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Peter Brandt is a professional trader and
earns almost all of his income from
trading. An early exercise in putting his
trading ideas into writing grew into 7he
Factor newsletter.

The Factor, published between 1978
and 1989, was almost unique among
market letters in describing the thought
processes and market activity of a pro-
fessional trader actually trading the
markets. Peter’s written trading plan,
which he shared with subscribers, re-
quired that every trade be based upon a
recognizable pattern from Edwards and
Magee’s classic book, Technical Analy-
sis of Stock Trends. Over the vears The
Factor was one of the most educational
and readable letters published.

Peter stopped publishing his newsletter
atthe end of 1989. He still trades his own
account and manages a small amount of
private funds. This book is his legacy to
his trading friends and customers.
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FOREWARD

One of the books most recommended by commodity professionals is Technical
Analysis of Stock Trends by Robert D. Edwards and John Magee. It is the
authoritative resource on chart pattern analysis. This monumental opus was first
published in 1948 and is now in its fifth edition (last revised in 1966). With the
exception of a five-page chapter on commodities, the book is entirely devoted to the
stock market. However, the authors, as well as all technically oriented commodity
professionals accept its theories’ general applicability to futures trading.

Peter Brandt, at age 43, may be the world’s foremost authority on applying
Edwards and Magee principles to commodity trading. Having known Peter and
watched his trading since 1982, I can certainly say he is the purest practitioner of
those principles.

Peter would want me to emphasize that he is a practitioner rather than a
theorist. One of his staunchest precepts is that an effective commodity advisor
should also be an active trader himself.

“I'have areal problem with market letter writers who are looking at the market
from an academic point of view—and that’s most of them,” he says. “How can you
advise people on what to do in the trenches if you're not down there and maybe never
were down there?”

Peter has been publishing an advisory letter, The Factor, since 1978. This year
(1990), with some reluctance, he ceased publishing his letter as part of a career move
involving a large money management opportunity.

An important part of The Factor has always been education. Because Peter has
been a full-time trader himself for many years, he can relate to the problems faced
by people trying to learn how to trade.

As he puts it, “My letter talks to people about what they are going through in
their gut and how to overcome the pull of their emotions. That is a very important
part of educating a trader. Most advisors cannot relate to their subscribers in those
terms because they don’t trade themselves.”

Thus, when Peter retired from the advisory letter business, I thought it might
be a good time to publish a volume of his collective wisdom. This includes both his
unique approach to trade selection and management, and his insights into trading
psychology.
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The first section of this book is a collection of Peter’s published thoughts which
I rearranged and edited as a conversation between Peter and me. Peter then went
over the manuscript and made changes and additions. We both hope you will find
it both entertaining and educational reading.

The second section contains practical hints on using chart patterns to trade
speculative markets.

The third section is a summary of the essential chart patterns and their pattern
objectives. We do not intend this book to be a substitute for reading Edwards and
Magee. It is an adjunct.

Since Peter’s “Bible” for trade selection is the classical chart patterns described
in Technical Analysis of Stock Trends, we suggestthat you obtain the book and study
it carefully in conjunction with reading this book. If you are going to trade with these
methods, like Peter, you will want to keep it always handy for future reference.
Peter likes to reread the appropriate sections before making any trade.

The fourth section contains Peter’s “Best Dressed Lists” of trades between 1982
and 1989, Studying these carefully will have several beneficial effects. First, it will
show youmany actual examples of classical chart patterns in commodity charts over
a long pericd of time. This will help you understand what you are looking for.

Secondly, it will give you a good picture of the great potential in adopting the
Peter Brandt methodology for your own trading. As you can see, every year there are
a good number of spectacular trading opportunities which can be identified with
classical chart patterns.

Of course, chart patterns don’t all work as well as those on the Best Dressed
Lists. That’s why you must keep your losses small when they fail. As you will hear
from Peter, this kind of disciplined risk control is the essence of professional trading.

Although Technical Analysis of Stock Trends is not the easiest book to read, both
Peter and I agree that we seem to find new ideas each time we reread it. Reading
it thoroughly and understanding it will make the difference between guessing how
to trade with chart patterns and following the correct methodology exactly. We
shouldn’t have to emphasize the importance of knowledge over guesswork.

You will find this book much easier to read and understand. I hope you enjoy it.

Bruce Babcock, Jr.
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When Bruce Babcock called me with the idea for this book, my first reaction was
to say no. Not that I wouldn't want to work with Bruce if I were to do a book. In fact,
Bruce Babcock would be the first person I would want involved. Bruce’s reputation
for providing top flight trading systems and informational services to the futures
industry is widely known and well deserved. It was that when Bruce spoke to me,
I had just discontinued The Factor market letter affer nine years. That action was
part of withdrawing from public contact. The idea of doing a book appeared to run
counter to my plans to retreat from a public position.

As I thought about the idea of collaborating with Bruce on a book, the concept
made more sense. After all, a book on my trading philosophy would be a great
epitaph to The Factor. Over the years, I put a lot of time and energy into The Factor.
A book would be a great chance to make some final, important, reinforcing points
to my ex-subscribers and the speculative public.

When 1 first started accepting subscriptions to The Factor in 1981, I did so
because there was so much trash being peddled as market letters. I could not believe
the garbage people were willing to pay for. Additionally, some of the track records
the editors were reporting were clearly fraudulent.

I believed The Factor could provide more profitable trading recommendations
than at least 80 percent of the other newsletters. Furthermore, there was not a
single other letter at the time (nor has there been one since) that honestly presented
the charting concepts of Robert Edwards and John Magee. But mostimportant, I set
as a priority goal of The Factor to provide education on the human element of
trading.

One reason 1 discontinued The Factor was that all my goals for it have been
accomplished. I believe strongly that The Factor—along with Bruce’s Commodity
Traders Consumer Report newsletter, which started publishing in 1983-—helped
establish some credibility and integrity in an industry where little previously
existed.

The trading public’s response to The Factor was terrific. In an industry where
annual subscription renewal rates rarely exceed 20-30 percent, The Factor discon-
tinued publication with 40 percent of its initial subscribers still on board. The Factor
provided profitable trading recommendations for nine straight years. (Some might
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consider 1986 as a small losing year depending on the size of the slippage/
commission allowance). The Factor was consistently among the most profitable
letters monitored by CTCR. More importantly, The Factor always had the lowest or
near lowest drawdown.

It is fair to say that [ was the most pure Edwards and Magee practitioner in the
market letter business. I seriously regret that there are no other futures market
letters today devoted solely to classical charting principles. This is a serious void.

There are four significant points I want to address before going any further.

First, I am a trader. This book is not just some theoretical dissertation on the
markets. The ideas in it are more the “gut variety” than the “head variety.”

Second, I base my approach to trading almost solely on the 1948 book Technical
Analysis of Stock Trends, by Robert Edwards and John Magee. This book is not
intended to replace that important work but simply to relate the experience I have
gained trading with its classical charting principles. For those interested in the
technical aspects of the markets, I believe Edwards and Magee is absolutely must
reading (and rereading).

Third, I will never claim that classical charting is the only or even the best way
totrade themarkets. It is, however, the method that works best for me. Every trader
has his or her own unique emotional or psychological make-up. Every trading
approach has unique advantages and disadvantages. It is up to each trader to
discover what best fits their temperament and financial situation.

Fourth, let me clear up some potential misunderstandings about the purpose of
looking for patterns on market price charts. Classical charting is a trading ap-
proach. Itis not ameans for making price forecasts. Classical charting principles are
useful only to highlight a certain defined trading opportunity. They are useful to
traders, not forecasters or economists.

Classical charting principles DO NOT represent the Holy Grail. It is vital to
keep in mind that over 50 percent of chart formations fail to deliver profitable
trades. This may be an indictment of classical charting as a forecasting tool, but not
as a trading tool.

Classical charting principles do not account for all market price action. Often-
times, major and intermediate market movements will occur independently of
recognizable chart patterns. Classical charting principles do not explain all the
markets all the time.

The patterns described by Edwards and Magee are a way to view markets so as
to find defined trading opportunities. When a speculator acts on these opportunities
over an extended period of time, they provide an edge. Period.

So, in a very real sense this book is as much a study of the speculative process
and a certain philosophy of trading as it is a look at classical charting principles.

In my experience over the years, I have noticed that there is a certain
“conventional wisdom” about trading that floats around. It ranges from beliefs
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about market interrelationships (that lower interest rates and higher stock prices
should go together) to ideas about the best trading approaches (that a high
percentage of winning trades is better than a Jow percentage of winning trades).
Unfortunately, the conventional wisdom about trading is most often wrong.

Iwould not be surprised if some of the ideas in this book run counter to what you
have learned and believe. In areas where I attack the conventional wisdom, I hope
you will be open minded and consider my reasoning.

I am convinced that there can be no single “Complete Guide to Commodity
Trading.” The individual speculator seeking to understand the trading process will
glean a little bit of knowledge from many different sources. It is my hope that
somewhere within this book you will find some statement or idea that will become
an important building block for your trading future.

Peter Lewis Brandt

Authors’ Note

Some of the charts in the Best Dressed section are barely decipherable. When
Peter created those pages for Factor subscribers, he gave no thought to the
possibility they might later appear in a book. Because the charts are so old, it is
impossible to recreate them in more readable versions.

We think there is value to be gained from including the same charts and
comments that Peter created when the situations were fresh in his mind. You may
be able to find your own comparable historical charts to get a clearer picture.
Commodity Perspective’s Encyclopedia of Historical Charts is an excellent histori-
cal chart reference.

We apologize for any difficulties the fuzzy charts may cause. The only alterna-
tive was to omit them entirely. We decided to include them in the interest of
completeness, There are many legible charts in the book which make the points we
wanted to make,

Peter and Bruce
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PETER BRANDT'S BACKGROUND
AND TRADING RECORD

Peter Brandt is a professional trader and earns almost all of his income from
trading. The Factor newsletter grew out of an early exercise in putting his trading
ideas into writing. He was a Conti broker at the time (1978), also trading for his own
account. To enforce discipline on himself, he would type up his thoughts about a
trade and carry them with him as long as the trade was open. When his fellow
brokers found out about it, they asked for a copy. Then he began sending it to
customers as well. In 1982, he decided to go public but limited circulation to 250.

The Factor was almost unique among market letters in describing the thought
processes and market activity of a professional trader actually trading the markets.
Every one of its recommendations appeared in Brandt’s personal account. Peter’s
written trading plan, which he shared with subscribers, required that every trade
be based upon a recognizable pattern from Edwards and Magee.

He used small stops and always had a specific objective suggested by the
particular chart pattern. Each letter analyzed the markets Peter was currently
watching or trading and often included some thoughts on the psychology of
successful trading. Over the years The Factor was one of the most educational and
readable letters published.

The son of a lobbyist and public relations man, Peter Brandt grew up in
Minneapolis. He received a degree in journalism from the University of Minnesota,
but after graduation went into advertising in Chicago. Watching his father and
brother dabble in silver coin futures in 1978, Peter started reading the Wall Street
Journal. Then one day he stopped by the Board of Trade.

“The shouting and yelling really captivated me,” he says. “Up to then my only
trading had been in a couple of cheap stocks. I read up on commodity trading and
discovered the magic of leverage. I decided I wanted to trade commodities for the
money, which could bring independence.”

He concluded the best way to learn was as a broker. After knocking on numerous
doors, he landed a position with Conti. With almost no training, they gave him a
desk and a file of “old leads.” He signed up a few speculative accounts but knew
almost nothing about the markets.

“I listened to the research broadcast,” he explains. “They would come on the
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hotline and recommend this or that. It didn't take long before all my accounts were
burned up. So I opened some more, and pretty soon they were burned up, too. I
decided I had as good a chance to call the markets as those research guys.”

Since Conti’s technical men seemed to be doing better than the fundamentalists,
Peter started investigating all kinds of technical analysis. He “stumbled upon”
Edwards and Magee and read it one weekend.

“It made a tremendous amount of sense to me. Not only did their approach
pinpoint how to enter a market, it also indicated how to get out. I had already
concluded that because it is impossible to be right more than about halfthe time, the
really important question is what happens when you are wrong in a trade.”

Peter bought his first chart book and began “working the charts,” finding out
what did and did not work. At first, because he was still a broker, he was “looking
for trades.” This caused him to see formations that turned out to be incorrect
interpretations. He has come to the conclusion that there are only ten to twenty
“ideal trades” a year.

“My dilemma as a trader is that I like trading. I would probably improve my
bottom line if I traded less.”

In 1980, he quit Conti and became a full-time trader. In early 1983, he left
Chicago for the north woods of Minnesota where he works from his home and lives
with his wife and two sons. He loves the woods and the lake next to his house.

In August, 1984, Peter suffered a very serious back injury in a fall. He was
almost killed. After a long period of convalescence and rehabilitation, he has been
able to resume some of his favorite recreational activities. He water skis (in the
summer), and likes hunting and fishing.

“In California, if you don’t have a Mercedes, you're out ifit.” [Uh oh—B.B.] “Here
you're out of it if you don’t have a pick-up with a dog and a bundle of wood in the back.

“I never viewed The Factor as the ideal or ultimate approach to commodity
trading. It was a reflection of my trading style, and writing it was excellent
discipline for me. When I started it in 1978, I had no thought of becoming a serious
newsletter publisher.

“When I decided to broaden the circulation and charge a subscription fee, I saw
the existing market letters as mostly terrible. Junk! As long as I was going to write
one anyway, I decided I could make it a little more splashy, do a better job than a
lot of the others, and generate a little extra income.”

The Factor's trading was spectacular in 1982, generating over $44,000 in closed
profits on only 52 trades. In 1983, Commodity Traders Consumer Report started
publishing and The Factor was one of the original advisory services it tracked. [The
following discussion includes a deduction of $100 per trade for slippage and
commissions.]

Between 1983 and 1989, The Factor had only one losing year. In 19886, it lost
$2,900, which was 43 percent of the $6,800 margin required. During the six
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profitable years, The Factorreturned an average of 49 percent of minimum required
margin. Its trading was consistently conservative. It averaged only about one trade
a week. During its most active year, it had only 65 trades. The minimum yearly
number of trades was 46 in 1986 and 1987, Its drawdown was always among the
lowest of all the services CTCR monitored. Since 1985, when CTCR began calculat-
ing largest month-end equity drawdown, The Factor’s largest drawdown was
$6,635. In most years, it was under $4,000.

Thus, Peter Brandt and The Factor proved that one could trade the commodity
markets conservatively and over a long period of time return a respectable return
with remarkably small risk.

Bruce Babcock, Jr.
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A CONVERSATION BETWEEN BRUCE
BABCOCK AND PETER BRANDT

Ingredients For Success

Peter, let’s start out with what you consider to be the components of a successful
trading approach.

Before you even get to that, you have to define the purpose of the markets. The sole
purpose for the existence of capital markets is to reallocate wealth from the many
to the few. This is the primary function of markets, whether economists want to
admit it or not. If this function is not satisfied, the markets would cease to exist as
we know them. Since that is the reality, to be successful you must align yourself with
the few rather than the many.

