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Trading is Probabilities, Not Predictions
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Most retail traders approach the markets with the wrong mindset from day or
They spend countless hours trying to predict where prices will go next,
searching for the perfect indicator or the holy grail setup that will tell them
exactly what the market will do. This prediction-based approach is why 90% c
traders fail.

Successful trading isn't about being right on individual trades—it's about
understanding and exploiting probabilities over time. Professional traders anc
institutions don't try to predict the market; they identify scenarios where the
odds are in their favor and execute those scenarios repeatedly. They think like
casino operators, not gamblers.

The casino parallel to trading is incredibly similar. Beyond the entertainment-
the meals, drinks, and shows—casinos exist to make money from gambling, a:
they do this entirely through probabilities. Their edge comes from statistical
analysis of how likely they are to win each game they offer. Casinos simply w:
offer any game where the statistical probability doesn't favor the house.

Casinos don't try to predict in an individual game which specific hand will wi
They just know that if they deal enough hands, their mathematical edge will
generate profits. A casino doesn't fear the gambler who plays 100 hands with ¢
bets—they welcome them because volume works in the house's favor. But they
fear the gambler who walks in wanting to bet $1,000,000 on a single hand,
because with only one game, the house has no statistical edge—it's essentially
coin flip. This is exactly why casinos impose table limits: they force gamblers
play many hands, which allows the mathematical edge to emerge.

Trading works identically. Your edge and profitability emerge over many trade
not just a few. If you want to make big bets on just a few trades, probabilities a
edges become irrelevant—it's no different than flipping a coin. But if you're
willing to size down, take many smaller trades, and commit to the long haul, y
can leverage mathematical probabilities to put the edge on your side.
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Once a trader understands and buys into this, it represents a fundamental shit
how they view trading. Once you move from trying to predict individual
outcomes to focusing on probability-based edges over large sample sizes,
everything changes. You become more patient, size positions appropriately,
prioritize risk management, and ultimately realize that trading isn't the flashy
exciting activity that most traders think it is. Trading is a systematic grind, ar
at its core is simply a numbers game—probabilities and mathematics.

I wrote this article to give you the mathematical foundation that most retail
traders never learn and show you exactly how to determine whether you have
that greater-than-50% edge. We'll cover Expected Value and why it's the most
important concept in trading, explore how options demonstrate pure probabili
mathematics, dive into the Law of Large Numbers and why sample size matte
and examine crucial risk management concepts like position sizing, Risk of
Ruin, and variance. These aren't abstract theories—they're practical tools that
can transform your trading from gambling into a mathematical business. My
goal is to help you understand why the math matters more than market
prediction, and how to use these concepts to build consistent, long-term
profitability.

Expected Value: The Foundation of Trading
Success

Expected Value (EV) is the most important concept in trading that most retail
traders have never heard of. It tells you the average amount you can expect to
make or lose per trade over the long run.

The formula is simple and straightforward:
Expected Value = (Win Rate x Average Win) - (Loss Rate x Average Loss)
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Let's say you have a trading setup with these statistics:

e Win rate; 60%
e Average win: $300
e Lossrate: 40%

e Average loss: $200
Expected Value = (0.60 x $300) - (0.40 x $200) = $180 - $80 = $100

This means that over time, you can expect to make $100 per trade on average.
other words, 1,000 trades = $100,000 in profit.

Any setup with a positive expected value (EV > 0) has an edge and will be
profitable over a large sample of trades, regardless of short-term fluctuations.
(we'll cover what constitutes a "large sample" when we discuss the Law of Lai
Numbers below) If your expected value is negative (EV < 0), your setup has no
edge and will lose money over time no matter how disciplined you are.

Side note: Whenever you see or hear someone say, “Good trading psycholog
all you need to be successful.” I'm sure they mean well but that's completely
false. You can have the best psychology in the world but if you have no edg:

you won't make money.

Most traders focus too much on win rate but the truth is you don't need a high
win rate to be profitable. The relation of your average win versus your average
loss is the most important metric. A setup that wins only 40% of the time can |
incredibly profitable if your average wins are much larger than your average
losses. Conversely, a 70% win rate setup can lose money if your losses are too
large relative to your wins.

