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One Hundred Million Reasons  

to Change Your Mind 
 

 

“Another one?” responded one of my investors. 

 

“Yep,” I said. “It’s too bad … it really looked like they’d 

figured it out.”  

 

This was number three in a five-year period. Three 

money managers, with years of consistent returns, who 

lost everything in a very short period of time. We call 

this “blowing up.” 

 

Collectively, they had lost hundreds of millions of their 

investor’s money. The average time it took to blow up? 

Less than a week.  

 

That’s right, in just a few days, everything went from 

status quo ... to mushroom cloud.  
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I’m aware that money managers blow up more often 

than this. But, when you learn about these stories after 

the blowup has already occurred, then it’s just another 

story in which you already know the end result before 

you learn about the events that led up to it.  

 

However, it’s very different when you live through it.  

 

When the story builds up for years that a manager is 

consistently outperforming the market, then that is their 

only identity at the moment. There is “proof” that they 

aren’t like the ones who have failed in the past.  

 

These were managers who I had discovered while they 

were relatively unknown. These were fund managers and 

asset managers who I followed closely and had first- or 

secondhand insight into what they were doing.  

 

They were doing something different than everyone 

before them. They appeared to have solved the risks that 

blew up so many previous managers.  

 

But their stories kept ending the same way. 

 

Even though these were just another three managers 

among many previous managers who had blown up in 

the past, the special thing about the failure of these 
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managers is that they’re the ones who finally made me 

permanently change the way I think. 

 

Partly, it was that I had personally been let down after 

building up such admiration for them.  

 

Partly, it’s because they were managing strategies 

similar to what I was doing.  

 

But, most importantly, these three managers revealed a 

major market principle to me that they ignored—and that 

cost them everything.  

 

If you read no more than this first chapter, I have one 

thing for you to take away. There’s a lot more if you 

continue, but there’s one very important idea that may 

save you from experiencing the pain that so many others 

have experienced and will experience in the future. 

 

Leveraging high probability is not the same as 

leveraging high survivability.  

 

What does that mean?  

 

A track record of very consistent returns can appear safe. 

It’s only when you look at how those returns are being 

generated that you can understand the survivability of 

the strategy. 
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Why do so many managers keep going back to strategies 

that eventually wipe them out? Why do so many 

investors get involved with these managers and their 

strategies? 

 

The simple answer is that they don’t understand how to 

evaluate the hidden risks.  

 

It is these hidden risks that you will learn about in this 

book. More importantly, you’re going to learn how to 

turn some of those risks around and potentially make 

them your reward. 

 

You will learn the steps to protect and potentially even 

profit from a market crash when others are being wiped 

out and trying to figure out what went wrong.   
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Turning Risk into Reward 
 

I’m excited that you have decided to learn about this 

very important topic. My goal in this book is to show 

you that it is possible for you to have profits after the 

next market crash without predicting when it is going to 

happen.  

 

I’m guessing that is something that would be valuable 

for you, right?  

 

It was very exciting when I finally realized that I was 

ready for a market crash. It was even more exciting the 

first time I was involved in a big sell-off and, instead of 

seeing red on my screen, this time I saw green.  

 

For some reading this, that is an exciting idea because of 

the opportunity to generate profits.  

 

For others, it provides relief from the fear and anxiety of 

thinking about a market crash and what that would do to 

their investment portfolio that they have worked decades 

to build. 

 

I was talking with a fellow trader a few years ago. 

Things had been going pretty well for both of us and we 

were outperforming the market and outperforming others 

in similar strategies.  



 

 

11 

 

 

I had made 49% the year before in my strategies, and I 

knew people that had done even better in similar 

strategies.  

 

But we were both concerned about the tail risk involved 

in the strategies we were trading.  

 

Note: Tail risk refers to extreme movements that are far 

beyond normal. For statisticians, that means more than 

three standard deviations. It’s the type of thing that 

happens less than 1% of the time. 

 

Even though we had been doing well, we knew that there 

was an element of randomness to our returns.  

 

That’s because the market had performed in a way—for 

an extended period—that rewarded the strategies we 

were involved in.  

 

But we knew that if certain market events reoccurred— 

things that had happened in the years and decades before 

we started our strategies—then a lot of traders were 

going to be wiped out.  

 

It didn’t look like there was an easy solution.  
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It looked like a game of musical chairs, and I didn’t have 

full confidence that I was getting a seat when the music 

stopped.  

 

If this wasn’t bad enough, the realization hit me that one 

of my original goals in trading, which I set years ago, 

was not being met. That specific goal is to be able to 

profit no matter what the market is doing. While I 

achieved the goal of being profitable, I knew I wasn’t 

ready for a real market crash.  

 

Instead of being paralyzed by this fear, I let it motivate 

me.  

 

When things were going fine, I continued to work harder 

than ever to develop strategies that would continue to 

work even if the stock market crashed. And by a crash I 

mean dropping 20%, 30%, or more in a short period of 

time.  

 

My goal wasn’t to lose less or break even when that 

happened. My goal was to make a market crash a 

profitable event. That would mean instead of fearing a 

market crash, I would actually look forward to it.  

 

As cool as that sounds, that goal wasn’t complete 

enough.  
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Instead of just looking forward to market crashes, I 

needed to still be profitable if the market didn’t crash. 

 

There’s a big difference between what I was looking to 

do versus what many other managers do. Most managers 

that can profit in a market crash have positions that profit 

when the market goes down, but they lose when the 

market goes up.  

 

That is just changing the problem—not solving it.  

 

I’d like to show you that there is a real solution—that 

you can profit in bear markets and crashes without 

predicting when they will happen.  

 

More importantly, you can still ride the bull markets, 

which can last for years or even decades.  
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Getting Burned 
 

If you’ve been involved in trading and investing for any 

length of time, you probably know what it’s like to feel 

the adversity of the market.  

 

If you’re an investor, you’ve probably been through 

market corrections and experienced the helplessness of 

watching your portfolio’s value diminish or even 

collapse.  

 

As an investor, you have two options when you are 

watching your portfolio tanking. 

 

You can either stop the pain and guarantee your losses, 

or you can ignore it and hope that things turn around 

again.  

 

During the Great Recession, a generation of young 

adults were burned by three of the most popular asset 

classes at the same time. Their home values, their stock 

market investments, and their bond investments ALL 

took massive hits.  

 

Studies by bankrate.com show that millenials are saving 

more cash and investing less than previous generations. 

Among many of the reasons, two stand out to me.  
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1. They don’t trust brokers and investment 

companies, and 

2. They don’t trust the market. 

 

After seeing so many institutions fail during the financial 

crisis, who can blame them?  

 

Being burned or just seeing others get burned is enough 

to teach you to stay away from hot stoves.  

 

Whether directly or from watching the impact on 

someone else, I’m guessing that you have seen firsthand 

that markets can inflict a lot of pain.  

 

I’m with you. I know what it’s like to be a victim of the 

markets (as I’ll soon tell you about).  

 

But I’m hoping that you will make the same choice that I 

made. Will you let that pain stop you from moving 

forward, or will you use it to motivate you to be smarter?  

 

The fact that you are reading this book indicates that you 

are the type of trader/investor who wants to make 

progress even after experiencing adversity.  

 

My goal is to help you gain the confidence needed to 

participate in the markets without fearing a crash.  
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Not because you are ignoring risk but because you have 

a plan to navigate it. 
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Discovering Opportunity in Turmoil 
 

My journey began very far away from Wall Street.  

 

During the financial crises and the Great Recession, I 

was a commercial real estate broker. That means I sold 

properties like shopping centers and apartment buildings 

to investors and investment groups.  

 

I began investing in real estate at the age of nineteen and 

had bought and sold more than fifteen properties before 

age twenty-one.  

 

As you can imagine, a real estate and mortgage crisis is 

not necessarily a good thing for someone whose 

investments were in real estate and whose career was in 

commercial real estate. 

 

Things went from bad to worse. During the housing and 

mortgage crisis, I had a negative net worth (I owed more 

than I had), my income was in a downward spiral, and 

my cash was running out.  

 

While all this was going on, I had the unique opportunity 

to have an inside look into the monthly results of a hedge 

fund that was trading stock options throughout the 

housing and financial crises.  
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Being able to see what they were doing changed 

everything for me.  

 

I was one of those people who thought trading was one 

notch above gambling. I thought most people lost 

money, and the only people who did make money were 

either lucky or had a job at a big firm, in a major city, 

and had access to information that no one else had.  

 

That is, I thought these things until this very unique 

opportunity that changed my entire perspective.  

 

A friend and mentor of mine discovered a local hedge 

fund that was trading options. I’m in what is called a 

tertiary market—that means we live in a third-tier market 

—not a primary market like Chicago, London, or New 

York and not a secondary market like Kansas City or 

Dallas. I grew up in a medium-sized town in Southwest 

Florida. I remember when it was a big deal that they 

renamed the airport from “regional” to “international” 

because they added a direct flight to one other country.  

 

This is not the type of town to find a hedge fund 

operating, let alone one that was trading options. 

Because my friend had an account with this group, we 

got to see what they were doing.  

 



 

 

19 

 

Technically, the account happened to be a separately 

managed account (SMA) rather than an investment into a 

hedge fund. That meant we got to see everything they 

were doing. We could see when they got into a trade, 

what they were buying and selling, how much they made 

or lost each day, etc.  

 

They were making a lot of money. And we got to see 

exactly how they were doing it.  

 

So, while I was sitting there watching the world around 

me crumble, with my industry in panic mode, hundred-

year-old companies collapsing, people losing their jobs 

and homes, here was this small group of traders who 

were making huge profits.  

 

They hadn’t bet that the world would fall apart. They 

hadn’t predicted that there would be a recession or that 

mortgage-backed securities were mispriced or anything 

like that.  

 

There were no predictions at all in what they did. 

Instead, they had a simple strategy that didn’t depend on 

the market going up. 

 

Can you see why that would be attractive to someone 

who was losing because markets were going down? Yep 

… it was very attractive. 
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That’s when I decided that I never wanted to feel like a 

victim of the market again. 

 

I now had firsthand knowledge that it was actually 

possible to be a profitable trader without competing for a 

seat at a major financial firm in a big city.  

 

I saw that there was someone in my little town actually 

making a living for themselves, and for other people, 

during market turmoil. I knew that this is what I wanted 

to do. So, I jumped in with both feet. 

 

Since then … a lot has happened. There were ups and 

downs, mistakes made, and many lessons learned the 

hard way.  

 

But, I didn’t quit; and eventually, I began to make 

significant progress.  

 

About five years after I decided to become a trader, I 

entered a trading competition for options traders around 

the world. It was a six-month competition where 

everyone’s live trading was tracked. The winner got not 

only bragging rights but also a $100,000 trading account 

with the firm that ran the competition. 
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After the six months had passed, I had the highest return 

and the second highest annualized % return and earned a 

seat as a remote trader with a successful proprietary 

trading firm based in New York City. Since I’ve been 

trading that account, I’ve had the highest risk-adjusted 

returns and highest % returns for their options desk.  

 

I now also have a registered investment advisory firm 

where I have the opportunity to advise and manage 

accounts for individual, fund, and prop firm clients.  

 

But, one of my favorite things to do is work with other 

traders to develop new strategies together. I love having 

the opportunity to help early-stage managers grow their 

own trading business without having to learn the lessons 

that I, and so many others, learned the hard way.  

 

That is what this book offers. There are lessons that are 

much easier learned in this book than learning them the 

hard way. 

 

For example, do you remember that local fund I 

mentioned? The one that showed me there was a real 

opportunity for someone like me?  

 

Yeah, well they were also the first ones to demonstrate 

to me that the market does not forgive mistakes.   
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How to [Not] Lose 120% in One Week 
 

Maybe you have heard of Siegfried & Roy? They’re the 

magicians/entertainers who made a name for themselves 

by performing live with white tigers and lions.  

 

For years, they appeared to defy the risk involved in 

working side by side with some of the most dangerous 

creatures on earth. Well, that is until an evening show in 

October of 2003.  

 

That night, Roy Horn nearly died as the risks the duo had 

been taking for years caught up with him.  