Have you an outline of the key ingredients for success?
There are six components of a successful trading approach:

1. A METHOD FOR IDENTIFYING TRADES. It could be based on classical
charting, moving averages, retracements, Elliott Wave, Gann, seasonals, cycles,
etc., etc. But one must have a methodical way to look at and study price. In my own
trading I can look at a chart and say immediately, “There is a trade here,” or, “There
isn't atrade here,” or, “There may be atrade here, but the market hasto first do such
and such.”

2. AMETHOD FOR ENTRY. It is not enough to have a market opinion. One must
also have a systematic way to enter a trade.

3. AMETHOD OF ESTABLISHING AN INITIAL PROTECTIVE STOP LEVEL.
4. AMETHOD FORTAKING PROFITS AND/ORMOVING PROTECTIVE STOPS.
5. OVERALL MONEY MANAGEMENT RULES. These include such things as:

a. The percentage of capital risked per trade

b. Treatment of highly correlated markets

e. Trading into major reports
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6. PATIENCE AND DISCIPLINE. Once all of the above elements are established,
then the trader must have the patience to wait for a qualifying trade and the
discipline to execute again and again. It is hard to execute a trading plan after eight
straight losing trades, but you must continue to follow your plan. It is difficult o ride
a winner after a large drawdown, but you must be able to do it.

What are the most important ingredients?

To learn to rely on yourself and trust your own approach. Exclude the outside noise.
Accept the inevitability of being wrong. It’s much better to be bounced out by a close
stop than to take abigloss. Conserve capital during the bad times by limiting losses
to no more than one percent of capital. I CANNOT EMPHASIZE ENOUGH THE
IMPORTANCE OF THIS IDEA. Have a written plan and very specific guidelines for
trade selection and profit taking. Develop the discipline to take the trades that
conform to your guidelines but go against your gut feeling. Those turn out to be most
of the good trades.

How long do think it takes for someone to progress to a point of relative competence
as a trader?

I firmly believe that it takes a minimum of three to five years for a person to learn
enough about speculative markets and the speculative process to become a success-
ful trader.

I alsobelieve that every successful trader has his or her unique approach to trading.
I have not known two successful traders that operate in the exact same fashion.
They all have found a special niche that seems to fit their own personality.

The major problem is that the vast majority of individuals (80-90 percent) either
burn out their pocketbooks or their emotional will to continue trading before they
figure out the rules of the game. This is a cold and harsh reality, but a reality it is.

How reasonable is it for a person to anticipate becoming proficient enough to earn a
living from trading?

One thought that crosses the minds of most novice traders is “Wouldn'’t it be great
to get to the point in trading where I could quit my job and trade full time for a
living?” Importantly, it IS possible for a novice trader to become a full-time trader.
I know, because starting with less than $3,000 in the 1970s I did it. And perhaps my
biggest thrill with The Factor is knowing several early subscribers who are now full-
time commodity traders.

This isnotto say that becoming a full-time trader should be the only logical goal. For
some, the goal may be just considering commodities as an investment vehicle for
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above-average returns on a part-time basis. For others, trading may be an intrigu-
ing hobby in the same vein as photography, flying or fishing (but hopefully, a self-
supporting hobby).

What advice do you have for a person who really wants to become a professional
trader?

Assuming the goal of a person is to make trading a full-time thing, I believe it takes
five elements.

First, commodity trading must be exciting or fun for you. If it is not, then nothing
else matters. Simply the lure of riches is not sufficient.

That is a lot like writing, isn’t i1?
That’s what I hear, although I'm hardly a professional writer.

Second, one must come to a thorough understanding of the mechanics of the
markets—orders, margins, etc.

Third, one must develop a solid, specific game plan including all the aspects I
previously listed, such as trade identification, entry and exit procedures and money
management rules. Since there are many ways to skin a cat and every full-time
trader must have his or her own unique style, a person must make some decisions
about what his style will be. As I said, a person should plan on something like three
to five years of trading to develop a sound, “personalized” approach.

What about capital? How much do you need in your trading account?
I was just getting to that.

Fourth, one must be properly capitalized. There is a myth that full-time traders
have accounts of $500,000 to $1,000,000. Some do, but most do not. I believe that a
person can be a full-time market operator with between $50,000 and $100,000.

The fifth element is not so easy to describe. I use several phrases for it, including
“pulling the trigger,” “a leap of faith,” and “the concluding commitment.” They all
have the same meaning. It refers to the level of discipline necessary to execute your
game plan with enough consistency to make a living.

Another way to consider this fifth element is that it is a matter of “transferring
hypothetical strategy into real time market conditions.”

The reason why this fifth element is the most difficult to achieve is that it deals with
the basics of human nature. Fear and greed become the real enemies.

Let’s look at an example. Assume that you have a game plan that calls for a five-
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contract position when a particular market situation develops. Your game plan also
calls for the placement of protective stops at a certain level and specific provisions
for taking profits (let’s say 60 percent of profits at the objective, 20 percent of profits
on a lower close after the objective is reached and 20 percent of profits using some
simple moving average).

Now, all of a sudden that precise market situation presents itself, and a significant
price movetakes place. But when you goto check your P&S statements, you find that
instead of making $20,000 as your game plan would have done, you only made
$4,100. What happened?

Here's what happened. When the signal came, you had just taken 6 straight losses
in other trades, so you put on only 3 contracts instead of 5. You were afraid this next
signal would also result in a loss.

By the second day of the trade you had a $5600-per-contract profit, and you were
concerned that you might lose that. So you sold a contract thinking that you would
buy it back if the market retested the breakout level. No retest occurred.

The market continued to advance for two more days. Then the market became really
choppy for seven days. On the seventh day of the choppiness, you bailed out of
another contract when the market made a seven-day low on the close. You were now
down to one contract.

The next day the market gapped higher and closed limit up. The next day after that
it opened sharply higher again and you thought, “I'm missing out here; I better buy
back a contract.” You did. The market immediately started down.

You sold out of the latest contract for a $400 loss but still held one of your original
contracts. The market kept going up. Finally, six weeks after you put on your initial
position the market reached your objective and immediately had a sharp one-day
selloff. You unloaded your final contract on the selloff for a $3,200 profit. The market
then stabilized and pushed $1,000 per contract beyond your objective before a final
high was made.

You add up the score. Evenn though your initial stop was never in jeopardy, youmade
only $4,100. You calculate that your game plan would have made $24,200. You
become very frustrated—and for good reason. You kick yourself and the family dog
and promise to yourself that you will never, ever violate your game plan again. Two
months later you find another way to cheat on your rules.

It sounds familiar. What is the solution?

Unfortunately, there are no easy answers to these questions. What does amuse me,
though, is that so much time and attention is spent by people in the industry looking
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for new trading techniques and systems and so little is said about the real issue—
the human element.

Ifthere were a secret to successful trading (there isnot), it would be in this area. Ask
a hundred novice traders what they need to do to become successful and the most
common answers would deal with trading techniques as predictive tools. You would
hear about such things as speed lines, stochastics, relative strength and other such
nonsense.

Ask a hundred proven traders what they need to do to be more successful, and
almost to a man (or woman) they would say they already know what to do to become
even more successful. They just have a hard time doing it.

This is what it comes down to. To be a successful trader one must conquer one’s self.
Richard Dennis said that being successful in trading is a matter of “swimming
upstream against human nature.” This is where the real battle line is drawn. And
there is no easy answer to this problem. Even to the professional trader, it is a
constant struggle. This is where the real war takes place. It is not in finding some
new way to use the relative strength index.

The phrase I keep coming back to as describing the best solution to the problem is
“the leap of faith.” It is at this point when a person says, “I know how to trade—now
I'm going to do it and let the chips fall where they may.” This is the fifth, final and
most important ingredient to successful market speculation.

The success we're talking about is not directly related to some dollar level of
profitability. Success may mean being successful for one month (and not making any
money) or being less than successful another month (and making a 20% return on
capital). Except in the really long term, success as I see it is not an absolute rate of
return or profit pertrade. Instead, it is how you trade the markets in relation to what
your game plan is (what you are supposed to do). That’s what you should concentrate
on in the short term. FOLLOW YOUR PLAN. Your actual profits will depend on
what the markets had to offer during that time.

Creating A Trading Plan

We should talk more specifically about a game plan,

I am sure our readers have heard about as much as they want to hear from us and
others about the importance of having a game plan. It is all fine and good to talk
about having a game plan—but what the heck does it really mean? I think a lot of
people pay lip service to the concept of a game plan without fully understanding its
elements. A trading plan is the disciplined repetition of well-defined rules.
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Do you have a list of components for a proper game plan?

A game plan must include the following componentas:

1. AMETHOD FOR IDENTIFYING A PROSPECT TRADING SITUATION. A set
of standards a market must satisfy before being considered for a trade. Here you
may use classical charting, cycles, wave principles, computer programs, ete. The
important thing is that you are consistent.

2. AMETHOD FOR ESTABLISHING A POSITION once a candidate situation is
identified. This is the timing aspect. There are two components to a trade entry:
market direction and timing. They both have to be correct for the trade to work.
Being correct on direction only is not enough. I have heard so many times someone
tell me about how they knew some market was going to go up—and it did. That and
fifty cents will buy you a cup of coffee. An assumption about future price direction
is meaningless without some money-management-conscious method for establish-
ing a position in the market.

3. AMETHOD FOR ESTABLISHING THE INITIAL STOP.

4. AMETHOD FOR MOVING STOPS AND ACCEPTING PROFITS. This may be
based on amoving average, a trendline, a dollar amount, etc. Again, the importance
is consistency.

5, OVERALL MONEY MANAGEMENT RULES. The reference here is to such
items as trading into reports, the percent of capital risked per trade, etc.

Is any element more important than the others?

The novice speculator spends the majority of time, money and effort on the first area
—that of trade selection. This is the least important of all the aspects of trading.
Sure, a sound method for determining a trade isnecessary. Butbased onthe premise
that there is no Holy Grail, the real payoff in trading comes from the money
management area.

Is there an overall philosophy to keep in mind in creating your trading methods?

The standard test of any trading method is whether it cuts losses short and lets
profits run. All good trading plans are based on these two concepts.

In terms of your trading methodology, what would be an ideal trade situation?

At about the same time as you are completing a large pattern on the daily chart,
there is a smaller pattern being completed or an important trendline is being
broken. You see confirmation on the weekly chart, and the public is thinking the
opposite way.
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The Factor Trading Plan

Maybe it would be helpful, as an example, to describe the trading plan of your former
newsletter, The Factor.

1. The Factor attempted to identify clearly defined classical chart formations (based
on Edwards & Magee and Schabacker’s books) on daily charts. The “measured
move” of these patterns represented a profit potential of $2,000+ per contract with
a reward/risk ratio of at least 3 to 1.

2. The chart pattern should have developed over a period of at least four weeks.
Ideally, the completion of the daily chart pattern should also have significance on
the weekly chart.

3. The trade should have been in the direction of the major trend. In this regard, I
used a long-term moving average.

4. Once a tradeable pattern was identified, I established an entry procedure relative
to pattern breakout. I sometimes attempted to pre-position or anticipate a pattern
completion if sufficient technical evidence warranted such a maneuver.

5. I believe in small losses (rarely exceeding $500 per contract). Thus, I used tight
stops. If a market did not go my way immediately, I wanted out. The result may have
beenthat I was stopped out, after which the anticipated move occurred. Such is life.
I have no time for an indecisive pattern breakout and no patience with a loss. If a
market doesn’t break out the way I like, I forget the trade (no matter what the
market subsequently does) and go shopping elsewhere.

6. If amove gets going immediately, I am hesitant (but at times too quick)to advance
my stop protection. Sometimes I ended up sacrificing significant open trade profits.
In general, I don’t believe in the concept of trailing stops. I am hesitant to move my
stop until the market reaches its objective. This requires that I be willing to give
back open profits.

7. The premise of points 5 and 6 is that success on only 20 or 30 percent of my trade
selections can provide a net profitable bottom line. I play a simple numbers game.
It is no more complicated than that. If, over the course of a year, I can be right 40
percent of the time, it will be a fantastic year. At 30 percent, it will be a good year.
At 20 percent I will probably lose money.

8. My primary goal with The Factor was a long-term net profitable bottom line with
a minimum “worst series” drawdown. The point here was to keep subscribers alive
while they evolved as traders. To repeat, large losses are the most counterproduc-
tive outcome you can have.

9. It was not my intent with The Factor to catch every major move.
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That, in anutshell, was my trading plan with The Factor. It is also the way I conduct
my personal trading and the way I manage accounts.

Do you consider yourself as predicting future market direction?

No. I am not trying to out-guess or forecast the markets. I am just looking for market
situationsthat meet certain guidelines—with the belief that over time these specific
market situations and certain money management rules will produce a net trading
profit. I realize that any given trade is more apt to be a loss than a profit—and that
statistical probabilities must periodically produce a series of losses.

We keep talking about “chart patterns” and “classical chart patterns.” How would
you define a chart pattern?

Generally speaking, a commodity market is either in a follow-through trending
phase or in a consolidation phase. During a strong trending period, markets proceed
from one price level to another with very little interruption. During a consolidation
period markets move in both directions without producing any meaningful or
sustained price change.

In the 1940s, Robert Edwards and John Magee observed in their book, Technical
Analysis of Stock Trends, that during periods of consolidation, prices, when plotted
as a bar chart, tend to form one of twelve recognizable patterns with distinct
boundaries.

The importance of the patterns is that depending on which one the market creates
during its consolidation, you can determine the direction and magnitudes of the next
substantial trend with some degree of accuracy.

You indicated that ideally you want to see a pattern take a minimum of four weeks
to form. Is there any significance to the time the pattern takes to complete itself?

The longer the period of consolidation, the greater the magnitude of the subsequent
trend.

Once you identify a trade, how do you enter your position?

I'try to jump in at the moment and price when a chart pattern is completed. It is at
this breakout point when price penetrates the boundary of the developing chart
formation that I want to initiate a trading position.

What kind of order do you use?

I usually enter positions using stop orders. The appropriate price can be identified
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in advance. It is good discipline to put your order in before price actually gets there.
Once it gets there, the market can move rapidly. You don’t want to hesitate or
second-guess yourself and miss out.

Where do you place your stop-loss order?

Once a market completes a well-developed chart pattern by penetrating a boundary
and | establish a trading position, I assume that the market will not reenter the
completed pattern, but will trend to its price objective with minimum interruption.

Can you be more more specific about your stop placement?

I normally use what I call the Last Day Rule. Under some circumstances, market
conditions may dictate a different kind of protective stop.

When the market completes a chart formation with a downside penetration of the
formation boundary, the Last Day Rule specifies that prices should not trade back
above the highest price of the last trading day within the pattern. Thus, I place my
stop just above the high of the last trading day within the pattern.
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What do you do when prices gap through a pattern boundary?

Good question. That happens guite frequently. When prices gap through a bound-
ary, I may place the initial stop in relation to the last closing price within the
formation. For long positions, place the stop below the last close within the
formation. For short positions, place the stop above the last close within the
formation.

What do you do when the Last Day Rule results in too big a stop for good money
management?

