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Additional Praise for Trade Mindfully: Achieve Your
Optimum Trading Performance with Mindfulness
and Cutting-Edge Psychology

“I have had the good fortune to work with Dr. Gary Dayton over the last 10 years
and I have recommended his work to thousands of our TradeGuider customers. The
importance of mindfulness when taking a position in the markets is little understood
by many retail traders and investors. Dr. Gary’s ground breaking book will be an
inspiration to anyone that studies it. The most important thing to understand about
Dr. Gary is that not only is he an expert in the field of trading psychology, he is also a
real trader who has been through the journey required to finally master the markets
and understand the game on Wall Street. I highly recommend you read this book and
use the extensive knowledge conveyed brilliantly by Dr. Gary to take your trading
and investing to a higher level.”

—@Gavin Holmes, Chief Executive Officer, TradeGuider Systems
International; author of Trading in the Shadow of the Smart Money

“Regardless of the chosen methodology, as traders struggle with anxiety and fear,
their actions undermine their trade plans and best interests. In Trade Mindfully: Achieve
Your Optimum Trading Performance with Mindfulness and Cutting-Edge Psychology, Dr. Gary
Dayton thoroughly explains why attempts at correcting erratic trading behavior by
controlling thoughts and emotions do not work. He recommends practicing mind-
fulness combined with the latest performance psychology to resolve these com-
plex issues. Dr. Gary Dayton states that mindfulness is one of the most powerful
skills all traders would be wise to acquire. I found this innovative book to be a
well-researched, invaluable resource for developing the mental skills necessary to
achieve trade mastery.”

—Ron Rossway, President, Denver Trading Group

“In Trade Mindfully, Dr. Gary Dayton uses real-world examples to explain how men-
tal traps sabotage traders from achieving the results they desire. Using forms and
practical checklists, he then develops the foundation to build your own structured
process for success. Trade Mindfully serves as an effective handbook for changing
your thinking about the importance of emotions and how to work with them—not
against them.”

—Corey Rosenbloom, CMT, President of AfraidToTrade.com;
author of The Complete Trading Course
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The Wiley Trading series features books by traders who have survived the market’s
ever changing temperament and have prospered—some by reinventing systems,
others by getting back to basics. Whether a novice trader, professional or some-
where in-between, these books will provide the advice and strategies needed to
prosper today and well into the future. For more on this series, visit our website
at www.WileyTrading.com.

Founded in 1807, John Wiley & Sons is the oldest independent publishing com-
pany in the United States. With offices in North America, Europe, Australia, and
Asia, Wiley is globally committed to developing and marketing print and electronic
products and services for our customers’ professional and personal knowledge
and understanding.
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To Ning, with all my love,

To my parents, with gratitude,

and

To all traders who have struggled with trading’s mental challenges—

which is to say, all of us
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INTRODUCTION

f you have picked up this book and are reading it, chances are you have had some
trading difficulties or have tried but have not yet been able to take your trading to
the level you desire. You may have experienced one or more of the following in your

trading:

= Cut winning trades short even though you know your trade setup is solid.
= Failed to pull the trigger on a perfectly good trade because of fear of loss.

= Let losing trades run hoping for a return to breakeven.

» Added to a losing position in the hope that the market would turn around.
= Made profits in the morning but gave them back in the afternoon.

= Became more aggressive after losing money.

= Took unplanned trades when the market suddenly moved.

= Stopped trading or reduced position size after a loss.

= Traded greater position size than prudent money management practice would
advise.

= Held trades longer than they should have been held looking for a “home run.”
= Failed to take a perfectly sound setup because the last two trades were losers.
= After a day of big profits, your confidence soared and your trading suffered.

= Consistently made small money but have been unable to elevate your trading

performance.
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These trading difficulties hurt. They not only hurt your account, but they also
cause mental and emotional suffering. No other profession tests your psychology
as does trading, These difficulties and unskilled trading behaviors arise from the un-
derlying mental and emotional challenges traders face. Most likely you have made
considerable effort to overcome these difficulties but the methods you tried have
probably failed you. After a while, you may question whether anything will ever
work, or worse, you may question your suitability for trading.

This book is different from the methods you have tried. It offers mindfulness, a
state-of-the-art method backed by scientific proof, and a specific trading psychology
process: together they can unlock the door to managing your mental and emotional
challenges and to excellence in trading performance. If you are determined and are
willing to commit to the effort, this book will definitely help you.

I am trained as a clinical psychologist. I became involved in trading and trading
psychology more than 15 years ago. Like other traders coming into the market, I
have experienced most of the difficulties listed above. Personal experience and the
experience of working with other traders taught me that the conventional trading
wisdom of controlling and eliminating one’s emotions from trading does not work.
Quite the contrary, the more we struggle to try and control our feelings, the more
our attention is distracted away from our trading, and the more erratic our trading
becomes. Not only does the conventional wisdom not work, it is wrong. Countless
traders have traded poorly and failed to learn the trading skills following conventional
wisdom because trying to get rid of our thoughts and feelings in the usual problem
solving way actually is the cause of our problems. We become stuck in a rigid and
intractable mental pattern and our trading suffers.

Albert Einstein once said, “You cannot solve a problem from the same conscious-
ness that created it. You must learn to see the world anew.” Einstein could have been
talking about trading when he made this remark. We have to think differently to
overcome the universal mental challenges of trading. This book will show you how.

I began to think differently about trading psychology when I saw something
wonderfully mind-blowing at a psychology conference. A video presentation
showed a psychologist treating a person who was depressed and suicidal. Within a
single therapy session, however, the person had changed markedly. She was no lon-
ger depressed and no longer suicidal. She no longer needed psychological treat-
ment. I couldn’t quite grasp what the psychologist was doing because it was very
different from what I had learned and practiced as a psychologist—it even seemed
counterintuitive, but I knew deep in my bones that whatever it was, it was damned
powerful.

The different way of thinking about psychology is called Acceptance and Com-
mitment Therapy, or ACT. When I first saw that presentation, ACT was new. There
wasn’t much written about it and only a few had experience with it. That has all
changed. Now there is an explosion of books, scientific papers, and conferences
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and more psychologists are adopting it because it is so effective. Settings outside
the therapy room are also beginning to embrace it. Susan David and Christina
Congleton, for example, have written about the mental agility that ACT promotes
specifically for corporate executives and industry leaders in Harvard Business Review
Online. Wouldn’t you like some mental agility in your trading instead of mental
struggle?

One of the core components of ACT is mindfulness. Mindfulness, as you will
learn in this book, is incredibly important for traders. Although it has its roots in
Eastern traditions, modern scientific research shows that it has powerful ability to
positively impact us psychologically and even enhance the structure of our brains
(as seen through neuroimaging studies). ACT’s approach to mindfulness, along with
its other advanced psychological techniques such as defusion and commitment to
actions that bring high value to our trading, can dramatically change your trading
psychology for the better. Instead of struggling to try and control your unwanted
thoughts and feelings, mindfulness and other techniques allow you to be a sort of
mental aikido master where you can sidestep them and redirect your focus onto
what’s really important, your trade.

It’s not sufficient, however, just to develop mental agility if you want to achieve
excellence in trading. At its core, trading is a performance-based activity. We develop
trading knowledge, skills, and abilities and then apply what we know and can do by
performing in the markets. The best performers in any field are guided by coaches,
mentors, and specialized training. The structured guidance affords opportunities to
learn skills and overcome mental challenges. Most traders do not have structured
guidance. They are left on their own. This book sets out to change this.

What matters most in any performance activity is having and adhering to a
process. A process is a well-defined series of actions or steps taken to achieve a
desirable result. The more consistent we become in a sound process, the better we
can apply our knowledge, skills, and abilities and the better our trading results will
be, all other things being equal. My ideas about a trading psychology process were
born in a graduate course on sport and human performance psychology taught by
Charlie Maher, an accomplished sport psychologist. Charlie’s course helped me
shift my ideas of trading psychology. This shift involved moving away from tradi-
tional psychological methods and techniques of trying to change one’s thoughts
and emotions to applying psychology directly to the process of trading: how we
prepare to trade, how we execute our trading, and how we evaluate our trading
performance.

This is the first book about a trading psychology based on the power of mindful-
ness and the bedrock of process. The combination of a robust trading psychology
process with mindfulness and other cutting-edge mental skills can help you excel
in your development of both the psychological aspects and the technical aspects of
trading.
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B How This Book Is Organized

This book is divided into three parts. Part I (Chapters 1 through 4) discusses the unique
challenges traders face, both mental and emotional. In a very real sense, in order to
succeed at trading, traders need to know how they fail. Part II (Chapters 5 through 8)
introduces mindfulness, what it is, how it can help traders meet the mental and emo-
tional challenges of trading, and how to do it. Part IIl (Chapters 9 through 11) presents
a robust trading psychology process, made up of three distinctive time frames and the
associated high-value mental skills traders can develop that can take them on a continu-
ous improvement path to excellence and mastery of the trading game.

Part 1

There are many psychologically influenced challenges to overcome on the path to trad-
ing success. The unaware trader can very easily be blindsided by cognitive biases and
heuristics—mental rules of thumb we use effectively and routinely in our daily lives,
but are inappropriate for trading. Emotions, too, can be a significant challenge for trad-
ers. Cognitive biases and emotions can cause you to hold onto losers, take trades at the
wrong time and in the wrong direction, jump into unplanned trades, and other erratic
trading, The chapters in Part I show you the root cause of erratic trading behaviors. Real-
life examples of traders' in actual trading situations make the concepts clear and com-
prehensible. Practical exercises and forms are provided so you can begin to identify and
constructively address the mental and emotional difficulties and erratic trading behav-
iors that you experience in your trading, All exercises in this book are available in larger,
PDF format for download at the author’s website (www.tradingpsychologyedge.com).

In Part I we also look closely at fear and its various forms, along with stress, other
strong emotions such as anger and boredom, and emotional hijackings—those emo-
tion-dominant states that cause us to act imprudently and can ruin a trader’s account.
We introduce Emotional Intelligence, an important psychological ability, which
helps you identify your emotions, understand what they mean, and the patterns they
generally follow. This alone can give you a significant advantage in your trading

We review traders’ default methods to cope with unwanted emotions, especially
fear, and show exactly why many of these methods do not work. We review the psy-
chological experience of loss aversion, why it is actually natural for us to cut winning
trades short and what we can do to address this behavior. As we conclude Part I, we
also show that trying to eliminate emotions from trading—what conventional trad-
ing wisdom advocates—is the exact wrong thing to do. After reading this section,
you will never again think the same way about emotions.

Part 11

Part II introduces mindfulness. Mindfulness is one of the most powerful skills all

10 1 1
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profound value to traders through its many benefits. With the enhanced focus and
concentration afforded by mindfulness, you can see the market and the trading op-
portunities it presents more clearly. Mindfulness directly helps tame the fear re-
sponse, strengthens internal emotional regulation, and significantly reduces stress.
Mindfulness teaches that you can trade well even though you may have unwanted
emotions. The practice of mindfulness along with the advanced psychological skills
of defusion, acceptance, and commitment help you keep your focus on the high-value
actions that best serve your trades so that you can execute them rather than be dis-
rupted by anxiety, fear, and other unwanted emotions. Mindfulness also helps you
reduce common trading errors caused by applying mental shortcuts (cognitive heu-
ristics). It allows you to engage your deliberative mind and strengthens your decision
making. Mindfulness also promotes learning and, together with deliberate practice
(discussed in Part III), you can develop mastery in trading,

Several mindfulness practice scripts along with alternate suggestions of how to
do mindfulness for you to use and develop your mindfulness skills are presented
in Part II. Many of the mindfulness scripts have been recorded and are available on
the author’s website (www.tradingpsychologyedge.com) for download. There are
examples to show you how to apply mindfulness in trading and how to use it along
with other important techniques in overcoming psychologically difficult trading
situations. When we are challenged by a trading situation that causes an emotional
reaction, our attention automatically turns inward to our thoughts and feelings. We
lose focus and our contact with the market and trade poorly. Mindfulness can correct
this strong tendency. It helps us keep our focus where it should be: on the market.
We also show you how to address both minor and major trading challenges with
mindfulness and other state-of-the-art methods. You are given an explicit protocol
for overcoming your specific, challenging trading situations along with the details of
how two traders used this method to successfully resolve problematic trading behav-
iors of cutting winning trades short and oversizing trades after a loss, respectively.

Part II1

To achieve excellence and optimum success in trading, in addition to mindfulness
and other mental skills, you will need a sound trading psychology process that helps
you continuously develop both your mental and technical skills. The trading psychol-
ogy process we present here is a psychologically informed framework for your de-
velopment into a successful trader. The framework is adapted from Charlie Maher’s
sport and human performance model. This trading psychology framework consists
of three core psychological principles of the trading process: High-Quality Prepara-
tion, Effective Execution and Constructive Self-Assessment. Within each principle
are four high-value mental skills every trader will find beneficial. The process of
personal growth and self-development is made explicit by identifying your personal
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B Note

developmental needs, creating SMART goals to address your needs, implementing
the goals, evaluating them, and adjusting them until you transform a limitation in
your trading into a new skill and ability you can rely on. There are case examples
from traders to help illustrate and clarify these concepts. Specific techniques, skills,
and procedures such as mental parking, the mental STOP, the Trader’s Performance
Assessment, and other beneficial practices are explained.

Although this is a book, it has been set up as a manual or handbook for trading
psychology. There are charts and forms you can use to apply the information you
learn to your personal situation. I encourage you to not only read the book, but also
do the exercises, practice and develop mindfulness skills, and apply what you have
learned to your trading. Let this book be your coach, mentor, and guide in your jour-
ney to take command of the mental and technical sides of trading. Trade mindfully
and achieve your optimum trading performance with mindfulness and cutting-edge

trading psychology!

1. Case examples of traders may be actual case examples or a combination of experiences from dif-
ferent traders presented as an individual trader to help better highlight concepts and techniques.
All names have been changed and any potentially identifying information has been altered to

ensure privacy.
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Traders’ Mental
Blind Spots

Colin had been watching the S&P e-mini futures all morning, waiting patiently
for a trade. Finally, he saw one setup. He looked carefully at both the price ac-
tion and the indicators he used to qualify his trades. Everything met his criteria.
Price had turned bullish and all indicators were signaling long. “There’s no flaw
in the setup,” he thought.

The trade started working almost immediately. The market moved up smartly,
breaking a nearby resistance level and then moved into “clear air” where no
other resistance was located. The S&Ps rallied for twelve points from the trade
entry—an excellent intraday run for this market. But, Colin was not on board.

He didn’t take the trade. When discussing this later, he said, “The same
setup occurred yesterday. | guess | was thinking of that trade, which | took, but
it didn’t work out. | had a loss. There was even a slight difference in favor of to-
day’s trade. One of the indicators did not confirm yesterday. Today’s setup was
picture-perfect. | kicked myself for not taking the trade. | don’t really understand
why | didn’t take it. | wasn’t feeling any big emotions; | certainly wasn'’t fearful.
| just thought that since yesterday’s trade failed, this one would, too. | was
wrong. Why didn’t | take the trade?”

hat failed Colin was not his emotions or misreading the market. What failed

Colin was his thinking. Colin’s mind entered a natural mental blind spot
psychologists call the recency effect. The recency effect is a cognitive bias where our
mind weighs the latest information with greater importance than other data when
making decisions. In Colin’s mind, yesterday’s outcome weighed more heavily than
today’s “picture-perfect” criteria, leading him to shun the trade.
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Many traders believe emotions are the mostimportant aspect of trading psychology.
This is only partially true. Feelings and emotions are certainly important. Traders
cannot make reliable decisions without them. Strong emotions such as greed, anger,
and especially fear can significantly influence trading and cause erratic trading behav-
ior. However, emotions are not the only thing that can influence trading. Thoughts
and the way we think also play a significant role. Sometimes, thoughts ignite strong
emotions and thinking almost always amplifies them. At other times, as we see in
Colin’s case, emotions play little part in poor trading decisions. Less familiar to many
traders is the role that our mind and our thinking plays in trading and the way we
make trading decisions.

Our thinking can create mental blind spots that can shackle us, as the example
with Colin shows, rendering technical skills useless at that moment. In fact, how
we think and how we treat our thoughts are the most important aspects of trading
psychology. A main objective of this book is to help you become more aware of your
thoughts and how they directly influence your trading actions. Learning and applying
skills related to cognitions described in this book may have the most decisive impact
on our trading—they can be far more potent than some of the common things we
try in dealing with emotions. Of course, this does not mean that emotions are un-
important and should be ignored. We discuss emotions starting in the next chapter.
To begin, however, we focus on the natural constraints that arise from our thinking
as one of the key aspects of trading psychology that traders need to become aware of
and understand in order to trade well.

Thinking is integral to being human. It is so much a part of us that we usu-
ally don’t think much about thinking. If we pause for a moment and observe our
thoughts, however, we begin to become aware of the activity of our mind. This is a
fascinating study. We soon realize that we have a near-constant, never-ending stream
of thoughts. The mind is tirelessly commenting and telling us things. Unless you
practice, you will find it impossible to quiet your mind and stop the flow of thoughts
for all but a few seconds. Even with practice, quieting the mind for more than a few
minutes before another thought involuntarily arises is elusive for most people. Two
important characteristics of our minds thus emerge: thoughts are always with us and
we do not have much control over them. This is essential data for traders.

Because we have experienced our mind’s chatter every day for as long as we can
remember, we are accustomed to it and rely on it heavily. We tend to accept whatever
our mind tells us as an accurate reflection of reality. We rarely question or objectively
evaluate our thoughts. Because thoughts are a natural part of us, accepting them
seems natural, too, but in trading, this can be dangerous.

Part of the danger comes from natural limitations in our cognitive capabilities.
There are certain mental boundaries that often constrain the way we think, distort
the way we process information, and impact the way we make decisions that cause
predictable errors in trading, These are our mental blind spots commonly referred to

abcBourselrr N @abcBoursetiry



www.MyChart.ir
http://abcbourse.ir/

as cognitive biases and heuristics. The most important mental blind spots for traders
include:

= The representativeness heuristic
» The recency effect

= Loss aversion

= Confirmation bias

= Base rate neglect

= The affect heuristic

= Hindsight bias

m The endowment effect

= Optimism bias

We discuss most of these mental blind spots in this chapter. Some—mnotably loss
aversion and optimism bias—are covered in later chapters. Understanding these
mental blind spots and becoming aware of them in one’s own trading are crucial for
the trader as they can directly affect trading performance and results.

B Heuristics and Cognitive Biases

The term heuristic is just another word for mental shortcut. When faced with a com-
plex or difficult decision, people often simplify their task by applying an abbreviated
rule set to help problem-solve and make the decision. This streamlines the think-
ing chore into a more straightforward and manageable job. Heuristics shorten the
decision-making time and reduce the mental load. Their use allows people to func-
tion efficiently and quickly without having to mentally process and make sense out
of a large amount of data. These mental shortcuts are handy in many situations and
produce reasonably accurate results much of the time. For an example, let’s say we
are planning a trip and need to budget gasoline expense for driving. To do this, we
need to know how many miles can be driven on a tank of gas. One way to do this is
to keep detailed records on gallons and mileage for each fill of the gas tank for the
next six months and then calculate the average. It would produce an accurate figure
of miles per tank of gas across many different driving conditions, which we can then
use to calculate fuel costs. Alternatively, we can use a simple shortcut of setting the
odometer to zero when the tank is next filled and apply the mileage gotten from that
one tank of gas for our fuel cost projection. Will the shortcut be as accurate as gath-
ering six month’s worth of data? Probably not, but the simple approach produces a
good enough result for our trip planning purposes. That’s using a heuristic.
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Heuristics are used all the time. When deciding to go into an unfamiliar restau-
rant, for example, we might use the restaurant’s overall appearance in making our
judgment. Rather than taking a survey of patrons’ dining experiences as they exit, if
the restaurant looks clean and inviting, and there are cars in the parking lot, we are
apt to dine there. Note that an easier mental task is substituted for a harder one. This
is a hallmark characteristic of heuristics. It’s easier to assess the appearance of the
restaurant than interview its patrons. Likewise, it is easier to calculate mileage from
one tank of gas than to record and process mileage data over a six-month period for
estimating driving expenses. Heuristics have value; they help us manage our world
efficiently. Because they are effective and do have such value, we normally apply
them as our default mode of thinking.

There are times, however, when heuristics and other abridged mental processes
lead to significant errors and inconsistencies in our judgments. In their pioneering
work on how we think and how we produce thinking errors, two psychologists—
Nobel laureate Daniel Kahneman and AmosTversky—found that when people make
decisions under conditions of risk and uncertainty, they have a strong tendency to
abandon careful rational analysis and, instead, apply heuristics and other cognitive
short cuts. This often produces predictable errors and poor outcomes. Their research
was in striking contrast to the conventional wisdom at the time it was published. This
and subsequent work spawned a new discipline emphasizing psychology’s influence
on economic decision making now known as behavioral finance.

Kahneman and Tversky’s research was followed by a long line of studies that dem-
onstrate how natural limitations in our information processing—that is, how we
observe, think, and problem-solve—automatically emerge in situations that involve
the assessment of complex and often incomplete data and also entail risk and uncer-
tainty in outcomes. The research is clear, robust, and their findings are significant
for the trading world: in uncertain, risky conditions the application of heuristics
and other cognitive biases in making decisions often results in significant errors and
costly mistakes. Trading always involves risk. Trade outcomes are never certain, and
traders confront complex and incomplete data in every trading judgment. When
traders favor mentally efficient thinking shortcuts known to produce errors, they
end up making poor trading decisions and these lead directly to poor trading results.

We saw this with Colin and his weighing of a recent trade outcome, which caused
him to miss a sound trade. What makes it difficult for traders is that what works well
in everyday life can lead to costly errors in our trading lives. Consider Jackie who
has just moved into the city and now walks to work. Over the past two weeks she
has enjoyed her walk in the warm, early morning sun. But yesterday, a cloud-burst
drenched her and she arrived at the office sopping wet. Today, she carries an umbrella.
This is an adaptive use of a recent experience. Contrast this with Colin’s missed
trade. Like Jackie, Colin also had an unpleasant experience in the form of a trading
loss. The next day with the same type of trade setting up, Colin weighed yesterday’s
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failed trade outcome—which has no bearing on today’s trade and was irrelevant to
his decision—as more significant than today’s textbook trade setup because what
happened yesterday was fresh in his mind. Jackie stays dry; Colin misses a good
trade. Afterward, Colin could not understand why he didn’t take a sound trade. This
is the poignancy of using heuristics and cognitive biases in trading. Because we do use
them so frequently in day-to-day decisions, it’s natural that we readily bring heuris-
tics and other cognitive biases into our trading. Because we also trust what our mind
is telling us unquestioningly, we can be mentally blind to the serious trading mistakes
we are making as we make them. It is crucial for all traders—from novice to the
more experienced—to understand and become aware of these blind spots. We start
with what is likely the most common trading heuristic called representativeness.

B Representativeness

The representativeness heuristic means that we use a mental shortcut that looks for
similarity between the current situation or event and its overall class as a way to
judge probability. If an event is similar to our model or prototype, then we assume
that the event has the same probabilities as the model. Representativeness occurs
when something appears (or represents itself) to be likely, when, in fact, it may not
be likely. An example from outside of trading will help clarify representativeness.
When buying a used car a buyer may look for dents, lift the hood, and kick the
tires. If the engine looks clean, the car is shiny, and the tires look new, he may think,
“This car has been maintained well.” That’s using the representativeness heuristic;
however, mere appearance can be misleading. It is only by reviewing maintenance
records and having the car checked out by a mechanic will the buyer be able to ac-
curately assess the probability that this is, indeed, a well-maintained vehicle worth
buying. Simply relying on appearance does not mean it is a sound car, even though
it looks good. In our mind, the car represents itself as a well-maintained vehicle.
Substituting the car’s appearance for a thorough mechanical assessment is the cogni-
tive error. In trading, representativeness is often seen in traders who scan the market
action to see if it matches a prototypical chart pattern. For example, current market
action might look to a trader like it is forming a bull flag, and he goes long. But that
is like assessing only the car’s appearance for its actual condition. If the chart forma-
tion is occurring after a lengthy trend, what appears to be a bull flag could instead be
distribution. Simply matching market action to a chart pattern speaks only to pattern
recognition. It does not speak at all to the probabilities of the next market direction.
It is very difficult for our minds to assess probabilities. Mentally, it is far easier to
make a judgment that price action looks like a bull flag than it is to assess the prob-
ability that the market will act in a certain way or have a specific outcome. As we saw
when evaluating the appeal of an unfamiliar restaurant or the condition of a used car,
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heuristics involve the substitution of an easier mental task for a more difficult one.
We ask a question that is easy to answer: Does this look like a bull flag? The correct
question is: What is the likely next move of the market? The easy answer to the easy
question has us taking a long position. The correct question was never asked because
it requires more involved thinking. The correct question may lead us to the conclu-
sion that the market is overbought, has stalled at a higher time frame resistance level,
and what initially looked like a bull flag is now seen as a market unable to rally far-
ther and about to fall. We will use the following case example involving Zoe, a swing
trader, to illustrate representativeness further.

Case Example: Zoe

Zoe was trading EZU, the Exchange Traded Fund for the MSCI European Monetary
Union Index. She saw the weekly Bullish Engulfing Candle pattern in late June and
went long. You can see what she had seen in Figure 1.1. She anticipated a continua-
tion of the weekly uptrend, which looked strong to her. Zoe noted that every bullish
engulfing pattern in this uptrend worked well. Thus, she expected a winning trade
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FIGURE 1.1 Zoe’s Weekly Chart Depicting an Uptrend
Source: TradeStation Technologies, Inc.
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that would take price and her trading account to new highs. Shortly after taking
the trade, however, she became despondent. Almost immediately, the market fell
below her stop and she suffered a loss. Zoe couldn’t understand why this happened.
“Everything,” she said, “looked perfect.”

But everything wasn’t perfect. Stepping up a time frame to the monthly chart,
we see that this higher time period had recently produced a Dark Cloud Cover that
caused this market to fall below the 2009 high just a few weeks before she entered
her trade. Figure 1.2 depicts this vital monthly data. Zoe’s mind didn’t take this in-
formation into consideration.

Zoe focused only on the weekly chart with its bullish candle pattern. To her mind,
the candlestick unquestionably appeared as another strong signal in the uptrend. Note
that Zoe chose to answer the easy question: Is this a bullish engulfing pattern? Of
course, the answer is yes. The more difficult and more important question—what
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FIGURE 1.2 Higher Time Frame Dark Cloud Cover Pattern
Source: TradeStation Technologies, Inc.
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is the likely next move of this market?—was never considered. Zoe committed the
characteristic thinking of representativeness: she mistook appearance for probability
and went no further than asking whether price matched a candle pattern. Remarkably,
Zoe had no doubts about this trade. “I took one look at the chart and I immediately knew
this would be a good trade,” she said. “I felt certain about it.” She was so convinced and
confident about what appeared to be represented in the weekly chart, she neglected
the higher time frame information, and, of course, read the market incorrectly.

The bullish engulfing pattern had the appearance of a strong setup, but it occurred
immediately after higher time period weakness. The base rate probability of the negative
monthly price action trumps the odds of a weekly bullish setup. And, just because the
bullish engulfing pattern was working recently in the uptrend does not guarantee it
will continue to work. Again we see the recency effect extracting its toll on the trader.
Recall that recency was the cognitive bias that caused Colin to miss a sound trade.
When more weight is assigned to what happened most recently, errors in judgment
increase. In trading, we tend to look at a lot of information: news, indicators, price
action, morning calls, economic reports, newsletter recommendations, and the like.
What tends to stick in our head is what occurred last and even what was looked at last.
This can become overweighted in our decision process. In the ETF Zoe was trading,
recent similar bullish engulfing patterns pushed the market higher. These preceding
events were most salient in Zoe’s mind and therefore weighted heavily.

You can see that it is easy to make these errors. The trade setups and price action
look good, but are false. It is not that the market is trying to fool you, but that our
minds frequently make quick, unstudied judgments by applying mental shortcuts
that lead to errors and trading losses. Recall that Zoe said she “immediately knew
this would be a good trade.” She didn’t carefully analyze the market. Her mind rec-
ognized the candlestick pattern, saw it had been working well in previous weeks, and
applied a mental shortcut of assuming the current market action matched a choice
trade setup when it did not. Zoe was affected by her mental blind spot.

Note that little strong emotional responses were involved here. Errors were made
due to flaws in thinking; they were not driven as a reaction to fear or greed. She simply
jumped to a conclusion without bothering to assess the full range of possibilities that
a thorough market analysis would have revealed. Her mind locked onto the candle
pattern and, in doing so, precluded any thought of further assessment. This is the
representativeness heuristic in action. Had Zoe done the analysis, it would have told
her that in this market context, the bullish candle pattern had low odds of working.
Again, the base rate or statistical probability for this market context was neglected.

Keep in mind that cognitive heuristics and biases are not mental deficiencies. As we
discussed earlier, these mental shortcuts are helpful and useful strategies in day-to-
day decision making. They are efficient and usually work well. Because they do work
well in many circumstances, we naturally rely on them and we tend to overuse them.
Where they don’t work well is under conditions of risk and uncertainty—precisely the
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characteristics of the trading environment. It is very difficult, however, to shift from
something that is unconsciously used all the time to consciously overriding it. This
is true for everyone and affects all traders from the novice to the experienced alike.

B Intuitive and Deliberative Thinking

To help you understand the pervasive nature of our minds to almost automatically
default to an error-prone mental shortcut, consider the two problems below. These
questions come from cognitive psychologist Shane Frederick who studies heuris-
tics and biases.' Frederick developed an enlightening test on how readily we apply
mental shortcuts. Read each question and jot down your answers before reading on.
Doing so will help give insight into an important psychological phenomenon highly
relevant to your trading:

1. A batand a ball cost $1.10 in total. The bat costs $1.00 more than the ball. How
much does the ball cost? cents

2. If it takes 5 machines to make 5 widgets in 5 minutes, how long would it take
100 machines to make 100 widgets? minutes

Jot down your answers before reading on.

When answering these questions, the majority of people show a characteristic
common in many problem-solving and trading errors: they jump to the first answer
that comes to mind and spend little if any effort to assess whether or not they have
arrived at the correct answer. In the first problem, was your answer 10 cents? Most
people give this answer. The correct answer is 5 cents. The most common answer to
the second question is 100 minutes, but again, this is incorrect. The correct response
is 5 minutes.

In the ball and bat question, if the bat costs $1.00 more than the ball, then the ball
could not cost 10 cents because then the bat would have to cost $1.10, which would
have a total cost of $1.20.The ball costs 5 cents and the bat, costing $1.00 more than
the ball, would have to cost §1.05. Combined, the bat and ball have a total cost of
$1.10. In the second problem, since 5 widgets are made in 5 minutes by 5 machines,
then it takes each machine 5 minutes to make one widget. Increasing the number
of machines to 100 would produce 100 widgets over the same amount of time:
5 minutes. Take a moment to think these through if you need to.

If your answers were incorrect, don’t feel badly. Most people answer incorrectly.
In fact, when Frederick gave these same problems along with one similar problem
to students from some of the most prestigious universities in the United States,
including Princeton, Harvard, and the Massachusetts Institute of Technology, fewer
than 50 percent solved all three problems correctly. It’s less an issue of intelligence than
it is an illustration of our natural limitations in thinking through complex problems.
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In the research labs, cognitive psychologists Maggie Toplak, Richard West, and Keith
Stanovich have shown that answers to Frederick’s test are correlated with susceptibility
to commit cognitive biases and errors. Incorrect answers on these mental problems
indicate that a preference for using heuristics is likely to produce judgment errors
when in situations involving uncertainty such as trading. When confronted with mildly
challenging problems such as the ball and bat problem or whether or not the market is
ripe for a trade, people often don’t think deeply enough to arrive at the correct answer.
Further, their shallow thinking keeps them from recognizing their error. This leaves
them unaware that they are making avoidable mistakes. Zoe jumped to a trade decision
and was unaware of her error. This has obvious and important relevance to trading,

Assuming you answered the ball and bat and widgets questions incorrectly, pause
for a moment and think back to when you were answering the questions (before you
knew the correct answers). In the first question, did 10 cents pop into your mind
almost immediately? If it did enter your mind quickly, did you simply and almost
automatically accept that answer as the correct answer to the problem without any
further thought?The same query is relevant to the second question. Did 100 minutes
jump into your mind and you felt comfortable with that answer, and so you settled
on that? In both cases, once the answers came to you, were you satisfied with those
answers and then quickly stopped trying to figure out the solutions? This is the expe-
rience of most people. Our minds seem to impulsively go to the erroneous answer
and then look no further.

If you did answer the questions correctly, did the incorrect answers of 10 and 100
initially pop into your mind? Most people who do come to the right answers report
that they at first came up with the incorrect answers of 10 and 100. The difference
between those who solve the problems correctly and the majority who don’t is that
those who are correct suppress their initial answers and make a greater effort to
think through the problem before settling on an answer. Incorrect responders simply
accept the first answer that comes to them. This is exactly how heuristics work. Our
minds accept the first plausible answer, and then quickly cease further deliberation.
This is a mental blind spot. Notably, those who answer incorrectly typically feel that
the questions were relatively easy, and it would seem that way because a mental
shortcut was used and little energy was expended as they quickly came to an an-
swer. Those who do answer correctly report that effort was required to come to the
correct solutions. Maggie Toplak and her colleagues report that correct responders
generally acknowledge that the questions were difficult and challenging.

Psychologists such as Daniel Kahneman who study cognition conceptualize our
minds as having two parts or thinking systems. Kahneman calls these minds System 1
and System 2. We will be a little more descriptive and distinguish them as intuitive mind
and deliberative mind. For most readers, it was your intuitive mind that came up with
the (incorrect) answers of 10 cents and 100 minutes in the bat and ball and widgets
problems above. Our intuitive minds are very quick in making judgments. They seem to
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operate almost automatically, if not impulsively. As many readers experienced in solving
the problems above, little effort is expended when our intuitive minds are activated. We
just quickly come to an answer. There is also little or no sense of voluntary control when
our intuitive minds are managing our thought processes. It just happens naturally—
which in trading with its risk and uncertainty can easily be a mental blind spot.

Our deliberative minds, in contrast, are distinctly different from our quick and
impulsive intuitive minds. This part of the mind is active when we are thoughtfully
absorbed in a problem or task. Deliberative mind is engaged when we are expend-
ing mental effort. Compared to intuitive mind, it works slowly and feels effortful. A
sense of concentration, mental exertion, and choice are all associated with delibera-
tive mind and not at all with intuitive mind.

Research by Kahneman and other cognitive scientists shows that intuitive mind
automatically and effortlessly activates in response to things like:

= Determining which object is closer than another

» Calculating2+2=___

»

= Completing common phrases such as “Curiosity killed the

= Driving along a familiar road.

The response is automatic or nearly so; there is no conscious thinking involved.
Contrast this with the level of concentration and effort needed to:

= Listen to a person speaking to you in a loud and noisy room
m Calculate 27 X 93 =
® Drive an unfamiliar road with many turns

= Prepare a trading plan.

These mental tasks require mental deliberation and demand attention, sustained con-
centration, thought, and conscious reflection—all characteristics of deliberative mind.

You can see that intuitive mind is quick and essentially automatic in its response;
it requires little thinking to come up with an answer. Deliberative mind is slow.
Answers require effort and concentration. Intuitive mind activates with seeming
ease, in part because we are born with certain perceptual abilities such as orienting
to sudden sounds, recognizing objects, and avoiding threats. We can also become
quick due to repeated practice (e.g., riding a bicycle or driving a car), and through
prolonged exposure to cultural norms, social situations, and language such that we
automatically know how to act in most social situations and can associate words with
symbols and ideas and immediately understand what they mean, even if we haven’t
encountered them before. In trading, if we have studied chart patterns for a period
of time, for example, it is our intuitive mind that quickly identifies a bull flag pattern.
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However, it requires our deliberative mind to engage in the analysis as to whether or
not that bull flag is in the right market context for a trade.

So why all this discussion about our two types of minds? Well, it turns out that
understanding this two-part feature of our mind is vitally important for trading.
Intuitive mind, quick and efficient, is exceptionally poor at determining probabili-
ties, a key skill in trading. If it identifies a bull flag, it tells us to trade it. You might
think then that our deliberative mind—which is good at assessing probabilities—
would step in and curb the actions of intuitive mind. Not true. At best, our minds
like to conserve energy and will employ deliberative mind only when necessary. At
worst (and I tend to believe it is the worst), deliberative mind is lazy. This is Daniel
Kahneman’s considered view. Thinking is hard work, and at some level thinking is
experienced by many as aversive. If there is a ready answer offered up by intuitive
mind and the answer seems plausible, then the research shows that deliberative
mind will tend to rely solely on intuitive mind and not question it. It takes the easy
way out and avoids the uncomfortable experience of thinking hard. Think back to
the widgets and bat and ball problems. Both of those tasks required the skills and
abilities of deliberative mind, yet the vast majority of us give quick, intuitive an-
swers without any serious consideration as to whether they were correct or not. In
other words, in these tasks, deliberative mind simply accepted what intuitive mind
told it, no further questions asked. Do you see how this characteristic of our mind
can work against us in trading? Let’s look at another case example and further our
thought on this matter.

Case Example: Nathan

Nathan has developed reliable technical skills during the two years he has been
a trader, but his results remain inconsistent. We’ll take a look at one of Nathan’s
trading days, starting with his game plan for the day, a trade he took, and how his
thinking—which included his misuse of the representativeness heuristic and his
uncritical acceptance of what his intuitive mind told him in the heat of trading—
caused trouble.

Each night, Nathan develops his game plan for the next day’s trading. For this
day, he saw from Figure 1.3 that both his higher time frame charts showed that the
10-Year U.S. Treasury futures market was weak. The daily chart had turned down at
trend line resistance and the intraday chart was already in a downtrend. He decided
that his game plan for the next day would be to sell the market short in the area
marked E along the higher time frame intraday trend line at the right edge of the
chart.

Early the next day, Nathan saw from Figure 1.4 that the market had made a new
low at A, dipped under that low at B, and then held. After the market rallied to C,
Nathan decided to go long at D. His thinking was that the selling had dried up at
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FIGURE 1.4 Nathan’s Long Trade
Source: TradeStation Technologies, Inc.

this level, at least for the moment, and the market was showing some strength that
morning. At D he told himself, “If the market begins to rally from here, I will go
long” It did start to rally and he went long (at the arrow). The market then moved
briskly higher.

His trade was a profitable one, and Nathan was happy. But then he ran into
trouble. In his mind, the market had a strong response from holding the lows at
A and B. “Clearly, there was aggressive buying on the rally [from D to E]. The
market is very strong,” he thought. Nathan decided to hold the trade. But hold-
ing the long trade was a poor decision. Figure 1.5 shows what happened. The
profit made on his long trade was wiped out as the market quickly erased the
morning rally.

How did this happen? Nathan explained it later that evening. “I was thinking at
the time that it would be premature to exit such a good trade. I thought, ‘Hey, I'm
in a great trade and I don’t want to cut a winning trade short.” I was feeling very
good about my trade and I thought holding it was the right thing to do. I thought the
market was obviously bullish and I should hold on.”
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FIGURE 1.5 Nathan’s Loss Due to Representativeness
Source: TradeStation Technologies, Inc.

Nathan applied the representativeness heuristic, which led him to believe that the
market was “obviously” bullish. Nathan jumped to the conclusion that the up move
resembled strongly bullish behavior when, in reality, the market was not bullish.
Similar to Zoe’s candlestick pattern, mere bullish appearance does not necessarily
mean the market is going higher. Nathan’s intuitive mind mentally locked into the
morning rally and its impression of strength. He was operating within a mental blind
spot. Without further thought, he replaced his thorough nightly analysis with the
casy question of: Did the market look bullish? Drawn to the salience of the morning
rally, his intuitive mind was unable to detect that this was a mere fagade in the larger
downtrend. Although the base rate probability favored further downside movement,
Nathan—as is typical with representativeness—took no notice of what was probable.

You might be asking how could this happen? After all, Nathan had developed a
game plan to sell the market at E. How did that get ignored? Recall again the bat and
ball and widgets problems above. Remember how quickly your mind came to the
incorrect answer, and also, how swiftly and uncritically it was accepted? This is how
our minds tend to operate when caught in a mental blind spot. Our intuitive mind
swiftly develops a seemingly reasonable answer to a problem and our deliberative
mind, rather than engaging in the effortful task of thinking through the problem,
simply accepts what intuitive mind offers.

You might even say that there is a little mental sleight-of-hand being done by the
mind. Intuitive mind can’t really grapple with a question as complex as the probabili-
ties of market direction. Deliberative mind is equipped to deal with the complexity
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of probabilities, but this is an involved question that takes mental effort to resolve.
Instead of dealing with the difficult question, it gets replaced with a comparatively
easy question, which then gets answered. According to Daniel Kahneman, this is a
typical way intuitive mind operates. Nathan’s intuitive mind asked, “Has the market
rallied, moved up, and is it looking bullish?” The answer, of course, was yes. It did
rally, price moved higher, and it did resemble bullishness. This made it easy for Nathan
to believe that the market was bullish and led him to hold onto his long position.
However, the more complex and appropriate question was, “Given the current posi-
tion of the market, what is the probable direction of the market’s next move?” That,
of course, is a much more involved question requiring the use of Nathan’s delibera-
tive mind. Notice that this question was never asked; only the undemanding ques-
tion, “Does the market look bullish?” was considered.

It may seem surprising that Nathan forgot all the work he had done the night
before when he developed his game plan. He was interested in selling the market
short at E. His deliberative mind worked this out after detailed consideration of the
higher time frames, recent intraday trending, and other relevant market factors. This
was a meticulous and thorough assessment that addressed the question of what the
next probable move in the market would be and where it would likely take place.
Rather than taking his long trade off at E and initiating the short position as he had
planned, however, Nathan held onto his long. He committed a cognitive error and
profit was returned to the market. Further, he forfeited all the profits he would have
realized had he followed his plan to short at E because his intuitive mind took over.
The quick rally stood out prominently, and in a very real sense, this one salient fea-
ture of market action captured his mind. We could say his mind was hijacked as he
completely neglected his game plan and the short opportunity that had set up—a
costly cognitive error!

Although Nathan recognized the weakness in his nightly analysis and also under-
stood that a downtrending market will often see technical rallies, his intuitive mind
simply and solely relied on the representativeness of the morning rally, ignoring the
work he had done the night before. Kahneman refers to this as WYSIATI—What You
See Is All There Is. It is a shorthand way of saying that the intuitive mind will focus
on only a small, selective amount of information and confidently come to a decision.
The information it considers is often incomplete, but it is nevertheless viewed as the
only information relevant from which a judgment is then made. What is presently
before the intuitive mind is all there is. Other important data—even highly relevant
data like the detailed work done the night before—can be disregarded or unnoticed.
Out of sight, out of mind.

Your intuitive mind has no difficulty stepping right up and voicing its judgment
based on what it sees. This produces errors because this part of our mind is limited
in what it can do. Trading decisions require a synthesizing of various pieces of mar-
ket information that often are contradictory. And, trading decisions always involve
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probabilities. Intuitive mind cannot synthesize data or deal with probabilities. This
type of thinking is the province of deliberative mind. But as Nathan experienced,
deliberative mind is difficult to engage and it often acquiesces to intuitive judgments.

Nathan’s mind was also highly influenced by other psychological factors. Once
again, the recency effect showed its hand here. The most recent bullish price action
was emphasized over both the fact that rallies tend to end quickly in a downtrend
and the fact that price was coming to a known supply level. Also, Nathan’s euphoric
feelings in making a good trade decision early in the day producing quick profit over-
shadowed his perception of reality. He felt delighted and even a little triumphant
that he had just called the market correctly and was in profit. When we feel good
about something, we tend to let down our guard. At these times, intuitive mind is
especially free to reign. We aren’t as critical or as analytical as when our mood is
neutral or slightly negative. When feeling upbeat, we tend to expect positive results
to continue. This is known as the affect heuristic, and it was evident in Nathan’s deci-
sion to “let the trade run.”

The representativeness heuristic and its associated biases are very common in
traders. In every case, the trader misreads the features of the market as something
authentic when it is not. This occurs because an easy task is substituted for a more
difficult one. As we have seen in the case examples, in trading this often involves
identifying a chart pattern, indicator, or price action as all that is necessary to make
a trading decision because it resembles a prototype when a more deliberate analysis
is needed. At the same time, what is most probable for the market—that is, the base
rate—is neglected. Selected data that is usually conspicuous precludes other relevant
data from consideration (WYSIATI) and recent events can be more heavily weighted
in our decision making than is warranted. And, when things are going well and we
feel good, we may let our vigilance slide, something we don’t want to do when trad-
ing the markets.

Representativeness can arise in nonobvious ways. Michael Cooper, professor at
the University of Utah, Eccles School of Business, has done some fascinating studies
on representativeness. For example, during the frothy bull market leading into the
twenty-first century, the Internet was new and exciting. Cooper and his colleagues
show that companies that announced name changes during this period by adding
“dot-com” to their corporate monikers saw their stock price outpace other stocks by
a striking margin. Traders and investors apparently believed that the mere name of
a stock was representative of sound management, a strong market share, sufficient
capitalization, excellence in business planning, and a profitable and enduring line of
products or services. Interestingly, Cooper continued this line of research after the
dot-com stock market bubble burst. His research team looked at stocks that then
removed dot-com from their names and found exceptionally high returns during the
two-month period after the name change, showing again how representativeness can
casily influence investor and trader behavior.
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B More Heuristics and Cognitive Biases

The representativeness heuristic is likely the most prevalent heuristic used by traders.
There are many other heuristics and cognitive biases that have been identified by
psychologists. Wikipedia, for example, lists over ninety biases related to judgment
and decision making (there are also biases that operate specifically in social situations
and others that are relevant in memory recall). You could drive yourself crazy if you
tried to learn all of the biases and heuristics psychologists have discovered. Fortu-
nately, for trading this isn’t necessary. It is important, however, that you understand
the more common ones and how they can undermine your trading. I highlight the
ones most relevant to trading here with a few reserved for coverage in later chapters.

Confirmation Bias

Once an assumption is made, people tend to seek confirmation of their assumption,
rather than look to disprove it. Thus, instead of looking for contradictory data—
information that would call into question a trading hypothesis, for example, we have
a natural tendency to seek out and overweight data that would be consistent with
and supportive of our view. We have a strong need to be right and tend to look to
confirm what we already know or believe. This is known as confirmation bias; it can be
an important source of difficulty in trading,

A technical trader who uses the Stochastic Index as a major indicator to assess
overbought/oversold conditions when considering taking a trade would be applying
confirmation bias when she decides to also check the Commodity Channel Index,
“just to be sure.” Both indices measure essentially similar characteristics in price
action and give the trader the same information. Not only is the trader basing her
decision on methods that are correlated, she could fall into the trap of thinking that
since both indicators are signaling, there is greater strength to the signal and it must,
therefore, be a very good trade. This may promote unwarranted overconfidence and
lead to unjustifiable actions such as increasing trade size or staying with a trade too
long—two potentially costly judgment errors.

Focusing only on confirming data can also lead to greater than planned losses
when in a trade and market action contradicts the position. In this common instance,
the trader remains blind to the threat of loss because he continues to focus on and
overestimate the indications that endorse keeping the trade. Thus, things like minor
price action that, in isolation, appear positive to the trade are over weighted and
used to confirm the original trade idea now under water. Significant negative price
action that has emerged since the trade was taken is overlooked or ignored. In these
instances, trades end by stops, if placed, rather than by an early exit prompted by
objective assessment of the unfolding market. What is often the case when confirma-
tion bias is present, however, is that stops are not placed and the trade exit occurs
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when the positive features of the trade are completely shredded and further pain of
loss becomes too great to bear.

Legendary trader George Soros has commented that a trader’s ability to sift
through the data and search for disconfirming information is behavior that is rational
and profitable. Searching for disconfirming data, however, is not common. It runs
counter to our nature. Edward Russo and Paul Schoemaker, experts in judgment
and decision making, suggest that confirmation bias acts as a type of psychological
reinforcement. When we find confirming indications, it says we are right, and this
strokes the ego; we feel good. You can see how intuitive mind would favor data that
provides a quick and easy confirmation of a trade idea or market bias. Attaching
the emotional reinforcement of being right makes it difficult to rise above this bias.
Secking, finding, and accepting disconfirming evidence is saying we are wrong, This
is not natural for most of us. It also requires the active engagement of deliberative
mind, which we have already experienced is not easy to do. No wonder Soros cat-
egorizes the ability to search for disconfirming information as rare.

The Recency Effect

We discussed the recency effect earlier. Because it can be so influential in trading,
however, it is worth expanding our discussion of the recency effect. Recency bias
occurs from our tendency to weigh the latest events more heavily than other data
points even though other data may be equally or more important. What just hap-
pened lingers fresh in our minds and, thus, is more memorable than what occurred
carlier. Mentally assigning more weight to recent events consequently influences our
expectations of what will happen in the future.

Recency bias can affect trader behavior in a number of ways. As we saw with
Nathan, traders can be susceptible to weighing recent market movement most heav-
ily in their prediction of how the market will unfold in the future. Similarly, as we
saw with Zoe, if a trade setup has just produced a successful trade and sets up again,
a trader is likely to have greater confidence in the setup—more than its statistical
track record would warrant. In contrast, if a trade setup has just produced a losing
trade, many traders find it difficult to enter that setup again, especially when it sets
up soon after the loss. Colin passed on such a trade setup.

In both winning and losing trades, the trader’s mind can be overly influenced by the
recent experience. It is as if the trader is thinking that the recent outcome of Trade A
will directly affect the outcome of future Trade B. We know;, or should know;, that this
isn’t true. Each trade is independent of every other trade. Trade A does not influence
Trade B, yet we act as if there is a relationship because of this cognitive error. Trader
behavior becomes a function of the recency effect—a mental blind spot.

When first looking at a chart, the eyes of novice traders (and even many experi-
enced traders) will rivet on the chart’s right edge. They see the last few price bars
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and are quick to make a judgment about future market direction based on this limited
information. The intuitive mind likes this approach. A few data points are selected,
they are rapidly evaluated, and a decision is made. But this is also weighing the most
recent market action as the only thing that matters in making a trading assessment.
Without taking into account other background conditions and overall market con-
text, the trader runs the real risk of making a trading decision based on random
information. The recency effect has us neglecting market context and background
data. What we pay attention to is determined by its newness, not by its relevance.

It’s not just the recent things outside of ourselves like the market or our trade
setups that we overweight, we can also overweight our trading performance. If we are
trading well and string a few successful trades in a row or have an outsized gain, we
run the risk of allowing this recent experience to influence our next trading actions.
The tendency is to think we are on a hot streak or somehow our skills and abilities
have rapidly improved or we are just reading the market better than others. This
puts us at risk of committing several unforced trading errors such as increasing posi-
tion size, overtrading, or entering marginally qualified trades. The affect heuristic—
lowering our guard because we feel good—can reinforce and amplify recent positive
performance. Overweighting recent performance can influence our current attitude
and behavior, often leading us to act outside the bounds of our trading plan or, more
generally, act outside the bounds of rational trading.

And, it’s not just winning performances that can get overweighed; traders just
as readily overweight poor performances, too. Recent poor performance can lead
a trader to withdraw from the market in order to avoid the expectation of further
poor performance, or they may do the opposite and double down with increased
position size or take on additional trades in an effort to recoup what had been lost.
Either way, the important point is that recent events or actions are judged as overly
important and directly influence our next actions. This often leads to erratic trading
behavior and increases the odds of committing unforced trading errors and produc-

il’lg unnecessary losses.

Hindsight Bias

Looking back is always with 20-20 vision. Hindsight bias is sometimes called the
“I-knew-it-all-along effect,” suggesting that people view events after they happened
as more predictable than they were before they occurred. The benefit of now having
the data influences how they recollect their initial view of the event. Judgment and
decision-making researchers Neal Roese and Kathleen Vohs note in a review of the
scientific literature of this well-studied mental blind spot that hindsight bias involves
three levels of cognitive error: (1) flawed memories of one’s earlier opinion or fore-
cast making it seem as if the person predicted the outcome when, in reality, they did
not predict it; (2) belief that the outcome was certain to happen and had to happen
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in the way that it did; and (3) that the outcome was foreseeable and knowable ahead
of time.

In succumbing to hindsight bias, we tend to selectively recall only certain infor-
mation that validates what we now know to be true and then create a story about it
to make sense out of the event as we attempt to explain it to ourselves. If this story
is relatively easy to construct it then seems that this is the way it had to occur and,
therefore, the outcome must have been foreseeable. Again, as we have seen earlier
with other cognitive errors, only certain, selected information is considered and our
mind looks to take the easy route and substitute a story about the event that now
seems persuasive rather than carefully considering all the available data and working
through that data methodically to understand why the event occurred.

We often look at a market and will be able to make arguments why it might
rally and also why it might react. Ambiguity is a frequent part of the trading game.
When the market rallies, traders affected by hindsight bias will look back with seem-
ing 20-20 vision. They will mentally set aside the ambiguity they experienced at
the time, selectively cull information that supported the rally, and weave together a
story of market bullishness, with thoughts and feelings that say, “I knew it all along.”

Two significant consequences can arise from hindsight bias, as described by Ro-
ese and Vohs. The first is that hindsight bias can stimulate feelings of regret. Almost
always, regret will be accompanied by thoughts of “I should have seen X” or “I could
have doneY.” If the trader is now thinking because of hindsight bias that they should
have caught a strong move, they risk feeling bad that they missed profits. Worse,
they may try to make up for it by now taking a marginal trade because they feel a
self-imposed pressure from a faulty mental appraisal of what occurred.

The second major consequence of hindsight bias is that it prevents learning. As
Roese and Vohs note, “If you feel like you knew it all along, it means you won’t
stop to examine why something really happened.” For traders wanting to develop
mastery and expertise, this is a significant roadblock to self-improvement and
self-development. If we think the reasons a market moved were obvious, we won’t
bother spending the mental effort to review and study the move to understand why
it occurred the way it did. This false belief can undermine our skills and abilities as
traders. When a similar event reoccurs in the future, we are unprepared and likely
misinformed. This, of course, can continue to adversely affect our trading,

B Endowment Effect

A private stock investor acquired a long position in Apple, Inc. at an average price of
about $350 per share. His personal research projected a target share price estimate
of §750, based on what he thought revenue, profits, and other considerations would
be in the near future. He was also enthralled with Apple’s iPhone and iPad, and

abcBourselr, o @abcBourselir IRl

N
Ne]

SL1OdS ANITd TV.INAW SYIdVY.L


http://abcbourse.ir/

w
(=

TRADE MINDFULLY

bought the latest versions. In September 2012, AAPL reached an all-time share price
high of $705 before falling precipitously. This investor was also technically savvy
and could see that the stock had become parabolic on the run up to new highs—an
excellent technical reason to close at least a portion of the trade, if not all of it. This
investor chose to hold his trade, however, despite the fact that he had doubled his
investment and the technicals indicated it was now overbought. He said, “This stock
will go to $750 or higher. I am not selling it for anything less.” AAPL fell below $425.
A year later the investor was still holding the position and still waiting for a $750
share price. This is an example of the endowment effect, another mental blind spot
in which traders can become ensnared.

This cognitive bias is the opposite of cutting a winning trade short. Traders in-
fluenced by the endowment effect overvalue the stock, commodity futures, or cur-
rency contract that they already own, seeking a significantly higher price than if
they did not own it and often a price well beyond fair market value. Mere own-
ership affects perceived value. They will become more emotionally attached the
more they think about the things they like about it. Thinking about how much you
like the Apple products (e.g., iPhone, iPad, Mac) and their features, for example,
would tend to enhance the endowment effect. Thinking objectively about the stock
(e.g., P/E ratio, earnings growth, price-to-book, technical condition) will help to
minimize it.

As science becomes more advanced, we are learning that some mental blind spots
are a part of our genetic make-up. Endowment offers a good example. Evolution has
made us sensitive to scarcity, making us reluctant to give up what we already have, as
there is risk in not having the object in the future when it might be needed. A team of
scientists, led by Stamford professor of psychology and neuroscience Brian Knutson,
has shown that a specific brain area, the anterior insula, will activate when vulner-
able to the endowment effect. This brain region is associated with physical pain and
the emotion of disgust, emphasizing that it is painful to give up or lose something of
value. Consequently, we assign a higher value to it.

Turning a losing day trade into a long-term trade can begin with the endowment
effect when the trader is unwilling to sell out because she believes it has greater
value. When it doesn’t meet the desired price level and the belief of higher value
imprisons the trader’s mind, the trader may continue to hold the position turning it
into a longer-term trade.

B What Traders Can Do

We include in this chapter short case examples from Colin, Zoe, and Nathan. Each
committed unforced mental errors that led to poor trading actions and results.
Each trader believed they were making correct decisions as they made them. The
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judgment mistakes made were costly. Each trader did not understand why they
made the mistake they made. The three case examples reflect the experience of
many traders.

It is very easy to make cognitive errors in trading. At the time they are being
made, we are usually unaware that we are making them. Again, this is due to the ease
and efficiency cognitive shortcuts bring in everyday life. What works in familiar situ-
ations is naturally brought into the trading environment, but trading is the kind of
environment in which they are most likely to fail. The trader is then left wondering
why. Cognitive shortcuts (heuristics) are natural mental blind spots that reveal them-
selves in the thinking traps and mental shortcuts discussed in this chapter. These are
as much a part of trading psychology as emotions. As we will learn, trading psychol-
ogy is more about understanding how our minds tend to work than controlling emo-
tions. That is why I introduce this topic at the beginning of the book: to help traders
of all levels begin to recognize that our thinking—and not just our emotions—is a
vital aspect of successful trading. Understanding how our minds work may be more
important to the more experienced trader who struggles less with emotions yet
still finds consistency elusive. For the novice trader, understanding these blind spots
and working to overcome them will help keep errors down. This along with devel-
opment of other trading skills can build confidence and relieve the aspiring trader
from some of the toxic emotional pitfalls that so many traders have experienced and
suffered. Knowing and understanding the mental blind spots is the first step toward
dealing with them. We conclude this chapter with some suggestions on steps traders
can take to address their mental blind spots.

Because cognitive biases are mental blind spots, it takes special effort to avoid fall-
ing into their traps. Often, we realize our errors after the fact and it is too late. One
important tool in making sound decisions is developing the mental skill of mindful-
ness. We discuss mindfulness in detail in later sections of this book, so I touch on it
only briefly here. Mindfulness will help keep the trader centered and focused on the
process of trading, which will significantly help her or him be aware of the decisions
being made as they are being made and help avoid the mental blind spots discussed
here. When we employ heuristics and other biases, we override the trading process
in favor of mental shortcuts that provide mental effortlessness. Engaging deliberative
mind takes work, and often we find ourselves accepting intuitive solutions to avoid
the mental calculus needed to make carefully considered decisions. Mindfulness cul-
tivates a mental space that can help us choose to expend the right effort rather than
accept a beeline to a trading error.

In judgment situations where representativeness commonly appears—as in trad-
ing, Wesleyan University psychologist Scott Plous encourages decision makers to
keep base rates firmly in mind. Many of the cognitive errors we can make in trading
relate to ignoring statistics. In this regard, it is wise to know your personal metrics
for all of your individual trade setups. This would include basic win-loss ratios as well
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as expectancy for each setup. Having these statistics at hand will help you avoid mak-
ing important trading decisions based on one or two salient features of the market
and remind you that each trade has a set of odds. Understanding trade setup base
rates is useful in rising above representativeness and other biases, including the re-
cency effect. If you are feeling reluctant to take a trade because you have had three
losing trade events in a row, knowing that your trade setup has a win rate of 65 per-
cent can help you remember that you are trading the setup’s odds, and what it did
the last time you took it is within the norms of its base rate and not a reason to avoid
trading it when it next shows up.

Also important is to have a well-defined trade setup that includes the market
conditions under which the trade works best. This will not only serve to remind
you to pay attention to crucial background elements, it will also serve to filter your
trade setups so that you take only those with the best background conditions for that
setup. In this regard, you verify for yourself that you are taking only the choicest
trades. This kind of qualifying criterion will not only help you avoid decision-making
errors in trade selection, but it will also serve to increase your trade setup odds and
expectancies.

To avoid distortion and bias in what you see in the charts, Russo and Schoe-
maker recommend that you deliberately ask appropriate disconfirming questions.
This is useful for any cognitive bias and it is especially helpful in counterbalancing
our strong tendency toward confirmation bias. For example, if the market is rallying
and demand or buyers seem to be in control and you are looking for a long trade,
it would be prudent to also ask yourself about supply. You might ask, for example,
whether the last pullback showed lighter volume and narrower price bar ranges than
the last rally and whether your key indicators are maintaining a bullish tone as the
market pulls back.You are looking to disconfirm the presence of strong selling as you
are about to take a long trade. When the market pulls back on light volume and lower
overall activity and indicators fail to bend down, it shows supply is not dominant.

You can also test the alternative trade to the one you wish to take. Staying with
the long trade example, you would look for evidence that a short trade was in order.
You weigh this analysis against the analysis done for the long trade and assess which
is the more compelling choice. At the very least if you are thorough and objective,
you will identify anything overlooked. You will know whether your trade is a choice
opportunity or not. This can be useful in more ambiguous trading situations and will
also be of help with hindsight bias. It will pay you great dividends to develop a stan-
dard set of disconfirming questions for each trade setup you can routinely ask or by
assessing its alternative before taking any trade. By doing one or both, you are not
only actively working against confirmation bias; you are also actively engaging your
deliberative mind.

Traders who use mathematic indicators in their analysis are well-advised to avoid
auto-correlation. Multiple indicators can be useful, but not when they all measure
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the same thing. Make sure that the indicators that you do use are tapping into dif-
ferent market dimensions; otherwise you are committing confirmation bias. John
Bollinger in his book, Bollinger on Bollinger Bands, provides a thorough discussion on
multicolinearity among technical indicators and how to avoid it.

Paying attention to base rates, being clear on the best overall market conditions
for your trades, and asking disconfirming questions or conducting alternative trade
analyses are all designed to help sidestep the minefield of cognitive errors that our
minds seem so willing to enter. Table 1.1 summarizes the cognitive errors covered
in this chapter and some suggested tactics to counter their effects. The idea is to
recognize that thinking errors are likely to occur in trading, to hold yourself back
from accepting the first idea that comes to mind, and take specific steps to engage

V08B E Common Cognitive Heuristics and Biases: Descriptions and Suggestions

Heuristic/Bias Description Suggestions
Representativeness Assuming an event is an accurate Pay close attention to the base
Heuristic representation of a class (e.g,, rate of a trade setup.

Recency Effect

Affect Heuristic

Confirmation Bias

Base Rate Neglect

Hindsight Bias

Endowment Effect

assuming a chart pattern represents
a true directional play). Especially
common in trading,

Disproportionate overweighting of
recent trading patterns or events and
expecting them to continue into the
future.

Positive feelings promoting incautious
and careless trading.

Using additional similar or
comparable information to validate a

preconceived trading action or idea.

Tendency to ignore trade probabilities
in favor of representativeness,
recency, salient features, and other
nonprobabilistic reasoning.

Tendency to see past events as

predictable.

Tendency to overvalue what is already
owned. Focusing on associated
features can amplify perceived value.

Be aware of the overall market
context.

Engage your deliberative mind
before coming to a conclusion.

Make a special effort to look
beyond recent events.

Use optimistic emotions as a
signal to step back and engage
deliberative mind.

Actively look for contrary
indications and weigh against

confirming indications.

Keep good records of all trades
and generate individual metrics
for each setup.

Qualify trades and events by an
objective assessment of features
and attributes.

Seck to understand why a
market event happened.

Pay attention to objective
assessment data.

Have objective profit target.
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B Note

your deliberative mind. This is much easier said than done. All too often our intuitive
mind presents what appears to be an attractive solution, does so effortlessly, and,
without really being aware of it, we willingly (and confidently) accept the easy solu-
tion. Even Daniel Kahneman—perhaps the world’s expert in this field—finds it dif-
ficult to avoid the cognitive illusions and traps that he has studied, researched, and
defined for 40 years!

The best antidote to reduce judgment errors due to cognitive heuristics and biases
according to Daniel Kahneman and his colleague Gary Klein is through the develop-
ment of expertise. Even traders who are true masters and appear to rely on highly
refined intuition in reading the markets and making trades are applying hard-won
trading and chart-reading skills. The more skilled one becomes at reading markets
and managing trades under varying market conditions, the fewer the trading errors
due to heuristics and biases, and, of course, the better the trading results. This re-
quires a protracted period of experience in which special forms of practice are car-
ried out with clear, immediate feedback on performance. For a technical trader, this
means a lengthy period of training through simulation or paper trading and a gradual
immersion into actual trading so that trading knowledge, skills, and abilities are ac-
quired, developed, and consolidated. In Part 3 of this book, we cover a proven ap-
proach for personal development and improvement as a trader, and in Chapter 11 we
examine how expertise and mastery is developed through the psychological science
of deliberate practice and how to specifically apply it to your training and expert skill
acquisition and development.

1. Shane Frederick, “Cognitive Reflection and Decision Making,” Journal of Economic Perspectives 19
(2005): 27.
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Strong Emotions

in Trading

If you picked up this book and are reading it, it is very likely that you have ex-
perienced strong emotions in your trading and have struggled with them. It is
also very likely that these strong feelings have caused erratic trading actions.
You have had losses or missed profits because you acted too soon, acted inap-
propriately, or failed to act at all. Strong emotions have affected your trading.

You may have put extra effort into your trading to try to overcome this prob-
lem, learning more about technical analysis and maybe trading psychology. But
that doesn’t seem to matter. When you get into a trade you almost immediately
feel your nerves rise. Your attention rivets onto price action; you feel like you
are living or dying on every tick. Soon, your heart is racing and your muscles
become tense. Your discomfort is palpable. If your trade is in a little profit, your
mind is urging you to get out now—at least you will have a profit, it says. Cer-
tainly, you cannot have a loss. You might struggle a little longer and try to hold
onto the trade, but your mind becomes insistent: “Get out NOW!” And, you do.

You feel relief. Whew! All that tension is over. And, you made a small profit.
The relief feels good. Then, a few minutes later the market takes off and runs
several points in your direction. A sizable profit was forfeited because you were
mentally and emotionally hijacked. How many times have you repeated this
or similar experiences? You promise yourself you will change but fail to follow
through with your plan. Fear, or another strong emotion, gets the better of
you—every time. You wonder if there is a better way.

Yes, there is a better way. The first step in learning how to deal with and
overcome the erratic trading behavior caused by strong emotions is to help you
bring clarity to your experiences so that you understand them on a deeper level
than you do now. Let’s get started.

35
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Coping with fear and anxiety is a significant challenge for many traders. Even
among those traders who say they don’t struggle too much with fear or anxiety
when trading, virtually everyone is interested in developing more confidence and
reducing the trading-related fear and stress that they do experience.

Stocks, Futures and Options Magazine polled its retail trading readership on emotions
in trading. The magazine asked a straightforward question: Which emotion is the
toughest for you to control when trading? It listed fear, greed, and hope as possible
responses. As Figure 2.1 shows, the response was revealing. Traders overwhelmingly
endorsed fear as the most difficult emotion to control when trading, It was cited
about twice as frequently as either greed or hope. Fear is a very common and fre-
quent experience among traders.

Even successful traders with years of experience say they are never completely
comfortable in making and managing trades. Tim Bourquin interviewed over 200
successful traders and distilled what he learned into common habits most traders fol-
low that lead to success in trading. One surprising finding was that all successful trad-
ers came to realize that being uncomfortable when trading is okay. The traders he
interviewed—some with over 20 years of trading experience—were “never really
all that comfortable in their trading chair.” They still had doubts, still had worries,
and still experienced anxiety and fear. They felt the stress of trading and yet found
that they could still make good, profitable decisions while feeling uncomfortable. Al-
though these successful traders learned to “get comfortable with their discomfort,”

SFO Magazine Poll Question

Which Emotion Is the Toughest for You to Control When Trading:
Hope, Greed, or Fear?

Hope

Greed

Fear

\ \
0% 10% 20% 30% 40% 50% 60%

Reprinted with premission from
www.TraderPlanet.com

FIGURE 2.1 SFO Magazine Reader Poll on Emotions
Source: Stocks, Futures and Options Magazine 7, no. 8 (August 2008): 10.
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the point is that they all experienced discomfort in the form of worry, doubt, and
sometimes fear. The habit they created for themselves was not to try and get rid of
fear and discomfort, but to keep fear and discomfort from disrupting their market
judgments and trading decisions.

What is striking to learn from Bourquin’s interviews is that successful traders
eventually come to accept that trading will never be a totally comfortable pursuit.
Because trading involves information that is incomplete and trade situations that are
unique each time they arise, there is always a level of uncertainty and, thus, there
will always be a level of psychological discomfort in taking and managing a trade.
Over time and with experience, the discomfort diminishes, but as Tim found, even
after 20 years of trading, it still arises. Tim’s successful traders learned to cope with
the discomfort, and so can you. This book offers useful techniques in this regard. De-
spite the useful techniques, it is crucial to understand that we can’t really ever get rid
of the fear and anxiety. It’s a part of being human, and certainly very much a part of
both life and trading. Even though conventional trading wisdom suggests otherwise,
getting rid of fear and anxiety is really not possible, as Tim Bourquin’s 200 successful
traders found out on their own.

If you experience fear, stress, and anxiety when trading, understand that you are
certainly not alone. Virtually every trader experiences these strong emotions. When
a trader seeks help in developing their mental skills, it almost always involves deal-
ing with fear and anxiety. Fear is the most common complaint seen in traders, and
one of the most common issues that holds traders back from becoming successful in
their trading. Two case examples from traders I have worked with can help give you
a sense of the limitations that fear and anxiety can produce.

Jennifer is a day trader with solid technical skills. Over the four years
she has been trading, she has seen her equity curve begin to grow, hav-
ing had periods of good profitability, especially during the past year.
This is in contrast with the first two years of her trading where she
experienced some sizable drawdowns. Because she is seeing greater
profitability in her more recent trading, she wants to increase her posi-
tion size. This is appropriate given her positive track record. However,
when she steps up her position size, worry and fear seem to hijack her
normal trading abilities.