 

Horn claims that the lion was trying to help him by 

carrying him off the stage. Regardless of what caused the 

lion’s actions, the jaws of the lion were too powerful for 

Horn’s body, and he suffered life-changing injuries.  

 

There are two common reactions when hearing a story 

like this. The first is empathy—that is to feel for him and 

the pain that he and everyone close to him went through. 

The second is a sense of cosmic rebalancing. That is, to 

see someone who appeared to be able to defy natural law 

ultimately be proven no different than the rest of us.  
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After the shock and surprise of such an event settles, 

there is a sense that no one is really surprised or shocked 

at all.  

 

Part of my path as a trader has been to reverse engineer 

what successful traders and funds do.  

 

During this process, I have often uncovered what 

appears to be death-defying risk-taking. Everyone knows 

that there is excessive risk. But, because the results 

continue to come in, it appears that there is something 

special about the manager or the strategy. Something 

that gives them the ability to take that extra risk with no 

consequence.  

 

These high-flying managers have, apparently, mastered 

some method to keep the lion (that is the market) from 

mauling them. They believe that they have figured out 

how to get up close to the lion without needing any cage 

or chains.  

 

But every couple of years, the market catches up with 

another one of these prominent market magicians who 

was taking excessive risk to get their results. 

 

The first one that I witnessed happened to be the same 

firm that revealed to me that there was an opportunity for 

independent traders to navigate the market.  



 

 

24 

 

 

After seeing a close call that they went through, I learned 

to stay away from what they were doing. Later, they 

were wiped out completely when their risk finally caught 

up with them.  

 

Thankfully, there was that previous close call which 

gave adequate warning to stay away from that specific 

type of risk. Without that close call, I likely would have 

had a catastrophic loss as well. 

 

In the years that followed, one firm after another would 

build up their prominence because they were still alive 

when others had fallen. “Clearly, this one has actually 

figured it out,” is what investors must have said to 

themselves as they poured capital into the manager that 

had continued to defy death.  

 

Only later did they find out that their fate would be the 

same as those who had fallen before. 

 

Are you wondering why people keep going back to these 

high-risk managers if the story keeps repeating over 

time?  

 

The reason is that they are always just different enough.  
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They could point out the flaws of the past managers and 

explain why they were not like that. 

 

If one manager is wiped out by a bond market strategy, 

the next one explains that the same strategy in stocks has 

worked fine.  

 

When that manager is wiped out by a single stock 

because of an accounting scandal, the next one explains 

that a diversified stock index doesn’t have that risk.  

 

After they are wiped out, the next one explains that you 

need to be in commodities like wheat and oil because 

they are real assets.  

 

After they are wiped out, the next one explains that all 

you need to do is use a different type of contract that has 

a higher probability. 

 

After they get wiped out … ok, you get the idea, right?  

 

I was playing the same game as everyone else. I was 

looking for the next idea to avoid the fate of previous 

risk takers.  

 

That all ended when I got too close to being one of these 

stories myself. 
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I had, somehow, stayed a few steps ahead of the ones 

that had failed so far.  

 

That is because I had a simple approach to only be in a 

strategy while it worked and then get out of it when it 

stopped working.  

 

If something worked—and I understood why—then I 

would do it. Once the strategy started to underperform 

compared to its history, I would reduce my size in that 

strategy or abandon it completely.  

 

Since this was the path I had chosen, I had to keep 

looking for the next strategy to replace things that 

stopped working.  

 

One of the strategies that I learned about appeared to 

solve all the problems that caused others to fail.  

 

It had all the key elements that I liked in a strategy. It 

was elegant, simple, and unpopular. (Unpopular things 

have the opportunity to last longer because most people 

don’t know about them yet.)  

 

It worked, and I knew why. So, just like the others, I did 

it. And, yet again, there was another close call.  
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But, what happened next still sends shivers down my 

spine when I think about it.  

 

A firm, which I had followed closely, had nine figures of 

their client’s money in this same strategy. That’s more 

than $100 million. However, this wasn’t a billion-dollar 

manager with a portion of their client’s money in this 

strategy. They had it ALL in this one strategy.  

 

They had a great track record with remarkable 

consistency and high returns. Yes, they had ups and 

downs, but they had always recovered from their losses.  

 

If you just stop there, you can see why this would be an 

attractive and logical opportunity. It makes sense, it’s 

different, it has worked, it loses sometimes but makes it 

back quickly, they have earned enough trust to manage a 

lot of money, they are regulated and monitored by a 

government agency, they have a nice office, etc.  

 

Just about anything an investor wanted to see, they had. 

Sure, there was risk involved, but they had “proven” to 

be able to navigate and overcome that risk successfully. 

 

That is until a three-day period of time revealed the 

hidden risk. The losses they had been through before 

didn’t represent the real risk hiding underneath their 

strategy.  
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On day one, everyone’s accounts were down a lot. A 

market that normally moved five to ten cents a day had 

moved almost twenty cents against them. This was not 

good, but it was something they could handle.  

 

On day two, that same market moved another fifty cents 

against their positions. That’s about ten times normal. 

Now, if the loss was only ten times what it was the day 

before, everything may have actually been fine.  

 

But, what most investors didn’t understand was that the 

positions they were in would get exponentially worse as 

the market continued to move further and further against 

them. 

 

If the losses were linear (that means ten cents against 

you may cost 2%, so twenty cents would cost 4%), then 

everything may have been all right.  

 

But they were exponential. That means ten cents might 

cost 10%, but twenty cents would cost 40%! Double the 

movement had four times the impact. 

 

This was certainly a traumatic loss, and it was going to 

be devastating for the investors. But, remember, this was 

only the second day in our three-day story.  
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On day three, everyone that was on the wrong side of 

that market was in panic mode and running for the exits 

at the same time. When that happens, it’s like an auction 

for the last bottle of clean water.  

 

Not only will people be willing to pay more than the last 

person bid, but they will also make their bid much higher 

than the last person to try to ensure that they get the 

bottle.  

 

Just when they think there is no way they aren’t going to 

get the bottle of water with their extremely high bid, 

someone else jumps in with the same idea at an even 

crazier price. Then, everyone starts doing the same thing 

at the same time.  

 

This is how markets crash. Moments of high conviction 

and consensus in the market can lead to rapid, one-way, 

irrational movement.  

 

On that day, everyone’s accounts were wiped out. 

Actually, they weren’t just wiped out … they were 

negative! 

 

The total loss for the firm’s clients was more than 100%. 

Whether they knew it or not, they were not only going to 

face the loss of their entire account, but the investors 
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were legally required to pay for the additional losses, 

too. 

 

As I watched these events unfold in real time, I realized 

that it was only because of that one previous close call 

that I had not been in the same exact position.  

 

In the past, I had moved away from strategies long 

before they had major issues. This time, it was too close. 

What if next time there wasn’t a warning? What if next 

time the story was about me instead of someone else? 

This time I couldn’t just move on to another idea.  

 

I had to shift my thinking entirely.  
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Solving the Wrong Problem 
 

Every strategy change I had made prior to this was a 

small pivot within the same general category of 

strategies.  

 

The first manager I witnessed blow up was using excess 

leverage and only traded one side of the market.  

 

That means the market could go up a lot and they would 

make money. The market could go down a little and they 

could still make money! But, when the market went 

down too much, there was a big problem.  

 

The emphasis was always on “probability.” About 95% 

of the time they could end with a profit. And 4% of the 

time they would have a manageable loss.  

 

Sounds good. Oh, wait! Did you notice something wrong 

there? We have 95% and 4%. There is still 1% left over. 

 

What happens the other 1% of the time? The answer 

depends on one very important thing: size. 

 

The strategy that they were using was to sell put options 

near expiration. The strategy can survive almost 

anything if you target 5% to 10% annual. But they were 

trying to make 40% a year!  
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The only way to take something that can safely make 

10% and get 40% is to trade four times bigger. 

 

So, to answer the question about what happens the other 

1% of the time when you are four times leveraged? You 

blow up. 

 

Now 1% may not sound like a lot. That sounds like an 

extremely remote risk, right? Maybe not when you run 

the numbers.  

 

They were repeating the strategy each month. So, that 

means they were figuratively holding a gun that had 

ninety-five chambers that were empty, four had rubber 

bullets (the nonlethal projectiles that police use for 

simulation and riot control), and one had a real bullet.  

 

If you are repeating the same strategy every month, you 

are pointing that gun at your account (or the client’s 

account) and pulling the trigger each month. So it just 

comes down to which of the one hundred months it will 

be.  

 

This isn’t a once-per-lifetime type of thing. They are 

leveraging up the idea that something that statistically 

happens once every 8.3 years won’t happen next month, 

or the month after that, or the month after that.  
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Thankfully, I witnessed one of the rubber bullets come 

out before I was involved in the strategy. It was an event 

that caused a 30% loss. Looking at what has happened in 

the past and comparing it to what happened this time, I 

realized that 30% wasn’t even close to the potential risk.  

 

After this, I found methods for defining risk. The returns 

were a little lower, but the survivability was higher. This 

time I did go through one of the hard times. Because I 

had moved to the defined risk version, I survived and 

continued to move on. Others who remained in the 

original version with undefined risk were wiped out.  

 

The more I looked at what I was doing, I realized that I 

had made a huge improvement, but I still had the 

potential for too much risk. Maybe I wasn’t in the once-

per-eight-year category, but I was still in the once-per-

thirty-year category. I didn’t like that, either.  

 

That’s when I discovered complex spread trades. These 

are self-hedged trades that, in theory, can profit 70% to 

80% of the time and can handle large moves without 

blowing up. The type of moves that would wipe out 

naked puts would still be a large loss, but those losses 

could be earned back very quickly.  
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I studied these trades as much as anyone I know. One of 

the pieces of software that I use to study options 

strategies keeps track of the number of trades I analyze. 

I’ve entered, by hand, over thirty thousand positions to 

analyze how these trades work.  

 

These are the types of trades where I had the most 

success. I won competitions, raised money, and made it 

to the top spots in databases that verify trader 

performance. 

 

Every day, I would study and work to improve these 

trades. I reduced cost by making them more efficient; I 

optimized exactly which options to enter, when to open 

the trades, and when to close them.  

 

Note: To “optimize” means to study many different ways 

to do something in order to find which would have been 

the best performing version in the past. The goal is to 

use that information to estimate what will do the best in 

the future as well.  

 

I was confident that I wasn’t like those other managers 

because I had done so many things to improve the 

strategies. I added defined risk, hedging, low-cost 

adjustments, and extensive optimization that most were 

unwilling or unable to do. 
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Every way I looked at it, I believed that I had found the 

way to consistent performance without too much risk.  

 

That is, until some of the traders I collaborate with began 

to challenge my beliefs. You see, my information was 

based on very large amounts of research and what I 

believed to be a large amount of data.  

 

I had ten-plus years of market data from before I started 

my strategy to show how it would have worked in the 

past—plus the years of real results to show that it was 

still working.  

 

But, several traders who I collaborate with were 

beginning to ask questions that were shaking the 

foundation of what I was doing.  

 

They were making the case that we were just the latest 

edition of the breed of managers who had fallen before.  

 

Could it be, just like those managers who had failed in 

the past, that I thought the things that made me different 

were just giving me a false sense of security?  

 

I had a choice to make. Would I ignore these claims as 

being overly critical, or would I humbly hear them out?  
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These weren’t traders who didn’t understand what I was 

doing. They knew exactly what I was doing and why it 

worked. Many were in similar strategies. I respected 

them and still do.  

 

This is when I decided that I would be open-minded and 

do the work necessary to determine what it would take 

for me to become another failed manager who thought 

they understood risk.  
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Discovering the Real Problem 
 

To accomplish this deeper analysis of potentially hidden 

risks, the first major shift I made was to get away from 

“optimizing” and focus on “stress testing” instead.  

 

Stress testing a strategy means to estimate what 

scenarios would cause losses that are too large.  

 

There’s a big difference between stress testing risk and 

optimizing for the best returns.  

 

Stress testing has you looking for losses that have either 

never happened or happen so rarely that most don’t 

consider them to be relevant.  

 

Optimization has you looking for the most reward for 

everything that has actually happened in a certain period 

of time. 

