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An object at rest stays at rest and an object in motion stays in motion with the
same speed and in the same direction unless acted

upon by an unbalanced force.
 —Newton’s First Law of Motion     

Speculation is dealing with the uncertain conditions of the unknown future.
Every human action is a speculation in that it is embedded

in the fl ux of time. 
 —Ludwig von Mises 1

               1                  Trend Following

Speculation 

 It might sound pedantic or perhaps that I am focusing on the extra-
neous, I am not: A speculator’s ability to receive a price  they can count 
on as fact   —is the foundation of markets. Said another way, with no price  , 
humanity is back to cavemen beating each other with clubs. Austrian 
economist Ludwig von Mises puts price discovery’s value in perspective: 

 It is the very essence of prices that they are the offshoot of the actions 

of individuals and groups of individuals acting on their own behalf. The

catallactic concept of exchange ratios and prices precludes anything 

that is the effect of actions of a central authority, of people resorting to

 The aim is to make money,
not to be right.

  Ned Davis
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violence and threats in the name of society or the state or of an armed

pressure group. In declaring that it is not the business of the govern-

ment to determine prices, we do not step beyond the borders of logical

thinking. A government can no more determine prices than a goose can 

lay hen’s eggs.3

 Although government can’t determine prices in the long run, in the 
short-term, government will attempt to directly  rig   the market system 
via QE, ZIRP, NIRP, or whatever acronym sure to follow.

 However, speculation is all there is for making choices about those 
market prices. Learning how best to speculate using prices is not only a 
worthy endeavor—it is a survival-of-the-fi ttest concept that traces back 
to the earliest literature of Wall Street. 

 From  Young America on Wall Street  (1857), quoting a French poem
about a latter-day millionaire:   

 Monday, I started my land operations;   

 Tuesday, owed millions, by all calculations;

 Wednesday, my brown-stone palace began;

 Thursday, I drove out a spanking new span;

 Friday, I gave a magnificent ball;   

 Saturday, smashed—with just nothing at all.4

 There is nothing wrong with that turn of events. It’s normal. It’s the 
expected up and down. Luck is always in play, but so is skill. From The 
Theory of Stock Exchange Theory  (1874):

 A man who wins by haphazard speculation, who chances to operate 

successfully until he has fi lled his pockets, and retires with his gains 

from so fascinating an arena, is one in a hundred. Any one who knows

anything of Stock Exchange speculation will confi rm the statement 

that, to the ordinary run of men, the game is not worth the candle.

There are, however, conditions under which speculation, in a market 

where ten or fi fty thousand pounds can be lost in half an hour, may,

under given conditions, be systematically practiced profi tably. First, 

and most important perhaps of all those conditions, is the tempera-

ment of the speculator. When it is known in a market that a great spec-

ulator is selling, weak bulls are speedily frightened out, and when he

has such an object in view it is his  game    to intimidate with all the force

 The people that I know who 
are the most successful
at trading are passionate
about it. They fulfi ll what
is the fi rst requirement: 
developing intuitions about
something they care about
deeply, in this case, trading.

  Charles Faulkner 2

 Who will check the ‘fact 
checkers?’ Who will watch
the watchmen?

Anonymous
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of his prestige and the power of his capital. Such a man must have a 

concrete hardness of indifference through which nothing can penetrate

to his heart. It is as necessary to the success of his operations that he

posses no more regard for the feelings or pockets of other people than a 

hungry tiger would for him if he were airing himself unconcernedly in a 

Bengal jungle. He has a purpose in view, just as a surgeon has when the 

amputation of a leg has been decided upon. The speculator’s sole aim in 

the operation is the profi t, towards which he cuts his way, regardless of 

the nature of the obstacles to be overcome, just as the knife is plunged

into the fl esh, severing the arteries, muscles, and sinews that surround 

the bone, which it is the object to reach and saw through. For a man

to tread a path in which he must systematically not only disregard the 

interest of other people, but deliberately calculate upon the weaknesses

of human nature which characterize the crowd, in order to work upon

them for his own ends, it is obvious that he must be constituted in a 

quite exceptional manner, and not in a way that it is at all desirable oth-

ers should attempt to imitate. If uninitiated people who enter the arena

in which some of the professional speculators fl ourish, were to spend 

some months in gathering information and in close observance of the

modus operandi, so far as they can get to see and hear, many of them

would soon be persuaded that they were utterly useless at such work,

and would retire, thanking their stars. The haphazard man, who is the

antithesis of the professional speculator, will generally be found as dif-

ferently constituted as are the results of his operations. The man who

makes a study and business of speculating, investigating every detail 

that it seems necessary to probe until he has adapted it to the rest of his

machinery, will be found to be a hard-grained man, sailing very close

to the wind, while your persistently haphazard man is mostly a person 

of fl abby character, and no less fl abby mind, as easily frightened off a 

line that he has set himself to follow, in the innocence of a heart that 

expands with a delusive consciousness of possessing power, as a stray 

rabbit. Such a class of man is to be found by hundreds in the haunts of 

the stock markets, and they are always fi dgeting in and out, fi rst as little 

bulls, and then as little bears, disappearing after a sharp panic like fl ies 

from a joint of meat that is rudely disturbed by the shop-boy, with the 

important difference that whereas the fl ies always get something, the 

speculators invariably drop their money.5

 Too many people simply
give up too easily. You have
to keep the desire to forge
ahead, and you have to be
able to take the bruises of 
unsuccess. Success is just
one long street fi ght.

Milton Berle
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 From How to Win and How to Lose    (1883) arguably the fi rst trend-
based market  player   arrives: “The shrewdest operator ever known on 
the London Stock Board was David Ricardo (1772–1823) who amassed 
an enormous fortune. In advice to a friend he sums up as the true secret
of his success, the rule, every word of which is golden. ‘Keep down your 
losses—never let them get away from you. Let your profi ts take care of 
themselves.’” 6

 That precept is huge.  Timeless.  If you were to put Ricardo into lan-
guage of modern day computer science 134 years later you would say, 
optimal stopping  or win-stay, lose-shift   or A/B testing.    More clarifi cation
from 1883 keeps the focus on taking a loss: “Speculation is looked upon 
as being so much more risky than other avocations cause its results are 
more sudden and startling, though not one whit more disastrous. Sta-
tistics show that ninety-fi ve out of one hundred men fail in mercantile 
life. The proportion is not greater among speculators: quicker action is 
obtained whether it be favorable or unfavorable, and it does not take fi ve 
or ten years’ time to fi nd that you are playing a losing game.”7

 No one is saying that attitude comes naturally. From  The Art of 
Investing  (1888): “Then, in theory, it is so easy to win by speculation!
To buy at a low fi gure and sell at a higher, or to sell at a high fi gure and 
afterward buy at a lower, seems such a simple operation! It almost looks 
as if you could go into Wall Street and pick up money from the side-
walks.” 8 

 Intense study, practice, is the rock solid foundation. From  Gold 
Bricks of Speculation  (1904): 

 Speculation is inherent in the human constitution, and men have a 

legal and moral right to speculate, provided they do so reasonably, 

intelligently and at their own risks. Reasonable speculation is such

speculation as cannot seriously or permanently affect the resources or

position of the persons indulging in it. Intelligent speculation is such

speculation as is indulged in only after a thorough investigation and 

study of the subject of the speculation. The professional speculator is

in the market not for the purpose of either depressing or raising prices.

He is as ready to make money on a rise as on a fall in prices. In either

case he will try to ascertain what the probable tendency of the market

is before he embarks in any undertaking. No speculator or clique of 

speculators in their senses would undertake to try to depress prices in

the face of a rising market.9

 A study on human
behavior shows 90% of the
population can be classifi ed
into four basic personality
types: Optimistic,
Pessimistic, Trusting and
Envious. Envious, at 30%,
is the most common.

