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TREND I
FOLLOWING1
How GreatTraders Make Millions
in Up or Down Markets
M I C H A E L C O V E L
 


	2. $29.95 U.S. /  $42.95 Canada
For 30 years, one trading strategy has consistently
delivered extraordinary profits in Bull and Bear
markets alike: Trend Following.
Trend Followingdetails the anti-Wall Street strategy
that has made billions for some of the most
successfultraders of all-time.
But despite it's phenomenal performance,Trend
Following is still seen as an undergroundtrading
strategy. Even though it is used by many of the
biggest moneymakers on Wall Street, many
unfoundedmyths abouttrend following abound.
Michael Covel shatters the myths and details this
little-understoodtrading strategy:
The proof is in the results-Hardperformance data
from professionalmoney managers
All tile information you need ...in one number-
Why the market price tells you all you needto
know to trade
Pin pointing targets of opportunity-Whatto trade,
when to trade it,and how much to trade
How it's done: classic case studies-Who profited
from the global scandals of the last 15years ...
and how they did it
Meet the Trend Followers-Extraordinary trader
profiles, including Bill Dunn, John W
. Henry, and
Keith Campbell
uww.ft-ph.com
1renti ice Hall
1/1/111 1111.
 



	4. Praise for Trend  Following
"Miclzael Covel's Trend Folloving: Essential."
-Ed Seykota,
Trend Follower and Original IvParltet Wizard
"Trend Following by Michael Cove[?I'm loilg this boolz."
-Bob Spear,
Developer ofTrading Recipes Software
"Michael Covel's Trend Following is a breakthrough book that cuptures the
essence oj'what really makes marlzets tick. Diligenth researched and
comprehensive in scope, it will replace Market Wizards as the must-read bible
for a new ge?zeratioizof traclers."
4onathan Hoenig,
PortfolioManager, Capitalistpig I-Iedge Fund LLC,
Fox News Contributor
"Michael Cove1lzas written the definitive book on Trend Followi~~g.
With.careful
research and clear insight he has caph~red
the esse?zceof the most success~il
oj
all trading strategies. Michael knows his subject nzatter and he writes about it
with passion, conviction and enthusiasin. This enjoyable and well written book
1
is destined to become CL classic."
-Charles LeBeau,
author ofTeclznical lhders Guide to ComputerAnalysis of the Futures
Markets
"Trend Following is nit engrossing and educational,journey through the
principles, piualls, players ancl psychology oj'aggressive technical trading oj'the
investmei~t
markets. Rich in its wisclonz mzd histo7icaE stucly."
-Gerald ilppel,
I'resident of Sigllalert Corporation and
Publisher of Systcrns and Forecasts Newsletter
 


	5. "Coizventional wisdom says  buy low and sell high, but what do you do izow
that yourfavorite market-be it a stock, bond, or comnzodi+is at a n all-time
high or low? For a completel3~
different perspective, J
?
o
m people who actually
make money at this business, take a look inside. Michael Covel has written a
timely and entertaining account of Trend Following-how it works, how to do
it, and who can do it. Wlzile it's notfor everybody, it might beforyou."
-Charles Faulliner,
NLP Modeler and Trading Coach,featured in numerous books including
The New Market Wizards
"I think the book did a superb job of covering the philosophy and thinking
behind tl-endfollowing (basically why it works). You miglzt call it the Market
Wizards of ?I-endFollowing."
-Van K. Tharp,Ph.D.
President, International Institute ofTradingMastery, Inc.
Van was originallyprofiled in TheMarket Wizards by Jack Schwager
"I think that this book documents a great deal of what has made Trend
Following Managers a successful part of the money management laizdscape
(how they manage risk and investment psychology). It serves as a strong
educational jzist$cation on wlzy investors shozild consider using Trend
Following Managers as n pnrt ojan overall porSfolio strategy."
-Tom Basso
Retired CEO,Trendstat Capital Management, Inc., Scottsdale,AZ
Tom was originally profiled in Tl~e
N m Market Wizardsby Jack Schwager
"Michael Covel mizes a unique blend of w a d following matters with the thoughts
aitd quotes of miccessJii1waders, investors and society's leaders. This is a
valuable contribution and some of the best writing on mendfollowing rue sea."
-Robert (Bucky)Isaacson
Managed Money and Trend Following Pioneer for 30+Years
"Trend Following:Definitely required readingfor the aspiriilg ti-ader."
-David S. Druz
Tactical Investment Management
Trend Follower for 25 years, I-Ialeiwa,HI
"Michael Cove1reveals the real secret about trading-that there is no secret. His
points are peppered with w i s c l o m ~ o m
experts across the iizdtist~y."
--John Ehlers
President, MESA Software
 


	6. Trend Following:
How Great  Traders Make
Millions in Up or Down Markets
MichaelCovel
An imprint of PEARSON Education
London .New York Son Froncisca Toronto .Sydney
Tokyo Singopore Hang Kang .Cope Town .Modrid
Paris * Milan Munich .Amsterdam
 


	7. Lihruly of Congress  Cntnloging-in-PublicntionDatn
Covcl, hlichael.
Trend fallowing: hotv greet trndcrs mnlre millions in up or down mnrlrets I hlichacl Covel.
p. cm.
Includes bibliogmphicol references and index.
1.Investments. 2. Stooks. I. Title
Phototmphy: hlork Finhcnstnedt
Editoriul~roduction
Supcn.ision: Donnn Cullcn-Dolce
Covcr Design Dircotor: Jerly Vottn
Cover Design: hlaw Jo DeFranco
- -
Executive Editor: .Jim Boyd
Editorinl ~ssistanf:Richard Winlder
hlrrrketing hlannger: John Pierce
0 2004 Pearson Educntion, Inc.
I'ublishing ns Finnncinl rimes Prentice Hall
Upper Suddle River, New Jersey 07458
Finnncinl limes Prentice llilll offen excellent discounts on this book when ordered in quantity for bulk
purohnscs or special snles. For more informntion, please contnct: U.S. Corporate and Govcmmcnt Snles, 1-800-
382-3419, corpsnIes@peonontecl~~roup.com.
For snles outside of the US., please contnct: Intemntionni Snles,
1-317-581-3793, intcmationnl@pcnrsontcoh&oup.com.
Company nnd product names mentioned herein are the vndemnrlts or rcglstcrcd trndemarks of their
respective owners.
N i rights reserved. No pnrt of this book may be rcpmduccd, In any farm or by any means, wlthout permission
in writing from the publisher.
Printcd in the United States of America
Fifth Printing
ISBN 0-13-144603-7
Penrson Educutian Ltd.
I'cunon Education Australia Pty.. Limited
Peorson Educntion Singapare, Pte. Ltd.
Pcnrson Education North Asin Ltd.
Pennon Education Cunndn, Ltd.
Pennon Educnci6n de hlcxico, S.A. de C.V.
Pennon Educntion--Japan
Peanan Education Mnlnysia, Pte. Ltd.
 


	8. For all those  investors and traders
who wish they'd done things dgferently,
now in need of a n aha! experience.
 


	9. In an increasingly  competitive world, it is quality
of thinlcing that gives an edge-an idea that opens new
doors, a technique that solves a problem, or an insight
that simply helps make sense of it all.
We work with leading authors in the various arenas
of business and finance to bring cutting-edge thinlcing
and best learning practice to a global market.
It is our goal to create world-class print publications
and electronic products that give readers
lcnowledge and understanding which can then be
applied, u~hether
studying or at work.
To find out more about our business
products, you can visit us at www.ft-ph.com
 


	10. FINANCIAL TIMES PRENTICEHALL  BOOKS
For more information, please go to www.fi-ph.com
Business and Society
Douglas K Smith
On Valueand Values:Thinking Differently About We in an Age of Me
Current Events
Alan Elsner
Gates of Injustice: The Crisis in America's Prisons
Economics
David Dranove
What'sYour Life Worth?Health Care Rationing...Wlio Lives?Who Dies?
Who Decides?
Entrepreneurship
Oren Fuerst and Uri Geiger
From Concept to Wall Street:A CompleteGuide to Entrepreneurship
and VentureCapital
David Gladstone and Laura Gladstone
Venture Capital Handbook: An Entrepreneur's Guide to Raising VentureCapital,
Revised and Updated
Thomas K. McKnight
Will It Fly?How to Know if Your New Business Idea Has Wings...
Before You Takethe Leap
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	18. U Preface
"Men wanted  for hazardous Journey. Small wages. Bitter cold. Long
months ofcomplete darkness.Constant danger. Safe return doubtful.
Honor and recognition in case of succe~s."~
This book is the result of an eight-year "hazardous journey" for Wzen it is a question o
f
the truth about Trend Following. It fills a void in a marketplace mo11e3~,
eveiyoneis o
f the
inundated with books about finance and trading but laclung any same relitiol~
resource or, for that matter, practically any reference to what we Volfoire
believe is the best strategy to consistently make money in the
markets. That strategy is known as Trend Following:
"Let's break down the term 'Trend Followii~g'into its
components. Tlzefirst part is 'treitd.'Eweiy trader needs a trend to
nlake money. uyou think about it, no matter what the techniclzie,
ifthere is not a trend afteryou buy, then you will not be able to sell
at higher prices. ..'hllowing'is the next part ofthe tenn. W
e use
this word because trend followers always wait for the trend to J
shzftfirst, then ~ollow'
it.'?
Trend Following seelw to capture the majority of a trend, up or
down, for profit. It trades for profits in the major asset classes-
stocks, bonds, currencies, and commodities. IIowever simple the
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Education rears disciples, basic concepts about Trend Following are, they have been widely
iinitrctors,and routi~rists, misunderstood. Our desire to correct this state of affairs is !rl~at,
in
,lot pioneersofnm idcrrs part, launched our research. $re wanted to be as objective as
and crcativegeniuses. The possible, so we based our writing on the available data:
schools are not nurseries o
f
pmgress ant1 iinpmvement,
but consematories o
f Trend followers' month-by-month perfomlance histories.
tradition and unvaq~ing
n~odes
o
f thought.
Trend followers' published words and comments over the last
Ludwig von Miser 30 years.
News accounts of financial disasters.
News accounts of the losers in those financial disasters.
Charts of markets traded by trend followers.
Il~ Charts of markets traded by losers in the financial disasters.
