CHAPTER25

THE SECRETS OF

SUCCESSFUL TRADING
by Fernando Diz'

A question that is often asked by anyone aspiring to be a trader is: What makes a trader successful?

Anyone who has read Jack Schwager's two Market Wizards books will know that there are at least three components to successful trading: the trader's psychological makeup, the trading system's edge, and strict money management. Although knowing about these provide you with very useful general guidelines, any trader aspiring to be successful could benefit from a more systematic study of traders' successes and, more important, failures. With this purpose in mind, I conducted a study of 925 CTA programs over the 1974​1995 period. (2)Since 1 am not a psychologist,

(1) 
Fernando Diz is an assistant professor of finance at Syracuse University School of Management.

(2) The data used in study was provided by the Barclay Trading Group. Special thanks to 'Sol Waksman and Peter

       Nicols for their helpful comments.

1 only focused on the last two components of successful trading: the edge and money management. The purpose of the study was to find out how the edge and money management affect a program's success. 3

The definition of success in this study was very simple: a CTA or program was successful if it was able to stay in business. Of the 925 CTAs or programs studied between 1974 and 1995, 490 are still in business while the remaining 435 went out of business.

The "edge" of a program was proxied by five different and complementary measures:

•
Monthly compounded return‑bottom line performance of a program or trader.

•
Maximum monthly return‑return on the most successful month. Proxy for the program's return potential and

              whether it is trading at optimal levels.

•
Sharpe Ratio‑measure of returns per unit of standard deviation. Allows you compare returns of programs with

              different volatility.

•
Skewness of returns‑a positive number tells you that the program has a tendency to generate returns higher

              than the mean more often than normal.

•
Kurtosis of returns‑measures how returns are packed around the mean relative to a normal distribution. A

              positive number tells you that there is higher probability of finding returns near the mean compared to a

             normal distribution.

The first one is the monthly compounded rate of return over the life of the program. This measures the level of returns that the program has been able to yield over its life. To give you an idea of the range of returns that you can find among different programs over their lives, the maximum monthly return was 10.36 percent and the minimum monthly return was ‑6.04 percent. The second measure of the edge was the return on the most successful month. This measure focuses on the magnitude of

3
Diz, Fernando (1995), CTA Survival and Return Distribution Characteristics, working paper, Syracuse University.
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potential gains and gives you an idea of the magnitude of the program's edge and whether the program is trading at optimal levels or not. The program with the most successful month had a return of 319 percent while the program with the smallest most successful month had a return of 0.8 percent. The third measure used was the Sharpe ratio. This is a measure of returns per unit of risk. It allows you to compare returns from programs with very different risk characteristics. Suppose that you have two programs A and B that have the same monthly compounded return, but program A has a Sharpe ratio that is two times as large as that of program B. What this means is that program A can generate the same returns as program B but with half the risk or volatility. The last two measures of the edge, skewness and kurtosis, are rather technical and give you an idea of how capable a program has been in generating larger returns with a high degree of probability.

just as edge measures increases in a CTMs equity curve, money management looks at the dips and recoveries in that curve.

The quality of the program's money management was proxied by five different measures:

•
Standard deviation of returns‑consistency with which programs achieve their returns. Gives you an idea of

              what kind of drawdowns and large returns to expect.

•
Maximum monthly drawdown‑magnitude of potential loses. Gives you an idea of risk controls and whether

              the program trades at optimal levels or not.

•
Months to recover from worst drawdown‑other things equal, programs with good money management will

              recover quicker than programs with poor money management.

•
Standard deviation of times to recover from drawdown‑measures the consistency with which programs come

              out of drawdowns.

•
Time to recover from worst drawdown as a percent of the program's life​indicates how much of a program's

              business life was spent recovering from the worst drawdown.

The first one was the standard deviation of monthly returns. The standard deviation gives you an idea of the probability of big hits or large drawdowns relative to the program's average monthly return. The sec~
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ond measure of money management was the maximum monthly drawdown. This measure focuses on the magnitude of potential losses and gives you an idea of both risk controls and whether the program is trading at optimal levels or not. To give you a better idea of the magnitude of drawdowns that you can find, the largest drawdown was 81 percent, while the smallest drawdown was no drawdown at all. The average monthly drawdown for all programs studied was 16 percent. Although looking at any single monthly drawdown is important, perhaps even more important is the amount of time that it takes a program to come out of a loss. For example, suppose that a program's initial equity is $1,000,000 and that in the next month the program experiences a 25 percent drawdown, reducing its equity to $750,000. What is the maximum number of months that would take the program to bring the equity back to $1,000,000? This is what the third money management variable measures. It took 137 months for the worst program in this category to recover from its worst drawdown. It is not surprising that after failing to recover from its worst drawdown in more than 11 years, this program went out of business. It took an average of 20 months for the average program to recover from its worst drawdown. This measure is important because it can be theoretically shown that a program with good money management can recover from drawdowns much faster than a program with poor money management. What does this mean? It means that if you look at two traders that have the same edge (system), the one with better money management will recover from drawdowns faster. What if one trader has a larger edge than the other? If both traders use good money management, the one with the larger edge is likely to recover faster from drawdowns. So much for the academic explanation. What is more likely to happen out there?

