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Preface - Markets & the Super Ego

Let’s begin by finding out what the two terms mean. Following that, we’ll take a brief look at the obstacles. 
And finally, we will try to apply it all to you – the individual trader, your mindset and your ensuing activities.
 
The Rational Market hypothesis quite simply posits that prices of assets are guided by rationality – that 
an asset’s price reflects its intrinsic value and that investors enter financial markets in order to maximize 
profits and minimize losses. Ironically, this goes against the thinking of two thinkers considered the fathers 
of modern economics – the 18th Century Scottish philosopher Adam Smith and his 20th Century heir, John 
Maynard Keynes – both who had no trouble admitting that markets were irrational. 
 
The Efficient Market hypothesis goes a step further and defines an efficient marketplace as one in which 
all information is available to all traders at the same time. Markets react, the theory states, only  to new 
information. If the market itself does not react to the information, traders do, pushing the price towards a 
newly-found equilibrium, based on – again – all known information. 

Now, clearly markets are not guided by rationality, and not all traders have all the information required 
at all times to react rationally. However, the Efficient Market Hypothesis (EMH) provides the logical 
infrastructure upon which market anomalies (a predictable event or characteristic that is inconsistent with 
the theories against which it appears) are detected and studied. In fact, EMH was first proposed by a French 
mathematician in 1900; it only became a popular topic in the 1960s, when computers enabled testing 
it. Post 2008, the hypothesis became the culprit for the global meltdown, with former FED head Volcker 
claiming that the “crisis was an unjustified faith in rational expectations and market efficiencies”.1

To understand the psychology of trading and traders, it helps 
to understand the motivation and hurdles facing these before 
actually addressing the processes. Thus, we like to believe 
that the primary motivation of financial markets is to facilitate 
the flow of capital and of traders – to profit from that flow. To 
understand the markets, we would need to presume that they 
aim to operate in a rational and efficient manner, since anything 
else would hinder their purpose. Unfortunately, by their very 
nature and so long as human beings are involved, this is almost 
unachievable. It has been proven time and again, and yet the 
number of scholarly articles devoted to the rationality and 
efficiency of the marketplace seem never-ending.
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What is Trading Psychology

The term ‘trading psychology’ has been given to the study of the mindset into which a person enters when 
trading on financial markets. 

We know that the most irrational aspect of financial markets is the human element, people. They can be 
over/underconfident, biased, tending to overreact or underestimate, and imperfect – to say the least – when 
it comes to information processing and simple reasoning. As a result, when researching trading psychology, 
we need to look at the trading environment and find the catalysts that spur emotions before examining ways 
of describing and addressing them. 

Clearly, the two major catalysts that spur emotion in financial markets are risk and reward. Let’s begin with 
the former - risk. Clearly not life-threatening, the risk of losing money, of having to justify these losses to 
our partners (spouses, children, friends, colleagues), of maintaining our sense of worth, is a loaded threat, 
and our bodies have evolved over millennia to respond to threats. Before we are even aware of the threat, 
our hearts and lungs prepare for flight; steroids are secreted and reflexes accelerated; we become more 
focused, at the expense of our environmental awareness. And none of this is by definition bad! 

Reward, on the other hand, generates a desire to prolong the pleasure experience that accompanies it. It 
encourages repetitive behavior, on the other hand creates a sense of satiation that in turn slows our reflexes 
and widens our focus. Again, none of these are bad unless you are trading on rapid financial markets, where 
attention is paramount. Repetitive behavior, however, is a threat, since – as we are constantly told – “past 
results are not indicative of future performance.” Worse yet is the misconception derived from the pleasure 
of a profitable but unclosed position. We desire to maintain the pleasure of an unrealized profit, forgetting to 
close the position and eventually watching it go sour. 

The two corollaries of risk and reward are the instincts that drive most of our life-long activities – fear and 
greed. Fear steps in when risk abounds. It either freezes us or causes us to make mistakes. Greed steps in 
alongside reward – we want more and we either over-trade or forget to close a winning trade.  