When trading a larger position, Jennifer becomes concerned that
she might be missing an important technical consideration and she
will suffer a loss. With larger trade size, she foresees larger losses.
She recalls the pain of her early trading days from the drawdowns
she experienced. Not wanting to have this occur again, she becomes
hypervigilant of every tick of price after she has entered the market
with larger size. She feels good, although “nervous” as price goes in
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her direction, but becomes downright panicky when price reverses a
little. “Although I want to trade bigger, I'm really, really afraid of hav-
ing a big loss,” she explains. “I don’t want to live through another big
drawdown. That would just be too hard for me.” Her journal records
show that she has been doing two things contrary to what she aspires
to achieve: she cuts her winning trades short and, at times, she decides
not to increase her trade size and instead trades small. She is struggling
with her mind and what her mind is telling her about trading with
larger size and the drawdown it could produce. Her recent trading
performance reflects this struggle, despite her sound technical trading
skills and abilities.

Marko has not been trading for very long. He says he “got bitten by
the trading bug,” and jumped in with both feet after attending a week-
end seminar and reading a few trading books. Within seven months he
wiped out a respectable trading account. He was devastated. He recog-
nized that he “made every mistake in the book, trying to make a ton of
money quickly.” More importantly and to his credit, he also recognized
that he didn’t have sufficient technical skills or money management
knowledge to be able to trade with competence.

He stopped trading and spent the next year learning to trade. He
studied money management and developed solid procedures to protect
his capital. He also spent months developing a sound trading plan and
then traded it via simulation. Marko diligently kept records of every
trade he took in simulation, and his records showed clear progress and
improvement in chart reading, trade execution, and trade management.
At the end of a year he felt ready to trade a real account again. When he
went to put on his first trade, however, fear overwhelmed him. Doubts
and worry about the outcome of the trade and remembrances of past
losses prevented him from taking it. This occurred repeatedly. He iden-
tified valid trade setups—and many worked out profitably, but he was
too fearful to pull the trigger.

Although Jennifer and Marko possess different levels of knowledge, skill, and
ability, both experience similar emotions and both have similar responses. Fear and
anxiety directly affect their trading behavior. The more experienced Jenifer wants
to trade larger, but her fear is preventing her from going to the next level in her
trading, despite the fact that she has a good track record and the requisite trading
skills and abilities. Marko, a novice to trading, just wants to make a trade. It is hard
to understand why he is unable to initiate a trade despite all the work he has done to
learn the craft. Both are frustrated, both feel bad about their situations, and both are
beginning doubt themselves.
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We can see that fear and anxiety are not just experienced as feelings. Fear clearly
affects trading behavior. For both Jennifer and Marko, their behaviors become nar-
rowed and limited. Rather than seeing options and a range of choices, their actions
are confined to trading small, cutting trades short, and standing aside. It is as if
they are somehow imprisoned, limited to doing the same thing over and over, even
though it isn’t working for either of them. Their fear and anxiety about loss directly
restricts their trading choices. As with many traders hindered by fear and anxiety,
Jennifer and Marko find themselves involuntarily confined to erratic trading behavior:
winning trades are exited prematurely, position size remains small, and valid trade
setups are passed over.

It is worthwhile to note that scientists make a distinction between fear and anxiety.
Fear is a response to an actual threatening event. For example, if we are in a city
walking along a darkened street and confront a man with a knife in his hand, we
experience fear. If a week later we are walking again at night along a similar street
and are thinking that a dangerous man might confront us, we are experiencing anxiety.
We have basically the same reaction (our brains do not distinguish between real
and imagined in this regard), but the stress response is due to our imagining that
someone could confront us, not that someone actually is confronting us. Most of
the time in trading we are anticipating the threat of a loss. We are therefore experi-
encing anxiety, which induces a stress response. Although it is more accurate to say
we experience anxiety, we will use fear and anxiety interchangeably. Just keep in
mind that our fear in trading—however real it may feel—is mostly coming from
our mind.

Fear arises in a few different forms for traders. Sometimes it is inconsequential; at
other times it seems overwhelming It is my experience that erratic trading and the
vast majority of unforced trading errors arising from our emotions are due to fear
or anxiety in one form or another (note well, unforced trading errors can also come
from limitations in our thinking, as discussed in Chapter 1, as well as from a lack of
trading skill). Moreover, virtually every trader is hindered to some degree by fear
and anxiety in their trading. For these reasons, most of our discussion of strong emo-
tions will center on fear. The term ‘unforced trading error’ refers to a preventable
trading error caused by an action that is under the control of the trader. Jumping into
a trade because the market suddenly looks as if it is about to take oft only to find that
the market reverses just as quickly and stops the trade out for a loss is an example
of an unforced trading error. The impulsive trade was entirely under the control of
the trader and, therefore, preventable or unforced. When a trader takes a trade that
meets the standards of her trading plan and risk criteria, even if the trade is stopped
out, the trader did not make a trading error. Taking an impulsive, unplanned trade
that has no edge, in contrast, is an unforced error even when the trade produces a
profit. Although other emotions can cause erratic trading and unforced errors, more
often than not fear is the driving force.
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B Forms of Fear

Let’s start to clarify fear and how it can drive our trading actions. This understand-
ing will help us not only get a handle on the form of fear we are most vulnerable to,
but the clarity will also help us identify when that fear is just beginning to occur. If
we are able to identify fear as it begins to arise, with some practice, we can choose
to take effective steps toward what is most important to us in our trading early on,
before we become overwhelmed by emotion. This way we can begin to expand our
choices and act in a way that is best for the trade, rather than being limited to making
erratic, unskilled actions.

Trader and trading psychology author Mark Douglas identifies four principal trad-
ing fears. His breakdown is a useful way to categorize fear in trading. We will use
Mark’s categories and take them a step further by relating these categories to mental
activity and trading actions. By doing this, we will clarify the various forms of fear by
their essential elements, which can be helpful in your own dealings with this strong
emotion. Knowing clearly what we are dealing with is always our starting point. The
four fears are: being wrong, losing money, missing out, and leaving money on the
table.

Being Wrong

The fear of being wrong may be the biggest trading fear. No one likes to be wrong.
It pulls our ego in. If you make it a point to observe being wrong in your day-to-day
life, you will hear people making excuses all the time to sidestep taking personal
responsibility for mistakes, even insignificant ones. We all like to view ourselves fa-
vorably, and when we are wrong it hurts. Trading is no different.

Many times, traders will admit that being wrong is one of the toughest fears
for them to overcome. They can imagine in their mind’s eye what their spouses,
trading friends, or other significant people in their lives would think of them
when they make a losing trade and lose money. Many traders have a hard time
accepting mistakes and being wrong about the market. One trader admitted how
deep this can go, “If 'm wrong, what does that say about me?” One’s identity
becomes entangled in one’s trades. There is a strong need to look good, even if
it’s only to ourselves. The fear of being wrong can cause erratic trading actions
such as holding losing trades far too long, cutting winning trades short, mov-
ing stops, adding to losing positions, or jumping into the market in unplanned
trades. It’s a tough way to trade. We look more at how ego, self-justification, and
other psychological considerations that affect our sense of self factor into our
trading in later chapters. For now, just begin to become aware of how the need
to be right may shape your trading behavior and how it may be affecting your
trading performance.
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Here is a valuable comment about being wrong from Marty Schwartz, a legend-
ary trader who was interviewed by Jack Schwager in his book, Market Wizards. In
this interview, Schwager notes that Schwartz lost money trading for ten straight
years. He then asked, “When did you turn from a loser to a winner?” Here is

Marty’s reply:

When [ was able to separate my ego needs from making money.
When I was able to accept being wrong. Before, admitting 1 was
wrong was more upsetting than losing the money. I used to try to
will things to happen. I figured it out, therefore it can’t be wrong.
When I became a winner, I said, “I figured it out, but if 'm wrong
I’'m getting the hell out, because I want to save my money and go
on to the next trade.” By living the philosophy that my winners are
always in front of me, it is not so painful to take a loss. If [ make a
mistake, so what!!

This workable attitude is one every trader should adopt.

Losing Money

A~
-

No one likes to lose money, but it is an inescapable part of the trading game. There is
no method that has ever been developed that doesn’t lose money some of the time.
The simple reason for this is that trading in all of its various forms is a probabilistic
endeavor. This means that for any given trade that sets up, there is a probability that
it will be a winner, and there is also a probability that it will turn out to be a loser.
If our trade setup has a greater expectancy of winning over time, then we will be
profitable trading that setup. Nevertheless, there will always be losing trades, the
frequency of which will be based on the historical probabilities of the trade setup,
assuming those probabilities hold into the future. Many traders understand this in-

ONIAVY.L NI SNOILLOWH DNOY.LS

tellectually, but they still find, when in a trade or about to pull the trigger to enter a
trade, their feelings take over and they are averse to loss. Loss aversion is a significant
psychological hurdle for traders to overcome even though loss is a natural part of the
trade setup probabilities. Loss aversion promotes irrational actions of cutting trades
prematurely and holding onto losing trades—both actions done in the service of
avoiding loss, not what is best for the trade. Such actions reflect a futile attempt to
override the probabilistic law of trading. By tightly holding onto this fear, we try to
undertake an impossible endeavor: to prevail over and invalidate a fundamental prin-
ciple of trading, which just cannot be done. Nonetheless, it is a losing battle from
which many traders find it difficult to disengage. Trading would no doubt be easier
psychologically by adopting an attitude that losses are unavoidable and natural. We
have much more to say about the aversion to loss in Chapter 3.

abCBourse!ir I @b Bourseli -



http://abcbourse.ir/

~
N

TRADE MINDFULLY

Missing Out

The fear of missing out is an aspect of fear that can cause traders to jump into un-
planned trades. A trader sees the market begin to move and impulsively takes a trade.
Their thoughts will run something like Jim’s, a trader who leapt in and out of the
market for fear of missing out: “The market is taking off,” Jim says to himself. “I missed
that last move; I don’t want to miss another one. I haven’t made any money today and I
think this is going to run far. I can get in here rather than wait for a pullback. That way
I'll get in at a good price and be in profit sooner. Plus, I'll make more money overall.”

Notice that all of Jim’s thoughts are in the service of justifying hopping into
the market. Jim has no thoughts about whether or not the current market pattern
is providing a sound trade opportunity. The fear of missing a move causes him to
completely abandon his trading plan and act erratically. He rationalizes his reckless
trading actions with irrelevant notions. Note that Jim’s actions are different from
Marko’s. Marko has trouble getting into the market; Jim has trouble staying out of it.
Both are plagued by fear and anxiety.

We often see that the fear of missing out occurs near the top of a market. Traders
on the sidelines have watched the market rally and rally. It has gone higher and higher
and they’re not on board. Other traders are making money, but they are not. Frus-
trated and fearful of missing out on further gains, they either leap in as the market
makes its final advance or they buy on the pullback after an exhaustion or climax.
Either way, they are soon under water. The same fear-based pattern occurs at market
bottoms with short sellers. Whether sidelined traders sell short at the bottom or buy
at the top, emotion is driving trading decisions. Another signal that the fear of miss-
ing out is present is the tendency to enter trades too early. Jim represents this best:
“If I don’t get in now, I’ll miss the move.”

Leaving Money on theTable

Josh, an S&P e-mini day trader, was adept in identifying where trades would set up.
He had no qualms about taking the trade and letting it run. Josh, however, over-
stays his trades, expecting them to produce very large moves. Josh’s reasoning is, “I
would have made much more money on the last trade if I stayed with it; I’'m hold-
ing this one.” Thoughts of big profits like Josh’s cause traders to ignore important
technical targets like resistance or support, extreme indicator readings, as well as
market tells such as climactic action or the waning of participant interest marking
the end of a move. Like Josh, many traders fear they “leave too much money on the
table,” and hold trades beyond the point of reasonable profitability. Of course, when
price began to retreat, they view it as “just an expected pullback” that they would sit
through. Many of these “pullbacks” retraced their entire profit; some ran to a loss.

A less obvious, but common trader behavior in the category of leaving money on
the table is to increase position size after a few winning trades. The trader may think,
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“Gee, I'm doing pretty well. I've had four winning trades in a row. If I traded with more
shares, I'd have more money in the bank today.” She then increases her size without
a concrete plan typically exceeding sound money management/risk parameters. Of
course, if the next trade is a losing trade, she has wiped out substantial profit from the
last few trades—all because she thought she left too much money on the table.

We can see that the four forms of trading fears also have associated thoughts (what
the trader’s mind is saying) that reinforce the underlying apprehension and rationalize
unconstructive trading. Importantly, each form of fear is also linked with detrimen-
tal trader actions or behaviors. For example, the fear of being wrong may trigger the
thought, “I've had too many losses lately; I can’t have another one on this trade.” Such a
thought is related to being wrong and losing money. The idea, “I can’t have another loss,”
reinforces and amplifies the fearful feelings. Not having another loss certainly seems
reasonable and serves to justify erratic actions such as moving a stop to avoid actually
taking a loss. Please notice that the thoughts associated with the underlying fear have
nothing to do with the market action. They are not objective thoughts about the trade
or its management. Although they seem at the time to be directed at the trade, they are
not. They are reflecting—and, therefore solely about—the trader’s internal state.

Table 2.1 shows some common examples of the thoughts and erratic actions that
can be associated with each of the four primary forms of trading fear. This is not an
exhaustive list. Different traders may have different thoughts and different behaviors.
Also, the lines between each form of fear are not always bright and clear. Cutting
winning trades short, for example, may occur because a trader wants to avoid being
wrong and also to sidestep losing money. There is certainly some overlap among the
four categories.

In a study of 118 professional traders working for investment banks with offices
in London, professor of Organizational Behavior at the Open University in England,
Mark Fenton-O’Creevy and his research associates found that trading was often sig-
nificantly influenced by the traders’ emotional reactions to both their successes and
setbacks. Big wins were responded to with euphoria and unwarranted confidence.
When losses occurred, traders became more cautious and viewed potential trades
differently from when they were making winning trades, a function of the recency
effect discussed in Chapter 1. Less experienced and lower performing traders tended
to be more emotionally reactive and had less adaptive responses when losses oc-
curred. They refrained from taking trades or traded in lower than normal size. When
emotionally upset, they would leave their trading desk and avoid trading altogether.
Although Fenton-O’Creevy’s research did not address thoughts per se, critical trad-
ing actions of the traders in this study were driven by emotion. Both experience and
the research show there is a direct link between trader behavior and emotional state.
It behooves every trader to understand how emotions affect their trading actions.

For each individual trader, it is also important to know that certain thoughts and
corresponding actions are connected to the strong emotion of fear. These thoughts
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gVN: B Examples of Thoughts and ErraticTrading Actions Associated with Fear

Type of Fear Examples of Thoughts Examples of Erratic Actions
Being “I can’t have another loss.” Cutting winning trades short.
Wrong “I can’t tell my spouse/significant Failing to pull trigger.
person I've had another loss.” Moving stops away from approaching price.
“I can’t be wrong, here.” Crowding stops.
Averaging down.
Ignoring money management.
Avoiding trades.
Losing “Ineed a better indicator/trade setup ~ Continuously looking for a better trade
Money to reduce losses.” setup/indicator/analytical technique to
“I'must keep my losses to (a bare reduce losses (holy grail quest).
minimum) X percent.” Secking high frequency win rate/low
“You’re in profit. Don’t let this turn  frequency loss rate.
into a loss!” Cutting winning trades short
“T’have to make up for this morning’s  Crowding stops or moving them away from
loss.” approaching price.
Taking unplanned trades and doubling
down to make up for a loss.
Avoiding trades.
Trimming position size after a loss.
Missing “The market is moving without me!”  Jumping into unplanned trades.
Out “I'missed the last setup like this; I Entering trade too soon.
won’t miss this one.” Oversizing position.
“T've got to get in here, I can’t miss
this trade.”
Leaving “I can make real money on this trade.”  Holding trades far too long,
Money on “The last trade ran far, so 'm holding  Neglecting profit target objectives.
the Table this one.” Ignoring market signs to close trade.

“I’'m on a hot streak; let’s increase
size and make some serious money.”

Oversizing position.

and actions are not related to sound, competent trading but solely to your internal
state. It is crucial to begin to become aware of what your mind is saying, Is it about
what the market is objectively doing vis—a—vis your trade, or is it about being wrong,
losing money, missing out, or leaving money behind—all of which have nothing to
do with making, managing, and exiting a trade. It is also critical to become aware of
what your trading behavior is connected to. Is your action—such as entering a trade
before it gives a clear entry signal—done to appease what your mind is telling you,
or is it done because that is the right action for this trade at this time? These are cru-
cial trading psychology considerations.

Typically, if your trading is adversely affected by fear, you will see one or more
patterns in your trading. You might notice, for example, that you tend to cut trades
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short or place stops too close, because you fear loss or fear being wrong. It is impor-
tant to assess your trading and identify erratic trading actions that may be caused by
fear. The idea here is to shine light on the issue so you become aware of it. Trading
out of awareness will keep you stuck in the same patterns. As we discuss later in this
chapter, erratic trading actions do serve a purpose, but it is not a purpose that serves
your trading. If your trading is erratic or overly influenced by the emotions of fear
and anxiety, you can use the following exercise to help you become clear on the kind
of fear that affects your trading and how it does so.

Exercise 2.1 asks you to identify and record personal erratic trading behavior you
frequently experience. Record these under How You Act. You can use the examples of
erratic trading behavior listed inTable 2.1 as a guide, and add any others you experience
that are unique to you. Next, write down your thoughts—things your mind is telling
you about the market or your trade. Then, determine the type of fear you are experienc-
ing. You might find this exercise best to do while trading or just after trading, If you do
it later you may miss important data. Our memory tends to be selective about things
like this, so it is best to fill in the form as close to the event as you are able. Also, it will

Exercise 2.1 Becoming Aware of Fear and Other Strong Emotions

What Your Mind Emotion
How You Act Tells You (if fear, note type of fear)
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B Hope,

be more accurate and more complete when done over a week or two of trading, You will
then have enough data to see your personal patterns and their variations. If you cut win-
ning trades short, for example, you might hear your mind say that it would be best to
take profits now, even if only a small profit, because you don’t want to have the market
turn against you or have a loss. You can then identify that as a fear of losing money or a
fear of being wrong, or both. Begin to notice what fears may be operating, what kinds
of things your mind is telling you, and the actions these influence you to take. Although
you do want to be thorough, don’t worry about being exact. Remember, there is over-
lap among the types of fears. Your thoughts and even your actions will be unique to
you, so go with your experience. Also, the objective here is not to try and fix your fear,
change your thoughts, or alter your actions, but simply to become aware of emotions
and thoughts and how they are affecting your trading. We will discuss how to deal with
your emotions and their associated thoughts as we progress through this book.

Greed, and Other Strong Feelings

All traders have heard that together with fear, hope and greed form an emotional trifecta,
which adversely affects trading and must be controlled. As Mark Douglas has pointed
out, however, and from a practical perspective, hope and greed—at least the way we
think about them in trading—are usually fear-based emotions. They are not feelings that
are separate from fear and have an independent effect on trading. Hope, for example, is
usually experienced as holding a position well beyond reasonable risk parameters after
the market has gone against the trade and the trader, now underwater, is hoping that the
market will return to a breakeven or smaller loss level. That is not the hope of an aspira-
tional desire as in “I hope to become a skilled and profitable trader.” Rather, that is acting
out the fear of not wanting to be wrong or not wanting to book a loss. Similarly, greed
would have as its basis the fears of missing out and leaving money on the table.

Other strong emotions can also be important. Anger, annoyance, frustration, ela-
tion, sadness, shame, guilt, excitement, disgust, impatience, joy, boredom, and a
range of other feeling states may factor into one’s personal trading. Anger, for ex-
ample, can breed the desire for revenge with trades made to “get back at” the market,
often at inopportune locations and with too great a size. One trader would become
so angry at some of the mistakes made in his trading that he would yell, curse, and
spit at his computer screen! Destructive behaviors arising from non-fear-based emo-
tions can certainly occur.

Becoming overly sad, ashamed, or guilty about your trading performance can lead
to a withdrawal from the market and from trading. This is not necessarily unhealthy.
A brief retreat from trading can be constructive. It allows us time and space to
evaluate our trading and to consider how exactly we fell short and steps we can take
to improve. Many wise traders enforce on themselves a brief retreat to reevaluate
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their trading when performance is down as a part of their trading plan. Avoiding
the markets or a prolonged departure from trading due to depressive feelings and
paralysis, however, are probably not going to be constructive.

Also not constructive is getting down on yourself for letting emotions control
your trading. When we get down on ourselves, the inner critical voice becomes
dominate and can be downright nasty. This can amplify other unpleasant feelings.
If you listen to what your mind is telling you when you feel down, you might hear
things like: “What’s wrong with you?You’ll never be a good trader!” or “You’ve done
None of this is
helpful. In contrast, a constructive critique of your actions can be beneficial. Ac-

'”

it again!” and, even worse, “You are so stupid; will you ever learn

knowledge, for example, that you got into a trade too soon and for the next trade
you say to yourself, “Be more patient ... wait for the entry to trigger.” This sup-
ports your trading and affirms your efficacy as a trader. For most of us, negative
self-criticisms are highly toxic and have the opposite effect. We would never convey
such things to a friend who was feeling low, but we seem to think it is okay to dish
out nastiness to ourselves. Just as we can easily see this would be unhelpful to our
friends, it does nothing but make us feel even lower when we do it to ourselves. For
many, such unbridled self-criticism makes challenging emotions worse.

Not all emotions that affect trading behavior are negative. Joy and elation—strong
positive emotions—can negatively affect trading just as easily as unwanted emo-
tions. We saw this briefly in Chapter 1 with Nathan. He felt very positive for having
caught a nice move in his morning trading. But his positive state allowed him to let
his guard down, forgetting the plan he had worked out the night before, and causing
him to become lackadaisical when he needed to exercise diligence and objectivity.
Many traders find they blindside themselves when feeling positive, usually because
they let their guard down and either allow their intuitive mind to take over or they
ignore what they shouldn’t. Strong positive emotion can also cause traders to assume
greater risk than acceptable. One trader, Tomas, evaluated his emotions and his trad-
ing over several weeks. He found that whenever he had three or four winning trades
in a row, he became very happy and overconfident. His excessive confidence led him
to ignore sound money management. He started trading with larger size and also
became casual with protective stops. He discovered through the exercise described
carlier (Becoming Aware of Fear and Other Strong Emotions) that he was stuck in a
repeating pattern of trading well, banking good profits, and then giving them back
to the market in sloppy trading, all driven by positive feelings.

As with fear, other strong emotions can adversely impact your trading. Traders
need to know their emotional patterns. If an emotion other than fear is impacting
your trading, use the Becoming Aware of Fear and Other Strong Emotions exercise
to note when that feeling occurs. Under Emotion, record what it is, and under the
other headings briefly describe what you tell yourself, and how you act when in its

throes as was done with fear.
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B Emotional Hijackings

When emotions dominate our decision making, we become subject to emotional hi-
jackings—episodes where your trading actions are completely emotion driven. Such
states are experienced by high levels of arousal, intense emotions, and an inability
to focus on anything but a narrow range of objects—usually current price ticks
and indicator fluctuations. It is also important to recognize that, when in this state,
actions become rigid and restricted to a narrow range of patterned responses. As
seen in many of the brief trader case examples, traders seem to be able to take only
limited actions: cut a winning trade short, jump into a trade, fail to pull the trigger,
persist in holding a trade, and other singular actions. They are unable to initiate more
appropriate trading actions. When the hijacking is over, you feel as if something had
possessed you and you were not quite in control of yourself. Here are two examples:

Warren, an exceptionally bright, young, and relatively new fund man-
ager, had been operating his hedge fund for about a year. His investment
management philosophy is based on fundamental value investing cham-
pioned by Benjamin Graham and David Dodd. His edge is in identify-
ing companies that are significantly undervalued by specific criteria he
assesses. Once identified, he applies some of the techniques developed
by Peter Lynch, including Lynch’s “invest in what you know” principle
by developing a deep understanding of companies that pass his initial
screen criteria. In most cases, he builds a financial model of each com-
pany to test its sensitivity against key performance factors he believes
critical for a successful investment in that company. He practices a de-
liberate, methodical approach. Once he decides to make an investment,
he expects to hold that company for the long-term—years, if condi-
tions permit it—to allow the investment to mature. It was quite an
incongruity, therefore, to learn he had drawn the account down by day
trading in the futures market.

In an overall market downdraft, some of Warren’s investments were
leading the way down. He was sure they would stabilize, and bought
more stock in the falling companies, thinking he could sell out on a rally
and recover the losses with the larger position. When the market didn’t
rebound, his losses began to accelerate. Thinking about his performance
and the quarterly investor letter he soon would be writing, he began to
watch the market throughout the day—something he never did, as he
was normally focused on assessing companies. “Something came over
me,” he said. “I lost my way. I was gripped by fear. I started watching
every tick of the market. I couldn’t get away from the screen. I reduced
and closed positions on several good stocks right at the bottom of the
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down move. Later, when the market did rebound, I was kicking myself
as they all rallied smartly. Then, I started day trading! I'm not a day
trader; I knew that, but I traded. I took positions in the S&P futures.
None of those trades worked. I was very tense and anxious all the time.
I couldn’t sleep at night. All I thought about was the market and the
losses. It was a nightmare. In the end, something good did come out of
it. That was the realization of how important my investment process is
to my work. When I was trading, I had no process. I was essentially act-
ing randomly. I completely lost my way.”

Billy, a position trader in the equities market, saw Ford Motor Com-
pany stock shoot up dramatically, easily clearing recent resistance. Al-
though not a breakout trader, Billy bought this stock near the daily high
just before the market close. Later, he admitted that his best trading
play is “always to look for the low-volume pullback after a momentum
move.” Here, however, he acted impulsively. You can see the stock and
his purchase labeled A on Figure 2.2. The next few days saw the stock
drift higher, though the stock was no longer moving swiftly as it did
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FIGURE 2.2 Billy’s Impulsive Trade in Ford Motor Company

Source: TradeStation Technologies, Inc.
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on the day that Billy bought it. A week after Billy entered this market
long, it started to react against him. Billy wasn’t concerned at first.
He thought it was “just a normal pullback after such a strong move.”
Soon, however, Billy’s trade was under water. He became tense and
anxious. He couldn’t look at other stocks while Ford was losing money.
As it went lower, Billy’s focus narrowed as he watched every tick of the
chart. His attention was riveted to the smallest of intraday time frames
searching for any evidence that the market was starting to move higher.
That didn’t materialize for him. Although he put stop loss orders in
the market each day, as the market approached them, he moved his stop
lower to avoid taking the loss. Later, he said, “It’s almost comical now,
but sad, really. Every time the market moved close to my stop, I reset
it lower. I felt miserable. My stomach was upset, my mouth was always
dry, and I felt light-headed. I thought I might become sick. I really felt
out of control.” When price started to trade underneath the low of the
strong day on which he bought, Billy was sure the market would now
fall swiftly. It was at this point (B) that he sold his position for a loss.
The next day, the market held and then began to move higher. Within a
few weeks, the stock was up more than 25 percent from Billy’s entry.

Both Warren and Billy had all the signs of an emotional hijacking. It starts when
initial trading decisions were made on an emotional basis rather than in accordance
with trading plans and careful assessments. One’s trading process is completely aban-
doned. Initially, confidence may be high and risk is neglected. It then spirals downhill
when the poorly planned trade fails to work out as predicted. As markets go against
the trader, confidence withers and emotions become even more prominent in deci-
sion making. It causes feelings-driven actions that seemed correct at the time, but
objectively and, of course, in hindsight, were obviously wrong. Attention concen-
trates on a narrow field, excluding virtually all other considerations and possibilities.
Actions, too, become restricted. Trading actions are made to address internal states
and the trader’s runaway emotions rather than addressing the trading situation. Af-
terward, once the pressure is off, there is a recalled feeling of being out of control
and with little, if any, personal power over feelings or actions. The term emotional
hijacking seems apt for this kind of experience.

B Emotional Intelligence

When under the spell of an emotional hijacking, we lose all semblance of emo-
tional intelligence. Daniel Goleman, a psychologist and one-time New York Times sci-
ence writer popularized the early research demonstrating that being aware of and
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understanding the emotions within oneself and in others is as valuable as—if not
more valuable than—intellectual ability (IQ) in achieving life success. Today, emo-
tional intelligence (EQ) is considered by psychologists every bit an intelligence, just
as IQ is. Prominent EQ researchers John Mayer, David Caruso, and Peter Salovey
have shown that EQ is a mental ability like other forms of intelligence, and it meets
the standards set by psychological researchers and scholars for classification as an
intelligence.

After 20 years of study, researchers conclude that, compared to others, persons
who are emotionally intelligent exhibit more positive performance in work set-
tings, can temper the burden of their own stress, and can positively impact others in
stressful situations. They are less likely to engage in self-destructive behaviors such
as alcohol or drug abuse. In the social arena, people with higher EQ have greater
interpersonal competence, better social relations, and are perceived by others as
socially adroit. Overall, emotionally intelligent people experience a higher quality
of life and are happier compared to others. For traders, developing emotional intel-
ligence is crucial.

Mayer, Salovey, and their colleagues have identified and described four important
mental capacities in their model of emotional intelligence. These include the abilities to:

= Recognize and assess emotions—both in oneself and in others.

= Integrate the information expressed by emotions in decision making.
= Understand the meaning behind emotions.

= Conscientiously manage oneself.

Basic EQ skills begin with the ability to recognize and evaluate emotions. This in-
cludes being able to identify emotions as a feeling state, how they may affect one physi-
cally, and also being aware of the thoughts generally associated with certain emotions.
To develop EQ skills for trading, we first need to break down and clarify unconstruc-
tive emotions. We will do this in detail with fear shortly. Being able to recognize feeling
states in others is also a part of this basic EQ skill for traders. When the market is run-
ning hot and abruptly begins rising parabolically with a surge of volume, the emotion-
ally intelligent trader will recognize not only the extremely high price levels but also
the extremely high emotions of market participants. These are the times when the mar-
ket is vulnerable to a reversal. Being attuned to the emotions of others in the market
can help identify trade opportunities; it gives you a different perspective when thinking
about jumping into a market because it has been moving and you have been on the side-
line. The urgent feelings you are having in that moment are also being experienced by
many other market participants. The emotionally intelligent trader will recognize this
urgency not as a reason to jump into the market, but as a probable contrarian signal and
patiently allow the market to unfold and present a trade opportunity in the opposite
direction. This is one way of using the skills of EQ productively in trading.
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A basic EQ skill for traders also involves using the appropriate emotions to aid in
decision making. When studying the markets after the close, for example, the emo-
tionally intelligent trader would use low-energy emotion to help focus attention on
charts. If bored during the trading day because the market is narrowly trading side-
ways, the emotionally intelligent trader will recognize her boredom and take steps
to refresh her energy and attention. The use of emotions as an aid in decision making
also involves recognizing and honoring the feelings that come with identifying an
exceptional trading opportunity, whether it is a patterned trade setup that meets
every important criterion, or a company you have uncovered with excellent fun-
damentals and prognosis for near-term growth which no one on Wall Street is fol-
lowing. Likewise, the emotionally intelligent trader will acknowledge feelings that a
trade isn’t a great prospect even though the setup may meet basic criteria. Honoring
both feelings of excitement and feelings of caution can help inform your process of
prioritizing your trades, risking capital only for truly choice opportunities, or tak-
ing a second look at the technical aspects of a trade to evaluate whether something
important was overlooked.

Understanding and comprehending emotions involves being able to label them
once recognized and also understanding that emotions—especially strong ones—
are rule-governed and typically follow a set pattern. Anger, for example, arises from
an event experienced as unfair or unjust. As the emotion surges unchecked, we are
likely to act rashly, only to regret it later, or feel ashamed or embarrassed when
things eventually calm down. Some traders feel it unjust that stops get hit and they
are taken out of the market for a loss, only to see price immediately turn and run in
their anticipated direction. “They hit my stop on purpose!” is the hot thought that
may run with the angry feeling that you didn’t deserve to be stopped out. Acting
rashly with an oversized revenge trade to show “them” you can’t be pushed around
is not only emotionally unintelligent trading, but the trade is likely to end badly
with remorse and shame following quickly on its heels. The general rule-set here
is: perceived unfair event taken personally —> anger arises accompanied by hot
thoughts — rash behavior — feelings of shame and regret. You can delineate typi-
cal rule patterns for any intense emotion: fear, sadness, frustration, and so on. Even
feeling highly optimistic and joyful will have their patterns.

Feelings of sadness, for example, might arrive from the experience of a loss. As
the blue feelings develop, a natural reaction for many is to withdraw from trading.
Self-critical thoughts might emerge, finding fault with the trade or trader perfor-
mance and even demeaning of the trader. These, in turn, encourage feelings of guilt,
perhaps worthlessness (depending on how strident the self-criticism), and even a
sense of hopelessness about future trading. For sadness, then, we see a typical pattern
or rule-set that may look like this: loss causing feelings to be down — withdrawal
from trading and isolation — self-critical thoughts — feelings of guilt, shame, and
hopelessness. Rather than acting out these unproductive patterns over and over, it is
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emotionally intelligent for a trader to know how his or her personal patterns typi-
cally evolve when strong emotions are triggered. Once clarified, more productive
actions can be taken.

Take a few moments and refer to your examples from Exercise 2.1 (Becoming
Aware of Fear and Other Strong Emotions). Select a strong emotion pattern that you
experience and define your own personal rule-set for this emotion. Use the next
exercise, Exercise 2.2, to become more emotionally intelligent about your strong
emotions and how they emerge and influence your actions.

As much as it may seem paradoxical and contrary to what you might assume, being
able to manage oneself is not about controlling emotions as much as it is about being
open to feelings, including strong emotions. Certainly, self-management involves
being able to apply self-calming techniques and coping skills (which we discuss in
detail in future chapters) to maintain a settled disposition when mildly anxious. Self-
management also involves marshalling positive feelings to motivate us or to be able
to delay the impulsive desire for immediate gratification for a larger reward later.

Exercise 2.2 Developing Emotional Intelligence: My Patterns for Strong Emotions

Event or Situation Hot Thoughts That
that Triggers the Ignite and Amplify How Actions Results and
Emotion Strong Emotions You Feel You Take Consequences
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These are skill-based abilities that can be learned. It is very difficult, if not impossi-
ble, however, to purge or control emotions consistently for any period of time. Most
people want to eliminate or control strong emotions, but this is almost always coun-
terproductive. In their attempt to get rid of their uncomfortable feelings, ironically,
they end up in a struggle with them. Attention gets diverted away from the market
and placed almost entirely onto one’s internal state as the unwanted emotions are
battled. How can you manage a trade when your focus is on your internal state? This
is not an emotionally intelligent response for trading. How one effectively responds
to emotions as they arise is what emotional intelligence is all about. Indeed, it is a
large part of what this book is about.

B Clarifying Fear

Let’s become more emotionally intelligent. We will continue to focus on fear as it is
the most prominent difficult trading emotion, but you can do a similar clarification
for any feeling that affects your trading. We want to develop the first mental skill of
emotional intelligence and be able to recognize it when it arises. In order to do this
we need to clarify it.

What happens to you when you become afraid or have another strong emotion?
Pause a moment and think about this. Again, it helps to be clear on what we confront.
If we can clarify the signs and symptoms of fear, not only do we understand better
what it is we are dealing with, but we put ourselves into a position where we can
recognize it early on. We have a much better chance of doing something constructive
about it as it is just beginning to arise; we have less chance to act positively when we
are already hijacked by it. So take a few moments before reading on to think about
and try to clarify your own fear in trading. How exactly do you experience it?

For most people, fear and other strong emotions are experienced globally. By
global, I mean that it affects our mind, how we feel emotionally, and also our bod-
ies, or physiologically. If we are unaware of these features of fear, we leave ourselves
vulnerable to becoming overwhelmed by it. It is critical to be alert to the signs and
signals that forewarn a trader that he or she is entering a state of fear. The first step
in learning how to deal with fear or any other difficult emotion that a trader may
routinely face is to develop an awareness of its early signs and symptoms.

For many, the most obvious clues that a trader is anxious, stressed, and fearful can
be found in the body. Because of the strong mind-body connections that exist with all
emotions, what we feel emotionally is also felt in the body. When feeling anxious or
fearful, we may feel our heart start to pound, our breathing increase, and our mus-
cles tense. Once a threat is perceived, the amygdala—a region of the brain that has
been described by Harvard professor and psychiatrist John Ratey as the brain’s “panic
button”—sets off an involuntary chain reaction in other parts of the brain and body
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that puts us into an alarm mode. Fear of a perceived threat triggers the Fight-Flight
Response (FFR), an ancient, hard-wired reaction human beings and other species have
evolved to contend with threat. When our ancestors were out walking in the forest,
a flash of orange caught in the corner of one’s eye would immediately set off internal
alarms that a predator was near, automatically setting in motion internal processes
geared toward dealing with the threat. This elegant survival response has been with
us for thousands of years. It’s ingrained in our DNA. Today in modern society, tigers
aren’t stalking around every corner, but our biology remains essentially the same. We
still respond to threats we perceive with an automatic cascade of neurotransmitters,
hormones, and proteins that cause an automatic, patterned reaction in parts of the
brain and body.

It is not just fear from threat, but any intense emotional state can trigger a similar
reaction: anger, sadness, and even the euphoria of being in a great trade can induce
the stress response. I've witnessed more than a few traders holding a very profitable
position pacing the floor, biting their fingernails, anxious and worried even though
they are in good profit, asking themselves over and over, “Should I close this now or
hold until the end of the day?” Also, the threat need not be external. Even a memory
or thoughts of a stressful event, such as recalling a prior trading loss, can invoke the
FFR. This is one of the major difficulties of being human. As far as we know, we are
unique among the family of animals in that a threat does not have to be real to bring
out the stress response. We can recall a previous threat, or imagine it, and put our-
selves smack in the middle of the FFR.

Each of us will react a little differently to the Flight-Fight Response, but as Richard
Blonna (professor at William Paterson University and expert in stress and anxiety)
explains, there are universal actions that the brain and body perform when the stress
response is triggered. It is the way we are genetically programmed. Although it feels
uncomfortable, FFR automatically puts us into the best state to deal with the danger.
Muscle tension occurs as the body prepares the large, stronger muscle groups to deal
with threat. Blood drains out of peripheral regions such as arms and hands, which
may cause us to feel numb or tingling sensations, but this is done to both nourish
larger muscle groups with glycogen for explosive action and to reduce bleeding if
bitten or cut. We breathe rapidly and more heavily to oxygenate the blood stream,
which supplies additional oxygen and nutrients to muscles and the brain for a swift
and sustained response, though the heavy breathing can make us feel a little light-
headed and dizzy. Skin pores open allowing sweat to emerge, making us slippery in
order to evade capture. Our digestive system shuts down. Eating isn’t a priority now,
it becomes secondary to survival, and energy is put to other uses. So, we may feel a
little nauseous or feel butterflies in our stomach, and, because salivation stops, our
mouths may feel dry. When sitting in front of our computer screen we feel distinctly
uncomfortable, which is often experienced as a strong call to take action. This is

Fight-Flight.
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Mentally, our focus becomes narrowed. All attention is directed to the threat we
perceive. We may have racing thoughts about the feared object; we can’t stop think-
ing about whatever it is that is making us fearful. When deep in the throes of FFR,
we aren’t able to direct our thoughts elsewhere. Our DNA at this moment has us in
survival mode. It doesn’t want us to be thinking of anything else. We can’t make de-
tailed plans. We can’t compare alternatives. In trading, this means that we often are
unable to assess the market and evaluate potential options. These normally impor-
tant executive functions of the brain require time and energy. In a mode of survival,
these varieties of deliberative activities are shut down. Blood is shunted from the
decision-making areas of the brain to the emotional centers as emotional reactions
can be made with lightning-like speed and we need to act with dispatch. Thus, when
FFR is triggered, it becomes difficult for us to think clearly. We lose perspective.
Access to other choices and other actions vanishes once the trader enters this mode
of responding.

All of this occurs within moments. When you think about it, it is quite amazing
and quite elegant. This is our evolved, genetic heritage in action. It certainly can be
life-saving, even today. If we were to step off the city sidewalk and suddenly, out of
the corner of our eye, we see a bus racing toward us, it is our FFR that allows us to
react virtually automatically and jump back to safety. The brain, however, doesn’t
distinguish well between the threat of being hit by a bus and the variety of other,
lesser threats we face, such as a loss from trading. Because countless less important
stressors can trigger the FFR, neuroscientists acknowledge a widening gulf between
our biology and the kinds of threats we face in modern civilization. Modern life
continues to advance at an accelerating rate; in comparison, our biology evolves
at a glacial rate, taking thousands of years to instill genetic change. This disparity is
amplified in trading,

We are stuck with our genetic heritage. Although traders talk about emotion as
the culprit, in reality, it is our biology that plays a substantial role in the discomfort
virtually every trader feels. This is why even highly experienced traders feel dis-
comfort in their trading. When we perceive a threat or experience any heightened
stressor, our brain automatically acts and does so with lightning-like speed. And it
doesn’t matter if we are confronting a tiger or a potential trading loss, the brain and
body respond in a similar way. The brain automatically mobilizes the body to deal
with the danger.

Among other neurochemicals, proteins, and hormones, cortisol—a powerful
hormone—is automatically released under the stress response by the adrenal gland.
Under stress, the brain and muscles have a huge appetite for glucose—a primary
fuel. Cortisol rapidly makes glucose available to the brain as well as the large muscle
groups. In addition, Harvard University’s brain expert, John Ratey, notes that cor-
tisol also triggers the hippocampus—a brain region that plays a crucial role in con-
solidating long-term memory—to begin recording the memory of this event so that
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we can avoid it in the future. Each time we confront a similar stressful situation, such
as a trading loss, the brain records the event. Each recording solidifies the threat in
our memory and creates an even faster signaling of the stress response in the future.
In other words, the connections within the brain areas become stronger, fire more
casily, and take over our mind and body more quickly each time the hippocampus
records a stressful event. This is one important reason why the fear response can stay
with a trader even after years of trading. A super communication highway is built
within the brain that is difficult to dismantle. Also, the cortisol flooding our system
causes our brain to ignore existing memories and focus only on the threat. This is
why it is so easy to forget our trading plan when under stress. Under the stress re-
sponse, cortisol is blocking those memories! So it becomes difficult to remember
and learn. Our neurons become well-honed to respond to any threat of loss. Each
time there is a potential for danger, the brain and body automatically respond.

This is a major reason why it is fruitless to try and suppress the feelings and
thoughts about fear. We have no direct access over our amygdala, adrenal gland, and
hippocampus, let alone neurochemicals and hormones like cortisol! Trying to di-
rectly control fear and other strong emotions is not the answer, as compelling as
our culture and personal beliefs may make that seem. It’s one of the great myths of
trading psychology. We will discuss this in detail in the next chapter, including your
own experience in trying to control emotions and how well that has worked. For
now, we are simply looking at what is behind our experience of fear, clarifying it,
and understanding how difficult it truly is to try to eliminate fear. So be sure to note
the symptoms you experience that accompany the strong emotion of fear. What do
you feel in your body? What is your mind telling you? And, emotionally, how do you
feel? Keep in mind we are not trying to change these symptoms, just clarify them. In
this regard, it is valuable to understand which of your symptoms occurs first. Do you
first notice your muscles tense, or perhaps you detect certain thoughts come into
your mind that then trigger other symptoms? You want to map how your emotion
reveals itself. Like any good map, it will help you better comprehend and negoti-
ate the territory you are traveling. Being aware of and being able to notice the early
signs that fear is emerging will allow you to apply some of the coping techniques
described in later chapters early on when they will be most effective, before the fear
process turns into an emotional hijacking,

1. Jack D. Schwager. MarketWizards: Interviews with Top Traders (New York: Harper Business, 1993), 264.
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The Struggle

to Control and
Eliminate Emotions

Traders experiencing strong, unwanted emotions such as fear and anxiety natu-
rally try to control them. Because strong emotions interfere with trading, trad-
ers look for a way to get rid of them. This seems reasonable—what everyone would
do. But therein lays the rub. Experienced traders know that doing the same things as
everyone else puts you in the herd, not outside of it. Profitability and success in trad-
ing will be elusive when taking the same actions as others, especially when emotions
are involved. We have already seen that we have little control over our amygdala and
the internal, psychobiological events that fear and other strong emotions unleash
when the fight-flight response is triggered. Aside from this trading axiom and our
biology, there are sound psychological reasons why actively trying to control strong
emotions will make matters worse. We will see later why this is virtually always
a fruitless task. For now, let’s look at how traders typically try and cope with the
emotional side of trading. See if you can identify with the same or similar coping
strategies that most other traders rely on. Again, bringing clarity is a first major step
in dealing with anything related to psychology and that is what we will do here as we
review how traders typically cope with challenging emotions.

There are many ways traders attempt to cope with strong emotions. Because little
is known about this subject in trading, people try just about anything. Even though
traders try many things, we can break coping down into three basic areas: an attempt
to improve the technical side of trading, a quest to avoid losses, and the endeavor to
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B Improving the Technical Side of Trading

There is certainly nothing wrong with trying to develop better knowledge, skills,
and abilities in technical trading. There is much value to be gained from continual
improvement of the technical side and in Chapter 11 we detail a systematic process
for developing technical trading skills. By the technical side, I am referring to im-
proving knowledge, skills, and abilities in reading price bars and volume; increasing
understanding and use of technical indicators such as moving averages, stochastics,
MACD, and the like; and developing an understanding of market structure, inter-
market relationships, internal market indicators, and other technical considerations
in order to better anticipate the next move of the market you are trading. Developing
a better understanding of the technical side of the market can have a positive impact
on the trader’s performance. It places the trader in a better position to read and trade
the market.

When the effort to improve the technicals is undertaken in the service of coping
with emotions, however, the trader is likely to run into trouble. Often, our first re-
sponse to an uncertain situation that produces anxiety is to look for more and better
information. This seems reasonable. Additional data that informs us about the next
market move can give us a clearer picture of the future. If some information is help-
ful, then more must be even more helpful. The trader who finds additional informa-
tion to support their hypothesis about the market’s next move will feel better about
making the trade. It may seem subtle, but the trader is seeking more information to
address feelings. It is not done to qualify the trade, per se, but to reduce uncomfortable
emotions. This is a very important distinction. Consider the experience of Jacques:

After drawing down his account, Jacques looked for a better set of
technical indicators to use in his trading. When that didn’t work, he
tried a different market, thinking “equities will be easier to trade than
commodities.” When that didn’t work, he focused on developing a trad-
ing system. With each loss he experienced, he re-optimized his system.
Although he believed he was “tweaking the indicators,” he was really
trying to tweak his emotions.

More and seemingly better information will not solve the problem of emotions.
In this discussion, I am assuming you possess a valid technical edge in your trade set-
up. For example, if your trade setup has a win-loss ratio of, say, 60 percent and has an
overall winning expectancy producing greater profit on winning trades than losses
on losing trades, then your trade setup has a technical edge.] Additional information
added to address emotions will do little to affect that technical edge. The trade setup’s
edge is due to its statistical performance; it has nothing to do with your feelings.
Changing indicators or adding information to make you feel better will not improve
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the setup’s outcomes. Many traders who struggle with strong emotions confuse this
issue. On the face of'it, it does seem reasonable: if the technicals can be improved,
then outcomes will be better and anxiety will be eliminated. As we bring clarity,
however, we can see that changing or adding information to an already valid setup
often serves only as an attempt to control the internal state of the trader. What actu-
ally happens, unfortunately, is that traders entangle themselves in a futile struggle
with their emotions. Because they are focused on the technicals, however, they don’t
even realize it! More importantly, they are doing nothing to address their difficulties
with strong emotions. All their effort misses the mark.

In their book, Winning Decisions, Edward Russo and Paul Schoemaker discuss an
unpublished study that can help illuminate how adding more information to the
decision-making process isn’t always helpful. The researchers in this unpublished
study—Paul Slovic and Bernard Corrigan—asked experienced horse race handicap-
pers to predict winners from a series of races with one condition: they were limited
in the amount of information they could use to make their betting decisions. Four
races were studied. In the first race, the handicappers were limited to five pieces
of information from the horses’” performance charts. The information could be any
the handicapper chose, but only five separate items were allowed from which bet-
ting decisions were then made. In the next race, the amount of allowed information
was doubled. Again, any information from the past performance charts could be
selected, but only 10 items could be used. In the third race, the amount of informa-
tion was again doubled to 20 pieces of information, and in the fourth and final race,
the amount of information available was 40 items of data deemed relevant by the
participants.

The researchers’ aim was to see if predictive ability improved as more infor-
mation became available. It did not. The pari-mutuel betters in this study did as
well with only five pieces of information as they did with 40 data pieces. Over the
four races with information doubling with each race, their accuracy rate was flat.
More information did not improve outcomes. Slovic and Corrigan also measured the
handicappers’ confidence in their predictions. Their confidence did steadily increase
as the amount of information grew. The more information they had, the more con-
fident they became about their ability to pick winners. Their feelings changed, but
performance was unaffected.

This raises an important consideration for the trader. Adding extra information
to an already satisfactory trade setup will not affect the trade results, but can affect
how we feel about the trade. It can make us feel confident. That may seem to be a
benefit, but the confidence is false and hollow because adding information does noth-
ing for accuracy. Where this becomes tricky is when we feel so confident that we
overtrade the position because we have a lot of information pointing to a predicted
direction. Again, we are wrongly using technical information as a way to regulate our
feelings—in this case, promoting self-confidence. In the process, we can develop an
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unsound level of boldness. We then act not on the objective probabilities of the trade
setup, but on how we have come to make ourselves feel about it.

Adding extra information to make a decision on a trade can easily cause traders
to commit confirmation bias. As we discussed in Chapter 1, once an assumption
is made, people tend to seek information that confirms their assumption, instead
of looking for contradictory data to disprove the assumption. We have the natural
tendency to commit confirmation bias by secking out and overweighting data that is
consistent with and supportive of our view. The reader is encouraged to review that
section in Chapter 1 for the consequences of committing this cognitive bias and use-
ful steps to help combat it.

Another side of the information coin is the issue of complexity. Generally, the
most workable methods in trading seem to be the less complicated ones. Developing
systems with large amounts of data and multiple indicators set to confirm one an-
other can lead to “analysis paralysis.” Such systems frequently have conflicting signals
where some of the indicators are pointing buy, some are pointing sell, and others
haven’t signaled. One currency trader, James, explained, “I thought adding a few
additional indicators would make the chart more clear, but now I find I can see both
possibilities of the market moving up or down. I'm more confused than ever!” Like
James, traders can become frozen by an overly complicated trading system and un-
able to initiate a trade. When missing trade after trade that yields nice wins because
of conflicting indicator signals, the trader begins to doubt (and likely override) the
system. Hours of effort designed to produce confident trading does just the oppo-
site; it creates qualms and mistrust.

What we have been talking about in many respects is the search for the Holy Grail
of trading. Improving the technicals, adding copious amounts of information, and
designing complex systems can all be a part of the grail quest. The Holy Grail simply
doesn’t exist. What urges us on in this regard is our internal state. We seck to relieve
the feeling of unease when dealing in an arena whose foundation is risk and uncer-
tainty. Confidence boosted without an augmented edge paves a false road that could
lead to financial loss and damaged self-confidence. Above all else, traders must ac-
cept the facts: we are operating with incomplete and uncertain data and every trade
has a definite probability of loss. This means we must learn to be open to and accept
the feelings that are associated with uncertainty and risk. Fighting those thoughts
and feelings is delusive. It’s like brawling with our shadow, over and over, again and
again. We can never win that fight! The fundamental nature of trading the markets
is risk and uncertainty. If we struggle with the thoughts and feelings that reflect the
nature of trading, not only are we in conflict with the very nature of trading, but we
also misdirect our attention away from the trading process and the tasks of trading.
We must learn to accept the thoughts and feelings that go with loss and not try to
eliminate them. Otherwise, success will be elusive. We develop these important psy-

chological principles throughout this book.
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B Avoiding Losses: The Multiple Faces of Loss Aversion

Another way traders attempt to cope with fear is to try to control and reduce losses.
This sounds reasonable. Who wouldn’t want to minimize losses? Of course everyone
in their right mind wants to curtail losses. But, it is the way in which traders act to
reduce loss that creates the problem. Again, what seems rational ends up problematic.
As the trader attempts to dodge losses, behavior becomes overly rigid. Actions taken
to sidestep losses result in reduced profits, missed opportunities, and often greater
losses—achieving exactly the opposite of what the trader intends to avoid. As you
read this section keep in mind that it is not a loss itself that causes problematic behavior;
rather, it is our reaction to the discomfort felt at the thought of loss that actually causes the
trader to act erratically.

Daniel Kahneman and Amos Tversky—the two eminent research psychologists
we met in Chapter 1—studied and described people’s aversion to loss. They pub-
lished their findings in the 1970s. Since then, it has been well-established through
numerous studies that there is a bias in our mental machinery when it comes to
losses. It is known as loss aversion.

We have a significant aversion to loss when making choices involving risk. Scien-
tists believe that our brains are probably hard-wired to avoid loss as an aspect of our
evolutionary heritage. Nature, it seems, doesn’t want us to go around losing things
without suffering the consequences for it. Frequent and constant losses would work
against the survival of the species. The familiar saying of “A bird in the hand is worth
two in the bush” captures this idea rather well. Throughout our advancement over
the millennia, it was generally better for our survival as a species to hold onto what
we already had and look for incremental gains rather than risk losing what we already
had to strive for things that were out of reach or that we could easily lose. Thus,
when we experience a loss, nature has made it painful for us so that we don’t make
the same loss again. Evolution, through our genes, has made us abhor losses, and
because risk-taking involves the possibility of loss, it has made us risk-averse when
there is a threat of losing something we already have (i.e., losing the bird already
in the hand). We discussed this as an aspect of the endowment effect in Chapter 1.
Like the genetically programmed endowment effect and the fight-flight response,
loss aversion has certainly helped insure our survival, but it becomes a very difficult
hurdle to surmount in trading,

Across many studies, scientists have been able to quantify that the psychological
impact of loss is about two to two-and-a-half times the impact of a gain of equal size,
depending on the study. What does this mean for the trader? Consider a successful
trade that wins a profit of $2,500. That feels pretty good. Now consider a trade that
sours and produces a loss of $2,500—the same size as the win. In order of magni-
tude, this loss will feel much worse than the win. Psychologically, it will feel as if
the loss was $5,000, if not more. As Daniel Kahneman says, “losses loom larger than
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gains.” If you weigh this out in your own mind from your own experience, you can
see that how we are built genetically makes it difficult for us to trade well. Think
about this question: In your own trading, what has been more significant for you—a
loss or a gain? Which do you remember better? Which have you felt more intensely?
If you are like most traders, you will remember your losses more clearly and with
more recalled emotion than your wins (especially large losses). You will recall that
you spent much more time thinking about and reliving a large loss compared to a big
win, and if you let yourself relive the experiences in your mind, you will recall the
intensity of the negative feelings of a loss more sharply today than the happier feel-
ings produced by a win, even though the losses may have occurred some time ago.

As the size of the loss increases, so will its psychological impact. Several losses
added together can also have a psychological meaning similar to a single large loss. If
you are reviewing your trading for the week or the month and your tally of losses is
sizeable, it can impact you psychologically and affect your next trades. A hedge fund
manager running a small fund ran up a net loss of $80,000 in one month or about
4 percent of the fund’s capital base. He was emotionally devastated and mentally
exhausted from the losses he sustained. Although the losses occurred over a series
of poor trades, the cumulative psychological impact was significant. For his bud-
ding investment operation, it felt like he had lost a very large percentage of his fund
because, in his mind, he had psychologically doubled the size of the loss. What was
$80,000 in actual losses felt like $160,000 or more in his mind. Fortunately, this
fund manager took this experience and used it to look closely at his actions and what
drove them. Once this was understood, he was able to create a more sound trading
and investment process. Not everyone does this.

Another face of loss aversion in trading is seen in the search for trade setups with
high win:loss ratios. People are happier when they are frequently right. In trading,
this is seen when traders seek a high percentage of trades that are winners compared
to losing trades. Most traders would love to have a win:loss percentage of 90 percent
or more. In trading and investing, that’s probably not realistic. While you may be
able to achieve a higher win:loss ratio in very short-term scalping, in most trading
circumstances a 65 to 70 percent win:loss ratio is excellent, and closer to 50 to
60 percent is more the norm. Searching for the high win:loss trade signal may be
more of a Holy Grail escapade than a realistic investigation of reliable trade setups.

Informed traders know that more important than a high win:loss ratio is the expec-
tancy of a given trade setup. A trade signal may have only a modest win rate, but if it has
a positive expectancy, then the profit magnitude of winning trades is great compared
to the level of loss on losing trades. Said another way, a trade indication may produce
winning trades only half the time, but the winning trades produce outsized gains, more
than compensating for numerous small losses. Psychologically, however, it is hard to
sustain many losses waiting for the large win because of our natural aversion to loss.
Remember, we double the size of loss psychologically, and they cumulate.
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Loss aversion also has a paradoxical effect. Kahneman and Tversky studied gains
in addition to losses and found that we become conservative when holding a gain.
Consistent with the ideas of loss aversion, we seek to protect what we have. Rather
than holding a winning trade for greater profits, we become defensive and quickly
sell out to bank those profits, however small. This helps explain the common behav-
ior of cutting winning trades short, the bane of nearly every trader striving to reach a
higher level in their trading. When in a trade and we have some profit, it runs against
our nature to hold the trade for larger gains. This is why cutting winning trades short
is such a familiar and universal problem.

Paradoxically, as conservative and defensive as we are with gains, with losses, it’s
just the opposite. When in a losing trade, we are more willing to gamble and engage
in riskier behavior (such as moving a stop) in order to avoid loss. Rationally, we know
that risk is associated with loss. Psychologically, because we are so loss-averse, we
are willing to take greater risk in the hopes of preventing a loss. This is why “letting
losers run” is such a common behavior for traders. We know that failing to cut losing
trades is not sound trading, but it is a behavior with which virtually every trader can
identify. Most traders can cite numerous times when they held a losing trade far too
long hoping the market would be forgiving. They end up taking a bigger loss than
normal stops and money management practice would allow.

The observation of cutting winning trades short and letting losers run is legendary
in behavioral finance circles. It is so familiar that it has its own expression: the disposi-
tion effect. Terrance Odean, professor at Berkeley’s Haas School of Business, was the
first to present empirical evidence for this trading behavior. He obtained and evaluated
the trading records of 10,000 trading accounts over the period from 1987 to 1993. He
found strong evidence for the disposition effect: investors frequently closed profitable
stock positions and held onto losing stock positions. A notable exception found in
the data occurred seasonally at the end of the year. In December, investors were more
likely to realize losses as it was advantageous for tax purposes. During all other periods,
however, they held onto their losses. Since Odean’s initial work, the behavioral regular-
ity of traders’ cutting winners and riding losers has been well-documented.

Markku Kaustia, professor of finance at Finland’s Aalto University, has reviewed
the studies in this area and summarized the common themes on this stable trader
behavior. He found that traders and investors are about 50 percent more likely to re-
alize gains compared to losses. Further, the disposition effect is found for all types of
investors: individuals, governments, nonprofit institutions, corporations, and even
financial institutions. We might presume that financial institutions would be less vul-
nerable to cutting winners short and letting losers run since, as professional money
managers, they have more knowledge and skills than others, but that just isn’t the
case. The psychology cuts across all traders more or less equally, though financial
institutions are slightly more willing to cut larger losses (i.e., losses greater than
30 percent) than other investors.

abcBourser o @abeBoursel TGI8

o))
(%]

SNOILOWH FLVNIWITA ANV TOYLNOD OLITODNY.LS FH.L


http://abcbourse.ir/

RN
[=2)

TRADE MINDFULLY

In addition to organizations, Professor Kaustia reviewed the literature on indi-
vidual traders. Studies of a large number of individual futures traders found strong
evidence of disposition effect behavior. Day traders were prone to increase risk in
the afternoon relative to their morning session performance. If the morning session
performance was less than anticipated or involved losses, traders took more risk
later in the day. Further, those who carried losing trades into the afternoon took
longer to close the position compared to traders who carried a winning position into
the afternoon trading session. Consistent with the disposition effect, winning trades
were closed sooner than losing trades.

The disposition effect has been studied in several different cultures and has been
shown to operate in each one studied. No matter where they are located or what
their social and cultural traditions may be, traders in the United States, Taiwan,
Scandinavia, Korea, and China are all more willing to close winning trades and hold
losing trades.

There is some good news for traders. Professor Kaustia found that individual trad-
ers with more experience show a reduced tendency toward the disposition effect.
Learning to hold onto winning trades and cut losing trades short may be difficult, but
not impossible, and it improves with trading experience.

It is interesting to note that when people in a study on loss aversion were given
instructions to “think like a trader,” they experienced less aversion and reacted less
emotionally (as measured by physiological indicators) to loss. Assuming a different
perspective may help modify our normal reaction—both emotionally and physi-
ologically—to the potential for loss. California Institute of Technology researcher
Peter Sokol-Hessner and colleagues deliberately encouraged their study participants
to take on a broader perspective than normal. When making a decision that could
result in loss, participants were specifically told to “treat it as one of many monetary
decisions, which will sum together to produce a ‘portfolio.”” They were encouraged
to measure their performance based on all trades taken together. This is the hallmark
thinking of a professional trader. In the study, average people were able to adopt this
attitude. They substantially reduced loss aversion both in terms of choices that they
made and also in their arousal response to actual losses and gains. Taking on a per-
spective that measures performance across all trades made gave them more objectiv-
ity, helping them to reduce the psychological significance of any individual trade and
the tendency toward holding onto losing trades and cutting winning trades short.
This is the same perspective that any given trade has concurrent odds of winning and
of losing, and that it is only over a large number of trades that an edge will play out.
Each individual trade does not stand on its own. It is a part of a portfolio of decisions
which will produce a level of profit consistent with the edge.

The focus on the individual trade rather than the larger perspective and the un-
willingness to accept the fact that any given trade may fail and result in a loss is one
of the biggest reasons why aspiring traders fail and why more experienced traders
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hold themselves back from reaching new levels in their trading. You can evaluate your
own tendency to cut winning trades short and allow losing trades to run. Assessing
losing trades is straightforward. If you are moving stops, not placing stops, or allow-
ing your losses to exceed sound money management parameters, then you know you
are acting to allow losing trades to run.

You will find it useful to check in with what your mind is telling you about your
losing trade. Is it saying that you can’t have a loss? Perhaps your mind is telling you
that by giving your trade “a little extra room” you can avoid stopping out and taking
a loss and, instead, sell out on the next rally? As with most psychological issues in
trading, we find that we are taking actions not because the action is in the best inter-
est of the trade, but to assuage our uncomfortable feelings.

The same is true for cutting winning trades prematurely. Is your mind telling you
that a little profit is better than no profit? Is it urging you to bank the profit, however
small, because holding the trade could result in a loss? Again, we see that trading ac-
tions are based on psychological considerations, not what’s best for the trade. If you
find that your winning trades would have been more profitable had you held them
longer and the reason you didn’t was due to the psychological discomfort you felt
in holding the trade open, you know you are a victim of loss aversion and are likely
ensnared in the disposition effect.

B Psychological Control

Traders try a wide range of things to attempt to control strong emotions and
thoughts. The belief is that unwanted thoughts and emotions and the discomfort
that is associated with them negatively affect their trading performance. Thus, many
traders work very hard at controlling their thoughts and feelings, thinking that re-
straining them is the only way they can reach the level of trading they desire. By
control, I mean taking steps to eliminate, suppress, restrain, escape from, or get rid
of unwanted thoughts and emotions. Interestingly, traders often set up a rule for
themselves that goes something like this: “First, [ must learn to get rid of my fear (or
unwanted thoughts or other strong emotion). Once I accomplish this, then I will be
able to trade well.” As we will see, nothing could be further from the truth.
Harvard professor of psychology and researcher of mental control, Daniel Wegner,
has studied the idea of controlling and suppressing thoughts for nearly three decades.
His research has shown that attempts to mentally control thoughts can produce a
variety of undesired consequences. When people try not to think about a thought
(such as, “I don’t want to have another losing trade”) there is a strong tendency
for that and similar thoughts to come to mind easily. This is especially true when
they attempt to control their mental state under conditions of stress, which trading

readily provides.
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Although the intention to suppress the thought “I can’t have another loss” may
seem like a rational action when managing a trade, it is actually quite counterpro-
ductive. Wegner calls it an “ironic psychological process” because consequences oc-
cur opposite of what is intended. Rather than removing an unwanted thought from
consciousness, the very act of suppressing it causes the thought to pop back into our
conscious mind. The uninvited and unwanted thought can even become intrusive.
On the one hand, our intention of attempting to consciously and vigorously keep
the emotional thought out of mind may be supplanted by the mind’s other hand
through an independent and simultaneous ironic mental process that, acting outside
of our conscious awareness, checks to see if we are being successful in controlling the
thought. This checking has the unintended and paradoxical effect of reminding us of
the emotional thought. In other words, while attempting to suppress the unwanted
thought, our mind automatically searches for the unwanted thought and reminds us
of exactly what it is we are trying to forget! The act of restraining creates search-
ing and checking, which increases the mind’s sensitivity to the very thought be-
ing suppressed. Therefore, the more we actively attempt to eliminate our unwanted
thoughts and uncomfortable feelings, the more we have them.

Here is a simple, illustrative exercise from psychologist Kelly Wilson you can
do now to see if suppressing thoughts works. You will be asked to not think about
something. When told what it is, your only task is to keep it out of your mind and not
allow your mind to think about it. Not even for a second. Do not even let it enter
your consciousness. Okay. Ready? Do not think of ... rich, warm chocolate cake.You
know chocolate cake, how luscious it tastes. If you are like me, you especially enjoy
the chocolate icing ... creamy and sweet. But, do not think about that! You can recall
your mother’s kitchen and even now smell the aroma when her cake first came out
of the oven, but do not think about that, either! Remember your task: suppress those
thoughts of warm, scrumptious chocolate cake!

Most people smile knowingly when they do this exercise. They get the point right
away. It’s very difficult to control our thoughts, especially when it involves chocolate
cake! Some people, however, insist that they didn’t think of chocolate cake. I love it
when this happens because they help me further highlight Wegner’s principle of the
ironic process in mental control.

When asked how they accomplish the task of not thinking about chocolate cake,
they typically say that it was very easy. They simply thought of something else. One
trader, for example, said he thought of “the snow-capped mountains of the European
Alps.” He was using the tactic of substitution, and it is a clever stratagem. But, when
asked how he knew that thinking of the snow-covered Alps kept him from thinking
about chocolate cake, he said, “Well, I was thinking about the mountains, and ...
“And, ...?” “Agh! 'm thinking of the snow-capped Alps and, therefore, 'm not
thinking of chocolate cake.” And, there it is: the ironic mental process checking to see

if we are suppressing that chocolate cake!
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This brings us to an important psychological point. As Steven Hayes—a brilliant
psychologist we will be hearing more from in future sections—notes, the mind
works by addition, not by subtraction. We can never completely remove something
from the mind. Once it is there—be it a thought, feeling, image, or memory, it is
there. We really can’t get rid of it. This is why Tim Bourquin found that even after
20 or more years of trading, successful traders can still feel uncomfortable in trades.
Although much diminished in intensity, they still had the faded memories of failed
trades and significant losses. It is also why when you are now asked to think of the
snow-covered Alps you also think of 2

Let’s go a little further with this with an example that Steven Hayes uses to ex-
plain how thought suppression complicates things for us as we apply it to trading.
Here are a few incomplete phrases. Read each one and see what you notice:

Don’t beat around the

A fool and his money are soon
Don’t make a mountain out of a
Look before you

Fight fire with

Where the rubber hits the

If your natural language is English, you most likely completed these phrases
easi]y.3 In fact, it probably seemed automatic. The word needed to complete the
phrase readily came to mind without having to think about it.

Now, try it again. This time, read the phrase slowly and do not think about the
word that fills in the blank. For example, slowly read “Don’t beat around the” and do
not think about “bush.”

How did that go? Were you able to suppress the word that completes the phrase?
Probably not. Like the chocolate cake example, it is difficult to keep our mind from
thinking about something, especially when we are primed to think about something
we have learned well.

So now let’s apply this to trading Instead of completing a well-learned phrase,
suppose “bush” represented an unwanted emotional thought that you are trying to
control. Perhaps it’s the memory of previous large losses along with the anxious
feelings associated with loss and the scary thoughts we might have of taking a loss.
Just as “Don’t beat around the bush” is well-learned, fearing a trading loss is also
learned. Imagine yourself in the middle of a trade and then, like clockwork, “Don’t

b

beat around the ’is triggered. But you really don’t want “bush.” You try to
suppress it, but can’t. The more we try to get rid of “bush,” the more we have it. The
more you try to get rid of the unwanted thoughts and discomfort of having a loss,
the more you have them.

Can you begin to see that attempting to exert psychological control over unwanted

thoughts and feelings is, in truth, a self-defeating action? Controlling thoughts and
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emotions is a myth. Not only is it unhelpful in our trading, it is harmful to trad-
ing because it keeps you stuck in unconstructive patterns where you take actions
that don’t work. In the above example where you are in the middle of a trade, and
“bush”—the unwanted thoughts and feelings—comes into play, the likely action you
take is to exit the trade. When we have intense feelings such as anxiety and fear, we
tend to want to flee them. This certainly has an effect on the unwanted thoughts and
emotions. It relieves them almost immediately. But it cuts the trade short. Because
we struggle with what we can’t get out of our mind (“bush”) and that struggle only
serves to intensify the unwanted thoughts and feelings, our only choice is to exit
the trade. This is a variation on the fight-flight response, and is the usual psychology
behind loss aversion and the disposition effect. As long as you continue to swallow
the myth that we must exert psychological control over unwanted thoughts and
emotions, you will be struggling against an impossible task and your trading will
unquestionably suffer.

It is important to also know that having strong emotions and undesirable thoughts
is not a sign of weakness. One trader who grappled with intense emotions said he
strove to be “tough-minded and emotionless, like Clint Eastwood.” If he couldn’t act
and feel like he imagined Clint Eastwood would act and feel from his heroic movie
roles, he said, “I guess I'm just weak; something must be wrong with me.”

