





Smoke and mirrors

Human beings do not find it easy to correctly identify price extremes. We ty-
pically interpret relatively small price mouves as extremes, where the mouves
are actually only moderately larger than average. This deficiency is even
more pronounced when a trader faces mounting losses. When under pres-
sure, the trader’s internal clock ticks faster and he poles the market price at
a higher frequency. Time will seem to mouve more slowly; minutes will

feel Like hours and days like weeks. Under these circumstances, the trader’s
natural instinct is to time his trades in terms of his internal clock, but this

is wrong. Unaware, he will focus on smaller-scale price movements that are
out of step with his overall trading strategy. He will decide to increase his
bet too early. There might be a bounce back, but this will not be enough for
him to exit his position with a profit. If the price resumes its slide, the trader
will accumulate losses even faster than before because of the larger position.

You need to take into account that your sense of timing is skewed when
under pressure: you need to lean back and slow your natural instinct and wait
for a price overshoot that is in sync with your regular trading frequency.

Trader deep freeze

The biggest danger for a trader is the so-called ‘deep freege’ mode: a trader,
who is close to a margin call, freeges up and does not have the mental
energy to take decisions and blindly hopes for a price rebound. He can be
lucky once, twice or three times, but not on an ongoing basis. Similar to

a mouse that is hunted by a cat and cannot moue for fright, the same hap-
pens to the trader. It is important to pre-empt this situation. The trader

has to set himself a stop loss, where he will get out of his position, whatever
may happen. Ideally, the stop loss is never triggered and he is able to
manoeuvre out of any unrealiged loss by increasing and decreasing his posi-
tion sige in response to the local highs and lows of the market.



How to set the stop loss?

As soon as you have started to use your contingency reseruve, you are advised
to take pro-active steps to reduce exposure, be it through a partial close-
out or a fully-fledged stop loss. It is preferable to do a partial closeout and
then wait for a rebound to reduce the position even more. Set your stop
Lloss at a level where you expect a price avalanche to be triggered. Price
avalanches tend to be bigger than expected, so set your stop as close to

the start of an avalanche as possible. You save yourself a Lot of money if you
cut your losses early; so be pro-active and do not fuss over spilled milk.

How to take profit?

To make money, profit taking is as important as managing losses. Do not get
carried away with the success of your trade; you need to realige a profit.
Set yourself a profit objective at the start, and do not change the plan. ALl
too frequently, traders waver and fail to take profit when their profit tar-
get has been reached. They are then surprised to see their profits vanish over
night and then need to scramble to closeout at break even. Another com-
mon mistake is the following: traders with too large positions need to redu-
ce exposure to free up margin capital. Typically, they close the winning
position; this is wrong, keep those positions open. You should instead reduce
or close your losing positions. As soon as your profitable trades hauve
reached their profit objective you close them and re-establish the positions
that you had to reduce or close. This is a better strategy because your
losing trades may be caught in an avalanche, whereas your winning trades
may be lucky and surf on an avalanche.



Summary:

Trading is not easy. Price movements are fractal with lots of price exaggera-
tions in both directions making it difficult to keep things in perspective.
You should remember that you have time and that there are lots of profitable
opportunities, so do not feel rushed. Be selective in choosing your strategy.
There will be good and bad days. Market mouvements are difficult to predict
because cascading margin calls can turn fundamentals upside down, so
make sure that you have a low exposure and can stomach adverse price move-
ments. At all cost, manage your exposure and be pro-active. If you areina
losing position, try to use the many up and down price moues to improuve your
average price; always protect yourself with a stop loss. This is the best
recipe to prevent trader deep freege. Finally, have fun, but never risk more
than you can afford to lose.







