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Jake Bernstein’s
Course #1 -- Basic Training/Getting Started

Introductory Comments

For many yearsfuturestrading has been considered either too risky or too sophisticat age

investor.

attention. Itisgeneraly believed that tradingin S
more value in an economic education.

Thereare, in addition, anumber of other r prically diminutiverole of futurestrading,
few of which arevalid.

Generdly, objectionsto futurestrading are
into an explanation of preci
misconceptions you may hold:

clean date upon
Let'stakealook

d money management (to be taught in this course) should be ignored.

demonstrated clearly that a balanced investment portfolio consisting both of
and futures performs better, on average, than aportfolio consisting exclusively of

2. “Tradingin Futuresisa Gamble.”

This is another misconception. In fact, trading in futures is, technically and
fundamentally, no different from trading in stocks.

The odds of being right or wrong are essentially similar. However, due to lower
margins, the odds of making money in futures are probably lower than those of making
money in stocks.
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Ultimately, though, the possible percentage return in futures trading is considerably
greater than the potential return in stocks. Futures trading is, therefore, no more of a
gamble than trading in stocks.

Carefully and closely following the rules of successful futurestrading will help reduce
therisk and gamble.

3. “FuturesTradingisfor Insders. It’saRigged Game.”
(MarketsareManipulated.)

These two misconceptions go hand in hand

Thereis probably lessinside information available in futurest
market. The United States Department of Agriculture, the Comm

limits on the total number of positions atrader

They monitor the brokerage industry and largetr
tant government information isguarded andkeg
date and time.

Inthisway, the markets can functig
tion. In fact, most markets can ‘
periodsof time. Thisisb plex and diversefor any oneindividual

ften forget that futures marketsin the U.S. were
e farmer from volatile price moves.

rice protection is needed by farmers, food companies,
2 institutions, often referred to as‘ hedgers.” The speculators

antly due to news, weather, crop conditions, etc. This stabilizes prices by
ditional buyers and sellersto buffer extreme moves.

es would stand a good chance of being disrupted and unstable. One probable
nfor the Soviet Union’sdemisewasitslack of adelivery and exchange system for
its commodities. A functional futures market would have contributed considerable
stability to itseconomic system while al so reducing producer and consumer dissatisfac-
tion.

5. “FuturesTradingisOnly for the Short Term.”

Thisisalsoincorrect. Futurestrading can be either long term, intermediate term, and/or
short term depending upon the orientation of the trader.
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In fact, some of the most successful futures traders -- referred to as *position traders
hold their positionsfor anintermediate- to long-term period of time. The particular time
horizon or time frame that a trader adopts is an individual choice, which does not
necessarily have to be short term to be prosperous.

Many other misconceptions and misunderstandings plague futurestrading -- all bred out

of either partial information or ignorance.

One-by-one, these myths will be unvelled and corrected as
futures markets and futures trading increases. Now that afew.
been revealed, we can move on to the basics of futures tradi

Evolution of the Futures Markets

Trading in futures had its origin in the development of grai
mid-1800s.

The Japanese futures exchange began over ahundred ye
of trading in the silk and rice markets, aswell asthe
precedentsto the United States futures markets.

. Their methods
n warrants, were

The practice of futurestrading in the United Sta
volatile price movesin physical grain prodeicts.
futurestrading.

ally from the need to protect against
)k the leading role as the center of grain

Situated as a shipping center, it was a nat :
tributaries were available to rain and i junction with the railroads, commercein the
grain marketsflourished.

8 and actually began trading about 1859. It was
exportersin order to systematically managetheir
h as weather, political events and economic uncertainty.

The concept of hedg esmarkets are based, became widely used and continues
today to serve asave management.

the hedger isto lock in an approximate future pricein order to eliminate hisrisk
pricefluctuations. The best way to understand hedging and the futures market
ill assume that you have no understanding of the futures market.

SupposeYou area Grain Farmer

It becomes hot and dry. Rain is scarce in most parts of the country, and some of the large
grain-processing firms become concerned about what will happen to corn prices several monthsin the
future as the heat and drought damage take their toll on the crop.
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Inyour areahowever, weather isfine. You grow corn. Your crop has been planted and the summer has
not been too bad and moisture has been sufficient. Your crops are quite good, in fact.

