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Preface
TO MY FAMILY Joe Ann Daniel Zachary Samantha

Who are all very special to me
With love

Here's what | believe:

1. The markets are not random. | don't care if the number of academicians who have argued the efficient
market hypothesis would stretch to the moon and back if laid end to end; they are simply wrong.

2. The markets are not random, because they are based on human behavior, and human behavior,
especially mass behavior, is not random. It never has been, and it probably never will be.

3. There is no holy grail or grand secret to the markets, but there are many patterns that can lead to
profits.

4. There are a million ways to make money in markets. The irony is that they are all very difficult to find.

5. The markets are always changing, and they are always the same.

6. The secret to success in the markets lies not in discovering some incredible indicator or elaborate
theory; rather, it lies within each individual.

7. To excel in trading requires a combination of talent and extremely hard work-(surprise!) the same
combination required for excellence in any field. Those seeking success by buying the latest $300 or even
$3,000 system, or by following the latest hot tip, will never find the answer because they haven't yet
understood the question.

8. Success in trading is a worthy goal, but it will be worthless if it is not accompanied by success in your
life (and I use the word success here without monetary connotation).

In conducting the interviews for this book and its predecessor. Market Wizards, | became absolutely
convinced that winning in the markets is a matter of skill and discipline, not luck. The magnitude and consis-
tency of the winning track records compiled by many of those | interviewed simply defy chance. | believe the
Market Wizards provide role models for what it takes to win in the markets. Those seeking quick fortunes
should be discouraged at the onset.

I have strived to reach two audiences: the professionals who have staked careers in the markets or are
serious, students of the markets, and the lay readers who have a general interest in the financial markets
and a curiosity about those who have won dramatically in an arena where the vast majority loses. In order to
keep the book accessible to the layperson, | have tried to avoid particularly esoteric topics and have included
explanations wherever appropriate. At the same rime, | have strived to maintain all core ideas so that there
would be no loss of meaningful information to those with a good working knowledge of the markets. | think
this book should be as meaningful to the layperson as to the professional simply because the elements that
determine success in trading are totally applicable to success in virtually any field or to achieving any
meaningful goal.
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Prologue

The Jademaster

One cold winter morning a young man walks five miles through the

snow. He knocks on the Jademaster's door.

The Jademaster answers with a broom in his hand.

"Yes?"

"l want to learn about Jade."

"Very well then, come in out of the cold.”

They sit by the fire sipping hot green tea. The Jademaster presses a green stone deeply into the young
man's hand and begins to talk about tree frogs. After a few minutes, the young man interrupts.

"Excuse me, | am here to leam about Jade, not tree frogs."

The Jademaster takes the stone and tells the young man to go home and return in a week. The following
week the young man returns. The Jademaster presses another green stone into the young man's hand and
continues the story. Again, the young man interrupts. Again, the Jade-master sends him home. Weeks pass.
The young man interrupts less and less. The young man also learns to brew the hot green tea, clean up the
kitchen and sweep the floors. Spring comes.

One day, the young man observes, "The stone | hold is not genuine Jade."

I lean back in my chair, savoring the story. My student interrupts.

"OK. OK. That's a great story. | don't see what it has to do with making money. | come to you to find out
about the markets. | want to learn about the bulls and the bears, commodities, stocks, bonds, calls and
options. | want to make big money. You tell me a fable about Jade. What is this? You ..."

"That's all for now. Leave those price charts on the table. Come back next week."

Months pass. My student interrupts less and less as | continue the story of The Trader's Window.

-from The Trader's Window,
ED SEYKOTA




PART I Trading Perspectives




Misadventures in Trading

On the lecture tour following the completion of this book's predecessor, Market Wizards, certain questions
came up with reliable frequency. One common question was: "Has your own trading improved dramatically
now that you've just finished interviewing some of the world's best traders?" Although | had the advantage of
having plenty of room for dramatic improvement in my trading, my response was a bit of a copout. "Well," |
would answer, "I don't know. You see, at the moment, I'm not trading."

While it may seem a bit heretical for the author of Market Wizards not to be trading, there was a perfectly
good reason for my inaction. One of the cardinal rules about trading is (or should be): Don't trade when you
can't afford to lose. In fact, there are few more certain ways of guaranteeing that you will lose than by
trading money you can't afford to lose. If your trading capital is too important, you will be doomed to a
number of fatal errors. You will miss out on some of the best trading opportunities because these are often
the most risky. You will jump out of perfectly good positions prematurely on the first sign of adverse price
movement only to then see the market go in the anticipated direction. You will be too quick to take the first
bit of profit because of concern that the market will take it away from you. lronically, overconcem about
losing may even lead to staying with losing trades as fear triggers indeci-siveness, much like a deer frozen in
the glare of a car's headlights. In short, trading with "scared money" will lead to a host of negative emotions
that will cloud decision making and virtually guarantee failure.

The completion of Market Wizards coincided with my having a house built. Perhaps somewhere out in this
great country, there is someone who has actually built a house for what they thought it would cost. But |
doubt it. When financing the building of a house, you find yourself repeatedly uttering that seemingly
innocuous phrase, "Oh, it's only another $2,000." All those $2,000"s add up, not to mention the much larger
sums. One of our extravagances was an indoor swimming pool, and to help pay for this item | liquidated my
commodity account-in the truest sense of the word. It was my sincerest intention not to resume trading until
| felt | had adequate risk capital available, and an unending stream of improvements on the house kept
pushing that date further into the future. In addition, working at a demanding full-time job and
simultaneously writing a book is a draining experience. Trading requires energy, and | felt | needed time to
recuperate without any additional strains. In short, | didn't want to trade.

This was the situation one day when, in reviewing my charts in the afternoon, | found myself with the firm
conviction that the British pound was about to collapse. In the previous two weeks, the pound had moved
straight down without even a hint of a technical rebound. After this sharp break, in the most recent week, the
pound had settled into a narrow, sideways pattern. In my experience, this type of combined price action
often leads to another price decline. Markets will often do whatever confounds the most traders. In this type
of situation, many traders who have been long realize they have been wrong and are reconciled to liquidating
a bad position-not right away, of course, but on the first rebound. Other traders who have been waiting to go
short realize that the train may have left without them. They too are waiting for any minor rebound as an
opportunity to sell. The simple truth is that most traders cannot stand the thought of selling near a recent
low, especially soon after a sharp break. Consequently, with everyone waiting to sell the first rally, the
market never rallies.

In any case, one look at the chart and | felt convinced this was one of those situations in which the market
would never lift its head. Although my strong conviction tempted me to implement a short position, | also felt
it was an inappropriate time to resume trading. | looked at my watch. There were exactly ten minutes left to
the close. | procrastinated. The market closed.

That night before leaving work, | felt | had made a mistake. If | was so sure the market was going down, |
reasoned, | should have gone short, even if | didn't want to trade. So | walked over to the tewnty-four-hour
trading desk and placed an order to go short the British pound in the overnight market. The next morning |
came in and the pound was down over 200 points on the opening. | placed a token amount of money into the
account and entered a stop order to liquidate the trade if the market returned to my entry level. |
rationalized that | was only trading with the market's money, and since my plan was to cease trading on a
return to breakeven, | was not really violating my beliefs against trading with inadequate capital. Thus, |
found myself trading once again, despite a desire not to do so.