That’s just not true. In over 19 years in the field of psychology, I've never met a
single person who can control his/her thoughts and feelings consistently over any
length of time. It’s just not possible. I've never met Mr. Eastwood, and I do admire
his movies, but I would bet that even Dirty Harry has unwanted thoughts and strong
emotions!

Perhaps you remember the commercial passenger jet (US Airways Flight 1549)
that took off from LaGuardia Airport in New York City, hit a flock of geese, and was
forced to land in the Hudson River? It was international news. Shortly after the re-
markable landing, Captain Chesley Sullenberger, the heroic flight captain, was inter-
viewed by Katie Couric on the popular CBSTV program 60 Minutes. He told her of
the experience, “It was the worst sickening pit of your stomach, falling through the
floor feeling I've ever felt in my life. I knew immediately it was very bad.” As the in-
terview went on, Katie Couric asked Captain Sullenberger what was going through
his mind. She asked, “Do you think about the passengers at that moment?” She also
asked if he was praying. These are insightful questions because these would be natu-
ral thoughts we would have at the time of such great crisis. But Sullenberger said he
didn’t specifically think much about the passengers as the flight crew was attending
to them and he assumed that the passengers themselves were offering prayers at the
time. Understanding what Ms. Couric was really asking, he further said, “The physi-
ological reaction I had to this was strong, and I had to force myself to use my train-
ing and force calm on the situation.” He felt—physiologically—the muscle tension,
sickened stomach, and other symptoms of fear that we discussed in Chapter 2, but
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he didn’t struggle with them. He didn’t try to control them or get rid of them. He
didn’t try to avoid thinking or suppress “bush.” As heroic as he was in saving the lives
of 155 passengers and crew, he also felt fear. Understandably so. It is natural to have
strong, intense feelings, even for heroes.

There is more to learn from Captain Sullenberger and the Flight 1549 story. The
takeaway message is this: Although he had strong feelings, had he fought those feel-
ings and tried to eliminate them, it would have distracted him from the task at hand,
which was landing that aircraft. Instead of fighting “bush,” he turned his attention to
those things he needed to do to land the aircraft safely while having the strong physi-
ological reaction. “I needed to touch down with the wings exactly level. I needed to
touch down with the nose slightly up. I needed to touch down at a descent rate that
was survivable. And I needed to touch down just above our minimum flying speed
but not below it. And I needed to make all these things happen simultaneously,” he
explained. Captain Sullenberger’s attention was centered on the high-value actions
that would land his aircraft, not his emotional response to a terrifying situation. This
is what saved the 155 people aboard that unfortunate aircraft that day. This is what
traders also need to do: keep their focus on the high-value actions of the trading task
at hand even while having emotional reactions; not try to suppress, restrain, or con-
trol them. Learning to do this is a main purpose of this book.

There is a huge hurdle to overcome, however. We don’t really believe it’s impos-
sible to get rid of strong emotions and unwanted thoughts associated with anxiety,
fear, anger, and so forth. We still think that we have to get rid of them in order to
trade well. You may yet feel this way, even after reading the last few pages.

Steven Hayes, a remarkable psychologist who, having himself suffered terribly
from uncontrollable panic attacks, created not only a new approach to psychological
training and psychotherapy but also launched the basic science to go with it, calls this
belief the control agenda. The control agenda is the desire and goal of the trader who
is frustrated by her or his inner state to get rid of it, suppress it, and control it, along
with the belief that until it is under control, that trader will not be able to trade well.

It’s very difficult not to want to get rid of uncomfortable thoughts and feelings.
This comes from our culture. Until recently, even psychology believed it was the
proper approach. Since childhood, we have received powerful social messages that
we should be in control of our unpleasant thoughts and painful and scary feelings.
As we grew up, we learned to believe that negative thoughts and emotions were
dangerous and harmful and need to either be solved or eliminated. We believe that
productive mental health for trading (and everything else desired in life) requires
the absence of distressing thoughts and emotions. The implication of this belief is
twofold: first, unpleasant thoughts and feelings like this are true (they must be or
we wouldn’t have such a strong reaction to them, both internally and culturally),
and second, they must be dealt with, usually through some sort of problem-solving
effort. We have already seen that the problem-solving method of exerting control
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over our thoughts is counterproductive and typically results in exactly what we are
attempting to avoid. As for thoughts and feelings being true, simply consider how
many times you have been absolutely convinced that the market was about to trade
one way and it instead did the opposite.

As an independent trader, you need to make your own judgment on whether at-
tempting to control strong emotions and unwanted thoughts has been workable for
you or, instead, has been a fruitless endeavor and has actually been harmful to your
trading. To come to your own conclusion, it is crucial that you look at your own ex-
perience. This involves doing a thorough inventory of the strategies you have used to
try and control feelings and thoughts and how well they have worked. Exercise 3.1
contains a form to help you in this critically important exercise.

Exercise 3.1 is designed to help you clarify your own personal experiences with
respect to attempting to control emotions such as fear, greed, anger, and other strong
feelings, along with their accompanying thoughts and physical sensations. Take a few
moments, think carefully about the questions on the form, and fill it out the best you can
with as many examples as you can. It is likely, though, that you won’t be able to complete
it thoroughly from memory. Therefore, keep this form handy at your trading desk for a
week or more. As situations come up where strong emotions arise, make your notes on
the form. The idea is to help yourself clarify and understand the tactics you use to try and
control unwanted internal states and, most importantly, how well these tactics work.

The first row provides an example of how to complete this form. In the first col-
umn, give a brief description of the situation that triggered the strong feelings and
thoughts. In the example, the trader who filled this out was in a trade showing some
profit. In the Thoughts, Emotions, and Sensations column, note unpleasant or unwanted
thoughts, emotions, and physical sensations. The trader in the example noted that
he became anxious and fearful (emotions) and noted that his mind was telling him,
“This could turn into a loss. I should close the trade” (thoughts). Also noted were
muscle tension and sweaty hands (sensations). In the next column, Control Strategy
Used / WhatYou Did, jot down any tactic used to try and control the unwanted thoughts
and feelings and what actions you took. The trader in the example tried to stop his
thoughts and feelings, but this was unsuccessful. He then got out of the trade. Under
Effect on Me, note how you felt after the action you took. Pay attention to changes in
your internal state here. How did your emotions change and did any new thoughts
occur? In the example, the trader noted that he felt relief after closing the position
and stated he made a little profit. Shortly afterwards, when seeing the market run
further in his trade’s direction, he felt dispirited and heard his mind tell him that
he will “never be good at trading” This was noted in the Price I Paid column, which
notes any costs that resulted from the strategy used. Costs should include things like
lost profits, missed trade opportunities, and also any psychological costs paid as a
direct result of control attempts. In the example, the trader noted he missed out on

profit and also saw his mood and self-esteem change in a negative direction.
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Exercise 3.1 The Price | Pay to Control My Thoughts and Feelings

Thoughts, Control
Triggering Emotions, Strategy Used/
Situation and Sensations What You Did Effect on Me | Price | Paid
Example: “This could turn | “At first, | I made a | felt bad when
lwas in a into a loss. | tried to stop small profit | the market
profitable should close the | the anxiety, but mostly rallied. | missed
trade trade.” then | closed | felt relief profits and
Anxiety and fear, | the trade.” from the thought, “I'll
muscle tension, tension. never get good
sweaty palms at trading.”

~
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List as many examples as you can; 10 would be good, more would be better. Keep
in mind there are no right or wrong answers. It is your experience that is crucial here
and that you want to clarify, as it is only your experience that will truthfully tell you
how successfully thoughts and feelings can be controlled. You are doing some personal
research on the effectiveness of controlling unpleasant thoughts and emotions. Just like
when we research a potential trade setup to see how it has acted in the past so that we
can get an idea about what to expect from it in future trading situations, we are doing
the same thing here with our attempts to control emotions. You want to see how effec-
tive your strategies have been for you in the past to get a good idea about how effective
they are likely to be in controlling your thoughts and feelings in the future. Because our
belief about the necessity to control thoughts and emotions runs so deep, it is vital that
you include all the strategies you have used in _your attempts to restrain, eliminate, or escape from
them. Take your time with this; you really want to be thorough.

Traders are inventive when it comes to attempting to manage strong, unwanted
emotions such as fear, anxiety, overexcitement (greed), anger, and the like. Table 3.1
contains a partial list of methods, tactics, and strategies reported by some traders
who have tried to control their uncomfortable thoughts, emotions, and related phys-
ical sensations associated with trading. Perhaps you have tried similar strategies?

Now that you have developed an inventory of the ways you personally try to ex-
ercise psychological control over thoughts and emotions, it will be helpful to next

V0518 How Some OtherTraders HaveTried to Control Unwanted Thoughts and

Feelings
Tried to suppress  Snapped Didn’t use Used alcohol and Educated self
thoughts and rubber band stops drugs on fear and
feelings around wrist greed
when angry
Read self-help Took Tried to exert Took an anger Jumped
books medications my willpower management course into trades/
and discipline overtraded
Cut many Distracted self Did relaxation Used a brain Held on to
winning trades when upset and meditation  synchronization losing trades
short exercises machine; holographic/
subliminal message
CDs
Talked self out of  Joined chat Used herbal Use positive Didn’t take
anxiety and fear room to stay supplements affirmations to change the trade
calm and teas how I think
Overtraded Left my Added to a Learned all I could Tried to force

my positions
to make up for

prior losses

trading desk to
try and calm

down

losing position
to get out at

breakeven

about technical

analysis

myself to be
tough minded
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look at the benefits and costs of these efforts. If you find that you are getting a lot
of benefit from your efforts to control undesirable thoughts and feelings, great! You
can continue to do more of the same. If you are like everyone else, however, you are
likely to find that you are paying a very heavy price for these actions. Any benefit is
likely to be only very temporary, or hollow.

Exercise 3.2 will help you to assess the advantages and disadvantages of your
psychological control strategies. In the Control Strategy column, list each strategy you
used from the Control Strategy/What You Did column of Exercise 3.1. Then identify

Exercise 3.2 Short- and Long-Term Costs and Benefits of My Control Strategies

Disadvantages and Costs Advantages and Benefits
Control Strategy | Short-Term Long-Term Short-Term Long-Term
Example 1: Missed good Keeps me out of Feel less Not sure
Avoided pulling | profit; felt bad many good trades; | anxious if there
the trigger not improving; feel are any

like a loser benefits

Example 2: Could have made | Significant lost Relieved the | Nothing
Exit trade 5+ points rather profits; doubts fear comes to
before it can than 0.75 points; | about making it as mind

go against me | felt very frustrated | a trader
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VNI 0198 What Other Traders Say Are Advantages and Disadvantages of Psycho-

logical Control

Disadvantages Advantages

Missed substantial profit Always cutting profits short Temporary relief from stress

Missed choice trade setups Don’t trust my system; Did not have to confront my
losing confidence in my self fear

Cancelled orders and Self-image is poor Stopped the stress—until the

missed good trades Feel like a failure next trade

No self-esteem

Thousands lost in profits Failing to develop self as a Absolutely none except

trader avoiding dealing with my greed
Loss of income Depression No long-term benefits noted
Another setback to sticking Lack of life balance Feel better in the short
to my rules term, but long term I am not

achieving what I want

the disadvantages and costs from applying this strategy, both short- and long-term,
then the advantages and benefits. There are two examples to help guide you in the
process of completing the columns.

If you are like other traders who have completed this exercise, you are likely to find
that the strategies you use to control unpleasant thoughts and feelings do have some
short-term benefit. They tend to quickly alleviate the strong emotions. When a person
is fearful of a loss, for example, closing the trade provides immediate relief of the fear
because the threat of the loss has been discharged. A trader hot and angry after her stop
has been taken out directly satisfies her desire for revenge by jumping back into the
market. But these immediate benefits ring hollow when we consider that only emotions
are satisfied and little else is accomplished. Those who do this exercise find that their
control strategies are employed in the service of their emotions, not in the service of their
trading, This becomes clear when they look at the disadvantages and costs involved and
compare these against longer-term benefits. For most traders, disadvantages include
missed trades and forfeited profits as well as feeling diminished in some way for not
executing trades properly and sticking to their plans. Most find no long-term benefit
in attempting to control their undesirable thoughts and emotions. Table 3.2 summarizes
some traders’ responses to the costs and benefits form in Exercise 3.2.

When we start to look closely at exerting psychological control over unwanted
thoughts and emotions, we begin to realize that it is actually quite dysfunctional to
our trading, Jamie, a trader who consistently cut winning trades short, had this to say
about doing the above exercise:

I never realized I was shooting myself in the foot. I mean, who wants to
have a loss? No one, of course. But this became the all-encompassing
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thought I had whenever I put on a trade. I just couldn’t have a loss.
thought it would be terrible. I lost focus. I wasn’t reading the market
or managing my position. My body tightened up. I felt like I was in
a vise. Each time I got into a trade, I felt overwhelmed. Everything
was centered on avoiding a loss. The relief came when I closed the
trade. Then I could relax and feel like I could get out from under the
pressure cooker. But then I felt bad all over again. I wasn’t trading.
wasn’t getting any better. I wasn’t making money. I felt like I'd never
become competent.

Jamie is describing feeling both sides of the double-edged sword of attempting to
solve trading problems by exercising psychological control. She notes all the signs
of discomfort, tension, and suffering associated with fearing a loss and struggling
mentally against that concern. But that’s only part of the problem. She also feels the
psychological pain of perfectly good opportunities to make money slipping through
her fingers time and time again while she is caught up in the struggle for emotional
control. She feels the pain of not improving her skills and being unable to improve
her performance and not knowing what to do about it. She feels the pain of being
stuck. This is exactly where attempting to suppress and control unwanted thoughts
and feeling will put you and your trading: stuck.

B Notes

1. The important concepts of trading edge and expectancy are only briefly touched upon here. For
more information on these topics, the reader is referred to two useful sources: Corey Rosenbloom
provides a very helpful discussion of edge and expectancy in his book, The Complete Trading Course.
Also, Van Tharp discusses expectancy and R-multiples in his book, TradeYour Way to Financial Freedom.

2. Chocolate cake! Your mind has added chocolate cake to the mountains.

3. These are common idiomatic expressions in American English: Don’t beat around the bush; A fool

and his money are soon parted; Don’t make a mountain out of a molehill; Look before you leap;
Fight fire with fire; Where the rubber hits the road.
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CHAPTER 4

The Necessity of

Emotions in Trading

As we learned from Chapter 3 and likely from your own experiences reflected

in the exercises in that chapter, we cannot really control or eliminate our emo- 79
tions. Nor should we try to eliminate or suppress emotions from our trading. One of

the great myths of trading psychology is that we should trade emotion-free. In this

chapter, we will debunk that myth and show you that having emotions in trading is
necessary. We will start with a story that begins in northern New England at a rail-

road construction site in 1848.

B The Unusual Case of Phineas Gage

Our story of emotions begins with the unusual case of Phineas Gage. It highlights
what can occur when we lose our emotional processing abilities, that is, when emo-
tions are eliminated from decision-making. Gage, described by his physician, John
Harlow, MD, as healthy, fit, and 25 years old, was a railroad foreman laying rail-
road tracks in Vermont in 1848. One of his responsibilities was to remove rock with
explosives to clear the way for the rail line. He was skilled at the task, but on the
afternoon of September 13, 1848, he made a perilous mistake. The blasting proce-
dure involved drilling a hole into the rock, then adding explosive powder and a fuse.
After this, sand was added to fill the hole, which was then thoroughly tamped down
with an iron rod. Once everyone was safely away from the rock, the fuse would be
lit. But on this day, Phineas Gage apparently became distracted. He placed the blast-
ing powder and fuse into the hole as usual, but then tamped the powder firmly. He
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forgot to add the sand, which served as a buffer between the blasting powder and
the rod. Striking the rock as he tamped, the iron bar threw a spark igniting the blast-
ing charge. The premature explosion propelled the tamping bar up and out of the
blasting hole, through Gage’s head, entering under the left cheekbone and exiting
through the crown of the skull, landing some 25 feet away. Miraculously, Gage didn’t
die. He was treated by Harlow and recovered physically in about three months. His
case was so unusual that surgeons and medical students at Harvard University stud-
ied him extensively. Gage later became famous as a public attraction in Barnum’s
American Museum in New York, carrying his iron tamping bar and explaining his
freak experience.

Although Phineas Gage recovered physically, his mental state was a different matter.
The company for which he worked no longer viewed him as the capable and efficient
foreman they had known before the accident. According to Harlow, Gage’s change
in mind was so profound, the company would not hire back its “most efficient and
capable foreman,” as Gage could no longer function in a normal manner. Dr. Har-
low described Gage after the accident as “fitful, irreverent, ... manifesting but little
deference for his fellows, impatient of restraint or advice when it conflicts with his
desires, ... at times pertinaciously obstinate, yet capricious and vacillating....” He
was so completely changed, Harlow reports, that those who knew him said he was
“no longer Gage.”

Remarkably, his intellectual ability remained completely intact. He was as smart
after the accident as he was before it. His memory for familiar people, places, and
past events was also sound. He was able to learn new things. He showed no impair-
ment in his movement, gait, or speech. The brain injury did not take away these
vital abilities, yet he behaved completely differently. The accident left him with no
self-control, which he never regained. As Harlow noted, Gage was impulsive, impa-
tient, fickle, unstable, and stubborn. He acted more like an ill-behaved child than an
intelligent and capable man who once supervised others.

Because of his lack of self-control, Gage was unable to live independently after
the accident. He died several years later. After Gage’s death, Harlow requested his
skull from his family. Dr. Harlow understood the importance of Gage’s case. At that
time, there were exciting scientific discoveries being made about specific brain areas
and functioning, such as Broca’s area and speech. Dr. Harlow believed that Gage’s
case could add to the scientific knowledge, though he didn’t know it would take over
100 years. The family granted Harlow’s odd request and Gage’s skull along with his
tamping iron became housed in a medical museum at Harvard University.

Antonio Damasio, prior head of neurology at lowa University’s College of Medicine,
his wife Hanna, also an accomplished neurologist, and their colleagues studied
Gage’s skull over a century later in the early 1990s. Aided by computer assessment
and neuroanatomical imaging capabilities, the Damasio research team measured and
analyzed Gage’s skull and determined that the tamping bar had damaged portions of
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the prefrontal cortex, an important area of the brain. The Damasios became interested
in Gage because his case fit the characteristics of a dozen other individuals with
frontal lobe brain damage (specifically in the ventromedial prefrontal cortex) that the
Damasios had studied—both in terms of the brain area affected and the behavioral
characteristics they exhibited. Like Phineas Gage, these individuals, too, retained
their general intelligence and memories, but their ability to maintain self-control and
make rational, everyday decisions had deserted them. This unique group of people
could work through problems of logic, make mathematical calculations, and apply
their knowledge to abstract problem solving just like people with intact brains. What
Gage and the others with ventromedial prefrontal lobe damage couldn’t do, however,
was observe, apprehend, and act within normal conventions. Moreover, unlike other
people, these individuals were unable to make important personal decisions in ways
that benefited and maximized their self-interest.

The researchers realized that those with prefrontal cortex damage lacked the abil-
ity to appropriately include emotion and feeling in their decisions. Because Gage and
the other patients studied had brain damage in the same area, it led the researchers
to conclude that parts of the prefrontal cortex—an area associated with a range
of executive brain functions, including planning, evaluating, problem-solving, and
determining the consequences of one’s actions—also processed emotions and that
our feeling states and emotions are vitally important in decision-making. Subsequent
studies have demonstrated connections between the ventromedial prefrontal cortex
and other areas of the brain involved in emotion, including the amygdala, hippocam-
pus, and the peripheral nervous system. The prefrontal cortex is involved in several
important functions. Notably for traders, these functions include the processing of
risk and fear, as well as assessing emotional responses and integrating emotions into
our overall decision making (see, for example, Hansel & von Kanel, 2008).

The takeaway message for traders is that emotions are important in decision mak-
ing, including trading decisions. When the information provided by emotions be-
comes unavailable, as with the brain-damaged patients, actions become erratic and
irrational. If you were somehow to find a way to abolish emotions from your trading
decisions (which, as we have seen, is not possible, unless, of course, you suffer brain
damage), you would end up without self-control and make impulsive decisions based
on whim and caprice much like Phineas Gage.

Antonio Damasio developed a theory about emotion and decision making that has
relevance for traders. It’s called the somatic marker hypothesis. The term somatic refers
to the body. We often experience emotions as felt bodily states, either unconsciously
and instinctively (e.g., the fight-flight response and fear) or more consciously and
explicitly (e.g., anger). Either way, our emotional experience shows up in the body
and attending to bodily state helps us to be aware of our emotional state. Think of
having a gut reaction to some situation. It is the felt emotion, according to Damasio’s
theory, that marks one alternative among other options in a decision. Our emotions
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color one choice above others making one option more salient to us and flagging it as
the appropriate choice. Emotion is thus crucial for our decisions and for effectively
negotiating the situations we face. Recent research conducted by Yuri Terasawa and
colleagues at Keio University, Japan, shows specific brain regions activate (ventro-
medial prefrontal cortex and the portions of the insular cortex) when attending
to one’s internal state and evaluating emotions, indicating that awareness of one’s
feelings helps to integrate what you feel in your body and your perceptions of the
current situation you face.

Interestingly, emotions do not seem to be stored as specific memories in our
brain. They are not quite that tangible. Instead, the prefrontal cortex processes and
stores associations of events and the emotions that were stirred by those events for
use in new, similar situations. We remember how we feel about certain situations by
this process. It helps us quickly and efficiently apply those feelings and make deci-
sions in similar future situations. Because of this, we have tendencies or predisposi-
tions to feel and act in certain ways as similar situations arise. These tendencies are
guided by our emotions rather than a calculated analysis of the pros and cons a given
situation presents. In other words, it is our emotions that help create and inform our
preferences. Without emotions, we wouldn’t have preferences. If we don’t know our
preferences, how can we be guided when making decisions? An everyday example
can help illustrate this:

Needing a new shirt, Jeremy arrives at the men’s clothing section of the
department store and scans the numerous styles, fabrics, patterns, and
colors of the shirts displayed. His eyes quickly settle on one shirt. He
looks no further. Finding his size, he takes the shirt to the cashier and
makes his purchase.

In this vignette, Jeremy was displaying his preference for a specific style, pattern,
and color of shirt. There was no long, drawn-out evaluation of this style or that,
which pattern among the many should he choose, or what color would go best with
his current wardrobe. He simply made his choice.

Were we able to look into Jeremy’s past experiences that involved his shirts (it
sounds funny, I know, but these do exist) we would find that when Jeremy wore a
similar shirt, he received compliments about it and about how he looked in it. Gen-
erally liking well-made clothing, Jeremy also enjoyed wearing similar shirts in the
past. He liked the feel of the material on his skin. He also liked that a girlfriend had
told him that it was her favorite shirt that he wore.

None of these prior situations were necessarily conscious in Jeremy’s mind. He
wasn’t basing his decision on the recollection of specific compliments he had re-
ceived. And, he didn’t have to make a calculated study of each type of shirt offered by
the store. He just had a preference for this kind of shirt based on the feeling linkages
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stored by his brain to previous situations that involved a similar type of shirt. His
feelings—mnot a rational analysis—guided his selection.

Of course, preferences can be guided by negative emotions as well as positive
ones. For example, Sally has a job opportunity that seems perfect in every respect.
The salary is above average, the work is interesting with a chance for future promo-
tions, and there is an office with a view. But something doesn’t feel right and the
offer is rejected. It may not be conscious, but a probe would reveal that the new job
would involve working closely with a person who has characteristics similar to one
of Sally’s prior colleagues who treated her poorly. The feelings associated with her
prior situations guided her present choice.

We also see this operating in trading. A trade setup that has produced good
profits in the past will be viewed with a positive feeling state in the future. The
trader’s current feelings will be triggered from associations connected with prior
situations involving similar market conditions and will help guide the trader in
selecting and executing the trade. Just like Jeremy and his choice of shirt, our feel-
ings create a preference for this kind of trade. If you removed emotions from the
decision, however, you wouldn’t know your preferences. Further, you would be
unable to make an informed decision. As we will see clearly below, decisions made
without emotional input result in poor outcomes. Emotions are an integral part
of decision making.

Because there is such a strong myth that traders need to trade without emotions, I
want to help readers become very clear on this. Fortunately, there is a series of solid
studies that, while not involving trading per se, involves tasks very much like trading
where emotions are clearly shown to add to the quality of the decision and lack of
emotional input leads to poor decisions and chaotic outcomes. You will be able to see
the implications clearly.

In one study conducted to further understand emotion-related learning, an Ox-
ford University research team led by psychologist and neuroscientist Edmund Rolls
enlisted 20 individuals with frontal lobe damage along with a group of individuals
with undamaged brains to serve as a comparison group. The study participants were
presented with patterns on a computer screen and were rewarded by points when
they touched the screen to identify a correct pattern. They lost points for touching
the screen when an incorrect pattern appeared. After participants correctly identi-
fied nine out of the last 10 patterns, the reward was reversed without warning. Now,
participants received rewards for not touching the screen when a previously correct
pattern was presented and touching the screen when a previously incorrect pattern
appeared, though they weren’t explicitly told this. No further instruction was given
except that they should continue to try to gain points. Later, in a second trial of
the study, the reward contingencies were again changed. In this second, unwarned
change, participants were rewarded only when they refrained from touching both
previously presented patterns; if they touched either, they lost points.
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When the rewards were switched, the brain-damaged group continued to touch
the initially rewarded pattern, even though this was the wrong response. They
continued incorrectly despite the fact that points were lost. In the second trial,
brain-damaged participants persisted in touching the screen when previous patterns
appeared, even though the rewarded response was to refrain from touching it. Par-
ticipants in the non—brain-damaged group easily switched behavior with few errors.
Those in the brain-damaged group were unable to change their behavior.

Interestingly, the brain-damaged participants recognized when the rewards had
changed, expressing comments like “they’ve switched” or “it’s changed over.” Never-
theless, they continued to respond incorrectly. Later, after the experiment was over,
the participants could accurately describe the tests, how the tests had changed, and
also how they were incorrectly responding to the changes, signifying that they fully
comprehended the tests, at least on an intellectual level. They could not, however,
explain the dissociation between what they knew and what they did.

They could not adapt their behavior and were at a loss to explain why they contin-
ued to make errors because they had lost their ability to process emotions. Rewards
and the mild punishment seen here are associated with emotions—happiness or joy
when rewarded and frustration and perhaps a bit of sadness when the reward points
were taken away (the mild punishment). But the brain-lesioned participants experi-
enced neither joy nor sadness. It was as if their emotions had been eliminated from
their decisions. As a consequence, they were unable to stop acting in the way that was
previously rewarded, but which now resulted in penalties. They had no emotional
information with which to guide their behavior. It was as if they were repeatedly
touching a hot stove, completely unaware that they were being burned.

According to Rolls, emotions are a crucial component necessary in making deci-
sions, especially in controlling and correcting reward-related and punishment-related
behavior because these kinds of decisions always involve emotion. These types of be-
haviors are critically important to traders. Were we to truly trade without emotions
as the conventional trading wisdom erroneously suggests we should, we would be
unable to respond to changing market conditions. Bullish trades that had been work-
ing in the uptrend, for example, would continue to be taken long after the market
had turned down. Despite the punishment of loss after loss, we would be unable to
adjust our responses if we detached ourselves from our emotions. We would con-
tinue to trade long as the market was falling, perhaps knowing it was wrong and
being able to say it was wrong, but unable to act differently because we cannot do so
without the information our emotions provide.

A related series of studies employed an exercise called the Iowa Gambling Task.
The decisions called for in this experiment have many similarities with trading.
Neuropsychologist Antoine Bechara along with Hanna Damasio and their colleagues
studied decision making in individuals who had brain lesions in the prefrontal cortex
area that compromised their ability to process feelings and emotions. With similar
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lesions and similar characteristics to Phineas Gage and the participants in the preced-
ing study on rewards, participants in this study also retained intact IQs and memory,
despite their brain damage. In this study, participants drew cards one at a time from
four different decks (A, B, C, and D). Selecting a card from either deck A or B
provided the player with a large reward. Selections from A and B, however, could
also result in a stiff penalty. The occurrences of penalties could not be predicted.
Selecting a card from either C or D decks resulted in a smaller reward and also a
smaller loss.

A short time into the selection, normal participants avoided selecting cards from
the high reward/high loss decks (A and B decks). These were considered “disadvan-
taged decks” because of the severe penalty when a loss card was drawn. After a small
number of cards had been selected, normal participants also began to exhibit an an-
ticipatory skin conductance response before their selection of a card from a disadvantaged
deck. Skin conductance is a standard biofeedback measure that assesses psychologi-
cal arousal through the electrical conductance of the skin. The electrical transmis-
sion of the skin varies with its moisture level. Under stress and anxiety (as we have
learned from the flight-fight response), the body’s sweat glands naturally open up
and the skin becomes moist, readily transmitting nonharmful electrical impulses that
can be measured with sensors attached to the skin.

Participants with normal brains had skin conductance responses when they an-
ticipated taking a card from a disadvantaged deck indicating an aroused or stress
state in anticipation of a potential large loss. Those with prefrontal cortex lesions
had no such response. In fact, those with brain damage consistently preferred decks
with high immediate reward over decks with a smaller reward, despite the fact that
the decks with smaller rewards were more advantageous over the long run. Nor-
mal participants preferred drawing cards from the advantaged decks and exhibited a
stress response when selecting a card from a disadvantaged deck. The brain lesioned
participants did not show such an emotional response. Their emotions did not factor
into their decisions.

The researchers went further. They manipulated the decks by varying the scale and
frequency of rewards and losses causing disadvantaged decks to be even more disad-
vantaged. Despite increased large and frequent losses, lesioned participants continued
to select cards from disadvantaged decks. Altering the losses and the rewards did not
cause the lesioned participants to change their behavior toward disadvantaged decks.
Because emotions had been removed from their decision-making process, they were
unable to apprehend that drawing cards from disadvantaged decks was contrary to
their self-interest. They had no emotionally informed insight. Normal participants
did learn to adjust their selections and avoided the disadvantageous decks, and they
again exhibited the emotionally-toned skin conductance reaction ahead of making their
choices. Lesioned participants did not have the same emotional skin response. They
lacked the feelings needed for navigating correct decisions. Because of this, they lacked
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emotional intelligence. Bechara, Damasio, and associates noted that the participants
lacking emotional responses are “oblivious to the future and are guided predominately
by immediate prospects” even in the face of increasing adverse consequences.

The conclusion to be drawn from this research is vitally important for traders: the
idea that traders must trade without emotion and work to eliminate their emotions
from their trading decisions is utterly baseless and wrong, We are unable to make sound
decisions without our feelings. Acting without emotional guidance would be acting like
Phineas Gage and other brain-damaged patients. Our trading results would be abysmal.

Some related research has been done with traders. Using biofeedback monitors
that measured skin conductance response along with heart rate, blood volume pulse,
and other nervous system measures, Andrew Lo and Dmitry Repin studied profes-
sional traders in their trading rooms making actual trades in the foreign-exchange
and interest rate futures markets. Lo and Repin also tracked market price data and
volatility. They found that traders’ “emotional responses are a significant factor in the
real-time processing of financial risks.” This group of traders included highly expe-
rienced traders as well as traders with moderate and little experience. Traders with
high levels of trading experience generally exhibited lower emotional responses than
less experienced traders, but even the highly experienced reacted strongly to times
when the market became volatile. We see professional traders do not eliminate their
emotions and that these are felt during trading. Consistent with other studies on risk
and decision making, Lo and Repin theorize that, although more experienced trad-
ers have less emotional reaction to price movement in their trading, they very likely
apply emotions even when making rapid, expert trading judgments, although they
may have difficultly articulating how emotions factor into their decisions. A trader’s
feelings are an integral ingredient in their judgments and become integrated as part
of the decision process over time and experience.

In the study conducted on London traders functioning as proprietary traders and
market makers by Mark Fenton-O’Creevy and his research team, the more seasoned
traders also experienced emotions in their trading, including negative emotions. The
researchers found that the more experienced and more accomplished traders were
more willing to have negative emotions and didn’t let their emotions distract them
from their pursuit of their long-term goals. Some traders used their own emotions
as a source of information about the emotions other market participants were ex-
periencing as a way to inform their trades. Less experienced and less accomplished
traders tried to avoid and eliminate their emotions by mentally attempting to control
them or by behavioral responses designed to avoid them, such as trading with small
positions after losses or removing themselves from trading by walking away from
their trading desk when acute emotions were felt. The better traders were exercising
emotional intelligence; they used the information their emotions provided to make
better decisions. Less accomplished and less experienced traders acted without
emotional intelligence. They tried to avoid, get rid of, and eliminate their emotions.
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B The Functions of Emotions in Trading Decisions

Thinking further about emotions and feelings in decision making, Hans Pfister,
professor of business psychology at Germany’s University of Liineburg and Gisela
Bohm at Norway’s University of Bergen, developed a framework for how emotion
functions in decision-making. They show that emotions are not a sign of irrationality;
emotions are an integral part of rational decision making. They also emphasize that
emotions don’t all fit into a singular category and, therefore, should not all be treated
in the same way. Further, categorizing emotions along a single dimension such as
positive/negative or beneficial versus harmful is not particularly useful. For example,
overindulgence in alcohol may be pleasant but can also be harmful. Holding onto a
profitable trade may feel unpleasant but may be beneficial. Pfister and Bohm point
out that categorizing emotion by a one-dimensional dichotomy is not supported
empirically by the research and is not particularly useful pragmatically. When in
a profitable trade and we view our emotional response as solely unpleasant, for
example, we are likely to cut the trade short. When viewed more accurately as having
multifaceted meanings, emotions hold a mix of connotations, such as the excitement
of being in a trade with the potential for profit as well as putting us on notice that we
have placed ourselves at risk and there is also danger of a loss. The unpleasantness felt
can be interpreted as a signal to pay close attention to the market for signs that it is
turning, which will be more accurate and much more constructive for a trader in a
trade rather than being interpreted exclusively as a discomfort that must be escaped.

In any given situation in which a decision is made, according to Pfister and Béhm,
emotion plays an integral part. Because emotions are multidimensional, these re-
searchers have developed a model of how emotions function in shaping our deci-

sions. They identify four primary functions:

1. Information—emotions provide information useful in understanding and ap-
praising alternatives and options. As an example, emotions provide information
when a trader identifies a choice trade setup. Feelings of heightened interest and
excitement help inform our trade choice and shape the trade decision.

2. Speed—emotions can help us process information faster, giving the trader the
ability to make decisions rapidly when time is a consideration. When in a short
trade, for example, a trader sees her trade stall at support. Her feelings of ap-
prehension that the market is no longer going down will help her to make a
decision about the trade quickly, before price has an opportunity to rally against
her position. The speed function also works in the opposite way. When a trader
has only a little information on which to base a trade but knows it is a good trade
and knows he must act quickly, it is his feelings—honed by experience—that
can guide his actions to take the trade. In this way, emotions also provide a mo-

tivational function in trading decisions.
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3. Focus attention—emotions help us evaluate a situation by directing our atten-
tion to the data that is most relevant to the decision. For example, an expe-
rienced trader will see what appears to be an excellent trade on their chart.
Although it looks ideal, unsettled feelings about the trade causes the trader to
consider the higher time frame before taking the trade. Emotions direct the
skilled trader’s attention to the highly relevant background conditions of the
market before they act to take a trade.

4. Commitment—emotions help us to commit to a decision and to stay with that
decision once it is made. Here, feelings of confidence in the decision or the feel-
ings associated with doing what is most important to the trader help her take
action and sustain her decision. A trader may be struggling with cutting winning
trades short, for example, and she feels the unpleasantness of anxiety while in
a profitable trade. But it is her feelings of confidence in herself and her strong
feelings of desire to become a competent trader who holds her winning trades
that form her commitment to see the trade through, despite her other, unpleas-
ant feelings of anxiety.

In any given context, one or more of the four roles that emotions play in deci-
sions will tend to dominate. Which ones dominate will change with the circum-
stances of the decision, but no one emotional function ever operates alone. For
example, a trader might feel pressed by his discomfort to jump into the market
because it has a sudden push up and he is missing out and at the same time have
other important feelings associated with not taking that trade and remaining true
to his trading plan.

So it is not emotions themselves that create trouble for the trader and successful
traders are not the ones who somehow found a magic key to turn off their emo-
tions. Smart, successful traders accept their emotions as a given in trading and also
as internal aids in making decisions. Astute traders will see that Pfister and Béhm'’s
model of emotions is a useful construct in becoming more familiar with their feel-
ing states and recognize that emotions are not uni-dimensional but multifaceted and
have direct influence on our decisions and trading actions. Pfister and Bohm’s four
functions of emotions in decision making can assist a trader in identifying how their
emotions operate and influence their decisions. This model can help the trader add a
level of emotional intelligence to their trading.

B Becoming Aware of and Open to Your Emotions

It is beneficial for you to develop awareness of your emotions and the various influ-
ences on your trading decisions that emotions can have: Exercise 4.1 is designed for
this purpose. Two examples are provided to guide you in making use of the form. We

will walk through them.
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Exercise 4.1 How My Emotions Function in My Trading

Situation Information Speed Attention Commitment
Example 1: Feelings of The market is | Feelings of Feelings of
Price begins | excitement moving; | need | caution prevail. | pride. In the
to rally over potential | to make a I know | am not | past, | would
aggressively. | quick profits. | quick decision. | seeing all the have jumped
Should | jump However, | data. This is in, but paying
aboard? don'’t feel why I am not attention to

confident confident. | all my feelings

enough to take | check my other | kept me out of

this trade. indicators. an unplanned

trade.

Example 2: Feeling very | Feeling calm; | Continuing Confident
Developing curious about | there is no to feel very feelings that
plan for obvious rush. interested in everything
tomorrow’s selling in the evidence is coming
trading: market today. of selling. | together for
identifying Wondering checked the a great trade
trade what does higher time tomorrow.
locations. this mean? frame and was

excited to find
significant
resistance!
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In the first column of Exercise 4.1, jot down briefly a situation in which you were
called upon to make a trading decision. In the first example given, the trader is decid-
ing whether or not to take a trade at a sudden market movement. This trader notes
in the Information column that his feelings reflect excitement over the fast profits he
envisions. In the Speed column, he notes that he needs to act quickly, but doesn’t feel
the confidence he needs to make such a rapid decision. Feelings of caution continue
and these draw his attention to his indicators; he notes that he has insufficient data to
take a trade. Keeping himself out of the trade and doing what is most important for his
trading and for himself as a trader (i.e., to refrain from jumping into poorly planned
trades) gives him satisfaction and a feeling of pride that he is acting in the best interests
of his trading. This helps him to commit to not only avoid jumping into an unplanned
trade in the future, but also to continue to be aware of his emotions and to continue
to work on his self-development as a trader. This trader’s enhanced awareness of his
emotions and his effective use of his emotions support him both in better trading and
in remaining committed to the important process of self-development.

The second example is not an immediate trading decision, but a decision about
where a trade may take place the next trading day. As the trader noted indications
of selling in today’s market, she was aware that she felt very curious about the sell-
ing. She noticed her curiosity was greater than normal and wondered what it might
mean. She recorded this in the Information column of the exercise form. She also felt
calm; not pressed to make a quick decision. This was entered under Speed. As she
continued to check out her market with interest, her attention was drawn to higher
time frame resistance. She suddenly felt excited. She now understood the reason for
the selling in today’s market. The excitement she now feels confirms her analysis and
informs her decision making. All of her emotions lead to a high level of commitment
for the next day’s trading. Her skilled use of her emotions led her to a choice trade
opportunity. Because she has strong feelings that “everything is coming together for a
great trade,” her commitment is high and she will be able to confidently execute and
manage that trade when it occurs.

This is a very different way of looking at emotions. Emotions are not some-
thing to be avoided, managed, escaped, or eliminated. Certainly, they can be
unpleasant and uncomfortable, but they provide much more information about
the market and your trades than they are given credit for by conventional trading
wisdom. Traders need to be emotionally intelligent. Begin to become aware of
your emotions and see them as multifaceted and adding value to your decisions
rather than as one dimensional, nothing but negative, and something to be con-
trolled, turned off, or suppressed. Emotions are not the enemy. As you become
more aware of your feelings, adopt an attitude of being open to whatever feeling
may show up.

We want to be open to all our feelings as well as our thoughts rather than fighting
them. We know fighting them makes things worse. We can get “anxiety about our
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anxiety” and amplify our arousal. Fighting our emotions also distracts us from what
is important in our trading. Trying to get rid of or reduce our emotions takes us out
of the trade. It turns our attention inward, away from the market and any trade we
may have on. This is the true irrationality of emotions. It’s not that emotions cause
irrational decisions, but it’s trying to control emotions that causes erratic trading. How can
anyone be successful in trading if they are always engaged in fighting emotions? We
know through our experiences that trying to control how we feel takes enormous
effort. Because attention is finite, we can’t place our attention on two demanding
tasks—that is, controlling our feelings and managing our trade—at the same time.
We can no longer be attentive to our trade when focused on our feelings. This is
precisely why we want to work at being open to our feelings—even the unpleasant
ones—and let them be just as they are.

B A Few Words on Strong Emotions

While emotions have definite positive functions in trading decisions, traders never-
theless can also feel overwhelmed by strong emotions. All traders have had the ex-
perience that strong emotions negatively affect their trading performance. In a sur-
vey-type study of 80 online traders conducted by Lo, Repin, and trading psychologist
Brett Steenbarger, traders recorded their day’s trading results and also gave an assess-
ment of their feelings. Strong emotional responses were found to be clearly counter-
productive in real-time trading, Traders participating in this study who were more
emotionally reactive to gains and losses had significantly worse trading performance
than those with more even-keeled feeling states as they traded throughout the day.
The authors note that our habitual emotional reactions can be “too crude” for effective
trading. A different approach to our normal response to strong emotions is needed.
As a first step, we need to be more accepting of our emotions—the felt bodily
states and feelings, or somatic markers as described by Damasio—that together with
our thoughts and perceptions guide our decisions and consequent actions. When
we are unwilling to have contact with our emotions, we tend to fight them. This is
our “crude” and habitual reaction and it gives our unpleasant emotions additional
strength. This is how we can become quickly overaroused and overwhelmed. When
aroused and overwhelmed by our emotions, we can have difficulty in taking note of
our somatic markers, logical thoughts, and rational perceptions about the market.
We can become emotionally hijacked. It is as if one voice is screaming and we can’t
hear or even acknowledge other important voices in the crowd. As Lo, Repin, and
Steenbarger found with day traders, hyperarousal overrides our normal ability to
think rationally and respond to the market with care and consideration. High arousal
leads to poor trading choices and inept trading actions. Most traders have probably

experienced this.
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In the next few chapters, we discuss in depth mindfulness and cognitive defu-
sion—two potent techniques that will help us understand our thoughts and feelings
in a different light. Through these methods we will see that we can step back from
our thoughts and feelings, be more accepting of them, and begin to actually experi-
ence that we don’t have to respond in only one, intractable way to our internal state;
we can develop flexibility in how we deal with our emotions, even the strong ones.
In later chapters, we also discuss the high-value trading actions that both reflect and
bring more flexibility and consistency into our trading.

In Parts II and III of this book, we present many useful and reliable techniques
and methods traders can learn to deal with fear and other difficult emotions. These
powerful techniques and methods have been developed by psychologists and I have
adapted them specifically for traders. I have taught these techniques and methods to
traders who have used them effectively. They are practical and easy to do. But let’s
not get too far ahead of ourselves, as there is more to clarify before we get to tech-
niques. For now, however, I do want to discuss one of the best things to do for fear,
anxiety, and stress: regular exercise.

You may be surprised to read about regular exercise in a book on trading psychol-
ogy, but it is a serious recommendation because regular exercise can be a very potent
antidote to strong feelings. A recent cover story by Karen Weir in the American Psy-
chological Association’s membership journal, Monitor on Psychology, highlighted the
strong research evidence on the mental benefits of exercise. The aim of the article
was to encourage psychologists to include exercise in their treatment programs.
Consider your own experience with exercise. If you have ever concluded a stressful
day with a run or other vigorous exercise, chances are you felt better after the work-
out. There is a strong link between exercise and our state of mind, and the effect is
immediate. It is a simple and very effective way to regulate mood.

In general, people who exercise regularly are less prone to mood problems than
those who do not. This is well-established, but the research goes much further. In
a revealing series of clinical trials, medical psychologist James Blumenthal and his
colleagues show just how potent exercise can be. Blumenthal compared the effects
of regular exercise against antidepressant medication in treating individuals with ma-
jor depressive disorder, a very serious mental affliction. He and his research team
found that regular aerobic exercise was as good as medicine in treating this serious
mental illness. Moreover, when people maintained a routine of exercise, they contin-
ued to keep their depression in check after a year. This is significant because people
who suffer with major depression are prone to relapse. Exercise not only alleviated
symptoms as effectively as drugs, exercise also had a longer-term protective benefit,
which no drug can offer.

Exercise is also powerfully helpful in reducing stress and anxiety and may be par-
ticularly beneficial in dealing with the flight-flight response discussed above. Psy-
chologists Jasper Smits and Michael Otto have shown that regular aerobic exercise
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helps to desensitize a person from many of the physiological symptoms of fear and
anxiety—for example, muscle tension, racing heart, feeling out of breath, and the
like. As people become more accustomed to these physical symptoms through ex-
ercise, they become hardened and habituated to them. In other words, they become
more mentally tough when it comes to uncomfortable bodily sensations because
they routinely accept them in exercise. What earlier was felt as disagreeable becomes
perceived as innocuous with exercise.

Exercise itself is a form of stress, requiring effort and adaptation. It puts your
body into better shape, which empowers it to better handle other stress, including
the stress from trading. Studies show that those who engage in a program of exer-
cise have less physiological activation and intensity of common stress markers such
as elevated blood pressure and heart rate as well as lower psychological markers of
mood and symptoms of anxiety when confronted by stress. Exercise helps people
adapt to stress. Those who persist in a regular routine of exercise also learn the same
mental skills that help them to persist in holding a trade rather than cutting it short
or delaying immediate gratification and holding back from jumping into a trade even
though there is an urge to do so. In general, stress is a daily consideration in the trad-
ing environment and exercise will clearly help buffer you from its harmful effects—
mentally, physically, and trading-wise.

As interesting as these findings are, it is what goes on inside the brain where ex-
ercise can really be of help to traders hindered by the discomfort of fear and stress.
Harvard Medical School professor John Ratey describes these and other beneficial
processes that arise from exercise as Miracle Grow for the brain. He reports that
aerobic exercise does several positive things for body and brain. One of the most
important is exercise elevates and balances neurochemicals. Remember that when
we are stressed, the amygdala floods the brain and body with chemicals that prepare
the body to escape or fight. Exercise restores balance. Exercise naturally increases
serotonin, a neurochemical that has a calming effect on our mood and enhances our
sense of security.

Regular exercise also increases GABA (Y-Aminobutyric acid) and ATP. GABA is
one of the brain’s main inhibitory neurotransmitters, meaning that it plays a large
role in regulating excitability and arousal throughout the nervous system. Both
GABA and ATP directly act to restrain the nervous system’s fight-flight/stress re-
sponse. Exercise naturally dampens our normal reactiveness to stress.

Physiologically, exercise reduces overall muscle tension, improves the cardiovas-
cular system, lowers blood pressure, and lowers the resting tension of the major
muscle groups that are automatically activated in stressful situations. Exercise helps
to reset the stress threshold.

Through exercise, we harden the body and the brain to stress in a positive way.
Exercise also has a psychological effect over and above making us feel better. Psycho-
logically, we are actively doing something to cope with stress. We are taking action.
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This gives us a sense of control over what we are able to influence. The combination
of all these factors: increasing calming and mood enhancing neurochemicals in the
brain, elevating our stress tolerance both physically and mentally, breaking down the
feedback loop between muscle tension and fear, and generating efficacy over our-
selves opens up the potential to take constructive action when in a trading situation
that normally invokes stress or fear rather than the rigid, inflexible actions we might
typically make. This can be potent for a trader hampered by fear and anxiety.

It is very hard to be a competent trader if you are plagued by anxiety each
time you put on a trade or step up size. You can feel like a nervous wreck with
no control over your anxiety and trading. Your trading world and how you operate
within it shrinks. You are likely to find yourself repeating the same rigid patterns
over and over, unable to break free. You may begin to doubt yourself as a trader and
even as a person. Adding to the anxiety are feelings of shame, sadness, and maybe
hopelessness. Developing a routine of exercise along with other suggestions in this
book, can help you develop control over what you can influence. You may begin to
see yourself as taking an active, rather than a passive approach to your trading. Things
are not so hopeless. You can begin to lower sensitivity to anxiety, increase calming
neurochemicals and hormones, increase your tolerance for stress, and provide an
opening to use the other techniques and methods we will discuss shortly. As these
techniques and methods are applied in your trading, continued exercise provides the
growth and other factors the brain needs to develop and strengthen new pathways
for trading actions, setting up new, flexible patterns in situations that in the past
cause stress. Sound good? Well, there’s more to be done.
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ffective trading calls on traders to confront significant psychological challenges.

Facing and overcoming these challenges is not an easy endeavor. The difficulty
lies in the fact that our mind, our biology, and even our genes are not naturally suited
for the mental demands of trading. In fact, our minds, our biology, and our genes
tend to work against us in trading, as we have seen in the first few chapters. As we
have also seen, the solutions traders develop to address these challenges—especially
the notion that emotions should be eliminated—often compounds their troubles. We
are not able to simply eliminate emotions or thoughts at will. That’s just not possible
on a consistent basis. Our minds are more complex; a simplistic, naive approach not
only does not work, it makes matters worse. We need to approach the psychology of
trading in a different way.

B Mind, Genes, Emotions, and Biology

One of the psychological challenges we face is the fact that our minds freely apply
mental shortcuts that tilt toward cognitive biases in rendering trading decisions.
Costly errors do not come from conscious intentional actions, nor are they always
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the results of emotions. Rather, many costly errors result from actions that appear
to our mind to be correct at the moment and that later, on reflection, are seen
as flawed and faulty. When we apply mental shortcuts, we ignore base rates and
consider only the more obvious and recent information, and tend to address easily
answered but woefully inadequate questions. The application of mental shortcuts to
complicated trading decisions leads us to deficient market assessments and poorly
constructed trades.

In Chapter 1 we distinguished between our intuitive mind and our deliberative
mind. We noted that it is our deliberative mind that we need to engage in making
trading decisions. In contrast to our intuitive mind, deliberative mind can assess
probabilities, consider disparate information, synthesize data, weigh options, and
override our tendency toward bias. Although more suited for trading the markets,
deliberative mind is usually willing to accept whatever answers intuitive mind
provides, however defective those answers may be. Deliberative mind is difficult to
engage and maintain connection with. It takes effort and coaxing to engage delib-
erative mind in conducting the kind of evaluative calculus needed for trading. But
traders must marshal their deliberate mind to engage in analytical thinking and
reflect consciously on the data before them to make sure that nothing is overlooked
and everything is weighed appropriately. Simply depending on mental shortcuts in
trading is the source of many trading errors and losing trades.

Another psychological challenge for traders is the role our genes and biology
play in our trading. Being ready to mobilize and either flee or fight a powerful forest
animal has helped humans survive over the millennia. While today few confront
hungry tigers, we continue to carry the genetic coding of the fight-flight response
and automatically react with a strong call for action to more mundane threats, in-
cluding perceived threats arising from our mind in everyday trading. During our
evolution, we have also learned that it is usually better to hold on to what we have.
We are innately averse to loss, and we confront the risk of loss every time we put
on a trade.

As we have seen, emotions also present a significant psychological challenge to us
in trading. Strong emotions—especially fear, as well as other emotions such as anger,
excitement, boredom, and sadness—can cause unforced errors in trading. When
under the influence of emotions, we may surrender our emotional intelligence and
lose track of our trade. When our focus goes inward, we become unable to objec-
tively assess the market or execute trading skills. The more we struggle and try to
control our internal state, the more intense our inner world becomes, and the more
our trading can suffer. Our struggles lead to mistakes and trading failure. When fear
and other strong emotions kick in, they trigger specific brain areas that automatically
send chemical messages to other parts of the body. Especially with the emotion of
fear, we have seen that the amygdala and hippocampus are involved and we have no
direct control over them once activated.
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Is it any wonder why trading is such a difficult endeavor? In no uncertain terms,
our biology, genes, mind, and emotions all can and do work against us as traders.
Without a substantial and conscious effort on our part, our own nature and makeup
can consistently undermine our ability to trade effectively.

B Avoidance

Our thoughts, emotions, and bodily sensations will always play into our trading, Most
traders generally experience their emotions most prominently and, perhaps to a
slightly lesser extent, bodily sensations while trading. Because this experience can be
uncomfortable and unpleasant, our instinct is to avoid or escape it. Avoidance and escape
are natural and they work well in many day-to-day situations. But like many things in trading
psychology, what is natural may not always be in the trader’s best interest. Avoidance
of unpleasant emotions almost always works against our trading, The control strategy
examples you listed in Exercises 3.1 and 3.2 from Chapter 3 were likely all done in the
service of escaping, avoiding, or reducing internal discomfort. Many of these strategies
were natural reactions, and they seemed sensible at the time. When you weighed the
costs and benefits, however, you would most likely find that these avoidance strategies
generated little benefit, if any, to your trading, they had no lasting impact on your internal
state, and they cost you in terms of actual losses, missed opportunities, and lost profits.
Avoidance strategies undermined your growth and development in skillful trading,
Avoidance is seen in virtually all trading situations in which unpleasant bodily
sensations, unwanted thoughts, and uncomfortable emotions occur. For example,
fear might be experienced after a trader enters a trade and sees the market go slightly
against her position. If the fear is strong enough, she might cut the trade short to
escape the unpleasantness she feels. A less obvious example involves the trader who
perceives the market starting to rally and jumps into an unplanned trade because of
the discomfort he feels at not being in on the trade. Although subtle, he takes the
trade to escape the unease he feels from being left on the sidelines. An even more
subtle example is seen in a trader who identifies a valid trade setup and commits
much greater size than normal. Odds are very good that this trader is responding with
position size to an internal voice concerned with making up a previous loss, making
more money that day than a trading friend, or some other irrelevant justification that
is irritating the trader. Because relief from disagreeable feelings occurs through a
trading action, the two can easily become linked and we can literally train ourselves
to be poor traders—forever locked into escaping discomfort through maladroit
trading actions. In psychology, this is known as negative reinforcement. It was originally
described by behavioral psychologist B. F. Skinner as part of his highly influential
theory of operant conditioning, that is, how humans learn through the consequences of
their actions. Traders will find it worthwhile to understand negative reinforcement.
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B Negative Reinforcement Directly Affects
Trading Performance

In general, we think of reinforcement in a positive way. For example, a trader on
a proprictary trading desk receives a bonus for her outstanding performance. Her
behavior is being positively reinforced. Because of the bonus (a consequence of her
good behavior), she is likely to work hard to keep her performance up in the future.
The reinforcement encourages and strengthens desirable behavior. Everyone can un-
derstand this. Negative reinforcement is a little different, conceptually. It is not about
punishment. Negative reinforcement is acting to remove or avoid something unpleasant.

Let’s look at an everyday example to be clear:

A mother and her child are in the checkout line at the grocery. It’s
5:00 pm. and mother has just finished shopping for tonight’s dinner. Her
child spots candy on the display stand and asks for a candy bar. Mother
says, “No, it’s too close to dinner.” The child begins to cry. Mother tries
to ignore the child, but the child begins screaming, “I want a candy bar!”
Mother feels the eyes of other people in the line looking at them and tries
to quiet the child, but the child will have none of that. Finally, mother
acquiesces and gives the candy to her child who immediately smiles and
stops her tantrum.

Mother’s action of giving the candy bar to the child serves to take away the
child’s unpleasant behavior. Mother’s action effectively removes something noxious.
Mother’s behavior is being negatively reinforced because the child stops crying. Of
course, the next time the child wants a candy bar, what do you think will happen?

In trading, when we take an action to remove, avoid, or escape an unpleasant
internal experience, we are rewarding the action that removes it. This is negative
reinforcement. Giving the candy bar to the child (action) ended the child’s tantrum
(unpleasant experience). Jumping into an unplanned trade (action) removes
the irritating thoughts and feelings of missing out (unpleasant experience). This
may not be easy to understand, so let’s walk through an example of cutting a win-
ning trade short in detail as illustrated in Figure 5.1 to see not only the negative
reinforcement, but also the discouraging consequences of such reinforcement.

Starting at the top, a trader identifies a trade setup. It meets his trade setup criteria,
and the trade is entered. Shortly after the trade is put on, the trader begins to
experience stress. The threat of a loss seems real and, because of prior losses that
may be recalled or sensitivity to loss aversion or both, the stress response kicks in
and the trader begins to notice discomfort.

The discomfort seems to confirm the threat of loss. Apprehension can rapidly
rise into trepidation, then to alarm and fear. The mind becomes vocal, declaring
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FIGURE 5.1 Vicious Cycle of Ineffective Trading: Cutting a Winning Trade Short

its concern. It tells the trader how bad a loss would be and how that just can’t be
tolerated. Emotions and bodily sensations seem to corroborate the internal voice and
inflame the discomfort. Just like the child having a temper tantrum over the candy
bar, the trader’s inner voice becomes strident, urging the trader to exit the trade even
though it has just begun.

Attention shifts and narrows. Just moments before, the trader was reading the market
carefully, evaluating its current indications against trade setup criteria. That perspective
has dramatically changed. Now, the trader’s outward concentration is absorbed by neg-
ligible price fluctuations. Each tick against the position sets off new alarms. His main
focus, however, has turned inward. The trader is acutely aware of body sensations and
the inner distress he feels in both his emotions and his mental self-talk.

As attention shifts to the trader’s inner state, not only is the focus on the trade lost,
but the demand to escape the distress mounts. The trader may at first try to suppress the
discomfort, but this only further misdirects attention away from the trade. The more
the trader struggles with his unwanted thoughts and feelings, the more prominent
they become. With internal feelings amplified, trade management is abandoned. All
interest is now in fleeing the unease and discomfort of the internal state.

The simple and effective solution to alleviate the internal discomfort is to exit the
trade, which the trader does. Note carefully that closing the trade is done solely to
relieve distress. The trade is not closed because exiting is the right trade management
decision or because this action is in the best interest of the trade. The reason the
trader exits the trade has nothing to do with the trade. The trader’s action is done solely
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to regulate his internal state. This is the crucial point. This is not trading; it’s struggling
with emotion.

Reinforcement comes as the trader is released from the grip of distress. As soon
as the trade has been taken off, the trader begins to relax. The discomfort felt in the
body melts away. The mind calms down. Emotions evaporate. The crisis is over. The
action of closing the trade is reinforced by the relief. It is negative reinforcement
because the action gets rid of an unpleasant experience. The removal of the distress
is the reward for cutting the trade. Because the relief is direct and immediate, it is a
very powerful reinforcer. Like the mother placating her child, the immediate relief
from cutting the trade almost guarantees that when the trader is in a similar stressful
situation in the future, he will address it in the same way.

Recall from Chapter 2 how the flight-fight response activates the hippocampus
to remember threats and how to deal with them. The hippocampus will record and
remember that cutting the trade successfully removes distress. Thus, an ineffec-
tive trading response pattern gets encoded in the memory center of the brain: feel
uncomfortable in a trade — cut the trade — gain relief. The hippocampus doesn’t
concern itself with reduced profits. Because of our genetic heritage, the hippocampus
is primarily concerned with removing the threat and knows that closing the trade
effectively removes the threat and relieves the distress. The hippocampus—as the
brain’s memory center—stores this for future situations. The trader thus trains him-
self to escape trading discomfort by cutting winning trades short. Because cutting
the trade is effective at removing distress and our brain codes it into memory, he is
virtually guaranteed to do it again the next time. When repeated a few times, he will
have conditioned himself very powerfully to cut trades in the face of stress. Avoidance
of unpleasant internal states in trading usually leads to counterproductive trading
behaviors. Once a counterproductive behavior becomes hardened through a few neg-
atively reinforced trading episodes, it becomes difficult to change that behavior. This
is a good example of why traders need to understand trading psychology. It’s natural
to want to avoid discomfort; but the things we do naturally can backfire in trading.

The obvious consequence for the trader caught in this mode of emotional trading
is that he is blocking himself from learning to trade well. The development of trade
management skills is sacrificed for the escape from unwanted feelings, thoughts,
and sensations. This is what traders who struggle with strong emotions typically say
about the costs associated with attempting to control and suppress uncomfortable
emotions: getting rid of distressing emotions becomes the prime concern and their
trading suffers. They leave significant profits on the table from cutting winners short.
They never learn to trade skillfully. They become stuck in a cycle of unproductive
trading. Ultimately, they feel bad about themselves as traders. This is a true vicious
cycle that gets repeated trade after trade. If it is not somehow broken, it is easy to see
that the trader will eventually burn out and leave the trading game along with their
hopes for whatever lifestyle and level of financial independence they had envisioned.
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Although the example above shows how fear can cause traders to cut a winning
trade short, the same cycle can be applied for other erratic trading prompted by strong
emotions. The trader who sees the market begin to move, for example, will feel similar
stress at not being in the market and missing out on imagined profits. In this case, trade
entry is made to appease the internal pressure felt at not being in a trade. Again, action is
taken in the service of emotions and relief from one’s internal state is achieved, making
the impulsive action an almost guaranteed response the next time the trader sees the
market take off. Regardless what situation prompts the erratic action, traders can teach
themselves to be poor traders by trading in the service of their emotions and negatively
reinforcing erratic trading actions that remove those unwanted internal states. Instead of
developing sound trading behaviors that improve their skills at trading, they develop skills

at ﬂeeing emotion. This is one of the main reasons why so many traders fail at trading.

B A Different Kind of Thinking

Albert Einstein once observed that we cannot solve problems by using the same kind
of thinking that caused the problem. This is very true with respect to our internal
state. Attempting to control emotions does not work. You now understand that not
only does this kind of thinking not solve the problem, it is very harmful to your
trading, and harmful to your development as a trader. A different kind of thinking is
needed to help traders understand that feeling unwanted emotion does not necessar-
ily predict losing trades. Traders also need to recognize that what the mind says may
not always reflect reality. We need to learn to pull back from our thoughts rather than
buy into them. Moreover, we need a different kind of thinking approach in order to
engage our deliberative mind. The usual way of thinking for the vast majority of us
offers too much freedom for intuitive mind to operate: we tend to view the charts
and our trades through the foggy lenses of heuristics and other cognitive biases.

An important and critical step toward a different kind of thinking is to develop
the mental skill called mindfulness. Mindfulness allows us to be an observer of our
own thoughts and feelings while keeping our mind in the present moment and our
attention on the things that matter. Mindfulness skills can loosen the grip of difficult
thoughts and feelings that derail skillful trading. Mindfulness can help traders develop
a greater flexibility in responding to the market while at the same time strengthen
their attentional capacity to engage deliberative mind.

B Mindfulness

I consider mindfulness to be the most important mental skill a trader can develop
to address many of trading’s psychological challenges. In this section, we present an
overview of mindfulness and then go into some of the aspects—backed by scientific
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research—of why it is such an important mental skill for traders. In the next chapter,
you will learn how to practice mindfulness through several mindfulness scripts which
you can use to develop your own mindfulness routine and skill set.

Mindfulness is a quality of consciousness often described as “paying attention in a

»1

particular way: on purpose, in the present moment, and nonjudgmentally.”” As you
will see, mindfulness is a state of mind developed through practice to help increase
attention and concentration. Mindfulness allows you to separate yourself from your
thoughts and feelings; and it further helps you stay focused in the present moment
rather than drift off into the past or future.

Mindfulness originated from the Eastern traditions of yoga and Buddhism. It has a
very long history. Patanjali, a yoga master, wrote about the method in his Yoga Sutra
(see, for example, Chip Hartranft’s The Yoga Sutra of Patanjali) during the second
century BC. Oral and other written material on meditation and mindfulness existed
prior to Patanjali’s manuscript, but his became the governing text in the yogic
tradition. It is still used today. The practice of mindfulness is ancient.

Despite its age, mindfulness is relatively new in the Occident. Although new,
mindfulness is rapidly changing the landscape of psychology in the West. It is
becoming well researched and, in the last several years, scientists have documented
several significant characteristics and benefits that mindfulness offers. I discuss some
of the important research findings, as they are significant for traders.

The practice of mindfulness (sometimes referred to as mindfulness meditation)
possesses several characteristics of value to traders. Through mindfulness, traders can
develop better regulation of their attention and a heightened clarity of the various
aspects of their environment. The mindful trader may see the trading cues signaled
by the market clearer and more objectively. When mindful, it becomes easier for the
trader to shift attention back and forth between the last few bars on the chart and
the larger structure that forms the background. Mindfulness can support the trader
in integrating the chart’s right edge with overall market context and help the trader
more clearly identify when conditions are ripe for a trade.

As a part of attentional management, mindfulness meditation also helps the trader
stay in the present moment. The mind is a “frequent flyer” into the past and future.
Notice, for example, how many times your mind has wandered while reading this
text. While reading, you may have noticed that, on its own, your mind began thinking
of other things. As you read about cutting a trade short, for example, you might have
recalled a recent trade where you did something similar. Your mind then begins to
think about and, perhaps, relive that past experience. Then, you might recall there
is a new indicator you want to research, which you think might help you hold onto
your trades, and you begin thinking about that indicator. You mind might start to
think about this new indicator’s components, comparing them with what you now
use, and imagining how the new indicator might work for you on future trades.
At some point, you might notice you have become hungry and your mind starts
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thinking about getting a snack. Is there anything in the cupboard, you wonder? “Yes!
There is a bag of chips.” But then you might think chips aren’t so good for your diet
and how you want to lose weight. “Losing weight has been hard,” you think. “Maybe I
should join a gym,” might be your next thought. “That would be good for me.” Your
mind then starts planning. “I can work out Monday, Wednesday, and Friday after the
market close....” And on and on it goes until somehow your attention is brought
back to this book (remember, you are reading this book).

Usually, this aspect of the mind goes unnoticed. We slip effortlessly into past
remembrances or into future projections without even being aware it is happening.
When you begin to apply mindfulness and start to observe your mind, you will find
it is rarely in the present moment. Mind wandering is our normal, default mode of
cognition. We go from one mental association to the next, often in haphazard and
random ways as the paragraph above highlights. If this is new to you, you need not be
alarmed by this. It is just how the mind naturally operates.

Getting lost in thought also tends to activate emotions. We tend to live more
in a self-constructed mental world complete with congruent emotions than in the
actual world. Mindfulness helps us better notice when our mind is wandering and
allows us to bring our attention back to whatever is important to us at that moment.
Mindfulness helps ground us in reality rather than on what the mind is chattering
on about. When trading mindfully, the trader becomes more self-aware and detects
when he or she has left the present. Not only is attention to market action increased,
but becoming aware of where attention is placed is also strengthened. All traders
sometimes become distracted. When attention shifts off the market, we miss trades
or important cues that the market is about to do something that may require our
action. Mindful traders can better notice their mental roaming and bring themselves
back to important trading-relevant tasks. This is a vital mental skill that enhances
trading performance.

Perhaps the greatest benefit of mindfulness is its role in defusion. (Although we
introduce defusion here, the concept is so important that we spend an entire chapter
on it. See Chapter 7.) Mindfulness teaches traders defusion: how to see their own
thoughts and feelings simply as passing events, rather than something that demands
a response. Recall that attempting to suppress, control, or eliminate feelings and
thoughts typically makes them worse. Mindfulness teaches the practitioner that
thoughts and feelings arise and depart on their own, they are not always helpful
and they are not always accurate reflections of reality. When we are not mindful
of our thoughts and feelings, it becomes easy to get hooked by them. This was
illustrated in the above example of the mind wandering as you read this book. Once
hooked, we then follow whatever mental and emotional path the mind takes us
down. Mindfulness helps us recognize that thoughts and feelings can be seen for
what they are—mere internal events. Because our thoughts and feelings are typically
about previous experiences, recalled images, projections, and predictions about the
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future, what the mind is telling us is not necessarily truthful, though the mind always
represents its forecasts as true and correct.

Usually, the mind evaluates virtually all that comes into its awareness. We compare
and contrast, evaluate what we see, and predict how this might affect our future
desires. As the trader watches price bars unfold, for example, it is easy to misinterpret
a bar or two and make a prediction about the future. Uncritically assuming that the
mind always tells us the truth all of the time in all situations can cause emotions to
stir and set off inept performance. Mindfulness extends the distance between what
is seen and how we respond by helping us look at rather than look though thoughts
and feelings. This aspect of mindfulness enables the trader to see and experience
events before the mind has the opportunity to evaluate and react impulsively. As we
discussed in Chapter 2, developing an understanding of how internal experiences
influence our actions is a factor of emotional intelligence. Mindfulness directly
promotes emotional intelligence. Difficult thoughts and feelings will still occur, but
they are recognized as just that—momentary thoughts and feelings, not permanent
and not necessarily reality. This is defusion. Mindfulness helps break down the belief
that thoughts and feelings are always correct, always certain, and always unavoidable
obligations to act. Through practice, mindfulness offers us the opportunity to develop
a more skillful way of understanding and responding to our inner world.

These three characteristics of mindfulness—a heightened clarity of the market
environment, focus on the here and now, and an understanding that thoughts and feelings
are merely temporary events and not necessarily reality—can help the trader take action
in the direction of what matters most in a given trade, as well as what matters most to
him or her as a trader. When mindful we can create a distance between having a thought
or feeling and reacting to it. This is a cultivated mental space where the trader can let go
of internal events that wreak havoc on trading. At the same time, the ability to effectively
respond to the market is broadened. Instead of rigidly patterned responses that address
one’s internal state such as cutting a trade short, jumping into an unplanned trade, or
failing to take a trade, mindful traders place themselves in a position to choose more
valued trading actions that address the needs of the trade. The higher level of awareness
promoted by mindfulness can help traders experience undesirable thoughts and feelings
without derailing their focus on the trade. We saw this with Captain Sullenberger’s ability
to not struggle with or be overtaken by the intense level of fear and stress he experienced
and, instead, be able to direct his attention to the highly valuable actions needed to land
Flight 1549 safely in the Hudson River.

