to write a book for McGraw-Hill than someone like that?
[ didn’t think anything more about it until I was asked to supply a quote
about a new book called Way of the Turtle. Lo and behold, it was
Curtis’s book. I read about seventy pages of the unedited galleys and
immediately decided that the book needed a foreword and that I really
wanted to write it. Why? In my opinion, this is one of the five best trad-
ing books ever written, and I will recommend that all my clients become

familiar with its contents.

o xji
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[ almost became one of the first Turtles, and so I have always fol-
lowed the success of the Turtles with particular interest. In September
1983 I began my business of coaching traders. It was a part-time
endeavor since [ still was working as a research psychologist. Never-
theless, by 1983 I considered myself a pretty good trading coach. I had
developed a test for determining a person’s trading ability that was a
good predictor of success; I called it the Investment Psychology Inven-
tory. Lots of traders had taken it, saying that they agreed with my assess-
ment of their strengths and weaknesses.

It was at about that time that I saw a full-page ad from Richard
Dennis in a major newspaper. He was going to select ten or so traders,
train them in his methods, and then give each of them a million
dollars of his money to trade. The offer was so good that I expected
that thousands of people would apply. As a result, I thought it was a
great opportunity for me to help them with the Investment Psychology
Inventory. They'd be screening thousands of people, and I could help.
As a result, | contacted the offices at C&D Commodities in Chicago
and sent them a copy of the test. Both Dale Dellutri (C&D’s business
manager) and Richard Dennis took the tests, but that was as far as it got.

However, they sent me a copy of their screening test, which con-
sisted of sixty-three true/false questions and eleven short answer ques-

tions. The questions were somewhat like the following:

T/F The majority of traders are always wrong. (The word always

makes that one tough to answer.)

Name a risky thing you have done and why.

[ was curious about the test and sent it in with my answers. To my
surprise, I got an invitation to interview for a Turtle position in

Chicago, where I was asked many questions, such as, “If markets are
g ’ Y q > >
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random, how can anyone make money trading?” I'm not sure how I
answered that one, but it probably wasn’t the way I would answer it
now. I was told that ten people would be selected from the forty appli-
cants to train under Richard Dennis and Bill Eckhardt. We then would
sign a contract for five years that could be terminated at any time for
lack of performance.

[ was not selected to be among the final ten, and I can understand
why. I was terribly conflicted over the position. I had gotten involved
only because I wanted to help C&D Commodities with the testing. |
lived in southern California, and the last thing [ wanted to do was move
to Chicago for five years. I was sure I would have to leave my wife and
son in California if I did that, although that’s just speculation. I loved
what [ was doing —developing a new business as a trading coach—and
although becoming a Turtle might have been very valuable in launch-
ing that career, I didn’t want to give up my coaching. Lastly, I didn’t
want to go to Chicago for the last two weeks of the year (Christmas and
New Year’s) for the training. I think that conflict showed up pretty
clearly in the interview, and I was not selected.

Nevertheless, | had some regret at not being selected, especially
when I learned of the success of the Turtles. As a result, I've always
been fascinated to know what they learned. Over the years, I've talked
extensively with several of them and learned the essence of how they
traded. I teach a more general form of their position sizing algorithm
in my systems class and in my book The Definitive Guide to Expectancy
and Position Sizing. I've never thought that the systems they used are
anything special. In my opinion, their success was due entirely to their
psychology and their position sizing. The Turtles were held to secrecy
for a period of ten years, and that kind of veil makes the mystery of what
they did even more intriguing. Most people believe that they must have

had some magic secret and that no one is going to reveal it, ever.
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Why do [ believe that Way of the Turtles is one of the five best trad-
ing books ever written?

First, it paints a very clear picture of what is necessary for trading
success. Curtis says in very concise terms that it’s not about the trading
system; it’s about the trader’s ability to execute the trading system. Cur-
tis earned $78,000 in the initial training period, which was almost three
times as much as the others earned, yet they all had been taught to do
the same thing. Why had ten people who all were taught a certain set
of rules, including fixed position sizing rules, produced different
results? Curtis said that some of the other Turtles thought that Richard
had given him special information, but Curtis and I know that the
answer is that trading psychology produced the difference in the results.

When [ was trained in psychology in the late 1960s, the emphasis
was on behaviorism. The psychology curriculum was designed to
develop rules to answer the question: If you stimulate someone in a par-
ticular way, how will that person respond? In my opinion, that
approach was rubbish, and I was delighted when researchers started to
study the psychology of risk. The eventual conclusion of that research
is that human beings take many shortcuts in their decision making and
that makes them very inefhcient decision makers. Since that time, an
entire field of behavioral economics has developed out of that research.

The second truly fascinating aspect of Way of the Turtle is that it
probably has the most lucid description of how some of the principles
of behavioral finance apply to and influence trading that I've ever read.
Curtis even goes into a lengthy discussion of support and resistance
and why they exist because of inethiciencies in our decision making. It
is must-read material.

The third aspect of Way of the Turtle that I really like is its empha-
sis on game theory and the way it uses game theory to explain how a

trader should think. For example, the idea is to concentrate on present
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trading, forgetting the past and the future. Why? Because you know
from your historical testing that you probably will be wrong most of the
time but that your gains will be much larger than your losses. This will
result in a positive expectation. Curtis tells the readers why they must
understand and have confidence in the expectation of their systems.
It’s that confidence that will make them long-term winners.

Other excellent topics include:

® How the Turtles were trained and what they actually learned.
¢ The real “secrets” of the Turtles (I've already given you lots of clues).

¢ An excellent discussion of the problems involved with system
development and why people make mistakes in system
development because they don’t understand the basic statistical

principles involved in sampling theory.

® Asuperb discussion of why most systems fail to perform
adequately. Even though most good systems are dropped for
psychological reasons, there are many bad systems out there that
look good at first glance. If you want to know why they look
good and how to spot them, you must read this book.

e Finally, there is an interesting discussion of robust measures of
systems. If you understand this material, you will have gone a
long way toward being able to design a profitable long-term

system for yourself that will work.

Put all of this together with a number of stories about Curtis’s expe-
riences as a Turtle, plus his amazing ability to synthesize his experi-
ences as a trader and get to the essence of what is important, and you
have a book that is a must-read for all traders or anyone who has con-

sidered putting his or her money into the markets.
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The Turtle program began as a bet between Richard Dennis and Bill
Eckhardt over whether trading can be taught. Richard was willing to
stake his own money on the idea that trading can be taught. In Way of
the Turtle, Curtis gives his opinion about the outcome of that bet (it
might not be what you think), but when you read his opinion, I'd like
you to think about one more thing: Forty people were interviewed from
over a thousand applicants, and only a portion of those forty were
selected. Combine that with what Curtis says about sampling and [
think you have the real answer to the question of whether anyone can
learn to trade.