This latter point is often a reality that catches scalpers by surprise who aren't
aware of the EV formula. They assume that because they have a high win
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percentage, they're guaranteed to make money. But many scalpers have wins
that are half the size of their losses, or worse, which destroys their profitability
despite the high win rate.

For example, with a 70% win rate (which is likely unrealistic over a large sam;
size):

e If average win = $100 and average loss = $200

e EV =(0.70 x $§100) - (0.30 x $200) = $70 - $60 = S10 (barely profitable, no roor.
for error)

e If average win = $100 and average loss = $250

e EV =(0.70 x $§100) - (0.30 x $250) = $70 - §75 =-S5 (losing money despite 70¢
win rate)

Here's what's critical: every trade setup you use needs its own expected value
calculation. You should be calculating EV consistently for each of your setups
and know these numbers by heart. More importantly, you should be working 1
improve your expected value by increasing your average wins and decreasing
your average losses through better entries, exits, and risk management.

Expected value forces you to think about the only thing that really matters: th
mathematical relationship between your wins and losses over time.

There comes a point when you can begin to over optimize your EV formula.
The most dependable sign of this I've found, is the R:R ratio gets so large thz
the win rate of the setup begins to drop considerably. The challenge of

constantly trying to increase my average win and decrease my average los:
for each of my setups is one of my favorite things about trading and I have

be very careful of over optimization. I'm a huge nerd. I know.
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Options: A Perfect Probability Laboratory

I know this blog focuses on NQ futures trading, but I'm going to deviate briefly
discuss options because they provide the clearest example of how probabilitie
drive trading success. The underlying concept—that trading is a game of
probabilities, not prediction—remains exactly the same whether you're trading
options, futures, or any other instrument.

For years before I transitioned to futures, I was an options trader. Specifically,
primarily sold options. Why? Because I had the benefit of professional trainine
and I understood that the edge in options trading comes from probabilities, no
predictions. For years I made consistent money with small wins that
compounded my account over time. While other traders who were bad at matl
were losing money, I was literally taking it from them by simply following bas
probability mathematics.

I eventually moved to futures because I wanted to expand my ability to extraci
money from the markets during periods when volatility was low and there
wasn't enough "juice"” in option premiums to make the risk worthwhile. But th
mathematical principles I learned in options trading form the foundation of
everything I do in futures.

When you look at options pricing, you're seeing pure probability mathematics
work.

Consider selling a put option that's 10 delta (roughly 10% chance of finishing ir
the-money). The math is stark:

e Probability of keeping the premium: ~90%
e Probability of assignment: ~10%

e Premium collected: Let's say $100
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e Maximum loss: Potentially thousands

Most retail traders look at this and think "Wow, a 90% win rate! Oh, but that's
terrible risk-reward!" Here’s the thing, professional options traders view this
entirely different. They understand that they're getting paid $100 to take on a1
risk. Over 100 trades, they expect to win 90 times (collecting $9,000) and lose 1
times. Although the maximum loss is potentially thousands, that rarely happe
because of stop losses. So, even if each loss averages $500, they're still ahead
significantly. Remember the casino analogy? In this scenario, the option sellei
the casino.

Option buyers in this scenario, are the gamblers. They are paying $100 for a 10'
chance of success. That'’s foolish. They're no different than people who dump
money into slot machines hoping to strike it rich. They need the stock to mow«
dramatically in their favor just to break even and the probabilities of that
happening are mathematically stacked against them.

Well, if this is so obvious, why do the majority of traders choose buying option
over selling them despite the unfavorable odds? The answer: Greed and an ove
estimation of probabilities. They want the lottery ticket—the chance to turn S1
into §5,000. But in doing so they over estimate the very low probability that the
will be right about direction, timing, and magnitude all at once.

