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Preface

Nature abhors a vacuum.
Baruch Spinoza

And so do nonfiction writers. This book was written to fill a perceived void in
commodity (futures) market literature. There have been many general-topic,
introductory texts on the futures markets and many specialized, in-depth texts
(e.g., on technical trading systems, commodity cycles, and financial futures),
but the middle ground has been left largely abandoned. This book is primarily
intended for the reader who is already familiar with the basic concepts of
futures trading and is interested in a broad-based but more substantive and
detailed discussion of analytical techniques.

I have always maintained that simplicity is a desirable goal in explana-
tions. Although this book is perhaps best categorized as an intermediate text,
care has been taken to present the material in a way that makes it accessible
to the intelligent layperson. Prior knowledge is not a prerequisite to the un-
derstanding of any section of this book. No doubt, some of the more difficult
chapters will require several readings, but they are preceded by chapters that
provide all the necessary background information.

Chapter 1, which offers a brief overview of futures markets, is intended
to provide the serious novice with the basic knowledge presumed by the re-
mainder of the book. In adherence to the truth in labeling principle, Chapter
1 has been appropriately titled “For Beginners Only.” Readers who are familiar
with futures and justifiably feel that they will go into a catatonic state if they
read one more definition of futures markets or introduction to hedging are
strongly advised to proceed directly to Chapter 2.

It is rather incredible that a number of commodity texts have treated
trading as an aside. This is somewhat like writing a two-part volume on art
history without illustrations—everything is included except the essential item.
The synthesis of market analysis with practical trading considerations is a
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viii PREFACE

primary theme in this book. Analytical methods are not merely presented in
a vacuum, but rather are evaluated within the context of the real world of
trading.

I am a strong believer 1n the use of tables and charts to illustrate and
explain key points. Wherever possible, graphic depictions have been used in-
stead of verbal descriptions. Unfortunately, many readers tend to gloss over
illustrations because some authors use them for padding. In view of this fact,
1t should be noted that every illustration in this book is directly related to a
reference in the text. I cannot overemphasize the importance of carefully ex-
amining these charts and tables in conjunction with the verbal presentation.

The market examples sprinkled throughout the text are intended to refiect
general concepts rather than the specific fundamentals of the given market.
The actual market used as an illustration is an entirely secondary consider-
ation. Thus, readers should avoid skipping certain sections because the dis-
cussion employs a market in which they have little interest. Such a selective
reading approach is ill-advised because it will result in a disjointed flow of
information.

Part 1 of this book provides an in-depth discussion of the various facets of
fundamental analysis. Part 2 is, in essence, a short course in regression anal-
ysis—perhaps the most effective tool for applying fundamental analysis. Part
3 ties the preceding sections together by providing practical illustrations of
how fundamental analysis is applied in a range of markets. Part 4 offers a
detailed discussion of technical analysis. The first half of the section focuses
on chart analysis, the latter half on systems trading. Part 5 presents an ex-
tremely comprehensive guide to spread trading. In addition to a general dis-
cussion of spreads, this section includes separate chapters on interest rate
spreads, currency spreads, and stock index spreads. Part 6 provides an overview
of options on futures, placing particularly strong emphasis on the evaluation
of a broad range of option-based trading strategies. Part 7 stresses the impaor-
tance of a planned trading approach and provides a list of market observations
and trading rules.

The coverage of this book in its entirety may exceed the needs or desires
of some readers. Those who prefer a less comprehensive version can try the
following abridged list of chapters: 1-12, 18-22 (optional), 23-27, 30-31, 35,
and 37--38. This list of chapters can largely be read without any loss of con-
tinuity. One minor exception is that some references in the optional chapters
18-22 assume a knowledge of all of the material covered in Part 2. However,
to a major extent, these chapters can still be understood without such a
background.

This book does not provide any magic formulas for generating an instant
fortune. Traders who believe in free lunches, chain letters, and the tooth fairy
should have no trouble finding books which promise to show them how to make
$1,000,000 per year—part time, and with no risk! However, such traders may
want to await the publication of the inflation-adjusted revised editions of these
texts, which will reveal how to make $2,000,000 per year. This volume is
intended for readers of a more skeptical bent, who believe that successful
speculation will require some input of their own ideas, experience, and talent.
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The ultimate goal of this text is to aid the reader along the road of trading
self-sufficiency by providing knowledge and understanding of a wide range of
analytical tools and a sense of their trading applicability.

JACK D, SCHWAGER

Millwood, New York
November 1983



Acknowledgments

In writing this book, I have been fortunate to enjoy the cooperation and aid
of a number of expert analysts. First and foremost I would like to thank Norman
D. Strahm for his incisive comments and suggestions regarding the sections
on regression analysis, system testing, and performance measurement (Chap-
ters 12-17, 28, and 29). This book has further benefited from Norm’s coau-
thorship of Chapter 19. I would also like to acknowledge my debt to Norm for
the benefits I derived from our many years of working together on a variety
of fundamental and technical research projects.

