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Riffing on Risk

In my travels on Twitter and the internet, I consume a ton of trading-related
content every day. Naturally, after 25 years of doing this, and writing two books
about trading, I run into fewer “wow that’s a great piece!” pieces. I do still find
cool new stuff that helps me learn, though.

Today’s piece is a guest post from a FinTwit Lord who goes by the handle
“Horselover Fat”. The name is a reference to a Philip K. Dick novel, which
line is “Joking about life, serious about trading.” That captures the vibe of his
videos and Twitter. Excellent follow, highly recommend. He trades mostly ES
and a bit of NQ (and other stuff), and he likes talking and writing about
trading, as I do. His style is laid back, and his content is expert and original.

Fat wrote a piece last week that resonated with me because it addresses a third
dimension of risk management that I have always found prickly: Time. If you
know a trade will work immediately if your thesis is correct, can you take a
much larger position? (yes) How long do you leave a trade on if it’s not getting
stopped out, but it’s also not working? (depends on opportunity cost)

The time element is why many FX traders make most of their money on events.
You're right or wrong and you move on. And opportunity cost is an issue in FX
when you trade pairs like AUDNZD and NOKSEK, as they can often sit there
and do nothing for ages while you wait. This uses mental and real capital.
Generally, my view is that you just wait for the plan to work, or not, but Fat
provides some compelling logic in his piece for why that is not always optimal.
Or at least why it’s critical to incorporate time as the 3¢ dimension of risk
management.

Many of these things come down to personal style and preference, but it’s great
to ingest as many viewpoints and approaches as possible and then digest what
helps improve your process and discard what does not.

Without further ado, I bring you (with permission) “Riffing on Risk” from the
tradefat.com blog. I have no personal or financial relationship with the author
of this piece, and I have never met him and don’t even know his real name. I
hope you like the piece! FYI, there are a few bad words in here. :]

Current Views

Short ETHUSD @ 4210
Stop loss 4902 / Take profit 3010

Riffing on Risk by Horselover Fat

Since | started sharing with people how | trade, I've learned something that kind of
surprised me:

Risk management is a difficult topic to discuss.

Probably because it means so many different things to different people. | often find
myself feeling bad because | struggle to answer the most basic of questions people
ask me, like “How many points should | risk on each trade?” or “How many contracts
should | trade?”

| find myself thinking “Dude...l don’t know!” I'm not you, | have no idea how you trade,
what your goals are, what your experience is, etc. etc. etc.

! My favorite PKD is “A Scanner Darkly” by the way. The movie and the book are both incredible
(though not for everyone... watch the trailer first to see if it’s up your alley).
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This is the conundrum with risk management: It's arguably the most important part of trading yet so universally
difficult to teach because no two people trade exactly alike and there’s no standard definition of what risk
management means.

To help establish a baseline for this blog post, I'll define risk management in the most basic sense as the process
by which a trader attempts to avoid losing more than they make.

If we can all agree on that basic definition, I'd like to share with you how I think about risk as a trader. As in, how
| view risk management as a whole, not in regard to specific trades. As some of you know, | primarily trade
futures intraday, but | also swing stocks and buy/sell options premium occasionally. So this blog post is about
how | approach risk management in the long-term, which might help explain why | trade the way | do.

Ok, introduction over...let's get into it.
Let’s start with 2 very basic factors in determining positional risk:

1. Likelihood that | am correct in my thesis.
2. My position size.

Logically, there should be a positive linear relationship between these two factors. The more likely | am to be
correct when entering a trade, the larger my position size should be.

Some of you have watched the “How | Day Trade” videos | released and it should be no surprise that | approach
trading like gambling. If you haven’t seen the videos, | use the analogy of poker. In poker, you start with a stack
of chips (i.e. your trading capital), and good poker players wait for hands where they know they have a statistical
edge based on the strength of the cards. When they receive a “strong” hand they bet accordingly (i.e. heavily).

During tournament poker, a key part of any winning strategy is the ability to fold hands that are unlikely to win.
To me, it's the same in trading. You have to be willing to cut losers and/or wait patiently for a setup that has
demonstrated a high likelihood of success in the past. This core concept is what I'm referring to in Factor #1 (the
likelihood that I'm correct in my thesis). If 'm entering a trade in the middle of nowhere, with no key
Support/Resistance, no clear order flow information, etc., well that trade is essentially a coin toss...the market
is just as likely to move against me as it is to move in my favor. To stay with the poker analogy, that's a hand |
would fold.

But let’s say the market is at a key area of confluence, and there’s a VERY good chance it'll change direction,
and I’'m seeing order flow to support that thesis...well now | have a slight edge, so technically my position size
should increase from whatever my minimum size currently is. We can represent this thinking with a basic graph:
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Wouldn't it be nice if risk management was just this simple? It's not. Now we have to introduce a third factor on
our Z axis: Time.

Specifically, the time it will take me to know if | am right or wrong in my thesis.

foght Away 4
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How Long Until | Know?
(Time)
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Could be o'Whie
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You might be thinking, “Horse what the hell does time have to do with risk management?”
That’s a valid question. It has to do with opportunity cost.