The grain-processing concerns such as large baking companies, animal feed manufacturers, food
processors, vegetable oil producers and other related concerns begin to buy corn from farmers and
grain firms who have it in storage from previous years. Their buying is considerable due to their
immense needs. Simple economicstells usthat the price of corn will rise asthe

Pricesbegintorisedramatically inwhat iscaled the‘cash market.” Thisisth

transactions made on the spot, that is, for immediate delivery, not for del
future.

Assume that you know the cost of production for your corn. In other words,

cornisselling for $3.25 per bushel. You know that o
three months ago it was going for $2.75.

You know you will be producing over 50,000 bushels of cornt

difference between what the market was several
it runsinto thousands of dollars.

What are Your Options?

You know that by the time your crop hasb ices may be back down again.
What could force prices bacl

elease grain fromitsreservesto drive pricesdown;
aking the U.S. crop reduction less important or

Many things could happen. The
foreign production coulgl be larg

Regardless of what : "ve decided that you want to sell your crop at the current
price.

ract is made between you and a grain processor or elevator. (These firms are
‘commercials’.)

will quote you a price for your crop to be delivered to them at some point in the
ure, usually shortly after harvest. Often, their price is not as high as the market’'s
current trading level. Or,

Asan alternative, you could sell your crop on thefutures market.

The futures markets are organized exchanges or marketplaces where many individuals
congregate for the purpose of buying and selling contracts in given markets for future
delivery and/or for speculation.

© 2000 MBH Commodity Advisors, Inc. C1L1-6



Pricestherewill berelatively free of manipulation by large commercial interests, which
may have amost complete control over what you will be paid in your hometown areafor
your crop. Provided your corn meetsthe proper exchange specifications, you can sell it
in advance on the futures exchange.

You will not get your money until the crop isdelivered to the buyer, but t
will belocked in. Regardless of where the price goesthereafter you
the price at which you sold your crop.

priceyou get

You Could Win or Lose

If the cash market ishigher by thetimethe crop isready, you will not make as
If the priceislower, then you are fortunate to have sold prior to the decline.

Of course, you have the option of doing nothing, hoping that
thefuture.

The essence of the futures market vehicleis, itsuse asa end-user can

hedge or protect profits.
Futures areideal hedges against rising or falling

What’sin it for the Players?

Who takes the other side of the futurestr
Who will buy thegrain frol
Why will they [

? |n other words:

Producers

s actually produce or process the commodity that is being traded.

etroleum, corn, live cattle, lumber, sugar or currencies, these are the people
e either by mining them, harvesting them, raising them, growing them or

sts. In other words, they have aproduct they want to sell at adetermined price.
rder to guarantee a profit on an actual commodity they have on hand or have
ay want to lock in aprice on anitem in order to avoid losing more money on it if
ining.

Finally, they may not havethegoodsat all. Rather they may be protecting themsel vesfrom apossible
side effect of declining or rising prices.

For example, ajewelry store with considerable gold and silver jewelry on hand may fear adeclinein
the price of precious metals. They stand tolose money on their inventory as pricesdecline. Therefore,
they may chooseto sell futures contracts of silver and/or gold in expectation of the decline. Thus, they
have profited from the futures sale.
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End-Users

These are the people who will use the stuff that’s sold by producers. They need to lock in the cost of
their production by advance purchase of raw goods.

Therefore, they will buy either on the futures market or they may make aforward contract (previously
defined). At times, the end-user may become a seller as opposed to abuyer.

Assume, for exampl e, that too much has been purchased or that thefinal product i
such an event, the end-user may switch to the sell side.

sellingwell. In

The producer may, at times, switch sidesaswell.

Speculators

Thisisthelargest group of futurestraders. These peoplea -user and the
producer, providing amarket buffer.

Perhaps no more than one to three percent of all

Speculators do thisin expectation of large

The chart below showsthe general relation %e basi ¢ groups of market participants.

concepts increases.