I would like to thank Steve Chronowitz for reviewing the sections on chart
analysis and technical trading systems (Chapters 23—27). The incorporation
of many of his suggestions resulted in a more lucid presentation of this ma-
terial. I am also indebted to Steve for demonstrating the value of chart analysis
in the hands of a skilled and experienced practitioner. In my initial years as
a commodity research analyst, I tended to doubt that anything as simple as
chart analysis could be of any value—an opinion based on innate skepticism
rather than experience or empirical research. Steve deserves much of the credit
(or blame) for transforming me from a skeptic into a believer.

I am also extremely grateful to a number of other reviewers who provided
many excellent suggestions and helped prevent some blunders from being
immortalized in print. In this regard, I especially want to thank the following
(chapters of review are in parentheses): Fred W. Willey (12-17, 28, 29); Gilbert
Shen (12-17); Martin Presler (35-36); Walter Spilka (9); Samuel Kahan (32);
Jacob Grossman (32); Guy Machnes (33); Tony Glickman (33); and Gregory
Kipnis (34).

I would like to thank Dennis Gartman for coauthoring the chapter on the
fundamental analysis of interest rates (21) and Guy Machnes for coauthoring
the chapter on the fundamental analysis of currency markets (22). Their ex-
pertise in these respective areas greatly enhanced the presentation of this
material. I would also like to thank Katherine Jones for her research help in
Chapter 19.

Xi



xii ACKNOWLEDGMENTS

The initial publication proposal for this book consisted of a table of contents
and four chapters. I am grateful to Perry J. Kaufman and Courtney Smith,
the reviewers of this preliminary material, for their kind words of encourage-
ment and their sound recommendations, which were largely incorporated in
the final product.

The illustrations in this book are pivotal to the presentation. Although
the majority of charts are original to this work, many have been drawn from
other sources. I am very grateful to the following companies and individuals
for their permission to reproduce charts originally appearing in their own
publications: Commodity Research Bureau, Futures Magazine, ADP Com-
trend, Currency Chart Analysis Ltd., ACLI, ContiCommodity Research Com-
puter Center, Chicago Board of Trade, Chicago Mercantile Exchange, Jacob
Bernstein, Gregory Kipnis, Stan Jonas, and Robert Stok.

I would like to extend special thanks to Smith Barney, my former employer,
and Steve Chronowitz and John Fruciano of that firm, for providing the ex-
cellent, in-depth information on contract details for the Appendix.

The regression analysis examples used in this book were run on software
made available by Commodity Information Services Co. (CISCO). In addition,
the performance measures of Chapter 29 were developed in a joint research
project with Norman Strahm on facilities made available by CISCO. I am very
grateful to Don Jones and CISCO for their help.

The task of typing the manuscript was complicated by many factors, in-
cluding the length of this work, the nonsequential writing of the chapters, and
numerous revisions. Consequently, I was especially fortunate to have the as-
sistance of Susan Epstein, whose virtually error-proof typing was matched by
her excellent organization skills. I am indebted to Susan for helping to keep
a difficult task from being even more difficult.

Were it not for Irwin Shisko, this book would never have been written. 1
wish to express my appreciation to Irwin for providing me with my first job
in commodity research and for being my mentor.

I would like to thank my wife JoAnn for many things: for her strong
encouragement to write this book even though she fully realized the magnitude
of the task and its impact on our time together; for bravely enduring 18 months
as a “book widow”; for providing a sounding board for everything from the
title to individual sentences (although admittedly, toward the end she did tend
to leap out of the room at the first utterance of the words, “which sounds better
...7); for help in compiling data and drawing charts; for her support during
the times I felt overwhelmed; and, perhaps most of all, for her confidence in
me and this work.

Finally, I would like to thank my newborn son Daniel for being a much-
needed, delightful diversion during an extended and frustrating period of re-
visions, proofing, and indexing.

J.D.S.



Contents

1

For Beginners Only

Purpose of This Chapter 1

The Nature of Futures Markets 1

Delivery 2

Contract Specifications 3

Volume and Open Interest 5

Hedging 6
Hedging Examples for a Commodity 6
Hedging in Financial Futures 9
General Observations Regarding Hedging 9

Speculation 11

Types of Orders 12

Commissions and Margins 14

Tax Considerations 15

Part 1 Fundamental Analysis

Fourteen Popular Fallacies, or What Not to Do Wrong

Five Short Scenes 21
Scene 1 21
Scene 2 21
Scene 3 22
Scene 4 22
Scene 5 22

The Fourteen Fallacies 23

Viewing Fundamentals in a Vacuum 23
Viewing Old Information as New 23

21

xiii



xiv

CONTENTS

One-Year Comparisons 24

Using Fundamenials for Timing 24

Lack of Perspective 25

Ignoring Relevant Time Considerations 25

Assuming That Prices Cannot Decline Significantly
Below the Cost of Production 26