Again, referencing our poker analogy, | have a limited stack of chips. | cannot place unlimited large bets with
high conviction. | have to “manage” my chip stack, my capital. Therefore, | can’t have too much tied up for an
indeterminate amount of time hoping my thesis is correct. For me, it's sort of a “sh*t or get off the pot” scenario.
The longer | have to wait to know if I’'m correct absolutely impacts my likelihood of being correct AND my position
size. In my opinion, this is why macro investing is so difficult. You could enter a position with a very sound thesis,
but over time things change and you end up being dead-ass wrong...through no fault of your own. The more
time that elapses, the more opportunity for things to change that impact your initial thesis. Sometimes those
unknown factors are positives, but more often than not they seem to be negatives because your initial thesis
generally accounted for the positives, right?

Earlier | used the word “process” to describe risk management. | absolutely view it as an ongoing process. Things
change in markets—therefore | need to be prepared to change as well in order to properly manage risk in the
long term.

So back to opportunity cost. I'm a trader in this for the long haul, | need to adjust position sizes and stop losses
based on new information and time.

Here’s a couple examples:

DWAC (note from Brent.. Fat posted this DWAC trade in real time on Twitter, before the big move)

One of my best equity trades this year was the DWAC SPAC (Note: Unintentional yet hilarious rhyme). Here’s
how it went down and how | thought about it in my weird “mental risk model” that we’re discussing:
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| developed a thesis for the trade after the markets were closed for the day. | heard the news about Trump
possibly getting involved with a SPAC deal. | checked the price of DWAC after-hours and it was sitting almost at
NAV (~$10), which had me scratching my head...why hadn’t this thing run? Well the answer was simple: The
news JUST broke and it wasn’t priced in yet. So | decided that I'd take a very large position size pre-market the
next day because | figured my likelihood of being correct (e.g. that it would pump on the news) was very high. |
also factored in the time for our thesis to play out (our z axis) and determined that I'd know RIGHT away if | was
right or not. The likelihood of it falling below NAV was extremely low, so it was “all systems go” for me and time
to make an aggressive trade. The rest, as they say, is history.

GOLD

Another example that better showcases adjusting my risk management approach using the three factors we've
discussed is a recent gold swing trade | took. In the final days of September, | started a large swing trade in gold
micro futures (more on why | like the micros for gold some other time). The inflation narrative was picking back
up, and even though gold is a bona fide piece of sh*t for an inflation hedge, my thesis was that the general public
is too dumb to know that, plus gold had recently been beaten to a pulp and I figured it was oversold and there
was an opportunity to BTFD.

| also figured portfolios would be getting rebalanced Sept 30-Oct 1 and IF gold was to run it would likely happen
FAST due to EOM rebalancing. Additionally, the technicals looked good to me as well...so all of the factors |
was looking for were there: A reasonable bull thesis based on the incompetence of Average Joe investors, likely
bounce area from a technical perspective, and I'd know quickly if | was right or wrong due to EOM (plus some
key FedTalks and inflation data drops were on the horizon).

Some of you may remember from my obnoxious Twitter bragging, but | practically bottom ticked it and gold took
off on a nice ~7.5% bull run.

But I'd be lying if | said | held that position full size for the entire run. | didn’t.

| trimmed it and I'll tell you why: My mental model for long-term risk management changed. In early November
gold started to slip again, so | naturally questioned 2 of my key factors: Likelihood of being correct and time.

At this point, | had been in the position for over a month and truthfully | thought it would run harder than it did
given the intensity of the inflation narrative. The index futures were looking more and more attractive in early
November, as | was anticipating seasonal bullishness and continuation of recent momentum. So things began
to shift on my mental risk model. Did | really want that many of my “chips” tied up in that one “hand” anymore, or
would it be better deployed somewhere else? | determined it was time to trim the position considerably...of
course gold ended up ripping right after that because, well, f*&k gold lol. But hopefully you get the point of this
example: If | deem the likelihood of continuing to be correct has decreased AND the time it will take me to know
is longer than anticipated, then | will actively manage my exposure (risk) and make changes.

The Evolution of my Swing Trode in Gold
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These are ever-changing factors. As soon as you enter a trade they begin to change. This is the main reason |
prefer to trade futures intraday: | am better at it than equities/options (therefore | typically have a higher likelihood
of being correct) and | know IMMEDIATELY if | am right or wrong. Since futures are a leveraged product, | am
able to quickly size accordingly...and size large if the thesis is strong.