This particular trade provides a good illustration of one of the principles that emerged from my interviews
for Market Wizards. Patience was an element that a number of the supertraders stressed as being critical to
success. James Rogers said it perhaps most colorfully, "l just wait until th'ere is money lying in the comer,
and all I have to do is go over there and pick it up. I do nothing in the meantime." In essence, by not
wanting to trade, | had inadvertently transformed myself into a master of patience. By forcing myself to wait
until there was a trade that appeared so compelling that | could not stand the thought of not taking it, | had
vastly improved the odds.

During the next few months, | continued to trade and my equity steadily increased, as | seemed to be
making mostly correct trading decisions. My account grew from $0 (not counting an initial $4,000 deposit
that was quickly withdrawn once profits more than covered margin requirements) to over $25,000. It was at
this juncture, while traveling on a business trip, that nearly all my positions turned sour simultaneously. |
made some hasty decisions between meetings, virtually all of which proved wrong. Within about a week, I
had lost about one-third of my gains. Normally, when | surrender a meaningful percentage of my profits, |
put on the brakes, either trading only minimally or ceasing to trade altogether. Instinctively, | seemed to be
following the same script on this occasion, as my positions were reduced to minimal levels.

At this time, | received a call from my friend Harvey (not his real name). Harvey is a practitioner of Elliott
Wave analysis (a complex theory that attempts to explain all market behavior as part of a grand structure of
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price waves)." Harvey often calls me for my market opinion and in the process can't resist telling me his.
Although | have usually found it to be a mistake to listen to anyone else's opinions on specific trades, in my
experience Harvey had made some very good calls. This time he caught my ear.

"Listen, Jack," he said, "you have to sell the British pound!" At the time, the British pound had gone
virtually straight up for four months, moving to a one-and-a-half-year high.

"Actually,” I replied, "my own projection suggests that we may be only a few cents away from a major
top, but | would never sell into a mnaway market like this. I'm going to wait until there are some signs of the
market topping."

"It will never happen,” Harvey shot back. "This is the fifth of a fifth.” (This is a rerference to the wave
structure of prices that will mean something to Elliotticians, as enthusiasts of this methodology are known. As
for other readers, any attempt at an explanation is more likely to confuse than enlighten-take my word for
it.) "This is the market's last gasp, it will probably just gap lower on Monday morning and never look back."
(This conversation was taking place on a Friday afternoon with the pound near its highs for the week.) "I
really feel sure about this one."

| paused, thinking: I've just taken a hit in the markets. Harvey is usually pretty good in his analysis, and
this time he seems particularly confident about his call. Maybe I'll coattail him on just this one trade, and if
he's right, it will be an easy way for me to get back on a winning track.

So | said (I still cringe at the recollection), "OK Harvey, I'll follow you on this trade. But | must tell you
that from past experience I've found listening to other opinions disastrous. If | get in on your opinion, I'll
have no basis for deciding when to get out of the trade. So understand that my plan is to follow you all the
way. I'll get out when you get out, and you need to let me know when you change your opinion." Harvey
readily agreed. | went short at the market about a half-hour before the close and then watched as prices
continued to edge higher, with the pound closing near its high for the week.

The following Monday morning, the British pound opened 220 points higher. One of my trading rules is:
Never hold a position that gaps sharply against you right after you have put it on. (A gap refers to the market
opening shaiply higher or lower than the previous close.) The trade seemed wrong. My own instincts were to
just get out. However, since | had entered this trade on Harvey's analysis, | thought it was important to
remain consistent. So | called Harvey and said, "This short pound trade doesn't look so good to me, but since
| don't think it's a good idea to mix analysis on a trade, my plan is to follow you on the exit of the position.
So what do you think?"

"It's gone a little higher than | thought. But this is just a wave extension. | think we're very close to the
top. I'm staying short."

The market continued to edge higher during the week. On Friday, the release of some negative economic
news for the pound caused the currency to trade briefly lower during the morning, but by the afternoon
prices were up for the day once again. This contrarian response to the news set off warning bells. Again, my
instincts were to get out. But | didn't want to deviate from the game plan at this late juncture, so | called
Harvey again. Well, as you might have guessed, the wave was still extending and he was still as bearish as
ever. And yes, | stayed short.

On the next Monday morning, it was no great surprise that the market was up another few hundred
points. A day later, with the market still edging higher, Harvey called. His confidence unshaken, he tri-
umphantly announced, "Good news, I've redone my analysis and we're very close to the top." | groaned to
myself. Somehow this enthusiasm over an event that had not yet occurred seemed ominous. My own con-
fidence in the trade reached a new low.

No need to continue the gruesome details. About one week later, | decided to throw in the towel, Harvey
or no Harvey. By the way, the market was still moving higher seven months later.

It is amazing how one trading sin led to a cascade of others. It started out with greed in wanting to find
an easy way to recoup some losses-by following someone else's trade. This action also violated my strong
belief that it is unwise to be swayed by other people's opinions in trading. These errors were quickly followed
by ignoring some screaming market clues to liquidate the position. Finally, by surrendering the decision
process of the trade to another party, | had no method for risk control. Let me be absolutely clear that the
point is not that | followed bad advice and lost money, but rather that the market is a stem enforcer that
unmercifully and unfailingly extracts harsh fines for all (trading) transgressions. The fault for the losses was
totally my own, not Harvey's (nor that of the method, Elliott Ware Analysis, which has been wed effectively
by many traders).

| traded lightly for another month and then decided to call it quits as my account neared the breakeven
point. It had been a quick ride up and down, with little to show for it except some market experience.

Several months later | was a speaker at a seminar at which Ed Seykota had agreed to make a rare
appearance. Ed,was one of the phenomenal futures traders | interviewed for Market Wizards. His views on
the markets provide an unusual blend of scientific analysis, psychology, and humor.

Ed began his presentation by asking for a volunteer from the audience to point to the time periods on
various charts that coincided with the dates of financial magazine covers he had brought along. He started in
the early 1980s. The cover blared: "Are Interest Rates Going to 20%7?" Sure enough, the date of the
magazine cover was in near-perfect synchrony with the bottom of the bond market. At another point, he
pulled out a cover with an ominous picture of farm fields withering away under a blazing sun. The publication
date coincided with the price peak of the grain markets during the 1988 drought. Moving ahead to then-
current times, he showed a magazine cover that read:

"How High Can Oil Prices Go?" This story was written at the time of skyrocketing oil prices m the months

9




10

following the Iragi invasion of Kuwait. "My guess is that we've probably seen the top of the oil market,"
said Ed. He was right.

"Now you understand how to get all the important information about impending market trends from news
and financial magazines. Just read the covers and forget about the articles inside."” Quintessential Ed
Seykota.

| was eager to speak to Ed so that | could relay my trading experiences and glean the benefits of his
insights. Unfortunately, at every break during the seminar, each of us was surrounded by attendees asking
questions. We were staying at the same small hotel m San Francisco. After we got back, | asked Ed if he
cared to go out and find a spot where we could relax and talk. Although he appeared a bit beat, he agreed.

We walked around the area trying to find something that resembled a comfortable local bar or cafe, but all
we managed to find were large hotels. Finally, in desperation we wandered into one. In the lounge, a loud
band and a truly bad singer were belting out their version of what else-"New York, New York." (I'm sure if we
were in New York, the band would have been playing "I Left My Heart in San Francisco.") This certainly would
not do for a quiet conversation with the man | hoped would be my temporary mentor. We sat down in the
lobby outside, but the strains of the music were still uncomfortably loud (yes, Virginia, there are sounds
worse than Muzak), and the atmosphere was deadly. My hopes for an intimate conversation were quickly
fading.