Universidad Carlos III de Madrid
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 From Investments and Speculation    (1911) it’s easy to see free-
market capitalism and less government as optimal:   

  Call it what you will, speculation will always be with us. Prudes may 

frown upon it, superfi cial thinkers may confuse it with the commonest 

forms of gambling, and sociologists may dream of the day when envy, 

ambition and covetousness will be a thing of the past and the human 

race can exist in peace without these human traits, but their agitations

and outcries can no more check speculation than human ingenuity can

devise a scheme to control the tides. What the blood is to the human 

body, speculation is to business. It is absolutely a necessary part of 

it. The only difference, if there is at all a difference, is in the form it 

assumes. What would business be without incentive? In fact incentive

is all there is at the bottom of speculation. Men are willing to take risks

to acquire wealth. They are willing to stake their capital upon oppor-

tunities, which appeal to their judgment. From the pioneer who heed-

lessly plunges into a trackless waste to fi nd a new home with greater 

opportunities for the acquisition of wealth, to the modern capitalist,

who, to control the trade in a given commodity, plans gigantic trusts, is 

a long line of speculators, as speculation is behind all their ambitions. 

The inventor who is, apparently, of all men the least of speculators,

takes greatest speculative chances, for he uses up time and energy to

shape his ideas into some form where they can be of practical use and

should he fail has wasted them utterly and lost all. Illustration after

illustration could be given to demonstrate how speculation in a greater 

of less degree enters into the material welfare of each individual. With-

out speculation no business could progress. It is the dynamic power

behind every incentive to activity and progress. It is the desire for gain,

which prompts the inception of every venture. If it is all that, then it

can be readily seen how necessary speculation is. In fact, speculation in

its highest form has shaped the course of history and often changed the

map of the world. Intelligent speculation is no crime. It is not gambling.

It is merely pitting human shrewdness against the uncertainties of the

future. For that matter, life itself is a speculation in which ministers, 

prudes and agitators hope to avoid sickness and accident and live their

allotted span of life. Between speculation and gambling there is as much

difference as there is between night and day. Speculation commands

 The free market punishes
irresponsibility.
Government rewards it.

Harry Browne

 The absolute number
doesn’t matter, it’s the trend
over time.

Seth Godin 
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the exercise of the greatest measure of acumen, where gambling trusts

everything to luck and the turn of a card. Experience has demonstrated 

far too convincingly that wherever speculation has been leashed by the

iron bonds of the law, the effect has been almost an immediate stoppage 

in the material progress of the country.10

 And fi nally from Psychology of the Stock Market   (1912), one year
before the Federal Reserve System was established, the behavioral school 
comes into focus: 

 The psychological aspects of speculation may be considered from two 

points of view, equally important. One question is: “What effect do

varying mental attitudes of the public have upon the course of prices?”

“How is the character of the market infl uenced by psychological condi-

tions?” A second consideration is: “How does the mental attitude of the

individual trader affect his chances of success?” To what extent, and 

how, can he overcome the obstacles placed in his pathway by his own 

hopes and fears, his timidities and his obstinacies?  11

 This wisdom is clean, clear, and instantly  true  for those awake. These
days, however, speculation is often positioned as a pejorative among the
intelligentsia. While I enjoy Oliver Stone’s outsider status, his fi lm Wall 
Street: Money Never Sleeps  (2010) paints speculation quite differently,
as his fi lm’s main character Gordon Gecko profanes, “The mother of all
evil is speculation.” 12

 Stone is not alone in making an enemy out of speculation. New 
age guru Deepak Chopra makes the sweeping generalization that “Wall 
Street is broken for sure because it succumbed to greed and corruption
and pure speculation with no values.” 

 Wall Street, the phrase, can mean  anything.   If Chopra is talking big 
bank bailouts it is easy to agree with him, but pure speculation practiced 
honestly  is far from valueless. Politicians, too, love the sport of ripping 
speculators, an enduring ritual. United States socialist Bernie Sanders 
was predictable: “I’m not much into speculation.” The character Bobby 
Axelrod of  Billions    counters Sanders: “What have I done wrong? Really?
Except make money. Succeed. All these rules and regulations? Arbitrary. 
Chalked up by politicians for their own ends.” 

 Axelrod is of course a fi ctional, fast and loose day trader built on 
inside information, but his  words  , words uttered by many an honest 

 Gaslighting is a form of 
manipulation that seeks
to sow seeds of doubt
in a targeted individual
or members of a group,
hoping to make targets
question their own memory, 
perception, and sanity.

Wikipedia
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man over the millennia, expose in raw form the hatred inferior minds 
have toward speculation and reinforce it as a worthy endeavor—at least 
for those disconnected from The Matrix.

 Winning versus Losing

 It is typical the general public equates winning  in the markets with 
abusing the fi nancial market system—you know the horror stories so 
I won’t overwhelm you. However, there are players with the utmost 
integrity who achieve spectacular returns year after year. Examine their 
beliefs and self-perceptions and you will understand what keeps them 
honest.  But before you examine their perspectives, take a moment to 
consider your own.   

 For example, at the end of the 1990s or let’s say summer 2007 or 
even fall 2016 for that matter, when investors were feeling more secure 
fi nancially on  paper  , the you-know-what hit the fan or was about to, and 
by the time it was over, they had lost signifi cant money. They became 
angry with analysts, experts, brokers, and money managers whose 
advice they had guzzled down. Now they know they will not meet their 
investment goals or come close to the mythological retirement. They’ve 
religiously held on to their remaining investments hoping they will even-
tually turn around, but 401(k) decisions are paralyzing. They still believe 
indexing or buying and holding is the way to go—after all, they’ve been 
sold that meme for decades. But now as a fi nal act of desperation, they
give up—they rationalize winning as only dumb luck.  

 Still others lost even more in October 2008, but, win or lose, they 
enjoy the thrill in the hopes of the one trade that makes them rich. 
Investing gurus, stock tips, and all of that is their entertainment. Plus 
they love to boast about their investments—ego needs attention, after 
all. Yes, they are depressed and angry when they lose, but when they win 
it feels terrifi c—it’s the heroin-junkie high. Since their main goal is to 
invest for quick profi ts, they will keep doing what they’ve always done. 
After all, there was one time a few years ago when a tip  made a nice profi t
they still dream about. 

 Stop. 
 There is a much better way to think: Your approach becomes 

objective, moving as close as you can to rational. You have enough con-
fi dence in your own decision making that you never seek out invest-
ment recommendations. You’re content to wait patiently for the right 

 The joy of winning and
the pain of losing are right
up there with the pain of 
winning and the joy of 
losing. Also to consider
are the joy and pain of not
participating. The relative
strengths of these feelings
tend to increase with the
distance of the trader from
his commitment to being a
trader.

Ed Seykota13 

 If you think education is
expensive, try ignorance.

Derek Bok
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opportunity. And you’re never too proud to buy a stock making new 
highs, even all-time highs. For you, investing opportunities are market 
breakouts.  Conversely, when wrong, you exit immediately, no ques-
tions asked. You view loss as an opportunity to learn, move on, and 
save money to play another day. Obsessing on the past is pointless. You 
approach trading as a business, making note of what you buy or sell 
and why in the same matter-of-fact way you balance your checkbook. 
By not personalizing your trading decisions, your emotional indecision 
has the chance to decrease.  

