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INTRODUCTION

Volume Iof “Studies in Stock Speculation” was sowell
received, and continues in such constant demand by stu-
dents of the stock market, that we believe this second
volume will be appreciated by those who desire to ex-
pand their knowledge of trading and investing prineciples.
Volume II appeals particularly to those who desire to
profit by the experiences of others, and who are willing
to investigate the science of speculation in an orderly
and systematical manner.

Wolf begins with a presentation of the most impor-
tant factors that govern successful trading in stocks.
Ten cardinal rules are given and each one of them is
discussed in some detail. The rules and examples are
expanded by observations with the use of illustrations
and charts. The average speculator obtains a clearer
idea of what he is trying to do while receiving many sug-
gestions as to how he may make the most efficient use
of his own experiences.

Though dealing with the stock market of the 1920’s,
the rules and examples are helpful today. These words
of wisdom cannot be applied arbitrarily or mechanisti-
cally but they can be adapted to the present day market
environment since people still make the same mistakes.

James L. Fraser
Wells, Vermont
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Ten Cardinal Principles of Trading

A Concentration of the Most Important Precepts
Contained in previous Lessons of the 8chool
for Traders and Investors Hereto-
fore Presented in the Magazine
of Wall Street.

OLLOWING the presentation of numerous

lessons for traders and investors, it is ap-
propriate to review the entire course and present in
highly concentrated form the most important and
essential elements of successful trading. If the
average trader will adopt these principles, and follow
them consistently and with determination, he cannot
go far wrong, and the mathematical probabilities will
be in favor of profitable operations.

After several tests of their practical value, he will
find that his unfortunate trades may be charged almost
entirely to the violation of one or more of these
principles. To follow them strictly, is not so easy as
a casual reading of them might suggest, because most
powerful psychological influences will conspire to
make the trader break his good resolutions. He
should ever bear in mind that his worst enemy,
“sucker psychology,” is lying in wait to embarrass him
the moment he is off his guard.

For the experienced trader, these ten cardinal
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Studies in Stock Speculation

principles of trading, as presented herewith, require
no further explanation, for the brief statements
contain their own suggestions with regard to detail.
However, we appreciate that what is obvious to the
experienced may not be entirely clear to one who is
serving his apprenticeship, so we offer the following:

The first principle is the most important of all. It
is absolutely essential to success. Its violation is the
direct or indirect cause of more losses than any other
indiscretion in market operations. It should be clear
that in order to maintain the margins specified, it is
necessary to have additional funds available in bank.
Therefore, do not place yourself in a vulnerable
position by buying more than you can carry com-
fortably. If you do so, your judgment will be
impaired by anxiety, and at the first sign of real
danger, you will have the impulse to avoid disaster
by closing out the trades that show the least loss, in
order to protect those that show the greatest loss, on
the theory that by so doing you are wisely “taking
small losses,” whereas you may be actually developing
one or two that are very large, for in all probability
you are closing out your strongest stocks to protect the
weakest, whereas it should be just the other way
around.

If you are obeying the second principle, the ques-
tion of maintaining margin is not so important, for in
case of real weakness in one or more commitments,
you will be stopped out at the technical danger point,
and your margin will not become sufficiently impaired
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Ten Cardinal Principles of Trading

to be of concern to your broker. This principle is
beyond doubt the second in importance, but it is use-
less if you violate the third principle, for there is
manifestly nothing to be gained by devoting your
operations to limiting losses, and you will do little
else if you habitually buck the trend.

If any of our students have had favorable or un-
favorable experiences, that cannot be explained on the
ground that some of these principles were either
followed or ignored, we shall be glad to hear from
them, so that we may improve upon our list. We
believe our outline contains the essentials of
success, but we do not claim that is is final, for the
science of “marketology” is so complex, and involves
such extensive and diversified knowledge, that we
doubt whether an unabridged treatise thereof will ever
be written, to say nothing of reducing it to the size of
a label that you can paste in your hat.

Ten Cardinal Principles of Trading

1. Do Not Overtrade.
Maintain a margin of not less than 10 points on
stocks quoted under $50 a share, not less than 20
points on stocks quoted from $50 to $100 a share,
and 209% on stocks selling above $100 a share.

2. Limit Losses.
Place stops at technical danger points on all
trades, and if the location of the danger point is
uncertain use a 2-point or 3-point stop, or await
a better opportunity.

3. Follow the Trend.
Do not buck the trend, and do not hedge. Be
either long or short, but not both at the same
time.

4. Favor Active Issues.
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Do not tie up funds in obscure or inactive stocks,
and avoid thin-market issues except in long-pull
operations.

Buy During Weakness.

Buy only after reactions confirming higher sup-
port.

Sell During Strength,

Close out on unusual advances at first sign of
hesitation; and sell short only after evidence of
distribution with lower support followed by lower

top.

Distribute Risk.