Van K. Tharp, Ph.D.
Trading Coach
President, The Van Tharp Institute
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little more than 20 years ago, I was part of a grand experiment
Athat has become legendary among traders and investors. Known
simply as the Turtles, the experiment started as a bet between two
famous traders who were also friends: Richard Dennis and William
Eckhardt.

This is my story of that time and what I have learned since then. I
hope that eventually one of the other Turtles will write a more com-
prehensive account of that period. This is not that kind of book. At age
19, I was too much of an outsider to be in a position now to discuss our
collective experience. I was also too young to appreciate much of the
social interaction that occurred within the group as we worked together
and competed for survival as Turtles.

What follows is a portrayal of what I experienced and learned as a
Turtle. Way of the Turtle lays bare the entire experiment, explaining
exactly what we were taught and how we traded. The book details some
of our biggest trades and the rules behind their timing, delivering
insights into what it takes to make millions in the markets. For me, Way
of the Turtle is a story of trading and of life, specifically, how looking at
life the way a great trader does can bring you more joy, a greater range

of experience, and far less regret.

® xvii ®
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The chapters that follow will examine this perspective as well as the

following topics:

® How the Turtles made money: What it was at the core of the
Turtle trading approach that allowed me to earn more than 100

percent returns for the four-plus years of the Turtle program

® Why some Turtles made more money than others: How the
approach allowed some to be successful while others with the

exact same knowledge lost money

¢ How the Turtle Way applies to stocks and Forex: How to look
beyond the rules as we implemented them to find core

strategies that work for any tradable market

* How you can apply the Turtle Way to your own trades and in

your own life
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INTRODUCTION

The Day I Met the Prince of the Pits

n your lifetime you can expect to experience only a handful of defin-
Iing moments. | had two in one day at the age of 19: seeing the Art
Deco building that is home to the Chicago Board of Trade (CBOT)
for the first time and meeting Richard Dennis, the legendary com-
modities trader.

The CBOT is the most famous vista in Chicago. From even a mile
away, you can see the building at 141 West Jackson Boulevard crowned
by a lone statue of Ceres, the Roman goddess of agriculture. At forty-
five stories high, framed by other skyscrapers, the building stands tall
among its brethren and is a fitting home for the Exchange. Inside are
the pits where traders stand shoulder to shoulder buying and selling
millions of dollars” worth of grains, meats, and currencies every few sec-
onds amid shouts and elaborate signaling. Organized pandemonium
of this sort leaves the thousands of outsiders who visit the pits every year
in awe. For traders, it is Mecca.

As I stepped into the elevator at 141 Jackson, my palms began to

sweat. [ was 19 years old and about to have an interview with Richard

® xix ®
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Dennis, one of the world’s most famous commodities speculators. Even
before the Turtle experiment became widely known, Dennis had
carned a place in trading lore. He was branded the Prince of the Pits;
that moniker acknowledged his feat in turning a few thousand dollars
into several hundred million by his mid-thirties.

[ later learned how lucky I was to be on that elevator. Over 1,000
people had applied for the position for which I was interviewing, and
only 40 applicants had been granted an audience with Dennis. Only
13 —less than 1 in 100 —ultimately were chosen, with another 10
selected for a follow-on program the next year.

Long before Donald Trump’s The Apprentice and other reality tele-
vision contests aired, Dennis created his own competition, prompted by
a debate between him and his good friend —and an equally successful
trader—William (Bill) Eckhardt about whether great traders are made
or born. Dennis believed he could transform almost anyone into a win-
ning trader; Eckhardt believed it was a matter of nature, not nurture.
Dennis put his money where his mouth was, and the two made a wager.

To settle the bet, they took out large ads in the Wall Street Journal,
Barron’s, and the New York Times announcing that Dennis was accept-
ing applications from people interested in becoming his trainees. The
ad further stated that he would teach this group his trading methods
and give each trainee a million-dollar trading account.

At the time, I didn’t understand the significance of the ad. In placing
it and proceeding with the bet, Dennis had made a bold statement. He
believed that he understood the reasons for his own success so well that
he could teach others to trade just as well —even if they were total
strangers who never had traded before. He was so confident in that asser-
tion that he was willing to risk millions of his own cash to prove it.

Dennis’s trainees—of whom I was one—came to be known as the

Turtles after their success became a trading legend. Over four and a
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half years the Turtles earned an average return of over 80 percent per
year. But why the name Turtles? That name comes from the place
where Dennis and Eckhardt stood when the long-running debate
turned serious: a turtle farm in Singapore. Seeing the turtle farm up
close, Dennis reportedly blurted out, “We're going to raise traders like
they raise turtles in Singapore.”

So there I was, age 19, palms sweating, on the verge of meeting the
Prince of the Pits. Walking down the hallway, I shouldn’t have been
surprised by the utilitarian look of the offices. There was no grand
entrance, no fancy lobby, no attempt to impress clients, brokers, or any
other kind of bigwig. Dennis was known for not wasting money on
showy display, and so the frugal surroundings made sense; even so, |
expected more. Everything seemed smaller than I had envisioned.

[ found the door with the nameplate “C & D Commodities” and

opened it.

=

Dale Deluttri, Dennis’s business manager, greeted me at the door and
told me that Richard was finishing another interview. I already knew
what Richard looked like, having seen his photo in a few articles, but
[ did not have a clear insight into his personality, and so I passed the
time worrying about that.

In preparation for the interview I had read everything I could find
on or about Richard, and so I did have a few clues about his personal-
ity but not as much as I wanted. I also had taken Richard’s 40-question
test (that was part of the application), and so I knew something about
what he considered important in a trader.

When the door to Richard’s office opened, the previous candidate
exited, told me a bit about his interview, and wished me luck. He must

have done well; I saw him a few weeks later at the first training class. |
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walked in and met Richard and his partner, William Eckhardt—Rich
and Bill as we would later call them and as I still think of them. Rich
was a mountain of a guy with a friendly face and a quiet manner. Bill
was thin and of average height. He looked and dressed like a professor
of applied mathematics at the University of Chicago.

The interview paralleled the written test that I had received from
Rich’s C&D Commodities as part of the application process. Rich was
interested in my theory of the markets and why I thought money could
be made by trading. They were both very interested in the specifics of
my background. Looking back on it now, I was an aberration. Even
today very few people have the specific experience I had at 19 years of
age, at least as it related to the trading methods we were later taught.

In the fall of 1983 few people had personal computers; in fact, PCs
had just been invented. Yet for the previous two years I had been pro-
gramming the Apple II computer as a part-time job after school. I pro-
grammed the computer to analyze what were then known as systems:
trading strategies with specific rules that defined exactly when to buy
and sell stocks or commodities on the basis of their price movement.
During those two years | had written 30 or 40 different programs that
tested trading systems through the use of historical data to determine
how much money would have been made if those systems had been
used in various markets. I later realized that this was cutting-edge
research in 1983,

What had begun as an interesting after-school job evolved into a pas-
sion. I was working for a company called Harvard Investment Service
that was located in the kitchen of a small house in the town of Harvard,
Massachusetts, about 40 miles west of Boston. Harvard is the quintes-
sential New England small town: apple orchards, a small library, a town
hall, and the town square. Harvard Investment Service consisted of just

three people: George Arndt (who owned the kitchen and the company
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and told us what to do), my friend Tim Arnold, and me. Tim and I did
the grunt work.