This is one of those circumstances I referred to as suggesting an alternative
protective stop placement. Keeping losses small (in relation to total capital) is the
most important consideration. When the dollar risk of the initial stop as determined
by the Last Day Rule is too big, I use a simple money management stop. A money
management stop is one that is placed so as to keep the loss below a given dollar
amount.

Do you do anything when the market creates a conflicting pattern going the other way
while you have an open position?

You think of everything. Yes. In the event that a separate chart formation develops
that is contrary to the direction of a position, I move the stop to the breakout point
of the intervening chart pattern.

What happens to the original pattern if the intervening pattern fails?

If stopped out on the reverse trade because the intervening pattern fails, I often
reinstate 50 percent of my original position.

If a minor intervening pattern develops calling for only a retest of the major pattern
(remember, most such hesitations will become continuation patterns),  may protect
half my original position at a point where this reversal pattern breaks out. If this
pattern fails, I may reinstate 25 percent of my original position.

Do you use open stop orders?

Yes. For promotion of good discipline, I recommend that you enter stop-loss
protection using open orders. An open order stays on the floor until it is executed.
Youdonothavetorenewitevery day. By the way, Imost always use open stop orders
for entry.

After you enter and place your protective stop, what’s next?
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I wait for the market to reach the pattern profit objective. This often happens with
astonishing speed.

Do you exit when the market reaches your objective?

Not necessarily. I usually try to move my stop so as to ensure a maximum profit
while allowing for the basic trend to continue.

How do you do that?

Over the years I have tinkered with a variety of methods for allowing a market to
travel beyond a target. I cannot honestly tell you, Bruce, that 1 am 100 percent
buttoned up on this matter. The two methods that seem to work best are: 1) Moving
the stop to a very short-term moving average that will trail the market, and 2)
Moving the stop to just below the low on the day the target was reached (on a long
position) or just above the high on the day the target was reached (on a short

position).

What about pyramiding?

I will add additional positions, but the pyramid position must be based on its own
chart formation, Last Day Rule and profit objective. Some traders add positions just
because they have an accumulated open profit. I think this is a foolish idea.

Would someone with enough capital to trade multiple contracts trade any differ-
ently?

They could. More capital allows more flexibility. For instance, assume you were
trading the breakout of a minor chart pattern that was preliminary to the breakout
of a major chart pattern. If you could trade three contracts instead of one, youmight
enter protective stops as follows:

Contract 1: Get out whenever the position shows a loss after the close.
Contract 2: Get out whenever price closes back inside the minor chart pattern.
Contract 3: Get out using the Last Day Rule.

Upon completion of the major chart pattern, you should protect all three positions
with the Last Day Rule as applied to the major pattern.

Are there entry considerations that might suggest trading more contracts initially?

Yes. Ifthe pattern is an extensive continuation pattern or if the pattern is a reversal
and other technical indications exist (such as completion of several patterns at the
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same time or penetration of major trendlines or a development on the weekly chart),
you could initiate a larger initial position. All things considered, I prefer never to
risk more than one percent of my capital on a given trade (which includes all
contracts).

Is total expected yearly profit a legitimate part of the game plan?

Of course. Many traders (especially novice traders) view the commodity markets as
a “rags to riches” opportunity—the chance to make a killing. Sure, fantastic profits
can come from trading. Some of the stories of turning $10,000 into $1,000,000 in a
year or two are absolutely true. I know some of the people involved.

Such “fast profits” are one of the major appeals of commodity trading——and the
industry plays off this. Exchange advertising campaigns, various trading contests
and even Commodity Traders Consumer Report to some extent, all promote the
volatility aspect of futures trading.

1 have previously gone onrecord in opposition to this type of publicity. Inmy opinion,
an appeal to quick and large profits is symptomatic of the extremely short-term
thinking of the futures industry and may actually be harmful to the industry. The
commodity markets have been labeled as wild speculation, and the industry has
embraced this idea.

In the hands of a careful individual, commodity trading may be no more risky than
the stock market. The financial community categorizes commodity trading a
speculation and stocks as an investment. Ha, ha! This is a joke. If stocks are an
investment, then so are commodities. The fact is that both stock and commodity
trading are speculation. Whole life insurance is an investment. T-Bills are an
investment. The home you live in is an investment. But anything capable of
depreciation resulting in capital loss is a speculation.

In my way of thinking, there is absolutely NO difference between buying 1,000
shares of a $25 stock and putting $25,000 into a commeodity program. You may get
dividends in the stock market, but commodity traders can hold interest-bearing T-
Bills. A $25,000 account in the hands of a professional trader should be considered
as more like a growth stock than anything else I can think of.

A commodity account properly traded is not like some new bio-med or hi-tech stock
that might go from $20 to $80 in two years—or might go to $2. It is more like a typical
growth stock that could go from $30 to $70 over two to four years if the market is
right. But in a properly traded commodity account, just like a growth stock, it isnot
possible to pin-point those six or eight weeks over a four-year period that will
represent, the increase.
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Thus, the real point I am trying to make here is that while commodity trading can
be a higher risk deal, it doesn't have to be if you don’t try too hard to get rich quick.

In creating profit goals for yourself, keep your aspirations relatively small. Plan to
compound your modest profits over time. Go for consistency rather than quick
riches.

Money Management

Peter, you listed Money Management Rules as fifth on your list of components for
success. I know you don’t consider money management as fifth most important.

That’s right. Actually, I regard it as the number one priority. Novice traders spend
the bulk of their time, energy and money seeking improvement on the trade
selection part of the equation. But money management-not trade selection—is the
single most important trading element. I'd rather have great money management
and mediocre trade selection than mediocre money management and great trade
selection.

The vast majority of market advisory services are absolutely useless because the
editors have no sense of money management skills. I have followed the tables in
Commodity Traders Consumer Report enough to know who could be successful
trading their own personal account and who could not. I will tell you that most
market letter writers could not be successful in trading their own personal accounts
if their lives depended on it. And these guys want traders to pay pretty hefty
subscription fees. But there are a few real gems among market letters.

Of what value is the most profitable advisory letter if, during a drawdown period,
your trading account is crippled? I say it is of no value whatsoever.

Do you have some specific money management ideas you could discuss?

Limiting the loss and maximizing the profit potential on any given trading situation
is just one element of money management in an overall commodity trading effort.

Here are some other money management principles I endorse:

1. Margin commitment to a given trading situation should be limited to 15-20
percent of total trading capital. By trading situation, I mean the whole position
devoted to a particular market.

2. Margin commitment to all trading situations should be limited to 50 percent of
total trading capital.

3. The loss on a given trading situation should be limited to one percent of total
trading capital.
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Amateur traders seem be hung up on having a high winning percentage. It’s
connected with their ego need to be right. How do you feel about a high winning
percentage?

Pros are willing to be wrong even as much as 80 percent of the time. Novice traders
can’t handle that kind of batting average.

If given a choice between two equally profitable trading systems, one correct 70
percent of the time and the other correct 30 percent of the time, the novice trader
will select the 70-percent system while the professional trader will select the 30-
percent system. The reason for the professional trader’s selection is that the 70-
percent system has no room for exror while the 30-percent system has obviously
better money management rules.

Maybe you better explain that?

To achieve a very high winning percentage, it is necessary to grab quick profits. This
lowers the ratio between the average win and the average loss. If the winning
percentage drops, it becomes a catastrophe. When you have a high average-win-to-
average-loss ratio, a drop in effectiveness is not so disastrous. Having a high
winning percentage will probably not increase overall trading profits anyway. It is
strictly a matter of ego.

What about the importance of minimizing commissions?

This is a direct way to improve your bottom line without any need to increase your
trading effectiveness. Pay as low a commission rate as you can. Every dollar saved
here goes directly to your bottom line. I think you should keep annual commission
expenses under 10-15 percent of total capital.

Any final word on money management?

Murphy’s Law rules the futures markets. You will inevitably start following an
advisor, a system or a self-developed trading plan at absolutely the worst time. Plan
on it.

Psychology

Let’s switch gears from trading to psychology. We both know that this is what
separates the pros from the also-rans.

Absolutely. I remember some comments you made a number of years ago in
introducing your Computer Trading Tutor book. | thought they were worth quoting
in my newsletter. Here’s what you said:
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“Contrary to popular superstition, successful commodity trading has nothing to do
with trade selection tools. This is where almost all traders place their greatest
emphasis. They are wasting their time.

“It is no wonder that traders start buying trading systems. What they are really
looking for is a trading method which will be good enough to overcome their own
psychological ineptitude. Unfortunately, no such system exists or will ever exist.

“There are three essential ingredients to a successful trading plan: (1) Trading with
the trend instead of trying to pick tops and bottoms; (2) Having the patience to wait
for high reward/low risk trades; and (3) Having the discipline to cut losses short and
let profits run. What separates the very few consistent winners from the many
losers is solely the mental toughness to be able to follow the above rules. While it
takes some knowledge to be able to judge risks and potential rewards, this is easily
within the ability of most chronic losers. It is not the problem.

“Computer-assisted trading is a good example of a new capability which, on the
surface, looks like it will be effective enough to rescue a trader from his lack of
discipline and patience. [ want to come clean right at the beginning of this book and
confess that it is not. There are many things a computer system can assist you with
in your trading . . . it cannot by itself call your broker and place the orders to enter
and exit. Itis the inability to dothese tasks correctly which leads to year-end losses.”

Well put, Bruce. I call it pulling the trigger.

Thanks for the plug. Why is it that even professionals find it so hard to stick to their
rules?

I've been kicking this thing around for 15 years, and at some point I've been exposed
to just about everything. What continues to amaze me year in and year out is the
degree to which the market rubs mynose in things that I should have learned before
and don’t seem to be able to get through my thick skull.

I guess the bottom line is that successful speculation is an uphill run against basic
human nature. When we screw up, it is only because we are human.

How do you learn from your past mistakes?

It is said that we can learn from our past mistakes. But I believe that a person can
also learn much from past victories.

For instance, some years ago I sat down and went back over two years worth of my
own personal P&S statements. I identified my ten best trades based on profit per
contract. I then ran 5 and 15-minute bar charts to find out what type of price
behavior took place around the breakout points where I established my positions in
thesetentrades. Single contracts in each of these ten trades produced an astounding
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total profit of $58,198. But the real highlight of these trades was as follows:

1. Only two of the ten trades experienced an infraday loss in excess of $300 per
contract. Three of the ten never were even out of the money by as much as a
minimum tick.

2. Only one of the ten trades ever had a loss on a close.
3. All but one of these trades were official Factor hotline trades.

These numbers reconfirmed the validity of a trading strategy aimed at identifying
possible trades and exiting very quickly if the trade does not immediately start to
work. It is this type of trade that will put in the bottom line for a trader.

What about the possibility that the markets during those years were an exception?

Obviously, the markets of 1990 are different from the markets that produced the
above ten trades. The principle of classical charting is that in any market in any
year, certain geometric chart configurations will produce—with limited hesitation
-—a certain move.

Youmust remember that the original observations of Richard W. Schabacker (upon
whose early writings Edwards and Magee based their book) are over half a century
old. Classical charting principles, perhaps more than any other trading methods,
have withstood the test of time. Classical chart trading will have losing weeks and
months and even marginal years. But 1 believe that for the trader who is willing to
take meaningful positions at the breakout points of major chart patterns and guard
those positions closely—time will be an enormous ally rather than an enemy,

What other tips about self-analysis can you give us?

When push comes to shove ... when all the fundamental jawboning of the dayis long
forgotten... when all the day-to-day emotions of watching profits (or losses) rise and
fall are finalized on a P&S statement and placed in a file drawer . . . when what we
feel about a given trade becomes such history that we cannot recall that particular
trade any more ... when all of these things pass. .. the serious chart trader canthen
ask some important questions.

A year from now can we review every execution we made on a completed chart and
say with no regret that:

1. The day and price we entered made sound technical sense?
2. The day and price we liquidated made sound technical sense?

3. Our degree of commitment (in relationship to capital) made sound money-
management sense?
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If you are a serious chart trader, can you make the above statements about every
trade for the past year?

Can you account for every single execution you made in the markets based on a
specific procedure you intended to follow?

Can every execution you make be explained by a preconceived plan to react to
particular market behavior in a specified manner?

Will every trade you make in the next year have similarity of reason?

None of these questions has anything to do with whether a trade was profitable or
not. Even if you can honestly (and there is no time in trading for anything else but
complete honesty) say Yes, Yes, Yes to all the above questions, there is still no
guarantee of sizable trading profits in any given future time frame.

But I can promise you this. If EVERY execution you make in the markets conforms
to a preconceived plan, then you can consider yourself to be a professional trader.
Sooner or later the profits you are looking for will come. If I didn't believe this, I
would figure out another way to make my living.

How can traders avoid second-guessing themselves?

This is one of the most universal traits of traders. Whenever you have a successful
trade, you always wish you had traded more contracts. It's easy to look back with
hindsight and say, “I should have used a wider stop on this trade,” or “I should have
handled that trade in such and such a manner.”

There are three major problems with “coulda-woulda-shoulda” thinking:
1. It serves no useful purpose.
2. It is easy to trade a market after the fact.

3. The “C-W-8” trade may not have been consistent with the profile of the trading
approach. In other words, it is fine to be able to see that a given market went from
point A to point B, but were there signals consistent with your particular trading
rules? Did the market set up right according to your trading plan? If not, there is no
reason to second-guess yourself.

It’s just as easy to second-guess yourself before a trade as after, isn’t it?

And how! The ironic thing is the most profitable trades are often the ones that are
absolutely the hardest to execute. You can find every reason not to take them and
no good reason to pull the trigger. The most profitable signals are the ones that are
the hardest to justify at the time. That’s why you must take every single signal your
plan generates regardless of how you may feel about it at the time.
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Everyone eventually goes through a trading slump. How do you handle them?

I have traded the markets long enough to have had many serious trading slumps.
I know that I will be in many more slumps in the future. The futures markets are
no place to be cocky.

There are two important points to make:

1. A speculator will never make it in the markets without a disciplined game plan.
I promise you this. And I can also promise that every approach to the markets will
experience troubled times.

I have developed confidence in my approach to trading during the good periods to
be sure. But | have gained even more confidence in my approach by trading it
through and out of a prolonged slump. The good and bad times have got to go
together.

2. With proper money management, it is possible to go through a prolonged slump
without destroying your account. Big losses ($2,000+ per contract) will kill you.
Small losses will not.

At one point during a recent slump I had a series of 49 contracts traded with only
5 profitable contracts. During this period I was right only 10 percent of the time. But
the dollar drawdown never exceeded $4,500. Have you ever had a loss that big on
one or two or three trades in a row? It took me 49 trades to dig a hole that deep.

The bottom line is this: Stay disciplined even during bad times. Keep your losses
small, and when you get a profitable trade, let it run. You may not end up with all
the money in the world with this formula, but over time you will not lose money. And
if you believe the industry statistics, just not losing money will place you ahead of
80 percent of all speculators.

I believe in the premise that to make an account grow, you must first learn to hold
an account together. Capital preservation has priority over capital appreciation.
Trade long enough, and you are bound to get lucky.