Do not concentrate in one issue, but trade in
equal lots of several different issues, all of which
are definitely attractive. Avoid spreading over
too many different issues.

Protect Profits.

Never let a 3-point profit run into a loss, and
never accept a reaction of over 5 points unless
the favorable trend of the stock has been defi-
nitely established.

Avoid Uncertainty.

When the trend is in doubt, stay out. Avoid a
trader’s market when the ultimate trend is un-
certain unless the trade can be protected by a
small stop and justifies the risk.

Discount Fundamental Qutlook.

Never ignore fundamental conditions, and always
favor the trade wherein fundamental and technical
conditions co-operate. Avoid a trade wherein
fundamental and technical conditions are opposed,
except in cases of imminent liquidation, or over-
extended short interest.



How to Commit Financial Suicide

A Concrete Example of the Dire Effects of
“Qvertrading”

N our last lesson we presented a list of ten cardinal
I principles of trading. The first and most im-
portant admonition was, “Do not overtrade.” It was
pointed out that the violation of this principle was the
direct or indirect cause of more losses than any other
indiscretion in market operations.

Overtrading is dealing in more shares of stock than
the available capital justifies. It is the effect of
following that insidious impulse to “get rich quick.”
It is a form of credit overextension that makes the
trader’s position vulnerable to even a moderate
reaction, and places his capital in jeopardy.

One who buys more stock than his capital will
margin properly according to the customary regula-
tion of a first-class broker, is acting on the assumption
that the market’s next move cannot be against him,
but must be in his favor. This assumption is un-
warranted according to any mathematical theory of
chance. Not only is it contrary to sound trading
practice, but it is not even a fair gamble. Such
extension usually takes place in conjunction with the
violation of the principle “Buy during weakness,”
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thus reducing the chances of a favorable new position,
and at the same time it increases the probability of
serious impairment of capital by simply doubling up
the possible loss in case of adverse price movement.
It is the reverse of common sense.

An Illustration of Overtrading

To illustrate the effect of overtrading, we present
the following practical example: Our graph shows
the range of the average price of five stocks from the
beginning of April to early July. Suppose our “get
rich quick” trader buys 100 shares of each of the five
1ssues at the ideal level of 85 on April 22 (point “A”
on graph) and agrees to maintain a margin of 20
points. The original capital required to carry this line
is $10,000. Odd-lot traders would require proportion-
ate capital and would be under the additional handi-
cap of odd-lot broker’s commissions.

At “B,” the average price has advanced to 90, thus
adding 5 points, or $2,500 to our trader’s equity which
now stands at $12,500. He becomes enthusiastic. The
idea of standing pat or realizing a part of his profits
on strength to provide additional buying power in a
reaction does not occur to him. He figures that he
can margin another 100 shares at least, so he makes
the additional purchase. He now holds 600 shares,
requiring $12,000 margin.

The natural normal reaction takes place, going
more than halfway back, as fate usually arranges
matters under such circumstances, and the average
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price of the 600 shares declines 4 points to 86 at
“C.” This wipes out $2,400 of equity, reducing the
margin to $10,100, or $1,900 short of 20 points. In
order to maintain his position, our trader must either
put up $1,900 or cut his line down to 500 shares by
closing out 100 shares at a loss of $400.

Next day the market recovers, but our trader has no
additional buying power, therefore, he must wait,
while gnashing his teeth over the fact that his violation
of one important principle has forced him auto-
matically to violate another, namely, “do not sell in
weakness.” Also, he was left unable to follow a third
principle, “Buy during weakness.”

As the market advances, our trader observes evi-
dence of increased strength and notes that prices were
supported at a higher level at “C” and at “A,” which
is usually a bullish sign, at least temporarily. He
sees stocks make a higher top at “D” and feels sure
they are about to continue the advance that was
arrested at “B.” His average price has increased 4
points to 90 and his equity has increased $2,000 and
now stands at $12,100. The market is very active.
Our trader becomes excited. He mistakes “sucker
psychology” for “market intuition” (if any such thing
exists) and he forgets that common sense and sound
principles are always good friends in times of stress.
He itches to recoup his recent loss, throws caution to
the winds and makes the colossal blunder of doubling
up, on his hunch that this time he will make a killing.
He takes the chance, and buys another 500 shares, thus
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How to Commit Financial Suicide

increasing his line to 1,000 shares, and reducing his
marginal protection to about 12 points, kidding him-
self with the hope that a substantial advance is under
way, and with the promise that “hereafter” he will
settle back into more conservative methods.

How the “Suicide Bug” Works

Now let us see how the financial suicide bug gets
in its nefarious work. Following a flurry of activity
at “D” the market begins to ease off and then slumps
to 85 or under, at “E”—a decline of over 5 full
points.