Improper Inferences 27

Comparing Nominal Price Levels 27

Ignoring Expectations 29

Ignoring Seasonal Considerations 30

Expecting Prices to Conform to Target Levels
in World Trade Agreements 30

Drawing Conclusions on the Basis of Insufficient Data 31

Confusing the Concepts of Demand and Consumption 31

Supply/Demand Analysis: Basic Economic Theory

Supply and Demand Defined 33

The Problem of Quantifying Demand 35

Understanding the Difference Between Consumption and
Demand 37

The Need to Incorporate Demand 40

Possible Methods for Incorporating Demand 41

Why Traditional Fundamental Analysis Doesn’t Work
in the Gold Market 44

Types of Fundamental Analysis

The “Old Hand” Approach 46

The Balance Table 46

The Tabular and Graphic Approach 48
Regression Analysis 54

Econometric Models 55

The Role of Expectations

Using Prior-Year Estimates Rather Than Revised
Statistics 58

Adding Expectations as a Variable in the Price Forecasting
Model 61

The Influence of Expectations on Actual Statistics 62

Defining New-Crop Expectations 62

Incorporating infiation
Seasonal Analysis

Calculating a Seasonal Index 70
Average Percentage Method 70

33

46

58

64

70



CONTENTS

XV

10

11

Link Relative Method 72
Segmented Seasonals 79
Deseasonalizing Data 83
Maximum Gain/Maximum Loss Seasonal Comparisons 86
Counter-Seasonal Price Action 87
Seasonal High-Low Table 90
Chart Detection of Seasonalities 92
Seasonal Analysis: One Element of the Total Picture 93
Conclusion 99

Analyzing Market Response

Evaluating Market Response for Repetitive Events 111
Example A: USDA Hogs and Pigs Report 111
Example B: October Potato Production Estimate 113
Example C: October Orange Production and Yield

Estimates 114

Counter-Anticipated Market Response 116
Repetitive Events 116
Isolated Events 117

Government Programs and International Agreements

U.S. Government Programs 120
Acreage Reduction Programs 120
Loan Program 122
Farmer-Owned Grain Reserve 123
Commodity Credit Corporation Sales 124
Target-Price Program 125
Import/Export Controls 125
International Agreements 126
The International Sugar Agreement 126
The International Cocoa Agreement 129
The International Coffee Agreement 130
Conclusion 131

Building a Forecasting Model: A Step-By-Step Approach

Fundamental Analysis and Trading

Fundamental Versus Technical Analysis:
A Greater Need for Caution 136

The Three Major Pitfalls in Fundamental Analysis 137
T'he Unexpected Development 137
The Missing Variable 137
Poor Timing 139

Combining Fundamental Analysis with Technical Analysis
and Money Management 140

111

119

132

136



xvi

CONTENTS

12

13

14

15

Why Bother With Fundamentals? 141

Are Fundamentals Instantaneously Discounted? 142

Fundamental Developments: Long-Term Implications Versus
Short-Term Response 144

Summary 146

Part 2 A Practical Guide to Regression Analysis

Introduction to Regression Analysis

Basics 151

Meaning of Best Fit 153

A Practical Example 155

Reliability of the Regression Forecast 155

A Review of Elementary Statistics

Measures of Dispersion 158

Probability Distributions 160

Reading the Normal Curve (Z) Table 165

Populations and Samples 168

Estimating the Population Mean and Standard Deviation
from the Sample Statistics 168

Sampling Distribution 169

Central Limit Theorem 170

Standard Error of the Mean 172

Confidence Intervals 173

The t-Test 176

Checking the Significance of the Regression Equation

The Population Regression Line 180

Basic Assumptions of Regression Analysis 181

Testing the Significance of the Regression Coefficients 181
Standard Error of the Regression 187

Confidence Interval for an Individual Forecast 187
Extrapolation 191

Coefficient of Determination (#2) 192

Spurious (“Nonsense”) Correlations 195

The Multiple Regression Model

Basics of Multiple Regression 198

Applying the ¢-Test in the Multiple Regression Model 200
Standard Error of the Regression 202