Have you ever had a losing year?

Unfortunately, the answer is yes. 1986 was the first and only losing year for my
personal trading. It was also the worst year ever for The Factor. At the time 1
recalled some advice given tome in the early 1970s, “Sooner or later every successful
trader is going to have a year where he doesn’t make any money.” I didn’t believe
it. In 1986, I found out it is true.

There is no approach to the markets that’s immune to having an unsatisfactory
period. How little a trader loses during the bad times is a better test of trading skills
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than how much a trader makes during the good times. Unless you are willing to live
through the bad times that every approach will bring, you will never enjoy the good
times.

Do you think it is useful for a trader to pay attention to news?

Itis a preoccupation of many stock and commodity traders to read reasons into large
price changes. These reasons tend to do with matters of economics or politics. For
instance, a strong advance in Copper on a particular day might imply an improve-
ment in business conditions.

If this type of thinking isn't dangerous enough, some analysts and traders will
combine many markets into enormously complicated scenarios. This whole set of
markets will be expected to confirm an unfolding macroeconomic/political situation.
What poppycock!

But before one is too quick to pass judgment on the fundamentalist, many a
technician will alsoreview a set of charts and think, “Now it is all coming into place.”
I am not condemning such a thought process. I am sure that being a chart-book
economist can be fun. But if such is your practice, I suggest that you do not take
yourself too seriously. You see, it may be the one market which doesn’t seem to fit
that will preduce the most meaningful trade. Trust your game plan more than your
analysis.

How can we keep our egos out of our trading?

Unless you are willing and able to take losses with limited emotional response, you
will never be a successful trader. If you take losses personally, perhaps you
shouldn'’t trade.

Is there a danger that a trader can place too much emphasis on risk control?

One lesson I learned over the years was that there is a fine line between the
importance of risk management on one side and taking too little risk on the other
side. In order to turn in satisfactory performance (per contract traded), you must be
willing to take enough risk at the same time as you guard against taking too much
risk.

Advanced Concepts And Principles

What chart service do you prefer?

Commodity Research Bureau's.
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Why?

Primarily the length of their charts. Your daily chart should go back at least ten
months. It is good practice to draw in the two or three most significant patterns for
the past year. Then ask yourself, “Is what I'm looking at now as significant as the
two or three things I've already drawn in?” I always like to go back and reread
Edwards and Magee’s discussion on the formations I am looking at.

Do you look at weekly charts?

Definitely. 1 always like to see the daily chart pattern in harmony with some longer-
term pattern on the weekly chart. I have also found it advantageous to make sure
my trades are in the direction of the long-term trend.

What is your opinion of trailing stops?

After using them for many years, I finally decided the concept of trailing stops has
novalidity whatsoever. Inow hold my positions until the market hits my initial stop,
reaches the profit target or generates a reverse signal.

Do you use such technical studies as On-balance volume, RSI, Stochastics, etc., in
your analysis or trading?

No, I do not. Call me old-fashioned if you wish. I would take that as a compliment.
I don’t use any of these technical studies because they complicate the entire trading
process. I believe a trading approach should stand in the simplest possible form.
Whenllook at achart]amlooking at pricein its simplest form. We trade just price—
so let’s study just price. Such technical studies are derivatives of price and should
not be confused with price itself,

What if my charts say buy but some indicator says sell? Then what? Do all my
indicators have to agree with the charts? Or only 80 percent, or just 50 percent? With
the tight stops I use, if some indicators kept me from putting on one good trade, they
must also keep me out of five or six bad trades to be advantageous.

One of the big buzz words of the 1980s was "optimization.” How do you feel about
optimization?

No trading approach can be optimized.
No set of trading rules can be optimized.
No set of entry rules can be optimized.

No set of exit rules can be optimized.
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No set of money management rules can be optimized.
No trading approach can be optimized.

Trading results cannot be optimized.

Optimization is a fool’s dream.

Have I made myself clear?

Miscellanecus Ruminations

Your approach is very selective. How do you feel about always-in-the-market
approaches that seek to catch every major move?

Unless one’s game plan is based on a diversified portfolio using moving averages or
a similar methodology, it is absolutely impossible to catch every major move and at
the same time stay patient and disciplined. I prefer the selective approach because
it makes it easier to control losses,

As a former broker, do you have an opinion about taking advice from brokers?
Don’t ever ask a broker for his or her opinion. EVER.

Brokerage firm research stinks! Most of the analysts have had no trading experi-
ence. They just crunch numbers. They talk to each other every day so there’s a
tremendous herd instinct. They're all bullish at the top and bearish at the bottom
because they are afraid to stick their necks out.

Traders should avoid brokerage firm opinions. They are positively detrimental to
successful trading.

How long a period is necessary to judge the effectiveness of an approach?

The result of any given trade or any given day or any given week or any given month
is totally and absolutely meaningless. A method can only be judged over longer
periods of time . . . the longer the better.

What is the significance of the Friday close?

If a position shows a loss on any Friday close, that loss will normally get larger.
During my trading career, if ] had gotten out of every trade that showed a loss on
Friday afternoon, my bottom line would definitely have improved.

How important is luck in trading?
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The average trader has a 50/50 chance of being as right on any given market
situation as the best advisor available. However, the best advisors will be more
disciplined and have better money management over the long pull. Thus, Iuck is
crucial in the short term, but meaningless in the long term.

I will always remember your admonition concerning asking someone for his opinion.
Will you repeat it for our readers?

If you're interested in another person’s opinion, never ask him what he thinks.
Instead, ask him his actual position, at what price he will admit to being wrong, and
his target.

Peter, you don’t like the terms bullish and bearish. Why not?

I'll tell you a little story. In the mid-1970s when I entered the business, I met a guy
who was a floor trader in Soybeans. He had a mansion on Lake Michigan and a new
“Benz.” He was quite successful.

One day he told me he was very bullish on Soybeans. I bought some Beans. They
went up 15 cents overthe course of several days and then went down 30 cents. I took
a loss. My friend hadn’t taken a loss but commented afterwards, “Wasn’t that move
in Beans great!”

I'found out later that he usually traded Beans for a penny or two many times a day.
He never took a position home. However, he had kept a position overnight on this
recent trade and took a 10-cent profit. For him a 10-cent profit was huge. He was
very bullish on Beans (relative to his normal time and price perspective), and from
his point of view, he was right. When I bought Beans because he was bullish, I didn’t
understand his time and price perspective so I kept my position too long,

Market opinions usually don’t mean anything because every trader’s time and price
perspective are different. It would be more meaningful if I were to say, “I am bearish
on Gold and here is where I go short and my profit goal is $65 per ounce and I am
risking $7 per ounce. But if I am unwilling to share the details of a trading strategy,
then there is no reason even to say I am bearish.

One of my favorite possessions is the baseball cap you brought me at the Los Angeles
seminar we did fogether in 1983. It says on the front, “Beware of Fundamentals.”
Wearing it is a great inside joke. Please talk about using fundamentals in trading.

Conventional wisdom based on fundamental considerations in commodity markets
is almost always wrong.

By necessity, fundamental news and events at major market tops are nearly
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unanimously bullish. Fundamental news and events at major market bottoms are
nearly unanimously bearish.

There will often be occasions when trades signalled by your plan will be totally
contrary to known fundamental understanding. Don’t worry.

T have found that some of the biggest moves in history flew right in the face of widely
known fundamentals.

Are there any trading systems you would avoid?
Any system that takes large losses in relation to total capital.

I know you have a CQG computer system. How do you feel about watching the
markets during the day?

I know I should turn my quote screen off during the day. My bottom line would
improve. Why do I sit and feel compelled to watch markets during the day when it's
just not consistent with the way | want to trade? You tell me.

One of the favorite fads among commodily analysts is working from a supposed
“relationship” between two markets. Which commodities are involved varies from
year to year. What is your opinion on this?

Attempting to create interrelationship scenarios among different markets is a trap
to avoid. “Let’s see, if Bonds do this then Gold will do that, and Crude Oil will do this,
and the Dollar will do that, which all means that the economy will be in such and
such a condition.” What a joke. Trade every chart on its own merit.

[ have seen so many of these so-called relationships come and go over the years. Any
sacred interrelationship between several markets will eventually dissolve.

Richard Dennis was probably the outstanding commodity speculator of the early
1980s. Before finally burning out, he may have made more money than any com-
modity trader ever. Peter, I know you like to quote Richard Dennis because his
philosophy is very similar to yours.

That's right. Here are some quotes 1 saved from interviews in Intermarket and
Futures magazines.
Intermarket —

“...people are overly attracted to strategies that get near a hundred percent success
rate. You can come up with techniques that have close to that success rate and lose
tons.”
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“I can lose every day for a year and presto, I hope to make it up in one or two days.”

“Being inner-directed is a lot better for traders. Many people go home at the end of
the day thinking, ‘it’s nice to have made a profit.’ I try to tell people that’s one of the
worst things to try to judge yourself by, The other thing—correct in my opinion—
would be to go home everyday and know exactly what you did. ‘Did I do everything
I was supposed to do? Did I get out of losers?”

“...concentrate on...form, ... thinking about . .. having a strategy, asking ‘how
is this all going to end?'. .. You cannot be directed by the result, it seems to me, and
do the right thing. It's not a good guide. I don’t think the results will tell you a hell
of a lot. What it applies to is that you need an idea of what you're doing and some
confidence in it.”

“Stocks are a different animal . . . futures markets aren’t very much a respecter of
value. You trade them like that. Even if you're right most of the time, I'm not sure
buying value in futures is a viable strategy.”

Futures —

“Iam relaxed at what I'm doing because [ have a plan. I know what I want to do, and
I'mreally trying to execute it. I think most traders do too much thinking on the spot.
They should come in with 90 percent of the decisions made . ..”

“Ilearned everything the hard way. You're looking at the most anti-intuitive trader
in the world.”

“If you look at all my trades for a year, I suppose that all the profits are in five percent
of the trades.”

“No loss should be so big that it makes a difference. That'’s just a good trading
principle. The secret to trading, I think, is what you do with the wrong positions, not
with the right ones.”

“When you have a position, you put it on for a reason, and you've got to keep it until
the reason no longer exists. Don't take profits just for the sake of taking profits. You
have to have a strategy to trade, know how it works and follow through on it.”

“You've got to create your own ideas of what’s supposed to happen and trade
according to that.”

“You don’t get any profit from fundamental analysis; you get profits from buying and
selling. So why stick with the appearance when you ean goright to the reality of price
and analyze and forecast it better.”

“Ilearned it’s a lot harder than it looks. I mean that. All the rules sound simple, but
doing it day by day is difficult. It takes stick-to-it-iveness to do it right. To follow the
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good principles and not let fear, greed and hope interfere with your trading is tough.
You're swimming upstream against human nature.”

What about all the high-priced, Holy Grail systems being touted? It seems like this
kind of con game may have peaked for now, but it will probably come back in a few
years.

There was so much garbage peddled to commodity traders in the 1980s. I think the
tremendous amount of time, money and effort that was expended in search of the
one “magic” approach is an absolute joke.

Each day a given commodity exchange transmits to the world the open, high, low,
close, volume and open interest for a particular market. It is amazing the number
of ways the same set of numbers can be massaged. It is paramount to remember that
any given system or approach just basically recalculates the same few numbers in
a different manner.

The personal computer has only proliferated the number of ways that the same set
of numbers can be torn apart. The language of today includes such phrases as
moving average cross-overs, relative strength, demand index, Fourier analysis,
Gann angles, parabolics, filtering, detrending, payoff matrix and the like. All from
the same small set of numbers.

At the risk of sounding old fashioned, aren’t we getting carried away?

Please don't take me wrong. | am not against different methods to study a market.
But all these various market studies are not worth the paper they are printed on
unless a trader has the ability to pull the trigger and uses common-sense money
management rules. The only value any given approach hasisin its ability to provide
structure.

I am of the school that the fewer times in a year that one trades the better. I cannot
help but think that all the new computer software will only provide more excuses
for a trade. Therefore, in the end it will be self-defeating.

There is no magic approach! But traders still seek out that one system that will
provide magic results. They probably always will.

Peter, over the years I have spoken to you in connection with various articles in CTCR
and asked you to prognosticate about upcoming market opportunities. You have been
the only analyst who has consistently refused to make any predictions. Why?

I can’t make those kind of predictions because my methodology reacts to the market
rather than anticipates. [ try to avoid gazing into the future because it only distorts
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my ability to look at the markets objectively. I don’t want to have any expectations
for the markets. We should be in the business of trading not forecasting. I'm a trader
not a predictor.

This attitude is related to the psychological error of seeking ego satisfaction from
each trade, isn't it?

Yes, indeed. A successful commodity trading program must be based on the simple
premise that no one really knows what the markets are going to do. We can guess,
but we don't know. Taking credit for a good trade is as foolish as taking blame for
a loss. The best a commodity trader can hope for is an approach which provides a
slight edge. Like a gambling casino, the trader must earn his profits by exploiting
that edge over an extended series of trades. But on any given trade, like an
individual casino bet, the edge is pretty meaningless.

You have been trading since the 1970s. Do you think the markets have changed their
personalities since then?

No matter how much the markets may look like they’re changing (and you always
hear people say s0), they really don’t change. You constantly have to be on your
guard against trying to modify your system because of what you perceive to be
changing markets. What's really going on is that the people who claim the markets
are changing are probably just having problems with their trading.

I liken this constant tinkering with your system to over-flying an airplane. There is
one instrument on the flight panel called the vertical speed indicator. It tells you
how fast you're going up or down., It is the most unreliable instrument in the cockpit.
If a pilot attempts to chase the vertical speed indicator, he’s going to be all over the
sky.

There is no perfect approach to the market. Any approach is going to have ups and
downs. Dealing with that is one of the most important psychological battles in the
trading war.

Where does trading fit into your life?

Health, good friends, a family that cares for each other and a relationship with God
are more important than all the money in the world.

Thanks, Peter.
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PRACTICAL TRADING HINTS

The first section of this book dealt with my philosophy of speculative trading. Some
of the ideas were more than philosophical views, they were realities I learned the
hard way.

The following section provides examples of the various chart patterns and their
projected targets. As | have pointed out, you should study them in conjunction with
Technical Analysis of Stock Trends by Edwards and Magee.

The final section is a reprint of my “Best Dressed Lists.” They contain the ten most
outstanding examples of classical charting principles during each year from 1983
through 1989. These charts are more than simple history. They can provide you with
points of reference against which you can judge future price developments.

This section deals with some practical aspects of using price charts for trading. Here
we will dive into the nitty gritty of chart trading.

Perhaps the best wayto dothis is by presenting the most frequently asked questions
by Factor subscribers over the years.

Do you use intraday (hourly, 30-minute, etc.) charts?

I do not look at intraday charts to find trading ideas. I will only use an hourly chart
when I have already identified a candidate trade on the daily chart. An hourly chart
may provide the ability to fine-tune my entry level.

Intraday charts can pose a real danger for a position trader. It is easy to lose sight
of the forest by looking too closely at the trees. One runs the risk of becoming too
short-term oriented.