After the smoke clears away our trader learns that
his equity has been pared down $5,000, leaving
$7,100, or enough to margin 300 or 400 shares,
making it necessary to unload 600 or 700 shares of
excess baggage at a crushing loss.

The irony of this situation lies in the fact that our
trader is without sufficient buying power to participate
in the subsequent orderly advance to above 94, at -
“H,” which would have left his original commitment
showing a profit of 9 full points, equivalent to $4,500,
and his equity at $14,500.

If our trader with his remaining $7,100 persists in
plunging, and continues to pyramid on every advance,
without adequate protection, it will not be long until
a moderate reaction wipes out his equity entirely.
This constitutes financial suicide.

What’s the answer?—Don’t overtrade.
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Limitation of Losses Essential to Suc-
cessful Trading

The Insurance Value of the “Stop Loss” Order

OW and then one hears a temporary trader

remark, “I never take a loss. If a trade goes
against me I wait patiently for it to swing the other
way, for sooner or later it will offer me an oppor-
tunity to get out at a profit.” Many examples might
be cited to show that this type of optimist would
require a long purse and infinite patience in order to
make good his assertion.

Imagine how this theory would work with one who
bought U. S. Rubber at 143 in 1920, or Marine Pre-
ferred at 87 in 1922, or Atlantic Gulf & West Indies
at 176 in 1920, or Virginia Carolina at 92 in 1919.
Also imagine the position of one who sold short such
stocks as Woolworth, General Electric, Associated
Drygoods, and U. S. Cast Iron Pipe on certain past
occasions when these issues “looked toppy,” and you
will have a rough idea of what happens to the trader
who “never takes a loss.”

The outlook for the trader who will not take a loss
is hopeless, for he operates on the theory that his
position cannot be absolutely wrong. Next in order
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comes the trader who will not limit his loss because
he hopes that the market will take a turn for the better
before he is badly crippled or completely wiped out.
There is some hope left for this type of trader if he
will mend his ways, and accept the second cardinal
principle enunciated in our thirty-fifth lesson, i. e.,
limit losses; place stops at technical danger points on
all trades, and if the location of the danger point is
uncertain use a 2-point or a 3-point stop, or await a
better opportunity.

Like all good rules, this one must be properly inter-
preted, and a little common sense must be used in its
application. For example, it would be useless to
apply this rule mechanically, and at the same time
violate one of the other cardinal principles of trading,
such as “Buy during weakness.” It should be ap-
parent that the purchase of a stock that has just ad-
vanced 10 points cannot be protected consistently
with a 2-point stop, for it is a common occurrence for
such an issue to react from 4 to 6 points before it
proceeds with its advance.

The accompanying illustrations will introduce our
idea of the proper use of stop-loss orders. Suppose
the solid line represents the price movement of a
certain stock that has declined from higher levels
during a period of liquidation, has encountered re-
sistance to selling pressure at the 25-level, and is
apparently reaccumulated between 25 and 30. If
this issue is purchased at the favorable point “A,” as
it advances from its rising support level, the trade

16



Limitation of Losses Essential to Successful Trading

may be properly protected by a stop at level “B,” a
little below the bottom of its zone of apparent accumu-
lation. In this case a stop of about 5 points is
required.

Suppose the trader prefers to postpone his purchase
until the stock shows sufficient strength to rise up
completely above its zone of apparent accumulation,
and buys at level “C.” As the price may either
continue to rise, or experience one or more dips below
the purchase price before it finally proceeds with its
advance, it is logical also to protect this trade at level
“B,” requiring a stop about 8 or 9 points away from
the purchase price. Only in the case where the pur-
chase is made during one of the dips to around level
“D,” is it logical to operate with as small a stop as 2
points, because the proper place for the stop is at a
level that will represent a probable complete change
in the character of the movement and indicate new
weakness not theretofore apparent.

The trader who purchased at “D,” “A” or “C” be-
lieves that the stock is about to advance. A reaction
from about the level “C” need not concern him unless
it goes far enough to indicate that the former buying
support is entirely withdrawn, and some new weakness
has developed. This is sometimes difficult to de-
termine from purely technical considerations until
the price has broken through the level “B.” However,
if some sudden fundamental development of an un-
favorable nature becomes apparent to the trader at the
time the stock reacts from “C,” then he will not wait
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Limitation of Losses Essential to Successful Trading

for his stop at “B” to be caught, but will promptly
close out at the market, and perhaps get out with a
loss of only a point or two.

The insurance value of the stop at “B” is apparent
in the light of the possibility that the stock may enter
a sudden decline that will not be arrested until the
new zone of accumulation “E” has been reached. If
the trader is not watching his commitment at the time
the “bad news” comes out that causes the decline, he
is automatically out of the market at “B,” and free to
reconsider the issue again at “E” if he chooses to do
so.

There are many other uses and arrangements of
stops, which have been explained in previous discus-
sions, and to which we may have occasion to refer in
the future.
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