Now, as mentioned, most of the emotions associated with trading psychology are the outcome of years of 
development. Our chances of rewiring our brains are nil. Thus, we need to learn to understand the triggers 
and manifestations of these emotions and act accordingly. Moreover, since the marketplace is made up of 
millions of traders operating under the same limitations, recognizing an emotion in ourselves can often be a 
first stage to extrapolating our response upon the general market – a powerful analytic tool indeed!
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Cycles in the Marketplace

Each market cycle, regardless of its length, is characterized by four phases - the 
Accumulative phase, the Markup phase, the Distribution phase and the Downtrend. 
During the Accumulative phase innovators and leaders recognize that an asset has 
bottomed out and begin to buy. The Markup phase is characterized by the flock 
that follows the leaders, resulting in prices beginning to rise. As they rise beyond 
affordability, sellers begin to dominate the market and the Distributive phase begins. 
Finally, prices begin to fall - the Downtrend. 

To maximize profits, a trader must understand at what stage the market is and adapt. A 
major hindrance to these is that traders too undergo their own emotional cycles - each 
stage subordinated to the market cycle. 

Developmental psychology recognizes the cyclical nature of many human processes 
– the family life cycle, bio-physiological cycles and more. In financial trading, a trader’s 
emotions are also governed by cycles that are – in turn – subordinated to market 
cycles, some of which are even fractal in design: they repeat themselves within several 
timeframes. Long-term (Kondratiev) cycles generally last about 60 years and include a 
bullish segment and a bearish segment; Secular Cycles last about 30 years; and Cyclical 
Cycles last about 4 years each.

Ralph Nelson Elliott, in his seminal 1938 
work, The Wave Principal describes the 
Grand Supercycle, which extends over 
centuries, the Supercycle, which extends 
over decades, the Multi-Year Cycle, the 
Primary Cycle, which covers months, the 
Intermediate for weeks, Minute for days, 
Minuette for hours and Subminuette for 
minute-long cycles.
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The Trader’s Cycle

At some point at the bottom of the Accumulative 
phase, a trader’s optimism motivates him to buy 
a stock. As the stock rises (the Markup phase), 
the trader feels excitement, then thrill as emotion 
overtakes rationality. By the time the stock is at 
its zenith, the trader is feeling a totally irrational 
euphoria. Emotions have taken over and usually 
delay the realization that the market has topped 
out. The moment the market moves against the 
trader he/she feels anxiety, but not sufficient to 
take action. By now the distribution phase is nearly 
over and the stock is clearly in a downtrend. 
Denial sets in - the only defence mechanism 
available since it’s too late to sell at a profit.
Fear takes over as once again the ratio is subdued 
and no solutions in the offing. Desperation is that 
point at which traders start making mistakes - they 
will grasp at straws before panic sets in. Near the 
bottom of the downtrend, capitulation causes us to 
obliterate our portfolio at any cost/loss, at which 
point we enter the despondent stage - we are no 
longer in the market and vow to never return.

The Trader’s Emotional Cycle (TEC, to some) is a 
cycle of trader reactions to the various stages of 
the market cycle. It governs his/her responses to 
market events and motivates the trader’s place 
in the overall dynamic. In general, the emotions 
a trader feels are Optimism, Excitement, Thrill, 
Euphoria, Denial, Fear, Desperation, Panic, 
Capitulation, Despondency, Depression and 
Relief - fourteen in all. Greed governs the first 5, 
fear governs the next 5.

By this time, a new accumulative stage has begun, 
but we are to depressed to realize - trying (too 
late) to analyse what went wrong. Markets begin 
to slowly rise. We realize that there may still be an 
opportunity and feel relief after buying a new stock. 
Now, knowing and naming these emotions is only 
the first stage of the remedy. As mentioned, these 
are natural, biophysiological reactions - instinctive, 
even. However, realizing where you are in your own 
personal cycle helps infer at what stage the market 
is (remember - the “market” is simply more people 
like you undergoing their own personal and similar 
cycles)
Stepping back from success at the euphoric stage 
will enable you to do some serious technical 
analysis and realize it’s time to sell; not giving in to 
capitulation will reveal (after more due analysis) 
that perhaps now is the time to buy cheap, not sell. 
 
But how to attain that level of self-awareness is an 
exercise in self-training, self-discipline and - above 
all - homework.
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Knowledge is Power

The main difference between an educated trade and a wild gamble is 
“information”(!) - information about yourself, information about financial markets 
in general and information about the moment-to-moment occurrences that 
influence those markets, both technical and fundamental. 