 

It didn’t take me long to realize that I had not actually 

removed risk. By focusing on stress testing, I found that 

I had simply extended my probable lifecycle to 50 or 100 

years. Certainly better than 8.3 years where I started, but 

it still meant that I was playing a game that could easily 

catch up with me.  
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It’s important to note that something that statistically 

happens every 50 years doesn’t mean it will happen 50 

years from now. It means it could statistically happen 

anytime during the next 50 years. 

 

The real problem was that everything I had been doing to 

decrease my chances of blowing up were just extending 

them to some theoretical date in the future.  

 

I saw there were two immediate choices I had. 

 

The first was to keep doing what I was doing while 

making a plan to solve this real problem. This choice 

would mean that I’d try to ride out the high probability 

that things would be fine for at least a little while longer.  

 

The second was to make an immediate change. The only 

change I could really make was to reduce the size in my 

positions ... a lot. To do that meant I would have the 

pressure of redefining my approach while having a lot of 

capital on the sidelines. I would risk missing out on the 

opportunity to keep profiting if things continued to work 

fine. 

 

You see, reducing risk is a risk of its own. When trading 

for firms and investors, there is the expectation that their 

money is being put to work. If it’s not being put to work, 

then the capital may be taken away.  
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I chose to reduce size and take the opportunity risk rather 

than the tail risk.  

 

And it happened to work out mostly in my favor. 

 

The very next year, the strategies we were in had a very 

tough time. Sometimes I’m tempted to take credit for 

timing my size reduction ahead of that year. But the truth 

is that I didn’t know it was going to be a good decision 

where I almost immediately avoided big losses.  

 

I will, however, take credit for one thing. And, unlike 

trying to predict when a strategy will stop working, this 

is something you can use for yourself, too.  

 

My commitment to focus first on risk and second on 

reward has prevented me from chasing returns and 

getting wiped out several times.  

 

You can do the same.  

 

You can decide today that you want to be an evaluator of 

hidden risks and not allow any level of returns to blind 

you from seeing the real potential downside.  

 

Some of my clients appreciated that I avoided losses. 

Others didn’t understand what could have happened and 
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thought I was holding too much cash—so they took back 

their accounts. It was bittersweet.  
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Making Volatility Your Friend 
 

So, now I knew the problem. I was moving from one tail 

risk to another.  

 

Tail risks are risks that show up on the far end of a 

distribution curve. It means they are remote, rare, and 

uncommon. But, they are real. 

 

The more I studied tail risk, the more I found there is an 

entire subniche in the markets with a focus on tail risk as 

a strategy.  

 

That may sound strange. It would almost be better to call 

it tail “reward” because they are trying to profit from the 

low probability events. 

 

These strategies are very attractive because it’s far easier 

to define risk in these strategies and potentially get a 

huge payout if something big happens in the market.  

 

Sounds good, right? Why not just switch to this?  

 

Here’s the challenge: 

 

Managers who desire volatility can wait a long time for 

it to come. Their performance can often have extended 

periods of what we call “choppy” returns. That means 
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returns are up and down a lot but not really going 

anywhere over time.  

 

Then, when the volatility finally comes, they are almost 

certain to pull ahead and generate the returns they are 

looking for.  

 

While it’s the safer long-term approach, investors aren’t 

attracted by the history of the choppy returns. Even 

worse, many will hop in with these managers after they 

have a big return—which historically means they are 

entering at a time when they will have to wait the longest 

for the next big return.  

 

This is why so many managers and investors are 

attracted to the strategies that are more likely to blow up.  

 

Until they do blow up, they appear to be far superior 

because they are more consistent through low- and 

medium-volatility markets (the types of market 

conditions that we see more than 80% of the time).  

 

So here’s the challenge that I faced: The safer thing to do 

is not attractive. The attractive thing to do is not safe.  

 

This is when I had my big epiphany.  

 

What if I mastered both?  
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During low volatility, my original strategies make 

money and the tail risk strategies break even or lose a 

little.  

 

Then, during a tail risk event, maybe the returns from the 

tail “return” would cover the losses in my original 

strategies.  

 

Could it be possible to break even in a crash and be 

profitable in most other scenarios?  

 

That’s the question that was too important to ignore.  

 

To answer this, I had to learn a new set of strategies with 

a totally different view of the markets.  

 

One set of strategies would desire volatility. The other 

would not.  

 

One set of strategies would desire choppy markets. The 

other would not. 

 

While the concept made sense, it brought up several new 

challenges to work through. Some of the questions I 

faced were: 
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● What are some rule-based tail risk strategies that 

actually break even when they aren’t working?  

● How big would each trade need to be so that the 

losses were covered but the choppiness didn’t 

cost too much the rest of the time?  

● How could I evaluate true tail risk if there are no 

examples that depict what is really possible?  

 

My first attempts to put together a “tail neutral” portfolio 

were not very effective.  

 

The first thing I spent a lot of time on was finding 

income strategies that were not very good and just doing 

the opposite.  

 

Here’s why this looked good in theory. Some income 

strategies make very little but have about the same 

amount of tail risk as the ones that make more. I could 

take these underperforming strategies and simply reverse 

them.  

 

Instead of making a little, they would lose a little. But 

when they would have lost big, I would have a big win 

because I was doing the exact opposite. 

 

I shake my head when thinking about the number of 

hours I spent on this idea. Hundreds of hours … maybe 

even more than a thousand hours.  
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Ultimately, I learned that this was not an effective way 

to limit tail risk. The problem was that the increased 

costs and the trickle of negative returns in the portfolio 

made the net result very unattractive.  

 

To truly have a tail “return” strategy that added value, I 

couldn’t just flip over what I already knew. I had to 

move into a totally different realm to find where tail 

return really happens in a way that can actually break 

even or even profit when there aren’t big events.  
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Buffalo and Timberwolf Strategies 
 

I’m glad I spent all that time learning what wouldn’t be a 

desirable solution for me.  

 

You see, the return on the investment of hundreds or 

thousands of hours of focus on a single topic is that you 

develop a higher level of understanding. That is because 

most complex topics require references to something you 

already understand.  

 

We use analogies and metaphors to interpret new ideas 

that we don’t understand by referring to ideas that we do 

understand. We see how they are similar and that is what 

helps us understand the new topic.  

 

For example, if you want to teach a child how sound 

moves through the air and bounces off of things, you can 

use their Slinky toy (something they have spent time 

with and understand) to explain how sound waves move 

like a Slinky.  

 

After they understand how sound moves through the air, 

they can use that knowledge as a reference later to learn 

about electromagnetism.  

 

After you spend thousands of hours on a new topic, it 

becomes the new reference point. It becomes core 
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knowledge. Core knowledge is immediately understood 

and doesn’t require the time and effort to continuously 

interpret through references and analogies. 

 

Ultimately, I recommend that you become a student of 

tail risk and income strategies. However, to save you the 

thousands of hours needed to gain the reference points, 

we’ll take just a minute to use some analogies that show 

how I learned to effectively pair tail risk and income 

strategies for a crash-ready portfolio.  

 

So, we’ll use some animals to represent the two 

categories of management styles.  

 

The first is the buffalo. This represents the higher-

probability income-style strategies I had exclusively 

focused on before.  

 

Buffalo are tough creatures. They can handle just about 

any weather. When properly motivated, they can defend 

themselves from even the most vicious predators. But, 

they have a glaring weakness: 

 

Buffalo don’t navigate cliffs very well. 

 

When I was in elementary school, I learned how Native 

Americans mastered a highly efficient way to hunt 

buffalo. Arrows weren’t very effective against the tough 



 

 

48 

 

hide, and getting close enough with a spear was very 

risky.  

 

However, at some point, they discovered that a herd of 

buffalo in motion became a mindless mass of nearly 

unstoppable momentum. If the momentum of a stampede 

was strong enough, the herd would go right off a cliff.  

 

So, the Native Americans devised techniques to trigger a 

stampede and, more importantly, direct the path of that 

stampede toward a cliff.  

 

Panic and herd-style momentum represent one of the big 

risks that Buffalo strategies face. 

 

The second type of management style is the Timberwolf. 

While buffalo are herbivores and eat by standing still, 

timberwolves are carnivores and normally eat by means 

of running and catching their prey.  

 

When buffalo see timberwolves, some running is likely 

to happen. However, if the buffalo stand their ground 

and stick together, they are more than capable of 

deterring or defending an attack.  

 

In addition to encountering a buffalo that decides to 

defend itself, another challenge for timberwolves is that 

sickness or injury can limit their ability to catch prey. 
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This leaves them vulnerable to starvation or being 

attacked by another carnivore.  

 

Below is a summary table to describe the characteristics 

that we’ll use to compare trading methodologies to the 

animal kingdom.  

 

Before we get into the table, I want to mention 

something important about these animal analogies. We 

are describing the strategies, not the manager. These are 

portfolio components and not personality traits.  

 

A strategy can be a Buffalo strategy. The manager is just 

the manager of the strategy we are describing as a 

Buffalo.  

 

This distinction is important because it means the 

manager is free to select a different species of strategy or 

multiple species to have in a portfolio. 

 

The danger of labeling the manager this way rather than 

the strategy is that the manager may feel like that is all 

they can ever be. 
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Strategy Type Eats when Survives in... Mortality 

Buffalo Standing still and 

there is vegetation 

(most of the time) 

Most 

conditions 

Panic and 

Irrational 

Momentum 

Timberwolf Running faster and 

being more nimble 

than its prey 

Most 

conditions 

Sickness and 

Starvation  

Examples of Buffalo Strategies 
 

The following are three quick examples of Buffalo 

strategies. There are many more that can be labeled 

Buffalo.  

 

The idea here is to see the similarities between these 

three so that you can correctly categorize an investment 

or trade strategy in the future. 

 

Mean Reversion  

 

This is the higher-probability style of trading that buys 

after price declines and/or sells short after price increases 

to capitalize on small moves back toward prices that are 

neither high nor low.  
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For example, if the market price is 3% above the ten-day 

average price, and 70% of the time it will return to the 

ten-day average price before the ten-day average price 

rises 3%, then this is a higher-probability trade for a 

short seller.  

 

But, probability alone isn’t good enough.  

 

While you can potentially make up to 3% on this trade, 

we haven’t yet defined what type of risk is associated 

with the trade. If the market continues higher before 

finally coming back to the average, you could be short 

while the market price rises 5%, 10%, or more.  

 

To have a complete strategy with the expectation of 

long-term survival and profits, it’s important to identify 

a reason to close the position for a loss that doesn’t 

depend on mean reversion happening first.  

 

Short Options 

 

Selling an option gives the seller the time premium 

which will be worthless at expiration.  

 

The seller of the option typically profits if the market 

doesn’t move more than expected in the direction that 

the buyer of the option was hoping.  
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The most common statistic mentioned when discussing 

options is the number or percentage of options that 

expire worthless.  

 

The attraction to 80%, 90%, or 95% probability of profit 

can be a distraction from another reality, which is that 

some of the options that don’t expire worthless can be 

worth ten, twenty, or one hundred times the ones that did 

expire.  

 

This is a Buffalo strategy because it profits if the market 

doesn’t move more than expected.  

 

It falls off a cliff when the underlying market moves too 

far. When that happens, the exercise value of the option 

(the intrinsic value) is higher than the time premium 

received. The option seller is obligated to pay this 

intrinsic value at expiration.  

 

For example, an options seller may collect one hundred 

dollars on most of the options they sell, but sometimes 

the option may cause them to pay out more than they 

collected. There are times this amount could be one 

hundred times what they received. For some options, the 

amount the seller can lose is unlimited! 

 

Note: If you are scratching your head after that last part 

about “time premium” and “exercise” and “intrinsic 
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value,” we have courses and mentoring that can help 

you learn everything you need to know about the options 

market. Options trading is an essential part of 

increasing a manager’s ability to control risk and 

improve the results of a variety of strategies. You can 

learn more about this course at the end of the book.  

 

Correlation Arbitrage  

 

That is just a fancy way of describing strategies that are 

based on buying and shorting two separate markets 

because they usually rise and fall together.  

 

Managers can find two similar markets for this strategy 

(e.g., the price of gold and the stock price of gold-mining 

companies). When one has recently risen and the other 

has not, they may buy the relatively cheaper asset and 

sell short the other.  

