Discussion of an Email from a Former Student

A year or so ago | spent a couple of sessions advising a new trader. Recently, he sent me a long email
telling me how he had got on with his trading and some of the things he had learned from the
experience.

Extracts from his email are in italics below, followed by some additional comments from my
response to him.

Thanks for your email. | very much appreciate hearing how you got on.

| derived a lot of benefit from the sessions | had with you a couple of years ago. | thought you might
be interested in my development as trader as it probably mirrors the experiences of others.

Many of the things you say are indeed not unexpected and, yes, | have heard them before and
recognise them in my own learning over time. | thought that | might just comment specifically on
some of your points.

| keep on abandoning ideas that at first seemed axiomatic. Initially | thought that the application of
some industry over a brief period should suffice for competent trading. In fact it has taken 2-3 years
to acquire confidence and an adequate return.

| think that everyone goes through the phase of trying out things and discarding what does not work.
You have probably made faster progress than many because of your critical approach. | see too
many people who assume anything any guru has written as being true and useful, when they should
be more sceptical of everything they read until they can verify it for themselves.

Some traders have told me it took them 5 to 10 years to evolve a profitable method, so you have
made remarkable progress. | guess it relates to some extent to how much effort is put into the
learning phase - many learn the craft part time, whereas you have been able to give it a more full
time effort.

I next discovered that investment fundamentals or forecasts did not predict [price] performance.

True. Forecasts are useless for that purpose. | have concluded long ago that no one can predict the
future. Fundamentals are useful as indicators of value and likely business performance. However,
there are two problems: (1) The market discounts expectations, so much of it may already be
reflected in the price. (2) Fundamentals are not useful for timing.

| use fundamentals as a way of scanning the universe of stocks for value situations, but then use
technical analysis as a screen for timing and the way the market is discounting other factors.

The next phase was a search for electronic indicators, which now seems like preferring shadows to
substance.

With indicators, you are looking at derivatives of price. | too have found it best to work with the
price directly.

Having looked at hundreds of charts daily | am now becoming acquainted with charting patterns,
which seem behaviourally determined and which are reasonably reliable short-term predictor of price
movements.

This is very close to what | do. It is not fashionable, of course, but who cares, if it works. One thing
that annoys me is that people learn the old "Charting" techniques and then go on to regard

Copyright © Colin Nicholson Page 1



indicators, Gann, Elliott and so on as somehow "advanced" technical analysis, to the extent that they
stop looking at the chart itself any more. They are really surprised when | tell them that | do not use
many indicators and could trade quite successfully without them.

I was surprised to find that discipline, money management and exits (in that order) were the
important determinants of performance.

So true. Everyone | have met who becomes successful at trading echoes this back to me.

I also had to discover, although it may seem obvious, that a trading system has to be consistent with
the trader's emotional make-up.

| also agree strongly with this. It is something that | have wrestled with in deciding to teach my plan.

What | found from talking to lots of people was that many simply could not start from a blank piece
of paper to build up a plan, because it is difficult to appreciate what must be in it. What | have
decided to do is to teach my plan as a model from which they can start. | do emphasis that they do
not have to do things the way | do, but must have a mechanism that deals with each of the factors in
my plan - basically management of different kinds of risk. So | tell them what is in my plan, why that
element has to be in a plan and how | am dealing with the element of the trading problem. | then
leave it for them to use my tools, or vary them to something they are more comfortable with.

My trades are based on high probability, short-term signals. | do not diversify, | exit (at least
partially) on first momentum pause and | compensate for .5% commission with accurate execution. |
think that market risk can be expressed as product of size and duration of exposure. Most of my
funds are in Bank Bills and my exposure never exceeds 35%.

This sounds very sensible to me and as though you have evolved something you are now very
comfortable and confident with.

I do not risk more than 0.5% on any trade or 2% on related stocks.

When | tell people how low the risk is that good traders accept, people stand there with their mouth
open.

Within these parameters exposure depends on reliability of pattern and liquidity of stock. I find that
most good signals are followed by expected price moves although most price moves are not preceded
by recognisable signals. | prefer high specificity at the expense of sensitivity.

| suspect that this method would be uncongenial for most traders. The patterns are hard to express in
numerical terms and therefore hard to quantify and test.

Yes, but | have found that after a while your brain is able to classify and grade them so much better
than a computer could do. Just because everyone is moving to computerised and mathematical
approaches, does not mean subjective approaches won't still work. | tell them that | could do my
value scan on the computer, but do not. The reason being that the computer is too relentless - it is
not easy to program it with the fuzzy logic that our brains use.

For example, there are three parameters in my scan. A stock may be well inside two of them but a
fraction of a percent outside the third, The computer would reject it, but | can include it in my list, by
using discretion.

| also explain that ability to be good at subjective analysis is a function of experience. Many want an
approach that short-circuits the need for this experience, which takes time and work. However, just
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as in any other field, experience and work lead to an edge over the average practitioners. Is this not
why some medical specialists are top of their field, and the same applies in almost any profession?

I do not manage to remain in most trends. Attempts to do so led to disproportionate loss of
unrealised gains. It takes a long time to recognise and have confidence in these patterns although
most are quite simple to describe and are in the public domain. Also second guessing, whilst
seductive, is usually wrong.

It sounds to me as though you have found a time frame and associated risk parameters that suit you.

Over the last year my return was three times 10yr bond rate with only 15% average exposure to
stocks. This seems adequate, though not spectacular. It combines a potential for good returns with
low risk. The system reminds me of methods with 90% in government securities and 10% long
options.

It is also what the great futures traders do - they never have all of their capital in the market, but
look to make high percentage gains over and over on small "bets".

Finally, allow me again to thank you for your help both directly and through your writings.

It has been a pleasure for me to help someone along the path to success and | appreciate your
feedback very much.

To read more of my work

Previous Articles
All my previous articles for the free website are now on the Educational Articles page on the Free
Resources menu. They are now listed alphabetically by title with a brief description of their contents.

Books
| have written two books, both of which are available for purchase from the Buy Books menu:

BUILDING WEALTH IN THE STOCK MARKET — A proven investment plan for
finding the best stocks and managing risk

THINK LIKE THE GREAT INVESTORS — Make better decisions and raise your
investing to a new level

Members Website
Follow my thinking on my own investments, disclosure of my portfolio as | go, weekly market scans,
weekly market charts and analysis plus many more articles about investing and analysis

I am one of the very few investors who publishes their investment results each year, which | have
done since 2000 — see the Investment Returns page on the About Colin menu on the website
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