Here's another way to think about it that makes the probabilities even clearer.
any options contract held to expiration, which sellers typically do, there are o1
5 possible outcomes:

1. The underlying's price moves a lot in the direction of the seller. (Seller wir

2. The underlying's price moves a little in the direction of the seller. (Seller
wins.)

3. The underlying's price is close to the same as it was when the contract we
opened. (Seller wins.)
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4. The underlying's price moves in the direction of the buyer but not enough
get past the strike + break even price. (Seller wins.)

5. The underlying price moves a lot in the direction of the buyer, enough to
make a profit. (Buyer wins.)

So, even with all the complex options mathematics removed, and just looking
the potential outcomes, four out of five possible outcomes favor the seller. The
seller has an 80% chance of winning based on possible outcomes as soon as tt
trade is opened!

I can talk about options and trading them all day but we will wrap up this
example here. This isn't the only way to profit from options based on probabili
and this example isn't meant to imply that option buying is always wrong eitt
it can be quite lucrative if you know what you're doing. This example was mae:
to illustrate how ignoring the herd mentality and understanding probabilities
can reveal where the real edges lie in the market if you have the patience to
exploit them.

The Law of Large Numbers in Trading

The Law of Large Numbers, is an actual law in mathematics, proven over and
over again, that states that as you increase your sample size, your actual resul
will converge toward their true probabilistic results. In trading terms, your tru
edge only emerges over a large number of trades.

This is why backtesting 20 trades tells you nothing. Even if you win 18 out of 2
you could just be experiencing random luck. Your trading setup's true
performance characteristics only become clear over hundreds of trades.
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Think about it this way: if you flip a coin 10 times, you might get 8 heads. That
doesn't mean the coin is biased. But if you flip it 1,000 times and get 800 heads
you can be confident something's wrong with the coin (and someone’s probab
trying to rip you off).

Your trading edge works the same way. A few good trades don't prove your sei
works, and a few bad trades don't prove it's broken. Only after hundreds of
executions can you trust your statistics.

This is why emotional trading is so destructive. When you deviate from your
setup after a few losses, you reset your sample size back to zero. You never
accumulate enough data to let your edge emerge. More importantly, you must
follow the exact rules of your setup to trust the data you're collecting.

Think of it like a scientific experiment. A scientist can't trust the outcome of a
experiment if they don't follow the established protocol. If they change variabl
mid-experiment or skip steps, the results become meaningless. Your trading
setup works the same way—every deviation from your rules corrupts your dat
and makes it impossible to determine whether your edge is real or if your resu
are just random noise.

This is why rule consistency is absolutely critical. You're not just trading for
today's profit; you're collecting data to validate your long-term edge. Every tim
you take a trade and don't follow your rules, you contaminate your sample and
reset your statistical confidence back to zero.

In addition to the speed of execution, consistently following rules with no
emotion is one of the main reasons why algorithmic trading became so
popular so quickly. It allowed institutions to trust the data and trade based
probabilities (like a casino), avoiding the inconsistency and mistakes that
human traders would often make.
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How Many Trades Do You Need for Statistical Confidence?

All trading setups need at least 300 trades to reach statistical significance at t]
95% confidence level. Depending on how frequently your setup occurs, this
validation period will take different amounts of time—frequent setups might
reach 300 trades in only a few weeks to a few months, while less frequent sett
could take years.

The Mathematics of 95% Confidence:

To determine if your win rate is statistically different from random (50%), the
sample size formula is:

n = (22 x p x (1-p)) / E?
Where:

e Z=1.96 (for 95% confidence level)
e p = expected win rate

e E =margin of error (typically 5%)
For a 60% win rate setup: n = (1.962 x 0.60 x 0.40) / 0.052 = 369 trades
The Challenge with Infrequent Setups:

I mentioned above that infrequent setups could take years to validate. Setups 1
only occur a few times per month present a significant validation challenge.
Reaching 300 trades could take 5-10 years or longer, which defeats the purpost
timely validation. This creates several practical problems:

1. Extended uncertainty - You're trading an unproven setup for years withot
knowing if it actually works
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2. Capital at risk - The longer the validation period, the more money you risk
potentially unprofitable setups