The reason for this is threefold. Firstly, and most obviously, no responsible 
investor invests in an asset he knows nothing about - he may just as well put his 
money in a paper bag and throw it into the Thames. By some miracle, someone 
may find the paper bag, discover where you live and return it to you with interest. 
Secondly, the more information you have, the more objective you become. When 
a trade goes against you, you are so surprised that you actually investigate 
what went wrong. Was the source of your information defective? Did you apply 
it incorrectly? On the other hand, when a trade is successful, you know where to 
place the limits of your success (where the information runs out) and close your 
position accordingly. In both cases, information serves as a buffer against both 
fear and greed - protection against the former, a countermeasure against the 
latter. The more we know, the less we fear; on the other hand, the more we know, 
the easier it is to keep our greed at bay. 

And thirdly (although this is a correlation of 2) by being objective, you know where 
to place yourself within the trader’s emotional cycle. You understand, based 
on the information, where the market will begin to feel complacent, when it will 
panic, because you can both feel the emotion and explain it. All that’s left to do is 
monetize it. 
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Know Your Asset
Decide if you’re a technical or fundamentally oriented analyst and stick to what is most comfortable 
(discomfort will create noise that will hinder your research). However, don’t be lazy. Whichever style of 
analysis best suits you, make sure you are conversant with the other and use it to verify your analytically 
derived results. If, based on the fundamentals, you believe an asset will go one way, check yourself with 
the technical, and vice versa. The moment you have arrived at a technical strategy, make sure there are the 
fundamentals to support it.
Only trade in those assets you feel a propensity towards. If you are not interested in politics, do not trade 
forex. If the complexity of futures contracts puts you off, leave the commodities aside. If you do not have the 
patience to properly study a company’s financials, stocks are not for you. And study the background to the 
fundamentals. 

Understanding the evolution of an asset’s value means understanding the asset. In the words of Warren 
Buffet, invest only in what you understand. Don’t go near cryptos before you have a true appreciation of how 
the blockchain works - only then will you realize their true potential and understand how you can profit from 
this fascinating innovation.
Once you understand an asset, not only will your trading be more successful, you will have attained a new 
perspective on the world around you. Only by investing in the world’s assets can you truly feel the excitement 
of its pulse.

Set Goals & Targets 
Each stage of your trading career should be dictated by goals and evaluated by achievement. Once again, 
this is an excellent tool against both fear and greed, since setting goals is a way of taking control and 
allaying one’s fears. 

Before you begin making money in trading, you will lose a lot! Even if you have spent the past 10 years 
trading on a demo account, the moment real money enters the formula, you will begin making mistakes. And 
as with any other occupation, you must be prepared for a two-year learning curve, at least. Make sure you 
can afford this.
Do the maths. How much money do you make, how much do you save, how much do you need to live off? 
How much can you afford to put aside over a two-year period? Put it aside and do not add to it – merely 
subdivide the sum into two years. 
Next, set up your goals. Make sure these are realistic. What do you expect your regular income from trading 
to be in two years’ time? Set up a gradual curve of attainment. Ensure that you stick to it. If you do not, it’s a 
warning sign you’re doing something wrong (unless you’re advancing quicker than expected, which is a good 
thing…).

Responsible trading

And so, we come to our first of four lessons: how to trade responsibly. This is actually an amalgamation of 
the next three, but let’s begin with homework.
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Once you become an active day trader, set up your daily goals. How much do you need to be making a day, a 
month, a year to justify your activities.
As we zoom in from the long-term career, through the daily activity, we finally arrive at the individual trade. 
Here too defining goals is important – it dictates where we place our stop loss and take profit orders. Which 
brings us to:

Risk Management 
A parent faced with his child’s fears has a once-in-a-lifetime chance to channel that child’s future. Will the 
parent dismiss the child’s fears, thereby denying the child a protective shield? Will the parent amplify those 
fears by echoing them? Or will the parent take the opportunity to teach the child the importance of fear: 
not of a goblin that freezes one into inaction, but rather a healthy instinct to be recognized, assessed and 
overcome through caution and risk management. 

In financial markets there is always a risk. Fortunately, there will always be profit. The idea is to offset one 
against the other to the point where the latter grows beyond the former. The risk-reward ratio you institute 
should be based on your level of experience but also (and perhaps more importantly) on the type of person 
you are – risk prone and less likely to lose your judgement under pressure, or risk averse and prepared to 
sacrifice profit for peace of mind. Risk management is implemented on various levels – on the account level 
and on the individual position level. 

On the account level, never invest more than you can afford to lose. How do we do that? How do we know 
how much we can afford to lose? After all, we began by investing in our account a sum of money we could 
afford to lose, hopefully not money we require for our living expenses. Thus, we can only afford to lose a 
sum that does not endanger our other open positions. 