® Producers e Canbuy at times.
» Areusually farmers, banks,
mining firms, manufacturers, etc.

» Oftencalled ‘hedgers.’

y or sell to make aprofit, » Oftencalled ‘traders

but not to use the actual goods (among other things).

or products. » Do not take delivery of the goods.
» Often trade for short-term swings.

® End-Users | Buyinorder tousetheproduct | « Canbesellersat times.
inthelr processing or business | ¢ May not actually use the goods
concern. they buy.
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For now, I'll spare you specifics of how futures contracts work. These mechanical things will be
learned later. What | want you to learn now are the concepts of futurestrading.

Thebasicissueis, of course, why trade?

Summary

Thefutures markets operate on very specific factorswhich, when, understood,
profitably. To understand the markets, you must learn the underlying stru
commodity trading.

Why Traders Trade

s are not successful when starting with

limited capital, thisisone ot in the door.

Futures options trading r pital. Therefore, it is possible for
the individual to begin with ount of capital. In. most other areas,
considerably ital is i

potential using small amounts of money.
work for or against you. Itisthe goal of the futures trader to make leverage

uturesMarkets M ake Big M oves

Prices fluctuate dramatically almost every day. There is considerable opportunity to
win or lose daily in futures trading. Many markets will permit potential returns of
100% or more per day on the required margin money (i.e., money required to buy or
sell acontract).
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This, too, can work for or against you. Where there is great opportunity, thereis often
great risk aswell.

4, FuturesMarketsareVery Liquid

By this| mean that it is possible to get into or out of amarket very quickly. Thisisnot
so with many stock and real estate investments. Some specul ative st rarely trade,
and real estate is often hard to dispose of quickly.

With futurestransactions, aswith active stock transactions, one
minutes, or even seconds. Thismakesthe market ‘ideal’ for

capital.

information. While correct inside i |
success does not depend on suc
trading.

Good trading isaskill that
tively and successfully to
speculative capital, self-di

0. ThereareM

In addition to
futurestrading.
positions and combi

ort positions, there are many vehiclesin
S, spreads, option spreads, futures versus options

ehlclefor doing this.

the Futures Markets

, briefly outlined preliminary concepts and applications of futurestrading.
for speculating, hedging, or spreading risk, futures trading has significant

investor not Interested in actually trading futures.

This course gives considerabl e attention to the hypothesis that a knowledge of futures pricetrendsand
futures market behavior can assist one in understanding economic trends as well asin forecasting the
short-term to intermediate-term direction of prices. There may aso be long-range implications for
investors.
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Conclusions

Futurestrading isatechnique wher eby one can buy and/or sell avariety of raw
and processed commodity items, including financial instrumentsand stock
indices, for anticipated delivery at somepoint in thefuture.

Therearethreemajor categoriesof participantsin thefuturesm
with their own expectations, goalsand mar ket methods.

Futurestrading allows producer sand end-userstolock in
improving economic stability aswell asthe stability of t

Speculators, by far thelargest category of traders, haveno
taking delivery. Rather, their interest isin playing market sw
profits.

Therearemany common objectionsto futur
arenot well-founded.

Thereare specific methods, systems ag

or immense profit, or it can bea
dangeroustool for financ o win often attributetheir successto
an attitude, which reflects ipline,'€OUKage, consistency, persistence,
specific trading techniques ' esSHO learn from mistakes.

term trading, spe [ IS, spreading, optionstrading, option spreads, floor trading,
as abroker or by & i egies. In addition, there are many vehicles which can
lead you toward, o

TheVehicle

Many vehicles can take you to your goal. Some will lead you in the right direction, whereas others
will take you in the wrong direction. These vehicles are the systems and methods of futurestrading.

| can’'t tell you which systemisbest for you. All | can doisto acquaint you with the various methods
and with the guidelines for deciding which techniques are best for you.
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The performance of trading systemsis not static. Systems go through good times as well as bad.
Traders go through good times aswell asbad. Traders and systems interact in a complex combina-
tion.

| can't give you the ultimate answers, but | can acquaint you with the tools. | can give you the
knowledge to help you make your own decisions based upon the facts. Asyou read the remainder of
this course, keep your mind tuned to the issues | have just raised, looking for S as you go.
Assuming that you have already had some experience in this area, you will r
moreeasily.