Further, during the course of an on-going move, intraday charts will always provide
an excuse for taking profits too soon. As long as an existing trade does not show a
loss, the job of a trader should be to find reasons to stay with the trade, not reasons
to get out.
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What are your views on day trading?

Unless you are a local floor trader, I am against day trading. On the floor, one can
buy at the bid price and sell at the offer price. Transaction costs are minimal. Profits
in trading come from exploiting some small edge or advantage. My edge over local
traders is that I am willing to hold positions overnight. But for the trader watching
a computer screen and paying anything over $20 per round turn, there is no edge in
day trading.

The local floor traders have the edge, and to compete head-to-head with them is
stupid. When | do day trade, it is by accident. I am taking a loss during the same
trading session in which I established a position.

Another argument against day trading is that it requires decisions to be made
quickly during the trading session. It thus becomes too easy to get caught up in the
emotions of the moment.

How do you avoid misidentifying a chart pattern or seeing a pattern on a chart that
doesn’t really exist?

This question raises a number of related issues. Always remember that classical
charting is an art not a science. It is highly judgmental. Two equally qualified
chartists may well differ on the interpretation of a given price sequence.

There are two steps needed to become an expert in the art of classical charting. The
first is toread the Edwards and Magee book over and over, Some standards for what
is and what is not a chart pattern have to exist and Technical Analysis of Stock
Trends provides those rules. For example, probably 80 percent of the patterns
identified by the novice trader as double tops or double bottoms do not meet. the
requirements listed by Edwards and Magee.

The second step is experience. When a person trades the charts long enough, insight
will come.

Correct identification of chart patterns is extremely important. If the correct
identification of a chart formation results in a successful trade less than 50 percent
of the time (a rough guess), it is important to be as accurate as possible so as not to
reduce the odds even further.

There are three major causes of misidentifying chart patterns. The first is having
an emotional or fundamental bias toward a particular market. If a trader is bullish
on Gold, for example, he is likely to take some liberties in interpreting the Gold chart
in order to find a bullishly-inclined chart development. A chart trader must always
be on the alert so as not to “stretch” a chart to fit his bias.

The second cause is over-analysis. If I study enough charts of a given market
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(monthly, weekly, daily, hourly, bar, closing price, point and figure, candlestick,
etc)), I will eventually find some reason to trade.

The really good, tradeable chart formations have a way of popping out at you
without much study. As a matter of fact, in my experience, the most profitable trades
are those with obvious patterns that lead opposite to any pre-existing bias I may
have.

The third primary cause of misidentification is what I call “diagonal analysis.” This
is a somewhat difficult concept to explain, but I will give it a try because it is so
important and yet little known.

The most reliable chart patterns usually have horizontal symmetry—when drawn
on a chart page, the boundary lines are horizontal. In a “horizontal pattern” the
entire formation develops within a defined horizontal trading range. As a general
rule, horizontal patterns include the head and shoulders, rectangle, descending and
ascending triangles, flags, pennants and the rounding or sloping patterns.

“Diagonal patterns,” on the other hand, are not enclosed in a horizontal trading
range. Their important boundary lines are diagonally drawn. Diagonal patterns
include trendlines, wedges and channels. DIAGONAL PATTERNS ARE FARLESS
RELIABLE AND FAR MORE EASILY MISIDENTIFIED than horizontal forma-

tions.

I could draw a diagonal pattern on every page in a chart book if 1 looked hard enough.
A major problem for the novice chartist is that he or she finds too many diagonal
patterns. One reason for this is that beginners like to draw trendlines.

Naked trendlines (not part of a larger pattern) are far and away the most unreliable
of all classical chart developments. Is it a coincidence that they are the easiest to
draw on a chart page? I generally do not like trendlines. Down trendlines in
particular have no technical validity whatsoever.

Give a monkey a chart book, a pen and ruler and sooner or later the monkey will
draw a trendline that appears to make sense. The attention to trendlines is an
important, if not the biggest, pitfall for a novice chartist. If you resolve never again
to draw a naked trendline, you will be making a quantum leap in your charting
capabilities.

If a market has had a false breakout, will you attempt to re-enter the trade on another
breakout from the same formation?

It all depends on how the market breaks out the second time and how much potential
I think the market has for a sizable move. But generally speaking, I have little
patience with a market that is sending false signals.
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Do you trade failure patterns?

[A failure pattern is one in which the market initially breaks out of a pattern in one
direction, but that breakout is false and the real move is in the opposite direction.]

In some cases | do.

Failure patterns have many subtleties. The big problem is determining when a
failure pattern is ocurring rather than just a much bigger congestion pattern. The
danger in trading failure patterns is that a person can get whipped around within
a developing trading range. That is why I am hesitant automatically to go long if a
short position on a pattern has failed to work. In about 80 percent of the cases, the
market will simply build a bigger pattern and NOT move strongly in the opposite
direction. ‘

I do, however, consider a failed head and shoulders to be a separate and very
tradeable chart formation in its own right. That is a special case not mentioned by
Edwards and Magee.

Do you record and use volume or open interest?

This is a key question. The volume rules in Technical Analysis of Stock Trends do
NOT apply to the futures markets. The reason is that in common stocks, volume
always relates to the fixed supply of shares at a given time. Futures do not have this
restraint on open interest,

I have seen many major bull advances in commodities without an expansion of
volume. And I have seen many false breakouts occur on expanded volume. So I do
not consider volume in futures to be as important as Edwards and Magee considered
volume to be in stocks.

One thing I have noticed in futures is that big, big volume usually means the
beginning of a move or the end of a move.

I have not found the day-to-day changes in open interest to be very meaningful
either. One analytical problem is the drop in open interest that accompanies the
expiration of a delivery month.

Here are a couple of things I have noticed about open interest that appear to be
important.
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1. An increase in open interest in a down-trending market nearly always forecasts
further price decline.
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2. A sharp decline in open interest within a pattern will usually result in a more
dependable breakout.
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How do you view gaps?

Gaps do not have nearly the importance they once had. This is especially true in the
financial markets where a large 24-hour global trade has developed. A daily bar of
Japanese Yen futures, for example, only shows a 7-hour slice of time.

Are there any markets that do not respond to classical charting rules?

Absolutely. I have found that all the livestock markets are poor chart markets. They
do have some great moves from recognizable patterns. Butthere are also many false
signals. I believe this is because the floor traders are responsible for such a large
portion of their total daily trading volume. Lumber, Soybean Meal and stock indexes
are also poor chart markets.

I am reluctant to trade Cotton, Orange Juice and Palladium. These markets chart
fairly well but execution is poor because trading is thin. For example, floor traders
in Cotton routinely run stops by 30 to 50 points. Thus, I may experience a total skid
in Cotton of 60 to 100 points going in and out. That makes it more difficult to control
risk and is a good reason not to trade such markets.

Do you trade spreads?

Spread charts—especially intermarket spreads—respond to the rules of classical
charting extremely well. The only real problem with trading intermarket spreads
is that it is impossible to use intraday protective stop orders. That makes risk
control more uncertain.
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CHART PATTERNS AND TARGETS

This section contains examples of the various patterns drawn on actual commodity
charts over the past few years, The broad arrows represent price targets, These are
examples only and do not necessarily represent actual trades.

There is nothing sacred about a target. The move out of a pattern can fall short of
a target or far exceed it. A target is only a guideline. As a general rule, I determine
a target by projecting the width of a pattern in the direction of the move.

Examples of each of these patterns follow:

Head and Shoulders Top
Head and Shoulders Bottom
Head and Shoulders Failure
Rectangle

Diamond

Symmetrical Triangle
Ascending Triangle
Descending Triangle
Pennant

Flag

Rising Wedge

Falling Wedge

Running Wedge

Rounding Bottom

Rounding Top

Island Bottom

Island Top

Double Top

Double Bottom

Triple Top

Sloping Top

Megaphone or Expanding Top
Channel
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SOYBEAN OIL
WEEKLY NEAREST FUTURES

s L e, Yo seus CHICAGO BOARD OF TRADE

Head and Shoulders Top

Distance from head high
to right shoulder low
projected from right
shoulder low
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NOVEMBER 1983
CHICAGO MERCANTILE EXCHANGE COMMODITY PERSPECTIVE/CHICAGO. TLLINOIS 60808

i _l:lf'
T istance from head h_igh
to right shoulder low
- projected from right

1" shoulder low.
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SUGAR #11]

COMMODITY PERSPECTIVE/CHICAGD, ILLINGIS 80605
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SWISS FRANC

JUNE 1985

COMMODITY FERSPECIIVE/CHICACD, TLLINOIS 60606 I N T E RN AT I DN A MONE T ARY MARK E T
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CHICAGO SILVER

WEEKLY NEAREST FUTURES

LOmEGTY PERSPECTIYE/CHILALD, JLLINDIS 60606
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COPPER

WEEKLY NEAREST FUTURES
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ORANGE JUICE
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COMMODITY PERSPECTIVE/CHICACO. TLLINGIS 80608

COCOA

COFFEE, SUGAR AND COCOA EXCHANGE,
WEEKLY HIGH., LOW--FRIDAY ¢

INC.
LOSE

. Width at point 4

:5 projected from breakout.i : -

-

| L ‘ deadly chartist disease.
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- Diamonds are quite rare. |
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oot lots of diamonds, you have
i\ acase of diamonditis,a .

JEMAMI JAS OND JFMAMJ JASONDIFHANJIASORDIFMAM JJASONDJSJFHAMJIJIASOND JFHA MJJAS

1880 1981

1932

1983 18984

19835




65

LUMBER

SEPTEMBER 1987

CHICAGO MERCANTILE EXCHANGE
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HEATING OIL
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NEW YORK MERCANTILE EXCHANGE
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COFFEE

JULY 1986

COFFEE. SUGAR., AND COCOA EXCHANGE. INC. [ AR Y

A reversal symmetrical triangle
must have five contact points.
i SR 1 P S ‘ PR - .

R G P
4—t——. Width at point 2 projected .
;7 from breakout.
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KANSAS CITY WHEAT

MARCH 1986

KANSAS CITY BOARD OF TRADE

COMMODITY PERSPEGTIVE/SHICAGO. ILLINDLS 80836
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LUMBER

NOVEMBEER 1284
CHICAGO MERCANTILE EXCHANGE COMMDBTTY PERSPECTIVE/CHICAGS. I1LLINGIS 60606
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' Width at point 2
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breakout.
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COFFEE

MAY 198t
T R COFFEE, SUGAR. AND COCOA EXCHANGE. INC.
RS

: When a brief one to three-week flag or
pennant forms in a strongly trending
: market, I will treat the brief pattern as a
* “half mast” formation and assume that
“the move out of the pattern will equal the 3
1 preceeding move.
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FURODOLLARS
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INTERNATIONAL MONETARY MARKET

1989

LORAODITY PERSPECTIVE/CHICAGD, FLLINGES bose
1-B00-621-527¢ ~ IN ILLIHOES 1-312-454-180

: i
H H

92 34, 'ON ’03/

D2/B8: 1

sa{_as._oﬁ 107,

%‘m?"

BT B
:
I

1
: i | 3
' ¥
: e -
H I :
. ; . ! ; X
: P | P
) _ : :
il; ; ; i | i [
. H Il B H H
| ! RN ! P
R A T ¢
.“'ll ! 3 [ S B :
- N

IJ"M.H& = * [y
|ﬂ:l/)7 ; g

i } - “?_-if‘ . .‘? e
N S T

L b :
: L ik
R [ i
b -
L The target is the 3
N - low point of the wedge.
\ | _ The waves of a wedge zdeally
. 5 | o should have overlap

Ll

H : :
i [ [N

Il

Wil

T 14 21 29 & 1t I% 2%
A

MAR-88

PR MAY

JUN

2 il6233051!?021<|lll25l  F5 22 3% 3 17 18 3 3 10 T Q4 3t ¥ ta b oA

JUL

|

I

|

AUG SEP 0cTt NOV




73

0 YEAR T-NOTES

MARCH 1887/

MOZI T PERSPECT IVE/CHICARD. ILLINDIS GOBC6
CH ] CAGO BOARD OF TRADE f?:CID“s?:“ﬁZH - IN JELINQIS 1-312-454-1801

: S P P | ;
. . : i ! | { i : ; : ] Lo

commc; TYH Y 2 S O PR PRSI S S g bt o GPLSE2 B2NDS. OF 1001

HIGH | 105-06 0N 03/05/87 e L R T R S

L LOW. o BZEOLON, 0LAI3/86 i i g e

1D AT 24 3% 1l£2!285|21’2&2

MAR-86  APR  MA JUN Jul © T AUGT  SEP €T Nov DEC = UAN-B7  FE

23 2 % (8 23 30 & 13 26 27

MAR AFR

I8 2T M T o421 20 4 I} 18 25 !

B




74

SOYBEAN MEAL

WEEKLY NEAREST FUTURES
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TREASURY BONDS
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MARCH 1990

INTERNATIONAL MONETARY MARKET
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DEUTSCHE MARK

DECEMBER 1987
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WEEKLY NEAREST FUTURES
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86 Chart Patterns and Targets

There are three instances where I will use something other than the width rule for
establishing a target. The firstis anarrow and extended rectangle. Inthis case Imay
double or even triple the width to determine the target.

The second is when the completion of a daily chart pattern also completes a more
major pattern on the weekly or monthly chart. In this case I will use the objective
as determined by the longer-term chart.

The third is a brief one to three-week flag or pennant that forms in a strongly
trending market. In this case I will use the brief pattern as a “half mast” formation
and assume that the move out of the pattern will equal the preceeding move.
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THE FACTOR

Ten Best Dressed List
1982-1983-1984

Written in June, 1985
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Introduction

As many of vou know, I love to fish, and do so nearly
everday for an hour or two. My fish of preference is
the Walleye. A local fishing pro has said that "to
understand the ways of the Walleye, you must study and
understand the behavior of the very largest Walleye -
for they are the best of the species.”

If we use classical chart configurations as a basis for
making trading decisions, it is also suiting that we too

understand those trades that represent the '"best of the
species."

This document contains those market situations that I
consider - in retrospect - as the "10 Best' examples of

classical charting principles for the years 1982 thru
1984,

I used only two criteria to select these examples:

1. A "no question about it" extremely well
defined chart formation.

2. An eventual move to the objective (of at least
$2,000 per contract).

Whether or not The Factor was successfully involved in
the trade at the time was not an overt consideration.

A table at the end of this document lists some important
information about each selection. These trades are
not listed in any sort of rank order.

Summary

The following points summarize those market situations
selected as among the 10 best each year:

1. These trades were all very profitable - the
type of trades that - if caught - would have
made a trader financially independent.

2. All the formations were clearly developed and
substantial. There could have been little
mistake in pattern identification.
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3. In nearly every case, something of ‘importance
was also taking place on the weekly chart.

4. These trades broke out and went. There was
no doubt. Of the 30 market situations, only
4 ever closed with a loss - the greatest being
for §500 for 1 day.