If Irecould have developed a boolc comprised of only numbers,
charts, and graphs of Trend Following performance data, wc would
have. IIomever, without any explanation, few readers would have
appreciated all of the ramifications of what the data showed.
Therefore our approach to writing Trend Followi?~g
became similar
to the one Jim Collins describes in Goocl to Great, in vhich a team
of researchers generated questions, accumulated data in their open-
ended search for answers, and then energetically debated it.
Trend follovers we studied form a sort of underground networlt
of relatively unltnown traders who, except for an occasional article,
the mainstream press has virtually ignored. What we have
attempted to do is lift the vcil, for the first time, on who these
enormously successful traders are, how they trade, and what is to
be learned from thcir approach to trading that we might apply to
our own portfolios.
?I-end Followii~g
cl~allenges
much of the conventional wisdom
about successful trading. Ve were determined to avoid being
influenced by lmowledge institutionalized and defined by Val1
Street. Ve were adamant about fighting "flat earth" thinlting.
During our research, we tried to avoid starting with an assumption
and then finding the data to support it. Instead we asked the
question and then, ol~jectively,
doaedly, and slowly, let the answer
reveal itself.
If there mas one factor that motivated us to work in this
manner, it was simple curiosity. The more we uncovered about
 


	20. Preface xvii
trend followers,  the more wanted to linow. For example, one of
our earliest questions ,as who profited when Barings Bank
collapsed in 1995. Our search unearthed Barings Banli-rciatcd
performance data including that of trend follower John IV. IIenry
(now the majority owner of the Boston Red Sox). His track record
generated new questions, such as, "IIow did he discover Trend
Following in the first place?" and "1Ias his approach changed in any
significant way in the past 20 years?"
Ve were also curious about who won the $1.9 billion Long Term Tile ilnportal~t
t11i11g
in
Capital Management lost during ilugust and September 1998. Ve Sciellc"s llotso llluch to
wantcd to linow why the biggest banlis on TVaIl Street would invest "b"i" newJ'ctscrs
discuuei- new wavs qf
$100 billion in an options pricing model, Nobel prizewinning or dli,lkillg thslll,
not. Further, considering what mutual fund managers have lost in 1/ Sir William Bragg
the past few years and what successful trend followers have earned
during the same time period, we could not understand w
v
1
1
y so few
investors lmow anything about Rend Folloring. %reailso became
interested in:
IIow trend followers win in the zero-sum game of tmding.
IVhy Trend Following has been the most profitable style of
trading.
The philosophical framework of trend followers' success.
Timeless principles of Trend Following.
The Trend Following worldriew of marliet behavior.
Reasons why Trend Following is so enduring.
Many of the trend followers we studied arc reclusive and
extremely low ltey. Some discovered Trend Following on their own
and used it to malie their fortunes out of home offices. Bill Dunn, :I b
'
successful trend fnllo'er who has heaten the markets for over 25
pears, works out of a quiet, spartan office in :I Florida coastal toi7n.
For Val1 Street, this approach to trading is tantamount to sacrilege.
It goes against all the customs, rituals, trappings, and myths we
have grown accustomed to associilting with Val1 Street success. In
fact, it is our hope that our profiles of trend followers will correct
the public's misconception of a successful trader as a harried,
intense worliaholic who spends 2 4 7 in the laby~inthof a IVaIl
Street trading f i n , surrounded by monitors and screaming into a
phone.
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Fish see the bait, but not
tile hook; men see tile
profit, but not the peril.
Chinese Proverb
T
o be aware howJi7litfi1l
the pla>firlmood can be is
to be immune to the
pmpogando o
f tile
alienat~d,
which evtols
resentment as aJilel rd'
achiwronent.
Eric Hoffer
We've assembled the first comprehensive look at Trend
Following, but this is neither a course nor the only resource you will
ever need. It is to be used in conjunction with our Web site at
www.tren~o~lowing.com.
We have tried to be comprehensive with
our definitions. However, if we mention an unfamiliar word, name
or reference a source you haven't heard of, please go to Google
(www.google.com).
We have tried to make the material accessible and interesting
enough so it might give you an occasional "aha" experience.
However, if you're loolcing for trading "secrets," you need to look
elsewl~ere.
There are none. If you're in the mood for stories about
what it's like inside a typical Val1 Street firm or how greedy traders
sow the seeds of their destruction, like in Den o
f Tlzimes, or
Barbarians a t the Gate, we will not meet your needs.
You may have noticed that I use "we" instead of "I" when
describing the process of writing this book. That's because it could
not have been written without the generosity of the traders,
professors, investors, colleagues, and friends who graciously shared
their wisdom and trading experiences with me. Without their
support, hard work, long hours, and creativity, Trend Following
would still be an ongoing hazardous journey. So if there is any
"honor and recognition" to be given, it is to everyone who
participated, not just the person whose name appears on the cover.
 


	22. It is a  pleasure to recognize the colleagues, mentors, finance
writers, traders, and friends who contributed directly and indirectly
to this boolc.
William IV. Noel, 111and Justin Vandergrift must be singled out
for special mention. They were the core members of our original
Trend Folloving research team. The boolc would not have come
together without their hard work.
I am particularly grateful to those traders-Ed Seykota, Bill
Dunn, Daniel Dunn, Marlc Rzepczynski, Pierre Tullier, Jason
Russell, Easan IOtir, Jonathan Hoenig, and Paul Mulvanep-who
were generous with their feedback under tight writing deadlines.
And thanks also to Martin Bergin of Dunn Capital Management for
an initial introduction to Bill Dunn.
The support of Charles Faulkner must be acltnowledged as well.
Ile shared his intellect, enthusiasm, and most of all, his time,
reading and critiquing various drafts. I-Iis advice kept me out of
trouble, and his patience was extraordinary.
Celia Straus, Jerry Mullins, Withers Ilurley, Elizabeth Ellen,
Justice Litle, Barry Ritholtz, Marlc Rostenko, Tom Rollinger, Arthur
Maddoclc and Bob Spear also made valuable contributions.
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There is norl~irig
inure
dlflcult to take in Rand,
nzorc prrilolrs to conducr,
01- ntore uncertaiil in its
success, than to take tlte
lead in tlte introduction o
f
a ncw order o
f things.
Muthiovelli
Throughout years of research, I've benefited repeatedly from
the trading wisdom and experience of John V. IIenry, Salem
Abraham, Peter Borish, Jonathan Craven, Marlr fIawley, John
I-loade, Shaun Jordan, Carol Kaufnlan, Jane Martin, Leo Melamed,
Larry A,Iollner, 1Um Hunter, Gibbons Burlre, Chuck LeBeau, and
Leon Rose. 1 want to especially thank Jerry Parker for answering
questions early in my career.
And thank you to the follorving publications and writers who
generously allowed us to quote from their work: Michael
Mauboussin, Sol IVaIrsman and Barclay Managed Futures Report,
Futures magazine, Managed Account Reports, Michael Rulle of
Graham Capital Management, Tecl~nical
Analysis o
f Stocks and
Com?nodiriesmagazine, and Winton Capital.
1 am also indebted to the following authors whose worlrs
continue to be treasure troves of information and insight: Morton
Baratz, Peter Bemstein, Clayton Christensen, Jim Collins, Jay
Forrester, Tom Friedman, Gerd Gigerenzer, Peter Todd, Daniel
Goleman, Stephen Jay Gould, Nan Greenberg, Larry Harris, Robert
ICoppel, Edwin Lefevere, Michael Lewis, Jesse Livermore, Roger
Lowenstein, Ludwig von bIises, Lois Peltz, Ayn Rand, Jim Rogers,
Jack Schwager, Denise Shelierjian, Robert Shiller, Brett
Steenbarger, Van Tharp, Edward Thorp, Brenda Ueland, and
Diclison Watts.
This book could only have come to fruition with the editorial
guidance of Jim Boyd at Financial Times Prentice Ilall, as well as
the able assistance and attention to detail of Dennis Higbee, who
copyedited. 1 also want to thanli Donna Cullen-Dolce, Lisa
larlrovsIslii and John Pierce for their remarlrable production and
marlieting sliills. And to Paul Donnelly at Osford University Press, 1
owe a special debt of gratitude for seeing the potential of our initial
proposal.
-Michael Covel
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future. Ever).humnn i~ction
is u specl~lation
in that it is embedded in the
flux of time."-Ludwig von blises'
The Market
A market is simply a place where buyers and sellers gather to
trade and exchange goods, buying and selling for any number of
reasons. The marlcet performs the essential role of connecting
financial and real economies. The New Yorlt Stock Exchange and
the National Association of Securities Dealers Automated Quotation
System (you hear it called NASDAQ on the news) are two markets.
There are also futures exchanges like the Chicago Board of Trade or
the Chicago Mercantile Exchange. All of these exchanges are
marltets where trend followers do tlieir buying and selling.
It is the markets' ability to give a "price" that buyers and sellers
can rely on as fact. Ludwig von Mises, the great Austrian economist,
offered:
Tlte people that I kitfm
who are tlte nlost
s~~cccssfil
at ti-urlii~g
are
passionate abolct it. Tlley
Ji~Hllwhat I think is the
first rcquiren~ent:
d~~e/opillg
i?~t~litio?ls
nbollt
sf~n~ething
the)>care about
rleeply, in dtis case,
trading. Tl~ey
are tl~e
pcopie wllo snlr/ygears o
f
charts, or commodity
al~nuals
. .. Tltey dee'elop a
deep knowleclge o
f
w~lmt~wer
form qf alta!ssis
they rlse. Ot~t
o
f tl~at
passion altd knowlerlge,
tlteir trnrliilg i~leas.
iltsights, rcrtrl inn~itions
emerge.
(hurler Foulkner?
"It is the vely essence of prices that they are the offslioot of the
actions of individuals and groups of individuals acting on their own
behalf. The catallactic concept of exchange ratios and prices
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Thejo~,
of winning and the
pain oflosiilg are iigl~t
up
tltere with the pnin of
winning altd t1le.jo.v of
losing. Also to consider are
tlle joy and pain of not
pnrticipnting. The relative
strcllgdls of thesefeelings
tend to hicrcase with the
clistaizce of the trader.hm
his commitment to being a
trrrder.