Trying to make the best of a bad situation, | related my recent trading experiences to Ed. | explained how
| started trading again despite my reluctance to do so and the incredible string of errors I committed on the
one British pound trade-errors that | thought | had vanquished years ago. | told him that, ironically, at one
point before | put on the British pound trade, when | was still up about $20,000, | was in the market for a
new car that cost exactly that amount. Since my house had virtually drained me of assets, | was tempted to
cash in the account and use the proceeds to buy the car. It was a very appealing thought since the car would
have provided an immediate tangible reward for a few months of good trading without even having risked
any of my own funds.

"So why didn't you close the account?" Ed asked.

"Well," | said, "how could 1?" Although | managed to turn a few thousand dollars into $100,000 on a
couple of occasions, | had always stalled out. | had never been able to really break through and extend it into
some serious money. If I had decided to cash in my chips to make a purchase, | would always have
wondered whether this would have been the time that | would have realized my trading goals. Of course,
with the benefit of hindsight, | would have been much better off taking my profits, but at the time | couldn't
see giving up the opportunity. | rationally explained all mis to Ed.

"In other words, the only way you could stop trading was by losing. Is that right?" Ed didn't have to say
anything more. | recalled that in my interview of him for Market Wizards, his most striking comment was:

"Everybody gets what they want out of the market."” | had wanted not to be trading, and sure enough
that's what | got.

The moral here is: You don't always have to be in the market. Don't trade if you don't feel like it or if
trading just doesn't feel right for whatever reason. To win at the markets you need confidence as well as the
desire to trade. | believe the exceptional traders have these two traits most of the time; for the rest of us,
they may come together only on an occasional basis. In my own case, | had started out with the confidence
but without the desire to trade, and | ended up with neither. The next time | start trading, | plan to have
both.

*The Elliott Wave Principle, as it is formally called, was originally developed by R. N. Elliott, an accountant
turned market student, Elliott's definitive work on the subject was published in 1946, only two years befors
his death, under the rather immodest title: Nature's Law-The Secret of the Universe. The application of the
theory is unavoidably subjective, with numerous interpretations appearing in scores of volumes. (SOL-RCE:
JohnJ. Murphy, Technical Analysis of the Futures Markets, New York Institute of Finance, 1986.)
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Hussein Makes a Bad Trade

In many ways, the elements of good and bad decision making in trading are very similar to those that
apply to decision making in general. The start of my work on this book coincided with the events immediately
preceding the Persian Gulf War. | couldn't help but be struck by the similarity between Saddam Hussein's
actions (or, more accurately, the lack thereof) and the typical responses of a foundering novice trader.
Hussein's trade was the invasion of Kuwait. Initially, he had solid, fundamental reasons for the trade. (The
fundamentatist reasons came later, of course, as Hussein found it convenient to discover religion.) By
invading Kuwait, Hussein could drive up oil prices to Iraq's benefit by eliminating one of the countries that
consistently exceeded its OPEC quota and by creating turmoil in the world oil markets. He also stood a
perceived good chance of permanently annexing part or all of Kuwait's oil fields, as well as gaining direct
access to the Persian Gulf. And, last but certainly not least, the invasion provided a wonderful opportunity for
Hussein to feed his megalomaniacal ambitions. In exchange for all this upside potential, the initial risk on the
trade seemed limited. Although forgotten by many because of the eventual decisive stance taken by the
United States, the State Department's initial response to Iraq's invasion-threatening pronouncements and
actions could essentially be paraphrased as "It's not our problem." In dealing with Hussein, such an
ambivalent policy was almost tantamount to offering to lay out a red carpet for Iraq's tanks.

So initially, from Hussein's perspective, the invasion of Kuwait was a good trade-large potential and
limited risk. However, as so often happens, the market changed. President Bush committed the United States
to the defense of Saudi Arabia by sending in troops and spear-headed the passage of UN resolutions aimed at
convincing Hussein to leave Kuwait. At this point, Hussein could probably have negotiated a deal in which he
would have withdrawn from Kuwait in exchange for some disputed territorial gains and port rights-a quick
profit. However, although the trade had started to deteriorate, Hussein decided to stand pat.

Next, Bush sent a stronger signal by doubling U.S. forces to four hundred thousand-an action indicating
not only that the United States was ready to defend Saudi Arabia but that it was also establishing the
capability for retaking Kuwait by force. Clearly the market had changed. Hussein ignored the market signal
and stood back.

President Bush then set a January 15 deadline for Iraq's withdrawal from Kuwait in compliance with the
UN resolution-the market moved further against the trade. At this point, the profit potential was probably
gone, but Hussein could still have approximated a breakeven trade by offering to withdraw from Kuwait.
Once again, he decided to hold the position.

Once the January 15 deadline had passed and the United States and its allies in the Gulf War embarked on
the massive bombing of Iraq, the original trade was clearly in losing territory. Moreover, the market was
moving down sharply every day, as each day's procrastination resulted in more destruction in Iraq. But how
could Hussein give in now when so much had been lost? Much like a bewildered trader caught in a steadily
deteriorating position, he pinned his hopes on the long shot: If only he held on long enough, perhaps fear of
casualties would prompt the United States to back down.

The trend continued to go against the trade as the United States issued another deadline ultimatum-this
time linked to the initiation of a ground war against Iraq. At this juncture, Hussein was readily consenting to
conditions contained in the Soviet peace proposal, an agreement that probably would have been perfectly
sufficient earlier but was now inadequate. Hussein's behavior was very much like that of a trader holding a
long position in a steadily declining market who says, "I'll get out when I'm even," and then, as the situation
grows more desperate, "I'll get out at the last relative high,” with the relative high moving steadily down with
the passage of time.

Ultimately, with the ground war well under way and his army largely decimated, Hussein finally
capitulated. He was like a trader who has held on to a losing position until his account has been virtually
destroyed, and then, in complete desperation, finally exclaims to his broker, "Get me out of the market. |
don't care at what price, just get me out!"

**//Moral://**

**1f you can't take a small loss, sooner or later you will take the mother of all losses.**
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Bill Lipschutz: The Sultan of Currencies

Quick, what is the world's largest financial market? Stocks? No, not even if you aggregate all the world's
equity markets. Of course, it must be bonds. Just think of the huge government debt that has been
generated worldwide. Good guess, but wrong again, even if you combine all the world's fixed-income
markets. The correct answer is currencies. In the scope of all financial trading, stocks and bonds are peanuts
compared with currencies.

It is estimated that, on average, $1 trillion is traded each day in the world currency markets. The vast
majority of this currency trading does not take place on any organized exchange but rather is transacted in
the interbank currency market. The interbank currency market is a twenty-four-hour market, which literally
follows the sun around the world, moving from banking centers of the United States, to Australia, to the Far
East, to Europe, and finally back to the United States. The market exists to fill the needs of companies
seeking to hedge exchange risk in a world of rapidly fluctuating currency values, but speculators also par-
ticipate in the interbank currency market in an effort to profit from their expectations regarding shifts in
exchange rates.

In this huge market, there has been only a handful of high-stakes players. Ironically, although these
traders sometimes take positions measured in billions of dollars-yes, billions-they are virtually unknown to
most of me financial community, let alone the public. Bill Lipschutz is one of these traders.