B Being in the Zone

In situations less dramatic than landing a damaged aircraft, such as in sport and
trading, the mindfulness state shares characteristics of consciousness similar to what
is commonly called “being in the zone,” or what positive psychologist and former
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head of psychology at the University of Chicago, Mihaly Csikszentmihalyi, refers
to as flow. Flow, according to Csikszentmihalyi, involves being fully focused and
completely involved in an activity or task. Skills are matched to the task and are
fully utilized. Time seems to fly by and internal mental dialogues become much
less important. Because attention is sharp and concentrated, it brings clarity. Tennis
players, for example, say that they “see the ball” better and can respond easily to
the playing situation when they are “in the zone,” fully absorbed in the match,
and experiencing flow. Similarly, in this state, the trader is in clear, moment-to-
moment contact with the market. Normally disruptive mental and emotional influ-
ences may still be present, but recede as if they were broadcast from a radio play-
ing softly in the background. Emotional hijackings become less likely. The trader
understands that thoughts and emotions do not have to dictate actions. The trader
can follow his or her trading plan and fully utilize trading skills and abilities that
lead to improved performance, consistency in trading, and growth as a trader. In
contrast to the Vicious Cycle of Ineffective Trading illustrated in Figure 5.1 with the
trader cutting a winning trade short, Figure 5.2 illustrates the Cycle of Mindfully
Effective Trading. Through mindfulness practice, we no longer have to act as limited
automatons, slavishly responding to the vagaries of our inner states. Mindfulness
helps us approach the “zone” or flow state.

S

We will learn several different ways to do and practice mindfulness in Chapter 6. 107
Before we do that, it is important for traders to understand a bit about the science
behind mindfulness. Because mindfulness requires practice and is an investment of

your time and effort, you should understand what it can do for you.

/ Trade Entered \
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FIGURE 5.2 Mindful Cycle of Effective Trading
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B The Science of Mindfulness Meditation

Mindfulness meditation has been widely applied in clinical treatments with people
who suffer from mental illness with much success. Mindfulness meditation has been
shown to be effective in reducing stress, anxiety, and the frequency and intensity of
chronic panic attacks. Research demonstrates mindfulness helps in lifting depression
and preventing its relapse, reducing substance abuse, increasing attentional control
in individuals with attention deficits, enhancing immune function as a defense for
general health protection, reducing symptoms associated with chronic pain, and
promoting adaptive emotional regulation. We make the assumption here, though,
that most traders are not afflicted by mental illness. This begs the question: Is
mindfulness of benefit to generally healthy individuals and specifically to traders?
The answer is definitely yes.

General Benefits of Mindfulness

Peter Sedlmeier together with a team of psychology researchers at the Chemnitz
University of Technology in Germany reviewed the psychological effects of
mindfulness in generally healthy people across 163 high-quality empirical studies.
This comprehensive review of the state of the science affirmed that mindfulness has
clear and substantial positive effects for healthy people. The researchers identified
a range of 21 psychological indicators that had been studied and, in all but a few,
mindfulness meditation had beneficial impact. The largest effects were seen in
reducing anxiety and negative emotions. Interpersonal relationship measures were
also strongly and positively impacted. Slightly less strong, but categorically positive,
were effects seen in measures of perception, stress, and attention.

Sedlmeier and colleagues state that the positive effects reported in their research
are comparable to the levels produced by proven psychotherapeutic treatments
for patients with mental illness. This gives the reader a sense of the potency of
mindfulness for the healthy individual. Sedlmeier’s team also compared meditation
with relaxation. In the past, meditation and its effects have been considered similar
to standard relaxation procedures because it often does produce a state of deep
relaxation and calm. In fact, meditation was popularly described in the 1970s by
Harvard Medical School professor Herbert Benson as the “relaxation response.” But
Sedlmeier and colleagues found differently. They state, “Meditation has an effect on
the psychological variables analyzed that extends far beyond the relaxation response
elicited by relaxation procedures.” It is also noteworthy that the research found men
and women of all adult ages benefited from the many positive impacts of meditation.

This research is great news for traders. Mindfulness has confirmed bearing on
some of the most trading-relevant psychological considerations. It fosters improved
attention, concentration, and perception, and offers protective effects from stress,

abcBourselir 0 @abcBourseyidT-)5 L)



www.MyChart.ir
http://abcbourse.ir/

anxiety, and negative emotions. This is good to know, but I want to go deeper into the
research as [ believe there is more to mindfulness that can be of tremendous benefit
to traders and their trading. Understanding some of the specific elements of this story
and how mindfulness meditation relates to trading is not only helpful in and of itself,
but will also benefit you if you are struggling with unwanted thoughts and emotions:
as we break down some of the details of mindfulness, it will simultaneously begin to
give you an enhanced awareness of your thoughts and emotions. As you go through
the recent research with me, we will break down thoughts and emotions into exactly
what they are through the illuminating lens of mindfulness. The goal of doing this is
to help you understand that there truly is a different way of thinking about stress,
unwanted thoughts, and uncomfortable emotions that, when paired with high-value
actions, which we will learn in Part III of this book, become a dynamic, effective,
and hopefully profitable way of viewing your thoughts and feelings as you trade the
markets.

Mindfulness, Fear, Loss Aversion, and Perspective

Recall from our discussion on strong emotions and fear from Chapter 2 that the
amygdala—the brain’s panic button—is strongly implicated in trading—related fear

S

and is a significant actor in the fight-flight response. It should not be surprising that 109
this brain area is also strongly linked to loss aversion. This makes sense because loss
aversion is a fear-based bias.

Cognitive neuroscientist Benedetto De Martino used an fMRI (functional
Magnetic Resonance Imaging) scanner to measure brain activity as study participants
made decisions that involved loss aversion under a cognitive framing effect. Framing
is a cognitive bias that influences our decisions depending on how information is
presented or “framed.” In this study, participants were given £50 and then were asked
to choose between a “sure” option and a “gamble” option presented in two different
ways. The key was the way the options were framed. The sure choice was stated as
cither keeping money (e.g., KEEP £30) or, alternatively, as losing money (e.g., LOSE
£20) from the initial £50.The gamble choice was identical in both frames. Participants

45d9 TVOIDOTOHDASd SYAAVILIH.L

were more likely to choose a sure bet in the KEEP frame and a gamble in the LOSE
frame. Astute readers will recognize that this is also describing loss aversion and the
disposition effect: we are more likely to be conservative and risk-averse when we
have gains by banking profits (the KEEP frame) and more likely to seek risk when we
have loss by holding onto losers (the LOSE frame). The simple framing of KEEP or
LOSE induced loss aversion.

As participants made their choices, De Martino’s research team observed the
participants’ brain activity through the fMRI scanner. When participants responded
with loss aversion, the amygdala became active and it did so rapidly, indicating
emotion was highly involved in the choice. In reviewing De Martino’s research,
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Daniel Kahneman reported that this brain response indicates that the intuitive
mind (his System 1 mind) was engaged in the decision. In those instances when
participants overrode the normal loss aversion response and took on appropriate risk
with gains and cut losses quickly, however, a different region of the brain—the ante-
rior cingulate cortex—Iit up on the fMRI scanner. The ACC is a region of the brain’s
prefrontal cortex and is involved in decision making and inhibiting inappropriate
and impulsive responses. We have already discussed the prefrontal cortex and how
it modulates emotional information in decision making when we discussed the case
of Phineas Gage and other individuals with prefrontal cortex damage in Chapter 4.
We talk further about the importance of the prefrontal cortex and what it means to
traders shortly.

As interesting as this research is, De Martino went further. He found two
very rare individuals who had lesions (tissue injury) in their amygdalas. They
had normal intelligence and normal cognitive abilities; but their fear-processing
center was damaged. For valid comparisons, they were matched in age, education,
socioeconomic status, and other relevant characteristics with people with nor-
mal amygdalas. They were then studied for loss aversion. Like their matched
counterparts, they could assess the expected value of a decision involving the po-
tential of a gain and a loss. Unlike their matched controls, the individuals with
damaged amygdalas failed to exhibit loss aversion. They held gains and cut losses. It
is important to note that the individuals with injured amygdalas disliked losses and
the risk of loss just as much as their counterparts; they were not cavalier in their
risk taking. Nevertheless, they were significantly more willing than those with in-
tact amygdalas to place appropriate amounts at risk for a potential larger gain, and
reduce risk rapidly by eliminating losses. This rational perspective is the opposite
of loss aversion and was seen only in the actions of those whose amygdalas did not
activate when making choices under risk.

We see again that the amygdala is a critically important brain region for the
trader. Not only is it our internal panic button that launches the fear response, it is
intimately involved in loss aversion—a chronic psychological dilemma all traders
face. Let’s go deeper.

Remember the research demonstrating that those who thought like a trader
showed less loss aversion tendencies than those who acted without that perspective?
The same research team led by Peter Sokol-Hessner also employed fMRI scans
to investigate the brain areas involved when taking the trader’s perspective. They
confirmed that loss aversion behavior is linked to increased amygdala activity.
Further, they found that the amygdala responds to the threat of loss as an outcome by
signaling an emotionally salient message to prefrontal cortex areas responsible for as-
sessing value and processing emotion. These signals from the amygdala influence the
prefrontal cortex, override normal rational responses, and trigger loss aversion be-
havior. When study participants assumed the perspective of the trader and considered
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each trade’s outcome as only one of many trade outcomes, however, several pos-
itive things happened. It reduced loss aversion in the actual choices made, as we
have already discussed: study participants were more willing to hold gains and less
willing to hold losses. Taking on the trader’s perspective also significantly reduced
the arousal response in the amygdala relative to losses. Further, the trader’s perspec-
tive increased baseline activity in the prefrontal cortex areas associated with both
computing value and regulating emotions. Perspective-taking altered how the par-
ticipants thought about the salience of loss and this was reflected in their functional
brain images. Thinking differently about something that normally involves emotion
can lead to internal regulation of emotional signals. The decision pathway seen in the
brain scan imagery indicates that decisions that require assessing value (as all trading
decisions require) involve emotional components. This study suggests that adopting
a different perspective can favorably shift those components.

To summarize, these studies show that the amygdala and areas of the prefrontal
cortex are two regions of the brain of special concern to the trader. The amygdala
is involved in fear, stress, and also our strong tendency to seek to avoid loss.
The prefrontal cortex is involved in assessing value, decision making, and also
in interpreting and regulating neural activity from the amygdala. Mindfulness
meditation can have a significant impact on both of these brain structures.

Mindfulness Meditation and Physical Changes in the Brain

At the Brain and Cognition Center in Toulouse, France, cognitive neuroscientists
Claire Braboszcz, Stephanie Hahusseau, and Arnaud Delorme reviewed the
scientific research on meditation and its impact on brain regions and emotion.
They found that the brain circuitry in both the amygdala and the prefrontal
cortex were positively affected by mindfulness meditation. Specifically, they
noted that, overall, mindfulness practitioners experienced less body arousal and
less brain wave activation when experiencing negative emotions. Brain imagery
studies reviewed also showed that experienced meditators had decreased
amygdala activity in response to negative emotions that were induced in the
laboratory compared to novice practitioners. Further, they found that the more
time spent meditating, the more pronounced the decrease in amygdala response.
Scientists Alberto Chiesa and Alessandro Serritti reached similar conclusions
in an independent review of over 50 studies on mindfulness meditation and
highlighted the positive effects of mindfulness practice on the prefrontal cortex
and amygdala. They further noted that mindfulness meditation appears to offer
protections from age-related cognitive decline. Mindfulness meditation is a
mental skill that virtually anyone can develop. Like all skills, the more it is
practiced, the better honed and more refined the skill becomes, and the better
one is able to employ it proficiently and productively in real-time situations.
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Braboszcz and colleagues also noted in their review of the research that the brain
images indicate that meditation practice results in regulation of emotion and involves
what neuroscientists call brain plasticity or actual physical and chemical changes in
the structures and connections in the brain. Up until about 2000, scientists believed
that the brain was unable to substantially change and grow. They thought that after
adolescence the brain stopped growing and became largely static and immutable.
We now know that this is not true. The brain changes and remains plastic through
adulthood. We also now know that mindfulness meditation is one activity that
directly changes the brain.

Just 30 Minutes of Mindfulness Meditation Physically
Changes the Brain

Britta Holzel, Research Fellow at Harvard Medical School/Massachusetts General
Hospital, and her colleagues studied men and women between the ages of 25 and
55 years old who were involved in a mindfulness-based stress reduction program.
During the study, the participants engaged in mindfulness practice for an average of
27 minutes a day over an eight-week period. The researchers took two brain scans
of each participant: one at the beginning of the study and the other at the end. They
also took brain scans of individuals with characteristics similar to the study group but
who were not practicing mindfulness during the period. This latter group served as
a control so that scientifically valid conclusions could be made.

The research team found significant increases in the brain’s grey matter (brain
cells) in various regions of the brain, including those areas involved in memory
formation and in allowing or preventing the recall of other memories during stress,
as well as areas fundamental to awareness and perception; integrating sensory
information, regulation of emotion, cognition and behavior; and areas involved
in modulating arousal and stress and allowing for flexible responses to environmental
demands as well as attention. This is the first study to show that the brain structure can
and does change from active training through mindfulness meditation. The research-
ers said the study data indicate that the brain’s gray matter increases from repeated
activation of the brain through mindfulness and that these increases ... represent
enduring changes in brain structure that could support improved mental functioning.”

Britta Holzel and her team of scientists conducted another study of interest to
traders. This research project involved stressed but otherwise healthy adults who
learned mindfulness meditation over an eight-week period. MRI brain images were
taken and stress levels were tracked. At the end of the eight weeks, participants
reported significantly reduced stress. What is more remarkable, however, is what
went on inside their brains. The images—captured at the beginning and again at
the end of the eight—week period—showed significant reduction in gray matter in the
amygdala. Other brain imaging studies in both humans and laboratory animals have
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shown that repeated activation of a neural area results in increased gray matter and
cessation of activation leads to a decrease in gray matter. Here, Holzel showed that
reductions in stress reported by participants due to mindfulness meditation are also
reflected in structural changes in the amygdala. Amygdalas activate less in meditators.
The more participants’ stress decreased, the more the density of their amygdalas’
gray matter thinned. As pointed out earlier, the amygdala is a key neural region
involved in stress, fear, the fight-flight response, and loss aversion. This research is
highly significant for traders showing brain plasticity in the amygdala associated with
stress reduction as a result of mindfulness practice.

As technology improves, scientists will be able to see into the brain more clearly
and more definitively. Do-Hyung Kang from the Seoul National University College
of Medicine along with colleagues employed sophisticated diffusion tensor imaging
(which assesses anatomical connectivity between different brain regions) and cortical
thickness mapping (which assesses brain structure) to study both the brain’s structure
and its communication linkages in 46 long-term meditators matched against an
equal number of individuals with no meditation experience. The scientists found
significant structural differences between the meditators and the nonmeditators
across numerous brain areas that are responsible for decision making, developing
adaptive responses involving emotion, and coordinating thoughts and actions with
internal goals. In these brain areas, meditators also had greater white matter integrity,
indicating more rapid and efficient information processing. Other brain regions in
which there were differences between the two groups included areas involved in
processing of sensory perception, emotional processing, and long-term memory.
All of these mental functions are highly relevant for trading and are enhanced with
mindfulness meditation.

Executive Control

Many of the mental functions enumerated above and in which meditators have
thicker and more conductive brain structure are collectively known as executive brain
function. Executive functions involve a number of related cognitive processes, all
of which are relevant to trading. These include: attending to relevant information
and discarding irrelevant data, evaluating, planning, decision making, overriding
impulses and patterned behaviors, and adaptively responding to environmental cues
while pursuing goals. Most of these functions are also involved in what we called
deliberative mind in Chapter 1. Recall that deliberative mind is difficult to engage
and involves careful, effortful thinking and an ability to prevail over impulsive and
automatic decision making.

Maintaining the engagement of deliberative mind involves the same processes
as maintaining executive control: monitoring the mind and mental processes and
overriding automatic impulses. This requires maintaining attention on the present,
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moment by moment, noticing when we veer off the present by drifting into a future
concern or a past memory, and bringing ourselves back to a present moment focus
when we have noticed we have drifted from it. This, in essence, is the process of
mindfulness meditation.

Mindfully Accepting Emotions Enhances Executive Functioning

According to University of Toronto psychologists Rimma Teper and Michal Inzlicht,
mindfulness meditation is the ideal mental tool to cultivate executive control.
Teper and Inzlicht looked at two key aspects of mindfulness and how they relate
to and affect executive control: present moment awareness and acceptance of
emotions. They studied meditators with one year of meditation experience along
with nonmeditators to clarify differences between the two. The researchers found a
distinct relationship between emotional acceptance and executive control. Medita-
tors and nonmeditators were similar in their abilities for keeping their minds in the
moment during study tasks, so that wasn’t the defining factor. It was the accepting
of emotions where the meditators excelled. Those who accepted rather than fought their
emotions had greater executive control. Emotional acceptance came with mindfulness
practice, indicating mindfulness enhances executive control. The researchers found
this ability in the anterior cingulate cortex (recall that this is the brain area connected
to the amygdala and the prefrontal cortex and is involved in processing information,
decision making, and, especially, assessing the importance of emotional information).

Mindfulness meditation develops an enhanced ability to accept emotions. As the
results from this research indicate, it is also a key reason why meditation improves
executive functioning, Meditators are highly aware of their emotional states. They
are able to identify emotions correctly, and understand them as temporary feeling
states—key factors of emotional intelligence. Most importantly, meditators do not
struggle with their emotions. They understand emotions as temporary internal
events that need not dictate actions. Experienced meditators are able to let emotions
go rather than become entangled with them. According to this research, executive
control—the engagement of deliberative mind—is clearly related to the ability to
deal with feelings in an emotionally intelligent way.

The Wandering Mind

One final line of research concerns mind wandering and mindfulness meditation. As
any human being who has taken a few moments to observe their thoughts knows,
attention varies. Our minds wander from thought to thought, associating with
something that catches our eye, which brings up another thought that then leads
us into daydreaming, fantasies, and other meandering thought patterns. Virtually
anyone who has read a book has had the experience of reading a few pages and
then realizing they have no idea what they just read. This is a good example of mind
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wandering. Instead of maintaining attention on something specific such as a task
or other goal-directed focus, our minds become active with a different, aimless
character of thought, which often occurs outside of our awareness. Typically, our
thoughts turn inward when our minds wander. Information becomes processed with
a self-referential focus, and we tend to think about past events, project ourselves
into the future, as well as think more about ourselves vis-a-vis the perspectives and
judgments of others. When our attention is not focused on an immediate task or
something outside of ourselves, our minds naturally and very actively jump from one
fleeting thought to the next with a spotlight on the self in the past and in the future. It
is so common, in fact, that neuroscientists view this as our dominant way of thinking
and call this our default mode network.

And it does seem to be our default way of thinking. A psychology graduate student,
Matthew Killingsworthand hisadvisor, Harvard psychologist Daniel Gilbert, developed
a smartphone app to assess mind wandering and happiness. Randomly throughout the
day, thousands of participants were asked three questions over their smartphone:
(1) to identify what they were doing at that moment; (2) whether they were think-
ing about something different from what they were doing (mind wandering); and
(3) to rate their level of happiness at that moment. Killingsworth collected a large
amount of real-time data and the results are a bit stunning, Regardless of what they
were doing, peoples’ minds were aimlessly wandering 47 percent of the time. Much
of the mind wandering involved pleasant thoughts, but that did not make people
happier. In fact, people were less happy when their minds were wandering regard-
less of the activity. Mind wandering took up at least 30 percent of the time during
every activity studied (resting, relaxing, working, commuting, traveling, grooming,
listening to the radio, watching TV, reading, caring for children, shopping, running
errands, eating, praying, listening to music, playing, talking, exercising, walking, sex)
with the exception of making love. As the researchers conclude, “. .. a human mind is
a wandering mind, and a wandering mind is an unhappy mind.”

Kalina Christoff, University of British Columbia cognitive scientist, and her
research team at the Cognitive Neuroscience of Thought Laboratory have shown
that mind wandering occurs spontaneously—it doesn’t need to be prompted, and
can be observed in specific regions of the brain as soon as the mind roams off task.
Some of the regions that the brain recruits when the mind wanders are the default
mode network areas, but Christoff found that mind wandering also recruits brain
areas used in executive functioning. Mind wandering is an active mental process and
it engages some of the brain’s areas associated with executive functioning. Taking up
parts of the brain’s real estate normally involved with problem solving and decision
making helps explain why mind wandering affects performance. Mind wandering
competes with our rational thinking center and can interfere with cognitively de-
manding tasks such as trading. Further, Christoft found that mind wandering’s
disruption of task performance is greatest when we are unaware that it is happening.
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Perhaps this is why intuitive mind tends to dominate deliberative mind. It is our
default mode of operating and it is occupying brain areas that are also used by de-
liberative mind. Perhaps deliberative mind isn’t actually lazy, just underresourced.

As an everyday example, think about times you have driven a car and arrive at
your destination and have little recollection of the trip. Your mind had obviously
wandered. More importantly, during the time you were driving and your mind
was roaming, you were unaware of its meanderings—so little aware that you have
difficulty recalling the details of the trip once your destination was reached.

In trading, we can easily see how mind wandering can distract us from normal
trading performance. A fund manager’s experience provides a good example. While
on vacation, she decided to take a look at the markets. She noticed a trade setting up
in one of the foreign currency futures markets. She never traded while on vacation
and wasn’t going to take this trade. A few minutes later, however, she found herself
in the trade and put on substantially more futures contracts than her normal position
size. She broke personal performance rules of not trading while out of the office and
money management rules regarding trade size. Later, she said, “I noticed the trade,
but wasn’t really thinking about trading it. Now, in retrospect, I can see my mind
drifted off to my last month’s trading (a self-referential focus), though I wasn’t really
aware of this at the time. I was thinking it had been below par. I wanted to make up
for my poor performance. Suddenly, I thought, all I need to do is make this trade
with xx contracts and I would change my monthly figures.”

Mind wandering can impact everyday trading, as well. Once in a trade, our mind
can wander to thoughts of a loss and, taking on the usual self-referential course,
the mind reflects on how bad that will be for us. This may (and often does) happen
unconsciously, even for just a few seconds. Suddenly we find ourselves tense,
uncomfortable, and frightened about a loss. It seems to come on abruptly, but that’s
just like setting down the book and not knowing what we’ve just read. Our mind has
gone a-wandering, and on its walk-about the mind has concocted a story complete
with emotional aspects and physical sensations, so it feels like the truth. Although
we have no research directly linking our intuitive mind-to-mind wandering, mind
wandering seems like the perfect mental environment for intuitive mind to operate.

A team of researchers led by Judson Brewer, assistant professor of psychiatry at
Yale University Medical School, studied mind wandering brain activity in experienced
meditators and nonmeditators. In the brain scans, meditators had relatively little
activity in the areas associated with the mind wandering default mode network. In
contrast, the same brain areas in non-meditators were active during mind wandering.
Brewer’s team also found stronger linkage between brain areas that are associated with
self-monitoring and cognitive control, both while meditating and also while not. The
research shows a strong correlation between meditation, less mind wandering, and
differing activation and connections within the brain’s default mode network com-
pared to those who don’t practice meditation. They further found that experienced
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meditators had better overall brain connectivity within the self-control regions of
the brain. Meditators notice when they have a thought unrelated to the task they are
engaged in (i.e., a mental conflict), and they are better able to actively return their
attention back on task (cognitive control). Such mental skills are of obvious benefit
to traders.

Mindfulness practice is a form of training that helps to disentangle us from our
normal mind wandering and self-focused cognitions. Emory University neuroscientist
and scientific officer at the Mind and Life Institute, Wendy Hasenkamp, developed
a model of mindfulness attention that mapped the fluctuations between our default
state of mind wandering and sustained mindful attention. She found that different
components of the brain related to attentional control are actively recruited for each
of the states in this dynamic thinking model. When our mind wanders, our attention
has become unfocused. Distinct brain areas activate as we become aware that our
mind has wandered and we begin to shift attention back to task. When focused,
other brain areas, including the prefrontal cortex, become engaged. Hasenkamp also
found that more experienced meditators were faster in reorienting attention after
recognizing that their mind had wandered, indicating that the more one practiced
mindfulness, the better one becomes at not only maintaining focus, but in reengaging
focus once it has been lost.

Like Brewer’s research, Hazenkamp’s study found meditators have more cognitive
control. Her research also suggests that more experience in mindfulness better enables
identifying and ending mind wandering as well as disengaging from self-evaluation
and negative self-judgment. Recall from Chapter 1 that our intuitive mind dominates
our thinking and that the more logical, deliberative mind, crucial to trading, is dif-
ficult to engage. Although we do not have direct research connecting mindfulness
to deliberative mind and the avoidance of cognitive biases and errors, Hasenkamp’s
research suggests that mindfulness should help the trader in that regard. To the extent
that a trader has practiced mindfulness, she would be expected to be more capable
of being able to identify when she is off-task and better able to return to task and
reengage her deliberative mind.

People who have never meditated were studied by UCLA psychology researcher
Janna Dickenson. Ethnically diverse individuals who ranged in age from 28 to
69 years old were given a brief training in mindfulness meditation. Despite being
novices, these individuals recruited the key brain areas related to attention and
awareness as seen in more experienced meditators. They were compared to a control
group who were asked to pay attention to their thoughts as they normally would.
The control group was found to engage the same brain areas as in the default mode
network or mind Wandering. Those just taught mindfulness, however, were able to suppress
their mind-wandering mode as seen in brain images taken during the mindfulness exer-
cise. The research suggests that mindfulness is capable of controlling mind wandering
immediately, with only minimal training, This is very good news for traders.
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B Changing Our Genetic Expression

In some of the most recent research on mindfulness, Perla Kaliman, researcher
at the Institute of Biomedical Research in Barcelona along with her associates,
including John Davidson, neuroscientist, founder and chair of the Center for
Investigating Healthy Minds at the University of Wisconsin, have reported
some truly remarkable results. After a day of mindfulness meditation practice,
experienced meditators showed evidence of altered gene expression. Researchers
conducted molecular analysis and could identify epigenetic changes following
mindfulness practice in experienced meditators that were not seen in a control
group of nonmeditators. Genetic changes included reduced levels of genes in-
volved in inflammation and changes in the levels of genes that regulate the activ-
ities of other genes. These differences resulted in a boost of cortisol recovery
after a stressful experience, indicating on a molecular, genetic level that
mindfulness helps practitioners better deal with stress by directly influencing
genetic expression.

As you can see from the research, mindfulness can address many aspects of trading
psychology. Traders interested in improving performance and developing a personal
trading psychology edge should consider building the practice of mindfulness
meditation into their daily routines. In short, the development of mindfulness skills

helps the trader:

= Reduce stress

= Tame the fear response

= Counter the strong tendency toward loss aversion

= Strengthen decision making

= Strengthen internal emotional regulation

= Improve and develop emotional intelligence

= Reduce the dominance of intuitive decision making and cognitive error
m Increase deliberative attention

= Better see the market and its trading opportunities

= Stay on task

= Overcome the negative-reinforcing properties of ineffective trading

= Enhance overall psychological well-being.
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In the next chapter, we introduce the mechanics of mindfulness and show you
how to do it. We detail several alternative mindfulness procedures. To become a
mindful trader, start practicing mindfulness and building your mindfulness muscles
by following these procedures.

B Note

1. Jon Kabat-Zinn. Wherever You Go, There You Are: Mindfulness Meditation in Everyday Life (New York:
Hyperion, 1994), 92.
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CHAPTER 6

Practice
Mindtulness,

Trade Mindfully

121

As you have learned in Chapter 5, mindfulness offers substantial benefits to trad-
ers. We discussed what mindfulness can do for you and some of the mental and
psychological difficulties traders confront along with the robust research pertinent
to trading. We next talk about what mindfulness is and how to do it. We explain dif-
ferent ways to practice mindfulness and introduce several guided mindfulness scripts
for you to use to develop your personal practice. To help you with your practice,
audio downloads of many of these scripts are available at the author’s website, www
.tradingpsychologyedge.com. We also discuss how traders can apply the critical
mental skill of mindfulness in trading.

Mindfulness is synonymous with present moment awareness. When we are mind-
ful, our attention is placed on the present moment. Most people can be mindful for
a short duration, but we rarely stay focused on the present moment for long. Our
mind often travels from something we remember from the past to some projected
desire or worry about the future. Once we slide into thinking about the past or the
future, we have taken ourselves out of the present moment. We are no longer mind-
ful. We are no longer fully aware of what is happening here and now; instead, our
mind is preoccupied with a past remembrance or a future projection. In trading,
when our mind has shifted away from the here and now, in other words, the market
and our trade, our performance suffers.
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If we were to objectively sample our thoughts throughout the day, we would find
that much of the time our minds are on something different from what we are doing
(recall the research on mind wandering from Chapter 5). Unless we practice, mindful-
ness for most of us is a random, fleeting event. Because we are rarely in the present
moment for long, we are not always aware of what is happening now. Instead, we are
living a version of reality constructed by our mind, which is not the same as actual real-
ity. In trading, this has profound implications. If we are about to take a trade or are in
the middle of managing a trade, the odds that our mind is fully focused on what we are
doing is about 50-50. That’s equivalent to chance, and that’s not good. For example, if
we are about to take a trade, we are just as likely to be thinking about the last loss we
had that we “have to make up” (or some other irrelevant thought) as thinking about
whether this trade meets all of our criteria. If we are managing a trade our mind might
be worried about the consequences of getting stopped out rather than how the market
is presently acting relative to our position. If our attention is tied up with the worry
about having a loss, how can we be focused on the trade we are in or about to place?
How can we trade well? Our mind isn’t fully available to us when we need it most.
Perhaps the greatest poignancy is that we don’t even realize it! We are so conditioned
to believe what our mind tells us that the errors it causes us to make aren’t even recog-
nized. Here’s a detailed example of this incongruous mental phenomenon:

Sunil is a skilled commodities trader. He was looking for soybean oil
to break the previous day’s low to resume a longer-term, multiweek
downtrend. As Figure 6.1 shows, he sold the market short as it broke
down below support. The market fell and Sunil was in profit. Despite
knowing that a decisive break from a large trading range has very strong
odds of continuation, Sunil became concerned that the market didn’t
fall harder than it did. He compared the down move at C with the pre-
vious down moves at A and B. He thought the down move at C did not
meet the same standards of A and B. He began to worry price might
return to the trading range in the near future. If it did, he thought, he
would surely have a loss. He decided to tighten his stop, moving it from
S-1 to §-2, a tick above his entry. He was soon stopped out as soybean
oil tested the break before heading much lower.

Sunil’s mind was so focused on perceived future price action because
the downdraft had not been the same as A or B, he ignored the facts
that: (a) the soybean oil market was in a larger downtrend and odds
favored this would resume, (b) price had failed to reach yesterday’s high
and then failed to hold yesterday’s low, signifying supply dominating
this market, (c) the down moves today were larger than the one very
weak rally at yesterday’s low, and (d) the market broke decisively from
the trading range (i.e., it was not a bear trap).
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FIGURE 6.1 Mindless Moving of Stops

Source: TradeStation Technologies, Inc.

Sunil was unable to assess the market in the present moment because
his mind was in the future. Part of this was caused by his focusing on only
one small aspect of market action (his perception of the down move at
C). It was salient to his intuitive mind. Seizing the perception that the
market has lost its downward push, Sunil began thinking about the future
and a loss. Because his mind went to future projections about how the
trade would now turn into a loss, his present focus was lost. His mind
was lost to worry and he was unable to access his deliberative mind.

Because his future projections made him feel uncomfortable, he
moved his stop lower. Sunil didn’t even realize that he was making a
significant trading error because his projections seemed correct, and to
him they were, but only in the future his mind had constructed, not in
the present reality of the market.

We typically don’t realize it when we have departed the present because we
strongly identify with each thought, feeling, and bodily sensation that we have. We
believe everything the mind is telling us. In Sunil’s case, it told a story that the market
was about to rally. It seemed true; and there was a rationale, though a very tenuous
one. Because he uncritically believed what his mind was telling him, he made himself
feel unnecessarily uncomfortable and acted without ever questioning the soundness
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or the validity of his mind’s story. Sunil’s intuitive mind was focused only on one
aspect of the price action and ignored all other market input. His future projection
about the risk of loss made him feel uneasy and he started to worry. Mindlessly, Sunil
believed the story his mind constructed about the future and he acted upon it as if
that story were a true reflection of reality.

The greatest value of mindfulness lies in the fact that it helps us step back from
our thoughts and cease identifying with them. In performance situations such as
trading, mindfulness helps us maintain our attention and focus on the market action
relevant to our trade. When we are not mindful, we have a tendency to slip into a
focus on an internal process that involves projections, judgments, and a direct effort
to control feelings and thoughts, as pointed out by human performance/sport psy-
chologists Frank Gardner and Zella Moore. Instead of sliding into mindlessly con-
structed projections, mindfulness can help us stay committed to choices and trading
actions that support rather than undermine our trading goals.

Mindfulness is being aware of what is happening now, in the present, with an open,
unbiased, and accepting attitude to whatever comes up. It doesn’t mean that we have
a totally laid-back, “I don’t care what happens” attitude toward events. Mindfulness
means that we don’t prejudge and become ensnared in what our minds are telling us.
There is a big difference.

Table 6.1 provides several additional examples illustrating mind/essness and mind-
fulness in trading. See if you can identify with any of these actions. Most readers will
resonate with more than one.

Whether it is strong emotions taking over, a cognitive bias or heuristic that is
influencing our actions, or intuitive mind looking at incomplete data, jumping to
conclusions, and advocating that certain steps be taken, behind it all is a mind that is
telling a story and that story is believed as true. The blind acceptance of whatever the
mind tells us as truth is a distinct form of mindlessness that impairs many traders and
interferes with effective trading. Because our mind works so well in so many differ-
ent situations, we trust it too much. But this easily leads to mindless reacting, which
is a reflexive response to both the external and our internal environments in an un-
aware fashion. We don’t realize we are doing it, but we do recognize the poor results
it causes. We don’t quite make the connection that it is the unquestioning trust in
what our mind tells us that is causing our difficulties. Ironically, attempts we make to
try and resolve it do not help improve performance. Mindfulness is just the opposite.

Mindfulness is a skill and, like any skill, it must be developed through practice.
The more it is practiced, the stronger the mindfulness. We saw this in the research.
Long-term meditators had better self-control and showed greater changes in the
structure of the brain associated with self-control. Mindfulness is also straightfor-
ward. Here is a basic and common mindfulness practice. It is one of the best. Read
through the instructions once or twice, and then find a quiet place where you won’t
be disturbed for 10 to 15 minutes and try it.
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Begin by sitting in a chair (you don’t have to assume any special yoga
position, but can if you like). Sit comfortably and maintain a relaxed
and straight alignment, as if a string attached to the top of your head
pulls gently up. Have your legs uncrossed, feet on the floor. Arms can
rest in your lap or along the arms of the chair, whichever is most com-
fortable for you. Make sure you are comfortable.

Take in a deep breath, hold it for a moment or two, and then gently
exhale. As you do, gently close your eyes. Take another deep breath,
hold momentarily, and slowly exhale. One more deep breath and then
let your breathing go. Just let it flow naturally, there is no need to con-
trol it in any way.

Bring your attention to your breath. Simply follow it with your
mind. Focus on how your breath travels across your nostrils at the tip
of your nose. Try to notice the sensations created by your breathing. You
might notice, for example, that your breath feels cooler coming in and
warmer going out. The idea is to simply watch your breath. Nothing
more, nothing less. Try to keep your attention on your breath for as
long as you can.

You will notice that your mind will wander off your breath. Sud-

N

denly, you become aware that instead of being on the breath, your mind 127
is thinking about something else. Maybe it is what you will be having for
dinner or a new indicator you want to try out. Whatever it is, it’s not
the breath. Notice this. Notice, too, that the mind did this on its own.
You didn’t invite other thoughts to come in. You were focused on your
breath, but you mind wandered on its own. Gently bring your attention
back to the breath. Try and remain with your breath.

You will notice over and over that your mind will wander off the
breath. It might tell you that this is boring, or that it will be more
pleasant to think about other things than to follow your breath. Just
accept these wandering thoughts with a nonjudgmental attitude.
Notice that these are only thoughts you are having. There is no need
to get upset or become alarmed that the mind wanders as much as
it does. It’s natural. It is what our minds do. Just bring your atten-

ATTINAANIW A VYL ‘SSANTNAANIW d01LOVId

tion gently back to your breath. You may need to do this repeatedly.
That’s Okay. Just bring your attention back to your breath. This is
mindfulness: watching your breath and when you notice that the
mind has wandered, gently bringing your attention back to your
breath.

After about 10 minutes, begin to reorient to the room you are in.
Take a few deeper breaths. Wiggle your hands and feet and then stretch
your body gently as you open your eyes.

abcBourselir 4 GabcBourselicy
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That’s mindfulness in a nutshell. We place our attention onto something constant
like the breath and when the mind wanders off, which it definitely will, our task is
to notice it and return our attention gently back to the focal point (e.g., the breath).
Through this process, we become an observer of our thoughts and feelings, rather
than treating our thoughts and feelings as inseparable from ourselves. We are not our
thoughts; we just have them. Until we learn the skill of observing thoughts and feel-
ings, we will be a slave to them. This is the whole goal of this form of mindfulness
practice: to notice when our minds wander by observing our thoughts rather than
being enmeshed in them, and then to refocus our attention. When we are enmeshed
in our thoughts and feelings, we lose contact with reality. This occurs over and over.
When our mind wanders, we completely lose contact with the present moment re-
ality of the breath. The mind traps us in the story it tells us whether it be a benign one
like reliving a pleasant memory or more a more distressing one like fearing a trading
loss. Both mental events take us out of the present moment. They remove us from
what is actually happening. If what we are experiencing and responding to is coming
from within our heads, we are that much removed from what is actually happening
and we will be unable to trade well.

Because we have lived our entire lives emeshed in our thoughts, it takes dedicated
practice to teach ourselves to mindfully observe them. With practice, mindfulness
teaches us to separate ourselves from our thoughts and feelings. In doing so, we can
place our full attention on the market and allow our trading skills and abilities to
emerge without interference. This gives us the best potential to maximize our trad-
ing performance.

As you practice mindfulness, you will begin to notice that the thoughts, feelings,
and sensations that we have are very temporary. They come and they go. One mo-
ment you will feel the mind pulling you down some path with the story it is telling
you. Another moment, your mind is thinking about something else. It has dropped
what was so important just moments ago and now is onto something new, and some-
thing it says is even more important for your attention. This goes on and on. It’s a
never ending game in which the mind will fully occupy us. Mindfulness takes us out
of that futile game and allows us to be more fully present to what is actually happen-
ing, not what the mind is projecting,

Through mindfulness practice, we begin to see what our thoughts are all about—
often just random, unimportant things. We also begin to see through mindfulness
practice that many times, our mind is telling us a version of reality that is simply
untrue. Further, we learn that we really aren’t in control of our thoughts. They
seem to come and go on their own accord. The same is true for emotions. What we
are in control of, however, is how we respond to them. This is what mindfulness
practice helps us develop: a much more useful relationship with our thoughts and feel-
ings from which we can better govern our behavior. This is what helps us reclaim control

over our actions.
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So how does watching the breath help in trading? They may not seem connected,
but watching the breath and trading are not as far removed from one another as
they might first appear. Think of watching the breath as an analogy for the trading
task at hand. Let’s say the trading task is to manage a trade you have on. The trad-
ing task involves watching price action and perhaps your indicators for clear signs
the market is about to reverse. This trade management task is the same as watching
the breath. It has a present focus. When you find your mind wandering and telling
you a scary story that the market could turn on you and produce a loss, so you
better take your profits, your mindfulness practice will help you see that these
thoughts and the emotions that accompany them are simply thoughts and feelings.
They do not necessarily reflect the reality of the present market action and they
do not have to be responded to as if they were reality. Instead, in mindful trade
management, we bring our attention back to the trading task at hand. It’s just like
returning our attention back to the breath. We might recheck the premise of the
trade and deliberatively make sure that nothing has changed. If so, we stay with
the trade, despite what the mind may be saying. The point is that because of the
mindfulness practice, we have built up the mental skill of seeing our thoughts for
what they are—just thoughts—and we can return our attention back to the trade
rather than getting locked into believing our thoughts as if they were the truth,

N

9

causing us to step out of reality, and allowing the fabrication our mind creates to 1
dictate our trading actions.

By practicing mindfulness, you will build the mental muscle that will enable you
to keep your attention on the trade. Simply reading about it and understanding it
intellectually, however, will not be enough. Mindfulness is a real skill that requires
practice to develop. You need to regularly and consistently practice mindfulness to
build the mindfulness muscle. Keep in mind, too, that practice will alter your brain
structure in positive ways, reﬂecting new internal capacity for maintaining attention
on what is important and also reduce the negative effects of stress. Mindfulness prac-
tice gives you a real trading psychology edge.

B Starting Your Mindfulness Practice

So how do we practice mindfulness? Start small and let it grow. Find a time and

ATTINAANIW A VYL ‘SSANTNAANIW d01LOVId

place where you won’t be disturbed. If necessary, let others know this is a time you
don’t want interruptions. Your space need not be elaborate. Although you can buy
meditation cushions and other trappings, a simple chair will suffice. Start with sitting
for 10 minutes. If that seems too long, then just do 5 minutes. You might find that
sometime early in the morning before trading is a good time to practice mindfulness.
Others might find it best at the end of the day or sometime in the middle, helping
break up the day. Many people like to practice twice a day. You may, too. Go with
your own experience and find what works best for you. As you progress, gradually
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TRADE MINDFULLY

increase the time. Remember, the research showed that about 30 minutes a day was
very beneficial. That’s a good target. Some may get to 45 minutes or an hour. Again,
look to your experience to guide you.You will know what is best for you.

Although watching the breath is a classic method of concentration meditation,
there are many other formal and informal ways to develop mindfulness skills.
Christopher Germer, psychologist and mindfulness expert, categorizes mindfulness
into three main types: focused concentration, mindful awareness, and compassion
meditation. Each is useful. We run through several additional mindfulness exercises
that cover the first two main types here. Try each one and see what you like. Susan
Pollak, psychologist, clinical instructor at Cambridge Health Alliance/Harvard
Medical School, and president of the Institute for Meditation and Psychotherapy,
notes that different individuals will have different preferences in their approach to
mindfulness meditation. Some may like watching the breath; others may prefer one
of the other practices outlined in this chapter. Because developing your mindfulness
skills requires a level of motivation and commitment similar to learning a musical
instrument, becoming physically fit, or learning to trade, it helps to select a mindful-
ness exercise you like. Therefore, do the one or ones that suit you. All will help you
develop the essential skill of mindfulness.

Pollack also notes that people with asthma, respiratory illness, and difficulties
with anxiety may find it uncomfortable to focus on their breath. In this case, she
recommends substituting watching the breath with listening to ambient sounds.
The first mindfulness training, Mindful Listening, is an adaptation based on an ex-
ercise developed by Pollack. It is useful not only for those who find it difficult to
watch their breath but also a good introduction for anyone first trying mindfulness
meditation. !

B Mindfulness Exercises

Mindful Listening

Begin by sitting comfortably with your limbs uncrossed, feet on the floor, hands gen-
tly resting on your sides. Eyes may be closed or you can leave them open, with your
gaze gently directed a few feet in front of you and toward the floor.

As you settle into your sitting position, allow yourself to become pres-
ent. Center yourself in your chair and feel yourself sitting in your chair.
You might notice the pressure where the backs of your legs make con-
tact with the seat of the chair and where your back makes contact with
the back of the chair. Notice these sensations for a moment or two.
Turn your attention gently to the sounds in the room. You might
hear sounds coming from outside the room you are in or within your
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immediate environment. As your mind begins to quiet, you will hear
sounds that normally go unnoticed. Allow your full attention to be
placed on each sound you hear. Just listen.

Listen with your entire being. There is no need to label the sounds
you hear or judge them in any way. Just notice them.

As you notice the sounds, also notice that you need do nothing with
these sounds. You don’t have to make them louder or softer, change
their tone, or alter them in any way. Notice, too, that they come and
go on their own and they have a life of their own. There is nothing you
need to do with them. Just notice them.

Allow yourself to hear all the sounds that are present. Some may
come from above you, others from below. Some may be in front of you,
behind you, or off to one side or the other. The task is to simply notice
them for what they are—sounds that arise, come into your awareness,
and then pass away.

If your mind wanders and begins to think about something else, just
notice this and when you do, gently return your attention to mindfully
listening to whatever sounds are occurring in the room you are in. If
there are no sounds that you can hear, then listen to the silence.

If you are doing this as a first exercise, it is best to keep it short. Set a timer for
5 minutes. Most smartphones have a timer, and mindful meditation phone apps are
available with gentle sounds such as soft bells or gongs to let you know when the
time is up. This is better than a harsh buzzer. As you gain experience in this you can
extend the time. This is true for all the exercises in this chapter.

You can also extend this exercise beyond the formal sitting practice. If you are
riding as a passenger in car, sitting on a park bench, or walking along a street or
trail, you can bring your attention to the sounds in the environment. Just as in the
formal exercise, you can notice and listen to the sounds in a mindful way as you go
about your day. Try this while standing in line at a checkout, when eating a meal in
a restaurant, or even loading the dishwasher with dishes. You can do this just about
anywhere.

Mindfully noticing and listening to sounds may be substituted for the breath in any
of the exercises that follow. Also, if you are using your breath as a focal point and find
yourself having difficulty concentrating, you can shift to listening to sounds instead
of watching the breath. This can often be helpful if you find your mind wandering
to be more active than normal and you can’t seem to focus on the breath. In this
situation, remember that struggling with mindfulness and trying to force yourself
to concentrate on the breath is not mindfulness; it’s struggle. If you find yourself
slipping into a struggle with your mind, shifting to observational hearing of sounds
can be a welcomed respite.

abcBourselir > Gabceourselir
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A Serene Saying

Here is an exercise that is a variation on watching the breath. As you watch your
breath, you can repeat a few simple words as described below. It’s known as a mantra,
and can help keep you focused while practicing mindfulness. If you are tired or feel-
ing sluggish, or are feeling uneasy and anxious this kind of exercise can help keep you
attentive and also calm you down. The words of the mantra that you say silently to
yourself can provide a little extra boost to help you in focusing the mind. It is in the
spirit of Buddhist monk, Thich Nhat Hanh, who uses similar phrases in mindfulness
meditation.

Again, your attention is placed on the breath. You might notice it at the tip of your
nostrils as in the first exercise, or you might prefer following your abdomen’s rise
and fall with each breath. Let your experience be your guide.You can also place your
hand on your belly to help in connecting to your breath from this part in your body.
Also, it helps to breathe in from the lower abdomen, but don’t overdo it. Just breathe
into the lower part of your lungs, allowing your diaphragm to expand, then fill the
middle of your lungs, and lastly the top of the lungs. Be gentle with this. There is no
need to breathe hard or force the breath. Also keep in mind that we don’t want to
control the breath, just feel it.

As you take your first few breaths, notice how the breath is calming. Thich Nhat
Hanh emphasizes that the body must be calm when practicing mindfulness medita-
tion as a relaxed body helps create a calm mind. Conscious breathing calms the body,
and is the basis of this simple but effective exercise. Depending on whether you are
watching your breath flow across the tips of your nostrils or tracking your breath via
the belly, repeat the appropriate phrase silently to yourself coordinating the phase
with your in- and out-breaths. This exercise is similar to many mindfulness exercises
developed by Thich Nhat Hanh (see, for example, his book, Blooming of a Lotus). After
a while and if you like, you can simply say the single word shown on the right silently
to yourself rather than the phrase:

Breathing in, my breath is cool, In
Breathing out, my breath is warm. Out
Breathing in, I relax my body, Relax
Breathing out, I calm my mind. Calm
Breathing in, my belly rises, Rise
Breathing out, my belly falls. Fall

Breathing in, my breath nourishes my body, =~ Nourish
Breathing out, my mind is calm. Calm

When your mind wanders and begins to think of other things, simply notice
it and gently bring your attention back to the task at hand, which is watching the
breath and saying the statements silently. You want to be conscious of your breath
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and also conscious of the statements. Rote recitation will not be helpful. Focus on
what you are saying. If you like this style of mindfulness meditation, you can be
creative and make up your own phrases or check out the referenced work of Thich
Nhat Hahn.

Leaves On a Stream

The next example is a favorite of many traders I have worked with. It helps you
make the shift from looking from your thoughts to observing your thoughts. I first
learned it from a description by psychologists John Forsyth and Georg Eifert.” It is
a standard mindfulness exercise in mindfulness-acceptance-commitment approaches

to psychology. Below is my adaptation of Leaves on a Stream.

Start by getting centered and focus on the breath as in the previous
exercises. Simply notice the rising and falling of your breath in your
belly or just notice the breath coming in through your nostrils, and then
going out again. Cool coming in; warmer going out. There is no need
to control your breathing in any way. When you are ready, allow your
eyes to close gently.

Imagine you are sitting next to a small stream in the woods on a
warm autumn day. As you gaze at the stream, you notice a number of
leaves of all colors, shapes, and sizes drifting along, each at its own pace,
one by one, in the slowly moving current. Allow yourself to simply be
in this setting, warmed by the autumn sun and watching the leaves float
by on the stream.

Gradually bring your awareness to your mind and your body. Notice and
label each mental and bodily experience that shows up—thoughts, feel-
ings, sensations, images, desires, memories, and impulses. Pay attention
to what is happening in your mind and in your body, and then label it. You
might notice you are feeling excited. Label it by silently saying to yourself,
“feeling” Perhaps you are thinking, “I don’t have time for this.” Notice that
thought and label it: “Thinking.”

As each thought, feeling, memory, and sensation comes into your
awareness, notice them and, in your mind’s eye, gently place them onto
one of the leaves floating by. Take your time with this. There is no need
to rush. Observe each leaf as it floats toward you. As it comes near,
mentally place your thought, feeling, or memory on the leaf. Let the
leaf serve as a small boat for your thoughts, feelings, and sensations.
Then watch as the leaf slowly moves away, drifting along in the current
as it carries the contents of your mind and body downstream and out

of sight.
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If your mind gets stuck in a thought or feeling, notice this as if it
were merely a leaf caught in an eddy. Eventually, the leaf carrying
your persistent thought or feeling will leave the eddy and float down-
stream.

Continue placing each thought, feeling, memory, or impulse on its
own leaf. Watch each one as you let them float away.

When ready, widen your attention to the room you are in, the sounds
around you, and your body within the room. Open your eyes and make
the intention to be aware of and accepting of your thoughts and feelings
throughout the rest of your day.

Who Is Noticing Your Noticing?

The following exercise incorporates focused concentration with a broader aware-
ness of your current experience. It is based on the work of Russ Harris, an MD and
therapist in Australia.® Not only does it help you develop mindful awareness on a
broadened basis, it also helps you develop the role of the mindful observer. Below is
my adaptation of Dr. Harris’s Who Is Noticing exercise.

Once again, we start by getting centered. This is most easily done by
focusing on your breath as described in the earlier exercises. Once
centered, turn your attention to your feet on the floor. Notice your
feet and how the soles gently touch the floor. Notice the pressure at
the backs of your legs where they contact the seat of the chair. Notice
the sensations in your back where it makes contact with the back of the
chair. Notice your hands resting on your lap. Now become aware of
your noticing. Notice who is doing the noticing,

Now turn your attention to any sounds you can hear. What can you
hear? As you listen mindfully, also notice that you need not do anything
with these sounds—they just come and go on their own accord. Some
sounds may be very quiet and subtle, almost imperceptible, others may
be louder. Notice all of the sounds. Now become aware of your notic-
ing. Notice who is noticing these sounds.

Next, turn your attention to any scents you can detect. Is there any
scent you can notice? Notice, too, any tastes you can detect in your
mouth. What flavor is there? Become aware of your noticing smells and
tastes. Notice who is doing this noticing.

Gently turn your attention to your thoughts. What is your mind say-
ing to you? What story is it telling you? Just notice whatever the mind
is saying. There is no need to try and control or change your thoughts in
any way. Allow them to occur as they are and just notice them. Become
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aware of your noticing your thoughts. Notice who is noticing your
thoughts.

Now notice what you're feeling right now. What emotions are you
experiencing? Are they strong or are they more subtle? Just notice and
then become aware that you are noticing your feelings. Notice who is
doing the noticing,

Take a deeper breath and be aware that there is a you there. This you
is aware of everything within your experience. It notices what you can
touch, hear, smell, taste, think, and feel. This you that notices is the
observing you. It is always present. It always has been. It can always be
called upon to help you step outside your thoughts and feelings so that
you can move toward what is really important to you.

Walk Mindfully

This next exercise is a walking meditation. You don’t have to always sit to be mindful.
We can do it anytime and anywhere, standing, sitting, or walking. Walking medita-
tion is another broader awareness exercise that many people enjoy.

Begin by defining an area within which you can walk comfortably and
not be disturbed. Although meditation gardens are constructed specifi-
cally for walking meditation, any space where you can walk unencum-
bered for 10 to 15 feet or so will work. Walking from one side of a
room to the other, turning, and walking back again is perfectly work-
able for walking mindfulness.

Start by standing still, breathing, and centering yourself. You want
to keep your eyes open for this meditation, but they can be lowered
with your gaze focused softly a few feet in front of you. Begin by walk-
ing slowly, noticing your foot lift off the ground, traveling slowly for-
ward, and then noticing your heal, then mid-foot, then toes touching
and pressing into the ground. Notice the same things as your other foot
lifts, travels forward, and touches down.

Your attention will be centered mainly on your feet and movement,
but also keep your attention on your breathing. You may find yourself
shifting back and forth from your feet to your breath. That’s fine. When
you notice that your mind has wandered, bring your attention back to
the feet and the breath. You can even stop and stand for a moment or
two while you re-center yourself. This is known as standing meditation
and is a perfectly fine way to practice mindfulness meditation. Remem-
ber, you don’t want to fight your mind or struggle in any way with it. It
doesn’t help you to get angry or frustrated when you once again notice
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your mind is wandering, This is what minds do; it’s natural. As with
all mindfulness meditation exercises, just notice the mental wandering
and gently bring your attention back to the mindfulness task at hand—
here it’s paying attention to your walking and breathing,

Generally, it is best to move slowly in walking meditation, but as
always, see what works best for you. I have seen some speedy walk-
ing meditators. Go at a pace in which you can maintain concentration.
Also, if your space is limited, when you reach a wall or obstruction,
simply mindfully turn around and begin walking in the opposite direc-
tion. Walk back and forth in mindfulness; you may look a little odd to
others, but that’s okay, too. You are developing crucial mental skills—
that’s what’s important.

[ first tried walking meditation at the Kripalu Center forYoga and Health located
in Stockbridge, Massachusetts. On the grounds, Kripalu has a large meditation gar-
den situated in a field. It is built in the shape of a spiral, where you begin your
walking meditation at the outside and follow a circular path into the center where
there is a small garden with benches where you can sit. You then leave the center
of the garden by following a circular path that goes in the reverse direction from
the entrance path. It is a peaceful and beautiful setting. As you slowly and mindfully
walk in, you see people slowly walking out. And, as you walk out, you see other
people walking in. I was frustrated by this as my attention kept wandering to the
people walking opposite me. I found it hard not to notice them, what they were
wearing, how they were walking, and so forth. My mind began to think, “What a
terrible meditation garden. These people are so distracting.” It was only later that I
realized whoever designed this garden was a genius. The people walking opposite
to me were exactly like my thoughts. I noticed them as they appeared from around
the corner, they dominated my awareness as they approached, and then receded
into the background as they passed. Then another person appeared repeating this
cycle. Thoughts are exactly the same. They come and go on their own and have a
beginning, middle, and end. When I looked in frustration at the other meditators in
that garden I was looking at them through my thoughts. I wasn’t mindful. I bought
into my thoughts that the presence of other people was a negative. My attention
was dominated by thoughts like, “Ugh! Another person is walking toward me. How
distracting!” I was living in my head and had completely lost my focus on the task
at hand, which was noticing my steps and breath. I totally lost touch with being in
the present moment with a purposeful, nonjudgmental focus. Isn’t this what we do
in our trades? Our minds turn to our thinking, which might include fears of loss or
fears of missing out or how we are going to make up for recent losses by trading
big on this trade. Whatever the thoughts we may have, when we are living in those
thoughts we are taking ourselves out of the present moment. We completely lose
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focus on the trade and the relevant trading task at hand. Buying into such irrelevant
thoughts is what causes so many trading errors and why mindfulness is such a vital
mental skill for trading,

Informal Mindfulness Opportunities

Informal mindfulness practice can be done anytime in any situation. You can be
mindful while taking a shower, brushing your teeth, or washing the dishes, as ex-
amples. In each, your mindfulness task is to notice things like the sensations of the
water on your body and the feel of the soap in your hand and being rubbed on your
body (shower); or the taste of the toothpaste and the feel of the bristles on your teeth
(brushing teeth); and the feel of a dish in your hand, the sensation of the water and its
temperature, and the slipperiness of the dish soap (washing dishes). These are more
mundane activities in which we are often not conscious of the present but instead liv-
ing in our heads. So these are good activities with which to practice mindfulness. Any
time your mind begins to think of something else while brushing your teeth or soap-
ing your body, notice this and gently bring your attention back to the task at hand.
You can be mindful in all everyday activities. For example, when you drink your
coffee you can mindfully notice your empty hand moving toward and grasping the cup,
note the sensations you feel as you hold the cup—its weight, texture, and tempera- 1

W

7

ture, note the sensations of drinking the coffee—taste, texture, and temperature; and
then notice as you return the coffee cup to the table and the sensations of releasing the
cup. Virtually every activity is an opportunity to be mindful: eating, dressing, dialing
the phone, searching the internet, typing on the computer, driving a car, talking with
another person, studying charts, taking a trade, managing a trade, and exiting a trade.

It is the formal practice of watching the breath, saying a mantra, or walking mind-
fully that will help you train yourself to notice when you get off task and to notice
when you are looking through your thoughts and buying into them outside of formal
practice, including during trading, It is the ability to (a) notice your mind telling you
an off-task story, (b) bring your attention back to the trading task, and (c) execute the
appropriate high-value trading action (to be discussed in Part III) that formal medita-
tion practice will help you develop for your trading. Keep in mind that mindfulness
skills take practice to develop. You may read this and think, “Oh that makes sense, I'll
just be aware of my mind wandering when it happens,” but that is a story your mind
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is telling you (probably your intuitive mind making a quick, unstudied, and inaccurate
judgment). It requires repeated practice to develop the needed changes in attentional
skill and brain structure we’ve been discussing. Understanding it intellectually is only
scratching the surface. This alone will do little for your trading. Mindfulness is a skill
and, like any skill worth developing, it requires practice. It’s like the tennis player who
wants to hit an overhead smash. She will practice the smash many, many times before
she brings it into competitive play. You can think of formal mindfulness practice as a
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mental workout. Do this routinely and you can build strong mental muscle. Other-
wise, you are at the mercy of an untrained and ill-equipped mind.

B Applying Mindfulness to Your Trading

Mindfulness is simple, though it is not easy to do consistently. Because it is so un-
complicated, it can be easy to discount. Some may wonder, “How can something
so basic as mindfulness actually work?” Things don’t have to be complex to create
significant benefit. And although simple on the surface, there is a lot going on un-
derneath the surface that will be helpful for traders to understand. There are several
interrelated processes at work in mindfulness. Frank Gardner and Zella Moore re-
view these processes in terms of human performance and Britta Holzel, Sara Lazar,
and their research team look at them from the scientific lenses of psychology and
neural imagery. So that you will have a thorough understanding of mindfulness and
appreciate that although it is a simple practice, it is nonetheless a powerful one that
can change your trading and you as a trader, we briefly discuss these processes and
relate them to trading as we conclude this chapter. Table 6.2 provides a summary of
these processes and how they enhance trading performance.

IV BEPA How Mindfulness Works and Enhances Trading Performance

Mindfulness Process Description Trading Performance

Attention Regulation Returning attention to the Increased performance by maintaining
focal point (e.g., the breath)  attention on trading related cues;
whenever the mind wanders  reduced distractibility from both
enhances the mental skill of  internal and external distractors

conflict monitoring,

Greater awareness of body  Focused attention on body Sensations and emotions seen as

sensations and emotions; sensations and awareness temporary events leading to reduced

reduced effort to control of emotions enhances efforts to try to control them and freeing

private experiences emotional intelligence. attentional resources for trading tasks

Greater emotional Nonjudgemental openness Experience of emotion changes leading

regulation to emotions promotes new to more flexible trader actions related
ways of understanding and to market cues and trading tasks rather
responding to emotions. than actions designed to escape or
Old, emotionally charged control the trader’s internal state

memories become altered.

Perspective Change Enhanced identification Metacognitive awareness leads to less
with an observing self that rule-governed behavior and promotes
is more than the sum of its sensitivity to trading cues and more
experiences. flexible response to trading demands
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Attention Regulation

As taught in the mindfulness exercises in this chapter, attention is placed on a single
point (e.g., the breath) and, when the mind wanders, as it most certainly will, to
return attention to the object of focus. Holzel and Lazar note that this practice in-
creases the brain’s capabilities of conflict monitoring, that is, the executive brain func-
tion of maintaining attention while at the same time recognizing and disregarding
distractions (both internal and external distractions). Improved attentional focus and
conflict monitoring capacity directly results in increased performance enhancement.
Gardner and Moore note that performance rapidly becomes derailed when atten-
tion drifts away from the performance task and goes inward to private thoughts and
feelings. Although computers can multitask effectively, humans cannot. Attention is
really an all-or-nothing asset. When attention shifts away from the trading task to
deal with internal feelings, thoughts, and sensations, attention is literally removed
from the trade. Actions are then made in the service of one’s internal state rather
than in the service of the trade because that’s where the focus is placed. Unless you
get lucky, performance must therefore suffer because the trade is not being attended
to. Trading performance and trading results deteriorate. Mindfulness meditation in-
creases attentional regulation and the important mental skill of conflict monitor-
ing so that we can recognize and disregard irrelevant thoughts and feelings while
continuing to maintain our attention and present focus on the kinds of actions and
behaviors that support our trading.

Greater Awareness of Body and Emotions; Reduced Effort
to Control Private Experience

Mindfulness is scientifically shown to promote the ability to notice body sensations
and physiological states. Because bodily sensations and emotions are closely intercon-
nected, body awareness helps us become more consciously aware of our emotional
life. Bodily sensations (e.g., muscle tension, minor pain, pressure of the body against
the chair, sensations of the breath) are common points of focus during mindfulness
practice (some of the exercises described in this chapter focus on body sensations).
Emotional intelligence is promoted through mindfulness training as we begin to con-
nect our sensations to emotions. Mindfulness helps us to identify emotions as they
arise and what they mean, a key aspect of emotional intelligence. Body sensations for
many are the first thing noticed when emotions arise. Just as important, we become
conscious that both sensations and emotions are merely temporary internal events
through mindfulness practice. As this awareness is developed, we begin to reduce our
effort to control our inner experiences naturally. Reducing effort to control body
sensations, emotions, and thoughts helps keep us focused on performance tasks. All
else being equal, this will naturally result in improved performance. This includes
the experience of intense emotions during performance situations. Although we may
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experience strong emotions, mindfulness elevates our abilities to keep focused on
what’s really important and to keep committed to the high-value trading actions that
support our trading and not get sucked into fighting our emotional state and becom-
ing derailed from our trading.

Greater Emotional Regulation

It is important to recognize that although mindfulness practice does result in im-
proved emotional control, this is not accomplished by trying to control your emo-
tions with mindfulness. In fact, it is just the opposite. By learning to accept and be
open to your emotions in a nonjudgmental manner through mindfulness practice,
you can develop internal emotional regulation. Here, internal refers to the brain and
psychological structures that foster and promote emotional governance. It is para-
doxical: you can’t directly control your emotions and attempting to do so defeats mindfulness;
by mindfully being open to your emotions and accepting them for what they are—just tempo-
rary, passing events, you develop emotional control.

The science shows that experienced meditators develop stronger prefrontal cor-
tex control over the amygdala and mindfulness activates the brain regions respon-
sible for emotional regulation. The science is also beginning to show that emotional
benefits from mindfulness practice most likely result from cognitive reappraisal where
we assign new meaning to stressful events and experiences. Recall from Chapter 2
that the brain is not able to alter memories through subtraction; it works only by ad-
dition. Instead of reacting to stressful situations as we always have, which continues
to reinforce patterned responses, mindfulness offers a different response. We train
the mind and the brain through mindfulness that stress can be responded to in a more
open and accepting manner without having to control or eliminate it. We thereby add
different responses, experiences, and results to stress. If we actively fight it and try
to remove the stress, we remain stuck in an unproductive cycle. Steven Hayes often
says, “If you don’t want it, you’ve got it.” Rather than avoid the unpleasant internal
experience, we can learn through mindfulness to “lean into it.” Mindfully leaning
into and being open to what we don’t want changes the response patterns in the
brain. This naturally takes more attentional effort in beginning stages. As practitio-
ners gain experience, they develop their abilities and draw on less mental resources
in maintaining emotional regulation. In this regard, mindfulness is a powerful tech-
nique as no other mental procedure is known to be able to do this.

Practitioners soon realize that just as the mind is always wandering, their thoughts
and feelings, though sometimes strong and seemingly overwhelming, do recede. All
thoughts and feelings—even very intense ones—are only transitory mental events.
Mindful traders quickly learn that unwanted internal experiences are soon replaced
by more pleasant thoughts and feelings. The more one practices mindfulness, the more
one learns that difficult emotions are like a paper tiger. They really have no teeth.
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To help illustrate this process, we often use a metaphor I first learned from psy-
chologists and anxiety experts George Eifert and John Forsyth.* It’s called “Feeding
the Baby Tiger,” and below is my adaptation.

Imagine a baby tiger lives in your home. Although the tiger is small,
he is still scary and you fear it will bite you. When it growls, you give
him some food, hoping that will satisfy him. It does. He is preoccupied
when eating and he lets you alone for a while. But he also grows bigger.
The next time he is hungry and growls, he’s just a little bigger and
so you go and get more food for him. Well, this same drama plays
out over and over, again and again. Every time the tiger growls, you
feed him more and more. The bigger he gets, the more you are afraid
of him. So you keep feeding him more and more food, hoping he’ll
leave you alone for good. But of course, he doesn’t, because you keep

feeding him.

In this metaphor, the tiger represents an unpleasant internal state. Like the tiger
growling, you don’t want it and you act to try and control it. With the tiger, control
is achieved by feeding it—a negative reinforcement. But the control is only tempo-
rary; as long as you feed it, it will never go away. Why should it? You are supporting
it. The more you feed it, the bigger and scarier the tiger gets. The more you feed your
negative internal state by treating it as if it were accurate and real and something that
must be responded to (and trying to control it, suppress it, reduce it, or change it in
any way is treating it as if it were substantive, important, and must be responded to)
the more it will seem real to you and the bigger and scarier it gets.

Mindfulness helps you to stop feeding the tiger. Mindfulness helps you be open to
it and see it for what it is—just a paper tiger, a temporary feeling evoked by a few
scary words or images that soon go away, nothing more. By not engaging in actions
that are designed to get rid of or avoid the unwanted experience, you expose your-
self to the tiger and see that it isn’t really what it says it is. It has no teeth. Mindful-
ness also promotes calmness and a relaxed state. When you expose yourself to the
tiger and your body is calm and relaxed, it sends a different message to your brain,
indicating it need not become alarmed. Practiced enough, we begin to add onto our
memory of similar experiences and we begin to change them. This is known as recon-
solidation of existing memories. In other words, through mindful exposure we break
the habit of feeding the tiger and in the process learn there is nothing really to fear
or avoid. Thus, when we hear the tiger growl in the future, we simply acknowledge
it, “Oh yes, there’s that paper tiger,” and turn our attention to what’s important to
us, in other words, the trading task at hand. We no longer respond rigidly to our
internal state, but instead we can act in a flexible manner and do whatever is best for
our trading at that time.
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Perspective Change

Rather than looking at the world through our thoughts, mindfulness helps enhance
our internal awareness such that we can develop clarity in our mental processes.
We begin to decenter from thoughts, including thoughts about ourselves. We begin
to recognize that the content of consciousness is transient and ever changing. This
includes our conscious reflections on our own identity. Instead of seeing ourselves
as static and immutable, we begin to learn that, in fact, we are changing all the time,
and that what we call self is another construct of the mind. The “I”is not quite as solid
or permanent as we tend to believe. Instead of habitually placing ourselves in the
center of our worlds, we begin to adopt the “Observing I,” or a sense of self that has
ever-changing experiences and can stand apart and separate from its experiences. It
is a sense of self that is not defined by any one experience, or any set of experiences,
or any one label such as “I am good,” or “I am bad,” or I'm a trader,” or “I'm a psy-
chologist.”We are more than our experiences, roles, labels, and titles—much more.
Mindfulness practice helps us understand all this.

The science is limited in this area, but early studies reported by Hélzel and Lazar
indicate that mindfulness brings greater acceptance of oneself and greater self-esteem.
We also saw in the previous chapter that our default mode of mind wandering has a large
self-referential component, which is usually experienced negatively. Mindfulness helps to
take ourselves out of excessive self-referencing, allowing us to experience life in a fuller,
less egocentric manner. It helps us develop an overall metacognitive awareness, which is a
fancy word for seeing thoughts and feelings as mental events that are separate from our-
selves. When thoughts and feelings are viewed in a self-referential manner as absolutes,
we tend to think and act in a rule-governed manner. We typically set up unspoken rules
for ourselves such as, “If X happens, thenY will occur.” These are generally hardened and
lead to rigidity in behavior. For example, “If I have another losing trade, it will be ter-
rible” easily leads to self-referential thinking (e.g., “It will be bad for me if I have a loss” or
“I'll never be a good trader if I have another loss”) and further leads to inflexible actions
such as jamming stops, holding losers beyond the stop point, and cutting winners short
to avoid experiencing the negativity of our unspoken rules. Rule-governed thinking and
rigid behavior reduces the trader’s ability to interact with the market effectively.

