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“I DAY TRADING TECHNIQUES

Risky business?

Is day-trading

less risky than position trading? We take a look at this basic assumption

and offer some tips to help you manage both your day-trading price and transaction risks.

By Rick Thachik

ay-trading has
become more pop-
ular among retall
traders the past
few years for several neasons.
Primarily, the affordability of
real-time quotes (many
online (rading accounts now
provide free real-time
quotes), the availability of
free intraday graphs via the
Internet, and the emotional
and financial appeal of fin
ishing every day and starting
every weekend with no ma
ket exposure, Moreover
because margin require-
ments for day-trading are
reduced, in same cases effec-
tively close to zero, traders
with small-sized accounts
can afford to day-trade some
of the expensive contracts
such as the 30-year Treasury
bond and even the S&P 500
The assumption made by
most retall traders is day
trading {s less risky than tra
ditional position trading,
where contracts may be held
for several days or weeks
While it is true that day-trading
eliminates overnight price risk
[because positions are closed or off-
set at the end of every day), there
are other factors thal when consid-
ered collectively, can make day
trading a riskler proposition,
Traders contemplating starting a
day-trading program should be
awiare of these risks and how to
manage them, where possible,

Price risk The price risk of day

traders, by definition, exists only
during the day. The position trader,
on the other hand, assumes in
addition the price risk overnight
and often over the weekend,
However, this does not necessarily
miean that the day-trader ean morne
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easily manage price risk than the
position trader can, One reason is
thal position traders can use
options to manage price risk effec-
tively. Maximum risk 1s Known and
fixed for every debit option trade
regardless of price movements dur-
ing the day or overnight. When day-
trading, however, option-related
strategles are undesirable for price
risk management for several rea-
sons, [Floor traders in the trading
pits of an exchange may be able to
use options to manage the risk of
their day-trading activity. See “Day-
tracling on the Noor,” right.)

Option markets typically are less
Hguid than the corresponding

futures marketl; meaning priges
may not reflect market value, |

orders may take longer to fill
and to be reported back to
you, and the cost in terms of
the bid-ask spread is higher.
Moreover, except for deep In-
the-money options, options
will not move as much as the
corresponding [utures con-
tract, This eliminates the moti-
vation for day-trading options
from a potential profit perspec-
tive. From a risk management
perspective, the impracticabili-
ty of Incorporating option
strategies into a day-trading
program requires that the
trader rely solely upon a less-
effective risk management tool:
stop orders. The risk of slip-
page associated with stop
orders is well known to all
traders, but becomes more
acute for the day-tracler.

Stop orders are notorious for
being filled at a less desirable
price than specified in the
order. This slippage usually
amounts to a tck or two, but
can be significantly greater
under Inordinately volatile
conditions. Neither the day-
trader nor the position trader has
direct control over the slippage of a
stop order and so both must equal-
ly bear this risk, During some
instances, the better the executing
broker In the pit, the less the slip-
page will be. However, the retail
trader — whether day- or position
trading — cannot realistically
expect to have any control over who
s the executing floor broker
("Daytime stops,” page 38, further
detalls stop placement for day-
traders.] Even though both must
bear the risk, the relative cost of
this sk is not the same. For posi-
tion traders, the dautlgr value of ll:r
all relative o the open equity
Iunl:;piﬁclhc trade is typically small
because the position trader inftially
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we risk that the trader will become
distracted during the day and forget
to offsel positions before Lhe close.
Communication-related problems
also can prevent executing a neces-
sary transaction. In addition. there
may be early market closings (prior
to an official holiday) — a trader
unaware of an early closing may fail
to transact in time to offset positions.

A day-trader will execute more
transactions than a position trader
over the same time period and there-
fore will face these risks more often.
In addition, the day-trader usually is
constrained by time when problems
do arise; errors must be identified
and corrected before the trading day
ends. Any resulting loss is likely to
be significant to the day-trader who
operates with less financial fexibility
than the position trader.

Tips to manage risk Because some of
the risks mentioned above cannot
be readily managed, their expected
cost must be factored into a day-
trading program. Following these
simple steps, however, can reduce
other risks:

l « Trade liguid markets only.
Prices will be current; fills will be exe-

cuted quickly and are mare likely to
be reported back in a timely manner.

2 = Acquire a real-time price
data feed to monitor the market
accurately.

3- Enter transactions online to
reduce recording errors and increase

the speed in which fills are

but only if you are comfortable doing
s0. Some traders feel more confident
transacting over the telephone. If
trading by computer. make sure you
have the trading desk’s phone num-
ber in the event that the computer or
Internet link goes down.

4 =« Enter transactions well
before the market closes so as to
provide sufficient time to resolve
any problems that may arise.

5 = Secure access to the
overnight market for use in an
emergency to close a position.

6 = Avoid trading near the time of
important news or numbers’ releas-
es. For instance, the bond market
can react violently immediately fol-
lowing the release of the employment
numbers. Here, the trader risks sig-
nificant slippage on stop arders if the
price movement is adverse.

7 « Avold markets with price
limits. A day-trader caught on the
wrong side of a limit move can pur-
chase an option to provide some
price protection. Option markets
will continue to trade even when
the futures market is locked limit.
The trader should be aware that
implied volatilities will be high in
this case and option premiums will

3 Make sure you have the
time to devote to your day-trading.
Day-trading often requires constant
supervision

of the markets.

Maoreover, with constant monitor-
Ing. any transaction errors can be
identified and resolved quickly.

9- Secure direct access to the
floar so that current bids and offers
can be relayed to you and acted
upon immediately, . the
day-trader cannot receive this jevel
of service unless trading volume s
very large.

1 0 = Maintain sufficient cash
S0 as to limit your trading activity.
You may want to maintain half to full
margin in cash for every contract
that is day-traded. This will help pre-
verit you from overtrading. Don't day-
trade If you are not well capitalized

1 l = Do not overtrade. The
more you trade, the higher the risk.
Even when day-trading, there may
be many days when no trading
occurs. You may not need to trade
every day.

Day-trading does eliminate
overnight price risk and therefore
may seem (o be less risky than posi-
tion trading. However, the difficulty
of managing price risk during the
day coupled with the transaction
risks that are more significant for
the day-trader are often ov
by retail traders and should be seri-
ously considered before embarking

on a day-trading program. ]
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