The interviews | held with Lipschutz were conducted in two marathon sessions at his apartment. Lipschutz
has market monitor screens everywhere. Of course, there is the large TV monitor in the living room, receiving
a feed of currency quotes. There are also quote screens in his office, the kitchen, and near the side of his
bed, so that he can roll over in his sleep and check the quotes-as indeed he does regularly (since some of the
most active periods in the market occur during the U.S. nighttime hours). In fact, you can't even take a leak
without literally running into a quote screen (there is one conveniently located, somewhat tongue in cheek, at
standing height in the bathroom). This fellow obviously takes his trading very seriously.

I had first contacted Bill Lipschutz through a public relations agent, Tom Walek. Yes, a public relations
agent for a trader sounds rather odd. In fact, this is particularly true for Lipschutz, who had managed quite
deliberately to maintain virtually total public anonymity for his entire career despite his huge trades.
However, after having spent eight years as Salomon Brothers' largest and most successful currency trader,
Lipschutz had just left the firm to start his own management company to trade currencies (initially as a
subsidiary of Merrill Lynch; later, the company evolved into a completely independent venture, Rowayton
Capital Management). It was this project that required the public relations support. Anyway, after Walek
discussed my interview proposal with Lipschutz, he called to tell me that Bill first wanted an informal meeting
so that he could see if it "felt right."

We met at a Soho bar, and after downing several French beers (no joke, the French actually produce
some excellent beers) Lipschutz said, "I think you'll find the story of how, in less than a decade, Salomon
Brothers grew from a zero presence in currencies to becoming perhaps the world's largest player in the
currency market an interesting tale." Besides feeling a sense of relief, since that comment obviously reflected
a consent to the interview, his statement certainly whetted my appetite.

In our first meeting at his apartment, with my tape recorders whirring, | said, "OK, tell me the story of
Salomon's spectacular growth as a major trading entity in the world currency markets." | sat back,
anticipating a lengthy response full of wonderful anecdotes and insights.

Lipschutz answered, "The currency options market, Salomon's currency options department, and | all
started at the same time and grew and prospered simultaneously.”

"And ...," | said, prompting him to continue. He rephrased the same response he had just given.

"Yes," | said, "that's a very interesting coincidence, but could you fill in the details? How about some
specific stories?" He responded again with generalizations. My hopes for the interview went into a rapid
nosedive.

I've done interviews that | knew were dead in the water after the first hour and have ended up ditching
the results afterwards. However, this interview was different. Although | felt that | was getting very little
useful material during the first one or two hours of our conversation, | sensed there was something there.
This was not a dry well; | just had to dig deeper.

After the first few hours, we started to connect belter and Lipschutz began relating specific stories
regarding his trading experiences. These make up the core of the following interview.

As mentioned earlier, the large TV screen in Lipschutz's living room is normally tuned to a currency quote
display, with a Reuters news feed mnning across the bottom. Although Lipschutz seemed to be paying full
attention to our conversation, on some level he was obviously watching the screen. At one point, the
Australian dollar was in the midst of a precipitous decline following some disastrously negative comments
made by the Australian finance minister. Although the market was in a virtual free-fall, Lipschutz felt the sell-
off was overdone and interrupted our interview to call in some orders. "Nothing big," he said. "I'm just trying
to buy twenty [$20 million Australian, that is]." Immediately afterward, the Australian dollar started to trade
higher and continued to move up throughout the rest of the evening. Lipschutz didn't get a fill, however,
because he had entered his order at a limit | price just a hair below where the market was trading, and the
market "- never traded lower. "Missing an opportunity is as bad as being on the wrong side of a trade,” he
said.

During our second interview, Lipschutz wanted to short the Deutsche mark and was waiting for a small
bounce to sell. When noticing that the mark had started to move lower instead, he said, "It looks like I'm
going to miss the trade."
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'That sounds just like last week when you missed getting long the Australian dollar by using a limit
order,” | said. "If you feel that strongly,” | asked, "why don’'t you just sell the Deutsche mark at the market?"

"What! And pay the bid/ask spread?" Bill exclaimed. | wasn't sure whether he was serious or joking-or
perhaps some combination of the two. (Incidentally, the Deutsche mark kept going lower.)

Our interviews were conducted after U.S. market hours, but, since the currency markets never close,
Lipschutz, apparently, never stops trading. However, despite his admitted obsession with the markets and
trading, Lipschutz appeared very relaxed. | wouldn't even have known that he was watching the markets had
he not occasionally made references to price movements and placed orders over the phone.

==== What happened to architecture? ====
What happened to architecture?

==== Well, | had heard that you have a degree in architecture. How is it that you ended up as a trader?

While 1 was enrolled in the architectural program at Comell, my grandmother died and left me a portfolio
of a hundred different stocks with a total value of $12,000, which 1 liquidated at great cost because all the
positions were odd lots. The proceeds provided me with risk capital. I found myself using more and more of
my time playing around with the stock market. It wasn't that | got less interested in architecture, | just
became a lot more interested in trading.

Also, architecture is very much an Old World profession. There is a long apprenticeship-three years in this
country-before you can take your licensing exam. Then you spend many more years as a draftsman. It takes
a long time before you get to me point where you have control over the design process.

==== Did you get your degree eventually? ====

Yes, of course. Actually, I got two degrees. The full-time architectural program took five years. It was not
unusual for architectural students to also enroll in other courses and take longer to finish their degree. |
ended up taking a lot of business courses and also earned an M.B.A.

==== What happened after you graduated Cornell? Did you get a job related to architecture? ====

No, | never practiced as an architect because of the long apprenticeship process | just explained. 1 went
directly to work for Salomon.

==== How did you get that job? ====

It's typical for students in the M.B.A. program to get business-related summer jobs. In the summer of
1981 | got a job at Salomon Brothers. By that time, | was trading stock options very actively for my own
account.

==== Was this the account you started with the $12,000 your grandmother left you? ====
Yes, and by this time | had built it up a bit.

==== What did you know about stock options when you started trading? ====
| didn't know a whole lot.

==== Then on what basis did you make your trading decisions? ====

| tried to read everything | could on the subject. | spent a lot of time in the library reading annual
company reports. | became an avid reader of the various financial periodicals such as The Economist, Barron
's, and Value Line.

| also began to watch the stock tape on cable. Because Ithaca, New York, is surrounded by mountains, it
has particularly poor television reception. As a result, it was one of the first places in the country to get

cable TV in the early 1970s. One of the channels had a fifteen-minute delayed stock tape. | spent many
hours watching the tape and, over time, | seemed to develop a feel for the price action.

==== Was that when you decided to become a trader? ====
I can't remember making any conscious decision, "l want to be a trader;
I don't want to be an architect.” It was a gradual process. Trading literally took over my life.

==== Was the Salomon summer job related to trading? ====

My wife and | met while | was attending Comell. She's very aggressive and has a very strong economics
background. The previous summer she had managed to get a job working for Dr. Henry Kaufman [a world-
renowned economist] in the bond research department. | subsequently met her immediate superior, who also
happened to be a Comell alumnus. He arranged for me to interview with Henry Kaufman for the same
position my wife had held (by this time, she had graduated and had a =full-time job).

Ironically, around the same time, Salomon Brothers sent a representative to Comell to do recruiting. | was
invited to come to New York to interview for their summer sales and trading intern program. | was inter-
viewed by Sidney Gold, the head of Salomon's proprietary equity options desk. Sidney is a very high-strung
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guy who speaks very, very fast.