5. While the moves to the objectives might have
hesitated along the wav, in no case was there
a clear signal that the objectives would not
be reached,

Discussion

These trading situations represent the type of trades

I want to be involved in. These are the types of trades
that represent the ''payoff." These are the types of
trades that will represent the profit part of a trading
program. Everything else, as far as I am concerned is
either a trade made in the discovery process of finding
these trades or a trade made just "playing” around.

The more a trader can concentrate on these types of market
situations the better off he or she will be at the end.

These trades also reinforce for me the attitude that
"if a trade goes right away, then fine," but if a trade
does not go right away, then get out. Major trades do
go right away. Trades that hesitate have no promise.

Authors’ Note

Some ofthe charts inthe Best Dressed section are barely decipherable.
When Peter created those pages for Factor subscribers, he gave no thought
to the possibility they might later appear in a book. Because the charts are
so old, it is impossible to recreate them in more readable versions.,

We think there is value to be gained from including the same charts
and comments that Peter created when the situations were fresh in his
mind. Youmay be able to find your own comparable historical charts to get
a clearer picture. Commodity Perspective’s Encyclopedia of Historical
Charts is an excellent historical chart reference.

We apologize for any difficulties the fuzzy charts may cause. The only
alternative was to omit them entirely. We decided to include them in the
interest of completeness. There are many legible charts in the book which
make the points we wanted to make.

Peter and Bruce
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Ten Best Dressed List
1985

Written in April, 1986
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Introduction

Each year at about this time I publish the "Ten Best Dressed
list -- featuring those 10 market situations from the previous
year that were the 'best' examples of classical charting
prineciples.

The two criteria I use to select the "Ten Best' are:

1. A "no questions' about it extremely well defined
chart development. |

2. An eventual move to the objective of at least g
$2,000 per contract. g

Whether or not The Factor was successfully involved in the
market situation at the time is not a consideration.

A table at the end of this document lists some important
information about each selection. These situations are not g
listed in any sort of rank order. |

Summarz

The following points summarize those market situations
selected as among the best for 1985.

1. These trades were all very profitable -
the type of trades that - if 1007% captured
would have made a trader very financially ,
independent. |

2. All the formations were clearly developed and |
substantial. There should have been little
mistake in interpretation. |

3. In every case, something important was happening.

4. These trades broke-out and went. There was
little doubt. While some false signals could have
been given in the development process, when the final
sipnal was given it was "all go."
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Concluding Comments

It is good in trading (and in life) to periodically sten

back from the hustle and gain a renewed (and larger) perspective
of what we should really be doing ~-- of what our correct game
plan should be. Reviewing '"last year's' markets can never put
one dollar into our pockets. But a review of history can

help us place the tynes of trades we should take into the

proper nersnective.

The types of trades featured in this document are the tynes of
trades I want to be involved in; the tyves of trades I would

like to limit myself to; the tvpes of trades that revresent the
payoff.

The more a trader can concentrate on the tvpes of trades
featured herein, the better off he or she will be at the end
of the game.

But I, like so many other traders, find mvself getting caught
up in the emotions and excitment of the day-to-day markets

to the extend of becoming involved in so many other tvves of
trades (lowering my standards) and in the process missing the
types of trades I really want,

It is vitally important to have goals and objectives in
trading. T am NOT talking here about dollar goals, but goals
as to the conditions necessary in the market in order for us

to place a market bet. A trader should develop a vervy clear
picture of those things necessary for a market to qualify as

a candidate trade -- and then work very hard to limit trading
to those situations. Patience and discivline are so immortant,
and I find that sometimes these are commodities (qualities)

I could use more of,

Of course, lest one every become too self-critical, it is
important to remember that we will never be verfect in either
our market analysis or execution. We will never be able to
claim perfection. But without a roadman (and proper verspective
of the types of trades we seek) we will also never be able to
claim progress. Progress is what we seek.
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This market situation was actuallv a series of three continuation
patterns on the daily chart. The weeklv chart disnlaved

a2 1% vear continuation head and shoulders bottom. The right
shoulder was a diamond on the daily chart (#1).
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The dailv chart (#2) was a continuation H&S. #3 was
a combination small head and shoulders bottom and head
and shoulders ton failure.
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THE FACTOR

Ten Best Dressed List
1986

Written in January, 1987
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Introduction

Every year at about this time (since 1982) T publish "The
Factor's Ten Best Dressed List".

Enclosed ig the 1986 edition.

The Best Dressed List displays what I consider (in retrosnect)
were the ten most outstanding exammles of classical charting
principles.

As in the past, the criteria for selection were as follows:

1. Well-develoned and clearlv defined,
"no guestion about it" nattern develonment.

2. A measured move objective of at least
$2,000 per contract.

3. A decisive breakout with no nattern
reentry.

Also as in the past, whether or not The Factor was involved
was not a consideration.

Discussion

These examples reoresent the tvne of market moves we should
strive for and concentrate to capture (and limit ourselves to)
in our trading wventures.

The ideal and nerfect vear - in my opinion - would be one where-
by we only trade 10 to 15 times, but vet catch at least 80% of
what proved to be the Best Ten.

That is a mighty tall order! But vet it must be ocur goal. And
that is the goal I have set for The Factor in 1987.

Perspective

A review of last yvear's charts will never directlv mlace a dime
in our pockets. One might say it is an exercise in futilitv.

But I don't think so. A constant review of mast market behavior
allows us to refocus on the type of trades we want to be involved
in (readjust our standards) and to reorient curselves as to what
our game plan should be.
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Report Card

The year 1986 was not a greatr one for me nersonallv or for
The Factor Hotline. And the reason is simnle --- I didn't
score on the big trades.

In past vears The Factor has varticinated on average, in
40-50% of The Best Ten. That wasn't the case this vear.
The Factor Hotline didn't lose anv monev this vear because
of an orientation for small losses. But small losses are
only part of an overall game nlan for success. A few large
profits are also needed along the way.
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This selection into the Best Dressed List

1986 is actuallv two back-to-back continuation

natterns within the context of a run-awav
weeklv chart un-trend. On Anril 16, the
advance both negated a nossible 9-week H&S
ton and commleted a smaller 3-week H&S
bottom formation. This was a rare, but
bullish development. Then on June 27 the
market comnleted a 10-week continuation
diamond.

Lesson: In a strong un-trend, the human

129

of

tendencv is to focus on wicking a reversal,

as if to sav ''the market has gone too far
too fast" Continuation natterns can be
verv fruitful.
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In mid-1985, a massive H&S

was comnleted on the weeklw
Bean 0il chart with an obiect-
ive as low as 9.00.

On June 9 the dailv chart com-
nleted a descending triansle
and launched the market out

of a svmmetrical triangle on
the weeklv chart.

Note the retest on June 19 and
again on Julv 16.

The Factor had tried several
short sales in the market
during Anril and Mav. The
error was not in taking small
losses in those trades, but in
not continuing to nress the
issue.
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NYFE INDEX

The stock market was already
in a strong bull trend in
new all-time highs when the
signal was given.

On Januarv 28 the advance
comnleted a classic failure
of what avveared to be a head
and shoulders ton- therebv
nroviding a buv signal.
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In December the market cleared
immortant resistance at R0.
This established an "unveliev-
able' objective of 100.

In Januarv and Februarv the
market formed a rising wedge
nattern as a retest of sunmort,
The un-gan on Februarv 14 has
a buv signal. Mv bias was

bearish and I missed the sigmnal.

Lessons:

1. Biases are dangerous. Thev
are worthless.

2. No matter how outrapgeous
a weeklv chart ohiective
may seem, it should not
be totallv discounted.
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HEATING OIL no. 2 _NYMEX
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i L TLLIL L L e
i et i For a counle of vears The Factor had comment
o W L L =25 | ed on the rectangle in Heating 0il that
co—— e e e m e extended back to 1979. This was a "grand-
= A u 9 | daddy” nattern if there ever was one in
T Pt A 00 A U DV T b commodities. Following a sharn dron in
s -5 | November, the commletion of a small descend-
D B T G B B ing triansle on Januarv 13 launched the
—— i — breakout of the weeklv chart rectangle.
.

Lesson:

1 had this market figured out absoutelw

nerfectlv. I was talking about 535 when

the market was at $80. Analvsis and fore-

casting are worthless when not combined

with pulling the trigger. This trade would

have made my vear, but I wasn't in it.

There is no excuse.
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These charts displav the most vrofitable trade The Factor was involved
in all vyear.

In late Februarv Silver (dailv chart) comnleted a 12-week continuation
H&S. This action simultaneouslv comnleted a svmmetrical triansle

cn the weekly granh. The Factor Hotline established a short in mid-
March at the retest noint. The market hung at the retest level for

2 weeks before finallv moving down to the objectrive.

Lesson:

Despite the trying retest, the market never reentered the comnleted nattern.
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COFFEE

I thipk this was one of the two most classical charting
events of 1986, with Heating 0il being the other. Both

the daily and weekly charts commleted carbon conv 5-contact
point symmetrical triangle tovs with the gav down dav on
May 7.

135




136

CoCOA  NYCSC

el b, 4983 L, 1984 . [ £ () L. 1. 4888

TTONNE

2800
32500.
§240c
Eaaoo
iaeoo
1800

1600

- t1200

i
1000

MAKHJJLABONO JFHA NG AS OND UFH AMU JAS ONDUFH AR JASONOJF HMAMJJIA SON DY

‘.IIQCD:BLMUJ..__LQBSZ‘L‘.: L CSCR=C

.-..n T, un_ k earpey

N S O
l—t——.‘ et

+%w#%hmiﬂmﬁéi

T . Il
7t + - -t —

v

5
i
t
P
L
=t
1
H

— Total Opent tnlarast & |

s ]“:Iume At contracts) b

d

LR 1 H ]
= i s " - AT 10000

3 I Todo i b L L H r i .

i ! 1 1 I Lyl PR

I A i E
a4 7 R 8 19 % a6 30 12 27 33 2 ez 20 3 47 31 14 26 514 28 43 B p 23
I wa¥ [ oud § an | oaug | osEr | OC? E wov | DE: | U OFEB § MR |- aPR ] mAwes

COCOA

On Februarv 3 the dailv chart comwleted an "M" ton of major

magnitute.

Note the unsuccessful retest on Februarv 18.

Note that this dailv chart breakdown launched the comnletion
of a 2-year descending triangle on the weeklv chart.
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My exnerience is that the best signal comes when the dailyv and
weeklv charts simultaneously confirm each other. On the dailv
chart the completion of a 5-week rectangle launched the break-
down of a major double ton on the weeklv chart. The dron in
0il was a big news story in 1986 - and the charts forecast

the event. Note that crude oil »nrices were alreadv $7 off the
high when the January 13 sell signal came.

Lesson:
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Don't be afraid to sell an oversold market if the charts sunnort

the trade.
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D-MARK

Head and Shoulders failures,
4s a tradeable clasgssical chart
nattern, are more common in
cormmodities than stocks.

This market gave a buv sipnal
on Julv 16.

Note that the market had been
trending on the weeklv chart
within an un-channel.
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The commletion of a continuation
nattern following the successful
test of a major trendline is
usuallv an immortant and reli-
able trading sienal.
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HONORABLE MENTION

GOLR-~OCT OB HEOME — - - - IR GOLD

On August 2 Gold configmed
the comnletion of a "W
bottom.
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In December, 1986 Crude Oil completed a lO0-month symmetrical triangle

bottom on the weelkly chart.

The retest of this triangle took the form

of a continuation H&S on the daily chart.
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CANADIAN DOLLAR

The May through October rally took the form
of three symmetrical triangles on the daily
chart. Each triangle just met its objective
before a turndown of prices.
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HONORABLE MENTION
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The swing

The advance on December 12 commleted a
nattern remains unmet st 19.730.
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HONORARLE MENTION

0LD

23

in Julv
on October

After the bull advance
Sentember,
a H&S ton was comnleted.
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On October 22 the market comnleted a diamond ton, and in the »rocess,
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Ten Best Dressed List
1987

Written in January, 1988
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Introduction

Each year at about this time, I publish "The Factor Ten Best
Dressed List'',

Enclosed is the 1987 edition.
The Best Dressed List displays what I consider (in retrosmect)
were the ten most outstanding examples of classical charring
principles for the past year,.
As in the past, the criteria for selection were as follows:
1. A well-developed and clearly defined

"no question aboutr it' pattern develon-

ment on the daily chart, preferablvy with

important weeklv chart significance.

2. A measured move objective of at least $2,000
per contract.

3. A decisive breskout with no pattern reentry.

Whether or not The Factor was involved in these market situations
was not a consideration in selection.

Perspective

A review of past charts will never directly make us money.
But, a constant review of past market behavior can allow us
to refocus our thinking on the tvoe of trades we want to be
involved in.

The examples in this document represent the tyve of market moves
we should strive for and concentrate to capture in our trading
ventures.

As T have said in the past "Best Dressed" reviews, the ideal
year would be one whereby we only trade 10 to 15 times, but
yet catch 807% of what proved to be the Best Ten.

We may never acheive this geal -~ but yet it must remain our
aim.
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Thls Best Ten is actually a series of
three events. The weeklv chart from
the 1986 low took the form of a bear
wedge.

The decline on August 17 penetrated
the wedge and completed an "island
double ton" on the dailv chart. A
rising wedge retest of the island was
* completed on November 2,

~ Finally, on December 7, Crude Oil com-
nleted a descending triangle on the
weekly and daily charts.
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Two Best Ten are found in T-Bonds. First, the decline on April 9
completed a one-year symmetrical triangle on the weekly chart and

a S5-month broadening right angle triangle on the daily chart.
Following the March - May decline, the market formed a continuation
H&S on the weekly and a symmetrical triangle on the daily chart.
The decline on August 28 led to the final down-thrust.
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BEST TEN

SILVER

I missed this move completely be-
cause my bilas at the time was bear-
ish. 1 was expecting the weekly
chart triangle to break cut down
and viewed the daily chart as a
continuatrion H&S.

Instead, on March 24 the daily
chart completed a compound fulcrum
bottom.

The triangle on the weekly chart
had the necessary 5 contract noints
to allow a "reversal" interpre-
tation.

Lesson: Everv vear I am pain-
Fully reminded of the dangers

of having a bias. Here, I was
waiting for the thief to enter
the back door, and he snuck in
and out of the front door before
T knew what was happening.




151

BEST TEN

GOLD_COMEX_ QEEKLY T C
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. - I ! _# 1 On March 27 Gold completed a 6-
ey 475§ month symmetrical triangle on

@ | ; g both the dailv and weekly charts.
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Note that immediately following
the breakout, the market stalled
out for 2 weeks, but yet mever
placed the breakout nrice in
serious threat. This stalling
type price action is not uncom-
mon, but definitely tests a
trader's nerve.
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BEST TEN
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PALLADIUM

This.market is too thin for me to trade or comment on via The
Hotline, but this descending triangle top should go down as a
mode;n day classic. Incidentally, this market is just now re-
testing this triangle in the form of a wedge, and a decline
below 119.00 should be followed by a move to 96.00
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BEST TEN
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CANADIAN DOLLAR

More often than not, the really best
trades each year are characterized
by something important taking place
on both the weekly and dailv charts.
In this case, the monthlvy chart also
got into the act. Here, the com-
nletion of the weekly H&S penetrated
an important l0-vear trendline.

