
Do strong emotions impair a trader's judgment?
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Trading psychology: Mastering your emotions
and instincts for successful trading
A trader can be their own worst enemy.
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Trading is a complex endeavor
that involves understanding
financial instruments, charts,
patterns, market conditions, risk
management, and plenty of other
factors.

But becoming a successful trader
requires more than technical
knowledge. You also need to develop the right mindset to navigate the
psychological intricacies of trading.

The nuances of human emotion, instinct, and behavior can profoundly
impact your decision-making process. That’s why it’s important to
understand your own unique trading psychology.

Managing emotions: The
trader’s inner struggle

One of the most significant
challenges traders face is
managing their emotions. Fear

Emotions—especially fear and
greed—can be a big factor in your
trading.

Know yourself and how your
decision-making processes
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and greed drive many trading
decisions; they can cloud your
judgment and disrupt your ability
to make rational decisions. Fear
can paralyze a trader, preventing
them from taking necessary risks (yes, all trading requires some risk in
pursuit of profits). Greed can lead to impulsive and reckless trades.

Let’s look at some of the common trading issues that stem from fear,
greed, and other common human emotions.

Fear of missing out (FOMO). FOMO is a well-known psychological
phenomenon that affects traders of all experience levels. It refers to the
fear of missing out on a potentially lucrative trade or market move. When
traders succumb to FOMO, they may impulsively enter trades without
conducting proper analysis, leading to poor decision-making and
unfavorable outcomes.

Following the herd. Fear and greed often fuel a tendency to follow the
crowd, especially in times of market volatility. Traders may be inclined to
enter or exit positions based on the actions of others, rather than their
own thorough research or analysis. This herd mentality can result in
entering positions at the wrong time or exiting prematurely, as emotions
drive decisions rather than rational judgment.

Impulsive trading. Emotional impulses can lead to irrational and
unplanned trades driven by the desire for immediate results. This can lead
to overtrading, which in turn leads to increased transaction costs and
reduced overall profitability. Overtrading can also result in emotional
exhaustion, leading to poor judgment and precipitating further mistakes.

Ignoring stop-losses. The fear of realizing a loss can cause traders to
ignore predetermined stop prices or exit points—price levels where they’d
planned to exit a position. But hanging on can expose them to even larger
losses if the position continues to move against them. The reluctance to
accept a small loss can lead to more significant financial setbacks in the
long run. If you enter a position with a “stop-the-bleeding” level in mind,
set a stop-loss order, and if it gets triggered, accept it and move on.

change with your stress levels.

You can improve your trading
psychology through mindfulness
and discipline.
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Chasing losses. Driven by the hope of regaining lost capital, traders
sometimes double down on risky positions or hold on to losing trades for
longer than necessary. Chasing losses increases the potential for larger
losses and often causes traders to ignore risk management altogether.

Jumping the gun on profit-taking. On the other end of the spectrum,
some traders may pull the trigger too early on profitable trades, exiting
prematurely out of fear or impatience. The fear of giving back profits can
hinder potential gains and create a cycle of missed opportunities. One
thing that sets successful traders apart from those who struggle is the
ability to cut losses early and let winning trades run.

Understanding your trading psychology

Every trader possesses a unique combination of traits, beliefs, and
psychological predispositions that influence their trading style. We’ll call
this your “trader DNA.” Understanding your unique trader DNA is
essential for tailoring a trading approach that aligns with your individual
strengths and weaknesses.

It can be hard to evaluate yourself objectively to identify and confront
unproductive and unwanted personality traits, but it’s often those traits
that cause us to struggle in the market.

For example, if someone is stubborn in their everyday life, that same
stubbornness may cause them to hold onto losing positions for far too
long, hoping for an against-the-odds reversal. This refusal to accept losses
can result in substantial damage to your trading account.

Experiencing a losing trade can be emotionally challenging—a blow to the
ego—which sometimes leads a trader to take the loss personally. This type
of emotional attachment frequently results in revenge trading, where
traders aim to recoup losses impulsively.