If our maintenance margin increases above our free margin, chances are our broker will begin to close 
positions on margin calls, and there is no controlling the immediate future of a position: will it turn to profit 
immediately after closing? We should always maintain sufficient equity to prevent a margin call, and THAT is 
the borderline between what we can and cannot afford to lose. 

A corollary of that is the Buffet Rule of Thumb: the 2/10-5/20 formulas. If you are a beginner or risk averse 
trader, you should never invest more than 2% of your equity in a single position and never more than 10% in 
all your open positions. For a $1000 account, that translates into $20 per trade and not more than $100 in 
all open trades. It may not seem like a lot, but when you gains and losses are leveraged, these sums could 
eat into your equity quite quickly. It also means that you’re opening roughly 5 trades, and as a beginner you 
should not be dispersing your focus across more than that. 

The 5/20 rule stipulates at most 5% of your equity in a single position and up to a total of 20% of your entire 
equity in all open positions. This rule applies to more experienced traders and certainly the more risk-prone.



For a BUY position on the EURUSD opened at 1.1081, you would, for example, place your take profit 100 
points above at 1.1180 and your stop loss at half the distance below – 50 points down at 1.1030. For more 
risk-prone investors, a 3:1 or greater risk/profit ratio would be used, exposing the position to more relative 
risk of closing on a stop loss, since it’s relatively closer, but a higher profit potential within that same context. 

On the position level, we manage our risk 
by delineating possible profit/loss ratios 
by using take-profit and stop-loss orders. 
Again, for beginner traders, a 2:1 ratio is 
acceptable. That means that for every 2 
units of profit we are prepared to risk 1 
unit of loss. Consequently, we place our 
take-profit order at double the distance 
we used to place our stop-loss order. 

Portfolio Management
Another form of risk management is portfolio management – hedging risk and diversifying. Many would say 
that diversifying a portfolio is another way to hedge for risk, while others would suggest that hedging is the 
main aim of diversifying (Chicken-Egg dynamics at play). 

Given the previously-mentioned Rules of Thumb, five open positions does not leave a lot of leeway for either 
of these but, nevertheless, both are healthy habits to adopt in order to maintain an even keel and devote your 
energies to trading rather than worrying.

Diversifying your Portfolio
From whichever direction you look at it, it is never healthy to place all your eggs in one basket. There are 
three main kinds of diversification that should serve as a beginner’s map: Timeframe diversification, Strategy 
diversification and Fundamental diversification. 

Timeframe diversification relates to the timeframe we are basing a strategy upon. After technically analysing 
an asset, we will finally focus on a particular timeframe when applying our main indicators and in which we 
will open a position and set our orders. Diversifying positions amongst timeframes also means that different 
assets will be situated at, and susceptible to different stages of market cycles (see above). 

Strategy diversification is for the more advanced traders, since beginners should concentrate on mastering 
particular strategies employing particular indicators until the trader becomes conversant with the tools. 
Once the trader has perfected several strategies, different positions should be opened using a different 
strategy for each one (or each set). 

Finally, Fundamental diversification mainly focuses on investing in different asset classes and or assets 
from different global markets. Thus, a specific fundamental indicator will not adversely influence all of your 
trades at once. 

9

ENTER HERE



Hedging your Trades
Whereas diversification is a form of risk control, hedging’s main goal is to mitigate 
losses, not prevent them. It entails investing in related - or rather negatively correlated 
- assets - a seeming contradiction to our guidelines on diversification. 
 
The simplest form of hedging would entail shorting and longing the same asset at the 
same time; but this is a zero-sum game (or nearly so, considering that the trader would 
also be losing the spread on both trades). In shares, we could invest in 2 competing 
companies. In this case, if the sector as a whole gains, we gain on both but to different 
degrees. If one loses and the other wins, our losses on the former would be mitigated 
by our wins on the other. We could also invest in related companies with competing 
aims, such as a manufacturer and supplier – the latter’s raising prices would benefit 
the latter to the detriment of the former. 

Another form of hedging would entail investing in one asset class alongside a related 
or proxy asset from another asset class. The classic example is oil, which is priced in 
US Dollars, and the CADUSD forex pair. Since Canada’s economy is largely based on its 
oil revenue, a rise in oil prices would raise also the value of the Canadian Dollar. 
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Trade with Rules

Of course, the best way of dealing with human emotions is by simply bypassing 
them. The simplest way we do this is by opening positions with pending orders 
and closing them with SL/TP orders. So long as we don’t constantly update these, 
we have taken a first step towards automating our trading and reducing our 
personal and transient involvement. 

