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Dear Doc,
 

My son brought home an expression once - "To know and not to do is not to know"
 

Having studied this newsletter and many books I fully understand the importance of cutting losses short and letting profits run
 

Yet when tested and the market suddenly drops below my stop loss I immediately calculate in my mind how much money that is and equate it to what I could have done with it eg something around the house, an airtrip overseas, many airtrips overseas and just freeze
 

Then when the pain gets really huge, either I'm the last one selling at the very bottom or I think "I won't do that again & be the last one out, " so do nothing at all, in which case the rest disappears to virtually nothing
 

What's Up doc?
 

Thank you
 

Frozen
Hi Frozen,

Your problem is more common than you might realize.  Many traders spend considerable time figuring out when and how to enter the market, but put far less effort into determining exits and the amount of capital to risk on their trades.  As you describe it, the hitting of your stop losses is triggering a sense of regret.  That, in turn, produces a stream of thoughts regarding all the wonderful things that could have been done with the money lost.  Such a pattern raises the distinct possibility for me that your stops and/or your position sizes are too extreme for your personal risk tolerance.
Personality studies among traders have failed to unearth a single set of traits that is associated with trading success.  We do know, however, that personality is an important determinant in one’s risk tolerance.  As a whole, people who are extroverted and who have a high need for variety and stimulation tend to be greater risk takers than those who are introverted and who desire greater routine and stability.  Many times traders don’t know themselves well and set risk parameters for their trading that are not appropriate for their personalities.  As a result, normal trading events, such as being stopped out of a trade, produce abnormal emotional upheaval, interfering with subsequent decision making.  This is especially true when traders are undercapitalized relative to the position sizes they are trading and the amount they are risking on each trade.
The risk in a trade is a function of several factors:

· Position sizing – Placing large bets on trades leads to significant volatility in one’s profit/loss statement, and this can contribute to emotional volatility.  In many markets, news events and the actions of large traders can move prices many ticks or even points in a short period of time, creating outsized losses when stops are missed (due to the market gapping and not trading at the stop price).  One trader I worked with recently had sizable bids comfortably below the market prior to the release of an economic report.  The market’s violent reaction to the news filled the trader’s position, and prices proceeded to move against the trader.  That single loss wiped out months of previous profits.

· Stops – It is common for traders to enter large position sizes relative to their account sizes and then hope to balance the risk by entering tight stops.  The problem with this strategy is that simple, random price action ensures that the stops will be hit on many occasions, leading to death by a thousand cuts.  The opposite problem, placing overly wide stops or not utilizing stops at all, creates the situation you mention in which a small number of losing trades eat up your capital.  One statistic I make sure my traders keep is the average size of their winning and losing trades.  It is very, very difficult for traders to make money over time if their losing trades tend to be larger than their winners.  Wide or non-existent stops ensure that large losers will eventually swamp a portfolio.
· Holding Period – The longer one holds a trade, the greater the expectable price variation.  Prices move more in a day than an hour, and they move more in a week than a day.  Extending your holding period is equivalent to increasing your position size, creating more exposure to adverse price movements.  When traders hold onto losing trades, they create a double risk exposure, as they widen their time frames precisely at those times when they’re trading their worst.  If one’s trading method calls for a longer holding period (measured in days rather than minutes or hours), stops will need to be wider, given the expectable degree of normal, random price fluctuation.  This means that position sizing becomes critical to risk management.  The risk of a daytrade of hundreds of shares and the risk of a long-term trade of only 100 shares may be equivalent.

It is vitally important to think of the hitting of stops as normal market events.  Your stop is your way of knowing that the idea behind your trade was wrong.  Because we are fallible and markets are uncertain, we will be wrong frequently.  Many great traders lose on more trades than they win.  Because their wins are larger than their losses, however, they make good livings.  Stops are their friends, keeping them out of those large losers that eat up many days of profit.

As I’ve mentioned elsewhere, even a trader who is right 60% of the time and wrong on 40% of occasions will have runs of three losses 6% of the time—many times a year for active traders.  If stops are too wide (or are disregarded), these normal, expectable runs of losses create what is called risk of ruin.  Because all traders are subject to risk of ruin, keeping position sizes aligned with holding periods and stops is essential to success.  If you’re trading large relative to your account size and you’re worrying about stops being hit, maybe you should worry.
My advice, Frozen, is to reduce your position size to the point where having your stops hit becomes no big deal.  When your stop is hit, you want to think, “That’s OK; I can make this back.”  You don’t want to feel like it’s a calamity.  If a string of five consecutive losing trades would knock you for a loop, financially or emotionally, you know you’re trading too large.  All active traders eventually undergo such slumps, even the pros.  It’s tough to win at the game if you’re knocked out of the game!  
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