You can change your trader DNA

Certain psychological traits can cause you to struggle with consistency and
profitability. Fortunately, your trader DNA is not set in stone; there are
ways to change it.
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To build a healthy trading psychology, first acknowledge any negative or
counterproductive traits you may have, no matter how uncomfortable that
may be. Once you’ve identified your key traits—positive and negative—be
more mindful of them and notice when they’re occurring.

If you recognize that you’re about to stubbornly dig in on a losing trade,
you can catch yourself, cut your losses, and move on. Or if you sense you’re
taking a loss too personally, remind yourself that your personal worth is
separate from your trading.

The goal is not to eliminate your emotions, but to understand them. The
more honest you are with yourself, the more in tune you’ll become with
your emotions—and the better you’ll be able to minimize their negative
effect on your trading.

The bottom line

Trading is risky, and it’s not for everyone. But if you’re interested in
making a go of it, have “the talk” with your brain in order to develop a
trader mindset.

Mastering trading psychology is a crucial component of achieving
consistent success in the financial markets. By understanding and
managing emotions, avoiding common pitfalls, and embracing individual
strengths and weaknesses, traders can elevate their decision-making
process.

Through discipline, self-awareness, and emotional intelligence, you can
unlock the potential of your trader DNA and develop a healthy trader
mindset.

Trading Trading Strategy

Day trading, active trading, and investing:
What’s the difference?
It’s about time!
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Make trades to initiate investments.
© ktasimar/stock.adobe.com, © Alex from the
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So you’re ready to jump into the
financial markets. Maybe it’s your
first 401(k) plan, or there’s a
company whose products you use
and you’d like to own a few shares. But you hear so many terms—day
trading, stock trading, investing, buy and hold—and now you’re confused
and intimidated.

Let’s cut to the chase: The decision to trade versus invest is really about
time horizons. A trade is typically short term. Consider “day traders,”
who liquidate positions on the same day they initiate them, or “swing
traders,” who hold positions for just days or weeks. Investors typically
hold their positions for months, years, or decades.

Yup, that’s basically it. But why
would you choose one over the
other? It comes down to your
long- and short-term objectives.

What do you hope to
accomplish by exchanging
your money for that stock,
cryptocurrency, or other
asset?

How long do you expect it
will take to get what you’re
looking for?

Trading: Identifying short-
term opportunities

Key Points

Traders typically look for short-
term price inefficiencies; investing
is more about long-term capital
appreciation through growth
and/or dividends.

Traders often use technical
analysis to help find entry and exit
opportunities, whereas investors
often rely on company, industry,
and economic fundamentals.

In both trading and investing, if
something changes, or if your
objectives don’t pan out, you
should revisit your decision to
hold the position.
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Short-term trading means hopping in and out of stocks to take advantage
of current fundamental or technical trends, with an expectation that you’ll
sell shares quickly when you achieve your objectives.

Consider two hypothetical scenarios:

Suppose a company is about to launch a new product and you
think the stock is going to pop on the news.

Suppose a negative news story came out and a company’s stock
dropped 8%, but you think the down move was overblown and
the share price might reset higher in the coming days.

These are the kinds of things that can move stock prices. Traders observe
the markets, wait for an opportunity, and make a trade. They’re like a pilot
who checks the speed and direction of the wind, then dials in the flight
plan.

As a trader, you might look at one of these scenarios and decide to jump
in. You’d start by laying out both your time horizon and your objective. Be
specific. Something like:

“I’m looking for a price rise of $5 by the end of next week.”

With this trade, you’ve given yourself a profit objective (a $5 rise in the
share price) and a time horizon (the end of next week). Because it’s a
short-term trade, you’ll want to keep a close eye on it. If you get that $5
move, great. If not, you’ll need to reassess, and perhaps sell the shares and
move on to the next trade.

But here’s an important note: In addition to the profit objective, most
traders—those who tend to survive over the long term—give themselves a
loss objective. Think of it as a “pain point” down below. For example, you
might say:

“If the stock drops $3 from my purchase price, I’ll sell it and
take the loss.”

It’s no fun to take a loss, but managing risk is an important part of trading.
Even experienced traders have bad days when they lose money. The idea is
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to make enough on the winners to cover the losers and still come out
ahead.