He took me into an office that had a glass wall facing out onto a large trading room, with a view of an
electronic tape running across the wall. | sat with my back to the tape, and the whole time he was
interviewing me, he was also watching the tape. He started firing questions at me, one after die other. Here |
am, a college kid, wearing a suit and tie for the first time in my first formal interview, and | had no idea what
to make of all of this. | answered each of his questions slowly and deliberately.

After about ten minutes of this question-and-answer process, he stops abruptly, looks me straight in the
eye, and says, "OK, forget all this bullshit. So you want to be a trader. Every fucking guy comes here and
tells me he wants to be a trader. You said you're trading your own account. What stocks are you trading?"

"I've been pretty involved in Exxon recently,” | reply.

He snaps back, "l don't know that stock. Give me another one."

"I've also been pretty involved in 3M," | answer.

"l don't know that one either,” he shoots back. "Give me another one."

I answer, "U.S. Steel."

"U.S. Steel. | know Steel. Where is it trading?"

"It closed last night at 30 1/2."

"It just went across the board at 5/8," he says. "Where did it break out from?" he asks.

"Twenty-eight,” | answer.

He fires right back, "And where did it break out from before that?"

"Well, that must have been over three years ago!" | exclaim, somewhat startled at the question. "I believe
it broke out from about the 18 level.”

At that point, he slows down, stops looking at the tape, and says, "l want you to work for me." That was
the end of the interview.

A few weeks later, | received a call from the fellow who ran Salomon's recruiting program. He said, "We
have a bit of a problem. Sidney Gold wants to hire you, but Kaufman also wants you to work for him. So we
worked out an arrangement where you'll split your time between the two." | ended up working the first half
of the summer doing research for Eh-. Kaufman and the second half working on the options trading desk.

At the end of the summer, Sidney offered me a job. Since | still had one semester left in business school
and also had to finish my thesis for my architectural degree, | arranged to work for Sidney during the fall
semester, with the understanding that | would return to school in the spring.

==== Did the job working on the equity options desk prove valuable in terms of learning how to trade
options? ====

The job was certainly helpful in terms of overall trading experience, but you have to understand that, at
the time, equity options trading at Salomon was highly nonquantitative. In fact, when | think back on it now,
it seems almost amazing, but | don't believe anybody there even knew what the Black-Scholes model was
[the standard option pricing model]. Sidney would come in on Monday morning and say, "l went to buy a car
this weekend and the Chevrolet showroom was packed. Let's buy GM calls.” That type of stuff.

I remember one trader pulling me aside one day and saying, "Look, | don't know what Sidney is teaching
you, but let me tell you everything you need to know about options. You like 'em, you buy calls. You don't
like 'em, you buy puts."

==== In other words, they were basically trading options as a leveraged outright position. ====
That's exactly right. But that whole trading approach actually fit very well with my own tape-reading type
of experience.

==== Did you return to the equity options department when you finished Cornell? ====

I worked there at the beginning of the summer, but then | went into the Salomon training program, which
is something that every new hire does. The great thing about the Salomon training course is that you get
exposed to all the key people in the Firm. All the big names at Salomon came in, told their story, and in
essence delivered their persona. You were indoctrinated into Salomon Brothers, and me culture was passed
on. Having spent my entire career at Salomon, | feel very strongly that it was important for the culture to be
passed on.

In the later’s 1980s, a lot of that culture was lost. The programs got too large. When | started at
Salomon, there was one program of 120 people each year; by the late 1980s, there were two programs with
250 people apiece- The trainees also seemed to come from more of the same mold, whereas in the early
1980s there appeared to be a greater willingness to hire a few wild-card candidates.

==== What did you get out of the Salomon training course besides being indoctrinated into the culture?

That was what | got out of it.
==== It doesn't sound like very much. Was there more to it? ====

No, that was a tremendous amount. Clearly you have never worked for Salomon. The company is all about
the culture of Salomon Brothers.
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==== 0K, tell me about the culture of Salomon Brothers. ====

Salomon Brothers was a firm that was almost solely involved in proprietary trading and for years was run
by a handful of very strong, charismatic individuals. They were street fighters who were betting their own
money and who really understood what it meant to take risk. It was all about personalities, guts, insight, and
honesty and integrity beyond any shadow of a doubt.* Salomon was an institution. There was virtually no
turnover of key personnel at the firm- The chairman, John Gutfreund, had a desk on the trading floor that he
sat at every day. In my nine years at Salomon, | never sat more than twenty feet away from him.

I remember my first conversation with John Gutfreund. | had been with the firm as a full-time employee
for less than a year. You have to picture the scene. It was the early evening of July 3. The Salomon trading
floor is a huge, two-story space-at one time it was the largest trading floor in the world. The twilight colors of
the fading sunlight were flooding through the huge glass windows. Because of the approaching holiday, the
entire floor was completely abandoned except for John Gutfreund and myself.

I heard him call, "Bill, Bill." 1 had no idea why he would even know my name, but that was the kind of
place Salomon was. | was wrapped up in what | was doing, and | suddenly realized that he was calling me. |
walked over to his desk and said, "Yes, Sir." He looked at me and asked, "Where did the franc close?" Racing
through my mind are all the possible reasons he might be asking me this question in this very scripted
scenario. | looked at him and asked, "Which one, Swiss franc or French franc?"

John Gutfreund is a man who exudes power. He is very charismatic and you can almost feel the aura
around him. He didn't hesitate, and looked straight at me and said, "Both." So | gave him both quotes in a
voice that was probably one octave higher than normal.

**Note**: //This interview was conducted several months prior to the government bond-buying scandal
that rocked Salomon. Following this development, | asked Lipschutz if he still wished to maintain the terms
fwnesty and integrity in his description of Salomon, as the words now had an ironic ring in light of the latest
revelations. Lipschutz, however, felt strongly about maintaining his original description, as he believed it
reflected his true feelings. Queried about how he reconciled this image of integrity with the apparent ethical
lapses in the bidding procedures at several government bond auctions, he replied, "I believe it was more a
matter of ego on the part of a single individual, which ran counter to the qualities embodied by Gutfreuod and
me firm."//

A little over a year later on another summer day, the same scene is virtually repeated. The light of the
setting sun is streaming into the trading room, and John Gutfreund and | are nearly the only two people left.
Again, | hear a voice behind me, "Bill, Bill."

I am struck by the deja vu quality of the moment. | walk over and say, "Yes. Sir."

"Where did the franc close?" he asks.

"Which one?" | ask. "The Swiss or the French?"

Without missing a beat, and without showing any trace of a smile, he looks straight at me and says,
"Belgian."

Here's a guy who is chairman of Salomon Brothers, which in those years was probably the most powerful
firm on the street, while I am a nobody trainee. It has been a year since that first encounter, and he has the
presence of mind and the interest to set me up like that. As the years went by, and | got to know him better
through more contact, | realized that he was fully aware of the impact that conversation would have on me.
Here we are talking about it nearly ten years later, and | remember every word of that conversation. He had
that effect on people. He would very often have conversations with trainees and support people.

==== Was Gutfreund a trader himself? ====

John came up through the ranks as a trader. When he was chairman, he spent his day on the trading floor
to see what was going on. We always said that John could smell death at a hundred paces. He didn't need to
know what your position was to know what your position was, or how it was going. He could tell the state of
your equity by the amount of anxiety he saw in your face.

Salomon Brothers was a culture like no other. People often spoke of Salomon’'s appetite for risk. It wasn't
that the company was a risk-seeking firm, but it was certainly a firm that was comfortable with risk or with
losing money, as long as the trade idea made sense.