One of the reasons | decided to write this post
is to help you better understand why | am not

phased in the least when one of my “Quickies” z

(usually equity swing trades) doesn’t pan out. Right Away s

The position size is typically negligible

compared to day trading futures because my ] Ideal Trade
conviction is usually much lower and the time _ P -
it takes me to know if I'm right or wrong is  How Long Until | Know? L4

usually much longer. It may seem weird to (Time)

you, but it's all part of a holistic way of 1

managing risk throughout my trading journey.
Could be a While

| love seeing a great equity swing trade pan
out over time. Absolutely love it. But I’'m also
very realistic about my strengths, so my
risk management approach needs to align
with that awareness. When | see large orders
on the Limit Order Book tipping their hand at
a key level of confluence, | am usually VERY
certain what is about to happen in the next 5 to 10 minutes. | can’t say the same for swing trading stocks,
therefore | can’t size the same.

Now, | don’t want you to read this and leave thinking there’s anything wrong with the classic “risk 1-2% of your
capital per trade” approach to risk management...there isn’t. Everyone is different. I'm just simply providing a
different way of approaching risk management in its entirety. Even if you’re very disciplined about only risking 1-
2% per trade, things change once you take the position! All I'm suggesting is to view true risk management
as a fluid process, not a stagnant one.

I'm a firm believer that to be a sustainable trader, risk needs to be viewed on a “macro” scale. For example, |
mentioned in the “How | Day Trade” videos that my sizing for short trades is ALWAYS smaller than my sizing for
long trades. Why? Because markets are inherently bullish due to the incredible amount of passive investing
flows. Seems like a small detail, right? Maybe. But not if you plan to sustainably trade for years to come.

That's what | want to do, and that’s what | want for you...no matter how you do it.

So | hope this post is at least thought-provoking if nothing else. | know we didn’t get into the details of stop losses
and stuff, but | think that warrants its own post. For now, | just wanted to expand on how | think about risk
management from a philosophical perspective.

Thanks for reading and thanks for being here.

Horse.

Hope you liked the piece. Have a fantastic weekend.

good luck T be nimble
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Empty tubes of wrapping paper ... Do
you ?

A.) Pretend it's a lightsaber

B.) Bonk it on someone’s head.
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Markets and Trading Commentary Disclaimer

This material has been provided by Spectra Markets, LLC (“Spectra Markets”). This material is confidential and
therefore intended for your sole use. You may not reproduce, distribute, or transmit this material or any portion thereof
to anyone without prior written permission from Spectra Markets.

This material is solely for informational and discussion purposes only. Spectra Markets is not a registered investment
advisor or commodity trading advisor. This material should not be viewed as a current or past recommendation or an
offer to sell or the solicitation to enter into a particular position or adopt a particular investment strategy. Spectra
Markets does not provide, and has not provided, any investment advice or personal recommendation to you in relation
to any transaction described in this material. Accordingly, Spectra Markets is under no obligation to, and shall not,
determine the suitability for you of any transaction described in this material.

To be clear: Your individual circumstances have not been assessed. You must determine, on your own behalf or
through independent professional advice, the merits, terms, conditions, risks, and consequences of any transactions
described in this material. Securities described in this material may not be eligible for sale in all jurisdictions or to
certain categories of investors. This material may also contain information regarding derivatives and other complex
financial products. Do not invest in such products unless you fully understand and are willing to assume the risks
associated with such products. Neither Spectra Markets nor any of its directors, officers, employees, representatives,
or agents, accept any liability whatsoever for any direct, indirect, or consequential losses (in contract, tort or otherwise)
arising from the use of this material or reliance on information contained herein, to the fullest extent allowed by law.

The opinions expressed in this material represent the current, good faith views of the author at the time of publication.
Any information contained in this material is not and should not be regarded as investment research or derivatives
research as determined by the U.S. Securities and Exchange Commission (“SEC”), the U.S. Commodity Futures
Trading Commission (“CFTC”), the Financial Industry Regulatory Authority (“FINRA”), the National Futures Association
(“NFA”) or any other relevant regulatory body. The author is currently employed at a trading desk. The opinions may
not be objective or independent of the interests of the author. Additionally, the author may have consulted with various
trading desks while preparing this material and a trading desk may have accumulated positions in the financial
instruments or related derivatives products that are the subject of this material.

Spectra Markets does not guarantee the accuracy, adequacy or completeness of the information presented in this
material. Past performance and simulation data do not necessarily indicate future performance. Predictions, opinions,
and other information contained in this material are subject to change continually and without notice of any kind and
may no longer be true after the date indicated. Any forward-looking statements speak only as of the date they are
made, and Spectra Markets assumes no duty to and does not undertake to update forward-looking statements.
Forward-looking statements are subject to numerous assumptions, risks, and uncertainties, which change over time.
Actual results could differ materially from those anticipated in forward-looking statements. The value of any investment
may also fluctuate as a result of market changes.

Spectra Markets is affiliated with Spectra FX Solutions LLC, an introducing broker that is registered with the NFA;
Spectra FX Solutions LLP, which is a registered entity with the U.K.’s Financial Conduct Authority; and SpectrAxe,
LLC, a swap execution facility that is currently in the process of registering with the CFTC. The disclosures for Spectra
FX Solutions LLC and Spectra FX Solutions LLP related to the separate businesses of Spectra FX can be found at
http://www.spectrafx.com/.
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