 The fi rst perspective is that of a market loser; the latter a win-
ner. Don’t be in a hurry to choose your approach until you know 
what the choice entails. And look, don’t be shy about it. You have to 
want the money. You have to want to get ahead and be rich—the crit-
ics’ condemnation, the player hating, the rank jealousy be damned. 
Speculation is not only honorable—it is life. Profi t-seeking specula-
tion is the absolute driving force of markets and without it there is 
only disintegration. 14 

 Investor versus Trader 

 Wide swaths of the population think as investors in search of a bar-
gain. However, if you were to learn the most consistent market winners 
call themselves traders, you would want to know why. Simply put, they 
don’t invest—they trade.  

 Investors put their money, or capital, into a market, such as stocks 
or real estate, with the assumption that value will always increase over 
time: “I am  long  and never wrong!” As value increases, their investment
and psychological reinforcement also increase. But investors have no 
plan when their value drops. They hold on to their investment, hoping 
the value will go back up. Investors succeed in bull markets and lose in 
bear markets—like clockwork. 

 This is because investors have zero plan to respond when losses 
mount. They always choose to  hang tight    and continue to lose. And if 
mainstream press continually positions investing as  good    or safe   and
trading as  bad  or risky  , average investors will be reluctant to align them-
selves with trading. Better to trust the mutual fund, and government sys-
tems, and fall asleep. 

 Nothing has changed 
during the 21 years [over
40 years now] we’ve
been managing money. 
Government regulation and
intervention have been,
are, and will continue
to be present for as long
as society needs rules
by which to live. Today’s 
governmental intervention
or decree is tomorrow’s 
opportunity. For example,
governments often act
in the same way that
cartels act. Easily the most
dominant and effective
cartel has been OPEC,
and even OPEC has been
unable to create an ideal
world from the standpoint
of pricing its product. Free
markets will always fi nd
their own means of price
discovery.

Keith Campbell15 
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 A trader, on the other hand, has a defi ned plan or strategy to put 
capital to work to achieve profi t. Traders don’t care what they buy or 
what they sell as long as they end up with more money than their start-
ing capital. They are not investing in anything. They are trading. It is a
critical distinction. 

 Trader Tom Basso believes a person is a trader whether or not he 
or she is trading. Some mistakenly think they must be in and out of 
the markets every day to call themselves traders. What makes some-
one a trader has more to do with their perspective on life more than 
making a given trade. For example, a great trader’s perspective must 
include extreme patience. Like the African lion waiting days for the right 
moment to strike its unsuspecting prey, great trading strategy can wait 
weeks or months for the right trade with the right odds, and only then 
pull the trigger.   

 Additionally, and ideally, traders will go  short   as often as they go 
long , enabling them to make money in both up and down markets. How-
ever, many traders won’t or can’t go short. They struggle with the coun-
terintuitive concept of making money on market declines. I would hope 
the confusion associated with making money in down markets will dis-
sipate, but it won’t. Human nature believes in only  up. 

 Fundamental versus Technical

 There are two basic trading theories. The fi rst is fundamental analy-
sis. It is the study of external factors that affect the supply and demand. 
Fundamental analysis uses factors such as Federal Reserve meetings, 24/7 
news, weather reports, regulatory knowledge, price-earnings ratios, and 
balance sheet projections to make buy and sell decisions. By monitor-
ing all fundamentals , one can supposedly predict  a change in direction 
before that change has been refl ected in the price of the market, with the 
belief you can then make money from that knowledge. That means you 
can sit around, ponder the viability of Uber’s autonomous car fl eet, make 
your bets on whatever markets, and the easy bling money rolls in.   

 The vast majority of Wall Street is fundamental analysis alone. They 
are the bankers, academics, brokers, and analysts who always have an 
opinion or prediction, rain or shine. Many of these Wall Street players 
have serenaded millions with fundamental stories for decades. Gullible 
and naïve investors buy into rosy fundamental projections riding bubbles 

 Whenever we get a period
of poor performance,
most investors conclude
something must be fi xed. 
They ask if the markets
have changed. But trend
following presupposes
change.

John W. Henry16 

 He who lives by the crystal
ball will eat shattered glass.

Ray Dalio
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straight up with no clue how to exit. Consider an exchange with Presi-
dent George W. Bush before the Great Recession:             

   Question :     “I’m a fi nancial advisor here in Virginia, and I wanted to ask you

what your thoughts are on the market going forward for 2008 and if any of 

your policies would make any difference?” 

   President Bush :     “No (laughter), I’m not going to answer your question. 

If I were an investor, I would be looking at the basic fundamentals of the

economy. Early on in my Presidency, somebody asked me about the stock 

market, and I thought I was a fi nancial genius, and it was a mistake (laugh-

ter). The fundamentals of this nation are strong. One of the interesting 

developments has been the role of exports in overall GDP growth. When

you open up markets for goods and services, and we’re treated fairly, we

can compete just about with anybody, anywhere. And exports have been

an integral part, at least of the 3rd quarter growth. But far be it for me—I

apologize—for not being in the position to answer your question. But I

don’t think you want your President opining on whether the Dow Jones is

going to—(laughter)—be going up or down.”              

 The President’s view is a cardboard cutout of the type of fundamen-
tal view shared by the vast majority of market participants. An excerpt 
from Yahoo! Finance outlining a typical market day is instantly familiar:
“It started off decent, but ended up the fourth straight down day for 
stocks. Early on, the indices were in the green, mostly as a continua-
tion from the bounce Monday afternoon, but as the day wore on and the 
markets failed to show any upward momentum, the breakdown fi nally 
occurred. The impetus this time was attributed to the weakness in the 
dollar, even though the dollar was down early in the day while stocks 
were up. Also, oil prices popped higher on wishful thinking statements
from a Venezuelan offi cial about OPEC cutting production. Whether or 
not these factors were simply excuses for selling, or truly perceived as 
fundamental factors hardly matters.” 

 Millions consume news or fake news drivel such as this every min-
ute, hour, day, year, and decade. Thousands have watched the likes of 
CNBC’s Jim Cramer’s  Mad Money    show promote similar projections for 
what seems like decades (actually back to 2005). But predictions based 
off fundamental analysis are a crapshoot guessing game, as you will never
know all fundamentals in what has become an ever-expanding fact and 
fact-less society.

 One of our basic
philosophical tendencies
is that change is constant,
change is random, and
trends will reappear if 
we go through a period of 
non-trending markets. It’s 
only a precursor to future
trends and we feel if there
is an extended period of 
non-trending markets, this
really does set up a base for
very dynamic trends in the
future.

  Research at John W. Henry 17

 With the possible exception 
of things like box scores,
race results, and stock
market tabulations,
there is no such thing as
objective journalism. The
phrase itself is a pompous
contradiction in terms.

Hunter S. Thompson
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 But instead of helping people to understand news  is not at all criti-
cal to their moneymaking decision making, politicians across the globe 
are gearing up to stamp out the supposed scourge of  fake news  . For 
example, State of California Assembly member Jimmy Gomez intro-
duced Assembly Bill (AB) 155 in 2017 “to ensure that upcoming gen-
erations of online readers possess the analytical skills needed to spot 
fake news. The bill would direct the Instructional Quality Commission 
to develop and adopt curriculum standards and frameworks that incor-
porate civic online reasoning, for English Language Arts, Mathematics, 
History, Social Science, and Science.”