Ed Seykolo'
precludes anything that is the effect of actions of a central
authority, of people resorting to violence and threats in the name of
society or the state or of an armed pressure group. In declaring that
it is not the business of the government to determine prices, we do
not step beyond the borders of logical thinlting. A government can
no more determine prices than a goose can lay hen's eggs.""
Winning and Losing
Between the corporate and marltet scandals of the past few
years, it is understandable that the general public equates winning
with abusing the market system. Ilowever, there are disciplined
men and women trading in the markets with the utmost integrity
nrho achieve spectacular returns year after year. Ve urge you to
examine their marltet philosophies and strategies so that you will
understand what males them successful. Ve ask you to examine
their beliefs and sclf-perceptions so you understand what keeps
them honest. 1-Iowever,before wc examine other's perspectives, we
want you to take a moment to consider pour own. IIow do you
approach investing?
For example, does this describe you? At the end of the Nineties,
just when you were feeling good about yourself because you were
more secure financially, the dot-com bubble burst, and by the time
it was over, you had lost a significant amount of money. You found
yourself angry 'it11 the analysts, experts, brokers, or money
managers whose advice you had talten. You didn't do anything
wrong except follow their advice. Now you doubt that that you will
ever meet your investment goals. You've held on to your remaining
investments believing that the market will eventually turn around,
but deciding what to do with your 4Olk money has become
stressfi~l.
You still believe that buying at the bottom is the w:~yto go.
You've now begun to think that what winning in the markets really
requires is just plain dumb luck.
r y o u think education is Or maybe you might view your financial world like this: Sure,
e.vl'ellsiVe, tr)' ignvlance. you lost some money in the hear market but, win or lose, you enjoy
DerakBak the thrill of investing in rc stoclt in the hopes of malting a profit.
Investing is entertainment for you. Plus, you lilte to boast about
your investments to garner the admiration of others. You ltnow you
can be depressed and angry when you lose, but you also know that
when you win, you feel terrific. It's a great high. Since your main
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goal is to invest for cluiclc profits, you're going to lreep on doing what
you've always done, bear or bull. After all, there wis one time a few
years ago when trading off a "hot tip" made you a nice profit.
There is a much better way to think about investing. IIow would d
'
?
'
you feel about embracing this perspective? Your approach is
'
objective and rational. You have enough confidence in your own
decision-making that you don't scelc out investment
recommendations from others. You're content to wait patiently
until the right opportunity comes along. Yet, you're never too proud
to buy a stoclr that is rnalring new highs. For you, buying
opportunities are usually market I~reahouts.
Conversely, when you
recognize that you are wrong, you exit immediately. You view a loss
as an opportunity to learn and move on. 
!
%
a
t good is obsessing on
the past going to do you? You approach your trading as a business,
making note of what you huy or sell and why in the same matter-of-
fact way that you balance your checlrbook. By not personalizing
your trading decisions, you're able to look fonvard to making them.
What a starlr contrast in perspectives. The first is that of a The perfect b~ecnlntor
potential loser; the latter is that of a potential winner. Don't be in must know toget ill:
such a hurry to choose the winning approach until you've found out more important ke nll~st
know w11m to stay OIIC;
just what malting such a choice entails. On the other hand, we hope lllld inlponallt
you'll find, in Pencl Following, the inspiration to step up to the know when to get out
plate and go for it: once hek in.
"Profit-seeking speculation is the driving force of the
market."-Ludwig von blisess
Investor v. Trader.
How Do You See the world?
Do you consider yourself an investor or a trader? Most people
think of themselves as investors. IIowever, if you lcnew that big
winners in the marliets call themselves traders, wouldn't you want v
'
to know why? Simply put, they don't invest, they trade.
Invescors put their money, or capital, into a market, lilie stoclcs
or real estate, under the assumption that the value of thc entity
they invest in will increase over time. As the value increases, so
does the person's "investment." Investors typically do not have a
plan for ,hen their investment value decreases. They hold on to
their investment, hoping that the value will reverse itself and go
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been rnuitagittg iilonejS.
Cown~mcnt
regulariun
ai~rl
intemzntion have
been, are, and will
continue ti>be pwsentjbr
us k111g
as society needs
rules by wl~ich
to live.
Todaj'k goveinnrei~tol
ii~temention
or decree i
s
ton~orrowk
opporrunitj?
For esumple, govenlmetlts
!
often act in the same u a v
that cal-telsact. Easily cl~e
most don~inant
and
efictive curtel llus bee11
OPEC, at~d
cwet OPEC 110s
been ~nlable
to create an
irleal %~or~rlfio~ll
the
stantlpoint of piicinl: its
prcjduct, Frce lllarlzets will
niwa~rsjtn~l
thcir ow11
! means of price discove1)1
I Keilh Compboll"
Nothing ltus changed / back up. Investors typically succeed in bull markets and lose in
during the 21 years webe bear markets.
! d
?)andfollowers are /
tmders, so we generally
use the word "trucler"
instead I$ "investor"
1I
c ' m thn~rghout.
I'
This is because investors anticipate bear, or down, markets
with fear and trepidation and therefore are unable to plan how to
respond when they're losing. They chose to "hang tight," so they
continue to lose. They have some idea that a different approach to
losing involves more complicated trading transactions like "selling
short," of which they ]mow little and don't care to learn. If the
mainstream press continually positions investing as "good" or
"safe" and trading as "bad or "risky," people are reluctant to align
themselves with traders or even seek to understand what trading, as
opposed to investing, is all about
A trader has a defined plan or strategy to put capital into a
market in order to achieve a single goal: profit. Traders don't care
what they own or what they sell as long as they end up wvith more
money than they started out with. They are not investing in
anything. Thcy are trading. It is an important distinction.
Tom Basso, a longtime trend follower,has often said that a person
is a trader whether or not they are actually trading. Somepeople thinlc
they must be in and out of the markets every day to call themselves a
trader. mat maltes someone a trader has more to do wvith their
perspective on life than with malcing a given trade. For example, a
trend follower's perspective includes patience. Like the African lion
waiting for days for the right moment to strike its unsuspecting prey,
a trend follower can wait weelis or months for a trend.
Ideally, traders go short as often as they go long, enabling them
to make money in both up and down markets. However, a majority
of "tmders" won't or can't go short. They resemble investors in that
they struggle with the concept of making money when a market
declines. Ve hope that after reading Trend Following, the
confusion and hesitation associated with making money in down
markets mill dissipate.
Fundamental v. Technical:
What Kind of Trader Are You?
'' There are two basic theories of trading. The first theory is
fundamental analysis, the study of external factors that affect the
supply and demand of a particular market. Fundamental analysis
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pays attention to factors like weather, government policies,
domestic and foreign political and economic events, price-earnings
ratios, and balance sheets. By monitoring supply and demand
factors, or "fundamentals" for a particular market, it is supposedly
possible to predict a change in market conditions before that
change has been reflected in the price of the market.
The vast majority of Wall Street are proponents of fundamental
analysis. They are thc academics, broliers, and analysts who spoke
highly of the "nev economy," predicting that all dot-com stocBs
would rise forever due to an assortment of fundamental forecasts.
Millions bought into their rosy projections and rode the dot-com
bubble straight up with no clue how to exit when the bubble burst.
I-Iasanyone changed their investment strategies, or do they still
need their daily fix of f~mdamentalheadlines? Evidence that
nothing has changed can be found in Yahoo! Finance's commentary
outlining a single day of trading in the fall of 2003:
"It started of£decent, but ended up the fourth straight down day
for stocks . . . early on, the indices were in the green, mostly as a
continuation from the bounce Monday afternoon . . .but as the day
wore on and the marlcets failed to show any upward momentum,
the brealidown finally occurred . . . The impetus this time was
attributed to the weakness in the dollar, even though the dollar was
down early in the day while stocks were up . . . also, oil prices
popped higher on wishful thinlung statements from a Venezuelan
official about OPEC cutting production . . . whether or not these
factors were simply excuses for selling, or truly perceived as
fundamental factors hardly matters .. . The tone is fragile and the
chartists are becoming increasingly concerned about a more
significant correction . . .the late, quick dip in the indices at the
close didn't help . . . the corporate news was generally good . . .
I-IomeDepot @ID34.95 -0.52) had an excellent earnings report but
lost early stoclc gains . . . Agilent (I 27.77) also had good earnings
. . . General Electric (GE 28.44 +0.63) was upgraded to 'buy' at
Merrill Lynch."
Millions of readers still log on to Yahoo! Finance every day, so
on their behalf we ask the following questions:
Why aren't four straight down days a good thing if you are
short?
M'llenwer wc get a peliorl
d p o o r pelformance, ntost
investors conclnde
something lntcst befisccl.
T11eyask if tlrc 111arkett;
/lave changed. Brct trend-
following presycpposes
change.
JohnW. Henry'
One of our basic
philosoplrical terzclencies is
that change is constant,
change is ranclont,and
trends will reappear f w e
go d1roug11
a period of non-
trendi~rgmarlzcts. Itk onls
a precursor tojuture
trends anrl wefeel iftl~el-e
is an evtcnded period oj'
non-trending markets, this
realljl does set up u base
for weq d~!narnic
trenrls in
tlzefuncre.
Former Heod of Reseorch
ot John W. Henry0
Please define with a precise fonnula the term bolince
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But I d~ink
our ace in the
hole is that the
governmentsusually screw
things up and don't
maintain their sound
money and policy
coordination.And about
the time we're ready to give
up on what usually has
worked, and proclaim tl~at
the world has now
changed, the goveinments
help us out by creating
unwise policy tl~at
helps
produce dislocations and
trends.
Jerry Porker"
Please define with a precise formula the tenn upward
momentum.
Who attributed the impetus to weakness in the dollar? How did
they do this?
Please define with a precise formula the tennfragile tone
What does the corporate n m s was generally good mean?
What does it say for fundamental analysis that IIome Depot
reported good earnings, but the stock dropped?
Merrill Lynch has issued a buy for GE. Will there ever be a
sell? How much does Memll Lynch say we should buy of GE?
Where are the facts in yahoo!'^ commentary? Where is the
objectivity? One of the greatest trend followers, Ed Seyliota, nails
the problem of fundamental analysis with his typical good humor:
"One evening, while having dinner with a fundamentalist, I
accidentally lmoclced a sharp lrnife off the edge of the table. Nc
watched the lmife twirl through the air, as it came to rest with the
pointed end sticlung into his shoe. 'Why didn't you move your foot?'
