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Part 1

Getting Started:
Myths and Realities of the
Futures Markets






Chapter

1

Dealing with Basic
Issues First

It sometimes seems that the older we get, the more complex our lives
become. But by complicating simple issues we do ourselves a disser-
vice. The stock and futures markets are, for example, relatively easy
to understand as long as we do not allow ourselves to become intim-
idated.

My first exposure to the markets was in an eighth-grade social
studies class. The instructor thought it would further our education
in economics and the “American Way” if we were to hypothetically
invest a thousand dollars in several stocks we selected from the eve-
ning newspaper listings. “Why should we do this?” asked one of the
students. “To make our capital grow,” replied the teacher. He elabo-
rated on our assignment by offering the following concise explana-
tion of how the American capitalist system works (which I have
paraphrased).

Our system of economics functions on the basis of supply and
demand. Supply and demand make prices go up and down. In order
to meet demand, individuals form associations or businesses to sup-
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18 Chapter 1

ply the goods, services, or commodities that the public wishes to
consume. However, in order to do this they require capital.

There are many ways in which they can raise the required capi-
tal. One of the most common is the issuance of stock. Shares of stock
are issued to buyers who will, in effect, lend their money to the
company which will, in turn, produce the products. The
shareholders’ reward for lending money to the corporation will be
participation in the profits.

Of course, there is no guarantee profits will be made, and so the
purchase of stock is a gesture of good faith and expectation based on
the buyer’s perception of the company’s ability to make good on its
business ventures. In addition, if the company does exceptionally
well, the demand for its stock will grow and the shareholder can
make money in two ways. First, money can be made on a share of
profits distributed by the company. Second, money can be made
when the stock price goes up in response to demand from individu-
als wanting to purchase a part (or shares) of that company.

This definition was simple enough and certainly satisfied every-
one of us in class. We felt as if the answer to making money in the
stock market was rather simple. Referring to this often shared notion
about the stock market, Will Rogers once said something like, “Mak-
ing money in the stock market is simple. Just find stocks that are
going to go up and buy them.” The simple-minded solution offered
by our teacher was easily accepted by us in those days and was
sufficient for many years to come. However, with the experience I've
gained over time, I find this issue, once elementary, has now become
immensely complex.

Similarly, there are many other basic issues that appear simple
on the surface but become highly complex when examined in detail.
The balance of this chapter deals with some of these issues, not nec-
essarily in order of importance but in considerable detail. These are
all issues that each current or prospective speculator must evaluate.
There is always a great temptation for students to glide over the
introductory portion of a book in order to get on with the real meat
of the subject. This book is all “real meat.” In fact, I would venture to
say that the major substance is contained in the first few chapters as
opposed to the lasi few. So, if you are going to skim, don’t skim this
chapter!
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Take your time. Think each issue through thoroughly and,
above all, be honest with yourself. Don’t take any of these issues
lightly, even though you may be familiar with all of them. The facts
of futures trading will only be helpful to you if you have a solid
background against which to apply these concepts.

GRIST FOR THE MILL

The world of well-dressed brokers, white-collar executives, and the
man in the pinstripe suit who “listens while his broker talks,” is not
the real world of trading. There is a story behind every trade, and a
trade behind every story. More often than not, it is not a very pleas-
ant one.

The tale is not based upon the simple act of picking up a tele-
phone and calling in an order. The true story behind the crisp num-
bers crossing the ticker tape or flashing on your computer screen is
one of competition, psychology, strategy, skill, victory, and defeat. A
good majority of traders have been and will continue to be losers.
Accept this fact now, or you too will be nothing but grist for the mill.

Contrary to most beliefs, success in the futures markets is not
based on acquiring more information. If you believe success is
achieved by simply acquiring more information, then it is time to
re-evaluate your thinking process. In order to avoid the unfortunate
fate of most speculators, you will need to think and act in a fashion
contrary to most traders. You will need to learn to think for yourself.
You will use the available market tools, but you will reach different
conclusions and you will take different actions. In order to do this
you will need to:

1. Examine your objectives and recognize the problems (if
any).

2. Formulate your plan of action and solve the problems.
3. Make a commitment.

4. Select the vehicle you will use to transport you to your goals.
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5. Put your plans into action with consistency and discipline.

Knowledge alone is not the key to effective action. You can do
endless hours of research, but without taking action in the market,
the knowledge will not help you to produce results.

In order to make money in futures trading, you will have to find
a way to take money legally from other traders before they take it
from you. In futures trading the cold hard facts are simply these: For
every winner there is a loser; for every dollar made, there is a dollar
lost; you can profit only at the expense of someone else’s loss. If you
don’t make others the grist for your mill, you will become the grist
for theirs.

OBJECTIVES

To seek perfection in the futures market is not only impractical, but
impossible. None of us, including this writer, will ever attain the
level of perfection we seek in futures trading. The first lesson in
establishing objectives is to keep your goals realistic. There are ways
to measure our standard of expectations while keeping our goals in
perspective. In reality, we may secretly wish and hope to surpass
these standards by a significant amount, but we should not overesti-
mate our abilities by placing our expectations beyond the realm of
the real futures world.

What, then, is realistic? Let’s examine the facts in terms of per-
formance and profits. First let’s take a look at the performance of
professionally managed funds over an extended period of time.

Managed Account Reports1 states that, of the professionally man-
aged commodity funds now in operation, one of the largest cumula-
tive percentage profits since inception amounted to 30.4 percent. This
covered a period of six years. Note that since commodity-managed
funds began reporting their results, approximately 14.5 percent of
them have been liquidated at losses of 50 percent or greater.

1 Lee Rose. Managed Accounts Reports. 5513 Twin Knolls Road, Suite 213,
Columbia, Maryland, 21045.
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The best overall performance of such programs is in the area of
19.1 to 30.4 percent of starting equity. Remember, this does not take
into consideration the funds that have been closed out at 50 percent
losses or more.

In order to have realistic expectations, we can use the foregoing
parameters of performance as our guidelines. Taking an average, you
can see that 19-31 percent profit per year is a realistic expectation.
Don’t be dismayed—19-31 percent compounded at an annual rate
works out to be a very high figure.

CAN YOU MAKE THE COMMITMENT?

Consider the results I have just discussed. These results were ob-
tained by full-time professionals in the commodity business. Their
work required a major commitment of time and effort. Although it is
probably true that there is not a one-to-one relationship between
profits and efforts extended in the futures markets, it is true that
considerable effort is necessary in order to achieve reasonably good
results. You must assess your efforts and goals realistically in terms
of the time commitment you can make.

People, generally, are long on ambition but short on effort. But
even effort, in and of itself, does not guarantee profitable trading.
Effort must be directed at a particular goal. It must be guided
through proper steps. Effort must be aimed in the right direction. It
must be self-correcting. Patience and a willingness to learn from mis-
takes is needed. All of this takes time! Perhaps the greatest favor you
can do for yourself is to be realistic in terms of time. This leads to the
next issue.

HOW WILL YOU ACHIEVE YOUR GOAL?

The goal of profits in futures trading can be achieved through many
ways—long-term trading, short-term trading, speculating on an in-

2 Figures through end of 1985.
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