When the mindful trader has the thought, “If T have another losing trade, it will be
terrible,” she will notice the thought simply as a thought. This metacognitive aware-
ness helps to shift the trader’s perspective and allows for more flexibility in her
response to the market. She is not buying into “If X, thenY,” and therefore isn’t
adamantly locked into preventing X. Thus, rather than believing her thought and
jamming her stop or cutting the trade short, she can place her attention back onto
the price action. In doing this, she becomes more sensitive to the cues the market
is giving her and she is in a mental state that will allow her to flexibly respond to
the market rather than rigidly respond to her internal state. Flexibility in this ex-
a portion of

ample might mean: letting the trade run; scaling out of (taking
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the position; adjusting (but not jamming) stops; hedging the position; adding to the
position—whatever the trade objectively calls for.

B Bring Mindfulness into Your Important Trading Activities

Now that you have learned the benefits of mindfulness and have practiced one or
more of the techniques listed earlier in this chapter, it is time to start bringing mind-
fulness into your trading. You will find that mindfulness will begin to change the
mental side of your trading in positive ways. Over time and with practice, you can
expect to see the market more clearly, begin to become aware of market cues you
hadn’t seen before, and have a much more relaxed and focused mental state while
trading. The latter will allow you to be more flexible in how you interact with the
market. Instead of rigidly acting in limited ways and becoming distressed over an
inability to act more skillfully, you will likely find that your repertoire of trading
actions becomes more adaptable and that you choose more high-value actions. With
mindfulness, your mind becomes suited for the demands of trading.

It is best, however, not to begin trying to apply mindfulness on significantly challenging
situations. If you have had difficulty holding onto winning trades, for example, attempt-
ing to be mindful after putting on a trade is likely to have limited benefit, at least at first.
You will need to practice mindfulness for a period of time before you can expect to see
good results on trading situations that seriously challenge you. It is best to start applying
mindfulness in more modest situations. Later, in Chapter 8, we detail an effective proce-
dure for the more consequential difficulties. For now, let’s stick with less psychologically
taxing matters and ease our way into applying mindfulness in trading, Even major league
baseball players have to spend some time in the minor leagues perfecting their skills be-
fore they are ready to use them on a professional level. Trading is really no different.

To begin using mindfulness in your trading, select one or two things you do either
before you start the trading day or after trading is over. There are a wide range of activi-
ties in both periods where you can derive significant benefit by being mindful. At the end
of the day, many traders review their trades and how the market traded during the day.
We can just go through the motions of the activity or we can choose to do it mindfully.
As you study your trades, notice any thoughts that draw your attention from the activ-
ity. These can be virtually any thoughts—from wanting to avoid reviewing a particular
trade because your performance wasn’t what you wanted it to be to thinking about what
you will have for dinner. Notice any thought that takes you away from reviewing your
trades. Observe it and any associated feelings like tension, embarrassment, sadness, or
anger. Notice also that these thoughts and feelings take you out of the present moment.
They pull you back into the past or push you forward into the future. You can make a
mental note by putting a label on the thought such as “thinking about dinner” and on the
feeling, for example, “hungry.” Then, remind yourself what really matters to you at this
moment and turn your attention back to your trade review. If the errant thoughts and
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B Notes

feelings persist, notice this. You might even make the mental note of “persistence.” Take
a few breaths and mindfully watch your breath for a few cycles to center yourself before
bringing your attention back to what matters—your trade review.

You will be well-served by first applying mindfulness to important trading-related
activities that occur outside actual trading such as when you are preparing your game
plan for the next day, when making your notes in your trading journal, and when
reviewing the overnight data and making any revisions to your daily game plan due
to overnight changes.

After applying and experiencing the benefits of applying mindfulness in these less chal-
lenging situations, you can take the next step and begin to practice being mindful when
going through your checklist before you take a trade. Some traders become a bit over-
aroused with excitement before taking a trade. Slow yourself down and center yourself.
Take a few breaths and mindfully go over the current market and how it meets the cri-
teria for your trade setup. If your mind wanders into the future or the past, notice this
and bring it back to what’s important—the present moment task of qualifying a trade by
mindfully checking the current situation against your trade criteria. Applying mindfulness
to qualify a potential trade setup begins to bring mindfulness into your actual trading,

When applying mindfulness to these various, less demanding trading activities, be
sure to also notice what mindfulness does for you. See if distracting thoughts and feel-
ings recede into the background. See if you are more attentive and aware of the task
you are performing. See if you start seeing things you might normally miss. See if you
are engaging your deliberative mind, rather than jumping to quick and easy conclu-
sions. Keep in mind, too, that being mindful when performing these activities will
build mindfulness skills for more challenging situations later. Remember, mindfulness
is a mental skill and, like any skill, the more we practice it, the more proficient and
effective we become in using it. You will also likely find that you will be more efficient
and more observant as you mindfully perform these important trading tasks.

1. Susan M. Pollack, “Teaching Mindfulness in Therapy,” in Mindfulness and Psychotherapy, ed.
Christopher K. Germer et al. (New York: Guilford Press, 2013), 140.

2. John P. Forsyth and Georg H. Eifert, The Mindfulness and Acceptance Workbook for Anxiety: A Guide
to Breaking Free from Anxiety, Phobias and Worry Using Acceptance and Commitment Therapy (Oakland,
CA: New Harbinger, 2007), 242.

3. Russ Harris, ACT made Simple: An Easy-to-Read Primer on Acceptance and Commitment Therapy
(Oakland, CA: New Harbinger, 2009), 177-180.

4. Georg H. Eifert and John P. Forsyth, Acceptance and Commitment Therapy for Anxiety Disorders:
A Practitioner’s Guide to Using Mindfulness, Acceptance and Values-Based Behavior Change Strategies
(Oakland, CA: New Harbinger, 2005), 138—139.
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Detusion:

An Advanced
Mindfulness Skill

145
Let’s start with the following scenario:

You are driving along a deserted road late at night. You are several
miles from the nearest town and no other cars are traveling this road.
Suddenly, you car loses power, the engine dies, and the car rolls quietly
to a stop. You note that your gas tank is half full; so you realize there
must be something wrong with the engine. You take the flashlight from
the glove compartment and open the hood. Your inspection reveals that
the fuel line has a small hole leaking gasoline. This has caused the engine
to die. You try to call emergency road service, but your mobile phone
has no battery life, so you look in your car for tools to repair the leak.
All you can find is a ballpoint pen and a drinking glass. How can you use
what you have to fix the problem so you can get to the next town? Try
to solve this in the next few minutes before reading on.

If, after a minute or two, you haven’t solved the problem, consider that broken
glass can cut a plastic fuel line and removing the ink cartridge from a pen leaves you
with a hollow plastic tube. Think for another minute or two with this information
and try to solve the problem before reading on.
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Most people will solve this late-night automobile challenge by breaking the glass
on the road, carefully using a shard from the glass to cut out the section of the fuel
line with the offending hole, and then inserting the hollow pen tube into each end
of the cut fuel line as a makeshift splice so that gasoline can again freely flow into the
carburetor and fuel the engine.

Psychologists Steven Hayes and Chad Shenk described a similar mental challenge to
help illustrate the concept of fusion and the essential, contrasting mental skill of defusion.
Fusion refers to our responding to thoughts and mental images as if they were real.
Solving the fuel line problem is an illustration of fusion. When we read the scenario
above, we can visualize the dark, deserted road, and the car stopped by a blown fuel line.
But they do not exist in reality; they come to life only in our mind. In our present reality,
there also is no flashlight, drinking glass, or ballpoint pen. These items were created in
our mind through the printed words on the page.Yet most of us could imagine the scene
along with the specific items. In working through this problem, we experienced the
highly valuable abilities of our mind. We could—in our mind—freely manipulate these
items. We could “see” ourselves breaking the glass, cutting the fuel line, and splicing
the fuel line by inserting the hollow pen tube, despite the fact that none of these things
existed in reality. As we progressed through the problem, we evaluated our plans and
actions against the goal of repairing the car. If our mind initially created a solution that
didn’t quite work, most of us would attempt an alternate approach. As we conceived,
planned, and evaluated mental solutions, we could determine with reasonable certainty
whether we actually could cut the fuel line with the glass and make a temporary splice
with the pen tube. All this was done as if we were directly maneuvering an actual glass
shard and ballpoint pen, but we were not. This is what Hayes and colleagues call fusion:
treating the thoughts, images, and feelings generated within the mind as if they were real.
Fusion is sometimes described as two pieces of heated plastic coming together and fus-
ing into one. Mentally, we “join” thoughts and images to reality. This is what allows us to
effectively solve the car problem. We can manipulate all the pieces of the puzzle (glass,
fuel line, pen) in our mind as if they are real in order to develop a solution.

Our mind is a wonderful tool in this regard. It is precisely these mental abilities
that have helped us figure out how to travel through the skies and successfully land on
the moon, how to open up the body and repair and even replace diseased organs, and
how to create and operate a worldwide Internet that can send information across the
globe instantaneously. These and many other amazing wonders came about because
of the unique and valuable abilities of our mind. It is the gift of evolution that has
enabled our species to thrive.

But, as Hayes and Shenk point out, there is a dark side to the mind as well. It simply
doesn’t know when to stop. As you have learned from your mindfulness exercises,
the mind is very difficult to quiet. It generates thoughts constantly throughout the
day, and even during sleep through dreams. It is also constantly solving problems. As
you watch your mind closely, you will find it is continuously comparing, contrasting,
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evaluating, planning, and trying to figure things out. Virtually everything becomes
a problem to solve. In a very real sense, because our minds have evolved into out-
standing problem-solving machines, problem solving has become our preferred way
of thinking. In the process, we fuse with the content of the mind and take what the
mind tells us literally as if it were the truth. Fusion is not useful in all situations. You
can think of it as the carpenter whose only tool is a hammer. Although the carpen-
ter’s hammer is finely made and marvelous, not all problems should be seen as a nail
to be pounded. As you might have already guessed, fusion and unregulated problem
solving often become problematic in trading.

When you take a trade and you have the thought, “I could have a loss on this trade,”
what do you think your mind will do with that? It will try to problem-solve it, of course.
But this is unlikely to be workable as it will encourage our mind to treat our internal
experience of thoughts and feelings the same as a blown fuel line and act as if our normal
private events (thoughts and feelings) are a real problem to be solved. We can be fruit-
lessly pounding nails every time we enter a trade. Hayes and Shenk tell us that problem
solving should produce positive results, not add to our woes. The exercises in Chapter
3 highlight that applying problem solving to eliminate fear and other unwanted internal
experiences typically accomplishes unsatisfactory results. These exercises serve to dem-
onstrate that we often create more harm to our trading and to ourselves when we fuse

~

with thoughts and feelings and try to solve them as if they were real problems. 147

In fact, the greatest psychological difficulty in trading is that our minds treat our
unwanted internal events—our thoughts, feelings, and sensations—as problems to
be solved. Unfortunately, the usual problem-solving approaches that work in ev-
eryday situations not only fail miserably when applied to what occurs internally—
“between the ears,” so to speak—but as many traders discover, they can cause harm
and suffering in many instances. This is vital to understand. To help illustrate the
difficulties created when we allow the mind to run full rein in problem solving our
internal events, let’s look at a psychologically induced event with which every trader
is familiar: cutting a winning trade short. Steph, an experienced day trader, provides

a typical example of cutting a winning trade short.

I did it again, and I don’t know why. I mean, here I was trading the yen.
I saw on the hourly chart that a multiday uptrend was dying out as it

TTIIS SSANTNAANIN ddDNVAAV NV :NOISNJI3d

approached longer-term resistance. I saw supply come in as the market
started to fall below the high from yesterday. I was very patient—I give
myself credit for that—and I waited for the low volume pullback and
test of yesterday’s high. This occurred, and I knew that the market was
now in a position to turn. The uptrend was over; I expected a sizable
reaction. I had a great entry a few pips from the top of the retracement.
I was really proud of myself at that moment. I knew I had the potential
for a great trade.
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Figure 7.1 shows a combination of the 60-minute and 5-minute Japanese yen
market as Steph had viewed it. She had seen that the 60-minute uptrend was mature
and showing signs of weakness as it came into resistance. On the 5-minute chart
(right-hand side), yesterday’s high is marked, along with the location Steph entered
her short sale trade as the market tested that key level.

Steph continues,

So everything was looking good. I actually felt pretty calm, knowing
that I was trading my plan. I felt really good. The market started to fall,
just as I anticipated. But then it started. I think I noticed tension first.
My body became tight, muscles tense. My leg started twitching like a
sewing machine, you know, moving up and down on its own. I felt very
uncomfortable. I was scared, really. I didn’t want to have another loss.
My trade was in profit, and I started thinking, “What if this goes against
me? I mean, how many times have I been wrong and lost money? Here
I'm in profit, why not book it and take it to the bank?” This is what I
was telling myself. I can still hear the words my mind was telling me,
“Steph, you are going to have a loss if you aren’t careful. Do the right
thing, take your profits. Don’t be a fool and let them slip away.” That’s
what I was thinking,

Then it got worse, really bad. The yen started to rally a bit. All I
could see was price going against me. My stomach felt queasy. I really
felt the fear. It was pretty strong. My mind was screaming at me by this
point. “Take the trade off! Take the profits you’ve got! Hurry up, before
it’s too late!” So I closed the trade.

The yen moved up a few pips higher and I started to feel good. In
fact, I was relieved to have saved my profits. My mind was telling me,
“Nice job!” All the tension was draining away. My legs stopped twitch-
ing, my stomach felt better, and the fear was gone. I felt good. But then
it happened. The market started falling, and it fell with a vengeance.
My trade was unfolding as I had planned, but I was no longer in it.
The market fell, and fell, and fell. It closed on the low for the day and
continued falling the next day. I was depressed; I mean now I felt really
bad. I became very self-critical. My mind now told me that “I'll never
be a good trader,” that I was “stupid for taking the trade off; this is what
I 'had planned for. Why did I do that?”it said. “Can’t I ever learn to trade
my plan? I'm a failure when it comes to trading, I ought to just give it up
and go back to my old job.”That’s what my mind was telling me.

Figure 7.2 shows how the yen trade unfolded after Steph covered her short
position.
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As Steph’s mind automatically generated thoughts about loss and she fused
with them, she completely abandoned her plan to trade for a larger reaction. Like
Nathan in Chapter 1, Steph’s mind only focused on the immediate market context.
Lacking any distance from her thoughts, her intuitive mind was given free rein to
operate. As we have seen earlier, the intuitive mind is highly impulsive, vulner-
able to being influenced by emotion, ignores the probabilities of a situation, and is
quick to come to a judgment on limited information. All of these characteristics
of the intuitive mind were evident in Steph’s case. In addition, Steph treated the
content her mind was generating about how the market was moving against her
and how this would result in a loss as if it were real. She fused with what her mind
was telling her. Her fusion exacerbated her emotional reaction and she lost all
semblance of emotional intelligence. Because she completely bought into what
her mind was telling her, Steph became hijacked by her own mind. Fusion with her
thoughts and feelings of loss caused her to act in the service of her mind and her emotions,
that is, to solve the problem of her fear of loss, rather than in the service of a well-conceived
and well-executed trade.

Like many traders in similar trading situations, Steph’s mind rapidly came to the
obvious solution: close the trade. On the surface, the decision to bank the profit
seemed to be reasonable. But the real motivation was to escape the distress. This is
precisely where the harm of fusion in trading occurs. Fusion typically results in ac-
tions that address our internal state rather than what the trade calls for. Fusion leads
to unskilled trading behaviors and poor trading outcomes. As we saw in the Vicious
Cycle of Ineffective Trading in Chapter 5, our focus on the trade will evaporate when
attention shifts inward as we become fused with our mind’s story about loss. Relief
occurs as we act on the mind’s intuitive, problem-solving solution to close the trade.
This negatively reinforces the escape behavior and virtually guarantees it will be the
preferred action in future similar situations. This is why trusting the mind uncondi-
tionally poses the greatest danger to successful trading,

You can work out the idea of fusion for other common trading problems. Jumping
into unplanned trades are typically caused by fusion with the mind telling you how
the market is about to take off, you shouldn’t miss this move, you can make up for
past losses with this trade, blah, blah, blah. If you hesitate about pulling the trigger
on trades, your mind is likely telling you stories replete with loss and doubt about
the quality of this trade setup. And, if you press a trade beyond its life expectancy,
see if you aren’t buying into your mind telling you that this trade is going to the
moon, don’t leave money on the table, it will push through the resistance, the mar-
ket is exceptionally strong. ... We are not saying the mind is your enemy, as in many
circumstances it is extremely helpful, but we need to know that the mind is not al-
ways our friend. We need to learn to defuse and gain some distance on what the mind
is saying so as to differentiate between when the mind is being helpful and when it is
likely to cause us and our trading to suffer.
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Let’s discuss a few important things from Steph’s experience further. The elements
discussed next both create the context for fusion and are characteristic of fusion as
initially described by Hayes and Schenk. Reviewing them will help us step back and
begin to defuse from our thoughts and feelings. This mental skill allows us to treat
them as temporary mental events—when appropriate—that we need not lock into
and believe as authoritatively representing reality or as something that demands our

immediate response.

1. Thoughts and feelings are generated automatically by the mind
and we don’t have much say over what thoughts and feelings occur.
You have likely experienced this first hand through your mindfulness exercises.
Thoughts, feelings, and sensations simply arise on their own. This is natural.
We have little control over them. Review Steph’s experience to see how many
times her thoughts and feeling changed. She began her trade feeling calm and
relatively confident. Then, unprompted by her, her mind began thinking about
a loss and her body became tense. After closing the trade, she said to herself,
“Nice job!”The congratulations didn’t last long, however; she soon felt down
and her thoughts became toxically self-critical. We see Steph’s mind automati-
cally generated widely varying thoughts and emotions within a brief period of
time. Because she was fused to her thoughts, Steph was whipsawed back and
forth by her own mind.

2. The environment and the situations we are in highly influence what
the mind tells us. You may have also noticed this from mindfulness practice.
What we see, hear, smell, taste, and feel can trigger memories, images, thoughts,
and emotions. One thought will lead to the next as the mind tries to make sense
of things by connecting a stimulus from the environment with a memory, perhaps
an image, and, then, other thoughts follow. Soon, a mental story emerges. Again,
it is important to note that we are not really in control of this. It is just what our
minds do. If we are fused with what the mind is telling us, we become lost in that
story. Here’s an everyday example: Walking along a downtown sidewalk you pass
a bakery and smell the aroma of freshly baked buns. This scent triggers memories
of your mother’s baking. Almost immediately, you see in your mind’s eye your
mother in her kitchen, baking cookies. Ah, the cookies she baked! You remember
that your brother loved her cookies, too. You now see your brother in your child-
hood kitchen having a cookie. In your reverie, you notice he is wearing your fa-
vorite childhood baseball cap. Suddenly, you feel angry and a little guilty over the
unkind words you recall you once said to him about wearing your hat without
your permission. Although this happened over 20 years ago, you feel it now. You
have fused with your mind, treating the thoughts and images as if they were real,
so real that you had an actual emotional response even though the event exist-
ing within the memory was not reality, but experienced only internally, entirely
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within your mind. Can you see how this readily applies to trading? In Steph’s
example, she—Iike virtually all traders—had had prior losses and some of the
losses were painful. Her mind would automatically begin thinking of a loss when
she puts on a trade. It’s the same as the scent of a bakery triggering memories
from childhood. When the price action ticked against her, it stimulated even more
strident and more insistent thoughts. Her mind said she would have a loss and
demanded she exit the trade as a solution to the problem it created, which was stimulated
by the environment and trading situation.

. When fused, we uncritically believe the mind and become entangled
in its story. This causes us to lose contact with the present. This
occurred with the bakery story. Even though we were walking on a city street,
our mind had us living in the past so persuasively it caused strong emotions.
Our mind created an “alternate universe,” as Hayes and Shenk describe it. Think
back to when you were working on the fuel line problem at the beginning of
this chapter. Because we were fused while solving the problem, it took us out
of the present moment. When you were engaged in solving this problem, did
you also notice how your feet touched the floor, the temperature of the air, or
the ambient sounds that were occurring in the room you were in as you worked
through the problem? Probably not. Your mind was fused with repairing the fuel
line, taking you out of the present moment. When Steph was fused to the story
her mind was telling her that she was about to have a loss, she was not present
for her trade but living a projection of the future. When we are fused, we accept
the mind’s story literally and become enmeshed in and live through the mind’s
story as if it were true, missing the present and all its opportunities. Steph was
unable to see that the market was having a normal pullback on light volume
before heading lower because she was fused with the story her mind was telling
her. She was unable to read the market as it unfolded. She was not in the present
but in some future mental space her mind had constructed projecting a loss. In
a similar vein, a trader, anxious and fearful over the loss from her last trade, may
fail to notice that the trade opportunity now setting up is of high quality and
high odds. Instead, what is most likely noticed are the uncomfortable feelings
and thoughts associated with anxiety and fear that were discussed in Chapter 2.
Lacking contact with the present and fused to internal mental content and the
effort to solve that content as a problem, the trader is likely to make poor trad-
ing decisions and miss a sound trading opportunity just like Steph.

. When fused with our thoughts and feelings, we lose focus with
the trading task at hand. When our focus is on our internal experience,
it dramatically diminishes our performance capabilities because it diverts
attention from the trade. Attention is a limited mental resource. It is virtually
impossible to manage a trade when fused with a compelling story the mind is
telling us. This is the real crime of fusion in trading. We get mentally sidetracked
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from what really matters: the trade! Instead, our attention shifts to what isn’t
even true. In trading, we want to have a task-focus, not a self-focus. For Steph,
that meant a focus on the tasks of trade management including reading the
strength of the unfolding supply and demand. Instead, like many traders, she
was fused to her thoughts and feelings and the story they were telling her. It
was as if her mind was like a sleight-of-hand artist misdirecting her attention.
Unfortunately, this isn’t about being entertained by a magic trick but a serious
trading performance concern. If you want to trade well, you must keep your
attention on the trading tasks at hand and not be misdirected by the chatter of
your mind.

5. The mind can be remarkably shameless in the stories it will tell.
When we are fused, we can’t tell the difference between what is
truly useful and what is not. Steph’s mind insisted she exit the trade. It told
her how she could not tolerate another loss. Fused with her mind she covered
her short trade. Then, a few moments later, the market fell. Did her mind say
to her, “Gee, Steph, I made a mistake; I am really sorry for persuading you to
exit that trade?” No. Instead, it shamelessly told her how bad she was, that she
couldn’t follow her trading plan, and that she will never become a competent
trader. Because she was fused, Steph believed what her mind told her: first to
exit a sound trade because she believed her mind when it told her she would
have a loss and then to feel down because she believed her mind when it told
her that she is incompetent for exiting the trade it told her to exit only mo-
ments before. Obviously, neither mind was right, but when we are fused we are
unable to tell. We can be highly vulnerable to mental and emotional whipsaw-
ing when fused. Virtually all traders have had this experience. The mental skill
of defusion we discuss next in this chapter will help you begin to deal much
more effectively with your mind. Defusion will help protect you from this kind
of mental abuse, and help you to begin to produce the kind of trading perfor-
mance you desire.

Before we get to that mental skill, however, you might be thinking, okay, I get this
idea of fusion. We can be overidentified with our thoughts. But maybe the problem
lies in the thoughts themselves. If they were more accurate, we wouldn’t be making
so many mistakes and trading psychology would be easier. For example, you might
now be thinking that Steph thought she was about to have a loss and that didn’t turn
out to be the case. If instead, she thought something different, something that was
more accurate, all would be well. After all, if Steph was thinking more clearly and
more accurately, she wouldn’t have taken her trade off and would have walked away
from the trade with a large profit. Maybe the feelings of having a loss and the fear that
this generates are due to faulty thinking. So, you might try to challenge your thought
that you are about to have a loss with some rational, logical counterargument that
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disputes the thought of loss and this would take care of the problem. It may sound
like a good idea (another example of problem-solving?), but our experience and the
psychological research clearly tells us differently.

Pioneering psychologist Kelly Wilson says it is very tempting to construe the
mental difficulties we have been discussing as resulting from inaccurate thinking,
Because what we think and what we do are definitely linked, it is appealing to be-
lieve that if we sharpen our thinking, our trading performance will improve. All
we need to do is figure out which thoughts are inaccurate and then change them
into accurate ones. If you are thinking along these lines, you are not alone. This is
the standard approach in western culture and this has been how psychology has
approached, and, in many respects, continues to approach distressing thoughts and
feelings.

Permanently modifying thoughts is definitely not easy to do. Kelly Wilson points
out that we have all had thoughts and feelings that we were convinced were true,
only to find later that they failed to hold up to our predictions. Steph’s foretelling
of a loss from a rally against her short trade is a good example. Jumping into an
unplanned trade, averaging down, and failing to enter a trade are all examples of
actions traders take because they are convinced that at that moment what their mind
is telling them is true. And, it’s not only traders who experience this. Everyone, in-
cluding nontraders, experience it, too. Being late to an important meeting, making
a public presentation, and asking someone for a date are some common, nontrading
situations that people can make a big deal of in their minds and which then usu-
ally occur without the anticipated problems. We can try to fight these thoughts and
feelings with more accurate thoughts, telling ourselves “the presentation is really no
big deal,” for example, but these rarely alter our underlying concerns or change how
we act.

Keep in mind that you already know from the exercise in Chapter 3 (see Exercise
3.2: The Short- and Long-Term Costs and Benefits of My Control Strategies) that
trying to suppress or eliminate your thoughts and feelings isn’t workable. Changing
your thoughts in the attempt to make them more accurate is merely a variation on
this theme. Many readers will have also documented their efforts to change their
thoughts by trying to make them more precise, correct, and truthful in that exercise
and found that this didn’t remedy their problems.

Sound psychological research verifies your experience that trying to change,
make more accurate, and otherwise control thoughts and feelings just isn’t effective.
A research team co-led by University of Washington psychologist Neil Jacobson and
Keith Dobson from the University of Calgary developed enlightening research on
this question. Jacobson (now deceased) and Dobson taught skills to modify thoughts
that arise automatically—just like thoughts of loss—to counter negative thinking
in people who were clinically depressed. To fairly assess the effectiveness and value

of changing thoughts, they compared this with another group who simply engaged
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in activities that were personally meaningful, challenging, and/or pleasurable. The
challenging of holding on to a trade instead of cutting it short is an activity that would
fit into this category. Jacobson and Dobson were completely surprised by the study
results. Because the key feature of the type of therapy they practiced and were test-
ing focused on changing dysfunctional thoughts, they fully expected that modifying
negative thoughts would be far superior to mere activity engagement. That wasn’t
the case. Much to their credit, Jacobson and Dobson published their results in one
of the premier psychological journals concluding “it may be possible that engaging
in meaningful activities may be more effective in changing the way people think than
directly attempting to alter thinking.”

A decade later, UK psychologists Richard Longmore and Michael Worrell re-
viewed all studies that assessed differences between changing thinking and getting
people involved in activities they found meaningful. They found no differences
in effectiveness between changing cognitions and activity engagement. Interest-
ingly, Longmore and Worrell also reviewed studies that applied both changing
thoughts and meaningful activity engagement at the same time to see if there was
any “added value” in developing skills in reframing and modifying thoughts. In
other words, given that participating in meaningful activities was effective, was
there any additional benefit to also changing thoughts? There was none. Long-
more and Worrell concluded that putting effort into changing thoughts is simply
not necessary.

Although the research cited above involved clinical populations, the findings also
pertain to the broader population. In the sport world, for example, Zella Moore
reviewed the research on traditional psychological skill strategies designed to
alter and control negative thoughts, emotional states, and physiological sensations.
These traditional strategies included many that traders report trying: goal set-
ting, arousal control, imagery, and positive self-talk. Moore failed to find research
sufficiently adequate to classify these approaches as evidence-based interventions of
choice in enhancing athletes’ performance. Like the research on altering thoughts,
these strategies have not been found to be effective in controlling or changing
one’s inner state. Forward-thinking sport psychologists, like Yuri Hanin at Fin-
land’s Research Institute for Olympic Sports in Jyvaskyla, understand this. Hanin
incorporates negative feeling states and negative cognitions in his model that pro-
files the psychological components of peak athletic performance for individuals.
His Individual Zones of Optimal Performance model, for example, allows for such
negative states as anxiety and anger to coexist alongside joy and confidence. Our
internal state need not be skewed toward a positive, one-sided polarity in order
to trade well. Just like Captain Sullenberger landing his jet in the Hudson River,
success lies in maintaining a focus on the tasks at hand and acting on them; it does
not lie in a self-focus on internal thoughts and feelings and the distracting struggle
to try and correct them.
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Before we leave this topic, there is an important note regarding positive self-talk
with which traders should be aware. Repeating positive affirmations such as, “every
day, I'm becoming a better and better trader,” are widely believed to change one’s
negative thinking, boost mood, and promote enhanced self-esteem. This is not true.
Joanne Wood, psychologist from the University of Waterloo in Ontario, Canada, led
a research effort to study positive self statements in relation to self-esteem. She
and her team found that those with low self-esteem actually felt worse when they
repeated positive self statements or considered the truth of the statements. Those for
whom positive self-talk is aimed to help were found to do worse. People with higher
self-esteem did feel a little better after repeating their affirmations, but not by much.
The bottom line message here is that positive self statements are contraindicated;
they should not be used. This is especially so for those whose sense of self-worth
runs low.

Kelly Wilson points out that aside from the research showing that trying to change
thoughts doesn’t work, there is also a practical aspect to keep in mind. Consider
the trader who has a history of becoming fearful of losses whenever he puts on a
trade. Like Steph, he becomes overwhelmed by the idea that he is in danger when
in the market. This causes him to experience all the symptoms of the flight-fight re-
sponse we discussed earlier. While he may see the need to rid himself of his anxious
thoughts and feelings as a solution to his problem, he—Tlike every trader who places
a trade—actually is at risk. He has had losses in the past and, because his trade setup
has a probability of loss on any given trade, there are many times he will experience
a losing trade. So his thoughts are at least partially accurate. He could, and at times,
will experience loss. It doesn’t make sense to try and alter thoughts that are already
accurate. Whether or not his thoughts about a loss are accurate in any given trading
situation, they will nevertheless provoke fear and cause poor trading behavior if he
is fused with them. Thus, for the most part, we don’t really care whether thoughts
are accurate or not. What we care about is having some mental distance from them.

To be clear, problem-solving skills are highly valuable in everyday life and essential
in developing new products, managing projects, and negotiating the daily challenges
we all confront when the issue is located outside the skin, as Steven Hayes and colleagues
often describe. In trading, problem-solving skills are highly valuable and needed for
many trading activities, such as developing, testing, and refining new trade setups,
creating trading plans, evaluating our trading performance, setting trading goals we
can work toward, and other similar activities. But they are not useful for dealing with
thoughts, feelings, and sensations.

We’ve been discussing fusion and how it affects our trading. When we buy into
and imprudently believe what the mind tells us is a true and accurate reflection of
reality, we are fused. This is when the trouble starts. Sport psychologists understand
this. A tennis player in practice executes a backhand drive perfectly. It’s a lovely shot.
On the very next ball, however, she tries the exact same shot and misses. Why? When
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queried, the player will say, “Well, I thought I could hit it better.” How can a perfectly
executed shot be improved on? It can’t, but her mind told her differently and she
believed it. She was fused.

We can’t stop our mind from thinking and we can’t control the things the mind
tells us. Sport psychologists Zella Moore and Frank Gardner explain that when we
struggle with trying to control the mind or listen too closely and buy into what the
mind is saying while trying to play tennis or any other sport, we take our head out
of the game. Whether you are performing as a trial lawyer arguing a case, a mu-
sician giving a concert, or a trader managing a trade, the same principle applies.
When you fuse with what the mind is telling you, it takes you out of your game. If
a lawyer was overly worried about the outcome of a case and focused on the jurors,
their reactions, and what his mind told him about how the jurors were thinking
(e.g., “this juror doesn’t like me; that one is against the plaintiff;” etc.) her closing
argument won’t be very effective. If the musician is focused on how the audience is
responding to her music, she’s not putting her attention into the music and her per-
formance will suffer. It’s exactly the same in trading. When the trader is concerned
about the trade’s outcome, her focus is not on the market. How can we expect to be
strong performers when our center of attention is not on the market or the trade
but swallowing whatever random commentary the mind is conjuring up?To perform
well in trading—as in any other performance-based activity, the key psychological
task is to gain some distance on your thoughts and feelings. The key skill for this is
mindful defusion. Defusion is the ability to accept thoughts exactly as they are for
what they are (just words and feelings), not what they represent themselves to be
(e.g., the truth). Defusion keeps us from buying into thoughts and feelings and acting
from them. We don’t try to change them or get rid of them, we simply let them go.
Letting thoughts go is possible by developing the skill of defusion. The following de-
fusion methods and techniques will help you develop this critical trading psychology
skill. Put the effort in to learn and practice these techniques, and they will become
your high-value mental skills you can rely on.

B Defusion Strategies and Techniques

Keep Track of Your Feelings

A useful exercise is to track your feelings over the course of a week or two—see
Exercise 7.1. You need not make this overly complicated, simply note your mood
three times during the course of your day: morning, afternoon, and evening, In ad-
dition to your mood, note any prevalent thoughts at the time you take your reading.
See if you can identify anything in the environment that might have stimulated your
feelings and your thoughts. Note, too, whether you chose to have these thoughts or
if they just arose on their own.
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Exercise 7.1 Tracking My Thoughts and Feelings

Use this form to track your feelings and thoughts over the course of a week or two. We
want to begin to develop better awareness of our thoughts and feelings, and especially
how they show up and change. Three times a day, simply note your mood, sensations,
any prevalent thoughts, anything specific that might have stimulated your feelings and

your thoughts, and whether you chose to have these thoughts or if they just showed
up on their own.

Did | Choose

to Have These
What | Was | Body What My Thoughts and
Feeling/ Sensations | Mind Was Situation/ Feelings or Did They

Time Mood I Noticed Telling Me Event Just Show Up?

Sample: | Upbeat Warmth; | “Today is Pre-open | Even though these

8:00 Am. | and tingling in | going to be | reviewing | were positive, they
excited. | |armsand |agood day. | my game |showed up on
was also hands I can’t wait | plan for their own. In truth,
feeling to trade” the day. I didn’t choose
confident. them.

3:00 p.m. | Tired and | Shoulders | “Markets Narrow Arose on own. |
bored. tense. are dull.” trading believe they were

Body felt | I noticed range. stimulated by the
heavy. my mind Nothing dullness of the
encouraged | happening | market. | certainly
me to surf | in the didn’t want to feel
the ‘net and | markets. bored.
call friends.

7:30 .M. | Feeling Body “A breakout | Reviewing | Again, they show
positive felt light. | tomorrow markets up on their own.
and Ready to |will lead to |and Funny how I’'m not
energized. | get going. | a big move. | making really in control of

| can make | game what I think or feel!
good money | plan for
tomorrow.” | tomorrow.
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The form above has one day completed as an example. Note that the trader who
filled in this example felt upbeat and excited in the morning. He noticed pleasant
body sensations and had positive thoughts about how the day would unfold. He felt
confident. His mental state changed in the afternoon. At three o’clock, he records
feeling lethargic, heavy, and bored. His thoughts were on things other than trading.
In the evening, he felt excited once again about the prospects for the next day. He
felt lighter as he thought about where he would likely take trades if his game plan for
tomorrow developed as he anticipated.

The example shows a fairly typical day in the life of a trader. Mood, feelings, and
thoughts change frequently. Your days, of course, are likely to be different from the ex-
ample but will still show wide variability. Some periods may be calm and relaxed; others
may be filled with emotion.You might experience apprehension and fear, anger, sadness,
joy, excitement, and a range of other feeling states. Likewise, your thoughts will likely
vary from one period to the next, never staying the same. What thoughts and feelings
you have really doesn’t matter for this exercise. It’s the variability that should be noted.

If you are like most people, you will find your feeling states and thoughts change
from period to period. They may or may not change dramatically. You might not go
from joy to sadness back to elation again all in one day. In fact, it is unlikely that you will.
But your states will nevertheless change, even if they don’t change dramatically from
period to period. The point is to notice the changes, even when subtle. As you become
more aware of your thoughts and feelings, you will begin to notice that they never stay
the same and they come and go quickly. Thoughts and feelings are fleeting, Very often,
we do not choose to have the thoughts we have, they just show up on their own, usually
triggered by the situation we find ourselves in or something in our environment.

The fact that they change frequently, last only a little while, and come and go on
their own with little choice on our part is often a revelation for many people. Unless
we are paying attention, we really don’t notice how our thoughts and feelings change,
how quickly they pass, and how little control we have over them. It’s not even us who
cause them in the first place. And yet we buy into them, believe them completely,
and allow these temporary, sometimes random mental events to control our trading
lives. That is fusion. Beginning to notice that our thoughts and feelings do change
and change frequently throughout the day is a part of defusion. We begin to see our
thoughts and feelings for exactly what they are: temporary mental and emotional
events that arise on their own and come and go. We can also begin to understand
that thoughts and feelings are not always reflecting reality. When we recognize their
transient nature and that they do not always tell us the truth, we start to become
defused from our thoughts and feelings. If we are mindful and pay attention to our
thoughts—observe them, rather than becoming enmeshed in them—we begin to
see that they are often just temporary mental and emotional chatter—background
noise, really. Although at times they may be uncomfortable or they may be demand-
ing we take some action, they never last for long. We always have a choice. We can
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learn to take on a different perspective from what we normally have by developing
the mindfulness skills to observe our thoughts and feelings for exactly what they are:
temporary internal events that will soon pass and nothing we need become ensnared
in when more important things like managing a trade require our attention. This
and the exercises that follow can help us develop the ability to step back from our
thoughts and see them as just thoughts, nothing more.

HoldYourThoughts at a Distance

Try this quick exercise. It’s a very good one developed by Steven Hayes and Russ
Harris. Hold the palms of your hands in front of you, palms facing in toward your
eyes. Lightly interlock your fingers so that although your fingers are loosely knitted
together, there is still some space between your fingers that you can see through.
Now imagine that your fingers represent your thoughts. Your fingers might represent
thoughts of loss or the worries, anxieties, and concerns you have—all the unwanted
and unhelpful thoughts you have. Slowly bring your interlocked hands up to your
face, until they get only an inch or two from the tip of your nose and you have to
look through the spaces between your fingers to see out. Notice what this is like. The
closer your fingers get to your face, the more caught up you get in your thoughts.
This is what it is like to be fused.

Look around to the left with your hands like this, and then to the right. Now look
down and then up, and then return your head to a level position. Notice how difficult
it is to see things. Notice how much you are missing. Because your view is blocked
by your fingers, you are missing out on large amounts of information. This is what
it is like being fused to your thoughts. They truly block out large pieces of reality.
Imagine trying to trade like this. How difficult would it be to effectively execute a
trade when fused like this? What would it be like to put on and manage a trade when
your thoughts are so in your face? When we become so caught up in our thoughts, we
can miss out on much of what the market has to offer and we will find it extremely
difficult to trade effectively.

Now slowly lower your hands away from your face and notice what happens. No-
tice that the space between you and your thoughts increases as you lower your hands.
We can now see what’s around us much more clearly. It is now much easier to engage
in things that are important to us because we aren’t engulfed by our thoughts being
right up there in our face. This is defusion. Notice that we still have our hands and fin-
gers. We haven’t cut them off to get rid of them. Hands and fingers and thoughts are
still useful, so we don’t want to get rid of them. We’ve just gained some distance on
them. Having some distance on our thoughts frees us from them.They aren’t in com-
mand of what you see or take in from the environment and how you respond to it.

Now take your dominant hand, spread the fingers wide and hold your hand out
at arm’s length. Your fingers still represent your thoughts, and they can be scary,
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troublesome thoughts, but held out at arm’s length like this allows us to see them
as they are and for what they are—just thoughts that we don’t have to buy into. We
can examine them, wave them around, or just set them back down on our lap and do
whatever it is that is meaningful and important to us.

Notice that when our hands are up close and in our face, we have one perspective. It
is a fused perspective in which we are experiencing the world by looking through our
thoughts. When we hold our hands away from our face at arm’s length or down at our
lap, notice that we haven’t gotten rid of those uncomfortable thoughts but we have
created for ourselves a completely different perspective. This is a defused perspec-
tive. We are changing our relationship to our thoughts by changing our perspective. Our hands
and thoughts are still there, but by treating them as just temporary mental events we
have gained some distance from them and changed our perspective. Through defu-
sion, we can have a different perspective on both our world and on our thoughts. This
change in perspective is key because our relationship to our thoughts has changed.
We are no longer slaves to them, but instead are liberated to see the world more ac-
curately and to act in harmony with what we value. We now can act consistently with
what is most important to us as a trader and, if we have a trade on, we have the mental
flexibility to now act in congruence with what is important to the trade.

Practice holding your thoughts at a distance. Defusion is a skill and, like all skills,
we get better at them and can use them effectively when it really counts if we have
practiced them.You can’t just read about the techniques, or try it once or twice and
expect to be able to apply them effectively. You want to own them and ownership
means practicing them. Here are two ways to practice this exercise. The first one is
informal. Make it a goal for the next week to mentally put your thoughts out at arm’s
length whenever you notice them. Whatever activity you may be engaged in, when
you notice your mind talking to you or notice a feeling, pause and observe it. You
might, for example, be brushing your teeth and notice you are thinking about what
you will be doing later that day. Pause and observe that thought. The second way is
formal. Set aside time each day to specifically notice your thoughts and hold them at
a distance. Simply sit quietly for a few minutes and observe your thoughts. See if you
can notice a thought and also hold it out at arm’s length. Try the same with feelings.

When you practice defusion either formally or informally, be sure to notice the
effect it has on your thoughts and especially your reaction to them. As you practice
and get better at this, you will begin to notice that any mildly emotionally-charged
thought will begin to lose its emotional charge as you hold it away and observe it.
Don’t turn this into an objective, though. In other words, don’t hold your thoughts
at a distance expecting them to lose their emotionality. That won’t work. Just hold
your thoughts at a distance and observe them. Paradoxically, when you don’t try to
change them and just observe them, they do loosen their grip on you. When we try
to force the issue, however, we are not observing but struggling, enmeshed in our
thoughts and feelings. We are then fused and stuck.
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Mindfulness

Mindfulness is itself a powerful method of defusion. Mindfulness promotes awareness
of the actions of your mind. Through practice, it teaches us that thoughts come and
go on their own. It helps us to develop a calm space between a stimulus such as the
market ticking against our position and how we respond. That calm space allows us
to notice the thought as simply a momentary mental event. When we can defuse
from our thoughts, we are free to choose to do what matters to our trade. Defusion
requires that we be mindful of our thoughts and feelings. Defusion is a form of
mindfulness. The Leaves on a Stream mindfulness exercise found in Chapter 6 is a
particularly good defusion exercise in this regard as it has you noticing your thoughts
and then, rather than buying into them, mentally placing them onto a leaf and watch-
ing that thought atop the leave float on its own down the stream.

Notice that in all defusion techniques we are not trying to change our thoughts
and feelings, make them more accurate, make them less intense, or make them go
away. We are simply noticing them. As soon as we try to alter them or remove them,
we are caught in the web of self-focus. Mindfulness and defusion should not be used
to get rid of unwanted thoughts. In a very real sense, we want to invite them in, not
do battle with them. As soon as we engage that battle, we take ourselves out of the
present moment, enter an alternate, self-focused universe and become distracted
from trading. Because this is a skill, it takes practice. The research on mindfulness
reviewed in Chapter 5 and the changes that can occur both psychologically and ana-
tomically should provide strong incentive for serious readers to practice mindful-
ness and the defusion techniques explained here. Let’s look at a few more defusion
methods you can use to strengthen your ability to avoid becoming hijacked by your

thoughts and feelings.

Label Thoughts, Feelings, and Sensations

This next defusion technique comes from Steven Hayes and colleagues who have
developed many of the methods found in this chapter. Find a quiet space where you
won’t be disturbed for the next 10 to 15 minutes. Now just watch your thoughts,
images, memories, emotions, urges, and any bodily sensations you may have. When
a thought arises, simply label it quietly, “Ah, a thought,” and let it pass. Do the same
thing with feelings—both emotions and sensations. For example, if you are feeling a
bit sad, just mentally note “Sadness.” If you notice an itch somewhere on your body,
give it the silent label “Itch.”

Your mind may tell you that this seems silly and not worth your while, but what
you are doing is training yourself to hold your thoughts, feelings, and sensations
lightly. By noticing and labeling your thoughts, you are keeping a distance from them.
You are keeping yourself from becoming fused to them. Normally, when we have
a thought, not only does it often go unnoticed, it also gets automatically accepted
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by us as true. If we have an itch, for example, we automatically scratch it. Here,
we are observing it and learning that not only can minor discomforts be tolerated,
they eventually go away on their own. When practicing this skill, notice any bodily
discomfort that may arise. You might notice a little tension in your feet, a cramp in
your leg, or maybe a facial itch. Normally, we act to remove the minor discomfort.
In this exercise, try just noticing it. Label it and then sit quietly and observe it. If
you have never done this before, you may be surprised that the minor discomfort
does quickly go away on its own. The same occurs with thoughts and feeling states.
Doing this not only helps you to defuse from your internal state, but it also helps
build your tolerance. We learn that we don’t have to act on every little itch, minor
discomfort, thought, or feeling. They will leave on their own and we are perfectly
fine having them.

This skill becomes useful and applicable when you are in a trading situation.
You might, for example, notice a nice trade setting up. Your mind might tell you
to double up on your position size to make up for a loss you had earlier that day. If
you remain fused to this thought and trade outside the parameters of your money
management and risk principles, you are trading poorly and that will have con-
sequences for you. Being able to notice this thought and label it as just a passing
thought allows you to defuse from it, disregard it, and maintain a task-oriented
focus, which in this case involves correctly sizing the position. Being defused from
this thought places you in the advantageous position of trading your trade setup
rather than trading your mind. Had you remained fused to the thought of increasing
your position size, you would have likely committed to an oversized trade. If that is
the case, your risk for this trade is now beyond your personal money management
considerations, and you now are likely to become tense and nervous. With the extra
size, you certainly don’t want to have a loss. If you now fuse with the tension and
thoughts about not being able to tolerate a loss on an oversized position, you would
take yourself out of managing the trade and start to work to manage your internal
state. This can end up in a trade cut short, or, ironically, a very large loss—both
occurring because you took action from a fused state of mind (remember, you were
going to make up for a previous loss—whatever happened to that great idea?) and
have subsequently become fused with other thoughts and feelings about now avoid-
ing a loss. So even though labeling your thoughts may seem simple and not worth
the practice, don’t get fused to that thought! Thought labeling is a very valuable
defusion skill to develop. Have fun with it!

IAm Having theThoughtThat ces

Here’s another technique developed by Hayes and colleagues. It’s an extension of
the Labeling exercise. As you notice any arising thoughts, feelings, and sensations as
in the exercise above, add these words to what you notice: “l am having the thought
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that. ...” For example, you notice that your mind tells you the thought, “I'm bored.”
Rather than say to yourself, “I'm bored,” say, “l am having the thought that I am
bored.” Do you notice the difference between the two? Saying to yourself, “I'm
bored,” is fusion. We are buying into that thought. It’s right up in front of our face.
Saying, “I am having the thought that I am bored” is defusion. It gives you a little dis-
tance on that thought. It has changed our perspective on the thought. It is no longer
“T'am X,”it is “I am having a thought that [ am X.” Can you also see that when you
are fused and simply buy into the thought “Il am X” that your actions are going to be
limited? You are going to act however X makes you act. If you defuse with the idea
and are having a thought of X, well, you now have choices in how you act.

If you notice that you feel sad, rather than say to yourself, “I'm sad,” try “I am hav-
ing a feeling of sadness.” Again, you gain a different perspective. In the first instance,
you are sadness. It’s a fused state. In the second instance, you are not sadness at all.
You are having a feeling of sadness, but the “you” is the observer of that sadness. It is
very different.

Try this. Say to yourself, “I am going to have a loss.” Let yourself experience
what that feels like for you. Once you have taken a moment or two to experience
the “I'm going to have a loss” thought, say the defused alternative: “I am having the
thought that I am going to have a loss.” How does this change the experience for
you? In a trade, your mind might say, “I am going to have a loss.” Staying fused with
this thought will influence your behavior and dramatically increase the likelihood
you will act erratically. Practicing this exercise will help you step back a bit, pull
your thought back away from being in your face, and be able to observe that thought
and note that “I am having the thought that I am going to have a loss.” Being defused
increases the likelihood that you will take actions that better match the needs of the
trade rather than erratic actions that serve to address your fused internal state.

Follow the Bouncing Ball

Older movies sometimes used the “bouncing ball” device to involve audiences in the
film. Karaoke uses the same method. Lyrics of the song being played are seen across
the screen and a ball bounces to the rhythm of the music, landing on each syllable as
an aide for singing the song.

In this exercise developed by Russ Harris, set aside 5 minutes or so and take
thoughts that have distressed you and especially ones that have interfered with your
trading and jot them down. Then, in your mind’s eye, imagine them to be displayed
across a TV, computer, or karaoke screen, word for word. Add the bouncing ball,
seeing the upsetting thoughts as words that run across the screen with the ball
bouncing along as each syllable is considered.

Notice that in this and all defusion exercises we are not trying to get rid of these
thoughts, but simply to learn how to step back and see them for what they are—just

abcBourselr, o @abcBourselir IRl

1

o))
(%]

TTIIS SSANTNAANIN ddDNVAAV NV :NOISNJI3d


http://abcbourse.ir/

1

N
[=2)

TRADE MINDFULLY

words passing across the mind’s screen—not truth, not reality, and not commands
to which we must respond or spoken by a commander to whom we must answer.
Defusion exercises are important because, when we are fused with what the mind
is telling us and the mind is telling us things like “I am going to have a loss,” “I need
to get a trade on; I don’t want to miss this move,” or “I can make up for that loss by
doubling my position,” we will behave contrary to what is important to us and our
trading. If what really matters to us is being a competent and skillful trader, we will
need to act in skilled and competent ways. When fused, we move ourselves away
from what we want. This should be readily understood. Buying into the thought
“This trade will turn into a loss” will have us acting in a particular way. Being defused
from that thought frees us from acting unskillfully and allows us to trade consistent
with what is important to us both as a trader and for the trade.

Sing a Joyful Song

This defusion technique comes from the clever mind of Joel Guarna, a clinical psy-
chologist in Maine. This is especially good for times when you get down on yourself
and have self-critical thoughts. Take a moment and jot down the kinds of negative,
critical things you might typically say to yourself. The things I might hear myself say
when I am frustrated over a mistake or bone-headed trade I made would include
things like, “You're an idiot,” sometimes “stupid,” and, even, “loser.” All are pretty
harsh. When we fuse with these kinds of toxic labels we can really drag ourselves
down. It is never helpful or even remotely useful to be so self-condemning, though
we all tend to do it to one degree or another. So here is a very effective way to defuse.
Sing the song For He’s a Jolly Good Fellow, but replace the word fellow with whatever
label stings you the most. Let’s use “loser.”

For he’s a jolly good loser,
For he’s a jolly good loser,
For he’s a jolly good loser, which nobody can deny!

Again, it is important to do this, not just read about it. How does it make you
feel to sing your toxic self-criticism in this way? It takes the sting out of it. Singing it
affords some mental distance. We certainly hold the idea, “loser,” much more lightly.
Suddenly, we have defused from a self-label that normally takes us down. Do this any
time you notice your mind becoming critical. Just like Steph, our minds can turn
on us and condemn us in the worst way. Trying to fight it, correct it, reframe it, or
change it in any way isn’t going to be helpful, as we have already discussed. Singing
about it, however, does change the perspective. To deepen the defusion experience,
you can add the Bouncing Ball technique described above and see “For he’s a jolly

good ...” passing across a screen in your mind’s eye and a ball bouncing along the
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words. And, if for whatever reason you don’t like the song For He’s a Jolly Good Fellow,
pick another tune. Be creative.

Say It from Someone Else

What if you don’t like to sing? No worries, there are other ways. Here is a defusion
exercise from psychologist Kelly Wilson. In this exercise, we take a thought we feel
fused with and imagine it comes from someone else—someone other than you.You
can do this with any thought you get caught up in. Here are some typical thoughts
with which traders fuse:

= “Having a loss would be terrible”;
= “I'm not a good enough trader”;

= “U'll never be a competent trader”;
= “If I don’t get into the market now, it will take off without me”;

= “I can put on XX contracts and make up for all my losses”;

= “If I enter this trade now, it will go against me”;

1
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= “I can press this trade, I know it has more profit to give.”

Pick a thought that you find yourself getting caught up in frequently. It is helpful to
keep notes in your trading journal of thoughts that you believe and cause you to act
in ways that are contrary to skillful trading,

Once you have a thought that frequently ensnares you, take 5 to 10 minutes and
play this exercise game. Let’s say you find yourself getting caught in the thought, “I
can’t have a loss, it would be terrible.” Now imagine someone else or something else
telling you this. For example, you can imagine some pompous boot camp sergeant
telling you, “You can’t have a loss, it’ll be terrible.” What if a comedic actor or a rock
musician you don’t like said this to you? The point is not to ridicule yourself or con-
demn yourself with the thought, or to make fun of the thought or even what it has
to say. Rather, the key is to imagine someone other than you tell you the thought you
get stuck on. Again, we are shifting perspectives from automatically coming from
within yourself to deliberately and consciously evoking them in a novel context.
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When we can shift the perspective, we change our relationship to the thought. When
it is said from the perspective of another person, it gives us distance on the thought
and it loses its power. We become diffused.

This is a particularly useful exercise if you tend to ruminate. For example, after a
loss, you might have a tendency to spend the rest of the day thinking, “I'll never be a
successful trader.” Fusing with such a thought will be totally unworkable if you have
the goal of developing yourself as a trader. Not only does it disturb your trading, it
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will bring you down and put you into a negative space which does you no good. What
if a French poodle was telling you that thought, complete with a French accent? See
what [ mean? We want to give ourselves some distance on such disruptive thoughts
and change our relationship to them. Again, we are not trying to get rid of them, just
hold them more lightly, at a distance, and thereby change our perspective and how
we view them.You can go a little further with this. You can have Donald Duck in his
unique voice tell you, “You’ll never be a successful trader.” Again, you can be creative
if you like, but don’t try to change or eliminate the thoughts in any way other than
how they are presented.

The point is to experience what the mind tells us as mere words, this includes
thoughts that are emotionally charged and demand we do something like size up into
a trade or take it off prematurely. When we are fused with what the mind is telling us,
it interferes with skillful trading because our responses become limited. If we are in a
trade and we have the thought, “I can’t have a loss,” and we are fused with it, the odds
are good that the only action we take is to cut it prematurely. If, however, we are in
a trade and we have the thought “I can’t have a loss” told to us by a chipmunk, it just
might let us hold that thought more lightly and hold that profitable trade a little longer.
Keep this paramount in your mind: we are not trying to change what the mind tells us
because that continues to keep us fused with the thought and have us experiencing it
as more substantive than it is. Trying to change it puts us into a struggle with the mind
and that will disrupt our trading. Trying to avoid or eliminate the unwanted thoughts
and the internal state they generate takes us away from the trading life we want. Defu-
sion offers a more workable option. We continue to have the thought, “I can’t have a
loss,” but because we defuse from it we can experience a shift in our perspective. We
still have the thought, but it doesn’t command our attention. It’s like a radio playing in
the background or our hands (representing our thoughts) away from our face in our
lap. We know the thought is there, but it’s not dominating our attention. With defusion,
our perspective opens up and our attention can be put to more important things such
as reading the unfolding market and managing our trade. We are no longer digging
ourselves into a psychological hole that keeps us stuck in unworkable actions.

Am I Digging?

Here is a story created by Stephen Hayes and associates used here to help you to
remember to step back, hold your thoughts and feelings lightly, and observe.! Below
is my adaptation of the “Man in the Hole.”

This is a story about a blindfolded man. He was taken up blindfolded
in a helicopter and then dropped off in a large field, still blindfolded.
Before he stepped out of the helicopter and onto the field, he was given
a sack and told, “You might need this.”
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After stepping safely onto the field, the helicopter flew up and away.
Still blindfolded, the man walked about the field. Unbeknownst to him,
the field was full of deep holes. Being blindfolded and unable to see, he
naturally fell into one of the deep holes.

At the bottom, unhurt, he removed his blindfold and looked around.
He saw he was in a deep hole and was unable to reach the top to get out.
He then remembered the sack, opened it, and looked inside. There he
found a shovel. He thought, “Ah, this will be helpful, I can dig stairs and
walk out.” But soil conditions were sandy and the walls of the hole just
fell away as he tried to dig steps. Seeing that didn’t work, he thought he
could dig a tunnel from the side of the hole, angle it up to the surface
and get out that way. But again, the sandy soil collapsed filling in his
tunnel.

He tried other things, as well, like piling up the sand to create a
mound he could climb onto to get out, but once again the sands shifted
as he tried to climb up causing him to slip back down to the bottom
of the hole. Whatever he tried failed, but he kept digging and digging.

A little while later, I came walking along and stopped at the edge of
the hole. I could see the man way down at the bottom, sweaty, dirty,

o)

and vigorously digging away. I called down to him and said, “Hey, it 169
looks like you are stuck down there. Do you need any help?” Startled,
he looked up and saw me. He yelled back, “Oh yes, I do. Do you have

a better shovel?”

Take a few moments and let this story sink in. It has more than one meaning, What-
ever you personally pull in terms of meaning from this story will be most relevant and
useful for you, so take the time and let the story percolate a little before reading on.

One of the meanings this metaphorical story prompts is how difficult we find
it to give up the struggle of trying to control our mind and emotions. The digging
here represents all the different ways we try and stop unwanted and uncomfortable
thoughts and feelings. Nothing we have tried works, yet we keep digging anyway.
This connotation is reflected in the exercises in Chapter 3—all that was tried failed.
Despite these failures we still try to fruitlessly control and change what is unwanted,
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discounting our experience that this really doesn’t work, and clinging to the belief
that there must be a better shovel out there somewhere. We are fused with the idea
that we have to get rid of or control what’s unwanted, even though that’s impossible.
We're digging. When this is deeply understood and accepted, traders can make the
decision that shovels aren’t at all helpful when stuck in a hole. They begin taking
steps to become more mindful and accepting of their internal experiences as just
momentary, paper tiger—like events that really have no teeth. We begin to drop the
illusion that we need to control.
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B Note

Another meaning, somewhat related to the first, is that the digging represents being
fused with what our mind is telling us. We can be so caught up in the digging that
we miss the opportunities and richness of the present moment, such as the offer of
help from somebody at the top of the hole. Fused, we live in that alternate universe
constructed by our mind. Who in their right mind would dig themselves deeper into
a hole unless they were fused with their thoughts? Crazy, isn’t it? Yet that’s what we
do. The implication here is to drop the shovel and wake up to the present moment
by defusing from what our mind tells us. That is when we begin to part the veils
our mind drapes over us and see reality more clearly. When we are able to see more
clearly our actions will be more consistent with what is of real value to us. When
defused, the digging man will naturally ask for a rope to be thrown down from the
top of the hole.

We can use this story effectively by asking ourselves, am I digging? Am I still
struggling with my internal state, trying to control it and escape what I don’t par-
ticularly like, which I know doesn’t work and which I know hurts my trading? Am
I digging? Am I so caught up and fused with what my mind is telling me that I am
living out of past memories and projections of the future missing the richness of the
present and all the opportunities it offers? Am I digging?

Because of the way in which the mind works, most readers will find it difficult
to remember to ask themselves, “Am I digging?” We need a little help. There are a
number of ways we can remind ourselves. Write down, “Am I digging?” on an index
card and keep it near your trading desk. Use a post-it note and post alongside your
monitor where you will see it frequently during the day, “Am 1 digging?” Have a
section in your daily journal and call it, “What did I dig today?” Write a sentence or
two each night about your digs as you review the day. Buy a sheet of dots or squares
that have adhesive on the backside from a stationary store and stick these in different
places you frequent to remind you about digging. Good places to stick these are on
your coffee mug, on the bathroom mirror, on your computer screen, and on any-
thing you are likely to see during the course of your day. If you work with others in a
trading firm, this is a way to maintain your privacy while still having reminders avail-
able. However you do it, get into the habit of asking yourself, “Am I digging?” After a
while, you will begin to catch yourself when struggling or when fused and you will
hear yourself say, “Whoops, I'm digging.” This will serve as an automatic, personal
signal to step back and hold your thoughts and feelings at more of a distance, and to
refocus your attention back to the present and onto the trading task at hand.

1. Steven C. Hayes, Kirk D. Strosahl, and Kelly G. Wilson, Acceptance and Commitment Therapy:
An Experiential Approach to Behavior Change (New York: Guilford Press, 1999), 101-104.
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CHAPTER 8

Acceptance and
Committed Trading

It is universal truth that all traders experience stress along with unwanted emo-
tions and thoughts sometimes in their trading life. No one is completely free from 171
this. Trading will always have moments of pain. There will always be mistakes made,
missed opportunities, losing trades, down days, and even slumps for protracted peri-
ods. There will always be adversity in trading because trading is a game of probabili-
ties. Any given trade has a probability of a win and also a probability of a loss. Losses
are, therefore, a certainty in trading.

No one likes losses. There are obvious financial consequences when we suffer
losses, and there are also psychological consequences associated with losses, that is,
pain and stress. Hence it is only natural that we do not like losses. But interesting
enough, it is not the pain and stress themselves but the struggle we have with the
pain and stress that actually causes trading problems. This is of vital importance
for traders to understand. Let’s be very clear: It is not stress itself that causes trading
difficulties, but our rejection of stress and fighting it that creates trading problems. As we have
seen earlier, working to escape, control, manage, or get rid of unwanted emotions
and thoughts takes our focus and attention away from our trading tasks, thus causing
trading problems. And, it is not just trading problems, but problems in life as well.
Psychologist Steven Hayes and his colleagues assert that psychological disturbances
are primarily brought about by the struggle with unwanted thoughts and emotions.

Stress is often maligned as a scapegoat. It is viewed as a force that impacts nega-
tively our life, health, work, and relationships. “If I didn’t have such stress, I would
trade better”; “If I didn’t have stress, I would be healthier.” Such beliefs naturally lead
to the efforts of struggling with stress and trying to get rid of it.
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However, as we all know, stress is a natural part of life. Stress serves as a motivator.
When faced with a challenge, we can become excited about our potential to meet that
challenge. Stress can help push us to achieve things we wouldn’t be able to achieve
without it. Stress definitely is a normal and necessary part of trading life. When we
put on a trade, we are putting our money at risk. Of course we will feel some stress.
That’s a natural response that warns us to be on guard. Trying to get rid of that stress is
fighting our natural response. If you didn’t feel a little stress when putting on a trade,
something would be wrong. You would be like Phineas Gage. This is not to say that we
need to be happy and cavalier when we feel stress or be resigned to it. Stress also has
its dark side. Unchecked stress can lead to poor health-related behaviors like smoking
cigarettes, drinking too much alcohol, overeating, and skipping exercise. As we have
seen, it can also lead us into taking unplanned trades and managing trades poorly. No-
tice that in each of these instances, we are trying to get rid of unwanted, stressful feel-
ings. A few drinks after the market closes relieves the tension of the day. Deciding not
to place a hard stop eases the anxiety felt over a perceived potential loss. The principal
idea is that we act contrary to our best interests—whether it be drinking too much
or erratic trading actions—to avoid uncomfortable feelings. When we fight our stress,
we are going against our natural response, and that, in turn, is what creates difficulties.
Let’s look at some ground-breaking recent research to shed a little more light on this.

Health sciences researcher Abiola Keller and her team of researchers at the Uni-
versity of Wisconsin examined the relationships among the amount of stress, the per-
ception that stress affects health, and the death rates of 28,000 adults in the United
States over an eight-year period. The study asked the respondents about the level of
stress experienced in the previous 12 months, how much stress affected their health,
and whether or not any steps were taken to control or reduce stress. The results were
astonishing and noteworthy. Keller found that people who experienced high levels
of stress and who also believed that their stress affected their health had a 43 percent in-
creased chance of premature death. In contrast, people who experienced high levels
of stress and did not perceive that their stress was harmful to their heath were no more
likely to die. In fact, this group (high stress and low belief) had the lowest risk of
dying, lower than people with low stress. This is a significant departure from what al-
most everyone believes—that stress is bad for you. The study shows that stress itself
is not the problem. What turns stress into a culprit is the perception that stress is bad
for you—in other words, when we are fused to the idea that our stress is harmful.
The researchers estimate that having high stress and believing it is bad for you results
in about 20,000 premature deaths a year, putting the perception that stress is bad for
your health as one of the top causes of premature death in the United States.

Harvard psychologist Jeremy Jamieson studied stress directly in an interesting way
that adds to the idea that how we perceive stress has important consequences. Jamie-
son and his research group put study participants through a very stressful situation. He
had them give public speeches and added a stressful twist. Most people already feel
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stress when they have to give a speech.1 Imagine that you had to give a five-minute
videotaped speech in front of two evaluators and the topic of the speech was your per-
sonal weaknesses. That would be pretty stressful for most of us, and that is what these
study participants did. To make the task even more stressful, the evaluators gave clear
negative nonverbal feedback (e.g., crossed arms, furrowed-brow glances, rolled eyes,
and similar disheartening body language) as the speeches were given. After concluding
their speech, participants next performed a math test by counting backward by 7 from
996 (i.e., 989, 982, 975, ...). While they were doing this, the evaluators provided
more negative feedback. For just about anyone, this would be a stressful experience.

Before the speeches and math tests began, some of the participants were instructed
on stress and how to view it. They were specifically told that increased arousal during
stressful situations is not harmful. Further, it was explained that our natural response
to stressful situations has evolved as a protective way to meet challenges. In fact, the
stress symptoms we feel in the body (racing heart, quick breathing, etc.), they were
told, prepare you for action, help address the challenges faced, and actually support
your performance. In other words, they were instructed to view the stress symptoms
as beneficial and as helpful-—exactly the opposite of how most people view stress. As
aresult, these participants were less stressed and more confident as they went through
their stressful performance while being badgered by evaluators. More importantly, the
researchers measured blood flow and vascular dilation/ constriction during the speech 173
and math performance. Those instructed to view their stress reaction as a natural and
helpful response had less constricted arteries and greater blood flow. This is highly sig-
nificant because in our typical stress response, blood vessels constrict. This is one of the
main reasons why stress is associated with cardiovascular disease and why chronic stress
can be so unhealthy. We don’t want to be in a constant state in which our blood vessels
are constricted. By simply accepting our stress symptoms as positive and viewing them
as an aid in preparing to meet a challenge, blood vessels remained dilated and relaxed
providing not only a better physiological response when confronting a challenge, but
also a much healthier overall cardiovascular profile.

In another study involving public speaking, Erica England (at the time, a psychol-
ogy graduate student at Drexel University) and her research team recruited people
with severe fear of speaking publicly for treatment. These study participants were

ONIAVY.LAILLINWOD ANV dDNV.LdIDDV

clinically diagnosed with public speaking anxiety.2 When faced with having to speak
publicly, these individuals—some even just speaking up in a meeting of familiar col-
leagues in business settings or classrooms—experienced significant anxiety and even
panic attacks (feeling acute anxiety which is often mistaken as a heart attack). The
phobia is so severe that their normal occupational, relationship, and social activities
are adversely affected. While many people find speaking in a public setting uncom-
fortable, these individuals had a significant fear of it and it seriously affects their lives.

The first line psychological treatment for persons with public speaking and other
anxiety-based difficulties is known as exposure therapy. Common sense tells you that
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when an uncomfortable or frightening situation is constantly avoided, you will never
learn to handle it. Exposure has you encounter the fearsome situation therapeutically
so that you are not simply becoming alarmed and afraid once again at the experience,
but instead are learning through the therapy that you can overcome the fear and re-
spond differently. Although there is a rich variety of techniques that are used in this
effective form of clinical treatment, the basic idea is to bring the patient into contact
with the feared object or situation, usually gradually, and without any harm resulting
from the contact. Thus, situations that involve greater levels of speaking in front of
others—for example, from greeting a stranger, to making a comment in a meeting,
to giving a prepared speech—would be practiced. Through the guided exposure, the
patient learns that what is feared is not as fearful as initially assumed. Coping skills are
also developed and practiced, and within a short period of time, successful therapy
results in the patient being able to handle what had earlier been fearful and debilitating.

Erica England and her research team employed exposure with the adults suffering
from public speaking anxiety in her study. Treatment was brief and ran for six sessions.
In addition to standard exposure treatment, one-half of the study participants were also
instructed to accept their distressing thoughts and feelings while they engaged in public
speaking activities. Similar to the preceeding study in which some of the participants
were instructed on how to view and accept stress symptoms as beneficial, participants
in this study were taught how to accept distressing thoughts and feelings associated with
public speaking, The other half of the participants also engaged in public speaking expo-
sure exercises, but they were not instructed in acceptance procedures. Instead, they were
encouraged to stay in the feared speaking situation until their feelings of distress abated.

Results were positive for both groups (and you would expect this from exposure
therapy, as it is a very effective therapy for anxiety). But those trained in acceptance of
unwanted thoughts and feelings did better. All of the individuals (100 percent) in the
acceptance group improved over the six treatment sessions such that they no longer
met the criteria for the diagnosis. They all achieved remission. In the standard expo-
sure group, 17 percent continued to meet diagnostic criteria. What is already a robust
anxiety treatment was made better by adding acceptance practices. These are the same
kinds of mindfulness and defusion procedures taught in the preceding chapters.

So what do these studies mean to the trader? First, trading can be a stressful
occupation. Many traders find that even after years of trading, they can still feel
stress. Most traders will acknowledge that they feel increased levels of stress while
trading, especially when a trade is going bad or when market volatility picks up. But
stress doesn’t occur only during adverse events. Even when in a profitable trade and
a stop is set to ensure some profit, many traders will continue to feel wary and on
alert for a market reversal. They describe this as stress. Stress is a part of trading and
we want to do what we can to minimize its negative effects. One clear takeaway from
this research for trading is that it is a bad combination to both have stress—especially
frequently—and perceive that stress as harmful.
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Most people believe that stress is harmful, but the research shows that belief deter-
mines the level of harm, not the stress itself. Stress is only harmful when we are fused
to the idea that it is harmful. Remember, those with high stress who believed that stress
was not a problem had low death rates. One positive thing you can do is to change your
perception of stress. Make some room for it. Defuse from the negative ideas we may
have associated with it. Having stress is both natural and functional; it helps you remain
alert and on guard when you expose yourself to a potential loss. That’s all it is. It isn’t
some dreaded, awful, and frightening thing that takes over a trader unless you allow it.
It’s just a natural response. View the stress you feel in this way rather than as something
detrimental. Hopefully, this research will help you change your mind about it.