==== How was it that you ended up in currencies after the training session was over as opposed to going
back to equities? ====

Actually, 1 wanted to go back to equities, but one of the senior people in the department took me aside
and said, "You're much too quantitative. You don't need to be down here in equities." He talked me into going
into this new department that was being formed: foreign exchange. | was one of the more highly thought-of
trainees, and at the end of the session, | was recruited by several departments, including the currency
department, which was just being formed.

==== How did you choose the currency department? ====

| wanted a trading position, and | got along well with the people. However, | had a lot less choice than |
might have been led to believe at the time.
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==== What do you mean? ====
You get recruited, do your lobbying, and pick your choices, but by the end of the day, the powers that be
get to move the chess pieces and decide where they want you placed.

==== Did you know anything about currencies at the time? ====
| didn't even know what a Deutsche mark was. But, then again, no one in the department really knew
much about currencies.

==== No one? ====
I Not really. There was one junior person on the desk who had previously worked for a bank.

==== Wasn't there anybody else in the firm with expertise in currencies? ====
No.

==== Why wasn't there any thought given to getting someone from the outside with experience to develop
the department? ====

That's not how Salomon did things. At Salomon everything was home-grown. You're asking questions like
you think there was some sort of written business plan. The reality was that a few senior people got together
one day, and one said, "Hey, shouldn't we really start a foreign exchange department?"

"Okay. Who can we get to mn it?"

"How about Gil?"

"Okay. Hey, Gil. Do you want to run the department?"

"Sure, F 11 do it."

Gil came from bond arbitrage. He had no experience in currencies. His idea was to get a bunch of bright
people together, figure out how this foreign exchange stuff worked, let them trade the product around, and
see if they could make some money.

With no one in the department having any real background in currencies, how did you get the experience
to know what to do?

One of the fellows in the department was very extroverted. He had us going out to dinner with
international bankers three or four times a week. In those days, | was particularly shy. In fact, | remember
one day one of the traders on the desk asked me to call Morgan Guaranty to place a D-mark transaction. |
protested, saying, "But | don't know anyone there."

He said, "What do you mean you don't know anybody? Just pick up the Hambros [a book that lists all the
international foreign exchange dealers], flip through, find Morgan's D-mark dealer, and call him."

I must have sat there agonizing for over ten minutes, trying to figure out how | could call somebody I
didn't know.

==== Tell me about your early trading experiences m currencies. ====

At around the same time that the Salomon Brothers foreign exchange department was formed, the
Philadelphia Stock Exchange introduced a currency option contract. 1 was the only one at the desk who even
knew what a put or call was. Also, the product was being traded on a stock exchange with a specialist
system, and | was the only one on the desk with any background in equities. Everyone else in the
department came from fixed-incomeland, which is the forty-second floor. Equityland is on the forty-first,
where | came from. | don't think anybody else in the department had ever even been on the forty-first. | also
knew specialists and market makers on the Philadelphia Stock Exchange floor. No one else in the department
even knew what a specialist was. [In a specialist system, a single individual matches buy and sell orders for a
security, as opposed to an open outcry system, in which orders are executed by brokers shouting their bids
and offers in a trading ring.] The situation was tailor-made for me. Gil said, "You're the only one in the
department who knows anything about this, so just do it."”

The key point | am trying to make is that Salomon's foreign exchange department, Bill Lipschutz as
foreign exchange trader, and currency options all started at the same time, and we grew together. It was a
unique, synergistic type of experience.

==== How did you become successful as a currency trader without any previous experience? ====

Foreign exchange is all about relationships. Your ability to find good liquidity, your ability to be plugged
into the information flow-it all depends on relationships. If you call up a bank and say, "l need a price on ten
dollar [$10 million] mark,” they don't have to do anything. They can tell you, "The mark dealer is in the
bathroom; call back later." If I call up at 5 p.m. and say, "Hey, Joe, it's Bill, and | need a price on the mark,"
the response is going to be entirely different: "I was just on my way out the door, but for you I'll see what I
can do.”

==== As someone brand new in the business, how did you develop these contacts? ====

One thing that helped me a great deal was that | had a background in options when it was new to the
marketplace. "He knows options,"” they would say. Hell, | didn't know that much about it, but the point was
that no one in foreign exchange knew very much about it either. Their perception was: "He can derive the
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Black-Scholes model; he must be a genius." A lot of senior guys in the currency market wanted to meet
me simply because their customers wanted to do options, and they needed to get up to speed on the subject
quickly.

Also, | worked for Salomon Brothers, which at that time provided an element of mystique: "We don't know
what they do, but they make a lot of money."

Another factor in my favor was that, although | worked for an

investment bank, | tried not to act like a pompous investment banker. The typical guys in investment
banks who were doing foreign exchange back then were fixed-income types. They were prissy in the eyes of
the FX [foreign exchange] guys. They wore suspenders and Hermes ties;

they were white-wine-and-arugula-salad type of guys. They were not the go-out-for-pasta-and-dribble-
marinara-sauce-all-over-yourself type of guys, which is what the foreign exchange traders basically were. |
was really different; my background was different.

I was the first person at Salomon Brothers to have a Telerate at home. They couldn't believe it. "You want
a screen at home? Are you out of your mind? Don't you ever turn off?"

I would look at them and say, "Foreign exchange is a twenty-four-hour market. It doesn't go to sleep
when you leave at 5 p.m. The market is really there all night, and it moves!"

==== Is having contacts important in order to be plugged into the news? ====

Absolutely. Those of us who did well were generally the ones who were accepted by the interbank circle.
The traders who stayed aloof tended to be the ones who couldn’'t make any money trading foreign exchange.
These traders would end up calling a clerk on the Mere floor [the Chicago Mercantile Exchange, which trades
futures on currencies-an active but still far smaller market than the interbank market] and would say, "So,
how does the Swissy look?" What is a clerk going to know about what is actually driving the international
currency market? |1 would be talking to bankers throughout the day and night-in Tokyo, London, Frankfurt,
and New York.

==== Were you trading off of this information flow? ====
That's what foreign exchange trading is all about.

==== Can you give me a recent example of how information flow helps in trading? ====

At the time the Berlin Wall came down, the general market sentiment was that everyone would want to
get money into East Germany on the ground floor. The basic assumption was that large capital flows into
Eastern Europe would most directly benefit the Deutsche mark. After a

while, the realization set in that it was going to take a lot longer to absorb East Germany into a unified
Germany.

How does that shift in attitude come about? Kohl makes a statement; Baker makes a comment; statistics
reveal very high East German unemployment. The East Germans, who have lived all their life under a
socialist system, begin saying, "We don't want to work as hard as those West Germans, and by Hie way, how
come the state is not paying for our medical bills anymore?" The investment community begins to realize that
the rebuilding of Eastern Europe is going to be a long haul. As this thinking becomes more prevalent, people
start moving capital out of the Deutsche mark.

==== You could have made all those same arguments when the walil first came down. ====
| don't think many people saw it that way at the time, and even if they did, that's not important. What is
important is to assess what the market is focusing on at the given moment.

==== And the way you get that information is by talking to lots of participants in the foreign exchange
market? ====

Yes. Not everyone is going to interpret things in the same way, at the same time, as you do, and it's
important to understand that. You need to be plugged into the news and to know what the market is looking
at. For example, one day the foreign exchange market may be focusing on interest rate differentials; the next
day the market may be looking at the potential for capital appreciation, which is exactly the opposite. [A
focus on interest rate differentials implies that investors will shift their money to the industrialized countries
with the highest interest rate yields, whereas a focus on capital appreciation implies that investors will place
their money in the countries with the strongest economic and political outlooks, which usually happen to be
the countries with lower interest rates.]

