THE ART OF SURVIVING
THROUGH MONEY MANAGEMENT

Reprint of article appearing in Futures magazine, July 1981
By Walter Bressert

For many commodity traders, the futures markets are a game of balancing fear, greed and
hope. When atrader is out of balance, he likely will lose money, and if heis out of control, he
will lose balance. Well-designed money management concepts can help to keep the trader in
control at all times.

Trading Commoadities involves three interrel ated, yet somewhat separate operations:
1. Analysisof when and at what price level a market will top and bottom.

2. Market Entry and Exit — the actual buying and selling (or trading) once the
decision has been made.

3. Money Management, perhaps most aptly called the art of survival.

Most futures traders spend 99% of their time on analysis and the buying and selling of
markets. Many of these traders ultimately join the legions of ex-futures traders because they
ignored the most important aspect of speculation — money management.

Y ou can be agood analyst and lose money trading due to poor money management. Bui,
if you have sound, market-proven money management concepts, and the discipline to follow
them, you will never lose al of your money.

Since developing the following money management concepts in the mid-70s, I’ ve had
large profits as well as large losses — but never asingle margin call. Thereis no guarantee that
you will make money using these money management rules, but you will never lose the farm.

Before entering the market, determine a stop/loss as a profit objective

Many traders often enter the market with a price objective, but without a clearly defined
protective stop. When the market moves against them they are often forced out of the size of their
margin call. They lose control, and the results are often disastrous. What should have been a
relatively small loss becomes an extremely large loss.

With a pre-determined price objective and a pre-determined stop/loss, you know where
you will get out if you are wrong and where you will get out if you are right. Y ou have control.
The stop/loss must be in the market, not in your mind.

If you have been stopped out only to have the market make the move without you, the
problem was how you determined where to place your stop, not whether to use stops.

Never risk morethan 10% of equity on any singletrade. |If possible, risk 5% or less. Never
risk morethan 20% in any one complex.



If you are like most traders, you aways figure how much you could make. The question of how
much you could lose if you are wrong is never quantified. Y ou are out of control.

The most important question in trading leveraged markets is— How much of your equity
isat risk? On any given day, for any given trade you must know how much you will lose if the
market goes against you. Y ou can maintain control by never risking more than 10% in any one
trade, and by adjusting stops so you are never risking more than a maximum of 20% of open
equity at any time.

In redlity, the 20% risk factor should exist for only afew days at most, as explained in the
following multiple contract approach which will greatly reduce your exposure within several days
of entering the market.

Trade multiple contracts

One of the most important conceptsisto trade in multiples of three. Whether two, three, ten or a
hundred contracts are traded, most traders make the mistake of entering and exiting al contracts
at the same price level. They are going to be al right or all wrong. In using multiple contracts, no
fewer than three contracts should be traded per position, and one-third of each position should
have a different profit objective. If trading three contracts, each contract would have a different
price objective; if trading 90 contracts, each grouping of 30 contracts would have a different price
objective. With each 1/3“ of a position having a different price objective you can be wrong on
your expectations and still make money!

For example, a $30,000 account risking 10% of equity can afford to risk $3,000 on the
overall position. If the dollar risk per contract from point of entry to stop/loss is $900,
commissions and skiddage might equal another $100; the dollar risk per contract is $1,000 with a
total $3000 for the three contracts in the position.

Contract No. 1: The Money Contract

The first contract, called the Money Contract, is the most important. When possible, the profit
figure for the Money Contract should equal the dollar risk, but should seldom be more than
$1,000 under normal market conditions. In our example, the pre-determined dollar risk per
contract, including skiddage is $1,000, so our pre-determined profit objective for the Money
Contract is also $1,000.

It isimportant to have all three contracts on before the market moves. All three contracts
can be entered at once, or can be put on at different price levels. Once the three contracts are
positioned, place an exit order for the money position at the pre-determined profit objective. This
order should be placed every day before the open.

Profits on the money contract should be taken as quickly as possible. Normally, the
money contract should be liquidated within five market days. If not, you may be expecting too
much from the market you are trading, or the market may be telling you that it is not going to
move in your direction.

When the money contract is liquidated, the whole tone of the market changes because,
now your risk islowered by two-thirds of your initial risk exposure, and best of all, you have
$1000 in closed profitsin your account.



In our example of a$30,000 account risking 10%, a three-contract position was entered at
$1,000 risking 10%, or 3 1/3% risk per contract. Once profits have been taken on the Money
Contract, not only hasits 3 1/3% risk for the Number 2 Short-Term Contract, dropping the total
dollar risk to about 3 1/3% for the two remaining positions — your emotional commitment is
similarly reduced.

30,000 X 10% = 3,000 i %Risk
No. 1 Money Contract , 313
No. 2 Trading Contract , 313

No. 3 Long Term Contract 313

Contract No. 2: The Short-Term Profit Objective Contract

The Short-Term Contract is also designed to take profits at a pre-determined profit objective.
Normally, this can be the crest of a Trading cyclein abull market, or the Trading Cycle trough in
abear market. Either get out at this price objective, or as prices approach your price objective,
move stops closer and have the market take you out.

In our $30,000 account, if you make $2,000 on the Short-Term Contract, you now have
$3,000 in closed profits and athird position that has a $2,000 open profit.

Contract No. 3: The Long-Term Profit Objective Contract

The purpose of the Long-Term Contract is to keep you in the market for the BIG moves.
Assuming you liguidated the Short-Term Contract near the Trading Cycle top, the Long-Term
Contract will give up some profit as the Trading Cycle bottoms. But, the purpose of the Long-
Term Contract isto comfortably ride with the market until your long-term price objectiveis
reached, which is often the price objective for the Primary Cycle or the Seasona Cycle.

These money management concepts can be modified depending upon the position of the
Trading Cycle and when the buy/sell signal is generated.




Shown in the following example is the first three-contract position, which is entered at
the Trading Cycle bottom with adollar risk of about $1,000 per contract (point of entry to the
Trading Cycle low, which is the stop, plus commissions and expected skiddage).

Within several days of entry, the No. 1 Money Contract should be liquidated with $1,000
profit. Asthe Trading Cycle moves up, a $1000 profit is taken on the No. 2 Short-Term Profit
Objectiveismet. The No. 3 Contract is held through the Trading Cycle bottom in anticipation of
reaching the higher Primary Cycle or Seasonal Cycle price objective.

Asthe Trading Cycle bottoms, three more contracts are bought for atotal of four
contracts — two Long-Term Contracts, the Money Contract and the Short-Term Profit Objective
Contract. Asthe market moves up, the money contract is liquidated at the pre-determined price
objective and a short-term profit is taken as the Trading Cycle tops. Both Long-Term Contracts
are held expecting higher prices as the long-term objective is met.

Asthe next Trading Cycle bottoms in this example, the market does not retrace as
expected; so new contracts are not added. The market takes off without the additional three
contracts, but leaves two Long-Term Contracts that can be liquidated at two different price levels
asthe Primary Cycle tops. Should the market fail to reach the long-term price objective,
technically determined fail-safe stops must be maintained for the two remaining Long-Term
Contracts. But, assuming all goeswell, each of the two Long-Term Contracts can be liquidated at
different price levels as the long-term objective is met. (My own approach isto take one-half of
the profits on strength before the market tops.)
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