I exclaimed. 'I was waiting for it to come back up,' he replied."g
Don't we all know an investor who is waiting for "their" market
to come baclc? Motley Fool's home page reflects the folly of literally
"banking on" fundamental analysis as a solution:
"It all started with chocolate pudding. When they were young,
brothers David and Tom Gardner learned about stoclcs and the
business world from their father at the supermarlcet. Dad, a lawyer
and economist, would tell them, 'See that pudding? We own the
company that makes it! Every time someone buys that pudding,
it's good for our company. So go get some more!' The lesson
stuck.""'
David and Tom Gardner's pudding story may be cute but it is
not complete. Their plan gets you in, but it doesn't tell you when to
get out of the pudding stock or how much of the pudding stock you
must buy. Unfortunately, many people believe their simple story is
a good strategy for malting money.
The second theory, technical analysis, operates in stark
contrast to fundamental analysis. This approach is based on the
belief that, at any given point in time, market prices reflect all
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Imown factors affecting supply and demand for that particular
marliet. Instead of evaluating fundamental factors outside the
market, technical analysis looks at the marliet prices themselves.
Technical traders believe that a careful analysis of daily price action
is an effective means of capitalizing on price trends.
Now here is where the understanding of technical analpsis gets
tricky. There are essentially two fornis of technical analysis. One
form is based on an ability to "read" charts and use "indicators" to
divine the mc~rketdirection. These so-called technical traders use
methods designed to attempt to predict a marliet direction. Herc is
a great example of the predictive view of technical analysis:
"I often hear people swear they malie money wit11 technical
analysis. Do they really? The answer, of course, is that they do.
People malie money using all sorts of strategies, including some
involving tea leaves and sutlspots. The real question is: Do they
make more money than they would investing in a blind index fund
that mimics the performance of the marliet as a whole? Most
academic financial experts believe in some form of the random-
walk theory and consider technical analysis almost
indistinguishable from a pseudoscience wvl~osepredictions are
either worthless or, at best, so barely discernably better than
chance as to he unexploitahle because of transaction costs.""
This is the view of technical analysis held by the majoritp-that
it is some form of superstition, like astrology. Technical prediction
is the only application of technical analysis that the niajoritp of Wall
Streeters are aware of as evidenced by equity research from Credit
Suisse First Boston:
"The question of whether technical analysis worlcs has been a
topic of contention for over three decades. Can past prices forecast
future performance?"l3
However there is another type of technical analysis that neither i/
predicts nor forecasts. This type is based on price. Trend followers
form the group of technical traders that use this type of analysis.
Instead of trying to predict a market direction, their strategy is to
react to the market's movements whenever they occur. Trend
followers respond to what has happened rather than anticipating
what will happen. They strive to keep their strategies based on
statistically validated trading rules. This enables them to focus on
the marliet and not get emotionnlly involved.
~M~~rkets
uren'cchaotic,just
as tile seasonsfollow a
sciies o
f predictable trends,
so dues pn'ce action.
Stocks are like ewerytl~ing
else ill tlte world: Tl~cy
inowe in trends, and trends
tend m persist.
Jonothon Hoenig
Podolio Monoger,
Lopilolidpig Hedge Fund LL[
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It i
s not the snongesto/tl~e..y /' Ilorvever, price analysis never allows trend followers to enter at
species that sumioe, nor ;he exact bottom of a trend or exit at the exact top of the trend.
the inte"itent3 Second, with price analysis they don't have to trade every day.
ones most responsive to
change. Instead, trend followers wait patiently for the right market
(horlesDo~n conditions instead of forcing the market. Third, there are no
performance goals with price analysis. Some traders might embrace
a strategy that dictates, for example, "I must make S400 dollars a
day." Trend followers would ask them, "Sure, but what if the
markets don't move on a given day?"
One trend follower summarized the problem:
''I could not analyze 20 markets fundamentally and make
money. One of the reasons [Trend Following] worlts is because you
/ don't try to outthink it. You are a trend follotver, not a trend
predictor."l*
Discretionary v. Mechanical:
How Do You Decide?
Y We have established the idea that you can be an investor or
trader. Ve have established that trading can be fundamentally or
technically based. Further, technical trading can be predictive or
reactive. And we've explained how trend followers are traders who
use a reactive technical approach based on price. However, there
is one more distinction. Traders can be discretionary or
mechanical.
John W. I.Ienry, one of the best trend followers over the last 20
years, thinl[s it's important for clients to linow his approach and he
makes a clear distinction between the two strategies: "RVH believes
that an investment strategy can only be as successful as the
discipline of the manager to adhere to the requirements in the face
of marliet adversity. Unlilie discretionary traders, whose decisions
may be subject to behavioral biases, R
V
H practices a disciplined
investment process."l5
When IIenry speaks of decisions that may be subject to behavioral
biases, he is referring to the legions of traders who make their buy
and sell decisions based on the sum of their marliet knowvledge,
their view of the current market environment, or any number of
other factors. In other words, they use their discretion-hence the use
of "discretionary" to describe their approach to trading.
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Decisions made at the "discretionn of the trader are subjective v
'
and therefore can be changed or second-guessed. There are no
ironclad assurances that these discretionary trading decisions are
based on reality, and not colored by personal bias. Of course, a
trader's initial choices to launch the system are discretionar).. You
must make discretionary decisions like choosing a system, selecting
your portfolio, and determining a risk percentage. However, once
you've decided on the basics, you can then choose to systematize
these discretionary decisions and from that point on rely on a
mechanical trading system.
Mechanical trading, used by trend followers, is based on an The ti-m~d
i s ~ w u r j i e n d
objective and automated set of rules. The rules are derived from 'ScePt at end tollen it
their market view or philosophy. Traders rigidly follow these trading bends.
rules (often putting then1 into computer programs) to get Ed Seykolo'8
themselves in and out of the market. A mechanical trading system /
makes life easier by working to eliminate emotion from trading
decisions and forcing you stick to the rules. It enforces discipline. If
you hrealc your own rules with a mechanical trading system, you
can go broke.
John JV. Henry speaks to the downsides of discretionary
tmding:
"Unlilte discretionary traders, whose decisions may be subject
to behavioral biases, JVH practices a disciplined investment
process. By quantifying the circumstances under which key
investment decisions are made, the An-I methodology offers
investors a consistent approach to markets, unswayed by
,judgmentalhias."l6
It seems a bit rigid to say you can't even use just a little
discretion wvhen faced with a trading decision, doesn't it? ilfter all,
where's the "fun" if all you ever do is follow a mechanical model? d
But then Trend Following isn't about fun. It's about winning. The
Director of Research of Campbell and Company, one of the oldest
and most successful Trend Following firms, is adamant about
avoiding discretion:
"One of our strengths is to follow our models and not use
discretion. This rule is written in stone at Campbell.""
You will see that, like Campbell's Director of Research, trend
followers use their words carefully and deliberately. It was
encouraging to us to find that there are fern if any instances when
their words don't reflect their performance data.
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Defining o trend is like
defining love. Ilk know it
wlten we see it, but w e ure
rar-eljj s u w e%,[icrlvialrat it
is. I.'nng nild Hsiehb puper
goes a long wt8.v to cloing
for trends w l ~ a t
poets have
been tlping to dofor love
since time inirnnnoliu/.
Thej,ziwe us a woi-lzing
n~orlel
that quai~titativelj'
defines their vrcl~~cfor
us.
Tmders will not be
slrrprised to Im~r7tdiut
Trent1 Fc,llowirtg udvisurs
perfonnctl best d ~ ~ r i i ~ g
J
estre~ne
m~lrlzet
moves,
especially during botl
inonthsjbi-equities.20
Timeless
Trend Following is not new. The strategy is simply discovered
by new generations of traders at different times:
"[Salem Abraham, a trend follower,] began researching the
m:~rlietsby asking a simple question:  n o is making money? The
anstvcr was trend followvers and his journey began."19
Few people have made the journey with Salem Abraham.
During the dot-corn era of the late 1990s, so many investors and
traders with so little strategy were maliing so much money that
trend followers disappeared from the radar screen even though they
ltept right on malting money.
Since Trend Following has nothing to do with short-term
trading, cutting edge technologies, or Val1 Street Holy Grails, its
appeal was negligible during the stock market bubble. If investors
could jump on the bandwagon of practically any "long only" hedge
fund manager or turn a profit trading themselves by simply buying
internet stoclis and holding on to them, what need was there to
adopt a strategy such as Trend Following?
IIowevcr, when we look at how much money trend followers
have made since the bubble has popped, Trend Following becomes
far more relevant. The folloring chart (Chart 1.1) shows a
hypothetical index of three longtime Trend Following firms
compared against the S&P stock indes. The chart combines Dunn
C:ipital Management, Campbell and Co., and John V. IIenr), and
Co. into an equally-weighted indes:
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Comparison of CTA lndex to the S&P 500 Cash lndex
January 1985-November 2003
$1,000 StartingValue--Compounded
l n d e x
OS&P500
CHART 1.1: Trend Following lndex Compared to S&P and NASDAQ
Yet even when Trend Following success is brought to their
attention, investors are still often sltepticnl. They say the marliets
have changed and that Trend Folloming no longer worlis. Their
concern usually stems from a random press story of a trend follower
vho "blew up" and lost all of his and his clients' money. But the
truth is that Trend Following hasn't changed, even though a single y
'
trend follower may have. That is a big difference.
Let's put change and Trend Following in perspective. Markets Cllunge i
s i~oc
mcielv
behave the same as they did 300 years ago. In other words, marltets ilccessun3to itfe-it is life.
are the same today because they always change. This is a Alvin Tofner
philosophical underpinning of Trend Following. 11few years ago, for
example, German marli trading had significant trading volume. Now
the Euro has replaced the German mark. This was a huge, yet
typical, change. If you are flesible, nlarltet changes, liltc changes in v
life, don't have to impact you negatively.
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The people who escel in
anyJield are people who
realize that t11emoment i
s
there to be seized-tltat
there ure opportunities at
m3el-jncna. They are more
aliw to the ntoment. Y
Olorles Foulknerz3
Accepting the inevitability of change is the first step to
understanding Trend Following philosophy. John W. IIenry
describes the benefits of understanding change:
"But what won't change? Change. %en a period of difficult
performance continues, however, most investors' natural
conclusion is that something must be done to fix the problem.
