CHAPTER 3

MONEY MANAGEMENT
"Take every gain without showing remorse about missed profits, because an eel

may escape sooner than you think. "

Joseph de la Vega, 1688, in an early manual on trading.

Every trading strategy in this manual is absolutely 100 percent useless without proper money management. We can tell you story after story of very talented traders who blew up because of one or two bad trades. It happened to both of us early in our careers! In our opinion, the overwhelming reason that traders win or lose is not because of their entry method, but because of their money management skills.

By "money management" we simply mean keeping losses and drawdowns to an absolute minimum while making the most of opportunities for profit.

As important as money management is to all investors, it is even more important to short​term traders. Unlike long‑term trend followers, short~ term traders rarely make a large sum of money on any one trade. Therefore, unlike the trend follower who tolerates a large drawdown in exchange for the possibility of hitting a home run, the short‑terin trader
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must keep his losses to a minimum to ensure his survival. If you keep your losses to a minimum on every trade, you will have 80 percent of the battle won.

All of the patterns in this book follow the same method of money management. The following principles will ensure your success in any type of short‑term trading!

1.Enter the entire position at once! This means that if you trade in multiple contracts, put on the whole position at the same time. Do not add to winning positions.

2.Place an initial protective stop on the entire position one or two ticks below the most recent high   or low. (The market should not come back to this defined support /resistance level, or "risk point!") The exact timing to exit a trade is a subjective matter. What is not subjective is the initial protective stop.

3.Immediately look to scale out of your trade as the market moves in your direction. By taking some of the trade off, you are decreasing your risk and locking in profits. If you are trading on a one‑contract basis, as you should if you are a beginner, move your resting stop to protect any gains.

4.Important‑if the market starts to move parabolically or has a rangeexpansion move, take profits on the entire position. This is very likely climax!

A range‑expansion move is a very large trading bar caused by the last of the market's participants (the emotional latecomers) dog piling into the market. When this last group of traders has entered, there is nobody. left to come in to continue to drive prices up or down.
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LARRY.

When 1 learned to tighten my stops on parabolic moves, I became a more profitable trader. At those times I want the market to take me out before I give back my profits.

LINDA:

When I'm fortunate in catching that type of move, I want to get out in the direction of the trade. That way I at least have the potential for positive slippage. I know there is liquidity, and there are other people willing to take the trade off my hands.

LARRY.

The point is that we are both actively looking to get OUT of the trade and take profits, not looking to add!
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LINDA:

Sometimes what happens with a great winning trade is that it feels so good to be in it that we stop thinking about where to take profits. Instead we're thinking, how come I didn't put on a bigger position? This, of course, is most likely the perfect time to be exiting. A friend of mine who has been a professional trader for 20 years has a wonderful saying: 'When the ducks quack, feed them." In other words, when everybody wants something, that's probably the perfect spot to sell it to them. The price has already been bid way up. Emotions drive the markets to extremes, and these extremes are the ideal spot to exit our trades.

LARRY.

No matter how long you trade, you'll never do it perfectly. Case in point. A friend of mine is a retired market wizard. This man has made over $100 million trading futures. He told me that his biggest weakness was that he never mastered his exit strategy!

This trader might have been unhappy about the few times he got out too soon, but obviously it was the right way to trade judging from his profits' Maybe there is no such thing as the perfect exit strategy, but you have to lock in profits when they're there, even if it means getting stopped out prematurely on a small reaction.

LINDA:

People tend to focus on the one out of 20 times they really did leave money on the table and not look at all the other trades where getting out was the right thing to do.

The only thing you should look at is how much a winning trade added to your bottom line. This is exactly the mindset of successful floor traders!

Ultimately, the way to minimize risk is to be in the market the shortest amount of time. The longer you are in the market, the more exposure you have to "price shocks" or unexpected adverse moves. As the markets get noisier and noisier, there are more frequent reactions. If you don't take your profits when you have them the market will usually take them back.

You must also learn to do your own thinking and have self‑reliance. If you ever have to ask someone else's opinion on a trade, you shouldn't be in it.
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LARRY..

1 learned that very lesson in 1987. 1 became very sick with a mental illness known as "Guru‑itis." This affliction occurs when a normal, somewhat intelligent individual loses all sense of his abilities and becomes subservient to someone he believes is of greater power. In my case, 1 became a willing follower of a market guru who had accurately predicted the bull market move of 1984‑1987. In late August 1987, with the Dow at all​time highs (2700 range), my guru told his disciples that a grand‑supercycle move would bring the Dow up another 700‑800 points in a short time.

Up until that point in my life, 1 had been fairly conservative in my personal finances and was lucky enough to have accumulated a comfortable amount of money. After my guru made his pronouncement via a newsletter, 1 immediately took a piece of paper and began plotting my course to riches. 1 divided 800 points (the expected grand‑supercycle move) by 8 (the approximate amount of Dow points needed to move the OEX index up or down one point) and came up with the number 100. 1 then quickly multiplied 100 times $100 (the amount of money one OEX option increases in value on a per point move) and came up with $10,000.

Then 1 really became excited. If my guru's predictions came true, 1 would make $10,000 for every OEX contract 1 owned. The next day 1 did what every good disciple should do. 1 began aggressively buying OEX calls. September calls, October calls, multiple strike price calls‑you name it, 1 bought it. Within a few days, nearly 30 percent of my net worth was in these calls. 1 remember being so excited at the amount of money 1 was going to make that 1 could not sleep at night.

Coincidentally, at that time, my wife (who was five months pregnant with our first child) and I had scheduled a two‑week vacation on the island of Maui. The morning we boarded the plane the market was up about 15 points, just as my guru said it would be. The six‑hour flight was the longest flight in my life. 1 couldn't wait to land to find out how many thousands of dollars (tens or hundreds?) 1 had made that day. When we arrived at our hotel, I called my secretary to get the good news. The conversation went something like this:

ME:

Carmel, was the market up 50 points today or did it go up 100?

CARMEL:

(silence)
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ME:

Come on, Carmel, give me the good news.

CARMEL:

Down 52 for the day, Larry.

ME:

Sure, Carmel. No really ... how much did it go up?

CARMEL:

Larry, I'm not kidding.

ME:

Quote me the prices on my options, Carmel.

CARMEL:

(She quotes the prices of the options).

ME:

Sh‑t!

I mumbled good‑bye to my secretary and immediately called my guru's hotline, "Not to worry'' said the main man. 'The grand‑supercycle high predicted for the near future is still intact." Even though I had taken a beating for the day, 1 began my vacation assured that riches were just around the corner.

The next day, my wife and 1 spent the morning looking at condos in Maui. 1 figured every 28‑year‑old, soon‑to‑be‑millionaire trader should own at least one. By the time we had finished our house hunting expedition, the markets were closed for the day, and I called my secretary again for the quotes.

CARMEL:

1 have good news and bad news.

ME:

Give me the bad news.

CARMEL:

The market lost another nine points today.
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ME:

What the hell is the good news?

CARMEL:

It was down more than 35 points earlier.

This time, 1 didn't mumble anything. 1 immediately hung up the phone and called the guru's hotline. Once again, he assured us that the grand supercycle was still intact. (1 believe psychiatrists refer to this as "denial.") To make a long story short, this scenario took place day after day. What should have been a very relaxing vacation turned into 14 days of misery. (We all know what happened to the market shortly thereafter.)

The message from us is this: do not let your decisions be swayed by the predictions of gurus and experts. By following your own counsel and only trading the strategies that you are comfortable with will you be able to avoid situations like the above story and maximize your abilities as a trader.