A more complex way of doing this is by using Scripts and Expert Advisers - simple 
trading bots that open or close an order upon a given technical (and increasingly 
fundamental) input. If - say - the RSI on an asset drops below 20, open a position 
on “pressurized carrots” using a stop buy order at 100 blurbs with a TP at 125 
blurbs and an SL at 95. These bots are easy to create and/or program, and they 
reduce our trading to a set of rules that the platform and we have no choice but 
to abide by. Presently, they are limited to acting upon quantifiable data, i.e. market 
values and technical indicators. However, increasingly they are adopting the 
capabilities of inputting specific types of fundamental data, and - with the advent 
of sentiment trading - the day that market moods can be read and quantified is 
not far off. 

Meanwhile, it is up to us to define our own trading rules. We do this by maintaining 
a trading log in which we record our strategies and their results. When a strategy 
proves resilient, we set down its parameters for future reference; where it goes 
astray, we seek the reasons and adapt accordingly. 
Trading with rules is one of our prime weapons against fear and greed. It 
increases our control and places the execution in the objective hands of a non-
emotional chain of events.
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Do’s & Don’t

Learn the markets 
Invest in only what you understand, and if you come up against an asset you do 
NOT understand - learn it. Read the news, learn the statistics. The world revolves 
around money in a most interesting way. You’re participating in one of the most 
fascinating playing-fields on earth. Don’t treat it like a horse race. 

Protect your assets 
Use every means possible to ensure your account balance outlives your personal 
quirks. Use the exit orders, compute your profit/loss ratios, mitigate your risk. You 
worked hard for your money. Don’t lose it to stupidity.

Always have a plan 
For each position you open, record the logic behind your decisions and your 
position parameters. What indicators did you use and what were their parameters 
and outputs? What was your expected contract duration? Entry and exit orders 
and execution points?

Stick to your plan 
Why make it if you don’t intend to use it. When trading, the value of self-control 
is easily assessed. Simply add your losses on trades where you changed the 
parameters mid-plan.

Use the technology 
Master the indicators, make sure your internet connection is a healthy one (with 
redundancy measures where possible). Back-test your strategy to the extent your 
platform allows. Someone spent their talents and time creating those indicators, 
scripts and other tools. Respect their efforts as you would your own. Ignoring the 
technology is like running a 3-legged race crawling. 



Follow the trend, but first verify it 
It’s no good following a trend that’s about to end. Ensure it’s a trend, at what stage 
it is (about to reverse or break out) and how strong (dependable) it is. The crowd 
has its strengths, but also its weaknesses – it’s where predators lurk.

It’s impossible to get even with a machine 
Revenge trading does not work. The market is oblivious to you and you should 
treat it in like. Many years ago, gambling houses created the Martingale method 
for winning in Roulette. Each time you lose, double your investment - eventually 
you would break even. The only problem was that the roulette ball is unaware of 
statistics. Each result is entirely random - a great windfall for the casino. 

Treat your trading as a business... 
Set down parameters for determining short and long-term success. Profit and 
loss levels. Create your own working hours, environment and requirements. Even 
if a hobby, remember – you are investing money you worked hard for. There’s no 
reason to spend it with anything less than the same respect.

… not a family one 
A corollary of the above is to set off your personal trading space. Stay objective. 
If your spouse is not supportive, better to not trade - your fear of losing will 
exacerbate flawed reasoning. Never ever invest more than you can afford to lose. 
Even if you know for a fact that you’re going to win.
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Avoid the gurus, suspect the data  
Newspaper reporters are forced to verify their information with at least 3 unrelated 
sources. Make sure your data is from a reliable source and not from someone with 
an ulterior motive



______________________________________________________________________________________ 
1 Quoted in ‘The Myth of the Rational Market’ by Justin Fox. Book review by Lowenstein, 
Roger (June 7, 2009) in The Washington Post.

Keep it all in perspective 
A winning trade is not only a monetary profit - it’s confirmation that you have 
understood a complex situation. Correspondingly, a losing trade is not a failure 
but an opportunity to learn. Find out what went wrong. If the world hasn’t ended, 
chances are that the market reacted to a stimulus in an unexpected manner. Find 
out why. Often, the reason is more illuminating than the price you paid to learn it.

Stay healthy  
Know when it’s time to take a break. Learn your body signs for stress and fatigue. 
Monitor yourself at all times. Tunnel vision, sweaty hands - time for tea. 
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