IIaving been through these drawdowns before, we know that they
are unpleasant, but they do not signal that something is necessarily
wrong with the future. During these periods almost everyone asks
the same question in these exact words: 'IIave the markets
changed?' I always tell them the truth: 'l'es.' Not only have they
changed, but they will continue to cliange as they have throughout
history and certainly throughout our 19 years. Trend Following
presupposes cl~ange.
It is based on change.""
Marltets go up, down, and sideways. They trend. They flow.
They surprise. No one can forecast a trend's beginning or end until
it becomes a matter of record, just like the weather. Ilowever, if
your trading strategy is designed to adapt to change, you can talie
advantage of the changes to make money:
"If you have a valid basic philosophy, the fact that things
change turns out to be a benefit. At least you can survive. At the
very least, you will survive over the long term. But if you don't have
a valid basic philosophy, you won't be successful because change
will eventually hill you. I lrnew I could not predict anything, and
that is why we decided to follow trends, and that is why we've been
so successful. We simply follow trends. No matter hov ridiculous
those trends appear to be at the beginning, and no matter how
extended or how irrational they seem at the end, we follow
trends."-John IV. Ilenryzz
Vl~atdoes Henry mean by "a valid basic philosophy"? IIe is
talking about a trading strategy that can be defined, quantified,
written down, and measured in terms of numbers. Do you have one
of those? Does your broker have one? Does your mutual fund
manager have one? Does your high-flying hedge fund have one?
Trend followers do not guess if they must buy or sell. They lmow
what to do, because they have their "valid basic philosophy" set in
a plan.
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Has Trend Following Changed?
There are plenty of people who ignore Trend Following's
tremendous track record and argue that it is outdated or inferior or
that it plain doesn't work.
"IIas Trend Following changed?" mas the topic of a panel at the
Managed Fund Association's Network 2001 conference. Dr. Patrick
L. IVElton, CEO and Chairman of Welton Investment Corporation,
said that there is no evidence that Trend Following has changed. In
order to prove this fact, he constructed 120 trend-following models.
Some were reversal-based, and others were not. Some were
breakout-based on price with others on volatility and band-style
breakouts. The average holding periods ranged from two weeks to
one year. The results gave almost identical performance
characteristics in periods covering the late 1980s, early 1990s, and
late 1990s.
Welton also addressed the misconception that the sources of
return for Trend Following had changed, saying that there was no
evidence to support that perception. IIe pointed out that starting
from first principles, it was a fact that the source of return for Trend
Following resulted from sustained marltet price movements. Human
reaction to such cvents, and the stream of informati011describing
them, takes time and runs its course unpredictably. Welton went on
to state that the resulting magnitude and rate of change of pfice
could not be reliably forecast. This is the precise reason why Trend
Following worlcs.?"
Burt ICozloff, a consu~ltantin the hedge fund industry, also
confronted slteptics. Here is an excerpt from a presentation he gave:
"In February 1985, on a tour of Germany sponsored by the
Deutsche Terminborse, several advisors and pool operators were
making a presentation to a group of German institutional investors.
Among them were two trend-based traders, Campbell 6r Co. and
John IV. IIenry & Co. During the question-and-answer period, one
man stood and proclaimed: 'But isn't it true that Trend Following is
dead?' At this point, the moderator asked that slides displaying the
performance histories for Campbell and Henry be displayed again.
The moderator marched through the declines, saying: 'IIereH the
Tltefour most evpensive
words in the Englisl~
language are "tl~is
time it's
dVferent."
Sir John Templeton
IV71ileconceding tacitly or
explicitly tl~at
over t11elong
run daily price movements
are serially independent
(move randomly) tecl~nical
analystsfocus on i-ecum'ng
short term patterns and
trends. Tl~ey
are like
s-nifboard riders, who
sNdy the mwrements of tlze
waves, not in order to
understand wily they
bellawe as they do, but
simply in order to be on
hand whenewer they surge,
lo cntcl~
them at their crest,
or as soon thereafter as
possible to ride them asfar
as t11eypossible can, and
to dissemble bejbre they
change direction.
Morton5. Buroh25
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first obituary for trend-based trading. Here's the nest one . . . and
the next but these traders today are at new highs, and they
consistently decline to honor the tombstones that skeptics keep
erecting every time there's a losing period.' Campbell and M
I have
made their investors hundreds of millions of dollars since that time.
It might, therefore, be a mistake to write yet another series of
obituaries."'h
A new Trend Following obituary will be written every few years
despite the incredible amounts of money made by its practitioners.
Perplexed at Val1 Street's laclr of acceptance, John V.Ilenry once
responded to Trend Following critics:
By ltoi~est
I don? mea71that
you only tell what* t171e.
But you make clear the
entire sittiation. I'bu make
clear all tlte irlformation
that is required for
son~ebody
else who is
intelligent to make u p their
n~ind.
Riherd Fevnrnon
d "I-lowcan someone buy high and short low and be successful for
two decades unless the underlying nature of markets is to trend?
On the other hand, I've seen year-after-pear, brilliant men buying
low and selling high for a wvllile successfully and then going broke
because they thought they understood why a certain investment
instrument had to perform in accordance with their personal
logic.""
Trend followers generally seem to be oblivious to those who
question the validity of their strategy. Vhy spend energy constantly
defending yourself when you are producing monster returns year
after year?
Trend Following Modus Operandi:
Follow Price
' Trend followers generate phenomenal returns because their
-'_
decisions are ultimately based on one piece of core information:
price. In an increasingly uncertain and, these days, downright
unfriendly world, it is extremely efficient and effective if our
decision-making is based on this single, simple, reliable truth. The
constant barrage of fundamental data, such as price-earnings
ratios, crop reports, and economic studies, plays into traders'
tendencies to make trading more complicated than it needs to be.
Yet, factoring in every possible fundan~entalstill does not tell a
trader how much and when to buy, or how much and when to sell.
It is not unusual for many traders to become familiar with and
focus on only one market (usually in their own country) to the
exclusion of all other global opportunities. Seeking to maintain the
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maximum degree of comfort, they follow this one familiar market's [Pend Followiig] is
movements faithfully. If they specialize in stoclts, they wouldn't motivated b~ a very broacl
dream of branching out into currencies or futures. How can a stock inte'pretation
of ' I e
uniwerse. Tile ~rnderlying
trader Bnow anything about currencies? The idea that you co~lld
belief is tllat econonlic
Imor enough about Cisco and soybeans to trade them both seems s,,stems c ~ l a l l ~ e s
< - - -
unfathomable to some. But think about what cotton, crude oil, in Fun(Ian~enta/s~~atLuall~
- -
Cisco, Sun, GE, the U.S. dollar, the Australian dollar, soybeans, and over long periods of
wheat, Microsoft, EMC, and Oracle all have in common. Price. time, and d ~ n t
tl~e
onsequent trends are
Marltet prices are the objective data. You can compare and /
~mdent
. we~mlzere
in
study prices and lneasure price movements, even if you know lllrn~an
histor),and
nothing about the marltets themselves. You can look at individual commerce. Political,
price histories and charts without lcnowing which market is which
and trade them successfully.
Followthe Trend
Don't try to guess how far a trend will go. You can't. Peter
Borish, former second-in-command for Paul Tudor Jones, lays bare
the only concern a trader must have:
"Price malies news, not the other way around. A marltet is going
to go where a marltet is going to g0."?8
The concept of price as the trading cue is just too dam simple
for people to accept. This is demonstrated by the mainstream press,
who always emphasize all the wrong numbers:
"At some point investing is an act of faith. If you can't believe
the numbers, annual reports, etc., what numbers can you
believe?"-Bill Griftlth, Anchor, CNBC
Bill Griffith misses the point when he aslts what numbers you
can believe if you can't believe a company's annual report. It doesn't
matter whether you can or cannot believe the earnings statement.
All of these numbers can be doctored. The traded price can't be
fixed. It's the only number to believe. IIowever, this simple fact does
not diminish the confusion. Nan Sloan, by all accounts a fine
finance reporter, searches for numbers to trust:
"If some of the smartest people on Wall Street can't trust the
numbers you wonder who can trust the numbers."
mat numbers is Sloan tellting about? Balance sheets? Price-
earnings ratios? You can't ever trust those numbers. Someone can
econonzic and social
regime changes trigger
price adjustments in
markets tltat don't happen
instantaneouslj? For
esan~ple,
tile growth and
decline of the Roman
Empire took place, not in n
dux bl~t
ower I~tindreds
of
years. A major problem, of
course, is thrit markets
don't movefrom one state
to another in a straight
line: tltere are periods of
countertrend sllock and
volatility. 1
V
e spend most of
our time tr),iilg tofind
ways to deal wit11tl~ose
unsettling but inmitable
wents. That being said, it
is realcv not difficult to put
together a sin~ple
trend-
following system that can
generate positive returns
ower a i~alistic
holding
period fi and t11ereare
inan>!manv ct~mn~ercinl
systenls tl~at
hawe been
generating strong, albeit
wolntile, iatumsjbr a long
time. So tllew are clef?nitely
film groundsfor beliming
in Santa Claus.
PoulMulvonev
ClO df
Mulvoney Cnpilol Monogement Ltd.
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always alter them. Beyond that, even if you ltncm accurate balance
sheet numbers, they can never help you deternline when or how
muc11 to buy or sell. John V. Henry drives home the critical lesson:
Ed Seykota is a genius and
a great trader who h a s
been p11e11omenall.v
successfi~l.I4Tten ]first met
Ed lie had recently
graduatedfiom MIT and
had developed some (~ t11e
first conzp~itm
pn~grams
for testing and trading
technical systems. .. .Ed
". . . [PJoliticaIuncertainty is one reason mhy John IV. Ilenry &
Company, Inc. ( M I ) investment decisions are not driven by
diseretionnry judgements. IIow, for example, do you measure tlie
impact of statements from Messrs. Greenspan, Rubin, Summers,
Ivliyazawa, or Saltaltihara? Even if JiV1-I knew a11 the li~lkagcs
between fundamentals and prices, ui~clear
policy comments would
limit our ability to generate returns...trying to interpret die tea
leaves in Humpl~reys-IIawltins
testimony or the minds of Japancse
policy authorities does not lend itself to disciplined systematic
investing. Instead of trying to play a losers game of handicapping
policy statements our models let marltet prices do the talking.