Confidence Intervals for an Individual Forecast Y, 203

R? and Corrected R? 203

151

158

180

198



CONTENTS xvii

16

17

18

19

F Test 204
Reading the Computer Printout 205

Analyzing the Regression Equation 209

Outliers 209

The Residual Plot 212

Autocorrelation Defined 213

The Durbin-Watson Statistic as a Measure of
Autocorrelation 214

The Implications of Autocorrelation 215

Missing Variables and Time Trend 217

Transformations to Achieve Linearity 226

Transformation to Remove Autocorrelation 228

Heteroscedasticity 230

Dummy Variables 232

Multicollinearity 237

Practical Considerations in Applying Regression Analysis 243

Determining the Dependent Variable 243
Selecting the Independent Variables 245
General Considerations 245
Should the Pre forecast Period Price be Included? 246
Choosing the Length of the Survey Period 247
Sources of Forecast Error 247
Simulation 249
Stepwise Regression 250
Sample Step-by-Step Regression Procedure 252
Summary 252
References (Chapters Twelve—Seventeen) and Recommended
Readings 253

Part 3 Fundamental Analysis Applied

Forecasting Hog Prices 257

Projecting Supply 257
Demand Considerations 263
Price Forecasting Model 265
Other Relevant Factors 267
Summary 270

Forecasting Grain Prices 272

The Stock/Disappearance Ratio as a Key Fundamental
Indicator 272



xviii

CONTENTS

20

21

22

23

24

A Background Sketch of Wheat Fundamentals 274

Classes of Wheat 274
Production 276
Disappearance 277

Annual Wheat Price Forecasting Models 278
A Background Sketch of Corn Fundamentals 280

Production 280
Disappearance 281

Annual Corn Price Forecasting Model 282
Quarterly Corn Price Forecasting Models 285
October—-December Quarter 285
May-July Quarter 287

Summary 288
Forecasting Sugar Prices 289

On Tulips and Sugar 289
Production 292
Consumption 294

Price Forecasting Models 295
Conclusion 299

Forecasting Interest Rates 300

Introduction 300

The Yield Curve As an Interest Rate Forecasting Tool 300
Economic Cycles and Interest Rates 302

Bank Reserves and Interest Rates 305

Federal Reserve Activity and Interest Rates 307

Applying the Fundamentals: An Example 310

Conclusion 311

Forecasting Currency Rates 312
The Purchasing Power Parity Theorem 312
The Balance of Payments 314

A Case History: The British Pound, 1973-83 315
Conclusion 320

Part 4 Technical Analysis

Charts: Forecasting Tool or Folklore? 323

Classical Chart Analysis 333



CONTENTS XiX

Types of Charts 333
Bar Charts 333
Close-Only Charts 335
Point and Figure Charts 336
Trends 341
Trading Ranges 345
Support and Resistance 349
Significant Daily Patterns: Gaps, Spikes, Reversal Days,
and Thrust Days 352
Gaps 352
Spikes 353
Reversal Days 354
Thrust Days 356
Continuation Patterns 357

Triangles 357
Flags and Pennants 357

Top and Bottom Formations 359
“V” Tops and Bottoms 359
Double Tops and Bottorns 361
Head and Shoulders 361
Rounded Tops and Bottoms 363
Triangles 363
Wedge 365
Island Reversal 367
Reversal Day 367

Divergence 367

Volume and Open Interest 367

25 Chart Analysis and Trading 372

Is Chart Analysis Still Valid? 372

Choosing Stop-Loss Points 378

Mid-Trend Entry and Pyramiding 383

Setting Objectives 390

The Most Important Rule in Chart Analysis 396

26 Commodity Price Cycles 399

Finding Cycles 400
Visual Inspection 400
Detrending 402
Projecting Cyclical Lows 403
Cyclical Analysis and Trading 407
Conclusion 411



XX

CONTENTS

27

28

29

Technical Trading Systems: Structure and Design 412

What This Chapter Will and Will Not Tell You 412
The Benefits of a Mechanical Trading System 412
Four Basic Types of Systems 413
Trend-Following Systems 414
Moving Average Systems 415
Breakout Systems 418
Ten Common Problems with Standard Trend-Following
Systems 421
Possible Modifications for Basic Trend-Following Systems 424
Confirmation Conditions 424
Filter 427
Market Characteristic Adjustments 429
Differentiation Between Buy and Sell Signals 429
Pyramiding 430
Stop Rule 432
Rate of Price Change Systems 432
Counter-Trend Systems 434

General Considerations Regarding Counter-Trend
Systems 434
Types of Counter-Trend Systems 434
Diversification 439

Ten Common Problems with Trend-Following Systems
Revisited 442

Testing and Optimizing Trading Systems 443

Choosing the Price Series 443
Basic Concepts and Definitions 447
Choosing the Time Period 449
Realistic Assumptions 450
Optimizing Systems 451
Testing Versus Fitting 453
Blind Simulation 453
Median Set Performance 454
Distributed Median Performance 455
Multimarket System Testing 455
Negative Results 456
Observations About Trading Systems 457

Measuring Trading Performance 460

The Need to Normalize Gain 460

The Sharpe Ratio 462

Four Problems with the Sharpe Ratio 464
Alternative Performance Measures 471