==== Are there any trades that stand out from your early days as a currency trader? ====

In 1983, in the very early days of currency options trading on the Philadelphia Stock Exchange, one of the
specialists was quoting a particular option at a price that was obviously off by 100 points. | bought fifty. Since
this was a deep-in-the-money option, | immediately sold the underlying market and locked in a risk-free
profit. [A deep-in-the-money option is just like an outright contract, with the added advantage that if the
market has an extreme move the maximum risk is theoretically limited.]

| asked my broker whether the specialist was still offering to sell more options at the same price. "Yes," he
replied, "the offer is still there."

"Buy another fifty," | said.
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At the time, | was the only currency options trader on the Philadelphia Exchange that regularly
traded in fifties. The entire daily volume in the market was only about two or three hundred contracts. | did
another fifty, another fifty, and another fifty. Then Goldman Sachs came in and did fifty. All of a sudden, the
specialist had sold three to four hundred of these options. He obviously thought he had a locked-in arbitrage
profit, but he had done his arithmetic wrong. | knew exactly what was happening. Finally, | said to my
broker, "Ask him if he wants to do one thousand."

"Just a second,” he answered. The broker came back a half-minute later and said, "He'll do one thousand
at this price."

The specialist had backed off his offer, but he was obviously still off by almost 100 points in his quote.
Finally I said to my broker, "Tell him to call me on my outside line."

The specialist calls me up and says, "What are you doing?"

I respond, "What are you doing?"

He asks, "Do you really want to do one thousand?"

| answer, "Listen, you're off by a big figure on your price."

"What are you talking about?" he exclaims. | start walking him through the numbers. Before | finish he
says, "I've got to go," and the phone goes dead.

I got off the phone and thought about it for a few minutes. | realized that holding him to the trade would
put him out of business-a development that would be bad for the exchange and terrible for the product
[currency options], which we were just beginning to trade in a significant way. | called my broker and said,
"Break all the trades after the first fifty."

At about the same time, my outside phone line rang. The specialist

was on the other end of the line. "l can't believe it!" he exclaimed, agonizing over the immensity of his
error. "This is going to put me out of business."

| said, "Don't worry about it, I'm breaking all the trades, except the first fifty."

(By the way, Goldman refused to break any of the 150 they had done. Years later, after the specialist
company had gone out of business, and the individual specialist had become the head trader for the largest
market maker on the floor, he always made it very difficult for Goldman on the floor.)

My action of breaking the trades represented a long-term business decision, which | didn't think about a
lot at the time, but which | agonized over for years afterward.

==== Why is that? ====

| have a reputation as being one of the most-if not the most-hard-assed players in the market. | never,
ever, ever, ever, cut anybody a break, because | figured that at Salomon everybody was trying to knock us
off. I was sure that if the tables were reversed, no one would ever give us a break. My view was always that
these are the rules of the game. | don't give any quarter, and | don't expect any quarter.

Traders would sometimes call up when they had just missed the expiration of an over-the-counter option
that went out m the money. There were a million excuses: "l tried to get through earlier." "I forgot." "I'm
only a few minutes late, couldn't you just make an exception?" | always knew that if we called late, no one
would let us exercise. The fact is, in all the time | was there, we never missed an expiration. The argument |
made was, "Look, we've put a lot of money and thought into our back-office operations. We've instituted
numerous fail-safe measures to make sure that we don't make mistakes."

When | was working out the management company details with Merrill, they asked me how much they
should budget for back-office errors. | said, "Zero."

They asked in disbelief, "What do you mean by zero?"

| said, "Zero. We don't have back-office errors."

They said, "What do you mean-of course you have back-office errors."

| answered, "No, we don't make errors. If you put in enough fail-safes, you don't make errors."

That was my attitude, and that was why | wouldn't break the rules. People who knew me really well would
say, "Lipschutz, why do you have to be such a hard-ass about everything?" | would simply say, "Hey, these
are the rules; that's the way the game is played.” So for me, letting the specialist off the hook was very
much out of character.

==== Did you decide to give the specialist a break because it was such an obvious mistake? Or because you
thought it might threaten the longevity of what was then a fledgling exchange and product? ====

It was a long-term business decision based on the opinion that it would have been bad for my business to
hold him to the trade.

==== Bad for your business in what way? ====
My business in trading currency options was exploding, and the Philadelphia Stock Exchange was where
they were traded. (The over-the-counter currency options market was only just starting at the time.)

==== So you did it more to protect the exchange. ====
No, I did it to protect me.

==== To protect your marketplace? ====
That's exactly right.
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==== Then, hypothetically, if the exchange had been there for ten years, trading volume was huge,
and this trade would not have made any difference to the survival of the exchange, you would have made a
different decision. ====

That's correct. It wasn't charity.
==== So the fact that it was such an obvious error... ====

No, that wasn't the motive, because | said to the broker, "Ask him to check his price." "Ask him if he is
sure.” "Ask him if he wants to do another fifty."

==== In the interbank market, don't the dealers sometimes inadvertently quote a currency off by one big
figure-for example, the real price is 1.9140 and they quote 1.9240. Do you hold a dealer to the quote even if
it's an obvious mistake? ====

The convention is that there has to be an honest attempt. Let's say that some news comes out and the
market is moving like crazy. You may not even know what the big figure is. Assume a dealer quotes 1.9140,
and you think the price should be 1.9240. The convention is to say, "1.9140. Are you sure? Please check your
price.” And if the dealer responds, "Yeah, yeah, yeah, I'm sure. Do you want to deal or don”t you?" then the
price should stand.
==== Has this happened to you? ====

Yes, and | can tell you that every time that it has happened, the other institution has come back and
either wanted to cancel the trade or split the difference.
==== And what did you say? ====

| refused, because | had asked them to verify the price.

There is a break in the formal interview to devour some Chinese food mat we have ordered in. During the
meal, we continue to discuss markets. One of the subjects discussed is clearly stated to be off the record,
because it contains a number of references regarding one of the exchanges. Since | believed that the
comments and viewpoints expressed in this discussion would be of interest to many readers, | eventually
prevailed on Lipschutz to permit the use of this conversation. In accordance with this agreement, | have
edited out all specific references to the exchange, market, and traders.

==== In exchange-traded markets, do you believe that stops have a tendency to get picked off? ====

As you know, | do very little trading on exchanges with trading pits. The vast majority of my trades are
done either in the interbank market or on the Philadelphia Exchange, which uses a specialist system. How-
ever, in answer to your question, | can teU you a story about a fellow who was at Salomon in the late 1980s.
He had been trading a market that had gone into a narrow range, and trading activity had dried up. During
this period, a lot of stops had built up right above this trading range. One day, this trader's clerk on the floor
calls and says, "Listen, the talk is that tomorrow [a day on which the liquidity was expected to be
substantially below normal because of a holiday affecting the cash market] they're going to gun for the stops
above the market." At that point, the stops were relatively close-about 40 or 50 ticks higher.

The next day, this trader's plan is to sell the market heavily once the stops are hit, because he believes
such a rally would be artificial and that the market would be vulnerable to a subsequent sell-off. During the
morning, the market trades sideways and nothing happens. Then around 1 p.M., prices start to move-down.