George had been the first one to interest me in trading. He had lent
me his personal copy of Reminiscences of a Stock Operator, Edwin
Lefevre’s fictional biography of the famous speculator Jesse Livermore.
I'm not sure whether it was Lefevre’s fine storytelling or Livermore’s
larger-than-life character, but after reading that book I was hooked. 1
wanted to be a trader. I also believed that I could be a great trader, that
[ would be a great trader. I carried that confidence into the interview
with Rich and Bill as only a 19-year old could.

Analyzing trading systems turned out to be excellent preparatory work
for both the interview and the training sessions that would follow. I believe
that background was one of the reasons why I took to Rich and Bill’s meth-
ods faster and more confidently than the other trainees and ultimately was
able to make more money for Rich than any of the other Turtles. From
the very start, I had more confidence in both their approach and the con-
cept of trading systematically than did any of the others.

That confidence played an important role in Rich’s faith in my even-
tual success as well as in my ability to reach my trading potential. My
background enabled me to do what none of the other Turtles could:
follow the simple rules outlined in our two-week training class. The
fact that none of the other Turtles followed those rules that first month

may seem strange, but I'll save that story for later.

=

[ was concerned at first that I might be at a disadvantage because I had
not actually traded before. I believed my system-testing background might
provide enough of an edge to counteract that, but my lack of experience
was a primary concern. It was clear from the questions Rich and Bill

asked that the candidates were being interviewed to assess our raw intel-
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lect and reasoning abilities. That did not surprise me, since one of the
questions on the preinterview questionnaire had been about our SAT
scores, and there had been many other questions that sought to assess our
mental capacity. What did surprise me was that they were as interested
in what I did not believe as in what | did believe as it related to trading.

I remember the actual moment during the interview when I became
convinced that I was going to get an offer. We were discussing my dis-
belief at how many people were sure that there was some secret philoso-
pher’s stone that would allow one to predict the markets with uncanny
accuracy. I thought that there were far too many variables involved in
something as complex as the price of wheat or gold for any kind of real
prediction and that the people looking for the philosopher’s stone were
going to be disappointed.

As an example, I recounted a story George had told me about a glass
disk with many curved and straight lines on it that one could lay on a
chart so that the top and bottom of the price chart would magically hit
the lines as if the markets were responding to some secret order. They
seemed to respond well to the story, and at that point I thought, “I'm
going to get the position.”

[ was right—about a few things. I did get the spot, and Rich and Bill
were testing for intelligence and aptitude. They wanted people who
shared the traits they believed were necessary for profitable trading.
They were also being good scientists, experimenting by intentionally
building diversity into what would become known as the Turtle Class.

Members of the first class included, among others, the following:

* A man who had a strong interest in gaming and games in
general. He also happened to be the editor of the Dungeon
Master’s Manual for the role-playing game Dungeons and
Dragons, which was all the rage in the early 1980s.
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* A man with a Ph.D. in linguistics from the University of
Chicago.

¢ A man who traded grains for Cargill and had been the

Massachusetts state chess champion while in school.
¢ A few people with trading backgrounds.
® An accountant.

¢ A professional blackjack and backgammon player.

Many of these individuals were among the brightest I had ever met.
Rich and Bill definitely had been screening for high intelligence,
with a particular emphasis on mathematical and analytical abilities.
Rich subsequently said in an interview that they were looking for
“extreme intelligence,” since they had so many applicants and could
afford to be picky. This characteristic described many, but not all, of
the Turtles. Surprisingly, I don’t think that our intelligence neces-
sarily correlated with our eventual success or failure. Another com-
mon thread was a background in gaming theory and strategy, and a
good knowledge of probability mathematics as it related to games of
chance. It soon would become clear why they considered this expe-

rience relevant.

=

A few weeks after my interview, I received a phone call from Rich
telling me that I had been accepted into the training program. I must
not have appeared very excited because he later told me that [ was the
only one of the accepted trainees who did not seem overwhelmed by
the news. He wasn’t even sure that [ would show up for the class.
Rich told me that the training would be held during the last two

weeks of the year and that after this two-week session, we would begin
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trading a small account. He also said that if we did well for an initial
trial period with that small account, he would give us each a $1 mil-
lion trading account.

It may surprise some people that Rich thought he could teach a
group of traders in only two weeks. What surprises me now is that he
thought it would take that long. In fact, in the second year Rich and
Bill hired a new crop of Turtles and trained them in only one week.
The difficulty in trading lies not in the concepts but in the application.
It is relatively easy to learn what to do when trading. It is very difhcult
to apply those lessons in actual trading.

At the end of the trial trading period, which lasted one month, Rich
evaluated our performance. Some Turtles received the full $1 million
to trade, others were given smaller accounts, and still others were told
to keep trading with the original account size. Rich gave me a $2 mil-
lion account, and for the duration of the Turtle program I continued
to trade the largest account for him.

In this book I will give you some of the reasons why after only one
month Rich was able to assess our relative abilities, what it was he was
looking for; and why he gave me a much larger account than he gave
the other Turtles. Rich found this ability early on in me and eventu-
ally in many of the others; it's what I call the Way of the Turtle.

Before we get into the specifics of the Turtle Way, let me put things
in context by discussing trading in general terms; and provide some
insight on the psychological reasons why the Turtles were so profitable
and why good traders are able to make money. The next two chapters
provide a foundation for Chapter Three where we will return to the
Turtle story and then dive into the details of the Turtle Way.
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High risk, high reward: It takes balls of steel to play this game.
—Told to a friend before starting the Turtle program

eople often wonder what it is that makes someone a trader
P rather than an investor. The distinction is often unclear
because the actions of many people who call themselves investors
are actually those of traders.

Investors are people who buy things for the long haul with the
idea that over a considerable period —many years—their invest-
ments will appreciate in value. They buy things: actual stuff. War-
ren Buffett is an investor. He buys companies. He doesn’t buy stock.
He buys what the stock represents: the company itself, with its man-
agement team, products, and market presence. He doesn’t care that
the stock market may not reflect the “correct” price for his compa-
nies. In fact, he relies on that to make his money. He buys compa-
nies when they are worth much more to him than the price at which
the stock market values them and sells companies when they are
worth much less to him than the price at which the stock market
values them. He makes a lot of money doing this because he’s very

good at it.

o ] o
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Traders do not buy physical things such as companies; they do not
buy grains, gold, or silver. They buy stocks, futures contracts, and
options. They do not care much about the quality of the manage-
ment team, the outlook for oil consumption in the frigid Northeast,
or global coffee production. Traders care about price; essentially they
buy and sell risk.