 

If the higher-priced asset falls, the cheaper one is likely 

to not fall as much. If the cheaper asset rises, the more 

expensive asset may not rise as much.  

 

The original difference between the two prices is called 

the spread. 

 

The goal is to find spreads that are larger (a.k.a. wider) 

than usual and profit from the “collapse” of the spread.  
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This is a Buffalo strategy because it profits when the 

movement of one price away from another doesn’t last 

long and things settle back to normal. It works most of 

the time, but panic and irrational momentum are very 

risky. 

 

The strategy falls off a cliff when the price of the spread 

never comes back, or, better said, when the spread 

widens far enough to wipe out the manager before it 

settles back.  

 

Summary of Buffalo Strategies 

 

Favorable Characteristics of Buffalo Strategies: 

 

● Higher probability of each position or trade being 

profitable.  

● Seeks to profit from normality—that is when 

markets move in a way that is similar to history, 

what is “typical,” or within an expected amount. 

● Can be proved with many historical examples of 

how and why it works. 

● Often does not require discretion of the manager, 

so a simple set of rules can provide a high 

probability of profit.  

 

Unfavorable Characteristics of Buffalo Strategies:  
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● Tail risk means you either have to stay small 

(low returns), take too much risk, or find a way to 

hedge, which can be expensive and reduce 

performance. 

● The strategies depend on historical examples of 

abnormal movement to define risk and cannot 

predict the magnitude of future events that can 

cause much larger losses. 

 

As I mentioned earlier, taking the other side of Buffalo 

strategies is not the most effective way to profit when 

there are events that cause losses in those strategies.  

 

An entirely different species is needed instead. Those 

strategies are what we will cover next. 
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Examples of Timberwolf Strategies 
 

Just like our Buffalo strategies, there are many other 

strategies and trade structures that could fit into the 

Timberwolf category; and we are just comparing a few 

to see the similarities so that you can identify other 

Timberwolf strategies in the future. 

 

Momentum and Trend Following  

 

We can put crashes into two general categories: 

 

1. Reversal crashes. These are crashes that occur 

within just a few hours or days of when that 

market was previously moving in the opposite 

direction. 

2. Continuation crashes. These are crashes that 

occur by rapid acceleration in the same direction 

as the short- and/or long-term trend.  

 

The second, continuation crashes, are much easier to 

handle by using momentum- and trend-following 

strategies.  

 

The first, reversal crashes, are extremely rare. While 

some crashes do come very shortly after the market had 

previously been going in the other direction, there is 

often some indication of a change in direction that gives 
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the opportunity to participate if that move becomes much 

larger. 

 

Momentum- and trend-trading can’t avoid or profit from 

every type of crash. But, enough crashes happen in the 

direction of momentum that this Timberwolf strategy is a 

good thing to include in a portfolio.  

 

Some effective forms of trend- and momentum-trading 

include: 

 

● Breakouts. This is when the market price reaches 

a new high or new low over some period of time, 

such as five days or fifty-two weeks.  

● Momentum. This variation generally seeks to 

start following changes in direction earlier than a 

breakout.  

 

There are countless indicators and combinations of 

indicators to objectively identify the trend and 

momentum of a market.  

 

One area of focus in my research is to find indicators and 

signals that are effective across large numbers of markets 

and time frames. Two I have found that tend to work 

better than others are:  
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● Price channel. Also called the Donchian Channel, 

which is simply a visual for identifying the 

highest high and the lowest low over a defined 

period of time.  

● Volume Weighted Average Price (VWAP). This 

is a type of average price but is unique because it 

resets each day, week, month, or year. It also 

adds weight to price points with high volume and 

discounts price points where there was little 

participation.  

 

All forms of momentum- and trend-following are lower-

probability strategies. What I’m specifically referring to 

is the number of profitable positions versus losing 

positions.  

 

However, being “lower probability” is often a 

misconception, because some of the winning trades can 

last many times as long as the losing trades. So, even 

though most trades don’t work, the total time in winning 

trades can often be longer than the total time spent in the 

losers.  

 

Long Options 

 

Another form of Timberwolf strategy is to have long 

options. The two general uses for long options are: 
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1. Directional: the option can increase in value if 

the market moves in the right direction enough to 

cover the cost of the option. 

2. Nondirectional: the market can go in either 

direction as long as it moves far enough to pay 

the cost for having options in both directions.  

 

With long options, moves can be profitable if they: 

 

● happen soon enough, 

● go far enough, 

● and expectations don’t change too much, causing 

a rapid decline in options prices. 

 

Nondirectional options strategies provide very exciting 

opportunities. 

 

If it wasn’t for the fact they are notoriously difficult to 

profit from, they would be perfect.  

 

They offer the opportunity to not know which way the 

market is going and to completely define risk, while 

having unlimited reward potential.  

 

For nondirectional options trades, there are two general 

structures: 
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A straddle is a trade that buys two options at one price 

for either direction. These are the more expensive 

options and can create profits from smaller moves, but 

lose more if the market doesn’t move very much.  

 

A strangle is a trade that buys two options farther apart 

from each other. These have a lower cost but also have a 

lower probability of being profitable even after 

somewhat large movements.  

 

Volumes can be written (and have been) to explain all 

the nuances of buying and selling options. For those who 

are familiar, we will not spend time reviewing.  

 

For those who are not familiar with options, it’s good to 

keep pushing forward, and you can revisit specific trade 

structures and trading concepts later.  

 

Our focus right now is to understand the big picture of 

all the various components of a portfolio that can 

generate profits in a crash without predicting when it 

will happen. 

 

Relative Strength 

 

This strategy contrasts correlation arbitrage. If you will 

recall, correlation trades have the goal of profiting when 
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the difference between two similar assets comes back 

together. 

 

However, relative strength seeks to profit from a 

continued widening of the spread between two or more 

assets.  

 

The goal of relative strength strategies is to identify 

positions worth buying because the performance is 

relatively stronger than a similar asset—or to sell short 

the asset because its performance is relatively worse.  

 

This is different than momentum because both positions 

could be in bullish momentum and you can still short the 

relatively weaker asset. 

 

In such a scenario, if the market crashes, the weaker 

performing asset may crash further and faster. Or, if the 

market is very strong, the stronger asset may rise more 

than the weaker. 

 

Some take a position in both assets (long the strong, 

short the weak) as a type of market neutral strategy. 

 

If you use short and long positions with relative strength 

and weakness, it is possible to have large wins from both 

the long and short positions even if the market isn’t 

moving a lot.  
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Summary of Timberwolf Strategies 

 

Favorable Characteristics of Timberwolf Strategies: 

 

● The potential for very large profits in very short 

periods of time. 

● Seeks to profit from larger than expected 

movements.  

● The bigger the move, the bigger the profit. 

 

Unfavorable Characteristics of Timberwolf Strategies: 

 

● Low probability of each position or trade to be 

profitable.  

● Difficult to be profitable or break even during 

low volatility.  
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Putting the Right Strategies  

in the Right Environment 
 

Just like real buffalo, the preference of Buffalo strategies 

is to graze and stay calm. They eat slowly, but they can 

eat most anytime they want. That is, until they have to 

run for their lives.  

 

Buffalo strategies die when they can’t defend themselves 

(ineffective hedging), be nimble enough to avoid a 

predator (poor management), or find themselves falling 

from a cliff (wiped out in a crash).  

 

Timberwolf strategies, like real timberwolves, get small 

meals when they catch small animals (small trends) and 

big meals when they catch big animals (crashes and 

large trends).  

 

Most of the time, timberwolves are waiting for the 

opportunity to hunt. They have to conserve their energy 

when there is no opportunity. Timberwolf mortality is 

most commonly related to sickness (bad strategies), 

injury (losses from choppy markets), and starvation (the 

lack of movement and opportunity). 

 

One thing that I tried for a long time was to build 

Timberwolf strategies in the same markets that I traded 

Buffalo strategies.  
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The idea was to trade a single market in a way that 

allowed me to profit regardless of if the move was up, 

down, small, or large.  

 

Unfortunately, this was not very effective.  

 

After transaction costs (brokerage commissions, 

exchange fees, and price risk) the net result was not very 

attractive. Yes, the chance of survival was far higher, but 

the returns were very erratic and hardly worth the 

additional effort and cost.  

 

I wondered if the cost of survivability was too high. That 

would leave me with either too much risk or without the 

ability to generate attractive enough returns to continue 

raising capital.  

 

After some time with this, I decided to separate the two 

ideas and focus on them independently. Instead of a 

single plan that was a hybrid of two species, I would try 

to build the best of each.  

 

This was a huge breakthrough.  

 

I had known for years that the best place for Buffalo 

strategies was in low-volatility markets—those are slow-

moving markets with fewer and smaller surprises.  
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The big mistake that I was making before was trying to 

build Timberwolf strategies in the same markets where 

Buffalo strategies performed best.  

 

That’s when I asked myself: Where would I never want 

to take my Buffalo strategies? Perhaps that is precisely 

where I needed to send my Timberwolves. 

 

The idea here is that instead of pitting them against each 

other in an environment that is either neutral for both or 

better suited for one species, I needed to put the Buffalo 

in the wide-open plains and the Timberwolves in the 

mountains. 

Where the Buffalo Roam 

 

Low-volatility markets are better suited for mean 

reversion and income strategies.  

 

Broad-based indexes are a perfect example. It’s not 

surprising that broad-based indexes are smoother and 

less volatile markets. Diversification is what provides a 

portfolio with smoother returns and less volatility. A 

broad-based index is a self-diversified asset. For 

example, buying the S&P 500 index instantly diversifies 

you into five hundred stocks.  
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Even during big economic or political events, these 

markets don’t move as much as many other markets can 

move on a regular basis. 

  

 

Low volatility markets are difficult for trend following 

and momentum trading because the trends that do 

develop are often not large enough to recoup the losses 

from whipsaw during choppy periods.  

 

Whipsaw refers to periods when a market price goes 

back and forth in a range and causes momentum and 

trend followers to buy high and sell low multiple times 

for losses. 
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Where the Timberwolves Hunt 

 

Although it’s very difficult to predict the timing and 

magnitude of trends, there are markets and individual 

assets that tend to make these big moves more often.  

 

Sometimes this happens even when the lower-volatility 

markets aren’t doing much at all.  

 

Commodities like oil and gold are two great examples.  

 

Here’s a sampling of the swings that the price of crude 

oil had over about an eleven-year period. 

 

● 180% rise in less than two years 

● 80% decline in less than one year 

● 78% rise in less than one year 

● 35% range for several years 

● 60% decline in ten months 

● Another 40% decline in less than three months 

● 78% bull market for two years 

● 35% drop in seven weeks 

 

By comparison, here are the major swings of the S&P 

500 during the same period 

 

● 57% decline during the financial crisis 

● 70% recovery in one year 
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● 17% correction in two months 

● 36% rally for one year 

● 20% decline in six months 

● 32% increase in six months 

● 10% correction for two months 

● 37% grinding bull market for two years  

● 15% correction over ten months 

● 57% two-year bull market 

● 12% correction in two weeks 

● 15% rally for nine months 

● 11% correction for two months  

 

Half of the swings in crude oil are larger than the largest 

swing in the S&P 500. Half!  

 

The movement that is considered to be once-in-a-

lifetime volatility for the S&P 500 is just another normal 

year in the crude oil market. 

 

That’s right, oil moving 30% to 60% in the course of a 

year is normal.  

 

So, do you see why it might make sense to try to capture 

momentum and trend movements from markets that tend 

to move two to four times as much as a broad-based 

index? Me too! And that’s where the Timberwolf 

strategies were starting to see the most promising results.  
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Here’s an example. The following returns are from a 

strategy study that buys a new five-day high and sells 

short a new five-day low. The study is over a fourteen-

year period. We’re looking at both crude oil futures and 

the S&P 500. 

 

The first is on one Contract of Crude Oil Futures (Each 

contract is for one thousand barrels of oil): 

 

 
 

The following is the same strategy on one thousand 

shares of an S&P 500 ETF: 
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Data Source: Tradestation 

 

As you can see in these charts, trying to follow the short-

term momentum of the S&P 500 is a losing strategy. 