==== You did say that the stops were above the market? ====

That's right. Anyway, the market moves down 50 points, 100 points, and within a few minutes the market
is down over 200 points. What happened was that the floor traders went for the stops below the market,
which were 200 points away, instead of the stops above the market, which were only 50 points away. The
reason was that everybody was ready for the rally to take out the stops on the upside. Therefore, everyone
was long, and the direction of greatest price vulnerability was on the downside.

During the sharp break, my friend realizes that the market is way overextended on the downside. He
screams at his clerks, "Buy 'em! Buy any amount they'll sell you. Just buy ‘em*" He was bidding for hundreds
of contracts between 100 and 200 points lower, and he was only filled on fifty, even though the market
traded down over 200 points, with a couple thousand lots trading at those levels.

==== What happened to his bid? ====

You've obviously never traded on the floor of an exchange. In a trading pit, it's possible for the market to
trade at several different prices at the same moment during periods of rapid movement. They were looking
right past my friend's floor brokers, who were bidding higher. It was a fast market. [When an exchange
designates "fast market" conditions, floor brokers can't be held for failing to fill orders that were within the
day's traded price range.] A fast market gives the floor brokers a special license to steal, above and beyond
their normal license to steal.

I'm not making any allegations, because | can't prove that any of this happens. It's just my opinion that
situations like this sometimes occur in some open outcry markets.

Dinner is over, and we return to the living room for a continuation of the interview "on the record.”
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==== Do you remember your first major trade and the thinking behind it? ====

The trade involved a bond issue that allowed for redemption in either sterling [another name for British
pounds] or U.S. dollars. The issue was grossly underpriced-the problem was that it was mispriced by
Salomon Brothers, one of the lead underwriters. When | first heard the details, | couldn't believe how
mispriced it was. | actually wanted to buy the whole issue.

==== What was the essence of the mispricing? ====

At the time, U.K. interest rates were a lot lower than U.S. rates. Consequently, forward sterling was
trading at a huge premium to the spot rate. [If two countries have different interest rates, forward months of
the currency with lower rates will invariably trade at a premium to the spot currency rate. If such a premium
did not exist, it would be possible to borrow funds in the country with lower rates, convert and invest the
proceeds in the country with higher rates, and buy forward currency

positions in the currency with lower interest rates to hedge against the currency risk. The participation of
interest rate arbitrageurs assures that the forward premiums for the currency with lower interest rates will be
exactly large enough to offset the interest rate differential between the two countries.]

The way the bond issue was priced, the sterling redemption option essentially assumed no premium over
the spot rate, despite the huge premium for the currency in the forward market. Therefore, you could buy the
bond and sell the sterling forward at a huge premium, which over the life of the bond would converge to the
spot rate.

==== What was the term of the bond? ====
The bond matured in four tranches: five, seven, nine, and twelve years.

==== | don't understand. Is it possible to hedge a currency that far forward? ====

Of course it is. Even if you can't do the hedge in the forward market, you can create the position through
an interest rate swap. However, in the case of sterling/dollar, which has a very liquid term forward market,
there was certainly a market for at least ten years out.

==== How big was the issue? ====
There were two tranches: the first for $100 million and the second for S50 million.

==== What happened when you pointed out that the issue was grossly mispriced? ====
The initial response was that | must be wrong somehow. They spent nine hours that day running it past
every quant jock in the house until they were convinced | was right.

==== Did they let you buy the issue? ====

Yes, but by the time | got the approval, $50 million of the first tranche had already been sold. For the next
year or two, | tried to acquire the rest of the issue in the secondary market. | always had a bid in for those
bonds. Largely with the help of one salesperson who knew where the original issue was placed, over the next
two years, | was able to acquire $135 million of the total outstanding issue of $150 million.

Once | bought the issue, | immediately sold an equivalent of 50 percent of the total amount in the forward
sterling market. Remember that the forward pound was at a large premium. For example, the spot rate (and
the rate at which the bonds were redeemable in sterling) was $1.3470, while seven-year forward sterling was
trading at approximately $1.47 and twelve-year forward sterling at approximately $1.60. [The sale of half the
total amount in the forward market effectively converted half the position into a proxy put on the British
pound, while the original issue was, in effect, a call position. Thus, half the position was a call and half a put,
the key point being that the put was established at a much higher price than the call. This gap essentially
represented a locked-in profit, with the potential for an even greater profit if the forward pound moved below
$1.3470 or above, say, $1.47 in the case of the seven-year tranche.]

Anyway, what ultimately happened is that U.K. interest rates eventually reversed from below to above
U.S. rates, thereby causing the British pound forward rates to invert from a premium to a discount to the
spot rate. | covered the whole position at a huge profit.

==== Are there any other trades in your career that stand out as particularly memorable? ====

One that comes to mind occurred at the time of the G-7 meeting in September 1985, which involved
major structural changes that set the tone in the currency markets for the next five years. [This was the
meeting at which the major industrialized nations agreed to a coordinated policy aimed at lowering the value
of the dollar.]

==== You were obviously very closely tied into the currency markets. Did you have any idea that such a
major policy change was at hand? ====

No. There were some people who had an inkling that there was going to be a meeting at which the
Western governments were going to drive the dollar down, but nobody understood the magnitude of what
that meant. Even after the results of the meeting were reported, the dollar traded down, but nothing
compared to the decline that occurred in the ensuing months. In fact, after an initial sell-off in New Zealand
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and Australia, the dollar actually rebounded modestly in Tokyo.
==== How do you explain that? ====

People didn't really understand what was happening. The general attitude was: "Oh, another central bank
intervention." Remember that this meeting took place after years of ineffective central bank intervention.
==== What was different this time? ====

This was the first time that we saw a coordinated policy statement from the seven industrialized nations.
Anyway, | was out of the country at the time of the G-7 meeting. | don't take vacations very often, but | had
had a very good year, and | was in Sardinia at the time. Sardinia is fairly isolated, and it takes something like
two hours to make an overseas call.
==== Were you aware of the situation? ====

I didn't even know what the G-7 was. The meeting didn't have any significant implication at the time; it
was Just a bunch of bureaucrats getting together to talk down the value of the dollar.
==== There was never any G-7 meeting before that time that had any significant impact on the dollar?

Absolutely not. Anyway, I'm lying on the beach, totally oblivious to the ongoing bedlam in the world
currency markets. For whatever reason- probably because it was close to the end of my vacation and | was
starting to think about getting back into the markets-1 decided to call my office early Monday morning. New
York time, and check whether everything was running smoothly in my absence. With great difficulty, | finally
got a line through to New York, but there was no answer in my office. The failure to get an answer was very
unusual because my assistant, Andy [Andrew Krieger], always came in very early. | was a little concerned. |
then called our London office to check on the currency markets.

"Dennis, what's going on in the currency market?" | asked.

"You know about the G-7 meeting, of course, don't you?" he asked.

"No," | answered. "What are you talking about?"

"Well, they've come up with this manifesto to bring down the value of the dollar, and the dollar is going to
hell."

"Do you know where Andy is?" | asked.

"Oh, Andy is out sick today," he answered.

This was odd, because neither one of us was ever out sick. After a great deal of effort, | finally got
through to Andy at home. He was in bed with the flu and running a high fever.
==== Did you have any position going into the G-7 meeting? ====

Yes, we had a small short dollar position, but nothing significant.
==== Did Andy have the authority to trade? ====

Yes, of course. He wa