1 have looked at the most successful trend‑follower traders out there and found that their distribution of monthly returns is remarkably similar; they have a comparable edge. The big difference between them is in their losses. The traders with the highest average returns have consistently smaller losses. This is an example of money management improving your existing edge.

The fourth money management variable measures the consistency with which programs recover from drawdowns. A large number for this measure means that programs do not recover consistently from their losses over time. This is probably related to both the edge of the program and its money management alike. The last money management variable measures
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the longest time that a program spent recovering from a drawdown ex​pressed as a fraction of the program's life. For example, if a program had been in business for 24 months and it spent 12 months recovering from its worst drawdown the value of this variable would be 0.5. This variable tries to capture the importance of a program's worst drawdown relative to the time that it has been in business.

The results of the study show that both the edge and money manage​ment strongly affect CTAs likelihood of success. This general result only confirms what The Market Wizards had suggested. But my interest was much more specific than that. 1 wanted to know if there were important differences between the successful (survivors) and the unsuccessful (out of business) CTAs or programs. First, 1 looked at their edge. You can see the results in Exhibit 25.1.

Two things definitely stand out from looking at the results in Exhibit 25.1. Successful programs were able to yield a monthly compounded rate of return 48 percent higher than unsuccessful programs.

EXHIBIT 25.1

Average Values for the "Edge" Variables for Successful and

Unsuccessful Programs

[image: image1.png]“Edge” Variable Successful Programs | Unsuccessful Programs
Monthly compounded return % 1.35% 0.91%
Maximum monthly return % 30.80 34.70
Sharpe ratio 1591 9.89





More importantly, not only were they able to generate larger returns for their clients but they did so with lower risk than the unsuccessful pro​grams. The average Sharpe ratio for successful programs was 61 percent larger than the one for unsuccessful programs. The ability to generate larger returns with lower risk leads us to the second component of suc​cessful trading: money management. The results of a similar comparison are shown in Exhibit 25.2.
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EXHIBIT 25.2
Average Values for Money Management Variables for Successful and Unsuccessful Programs

[image: image2.png]Money Management Var. Successful Programs Unsuccessful Programs
Standard deviation of returns 8.09% 9.10%
Maximum monthly
drawdown 15.30% 17.80%
Months recovering from
worst drawdown 19 22
Variability in drawdown
recovery in months 6 7
Time recovering from worst
drawdown as percent of 0.32 041

program life





The results in Exhibit 25.2 are quite revealing. Successful programs' re​turns are 11 percent less variable than those of their unsuccessful counter​parts. Furthermore, successful traders experience lower maximum drawdowns, they recover from drawdowns faster, and they are more consistent in doing so. Finally, notice that unsuccessful programs spend a larger proportion of their business life recovering from their worst draw​down!

The lesson from these results is clear: successful traders have a larger edge and much better money management than unsuccessful traders. Re​member that these are average differences between successful and unsuc​cessful programs. These results do not tell you however, which one of these two components might be more important in explaining success. This is exactly the question that 1 wanted to answer. The question that 1 asked myself was: If 1 had to explain success with only one, or two vari​ables, which ones would give me the most explanatory power for dis​criminating between successful and unsuccessful traders? As you will .see, the results were rather astounding.

If 1 had to explain success with only one variable, the one that predicted success or failure most accurately was the amount of time a program spent recovering from its worst drawdown as a percentage of its life.

201

Very small values of this variable were associated with success, and very large values predicted failure. An important lesson to be drawn from this finding that is particularly suited to traders who have been in business for a very short time is: Avoid large drawdowns and recover from them quickly if you want to stay in business (but do not increase risk to do it!). More interestingly, when you include the maximum number of months that it takes a trader to recover from its worst drawdown in the analysis, these two variables alone explained 88 percent of the predictive power of a model with all the edge and money management variables put together! This clearly demonstrates that although unsuccessful traders have a smaller edge over successful ones, their smaller edge is not the cause of their failure; their money management is! In fact, their smaller edge may very well be a result of poor money management. This is quite revealing. What it basically tells us is that most CTAs or programs that have gone out of business had enough of an edge to stay in business! The cause of their failure can be traced to poor money management.

Two of the most important components of successful trading are the edge of a system and sound money management. This study confirms this no​tion. Successful traders have a larger edge and better money manage​ment than unsuccessful traders. Unlike popular belief however, this study shows that the smaller edge of unsuccessful traders is not the cause of their failure. Traders failure can be explained almost exclusively by their poor money management practices.

The techniques taught in this book will give you the trading edge you need. If you want to increase this edge, the importance of money man​agement cannot be stressed enough.