Note, too, that when people face their fear, drop the struggle with it, and let it
come and go as it will while, at the same time, do what is important to them, they
can do well. We see this in the clinical research on fear of public speaking. Everyone
was afraid of speaking in public. Nevertheless, they gave speeches and felt fearful
while giving those speeches. The key is that they allowed themselves to have their
fear, not struggle with it, while speaking in public. It is more effective to do what we
need to do, even if we are afraid of doing it, without fighting our unwanted thoughts
and unpleasant feelings. Accepting our thoughts and feelings—even though this can
be uncomfortable—can play a significant role in this process. Rather than cutting
a profitable trade prematurely because your mind and feelings are pressing you to 175
avoid a loss, traders can overcome the disposition effect by facing their fear, holding
the trade—even if just a little longer, and, in the process, being as open to their feel-
ings and thoughts as they can, understanding that they are a natural response to the
threat of loss, not something to fight, control, or get rid of.

This last point is an important one. Thoughts and feelings—as uncomfortable and
unwanted as they may be—aren’t something to try and get rid of or control. While
this is definitely counterintuitive, keep in mind that when we aren’t open to and
accepting our thoughts and feelings—all of them, including the difficult ones—we
shift our attention off the trade, channel our focus to our internal state, and this,
above all else, wreaks havoc with our trading.
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B Acceptance

We can’t get rid of stress by giving into what it demands. Psychologists Georg Eifert
and John Forsyth, experts in anxiety, refer to this as “feeding the baby tiger.” We told
the story of the baby tiger in Chapter 7, but it is an important metaphor we will
refer to several times in this chapter, so a brief review will refresh your memory.
You have been given a baby tiger that is cute and playful, just like any baby animal.
When hungry, it lets out a growl. The growl is tiny at first, but as you feed it and the
tiger grows, the growl grows into a roar. You begin to think that if you don’t feed it,
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the young tiger might now attack you. So you give in to what it wants. Every time it
growls, you give it food. The tiger grows, it’s no longer cute. It’s now a threat.

Isn’t this what happens when we give into our fear and stress and hesitate to take a
perfectly good trade setup or cut a winner short? Each time we do this, we are feed-
ing the tiger. This is the consequence of fusion. Stress and fear demand that we avoid
aloss, so we fail to pull the trigger or exit a trade too early and the tiger gets fed. We
are not open to what goes on internally as just thoughts and feelings that will dissipate
on their own. They are only paper tigers, but we treat them as if they were real tigers
about to attack us unless we feed them. Feeding them is giving into their demands
not because it is in the best interest of the trade, but because we seek to appease our
fleeting and impulsive feelings. We become stuck in the vicious and ineffective cycle
of erratic trading caused by trying to control our feelings through constantly feed-
ing them. We are caught in a struggle with our transitory internal state, and this isn’t
trading. We touched on controlling unpleasant feelings in Chapter 3 (see The Price I
Pay for Controlling Emotions). It would be a good idea to review that section.

Here is another way to think about this. If feeding our tigers (i.e., struggling to
control unwanted feelings and thoughts) were so effective, virtually every person
entering the trading game would be a winning trader. We know this isn’t the case.
In fact, it’s far from it. Common estimates suggest that more than 80 percent of all
aspiring traders lose and drop out of the game within a relatively short period of
time (see, for example, Ann Logue’s Day Trading for Dummies). We know that these
traders put a lot of effort into trying to control and eliminate their emotions. Their
lack of success is not due to the effort expended at trying to solve the emotional
side of trading or to any personal limitations. Controlling emotions is simply not
possible. Control, in fact, is the problem. As we discussed earlier, if you don’t want
it and work to try and control and suppress it, you’ll have it.

It is important that readers not misunderstand the idea of acceptance. Accep-
tance, as used here and in the studies cited above, does not mean giving in to difficult
or painful experiences. It does not mean passively tolerating them, putting up with
them, liking them, or approving them. It also does not mean that we necessarily
have to blithely accept adverse circumstances or be passively resigned to them. Far
from it. Acceptance as used here refers to a conscious action on your part that makes
room for uncomfortable thoughts and feelings without fighting or struggling with
them. It is a conscious decision to experience and not fight challenging thoughts and
feelings in order to carry out the kinds of high-value trading actions that match your
trading aspirations. A useful way to think about acceptance and unpleasant internal
experiences is to hold these thoughts and feelings lightly, by viewing them as mere
thoughts and feelings that come and go on their own accord. This is a more expansive
mental view that helps you drop the struggle with unwanted thoughts and feelings.
Mindfulness and the defusion techniques we discussed in Chapter 7 are of great help
in learning to accept our thoughts and feelings.
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If we step back a bit and notice how we react to disagreeable feelings and thoughts,
we see we are in a tug-of-war with them. Psychologists Steven Hayes, John Forsyth,
and Georg Eifert describe it as being in a tug-of-war with a monster. You stand on one
side of a deep crevasse, the monster on the other, each pulling fiercely on the tug-of-
war rope. Every time you get a little purchase and pull yourself away from the crevasse,
the monster redoubles its effort and pulls you back. Back and forth you go in constant
battle. This is struggle. It is what most of us do with distressing thoughts and feelings.
What would happen, however, if we refused to struggle? What would happen if you
just dropped the rope? The monster may jump up and down and scream, “Pick up the
rope!” But you don’t have to. And if you don’t, what power does the monster have over
you? None. You are now free to engage in activities that matter to you, rather than to
spend your time and energy playing tug-of-war. This is what acceptance means.

Try this exercise to understand what we mean by acceptance: Hold your hand about
two feet in front of your face and extend your index finger. You should be holding your
hand up as if it is pointing to the sky. Look directly at your finger and focus on it.You can
see all the details of your finger clearly—the skin tone and color, the fingernail, small
creases and wrinkles in the skin, and its other details. Now shift your gaze to another
object farther away from you somewhere in the distance, but still keep your extended
finger in sight. As you focus on the distant object, notice that the object is clear but what

happens to your finger? It becomes fuzzy and less distinct. You have simply changed your 177

focus. Your finger is still there. It wasn’t taken away, and yet you can focus on something
else. This is acceptance. We don’t have to get rid of our finger to see another object. If
we wanted to, we could walk around all day with our finger held in front of our face. We
might look a little silly, but it wouldn’t hamper our sight much. We can still see what we
want to see and do pretty much any activity throughout our day. It’s the same thing with
unwanted thoughts. We can hold them lightly and carry them wherever we go and, es-
pecially, while doing whatever is important to us. We can drop the rope, stop feeding the
tiger, and get on with what’s important to us: our trading,

Mindfulness plays a key role in our being able to hold our thoughts and feelings
lightly and allow them to appear, hang around for a while, and then depart—all on
their own, while at the same time we pursue what’s important to us in our trading,

Mindfulness teaches us that thoughts and feelings are ephemeral. They come and go
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on their own. When we practice mindfulness, we learn that it is easy to get caught
up in our thoughts and feelings, and we can also disentangle ourselves from them and
pursue higher value actions rather than remain entangled by struggling with them.
Mindfulness helps us decenter from our inner thoughts and feelings and see them as
simply passing mental events.

Mindfulness also helps us shift our attention from outside events to internal ex-
periences and back to external observations without getting stuck in thoughts and
feelings. Trading requires this ability. We see a market event, we go inside to process
it, and then return to our screens to take appropriate action. Much of the time this
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happens outside of our awareness. Mindfulness brings it more into our conscious-
ness. With mindfulness practice—both sitting in formal practice and while being
mindful during trading activities—you can develop a capacity to experience emo-
tions and thoughts differently from how you have experienced them in the past.
You can learn to become less reactive and recognize when you are about to act out
of emotion because you want to avoid something unpleasant and mindfully assess
whether or not this action would be congruent with an action that would be of real
trading value. And you make your decisions accordingly.

Sport and human performance psychologists Frank Gardner and Zella Moore
make a clear distinction between acceptance and avoidance. Avoidance is nearly al-
ways emotion-driven behavior done to escape or sidestep something unpleasant. The
trader who has just had a loss and is feeling gun-shy, decides not to take a trade that
sets up perfectly. Her actions are driven by emotions, specifically to avoid feeling
the threat of loss. She fed the tiger, giving in to her emotions in the hope that they
might go away. This is an unskilled response. Although it helps us avoid uncomfort-
able feelings, it also keeps us from doing what is important in our trading and gets
in the way of developing needed trading skills. Acceptance, on the other hand, is a
skillful response. It lays the ground for value-driven behavior, which, at times, feels
uncomfortable to do, but we know it is what the situation demands. The same trader
acting with acceptance feels the pain of the previous loss and also feels the threat of
another loss if the trade setting up is taken. These don’t magically go away. She mind-
fully sees that the trade setup meets all her criteria and also knows that being a com-
petent trader sometimes requires that she act with courage. Because she has practiced
mindfulness, she is able to defuse from her thoughts of danger and loss. Her attention
goes to the high-value actions that serve her trade, not her emotions. These high-
value actions include looking for an entry trigger, setting her stop, and then managing
her trade, despite her internal discomfort. She sees the tiger for what it is—a paper
tiger—which is not something she wishes to continue to feed. Rather than giving in
to her emotions or fighting them, she drops the rope and focuses on what is important
to do in the context of a qualified trade setup. Acceptance is the skillful alternative to
challenging emotions. It is a deliberate stance we take toward trading to do what is
needed for the trade and not feeding and struggling with our thoughts and feelings.

B Commitment

As you practice mindfulness, you will begin to realize that not only difficult trad-
ing situations promote unpleasant feelings and thoughts that we reflexively seek to
avoid, but that minor situations produce minor mental obstacles and discomforts
that can easily derail our trading. Mindfulness practice helps us become more aware
of these. Mindfulness, defusion, and acceptance help us overcome them.
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A useful analogy that many of us have confronted is the challenge of becoming
physically fit. Psychologists Gardner and Moore describe this as a series of ongoing
decisions where mindfulness and acceptance can be employed to support the initial
goal. We determine that physical fitness is important for our appearance and well-
being. After doing a little research and maybe joining a gym or purchasing exercise
equipment, we develop a plan and schedule to work out and revise our diets. All this
is very good and commendable, but now the real work begins. Not only will we feel
some discomfort in exercising, but there will be daily choices that must be made in
order to follow our plan. On days that we are very tired and just don’t feel like going
to the gym, will we feed the tiger, giving into our feelings, or will we say to ourselves
that there is a greater goal and choose to prevail over feelings of fatigue? Mindful
acceptance plays a huge role here. Can we make some space for our fatigue and
for the things our mind is telling us like how nice it would be to skip the gym, that
you’ve had a hard day and “deserve a break,” and “you can go tomorrow.” If we can’t
make room for them and defuse from them, but instead give in to them, we won’t be
able to pursue what’s important. We end up feeding the tiger and, before we know
it, skipping the workout becomes the routine and the goal of fitness is lost. Many
choices over many days, weeks, and months are necessary for fitness to be achieved.

Mindful perseverance is required, otherwise the many obstacles that always seem

~

to be present can get in our way. As we reflect on what it takes to achieve a goal of 179
improved fitness, it becomes easy to see that immediate comfort can and for many,
often will trump future benefits, causing us to act inconsistently with our goals.

It is no different when it comes to trading. To achieve a level of success in trading,
many decisions must be made over many days, weeks, months, and even years. It re-
ally never ends. It isn’t just the difficult trading situations that need to be overcome.
It’s the everyday situations, too. At the end of the day, we should be assessing the day’s
charts, identifying how we could have improved our trades, making notes in our jour-
nal, setting up a game plan for tomorrow, and similar activities. It’s easy to feed the
tiger when our mind says, Hey, it’s been a long day. Let’s go have a drink with a friend,
watch a little TV, or engage in some other activity irrelevant to our trading, It is little
decisions like these where our immediate comfort is chosen over what we know will

be of benefit over the long term, but the longer-term benefits seem far off, take effort,

ONIAVY.LAILLINWOD ANV dDNV.LdIDDV

and somehow become less critical than how we feel now. These can easily add up and
begin to interfere with our trading by encouraging us to avoid the high-value activities
we know are important to do. Like the physical fitness example, short-term comfort
can readily win out over long-term benefits unless we are mindful and willing to make
room for such thoughts and feelings, all the while keeping in mind what’s really impor-
tant to our trading and to us in our development as a trader. What's really happening is
something we’ve discussed before: we are avoiding the unpleasantness associated with
the harder work of reviewing our charts for the pleasantness associated with the ease
of doing something different, such as having a drink with a friend. If you reflect a little
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deeper on this, the same thing happens when we cut a winning trade short, fail to pull
the trigger on a trade, jump into an unplanned trade, and other unconstructive trading
actions many traders make. We allow ourselves to be fused with what the mind is tell-
ing us. Short-term comfort is chosen over long-term objectives. These also quickly add
up and traders can easily become stuck in the unproductive, vicious cycle described
carlier in Chapter 5. Learning to deal with less emotionally charged situations like
mindfully maintaining your trading journal after each trading day builds the mental
muscle to help you mindfully act constructively when confronted with much more
challenging situations such as overcoming trading fears.

As we discussed with the goal of becoming fit, large goals like trading require nu-
merous decisions to engage in actions that affirm and support what’s really important
to your trading and to you in your development as a trader. This requires a serious and
enduring dedication not only to do the work, but to do the work when you don’t feel
like it, or when other, unrelated activities turn up that seem more enticing, or when
your emotions are running high, or you are tired or bored. This isn’t easy, and many
will find it difficult to do. Those without the capacity to make a deep commitment to
their trading often look for an easier way. There isn’t one. There is no psychological
magic wand that can be waved to relieve you of the work required and the tolerance
of discomfort that it entails. We all wish it were easier, but in truth, it isn’t. The adage
that nothing worthwhile is ever gained without effort—and lots of it—truly pertains
to trading. This includes the effort needed to develop a psychological edge. You will
know you are on the right track, committed to your trading and your development as
a trader when you are routinely doing the kinds of activities that are likely to generate
sound and effective trading performance. This is what we mean by committed trading,

There are many activities that when practiced mindfully will help enhance and
improve your trading. You can apply mindful engagement in studying charts, assess-
ing trades you took, analyzing the trading day, maintaining your journal, simulation
or practice trading, preparing for the next trading day, researching a trade setup, and
so on. Part III of this book details additional important trading tasks and actions all
of which can be undertaken mindfully.

Take a few moments now and use Exercise 8.1 to identify common situations—
not difficult trading situations, but common, everyday situations related to your
trading—that often become decision points where your thoughts and feelings can
derail important trading-related activities. In the first column, jot down the situation
that occurs; in the second column, note feelings; and in the third, note any prominent
things your mind is telling you. Finally, in the last column, note the consequences
of allowing important activities to become disrupted because you feed the tiger and
give in to your thoughts and feelings. Examples are given for the first two entries.

It will be useful for you to track your tendencies toward avoiding important
trading-related activities because of your thoughts and feelings for a couple of weeks.
Use the last column on the form in Exercise 8.1 to make a check mark each time
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Exercise 8.1 Minor Decisions That Impact My Trading

Situation Feelings Thoughts Consequences 4
Example 1: Felt tired “I can sleep Couldn’t revise
Sleeping later a little longer; game plan to
than normal it won’t really incorporate
matter.” overnight data.

Missed a great
trade. Felt rushed

all morning.
Example 2: Lethargic, “Paper trading Nothing
Skipped bored without real immediately, but
simulation/ money on the long term, I’'m not
practice line isn’t real doing my best to
trading. trading. | can develop my skills.
Watched TV skip this.”
instead.

this occurs. This will help you develop greater awareness of where you are feeding
the tiger on the minor issues so that you can take steps to make the right decisions.
Simply putting awareness to your tendencies can have a positive effect. Building the
habit of mindful awareness when avoidance situations occur and also the habit of
mindful acceptance by making room for these thoughts and feelings without believ-
ing them as truth, or giving in to them, or struggling with them will be an important
step toward your development as a mentally skilled trader. Skills developed practic-
ing mindful acceptance of minor events will help build the mental muscle to better
handle more challenging trading events. Be particularly mindful of the things you say
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to talk yourself out of doing what’s important. It will give you special insight into
how we easily and seamlessly believe what our mind is telling us.

There is little difference between fusing with “I had a tough day, I'll skip doing
my charts” and “I better take these profits quickly and avoid a loss.” Developing ex-
cellence in trading requires that we have a clear mind. We don’t want to work on
autopilot; instead we want to be mindful. We are looking to ferret out instances
where we almost unconsciously sabotage our better interests by mindlessly listening
to what our minds are telling us. Again, we aren’t looking to engage in a tug-of-war
with our mind; we simply want to be aware of our self-talk, recall what is most im-
portant to us, and make room for whatever disagreeable thoughts and feelings arise
as we turn our attention to the tasks we know have high value and are important over
the long haul, such as reviewing our trades for the day, keeping our trading journal,
or preparing for the next day’s trading. Accepting a little privation or facing a little
difficulty in the service of your trading is associated with achieving your goals and
values. Table 8.1 shows this relationship in a graphic format.

At this point, traders should understand that avoiding these important tasks be-
cause it is less effortful and more comfortable to do so is clearly related to immediate
personal contentment, but does nothing for their trading. Avoidance derails trading
goals and personal development as a trader. A big part of the mental game for traders
is developing the ability to do what is necessary for the trade even while experienc-
ing unwanted thoughts and feelings. The most important mental skill to develop in
this regard is mindfulness. Keep in mind that mindfulness is not practiced to “fix” or
eliminate unwanted thoughts and feelings. That just brings us back to the struggle and
playing a fruitless tug-of-war with our mind, a distraction at best. Mindful accepting
of unwanted thoughts and feelings is acknowledging them, making room for them
without struggling or buying into them, and then putting your attention onto whatever
important trading task is at hand. Practicing mindful acceptance of undesired thoughts

VN0 Relationships between Mindful Acceptance, Attention, Actions, and

Consequences
Mindful Unwanted Thoughts
Acceptance and Feelings Attention Actions Consequences
Yes Defuse and accept them, Remains on Done in the Long-term goals
realize they are just the task or service of your more likely to be
temporary, make room the trade trading or achieved
for them trade
No Don’t accept them, Shifts from Done to Long-term
remain fused and believe task or trade reduce or goals will not be
they are intolerable to internal eliminate achieved
and/or enduring, seek state; trader discomfort
to get rid of them distracted
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and feelings outside the trading session on minor trading related tasks will help you
develop this skillful mental competence when it counts most—while trading.

By this point in reading this book and putting its information into practice, you likely
have been practicing mindfulness on a daily basis and have been using some of the sever-
al defusion techniques described in Chapter 7. As you practice being mindful while as-
sessing your charts, simulation trading, keeping your journal and other trading-related
activities, you are likely to notice that you are developing better concentration, find you
are wasting less time, and putting more energy into important activities. You are also
developing the skill of being able to view more and more of your thoughts and feelings
as thoughts and feelings that are useful at times, but that do not always have to be blindly
followed or responded to as if they were unquestionable commands. It is likely that you
are more consistently choosing to do what is most important to you as you have care-
fully defined it, not what your mind construes on the spur of the moment.

You may have also begun to use mindfulness and defusion in your everyday life
outside of trading. For example, rather than allowing yourself to become upset or
angry at someone or some situation that wasn’t to your liking, you noticed your hot
thoughts and feelings arise and made a mental note that these were just thoughts and
feelings. And perhaps you acted differently now than you have in the past. Although
what is described in this book is trading psychology, it is, at its roots, psychology and

useful in day-to-day activities, not just trading. Noticing the mental skills you are 183

learning for trading in nontrading activities indicates that you are assimilating and
integrating these skills effectively.

Spend some time practicing with the minor trading-related activities before jumping
into more difficult trading difficulties. For example, if you have a tendency to react to
fear and cut winning trades short or hesitate on pulling the trigger on trades for fear of
loss, it will be harder for you to overcome these significant challenges without first be-
coming adept and handling more modest challenges. This is just common sense. If you
want to develop the ability to hit effective tennis strokes, for example, you spend time
practicing and developing your skills with basic forechand and backhand ground strokes
before learning to hit much more challenging strokes like approach shots, backhand
slices, half-volleys, and the overhead smash. What you learn and the skills you develop
from practicing the fundamental strokes will make learning the more difficult ones
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easier. It’s the same with trading psychology. Spend a few weeks being mindful and
practicing defusion and acceptance when keeping your trading journal, studying charts,
preparing for your trading day, and other less challenging trading-related activities. And,
you don’t have to limit your practice to your trading routines. Try to apply your devel-
oping mental skills in everyday life, as well. When repairing a household item, washing
the laundry, mowing the lawn, or preparing a meal, keep your mind in the moment
and be mindful of what you are doing, The same goes for conversations you have with
others. If we observe ourselves carefully, we will find that we frequently are thinking
about what we are going to say next before the other person has finished talking. Be
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more mindful and really listen to the other person you are talking with before crafting
a response. Remember, our mind wanders nearly half the time. Start catching your
thoughts when they have gone on a walkabout, and gently bring them back to the here
and now. The more you can practice mindful attention in various situations, the better
the skill will be honed and the more reliable it will become when you are faced with a
more difficult trading challenge that draws out strong emotions such as fear.

B Developing Commitment

We now turn to more challenging trading situations that, if overcome, can bring
about a significant improvement in your performance and, ultimately, your bottom-
line results. Commitment, according to sport and human performance psycholo-
gists Frank Gardner and Zella Moore, involves routinely engaging in specific actions
that increase the odds of sound trading performance. These specific actions are wide
ranging and varied. These are actions that enhance trading performance and, there-
fore, are of high value to the trader. A few examples include holding on to a winning
trade, taking only those trades that fall within the scope of your trading plan, practic-
ing sound money management, setting stops, maintaining a trading journal, evaluat-
ing trades taken at the end of the trading day, and other similar actions that directly
add value to a trader’s functioning. In Part III of this book we discuss how you can
incorporate high-value trading actions into your trading. For now, we just want to
make the distinction that high-value actions add to your trading, and committing to
them is necessary if you want to trade effectively and at a high level.

This makes sense. Holding on to a winning trade until it reaches its logical profit ob-
ject or the market gives clear signs to exit the trade is an obviously valuable action in the
service of the trade. Contrast this with cutting the trade short due to fear of losing profits
already accrued. Cutting the trade short is an action in the service of your feelings and
what they demand. As we have discussed, the action has nothing to do with the trade.
Virtually all trading performance difficulties arise from either the inappropriate use of
cognitive heuristics, which we covered in Chapter 1, or emotion-driven behavior.

Our emotions need not dictate our behavior. Mindfulness plays a key role in the
relationship between what our emotions and mind are telling us to do and doing
those things that are high value and in the service of the trade. As we have learned,
mindfulness is a skill that helps us to distance ourselves from our emotions. We can
decenter from our thoughts and feelings and step away from being entangled in them
by practicing mindfulness and becoming an observer of our thoughts and feelings,
rather than becoming captured by them. Mindfulness also improves our attention
and concentration. When confronted by a challenging trading situation, we always
have a choice: listen to what our mind is telling us and give in to our emotion—
feeding the tiger, in other words—or apply our mindfulness skills and return our
focus to the market, our trade, and the trading task at hand.
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So how do we effectively begin to move from emotion-driven trading to mindful,
committed trading? The first step is to understand what is personally important to
you about trading. What matters to you in your trading? What do you want to stand
for and how do you want to act? In other words, what are your values?

B Mindfully Committed Trading: The First Step

University of Mississippi psychologist Kelly Wilson and Amy Murrell, a psychologist
at the University of NorthTexas, consider our values to be one of the key ingredients
in overcoming emotion-driven decisions that limit us: what they call psychological
inflexibility. In any important endeavor, it is never the experience of pleasure or
pain that causes us to act in concert with what is important. We have all done things
we didn’t want to do for a greater goal. For example, most of us didn’t want to
study or write papers in school, but we did it and endured the unpleasantness of the
task to pass the course and gain a degree. We valued an education over temporary
discomfort. We do this all the time. Many people would rather avoid cutting the
grass or cleaning the house. There are many more pleasant activities than yard work
and housecleaning we’d rather do, but we do them. We value a well-kept home. Even
though we may not like public speaking we will suffer through making a presenta-
tion at work because we value having a job and the future promotion that might
bring. Granted, yard work, writing a term paper, cleaning the house, and even public
speaking feel less aversive than suffering a trading loss. But it is the idea that Wilson
and Murray put forth that is important. Comfort and pleasure do not drive our ac-
tions; what really drives our actions is what we hold dear.

Wilson and Murrell make this critical point: in things that really matter to us,
we are not looking to achieve pleasantness or comfort. These are not important
concerns. What is important, in contrast, is that we strive to act consistently with
what matters to us. We can take this a step further. It is through what we value in our
trading and what is important to us as traders that we can alter our relationship with
adversity. There is no question that trading creates aversive experiences. It is just the
nature of the game. When we start to shift our attention to what is of value to us in
our trading and to what matters most to us, both in our individual trades and to us as
traders, we can begin to adopt a different attitude from the one which struggles with
our internal state and seeks comfort and pleasantness. In doing so, we begin to open
up and act in more flexible ways rather than rigidly trying to avoid anxiety, fear, and
discomfort by trading erratically.

In order to maintain our attention to what’s of value in our trading, we need to
understand what is important to us in our trading. Few traders have taken the time
to think about their values. Those who do say that it is some of the most useful time
they have spent. Again, traders face adversity in their trading. If you don’t know
ou run the real risk of being mentally and

what is important to you trading-wise,
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emotionally whipsawed with every adverse event. When in the throes of an emotion-
ally challenging situation, we can forget what really matters. You want to stand above
this. Without a deep understanding of what is important to you—what you value—
you have no compass. You will become easily lost psychologically and continue along
a dead end path of inflexible trading,

As a first step, ask yourself, why do I trade? It is a broad question and there is no
single right answer. Many traders will immediately say it’s for the money. There is
nothing wrong with that. Money is why we all trade. But try to go a little deeper.
If all that was important was the money, why not choose real estate or corporate
management or establishing your own business? Each of these has the potential for
generating money. They may even be easier than trading. If it was only about the
money, then it would be expected we would strike out on the easiest and least aver-
sive route to making money. That may not be trading. So if money is the answer that
comes readily to mind, go a little further and think about what you would do with
the money. What is important to you that the money will create, add to, or enable
more of?

In a seminar at which I was speaking, we were discussing why we trade and a
woman stood up and said:

For me, trading is really important. I have two young children. When I
was working a regular job, I wasn’t able to spend time with my kids. I
saw other mothers with their children in the park and it pained me ter-
ribly because I had to leave my children each day and go to a job I had
little interest in. It tore my heart. I saw trading as freedom from the job
that took me away from my kids. This is why I trade. Yes, the money is
certainly important; I want to provide for my kids and give them what
they need financially, but most importantly trading lets me spend time
with them. Even when I trade, I am present. I can be there for them.

You can begin to see that with this kind of reason, we can begin to loosen the grip
that uncomfortable feelings and unwanted thoughts produce when in a trade. The
trader can begin to ask herself, which is more important to me? Is it to feel good or
is it to trade well for my kids?

Others will have different reasons for trading. For some, the reason may involve
financial independence. For others, there is great value in generating the money to
send their children to college. Many traders find that they love the analysis involved
in trading and relish being able to anticipate the next move of the market. Some trad-
ers have told me they would be analyzing the markets even if they couldn’t get paid
for their work. Some who have experienced difficulty learning to trade take it as a
personal challenge to win at the game. They see it as their personal Mount Everest
and find great meaning in surmountlng the obstacles. Others like the idea of being
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read a chart but also developing mastery over oneself, one’s psychology and behavior.
There are as many reasons to trade as there are traders and no one reason is better
than another, as long as it is important to you. It might involve leaving a financial
legacy, seed-funding an important business idea, or contributing to a meaningful or-
ganization that does community or humanitarian work. For others it might be buying
a coveted item or building a dream house. The reasons are limitless, and everyone’s
will be unique. It’s the uniqueness that makes them special and gives them power.
Spend some time thinking about why you trade and jot down a few of your ideas.

After thinking through why you trade and jotting down a few of the reasons, con-
sider this question: What is really important to you in your trading? There are many
ways to answer this question, and again, each individual trader will have a different
answer. Some things you can consider in answering this are:

= How important is your method of trading to you?

= Where does research for your trade setups and about market conditions fit into
your trading?

= How about consistency in your trading actions, how important is this to you?
= Is maintaining adherence to your trading plan important?

= How important is planning out your trades or keeping abreast of the markets you
trade?

» What about assessing your performance for the day or week and Working to im-
prove yourself as a trader?

= Does improving your skills and getting better at something challenging have real
meaning to you?

Note that we are not asking about how many points or how much money you
strive for each day or week. What within trading is of personal value to you? What is
important to you both for your individual trades and for you as a trader? Consider
these questions and other things you believe are important and spend a little time
thinking about what is really important to you in your trading.

One trader said it this way:

It used to be that I jumped from one method to another. I would read
about an indicator or trade setup and would immediately try to trade
it. Those days are now behind me, thankfully. I began to realize I was
spinning my wheels and really getting nowhere in my trading. I wasn’t
grounded. When I began to think about what was important to me as a
trader and what gave real value to me, I began to see myself as a trader
more clearly I began to realize that consistency would only come from
me: it w i
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how an expert trader would work, I recognized that following a single
method that worked for me and that I had researched would keep me
grounded. Acting when the market favored my play, and being patient
when it didn’t, and constantly studying the markets to see how they
behaved, and also constantly reviewing my decisions and actions—all
of this was of real value because it served as an anchor for me. I always
know where I stand. Before, I was all over the place chasing this idea or
that idea. It is when I began to think about what is truly of value to me
in my trading that I really appreciated that it all comes from me. Being
a great trader means acting like one. This is what I know I need to do.
More than anything else, this has been my compass.

Here is what another trader who is a member of a proprietary trading firm had to say:

One of the most meaningful things about trading for me is that I get to
interact with a group of really great people. We are all like-minded. We all
love the markets and love trading, It is the people I interact with day after
day that make it all worthwhile for me. I love sharing my trading ideas. I
like helping some of the newer traders and learning from the more expe-
rienced traders. The partners are great, too. They have helped me to grow,
giving me encouragement and more responsibility in my trading. We re-
ally are a team. That sounds funny for traders, because we are all supposed
to be fiercely independent and cut-throat, and all that, but that isn’t the
way it is in my firm. It’s like when I played baseball. There’s a camaraderie
we feel, and also lots of support. I really feel connected to them and that
more than anything keeps me going and striving to do better.

Knowing your values is not a minor thing, They inform you about what sort of trader
you want to be and can help you set relevant goals and give you a real sense of purpose in
your trading, If you are struggling with self-defeating patterns in your trading, knowing
your values can be motivating and inspire you to reach beyond where you are right now.
When you are guided by what’s important to you, it helps you to stay on track. You will
be less likely to stray when you have something of greater importance as your signpost
pointing the way.You are better able to act in concert with what matters to you, and when
you do, you have a real sense of being true to yourself even when it is difficult to do so.
This is reinforcing and adds a richness to your trading. You know what you stand for and
how you want to behave. Values provide all of this, and potentially more.

Given a little serious thought, this exercise typically brings out our deepest aspi-
rations—what we truly care about and what we want our trading to be about. This
may seem inconsequential, but it is not. A University of California research team
headed by psychologist J. David Creswell studied personal values and stress. They
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put study participants through a highly stressful exercise that elevated blood pressure
and heart rate in all participants. Those participants who reflected on and affirmed
their personal values before the stress test, however, had significantly lower cortisol
responses than participants who did not. Cortisol is the stress hormone we discussed
in Chapter 2 that becomes triggered in response to stressful situations and helps ac-
tivate the fight-flight response. Affirming our values helps to buffer us against stress.

Think about what matters most to you and the kind of trader you want to be. What
are the qualities and characteristics you want to possess as a trader? Russ Harris, the
Australian physician and expert in acceptance and commitment psychology we met
carlier, suggests you think about your values by addressing these important ques-
tions: If nothing could hold you back from being the trader you really want to be,
what would that look like? Remember, nothing can stop you. How do you really
want to be and act as a trader? Use Exercise 8.2 to answer these questions.

After thinking about this, consider that you actually have become the kind of
trader you want to be and have traded this way over the next ten years. At the end of
that ten year period, a journalist writes a story on you as a trader. What would the
writer say about you? What would the journalist say are three or four of your greatest
qualities? Play the role of the journalist and provide the answers on the form.

The point of these exercises is that you want to know and live what gives your
trading meaning. You want to live a valued trading life. At the end of ten years, you 189
don’t want the journalist to say, “Well, to sum it all up, this trader was very, very
good at avoiding uncomfortable thoughts and feelings.”

In a very real way, it comes down to a basic, fundamental, and crucial choice, as out-
lined by Wilson and Murrell.? I paraphrase them and apply their words to trading here:

On the one hand, you can have the choice of no fear or anxiety. You
won’t have trading stress or uncomfortable feelings or unwanted trad-
ing thoughts. In fact, you can have no further trading losses and never

Exercise 8.2 Finding My Trading Values
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Part 1: If nothing could hold you back from being the trader you really want to be,
what would that look like? How do you really want to be and act as a trader?

Part 2: After a decade of living and trading as you describe in Part 1, write about
what sort of trader you have been. Imagine you are a reporter writing an article on
yourself. Describe 3 or 4 of your greatest qualities?

Quality #1:
Quality #2:
Quality #3:
Quality #4:
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be fearful of the market again.To get this, however, you need to give up
something. That something, of course, is trading.

On the other hand, you can have an extraordinarily meaningful trad-
ing life. You can make money, become deeply involved in the markets
and your method of analyzing them, and enjoy all the benefits that come
to successful traders. Again, though, there is a cost. With this choice,
you will continue to have losses. At times, you will continue to expe-
rience fear and be anxious and you will have unwanted thoughts. But
even though you have them, these unpleasant experiences will not stop
you from doing the things you need and want to do in your trading.

What is your choice?

B Using Your Values for Committed Trading

Now that you have identified your values, you want to use them to give guidance
and direction in overcoming difficult trading situations where emotions and un-
wanted thoughts have you acting in ways that are ineffective, undesired, and less
than optimal. We will start with two case examples and then turn to ways in which
you can face challenging trading situations with more poise, courage, and commit-
ment to your personal values and engage the high-value trading actions that reflect

those values.

Case Examples

Case Example 1: Ammar

Ammar had been trading currency futures for the past few years. He
was profitable, but often found himself increasing his position size right
after a losing trade. He referred to this as ‘doubling down,’” and a way to
quickly make up his loss. Probing deeper, Ammar said that having losses
“was not a good thing. I don’t like booking a loss. I feel like I have to
make it up right away. . .. Sometimes,” he admitted, “I feel like a failure
after having a loss.”

In reviewing the values exercise, one of things Ammar said the jour-
nalist would say about him is that he traded with a calm steadiness over
his career. He neither got very excited at large wins, nor very upset at
drawdowns. He rode the ups and downs of the market as if he were a
boat on the ocean. No matter how stormy the seas, he was always able
to ride the waves. This is how Ammar wanted to experience his trading
and also how he wanted to be remembered by others: as a steady trader.

abcBourselir > Gabceourselir



www.MyChart.ir
http://abcbourse.ir/

In considering his tendency to double down after a loss, Ammar rec-
ognized that this behavior reflected neither calmness nor steadiness. “If
anything,” Ammar noted, “overtrading my position size leads to more
ups and downs; my behavior is capricious and unreliable—just the op-
posite of being a steady trader. It’s not how I want my trading to be.”

Case Example 2: Priyanka

Priyanka trades equities off the National Stock Exchange in Mumbai.
Her most challenging trading situation is holding on to a good trade.
Like many traders, she cuts winners short prematurely. She tried nu-
merous times to correct this tendency, but everything she did left her
frustrated.

One of the most important things that she wanted to be known for
in her trading—a value she held dear—was that she give her trading
everything she had. She wasn’t afraid of challenges. “I am willing to do
whatever it takes,” she explained. “I want to succeed.” This drive was
honed as a college athlete when living abroad. “My team trained hard.
Many times I had doubts and thought I couldn’t do it, but I did. There
was a value to persist and give it your all no matter what. I have the
same desire for my trading,” she said.

Like Ammar, Priyanka’s actions were incongruent with what she
wanted her trading to stand for. She wanted to give it her all, but she
was giving in to her emotions and feeding the tiger.

Take a moment and identify one or two trading situations where your trading
actions are driven by your emotions and cause difficulty for you. For each challeng-
ing situation, carefully describe the thoughts that go through your head while in the
situation. These are the things your mind tells you about the situation and about what
you need to do about it. Also record feelings you have. These include emotions such
as fear, anxiety, nervousness, anger, frustration, sadness, and the like. In addition,
note the sensations you feel in your body, paying particular attention to any tension
in your body such as in your shoulders or legs. Note any nervous ticks or twitching,
sour stomach, racing heartbeat, sweatiness, dry mouth, and any other bodily sensa-
tion you may feel. Try to be as clear as you can with these, without going into exces-
sive detail. Finally, note the value you identified from Exercise 8.2 that seems most
relevant to your challenging situation in Exercise 8.3.

In Exercise 8.4 we will develop a specific plan to overcome a challenging trad-
ing situation you have identified in Exercise 8.3. We show exactly how to do this
by developing plans for the difficulties experienced by both Ammar and Priyanka,
taking you step-by-step through the process of setting workable goals, a specific
plan to meet those goals, identifying what is most likely to keep you from reaching
our goals, and laying out specific actions to overcome any anticipated barriers. You
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Exercise 8.3 Challenging Trading Situations, My Internal State, and Values

Challenging Situation Thoughts Feelings Body Sensations Relevant Value

will find this to be a practical and an effective approach to overcoming the mental
and performance challenges you may experience in your trading. Before turning to
Exercise 8.4, however, we first discuss a method for learning to accept unwanted

thoughts and feelings.

B Making Room for Uncomfortable Emotions and Thoughts

Here is a specific mindfulness exercise geared toward acceptance of uncomfortable
feelings. Any unwanted emotions or thoughts that cause you difficulty can be ad-
dressed in this mindfulness training. A form of this exercise was originally developed
by Eifert and Forsyth for persons who suffer from severe anxiety.4 I've adapted it for
traders. Those who have used it have found it beneficial when learning to make room
for their difficult thoughts and feelings.

In the mindfulness exercises described in Chapter 6, we picked an object of focus,
such as the breath, and returned to it each time the mind wandered. This exercise will
be a little different. Here, we want to be fully aware of unwanted thoughts, as well as
uncomfortable bodily sensations and emotions. In this exercise, you will “lean into”
unwanted thoughts and feelings rather than appease or fight them. This is a form of
exposure similar to that which we discussed in one of the earlier research studies on
fear and anxiety that you can do on your own. It is designed to help you develop ac-
ceptance, which simply means that we make room for unwanted thoughts and feelings
and experience them for exactly what they are—just passing thoughts and feelings, not
a certainty of doom, danger, or calamity that they want you to believe they are.You will
need to set aside 15 to 20 undisturbed minutes to do this exercise. Below is my adapta-
tion of the Acceptance Exercise developed by Eifert and Forsyth.
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Acceptance Exercise

Sit in a chair with limbs uncrossed and both feet comfortably on the
ground. Rest your hands in your lap or along the arms of the chair,
whatever is comfortable for you.

Take in a deep breath down into your belly and slowly exhale. As
you exhale, begin to bring your attention to your breath. Take an-
other deep breath in and notice the breath coming across the tip of
your nostrils. As you exhale, you might notice that the breath going
out is a bit warmer than the breath coming in. Notice this for a few
breaths. Breathe in deeply one last time and, as you do, allow your
eyes to gently close. Bring all your attention to your exhaling breath,
noticing it traveling across your nostrils and also noticing your belly
deflate a bit. Now let go of the breath. There is no need to con-
trol it in any way, just allow yourself to breath naturally, observing
your breath coming in and going out. Observe your breath for 30 to
60 seconds.

It’s natural for the mind to wander. You will suddenly notice that
your attention is no longer on your breath but on some thought you are
having, perhaps about the future or maybe about a memory. Sometimes 193
your mind becomes occupied with a sensation such as an itch or maybe
aminor pain. No matter what it is, simply acknowledge that your mind
has wandered and gently bring your attention back to your breath ob-
serving as best you can your breath coming in and going out. Again,
observe your breath for 30 to 60 seconds.

Now bring into your awareness what it is that challenges you in your
trading, For many it will be the fear of loss. Some may fear missing out
or leaving money on the table. Simply be aware of your fear and notice
any unease, qualms, worries, and anxieties that you may have about
your fear. Don’t try to fix them, change them, or get rid of them in
any way; just be with your fear and the qualms and worries. Sit with
them—making room for them—for 30 to 60 seconds.

Now bring your attention to what is important to you in your trad-
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ing. How would you like to be as a trader? What do you want to be
remembered for in your trading? What do you want to be able to re-
member about yourself and your experience as a trader after a career
of trading? Consider this for 30 to 60 seconds.

Now bring your attention to a trading situation that has been difficult
for you. It might be cutting trades short or jumping into unplanned
trades, not taking a trade after a loss or something different. What-
ever the difficult situation is, it usually involves a mix of uncomfortable
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thoughts, worries, images, emotions, and bodily sensations. Gently and
with determination, place your attention on the discomfort associated
with this trading situation. Notice any strong feelings or hot thoughts
and try to hold them lightly, opening up to them and making room for
them. Stay with the discomfort as best you can for 30 to 60 seconds.

You may notice yourself resisting the uncomfortable experience.
That is natural. Notice how you resist. Are you tugging on the rope or
feeding a paper tiger? Remind yourself that to be the trader you want
to be it is important to make room for these uncomfortable feelings
and thoughts. Do the best you can to allow these into your awareness.
It can help to breath into them. As you experience them, take a deeper
breath—inhaling and exhaling—all the while keeping your unwanted
experience in your awareness. As you do this, note what it really feels
like to have these thoughts and feelings. Ask yourself, “Are these really
so bad? Do I always have to fight them or can I make some space for
them and still take the actions I need to take in my trading?” Stay with
the unpleasant experience, making room for it, for 30 to 60 seconds.

Take in a deep breath and let it go. Remind yourself how you want
to be and act as a trader. Also remind yourself of your difficult trading
situation and the inner experiences that situation brings. As you con-
sider how you want to be as a trader and the discomfort some situations
bring, can you see yourself facing a difficult situation and, at the same
time, acting as the trader you want to be? What would this be like for
you? Hold this idea of trading through your difficult situation in the way
you would like to be as a trader for 30 to 60 seconds.

As you are ready, take a deep breath and begin to reorient to the
room you are in. Expand your awareness to other sounds you can hear.
Notice that you are sitting in your chair. Wiggle your fingers and toes,
and as you reconnect with the room you are in, make an intention to
make room for unpleasant thoughts and feelings as they arise as best
you can. Gently, open your eyes.

This exercise is a powerful one, but it must be practiced. Merely reading
it through will give you an intellectual understanding, but that is all. You will
want to experience what it is like to hold unwanted thoughts and uncomfortable
feelings and practice doing so. This way, you develop important mental skills
which will serve you well in your trading. It is best to do this exercise daily for
two weeks or longer. A sustained experiential practice over a couple of weeks
will help you develop the needed mental skills to face difficult situations in
real time. If you experience more than one challenging trading situation, rank
them according to the level of difficulty they give you. Then, select the one that

abcBourse!iINNN @ bc Boursel i G- (-



www.MyChart.ir
http://abcbourse.ir/

presents the least level of difficulty—the one you feel would be easiest to deal
with—and start with that. It is smarter to start with the least difficult and build
mental skills needed more quickly and more easily that can later be applied to
more challenging situations. You will be ahead of the game by taking this route;
you will find it harder, and unnecessarily so, to pick the most difficult situation
you face to deal with first.

Once you have practiced the acceptance exercise, review how you feel about
your challenging situation. Eifert and Forsyth—the creators of this acceptance
exercise—recommend that you ask yourself these important questions, taking the
time to consider each one carefully:

= After practicing this acceptance exercise as recommended, has the difficulty less-
ened compared to how it seemed before your practiced the exercise?

= Do you know clearly what to expect when you face the challenging situation in
terms of thoughts, emotions, and bodily sensations?

= Are you better able to accept the unwanted thoughts, emotions, and sensations

and not struggle with them by feeding them (giving into them) or fighting them?

= Are you clear on what you value in your trading, what you want to stand for? Are
you clear on what you need to do to achieve your goals and aspirations as a trader? 195

= Do you think you can do what is needed even though you are having unwanted
thoughts and unpleasant feelings at the same time?

= Do you understand that although symptoms of stress can be uncomfortable, they
need not be harmful when viewed as helping prepare you to meet trading challenges?

= Are you clear that attempts to reduce or eliminate the discomfort felt during chal-
lenging situations provides no benefit to your trading, and that only committing to
high-value actions are of real benefit?

= Are you confident that the unwanted thoughts and feelings are not permanent and
will eventually go away on their own accord, even though they may feel intense
at the moment?
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= Are you ready to commit to your trading and what you want it to stand for by
keeping your attention focused on the appropriate high-value action, regardless
how you feel?

If you can answer each of these questions affirmatively, you are ready to put your
practice to the test. If you still have doubts, use the questions above to pinpoint where
you feel you need additional work. Focus on specifically addressing these doubts in
additional acceptance exercise practice until you feel ready to use these skills in real-
time trading. Exercise 8.4 will help you prepare to confront your difficult trading
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Exercise 8.4 Overcoming My Challenging Trading Situation

What | stand for in my trading:

My challenging situation:

My Goals:My initial goal:

My longer-term goal:

Plan for my initial goal:

What will present the greatest
challenge for me:

How | will meet that challenge:

situation in the live market. Its use will be explained through the case examples of
Ammar and Priyanka (see Tables 8.2 and 8.3).

At the top of the form, we want to state what’s important to us in our trading or
what we want our trading to stand for. For Ammar, as he described in Table 8.2, this
was a sense of his steadiness in his trading. Regardless what the market did, he valued
riding the market’s waves as if he were a boat, gliding along the surf. The simple word
“steadiness,” then, describes what he stands for. Ammar’s challenging situation occurs
after he has had a losing trade or two. Because he feels pressure to make up for the
loss, he disregards money management and increases position size substantially.

His initial goal is to reduce oversizing his trades by 70 percent over the next two
weeks. There are two things to note here. The first is that Ammar’s goal is stated
in specific terms against a schedule. He is looking to reduce his overtrading by 70
percent by the end of two weeks. It is critical that goals be specific. We discuss more
about the details of framing goals in Part IIl. The second thing to note is that Ammar
isn’t looking to eliminate all oversized trades right away. We are all human and we all
have our limitations. By stating his goal as less than 100 percent, he is acknowledging
and making room for the fact that he won’t get it right all at once. Making an impor-
tant change like this is a process. We aren’t looking for perfection. Reaching a goal
of 70 percent will demonstrate solid commitment and a strong trend in overcoming
his erratic trading behavior. In addition, it gives Ammar a little “psychological cover’
to come up short. We already know that he can be hard on himself when his trades
end in loss. There is no reason to promote self-criticism when falling short of the be-
havioral change you are envisioning. Give yourself a little room and, above all, don’t
become harsh and self-critical when you don’t get it exactly 100 percent right away.
Remember, this is a process. Look for the trend.

The plan for your initial goal is the vital component of this exercise. In Ammar’s
case, taking a short break to do a brief mindfulness exercise structured on the
acceptance exercise will help Ammar keep his mind in the moment and fortify him
for changing his behavior. He also reminds himself of the importance of being a
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VN 0P Ammar’s Challenging Trading Situation

What I stand for in my Steadiness

trading:

My challenging situation: Increasing position size after a loss

My Goals: My initial goal: To notice when I am vulnerable to oversizing my position and to
reduce this behavior by 70 percent over the next two weeks of
trading

My longer-term goal: Eliminate placing outsized positions completely within 45 days

Plan for my initial goal: (1) Immediately after a losing trade leave my trading desk and

engage in a 10-minute abbreviated acceptance exercise. (2) Affirm
my commitment to being a steady trader and state to myself that
increasing position size runs against how [ want to trade. (3) Before
taking the next trade, reconfirm my commitment to be a steady

trader and trade with appropriate size.

What will present the The tension and agitation I feel for having a loss along with the
greatest challenge for me: thoughts and emotions that I failed.

How I will meet that Rather than try and fight them, I will notice the tension in my body
challenge: and also acknowledge the thoughts of failure and the emotional

unease that these bring. I will apply mindfulness and recognize that
these are only thoughts and feelings that will soon leave me. Taking

a few deep breaths, I will make room for my unwanted thoughts 197

and feelings, remind myself that steadiness is more important than
making up for losses with unsound trades, and place my attention
on the next trade, properly setting my position size.

steady trader and explicitly affirms that oversizing his position runs counter to what
matters to him in his trading. The critical thing to note is that the form in Exercise 8.4
is encouraging you to develop a process of high-value actions for changing your
unconstructive trading behavior. You are not just toughing it out. That’s unlikely to
work. By taking what you have learned from this book and creating two or three
speciﬁc, constructive steps you can do to counter your tendency to commit erratic
trading behavior, you are establishing an explicit and unambiguous process for your
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own self-development as a trader. This is how effective change can occur.

Part of your plan for change is to know what will pose the greatest difficulty for you
in carrying out your plan. For Ammar, it is the tension felt and the toxic mental com-
mentary he has when he experiences a loss. Here, mindfulness can play a huge role
by helping you see that uncomfortable feelings and critical thoughts are merely feel-
ings and thoughts, nothing more. They don’t have to dictate what you do, and they will
quickly pass only to be replaced by more thoughts and feelings. Ammar has an “in-flight”
routine of taking a few deep breaths, remembering to not fight but defuse and accept his

thoughts and feelings as they are (not what they tell him they are), and making the effort
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to orient his attention on the important, high-value trading—relevant action he needs to
execute next. By anticipating what can derail his plan, he fortifies his plan psychologi-
cally and is well-prepared to tackle his most challenging trading situation.

InTable 8.3, Priyanka identified cutting winning trades short as the challenge she
would like to overcome. This is one of the most common unconstructive trading
behaviors. Priyanka noted that persistence and maximal effort were values in her
trading. Remember, values indicate direction. In Priyanka’s case, persistence and
maximal effort leads to success. This was her experience in sport. She would also say
that there was joy for her in the effort. Like many, she viewed the journey and meet-
ing the demands of the journey as mattering more to her than the destination because
of the rich experiences, learning, and self-development that the journey brings. For
Priyanka, the journey involved an initial goal of partially reducing her unconstructive

VN BERIEN  Priyanka’s Challenging Trading Situation

What I stand for in my Persistence and giving maximum effort

trading:
My challenging situation: ~ Cutting winning traders short

My Goals: My initial goal: ~ To reduce this unconstructive behavior by holding onto trades for at
least two additional points above my average on at least 60 percent of
my trades over the next two months of trading

My longer-term goal: Eliminate cutting winners short completely within five months and

gradually increase my winning points per trade average

Plan for my initial goal: Practice mindfulness prior to trading. State my intention, mission,
and commitment for today are to hold my trades for at least two
additional points. After entering a trade, set my stop. Move it up
to breakeven when appropriate. Exit only after I have achieved two
points above my average or the trade gets stopped out.

What will present the My fears that I will give back profit earned or suffer a loss. Tension in
greatest challenge for me:  my stomach, strong emotion, and negative thoughts.

How I will meet that I will do my best to be mindful and not feed the tiger. This will be
challenge: hard, but not feeding the tiger means I am being persistent and

applying maximum effort, and I will feel good about this. I will
remind myself that the stress I feel is helping me meet the challenge
of interacting with the market and even though it feels bad, it’s
worse when the market continues to go in my direction and I've cut
the trade. I will strive to see my thoughts and feelings as temporary
and only an indication of my fears, not what is actually happening in
the market. I will also strive to put more attention on the market and
my trade and less on my thoughts and feelings, though I will also let
them occur without fighting them or running from them by closing

my trade until I reached my goal.
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tendency by increasing her average points made per winning trade by two points on
at least 60 percent of her trades during the next month. This is a strong goal as it
specifically states her intention during a specific time frame. Like Ammar, she is not
looking for perfection in her initial efforts. As she gains the needed skills to hold on to
her winning trades, she expects to eliminate cutting trades short prematurely as her
longer-term goal.

Her plan is also very specific and highlights the high-value actions—both men-
tal actions and trading actions—that support her initial goal. She understands well
what the major challenge will be: not giving in to or fighting a strong and fearful
emotional response to loss. She has specific ways to not give in to her fears, reframe
her stress as helpful and her fears as fleeting, temporary psychological events. Most
importantly, she is connecting her value of persistence and maximum effort directly
with working hard at meeting her greatest trading challenge.

When you confront your own challenging trading situations, be aware that this
will be hard work. It is unlikely to come easy. This is to be expected because mak-
ing changes from emotion-driven trading actions to values-driven trading actions is
difficult. Having a little bit of Priyanka’s persistence and giving maximum effort will
certainly help. Also be aware that one of the most important considerations in this
endeavor is not to get down on yourself. If you fall short of your initial goal, do not
let self-criticism set in where you become fused with your mind shamelessly tell- 199
ing you things like “how difficult this is,” or “how it can’t be done,” or worse, “how
much a failure you are,” and so on. This is merely your mind talking unconstructive
and useless trash. Be mindful, make some space for those thoughts that don’t reflect
reality and will soon go away, and turn your attention to the important task at hand:
overcoming your challenging trading situation.

One of the key tasks here is to monitor your efforts and progress. When doing
this, focus less on goal achievement and focus more on how well you commit to
and execute the actual process of overcoming your challenge. Priyanka’s process
involved practicing mindfulness before trading, stating her intention for the day,
setting her stop, moving the stop to breakeven when appropriate, and then holding
her trade for two points. This is her process. She can readily evaluate herself on each
of these important components. If she fell short on any of them, she can revise her
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plan to address this. For example, if she moved her stop beyond breakeven before
it was appropriate to avoid giving up profit, she can address that by acknowledging
that her mind was telling her to tighten her stop and she was believing it and so she
give in to the tiger. To correct this, Priyanka can apply mindfulness to her thoughts
and feelings about her stops and perhaps use one of the defusion techniques from
Chapter 7, if needed. She can also remind herself that channeling maximal effort to
her process is more important to her than avoiding unpleasant thoughts and feelings.

Thoughts and feelings like this can easily creep in and derail our best-laid plans. It is
our job to be diligent, make adjustments, and then try again. Monitoring how we are
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doing—especially how we are doing with our process, not getting down on ourselves
when we fall short, and taking corrective actions by modifying our plan and process are
the component actions needed to make behavioral change (see Exercise 8.5). It may not
be easy, but it is also not impossible. Nothing of value comes right away. Don’t give up.
Exercise 8.5, Monitoring My Progress in Overcoming a Challenging Trading
Situation, provides the format to a process with which you can monitor your prog-
ress in transforming challenging trading situations. You would complete this form
cach time you encounter a challenging trading situation that you have developed a
plan for using the form in Exercise 8.4. The monitoring process involves identify-

Exercise 8.5 Monitoring My Progress in Overcoming a Challenging Trading Situation

Challenging Situation: Cutting profitable trades short

Actual Event: Stock trade on Monday

What | did well: / did my mindfulness routine and intention, as planned. | took
the trade and set the stop.

Where | fell short: Moved stop too quickly and was stopped out.

What caused me to fall short: / wanted to start the week with a cushion of
profit. | didn’t realize at the time that this was just another excuse to cut a

200 profitable trade. Starting the week profitable seemed reasonable at the time.

What | can do next time: Be more mindful of my thoughts. When this occurs
again, | will remind myself that this is just a thought unrelated to the trade and
remember that following this process is more important than the results of any
individual trade.

Actual Event:

What | did well:

Where | fell short:

What caused me to fall short:
What | can do next time:

TRADE MINDFULLY

Actual Event:

What | did well:

Where | fell short:

What caused me to fall short:
What | can do next time:

Actual Event:

What | did well:

Where | fell short:

What caused me to fall short:
What | can do next time:

Actual Event:

What | did well:

Where | fell short:

What caused me to fall short:
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B Notes

ing what you did well, where you fell short, and making corrective adjustments. It
is important to identify where you performed competently, not just where you fell
short. Noting what we did well highlights parts of the process with which you are at
least performing satisfactorily and with which you can rely on. As you progress, you
will find that the things you are doing well grow or expand. This is an indication that
you are improving and moving toward your goal.

Where you fell short are actions in your plan from Exercise 8.4 that you didn’t do or
you did ineffectively. In the example provided in this Exercise 8.5, the trader was working
on overcoming loss aversion and cutting trades short. He noted that he fell short by mov-
ing his stop too quickly, causing a good trade to be stopped out prematurely.

The next question asked in this monitoring form is a critical one: What caused me
to fall short? It is here that you will normally find that you were either fused to uncom-
fortable thoughts and feelings or your intuitive mind jumped into your trading and gave
poor advice. In the example, the trader was fused with the notion of starting the week
with profit. This, of course, had nothing to do with what was best for the trade at hand.

Finally, you can determine if an adjustment to your plan is needed by addressing
what can be done next time to address the shortcoming. Think carefully about what
would be helpful and be sure to apply what you have learned from this book.

Overcoming difficult trading challenges takes time and effort. Developing a plan
that incorporates our values along with mindfulness, defusion, and other techniques
is an effective way to achieve our trading goals. Monitoring your progress helps
ensure your efforts at transforming your challenges are well-directed at the specific
actions you take. We expand on all of this in Part III.

1. Fear of public speaking is very common in the U.S. population. In fact, it is reported as the most
common social fear over the lifetime, according to national survey research conducted by Uni-
versity of Pennsylvania psychologist Ayelet Meron Ruscio and her colleagues.

2. Public speaking anxiety is a form of social phobia (often referred to as social anxiety disorder).
Individuals afflicted by social phobia would be fearful of most social situations that involve people
they are unfamiliar with and can experience acute anxiety when in the company of others. People
who experience public speaking anxiety would generally not be fearful in other social situations
(e.g., going to a party, playing a team sport, meeting a friend for dinner, attending a lecture or a
concert, and other common activities that involve other people) but would experience clinically
significant anxiety when speaking in front of others. The majority of persons with social anxiety
disorder would also be fearful of public speaking,

3. Kelly G. Wilson and Amy R. Murrell, “Values Work in Acceptance and Commitment Therapy:
Setting a Course for Behavioral Treatment.” In Mindfulness and Acceptance: Expanding the Behavioral
Tradition, ed. Steven C. Hayes et al. (New York: Guilford Press, 2004), 139.

4. Georg H. Eifert and John P. Forsyth, Acceptance and Commitment Therapy for Anxiety Disorders: A
Practioner’s Guide to Using Mindfulness, Acceptance andValues-Based Behavior Change Strategies (Oakland,
CA: New Harbinger, 2005), 161-166.

abcBourselir, o @abcRoursel i) se|

201

ONIAVY.LAILLINWOD ANV dDNV.LdIDDV


http://abcbourse.ir/

abcBourselir > Gabceourselir


www.MyChart.ir
http://abcbourse.ir/

T

MAXIMIZING
YouRr TRADING
PERFORMANCE

abcBourselir o @abCBourse )


http://abcbourse.ir/

abcBourselir > Gabceourselir


www.MyChart.ir
http://abcbourse.ir/

CHAPTER 9

The Trading
Psychology
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In Part I and Part II of the book, we have looked at how our minds work and what
we can do to develop effective mental skills to overcome the psychological chal-
lenges we face in trading. If you have made the effort to complete the exercises and
have applied some of the methods presented in the book, you may now be able to
begin recognizing the mental shortcuts that affect your trading and to engage your
deliberative mind better, and you may now see the influence of cognitive heuristics
and biases beginning to subside. For traders who have become ensnared in thoughts
and feelings of fear or other strong emotions, if you have started practicing mindful-
ness, you may be able to begin defusing from those thoughts and feelings, maintain
better attention on the market, and start to take the actions that support your trades.
You are now on the track to greater success. However, overcoming psychological
challenges is only one aspect of trading psychology. For traders to maximize their
trading performance there is another very important aspect of trading psychology
traders need to know and learn: performance psychology.

So far we have dealt only with what seems to be “negative” psychology: the psy-
chology of negative emotions, unwanted thoughts, cognitive biases, and erratic
behaviors. But there is a “positive” side of psychology traders can employ in their
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trading. In fact, it is the positive psychology that can constructively help enhance
traders’ trading performance and, if pursued and developed, can lead to excellence
and optimum performance in trading. We cover “positive” psychology in Part III.

We look at the interconnected aspects of trading competency and excellence:
high-value trading actions (HVAs) and high-value mental skills (HVMSs) within the
context of a trading psychology process. What do HVAs and HVMSs mean? It is
important to emphasize that HVAs and HVMSs do not regulate emotional comfort.
They are not aimed at controlling or suppressing the stresses of trading. HVAs and
HVMSs are designed specifically to improve competency in trading.

HVAs and HVMS:s are specific actions and skills that:

m Are under the trader’s control.

= Directly relate to the process of trading,

= Enhance and expand the trader’s ability to interact effectively with the markets.
= Maximize the trader’s likelihood for improved trading results.

= Indirectly improve a trader’s emotional state and confidence when practiced and
developed over time.

In his first book on trading psychology, psychologist Brett Steenbarger describes
taking stock of his trading to correct some of his trading shortcomings and enhance
his overall performance. He used the tried and true method known as the “fearless
personal inventory” first described by Bill Wilson and Bob Smith, cofounders of Al-
coholics Anonymous. This is described as fearless because confronting one’s short-
comings takes fierce honesty and courage. Nothing is held back. Every personal flaw
is brought to light. For those suffering from alcohol abuse, this personal houseclean-
ing can mark the beginning of recovery. Steenbarger used this approach and looked
sincerely at his personal trading to uncover correctable flaws that eventually led to
improved performance. For traders, taking honest stock of their trading can help
enhance performance. You can’t just sweep under the rug the things you don’t like
about your trading and expect to become a competent trader.

One day trader, Jane, conducted such an inventory and found much to
her surprise that she didn’t understand trending conditions very well.
In a strong, intraday down move, she frequently looked for a bottom,
repeatedly buying into the falling market, and quickly getting stopped
out. Such trading often wiped out gains she made over several days.
Worse, she missed excellent trending opportunities and the large,
quick profits associated with the ‘sweet spot’ of trading. “It was only by
stepping back and honestly assessing my trading that I realized I had a
gaping hole in my trading,” she said.
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How do we conduct a “fearless personal inventory” in trading? An effective way to
do that is through looking at our trading process.

The trading process comprises the systematic steps you take or perform in your
trading. One’s trading process is of great importance in trading. Michael Maubous-
sin, former Chief Investment Strategist at Legg Mason and currently head of Global
Financial Strategies at Credit Suisse, places top value on the process of investing,
He notes that performers who maintain success in probabilistic fields are those who
pay good attention to their process. This is true in casino operations, sports team
management, professional gambling, and investing and trading. Mauboussin main-
tains that achievers in investing have more in common with achievers in seemingly
unrelated probabilistic fields than they do with the typical participant in their own
field. In other words, a successful trader will have more in common with a successful
sports team manager or successful casino operator than with the average trader. Why
is this? Because achievers in those disciplines understand it is by following a proven
process that the probabilities will play out and profits will be realized. Failing to fol-
low a clear process leaves the trader vulnerable to mental blind spots and emotion-
driven decision making. Having a solid process that you follow is one of the best
antidotes to becoming trapped by cognitive biases and heuristics. When a trader fol-
lows a trading process consisting of both HVMSs and HVAs, they are better able to

=]

avoid the mental blind spots many traders succumb to: ignoring base rates, becom- 207
ing seduced by saliency and recency effects, or lazily substituting and answering the
casy mental question. Having a process helps engage deliberative mind. Following a
specific process also helps reduce emotion-based judgments and decisions. A process
grounds you and guides your focus to what is important. To their distinct detriment,
many traders focus solely on their trade results and pay scant attention to their trad-
ing process. This allows emotions and mental blind spots to extract their toll. In con-
trast, successful performers are focused on their process rather than outcomes. What
this means is that how we make trading decisions is more critical than what we get for results.
Appraising our trading decisions with honest, constructive feedback and an openness
to learn from our errors will better prepare us to execute our trades and ultimately
improve our trading results. This is one important reason why Steenbarger took a
fearless inventory of his trading.

When we think about a trading process it is helpful to think in terms of time
frames. Trading process time frames are not the same trading time frames that trad-
ers usually think about. We are not talking about the ‘triple screen trading system’
popularized by Alexander Elder that incorporates longer-term, intermediate-term,
and short-term charting time frames to select and manage trades. The time frames
used in this trading process framework are simple and direct. They are composed of
Before, During, and After.

The Before-During-After time frames specifically relate to what we do before trading,
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are the only three areas where we can have a direct impact on our trading perfor-
mance. In fact, these are the only three areas in which a psychologist can work with
a trader to enhance his or her trading performance. A psychologist can only help a
trader’s performance by working to improve what they do before they trade, what
they do while trading, and what they do with their trading results (after trading).
This is a broad categorization with multiple aspects. Take an individual trade for
an example. We can break it down by focusing on what we do before the trade is
entered (e.g., how the trade is identified), what we do during that trade (e.g., trade
entry, management, and exit), and then how we handle the trade after it is over (e.g.,
assessing our performance and the outcome of the trade). We can also think about
this not just by individual trade but also the trading day: again, what we do before the
trading day (how we prepare), what we do during the trading day (how we manage
our attention and concentration), and what we do after the trading day is over (as-
sessing our trading, maintaining our trading journal). We can further extend this to
the trading month, quarter, year, or even our trading career.

Before-During-After allows us to break down each of these horizons (a trade, a trad-
ing day, a trading week, etc.), separating them logically to give us greater clarity
about our trading and greater control over our trading performance and our devel-
opment as traders. Let’s say we are day trading and it is now the middle of the trading
day and we are in a profitable short trade. We don’t want to now start looking for
weekly support levels as a logical exit for the trade. That would be a distraction from
our managing the trade we have on. Identifying longer-term support is a before activ-
ity, to be done when we are preparing for the trading day, not while in the midst of
a trade. When in a trade, we want to be focused on high value during activities such
as managing our trades and carefully attending to the market for signs to continue
to hold the trade or, conversely, the signal to close the trade. Likewise, when in the
trading day, our job is to find solid trade opportunities. It is not the time to think
about what we might have done better on the last trade we took that ended in a loss.
That is an after activity, to be undertaken calmly and objectively once the market has
closed, not during the course of the trading day when we are looking for and mak-
ing trades. We can’t effectively evaluate a trade when our attention is called upon to
read the market, identify trades, and manage our trades. Before-During-After helps
us locate our attention and channel our consequent activities in a high-value way. It
frames a process we can adopt to enhance and maximize our trading performance.

When we make this separation into before, during, and after, what we want to
think about in the Before time frame is the idea of High-Quality Preparation (HQP).
There are certain things we can do in terms of our preparation, including activities
we can focus on and engage in that are of high value to our trading, as well as mental
or psychological skills relating to preparation that can be developed and that are also
of high value to our trading. We’ll briefly discuss the high-value activities and go into
considerable depth on the mental skills associated with High-Quality Preparation.
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Similarly, the During time frame is all about Effective Trading Execution (EE), and
we will discuss the associated high-value activities and mental skills of Effective
Execution. Our After time frame involves the psychological skills and activities of
Constructive Self-Assessment (CSA). It is in this time frame that we intentionally
evaluate our trading performance.

Once we understand the HVMSs and HVAs within each of the time frames, we can
then assess ourselves on each domain and determine where we are strong or weak.
From here, we can take steps to enhance our trading performance and our personal
self-development. Not only do we have an inventory of HVMSs/HVAs and proce-
dures to benchmark our trading performance, this same inventory also gives us a highly
effective and practical process to follow. In this chapter we will focus on the mental
elements and activities of High-Quality Preparation. Chapters 10 and 11 will be de-
voted to Effective Trading Execution and Constructive Self-Assessment, respectively.

Table 9.1 illustrates how the trading psychology framework is divided into the
three major areas: High-Quality Preparation, Effective Execution, and Constructive
Self-Assessment. Each of the three major areas is further divided into high-value
mental skills. High-Quality Preparation, for example, is subdivided into the HVMSs
of: Perspective, Personal Awareness, Self-Motivation, and Mental Discipline. We dis-
cuss each of these mental skills along with the specific trading activities that together

S

form the process of High-Quality Preparation in this chapter. As we go through the 209
details and discuss these HVMSs, think about how you might rank yourself on each
of them. How consistent are you in each? The closer you score yourself to being fully
consistent, the more dialed in you are for that high-value mental skill. Less consis-
tency suggests you have some work to do in that area. The idea is to measure where
you are in each of these mental domains. For each of the next three chapters, you
are provided with a set of questions you can use to assess yourself in each of these
important areas. These self-assessment tools come at the end of each chapter. Keep
in mind we are evaluating ourselves in terms of mental and psychological skills spe-
cifically relevant to the mental side of trading and the trading process.

The credit for this framework belongs to Charles Maher, sport psychologist for
the Cleveland Indians Major League Baseball team and professor emeritus at Rutgers

.00 88 High-Value Mental Skills of the Performance Psychology Time Frames

Before During After

Psychological Time Frame  High-Quality Effective Execution Constructive Self-
Preparation Assessment

High-Value Mental Domain Perspective Self-Confidence Self-Esteem
Personal Awareness Emotional Intensity Performance Accountability
Self-Motivation Focus Perseverance
Mental Discipline  Poise Continuous Improvement
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University’s Graduate School of Applied and Professional Psychology. He developed
this framework through his work with collegiate and professional athletes and pro-
fessional sports teams and taught it to graduate students in psychology at Rutgers
University, where I studied. I have adapted it for the trader, adding to it and modify-
ing it somewhat for the specific context of trading, but the Before-During-After frame-
work came from Charlie.