In his informative and engaging book Against the Gods: The
Remarkable Story of Risk, Peter Bernstein discusses how markets
developed to allow the transfer of risk from one party to another.
This is indeed the reason financial markets were created and a
function they continue to serve.

In today’s modern markets, companies can buy forward or futures
contracts for currencies that will insulate their business from the effects
of fluctuations in currency prices on their foreign suppliers. Compa-
nies also can buy contracts to protect themselves from future increases
in the price of raw materials such as oil, copper, and aluminum.

The act of buying or selling futures contracts to offset business
risks caused by price changes in raw materials or fluctuations in for-
eign currency exchange rates is known as hedging. Proper hedging
can make an enormous difference for companies that are sensitive
to the costs of raw goods such as oil. The airline industry, for exam-
ple, is very sensitive to the cost of aviation fuel, which is tied to the
price of oil. When the price of oil rises, profits drop unless ticket
prices are raised. Raising ticket prices may lower sales of tickets and
thus profits. Keeping ticket prices the same will lower profits as
costs rise because of oil price increases.

The solution is to hedge in the oil markets. Southwest Airlines
had been doing that for years, and when oil prices rose from $25

per barrel to more than $60), its costs did not increase substantially.



Risk Junkies ® 3

In fact, it was so well hedged that even years after prices started to
go up, it was getting 85 percent of its oil at $26 per barrel.

It is no coincidence that Southwest Airlines has been one of the
most profitable airlines over the last several years. Southwest’s exec-
utives realized that their business was to fly people from place to
place, not to worry about the price of oil. They used the financial
markets to insulate their bottom line from the effects of oil price
fluctuations. They were smart.

Who sells futures contracts to companies like Southwest that

want to hedge their business risk? Traders do.

Traders Trade Risk

Traders deal in risk. There are many types of risk, and for each type
of risk there is a corresponding type of trader. For the purposes of
this book, we divide all those smaller risk categories into two major
groups: liquidity risk and price risk.

Many traders—perhaps most of them —are very short-term oper-
ators who trade in what is known as liquidity risk. This refers to the
risk that a trader will not be able to buy or sell: There is no buyer
when you want to sell an asset or no seller when you want to buy
an asset. Most people are familiar with the term liquidity as it
applies to finance in the context of the term liquid assets. Liquid
assets are assets that can be turned into cash readily and quickly.
Cash in the bank is extremely liquid, stock in a widely traded com-
pany is relatively liquid, and a piece of land is illiquid.

Suppose that you want to buy stock XYZ and that XYZ last traded
at $28.50. If you look for a price quote for XYZ, you will see two
prices: the bid and the ask. For this example, let’s say you get a
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quote on XYZ, as $28.50 bid and $28.55 ask. This quote indicates
that if you wanted to buy, you would have to pay $28.55, but if you
wanted to sell, you would get only $28.50 for your XYZ stock. The
difference between these two prices is known as the spread. Traders
who trade liquidity risk often are referred to as scalpers or market
makers. They make their money off the spread.

A variant of this kind of trading is called arbitrage. This entails
trading the liquidity of one market for the liquidity of another. Arbi-
trage traders may buy crude oil in London and sell crude oil in New
York, or they may buy a basket of stocks and sell index futures that
represent a similar basket of stocks.

Price risk refers to the possibility that prices will move significantly
up or down. A farmer would be concerned about rising oil prices
because the cost of fertilizer and fuel for tractors would increase. Farm-
ers also worry that prices for their produce (wheat, corn, soybeans, etc.)
may drop so low that they will not make a profit when they sell their
crops. Airline management is concerned that the cost of oil may rise
and interest rates may go up, raising airplane financing costs.

Hedgers focus on getting rid of price risk by transferring the risk
to traders who deal in price risk. Traders who jump on price risk
are known as speculators or position traders. Speculators make
money by buying and then selling later if the price goes up or by
selling first and then buying back later when the price goes down—

what is known as going short.

Traders, Speculators, and Scalpers—0h, My
Markets are groups of traders that interact to buy and sell. Some of

the traders are short-term scalpers who are only trying to make the
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tiny spread between bid and ask over and over again; others are
speculators who are trying to profit from changes in prices; yet oth-
ers are companies trying to hedge their risks. Fach category is rife
with experienced traders who know their jobs well, along with
novices. Let’s examine a set of trades to illustrate how different
traders operate.

ACME Corporation is trying to hedge the risk of rising costs at its
British research laboratory by buying 10 contracts of British pounds
on the Chicago Mercantile Exchange (CME). ACME is at risk
because the British pound has been rising and costs at the research
laboratory are paid in British pounds. A rise in the exchange rate
between the British pound and the dollar will increase the costs for
its research facility. Hedging that risk by purchasing 10 British pound
contracts will protect it from a rise in the exchange rate because the
profits on the futures contracts will offset the increased costs that result
from the change in the exchange rate that occurs when the British
pound rises against the dollar. ACME buys the contracts for $1.8452
from a Chicago floor trader, Sam, who trades as a scalper.

The actual transaction is executed by ACME’s broker, MAN
Financial, which has employees on the floor. Some of those
employees are phone clerks at a bank of desks that surround the
trading floor, and others are traders in the British pound trading
pits who execute trades for MAN. Runners take the orders from the
phone desk to the trader in the pits, where that trader executes the
trade with Sam. For large orders or during fast markets, the trader
representing MAN on the floor may use hand signals to receive buy
and sell orders from MAN’s phone clerks.

Futures contracts are defined by the exchange on which they are

traded in a document known as a contract specification. These doc-
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uments define the quantity, the type of goods, and in some cases
the quality of a particular commodity. In the past, the size of a con-
tract was based on the quantity that would fit into a single railroad
car: 5,000 bushels for grains, 112,000 pounds for sugar, 1,000 bar-
rels for oil, and so on. For this reason, contracts sometimes are
referred to as cars.

Trading takes place in units of a single contract: You cannot buy
or sell less than one contract. The exchange’s contract specifica-
tion also defines the minimum price fluctuation. This is referred
to in the industry as a tick or minimum tick.

A contract for British pounds is defined by the CME to be 62,500
British pounds, and the minimum tick is a hundredth of a cent, or
$0.0001. Thus, each tick of price movement is worth $6.25. This
means that Sam stands to make $62.50 for every tick in the spread
because he sold 10 contracts. Since the spread at the time he sold
the contracts to ACME was two ticks wide at $1.8450 bid and
$1.8452 ask, Sam will try to buy 10 contracts at the other side of the
spread at $1.8450 immediately. If he buys successfully at $1.8450,
this will represent a profit of two ticks, or just over $100. Sam buys
his 10 contracts from a large speculator, Mr. Ice, who is trying to
accumulate a position betting on the price going down; this is known
as a short position. Mr. Ice may hold those contracts for 10 days or
10 months, depending on how the market moves after this purchase.