[Insert your own Orwellian reference.]   
 Trader Ed Seykota notes across the board cognitive dissonance 

in play with a simple story: “One evening, while having dinner with a 
fundamentalist, I accidentally knocked a sharp knife off the edge of the 
table. He watched the knife twirl through the air, as it came to rest with
the pointed end sticking into his shoe. ‘Why didn’t you move your foot?’ 
I exclaimed. ‘I was waiting for it to come back up,’ he replied.” 18

 Everyone knows an investor waiting for their market to come back, 
and it often never does. The fi nancial website Motley Fool has a back-
story, a narrative behind its start that reinforces the folly of fundamental 
analysis: “It all started with chocolate pudding. When they were young, 
brothers David and Tom Gardner learned about stocks and the business 
world from their father at the supermarket. Dad, a lawyer and economist,
would tell them, ‘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!’ The lesson stuck.” 19

 The Motley Fools’ David and Tom Gardner’s pudding story is  cute  , 
but it’s misleading in design. Their plan gets you in, but it doesn’t get you 
out or tell you how much of that pudding stock you should buy. Many low 
information types believe that easy to digest narrative. I can only scream 
inside my head: “Houston, we’ve got a freaking problem!” 

 A second market theory, technical analysis, operates in stark con-
trast to the funnymentals. This approach is based on the belief at any 
given point in time, market prices refl ect all known factors affecting sup-
ply and demand. Instead of evaluating fundamental factors, technical 
analysis looks at the market prices themselves. But an understanding 
of technical analysis can quickly become confusing and controversial. 
There are essentially two forms of technical analysis. One is based on an 
ability to read charts or use indicators to  predict   market direction.

 Ultimately, it is the dollar-
weighted collective opinion
of all market participants
that determines whether a
stock goes up or down. This
consensus is revealed by
analyzing price.

  Mark Abraham  

 Our ace in the hole is 
that the governments
usually screw things up
and don’t maintain their
sound money and policy
coordination. And about
the time we’re ready to
give up on what usually
has worked, and proclaim
that the world has now
changed, the governments
help us out by creating
unwise policy that helps
produce dislocations and
trends.

Jerry Parker20 
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 And predictive technical analysis rightly deserves poignant criticism: 

 “I often hear people swear they make money with technical analysis. 

Do they really? The answer, of course, is that they do. People make 

money using all sorts of strategies, including some involving tealeaves

and sunspots. The real question is: Do they make more money than

they would investing in a blind index fund that mimics the performance

of the market as a whole? Most academic fi nancial experts believe in 

some form of the random-walk theory and consider technical analysis

almost indistinguishable from a pseudoscience whose predictions are

either worthless or, at best, so barely discernibly better than chance as

to be unexploitable because of transaction costs.”  21

 This is the view of technical analysis held by most who think they 
know of it—that it is a form of chart reading, astrology, moon cycle anal-
ysis, chart pattern wiggle feelings, Elliott waves to the fi rst, second, third, 
fourth, and fi fth degree, and—Barry Ritholtz’s favorite one to skewer—
the  Death Cross.    Big bank equity research departments add to confusion 
by asking the wrong question: “The question of whether technical analy-
sis works has been a topic of contention for over three decades. Can past 
prices forecast future performance?” 22

 It gets worse. Consider a recent  Red Alert    example from HSBC:
“The Head & Shoulders Top with the neckline acting as resistance 
comes on top of a potentially bearish Elliot Wave irregular fl at pat-
tern and the fact that the index is now backing off from the old 2015 
highs. A close below 17,992 would be very bearish. Pressure would 
ease above 18,449.” 23 

 Good luck with that. 
 There is a second type of technical analysis that neither predicts or 

forecasts. This type is based on  reacting   to price action, as trend trader
Martin Estlander notes: “We identify market trends, we do not predict 
them. Our models are kept reactive at all times.” 24

 Mebane Faber expands on  reaction   by noting three criteria are nec-
essary for a model to be simple enough to follow, yet mechanical enough 
to remove emotion and subjective decision making: 

   1.  Simple, purely mechanical logic 

   2.  The same model and parameters for every asset class 

   3.  Price-based only 25

 Now walking into client 
meetings we hardly ever
have a discussion around
why trend following
works—the battle has
been won.

Anthony Todd
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 Instead of trying to predict market direction (an impossible chore), 
trend following reacts to movements whenever they occur. This enables 
a focus on the actual price risk, while avoiding becoming emotionally 
connected with direction, duration, and fundamental expectations. 

 This price analysis never allows entry at the exact bottom of a trend 
or an exit at the exact top. And you won’t necessarily trade every day or 
week. Instead, trend following waits patiently for the right conditions. 
There is no forcing an opportunity not there. And with this view there 
are not exact performance goals. Some want a strategy that dictates, “I 
must make $400 a day.” The trend following counter is, “Sure, but what if 
markets don’t move on a given day?” Trend following works because you 
don’t try to outthink it. You are a trend  follower  , not a trend predictor . 26

 Discretionary versus Systematic 

 There are investors and traders, and trading can be fundamentally 
or technically based. Further, technical trading can either be predictive
or reactive . However, there is more distinction. Traders can be discre-
tionary or mechanical.   

 Trader John W. Henry makes a clear distinction between the two 
strategies: “I believe that an investment strategy can only be as successful 
as the discipline of the manager to adhere to the requirements in the face 
of market adversity. Unlike discretionary traders, whose decisions may be 
subject to behavioral biases, I practice a disciplined investment process.” 27

 When Henry speaks of decisions that may be subject to behavioral 
biases, he is referring to those who make their buy and sell decisions on 
fundamentals, the current environment, or any number of other what-
ever factors. It’s a never-ending parade of data they can supposedly sift 
through and utilize. In other words, they use their discretion—hence, 
the use of discretionary  to describe their approach. 

 Decisions made at the discretion  of the trader can be changed or 
second-guessed nonstop. These discretionary gut-trading decisions will 
be colored by personal bias. I have yet to see a multi-decade track record 
produced by gut trading. It’s 100 percent fantasy. Many imagine the 
process is like a fi ghter pilot strapped into the cockpit armed with an 
instinctive feel, or even an innate gift. It’s not that.

 Now, a trader’s initial choice to launch a trading system is discretion-
ary. You must make discretionary decisions such as choosing a system, 
selecting your portfolio, and determining a risk percentage (some would 

 It is not the strongest of the
species that survive, nor
the most intelligent, but the
ones most responsive to
change.

  Charles Darwin  

 Investing should be more
like watching paint dry or
watching grass grow. If you
want excitement, take $800
and go to Las Vegas.

Paul Samuelson
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argue even these aspects can be made systematically too). However, 
after you’ve decided on the system-orientation basics, you can system-
atize these discretionary decisions and make them mechanical.

 Mechanical or systematic trading systems are based on objective 
rules. Traders put rules into computer programs to get in (buy) and out 
(sell) of a market. A mechanical trading system eliminates emotional
vacillation. It forces discipline to stick with the process. If you rely on 
mechanical trading system rules, and break them with discretion, you 
are guaranteed to go broke. 

 Henry puts into perspective the downsides of discretionary thinking: 
“Unlike discretionary traders, whose decisions may be subject to behav-
ioral biases, we practice a disciplined investment process. By quantify-
ing the circumstances under which key investment decisions are made, 
our methodology offers investors a consistent approach to markets, un-
swayed by judgmental bias.” 28

 Maybe it is rigid to say it’s against the rules to use a little discretion. 
You might think, “How boring to live like a CPA.” Where’s the  fun   if all
you ever do is follow a mechanical model? Successfully making fortunes
isn’t about excitement. It’s about winning. A researcher at Campbell & 
Company, one of the oldest and most successful trend following fi rms, 
is adamant: “One of our strengths is to follow our models and not use 
discretion. This rule is written in stone at Campbell.” 29

 Trend trader Ewan Kirk adds: 

 Systematic trading involves coming up with a statistical model of the 

markets. Assuming that model has worked in the past, and that you

have developed and researched and tested your model correctly, then 

your hypothesis is that it’s likely to keep working in the future. So the

actual execution of trades is just continuing to follow what the model

says. Now that sounds quite mechanical. In fact, it’s no different than

the way any good investor works. Why would you invest with Warren 

Buffett? Because, over the past 30 years, Warren Buffett has made

money, and you’re assuming that’s going to continue in the future. Con-

ceptually, that’s no different than what we do.31

 Traders Todd Hurlbut and Ted Parkhill further note the perils in dis-
cretion: “We are systematic. We have seen examples where managers
either start to doubt and then start tinkering so there is what today is 
called style shift or worse where a manager dramatically changes the
approach to what could be called style ‘fl ip.’”32

 The trend is your friend
except at the end when it
bends.