B High-Quality Preparation

Before we start taking trades and before we start the trading day if we are day trad-
ing or the trading week if we are a swing trader, we engage in the core psychological
principle of High-Quality Preparation. To a very significant degree, preparation equals
performance. In other words, what we do to prepare for trading will be of substantial
benefit to our actual trading. There are four high-value mental skills that form the
basis of High-Quality Preparation. There are also specific HVAs that we can perform
in the Before time frame of High-Quality Preparation that will be of substantial ben-
efit to our trading,

When a trader has a clear approach and a clear process along with a defined set of
procedures to prepare for trading, that trader will be better off both emotionally and
performance-wise than those who lack these crucial essentials. If you can prepare your-
self for trading the High-Quality way, that is, following a process, you will be standing on
firm sands. You will be grounded and your process will keep the sands from shifting out
from under your feet regardless of what the market does or how a trade turns out. As we
noted above, process is key to those who operate within a probabilistic field, and trading
is all about probabilities. When operating within a probabilistic field, it is consistency in
the steps we take that will allow for the probabilities to materialize. When traders fail to
follow a process and instead follow their gut, what their mind is telling them at the mo-
ment or how they feel, they end up missing trades, taking poor trades, overriding their
system, cutting winners short, supersizing their position, holding when they should exit,
and a whole host of other actions that fall under the category of erratic trading, Trading
like this ensures that the probabilities of your trade setups or trading system will not play
out. Without a solid trading process, every time you experience a loss or the market does
something unexpected, you are subject to flounder. Having a clear approach and process
is analogous to navigating by a GPS tracking system. You can lean against it and under-
stand where you are when things get tough. Most importantly, it will help you further
develop your trading knowledge, skills, and abilities when applied correctly.

At the heart of High-Quality Preparation are four high-value mental skills: per-
spective, personal awareness, self-motivation, and mental discipline. In addition,
there are a range of associated, high-value trading actions. We detail both in this
chapter.
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Perspective

Perspective refers to how you view your trading in relation to the important roles
and commitments you have made in the rest of your life. Balance is the key idea
here. Trading places significant demands on the trader in terms of time and energy.
Not only does the active trader work before the screen for much of the day, he or
she also spends time and effort after the markets are closed to review performance,
study charts, do research, scan markets, and develop plans for future trades. How
one separates and balances the demands of trading with other important aspects
of life is just as important as studying the markets. The trader who is clear on her
roles along with the demands, expectations, and obligations as spouse, partner, par-
ent, friend, sibling, daughter, employee or employer, student, community member,
member of a spiritual community, and other important roles she may occupy as
well as her role as a trader will be better off mentally and emotionally than those
who are not clear on how trading is balanced with the rest of one’s life. Educator
and author on leadership and excellence Stephen Covey together with Roger and
Rebecca Merrill have written on the importance of clarifying roles. People who
have a clear sense of their roles and a strong sense of perspective are able to deal
with events more effectively as they have the capacity to put them in their proper
mental and emotional place. Overall direction and a peace of mind can come from
this clarity, while frustration, anxiety, and the feeling of being overly burdened
by claims demanded by one’s roles can be the result if one is not clear and able to
partition them.

Michael is an experienced day trader in the currency markets. His el-
derly mother recently moved from her home to a nursing home due
to failing health and declining mobility. It was a difficult decision, and
Michael was reluctant to take this step, although he knew it was nec-
essary. Michael was distressed at seeing his mother enter the nursing
facility. He thought about her constantly. He was concerned about her
health and wondered if she was all right and whether or not she was
happy. He also felt pangs of guilt. As a result, his trading suffered. He
missed trades, became distracted while in trades and managed them
poorly, and made thoughtless mistakes. “I can’t stop thinking about my
mother,” he said. “I worry about her and, of course, this is affecting my
trading.”

Michael’s roles of being a son and a trader were clearly out of balance.

Being able to mentally park outside demands and concerns is a critical mental skill
and part of the balance called for in perspective. As much as we need to be clear
about our various roles, we also need to be able to separate our personal matters and
concerns from trading so that we can trade with a clear and focused mind. Mental
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parking means that we separate from and set aside our other roles when we take on
the role of the trader. Later, when trading is finished, we can pick up our parked roles
and mentally park trading. Michael was unable to mentally park his concerns about
his mother when trying to trade. For Michael, it would have been better to forego
trading a few days until he was satisfied that his mother was in good care rather than
try to trade through a difficult time. Once over the initial shock, specific steps could
be taken to manage ongoing concerns. Simple scheduling of brief phone calls would
help address his needs and allow him to actively park his familial concerns when he
was engaged with the currency markets.

Even minor things can be disruptive. At the end of the trading day you turn your
attention to your journal and begin to prepare for tomorrow. The phone rings and
a friend asks, “Do you want to go out for a drink?” On the one hand, you have your
preparation for the next trading day; on the other hand, you have the promise of a
good time with a friend. You have a choice to make. Can you mentally park what isn’t
going to contribute to what’s important to your trading and do what you need to do
when you need to do it? Being aware of our various functions and responsibilities,
making time for their demands, proactively managing them, and being able to men-
tally park concerns outside of trading are all part of perspective.

Everyone experiences distractions, of course. We want to be able to develop the
ability to mentally and emotionally manage distractions so that they do not affect
trading. Can you come into your trading room ready to trade and not be thinking
about other aspects of your life? Mindfulness helps substantially in this regard. Mental
parking is an application of mindfulness. Thoughts and feelings unrelated to trading
are acknowledged, evaluated for their urgency, and, if not critically and immediately
important, we set them aside and mindfully turn to the trading task at hand. This
requires clarity of your roles, making the commitment to leave nontrading concerns
outside the trading room, focusing your full attention on trading tasks, and then
picking up your personal cares and interests and parking your trading as you leave
the trading desk. Formal mindfulness practice will help build the mental muscle
needed for mental parking. We have more examples of the essential HVMS of mental
parking a little further in the chapter.

Part of perspective and the process of managing distractions is to understand your
values, know what is important to you, and have clarity on how trading fits into your
life and how it also supports the other important areas of your life. It helps to have
a defined vision of yourself as a trader as well as your vision of yourself as a person
with all the other important roles you play in addition to being a trader. You identi-
fied your vision of yourself as a trader by describing why you trade and the values
you hold as a trader in Exercise 8.2 in Chapter 8.You can do the same for other im-
portant roles in your life. Creating a “mission statement” for yourself by identifying
two to four key things you want to experience in that role and what you want to be
known for or remembered for in that role will help you clarify those roles. Just as
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in trading, we can evaluate our actions by how well they hold up to and harmonize
with our values and mission. Those actions that are not in sync with our values can
be dropped or changed.

Trading is not the only important commitment in our lives. Attention needs to
be paid to other important roles, too. Being clear on those roles, what you want
from them and how they bring meaning to your life will help you do this efficiently
and effectively. It also helps avoid one role having a distracting or otherwise nega-
tive influence on other areas of our life. It is a part of overall balance all traders
need. True clarity on why you do certain things, why it is important to you, and
how it fits with the rest of your life is one of the ingredients for high achievement.
This perspective is an important Before activity for those who want to excel: see
Exercise 9.1.

Exercise 9.1 will help you to clarify your roles and sharpen your perspective. This
form provides a format for you to identify important roles in your life, what matters
to you in that role, and HVAs associated with that role which you want to devote
attention and effort to in order to maximize your experience in that role and to get
what matters to you from that role. Two examples are provided. Begin by identifying
all the important roles you have in your life. Under the column What’s Important to Me
list two to four things that you value or that matter to you in that role. Under HVAs,

Exercise 9.1 Important Roles in My Life

Role What’s Important to Me High-Value Actions

Example 1: Father Being a good role Actively showing interest in
model and creating their lives (e.g., attending
a loving family school plays and sporting
environment for my events they are in); be a
daughter and son good listener and provide

appropriate guidance

Example 2: Friend Connecting with Be available for friends when
others in a meaningful needed; pitch in and help
way; have a strong organize and participate in
social network social activities
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list two or three activities you can do to help you fulfill that role in a quality way and
help bring about and actualize the values you hold dear in that role.

Trading Perspective

For traders, part of perspective also involves your view of the market. How will
you trade it? What is your understanding of important market structure, like trends
and trading ranges, and how do you define these? Where do you locate trades? What
is your trading edge and where do you find it? What markets and time frames are
you trading and how frequently are you in them? Are you basing your trades off
support and resistance, price action and volume, candlesticks, indicators, fundamen-
tal benchmarks, or some combination of these? What are your money management
practices, both for protecting your capital and for increasing position and account
size over time? In other words, what is your trading plan?

You trading plan reflects your personal perspective of the market and how you
will trade it. It is a foundational component of your trading that can change over time
and experience, but should be your compass on how you view the markets, how you
assess them, and how you extract money from them day to day. Your job as a trader
is to find, execute, and manage high-quality trades.You need to be very clear on how
you do this; if you are not, you will be subject to the vagaries of the market and the
vagaries of your emotional state, both of which will change from day to day. Jason
Alan Jankovsky, a well-known Forex trader and trading author, states that having a
trading plan is a must for a trader. He writes that when he considered the various
traders he had met or known and compared winning traders and the losing trad-
ers, he found that most were about equal in their knowledge of the markets and the
skills they brought to bear on their trading. What differentiated the winning trader
from the losing trader, however, was one thing: the winning trader had a trading
plan. The winning trader had a clear perspective on how to trade the markets. The
well-crafted trading plan, according to Jankovsky, helps to protect the trader from
becoming reckless and from taking low probability trades. It also addresses what to
do and what not to do when the unexpected happens. Overall, having a trading plan
reflects your perspective of the markets and provides a set of guidelines for how you
interact with them.

Another component of perspective for traders involves the ability to think in
terms of probabilities. Every trade we take is a probabilistic event. Every trade—
regardless of how good it is—has a probability of a winning result as well as a prob-
ability of a losing result. No trade setup escapes this. Because of this, traders must
adopt a perspective about the market and their trading that is based on probabilities.

Many traders do not adopt a probabilistic perspective on the markets and their
trading. They think in opposite terms. They want every trade taken to be a win-
ner. This is understandable. We want to produce winning trades. We would like it if
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every trade taken turned out a winner. But this is not realistic. More importantly,
thinking non-probabilistically directly and negatively impacts trading performance.
Recall from Chapter 1 that neglecting base rates—that is, trade probabilities—is a
cognitive error and a hallmark characteristic of the intuitive mind. This kind of think-
ing leads traders into erratic trading behavior such as taking unskilled steps to avert
losses. It also keeps the trader focused on trade outcomes instead of his or her trad-
ing process. In trading and other probabilistic fields of endeavor, a results orientation
undermines performance. Caring only about whether each trade is a winner or a
loser with a strong bias toward a winning result causes us to act in ways to try and
ensure a winning outcome. But those actions almost always run counter to our best
interests as a trader and, most often, the best interests of the trade.

Traders want to think in terms of probabilities for every trade. As Mark Douglas
and Hong Kong trader Ray Barros have pointed out, there is a paradox we need
to understand when it comes to probabilities in trading. The paradox goes like this:
For any given trade, we can never be certain about its outcome when we first put
on the trade. It may turn out to be a winning trade or a losing trade. The outcome
of every individual trade, therefore, is uncertain. In contrast, over a large number of
trades, that trade’s edge will prevail. A trade setup, for example, may have an edge of
60 percent. This means that on average 6 out of 10 trades will be winners and four
will lose money. This is the trade setup’s base rate. When putting on that trade, we
never know whether this particular trade will result in one of the six wins or one of
the four losses. We just can’t know that in advance. But if we trade this setup con-
sistently, and make, say, 100 trades over time, then our edge should prevail and we
will have 60 winning trades and 40 losing trades. If the trade setup has a large win
when it does succeed and a comparatively small loss when it doesn’t, we will have a
positive expectancy and a net profitable setup. Therefore, we want to take that trade
cach time it sets up according to its criteria. We want to be on the right side of the
paradox and the right side of the law of large numbers. When traders are focused
on whether this trade will be a winner or a loser (i.e., the trade outcome), they are
operating on the wrong side of the paradox. And the wrong side is the scary side
because, as we said before, we can never know whether any given trade will be a
winner or a loser. We can never know its outcome. When our focus is on the trade’s
outcome and we want it to be a winner, we are thinking unrealistically and our ac-
tions are likely to be erratic. Therefore, the proper attitude is to be on the side of the
paradox that says, over a large number of trades, the edge will prevail. Adopting this
perspective is the same as “think like a trader,” as shown in the research we discussed
earlier on loss aversion. When study participants were instructed to “think like a
trader” and that the sum of their trades was more important than any one trade,
they were being instructed to keep their mind on the right side of the probabilities
paradox and think about their edge playing out over a large number of trades. They
did better than those not so instructed, significantly reducing the normal tendency
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toward loss aversion. That is why it is so important for traders to consciously em-
brace thinking in terms of probabilities and thinking in terms of process rather than
outcomes as a critical part of perspective.

Personal Awareness

Personal awareness is the second mental skill in Charlie Maher’s performance model
of High-Quality Preparation. Personal awareness is about understanding your cur-
rent strong points as well as your current limitations in all areas that affect your
trading performance. You will be at an advantage when you are clear about the areas
where you are strong and the areas where you are not so strong. Lacking this clarity,
you run the risk of misleading yourself. Without a clear understanding of your cur-
rent strengths and limitations, you are likely to believe you possess strengths where
you do not. This, of course, can be costly in the markets.

A strength is something you do that is above average. It is a skill or ability that you
can rely on and expect it to produce positive results. A limitation is something that
keeps you from functioning effectively. You are below average here. A limitation is
also something that, if overcome, will make you a more effective trader. A limitation
that can be overcome with planning and effort through the development of addi-
tional knowledge, skills, or abilities becomes a developmental need.

In areas where you do fall short, you also want to distinguish between things you
can avoid and not do and things that are a problem and need to be addressed. It is
always easier and more efficient to simply avoid the things you don’t do well if you
can. It is always harder to change as change always takes energy and effort. If you
can steer clear of a limitation and staying away from it does not adversely affect your
trading, then this is the best route to take. Here’s a case example:

Emil is an active trader with a chief focus on select futures markets. He
concentrates primarily on the S&P e-minis, crude oil, and the Euro cur-
rency markets in his day trading. He has a solid trading plan and a good
understanding of market behavior. He recognized, however, that he was
not producing the kinds of returns that reflect his trading knowledge,
skills, and abilities. He was falling short. His assessment of his strengths
and limitations revealed a few limitations, but one thing stood out promi-
nently. In his day-to-day trading, he found that he made good trades dur-
ing the morning sessions, but during the afternoon sessions he became
careless. Much of what he made in the mornings was given back to the
markets in the afternoons. By becoming aware of his strengths and limita-
tions, he learned that although his skills were strong, he simply got tired
in the afternoons and his concentration suffered. His trading became ca-
sual and sloppy. Emil stopped making trades in the afternoons, avoiding
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Exercise 9.2 My Current Strengths and Limitations

Use an asterisk to denote whether the limitation is something you can easily avoid or
if it is a developmental need.

Current Strengths Current Limitations

Mental

Technical

Other Considerations

his limitation, and traded only during the morning sessions. Even though
he traded less, Emil’s overall profitability increased substantially.

Assessing one’s strengths and limitations can often reveal insightful information as
in Emil’s case. Another trader who conducted this self-assessment immediately rec-
ognized that he is easily enticed by other trading methods even though he had a good
knowledge of what works in the markets for him. Viewing this as a shortcoming to
avoid, he applied the mindfulness skill of mental parking to remain focused on what 217
was productive and to stay away from other new indicators and methods as they were
essentially a distraction.

Use Exercise 9.2 to assess your personal strengths and limitations. When assessing
your strengths and limitations, write down trading related mental and technical skills
and abilities that you do well and things that need work. Under mental skills and abili-
ties, consider your mindfulness skills and abilities at mental parking. Also consider
how well you can hold a trade to its logical conclusion. Can you stick to your trading
plan? Are you able to set aside losing trades? Can you maintain an overall even mental
keel while trading? After you have completed the remainder of this chapter along
with Chapters 10 and 11, return to this exercise so you can include your abilities in
each of the mental domains we are discussing within the Before-During-After matrix.

For technical strengths, consider such things as identifying choice trade setups, being
clear on entries and exits, ability to manage your trades while they are happening, your
understanding of market behavior, level of expertise with respect to indicators you use,
your abilities at trading in multiple time frames, and other technical considerations.

In the Other Considerations category, include things like social and family support
(e.g., do you have good communication with your spouse or partner regarding
your trading; how are you at sustaining your significant other’s support), physical
strengths and limitations (fitness, ability to sit in front of the screen), physical health,
nutritional habits, and anything else that may affect your trading that does not fit into
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You need not be elaborate and overly detailed with this exercise. Just jot down
the things that come prominently to your mind. Ask yourself, “What are my strong
points mentally, technically, and otherwise? What can I rely on? Where do I have
limitations mentally, technically, and otherwise? What do I need to work on?”

One caution to note in this exercise: Don’t overlook your strengths. It is impor-
tant to know your strengths as this knowledge has utility. You know you can rely on
them. When a situation arises that calls upon one of your strengths, you can act with
confidence. Limitations may be difficult to see and even more difficult to accept for
some traders. It requires an open-mindedness that allows you to identify where er-
rors are frequently made and also allows you to learn from the experience and not
get down on yourself. A trader who previously played on the tennis pro circuit once
said that when playing tennis, you could always tell who the most promising players
were not by their strengths, but by their response to their limitations. When recog-
nizing a shortcoming, these players didn’t try to sweep it under the rug or hide it
in any way. In fact, they responded in just the opposite manner. Upon recognizing
a weakness, they went to their coach and said, “I'm having this difficulty. How can I
get over this? What can I do?” Instead of getting down on themselves for discovering
a weak point in their game, they got excited. They were excited because they knew
they now had something by which they could improve. If they worked in this current
limitation, they would better their skills and abilities in that regard and have a better
overall game. Unlike many, top players are happy to discover personal shortcomings.
Now they have something to work with. It is the same in trading.

As discussed, limitations need to be divided into things that you can practically
avoid and things you need to work on. Those things that are adversely affecting your
trading and that can’t readily be avoided become a developmental need. A develop-
mental need will relate to a current shortcoming in a trader’s knowledge, skill set,
or ability. Let’s say, for example, that in your personal assessment of your current
strengths and limitations, you realize that you tend to hold trades too long, looking
for a home run, rather than taking profits when the trade is showing signs of a rever-
sal. This is something you really can’t avoid. If you can change this behavior, it will be
of significant benefit to you, both profit-wise and psychologically. You’ll make more
money and feel better about your trading. Importantly, this is also something that
is within your control. You can take corrective action. This is a developmental need
that can be turned into a developmental goal, which we discuss in the next section on
Self-Motivation.

Self~-Motivation

Trading isa tough business. There is a fair amount of adversity and you need high levels
of motivation to be able to sustain yourself when the chips are down and the market
isn’t offering trade opportunities or you’ve just had a series of losses. Motivation is
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a state that changes all the time. Have you ever wanted to lose weight or get fit?You
get a little inspiration, maybe join a gym and buy some new exercise shoes, and for
a few weeks you are there every other day working out. But, then, something hap-
pens. Maybe you get overly tired, or other things take priority. You get off schedule
and suddenly a month or two later finds you no longer on the path of fitness. You’ve
stopped going to the gym. What happened? As we discussed in Chapter 8, making
changes like this require numerous daily decisions over a long period of time. You
were inspired at first, and this gave you the impetus to get started. But, motivation
ebbs and flows. You didn’t sustain the same level of motivation. Perspective helps
in this regard. Being clear about what you are all about helps when things don’t go
swimmingly. You also need the proper goals.

Self-motivation comes from our willingness and ability to commit to a process of
setting important, relevant goals directly related to our trading and pursuing them
with enthusiasm and dedication. This applies to both short-term and long-term
goals. Simply put, motivation that is sustained day after day and week after week
comes from the proper goals we set for ourselves, pursuing them, and in our pursuit
making progress and becoming better and better.

A proper goal is a vital concept. You will recall that earlier I mentioned sport and
human performance psychologist Zella Moore studied some of the traditional meth-
ods used in sport psychology and found that many of the traditional methods— 219
including goal setting—are best considered as “experimental.” There isn’t much
empirical evidence that traditional goal setting (as well as some other well-worn
methods) significantly improves performance. Simple goal setting, therefore, is un-
likely to enhance trading results. So why are we discussing setting goals? Because it is
the type of goal you employ that is important. If we set simple goals that are related to
trading outcomes, we are unlikely to achieve more than we already do. For example,
if you are making $1,000 a week in your day trading activities, setting a goal to make
$1,200 next week is unlikely to increase your performance such that you actually
reach the goal and make $1,200 next week. This is an outcome goal and outcome
goals are not the kind of goals we are interested in.

The type of goal for traders to focus on is a process goal. Process goals are vastly
different from outcome goals. An outcome goal is associated with a number, a sta-
tistic, or a result. Here are some examples of outcome goals: achieving four points a
day; making $10,000 a week; generating an average win rate of 65 percent on your
trades; making a certain number of winning trades a week; producing a profitability
expectancy of xyz per trade; and similar goals. All these are about results. While it is
useful to maintain such metrics, turning measurements into goals has little value to
the trader wishing to improve performance. A main reason for this is that we have
very little direct control over them. If we have a goal, for example, of making five
S&P points a day, it will be very hard to achieve that goal if the market we trade is
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Market volatility expands and contracts. There have been low volatility periods—
sometimes lasting weeks and even months—in the S&P futures market where the
average daily range narrowed and it was difficult to consistently earn a few points a
day. If your goal was to take five points out of the market each day, you would have
found it extremely challenging to reach. Because we have such little control over
outcomes, goals like this can actually have dark-sided results. When a market isn’t
trading in a way that supports your outcome goal, you may try to compensate with
your actions by overtrading it or taking unwise risks. Poor results are then likely and
this can affect you psychologically. If your focus is on things outside of your con-
trol—such as the market’s behavior, the profit you make, your win/loss ratio, your
judgments about what other traders are doing, and the like—you can place yourself
on an emotional rollercoaster that adversely affects your motivation as well as your
trading. Obviously, we don’t want our goals to be inducing these kinds of problems.

Rather than setting outcome goals which have uncertain efficacy, we want to set
process goals. A process goal is entirely within the trader’s control. It involves devel-
oping your knowledge, skills, or abilities, not trade results or statistical outcomes.
A process goal helps you develop as a trader. When you have assessed your current
strengths and limitations and have identified a current limitation that needs to be
addressed, you have identified a developmental need. The next step is to create a
process goal that will help you build your knowledge, skills, and abilities related to
that need. This is how we become better as traders and how we achieve excellence
in trading performance. Process goals that address a developmental need are called
developmental goals, because they aid in your personal development as a trader. All of
our goals should be developmental goals.

There are probably an infinite number of developmental goals that can be con-
structed. As long as the goal addresses a current performance limitation and is ori-
ented to the process of trading, it is a proper goal. Let’s say that when you took
stock of your current strengths and limitations, you noted that you have a tendency
to enter trades too ecarly. The trade setups are sound; you just jump the gun before
entries are triggered. Because of this, you often sit through an uncomfortable period
as the market completes its last move. Sometimes, the trade is under water and you
may close it at a loss only to see the trade trigger shortly thereafter. It is frustrat-
ing and it costs missed profits and the occasional loss. This is a clear developmental
need. A process goal for this developmental need might be structured in two parts.
First, you conduct research on all trades you entered over the past six months and
determine the best entry trigger. It might be a specific type of price bar, a break of
the last price bar’s high or low, a specific indicator value, or some other relevant trig-
ger. Whatever entry trigger you decide upon, you are process oriented and building
your knowledge about solid entry tactics. Second, you put this into practice. Armed
with distinct knowledge about how to best enter your trades, you focus day by day
on waiting for your specific entry and take the trade at that point. Again, you are
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process oriented. You gauge your performance not on whether the trade is a winner
or how many points or pips you make on the trade, but how you entered the trade. Here,
you are building knowledge and skills with respect to trade entry and you are build-
ing your ability to wait for your entry to trigger. This, in turn, builds your ability to
overcome a current limitation. This is what process is all about. The more the trader
focuses on and strives to improve what can be controlled, the better the trader is
likely to be. Do this, and see your performance improve. The trade results will take
care of themselves.

Let’s go a little deeper on developmental goal construction for some sound guide-
lines on how to put them together so that you begin to not only correct current
limitations but maximize you performance ability. All goals should be put into the
format originally created by George Doran, business consultant and management
author. The format is known as the SMART Goal. The acronym stands for:

S — Specific: the goal should be stated in specific terms and be about a skill, ac-
tion, ability, knowledge, or some other aspect of your trading.

M — Measurable: The goals should be able to be stated in such a way that you
can easily monitor and measure your progress toward achieving them. This is
of particular value because if we are seeing that progress is not being made, we
will know this quickly and can make adjustments. Frequently, our measure-
ment will simply be whether or not the task or action occurred or it didn’t.

A — Attainable: The goal should be able to be realized by the trader. The goal
may involve instruction, practice, coaching, and other forms of learning, but at
some point the trader should be able to achieve the goal. Therefore, we want to
have goals that are reasonably reachable. Avoid setting unrealistic goals that are
unattainable or very difficult to achieve. While you may eventually achieve ex-
treme goals, it is far better and far more motivating to break down large goals
by setting and realizing a series of incremental, reachable goals.

R —Relevant: The goal should be applicable and appropriate to your trading. The
best test of this is that once attained, the goal will contribute to and enhance
your trading performance.

T —Time-bound: Achievement of the goal should occur within a reasonable
time period. It is discouraging to have goals drag on with little progress being

seen.

Let’s look at a few examples of SMART trading goals. In Chapter 8, we discussed the
mechanics of overcoming challenging trading situations involving mental and emotional
reactions. We will frame one of the examples from that chapter into a SMART goal.You
will recall that Ammar wanted to change his unconstructive behavior of increasing po-
sition size to make up for a recent loss. His plan involved taking a break from his trading
desk after a losing trade and engaging in productive exercises that remind him of how
he wants to behave on the next trade. We can state this as a SMART goal:
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Over the next four weeks when I have a losing trade I will:

1. Acknowledge that I am now vulnerable to increasing position size on the next trade.

2. Leave my trading desk and do a 10-minute acceptance exercise.

3. Affirm my commitment to my trading values and how I want to act, even if I feel
differently.

4. Place the properly sized position on the next trade.

[ will do this after losing trades at least 70 percent of the time.

In terms of the SMART goal framework, it clearly meets the S criterion. It is quite
specific. He will do three specific things after a loss. It can also be readily tracked
and measured. As part of the goal, Ammar states that his objective is to achieve a
minimum threshold of completing the specified mental routine and properly sizing
his next trade after 70 percent of all losses. This seems reasonably attainable and he
will clearly know whether or not he has achieved his goal. Ammar’s goal is also highly
relevant to his trading. Not only does his current limitation, reflected in his develop-
mental need, cause him distress, but he trades outside the bounds of sound money
management. Correcting this current limitation will serve to enhance his trading
performance. Finally, the goal is time-bound. There is a specific period of four weeks.

Note also that this is clearly a process goal. Ammar does not have a “numbers”
goal. It is not related to money won or improving his win rate or any other outcome
goal. His goal has to do with what he can control: his actions. If Ammar works on
the process he has developed to maintain sound money management in sizing his
positions and achieves his goal, it will add to his trading performance. He should see
positive results in his trading and in his stress levels over time.

We will discuss two additional SMART goal examples. The first concerns a trader
who had difficulty exiting trades. She got into trades fine, but frequently thought
they would run farther than they did. She thought she would be leaving money on
the table, but often had to give back profits. Here is her SMART goal:

I will establish a logical profit target for each trade. I will exit at least
half of my position at the target. If I decide to let a portion of my trade
run, I will employ Welles Wilder’s parabolic SAR trailing stop to pro-
tect profits already made. I will do this on at least 80 percent of all
trades over the next 20 trading days.

We can see that this trader’s goal meets all the criteria of a SMART goal. It is
specific in what she will do. It can be measured by recording whether or not she
followed the goal’s steps. It is a reasonably attainable goal in at least two respects.
First, she is looking to achieve her goal on 80 percent of her trades. Although this is a
substantial majority of trades, she isn’t looking for 100 percent, at least in this initial
goal. She can fall short 20 percent of the time and still be within the goal’s criteria.
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is making strong progress. Secondly, she may hold one-half of the position for greater

gains. These two features render it an incremental goal that she should be able to at-

tain. The goal’s relevance should be obvious: she will enhance her trading by learning

to sharpen her exit skills. And, finally, her goal is bounded by a 20-day time period.
Here is a slightly different SMART goal written by a day trader:

Each night, I will review the markets I trade and assess them for tomor-
row’s trading. Each night, I will identify the location of the first trade
of the day for tomorrow. Within four months, I expect to be able to
pre-identify the first trade location 60 percent of the time.

All the criteria of a SMART goal are included. See if you can identify why it is
SMART. Note again that this trader has set a goal related to the process of trading—
in this case, it has to do with preparing for trading the night before. Preparation is an
integral part of a successful trader’s process. Again, the goal is not looking to increase
profits or make a higher win rate. The goal is about preparing to trade with a specific
objective: identifying tomorrow’s first trade area. This is highly relevant. If the goal
is reached, this trader would be determining the first trade of the day on three out
of five trading days each week.

Developmental goal setting along with the hard work needed to realize the goal is 2

N

3
what addresses a trader’s developmental need. The application of SMART develop-

mental goals will help increase and sustain a trader’s motivation. Setting appropriate
goals to tackle personal challenges can make a real difference in the trader’s per-
formance. By working on the goal the trader sees steady progress being made, and,
ultimately, meets those challenges in a timely way. All this not only helps sustain our
motivation, but makes us much better traders.

Mental Discipline

The last mental domain in the Before framework is the mental domain of mental dis-
cipline. Sometimes, we refer to it as willpower. The terms are interchangeable. The
idea of mental discipline is probably different from what you might imagine it to be.
It is not enough to merely be strong mentally. In fact, that misses the point entirely.
Traders who try to be robotic and mentally impervious will quickly find themselves
in difficulty. We’ve discussed this throughout the book. In this framework, mental
discipline does concern mental strength, but in a specific way. Mental discipline at its
basic level is about the ability to follow a plan.

We have already discussed the necessity of a trading plan. In part, the trading
plan informs your perspective on the market and how you will trade it. Your trading
plan is also a significant part of mental discipline. Failure to follow a trading plan is a
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the sole criterion of a trading plan.You need one and you need to follow it. But there
is more to willpower than merely following a trading plan.

Mental discipline is really about following a process, not just a trading plan. We are
detailing a process here that successful traders as well as successful performers in other
professions follow. This is the Before-During-After process where we logically separate
high-value activities and the associated mental skills into what we do before trading,
what we do during trading, and what we do after trading. Mental discipline, then, in-
volves a commitment to preparation that results in a plan, following through on your
plan, adjusting when your plan isn’t working, and learning from both your successes
and your mistakes. New learning then becomes a part of your preparation, which flows
into execution, which you then evaluate and again make whatever adjustments may
be necessary, which then flows into your preparation, and so on. This is the trading
psychology process. Our willpower helps us commit to and follow the trading psychol-
ogy process. It takes willpower to engage in the activities of High-Quality Preparation
before trading. It also takes willpower to engage in the HVMSs and HVAs of Effective
Execution during trading. And, finally, it takes willpower to assess your trading perfor-
mance in an objective way (Constructive Self-Assessment) so that you can use that data
to identify developmental needs and create SMART goals for continual improvement.
This is the process of excellence in trading, It is available to anyone who follows it.

In the Before time frame, mental discipline is directed at pre-trading activities and
routines that help ready you for trading. Such productive pre-trading activities can in-
volve analyzing the markets you trade for support and resistance, signs of distribution
or accumulation, the market’s overall structure, and the current trending or conges-
tion characteristics. Developing a game plan for the next day’s trading (for day traders,
or next week’s trading for swing traders) is a High-Value Activity every trader should
carry out. This would include the anticipated direction of the next trading period and
key areas where a trade is likely to set up. Other High Value Activities in the Before time
frame include such things as researching market behavior and trade setups, practicing
trading, learning the key characteristics that appear as a market is about to turn, and
other activities related to your trading that help you build your trading knowledge,
skills, and abilities and that can later be put to use during trading,

In the During time frame, mental discipline is measured by the trader being able to fol-
low through on the game plan developed the night before. This doesn’t mean that if the
game plan turns out to be wrong, that the trader stubbornly refuses to adjust. Making ad-
justments as needed is a feature of mental discipline. We are disciplined in that we look to
execute our plan and not become cavalier or erratic in our trading, But it also implies that
we be mentally flexible. No plan devised the night before will hold up 100 percent the
next day. Often, if we are skilled in reading the chart, the game plan will provide a good
map of tomorrow’s trading. But many times it won’t. We may have to throw it out right
at the open. That’s okay. This is actually the beauty of having a game plan. You know right
away whether it is working and also if it is not working, When it isn’t working, you adjust.
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Here is a typical example of making adjustments. Last night, you viewed the mar-
ket as being weak.You developed a game plan to sell the market short around today’s
high. The next day, however, the market does something unexpected. Instead of fail-
ing at the high, it pushes right on through. Immediately, you know your game plan
is wrong and you adjust accordingly. Thus, instead of shorting yesterday’s high, you
look to buy the market as it comes back to test that high. The discipline comes in
tracking the market against your game plan however the market acts the next day.
We use the game plan as a guidepost and exercise the mental discipline to evaluate
the market against it and then take the appropriate action.

Mental discipline also means adhering to our overall trading plan. We want
to trade only within the context of the markets, trade setups, money manage-
ment parameters, and other strictures we have established in our overall trad-
ing plan. Traders who find themselves frequently abandoning their plans have a
developmental need to improve their mental discipline. The exercise in Chapter
8 together with the SMART goal format described above provides guidance on
how to deal with lapses in mental discipline. We discuss this in more detail in
the next chapter.

Finally, mental discipline is seen in the After time frame by committing to
review trades taken and missed, maintaining our trading journal, and, as we will

N

discuss in Chapter 11, assessing our trading performance. Mental discipline is 225
reinforced by keeping good records and committing to a disciplined approach
and routine after the trading is over by understanding the value of constructive
self-assessment. You can see that mental discipline is more than just adhering to
a trading plan. Mental discipline in trading is about maintaining the Before-Dur-
ing-After process of High-Quality Preparation, Effective Execution, and Con-

structive Self-Assessment.

The Daily Mission

One aid to maintaining mental discipline while trading is to prepare a daily mission.
This is a concept borrowed from sport psychologist Ken Ravizza. The daily mission
is a brief statement about your performance goal for the day.

Thorsten sometimes hesitated on pulling the trigger on his trades.
His trade setups were well-researched and provided a strong edge. At
times, however, he didn’t like the “look of the market” or had some
other vague qualm, and this would cause him not to enter. Of course,
the trades he didn’t take worked nicely.

He knew he had to take all the trades that met his criteria and not
let his doubts keep him from opening a position when they appeared
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him enter valid trade setups. His daily mission was stated simply: “Take
every trade that meets my plan.”

He kept this on a note card at his trading desk. His daily mission re-
minded him of the high-value action of taking every setup that met his
criteria. It also reminded him of how he wanted to act when a trade set up.

The daily mission can be about anything that contributes to your trading. Here are
a few examples:

= Take every trade that meets my plan

= Stay focused; no distractions

= Remain patient; let the trade come to me
= Press my winning trades

= Stay aware of the higher time frame

= Scale out and bank profits

= Cut trades that aren’t working

Simple and direct.

You can have a daily mission every day. It will give you direction and help you
sustain focus and discipline. When used over time, they will help build confidence
and reduce stress because they will keep you engaged in the tasks of trading and help
keep you on a sustained level of intensity.

When creating a daily mission be sure to focus on your performance and your
trading process, not trade results. Make them about things you can control, not
things that are outside of your control. Keep them brief and specific, as illustrated
above. Make them personal—whatever is important to you. Have just one or two
daily missions. Trying to manage more than a couple of missions is likely to be too
taxing. Write them down and keep them handy where you can see them. Finally,
change them as needed.

The daily mission can be quite powerful when used to support any developmental
(SMART) goal you are working on. The trader who develops a SMART goal to im-
prove his trade entries might have a supporting daily mission of “Wait for my entry”
to help him refrain from entering prematurely and wait for his trigger. By linking the
daily mission to a developmental goal you augment that goal with mental discipline.

Limits of Mental Discipline

Roy Baumeister, social psychologist at Florida State University, and New York Times
journalist John Tierney conceive of mental discipline, or what they call willpower,
as a finite resource, much like a muscle, that becomes exhausted with use. We have
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but one source of willpower, according to Baumeister, and it is used for all manner
of tasks requiring focus, concentration, and self-control. Thus, it can become easily
depleted. As willpower becomes expended, our emotions, desires, and cravings are
experienced more acutely. As our mental discipline erodes, we become vulnerable
to emotion-driven decisions and the erratic trading behavior that follows. Although
Baumeister and Tierney do not make this connection, it seems logical that, as mental
discipline becomes depleted, room is made for the quick, unstudied, and superficial
intuitive mind to move in and take over in decision making. Because it takes energy
to engage our deliberative minds, as mental discipline wanes we can become more
susceptible to the trading errors caused by cognitive biases and the use of heuristics.
It is important, therefore, that we monitor our mental discipline closely and con-
sider stepping away from trades when we feel it slipping.

Baumeister highlights other things that deplete willpower. Stress obviously affects
our mental discipline. So do attempts to try and control our emotions and thoughts.
We have spent a lot of time discussing the futility of attempting to control thoughts
and feelings and embracing the acceptance of all thoughts and feelings, even the dif-
ficult ones, as a more effective way to reach goals and to maintain poise and compo-
sure even when facing a difficult situation. When we try and control emotions and
struggle with them, we can rapidly use up our stores of willpower. This is another

N

good reason to stop the struggle with thoughts and emotions. 227

Illness and chronic physical pain also diminish mental discipline, as does making
numerous decisions. One way to help save your stock of willpower is to have as
many decisions as you can already addressed by your trading plan. How you enter a
trade, where and how you exit it, the amount you will risk on each trade, and where
you set your stops are examples of decisions that can be made in advance. You will
preserve less of your mental discipline if, as you are about to take a trade, you are
trying to figure out whether you should be entering on the close of a key reversal bar
or a break of the high of the last bar and whether or not you should be scaling in or
putting on the full position at entry. Decide on your trading mechanics ahead of time
and protect your limited storehouse of mental discipline.

Interestingly, mental discipline may be correlated with blood glucose levels. This
makes sense because mental activity requires a lot of energy. The body converts the
sugars contained in carbohydrates into glucose which supplies fuel to the brain.
Neurons in the brain cannot store glucose; they must get it continuously from the
bloodstream. If your blood sugar levels drop, you may fall prey to impulsivity and
lack of self-control. The straightforward habit of eating a nutritious breakfast before
starting the trading day is commonsensical in this regard.

Stanford University health psychologist and expert in willpower Kelly McGonigal
notes that when we practice mindfulness meditation the brain gets better not just in
meditation but in a wide range of self-control skills. She says that those who practice
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mindfulness meditation develop their brains over time into “finely tuned willpower
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machines.” Part of the reason for this is that the brain’s prefrontal cortex—an im-
portant brain region we have discuss earlier—is associated with mental discipline.

In addition to mindfulness meditation, McGonigal notes that physical exercise
may just be the “the closest thing to a wonder drug that self control scientists have
discovered.” We have already discussed how exercise reduces stress, emotional re-
activity, and increases our tolerance of discomfort. Exercise also promotes mental
discipline. As we exercise over time, the brain experiences positive changes in both
grey and white matter, with the prefrontal cortex gaining the most. Research has
shown, according to McGonigal, that study participants who exercised three times
a week showed improvements in attention and the ability to ignore distractions,
reduced addictive behaviors (i.e., reduced tobacco, alcohol, and caffeine intake), ate
less junk food, ate more healthy foods, made fewer impulsive purchases, saved more
money, and watched less television. All of these behaviors are associated with mental
discipline and the only change was in exercise.

Kelly McGonigal describes a paradox concerning willpower with which every
trader needs to be aware. It’s called moral licensing. When we do something we be-
lieve to be good, we feel good about ourselves, naturally. But this means we are also
more likely to become impulsive next. When we feel good about something positive
we have done, it can give us permission to do something bad. As an example, if we
feel particularly good about our diligence at work in the morning, we are more likely
to slack off in the afternoon.

The key idea here is that we moralize our behavior. When we tell ourselves we
are good when we correctly size a position and bad when we oversize it, we are
more likely to oversize our next trade if the last trade was sized correctly. It is as if
we are licensing our indulgences. The irony, McGonigal says, is that we actually feel
in control of our choices and not feel guilty when we indulge ourselves. Instead, we
feel as if we are earning a reward. But we are not. This trick of the mind can create
self-sabotaging behavior. More than one seasoned trader has noted that significant
psychological challenges often arise after a period of exceptional profits. The same
can be true after an outsized win. It is more than just becoming complacent. We feel
we have earned the right to act a little recklessly, carefree, or bold.

We can do this with goals, too. Making good progress on a goal can give us the
license to hold ourselves back from ultimate success. Progress on a goal is motivat-
ing, but only when you view that progress as being committed to your goal. In other
words, view the progress you are making as evidence that you highly value reaching
that goal; you deeply care about that goal. Kelly McGonigal says that this is an im-
portant shift in perspective from “I'm good because I'm making good progress” to “I
really care about my goal because I am making good progress.” The former perspec-
tive will give you the psychological license to slack off; the latter perspective will
motivate you to work hard to continue to advance toward achievement of your goal.
Underlying the helpful perspective is the why—the reason you are engaged in the
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goal. It is helpful to remind yourself why you are working so hard to achieve your
goal. This will add to your mental discipline.

The bottom line is that traders need to pay attention to their mental discipline and
monitor it. Mindful self-monitoring begets self-control. The more you mindfully mon-
itor yourself and your performance, the better your mental discipline will be. Avoid
multitasking, as this disperses our focus and can affect our discipline. Get sufficient
sleep and eat well-balanced meals. Avoid sugary drinks or snacks. These will cause
glucose to rocket, but just as quickly also cause it to crash. Snack on complex carbohy-
drates that enter the bloodstream more evenly, such as fruit and raw vegetables during
the trading day. Be sure to establish a game plan in advance for the trading day (or week
for swing traders). If you skip it or otherwise fail to do it, your mind will naturally be
thinking about how the next day is likely to trade and what you should do. Baumeister
explains this as the Zeigarnik effect—the mind will continue to focus on an uncompleted
task and this competes with other mental resources, potentially affecting willpower.
The good news is that the effect abates once concrete plans are made. Having a game
plan not just prepares you for trading, but helps keep you mentally fresh as well.

This completes our discussion of the first component of Charlie Maher’s three-
part Before-During-After trading process. Table 9.2 summarizes the mental domains
(HVMSs) and several of the High-Value Actions encompassed in the Before principle

N
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of High-Quality Preparation. The next exercise provides a basic set of questions you 2
can ask yourself that are specific to the HVAMS of High-Quality Preparation. When

VN 008 High-Value Mental Skills and Some High-Value Actions of High-Quality

Preparation

Before: High-Quality Preparation

High-Value Mental Skill Examples of High-Value Actions

Perspective Write a trading plan
Personal Awareness Role clarification
Self-Motivation Practice/simulation trading
Mental Discipline Research

Study market behavior

Identify developmental needs

Create and work on developmental goals

Develop a game plan before the trading day or week
Mentally park distractions

Daily mission

Maintain a daily practice of mindfulness

Locate arcas where potential trades may occur in advance

Commit to and maintain high effort in following the Before-During-
After trading process
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Exercise 9.3 Mental Skills Inventory: High-Quality Preparation

Mental Domain Rating

Perspective | maintain a balanced perspective between
trading and the other important roles in my life.
| am able to mentally park non-trading-related
concerns while | am trading.

| have a strong understanding of how | trade the
markets which is reflected in my written trading
plan.

| understand and act in concert with the laws of
probability in trading, especially the idea that my
trading edge will play out over a large number of
trades.

Personal Awareness | | am clear on my strong points and my limitations
in the mental, technical, money management,
and other important areas of my trading.

Self-Motivation | set and achieve goals with respect to my
performance and development as a trader.

For my current limitations, | have developmental
goals framed as SMART goals.

| focus on my trading process more than my
trading results.

Mental Discipline | follow my trading plan, understand how my
willpower can be strengthened and depleted, and
take steps to preserve and increase my mental
discipline.

| create a game plan for my trading.

answering these, be objectively honest in your answers. Rate yourself on each ques-
tion against a scale of 1 to 6 with 6 representing your performance in that domain
at the highest level and superior in all respects; 4 being satisfactory with minor in-
consistencies; and below 3 indicating inconsistency and a developmental need. Use
these questions to assess your process and performance in the Before mental domains
of High-Quality Preparation and where you might need to make adjustments. For
ratings of 5 or 6, consider these mental strong points and continue to do what you
have been doing in this area. Work to reduce inconsistencies for those areas you have
rated 3 or 4. Make low ratings of 1 or 2 into developmental goals using the SMART
goal framework to begin serious work on the process of High-Quality Preparation!

In the next chapters, we detail the remaining two components of the trading
process—During and After—and their mental domains along with their associated
high-value trading activities.
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CHAPTER 10

The Trading
Psychology Process:

Effective Execution

231

In Chapter 9, we began discussing the process of psychological development and
performance enhancement with the Before-During-After framework developed by
sport psychologist Charlie Maher. We focused on the mental domains (HVMSs) and
high-value actions (HVAs) associated with the principle of High-Quality Prepara-
tion. These are the main tasks in the Before time frame. In this chapter, we discuss the
second component of the process, During, and the core principle of Effective Execu-
tion with its associated HVMSs and HVAs.

Before we get to Effective Execution, however, I want to spend a little time clari-
fying the process of a trader’s psychological development and trading performance
enhancement. Although we are discussing each of the three principles (High-Quality
Preparation, Effective Execution, and Constructive Self-Assessment) separately, and
we do want to keep them logically separate to help differentiate them in our minds,
they do have some overlap. Some of the HVAs and especially the HVMSs are utilized
in more than one time frame. The skill of mental parking is a good example. We dis-
cussed this in High-Quality Preparation as a skill and technique that helps us focus,
for instance, on our nightly homework, as we mentally park other distractions such
as watching TV or going out to the pub. But the utility of mental parking isn’t limited
to the Before trading activites of preparation. Mental parking is an HVMS that also
applies during trading in execution. We want to mentally park, for example, a trading
loss in the middle of the trading day in order to clear our mind and be able to focus

GbcBourserir S GabcBourseli )5



http://abcbourse.ir/

2

w

2

TRADE MINDFULLY

High-Quality
Preparation

Effective

Constructive .
Execution

Self-Assessment

FIGURE 10.1 The Trading Psychology Process

on the next trading opportunity. In this way, what we learn to do well in preparation
will flow into the other components of the process and vice versa.

Aside from the overlap, what will be of great use to the trader is to understand
how the principles of Before-During-After work together. We are discussing each prin-
ciple separately in order to clarify each of them for you, but it is important to under-
stand how all three principles work together as a process to directly enhance your
trading performance. Figure 10.1 illustrates this process.

It should be obvious that the activities of High-Quality Preparation will impact
our performance during trading in Effective Execution. For an example, a day trader
engages in High-Quality Preparation activities, including developing a game plan
for the next trading day. She notes that the market has been trending higher. From
her research, she knows that dips in the morning often put in the lows for the day in
overall up trending conditions. She develops a game plan to buy a morning pullback
if the volume and price action have indicated a minor reaction rather than a market
changing into down trending conditions.

Can you imagine how she will trade the next day if what she anticipated in
her preparation and game plan unfolds the next morning? She will immediately
recognize what is happening, know exactly what to do, and act with confidence at
the right time because she was well prepared through her process of High-Quality
Preparation. Preparation gives execution a strong edge.

Once the trading day is over, the process-oriented day trader engages in the high-
value activities of Constructive Self-Assessment discussed in Chapter 11. Perhaps
she learned something new today about the market or maybe something new about
her performance. This new information gleaned from reflective observations made
post-trading will now influence the way she prepares. Constructive Self-Assessment
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leads to better preparation, which leads to better execution. This all adds up to bet-
ter trading performance. Using the process of Before-During-After makes the trader’s
self-improvement systematic and reliable. Let’s look at an example provided by Tony,
a day trader.

Tony followed the Before-During-After process. From his daily Construc-
tive Self-Assessment he learned that many of the trades he made were
successful, but he often closed them early. This wasn’t related to loss
aversion; he wasn’t closing trades prematurely due to fear of having a
loss. In fact, he held his trades to profit objectives that he set; but many
trades ran further than he anticipated. This recurrently caused him to
miss profits, sometimes large profits.

Tony set his profit objectives at the next level of resistance or sup-
port, which seemed logical as the market often trades between support
and resistance. He missed, however, the profits available when the mar-
ket broke through his targets. As he studied this situation, he realized
that sighting targets at support or resistance was generally valid as many
trades did, indeed, end there. Those that continued further, however,
produced outsized gains. Tony wanted to be a part of those trades that

continued. “After all,” he reasoned, “I figured out that a good trade ex- 233

isted and I was already in them. I should get paid for their full potential,
not just a portion.”

Tony recognized he had a developmental need. He set up a SMART
goal to address his need. At first, his goal was structured to close only
one-half of his position at support or resistance and hold the other half.
He did this for the next three trading weeks. His assessment of this
goal was not as he desired. He was earning too little on the trades that
ended at the support/resistance target because the portion he held
for a breakout didn’t produce much profit when the breakout failed to
occur. He needed to adjust his goal.

Upon further assessment, Tony realized that one of his indicators re-
liably told him when support or resistance was likely to break. It wasn’t
perfect, but it gave him the edge he needed. He, thus, revised his goal
to hold one-half of his position when his indicator was signaling a break-
out was more likely; otherwise he would close his entire position at his
intial target. Again, he did this for three weeks. He was pleased with
the results. He now had an effective way to address his developmen-
tal need. By following the Before-During-After process, he elevated his
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knowledge, skills, and abilities. He made an incremental change to his
trading by adjusting an already successful method, and this took him to
a new level of profitability.
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We recap the process Tony followed next. The corresponding principle (High-
Quality Preparation, Effective Execution and Constructive Self-Assessment) is high-
lighted in parentheses so you can track the process as Tony took action to improve
his trading,

Tony identified missed profits when he assessed his trades (CSA). He recognized
he could do better and therefore had a developmental need. He created a plan to
improve using a SMART goal (HQP). He implemented his SMART goal plan over
the next few weeks as he traded (EE). He found the initial results less than desirable
(CSA) and revised his plan setting up another SMART goal (HQP). Once again, he
implemented his revised plan (EE) and tracked the results. This time, his assessment
(CSA) told him that he was achieving his goal.

By following the Before-During-After process Tony elevated his trading. Note care-
fully that this was a process-oriented effort. His primary goal was not to make more
profit, but to improve his trade exit strategy. He did use trading results to measure
and evaluate the effectiveness of his strategy, but it was his strategy that he looked to
improve. He knew that if he could develop a better exit strategy, profits would take
care of themselves. By applying the Before-During-After process, Tony now has refined
his trade exit procedure for greater trading performance, greater profit, and greater
personal satisfaction.

Before-During-After is a powerful approach for self-improvement. It encompasses
the entire process of trading—both in terms of mental skills and abilities required
for trading as well as the high-value actions that demonstrate and reflect excellence
and achievement in trading. The process offers those who embrace it a continuous
cycle where, through preparation, execution, and assessment, increasing compe-
tence and, eventually, excellence and mastery in trading can be realized. The Before-
During-After process paves a royal road to excellence in trading performance.

During

When we consider the During time frame, we are concerned about Effective
Execution. The underlying principle of Effective Execution is that a trader will be
able to trade most effectively when experiencing constructive psychological states
while trading. These advantageous mental states will allow the trader to execute
high-value trading actions (HVAs). When a trader is able to both sustain beneficial
high-value mental skills (HVMSs) and implement HVAs, that trader is putting her-
self in the best possible posture to maximize her trading performance. Further, the
principle of Effective Execution also asserts that traders can learn the mental skills
needed to trade in a capable and dependable manner.

Like High-Quality Preparation, the principle of Effective Execution is composed of
key psychological domains or high-value mental skills. These domains or HVMSs are:
Self-Confidence, Emotional Intensity, Focus, and Poise. We discuss each of these next.
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B Self-Confidence

Every trader wants self-confidence and every trader secks to gain more of it. As
one trader said after missing a trading opportunity, “If I just had more confidence, I
would be trading better. I wouldn’t have hesitated in taking that trade.”This is a com-
mon refrain. So what exactly do we mean when we refer to self-confidence? Like
everything in trading psychology, it helps to begin with clarity.

There are two kinds of confidence in trading: external confidence and internal
confidence. Externally confident traders base their confidence on things outside of
themselves, such as the money they make or the number of winning trades they
have. Tying our confidence to external factors, however, can be problematic. For
example, a trader is flying high emotionally because he just had a banner day making
significantly more money on this day than he did on any day of the past few months.
He feels great and his confidence is soaring. In fact, he feels invincible, as if he cannot
lose. But this kind of confidence is hollow because it comes from outside the trader.
His confidence comes from the amount of money won on an extraordinary day.
What will happen the next day if he doesn’t make as much money or the day ends in
loss? Where will his confidence be then?

When we allow our confidence to be based on things outside of ourselves we sub-
ject our confidence to the vagaries of things beyond our control. It’s like basing con- 235
fidence on the weather. It’s great when the sun is shining in a bluebird sky, but we feel
down when it is overcast, and absolutely terrible when stormy. The prudent trader
will not want her confidence to be dictated by unpredictable or eccentric changes.
Yet that is exactly what happens when confidence is placed in the hands of things like
how much money was made today, how many winning trades we have, whether we
are up or down on the day, and other results-oriented numbers and statistics.

When your confidence is tethered to the results of your trading it will rise when
results are positive and fall when they are negative. Traders—Iike any performer—
can experience a temporary slump. If your confidence is attached to outcomes, it
will make it harder to break out of your sagging performance. Lashing your confi-
dence to money, winning trades and other things not under your control puts you
in psychological trouble. You place yourself on an emotional roller coaster that will
be thrilling at times when your trades are working, you are making money, and the
market is behaving favorably, and harrowing and emotionally distressing when trades
are not working or the market is acting unfavorably. With confidence misplaced on
external factors you are much more likely to act erratically (e.g., force trades, over-
trade, and the like)when things aren’t going so well as you try to regain the positive,
confident feelings you had when your trading was better. Note once again that you
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are trading your emotions not the market as you try to recapture confident feelings.
But forcing trades, overtrading, and other erratic actions will only serve to further
erode self-confidence. Given that there are many trades that don’t work out, markets
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that behave erratically, and many events in the market that seem capricious and un-
predictable, it doesn’t make sense to base confidence on external factors. Relying on
external factors for our confidence is shaky at best.

Internal confidence, on the other hand, is not based on the outcome of your trad-
ing results. Internal confidence is process based. It comes from three things you have
complete control over: the knowledge you acquire, the skills you develop, and the
ability to apply your knowledge and skills in the market. Internal confidence comes
from within as a discernment of self-efficacy in your ability to organize yourself
and take the necessary actions to trade. The self-confident trader believes that she
can competently interact with the market and be successtul in her interactions in
the During time frame. She believes in her ability to see sound trade setups, she has
developed the capability to follow through and to act on what she sees. She is able
to execute the trade, manage the trade and its associated risk, and exit the trade
according to her trading plan. In this way, self-confidence arises as a sense of mastery in
performing the tasks of trading. A self-confident trader would say with conviction, “l am
confident in my trading knowledge, skills, and abilities. I am confident I can trade
without making unforced trading errors. I have confidence in my ability to assess the
market, select appropriate trades, size the trades properly, control risk, execute and
manage those trades, and exit at the proper time.”

Self-confident traders are effective traders who do not base their self-confidence
on their last trade or how many points or pips they won on a given day. Self-confi-
dent traders feel confident on their winning days and they know they were successful
because they had the knowledge and skills to trade a favorable market well. But they
also feel confident on the days when the market trades narrowly because they are
able to say, “I feel good today because I didn’t get whipsawed in the narrow range.
My knowledge and skills told me this wasn’t a great day to trade and I was able to sit
on my hands.” Self-confident traders do not tie their confidence to what is outside
of themselves.

True confidence is based on what matters over the long haul. Remember, trading
is all about probabilities. What works over the long term in probabilistic fields of
endeavor is developing and adhering to a process which you can control, rather than
focusing on results, which cannot be controlled. For traders, fostering confidence
has to be based on the process of developing, honing, and applying your trading
knowledge, skills, and abilities—both mental and technical, in other words, the Before-
During-After process. True self-confidence, therefore, is grounded in process not re-
sults. Ina very real sense, when you focus on process, you are in control of your self-confidence.

Building self-confidence requires a mindful approach to your trading. For example,
if you end the day down due to several losing trades, there is a mental choice to be made.
You can choose to damage your confidence by feeling bad about the loss. Alternatively,
you can choose to build your confidence by stepping into your process of Before-
During-After and working to understand why it happened and how to improve.You can
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mindfully choose to learn from the experience—even though painful-—and work to
improve your knowledge, skills, and abilities. By mindfully choosing what is produc-
tive and constructive, you will learn to avoid repeating unconstructive behavior in
the future. Taking this positive step serves to add to your self-confidence because you
are augmenting your trading knowledge, skills, and abilities. The ability to deal with
poor results in this way is a mental skill in Constructive Self-Assessment, discussed in
the next chapter. For now, it is important to know that the Before-During-After process
guides us in the development and maintenance of our self-confidence.

True confidence comes from within. Any self-assurance that comes from external
factors will always be temporary, unstable, unreliable, unpredictable, and offer only
insecurity. This is why traders who link their confidence and self-belief to trading re-
sults are always looking for self-confidence. There are many activities you can engage
in to develop self-confidence. The practice of mindfulness will help your trading in
uncountable ways. The practice of mindfulness helps develop your focus and aware-
ness and helps you engage in value-directed actions that support your trades (e.g.,
holding a sound trade) by keeping you from succumbing to avoidance behaviors
(e.g., cutting a sound trade) that address your internal state and which serve only
to undermine confidence. Observation of other traders who perform competently
and confidently is a useful exercise. You can lock into their vision and see how they
implement it. Watch how they execute and manage a favored trade setup. See how 237
they handle a trade that is failing to produce. How do they handle a loss? How do
they handle a win? What can you glean from their expertise that you can use that
will also add to your confidence? It helps to see others trade when you know what
to look for.

Early in my trading career I was fortunate to be able to sit with an expert
trader and watch him trade. He was highly skilled in reading a chart and
executing trades, and he had a healthy self-assurance that was easy to
see. He entered a short trade, which quickly turned down. Profit built
rapidly. I almost jumped out of my chair with glee. He looked at me
with a bemused expression and said, “Why are you so excited? It’s only
a trade.” I realized that he would have reacted the same whether the
trade was profitable or not. Although he didn’t say it, it was clear that
his confidence came from his knowledge, skills, and abilities, not from
the profit he made on any given trade.

It is also useful to observe yourself in confident states. This can be any time, not
just in trading. Pay particular attention to your self-talk. What does your mind do
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and say to you when you are confident and how are your emotions? Notice when in
a confident state how you handle the task at hand. Are you engaged in the task when
you notice yourself in positive, confident states of mind? What about when you are
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agitated, and not in a confident state of mind. How is your task focus then? Usually,
when we are not in a confident state, the mind will be giving us negative self-talk,
emotions will run hot, and we will be distracted, focusing on our internal state
rather than on the trading task at hand. Use mindfulness skills to help yourself return
to task engagement. You will find that if you practice mindfully returning to the task
and allowing—mnot fighting—your thoughts and emotions to be as they are, you will
develop a new level of confidence that you hadn’t had before. It is a confidence that
you can bring yourself back to, a poised and composed state you can experience even
in difficult trading situations. We discuss this in more detail shortly.

Rehearsing specific situations is also useful in developing self-confidence. This is
different from merely imagining yourself to be a good trader. Broad, vague imagery
is unlikely to be helpful. Rehearsing specific situations, in contrast, will add to
confidence. For example, let’s assume you have identified a potential trade location
in well-defined support for the next day’s trading. Rehearse what you expect to see
as the market comes to that support and triggers the trade. How will price act? What
will volume do? How will your indicators respond? See in your mind’s eye what
you will be looking for as this trade sets up and see how you will act when it sets
up well. Then rehearse what the market should do after the trade is entered. Again,
how will price, volume, and indicators respond as the trade goes in your direction?
If you rehearse this ahead of time and then see it unfold on your charts, you will be
more confident in taking and managing this trade. You can also do the same kind of
rehearsal when a trade goes against you. Again, what would it look like for a trade
to not be working? Rehearse what you will do about that. Be sure to note in your
rehearsal what your mind is doing. If you are rehearsing correctly, your mind will
be engaged with the trading task. It won’t be focused on extraneous thoughts and
feelings such as “What if the market suddenly goes against me” or “I can’t take a loss.”
Your mind will be focused on the market, what you anticipate next, and what needs
to be done next. Again, confidence is not built by money won but in your knowl-
edge, skills, and abilities to handle different trading situations. This is what is being
developed through rehearsal.

B Emotional Intensity

Emotional intensity refers to the ability of the trader to trade at a level of emotional
energy that is effective for the trader. Everyone will be a little different in this regard.
Some may require more energy to trade well, others may require less. You want to
be able to recognize when your emotions are too high, too low, or just right to trade.
Just as important, you need to be able to make adjustments that help you “psych
yourself up” when energy is running too low and tone yourself down when it is run-

ning too high.
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Some traders come into the trading day with a positive level of emotional energy.
They are eager, they feel good about their preparation, and they are ready to trade.
Their energy is sustained throughout the morning session and they trade well. The af-
ternoon, however, is a different story. Energy drains, trading becomes prone to errors,
and money made in the morning can be given back in the afternoon. Notice that the
traders’ skill set hasn’t changed, but their energy level has changed. Being strong in the
morning but drained in the afternoon is common with many traders. Others can be just
the opposite. The mornings are experienced with flagging energy but something turns
on in the afternoon. Once the lunch period is over, these traders become energized
and alert and carry their trading throughout the afternoon and into the end of the day.

The key idea is to know when your energy level wanes, when it is at an effective
level for trading, and also when it is too strong. This requires that you monitor your
emotional energy. Identify those periods when emotions are productive and when
they are not productive for you. You may find that they coincide with specific peri-
ods of the trading day, as described above, or you may find emotional energy tied
to specific actions or events. You may, for example, become bored when the market
is trading sideways and feel your energy drop. Conversely, you may become overly
excited when about to take a trade or when in a trade. Whatever the case may be,
begin to pay attention to your emotional energy level and how it varies.

Be sure to pinpoint differences in thoughts and feelings when monitoring emo- 239
tional intensity. Often, your self-talk (thoughts) will affect your emotions and
energy. Note your self-talk when a trade is coming up. Are you hearing yourself
say, “There’s a great trade setting up,” and feeling more alert and a bit excited? This
is positive intensity reflecting confidence. On the other hand, if the market is in a
narrow range and you feel your emotional intensity has drained, be wary of making
“boredom trades” that try to change the sideways trading situation. It is as if you are
trying to get the market to move and get some excitement going, which, of course,
won’t happen. The idea here is that our energy level can directly influence how we
act. Note once again that unwarranted actions are addressing the trader’s internal
state, not market conditions. If the market suddenly takes off and our emotional en-
ergy soars with the market, we may be subject to jumping into an unplanned trade.
Similarly, if the market is pushing strongly in one direction and we are in a trade,
excitement can run high and cause us to miss the exit, holding on because we feel
the market is going to “run forever.” When energy is low we may miss trades, and if
in a trade and we become agitated and overexcited, it may feel overpowering and we
exit prematurely. Being aware of our level of emotional intensity, how it can affect
our trading, and using the mindfulness and defusion techniques we have learned can
help us to keep our energy at a constructive level.
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Traders can also use rehearsal to create individual scenarios for preparing to trade
and for actual trading with effective emotional intensity. As we discussed regarding
self-confidence, rehearsal has you visualize what you expect to see and how you will
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act in advance in taking and managing trades. In addition to rehearsing your actions,
rehearse what you say to yourself, and what energy level you want to experience.
This will help you be aware of and adjust your emotional energy to a beneficial level.
One rehearsal scenario, for example, would involve a sideways market that sud-
denly starts to move. Rather than feel your emotional energy levels become swept
up in the market excitement, a trader might rehearse patience and waiting for a
confirming pullback, seeing in advance how price, volume, and indicators would be
expected to act, along with using calming techniques (discussed below under poise
and composure) to keep emotional intensity on an even keel. Virtually any trading
situation that affects emotional intensity can be rehearsed in this way. It is a form of
exposure which, as discussed earlier, is a powerful technique.

Developing routines is another excellent way to manage emotional intensity.
Mental parking is a technique the reader is already familiar with from previous
discussion. Having a routine to mentally park trading losses or errors you make during
the course of trading will help you maintain your psychological balance while trading,
We do not want to sweep errors or losses under the rug, but during the middle of
trading is not the time to deal with them. We will want to wait until after trading is
over to address losses and errors and mental parking is an excellent way to do this.

In mentally parking errors and losses, we are taking a page directly out of sport
psychology and applying it to trading. Athletes use mental parking as a foundational
technique for mental focus and energy management during play. A tennis player, for
example, hits an errant shot and loses the point. You will often see her pick up an
extra tennis ball after the point is over, look intently at it mentally placing the error
into the ball, and then hit the ball off into the opposite court. She is mentally parking
her error. You might see a baseball pitcher grind his foot into the dirt after throwing
a poor pitch. He is parking the miss-thrown ball. A basketball player might be seen
wiping his hand across the leg of his shorts wiping away an error. The physical action
of mental parking is useful as it tells the mind to set the mistake aside for now and
return our focus to what’s important at that moment. The error is best dealt with
later, after trading is over. That is the proper time to carefully and objectively review
what happened and learn from it. During trading is not the time for this.

Traders can mentally park a mistake or a loss by taking a moment to write it
down in their journal. The physical action of writing it down is just like the tennis
player mentally placing the error onto a tennis ball. We then close the cover on our
notebook and signal the mind that it is time to return to the market and our trading,
not dwell on the loss or mistake. Because we have written it down, the error will be
there for us to review after trading is over. Mental parking is a useful psychological
tool for traders.

Another routine traders can use to support their trading is getting ready for a
trade. Again, we borrow from sport. We see athletes get ready for the next ball all
the time. A baseball batter will take a few practice swings before stepping into the
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batter’s box and, once in the box, he will set his feet and take a slow swing or two just
before the next ball is pitched. This is the batter’s ‘get ready.” Outfielders will lean
forward, assume an athletic stance, and hold their hands out in front of their body in
anticipation of the ball being hit so they can spring into action immediately if the ball
is hit near their field. A tennis player about to serve will bounce the ball a few times
as they ready themselves to make a serve and the receiver will assume an athletic
stance and take a small hop known as the split step just as the server hits the ball to
ready themselves to return the serve. Getting ready puts the athlete’s mind and body
in sync with the game and gives them an edge in making the next play.

A trader can get ready by planting both feet squarely on the floor and leaning for-
ward in their chair. Some traders like to wear a hat while trading and this could be
put on as a part of the get ready. An alternative is to adjust your glasses, take hold of
the computer mouse, and bring up your order entry window ready to place an order.
If you have a daily mission related to entry or managing trades, now is a good time to
remind yourself about what your mission is for today by stating your mission either
silently or out loud, for example, “Patience. Let the trade come to me.” Done as a
routine, this series of actions helps you mentally prepare for taking the trade, put-
ting your body and mind on alert that you want their complete focus and attention.

Focus of Attention 241
Focus is a huge part of trading. When we think of focus in trading we are talking about
the extent to which we are paying attention to the factors that matter in trading.
These include the high-value actions of trade identification and selection, trade entry
and management, and trade exit. How good are we at maintaining our focus? How
good are we at staying on task? Of course, everyone loses their focus some of the
time. We can never stay 100% focused for lengthy periods of time. Accepting this
very human fact, we then want to know how good we are at detecting that we have
lost focus and how good we are we at getting it back. Lacking these mental skills will
lead the trader to being vulnerable to distractions. When distracted—especially by
mental chatter—our performance, and, therefore, our trading, will definitely suffer.

Charlie Maher identifies several factors that can influence what he calls our “com-
petitive focus.” As we review these influential factors, see how you might become
distracted and lose your focus when challenged by these factors. Use the form in Ex-
ercise 10.1 to write down when you are most vulnerable to losing focus. Being aware
of what and when you are likely to become distracted is the first step in better focus.

The immediate performance situation can certainly affect our focus. We might be
down on the day and feel pressure to make up for losses and get positive on the day.

NOILLNDAXH FALLDAAIT :SSADO0Ud ADOTOHDASd ONIAVI.LIH.L

Or it might be missing the last trade which would have resulted in outsized gains.
We may be kicking ourselves for missing the trade and now look anxiously to com-
pensate for the missed profits. In both cases, we are focused on something other than
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Exercise 10.1 Factors That Affect My Focus

My Personal Examples

Factors Example 1 Example 2 | Example 3 | Example 4
Market and Dull, narrow range days. It is
performance | hard to sit and do nothing. |
situations check e-mail or surf the web
and wind up missing trades.
Often, | look at markets | don’t
trade to see if one is moving. |
am anxious to get in. | usually
don’t trade that well.
Location of | I am looking for the big win.
my thoughts | / see trades running much
in past or farther than they usually do. |
future can almost see it in my mind,
so it seems real, but it’s a
future projection, not reality.
People, In chat rooms | want to
places, and | show others that I'm a good
things trader. This can keep me from
closing a trade when | should.
| don’t want to have a losing
trade in front of my friends.

apcBourselir,

what we need to be focused on. There are a lot of trading situations that can trigger
distractions. Even positive trading situations can challenge our focus. Some traders,
for example, find maintaining focus difficult when in a profitable trade as their at-
tention can be drawn into an internal debate about whether or not to close the trade
rather than keeping their concentration on how price is moving. Market conditions
can also affect our focus. Narrow range trading often sees traders surfing the net out
of boredom and missing the moment when the market breaks out of its range-bound
activity into a trending move. High volatility can also affect focus. We see over and
over that news and scheduled reports trigger high volatility, excessive movement,
and high trading activity. Many traders lose focus in these situations.