The move fell just shv of the object-
ive before the gar decline on April
14 ended the intermediate thrust.
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BEST TEN
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NYFE

From June through December, 1986 the NYFE weekly and daily chart
formed a continuation H&S pattern. The breakout on Januarv 26
required only 12 trading days to reach the objective.
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The svmmetrical triangle com-
vleted in earlvy June led to the
final run to glory in the stock
market.

The breakout of the one-year

This channel breakout was made
a bit tricky by the rally on
October 13 that would have put
any channel breakout short pos-
ition at a loss.

| AU ! Lt UEY 1 MOV

channel on October 9 is history.
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HONORABLE MENTION

SILVER

On October 20 the Silver market
completed a 17-week bearish sym-
metrical triangle. Interestlngly,
this sell signal came at a time that
people were supoosed to be "flight-
ing" to quality. Following a
retest, the decline missed the ob-
jective by 10c¢.

SUGAR

On September 16 Sugar completed a
J-month f£alling wedge. The ob-
Jective of 8.80 was just recently
‘met.

T
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HONORABLE MENTION

SWISS FRANC

During most of 1987 rhe Swiss spent
forming & H&S top on the weekly
chart. IHowever, the rally above
the right shoulder high in late
October completed a H&S Failure
with an objective of 73.50.

Had it not been for the one day false
breakout on October 19, (does this
date mean anything else to you?)

this situation would have easily
made it to '"Best 10", The market
broke out for real on October 23

and ran to the objective without

a single "lower low" dav.
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HONORABLE MENTION
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COTTON

A one-vear rally led cotton into major resistance by August, 1987. Then 3

patterns led the market lower: A broadening top, a svmmetrlcal triangle
and a wedge,

LUMBER

From January through May, the daily Lumber charts formed a symmetrical tri-
angle in an avea of support on the weekly chart. Following a 2-day blast-off

in June, the market consolidated again for 8 weeks before a final run to the
ob_‘;ectlve
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The decline from early 1986 through March, 1987 took the form of a falling
wedge on the weekly chart. At the bottom, the daily chart formed a

double H&S bortom. Also note the continuation diamond on the weekly

chart completed in November. This weekly chart pattern was great, but the
breakout of the daily chart was too sloppy to be named Honorable Mention.
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COPPER

From 1982 though May, 1987 Copper (monthly chart) formed a massive svm-
metrical triangle in the area of historic support. In May the daily
chart completed an ascending triangle with a longer term objective of
around 90.00. This market is not listed in the top 10 because a) the
breakout was very tricky, and b) the break in late August would have made
it difficult to hold positions all the way to the 90¢ target.
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DISCUSSION

If you accept that the sole goal of commodity trading is to generate
profits; and you accept that catching a few big moves (rather

than many smaller ocnes) is the way to generate the largest profits;
and you accent that c¢lassiecal charting principles can be used

as a primary method for identifying and entering large move trends --
then read omn.

Once the above concept is accepted as valid and one's ambition
is to adopt this concept, the problem (and a very large one in-
deed) becomes one of implementation.

What exactly is the goal? The goal is to catch the full extent of
80% of the 10 to 20 best chart trades each vear and to limit one's
trading to only these trades. Is there even one subscriber among
you who can suggest a more profitable approach? I believe not.

But, knowing what to dc and doing what one knows best -- herein
iies the problem.

What then must we do, do differently, or mot do at all to move

closer to trading the markets the way we should? What aspects
are involved?

What I present below is not a solution to the problem, but rather
elements of the problem and conceot itself. I cannot provide
the solution ~-- for I too am still working on how to get there.

THE GOAL: To limit one's market actively
to 10 to 20 trades per year -- and catch
the full measured move of 80% of those
trades that in retrospect were zmong the
ten best of the vear.

Things that stand in our wav:

1. We may think...."It can't be done." '"Whyv try....it is im-
possible."

2. Love of trading. The more trades we do in a year, the

harder it becomes to make a distinction between an average
trade and an outstanding trade.

3. Becoming too technical. Technical trading is a means (to
profits) and not an end.

4. Use of intra-day charts. We lose the forest from the trees.
Become too short term oriented.
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5. Using too many technical indicators. The more ""filters®
we adopt, the more reasons we will find not to be in
the outstanding trades.

6. Making trading decisions during trading hours.

7. Using only Commodity Perspective Charts. They do not
provide enough days and make the most recent trading
range fill the page.

8. Not starting our analysis with weekly charts.

9. Being unwilling (emotionally) to trying a trade a second
or third time. Often big moves provide a couple of false
starts.

10. Trying to anticipate a big move by being prepositioned
instead of waiting for the breakout. If we try to nre-
position it creates ,too many trading events during a vear
and may 'wear us out" for the big ones.

11. Taking profits too soon -- not letting a big trade run
its measured course.

12. Lack of patience in waiting for a major price pattern to
fully develiop.

13. The thinking that "all the major moves are done forever"

The future w111 not provide as many classical chart Dlavs
as the past"

Things We Can Do:

L. Gear our thinking toward to 2 to 3 entries ver month.
2. Not watch or follow markets during the session.

3. During our major analysis of markets only on weekends --
using CRB weekly, monthly, and daily charts.

4. Using only open orders to enter and exit positions.

5. Dnly be involved with market situations that provide
a minimum of $2,000 per contract measured move potential.
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Ten Best Dressed List
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Written in April, 1989
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Introduction

Each year at about this time I publish '"The Factor Best
Dressed List."

Enclosed is the 1988 edition.

The Best Dressed List displays what I comsider (in retrospect)
were the ten most outstanding examples of classical charting
principles for the past year,
As in the past, the criteria for selection were as follows:
1. A well developed and clearly defined ('no question
about it") pattern development on the daily chart,
preferably with significant weekly chart significance.

2. A measured move objective of at least $2,000 per
contract.

3. A decisive breakout with no pattern reentry.

Whether or not The Factor was involwved in the selected market
situations was not a conscious consideration.

Perspective

A review of past charts will never directly put a single dime
in our pockets. But a constant review of past market action
of this variety can force us to maintain before us a "standard
reference' as to the types of market situations we desire.

In past years, The Best Dressed List serves as our reorientation
session. During the year it becomes easy to "lose the forest
from the trees.” Working with charts everydayv, one tends to
become shorter and shorter term. At least, that is the danger,
With The Best Dressed List, we step back and reexamine the
forest in its entirety. It is the type of market situations
contained within this report that should remain our sole goal

as analysts and traders., Our focus should be to catch these

types of market situations -- and only these types of market
situations.
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BEST DRESSED - 1988

Swiss Franc - One

may tollow the markets
for a very long time
to find as good an
example of a complex
head and shoulders
pattern that developed
in the Swiss Franc
during early 1988.
That the completion

of this pattern also
penetrated an important
trend line and comp=
leted a failure top

on the weekly chart
was a strong indicator
that the trade would
be very profitable.
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BEST DRESSED - 1988

Pork Bellies - I do not normally
trade the livestock markets,

but this technical development
was too good to overlook,

80} The completion of a head and
shoulders pattern in June
] also completed a symmetrical
701 triangle on the weekly chart,
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Gold - This decline in
Gold is a classic example
of charting principles.

This market is also an
example of how a smaller
pattern will launch the
completion of a larger
pattrern.

The completion of a

b-week symmetrical triangle
in January launched the
completrion of a 9-month
rectangle.

Also note that the
completion of the smaller
symmetrical triangle
penerrated an important
trendline on the weekly
chart.
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BEST DRESSED - 1388

Cogger - following the 350¢
eclkine from the late 1987

top, Copper regained its

bull market footings and
developed a symmetrical
triangle on the weekly chart,
The completion of this triangle
was launched from an ascending
triangle on the daily chart,
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BEST DRESSED - 1988

ugar the decline during
January and February

served as a retest of the
earlier completion of a
massive symmetrical triangle
on the weekly chart. This
retesting process took the
form of a double bottom on
the weekly chart,
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BEST DRESSED - 1988

SOYBEAN OIL CBOT

T WeskTY hign Tou b ElGsE BT AEEFeRL FoTeRes T T T Sovbean 0il - In late March
- T : the Bean 01l market
o e ash completed a falling wedge

on both the daily and

w42 weekly chart. Following
' - a run up during early April,
----------- Coee 38 the daily chart formed a
: continuation M&S pattern
T ~ : 34 that could have been used
% ;c to pyramid the long position.
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BEST DRESSED - 1988

Canadian Dellar - each market
tends to have its own unique
behavior. The Canadian Dollar
tends to develop extensive
periods of extremely narrow
trading ranges followed by
sizable trends.

The completion of the H&S
bottom in the CD led to a 3-
month trend. But then,

the CD became locked into a
9-month trading range that
took the form of a running
wedge, This wedge was
resolved in January 1988,
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BEST DRESSED - 1988

CRB Index -~ The completion of the symmetrical triangle on the
daily chart in May also represented the completion of a channel
or flag on the weekly chart.
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BEST DRESSED -

K.C. Wheat -~ The ideal trade is when the completion of a substantial
daily chart pattern also completes a significant pattern on the weekly
and/or monthly chart. The completion of this perfectly formed
continuation diamond pattern in May also completed an ascending triangle
on the weekly chart. The target of the weekly chart was reached

in a matter of weeks,
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BEST DRESSED - 1983
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Crude 0i1 -~ I oft pet asked
1 the question about pyramiding
24 a position. T never like to
: pyramid based onm the fact 1T
‘Er T ! have open profits in an existing
J . 22 position - but prefer to

-

: . look for additional chart
' ' I ~ developments that might be
-~ m# : 20 gubstantial enough to justify
R — ; %I s~ a separate position., The result
Iﬁ;ﬁf ] 18 is pyramiding - but each layer

is based on its own chart

- - - i pattern. Such was the case in
" ] 15 Crude Cil. The decline during

i j ) HM& | f the 3rd, Cuarter developed

ik ﬁ Z ; ﬁ' : separate bearish patterns.

pllle L] = . : ﬁ ‘14 The completion of a symmetrical

hf? : ] h ! triangle launched the completion

MI ] - : ! ha of a head and shoulders top.

T : : The retest of the H&S took the

; - form of another symmetrical

(A886) 1 38BY L), 1888 ) triangle.
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HOMORABLE MENTION - 1988

T-Bonds - The completion of

a2 continuation head and
shoulders (or ascending
triangle) on the daily chart
and a symmetrical triangle on
the weekly chart led to the
January/February advance in
Bonds.
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HONORABLE MENTION - 1983
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.mwwmmm“_um_wee;&%-vme;.A_""_~__~,ﬁ*.hé Soybean 0il - The 1988
0 G decline consisted of an "M"
———— e m wm— 4+ W - P - B I R T R .-‘--.34 top (Completed in July) a_nd

N TiLiniTmiIiT a symmetrical triangle
Ll - (completed in September).
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Platinum - While the breakout
of the symmetrical triangle in
Platinum was not very clean,
prices eventually trended to
the target.
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HONORABLE MENTION - 1988

SOYBEANS NOV 11388 CBC}T

R ey rarurlyty-= il - B
' -mf : i Sovbeans - Often times, a strong
éﬂ“%' 3 1060 trend does not offer ver long )
1 : or deep corrections, but only brief
e Ao - o e ﬁ_{ia 550 periods of consolidation. Such was
71:" o the case in Soybeans. The bull
- i1: — 00 market of 1988 was characterized
g S %n! by only brief areas of pauses.
U S .~ - Il IR There is a saying in futures
7 ? i ':'_?" trading that "when the market
e e . .”__—véﬁ_mm%_lﬁ_w,—aoo finally pulls back enough so that
: ' Ad : M you want to buy, it is probably
— - —— =3 too late.” By the time Soybeans
_ >4 : had a meaningful correction to
. : AP y ‘ . its bull market, the bull market
B T '”“”“?v:ﬂk ) S 00 was finallyv over.
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: i L \ L that began in July took the form
N A, SR T io2ef of & rising wedge. The buying during
o 'gy o this advance was done by thosi
U e 2 Uy traders who missed in the earlier
| ' ﬂl : LI bull market in Beans and thought
1 S m oo the Bean market owed them another
advance,
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' HONORABLE MENTION - 1988
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EurobDollars ~ The decline

in EurobDollars was

- characterized by the
completion of a double-top

- in March and a symmetrical
triangle in July.
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Japanese Yen - When at first vou don't
succeed, try again. A head and
shoulders completion in May failed,
but the market formed an even larger
pattern - completed in June.
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HONORABLE MENTION - 1988

- -REUTSCHE MARK MAR. 1889 IMMI T
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D-Mark - The decline during the first
8 months of 1988 stopped right at
support as represented by the low in
in 198. 1In October a head and
shoulders bottom was completed.
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British Pounds - This symmetrical - BAITISH POUND MAR. 1989: IM**F“_
triangle 1s an excellent example of - ' oo T
what Edwards and Magee term as the
"end-around."” 1In late October there
was a l-day downside completion of
the pattern. However, the breakout
failed, prices closed back within the
pattern, and a strong uptrend

began.
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HONORABLE MENTION - 1988

. CRUDE OIL—ARR-4989-NYMEX
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Crude 0il - in late MNovember 1988
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the members
measures to
Crude 0il.

of OPEC announced
reduce the output of
Often times such a

manipulation of the fundamentals
does not work to turn prices. In
this case it did, Crude 0il prices
remain in an uptrend today based

on the double bottom completed in
late November,
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HONORABLE MENTION - 1988

Cocoa - Falling wedges
normally carry a bullish
implication, as rising
wedges normally carry a
bearish implication.
However, &t times

wedges do serve as contin-
yation patterns. In these
cases, the wedges are termed
running wedges. The
completion of the running
wedge in Cocoa in August
also completed a continuation
head and shoulders pattern
on the weekly chart.
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THE FACTOR

Ten Best Dressed List
1989

Written in January, 1990
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Introduction

Each year at about this time, I publish "The Factor Ten Best
Dressed List”.

Enclosed is the 1989 edition.

The Best Dressed List displays what I consider (in retrospect)
were the ten most outstanding examples of classical charting
principles for the past year.

As in the past, the criteria for selection were as follows:
1. A well-developed and clearly defined
"no question about it" pattern develop-
ment on the daily chart, preferable with
important weekly chart significance.

2. A measured move objective of at least
$2,000 per contract.

3. A decisive breakout with no pattern re-entry.

Whether or not The Factor was involved in these market situations
was not a consideration in selection.

Perspective

A review of past charts will never directly make us money.
But, a constant review of past market behavior can allow us

to refocus our thinking on the type of trades we want to be
involved in.

The examples in this document repregent the type of market moves

we should strive for and concentrate to capture in our trading
ventures.