Ed Seykota30
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 Hiding in Plain Sight

 Trend following, and assorted derivatives of price-based trading, is 
not a new concept. It goes back across names like David Ricardo, Jesse 
Livermore, Richard Wyckoff, Arthur Cutten, Charles Dow, Henry Clews,
William Dunnigan, Richard Donchian, Nicolas Darvas, Amos Hostetter, 
and Richard Russell. Believe it or not, it literally goes back centuries, 
with data to prove it (see Chapter   19   and 20 in Section III, “Trend Fol-
lowing Research”). 

 AQR’s Cliff Asness clarifi es: “Historically, it’s been a strategy pur-
sued primarily by futures traders and in the last 10–20 years by hedge 
funds. The trading strategy employed by most managed futures funds 
boils down to some type of trend following strategy, which is also known 
as momentum investing.” 33

 Even traders not typically associated with trend following eventually 
fi nd their way. In  Hedge Fund Market Wizards   , Jack Schwager asked Ed 
Thorpe, an American mathematics professor, author, hedge fund man-
ager, and blackjack player best known as the “father of the wearable 
computer,” if he believed “there are trends inherent in the markets?” 
Thorpe replied: “Yes. Ten years ago, I wouldn’t have believed it. But a 
few years ago, I spent a fair amount of time looking at the strategy. My 
conclusion was that it works, but that it was risky enough so that it was 
hard to stay with it.” 34

 Thorpe noted he used trend following, too. And so it goes; price-
based trend strategies discovered by new and old generations at different 
times. Salem Abraham, now an established trend following veteran, began 
researching the markets in his early twenties by asking a simple ques-
tion: “Who is making money?” His answer was “trend followers” and his 
journey began.35 

 Still, not many have made the journey. During the Dot-com era of the 
late 1990s, throughout the Fed-induced S&P run-up after March 2009, 
and even today into 2017, many with zero strategy have made money 
in other ways, so trend following becomes a blip on the radar screen—
seemingly not so important.  

 And since trend following has nothing to do with high-frequency 
trading, short-term trading, cutting-edge technologies or Wall Street 
hocus pocus nonsense, its appeal is universally lost during extraordinary 
delusions unleashed inside the madness of crowds—that is, until bubbles 
pop. Trend following is not  sexy   until after the masses get poached and 
bleed out. 

 Defi ning a trend is like
defi ning love. We know it 
when we see it, but we are
rarely sure exactly what it
is. Fung and Hsieh’s paper
goes a long way to doing
for trends what poets have
been trying to do for love
since time immemorial.
They give us a working
model that quantitatively
defi nes their value for 
us. Traders will not be
surprised to learn that
trend following advisors
performed best during
extreme market moves,
especially during bad
months for equities.36
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 Nonetheless, if you look at how much money trend following has 
made before, during, and after assorted market bubbles, it becomes far 
more relevant to the bottom line of astute market players.  

 Yet, even when over the top trend following success is thrown onto 
the table, skeptical investors can be tough sells. They might say markets 
have changed and trend following no longer works. But philosophically 
trend following hasn’t changed and won’t change, even though markets 
might not always cooperate. 

 Let’s put change in perspective. Markets behave the same as they 
did hundreds of years ago. In other words, markets are the same today 
because they always change—humans are involved, after all. This behav-
ioral view is the philosophical underpinning of trend following. A few 
years ago, for example, the German mark had signifi cant trading volume.
Then the euro replaced the mark. This was a huge change, yet a typical
one. If you are fl exible and have a plan of attack—a solid strategy—mar-
ket changes, like changes in life, won’t kill you. Trend followers traded 
the mark; now they trade the euro. That’s how to  think.

 Accepting that inevitability of change is an initial step to under-
standing. One trend follower elaborates: 

 But what won’t change? Change. When a period of diffi cult perfor-

mance continues, however, most investors’ natural conclusion is that 

something must be done to fi x the problem. Having been through these

draw downs before, we know that they are unpleasant, but they do not

signal that something is necessarily wrong with the future. During these

periods, almost everyone asks the same question in these exact words:

“Have the markets changed?” I always tell them the truth: “Yes.” Not 

only have they changed, but they will continue to change as they have

throughout history. Trend following presupposes change. It is based on 

change.37

 Markets of course are built by design to go up, down, and sideways. 
They   trend  or chop.   They fl ow  or don’t. They are consistent, then they 
surprise.  No one accurately can forecast a trend’s beginning or end
until it becomes a matter of record. However, if your trading strategy is 
designed to adapt, you can take advantage of changes: 

 If you have a valid basic philosophy, the fact that things change turns out 

to be a benefi t. At least you can survive. At the very least, you will survive 

over the long-term. But if you don’t have a valid basic philosophy, you 

 Change is not merely 
necessary to life—it is life.

Alvin Toffl er 

 If you’re offered a seat on 
a rocket ship, get on, don’t 
ask what seat.

Eric Schmidt to Sheryl Sandberg
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won’t be successful because change will eventually kill you. I knew I could 

not predict anything, and that is why we decided to follow trends, and that 

is why we’ve been so successful. We simply follow trends. No matter how 

ridiculous those trends appear to be at the beginning, and no matter how 

extended or how irrational they seem at the end, we follow trends. 38 

 A valid basic philosophy means a trading strategy that can be 
defi ned, quantifi ed, written down, and measured in terms of numbers. 
Trend following does not guess at buys and sells. It knows what to do 
because valid basic philosophy is codifi ed into a specifi c plan for all con-
tingencies. 

 The Man Group, one of the largest trend following traders, describes 
the source behind their profi ts:

 . . . trends as a persistent price phenomenon that stems from changes in 

risk premiums—the amount of return investors demand to compensate 

the risks they are taking. Risk premiums vary massively over time in 

response to new market information, changes in economic environment, 

or even intangible factors such as shifts in investor sentiment. When 

risk premiums decrease or increase, underlying assets have to be priced 

again. Because investors typically have different expectations, large shifts 

in markets result over several months or even years as expectations are 

gradually adjusted. As long as there is uncertainty about the future, there 

will be trends for trend followers to capture.  

 Change Is Life 

 Patrick Welton saw no evidence trend following has devolved. He 
constructed 120 trend following models. Some were reversal based, and 
some not. Some were breakout-style trading systems based on price 
action, and others relied on volatility and band-style breakouts. The 
average holding periods ranged from two weeks to one year. The results 
gave almost identical performance characteristics. 

 Welton addressed head on the misconception that the sources of 
return for trend following had changed. He pointed out starting from fi rst 
principles, it was a fact the source of return for trend following resulted 
from sustained market price movements. Human reaction to such events 
(read: Daniel Kahneman), and the stream of information describing 
them, takes time and runs its course unpredictably. The resulting mag-

 The four most expensive
words in the English
language are:  this time it’s 
different. 

  Sir John Templeton  

The people who excel in
any fi eld are people who 
realize that the moment
is there to be seized—that
there are opportunities at
every turn. They are more
alive to the moment.