So, there are three types of traders involved in this transaction:

¢ The hedger: ACME Corporation’s trader in the hedging
department, who wants to eliminate the price risk of
currency fluctuation and hedges by offsetting that risk in the

market
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¢ The scalper: Sam, the floor trader, who trades liquidity risk
and quickly trades with the hedger, hoping to earn the
spread

¢ The speculator: Mr. Ice, who ultimately assumes the
original “price risk” that ACME is trying to eliminate and is
betting that the price will go down over the next few days or

weeks

Panic in the Pits

Let’s change the scenario slightly to illustrate the mechanisms
behind price movement. Imagine that before Sam is able to unload
his 10 contract short position by purchasing them back, a broker
who works for Calyon Financial starts buying up contracts at the
$1.8452 ask price. That broker purchases so many contracts that all
the floor traders start to get nervous.

Although some of the floor traders may have long positions, many
of them already may be short 10, 20, or even 100 contracts; this
means that they will lose money if the price goes up. Since Calyon
represents many large speculators and hedge funds, its buying activ-
ity is particularly worrisome. “How many more contracts is Calyon
trying to buy?” the floor scalpers ask. “Who is behind the order?” “Is
this just a small part of a much larger order?”

If you were a floor trader who already had sold 20 contracts short,
you might be getting nervous. Suppose Calyon was trying to buy
500 or 1,000 contracts. That might bring the price up as high as
$1.8460 or $1.8470. You definitely would not want to sell any more
contracts at $1.8452. You might be willing to sell some at $1.8453
or $1.8455, but maybe you would be looking to get out of your con-
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tracts by buying them back at $1.8452 or perhaps even at a small
loss at $1.8453 or $1.8454 instead of the $1.8450 you originally
were looking for.

In a case like this, the bid-ask spread might widen to $1.8450
bid and $1.8455 ask. Or the bid and the ask might both move up,
reaching $1.8452 bid and $1.8455 ask, as the scalpers who had
been selling short at $1.8452 started trying to get rid of their posi-
tion at the same price.

What changed? Why did the price move up? Price movement
is a function of the collective perception of buyers and sellers in a
market: those who are scalping to make a few ticks many times
cach day, those who are speculating for small moves during the day,
those who are speculating for large moves over the course of weeks
or months, and those who are hedging their business risks.

When the collective perception changes, the price moves. If, for
whatever reason, sellers no longer are willing to sell at the current
price but demand a higher price and buyers are willing to pay that
higher price, the price moves up. If, for whatever reason, buyers no
longer are willing to pay the current price but only a lower price
and there are sellers who are willing to sell at that lower price, the
price goes down.

The collective perception can take on a life of its own. If
enough floor traders are caught with short positions when a large
buy order comes in, panic can ensue. A large buyer might drive
the price up sufhiciently to trigger other buy orders that have been
placed in the markets, causing even more price movement. For
this reason, experienced scalpers will get out of their short posi-
tions quickly and scalp only on the buying side when prices start

moving up.
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Using the example described above, a floor trader who is not
quick enough might rapidly find himself with a 10-, 20-, or even
50-tick loss per contract. If he holds 50 contracts with a 50-tick loss,
this represents a loss of $15,625 (50 X 50 X $6.25), more money
than he may have made that entire week or month. At some point
the psychological pain of watching so much money disappear may
be so great that the floor scalper panics and buys at whatever price
the market offers. In a fast market this may take only 1 or 2 min-
utes; in a slower market it may take 10 or 15.

One can see that the experienced trader not only buys out of her
short position early, she buys a few more contracts to profit further
as the price moves up. When a less experienced trader panics and
starts buying, an opportunity is presented to an experienced trader
to again sell and exit his recently acquired long position to make

another profit.

Death of the Pits

When we traded as Turtles, futures contracts were bought and sold
exclusively in trading pits at the commodity exchanges, where men
fought mano a mano to execute their trades with other traders
using hand signals and shouting. To outsiders it looked like insanity
at times.

The pits are dying. Electronic exchanges are replacing them in
almost every market. Among other benefits, the costs for electronic
execution are lower, the executions are quicker, and traders can
determine if they are filled in milliseconds instead of minutes. These

advantages are killing the pit traded futures. In every market where
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electronic trading and pit trading coexist, the volume has moved to
the electronic markets. In fact, it is likely that before this book goes
out of print there will no longer be U.S. exchanges where futures
contracts are traded in pits.

Those of us who have been involved in trading since before the
advent of electronic exchanges are saddened by the death of the pits.
In Chicago, there are many examples of traders like Richard Dennis
who came from a working-class background and made their millions
trading in the pits. For those who are skillful, the pits are better
places to trade. In the pits you can see the psychology of the market
in the faces of the other traders. Numbers on a screen just don’t con-
vey the same kind of information. Many traders had their start run-
ning orders into the pit from the banks of phones that surrounded
them. These jobs are disappearing.

Nevertheless, while we are saddened and nostalgic about the pits,
the new electronic markets offer some new opportunities. Execution
costs are lower, and this creates opportunities to trade using strate-
gies that trade more frequently. Some of the electronic markets
have such large volume that it is possible to buy and sell millions of
dollars worth of futures contracts without even beginning to move
the price.

Keep in mind that when I refer to traders in this book as execut-
ing trades in pits, this may not be the way trading is currently trans-
acted in many markets. The players and actions, however, are still
the same. The pain of a losing trade is still present whether you
trade electronically or you call a broker on the phone and the trade
is transacted in the pits. The hedgers, scalpers, and speculators are
still there, hiding behind the screen—waiting to eat you alive if you

let them.
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The next chapter delves into the psychological biases that cre-
ate differences in outlook and behavior between an inexperienced
and probably losing trader and his more successful and experienced
counterpart. It also discusses the different types of trading styles and
market states that favor each of those styles. Later chapters show
how Rich’s training turned very inexperienced traders into prof-

itable ones in only a few weeks time.
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TAMING THE
TURTLE MIND

Human emotion is both the source of opportunity in trading
and the greatest challenge. Master it and you will succeed.

Ignore it at your peril.

o trade well you need to understand the human mind. Markets
Tare comprised of individuals, all with hopes, fears and foibles.
As a trader you are secking out opportunities that arise from these
human emotions. Fortunately, some very smart people —behavioral
finance pioneers—have identified the ways that human emotion
affects one’s decision-making process. The field of behavioral
finance —brought to popular attention in Robert Shiller’s fascinat-
ing book, now in its Second Edition, titled Irrational Exuberance
and greater details of which were published by Hersh Shefrin in his
classic Beyond Greed and Fear—helps traders and investors under-
stand the reasons why markets operate the way they do.

Just what does make prices go up and down? (Price movements
can turn an otherwise stoic individual into a blubbering pile of

misery.) Behavioral finance is able to explain market phenomena

e 13 o

Copyright © 2007 by Curtis M. Faith. Click here for terms of use.