TheFud

The energy that drives the wheel of successful speculation isgood old-fashion

To make it, you have to have it, and to multiply it you have
immense and that the odds are stacked against you. Your ch

nothing.

Successful speculation is not a get-rich-quick sche
million-to-one odds | ottery ticket. The facts of £
start with, the greater your chance of success ar start with, the greater your chance of
failure.

“How much is enough?’ you ask.

| can give you some guidelines. Based
should have sufficient capital to meet liber
futures market.

5 1N the futures market, the beginner
ents on at least five contracts in the

If we assume, for example, th on afutures contract is$2,500, then we arelooking
at approximately $12,500 in spec i
you begin with less

Don'’t be fooled!

Someindividuals ,
otherswill tell you ne ore. | won't arguethefact that the more you haveto start with

: thefact that you don’t want to risk everythl ng. When someone asks me
jsk infuturestrading, | answer the question with aquestion. | ask, “How
2?7’ One answer might be $10,000. | respond, “Take this slip of paper on
0,000. Ripitinto shreds. Flushit down thetoilet. How do you feel?’

tsalittle experiment that may help you determine how much you can afford to

Financially, the answer isdifferent. How much can you afford to lose from this standpoint? | would
suggest that as arule of thumb, you risk not more than 25 % of your total liquid risk capital!

L et me caution you against a practice | have witnessed on a number of occasions during my yearsin
the futures market. It has become more and more common for individual s to borrow money in order
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to speculate in futures. Specifically, second mortgages or home equity loans are often used for this
purpose.

| recommend you do not consider thisfoolish behavior. Thereisno sound judgment in such behavior
and the results of such actions can be disastrous.

The individual not only places him or herself at financial risk, but jeopardizes his
using funds that should not and cannot be placed at risk.

trading by

Certainly it takes no great insight to see that the trading decisions of the sp
fear and thiswill seriously affect hisor her judgment.

on

Another pitfall to avoid is the following mental trap: “I’ll put more money
intend to lose, but the rest will draw interest and, of course, | will watch the
| explained, thisisarationalization based on unrealistic thinking.

I’ ve seen them come and I’ ve seen them go. The
morebig losers. Do not accept theclaim
the basis for deciding how much of your

Themost fruitful and consi
perhaps fortunately, our di [ es not permit thoughts to become actions
instantaneously and, therefore, ed slowly.

ateor long term, it isadvisable that you regularly
u have reached acertain level of successful performance.

turestrading. On occasion, speculators have achieved tremendousinitial growth
in their Lured by greed and the promise of even greater profits, they have plowed every
penny, if not more, back into the market, only to lose it all. When all is said and done, they have
nothing to show for their great efforts.

This is why you must formulate and institute a specific program for systematically removing
a percentage of your profits from your, trading account. This rule is applicable whether you are
speculating for the long-, short- or an intermediate-term time frame.
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In addition to the points just raised, anumber of important issues warrant attention from all aspiring
futurestraders, regardless of their eventual orientation, system, or trading methodology.

TradeAloneor With aPartner?

There are pros and consto each alternative. If you trade alone, there will be no
your work (unless you hire employees) and there will be no one who can
absence. Furthermore, there will be no one with whom you can discuss vaii
techniques and trades.

help you with
for yousin your

To those individuals who need this type of assistance, a partner or well-train
desirable. However, before you make such decisions consider the potential neg

partner.
Too Many Cooks Spail the Broth

Futurestradingisa‘loner’ sgame’ . Sometime
may be influenced to avoid some tradesyg
should have avoided.

Who'sResponsible?

Itisawaysgood to know that yo
have a partner or partners, it may
L acking such knowledge will slow t

Sharingthe Profits

our research proprietary. We work long, hard hours to devel op trading
sand we may not want to share these with a partner regardless of what he
the relationship.