Charles Faulkner39
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nitude and rate of price change could not be reliably forecast. This is the 
precise reason why trend following works. 40

 One fund consultant confronted trend trading skeptics decades 
before trend following’s huge October 2008 positive returns: 

 [In the 1980s] on a tour of Germany sponsored by the Deutsche Termi-

nborse, several advisors and pool operators were making a presentation

to a group of German institutional investors. Among them were two 

trend-based traders, Campbell and John W. Henry. During the question-

and-answer period, one man stood and proclaimed: “But isn’t it true 

that Trend Following is dead?” At this point, the moderator asked that 

slides displaying the performance histories for Campbell and Henry be

displayed again. The moderator marched through the declines, saying,

“Here’s the fi rst obituary for trend-based trading. Here’s the next one 

.  .  . and the next but these traders today are at new highs, and they 

consistently decline to honor the tombstones that skeptics keep erect-

ing every time there’s a losing period.” Campbell and Henry have made 

their investors hundreds of millions of dollars since that time. It might,

therefore, be a mistake to write yet another series of obituaries.42

 Like sunrise, sunset you can always expect a new trend following 
obituary, oblivious to the data, and rooted in purposeful ignorance, will
be written every few years by an agenda-driven press, EMT defenders, 
and player haters despite the incredible amounts of money made by 
trend following practitioners.   

 Perplexed at Wall Street’s lack of acceptance, one trend follower sees 
the danger in trying to be  right  : “How can someone buy high and short 
low and be successful for two decades unless the underlying nature of 
markets is to trend? On the other hand, I’ve seen year-after-year, brilliant
men buying low and selling high for a while successfully and then going 
broke because they thought they understood why a certain investment 
instrument had to perform in accordance with their personal logic.” 43

 Trend following trader Paul Mulvaney made the point: “One thing 
to bear in mind is that we have made no changes to our trend follow-
ing strategy since 2005. So in a way we take the ancient Spartan view 
that everything that needed to be said about long-term trend following 
has already been said.” He continued: “In recent years our research has 
focused on execution algorithms—but those are of minor importance
versus the strategic trend following  philosophy.  ” 

 They are like surfboard 
riders, who study the
movements of the waves,
not in order to understand
why they behave as they do,
but simply in order to be on
hand whenever they surge,
to catch them at their crest,
or as soon thereafter as
possible to ride them as far
as they possibly can, and
to dissemble before they
change direction.

  Morton S. Baratz41

 Markets don’t move from one
state to another in a straight
line: There are periods of 
countertrend shock and 
volatility. We spend most of 
our time trying to fi nd ways
to deal with those unsettling
but inevitable events. That 
being said, it is really not
diffi cult to put together
a simple trend following 
system that can generate 
positive returns over a 
realistic holding period
and there are many, many 
commercial systems that 
have been generating strong, 
albeit volatile, returns for
a long time. So there are 
defi nitely fi rm grounds for
believing in Santa Claus.

Paul Mulvaney
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 Here is Mulvaney’s philosophy in performance data format:     

 Mark Spitznagel, a trader focused on  tails  and a close associate of 
Nassim Taleb, would characterize Mulvaney’s returns as “lumpy” with 
“extreme asymmetric payoffs”—exactly how he would refer to his trad-
ing world. And whether using Spitznagel’s strategy, or Mulvaney’s go-for-
the-gusto high-octane strategy, an opportunistic plan of attack knows
you aim to lose battles, but win the war.   

 Let me be clear, though: Mulvaney’s track record is but one exam-
ple for industrious types to go reverse-engineer, to learn step by step 
how those volatile but overall  up   numbers came to be. His performance 
table is an initial shot across the bow to bring you into the trend follow-
ing, month-to-month mindset of no benchmarks. But trend following is 
much more than one trend following track record alone—this strategy 
has performed consistently for more than a century across an untold 
number of traders. And the reasons to explain why markets have tended 
to trend more often than not include investors’ behavioral biases, mar-
ket frictions, hedging demands, and never-ending market interventions
launched by central banks and governments. 44

 By honest I don’t mean 
that you only tell what’s 
true. But you make clear
the entire situation.
You make clear all the
information that is required
for somebody else who is
intelligent to make up their
mind.

Richard Feynman
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 Follow the Trend to the End When It Bends 

 In an increasingly uncertain and downright unfriendly world, it is 
extremely effi cient and effective to base decision making on the single, 
simple, reliable truth of price. The 24/7 never-ending fundamental data 
barrage, such as price-earnings ratios, crop reports, and economic stud-
ies, plays right into the tendency to make trading more complicated than 
it need be. Yet by factoring in every possible fundamental piece of data,
which is impossible, you still would not know how much and when to 
buy, or how much and when to sell. The truth of price   always wins if the 
debate is grounded in reason. Price is the only fact. 

 That said, even if you digest price as the key trading variable, it is 
not unusual for traders to focus on only one market—usually individual
stocks in their home country to the exclusion of all other global oppor-
tunities. Seeking a maximum degree of comfort, many follow their one
familiar market’s movements faithfully every day. They never dream of 
branching out into currencies or futures or coffee or gold. The idea you 
could know enough about Tesla and soybeans to trade them the same 
might be unfathomable, but think about what cotton, crude oil, Cisco, 
GE, the U.S. dollar, the Australian dollar, wheat, Apple, Google, and
Berkshire Hathaway all have in common: price action.   

 Market prices, traded prices, are the unequivocal objective data 
refl ecting the sum total of all views. Accepting that truth allows you to 
compare and study prices, measuring their movements, even if you don’t 
know a damn thing about fundamentals. You could absolutely look at
individual price histories or charts, without knowing which market is 
which, and trade them successfully. That is not what they teach at Har-
vard or Wharton, but it is the foundation of making millions as a trend 
following trader.

 Further, don’t try to guess how far a trend will extend. You can’t. You 
will never know how high or how low any market might go. Peter Borish,
former second-in-command with Paul Tudor Jones, lays bare the trader’s
only concern: “Price makes news, not the other way around. A market is
going to go where a market is going to go.” 45

 The concept of price as the paramount trading signal is too simple for 
Wall Street to accept. This confusion or misinformation is seen across the 
mainstream press where they always emphasize the wrong  numbers. Bill 
Griffeth, of CNBC, “At some point, investing is an act of faith. If you can’t 
believe the numbers, annual reports, etc., what numbers can you believe?”

 Warren Buffett says in the 
long run the stock market
is a weighing machine
and in the short term it
is a voting mechanism.
He exploits the weighing
machine and we exploit the
voting mechanism.

David Harding



Trend Fo l lowing Pr inc ip les 23

c01 23 9 December 2017 2:17 PM

 He misses the point. It doesn’t matter whether you can or cannot 
believe an earnings statement. All of those numbers can be doctored, 
fi xed, cooked, or faked. The traded market price can’t be fi xed. It’s the 
only number you can believe. You can see it every day. However, this 
does not diminish confusion. Alan Sloan, a fi nance reporter, doesn’t get 
it: “If some of the smartest people on Wall Street can’t trust the numbers, 
you wonder who can trust the numbers.” 

 I know Sloan is droning on about balance sheets and price-earn-
ings ratios. You can’t trust those numbers—ever——  . Bad actors can always 
alter them. Even if you knew accurate balance sheet numbers, that info 
doesn’t necessarily correlate with buying and selling at the right time. 

 A critical lesson from an old-pro trend trader:   

 Political uncertainty is one reason why investment decisions are not 

driven by discretionary judgments. How, for example, do you measure 

the impact of statements from [central bankers and treasury chiefs]?