As I have said in the past "Best Dressed" review, the ideal
year would be one whereby we only trade 10 to 15 times, but
yet catch 807 of what proved to Ee the Best Ten,

We may never acheive this goal -- but it must remain our aim.
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GOLD - In late Januarv, Gold

completed a rounding top/multiple H&S
pattern., At the same time the Prec.

oo etal Index was putting the finishing

touches on a massive descending triangle,

8-week H&S failure and a 4-week symmetrical triangl

GOLD - Often t

a bigger picture,
penetration also completed a "compound fulerum''/double bottom.,
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BEST DRESSED - 1989
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H&S and completing a double bottom on the
daily chart.
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JAPANESE YEN - In March the Yen completed -

a penerration of the 3-fan principle by putting a H&S failure into the chart.
after a quick 3-week drop, a secondary symmetrical triangle provided another down move.

In the process, the Yen complered a 16-month double top on the weekly chart.

While

the objective of the weekly top was 66.00, the targets shown on the dailv graph were

much more conservative.
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SWISS FRANC It is not at all unusual for

2 market to hesitate brieflv just prier to
completing a major weeklv chart formation.

Here, the Swiss Franc paused just above the

neckline on the H&S chart and completed a
rectangle.
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HEATING OIL - The complerion of the H&S in August
took place with expanding volume and cpen interest.
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Heating 0il - The completion of

this c¢mall wedge in November had
: much greater significance than the
e I P wedge itself, The completion of thi
| DEGEMBER 29.1989 | . ;___95 wedge also completed a major ascendi
triangle on the weekly chart., Who
could have guessed thatr the 390.00
rarget was believable, much less
reachable within weeks.
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MAXT INDEX - Following the 1987 Crash,
the Maxi's developed a 15-month triangle.
The upside breakout in Februarv was
followed by the development of a well
defined svmmetrical triangle on the weekly,
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daily futures and cash charts.

COFFEE -~ T would prefer to have a
a major breakout take place without
any news or reason as to why. But
periodically a major breazkout is
caused by major news. The head and
shoulders in Coffee was caused by

a breakdown in the Agreement between
Coffee producing and consuming
countries.
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COTTON After several months
of volitility, Cotton finally
completed a double top. The
target was quickly reached.
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HONORABLE MENTION - 1989
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the form of a rising wedge. The rising wedge was completed in August
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T989 was not the Freeze rally late in the
vear but the sustained and systematic
bear trend the preceeded the Freeze.

This bear move was actually a series of
three patterns: a failure top followed
by two highly recognizable triangles.
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HONORABLE “ENTION - 1989

SOYBEANS - Note the small symmetrical
triangle that launched the completion
of the life-of-contract triangle.

The market quicklv reached rhe
objective, and after a hard retest

in July declined mich lower,

COPPER - The completion of the
diamond top on the dailyv chart
was confirmed bv a symmetrical
triangle on the weeklv chart,
The real interescing deve Lopment
was that the futures made 3
series of higher highs from Dec.
thru April while the cash marker
was already in a down trend,

pee Y e SB_ L mAR o AFm { MAT  F um

L TN T —"

. GDPPEH-—DEG—%—.‘&589-—€GMEX—-——-—M—‘—¢——«»—-—-H.

TSRO IO I T =T v
TR

ey

COPPER

COMEX

RET TS RS u VM BTy B PUr dae pvs yyra~r e

e KOS AR L SAT L 8eE e

X GASONDUF MAK JUASONDIF MAM Sy ASG RDJ FHA Mukd A B CHD JFEML RS J4

Ematba f o4
A

. o-w‘n.§ss
LA BN TR "R T
LA A T )

208 1 YT N o4
*a¥ 1 aw F ook F




201
HONORABLE MENTION - 1989

EURODOLLARS SEPR 198% MM N
- cdagm LINT,

L I - -10-00- ALELIE PHINTE

TRADI POURE:  d atri 38 aT
L TN i lderd
Low B O Gw RE1SE

EURODOLLARS - The fact that

o ] : _ > -
e fkw the right shoulder high in
v, Ty this H&S bottom was more
o "dipped" in the back months
B8 than the front months was
0B e e a buliish signal.
LT SO -
YT T, SN e
s
R - P 9%
THS .
c:ns
- | : RIS $1 aun
Ci ik st bk o B e L g
o R i R e VLAY il iRl k-

26 @ 23 7 25 4 18 R i6 30 3 27 10 ®4 10 R 7 2 8 iw
Y

1 2 15 A td
f ogEp | per i way @ CEC [ a1 FES i WaR | &PR Lol o b

o SOYBEAN OIL CBDT
P T TR YRTGR Te ¢ ETaYe S hbdrasd FLburbh 1101 E g

SOYBEAN OTLCDEC 4989 CROT - -rirrr

EACH, HORIZONTAL LING- - R0-GENTE: - L+ qror — pq ¢ LTS8, - : :
TAABIHG HOUR,  IRSOHELBLEAT.L | s e L. ] B,
. HIGHL . RM.Q0 OW SVAIAMME |, ¢ L L . oLt Aeq. I i . o 32
L Lmw swpssowasiaaal | oo oL b L ] : z :

R =121 K : L
2y 7 Bl 4 A& 2 1B 30 13 27 ip & b 24 7 24
booer | wov | CEC i UMN t FEB | mAA 1 apa ]

ik - S
".F : - ' - ' T i4
A 988, 1, (4888 y, ),y 4987 0, g, 498801, 0 8988 1))y
HAHI JARONDJIF HAN & ] HA MJJ AL ONA UF A dd Jal
SOYBEAN OIL - On both the JASONDIF MAM I ASD HDG # o awf d RORND JF

daily and weekly charts, the
Beanoil market put in a classic H&S failure,




202

0EL‘e
€8T
06L°¢
$i8°9
005"y
00w
00S°¢
GLE Y

000 ‘Y
006 %

008°2
006" ¥s

LInSay

+ 3r
S

Ak g

8
SR

~ 8801
ONISOID
1SH9YV'1

£ d0J,

006 d0L

A90IN

190/ ANTTANTYL
190/ ANTTANTIL
S¥H

ANTTANTY L

1YL "0S3d
ANTIVAL SBH
SRH

SRH/IYL WAS
SRH/ 1YL WAS

SMOT MIN

IdlL WAS

SS071T AVQ

~VdINI
LSEDUVL

NJILIVd ATARHM

0628 ueyl s537
ant3oa[qo 3 31303d &

SBH

1ML WAS
TUNTIVE STH
ATONVIOTY
WOL1OE 719
40l DNIANNOY
WOLL09 180
SPH °INOD

J9d3M
T4l HWAS

HANTIVA SOH
3% HAS

6861

= JdSSTUa IS

N3dLLVd ATIVd

TIQ ONILVIH

NHA dSANVIVI
ONVdd SSIMS
aton

d1od

HAVIR-(

AIVH-(

XIANI 9Y0

SAITTEE A¥0d

SANOd~ L

LHIVIA



203

VAN
0622
0sL's
06.°2C
006 ‘€1
002°1
002°1
006 1

0091
000°C

06L°¢
000°¢
086 ‘L

» L'INSHYH

Y54

s

3%
X
AL
S
A

067

e

LA
)

rANAS

7

~ SSOT

ONISOTID
L8408Vl

s e
R

(Y]
Sh A

0061

ar As

0GS

A Ar

o

0Zys

S50T AVQ
- VdLNI
LSEDYVTI

“TTIVA S¥H

et

aDa3IM

ATONVIYL WAS

AIONVIML "OSV

N331LI1vd ATATIM

0GZ$ uByl $897 xx
aar10oafqo 1® 31301d =«

*TIIVd SSH
SB®H

T4L WAS
d0l 19d
S¥H

T¥L WAS
YL WAS
d0L TIVd

10d3M
I¥I WAS

UNOWVYIQ
TdL KWAS

L i

6861

NOT.INAW d1dVIONCH

NYdLIVd ATIVaA

TI0 NVIGAOS
SEVTI0A0dNA
IXVH

NOLLOD
H33400

‘r°'o

V020D
434403
SNVIJAOS

110 ONILVHH

LAAGVI






205

CONCLUSION

If you purchased this book to discover some magical indicator or secret tech-
nique to help you be right on 80 percent of your trades, then you wasted your money.
Most traders seek such a magic indicator fo avoid their emotional inability to accept
losing trades. However, if you did not garner some new analytical method or new
trading technique from this book, I did not do my job.

My primary goal was to get you thinking about the entire trading processin a
slightly different light. I want you to discard the conventional wisdom that the key
to improved profitability is some new trading approach or system. To that I say—
baloney!

Once you establish a foundation of market knowledge and an understanding of
the speculative process, the keys to increased profitability come from two areas:

1. An appreciation of the human component in the trading equation--discipline
and patience.

2. Proper money management (risk control).

Most traders spend all their time on trade selection. I believe what you do with
your trades once you have them going is more important than what trades you
initiate.

Conventional wisdom leads its followers down the wrong path. If this book
makes you start challenging the conventional wisdom, then Bruce and I have
fulfilled our mission. Anything you may have learned about classical charting
principles is an extra bonus.
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Broadening top, see Expanding top
Brokerage firm opinions, 41
Brokerage firm research 41
Brokers, 41

Bullish, dislike of term, 42
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False head and shoulders, 60
False starts, 164

Family, 46

Fan principle, 198

Fear, 23

Filtering, 45

Fishing, 89

Flag, 49, 63, 71, 99, 1565, 177, 193
Floor traders, 48
Forecasting, 46

Fourier analysis, 45

Friday close, 41

Friends, 46

Full-time trading, 23
Fundamental analysis, 44
Fandamentalist, 39
Fundamentals, 42

Futures magazine, 43, 44

Gambling casino, 46

Game plan, 23, 24, 2b, 38, 39

Gann angles, 45

Gaps, 30, 53, 153

God, 48

Gold, 42

Gold, chart, 92, 97, 138, 142, 151, 165, 172, 192, 204
Creed, 23

Half mast formation, 86

Head and shoulders failure, 50, 61, 99, 108, 131, 138,
1568, 192, 198, 201

Head and shoulders, 49, 56, 57, 58, 59, 92, 84, 97, 107,
108, 108, 112, 113, 114, 118, 120, 129, 130, 132, 134,
138, 140, 142, 149, 183, 154, 155, 159, 161, 170, 171,
174, 175, 176, 177, 179, 181, 184, 185, 186, 193, 194,
195, 196, 197, 198, 201

Health, 46

Heating Oil, chart, 66, 93, 85, 99, 121, 133, 187
High winning percentage, 34

Holy Grail, 14, 26, 45

Horizontal pattern, 49

Hourly charts 47

Human nature, 35

Ideal trade situation, 26, 178
Ingredients for success, 21-22
Intermarket magazine, 43
Interrelationships between markets, 43
Intraday charts, 47, 163

Island bottom, 78
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Index

Island top, 79, 148

Japanese Yen, 53
Japanese Yen, chart, 70,91, 96,98, 129, 143, 184, 196,
204

Last Day Rule, 28, 30, 31

Leap of faith, 23, 25

Livestock markets, 53

lLosing year, 38

Luck, 41

Lumber, chart, 57, 85, 69, 95, 99, 122, 160

Magee, John, see Edwards, Robert ID.
Margin commitment, 33

Market letter writers, 33

Maxi Index, chart, 198

Measured move, 27

Megaphone, see Expanding Top
Mistakes, learning from, 38

Money management, 21, 23, 26, 28, 33, 36, 38, 41, 45,
205

Monthly chart, 86

Moving average, 26, 27, 31, 41, 45

M top, 136, 141, 182

Multiple contracts, 31

Municipal Bonds, chart, 139
Murphy's Law, 34

NYFE Index, chart, 131, 154
News, trading from, 39

Qats, chart, 111

On-balance volume, 40

Open interest, 50, 197

Open interest, decline, 52

Open interest, increase, 51, 197
Open orders, 30

Opinion, asking for, 42
Optimization, 40

Orange Juice, 53

Orange Juice, chart, 52, 63, 83, 110, 189
Oversold market, 137

Palladium, 53

Palladium, chart, 152

Parabolics, 45

Patience, 22, 35, 108, 164, 205

Pattern profit objective, 81, 56-85

Payoff matrix, 45

Penetration of major trendlines, 31, see also, Trendline
Pennant, 49, 70, 75

Personality, market, 46

Plan, 44

Platinum, chart, 165, 182, 204

Point and figure charting, 49

Pork Bellies, chart, 171, 195

Predicting market direction, 28, 45

Price targets, 55, see also, Pattern profit objective
Paychology, 34

Pulling the trigger, 23, 37, 45

Purpese of the markets, 21

Pyramiding, 31, 179

Quote acreen, 43

RSI, 40
Rectangle, 49, 62, 63, 86, 93, 95, 111, 115, 117, 120,

121, 188, 137, 141, 160, 165, 172, 183, 196

Relative strength, 25, 45

Reports, trading into, 26

Rising wedge, 72, 73, 93, 94, 95, 97, 98, 99, 152, 148,
152, 160, 183, 194, 199

Risk control, 39, 205

Risk management, 39, see also Money management
Rounding bottom, 76

Rounding pattern, 49

Rounding top, 77

Running wedge, 75, 98, 165, 176, 178, 187, 108

8&P B0U, chart, 107, 108, 157

Schabacker, Richard W., 27, 36, 83

Second guessing, 37

Silver, chart, 61, 94, 95, 96, 89, 122, 134, 150, 158
Sloping pattern, 49

Sloping top, 83, 96, 110

Slump, trading, 38

Soybean Meal, chart, 74, 76, 161

Soybean Oil, chart, 56, 109, 130, 175, 182, 201
Soybeans, 42

Soybeans, chart, 92, 96, 97, 183, 200

Speculation, stock and commodity, 32

Speed lines, 25

Spreads, 53

Stochastics, 25, 40

Stock market, 32

Stocks, compared to futures, 44

Stop orders, 28, 30

Stop, money management, 30

Stop-loss order, 29

Sugar, chart, 59, 92, 94, 97, 119, 120, 141, 142, 158,
166, 174, 204

Swiss Franc, chart, 60, §1, 98, 159, 170, 156
Symmetrical triangle, 52, 86,67, 75, 91,94, 95, 98, 97,
98,99,111,117,118, 122, 130, 134, 135, 140, 143, 148,
149, 160, 181, 157, 158, 160, 161, 165, 171, 172, 173,
174, 177, 179, 181, 182, 184, 185, 192, 194, 195, 195,
188, 199, 200

Systems, trading, 25, 35, 43, 45

Taking profits, 24, 44

Technical Analysis of Stock Trends, 11,12, 14, 98, 47,
48,60

Technician, 39

Timing, 26

Trade selection, 28, 33, 35, 205

Trading contests, 32

Trading plan, 25, 27, 37

Trailing stops, 27, 40

Treasury Bills, chart, 81, 97, 121

Treasury Bonds, chaxt, 75, 80, 81, 94, 95,97, 118, 132,
149, 181, 195

Treasury Notes, chart, 73, 82 .
Trendline, 28, 49, 119, 138, 143, 1563, 170, 172, 186
Triple top, 82

Volume, 50, 197

Wave principles, 26

W bottom, 138

Wedges, 49

Weeldy charts, 31, 40, 86, 90, 97-99, 137, 164
Wheat, Chicago, chart, 117

Wheat, Kansas City, chart, 51 68, 79, 84, 178
Written plan, 22
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