However, there are profits using the same exact strategy 

in crude oil. 

 

Here’s where the fun really begins! 

 

Next, we’re going to flip over the bad results of the S&P 

500 strategy. Instead of buying a new five-day high, 

we’re going to sell short, and instead of selling short a 

five-day low, that is where we will buy.  

 

Note: Selling a market short carries unlimited risk and is 

not recommended unless you fully understand those 
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risks, have a lot of trading experience, and have 

consulted with your financial adviser. 

 

S&P 500 Inverse Momentum Strategy 

 

 
 

No surprise here. Doing the opposite generates a profit. 

 

 

 

The next thing we’ll look at is what happens when these 

two strategies are combined.  
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What we can see here is that sometimes the S&P 500 

counter-momentum strategy is worse, and sometimes the 

oil-momentum strategy is worse. However, the 

combination is never the worst.  

 

Below are some stats to clarify this. 

 

Before we look at the stats, we need to define what we’re 

looking at. We are going to evaluate two things and their 

relationship to each other.  

 

The first is the total return. That’s simple: it’s the 

amount of money the strategy made during the study.  
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The second is the maximum drawdown. This is the worst 

point from peak to trough. That means if you look for the 

point where the graph makes the largest dip before it 

returns to a new high point, that is a drawdown.  

 

The oil strategy returned $140,990 at the end of the 

study. Its maximum drawdown was $48,730.  

 

The S&P 500 counter-momentum strategy returned 

$205,830. Its max drawdown was $61,140. 

 

I like to use a simple formula called Return on Max 

Drawdown to compare the returns to the risk. 

 

Return on Max Drawdown is simply dividing the total 

return by the maximum drawdown.  

 

Instead of dividing the returns by the invest cost (one of 

the most traditional metrics), we are using this to 

discount returns by the amount of losses that had to be 

experienced to get those returns. 

 

A great thing about diversifying into multiple markets is 

that even though the returns are additive (you simply add 

up the returns at the end to know your final return), the 

drawdowns are not.  
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That means you can add the total return from two 

markets to know the return, but you don’t add up the 

maximum drawdowns to know the portfolio max 

drawdown. 

 

This is one of the most powerful concepts in trading and 

investing. And here’s how it looks in our example:  

 

The returns of the momentum strategy on one thousand 

barrels of oil were $141K. Adding that to the $206K 

returned in the counter-momentum strategy on the S&P 

500 fund, you get a total return of $347K.  

 

No surprise there.  

 

But what about the drawdowns?  

 

The oil strategy drew down $48,730 and the S&P 500 

strategy drew down $61,140. Does that mean we add 

them up for a drawdown of $110K?  

 

Nope! 

 

Why not? Because the returns and drawdowns don’t 

happen at the same time. That is why diversification 

works.  
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To know the drawdown of the portfolio, we have to 

combine the returns and look for drawdown at the 

portfolio level.  

 

After doing that, here’s what we find: 

 

 S&P 500 Crude Oil Total 

Return $205,830 $140,990 $346,820 

Maximum 

Drawdown 

$61,140 $48,730 $72,590 

Ret/MDD 3.37 2.89 4.78 

 

 

The combined two-strategy portfolio only had a 

drawdown of $72,590.  

 

I use “only” on a relative basis. These strategies 

wouldn’t make it into my book, but it’s a simple 

example of the power of putting the right strategies into 

the right markets and combining the results.  

 

Let’s repeat that.… 
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Our objective is to put the right strategies into the right 

markets and combine the results. 

 

We’re not predicting which one will do better or when 

each will do better. We’re just letting the Buffalo 

navigate the calm markets while the Timberwolf hunts in 

the mountains.  

 

They exist in two totally different environments that are 

best suited for each of them.  

 

Over time, we expect them to survive and thrive. But 

their performance has an element of randomness to it.  

 

That randomness benefits us. 

 

In the grander ecosystem of all markets, something 

important happens when you diversify:  

 

Macroeconomic seasons (recessions, global crises, etc.) 

can turn all markets into high-volatility markets. When 

this happens, we can see a period of time where there is 

an inverse correlation in strategies like the ones in our 

example. The performance will become less random. 

The mean reversion strategy is almost certain to lose 

while the momentum strategy is winning.  
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The goal in that period is to see the momentum strategy 

outperform the counter-momentum strategy. How? 

Because we expect the higher-volatility market to still 

move further and faster than the broad-based index. 

 

And here is something very cool. Sometimes—not often 

but often enough—both can win at the same time.  

 

A few of these periods are indicated below. 

 

 
 

We’ll quickly recap what we just saw here before 

moving on to some more portfolio strategy examples. 
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● A Timberwolf strategy performs best in a market 

that tends to move more.  

● A commodity like crude oil regularly experiences 

bigger swings.  

● These larger swings allow us to capture bigger 

wins that “pay” for the many whipsaw losses. 

● The same strategy in a slower-moving market, 

like a diversified stock index, performs very 

poorly most of the time.  

● We reversed the strategy to become a counter-

momentum strategy instead of following 

momentum. (We can also call this a range 

strategy or mean reversion strategy.) 

● Note: I don’t trade strategies that sell short a 

rising market and buy a declining market without 

other ways to define risk; this was an 

oversimplified example for conceptual purposes.  

● Since macroeconomic cycles can cause many 

markets to trend at the same time, these trades 

can have an offsetting effect at key times.  

● Randomness allows both to occasionally profit at 

the same time, which provides the combined 

return on max drawdown more attractive. 

 

Bottom line: When each species (“strategy”) is put into 

the right environment (“market”), they can both thrive 

over time and provide a portfolio-level effect that is 
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more attractive than either of the individual strategies on 

their own.  

 

These were two very simple examples of using the five-

day high and five-day low as points to decide when to 

buy, sell, sell short, and cover. 

 

Another quick note on these strategies: neither of these 

strategies is production ready.  

 

The crude oil strategy has much room for improvement, 

and the S&P 500 strategy has enormous tail risk and 

execution risk that would need to be handled with the 

right risk-management plan or trade structure.  
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True Diversification 
 

Armed with the knowledge that multiple species of 

strategies in their best environments was a viable 

solution, I was free to stop trying to erase all the 

problems that one single strategy had.  

 

Rather than precise optimization of a single strategy, I 

could focus on True Diversification of a portfolio of 

strategies. 

 

What is True Diversification? 

 

I’m glad you asked. Basic diversification is owning a lot 

of different things. True Diversification goes beyond 

“owning” and brings in short selling, adding income, 

directional, multiple time frames, multiple strategy 

types, alternative markets, etc. 

 

Precise optimization comes with a lot of pressure. It’s 

like being the kicker on an NFL football team. The entire 

team can give their blood, sweat, and tears for a three-

hour game, but many times it all comes down to the 

kicker. Will the laces be lined up just right? Will he 

gauge the wind speed just right? Did he step off the right 

number of paces at just the right distance for each step? 

If not, he could lose the game.  
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If you are like me, you may see those pro kickers and 

think they have the easiest job. But have you ever 

watched those competitions where “regular people” get 

to try to kick the field goal and win something? That’s 

when something that appears to be routine for one 

person becomes almost laughably impossible for 

someone else to accomplish.  

 

Imagine if those same people had eleven burly football 

players charging them, ten thousand screaming fans in 

the stadium, and millions more watching at home.  

 

The reality is that optimizing just one strategy is like a 

regular person trying to kick an NFL field goal.  

 

Yes, you could do it … sometimes. But, if you only had 

one chance—just one strategy—could you do it? Are 

you sure?  

 

By moving from single-strategy optimization to a truly 

diversified multi-strategy portfolio, I was trading in my 

high-pressure job as a kicker and becoming the general 

manager of the team instead.  

 

Like a truly diversified portfolio, a good football team 

needs to have the right type of person for each position.  

A great team cannot put eleven kickers on the field or 

eleven quarterbacks. There needs to be fast guys running 
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and big guys on the line and good leaders throwing the 

ball. 

 

Like the general manager of a team, your job is to find 

the right strategy for each market and the right strategy 

mix to complement the truly diversified portfolio.  

 

Can you imagine what it would be like to have a 

portfolio that not only includes a lot of different stocks 

and bonds but also includes positions that make money 

when the market goes down?  

 

Well, to do this means you also have a lot to keep track 

of. That is why it’s super-important to have very 

efficient strategies. 
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Complexity is Expensive 
 

Over-adjustments and self-hedging techniques create a 

lot of costs that weigh down a strategy.  

 

Here’s why: 

 

Over-adjusting increases commissions as well as price 

risk.  

 

Price risk are the losses experienced when having to get 

more contracts filled at a price that is worse than the 

quote in the market. Many call this slippage. 

 

Hedges are trades that are normally expected to lose 

money over time. Even though they are expected to lose 

money, the purpose is to limit the risk of another 

position.  

 

Did you catch that phrase we just used twice? “Expected 

to lose.”  

 

Instead of tying up additional commissions and price risk 

for trades that are expected to lose money, wouldn’t you 

rather put those same commission dollars behind trades 

that have a long-term expectation of generating profit? 
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Me too! Keeping things simple and having a diverse 

basket of strategies can accomplish this.  

 

The following compares one very actively managed and 

complex strategy to a basket of very simple strategies.  

 

 

 
 

Over a five-year period of time, this lone Buffalo 

strategy above earned $7,900 per spread.  

 

This strategy has some tail risk, which you can see 

during the first major decline in performance near the 

beginning.  
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The spread has four strikes and is adjusted (moved) 

approximately every two weeks.  

 

The commissions for this trade? A whopping $5,200.  

 

This is where we can introduce one of the most boring 

performance metrics that you will quickly learn to love!  

 

Would you like to know something that most people 

don’t talk about that can make a huge impact on your 

bottom line? Even if it’s a little boring, I’m guessing you 

are like me and get excited to learn about anything that 

can help improve your results.  

 

The metric is called Commission Impact Ratio (or 

Commission Impact Percentage). 

 

I know … it doesn’t sound very exciting at first. But let 

me tell you why it is. 

 

While this is not something that will get you a ton of 

likes on Twitter, it can help save you from one of the 

hidden risks of overly complicated strategies.  

 

In the strategy shown above, the commissions add up to 

about 40% of the gross return (40% Commission Impact 

Percentage). Maybe this is the first time you’ve looked at 
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the relationship between commission and returns, so I’ll 

just tell you, that’s high … very high. 

 

What we’ll look at next are some much simpler trades 

that have no hedging, no adjustments, and half as many 

strikes per spread.  

 

 
 

The chart above shows the performance of the three 

individual strategies we’re going to look at next.  

 

This set of strategies is a hybrid Timberwolf/Buffalo 

portfolio. 

 

Here’s what’s going on with these strategies: 
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There are multiple time frames, in two different markets, 

using an income trade with a directional bias.  

 

All three strategies have a reason to be bullish, a reason 

to be bearish, and a reason to be neutral.  

 

Did you catch what just happened there? There isn’t one 

strategy that is always neutral and one that is always 

following momentum and one that is always trading 

mean reversion. Instead, all of them have a variety of 

reasons to switch between bull, bear, Timberwolf, and 

Buffalo. 

 

This was a major breakthrough for me. By allowing 

Buffalo positions to take on size at the start of a choppy 

market and Timberwolf positions to take on larger size at 

the beginning of a trending market, it created a very 

efficient and simple way to navigate changes in the 

market.  

 

While that may not seem simpler, it actually is. Here’s 

why.  

 

The lone Buffalo strategy tries to cover every scenario 

all the time. Every trade is complicated and may have to 

be quickly adjusted or moved if the market is moving a 

lot.  
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The hybrid basket follows three sets of rules that only try 

to cover one scenario at a time. When the position and 

the scenario match up, the trade can be held for a long 

time with no adjustments or moves.  

 

Because each trade in the hybrid basket is only trying to 

do one thing at a time, each position uses half as many 

contracts and each position is held, on average, about 

three times longer!  

 

Fewer contracts and less often—that has a compound 

effect for reducing the total commission cost in this 

basket of strategies. 

 

All in, the commission costs are just $640 for the hybrid 

basket.  