14 + WAy oF THE TURTLE

and price action by focusing on the cognitive and psychological
factors that affect buying and selling decisions. The approach has
shown that people are prone to making systematic errors in cir-
cumstances of uncertainty. Under duress, people make poor
assessments of risk and event probabilities. What could be more
stressful than winning or losing money? Behavioral finance has
proved that when it comes to such scenarios, people rarely make
completely rational decisions. Successful traders understand this
tendency and benefit from it. They know that someone else’s
errors in judgment are opportunities, and good traders understand
how those errors manifest themselves in market price action: The
Turtles knew this.

Emotional Rescue
For many years economic and financial theory was based on the
rational actor theory, which stated that individuals act rationally and
consider all available information in the decision-making process.
Traders have always known that this notion is pure bunk. Winning
traders make money by exploiting the consistently irrational behavior
patterns of other traders. Academic researchers have uncovered a sur-
prisingly large amount of evidence demonstrating that most individu-
als do not act rationally. Dozens of categories of irrational behavior and
repeated errors in judgment have been documented in academic stud-
ies. Traders find it very puzzling that anyone ever thought otherwise.
The Turtle Way works and continues to work because it is based
on the market movements that result from the systematic and
repeated irrationality that is embedded in every person.

How many times have you felt these emotions while trading?
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® Hope: I sure hope this goes up right after I buy it.
e Fear: | can’t take another loss; I'll sit this one out.

¢ Greed: I'm making so much money, I'm going to double my

position.

® Despair: This trading system doesn’t work; I keep losing

money.

With the Turtle Way, market actions are identified that indicate
opportunities arising from these consistent human traits. This chap-
ter examines specific examples of how human emotion and
irrational thinking create repetitive market patterns that signal mon-
eymaking opportunities.

People have developed certain ways of looking at the world that
served them well in more primitive circumstances; however, when
it comes to trading, those perceptions get in the way. Scientists call
distortions in the way people perceive reality cognitive biases. Here

are some of the cognitive biases that affect trading:

¢ Loss aversion: The tendency for people to have a strong

preference for avoiding losses over acquiring gains

® Sunk costs effect: The tendency to treat money that already
has been committed or spent as more valuable than money

that may be spent in the future

* Disposition effect: The tendency for people to lock in gains

and ride losses

® QOutcome bias: The tendency to judge a decision by its
outcome rather than by the quality of the decision at the

time it was made
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¢ Recency bias: The tendency to weigh recent data or

experience more than earlier data or experience

* Anchoring: The tendency to rely too heavily, or anchor, on

readily available information

* Bandwagon effect: The tendency to believe things because

many other people believe them
¢ Belief in the law of small numbers: The tendency to draw

unjustified conclusions from too little information

Although this list is not comprehensive, it includes some of the
most powerful misperceptions that affect trading and prices. Let’s

look at each cognitive bias in greater detail.

=

People who are affected by loss aversion have an absolute preference
for avoiding losses rather than acquiring gains. For most people, los-
ing $100 is not the same as not winning $100. However, from a
rational point of view the two things are the same: They both rep-
resent a net negative change of $100. Research has suggested that
losses can have as much as twice the psychological power of gains.

In terms of trading, loss aversion affects one’s ability to follow
mechanical trading systems because the losses incurred in following
a system are felt more strongly than are the potential winnings from
using that system. People feel the pain of losing much more strongly
when they follow rules than they do when they incur the same losses
from a missed opportunity or by ignoring the rules of the system. Thus,
a $10,000 loss is felt as strongly as a $20,000 missed opportunity.

In business, sunk costs are costs that already have been incurred

and cannot be recovered. For example, an investment that already
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has been spent on research for a new technology is a sunk cost. The
sunk cost effect is the tendency for people to consider the amount
of money that already has been spent—the sunk costs—when mak-
ing decisions.

Say the ACME, Company has spent $100 million developing a
particular technology for building laptop displays. Now suppose
that after spending this money it becomes obvious that an alterna-
tive technology is much better and more likely to produce the
desired results in the required time frame. A purely rational
approach would be to weigh the future costs of adopting the new
technology against the future expense of continuing to use the
developed technology and then make a decision solely on the basis
of future benefits and expenditures, completely disregarding the
amount of money that already has been spent.

However, the sunk cost effect causes those who make this deci-
sion to consider the amount of money previously spent and view it
as a waste of $100 million if a different technology is used. They
may choose to continue with the original decision even if it means
spending two or three times as much in the future to build the lap-
top displays. The sunk cost effect leads to bad decision making that
often is heightened in group situations.

How does this phenomenon influence trading? Consider the typ-
ical new trader who initiated a trade with the expectation of win-
ning $2,000. At the time the trade first was entered, he decided that
he would exit the position if the price dropped to the point where
a $1,000 loss would be incurred. After a few days, the trade’s posi-
tion is at a $500 loss. A few more days pass and the loss grows to
over $1,000: More than 10 percent of the trading account. The
value of that account has dropped from $10,000 to less than $9,000.
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This also happens to be the point where the trader previously
decided to exit.

Consider how cognitive biases might affect the decision whether
to keep true to the prior commitment to get out at a $1,000 loss or
to keep holding the position. Loss aversion makes it extremely
painful for the trader to consider exiting the position because that
would make the loss permanent. As long as he does not exit, he
believes there is a chance that the market will come back and turn
the loss into a win. The sunk cost effect makes the decision not one
of deciding what the market is likely to do in the future but one of
finding ways to avoid wasting the $1,000 that already has been spent
on the trade. So, the new trader continues to hold the position not
because of what he believes the market is likely to do but because
he does not want to take a loss and waste that $1,000. What will he
do when the price drops even more and the loss increases to $2,000?

Rational thought dictates that he will exit. Regardless of his ear-
lier assumption about the market, the market clearly is telling him
that he was wrong, since it is far past the point at which he origi-
nally decided to exit. Unfortunately, both biases are even stronger
at this point. The loss he wishes to avoid is now larger and even
more painful to consider. For many, this kind of behavior will con-
tinue until the trader loses all his money or finally panics and exits
with a loss of 30 to 50 percent of his account, perhaps three to five
times what he had planned.

[ worked in Silicon Valley during the height of the Internet craze
and had many friends who were engineers and marketers for high-
tech companies. Several of them were worth millions from stock
options on companies that recently had gone public. They watched

the prices go up day after day during late 1999 and early 2000. As
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prices started to drop in 2000, I asked many of them when they
were going to sell their stock. The reply was inevitably something
along the lines of the following: “I'll sell if it gets back up to $X,” a
price that was significantly higher than the level at which the mar-
ket was when I asked. Almost every single one of my friends who
was in this position watched the price of his or her stock drop to a
tenth or even a hundredth of its previous value without selling the
shares. The lower it dropped, the easier it was for them to justify
waiting. “Well I've already lost $2 million. What's a few more hun-
dred thousand?” they would say.

The disposition effect is the tendency for investors to sell shares
whose price is increasing and keep shares that have dropped in
value. Some say that this effect is related to the sunk cost effect
since both provide evidence of people not wanting to face the real-
ity of a prior decision that has not worked out. Similarly, the ten-
dency to lock in winning trades stems from the desire to avoid
losing the winnings. For traders who exhibit this tendency, it
becomes very difficult to make up for large losses when winning
trades are prematurely cut short of their potential.