Prices may be volatile but they do not cloud the truth in marltet
reactions. Our job is to systematically sift price data to find trends 1
and act on thcm and not let the littest news flash sway our market
opinion^."'^
!
You can't read tea leaves. John V. Ilenry can't. Ed Seykota
can't. Nobody can. Villiam Eclthardt, a longtime trend follover and
fonner partner of trend follower Richard Dennis, builds off IIenry's
wisdoni by describing ]low price is what "traders live and die by."
The moment you add any other variables to tlie decision-malting '/
process, you've diluted price:
p~wvided
an excellent role
morlel. For e~ample,
one
time, he was sllort silver
and the marlzetjust kept
eking down, a ha(t'penny a :
day Eve~yone
else seemed
to be Bullish, talking about
wliy silver had to go up
because it was so cheap,
but Ed just stayed short.
Ed said, "The trend is
down, and I'm goi~g
to
stav short until tlie trend
changes."I lean~ed
patiencejiwm him in the
was hefollowed the trend."
Mihoel Mortus31
"An important feature of our approach is that rve ~vorlt
almost
exclusively with price, past and current . . . Price is definitely the /
variable traders livc and die by, so it is the obvious candidate for
investigation . . .Pure price systems ore close enougl] to the North
Pole that any departure tends to bring you farther south."-'"
I-Iow does a trend follower perceive the trading process? A well-
known trend follower relates this story about trading sugar. He had
been buying sugar-thousands of sugnr contracts. Every day, the
marltet was closing limit up. Every day, the market was going higher
and higher. This trend follo~ver
just ltept buying more and more
sugar each day limit up. 11broker was watching all this. One day the
brolter called after the marltet was closed because he had extra
contracts of sugar that were not balanced out, and he said to this
trend follower, "I bet you want to buy these other 5,000 contracts
of sugar." The trend follower replied, "Sold."
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,A/' Think about that: After the marltet has closed limit up for days Be less curious rcbout
' in a row7,this trader says, "Sure, I'll buy more sugar colltrircts at the ~~"1'1"~dnlore
cllrious
absolute top of the market." IVhy is this an important lesson? about ideas.
Everybody instinctively wants to buy sugar on the dip. Let it come Morie Curie
down low. Let me get a bargain. Trend Following morlis by doing the
opposite, by buying higher prices.
Let's say you saw a stock go from 5 to 100. men it was at 5 ,
you didn't linow it wils going to go to 100.And trend folloi'ers didn't
know it was going to go to 100 eithcr. But they were buying all
along, ki~owiri?lg
that it could go to 100 even though it might not. So
did it make sense to miss out on this tradc that went to 100 because
you did not enter at 5? IVould you have avoided the tradc if you had
had the chance to get in at 20 instead of 5? If you got in at 20 and
J it went to 100, you made ngreat tmde. You can't time the trade. No
one can picli a top or bottom.
Even Good Traders Confuse Price
The trading histories of Julian Robertson and Louis Bacon,
two famous hedge fund managers, underscore the importance of
price for decision making.
In the last few years, Julia11Robertson shut his long running
hedge fund down. IIe was a global macro trader who relied on
fundamentals for decision-making. IIe had a close relationship
with another global macro trader, Louis Bacon. Bacon is
extremely secretive to the estent that it's nearly impossible to
find out his performance numbers unless you are a client. We do
know from the little bit of writing available on Bacon that he's
pullccl hundreds of millions, if not billions, of profit from the
marketplace. While Dacon does not advertise himself as a trend
follower, the following excerpt leaves no doubt that he is focused
on price action just as much as John TT'. IIenry:
"If a stocli goes from 100 to 90, an investor who looks at
fundamentals will thinli maybe it's a better buy," esplains one
source. "But with Louis [Bacon], he will figure he must have
been wrong about something and get out." Contrast that, say,
with [Julian] Robertson, .ho, even after shutting down his firm,
was doggedly holding on to massive positions in such stoclts as
US Airways Group and United Asset Management Corp... [Bacon
The wisest Trend Follower
w e know /has said tllat
e v e 9 5years some Jk~nous
trarlei-blows up and
ee.eq~~ne
declares Trencl
Following to be dead. Tl~en
5 years later so~ne
famous
trader blows up nnd
mer),olle declaies l k n d
Followhfg to be rleotl. Tllen
5years later. . .well, was
the problen~Rend
Following or the trader?
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the trader the confidence to actu:~lly trade agzlinst his natur:ll
tendencies."
If cutting losses and lctting profits 1
x
1
1
1 is the trend follower's
m:lntm, it is because I~arshreality dictates that you can't play the
game if you run Out of nlonc!r. Nor can you prcdict thc trend
direction, as Christopl~er
Cn~den,
h1:111:1ging Director of the trend
follower Ttlmiso and Co., points out:
"I would prefer to finish with :I certain currency forccast, based
upon my own fundan~cntalrcilding of the rnarlict :~ndone which
underpins my pcrsonal invcst~nentpl~ilosopl~y
. . . The only
problem is I can't tell you !hen this will happcn or 41icl1cvent .ill
be first. On that basis alone, it sccms bcst to stay with our
systen~atic
approach.".'-i
r' Cruden knows :
I potential forec:lst rill give uncertain investors
a fceling of confidence, hut 11c also l i n ~   ~ s
forecasting is impossible.
Why pretend?
A good example of not letting profits run can be scen in trading
strategies that take profits off the table before a trend is over. For
example, a broker revealed to us that one of his strategies was to
ride a stoclc up for a 30 percent gain and thcn exit. That mas his
strategy. Let it go up 30 percent and get out. Sounds reasonable.
d ~ ~ ~ l o  v e v e r ,
a strategy that uses profit targets is problematic. The
' biggest problem is that it goes against the math of getting rich,
41icl1 is to let your profits run. Trend followers ride trends as far :IS
they cnn instead of tnliing their profits 21ssoon as they rn:llie them.
If you can't predict the end or top of a trend, vhy get out early and
risli leaving profits on the talk?
For example, you start tvith S50,000. The market talies OKand
your ilccount swells to SS0,000. You could, at that point, quiclily
pull your S30,flOOprofit off thc table. Your n~isconceptionis that if
you don't ralie those profits immediately, they will he gone.
Refusing to risli those :~ccumulatedprofits is :I hig mistake.
Trend follo~~ers
re:~lize that :I $50,000 account may go to
s80,000, hacli to S55,000, bacli up to S90,000, and from therc,
perhaps, all the way up to S200,000. The person who took profits at
S80,000 is not around to take the ride up to S200,000 Letting your
profits run is tough psycl~ologicall!~.
13utunderstand that in trying to
protect every penny of your profit, you actually prevent yourself
from making big profits.
111 Pccrtoll ln>',fnrrorirescenc
is whetl L!S. Generrcl
George S. Patroll 11os.jnst
spui~t
weeks st~rrl.illg
the
writirlg ofllis Gcnnnn
rrtlversaq~
Fielrl d1arshnll
E'rwir~
Ron11neltrnd is
cn~shirrg
llirn ill a11epic
tmtk battle in lirl~iskc.
I'c~tton.S E I I S ~ I I ~
vietoly CLS
he peers onto tl~c
I~nttle
flelr1Jml11
his colrllnand
post, growls, "l?onln~el,
gulr
~nngn!ficcl~t
brcstc~rrl.
I mud
'our book!"
PoulTudor Jones
or quoted in the Forewordto
fieAlchsmy of Finonre
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I
I began to renlir;erlrat the I'ou are going to have ups and downs in your trading account.
big rnuney m~ist Losses are a part of the trading game. You're going to have losses
necessaril~~
be in the bit jvith Trend Folloving:
bmiiig.
I
"You can't make money if you are not willing to lose. It's like
Jesse Uvermore
breathing in, but not being willing to breathe out.'-Ed Seylcota-'"
If you don't have losses, you are not talsing rislis. If yo11 don't
risk, you won't win big. Losses aren't the problem. It's how you deal
with them. Ignore losses with no plan and they !!rill come hack to
haunt you. Trend Following worlcs to handle loss with stops. This
sensible approach allows you to continue to trade:
"Theoretically, really big losses rarely befall a trend follower
since he decides to eliminate or reverse his position as soon as the
market goes against him. A lot of little losses are inevitable . . .The
rationale for hanging in is that any price move could be the
beginning of a trend, and the occasionnl big brealcout justifies a
string of small losses."~~
Conclusion
A wise trend follower once told me a story about when he was
in Bermuda, with a new trader who wanted to learn the "secrets."
"Just give me the quick and dirty version," the neophyte said. The
experienced trader took the newbie out to the beach. They stood
there watching the waves break against the shoreline. The neophyte
aslced, "What's your point?" The old trader said, "Go down to the
shoreline where the waves break. Norv begin to time them. Run out
with the waves as they recede and ~ I I I
in as the waves come in. CLul
you see how you could get into rhythm with the waves? You follow
t l ~ e
wnves out and you follow them in. You just follow their lead.
In our search for the facts about Trend Following, we learned
that its bi~sictenets, its philosophical underpinnings, are relevanl
not only to trading, hut also to our lives in general, from business tc
personal relationships. We also found in our conversations with the
old pro trend followers that Trend Following worlcs best wher
pursued 'it11 an unbridled passion.
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How important is passion? Brett Steenbarger, Ph.D., an
,ssociate Professor of Psychiatry and Behavioral Sciences at S W
Upstate Medical Univcrsity in Syracuse, NY, puts it in perspective:
"Find your passion: the vorli that stimulates, fascinates, and
endlessly challenges you. Identify what you find meaningful and
rewarding, and pour yourself into it. If your passion happens to hc
the marltets, you will find the fortitude to outlast your learning
curve and to develop the mastery needed to become a professional.