 

The following chart adds up the returns from the three 

strategies into one portfolio.  
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It does require some more capital to trade this basket, so 

we won’t look simply at the raw dollar returns (which 

are significantly higher), but we’ll focus on the 

relationship between the returns and the 

costs/drawdowns.  

 

The commissions on this basket of simpler strategies 

ends up being just over 2% of the returns, compared to 

40% in the original Buffalo strategy. Talk about 

efficient! 

 

The drawdown relative to the total return is also much 

smaller and that’s due to two major things: 
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1. Commissions create a negative drift that makes 

the drawdowns deeper and the run-ups smaller.  

2. True diversification allowed the hybrid portfolio 

to generate profits from the event that caused a 

drawdown in the Buffalo-only strategy.  

 

Let’s recap the principles at work in this simple portfolio 

of truly diversified hybrid Timberwolf/Buffalo strategies 

by comparing it to the Buffalo-only strategy: 

 

● For the Buffalo-only strategy to work in the long 

term, it needed a lot of hedging and more 

frequent adjustments.  

● You have to pay more commissions to add on 

these trades that are expected to lose money.  

● This weighs down the returns with additional 

losses in order to reduce the tail risk so the 

strategy can survive. Without these extra costs, 

the strategy would have to be traded so small that 

it wouldn’t compete.  

● The truly diversified hybrid strategy portfolio is 

far more efficient because it’s only trying to 

cover one scenario at a time. When that scenario 

lasts (a trend develops or the market becomes 

choppy), then that one position can be held for a 

long time. 

● Commissions spent in the multispecies portfolio 

are only spent on trades that are expected to 
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create value. Don’t you prefer paying for 

something that is expected to add value? I know I 

do. 

● Each strategy may be a little choppier 

individually, but together they are smoother and 

more powerful than the single complex strategy.  
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The First Crash I Profited From 
 

There are many best-selling books about money 

managers who knew that something big was going to 

happen, so they took a big position at the right time and 

secured their place in history as one of the greats.  

 

These are exciting and inspiring stories. Traders read 

stories like these and feel empowered to be the next sage 

to predict a giant trend and get on the right side of it 

early.  

 

The reality is that those stories are so amazing because 

they are so rare.  

 

I don’t have one of those stories. Even if I did, I don’t 

think telling it would help you. What would my one-time 

big call do to help you over the next twelve months or 

twelve years?  

 

This is a different story. It’s about something you may 

actually be able to emulate. You may be able to make 

this story your own. And you may be able to repeat the 

story over and over again.  

 

My story didn’t end with a single windfall. It ends (this 

time) just slightly profitable.  
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Slightly profitable? I know you aren’t reading this book 

to become just slightly profitable. Stick with me for a 

minute and maybe you’ll see why slightly profitable 

results can be very exciting.  

 

________________________ 

 

The first time I profited from a crash was only a slightly 

profitable month. But that happened to be precisely at 

the end of a month where my old strategies would have 

blown up.  

 

I sat one day and looked at my screen and saw a number 

that was only slightly higher than it was a month ago. 

Even so, I was overwhelmed with gratitude and relief.  

 

Why?  

 

That week, one firm with over $100 million under 

management lost everything and more (their investors 

not only lost their accounts, they also got a bill to send in 

more money to cover the additional losses).  

 

Another firm was down 20%, and several other 

independent traders I spoke with regularly were down 

anywhere from 15% to 40%.  
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Every one of these firms was trading strategies that I had 

only recently stopped using.  

 

What did I see to know that it was time to close those 

positions that they didn’t see? 

 

That’s the type of question that many believe needs to be 

answered.  

 

The truth is, I didn’t “see” anything coming, and I didn’t 

know it was “time” for something to happen. That’s the 

language used in the commentary that pollutes financial 

media daily.  

 

Furthermore, the truth is that it’s always a good “time” 

to stop taking excessive risk. It’s always a good time to 

diversify into different markets and different species of 

strategies.  

 

I had made it through this time with a small profit 

instead of a giant loss because true diversification works 

—not because I predicted anything. 

 

Every market I had been trading had a big move. Almost 

no one in Buffalo-style strategies was unhurt. The stock 

market dropped 10% in a very short period of time. Oil 

was down 40%.  
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Trades that I didn’t know about a year before this were 

part of my portfolio because I didn’t stop looking for 

ways to profit when my other strategies would be losing.  

 

Adding these new strategies automatically took away 

capital that otherwise would have been 100% exposed to 

the big losses.  

 

That’s powerful on its own because it turns big losses 

into a small loss.  

 

Even better, because the new strategies benefit from 

volatility, that capital is put to work somewhere that also 

wins at the same time. That’s how you go beyond 

turning a big loss into a small loss, and make it into a 

small win instead.  

 

This is what had happened. I had seen firsthand that I 

was now prepared to navigate a big event in the markets 

without knowing when it was going to happen.  

 

This is really the ultimate form of “being right.” By 

committing to not predicting and not trying to be right all 

the time, I could allow my one decision—to be truly 

diversified—to be the only thing I was right about. 

That’s the kind of decision and prediction that can pay 

off many times.  
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What Is Holding You Back? 
 

Would you like to exchange a future big loss to break 

even instead? I think we can all agree that is preferable.  

 

Here are the harder questions that also have to be 

answered.  

 

Would you be willing to also give up a giant win in the 

future for a smaller win instead?  

 

Would you be willing to take capital away from 

something that is working great and put it into something 

that doesn’t do as well?  

 

Are you willing to keep you best strategies at small size 

when they have performed excellently for a year or 

longer?  

 

True diversification is not a one-time decision. When 

you have a very strong feeling about one specific 

opportunity because you heard something or believe 

something, then you have to choose to either remain 

diversified or pile into that one trade.  

 

Keeping your best-performing strategies in small size 

takes a lot of discipline. And it can be very tempting to 
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add size to something that just keeps working and why 

you are in the other strategies, too. 

 

Remaining truly diversified is an ongoing commitment. 

And it’s hard—that’s because the financial world is 

against you.  

 

People with more money than you, more information 

than you, and nicer suits than you, are telling little old 

you that something big is about to happen in XYZ.  

 

Who are you to doubt them? What are your credentials? 

Where is your research team? Who exactly do you think 

you are to not agree with the expertise that is being so 

generously handed to you by people willing to appear on 

TV and announce the big opportunities? 

 

I hope you are catching the sarcasm.  

 

Financial media cannot survive without something new 

and exciting to talk about every five minutes.  

 

You know who doesn’t get invited back to CNBC? The 

guy who is asked, “What are your predictions for next 

year?” and replies, “I don’t have any. I’m just going to 

maintain and improve my portfolio of diversified 

strategies.”  
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That’s boring TV. They would rather share big 

predictions and hindsight analysis that “explains” what 

has already happened. 

 

You are constantly being bombarded with useless 

information from people who seem reliable.  

 

Financial media gives a steady stream of predictions and 

ideas that give you no real edge. The bigger the 

prediction, the more excited everyone gets. Even when 

they are wrong, they keep getting invited back! Why? 

It’s not because the media channels agree with them … 

it’s because the viewers love it.  

 

The world is full of average (and below average) traders 

who believe that they need to “keep up with the markets” 

and “hear the latest predictions” from Wall Street.  

 

Here’s the real news:  

 

“Wall Street” doesn’t exist to help you.  

 

Your broker isn’t your friend.  

 

Brokers, Wall Street analysts, and financial media have 

one job: keep your attention so that you take the action 

that benefits them.  
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Part of my job as a trader and manager is to mentor other 

traders. These are either clients who want to manage 

some of their own trades, or potential collaborators and 

traders.  

 

During the process of mentoring I often find out about 

trades and trade ideas that were not previously discussed 

or part of any plan.  

 

After digging deeper, the story is often the same.  

 

“Someone mentioned,” “I saw on Twitter,” “I watched 

an interview on TV,” etc.  

 

Phrases like those are what I hear when they give the 

reason that they are holding a trade that they don’t 

understand, is distracting them, and they are anxious 

about.  

 

● The broker is happy because the trader spent 

commission dollars. 

● The media company is happy because the trader 

is helping boost their traffic/ratings to help them 

make more from advertisers. 

● The “expert” is happy because they got to talk up 

their position and get some people to help boost 

the price in their favor.  
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You know what you will never see from financial 

media?  

 

It’s something that would instantly destroy their 

credibility and viewership.  

 

One word: accountability.  

 

Financial media will never hold themselves accountable 

for the accuracy or profitability of their guests’ ideas.  

 

There will never be a segment that lays out the bottom 

line, net result of the ideas that were shared in the past 

day, month, year, etc.  

 

Instead, they will bring back the person who got the 

most views and had the most shares and created the most 

value for them to get advertisers to spend more.  

 

I encourage you, if you haven’t already, to Turn Off 

Financial Media. It deserves no more than five minutes 

of your attention each day. Even when something is 

going on, they are not explaining anything that will help 

you control your risk.  

 

In about thirty seconds, you can see what you need to see 

about the “cause” of movement, then you can go on to 

execute your preplanned risk controls and manage your 
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portfolio of truly diversified strategies that are ready for 

up, down, sideways, crashes, and more.  
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The Big Roadblock 
 

There is something that most market participants are 

unwilling to give up in their trading and investing. It’s 

something that seems important and seems necessary. 

However, it will typically and ironically provide the 

opposite of the intended result.  

 

I know this personally because I found that this was 

something that used to hold me back. It’s also been 

revealed as a common roadblock over and over again in 

working and collaborating with other traders.  

 

The big roadblock that it’s time to break through is the 

desire for certainty.  

 

When hard work and focus have the goal of producing 

certainty, it is misguided and counterproductive.  

 

Why? Because certainty is not available in trading and 

investing.  

 

Technical analysis will only give you certainty about 

what has already happened.  

 

Statistical analysis can only give you an edge for the 

long term, but it will not tell you the path the market will 
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follow or guarantee the results of the next one, ten, or 

one hundred trades.  

 

Let’s take a step back and identify what is actually being 

desired when you desire certainty in your trading and 

investing.  

 

The desire for certainty is actually the desire to know the 

collective whims and decisions that every market 

participant (large and small) will make over the course 

of time, in the future.  

 

There is a damaging phrase that I recommend you 

considering removing from your vocabulary. That phrase 

is “the market will….” 

 

However you put it, that phrase is nonsensical.  

 

If unemployment improves, “the market will 

probably….”  

If this level breaks, “the market will go to….”  

If the VIX gets above 25, “the market will….” 

 

What you are really saying when you say, “the market 

will…” is that you know what millions of people 

controlling billions of dollars will do, when they will do 

it, and why.  
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It doesn’t feel like that claim is being made when the 

noun used is “market.” The word market sounds like a 

single entity that is almost nonhuman and subject to 

simple cause and effect. 

 

However, the market is really everyone. It’s a lot harder 

to replace the word market with the word everyone and 

still feel like you aren’t a little crazy for making the 

same predictions. 

 

Do you really know what everyone is going to do today? 

I don’t know about you, but I struggle to feel certain 

about what I’m going to do from hour to hour.  

 

I have been involved in trading communities and groups 

where the same conversation is repeated over and over 

again. The market jolts one way for a few minutes. 

Someone invariably chats in: “Did something just  

happen?” then others scramble to provide a link to a 

news story or a tweet that explains what just happened.  

 

This process of inquiry turns into a round of predictions. 

“Looks like the market wants to (go up, go down, 

bounce, consolidate, etc)”; “looks like the market will 

(keep going, turn around) from here”; “the market 

clearly doesn’t like (this level, that news, the economic 

report).” 
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Armed with an explanation, decisions are made off of 

this type of banter.  

 

Decisions! Trades, adjustments, closures, changing stop 

losses, etc. 

 

Hours later, the market jolts another direction.  

 

“Now what’s going on?” “This is just crazy.” “This 

market is all over the place.”  

 

Someone else chimes in: “The buyers were obviously 

waiting for the sellers to be done.”  

 

Another trader: “Has anyone seen news that explains this 

change?” “Anyone? ... Bueller?” 

 

It’s like a group of adults watching a toddler playing 

with blocks. If the toddler picks up a red block, the 

adults start betting that the toddler is going to only play 

with red blocks for the rest of the day. Clearly, it’s 

because the toddler is drinking red juice and has red shoe 

strings.  