3. Market evolution - Markets change over time, so by the time you validate
setup, it may no longer work

4. Opportunity cost - Time spent on one slow-to-validate setup could be use«
developing faster-validating alternatives

More Realistic Approaches for Infrequent Setups:

1. Extend backtesting - Use historical data to increase your sample size befo
live trading

2. Accept smaller sample sizes but use more conservative position sizing un
you have more data

3. Use wider confidence intervals - Accept less statistical certainty in excha
for faster validation

4. Be more selective - Consider whether setups occurring less than weekly a
worth trading

Reality Check:

Many successful traders avoid setups that are too infrequent precisely becaus
they can't be validated in reasonable timeframes. If you can't achieve statistic:
confidence within a reasonable amount of time, the setup may not be practica
for you. The longer it takes to validate a trading setup means you're essentiall’
trading unproven strategies for extended periods, which significantly increass
your risk.

Gambler's Fallacy vs Law of Large Numbers
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Many traders confuse these two concepts, which leads to dangerous decision-
making. The Gambler's Fallacy is the mistaken belief that past results affect
future probabilities in independent events.

For example, after five losing trades in a row, thinking "I'm due for a winner" i
the Gambler's Fallacy. Each trade is an independent event. The market doesn
owe you anything based on your recent results.

Another very common version of this fallacy is thinking "the market has beer
down for three days straight, it's due to go up” or vice versa. If you've ever had
thoughts like these, you've fallen victim to the Gambler's Fallacy.

The Law of Large Numbers is different—it doesn't say anything about the next
trade. It only tells us that over many trades, your results will approach your
expected results. After five losses, you're not more likely to win the next trade,
but if you keep executing your edge, your long term results will eventually ma
your setup's expected value.

This distinction is crucial. The Gambler's Fallacy leads to revenge trading and
position size increases after losses. The Law of Large Numbers leads to patien
consistent execution regardless of recent results.

The Importance of Risk Management

Before we dive into the mathematics of position sizing, it's crucial to understa:
why risk management is arguably more important than having an edge.
Professional traders on Wall Street are rarely fired for being unprofitable in the
short term, but being careless with capital is a surefire way to get terminated.
That tells you everything about what institutional trading values—they
understand that risk management is the foundation of long-term success.

https://theshmuts.substack.com/p/the-math-of-trading?triedRedirect=true 12/25



9/18/25, 4.05 PM The Math of Trading - The Shmuts

You've likely heard trading quotes like "the best loser wins" or "amateurs worli
about how much they can make, professionals worry about how much they c:
lose" These aren't just catchy phrases—they reflect a fundamental truth about
trading. The most important skill in trading isn't picking winners; it's survivii
long enough for your edge to compound.

The true winners in the trading game are the ones that endure. Markets will t«
you with drawdowns, losing streaks, and unexpected volatility. The only way
survive these inevitable challenges is through proper risk management. Even
with a trading setup with positive expected value, poor position sizing can
destroy your account. How many traders have you known, maybe even yourse
who were doing just fine but got impatient, increased their size and blew up th
account? The issue wasn't that their edge disappeared, instead they blew up
because they lacked the discipline and/or the understanding of mathematics :
proper risk management.

Position Sizing Mathematics

Position sizing determines how much of your capital to risk on each trade. Th
are several approaches to position sizing, but one of the most mathematically
rigorous is the Kelly Criterion. Developed by John Kelly Jr. at Bell Labs in 1956,
the Kelly Criterion was originally designed to solve information transmission
problems but was later adapted for gambling and investing. It calculates the
optimal bet size that maximizes long-term growth while minimizing the risk
ruin.

The beauty of the Kelly Criterion is that it takes into account both your win rai
and your average win/loss ratio to determine the mathematically optimal
position size. It's not just a guess or a round number—it's based on the actual
statistical properties of your trading setup.
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The Kelly Criterion: Kelly % = (Win Rate x Average Win - Loss Rate x Average
Loss) / (Average Win x Average Loss)

Using our earlier example: Kelly % = (0.60 x 300 - 0.40 x 200) / (300 x 200) = 100
60,000 = 0.167%

This suggests risking 0.167% of your account per trade for optimal growth.
However, full Kelly is often too aggressive for trading due to estimation errors.