~f pour passion is not the marltets, then invest your funds with
someone who possesses an objective tracli record and whose
investment aims match your own. Then go fort11 and pour yourself
into those facets of life that will Beep you springing out of bed each
morning, eager to face each day."Jx
As we assembled Trend Following, me found that when used
within the context of piission, the term "Trend Following" could
also be substituted throughout for other activities in life. Our
insight occurred mhen rereading this passage from a 1938 booli on
creative writing by Brenda Ueland:
"!'henever I say writing in this booli I also mean anything that
you love and want to do or to make. It lnay be a six act tragedy in
blank verse, it may be dressmaking or itcrobatics, or inventing a
new system of double entry accounting . . . but you must be sure
that your imagination and love are behind it, that you are not
worlungjust from grim resolution, i.e., to impress people."3'
Trend followers do not trade n7ith grim resolve or with an
intention to impress othcrs. They are playing the game to win and
enjoying every moment of it. Lilie other high level performers, such
as professional athletes and musicians, they understand how
critical it is to maintain a winning attitude if you want success.
Key Points
Ed Seylcota: "All profitable systems trade trends; the difference
in price necessary to create the profit implies a trend."
Trend Following is based on simple universal laws we can all
learn.
Man)' people wf~uld
sooner
die than think; in.fact, they
do so.
Bertrond Rurrell
i~mong
people who take tile
tmuble to understand what
t11ebusiness is about
instead o
f assunzing it
involves speculating on
live cattle, it is readily
understood.
Bruce Uelond,
[ompbell ond lo.'O
No one lcnows how high or how low a marliet will go. No one
Imows when a market will move. You can't undo the past, and
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I/you take emotion--would you can't predict the future. Prices, not traders, predict the
be, could be, sl~ouldbe- hltnrr~
. -.
out ofit, and look at wlrat
is, and rjuantifi it, I think Trend followers buy high and sell low. This is counterintuitive
you have a big advantage for most people.
oV~rlnosr
h~[nlalZ Using "common sense" is not a good rvay to judge or trade
JohnW. Hen$' marlrets.
Losses are a cost of doing business. No one can be right all the
time. No one can make money all the time. Trend followers
expect and handle losses with objectivity and detachment. If
you don't have losses, you are not taking risks. If you don't
risk, you won't win.
Trend Following is a classic targeting of an opportunity. Bill
Dunn, a trend follower for over 25 years, named one of his
funds "T.O.P.S." for "targets of opportunity systems." Don't
mistake Dunn's terminology. IIe is not predicting.
rl tre~ld
is a tiend is a
trend, Geitrude Stein
would have said ifshe
were a trader. . . Onceyou
have a game plan, d ~ e
differences are preto,
idio.qncratic.
Richord Dennis41
Price must go either up, down, or sideways. No aclvatlces in
technology, leaps of modem science, or radical shifts in
perception will alter this fact.
LVl~at
if they told you that the best way to get to point B,
without bumping into walls, vould be to hump into the walls
and not wony about it. Don't worry about getting to point B,
but just enjoy bumping into the walls..'"
"If you talce emotion-would be, could be, should be-out of it,
and look at what is, and quantify it," says John V. Hcnry,
pontificating from the owner's box at Fenway Park on a perfect
Sunday afternoon, n bottle of spring water at his side, "I think
you have a big advantage over most human beings."
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"Most of  us don't hnve the discipline to stny focused on n single gonl for
five, ten, or hventy yenrs, giving up everything to bring it off, hut that's
rvhat's necessary to become an Olympic champion, n vorld elnss
surgeon, or n Kirov ballerinn. Even then, of course, it mny be nll in vnin.
You mny mnke n single mistnke thnt rripes out nll the vorli. It mny ruin
the sweet, lovnhle self you were at seventeen. That old ndnge is true:
You enn do anything in life, you just enn't do everything. That's whnt
Bncon mennt when he snid a rife nod children were hostnges to fortune.
If you put them first, you probably won't run the three-nnd-n-hnlf-
minute-mile, mnke your first S10 million, write the grent herictm
novel, or go around the world on n motorcycle. Such goals tnke
complete dediention."-.Tim Rogers'
The best wvay to understand Trend Following is not by only
reading formulas that make up the strategy, but by meeting the men
and women who use it. Investors today are reluctant to concede
that they might do better when it comes to their finances with some
mentoring or guidance. iiq~ile
they will sign up for a coolcing course,
they won't take advantage of the wisdom of either their
predecessors or their peers about money. They prefer "reinventing
the wheel" to modeling their behavior after proven excellence.
Ilowever, since we consider role modeling to be critical to learning,
this chapter profiles excellent trend followers.
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As obsen~ers
of Trend Following, we've conle to realize that if
you take historical and current trend following performance data
seriously, you must make a choice. You can accept the data as fact,
malte an honest assessment of yourself and your approach to
investing, and malce a commitment to change. Or you can pretend
the performance data doesn't exist. If you think you're liltely to
make the latter choice, you'll want to reconsider whether Trend
Following is for you.
Trend followers are generalists when it conles to their strategy.
Tom Friedman, a noted author in the field of international relations,
explains:
"The great strategists of the past kept forests as well as trees in
views. They were generalists, and they operated from an ecological
perspective. They understood the world is a web, in rvhich
adjustments made here are bound to have effects over there-that
everything is interconnected. Vhere might one find generalists
today? The dominant trend within universities and the think tanlcs
is toward ever-narrotzerspecialization: a higher premium is placed
on functioning deeply within a single field than broadly across
several. And yet without some awareness of the whole-without
some sense of how means converge to accomplish or to frustrate
ends-there can be no strategy. And without strategy, there is only
drift."Z
The men we profile see the whole. They see the connections.
They also lmow tl~emselvesand how to separate their emotions
from their financial decision-malting. One of our favorite "Market
Wizards," Charles Faulkner, explained to us how cnicial it is to
lmow wl~o
you are.
"Being able to trade your system instead of your psycl~ology
means separating your self from pour trading. This can begin with
your language. "I'm in the trading business" and "I worlr as a trader"
are very different from "I'm a trader" or "I own a few stocks and
bonds" (from a major east coast speculator). The marltet wizards
I've met seem to live by William Blake's phrase, "I must make my
own system or be enslaved by another's." They have made their
own systems-in their trading and in their lives and in their
language. They don't allow others to define then1 or their tenns.
And they are sometimes considered abrupt, difficult, iconoclastic,
or full of themselves as n result. And they Icnov the greater truth--
they are themselves and they lmow what works for them."
 


	50. chapter 2 Great  Trend Followers 27
Bill Dunn
Who is Bill Dunn? He is a trend follower. He's made a fortune. In/lle,~meryou
can, cozrnt.
And franldy, he doesn't care if you know who he is. IIe made 50 Sir Fronds Gullon4
percent in 2002 when the majority of investors were losing big. IIe
never hesitates to swing for the home run, for Bill Dunn, it can be
all or nothing. IIe has produced 24 percent a year for 28 years. We
started with a profile of Bill Dunn because his performance data is
a clear, consistent, and dramatic demonstration of Trend
Following.
Bill Duno is founder and chairman of Dunn Capital
Management, Inc. In the spring of 2003, more than $1billion was
invested in his managed programs, and for good reason: During a
period of spectacularly unimpressive stock market returns, Dunn
Composite was up nearly 50 percent for the past 12 months. Bill
Dunn is one of the purest trend followersever, because he trades his
trading system full throttle. Dunn Capital Management has no
defined "target" per annum return for its clients (other than
positive). There is nothing in Dunn Capital Management's risk
management that precludes annual returns approaching 100
percent. There is no policy that if, for example, a Dunn Capital
Management program were to be up 50 percent by mid-year that
the company would "rest on its laurels," so to speak, and dial back
trading for the rest of the calendar year. Further it is not surprising
to see Dunn down 20 percent or more every three or four years, hut
whatever the level of volatility, this independent, self-disciplined
long-term trend follower never deviates from his core strategy:
"We have a risk budgeting scheme that certainly was ahead of
its time in 1974 and is still-in our opinion-state of the art in
2003."-Daniel Dunn, son of Bill Dunn and Executive Vice-
President of Dunn Capital Management3
It map not be so difficult to believe that Bill Dunn mlly adheres
to the principles he set forth 25 years ago if you have read Jim
Collins' latest work Good to Great:
"Essentially, whatever you find will be as true 10 years from
now, 20 years from now, 30 or 50 years from now as it is today and
as it was 50 years ago. And if you can put your finger on those
truths, then you've made a contribution."j
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The nowice nader is at a
disnrlwuntage bccriuse the
intuitions tllat Re is going
to liawe aboirt the nlurlzet
are going to be the ones
that ure typical qf
begin>iers.The espert is
someone who sees bej~ond
C ~ O S L '
t~~picc11
responses 0 1 1 ~ 1
has rrn unrlersmnding of
the deeper workings ofthe
niarlzet.
thorles Foulknerl
Like so many otllers wllo
slinrc his libertarian views,
Billbjo~~rney
to Free ~lirlds
and Free illnrlzets began in
1963 when lie rear1iyn
Randk sliol-tcollectiol~
qf
essa.ss on ethics.
ReoronM
u
g
u
r
i
n
e
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Bill Dunn's contribution was made whcn he put his finger on
"those truths" nbout Trend Following. Ile has always believed that
in order to millie money, you must be able to live with a certain
amount of volatility. Clients who invest their money with Dunn
Capital Management are required to malie a serious financial
commitment and must have absolutc, "no questions aslied" t ~ u s t
in
Dunn's decision-malting. This trend follomer has no patience for
anyone who questions his ability to sustain losses. IIe is not a rolc
model for the faint-hearted. IIis "full throttle" approach has proven
itself for 30 years, maliing Dunn himself and the clients of Dunn
Capital hlanagement rich.
IIis "risli budgeting scheme" or money managelllent is based on
objective decision-maliing. "Caution is costly" could be his motto. .