 

Wait … he’s picking up the yellow block now. “This is 

just crazy.” “This kid is all over the place.” “He is 

obviously seeing something yellow that is causing him to 
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switch to yellow blocks.” “Does anyone see something 

yellow in the room that explains this?” “Anyone?”   

 

If you have felt the struggle and annoyance of trying to 

make sense of the market’s movements, then I hope this 

next section will help provide some relief from that.  

 

Instead of engaging in a never-ending cycle of 

forecasting the path that everyone will push the market 

along, I invite you to discover a better way to view the 

market. 

 

  



 

 

107 

 

Freedom in Selective Ignorance 
 

When you embrace the uncertainty of the market, you 

can begin to focus on new things.  

 

The highest level of certainty that I have in any single 

position is about 80%. And that is rare. Most of the time, 

it’s between 55% and 70%.  

 

One of this biggest breakthroughs for me was when I 

decided that I would no longer care if my current trade 

ended profitably or not.  

 

I used to care a lot. Too much, in fact. I would be elated 

when positions were profitable and upset when they 

were in the red.  

 

That type of emotional whipsaw can be very damaging 

over time and is certainly not scalable. That means if I 

had big highs and lows seeing thousands of dollars come 

and go, how could I possibly expect to handle the highs 

and lows of hundred-thousand-dollar swings?  

 

So, I decided that it was important to filter out market 

data, news feeds, and time frames that were unrelated to 

my position.  

 

Think about it. 
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If you didn’t make a trade decision based on studies of 

one-minute price swings, then why should you stare at 

one-minute price data while holding the position?  

 

If your studies show that it is normal to lose 1% to 3% 

on a position, and a news announcement comes out and 

appears to move the market in a way that causes you to 

lose 1%, why should you spend the next day analyzing 

the news, reading predictions, and getting upset about it?  

 

The closer you look at your trades, the more random 

everything will appear. Profitable strategies lose money 

sometimes. But the only way they can do that is if you 

let them be free to lose sometimes and win other times.  

 

Here are three keys to breaking free of the irrelevant 

time frame, news cycle, and short-term results: 

 

1. Decide that the end result of each day or position 

will make you neither happy nor unhappy.  

2. Let the current trade be the result of your past 

work so you can get back to the work of 

improving your future results.  

3. Find enjoyment in the process of improving, 

rather than short-term results. 
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With this newfound freedom, you can have more time 

than ever to focus on anything else that is actually 

productive.  

 

Now, instead of gluing yourself to minute bars and 

trying to interpret every wiggle in the market, you can 

spend time studying, collaborating, and improving how 

you will navigate the market in the future.  

 

If you refuse to spend time comparing your predictions 

and interpretations with others, you can have abundant 

time to share your research with collaborators and your 

results with potential investors.  

 

Those are activities that actually add value. 

 

Just like you need to remove unplanned activities, there 

may also be a lot of planned activities that need to be 

removed from your routine as well.  

 

I work with traders who have full-time careers while 

profitably managing strategies backed with seven 

figures.  

 

They are able to be effective in their careers and run 

their strategies because they know the minimal amount 

of information and effort that is actually required to 

manage a systematic portfolio.  
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All their hard work and effort was completed at the 

beginning. We call this front-loaded effort.  

 

When work is front-loaded, you can scale more easily.  

 

Here’s why. 

 

If you have to spend hours a day to manage a strategy, 

then there is no way you can diversify into fifteen 

strategies.  

 

But, if each strategy takes an average of five minutes a 

day, then you can run fifteen truly diversified strategies 

and still have time for your career, business, family, and 

life. 

 

To clarify … I’m not saying you can spend one and a 

half hours a day on trading and make it. Quite the 

opposite.  

 

You need to spend a lot of time at the beginning before 

you get to the point where you can spend a little time 

each day.  
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The Upside of True Diversification 
 

I appreciate your investment of time into reading this 

book and taking all this in. Here’s a question I have for 

you at this stage in our time together.  

 

Do you agree that true diversification will benefit you?  

 

I’m guessing the fact that you made it this far with me 

means that you do agree that it will be beneficial for you.  

 

The benefits go beyond the confidence you can have 

from knowing that you can survive or even profit during 

a crash.  

 

Having that confidence does something else.  

 

It allows you to wake up each day with more optimism 

and less fear.  

 

When the market seems to be reacting negatively to 

news, you can have the attitude of curiosity rather than 

fear.  

 

What others say is “bad for the market” may not be bad 

for you. It might even be profitable for you. 
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If you agree that this is what you want, then it’s time to 

decide how you will build out your portfolio of truly 

diversified strategies. 

 

Step One 

 

The first step is to identify your big “why.” That may not 

sound very practical, but it is.  

 

If you don’t know what you are trying to protect or what 

you are trying to achieve, then you will quickly lose 

focus.  

 

I don’t want you to be on the other side of a major 

market event wondering how things could have been 

different if you had continued with this plan.  

 

What do you stand to lose if we witness one of the 

greatest market meltdowns in history?  

 

How many months or years of savings would be for 

nothing? What impact on your family and financial life 

would that have?  

 

Get specific here.  

 

Maybe it’s ten thousand dollars or maybe it’s millions. It 

could be a few months of work or decades. 
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Maybe what you stand to lose is the ability to give your 

parents a greater level of comfort and care in their old 

age. 

 

Imagine for a moment you have implemented a filter to 

get out of the market before a major crash. Your 

portfolio has kept its value when so many others have 

lost a lot. 

 

The prevention of loss is one thing. However, it’s what 

you can do with the capital you preserved that is the real 

benefit. 

 

Remember, when markets crash 50%, they rise 100% 

just to get back to even.  

 

Maybe your filter allows you to get out after a 5% loss, 

saving you the other 45%.  

 

Your account is at 95% of the original value instead of 

50%.  

 

Others could be waiting years or longer to just get back 

to even, while you are continuing to make new gains and 

compound your returns. 
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That is just the beginning. We are only talking about 

reducing the risk of a crash.  

 

Here’s where we take things even further. What if you 

profited during the crash?  

 

If the market drops 50%, 60%, or more, but you have a 

portfolio of long, short, and income strategies in 

commodities, stocks, etc., maybe you could be net 

profitable instead of just losing less or breaking even. 

 

Do you see the opportunity? Do you have your “why” 

now? If not, please spend a little time writing out what 

you are trying to achieve by preparing yourself to profit 

during a market crash. Make sure it’s clear, concise, and 

compelling. 

 

The answer to the question “why?” is the fuel that you 

need to make it through the next phase of your journey. 

 

Step Two 

 

Now it’s time to talk about “how” you will build out 

your portfolio.  

 

If there was a one-size-fits-all solution, then it would be 

easy. But there isn’t. Your experience, capital, time, risk 

tolerance, and other factors will dictate how long it will 
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take and what the initial portfolio can look like versus a 

more advanced solution.  

 

Starting with the big picture, let’s map out the steps that 

you can go through, regardless of your background.  

 

Phase One: Removal 

 

This is the phase where you identify all the junk that is 

going to prevent you from getting to your end goal. 

 

Nothing else should be added or changed until this is 

done.  

 

What time frame or news outlet is holding your attention 

and draining your ability to focus? Stop watching it.  

 

Are you spending countless hours analyzing the market, 

drawing lines on charts, and adjusting your positions 

without knowing if those activities are adding value? 

Then stop. 

 

I could fill a book with hypothetical things that could be 

removed. And that is the idea. There are countless things 

holding your attention that need to be summarily 

removed. Make the decision now to remove them from 

your life immediately.  
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Don’t wait until you have something new. You need to 

make room first. 

 

Phase Two: Assessment  

 

Once you have freed up your time and emotional capital, 

you can begin to look at what’s left to work with.  

 

Where have you had success?  

 

Can you place what you are doing in the Timberwolf or 

Buffalo categories?  

 

Which species of strategy is lacking?  

 

If your strategies are easily identified as Buffalo 

strategies, then you can start to look at the specific 

weaknesses in your strategies and investments that will 

need to be fixed first.  

 

If you recognize that a bear market is your weakness, 

then you probably have a basket of long-only 

investments and/or trading strategies.  

 

If you have a market-neutral portfolio, your risk may be 

strong trends in either direction.  
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After you understand your specific risk, there are two 

specific steps to take. 

 

#1. Decide if it’s possible to filter out the worst-case 

scenarios. For example, bullish trades often do well 

when the long-term trend is bullish. You can test 

filtering out bullish trades when the market is weak. 

There are countless filtering ideas. It’s a good idea to 

collaborate and seek help to speed up this testing.  

 

#2. Find something that does great when this strategy 

does poorly. Remember, this may be in a completely 

different market and a completely different type of 

strategy.  

 

I wasted a number of months (maybe years) trying to 

force one strategy to work all the time. Even when I 

found a solution that would have worked in the past, the 

results were only achieved because the filters and 

solutions were more lucky than good.  

 

It’s far easier to seek out the returns you need by putting 

the right strategy into the right market.  

 

For example, it’s extremely difficult to make money 

shorting broad-based stock indexes. 
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Traders who regularly do better on the short side of the 

market do so by finding fundamentally flawed and/or 

overpriced individual stocks where the downside can be 

20% to 60% or more in a short period of time.  

 

The broad stock market typically corrects just 10% about 

one time per year. Some stocks can drop 20% to 60%, 

even if the broad market is going up. 

 

If shorting stocks isn’t your thing, you can look to the 

commodities markets and bonds. Momentum trading 

commodities and bonds during high-volatility markets 

can produce nice returns when neutral and bullish 

strategies are struggling. 

 

Phase Three: Simplest Solutions First 

 

You may have some big ideas right now. They could be 

great ideas. But many times those big ideas come with a 

lot of questions that need to be answered before you can 

move forward with them.  

 

For example, you could have an idea to own the top-

performing stocks in the top-performing sector as long as 

the broad stock market is also in a bullish trend.  

 

This idea sounds logical. But how can you know it 

actually works?  
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In life, I don’t mind acting on ideas that sound good 

without deep analysis as long as the risks are low. If the 

idea is to drive on the backroads during rush hour, I may 

just do that without a ton of evaluation. Why? Because 

my risk is probably spending ten extra minutes in the 

car.  

 

Investments and trades have bigger risks. Going with an 

idea because it sounds logical is very different than 

going with it because your testing has proven it to be 

logical.  

 

To test the previous idea means you need to identify the 

following (at minimum): 

 

● How to define what qualifies a sector as being 

the strongest? 

● How will stocks be qualified as the strongest in 

the sector? 

● Which index will be considered the “broad 

market”? 

● How will a bullish trend be objectively 

measured? 

● How will I gather the historical data and find the 

list of strongest sectors and strongest stocks, and 

only on the days where the market was in the 

bullish trend? 
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● How often will stocks be sold to get into a new, 

stronger performer? 

● What is the profit and loss from every one of 

those trades historically? 

 

These questions are only examples. They do not even 

scratch the surface of the level of inquiry it would take to 

execute on the simple phrase: buy the strongest stocks in 

the strongest sector when the market is bullish. 

 

Even with experience and a free schedule, it would take 

months to evaluate this idea thoroughly.  

 

If you have other responsibilities, you could be looking 

at a project that takes a year or longer to complete. 

 

Instead of tackling something like this, here’s an 

example of a simple idea that can be quickly put into 

production. 

 

What if I closed my bullish strategy when the underlying 

market is below the two-hundred-day average?  

 

That’s it. 

 

With little or no experience, you could complete such a 

study in several hours.  
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That idea could be confidently implemented (or 

discarded) within a week.  

 

Maybe the first big idea is much better. But every day 

you spend waiting for the answer is another day that you 

can’t have a less optimal solution in production. 

 

The risk of diving into the big project first is that you 

could possibly (even probably) make no meaningful 

progress and not implement a single improvement for a 

year or longer. Even worse, if that big idea doesn’t work, 

you may have wasted all that time. 

 

If you start with the simple and fast idea, you could have 

five bad ideas before you have one good idea—and still 

have something implemented within a couple months.  

 

Every bad idea that you test quickly will inform your 

future work. That means there is value even in your bad 

ideas. 