Even if we knew all the linkages between fundamentals and prices,

unclear policy comments would limit our ability to generate returns

. . . trying to interpret the tea leaves in Humphrey-Hawkins testimony 

or the minds of Japanese policy authorities does not lend itself to dis-

ciplined systematic investing. Instead of trying to play a loser’s game of 

handicapping policy statements, our models let market prices do the

talking. Prices may be volatile, but they do not cloud the truth in mar-

ket reactions. Our job is to systematically sift price data to fi nd trends 

and act on them and not let the latest news fl ashes sway our market 

opinions.46

 William Eckhardt, a trend follower and former partner of Richard 
Dennis (see my book  TurtleTrader ), describes how price is to live and die 
by: “An important feature of our approach is that we work almost exclu-
sively with price, past and current. .  .  . Price is defi nitely the variable 
traders live and die by, so it is the obvious candidate for investigation. . . . 
Pure price systems are close enough to the North Pole that any departure 
tends to bring you farther south.” 47

 Understanding how a trend follower implements that philosophy 
is illustrated in Ed Seykota’s sugar story. He had been buying sugar—
thousands of sugar futures contracts. And every day, the market was 
closing limit up. Every day, the market was going nonstop higher and 
higher. Seykota kept buying more and more sugar each day limit up. An 

 Ed Seykota is a genius
and a great trader who
has been phenomenally
successful. When I fi rst 
met Ed he had recently
graduated from MIT and
had developed some of the
fi rst computer programs
for testing and trading
technical systems. . . . Ed
provided an excellent role
model. For example, one
time, he was short silver
and the market just kept
eking down, a half penny a
day. Everyone else seemed
to be bullish, talking about
why silver had to go up
because it was so cheap,
but Ed just stayed short. Ed
said, “The trend is down,
and I’m going to stay short
until the trend changes.” I 
learned patience from him
in the way he followed the
trend.

Michael Marcus48 



24 Trend Fo l lowing

c01 24 9 December 2017 2:17 PM

outside broker was watching all of Seykota’s action. And one day the bro-
ker called him after the market close, and since he had extra contracts of 
sugar that were not balanced out, he said to Seykota, “I bet you want to 
buy these other 5,000 contracts of sugar.” Seykota replied, “Sold.” 

 After the market closes limit up for days in a row, Seykota says, “Sure, 
I’ll buy more sugar contracts at the absolute top of the market.” Every-
body instinctively wants to buy sugar on the dip or on the retracement. Let 
it come down lower they pine. “I want a bargain” is their thinking—even if 
the bargain never appears. Trend following works by doing the opposite: It 
buys higher highs and sells short lower lows.         

 The wisest trend follower
I know has said that every
fi ve years some famous 
trader blows up and
everyone declares trend
following to be dead. Then,
fi ve years later, some
famous trader blows up
and everyone declares
trend following to be dead.
Then, fi ve years later . . . 
was the problem trend
following or the trader?

Anonymous

    Good Traders Confuse Price

 The trading histories of Julian Robertson and Louis Bacon, two 
famed hedge fund titans, underscore the importance of price for deci-
sion making. 

 After the Dot-com crisis Julian Robertson shut his long-running 
hedge fund down. He was a global macro trader who relied on fun-
damentals for decision making. Robertson had a close relationship 
with another global macro trader, Louis Bacon. Bacon was extremely
secretive to the extent that it was nearly impossible to fi nd out his per-
formance numbers unless you were a client. Although Bacon did not 
advertise himself as a trend follower, he was focused on price action: 

 “If a stock goes from 100 to 90, an investor who looks at funda-
mentals will think maybe it’s a better buy. But with Louis [Bacon], he 
will fi gure he must have been wrong about something and get out.”
Contrast that, say, with [Julian] Robertson, who, even after shutting 
down his fi rm, was doggedly holding on to massive positions in such 
stocks as U.S. Airways Group and United Asset Management Corp. 
. . . [Bacon made the comment] in an investor letter that ‘those trad-
ers with a futures background are more sensitive to market action, 
whereas value-based equity traders are trained to react less to the 
market and focus much more on their assessment of a company’s or 
situation’s viability.’” 49

 Every successful trader is a trend follower even if they don’t use 
the technique, admit it, or know it. 

 Be less curious about
people and more curious
about ideas.

Marie Curie
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 Trend followers know to pick the trend start is a masochistic exer-
cise. When trends start they often come from fl at markets that don’t
appear to be trending anywhere—it’s choppy, up-and-down, trendless, 
go-nowhere market action. The solution is to take small bets early to see 
if the trend will mature and get big enough to ride. 

 An executive at trend following pioneer Graham Capital Management 
clarifi es, “The ability of trend following strategies to succeed depends on 
two obvious but important assumptions about markets. First, it assumes 
that price trends occur regularly in markets. Secondly, it assumes that 
trading systems can be created to profi t from these trends. The basic 
trading strategy that all trend followers try to systematize is to ‘cut losses’ 
and ‘let profi ts run.’” 50

 I asked Charles Faulkner to expand:   

 The fi rst rule of trading is to, “Cut your losses, and let your profi ts run.” 

And then, that it’s the hardest thing to do. Seldom do any of them won-

der why, and yet this is exactly where the effi cient market theory breaks 

down, and the psychological nature of the markets shows through. 

When we lose or misplace something, we expect to fi nd it later. The cat 

comes back. We fi nd our car keys. But we know a dollar on the street will 

not be there with the next person who passes by. So experience teaches 

us that losses are unlikely and gains are hard. “A bird in the hand is 

worth two in the bush.” This is when I tell them that they earn their 

trading profi ts by doing the hard thing—by going against human nature. 

This is where the discipline comes in, the psychological preparation, the 

months of system testing that give the trader the confi dence to actually 

trade against his natural tendencies. 

 If cutting losses and letting profi ts run is the trend following mantra, it 
is because harsh reality dictates you can’t play the game if you run out of 
money. No money, no honey! Trend trader Christopher Cruden sarcasti-
cally builds the thought: “I would prefer to fi nish with a certain currency 
forecast, based upon my own fundamental reading of the market and one 
that underpins my personal investment philosophy. . . . The only problem 
is I can’t tell you when this will happen or which event will be fi rst. On that 
basis alone, it seems best to stay with our systematic approach.” 52  

 A good example of not letting profi ts run can be seen in trading strat-
egies that take profi ts off the table before the trend is over. For exam-
ple, one broker told me one of his strategies was to ride a stock up for a 
30 percent gain and then exit. That was his strategy. Let it go up 30 percent 

 Trend following is similar to
being long options because 
the stop loss creates a 
limited downside, and the
continuation of the trend
creates the large upside.
This is why the phrase for
this approach to trading
is to cut losses and to let
profi ts run. Of course, if 
trends continually fail to
materialize, these limited
losses can accumulate
to large losses. This is 
also true for any option
purchase strategy. For
trend followers, the option
premium is paid for after an
unsuccessful trade is closed
when a stop loss has been 
reached. The premium can
also be paid after markets
have moved a great deal,
profi ts have been made, and
a reversal causes a trailing
stop to be hit, and some of 
the profi ts reversed.

President, Graham Capital Management51 

 In Patton, my favorite scenen
is when U.S. General George
S. Patton has just spent
weeks studying the writing
of his German adversary
Field Marshall Erwin
Rommel and is crushing
him in an epic tank battle
in Tunisia. Patton, sensing
victory as he peers onto
the battlefi eld from his
command post, growls, 
“Rommel, you magnifi cent
bastard. I read your book!”

Paul Tudor Jones in George Soros’ The 
Alchemy of Finance 
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and get out. Sounds reasonable. However, a strategy that uses profi t targets 
is problematic at a root level. It goes square against the math of getting 
rich, which is always without question to let your profi ts run. If you can’t 
predict the end or top of a trend, don’t get out early and risk leaving prof-
its on the table—you will need the biggest winners after all to pay for the 
smaller losers.   