,
At a certain point hc cnters a market, and, if the marltet goes down,
at a certain point he exits that market To Bill Dunn, trading
mithout a predefined exit strategy is a recipe for disaster
Dunn's rislr management system allows him to balance the
overall volatility of his portfolio-something the average or even
professional investor ignores. The more volatile a market, the less
he trades. The less volatile a marltct, the more he trades. For Dunn
Capital hlanagement, if rislctaliing is a necessary means to profit-
taking, then position size should always be titrated to maintain the
targeted rislr constraint, vhich in turn should be set at the
maximum level acceptable to the investor. Dunn Capital
Management's system of risli management ensures that they exit a
markct when the trade goes against them:
"One of our areas of expertise in the risk-budgeting process is
horn rislr is going to be allocated to say :I yen trade and how much
rislr is going to be allocated to an SSrP trade and what is the optimal
balance of that for a full 22 marltet portfolio. The risli parameters ;'
.
are really defined by their buy and sell signals so it is just a matter
of how much are you going to commit to that trade so that if it goes
against you, you are only going to lose xl6."-Daniel Dunn"
Extreme Performance Numbers
Lilie Bill Dunn, this chart (Chart 2.1) assurncs an "in your face"
attitude. The performance data compares the returns if you had
hypothetically invested SlOOO with Dunn Capital Management and
SlOOO wit11 thc S&P. The data demands a choice--either put your
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Comparison of DunnWMA Program to the S&P 500 Cash Index
November 1984-November 2003
$1,000StartingValue--Compounded
EDunn WMA
S&P 500
CHART 2.1: Dunn Capitol Management: Composile Performance 1974-2003
money with Dunn Capital Managen~ent,learn to trend follow
yourself, or pretend Trend Pollowing does not exist.
does ~ u n n
do it? IIere are two charts that reflect different
periods of Dunn Capital Management's trading history, but tell the
same story about Dunn's approach to trading. The first one (Chart
2.2) is the Japanese Yen trade from December 1994 to June 1996,
where Dunn made a killing.
1995 mas a great year for Bill Dunn. I-Ie made a fortune trading
the Japanese Yen. In 2003, for the Rrst time, he publicly wallred
through his thought processes-his Trend Following process-mith
an audience of investors, who came away with an invaluable lesson:
"This is 18 months of the Japanese Yen and as you can see it
went up and down and there was some significant trends so we
should have had an opportunity to malie some money and it turns
out we did. Since the I
V
h
4
A is a reversal system it's always in the
market, it's either long or short, trying to follow and identi& the
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FavorableMarketfor Dunn
JapanemYen: Dscarnber1094-June1498
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' 11, (HART 2.2: Dunn's Joponese Yen Trade Source: ounn Copilol Management
"Then we have significant retracement which caused a short
signal for the IVMA program; our model has always incorporated
near term volatility and this volatility [aswe went long] was far less
than the volatility that was going on [when we went s h o r t l . " ~ ~
Dunn summarizes the trade:
major trends. So tvhile tl~is
is the first signal .. . that's shown on the
,
! chart and is long, we obviously must have been short coming in [to
,
this] big rise. [The rise] was enough to tell us we should quit being
short and start being long and it seemed like a pretty smart thing do
1 11
. .. after iresaw that [big rise up]."'
i I The beginning is the most
Dunn is riding the trend up that first big hill of the yen in hlarch
! I jlnpol-rrrl,r pa,.t tl,e work. 1995. He is making his decisions within the context of his
I I
plolo mechanical system. continues:
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"Now also because the volatility was very high herc . . . this rise
,vas-not enough to give us a long signal and as a result we rode this
short position for nearly a year all the way down-where we got a
long signal vhich was wrong and we reversed and went down to
short. Now that ,as a very, very good market for our program, hut
some marltets are not so good . . . "11
If you visit our Web site at wm.tr-ei~d~o/iowiril~g.co~n,
you can
follow a linlt to listen to Dunn talk about this very yen trade. The
confidence of his tone and delivery cannot be replicated in print.
Be Nimble
"The recent volatility in the energy complex has been quite
exciting and potentially re~varding
for the nimble."-Bill Dun111'
Vhat exactly does Dunn mean by using the word "nimble"? IIe
means he is ready to go. 'hen an opportunity to get on a potential
trend appears, he is prepared. I-Ie talces the leap. ltre sec that he is
nimble when, relying on his system, he reacts to the Japanese yen
move with alacrity because he trusts his trading plan and his
management of risk.
The second chart is the British pound (Chart 2.3) where, unlike
the Japanese yen, the marltet proved unfavorable for Dunn. It was
a typical whipsaw marltet, which is always difficult for trend
followers because there is no clear trend. You can sec how Dunn
entered and was stopped out; then entered and was stopped out
again. Remember, trend followers don't predict marltets, they rcact
to them-so the small losses were Dart of the game. I-Ie managed the
small losses since the British pound ,:IS only a portion of his
portfolio. IIis yen trade more than made up for his losses on the
British pound trade, because, no matter how u~lcomfortable
others
are with his approach, for Bill Dunn, winncrs have always offset
losers over the long run.
If you told Bill Dunn that his approach made you feel
uncomfortable he would say:
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"We don't make market predictions. Ve just ride the bucking
bronco."-Bill Dun1113
UnfavorableMarketfor Dunn
British Pwnd:Demmber 1994-June 1998
Dunn's failed trades on the British pound-the up and down, go
nowhere trend-is exactly what he means when he says, "We just
ride the bucking bronco." In hindsight, you might be asking
yourself why Dunn was trading the British pound if he was losing.
The simple answer is that neither he nor anyone else could have
predicted whether or not the British pound would be the next great
home run. The real question is, "Do you stay out of the game I
because you can't predict how the game is going to unfold?"
0(
About Bill Dunn
.-
Now in his GOs, Bill Dunn grew up in Kansas City and Southern
California. After graduating from high school, he served three years
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CHART 2.3: Dunn's British Pound Trade Source: Dunn Copifol Manogemen1
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,~it11the U.S. hIarine Corps. I11 the ensuing years, he received a I rnncle the decision [to
bachelor degree in engineering physics from the University of concentrntwn mallugillg
.
~ -~ ~
Kansas in 1960 and a doctorate in theoretical physics from 'n""e3'l.fo1rr orfivej'enrs
ago nedten I realized that I
Northwestern University in Chicago in 1966. For the nest two wollld ,,lol.e
years, he held research and faculty positions at the University of ,,,,,,,irl, [lie ser
~" ~~ ~~ ~ ~ ~- ~ ~ ~ ~ . . .
~ .
.
California and Pomona College. From 1968 to 1974, he worked for tliat I /~auel+oit/~
a wIiole
.
organizations near Vashington, D.C., developing and lot less work than with
testing logistical and operational systems for the Department of a"3'thirlg clse,"Par-dfJsaYs.
Defense. l3otton1 line: Dunn enjoyed the "R&D" side of things, but Tl~at
is w11enhe entered
into afee-sharing
also understood the real world's need for applications that vorlied. with CTA
The markets are his real !~orld. Canital Afunnde~nent.
Around the age of 35, Bill DUIIII"got it." tit the time he was
working out of his home in suburban Fnirfax, Virginia:
"In 1970, Dunn came across a newsletter touting a commodities
trading system, 'which almost sounded too good to be true.' Upon
testing it, that turned out to be the case. . .Using daily data, Dunn's
system looked for big trends, as defined by a percentage of a price
move from a recent low or high. It traded each market three to five
times a year, automatically reversing if the trend moved in the other
direction. [Dunn determined] position size by risldng 296 to 696 of
equity under management on each trade."l.l
J It's not uncommon for great long-tern~
trend followers to have
trades in place for well over a year, hence the term "long." If you
want clay trading insanity or the feeling of esl~ilaration
in Las Iregas,
Dunn is not the person you should choose as a role model:
"Following his computerized trading system, Dunn holds long
term positions in major trends typically trading only two to five
times per year in each market. The original system was ancl still
J is a reversal system, whereby it is al~vaysin the marlcet, either
long or short. Dunn says he's held winning positions for as long
as a year and half."'"
Bill Dunn belie.ed in his Trend Followingsystem enough to start
Dunn Capital Management the year before he made that initial 35
percent return. But he needed more capital to execute his particular
plan of attacli. IIe found it, in the person of Ralph IUopenstein:
"Ralph IUopenstein .. . helped launc11 trading advisor Ii'illiam Dunn
of Dunn Capital h,Ia~~agement
by giving him a S200,OOO house
account to manage. Dunn, a Defense Department systems analyst . . .
realized his trading hobby would require :I whole lot of other people's
money to use a promising system he developed."l6
.
.
Pnrflo calls his relationship
wit11Dunn n match made
in heaven. Dunn&nds his
C'EI wit11 dle compa~tyk
proprietn~ycapital and
docs the e ~ e c u r i o ~ ~
nnd the
pnpenor~rlz.
For that, tlley
sllare in tl~e
fees ancl
pnrticipc~te
equalljr in the
tcchnolok~t
It nlsofiees
Purdo to continue builrli~~g
nloclels that Dunn cnn
~wentunllv
useJor escess
capacity '7
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Ed Seyltota, another trend follomr profiled in this chapter, is
fond of pointing out t11i1t when you stop trying to please others and
concentrate on pleasing yoursclf, you gradually become aware of
,hat ~ O L I
are passio~~ate
about in life. ind when that happens, all
sorts of people will come out of the woodworlt to help you achieve
pour goals. Dun11 is proof positive.
Life a t Dunn Copital Management
Several years ago, tl~rougl~
fanlily and friends' connections, a
variatioil on "six degrees of separation," I had an opportunity to
visit Stuart, Florida, and spend :
I day at Dunn Capital Management.
Bill Dunn's office is on a quiet street, 1oc:lted off a watenvay in
the heart of Stuart, Florida, a quiet retirement com~nunity
30 miles
from Vest Palm Beach. Dunn shares the two-story white building
with an assortment of doctors and other small business owners.
There is no rcceptionist at Dunn Capital Management, so once
you've entered the officc, your only recourse is to saunter down a
hallvi~yto see if anyone is in. It feels more like an accountant's
office than a high powered trading firm. In fact, the atmosphere is
so casual and laid-hack that there is no atn~osphere.
Dunn Capital
hlanagement is a shining example of why location, pretentious
offices, and intense activity have little to do with over-the-top
trading success.
There are only a 11andhl of employees at Dunn because it
doesn't talce many employees to run his $1billion-plus hind. Plus,
these employees are not all traders, because the hardest thing to
deal with when running a hedgc fund is not the trading decisions,
hut the accounting and regulatory concerns. No one at Dunn
Capital Management is tied to screens watching the marlcet,
because trades are entered only after an alarm at a lonely PC goes
off indicating a buy or sell signal and thus the need to call a brolier.
Another reason Dunn has so fcw employees is because he has a
relatively few well-chosen clients. In fact, he's fond of saying, "If
people vant to invest with me, they ltnow where to find me." Dunn
Capital Management's investors benefit from the fact that there is
no disconnect between its bottom line as ;I hedge fund manager and
the investor's bottom line-to wit, trading profits.
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