 

But, when you start with a complicated idea that has 

many moving parts, then you won’t know which parts 

are good and which are bad.  

 

Instead, start by breaking up the big ideas into parts and 

testing each one.  
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For example, you could test a single indicator as a filter. 

You can isolate that indicator as either being effective or 

not.  

 

If not, you can remove it from the big idea altogether. If 

it is valuable, then you can start using it right away—

even without finishing the rest of your research.  

 

One example comes to mind for a strategy that was more 

complicated than it needed to be: 

 

There was a strategy I followed for a long time that was 

very popular with options traders. One of the rules was 

to enter only if the market was down at least 1% from its 

recent high.  

 

I asked around to find out who knew the performance 

difference of using the 1%-down rule versus not 

including it.  

 

Nobody knew the actual difference. 

 

It just sounded good. The logic was that the best scenario 

for the trade was if the market went up a small amount 

during the holding period. So, it sounds logical to enter 

after a pullback where there should be more upside. 

 

This wasn’t a satisfactory answer to me.  
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This was a simple test and I couldn’t find anyone that 

had done it.  

 

It would only take a few hours to run a test where every 

rule was the same except the 1%-down rule.  

 

What did I find? Nothing about it added value. In fact, 

the 1%-down rule was costing profits and not reducing 

drawdown. 

 

Why? Because there can be days or even weeks that go 

by without entering because the pullback rule wasn’t 

achieved.  

 

What is happening when the market isn’t selling off? 

That’s right, it’s rising. That is the exact scenario that the 

trade needs to be in.  

 

The rule that had a logical-sounding explanation was 

actually found to be completely illogical in a few hours.  

 

My next question: What else is in this complex strategy 

that doesn’t need to be here?  

 

Patience is not your friend with research. You want 

quick answers to simple questions so that you can 

compound your progress. 
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Then you can move to the next phase, where you stack 

your simple ideas together. 

 

Phase Four: Stack Your Research 

 

As you begin to accumulate information about the types 

of ideas that work, you can begin stacking them together.  

 

Big solutions don’t normally come from big ideas. 

Instead, they come from combining many small ideas 

from the ground up. 

 

● Objective analysis gives us rules. 

● Combining rules gives us strategies. 

● Combining strategies gives us true 

diversification. 

 

Keep the big goal in mind (a truly diversified, crash-

ready portfolio) as you wade into the analysis and testing 

that give you the rules and strategies to get there. 

 

Phase Five: Scale Slowly, But Do Scale. 

 

Imagine you have cleaned up your current strategies and 

tactics. You are now spending less time on things that 

aren’t part of your edge. You have removed time, effort, 
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and trades that just felt good but weren’t actually any 

good.  

 

More importantly, you have added several strategies that 

specifically do best when other strategies perform 

poorly.  

 

If you believe that your truly diversified portfolio is in 

place, that means it’s time to scale up.  

 

Remember how we didn’t just use logical-sounding 

ideas to decide what to add or remove, but we used 

logical processes to make those decisions? That’s 

exactly what we need to do with scaling our strategies, 

too. 

 

You may decide a strategy fits in your portfolio because 

it has 20% annual return and 10% max drawdown. More 

importantly, it typically does best when your other 

strategies struggle. 

 

But, what if it doesn’t continue to perform? How much 

room will you give it before it needs to be fired from 

your portfolio?  

 

Here are some guidelines that I have used to scale up and 

down strategies. It’s worked for me and could provide 

some value for you.  
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Scaling Guideline #1: Don’t scale up until you know 

how and why you will scale back down.  

 

If one of the reasons that the strategy was added was 

because the drawdown didn’t impact the portfolio more 

than 2%, but now it’s drawdown impacts the portfolio by 

3%, then the size needs to be reduced to get the new max 

drawdown back to a portfolio level of 2%. That would 

be one-third less size in that specific strategy.  

 

If the drawdown continues to get worse, then the strategy 

will eliminate itself and you will have capital available 

to put into something that is still working.  

 

This is one example. You can use relative performance 

as well. That means the returns of one strategy have been 

equal to or greater than the drawdown in another 

strategy. If that becomes untrue, then you can adjust the 

size of each to match the returns and drawdowns.  

 

Scaling Guideline #2: Don’t add size for the wrong 

reasons.  

 

If your portfolio has a great month, that is not a reason to 

scale up a lot.  
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In fact, the only reason to scale up a lot over a short 

period of time is because you were trading very small 

while learning the mechanics of managing the strategy 

portfolio.  

 

If that is the case, then you should be sizing up only 

because you were too small. Not because you had a great 

month.  

 

If you were too small, then even a small losing month 

shouldn’t impact your decision to scale up to your target 

size.  

 

Scaling Guideline #3: Wait a minimum of three 

months.  

 

A full quarter in the market will get you through multiple 

economic announcements and likely several trades in 

each strategy.  

 

Scaling Guideline #4: Wait until you have recovered 

from a drawdown.  

 

Three winning months in a row doesn’t tell the health of 

your portfolio. It certainly doesn’t indicate that you are 

“on a roll.”  
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You don’t learn that everything is working when you are 

winning. You actually learn how well things are going 

when a drawdown comes and goes and you can look 

back on it.  

 

If your drawdown was within the historical limits and 

you’ve recovered from it, then maybe it’s time to add 

some size.  

 

Scaling Guideline #5: Scale to your drawdown, not 

your returns. 

 

It’s easy to become complacent or overconfident during 

periods of winning. You can look at four profitable 

months and let your imagination run: “What if I had 

three times the size or ten times the size… I could quit 

my job in six months….” 

 

These are dangerous thoughts. Thinking about the upside 

of returns without thinking about the increased 

drawdown risk can put you in a place of taking more risk 

than you intended. 

 

Every time you make a sizing decision, the primary 

number in mind should be the drawdown amount.  

 

Just like you value and protect your time, you need to 

protect your capital. Select a drawdown amount that you 
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can handle and keep going. Even better, select a 

drawdown you could go through two or three times and 

still keep going.  

 

If you build a truly diversified portfolio that takes 

everything into consideration that we have discussed, 

then I believe you can avoid going through three max 

drawdowns. But, it’s better to plan for things to go 

poorly so that you can keep moving forward. 

 

This is what those three original money managers who 

blew up their clients’ accounts refused to do. They were 

not truly diversified and they traded for high probability 

and high returns instead of high survivability and low 

drawdowns.  

 

You can only afford to be wrong once if your risk isn’t 

under control. 

 

Phase Six: Proactive Replacement  

 

To keep your truly diversified strategy portfolio strong, 

some individual strategies will need to be replaced over 

time.  

 

The failure of some strategies to maintain good risk 

versus reward is nearly inevitable.  
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Things change.  

 

Some strategies that worked when trading was done by 

yelling out orders on the floor don’t work now that 

trading is done by computer. Why? Because the 

information and time edge was erased when everyone 

started getting the same information at nearly the same 

time. 

 

Strategies that worked when the stock was at 500 don’t 

work after the 5:1 split that brought the price down to 

100. Why? Because your transaction costs just 

quintupled!  

 

Don’t let the idea that your strategies will probably die 

be discouraging to you. Let it be motivating.  

 

By knowing that changes in the market will take away 

your advantage, you have all the more reason to keep 

your strategies simple, to get them into your portfolio 

sooner, and to get back to the work of finding more 

strategies.  

 

Traders who focus on one type of edge and refuse to 

keep learning won’t be around in five or ten years.  
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Become a forever student. No matter how well things are 

going, keep questioning your assumptions about risk and 

keep building new strategies.  

 

If you think your portfolio is done, then you have 

already lost.  

 

If you never stop building, then you can have a waiting 

list of strategies that can be added as soon as one 

strategy starts to draw down too much or isn’t generating 

returns when needed.  

 

The managers who blow up and the ones who slowly 

fade away are often the same ones who stopped asking 

questions.  

 

It’s not enough to keep honing in on the one thing you 

know. To truly keep learning means to find an entirely 

new market opportunity that may be completely 

unrelated to your existing strategy.  

 

That is hard to do. It’s hard to go back to the beginning 

of the learning curve when you feel like you are 

advanced. It’s hard to research ideas that are 

fundamentally in contradiction to your strategy.  
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If your original strategy is a Buffalo, then most of the 

information you come across when researching 

Timberwolf strategies will be counterintuitive.  

 

When a new strategy shakes your understanding of how 

markets work, it’s very uncomfortable.  

 

But it’s a small discomfort compared to waking up one 

day to realize that the market has invalidated what you 

believed in.  
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We’re Better Together 
 

There is no way I would have found profitable strategies 

if I had chosen to sit alone and only consume financial 

media and come up with ideas by myself.  

 

The only way I stopped losing and started to profit was 

by modeling the ideas that others had spent years 

learning.  

 

Some strategies were purchased and others were reverse 

engineered.  

 

But the most valuable strategies were learned by 

facilitating a team of generous collaborators.  

 

Whatever you need to learn, you can learn it faster by 

seeking out someone who has already spent the time to 

learn that information.  

 

Initially, you are only consuming information. That 

means about the only thing you can offer in exchange for 

the information is money. That’s fine. That’s what I did. 

 

As you build up your knowledge, then you have 

something else to offer. You can begin to collaborate and 

exchange information with others.  
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At this point, I do a little of everything. I pay for some 

information that is too difficult for me to learn on my 

own. I collaborate with others to test ideas, and I get paid 

to provide information that I have spent years developing 

to individuals and firms that want to get that information 

faster.  

 

Right now, this work is what takes most of my time from 

day to day. The actual process of trading takes minutes 

per week. The rest of the time is spent in the process of 

continuous learning and relationship building.  

 

It’s kind of funny when you think about it…. One of the 

attractions to trading and investing is that you can just sit 

alone at your laptop or trade from your smartphone on 

the beach.  

 

However, real enjoyment, lasting success, and big-time 

scalability are directly related to your ability to develop 

relationships. 

 

My motivation for providing information to others is to 

build relationships.  

 

If only one hundred people read this book, I am almost 

certain to meet at least one new collaborator who will 

help me develop a new strategy and one new investor 

who will provide capital to run it.  
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Most people want to dabble. They want one or two ideas 

for free so that they can “try it and see what happens.”  

 

If they don’t value the ideas and strategies, they will just 

flip a coin and see if it pays out. If it loses the first time, 

then they abandon it. Even if it wins, they quickly 

become distracted by the next idea they can find for free. 

 

People value what they invest in more than they value 

the same thing if it was free.  

 

That investment can be made in many ways: 

 

● Time: Learning on your own can take more time, 

but some prefer this or have no other choice.  

● Bartering: This is what collaborators do. Sharing 

ideas or sharing workload is a great way to invest 

in learning. 

● Money: Paying for information, reports, 

mentoring, and coaching saves you enormous 

amounts of time that would otherwise be spent on 

trial and error.  

 

In whatever form it takes, that initial investment assigns 

the value to the information you get. Whether it costs 

time, effort, or money, you are more likely to stick with 
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it long enough to get the most value available when you 

are invested.  

 

When I come across someone who I know has made an 

investment into their education, then I know they are 

serious and not just dabbling or looking for easy success. 

Those are the people who are fun and productive to 

collaborate with.  

 

Even relationships with investors are better if they have 

invested in educating themselves before opening an 

account.  

 

I encourage you now to begin taking immediate action 

on what you have learned from this book.  

 

You can reach out to me directly or look for someone 

else who has the specific expertise that you need to begin 

building and improving your truly diversified strategy 

portfolio that can help you survive or even profit during 

the next market crash without predicting when it will 

happen. 

 

Thank you for reading this book. It’s been my honor to 

share these concepts and strategies with you, and I hope 

you have found value and will take action starting now. 
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Please share your honest feedback and review of this 

book, either where you purchased it or anywhere else 

that will help other traders and investors understand what 

this book is all about.  

 

I look forward to hearing from you. Feel free to send any 

questions or comments to andrew@andrewfalde.com 

with “Skip the Dip” added to the subject line. 

 

 

Follow me on Twitter: 

https://twitter.com/andrewfalde 

 

 

Connect with me on LinkedIn: 

https://www.linkedin.com/in/andrew-falde  
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