 For example, let’s say you start with $50,000. The market takes off 
and your account swells to $80,000. You could, at this point, quickly pull 
your $30,000 profi t off the table. Your wrong thinking is if you don’t take 
those profi ts immediately, they will be gone.

 Trend followers know that a $50,000 account may go to $80,000, 
back to $55,000, back up to $90,000, and from there, perhaps, all the 
way up to $200,000. The person who took profi ts at $80,000 is not
around to take the ride up to $200,000. Letting your profi ts run is tough
psychologically. But understand in trying to protect every penny of your
profi t you never make big profi ts. Those are the stark choices for the big 
boy game.  

 You are going to have ups and downs in your trading account. Get 
over it. Losses are a part of the trading game no matter the strategy. If 
you want no losses, if you want positive returns every month, well, you 
could have had your money with the Ponzi scheme of Bernard Madoff 
and his fake monthly 1 percent performance, but you know how that 
turned out. You can’t make money if you are not willing to lose. It’s like 
breathing in, but not willing to breathe out. 53

 Think of it this way: If you don’t have losses, you are not taking risks. 
If you don’t risk, you won’t ever win big. Losses aren’t the problem. You 
must always  cut   them. Ignore losses with no plan, let them build up, and 
they will come back to wipe out your account. 

 Theoretically, really big losses rarely befall trend following strategy 
because it eliminates or reverses positions as soon as the market goes 
against it. The rationale for hanging in is that any price move could be 
the beginning of a trend, and the occasional big breakout justifi es a string 
of small losses. 54

 Surf the Waves 

 I am fortunate to have learned from trader Ed Seykota starting in 
2001 with our fi rst Virgin Islands meeting, through a 2012 panel with 
Larry Hite, and up to his 2016 podcast appearance. But early on he 

 Bull market babies don’t 
survive, they revert to the
mean.

Michael Covel

 I began to realize that the 
big money must necessarily
be in the big swing.

Jesse Livermore
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told me a story about being in Bermuda with a new trader who wanted 
secrets.  “Give me the quick-and-dirty version of your magical trading 
secrets,” the neophyte beamed. 

 Seykota took the new trader out to the beach. They stood there 
watching the waves break against the shoreline. The newbie asked, 
“What’s your point?”

 Seykota said, “Go down to the shoreline where the waves break. 
Now begin to time them. Run out with the waves as they recede and run 
in as the waves come in. Can you see how you could get into rhythm with 
the waves? You follow the waves out and you follow them in. You follow 
their lead.”   

 The truth of trend following is its philosophical underpinnings are 
relevant not only to trading, but to life in general, from business to per-
sonal relationships. The old-pro trend followers were clear with me, in 
their words and actions: Trend following works best when pursued with 
the right mindset  and unbridled passion.

 First, consider the role of proper mindset. As Stanford psycholo-
gist Carol Dweck teaches, “In a fi xed mindset, people believe their basic 
qualities, like their intelligence or talent, are simply fi xed traits. They 
spend their time documenting their intelligence or talent instead of 
developing them. They also believe that talent alone creates success—
without effort. They’re wrong. In a growth mindset, people believe that 
their most basic abilities can be developed through dedication and hard 
work—brains and talent are just the starting point. This view creates a
love of learning and a resilience that is essential for great accomplish-
ment. Virtually all great people have had these qualities.” 55

 Second, trading coach and psychologist Brett Steenbarger argues 
the passion point: “Find your passion: the work that stimulates, fasci-
nates, and endlessly challenges you. Identify what you fi nd meaningful 
and rewarding, and pour yourself into it. If your passion happens to be 
the markets, you will fi nd the fortitude to outlast your learning curve and 
to develop the mastery needed to become a professional. If your passion 
is not the markets, then invest your funds with someone who possesses 
an objective track record and whose investment aims match your own. 
Then go forth and pour yourself into those facets of life that will keep you 
springing out of bed each morning, eager to face each day.” 56

 In my experience it became crystal clear when used within the con-
text of mindset and passion, the term  trend following  can be substituted 
in this edition for other aspects of life. That insight crystallized in a pas-
sage from Brenda Ueland’s 1938 book on creative writing: “Whenever I 

 Many people would sooner
die than think; in fact, they
do so.

Bertrand Russell
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say  writing   in this book, I also mean anything you love and want to do or 
to make. It may be a six-act tragedy in blank verse, it may be dressmak-
ing or acrobatics, or inventing a new system of double entry accounting 
.  .  . but you must be sure that your imagination and love are behind 
it, that you are not working just from grim resolution, i.e., to impress 
people.” 57

 Successful trend followers don’t trade with grim resolve or with the 
intention to impress. They are playing a game to win and enjoying every 
moment of it. Like other high-level performers, think professional ath-
letes and world-class musicians, they understand how critical it is to 
maintain a winning attitude for success. And as Larry Hite told me, good 
trend following traders ask questions:   

 The fi rst question you have to ask yourself: “who are you?” I’m not 

kidding. And don’t look at your driver’s license! But what you got to

say to yourself: “What am I comfortable doing?” Am I an arbitrager?

Am I a short-term trader? It is really important that you understand 

who you are and what you want to do. The next thing you have to ask 

yourself, one of the real details, “What are you going to do?” What are

you going to do exactly? What has to be done? Is it hard to you? Is it

easy? Do you have the materials to do it? One of the great things about

the market is the markets don’t care about you. The market doesn’t 

care what color you are. The markets don’t care if you are short or tall.

They don’t care about anything. They don’t care whether you leave or

stay. The last question you have to ask yourself: “What follows?” You 

have to ask yourself, “If I do this and it works, where am I? What have

I got?” Now what I’ve said may really sound like it’s pretty simple and 

common sense, [but think about the failed hedge fund Long-Term Capi-

tal Management] those were some very, very smart people [Nobel Prize

winners] who did some pretty  stupid   things. And they did it because 

they didn’t ask themselves the basic questions.  

 Armed with Hite’s marching orders let’s dive deeper into what it 
takes for trend following excellence.   

 Among people who take 
the trouble to understand
what the business is about
instead of assuming it
involves speculating on
live cattle, it is readily
understood.

Campbell & Company58 

 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. Henry59 
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 Summary Food for Thought 

•    Galileo Galilei: “All truths are easy to understand once they are dis-
covered; the point is to discover them.” 

•    Hendrik Houthakker (1961): “Price changes are not purely random, 
but follow certain longer run trends.” Inspired by Benoit Mandelbrot, 
Houthakker was an early EMT critic. 

•    Ed Seykota: “All profi table systems trade trends; the difference in 
price necessary to create the profi t implies a trend.” 

•    Prices, not traders, predict the future.
•    If you don’t have losses, you are not taking risks. If you don’t risk, you 

can’t win anything. 
•    Price goes either up, down, or sideways. No advance in technology, 

leap of modern science, or radical shift in perception will alter this 
fact.     

•    What if they told you the best way to get to point B, without bumping 
into walls, would be to bump into walls and not worry about it? Don’t 
worry about getting to point B, but enjoy bumping into walls. 61

•    Trend following strategy is not for trading alone. The MIT blackjack 
team led by Mike Aponte (podcast episode #22) pursued very similar 
strategies, as do venture capitalists like Marc Andreessen. Film pro-
ducer Jason Blum also uses an edge-seeking strategy to produce fi lms.

• To receive my free interactive trend following presentation send a 
picture of your receipt to receipt@trendfollowing.com.     

 A trend is a trend is a
trend. Gertrude Stein
would have said if she were
a trader, “Once you have a
game plan, the differences
are pretty idiosyncratic.”

Richard Dennis60 
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