, decisions in the futures markets must be made quickly. Many times the
a trading partner may slow down the decision-making process and, hence,
limit the speed with which you can execute orders. This, as you can well imagine,
can frequently have negative results.

Tradefor the Short Term, Long Term or Immediate Term?

| could teach several courses just addressing this subject. There are so many variables to
consider, not the least of which are your personality and temperament.
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FactorsYou Should Consider in Making this Decision

Trading System

While some trading systems are more ideally suited to short-term trading, others are
better suited to long-term trading.

TimeAvailability

Only you know how much time you have available. To trad
intraday you will need to make amajor time commitment.

If you have another job and you can’t make this commit
realistic and determine what you can do with the time you hav
automatically make your decision for you.

Commissions

Are you paying sufficiently low commission’s
positive bottom line?

Per sonality
Can you take the pressure of shor, i tunewith long-term

Health

Believeit or not, hedlthis
don’'t push your luck. Trad
to any health concerns. An
sionsfor you '

Data

Many in impression that they can day trade the market
witk

our health is at stake, then by all means
ime in mind, which will best be suited
honestly will help make many deci-

ere are other factors which are specific to your individual situation that
afinal decision is made about the type of trading you wish to do.

decision which ideally should be made prior to the start of your trading iswhether
il focus primarily on trading signalsfrom technical indicators or from trading ideas
based upon fundamentals.

| distinguish here between ideas and signals because they are two distinctly different types of
approaches generated by two distinctly different understandings of the futures markets.

Later on | will provide avery thorough discussion of the two approaches, outlining their strengths,
assets, liabilities, differences and methods of implementation. For now, suffice it to say that a
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decision will need to be made, preferably sooner than later, about the approach you wishto employ in
your trading.

Someindividuals may seek to implement ahybrid approach, incorporating what they feel are the best
aspects of each technique. | also will discuss the merits of this approach, or the lack thereof.

How Much Risk do You Want to Takeon Each Trade?

A significant question, onethat is perhaps best answered prior to the start of tr is, “howgnuch do

risk you want to take, in dollars. When atrade goes against yo

closeit out.
On the other end of the spectrum is the “ systems app roach claim that
each tradeisunique. Every trade has specific leve , therefore, it isnot

My approach to this aspect of futures tr .
prefer not to be in the middle of thero ( align myself with either of the extremes.

inthe middle of theroad you eritsto each approach and thereisno right
or wrong answer to the question: , an answer that isyour answer. My jobisto help
you find it.

Hopefully, by the
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Lesson #1 Quiz (Course 1)

1. Theconcept of hedging isbased upon the assumption that movement in cash and futures
do what with each other?

a  They movein opposite directions
b They lead one another

Cc.  They parallel each other

d They follow 3 points behind

2. When you begin trading, what isthe minimum amount of completely di
tive capital that | feel you need to being with?

a $12,500
b.  $5,000
c.  $25,000
d  $2,000

3. Another namefor acash marketg hy isthis?

a Because the market is often

b
C.
d

produce or process the commodity that is being traded
b They produce the final manufacturing of the commodity

c.  They produce the contractsto be traded

d They oversee the production market deliveries
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6. How should you get your starting capital to begin trading?
a  Borrow it from the bank or from amember of your family
Take a second mortgage on your house

b
c.  Borrow it from your children’scollege fund
d Use only extramoney that you have on hand and will not missif you

7. When deciding how much you risk on each tradel told you that t
“money management school” will tell you totakea per-traderisk
money management whilethose who believein the “ systems appr oa
tradeisuniqueand that it isnot possibleto determineaprior rulefor
position did | suggest you follow?

a  Themiddle-of-the-road approach isusually safest

b.
c. Askafriend or associate what they do a
d.

8.  What istheamount of profits| f
winning tradethat you make?

a 50to 75%
b.  None

C. 10to 25%
d 2to3%

9. Ifyou decid ) what kind of data should you have?

b.
C. 1to 3%
d 20to 25%

When you have completed the questionsin thisquiz, email your answersto: jake@trade-futures.com
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