Conservative Approaches:

e Half Kelly: Use 50% of the calculated amount
e Fixed percentage: Risk 1-2% per trade regardless of the math (most commic

e Fixed dollar amount: Risk the same dollar amount per trade

The key insight here isn't whether to use the Kelly or a fixed risk setting. That'
up to you. Rather, it is that position sizing is just as important as your edge. A
profitable setup can become unprofitable with oversized positions, while a
modest edge can generate substantial returns with proper sizing.

Risk of Ruin: The Mathematics of Survival

Risk of Ruin is one of the most sobering concepts in trading mathematics, yet
rarely discussed among retail traders. Originally developed in gambling theor
and later adapted for trading and investing, Risk of Ruin calculates the
probability that you'll lose your entire trading account before your edge has a
chance to work.

This isn't about temporary drawdowns or bad months—Risk of Ruin tells you
mathematical probability of complete account destruction. We're talking
bankruptcy, divorce, and no college for the kids. Even if you have a profitable

https://theshmuts.substack.com/p/the-math-of-trading?triedRedirect=true 14/25



9/18/25, 4.05 PM The Math of Trading - The Shmuts

trading setup with positive expected value, there's always some chance that
variance will work against you so severely that you'll lose everything before y
edge emerges.

Understanding Risk of Ruin is crucial because it shows you exactly how posit
sizing affects your survival probability. Many traders focus exclusively on
maximizing profits, but Risk of Ruin mathematics prove that survival comes
first. You can't compound profits if you don't survive the inevitable rough patcl

Risk of Ruin calculations tell you the probability of losing your entire trading
account. Even profitable setups have a non-zero risk of ruin if position sizes a1
too large.

Simplified Risk of Ruin Formula: For a setup with win rate (W) and average
win/loss ratio (R):

If W xR > 0.5, Risk of Ruin = ((1-W)/W x 1/R)*(Account Size/Risk per Trade)
Key Insights:

e Higher win rates reduce risk of ruin
e Better win/loss ratios reduce risk of ruin
e Smaller position sizes dramatically reduce risk of ruin

e More capital provides exponentially better survival odds

Example Calculations: Let's use a 55% win rate setup with 1.5:1 reward/risk rat
and a $10,000 account:

1% Position Size ($100 risk per trade):

e W=055R=15
e Account Size/Risk per Trade = $10,000/$100 = 100
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Risk of Ruin = ((1-0.55)/0.55 x 1/1.5)*100

Risk of Ruin = (0.45/0.55 x 0.667)*100

Risk of Ruin = (0.545)*100

Risk of Ruin = 0.000000000000000001% (virtually zero)

5% Position Size ($500 risk per trade):

W=055R=15

Account Size/Risk per Trade = $10,000/$500 = 20

Risk of Ruin = ((1-0.55)/0.55 x 1/1.5)*20

Risk of Ruin = (0.45/0.55 x 0.667)*20

Risk of Ruin = (0.545)*20

Risk of Ruin = 0.000003% (still very low but significantly higher than 1%)

10% Position Size ($1,000 risk per trade):

W=055R=15

Account Size/Risk per Trade = $10,000/$1,000 = 10
Risk of Ruin = ((1-0.55)/0.55 x 1/1.5)*10

Risk of Ruin = (0.45/0.55 x 0.667)*10

Risk of Ruin = (0.545)*10

Risk of Ruin = 0.034% (technically low but deceiving)

20% Position Size ($2,000 risk per trade):

W=055R=15
Account Size/Risk per Trade = $10,000/$2,000 =5
Risk of Ruin = ((1-0.55)/0.55 x 1/1.5)*5
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e Risk of Ruin = (0.45/0.55 x 0.667)"5
e Risk of Ruin = (0.545)"5

e Risk of Ruin = 5.73% (becoming dangerous)

This math shows why proper risk management isn't optional—it's the differen
between long-term success and eventual bankruptcy. Notice how increasing
position size from 1% to 20% increases risk of ruin from virtually zero to nearly
6%, even though both might seem "manageable” on the surface.