Outcome bias is the propensity to judge a decision by its outcome
rather than by the quality of the decision at the time it was made.
Much of life is uncertain. There are no right answers to many of the
questions that involve risk and uncertainty. For this reason, a person
sometimes will make a decision that he considers rational and that
appears to be correct, but as a result of unforeseen and unforeseeable
circumstances that decision will not lead to the desired outcome.

Outcome bias causes people to put too much emphasis on what
actually occurred rather than on the quality of the decision itself.

In trading, even a correct approach can result in losing trades, per-
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haps a few in a row. These losses can cause traders to doubt them-
selves and their decision process, and they then evaluate the
approach they have been using negatively because the outcome of
that approach has been negative. The next bias makes this prob-
lem particularly acute.

Recency bias is the tendency for individuals to place greater
importance on more recent data and experience. A trade that was
made yesterday weighs more heavily than do trades from last week
or last year. Two months of losing trades can count as much as or
more than the six months of winning trades that happened previ-
ously. Thus, the outcome of a series of recent trades will cause most
traders to doubt their method and decision-making process.

Anchoring is the tendency for people to rely too heavily on read-
ily available information when making a decision involving uncer-
tainty. They may anchor a recent price and make decisions on the
basis of how the current price relates to that price. This is one of
the reasons my friends had such difficulty selling their stocks: They
were anchoring on the recent highs and comparing the current
price with those highs. After they made that comparison, the cur-
rent price always looked too low.

The observation that people often believe things because many
other people believe them is known as the bandwagon effect or
the herd effect. The bandwagon effect is partially responsible for
the seemingly unstoppable increase in prices at the end of a price
bubble.

People who fall under the spell of the law of small numbers
believe that a small sample closely resembles the population from
which it is drawn. The term is taken from the statistical law of large

numbers, which shows that a large sample drawn from a popula-
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tion does closely resemble the population from which it is taken.
This law is the basis of all polling. A sample of 500 taken randomly
from a larger population can give very good estimations for a pop-
ulation of 200 million or more people.

In contrast, very small samples do not reveal much about the
underlying population. For example, if a trading strategy works
four times out of a test of six times, most people would say the strat-
egy is a good one, whereas statistical evidence indicates that there
is not enough information to draw that conclusion with any cer-
tainty. If a mutual fund manager outperforms the indexes three
years in a row, he is considered a hero. Unfortunately, a few years
of performance says very little about what the long-term expecta-
tions might be. Belief in the law of small numbers causes people
to gain and lose too much confidence too quickly. When com-
bined with the recency effect and outcome bias, it often results in
traders abandoning valid approaches just before those approaches
start working again.

Cognitive biases have a profound effect on traders because if
a trader is not influenced by them, almost every bias creates
opportunities to make money. In the following chapters, as spe-
cific aspects of the Turtle Way are explored, you will see how
avoiding these biases can provide you with a significant advan-

tage in trading.

The Turtle Way

Now that we’ve discussed the mind-set of a trader, let’s look at the
many ways to make money trading. Different types of trading strate-

gies or trading styles have their aficionados. In fact, some traders
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believe in their particular style with such fervor that all others are
considered inferior. I hold no such belief. Anything that works,
works. Doggedly sticking to a method to the exclusion of all others
is foolish. This section explores some of the most popular trading
styles currently in use. The first approach I'll discuss is known as

trend following.

Trend Following

In trend following, the trader attempts to capitalize on large price
movements over the course of several months. Trend followers
enter trades when markets are at historical highs or lows and exit
when a market reverses and sustains that movement for a few
weeks.

Traders spend a lot of time developing methods to determine
exactly when a trend has begun and when it has ended; however,
all the approaches that are effective have very similar performance
characteristics. Trend following generates excellent returns and has
done so consistently for as long as anyone has traded futures con-
tracts, but it is not an easy strategy for most people to follow for sev-
eral reasons.

First, large trends occur fairly infrequently; this means that trend-
following strategies generally have a much higher percentage of
losing trades than winning trades. It may be typical for a trend-
following system to have 65 or 70 percent losing trades.

Second, in addition to losing money when there are no trends,
trend-following systems lose when trends reverse. A common
expression that the Turtles and other trend followers use is “The
trend is your friend until the end when it bends.” The bends at the

end can be brutal both on your account and on your psyche.
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Traders refer to these losing periods as drawdowns. Drawdowns usu-
ally begin after a trendy period ends, but they can continue for
months when markets are choppy, and the trend-following strate-
gies continue to generate losing trades.

Drawdowns generally are measured in terms of both their length
(in days or months) and their extent (usually in percentage terms).
As a general rule, one can expect drawdowns for trend-following
systems to approach the level of the returns. Thus, if a trend-
following system is expected to generate a 30 percent annual return,
you can expect a losing period in which the account may drop 30
percent from its highs.

Third, trend following requires a relatively large amount of
money to trade using reasonable risk limits because of the large dis-
tance between the entry price and the stop loss price at which one
would exit if the trade did not work out.

Trading with a trend-following strategy with too little money
greatly increases the odds of going bust. We will examine this prob-
lem in much greater detail in Chapter 8, “Risk and Money Man-

”
agement.

Countertrend Trading

A countertrend trading style makes money when markets are not
trending by using a strategy that is the opposite of trend following.
Instead of buying when markets make new highs, traders who use
countertrend strategies sell short at prices close to the same new
highs, counting on the fact that most breakouts of new highs do
not result in trends. In Chapter 6 we will look at the market
mechanisms that are the source of profit for countertrend trading:

support and resistance.
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Swing Trading
Swing trading is essentially the same as trend following except that
it targets shorter-term market moves. For example, a good swing
trade may last three or four days instead of several months. Swing
traders often look for patterns in price movement that indicate a
higher likelihood of a significant short-term price movement in one
direction or another.

Swing traders tend to use shorter-term charts that show price bars
for every five minutes, fifteen minutes, or every hour. On these
charts a large three- or four-day move will appear the way a three-

to six-month trend does on a daily bar chart.

Day Trading

Day trading is not so much a style as it is a reference to the
extremely short-term time frames involved. A true day trader looks
to exit the market before it closes each day. This makes his or her
position less susceptible to large adverse moves spurred by news
occurring overnight. Day traders generally use one of three differ-
ent trading styles: position trading, scalping, or arbitrage.

Day traders generally use a style such as trend following or coun-
tertrend trading but do it over a much shorter period. A trade may
last a few hours instead of days or months.

Scalping is a specialized form of trading that was once the
domain of only those traders on the floor of the exchange. Scalpers
are looking to make the difference between the bid and the ask,
which is known as the spread. If gold is $550 bid and $551 ask, a
scalper will be looking to buy at $550 and sell at $551. For this rea-
son scalpers create liquidity by bidding and offering, hoping for a

balance of buy and sell orders.
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Arbitrage is a form of trading that capitalizes on price differ-
ences in the same market or in very similar markets. Often these
markets are traded on different exchanges. For example, an arbi-
trage trader may buy gold on the Comex floor at $550 and sell
five e-mini gold contracts on the CBOT’s globex exchange for

$555 to capture a very short-term price mismatch.