The location of our thoughts and feelings is another aspect of distraction. It is al-
ways how we perceive a situation that will determine how we respond. We measure
our perception by what we tell ourselves about it and how we feel. A straightforward
way to track our thoughts and feelings is by recognizing whether they are in the past,
in the future, or focused on the present. If we are stuck in the past—perhaps a loss
or even the last market movement, we are missing what is happening now. Thoughts
and their associated feelings about the past are a distraction to sound trading perfor-
mance during trading, The same is true for projections about the future. A trader may

o @abcBourselir



www.MyChart.ir
http://abcbourse.ir/

believe that his trade will unfold in a certain, imagined way, and this affects his trade
management. The location of our thoughts and feelings needs to be in the present
moment for effective trading. When in the past or the future, we are not in contact
with what is actually happening presently in the market and our trade. We create a
mental map of the past or the future and then attempt to fit it to the present terrain.
It is far better to maintain contact with the present moment and the present reality as
best we can. Mindfulness helps the trader stay focused and in touch with the present.

There will always be noise. We will have mental chatter about the two losses in
a row we just had or concerns about the potential for a future loss in a trade about
to be taken. Our minds will naturally dip back into the past and fast forward into
the future. The key question for the trader to ask, however, is this: Can I develop the
mindfulness skills to recognize when I am distracted and bring my focus back to the
trading task at hand in the present moment, as needed, or do I allow my mind and
feelings to hijack me into the past or into the future?

Other distracters include people, places, and things, which can occur within or out-
side of trading, Examples of things that are distracting might involve a new indicator
you have just purchased and, instead of studying it outside of market hours (a High-
Quality Preparation activity), you install it on your charts and use it during trading,
Uncooperative software and internet connectivity can be a distraction, as can visits to
favored websites when the market turns dull. All of these things are distracters. They 243
steal your focus and diminish your trading performance. An obvious place that causes a
distraction is the pub for some traders. It can take away the focus on review and prepa-
ration for the next day’s trading. Chat rooms can be another distracting place. Many
traders find themselves chatting rather than focusing on their markets and their trading,

People can also be distracting. An argument with a spouse or partner can carry
over into the trading day. Mental parking is a high-value skill that will help bring
focus back to trading tasks. Aaron had this experience when trading one of the cur-
rency futures markets while with friends on vacation:

Aaron had gone to Australia with friends for a much needed vacation.
He brought his trading computer to keep on top of the markets and
perhaps make a trade or two in the Australian Dollar—a market he
rarely traded due to the low trading activity when he normally traded
in a distant time zone. Soon after arriving in Australia, he placed a trade.
His friends—none of whom were traders—were naturally curious.
Later that day when Aaron’s trade had a few hundred dollars in profit,
one of his friends said, you should take your profits before going to
bed. The next day, when the trade was in the money by a few thousand
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dollars, his friends were excited talking about the money made and jok-
ing about how Aaron could now take them all out for dinner. This put
Aaron under pressure. “I was really distracted,” he said. Aaron said that
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his mind was thinking, “If I take this trade off now, I'll be a hero in my
friends’ eyes.” This was difficult for him because there was no reason to
take the trade off. “I had to fight hard not to close the trade. This wasn’t
my process. My process was to let the trade run until there was a reason
to take it off.  hadn’t seen that yet.”

In Aaron’s case, both the situation and the people were distractions.
He was also projecting himself into the future. “If I took the trade off,
it would be profitable. I'd impress my friends. I could see myself taking
them out to dinner. This stroked my ego, and I liked that.” Aaron had
distracting demands on his trading coming from his friends and the way
in which he perceived the situation. None of these were relevant to his
trade. His loss of focus on what mattered to his trade—his process—
could easily disrupt his trade and undermine his performance.

You can learn to trade mindfully and keep your focus on the appropriate trading
task. The basic elements of the mindfulness practice examples described through-
out this book can be brought to bear in helping yourself keep your focus on what’s
important. Sport psychologist Charlic Maher has a step-by-step “Mind in the
Moment” tactic you can use any time you feel your focus sliding down the slippery
slope of distraction.' Here is my adaptation of the Mind in the Moment technique:

1. Be sure you know and understand the current trading task. It might simply be
monitoring the market for a trade opportunity. The trader’s current task might
also be trade selection, position sizing, trade entry, setting a stop, managing the
trade once entered, scaling out, trade exit, or other tasks relevant to the current
market or trade situation.

2. Recognize when the mind has slipped off the trading task and onto an irrele-
vancy. A feeling (e.g., anger, anxiety, sadness, joy, etc.) or bodily sensation (e.g.,
tension, sweatiness, queasy stomach, etc.) may be more noticeable. Scan your
feeling state and body and notice any shift in feelings as a signal that you may
have lost focus. After detecting a change, observe what your mind might be tell-
ing you. This is the basic mindfulness skill you have been practicing. Remember,
your thoughts are merely thoughts and feelings just feelings. They come and go
and are not commands that you must obey.

3. Bring yourself momentarily into a neutral state. This takes a little effort and can
be aided by changing your physical position. If you are sitting down, stand up
and stretch. If you have time, take a short walk or go get a glass of water. Take
yourself out of the distracted state and into a neutral state.

4. Use a key phrase such as “Back on task” or “Get back to the trade.” Something
short and to the point that will help to remind you to refocus your attention
onto what is important.

5. Execute the trading task at hand.
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B Poise

Sometimes distractions, and especially our mental chatter, make it difficult to

refocus. We need to do more. This brings us to poise.

We use the definition of poise from sport and human performance psychologists
Frank Gardner and Zella Moore: the trader’s ability to act in accordance with their
goals and values, despite unpleasant feelings, thoughts, and sensations. In other
words, to do what matters most for the trade and for yourself as a trader, even
though emotions and bodily sensations may be uncomfortable and your mind is tell-
ing you to do otherwise. The illustration that comes easiest to mind is the experi-
ence of loss aversion while in a winning trade. The trade is in profit and you know it
has more to run, but your mind and body are fearful of a loss and are urging you to
exit the trade with a small profit. Exhibiting poise, the trader in this situation would
acknowledge the uncomfortable thoughts and feelings and act in the service of the
trade (and himself as a trader) by remembering that his internal state is fleeting and
not a reflection of reality, and what matters is to be consistent in his execution and
hold the trade to the planned exit.

Another way to think about poise is composure. We want to remain composed
when in the heat of trading and not allow the mental and emotional chatter that natu-
rally emerges in challenging situations to derail us in our pursuit of what matters. We
can use the terms poise and composure interchangeably. Poise and composure are
closely related to focus. In fact, whenever we lose our focus, it is a key indication that
we can be about to lose our composure. When we lose focus we become vulnerable
to cognitive biases and errors. We also become vulnerable to an emotional hijacking.
Whenever emotions are allowed to take over (meaning we allow our attention to be
drawn to our internal state), we become subject to erratic trading behavior and poor
trading performance. This relationship is depicted in Figure 10.2

Mental Shortcuts, Cognitive

Biases, and Cognitive Errors \

Loss of Erratic Trading
Actions and
Focus Performance

e

Emotional Hijacking/Loss
of Composure

FIGURE 10.2 Focus, Cognitive Bias, Composure, and Trading Performance
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Losing poise or composure is likely the biggest trading psychology challenge for
traders in the During time frame. It has a direct and immediate effect on trading
performance and therefore trading results. It can also render traders disconsolate
and feeling miserable about their performance and even themselves. To be able to
maintain poise and composure, it is vital that traders recognize what it is like to be in
a poised state while trading, know what trading situations are most likely to provoke
aloss of focus and an emotional hijacking, have a psychological routine to aid in cop-
ing with these demanding trading situations, and have a procedure to regain one’s
poise once it is lost.

Make sure that you know what it is like when you are trading in a poised state of
mind. You will likely find that you are responding to the market or a situation rather
than reacting to it. There is a difference. When poised, we are engaged in the situation
and guided by our values and what is important to us as a trader. We are able to pause
to consider the situation and look for the best option. We may feel uncomfortable,
but we are mindful and know that our discomfort is only temporary and how we act
in this situation is far more important than how we feel. When poised, we tend to
act with integrity toward our values and goals and not just give in to emotion-driven
demands. Because of this, our outcomes are more likely to be positive, though that
is not our focus. In contrast, when we are reacting we typically perceive that we are
at a disadvantage, feel compelled to act, and have no other viable choices available to
us. We are defensive and guided by emotions and self-talk. When we merely react, a
challenging situation often turns negative.

Identifying the kinds of trading situations that bring about a loss of focus and
prompt an emotional hijacking is critical for the trader operating in today’s chal-
lenging markets. As we have discussed previously with regard to fear, knowing the
situations and the tell-tale signs that you are losing focus and are vulnerable to a loss
of composure can help keep you one step ahead of the mental game. If you know
the specific signs and symptoms that you are about to lose composure, you can
take immediate and direct countermeasures and bring yourself back to a focused
and poised state of mind. Exercises in previous chapters help the trader identify
challenging situations and their psychological components. You can also use your
journal to identify those times and trading situations that are particularly challeng-
ing for you and can cause a mental hijacking. Briefly note the situation and the usual
consequences that occur when you face the taxing situation. Think carefully about
what your mind tells you and how your emotions react. Also write down bodily
sensations that reflect tension, fear, anger, or other hot emotions. Note if there
is any progression in your thoughts and feelings. Do they start out comparatively
mild and then grow to more unrestrained levels? You want to know this because
you are in a better position to handle them and respond more effectively if you can
recognize them early when they are mild than later when they are going full force.
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One effective routine for maintaining poise when facing challenging situations in-
volves a series of five mental steps designed to help remind you that you always have
a choice to respond rather than react and to open up your options in responding, This
will give you greater psychological flexibility than a maladroit, rigid reaction driven
by emotions:

1. What’s important? Recall your values and consider how the current situation
and especially how you are about to respond fits into what matters for you as a
trader and for the given trade.

2. What are my choices? Consider your options. What is the best decision you
can make for this trade right now? Consider what HVA is most appropriate for
the trade at this moment

3. Can I accept my feelings? Make room for your emotions; don’t try to
squelch them. At the same time, allow facts and critical thinking to emerge.
Engage your deliberative mind.

4. Can I respond, not react? Ask yourself: Am I simply reacting or am I responding
to this challenging situation? Are you simply reacting because it’s the easy choice
or to address discomfort, or are you responding based on the best choice avail-
able to you? Often, traders are able to boil down this mental routine to this one
fundamental question.

5. How will I feel later? If you are inclined to merely react, think about how 247

you will feel when the situation has past. How will you feel if instead of reacting,

you respond in a way that is congruent with what is the best option for the trade
or situation and the best option for you as a trader?

It helps to have more than one way of coping with difficult trading situations.
Here is another routine that is effective for maintaining poise when facing challeng-
ing situations. It involves a series of mental steps designed to help remind you that
you always have a choice to respond rather than react. This helps to open up the
options you have in responding to challenging trading situations. We call this the
Mindful S.T.O.P. It was created by Australian mindfulness expert Russ Harris who
we met earlier. I've adapted it for traders. This brief mental routine is grounded
in mindfulness and will help give you greater psychological flexibility than a rigid
reaction driven by emotions. You can write this brief mental routine down as a
checklist and keep it on your trading desk. After you practice it several times, it
can become a natural part of your trading. Here is my adaptation of Russ Harris’s
Mindful STOP:

S — Slow down. Take a deep breath and slow down your breathing. For just a
moment or two, bring your awareness to your breathe and consciously slow
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down your breathing. You can even say to yourself in a quiet, silent voice, “Slow

down.”
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T — Take Note. Notice what your mind is saying to you. Notice also any
feelings you have and how they seem to reinforce your thoughts. No fight-
ing with thoughts and feelings (i.e., don’t feed the baby tiger), just notice
them.

O — Open up. Make room for all your thoughts and feelings as we have discussed
previously. They are just thoughts and feelings, nothing more. Allow them to
exist and use any defusion skill you like from Chapter 7.

P — Pursue High-Value Actions.You have a choice in how you respond. Rath-
er than reacting, choose to affirmatively respond with the HVA that is the best
option for the trade or situation and also the best option for you as a trader.

Sometimes, even the most mentally skilled traders will lose their poise. Here is a

quick and effective routine developed by sport psychologist Charlie Maher to bring
yourself back when on the verge of losing cornposure.3 Keep in mind this will be
most effective if you recognize you are losing your poise in the early stages, though
it is also helpful when composure has been lost. Below is my adaptation of Maher’s

composure routine:

Ask yourself these three questions:

1. How is my breathing? Typically, when a person is on the threshold of losing

composure, breathing will be shallow, high in the chest, and rapid. We want to
slow it down and breathe deeply. This will help activate the parasympathetic ner-
vous system, which will dampen tension and anxiety arising from the flight-fight
response (see Chapter 2) and help calm you down.

Instructors at the Kripalu Center for Yoga and Health in Western
Massachusetts teach a very effective breathing technique to bring about rapid
calmness. It is called Dirgha Pranyama, which means three-part rhythmic breath-
ing. Here is how you do it. Part 1: breathe deep into the belly and fill the lower
lungs. Part 2: continuing with the same breath, fill the lungs and feel your rib-
cage expand. Part 3: top off the lungs with the last bit of breath and feel your
upper chest swell slightly. Breathe slowly and smoothly on a slow count of three,
pause for a moment or two, and then exhale slowly and smoothly in reverse
order emptying the top, middle, and lower lungs. Repeat this a few times and
you will notice yourself quickly reducing tension and becoming calmer. Practice
will strengthen the effect.

. How anxious am I? This is most easily felt in body tension. Do a quick scan of
the areas where you personally experience tension, such as the neck, shoulders,
hands, and legs. You can physically shake off the tension or mindfully breathe into
the tension as a direct means to release any physical tightness.

. What is my mind saying? Most likely it will be telling you about the past or the
future. Activate a mindful, observing stance, make room for all thoughts, and
bring your awareness and focus back into the present moment.
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You can use the acronym BAM to help you remember this short routine: Breath-
ing, Anxious, Mind. If you have actually lost your poise, you may need to step away
from your trading station, take a break, and conduct this routine for a few minutes
until composure has returned.

Traders who want a psychological edge during trading and trade with a poised,
self-confident focus can spend time practicing mindfulness, mental parking, the
three-part rhythmic breathing, progressive relaxation of body tension, rehearsal of
challenging situations, using key phrases such as “focus on the task at hand” as real-
time reminders of what matters, and developing SMART goals in these areas. If
persistent loss of composure is experienced, then the trader is encouraged to review
Chapter 8 and apply the methods discussed in that chapter to deal with strong emo-
tions and difficult trading situations. They may also benefit from getting focused as-
sistance from a qualified trading psychologist.

Table 10.1 summarizes the mental skills in Effective Execution and some of the
associated HVAs. As we have done in Chapter 9, an inventory of the key elements of
Effective Execution is provided. This is found in Exercise 10.2.You can rate yourself
on cach of the high-value mental skills. Use the rating scale of 1 to 6 with 6 repre-
senting your performance in that HVMS to be at the highest level and superior in
all respects; 4 being satisfactory with minor inconsistencies; and below 3 indicating
inconsistency and a significant developmental need. Consider ratings of 5 to 6 to be 249
mental strong points. You can confidently continue to do what you have been doing
in this area. Work to reduce inconsistencies for those areas you have rated 3 to 4.
Make low ratings of 1 or 2 into developmental goals using the SMART goal frame-
work and begin the necessary corrective work.

9V NS High-Value Mental Skills and Some High-Value Actions of Effective
Execution

During: Effective Execution

High-Value Mental Skills Examples of High-Value Actions
Self-Confidence Identification and selection of choice trade setups
Emotional Intensity Sound trade entry, protection, management, and exit techniques
Focus Observing other traders
Poise Rehearsal
Mental parking

Mindfulness and defusion

Being clear on current trading task
Daily mission

Mindful S.T.O.P.

Mind in the Moment tactic

NOILLNDAXH FALLDAAIT :SSADO0Ud ADOTOHDASd ONIAVI.LIH.L

Use checklists and routines to center yourself
Breathing-Anxious-Mind routine
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Exercise 10.2 Mental Skills Inventory—Effective Execution

Mental Domain Rating

Self-Confidence | | believe in and trust my abilities in interacting
effectively with the markets, especially
executing, managing, and exiting my trades.

| am clear about the things that | can control. |
focus on these and not on things that are not
within my control.

Emotional | trade with an effective level of energy and
Intensity emotional intensity. | monitor my energy and
emotional intensity while trading and make
adjustments as needed.

Focus I maintain effective focus on the trading
task at hand. | know the factors that can be
distracting and use mindfulness routines
when | am vulnerable to distractions. | focus
on process rather than results.

Poise | remain poised while trading, even in
challenging situations. | can recognize when |
am vulnerable to losing composure and take
the necessary steps before losing it.

250
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5 B Notes
=
E 1. Charlie Maher, Sport Psychology Resource Guide: Building Performers through Programs, Services, and
m Systems (Unpublished manuscript, 2003).
@ 2. Russ Harris, “The Art of a Mindful S.T.O.P.,” Happiness Trap Newsletter, October, 2013, accessed
& July 8, 2014, http:// contextualscience.org/post/the_art_of_a_mindful_stop.

3. Charlie Maher, Sport Psychology Resource Guide: Building Performers through Programs, Services, and
Systems (Unpublished manuscript, 2003).
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The Trading
Psychology Process:

Constructive
Self-Assessment

Jenna traded the popular commaodities, including Crude Qil and Gold futures.
She had developed good technical skills and was a net profitable trader. Al-
though enjoying success and profits, Jenna could be a better trader than her re-

sults reflected. What held her back was that she did not know that she frequently

committed similar errors. For example, Jenna liked to test her reflexes at the be-
ginning of the trading day by putting on an aggressive trade to see how she and
the market responded. Being aggressive, these trades often went against her. At
times, the market went swiftly through her mental stop. When this occurred, she
froze and took a much greater loss than anticipated. This would adversely affect
her trading the rest of the morning, making her much more cautious.

Like many traders, at the end of the day Jenna recorded her trades. She
never made more than a cursory review of her trades or her performance for
that day, however. Therefore, she was blind to the fact that she was making the
same errors over and over again. Not only was she committing trading errors
described above, she was also committing an error with respect to process.

hat was missing in Jenna’s process was Constructive Self-Assessment. With-
out this critical procedure, which includes a review of her trading perfor-

mance, she kept herself in the dark—she didn’t realize she was making

the same
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errors. Without knowing why, Jenna was stuck and unable to move her trading to
the next level.

Constructive Self-Assessment is a critical step in the trading process, which oc-
curs in the After time frame of Charlie Maher’s human performance framework we
have been discussing in the last two chapters. It is after trading has concluded that we
evaluate our trading performance and our trades.

As we discussed earlier, trading is a performance-based activity. To get good at
trading, traders need to engage in a trading process that includes an assessment com-
ponent to promote personal development and continuous improvement. However,
such a trading process has not previously been defined and there are no systematic
guidelines for traders to follow. Most traders are left to themselves to find ways
to learn and improve their trading performance. Unlike athletes who work closely
with coaches, or corporate execs and other professionals who enjoy mentorships and
developmental training, the majority of traders do not receive structured guidance.
Most have no trainers, mentors, or coaches. Traders are left on their own to coach
themselves. This is one compelling reason why a trader’s process should include
self-assessment.

To achieve excellence and mastery in trading, traders not only need to systemati-
cally review and evaluate their performance and trading results, they also need to con-
duct those reviews in an honest and objective manner. Constructive Self-Assessment
grounds traders in enacting focused, truthful, and open-minded reviews about how
they traded and performed. Constructive Self-Assessment also encompasses the
key mental skills traders need to help keep themselves on an upward path of self-
improvement and self-development.

It is not easy, however, for everyone to conduct an honest, open-minded self-
assessment. Our natural inclinations can work against us when it comes to honest
self-assessment. As human beings, we like to see ourselves in a favorable light. This is
such a strong trait that it can be hard to be truthful and objective about ourselves and
our performance. Assessing ourselves in an impartial way that uncovers our limita-
tions and performance flaws does not come naturally. For many of us, our ego would
prefer to neglect our shortcomings. We think of evaluation as judgment and criti-
cism, which is usually associated with disapproval and admonishment. As with many
things in trading, we have to go against our natural inclinations if we want to advance.
This becomes difficult psychologically, however, because in trading there are a lot of
failed trades along with human errors: misreading of the charts, misinterpretation
of the markets, and sometimes unforced and unskilled actions. In other words, fre-
quent adversity is the norm. It is tough on the ego to confront this.

Our ego doesn’t like to be challenged and uncovering our limitations and per-
formance flaws challenges and threatens our egos. In this regard, it is helpful to
view constructive self-assessment as the high-value pursuit of self-advancement rather
than a search for inadequacies and flaws. It is also helpful to understand how our
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ego can work against our better interests when even mildly challenged. To illustrate
how entrenched our ego can be and the problems it can cause, psychologists Liging
Zhang and Roy Baumeister (Roy Baumeister being the same psychologist we met
carlier when discussing mental discipline and willpower) undertook a series of stud-
ies where participants’ egos were mildly challenged. After filling out assessment in-
ventories, one-half of the participants were subject to a mild threat to their ego. This
varied by study. In some of the studies, participants were advised that “if you are the
kind of person who chokes under pressure or don’t think you have what it takes to
win the money, then you might want to play it safe. But it’s up to you.” In other stud-
ies, some of the participants were given a very difficult creativity test on which it was
impossible to score well, and then given feedback on their poor performance. The
feedback set them up psychologically as a mild threat to their ego. All participants
then engaged in various activities where the influence of a threatened ego on their
comportment could be assessed. These activities included investing, puzzle comple-
tion, and auction bidding,

Zhang and Baumeister found that when people’s egos were threatened, they be-
came consistently entangled in losing endeavors. When people felt their self-image
was in jeopardy, their decision making took a distinct turn for the worse and their
performance as well as their outcomes suffered. When the researchers suggested to
some persons that they might choke under pressure, those participants invested and
lost greater amounts of money compared to participants who were not told they
might choke. Those who were given negative feedback on a creativity test subse-
quently spent and lost more money in an auction, bidding significantly more than
the actual value of items, indicating that an irrelevant ego threat (results on a cre-
ativity test have nothing to do with skillful bidding in an auction) engages the ego
in an all out effort to win as a way to soothe a wounded self-image, despite negative
consequences. Entrapment occurred for activities based on luck and chance, skill and
ability, and interpersonal competition. Gender, personality traits, and mood states
had little bearing on whether or not people felt their sense of self was threatened
and their performances compromised. Those in the study who did not have their ego
mildly challenged showed the opposite. They performed well.

The egoistic drive to protect our favorable view of ourselves can be so great that
we can go well beyond avoiding a hard look at the poor decisions that we made.
There is substantial research showing that people whose decisions turn sour tend to
commit more resources to the failing endeavor. This is known as escalation of a losing
commitment. “Throwing good money after bad” can be seen in the trader who takes a
long position in a market, sees the market go against her trade, and begins to “aver-
age down” the trade’s basis by adding additional capital at lower prices. Each addi-
tional commitment extends the risk. The decision to add to the losing trade is made
not because the trade is a good one—it’s underwater, but for other reasons. These

reasons are primarily psychological, and there are several to consider, according to
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Theresa Kelly and Katherine Milkman at the University of Pennsylvania’s Wharton
School. Escalating one’s commitment in the face of a failing trade can occur because
the trader attempts to avoid a loss. This is a behavioral expression of loss aversion,
which we discussed in Chapter 2. It can also occur due to confirmation bias. Once
people make a commitment, they are more likely to notice and respond to informa-
tion that supports their decision and underweight contrary information. In the case
of averaging down a losing trade, a trader may discount the fact that the market has
fallen and at the same time be convinced that the market remains bullish because it
hasn’t fallen too far.

Kelly and Milkman note that self-justification can play a large role in commitment
escalations. A trade that is failing can be hard to acknowledge when there is a strong
desire on the part of the trader to see herself as skilled and competent. It creates an
internal conflict between what is believed about the self and what is represented by
the trader’s behavior. A failing trade conflicts with one’s identity as a skillful trader.
One way to remove this conflict is to add to the failing trade, convinced that once it
turns around, it will prove the original trade idea was valid and the trader competent
and skillful. Being right is more important than being objective. This is also true in
impression management, another psychological need that interferes with sound trad-
ing performance. When a trader feels the need to maintain a favorable impression
with peers while in a losing trade, she may escalate her trade commitment as a way
to justify the trade and circumvent any doubts others may have about her. Traders
become especially vulnerable to impression management in online chat rooms, trad-
ing forums, and trading in a public setting. There has been more than one trading
educator taking live trades before an audience that have resulted in averaging down,
significant overcommitment, and substantial losses due to the need to manage one’s
impression on others in an attempt to protect the ego, rather than execute sound
trade management.

It is difficult for us to set aside our ego, but we must if we are going to create
the mental space within which we can address our shortcomings and maximize our
trading skills and abilities. The trader’s objective is to make money and this is best
done by following a process in a rational, mindful way that leads to actions that are
performed in the interest of the trade. By now, readers know, however, that a trader’s
choices can be strikingly influenced by other, less rational motives. This includes
actions taken not in the service of trades, but to defend one’s ego and one’s self-
esteem. Avoiding a review of one’s trading performance and trade results may be a
choice made to protect one’s ego. Traders need to develop the ability to defuse from
their egos to improve their trading results and to stimulate personal growth. Engag-
ing in the process of Constructive Self-Assessment and reviewing one’s performance
is an excellent way to start. We will discuss the high-value mental skills that are a
part of Constructive Self-Assessment, including Self-Esteem, Personal Accountabil-

ity, Perseverance, and Continuous Improvement.
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B Self-Esteem

Self-esteem is an important mental domain within the context of Constructive
Self-Assessment. Sport psychologist Charlie Maher refers to healthy self-esteem as
being positive and humble about oneself no matter what the performance. This means
that on a really good day when many points or pips were won and money was made,
the trader remains humble and accepts the good day as a gift of good fortune rather
than bragging about it, getting a big head about it, or believing one is invincible and
somehow special because of the fortuitous performance. Conversely, if the trading
day or week turns out to be poor, the mentally skilled trader does not get down in the
dumps or try to hide from the world. We discussed how external factors can influence
our outlook in the last chapter when talking about self-confidence. Those same con-
siderations apply to self-esteem. Both the good day and the bad day are only a small
part of the hundreds of trading days in a year and the thousands of trading days over
a career. We never want to put much emphasis on any given day, either up or down.

The same holds true for individual trades. A day trader may make an average of
three trades a day. Many will make more than this and some less, but for this dis-
cussion we will assume three trades per day. With approximately 250 trading days
a year, the day trader in this example is making about 750 trades over the course
of a year’s worth of trading. One trade out of 750 has little significance. It has even
less significance when viewed against the 22,500 trades one makes during a 30-year
career averaging three trades a day. If you hang your self-worth on any given trade
or any given trading day, you are in psychological trouble. You have lost perspective.
The numbers help you see this.

Traders run the risk of self-disapproval and even self-scorn when they fail to pay
attention to self-esteem. For many, the self-critic enthusiastically emerges when we
lose perspective on losing trades and trading days that are less than optimal. We
might hear our internal critic say things like “You’ll never be a good trader” or “How
stupid can you be. You ought to just give up trading” It becomes ecasy to fuse with
what the self-critic is saying in our heads. We feel bad and believe it wholeheartedly.
The self-critic can dish out quite toxic commentary that we would never think of
saying to another person, yet we buy into it hook, line, and sinker. This, of course, is
fusion. We uncritically consent to the negative evaluations and condemnations. Such
unbridled criticisms make us feel worse and send our self-esteem plummeting deep
into the abyss when we fuse with them. As we have talked about throughout this
book, the bad feelings and toxic mental chatter encourage us to then avoid acting
upon what is important to us because we fear that approaching what is important
will cause further discomfort. We may, for example, stop assessing what might have
caused the losing day, because we already feel down and want to avoid feeling worse.
Not facing the situation, however, does us a great disservice. We can’t learn from
mistakes if we are unwilling to confront them.
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When we are assessing our trades and trading performance, it is best to pay less
attention to the results and much more to the process involved in the decisions made.
Evaluate your process. Did you make sound decisions fitting the trading situation?
Did you behave as you want to behave as a trader, or were you making careless or
emotion-driven decisions intended to relieve yourself of some unpleasant feeling or
distressing thought? Addressing these key questions about your decision-making and
the trading process you followed will be of far greater value than hiding from your
results or getting down on yourself because of your results.

Attitudes

There are certain attitudes, skills, and abilities that traders can adopt that are
conducive to developing and maintaining positive self-esteem and that also assist
the trader in his or her ability to adhere to the trading performance process of
High-Quality Preparation, Effective Execution, and Constructive Self-Assessment.
One of these attitudes is a respect for the market and for trading. The markets repre-
sent an extraordinary opportunity for financial independence and self-expression.
A person can be his or her own master in trading. It is really a wonderful thing
when you think about it. Possessing a genuine respect for the markets and trad-
ing and the tremendous opportunities they provide is a beneficial attitude for the
trader to adopt.

Sometimes, traders become upset at the market and its participants. They may
feel that the market had turned against them or that the so-called ‘smart money’
took their trade away by hitting their stop. They make it personal. They may blame
the market for a loss and reprove the market for not trading well. This is faulty
thinking. The market isn’t concerned with individual traders. The market is unaware
of you as a participant making trades. Blaming the market and the smart money is
like shouting at the wall. It can’t hear you and won’t offer any response no matter
how much you scream and yell. Traders committing this basic error in thinking are
putting themselves above the market. It is subtle, but this is an action of the ego. The
market is wrong, or others are to blame, not me. Blaming the market or the smart
money may make the ego feel better, but you actually disrespect your true interests
because in the act of assuaging the ego, an opportunity to learn is surrendered. In
this regard, your ego is keeping you from becoming a better trader. Respect the mar-
ket for what it is and avoid the side street of blame. It’s a dead end.

Being humble about your trading is another mental virtue that will help promote
as well as reflect self-esteem. There will be good days and not so good days, and once
in a while a very good day and a very bad day. We want to be humble about our role
and place within the larger context of the market and trading. No one dominates
the markets. This includes hedge funds and larger players, least of all the smaller
traders. We want to be humble about our successes and feel humility about it all. It
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is counterproductive to overinflate the importance of what we are doing as a trader
and the importance of our accomplishments. We are simply traders. Likewise, not
getting down on ourselves and allowing the inner critic to chastise and deride us for
days that don’t go so well is another facet of maintaining self-esteem. A hypercritical
evaluation of ourselves rarely adds to our experiences. When we buy into these criti-
cal self-evaluations and fuse with them, we lose contact with reality. Our focus turns
inside to our internal, depressive state. If we fuse with our internal state, making
it appear real and overwhelming, we are highly likely to avoid contact with what is
important to us. We will consequently stay mired and stuck in fault-finding thoughts
and pessimistic emotions. Mindfulness and defusion will help the trader maintain
self-esteem.

Mental Parking

Mental parking, as in the Before and During time frames, is also helpful in the After
time frame with respect to self-esteem. Mental parking has multiple uses. Being able
to park nontrading concerns and personal predicaments to clear your head for trad-
ing is a mental asset. So is being able to mentally park a trading error or loss during
trading. We want to park the loss or error until after the trading is over. We can then
make an assessment with fresh eyes in a calm and objective manner with the aim of 257
expanding our knowledge, skills, and abilities.

Mental parking also directly adds to our self-esteem. If we do have an error while
trading and we mentally park it for review after trading is over, how will we feel
about ourselves? We should feel good that we have been able to do this and not be-
come distracted by the mistake. Our self-esteem will rise from this action. This is
in direct contrast to the effect on our esteem should we continue to fuss about the
error, become distracted, miss or misread other trading opportunities, make addi-
tional mistakes, and spiral downward psychologically.

Being able to mentally park a loss or error is not an easy task. If you are finding
it difficult, you may want to make it part of your daily mission. Here is an example
from Emily, an active Forex day trader:

SSAD0Ud ADOTOHDASd ONIAVILIH.L

I know trading is difficult. There is a lot to know about the market,
how to manage trades, and how to deal with what goes on inside my
head. It’s not easy, but then, it probably shouldn’t be for what you can
accomplish. If it were easy, everyone can do it, right? I knew I had to
be different. I had to think differently about my approach to the mental
side of trading.

Part of how I measure my success is how I face up to and handle the
daily difficulties: the losses, the mistakes, the missed trades, the bad
trades. A key indicator for me is how I am able to mentally park that
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error, set it aside for now, and stop the crazy stress going on about it.
Often, my daily mission is: “Park the error, adjust, and refocus back on
the trading” Sometimes it feels impossible to do, but I force myself.
know this is as important to my success as the money I make, so that’s why I do

it. This has helped me immensely.

Roles and Values

In a larger sense, having healthy self-esteem also refers to the ability to separate
yourself from trading. You are a person who has values and worth outside of trading.
You can have a bad trading day, but you are still a worthy person. Some traders find
this difficult. They have defined their entire identity as a trader. When they aren’t
successful, it hurts. Their self-esteem sinks.

Your roles, your values, and what’s important to you outside of trading will help
serve as protective factors for you when trading falls short of expectations. You
may be a spouse, a partner, a fiancée, a mother, father, friend and confidant, sib-
ling, child, teacher, employer, employee, community member, and more. You have
all kinds of roles above and beyond trading. You are not just defined by your role as
a trader. As we discussed in Chapter 9 in perspective, we want to be able to park
non-trading—related concerns when we enter our trading room and sit down to our
trading desk and take on the role of the trader. Likewise, we park our trading when
we are outside of trading and are involved in the other important roles of our life. If
we place all of our eggs into the basket of being a trader and trading is not going so
well, then where will our self-esteem be?

You are a trader, but you should also keep in mind that away from the trading
desk, you have other roles. You get feedback, identity, and sustenance from your
other roles, not just from trading. You might, for example, have had a tough day
trading. You might have missed the big move on that day and tried a couple of trades
that didn’t work out. You feel a bit down and frustrated. That’s understandable. But
there is no need to let this bleed over into the rest of your life. When you help your
child work through a challenge she is facing later that day, you are acting as a parent.
You have parked the trading day where it belongs and turn your full attention to
another value—helping develop and nurture your child and being a good parent. If
you fail to park your trading, the rest of your life can suffer as a result. Moreover, if
all you do is focus on trading, you are shutting out other aspects of your life that give
you richness, meaning, and vitality. Having and knowing the other roles in your life
along with being clear on your values and what is important to you in those various
roles helps keep the role of trading in perspective and our self-esteem in balance. As
mentioned earlier, before his death Stephen Covey wrote worthwhile material on
roles and values and how to organize yourself around them for a meaningful life. You
are encouraged to consult his books.
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Finding Opportunity

Part of self-esteem also has to do with how you evaluate yourself. We have already
noted that allowing the inner critic free reign is usually not a good idea. Yet we do
need to evaluate our trading performance. This has to do with evaluating ourselves
accurately, not punitively and hypercritically. We certainly need to be open to the
reality of what is happening in our trading and accept feedback. The market will give
us feedback and it is critical that we be willing to accept the feedback.

In this regard, it is also useful to adopt the attitude of finding opportunity in the
feedback you get from mistakes and losses. Paradoxically, this is precisely where self-
esteem can be enhanced. When confronted by adversity, find opportunity. When a mis-
take is made and you recognize it, you now have something to work with. You should
be excited about this. Heretofore, you weren’t aware of your limitation. By making the
mistake and acknowledging it, you can now address it. If you do this correctly, you can
turn a mistake into an asset. You have identified a developmental need. You prepare a
plan of action centered around a SMART goal, execute it, monitor and adjust for new
information, repeat your execution and evaluation as needed. In this way, you develop
new knowledge, skills, and abilities and turn them into a new strength. With proper
effort, you will come to ‘own’ the limitation. Self-esteem will rise when you follow

this vital process. In trading, opportunities for personal growth come from the adversity we face 5

v

and the mistakes we make. It is exactly why this trading psychology process of Prepara- 9

tion/Execution/ Self-Assessment provides traders with such a powerful edge.

Benefits of Self-Esteem

A few last words about self-esteem. Roy Baumeister has done a substantial amount
of research on self-esteem. He and his colleagues have found that the correlation
between self-esteem and performance is rather modest, and that high self-esteem
probably doesn’t lead to strong performance. In most cases, it is the opposite. Strong
performance promotes high self-esteem, but not vice versa. In other words, high
self-esteem does not lead to good trading performance; trading success boosts
self-esteem. That is why in this book I have not focused on methods and techniques

SSAD0Ud ADOTOHDASd ONIAVILIH.L

to boost self-esteem. We have, instead, continued to focus on skills and methods that
will help improve your performance. Doing so will, in turn, promote self-esteem.

There is significant value in possessing high self-esteem. Baumeister points out
that high self-esteem is beneficial because it helps us to feel good. It feels good to
believe we are a good person and a good trader. Low self-esteem is more likely to
lead to depression and persistent sadness. Feeling down affects our abilities not just
in trading but in the rest of our lives as well. High self-esteem is of obvious value in
this regard. It also promotes long-term happiness.

In addition to happiness, Baumeister’s extensive research also found that self-
esteem promotes initiative. Traders with high self-esteem are more likely to persevere
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when things become difficult. They are more likely to find ways around their current
limitations and find solutions to their problems. Some of the research also shows that
people with high self-esteem are more likely to bounce back after a failure compared
to those with low self-esteem. These are important attributes for traders. We want to

carefully attend to our self-esteem.

B Performance Accountability

Performance accountability refers to the ability of a trader to track and use infor-
mation about their trading performance. This includes both positive and negative
performance information. By positive performance information, we mean trading
performance that adheres to the trader’s process of trading, that is, trading by his
or her trading plan, applying sound money management practices, and also adher-
ing to the Before-During-After trading psychology process. Negative performance in-
formation refers to the trader’s deviations from trading her plan, failing to apply
money management procedures, and disengaging from the Before-During-After trad-
ing psychology principles. Notice again that we are not looking at trading results as
a primary performance indicator. It is especially important to understand that even
though you may have made money and had positive results, your performance could
still have fallen short. For example, money may have been won on a trade but the
trade was outside the scope of the trader’s trading plan or money management prin-
ciples were violated because the trader oversized her position. We want to review
all performance data—both the good and the not so good and then learn from our
performance. This is a critical part of our trading psychology process. It is the best
way for traders to consistently improve their trading,

Being able to consider what we did well and where we fell short in our trading re-
quires that we have the capacity to accept responsibility for our trading performance
results. We have already discussed the ego and how fusing with it can undermine our best
interests. In the same vein, acknowledging responsibility for our trading performance
can be a challenge for some traders. And yet, there is no one else upon whom the respon-
sibility falls. Trading is different from some other professions where decisions may be
shared by a group of people. In corporations or other organizations, you can get others to
be involved in important decisions so that you are not the only one taking on the respon-
sibility. This is not the case in trading, In trading, it’s just you. Hence you are responsible
for all your trading decisions and actions. This sometimes can be tough to accept.

As we discussed earlier, we are limited by our natural inclinations and we likely view
ourselves in a favorable light. In fact, research shows that we tend to view ourselves
more positively than objectively. When people were asked to rate themselves on their
driving ability, for example, New Zealand psychologist lan McCormick and col-
leagues found that only a small minority rated themselves as below average drivers.
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Confirming prior research in this area, 80 percent of the respondents said they were
above average on important driver characteristics. In fact, they were nine times more
likely to rate themselves as above average than below average. It should be obvious
that the vast majority in a group of randomly selected people will have to be average
in driving skills. Nevertheless, because of our tendency to view ourselves with posi-
tive attributes, we see ourselves as better than average. This may, in part, explain why
we find assuming individual accountability to be at least mildly abhorrent. We find it
hard to reconcile data that does not conform to our positive view of ourselves.

Most of us also have an optimistic view of ourselves. This is a robust finding in
the psychological literature. Researchers Neil Weinstein and William Klein summa-
rized what are sometimes called ‘positive illusions’ that people have about themselves:
People not only tend to believe they are superior to others, they also believe that they
are less likely than others to experience negative events and negative consequences.
Psychologists refer to this latter characteristic as optimism bias, another cognitive bias
of importance for traders. A cigarette smoker, for example, expresses optimism bias
when he discounts the likelihood of contracting illness from tobacco use and avoids
taking precautions to reduce his elevated risk. Traders with optimistic views of them-
selves and their situations can take on more risk than is wise in their trading, It can
also cause us to avoid taking responsibility for our actions, especially wrong choices.

When choices are made that don’t work out, people will tend to disconnect from 261
those choices by reducing or disregarding the negative consequences of their actions.
They might disconnect by viewing the negative consequences as trivial or even flat
out deny them. A trader may make an impulsive trade that turns into a loss, for
example, and the loss is disregarded or minimized as unimportant. This is done as a
way to save face. It also can be an unspoken reason not to review your trading at the
end of the day and avoid performance accountability. People with low self-esteem
were found to adopt such mental sleight-of-hand strategies by Rob Holland and his
colleagues. Dr. Holland is a researcher of human behavior at Radboud University,
Nijmegen, the Netherlands. He found that people with lower self-esteem will use
external excuses to separate themselves from their actions when their action doesn’t
converge with how they view themselves. When a trader, for example, overconfi-
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dently views himself as skillful, but makes a poor trade and has a loss, he may over-
look his part and place the blame on larger traders who engineered a move against
him. The excuse helps him save face. His action remains justified and he maintains
a favorable self-view. Unfortunately for this trader, by protecting his ego and not
taking responsibility for the trade, he foregoes the opportunity to learn from the
experience. Notably, Holland also found that people with higher self-esteem are less
likely to employ self-justifying strategies because they experience less discomfort
from threats to the self. This is another good reason to maintain self-esteem by using
mindfulness and defusion to be humble, remain on an even keel, and not let egoistic
needs take over your trading.
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As we take responsibility in reviewing our trading, keep in mind that certain fac-
tors that can influence our trading results are outside of our control. These are things
for which we are not responsible. We should note these as external factors that can
have a varying effect on our trading performance. It is useful to note these factors
because when we are able to recognize them in future trading, we can adjust our
behavior accordingly. Although we can never have true control over these factors,
there is one aspect that we can control and that is how we respond to these external
factors. The external factors we refer to include the market and how it is trading. We
are unable to control whether a market will have good range and volatility or be dull
and narrow. We are also unable to control whether or not price will reach a support
area, or if it will push through or bounce off that support. We can control our re-
sponse, however, to a dull day and exercise patience when price is trading just above
support. We are unable to control news and how a market reacts to that news, and
we are unable to control how far a market will run in a given direction, or whether
it will run at all. Likewise, we are unable to direct the outcome of any given trade.
Again, what we are in command of is how we respond to all of these external factors.
It is our response in terms of our actions that we do have power over.

There are a lot of specific factors that are within your direct control. These factors
have a direct influence on our trading performance and can be clearly listed, observed,
measured, and evaluated. A responsible trader will keep these factors in mind when
reviewing and appraising her trading. Factors within your control include the quality
of your preparation before you start trading, the caliber of your thoughts and feelings
during trading, the actions you take or do not take, and how resourcefully you are using
your trading performance review data. If you are a responsible trader, you would want
your preparation to be high quality, complete in every way, and inclusive of new skills
and abilities you are working on to improve your trading. As thoughts and feelings start
to become distracting when trading, you want to bring mindfulness and mental parking
skills to bear. This involves acknowledging unwanted thoughts and feelings, centering
yourself mentally, mindfully turning your attention toward the things that are important
for the trade and for you in your growth as a trader, and taking the appropriate high-value
actions in the service of the trade. And, finally, taking responsibility for your trading per-
formance, using your trading journal or your personal Trader’s Performance Assessment
(Exercise 11.1), and creating a solid self-development program using your trading per-
formance as continuous feedback for your personal development and growth as a trader.

Exercise 11.1 provides a set of questions, which together form a personal trading
performance assessment you can use to review and appraise your trading performance.
It is based on a performance tool for athletes developed by Charlie Maher, which I have
modified for traders. These are simple, key questions that get directly to the heart of
trading performance. When used routinely and systematically, they provide a guide for
you to discover your developmental needs and develop a way to address them. In the
process, you will become a more knowledgeable, skilled, able, and responsible trader.
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Exercise 11.1 Trader’s Performance Assessment

1. What were my trading strong points? Why were these strengths?

2. What were my trading limitations? Why were they limitations?

3. What have | learned about myself and my trading?

4. What steps can | take based on what | have learned?

263

When using the Trader’s Performance Assessment, keep in mind that we are less
concerned about results than the trading process. Making three winning trades in a row
would not be considered a trading strength on its own, for example. It is much more im-
portant to know what you did to select three winning trades and how these three win-
ning trades reflected your personal strengths. This might exhibit several specific abilities,
including identifying high odds trades, waiting patiently for them to fully set up, pulling
the trigger in the right place, and holding them to their logical profit objective.

When using this assessment protocol, keep in mind that both technical and mental
factors are important and should be noted. When identifying limitations, for ex-
ample, you might recognize that, although your profit target on a long trade was
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higher, you closed the trade after it reached only 60 percent of its objective because
you were fearful that price looked threatening. As you consider why this was a limi-
tation, you might recognize both technical and mental limitations: technical in that
you were not reading the market well. The minor threatening price action you saw
while in the trade was not evidence of strong supply hitting the market. Mentally in
that trade you were anxious, worried about keeping profits you made, and feeling
averse to giving any profits back. Thus, for this trade at least, you have learned that
you need more work on both the mental and technical sides of trading when in a
profitable trade that has more to run. Should you learn from multiple reviews like
this over multiple days or weeks that this same issue keeps occurring across different
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trades, then you know you have a developmental need. You can now concentrate on
the steps you need to take to effectively address this and begin to develop the knowl-
edge, skills, and abilities to hold your trades to their profit targets.

To help you understand how best to use the Trader’s Performance Assessment we
will look at one of lan’s self-evaluations. Ian is a skilled day trader who focuses pri-
marily on the S&P e-mini, crude oil, and gold futures markets:

What were my strong points? Why were these strengths?

My strong points in today’s trading included really good preparation
the night before and good clarity in my mind and emotions. Because I
identified strong support last night, I didn’t hesitate in taking the first
trade this morning. I was able to initiate trades in two markets (S&Ps
and crude oil) at almost the same time, as they were in sync today,
which I anticipated in my preparation. Because the S&Ps were expand-
ing out of a narrow range from yesterday, I was prepared for trending
conditions and able to reenter two additional trades in the direction of
the trend.

What were my limitations? Why were they limitations?

[ want to be able to put on a core position when it becomes clear that
the market is in a strong trend. Instead, today I made multiple trades
but all resulted in small profits. I am still reluctant to give profits back
to the market and won’t allow a trade room to pull back.

What have I learned from this day’s trading?

I can identify early in the day when trending conditions are occur-
ring. I was hesitant about this in the past, but I have worked on this as
a developmental need and I now know exactly what to look for. I now
have this defined. It has become a strength for me. I have also learned
that I have a new developmental need with respect to trading trending
conditions. If I can next develop in myself the skills and abilities to trade
the trend by holding a core position throughout the day, I will further
develop as a trader and improve my overall trading results.

What steps can I take based on what I have learned today?

Develop a SMART goal for keeping a core position during trend
days. To do this, I will initiate a core position equivalent to one-half my
normal position size as soon as [ identify that conditions favor trending
conditions. I will hold that one-half position through the end of the day.
I can trade in and out of the trend on pullbacks (entries) and extension
of swings (exits), but will strive to hold the core position. Because this
will be mentally challenging, I will use deep breathing, mindfulness,
and defusion techniques while managing the trade. Since true trending
conditions occur only two to three times a month, I will work on this

abcBourselir 4 GabcBourselicy



www.MyChart.ir
http://abcbourse.ir/

for the next six months with an objective of holding a core position
throughout the day on 70 percent of actual trend days.

lan has been using the Trader’s Performance Assessment in his personal develop-
ment. Earlier, he used this tool to understand that he needed to be able to recognize
carly in the trading day when trending conditions were occurring. He knew that
although they occur only a few days a month, trending days gave the trader the
potential for outsized profits compared to all other days and capturing them would
add to his trading results. Although he learned to identify them, he has also been
limited in his trading of trend days and not making the kind of profits available on
these days. He has thus identified a developmental need and has created an action
plan with a SMART goal to address this need. The approach recognizes that he will
be challenged psychologically, and he has prudently incorporated mental skills into
his plan.

During the six-month period, lan will continue to assess his execution of this
SMART goal by using the Trader’s Performance Assessment to evaluate strengths
he is building as well as any barriers that arise as he works on his goal. This will
give him the opportunity to make any necessary adjustments to his SMART goal
that may be warranted. This way, lan continues to work on his goal and to work on
himself, assessing his progress, staying motivated, and developing valuable trading 265
skills—including necessary mental skills—in the process. Once again, the reader
should take careful note that lan is working on his process of trading a trend day. He
is not focused on his trading results. His goal does not target money or S&P points.
lan’s goal is about his trading process: holding a core position and applying mental
techniques to build the skills and abilities to trade a trending day. lan is focused on
process, not outcome, exactly as he should be.

B Perseverance

Perseverance refers to the trader’s capacity to work tirelessly and purposefully to-
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ward goals and challenges, sustaining their interest and effort over long periods of
time despite adversity and failures. Angela Duckworth, a University of Pennsylvania
research psychologist and a 2013 MacArthur Fellowship recipient, calls this vital
capacity “grit.”

Duckworth’s research has shown that perseverance, or grit, can be more impor-
tant than talent, IQ, conscientiousness, and other factors commonly associated with
success across a range of different endeavors and professions. Grit and persever-
ance involve sustained effort over long periods of time—what we might think of as
stamina. It also involves concerted effort and an intensity of attention, along with
the ability to commit to and follow through on important, specific, trading-relevant
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activities. Notably, the capacity of perseverance, as measured by Duckworth’s grit
scale, tends to increase over the life span with older individuals having more grit than
their younger counterparts.

A trader working on her charts each evening to understand how trend changes
occur, how the charts appear when trends are sustained, what choice trade setups
look like, and the different, nuanced patterns of each, over many days, weeks,
months, and years is an illustration of perseverance. Hard work is a virtue that
is understood by most people. “Nothing worthwhile comes easily” and “the more
effort you put into something, the more likely you will achieve it” are familiar
axioms in this regard. What may not be so familiar, according to Duckworth, is
that it is far better to concentrate and focus one’s efforts than it is to be constantly
changing one’s objectives. A person who changes jobs frequently from one kind of
job or field to a vastly different other job repeatedly, for example, is less likely to
achieve the same levels of success as the person who finds his niche and concen-
trates his efforts on developing skills in that area. Success comes from concentrat-
ing on one thing. In trading, this would mean, for example, knowing a trade setup
deeply and intimately. It would include knowing deeply what market conditions
favor that trade setup, what favorable price action looks like as the trade is setting
up, how the indicators behave, and also how far it can run in varying market condi-
tions and other considerations.

While trading requires an early exploration of different methods of technical mar-
ket analysis (e.g., Elliott Wave, Fibonacci, Japanese candlesticks, pivot points, sup-
port and resistance, statistical indicators, Wyckoff Method, chart patterns, Market
Profile, signal processing methods, etc.), continuously jumping from one indicator
or method to another at some point becomes counterproductive. A trader will find
success by settling on a single method and sticking with this, learning all about it,
how to properly use it, along with its nuances and its limitations.

Intensity of effort is a significant aspect of perseverance leading to success. Inten-
sity here means the extent to which our attention is engaged during practice periods.
When we are reviewing charts, for example, or learning a new trade setup, we want
our attention focused and concentrated on that activity. Allowing attention to wan-
der and become distracted is detrimental to learning and acquiring expertise. The
better we are at sustaining attention over time, the better we position ourselves to
achieve success. Mindfulness is one of the best methods available to develop and sus-
tain focused attention. Attention must be sustained over weeks, months, and years
for the development and deepening of expertise and mastery. Mindfulness teaches
us how to sustain attention moment-by-moment, and also helps us maintain mental
clarity over the long haul.

Follow through is critical to grit. Sustained and purposeful commitment to spe-
cific trading-related activities is much more likely to lead to trading success than
sporadic effort in different unrelated areas. Spending only an hour here and there is

abcBourselrr N @abcBoursetiry



www.MyChart.ir
http://abcbourse.ir/

too intermittent and casual to be conducive to developing optimal performance abil-
ities. Frequent switching of methods, as already discussed, will not lead to success
in trading. Spending inordinate time on unproductive areas such as Internet trad-
ing forums and chat rooms will provide less personal development of knowledge,
skills, and abilities than doing your homework and studying your charts. In research
reviewed by Duckworth, this kind of follow through is noted as the single best pre-
dictor of accomplishment across a range of endeavors, including sport, art, science,
communication, and other fields. Trading is no different.

Lastly, when considering grit, it is important to note that stamina is involved. We
want to work not only with intensity, but also with endurance. You can think about
it like a road race. A marathon requires both intensity and endurance. A sprint re-
quires only intensity. Traders want to be marathon runners, having a level of intense
effort that is sustained over the long term. Excellence requires years of focused
work. It also requires that we experience and overcome failures and adversity, pick
ourselves up, and get back into the trading arena. As we noted earlier, sustaining a
level of intense effort over many days, weeks, and longer requires numerous deci-
sion to be made. It is easy to say, “Gee, 'm tired. I think I'll just skip the work
tonight.” Developing mindfulness skills and keeping in mind what is most impor-
tant to you go hand in hand with perseverance. Most people have had at least one

experience in their lives where they have wanted something bad enough to have 267

sacrificed and put sustained effort into achieving it. They have persevered and dealt
with whatever obstacles got in their way to obtain something of personal import.
This is perseverance. We continuously make decisions and choices that get us closer
and closer to what we value.

The epitome of grit and perseverance is what psychologists call deliberate
practice. Deliberate practice is a specialized form of high-quality practice in which
you engage in planned, highly focused training activities that cause you to train just
outside your reliable level of performance. It is a training activity that pushes you
to perform outside your comfort zone. Extensive research by K. Anders Ericsson,
professor of psychology at Florida State University and a world authority in expert
performance and deliberate practice, shows that deliberate practice is the single most
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important factor in developing mastery and expertise in performance-based activities such
as trading.

Deliberate practice can be thought of as “deep practice.” Practicing our craft at a
very deep level—concentrated and intense—for a sustained period of time brings
us in contact with learning subtleties and nuances that can take our knowledge, skills
and abilities to a mastery level. Deliberate practice is done alone. Immediate feed-
back about the performance is available and trainees can repeat the performance task
or a similar performance task with an aim to correcting or improving upon previous
responses. It is a structured way of taking a current limitation and turning it into
strength.
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Continuous, solitary deliberate practice over lengthy periods of time has been
found to be the main ingredient of expertise and mastery regardless of the field
of endeavor. Whether we are talking about an Olympic athlete, elite level lawyer,
neurosurgeon, actor, trader, chess master, Navy pilot, or dart thrower, it is deliberate
practice that sets the elite apart from the also-rans. With the exception of physical
size, which can make a difference in some sports such as in basketball and horse
racing, mastery of a given discipline or field isn’t explained by personality, 1Q), in-
nate talent, physical characteristics or even years of experience. World-class levels of
mastery and expertise are accomplished by thousands of hours of high-quality train-
ing that involves pushing your personal envelope of competence. In other words,
working beyond the edge of your abilities with respect to a given skill, failing, trying
again, failing, putting in more effort, failing, and then working at it again until you
finally achieve success is how deliberate practice works and how it leads to mastery.
It is daunting and truly hard work. Frankly, most people won’t do it.

Readers may have heard of the 10,000-hour rule popularized by social science
writer Malcolm Gladwell: that is, it takes about 10,000 hours or about 10 years
of nearly daily, deep, deliberate practice in a given field to become expert in that
field. This is true. It was first uncovered by Carnegie Mellon University professors
Herbert Simon (a Nobel laureate in economics) and William Chase in their research
on world-class levels of expertise in chess. It is a lot of dedicated work. Deliberate
practice is also not perceived as pleasant by those who engage in it. It is experienced
as difficult, though they do it anyway, day after day. Working alone trying to perfect
skills you don’t currently have and experiencing failure over and over, day in and day
out is felt as difficult and unpleasant by those who do it. This is one reason why there
are so few elite level performers.

This is not to say that a trader requires a minimum of 10,000 hours of practice
to become profitable. To operate on a world-class level requires that amount of
work. Traders can develop a level of competence to profitably trade the market
in less time. Competence can be profitable, though it is not at the level of elite.
Deliberate practice will bring you to competence more quickly than other forms of
practice, and if you want to operate at an elite level, nothing else will. Nevertheless,
compared to other ways of learning such as reading, attending webinars, semi-
nars, and casually reviewing charts, deliberate practice is experienced as effortful
and unpleasant. And this is where grit comes in. It turns out that people with the
ability to persevere against difficult challenges are those with the grit to commit
to unending hours of improving their performance. Those who have a real passion
for trading, who can sustain their passion and not lose interest in it, and are not
thwarted by setbacks, possess the grit needed to be successful in deliberate practice
and, ultimately, trading,

If you are like most traders, you have experienced trading as exceptionally dif-
ficult, more difficult than just about any other endeavor you have tried. It takes time
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to develop the knowledge, skills, and abilities to trade competently. But this is true
for any worthy endeavor. It takes serious passion and dedicated effort to be good and
an exceptional commitment to be great.

B Continuous Improvement

Continuous improvement is what every trader would like—getting better every day.
To get better requires a high level of commitment. It also involves a strong desire and
dedication to learning to be the best trader you can be, not just today or tomorrow,
but over the long term. In other words, it requires effort, and lots of'it.

A useful way to think about continuous improvement is to imagine that you have
had a long and successful trading career, and you are now about to retire. You are
ready to hang up your charts and entry platform and do things you’ve never had the
time to do. The trading world is holding a testimonial dinner for you on Saturday
night. All your peers and people you respect will be there. What would you like them
to say about you as a trader over your years and decades of trading? We explained
a similar exercise in Chapter 8 where you noted what a reporter might say about
you and your trading. If you haven’t done this exercise, it is useful to pause for a few
minutes and jot down what comes to mind.

What comes to your mind when you think about how you would like to be 269
remembered for your trading? These are a set of your long-term objectives from
which you can construct SMART goals, work on, and actualize. These are the
things you most value in the profession of trading and the things you most value
in yourself as a trader. Do you want to be remembered for cutting winning
trades short, for example? Probably not. Instead, you may want to be remem-
bered for excellence in reading a chart, creating unique trade setups from your
research, and demonstrating sound trading performance when executing and
managing trades.

Keep in mind that what you want to be remembered for is more than just money.
Of course you want to make money and provide a solid financial foundation for
yourself, your family, and your loved ones. That’s a given. But there are other things,
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too.

At your retirement dinner, people may stand up and say things like, Marcia
was one heck of a chart reader. She could read almost any chart just by the price
bars and volume. John had a great sense of trade management. He always had a
target in mind and once in a trade he would hold it to its target. Juan knew how
to enter trades well; he rarely sat through pressure. He also knew when a trade
wasn’t working and was quick to cut it and get out before it could do damage.
These and other things we value as a trader are the kinds of things we want to
think about when we make a commitment to trading and to becoming the best
trader we can be.
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When we are thinking about continuous improvement, it is helpful to consider
the professional athlete. Even though they may have been in their sport for 10 or
more years (and most—depending on the sport—will play their sport for 20 or
more years, starting as a youth and retiring in their late 20s or early 30s), they get up
carly every day and put in several hours of practice. They get coached every day while
in training. During their competitive season, they continue to practice and think
about their sport, planning their strategies and maintaining their optimum level of
fitness. They are constantly doing continuous improvement.

In sport, continuous improvement is structured for the athlete. Whether they
function as an individual athlete as in tennis or are part of a team such as in football or
baseball, they are on a schedule. They are coached, work on their mental game with
a sport psychologist, and have access to trainers, dieticians, and other supportive
structure. Virtually everything the player does is about their sport and it is all well
organized for them. This is not the same for most traders. Those who work on a
trading desk with a trading firm do have some structure and have training. But the
vast majority of traders operate without external structure. We have to structure our
own program of self-development if we want to truly achieve in trading.

You can use this same Before-During-After framework of High-Quality Preparation,
Effective Execution, and Constructive Self-Assessment to structure your continuous
trading performance improvement. This means you are oriented to continuous learn-
ing about the markets and yourself as well as your trading through study, journaling,
personal research, seminars, mentorships, deliberate practice, and other forms to
improve your trading knowledge, skills, and abilities. It also means you are commit-
ted to making adjustments in your preparation and your execution from what you
learn in Constructive Self-Assessment.

Here is how you conduct Constructive Self-Assessment. Use the Trader’s Per-
formance Assessment to identify developmental needs. Once a developmental need
has been identified and seen as something that, if changed into a strength, would
add significantly to your trading performance, you begin planning for that change.
Prepare for change in a high-quality manner by developing SMART process goals to
address your developmental needs. Although you may have multiple needs and mul-
tiple goals, it is best to focus on only one or two at a time. Concentration of effort
is almost always a better approach. SMART goals are then implemented through
Effective Execution. Progress is monitored through the procedures of Construc-
tive Self-Assessment and by applying the Trader’s Performance Assessment to your
preparation and execution of the SMART goal. As you take action on your plan in
Effective Execution, you gather more performance data, which you then evaluate in
Constructive Self-Assessment. This takes you once again into High-Quality Prepara-
tion where you adjust your plan and prepare for the next round of trading where you
again implement your plan and then assess how you did. The cycle is repeated until
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you achieve the goals reflected in your developmental need and you have turned a
limitation into a personal trading strength.

To achieve excellence and mastery in trading, you need to be mindful through-
out the process of High-Quality Preparation, Effective Execution, and Constructive
Self-Assessment. Engage mindfully and fully in the cycle of continuous improvement.
As you work with this process of self-development and improvement over time,
you will gain a sharper perspective on your trading psychology and your trading,
embracing its probabilistic nature and the role it plays in your life. Your personal
awareness of your strengths and limitations will expand and your motivation will
improve. You will become better at mental-discipline and have more self-confidence
because you will be focusing on the things that lead to improvement and you will
see improvement happening. You will develop a more balanced emotional intensity
as you perform the tasks of trading, experiencing fewer emotional whipsaws and
fewer emotional hijackings. You will have improved your focus and poise and be able
to maintain your composure. Self-esteem will grow as you assume responsibility for
your trading and you make the effort to practice it deliberatively. You will add signifi-
cant value to your trading through continuous self-improvement. These are the true
elements of trading psychology. And, as you may have noticed, they work not just for
trading, but for life, as well.

Table 11.1, High-Value Mental Skills and Some High-Value Actions of Construc- 271

tive Self-Assessment, provides a summary of Constructive Self-Assessment. The four
high-value mental skills are listed and examples of HVAs are provided.

We end this chapter as we have ended the previous two chapters with a Mental
Skills Inventory for Constructive Self-Assessment in Exercise 11.2.

Self-Assessment

gV BB High-Value Mental Skills and Some High-Value Actions of Constructive

After: Constructive Self-Assessment
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High-Value Mental Skills Examples of High-Value Actions

Self-Esteem Defining roles and values outside of trading
Performance Accountability Maintaining a trading journal

Perseverance Regular review of charts

Continuous Improvement Seck feedback and advice from experienced traders

Concentrate on one trading method

Regular use of Trader’s Performance Assessment

Seck feedback from mentors and trading psychologists
Engage in deliberate practice

Create developmental plans to address developmental needs
Keep good records
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Exercise 11.2 Mental Skills Inventory: Constructive Self-Assessment

Mental Domain Rating

Self-Esteem | know my self-worth and am able to keep
myself on an even keel no matter how my
trading goes.

| neither get excited when | have a strong
trading performance nor get down on myself
when my trading performance is less than |
would like.

Performance | take full responsibility for my trading
Accountability | performance and am willing to confront the
factors that affect my performance, including
my performance shortcomings.

Perseverance | | do the work necessary without distraction
and strive to be the best trader | can.

I maintain my intensity of effort even when
things aren’t going my way.

Continuous | use the information about my trading
Improvement performance to improve as a trader, making
adjustments in my trading.

| constantly seek ways to develop and improve
my trading knowledge, skills, and abilities.
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Final Thoughts

his is the first book that integrates mindfulness skills with performance psychol-

ogy to present traders with a structured trading psychology process. Our focus
has been on the mental and emotional challenges traders face and the cutting-edge
psychology that can address and help the trader deal with the mental side of the
game. Two things stand out. One is the importance of practicing mindfulness. The
other is committing to the Before-During-After trading psychology process.

Although trading is replete with psychological challenges, if there is a secret to
greater consistency and proficient performance in trading, it is developing the skill
of mindful self-awareness. Mindfulness research reveals enormous benefits for trad-
ers. The practice of mindfulness trains the mind to be aware of ourselves and what
our mind is telling us and, most importantly, mindfulness enables us to see that we
have a choice in how we act in any given trading situation. Mindfulness helps us no-
tice when we have become emotionally hooked by a demanding trading situation and
also that we do not need to take action to appease the mind’s chatter. Mindfulness,
acceptance, and commitment help us remember and choose what is of value to us in
our trading and perform the high-value activities that lead to optimum performance
and profitable trading results.

The high-value mental skills and high-value actions (HVMS and HVAs) associ-
ated with optimal trading performance and profitable trading results are honed
through the Before-During-After trading psychology process. Preparing for trading in
a high-quality way, taking our preparation into trading to maximize our trading abili-
ties, and assessing our trading performance and results with the intent to improve
our preparation and execution is the royal road to developing, advancing, and en-
hancing our trading. It is a purposeful, systematic method that guides you in making
attainable goals while at the same time helps you develop new skills so that you can
actualize the trader you desire to be.
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Whether or not you have been sampling the exercises presented in the book
as you have been reading it, you need to understand that just reading the book
and doing the exercises once will not equip you with competence in these skills.
Mindfulness and other cutting-edge mental skills are skills and, as with acquiring
any new skill, they require practice and effort. Engage in practicing mindfulness
regularly and systematically follow the trading psychology process. Those who
routinely do mindfulness, in fact, refer to it as “mindfulness practice,” and they do
so for a reason: developing mindful self-awareness skills requires application, with
an underlying sense of devotion. The same is true with the Before-During-After trad-
ing psychology process. Act on what you have learned and put it into practice for
yourself. You can read all about swimming, for example.You can study how the body
remains buoyant in water, how the legs and feet should kick to propel the body
forward, how the arms move to direct and pull the body, and how the head rotates
to allow breathing between strokes. You can study all of this diligently; even take a
written test on the material and pass with flying colors. But you won’t be able to
actually swim until you get wet.

Both mindfulness and the trading psychology process require regular, preferably
daily practice. It is wise to schedule time and practice various exercises described in
the book and routinely follow the trading psychology process laid out in Part III. This
requires effort and commitment. Resolve for yourself a level of commitment that is
right for you, jump into the water, and start practicing mindfulness and the trading
psychology process. The benefits can be enormous.

Expanding on this theme of actually doing, one of the intentions of this book is
to go beyond the mere explanations of techniques and methods. The book provides
a platform from which you can teach yourself something about yourself and your
trading challenges. The exercises sprinkled throughout the book enable you to look
deeper into your own trading situations. Take the time to do them. They require
thought, a little diligence, and an open honesty with ourselves—exactly the same as
in trading. Use these exercises to develop your own understanding of yourself within
the context of trading. They will guide you as you develop your own personal trading
psychology edge.

Trading psychology is only one aspect, though a crucial one, for success in trading.
There are three fundamental aspects to trading well. A trader must: (1) unlock the
secrets behind the technical aspects of the market, (2) develop an understanding of
sound money management and risk practices, and (3) develop a trading psychology
edge. This is depicted in Figure 12.1. By itself, psychology will not turn you into
a great trader without technical and money management proficiencies. Consider
a club-level tennis player, for example. She may have great mental skills and be as
cool as ice on the tennis court. But if she hasn’t developed the knowledge, skill, and
ability to play professional-level tennis, she won’t make it very far at Wimbledon.
The same is true in trading. This being said, psychology is crucial. It underpins both
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Money and Risk

Management
Total
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Trading Psychology Edge

FIGURE 12.1 Fundamental Abilities of the Competent Trader

technical skill and money management practice. Without a strong sense of one’s
psychology, which we define as a psychological edge, technical strategies can easily
be compromised and money management practices may be left by the roadside. The
mental side of the game and especially the trading process described in this book can
help you both develop and use your technical skills to their greatest advantage.

B Next Steps

As this book draws to a close, you will want to begin thinking about what to do
next. Each individual is different. Although there are commonalities among traders,
we each experience the trading world from our own unique perspective. This is the
beauty and joy of being human. As we conclude, reflect on what you personally have
learned from this book. What has changed or is beginning to change for you with
respect to your emotions, your mind, and trading psychology? Has your perspective
changed about your trading psychology? Do you see new opportunities for yourself
in trading? If so, what are they?

Consider what has been most useful for you in reading and practicing what’s
presented in this book. Was it how intuitive and deliberative minds work?
Mindfulness and defusion? Understanding what’s of value to you in your trading and
committing to what really matters to you? Maybe it was the idea that we can’t really
control our thoughts and emotions and it’s time to stop the tug of war with them?
How about the trading psychology process of Before-During-After? What can you now
use in your trading?

Was there anything that surprised you? The mind is complex and its workings
are relatively hidden from us all. Perhaps one of the paradoxes described within
the book was an eye-opener and gave you some new insight into yourself and your
mental world. Was there anything that stood out as an “ah-ha” moment for you? It is
important to note that.
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As you begin to think about what you will be using in your own trading, keep the
trading psychology process firmly in mind. Prepare a plan of action, execute it, and
evaluate how you did and how your plan is working, and then make adjustments.
Start with small, incremental steps. They quickly add up. Keep your mind open and
be willing to learn new things about yourself and about your trading. Above all else,
have a little compassion for yourself when things don’t go as planned or you fall
short. No one gets to master it right off. And, remember what matters most to you.
Keep your values as your beacon toward which you direct your actions and you
will be tacking along the right course. Practice mindfulness and trade mindfully to
achieve your optimum trading performance and reach excellence in your trading.
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