What's Considered Acceptable?

e Less than 1% - Professional standard, very safe
e 1-5% - Acceptable for many traders, but caution territory
e 5-10% - High risk, most professionals avoid

e Above 10% - Unacceptable for serious traders
Practical Considerations:

e Many professional trading firms set internal limits at 1-2% maximum Risk
Ruin
e Individual traders often use 5% as their maximum acceptable threshold

e Conservative traders prefer to keep it under 1%
Why These Thresholds Matter:

e Even a 5% Risk of Ruin means that if 100 people trade your exact setup wii
your exact position sizing, 5 of them will lose everything. I would argue th
the statistical probability may math out, but the failure rate would actually
higher than that in reality.

e Very Important: Risk of Ruin calculations often underestimate real-world
risk because they assume perfect execution and don't account for varianc
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or model errors!

e Your personal risk tolerance, account size, and life situation should influer
your threshold

Most professional trading firms keep Risk of Ruin below 1-2%. The 5.73% we
calculated for 20% position sizing falls clearly into dangerous territory that
serious traders should avoid. Even the 10% result is too high for me, any
experienced trader looking at it will know it doesn't pass the eye test. If you
happen to have a run of 10 losing trades, which I argue is far more statistically
likely than 0.034%, the account is gone. I included it purposefully as an examg
of where the Risk of Ruin calculation fails in underestimating real-world risk.
You still need to apply common sense and make sure the results pass the eye-
when using it, don't just blindly believe the result.

Variance and Standard Deviation in Trading

Even the best trading setups experience periods of underperformance.
Understanding variance helps you distinguish between normal fluctuations a
a failure of your trading setup.

Standard deviation measures how much your results typically vary from your
average result. Here's how to calculate it for your trading setup:

Calculating Standard Deviation:

1. Calculate the mean (average) of your trade results
2. Subtract the mean from each individual trade result
3. Square each of these differences

4. Add up all the squared differences
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5. Divide by the number of trades minus 1
6. Take the square root of that result

7. Now put your right foot in, now put your right foot out. Just kidding,
seriously though, use a spreadsheet because doing this shit by hand is
tedious as hell.

Example: If your last 10 trades were: +$200, -$100, +$150, -$50, +$300, -S75, +510
-8125, +$250, -$150

Mean = $50 per trade
Standard deviation = §145

Identifying Outliers: Any trade result that falls more than 2 standard deviatio:
from your mean is considered an outlier. In this example, any single trade pro:
above $340 or loss below -$240 would be an outlier ($50 + 2 x $145).

How to Handle Variance:

1. Don't overreact to outliers - They're statistically normal and expected

2. Track your rolling standard deviation - Calculate it over your last 30-50
trades to monitor setup consistency

3. Use standard deviation for position sizing - Some traders reduce position
size when recent standard deviation is higher than normal, this can be a ¢
that something in the market conditions has changed and/or your setup i
losing its edge

4. Set realistic expectations - Know that drawdowns within 2 standard
deviations are completely normal

In trading, this translates to drawdown expectations:

Normal Drawdown Expectations:
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e 1standard deviation: Expect this drawdown ~32% of the time
e 2 standard deviations: Expect this drawdown ~5% of the time
e 3 standard deviations: Expect this drawdown ~0.3% of the time

If your setup typically makes 2% per month with a standard deviation of 4%, y:
should expect:

e Months between -2% and +6% about 68% of the time

e Months between -6% and +10% about 95% of the time

e Occasional months worse than -6% (this is normal!)
This is the standard deviation bell curve everyone knows and loves.
Understanding these ranges prevents you from abandoning good setups durin
normal drawdown periods. Most traders have a string of losses and quit their

setups. What they never find out is they quit right before the variance was goi
to swing back in their favor.

The Mathematics of Compounding

Small, consistent edges compound dramatically over time. This is why
protecting capital matters more than hitting home runs.