Watching the Market State

Fach of these strategies tends to work better some of the time:
When the price movement of a market behaves in a particular way
or when that market is in a particular state.

As Figure 2-1 illustrates, speculative markets exist in one of four

states:

e Stable and quiet: Prices tend to stay within a relatively
small range with little movement up or down outside that

range.

e Stable and volatile: There are large daily or weekly changes,

but without major changes over a period of months.

¢ Trending and quiet: There is slow movement or drift in prices
when measured over a period of months but without severe

retracement or price movement in the opposite direction.

¢ Trending and volatile: There are large changes in price
accompanied by occasional significant shorter-term reversals

of direction.

Trend followers love markets that are trending and quiet. They can

make money without having significant adverse price movement.
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The Four Market States

REERAVAVAN

Stable and Quiet Stable and Volatile
Trending and Quiet Trending and Volatile

Figure 2-1 The Four Market States

This makes it very easy to keep a trade for a long time because the
market does not give back profits during the trade. Volatile markets
are much more punishing for trend followers. It can be very difh-
cult to hold onto a trade when profits are vanishing for days or
weeks at a time.

Countertrend traders love markets that are stable and volatile.
These types of markets have relatively large swings but remain in
a fairly narrow range of prices. Swing traders like volatile markets,
whether trending or not. Volatile markets present more opportuni-
ties because swing traders make money on short term price moves.
These types of moves are the characteristic that defines volatile
markets.

Although it’s sometimes easy to tell when a market is in one of
these states, both the degree of trendiness and the volatility vary over

time. This means that many times markets simultaneously display
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characteristics of two states, with one of the attributes shifting from
a low value to a high one or vice versa. For instance, you may have
a market that starts out trending and quiet, and then as the trend pro-
gresses, the volatility increases so that you get price movement that
changes from trending and quiet to trending and volatile.

A Turtle never tries to predict market direction but instead looks
for indications that a market is in a particular state. This is an impor-
tant concept. Good traders don'’t try to predict what the market will

do; instead they look at the indications of what the market is doing.
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THE FIRST $2 MILLION
IS THE TOUGHEST

Trade with an edge, manage risk, be consistent, and keep it simple.
The entire Turtle training, and indeed the basis for all successful

trading, can be summed up in these four core principles.

he Turtle training sessions were held in a conference room
Tat the Union League Club in Chicago, two blocks east of the
CBOT. From the get-go, the experience was rife with contra-
diction. For instance, we were instructed to wear jackets since
the Union League Club had a dress code, but that did not mesh
with Rich’s personality. He was not the kind of guy who would
require a dress code. Also, I have no idea how we ended up in
this particular room, but one could not have chosen a more
unlikely place for our training. The Union League Club was the
quintessential gentleman’s club. Its early members included
such Chicago luminaries as Philip Danforth Armour of the meat
company; George Pullman, who created the luxury Pullman rail-
road car; Marshall Field; and John Deere. Picture a room filled

with cigar smoke and you’ll have a pretty good feel for the Union

e 20 o
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League Club in 1983. It was worlds away from the subdued
offices at C&D Commodities.

Thirteen of us made up the first Turtle class: eleven men and
two women. Many of those in attendance already had experience
trading, but several of us were complete novices. I was consider-
ably younger than my classmates. There were a couple of trainees
who looked to be in their mid-twenties, but most were in their thir-
ties as far as [ could tell. Even though I was only 19, I felt as though
[ were among a group of peers; the age and experience of the oth-
ers did not intimidate me.

Before getting into the particulars of what we were taught, let
me describe a few things about myself to help you understand how
my personality and perspectives influenced what I took away from
Rich’s class. I like to simplify concepts and am adept at getting to
the core of a matter—to its essence. Throughout the sessions, I did
not need to take detailed notes on what was said; I listened for the
most important concepts: the key ideas. I paid attention to what
was being said and why it was being said. I firmly believe that my
strong performance during the first month of trading was due to

this ability and to identifying the most important of Rich’s lessons.

Class Begins

Both Rich and Bill taught the class, and their innovative perspec-
tives struck me from the beginning. They approached the markets
scientifically and through the use of reason, and developed a very
mature understanding of the principles behind their success. Rich
and Bill did not rely on gut feelings. Instead, they based their meth-

ods on experimentation and investigation. They did not use anec-
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dotal evidence but relied on computerized analysis to determine
what worked and what did not. Their intensive scientific research
gave them a special type of confidence in thinking about trading
that has been crucial to their success. (This is what had given Rich
the confidence required to stake his money on being able to teach
a group of neophytes to trade in the first place.)

Rich and Bill first taught us the foundations of basic gaming and
probability theory. I had taken probability and statistics in high
school, so that material was not new to me. They explained to us the
mathematical basis for money management, risk of ruin, and expec-
tation —all of which are well-known gambling concepts. Several of
the Turtles had been former professional gamblers, and so they were
already familiar with these basics. I'll explore these theories more
thoroughly in later chapters, but here I'll give you a brief synopsis of

what was covered in the class.

Risk of Ruin

Searching for the term risk of ruin on the Internet will yield many
references to gambling and blackjack because the concept is much
more popular in gambling than in trading. However, risk of ruin is
a trader’s primary consideration in deciding how many contracts of
a particular market or shares of a particular stock to trade at any
specific time.

In gambling, risk of ruin refers to the possibility that you will
drop all your money because of a string of losses. For example,
suppose we were rolling dice and I said I would give you $2 for
every $1 you bet if a roll of a single die came up with a 4, 5, or

6. You would want to bet as much as possible, since these are
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great odds. The chances thata 4, 5, or 6 will come up is 50 per-
cent, since there are six sides, and three of those sides will pay 2
to 1. The odds indicate that if you rolled four times, you most
likely would get two losses and two wins. If you bet $100 each
time, you'd lose twice and win twice for a net gain of $200 for
the four rolls.

What size bet would you make if you had only $1,000 in your
pocket: $1,000? $500? $100? The problem is that even though the
game is in your favor, you still have a chance of losing. If you bet too
big and lose too many times in a row, you could lose all your money
and forfeit the ability to keep playing through pure chance. If you
bet $500 and lose twice in a row, you'll be out of money. There is a
25 percent chance of losing twice in a row on the first two rolls; so
with a $500 bet, your risk of ruin is 25 percent with just two rolls.

One of the most important aspects of risk of ruin is that it
increases disproportionately as the size of the bet rises. Doubling
the amount risked per trade typically will not just double the risk
of ruin; depending on the particulars of the system, it might triple,

quadruple, or even quintuple it.

The Science of Controlled Risk
Money management refers to managing the size of market risk
to ensure one’s ab