Investing: Identifying
opportunities for long-term
growth

A long-term investor plans to hold
a stock for years, often through
bad and good, and tries not to let
day-to-day ups and downs in the
market sidetrack their decisions.
Instead, they expect positives to
outweigh negatives for many
months or years to come. They
don’t need the money back right
away, either, meaning it has time
to grow and to recover from any
dips in the stock along the way.

Here are two hypothetical scenarios that might shape a long-term
investor’s decisions:

A new technology could disrupt an existing ecosystem.

An established player looks to be a cash cow that will churn out
profits over the long term and periodically return a portion of
those profits back to shareholders (i.e., pay a dividend).

These are among the top reasons people invest. You buy shares of stock,
and each of those shares entitles you to a percentage of the company’s
future profits.

But just because it’s a long-term investment doesn’t mean you can ignore
your objectives and time horizon. You might say something like:

“I expect this company’s profit to grow 5% per year for the next
10 years.”

Good to know

To invest, I need to make trades. So
are they trades or investments?

Yes, it’s confusing. Blame it on the
industry lingo. The word “trade” can
also refer to the actual transaction—
regardless of how long it stays in your
account. Even when making a long-
term investment, you’re exchanging (or
“trading”) your dollars for shares of
stock. And because each share of the
stock represents a unit of ownership in
the company, when you buy that stock,
the ownership is transferred (i.e.,
“traded”) from the seller to you.

So, yes, you make a trade in order to
acquire an investment. But it’s only
considered “trading” if your objectives
are short term.
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You’ll still want to keep an eye on your investment—at least periodically—
to make sure the position stays in line with your objectives and time
horizons. If the company makes a change, say, to its product lineup, or its
overall growth plan, you should think about whether you want to hang
onto it as an investment. If you bought shares because the company pays a
nice dividend, you might consider selling if the company encounters rough
times and lowers the payment.

When the wind shifts direction

There’s a common thread between trading and investing: If something
changes, or if your objectives don’t pan out, you should revisit your
decision. And be honest with yourself.

Many new traders—and some veterans, too—have a hard time with this.
Suppose, for example, you jump into a stock right before a product launch,
but its release lands with a thud. Do you then say to yourself, “Well, this
stock is going to be great over the long term, so I’ll hang on?”

That’s turning a trade into an investment, but arguably for the wrong
reasons. Are you being honest, or are you being stubborn?

Here’s an alternative case: Suppose you identified a long-term investment,
but a week after you bought it, shares jumped 10%. It might be tempting to
take your profits and either move on or wait for the price to drop so you
can buy it again.

That’s turning your investment into a trade. Again, are you being honest
with yourself? And what if you never get another opportunity to buy at
your original price? Will you be kicking yourself for having gotten out too
quickly?

The bottom line

Trading can be a part of your overall investing plan. And investing
requires you to make trades in order to acquire those assets.

But that doesn’t mean trading is investing and investing is trading. Far
from it. Trading is about identifying short-term opportunities, while
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investing typically targets the long term. When you buy a stock—or any
asset—make sure you know what you’re looking to achieve, how much risk
you’re willing to tolerate, and how long you think it will take.

If you’re unsure, start where many traders and investors do: Learn the
difference between fundamental analysis (looking at company earnings,
financial ratios, and economic impacts) and technical analysis (using chart
patterns to identify trading opportunities). Short-term traders typically
keep an eye on the technicals, whereas long-term (buy-and-hold) investors
consider the fundamentals, or look at a blend of fundamental and
technical metrics to guide their decisions.

24/08/2024, 12:20 Trading Psychology: How to Develop a Trader Mindset

https://www.britannica.com/money/trading-psychology 9/9

https://www.britannica.com/money/about
https://corporate.britannica.com/privacy-policy-2
https://corporate.britannica.com/termsofuse.html
https://www.britannica.com/money/risk-vs-reward
https://www.britannica.com/money/risk-vs-reward
https://www.britannica.com/money/what-is-fundamental-analysis
https://www.britannica.com/money/what-is-technical-analysis

