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This Week

This week we're going to talk about "position size", meaning how to decide how much of your money you
should put into any given investment. But before we talk about position size we need to talk about initial
capital. In other words, how much money do you need to have in your brokerage account before you
should even start to actively manage your own money.

Common sense tells that when pursuing something new, it is best to start small and work your way up.
That works for a lot of things but it's the wrong advice when it comes to how much capital you should start
with. Actively managing your investments is one of a number of areas where starting bigger is important.
Consider the following two examples:

Scenario 1

You decide you would like to have an aquarium with some goldfish in it. At the pet store you notice a
“starter set” with a 5 gallon aquarium, an aerator, a couple of goldfish, and so on. It looks nice and the
price is affordable so you buy it. When you get home you set it up, fill it, condition the water, and put in
your fish. Two weeks later, they are both dead and you have no idea why.

Contrary to popular belief, beginners should start with a 40 or 50 gallon aquarium. A small error in a 50
gallon tank is seldom a fatal one. The same small error in a 5 gallon aquarium has 10 times more effect
on the fish, so starting small is not the best approach when it comes to aquariums.

Scenario 2

During a coffee break, you are matching pennies with a friend. You both flip a penny and if the pennies
match, you get to keep both of them. If the pennies do not match, your friend keeps them.

1. If you start out with 10 pennies and your friend starts out with 10 pennies, then the odds of you
winning all the pennies is about even: 10/ (10+10) or 50%.

2. If you start out with 10 pennies and your friend starts with 100 pennies, then your odds of winning
all the pennies is about 10/ (10+100) =1/ 11 =9.09%. Just by starting with fewer pennies, your
chance of winning all the pennies drops to about 1 chance in 11.

[ I use the word "about" here because the element of randomness means the real
results will never be quite so tidy and these calculations are, in fact, just averages. ]

What causes this shift in the odds? The obvious explanation is that your friend can lose a lot more times
in a row than you do before he goes broke. But there is something more subtle going on here. If you start
the game with 10 pennies, then each time you play, you are risking one tenth (10%) of your total capital.
The person starting with 100 pennies is only risking one hundredth (1%) of their capital on each play.
How much of your capital you risk on each investment has a huge influence on your chances of losing
everything (also referred to as "Risk of Ruin").

Professional money managers rarely risk more than 2% of their total capital on any one position. This is a
good size for a number of reasons. One reason is that with a 2% limit you can have 15 trades in a row go
against you and you will still have a little over 75% of your original capital left. Another reason is that it


https://www.investopedia.com/terms/r/risk-of-ruin.asp#:~:text=Risk%20of%20ruin%20is%20the,the%20%22probability%20of%20ruin.%22

makes each position small enough that it does not represent a large psychological issue. Small positions
are easier to manage objectively, which is very important.

If you put in $50,000 to start your brokerage account, then with a 2% limit, you can afford to risk $1000 on
each position. Some people look at that number - $50K — and think, “I can’t afford to risk that much on the
stock market!” But remember, just because you put that much into your account does not mean you are
going to be putting that whole amount at risk.

Let’s say all you can afford to put into a brokerage account is $10,000. That makes your 2% risk $200 per
position. That is still enough to be able to take positions and make money. We will talk about how next.

If you cannot afford to put together $10,000 to start a brokerage account, then you really should save up
money until you can. Trying to start out with just a thousand dollars means you will very likely end up
taking too much risk on individual positions and you will be stacking the odds against yourself. You will be
putting yourself in the position of the guy who gets into a game of matching pennies with 10 cents in his
pocket against a guy who brought a 25-pound bag of pennies with him.

Position Size and Position Risk

You may be thinking, "If | have $10,000 to invest, what can | buy for $200? One share of Target (TGT)?"
But the amount risked is not the same as the position size. Let's say TGT really is at $150 and you want
to buy it. Let's also say you are planning on using a 10% stop order to limit your risk. That means that if
TGT drops by $15, then the stop order will automatically get you out. Finally, you are going to adjust that
stop order upward every time the price of TGT goes up.

So if you buy one share of TGT for $150 with a 10% stop, you will have a position size of $150 and a
position risk of $15. With $10,000 in your account then a 2% account risk means you can buy 13 shares
of TGT. 13 shares will make your position size $1950 but the 10% stop will limit your position risk $195,
which fits your 2% account risk. The basic rule to follow is: Actual position risk on any single security must
be less than or equal to "maximum position risk".

Here are the steps to calculate appropriate position size:

1. acceptable_risk = 2% or 0.02

2. total_capital =$10,000

3. maximum_position_risk = total_capital * acceptable_risk $200 = $10000 * 0.02
4. exit_stop =10% or 0.10

5. risk_per_share = share_price * exit_stop $15 = $150 * 0.10%
6. maximum_shares = maximum_position_risk / risk_per_share 13.3333 = $200/ $15

So the appropriate position size for Target (TGT) at $150 per share with a 10% stop in a $10,000 account
is 13 shares [13.3333 rounded down].

At first these calculations may seem a little complicated, but once you've gone through it a few times, it
becomes really straight forward.

Note: In this explanation | purposely glossed over some details about how stop orders work,

but the position size calculations are real and will provide you with a reasonable estimate of

a safe, manageable position size. Later on we will talk about whether or not stop orders are
the best approach to position management.