The Power of Consistency:

e 1% per month = 12.68% per year
e 2% per month = 26.82% per year

e 3% per month = 42.58% per year

Notice how doubling your monthly return doesn't double your annual return—
more than doubles it due to compounding.
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The Cost of Losses:

Most traders make the mistake of thinking that if they suffer a 10% loss, they
only need a 10% gain to get back to break even. That's unfortunately wrong.
Understanding why losses are so destructive requires simple but powerful
mathematics. When you lose money, you need a larger percentage gain to get
back to breakeven because you're working with a smaller account balance.

The formula is: Required Gain % = Loss % + (1 - Loss %)

e 50% loss requires 100% gain to break even
o Start with $10,000, lose 50% = $5,000 remaining
o To get back to $10,000: $5,000 x 2 = $10,000 (100% gain needed)
o Formula: 50% =+ (1 - 0.50) = 0.50 + 0.50 = 100%
e 25% loss requires 33% gain to break even
o Start with $10,000, lose 25% = $7,500 remaining
o To get back to $10,000: $7,500 x 1.33 = $10,000 (33% gain needed)
o Formula: 25% + (1 - 0.25) = 0.25 + 0.75 = 33%
e 10% loss requires 11% gain to break even
o Start with $10,000, lose 10% = $9,000 remaining
o To get back to $10,000: $9,000 x 1.11 = $10,000 (11% gain needed)
o Formula:10% + (1 - 0.10) = 0.10 + 0.90 = 11%
This mathematics explains why preservation of capital is the first rule of tradi
Big losses destroy the compounding process disproportionately. It's better to
make 15% annually for 10 years than to make 50% one year and lose 30% the ne
Professional traders love when a home run happens but they focus on base hi

That's because the mathematics of compounding rewards consistency over
volatility.
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The Real-World Consequence: Why This Math
Matters

Here's the honest truth about everything we've covered in this article:

1. If you aren't tracking your expected value to determine if you have an eds

2. And you haven't traded that setup across enough trades to determine the
edge is reliable (Law of Large Numbers),

3. Then when variance happens you won't know it's variance. Instead, you"
very likely lose confidence and abandon a potentially profitable setup
entirely.

This is the most common way potentially profitable traders become unprofital
traders. They develop a setup with positive expected value, but they never
properly validate it with sufficient sample size to know that. They do great wh
the setup is profitable but when normal variance creates a drawdown period,
they lose confidence, panic, and abandon the setup.

Without the mathematical foundation to understand that drawdowns are non
and expected, every losing streak feels like proof that your setup is broken. Wi
proper mathematical understanding, you will have the confidence to recogniz
losing streaks as temporary variance that will eventually revert to your expec
value.

This is why it's crucial to backtest your setups and use paper trading before
putting real capital at risk. You need to validate your expected value and
accumulate enough sample size to trust your statistics before your emotions a
influenced by real money.
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One final point, and one of my biggest pet peeves, that highlights the importan
of this mathematical approach: when someone asks "Is paper trading worth it
and gets the response "No, start trading real money as quickly as possible," it
reveals a fundamental misunderstanding of professional trading. Professiona.
traders must prove profitability in simulated environments before receiving re
capital to trade—sometimes taking up to 18 months of validation. Yet retail
traders often dismiss paper trading as beneath them or a waste of time. It trul’
boggles the mind. This attitude perfectly illustrates why 90% of retail traders f
they’re willing to skip the mathematical validation process that professionals
consider essential due to a combination of arrogance, impatience and greed.

Conclusion

Trading success isn't about market prediction, intuition, or finding the perfect
setup. It's about understanding probabilities and applying basic mathematical
principles consistently over time. If you've made it this far, thank you for read:
this. I hope it helps give you a different perspective, challenges your thinking
ultimately helps you become a better trader.

To sum up this entire long-winded article into three key takeaways:

e Expected Value tells you if your setup has edge.

e The Law of Large Numbers ensures you can trust the edge as it emerges o
sufficient sample sizes.

e Proper position sizing and risk management keeps you in the game long
enough for your edge to work.

The mathematics are simple, but the psychological discipline to apply them
consistently is what separates successful traders from the 90% who fail. The
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