Long-Term Trends <— Use this link to see all the market barometer charts

Markets do not change course overnight. Speculating about the future is a waste of time, but
markets trend and understanding what is happening now tells us what is most likely to happen next.

All four indexes lost a little this week, but remain up over the last 10 market days, and
well-above all three of the MTA moving averages.
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http://www.trendlinedynamics.com/long_term_charts/

A Closer Look

The SPX lost ground on Tuesday, Wednesday, and Thursday, finishing the week slightly
lower. The NYAD confirmed price action each day. The SPXA50R also followed price,
declining to 70%.
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Core Universe <— Use this link to get to the live Core Universe Table and column descriptions

Core Universe Analysis for 16-Oct-2020

Symbol Description Instr | MTA 2 | RelStr

E3
BND | TOTAL BOND MARKET | ETF |- -
EEM | EMERGING MARKETS | ETF -
EFA EURO/AUST/ASIA | ETF -
GLD GOLD ETF -
IBB | BIO-TECH & PHARMA | ETF -
GV Software ETF
IWM R2000 INDEX ETF
INT TRANSPORTATION ETF
PFFE S&P Preferred Stocks | ETF
Qa9 NASDAQ 100 INDEX ETF
SPY S&P 500 INDEX ETF
1T 20+ YEAR T-BOND ETF
USMV | US MIN VOLATILITY || ETF
VGK FTSE EUROPE ETF
VNQ | US REAL ESTATE SCTR | ETF
V11 TOTAL MARKET ETF
SHV CASH SURROGATE ETF |-----

Sector Charts

Last week's choices were: IYT 20% (5% stop 199.38), IGV 20% (5% stop $310.19), QQQ
20% (5% stop $271.42), EEM 20% (5% stop $43.38), and SHV 20%.

Sym | MTA | RelStr | LocalTrend | MACD+ | RSI | CMF | OBV Long Watch For
IYT 1 511 1 i 1 ! T | 31-Aug-20 | Close < 201.57
IGV 1 411 1 i 1 1 1 12-Oct-20 | Close < 317.34
QQQ | 1 3.317 1 1 1 — 1 12-Oct-20 | Close < 279.80
VTI 1 221 1 1 1 1 1 no Close > 180
WM | 1t 221 1 1 1 1 1 no Close > 170
EEM 1 227 1 i 1 1 1 12-Oct-20 | Close <43.92
SPY 1 191 1 i 1 T 1 no RelStr > VTI
IBB T 1617 7?2 7 7 — no RelStr > VTI

Legend: Up: 1, Down: |, Flat/Stable: —, Mixed: Y, Turn Up:1 , Turn Down: i


http://trendlinedynamics.com/cu_charts

I cut back the number of ETFs to be analyzed to 8 this week. This week's picks remained
the same: IYT 20% (5% stop $201.57), IGV 20% (5% stop $317.34), QQQ 20% (5% stop
$279.80), EEM 20% (5% stop $43.92), and SHV 20%.

Extra Credit: By using a 20% position size with a 5% stop, what is the risk on each of the
individual positions? Converting the percentages to decimals (20% = 0.20 and 5% = 0.05)
makes the arithmetic easier — 0.20 x 0.05 = 0.01 « so the risk on each of the individual
positions is 1%. That's part of why we are currently using a 5% stop on each of our 5
positions (except for SHV, although we could use it there, too).

Sector Universe <— Use this link to get to the live Sector Universe Table and column descriptions

Sector Universe Analysis for 16-0Oct-2020

Symbaol Description In5tr| MTA 32 | Relstr CMF || NH/NL | MCHist
mo | wwcumssam | e | un | aseo BN o |65

XLC COMMUNICATION SCTR ETF

LE ENERGY SCTR ETF

LF FINANCIAL SCTR ETF

LI INDUSTRIAL 5CTR ETF

LK TECHNOLOGY SCTR ETF

LP CONSUMER STAPLES SCTR | ETF

XLRE REAL ESTATE 5CTR ETF
XLy UTILITIES SCTR ETF
AR HEALTH CARE 5CTR ETF

XLY CONSUMER DISCRET SCTR | ETF

XRT RETAIL SCTR ETF

Auxiliary Universe Charts |

The top sectors by RelStr are now XRT, XLY, XLK, XLB, XLI, and XLC.


http://www.trendlinedynamics.com/sector_charts/

Auxiliary Universe <— Use this link to get to the live Auxiliary Universe Table

Auxiliary Universe Analysis for 16-Oct-2020

Symbol Description Instr | MTA 2 Relstr NH;' NL | MCHist

FIVG 5G NETWORKING SCTR ETF |-

HACK Cyber Security ETF

HYG HIGH-YIELD CORP BOND (HD) | ETF

IHI U.s. Medical Devices ETF

QTumM QUANTUM COMPUTING SCTR ETF

ROBO ROBOT/AUTOMATION SCTR ETF

5LV SILVER TRUST ETF

SNSR Internet of Things ETF

SOXX SEMICONDUCTOR SCTR ETF

SRVR Data & Transmission REIT ETF

uso us OIL ETF

XBI BIO-TECH SCTR ETF

XHB HOMEBUILDERS SCTR ETF

XHE HEALTHCARE EQUIP SCTR ETF

XME METALS & MINING SCTR ETF

XOpP OIL+GAS EXPL+PROD ETF

XPH PHARMACEUTICALS SCTR ETF

Core Universe Charts

XHB made a new all-time high this week and surpassed SLV and SOXX on RelStr.
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