PAGE  
1

Notes from Martin Pring, Investment Psychology Explained.

Introduction.

All the market knowledge in the world will be useless without the ability to put this knowledge into action by mastering our emotions.  We spend too much time trying to beat the market and too little time trying to overcome our frailties.

If you are not prepared to admit mistakes and take remedial action quickly, you will certainly compound your losses.

Chapter 1.

Market prices are determined by the attitude of investors and speculators to the changing economic and financial background.  These attitudes tend to be consistent but occasionally are irrational.  Stocks do not sell for what they are worth but for what people think they are worth.

Market prices are essentially a reflection of the hopes, fears, and expectations of the various participants.  History tells us that human nature is more or less constant, but it also tells us that each situation is unique.

Chapter 2.

There are no certainties in this investment world, and where there are no certainties, you should begin by understanding yourself.

As soon as money is committed to a financial asset, so too is emotion.  A successful investor realizes this and knows that he must try to maintain psychological balance through self-control.

Prices in financial markets are determined by the attitude of investors to the emerging economic and financial environment rather than by the environment itself.  This means that price fluctuations will be determined by the hopes, fears, and expectations of the crowd as they attempt to downplay future events and their biases toward them.  Your job is to try as much as possible to ignore those around you and form an independent opinion while making a genuine attempt to overcome your own prejudices.  

The markets themselves are driven by crowd emotions.  Becoming a successful investor demands that you overcome your mental deficiencies and rise above the crowd.  As a natural result, you will find yourself outside the consensus.

Act on well-founded beliefs, not prejudices.

The target of objectivity or mental balance lies approximately in the middle between the two destructive mental forces of fear and greed.  

Fear among investors shows itself in two forms:  fear of losing and fear of missing out.

Greed results from the combination of overconfidence and a desire to achieve profitable results in the shortest amount of time.

Try to maintain your mental balance by taking steps to be as objective as possible.  Succumbing to the emotional extremes of fear and greed will make you far more vulnerable to unexpected outside forces.  Unless you can assess their true importance and then take the appropriate action by using your head, you are likely to respond emotionally to such stimuli, jus like everyone else.

Stay out of the market when conditions are so uncertain that it is impossible to judge its future course with accuracy.

It is natural to hope that prices will return to their former levels.  This redeeming concept of hope is one of the greatest obstacles to clear thinking and maintenance of objectivity.  In a sense, the victim of hope is mentally trying to make the market do something that he desires rather than make an objective projection based on a solid appraisal of conditions.  Hope is defined as the expectation of something desired.  Sound investment and trading approaches are based, not on desire, but on a rational assessment of how future conditions will affect prices.  

Whenever you can identify hope as the primary justification for holding a position, close it out immediately.  This action will achieve two things.  First, it will protect you from a potentially serious loss.  Second, it is vital for you to regain some objectivity and free yourself from as many biases as possible.

Chapter 3.

A man must think for himself and follow his own convictions.  Self-trust is the foundation of successful effort.  

One of the most important requirements for successful investing is the ability to achieve total objectivity.  We must try to increase our impartiality as much as possible.  

Each of must search out investment philosophies and decide which one suits us best.  As long as it works reasonably well, the nature of the approach is unimportant.  What is essential, though, is an ability to execute a chosen technique in a way that does not become sidetracked by unhealthy outside influences.

Common ways in which our judgment may be distorted:

· The “price-news drug effect”

· News reporting – “institutionalized gossip”

· Facts vs. opinions

· Experts

· The “greener pastures” effect – feeling like we’ve missed the boat

Chapter 4.

Pride of opinion has been responsible for the downfall of more men on Wall Street than any other factor.  Pride of opinion means stubbornness and the inability to admit a mistake.

Trading and investing in the market should be viewed as any other business.

The markets do not give something for nothing.  They offer their chief rewards, both financial and psychic, to those who approach them with humility, a desire for knowledge, and with the will to work and study.

Good traders or investors are always running scared.  They are always looking over their shoulder to see what new development might be affecting the markets.  They have learned that the moment they relax and feel that they have got everything figured out, they know very well that a new factor will come along to threaten their position.  The rationale is as follows:  Right now I think the market is going up, but if conditions unexpectedly change and I am lucky enough to spot it, I will change my view and liquidate.

How to fight pride of opinion:

· Admit that it is a problem we all have.

· Consider risk first before possible reward.  This puts you in a state of mind that recognizes ahead of time that you can make mistakes.

· Determine what conditions are likely to cause you to exit the position.  

· Commit to follow through once a pre-established condition has been satisfied.

Chapter 5.

A major mistake made by most investors and traders is to try to call every market turn.  This tactic has very little chance of success.  Deliberation gives us a far greater chance of being successful than trying to call every twist and turn in the market.

Always remember:  Even if a current opportunity is missed, there will always be another.  The best investment decisions are made when the odds are in your favor.  You increase those odds when you assess investment possibilities with a cold, indifferent eye and avoid the day-to-day clutter of the marketplace.

The guiding principle is that you should have the patience to wait until all your ducks are in a row.  It is difficult making money in the markets in the best of times so make sure that you – not the markets – decide when the time has come for trading or investing.

The approach or time frame makes no difference.  The important thing is to make sure that you have the patience to wait for a low-risk entry point for your specific system and time horizon.  There is nothing in the rule book that says you have to invest.  Your impulses may encourage you to get in.  Disregard them.  Let your head make the decisions.  

Chapter 6.

The successful people are those who are able to ride out the storm psychologically because they refuse to abandon the underlying philosophy that originally led them to the market.  

Most of the time it is not possible to have a firm opinion about the direction of the main trend (of the market), but when you do, it is usually very unwise to position yourself against it.  

The idea of staying on a predetermined and well-tested course is sensible, but it is also important to keep an open mind because underlying financial conditions can and do change.  This advice may sound somewhat contradictory, but that is not really the case.  

Chapter 7.

The law of an organized, or psychological, crowd is mental unity.  The individuals composing the crowd lose their conscious personality under the influence of emotion and are ready to act as one, directed by the low, crowd intelligence.

The crowd (the majority of investors or traders) is actually correct most of the time; it is at turning points that they get things wrong.  

Once an opinion is formed, it is imitated by the majority.  Thus, when everyone thinks alike, everyone is likely to be wrong.  

Knowing when to go contrary (to the crowd) is of primary importance.  It is an art rather than a science.  The crowd frequently moves to an extreme well ahead of an important market turning point.  The guiding light of investment contrarianism is not that the majority view – the conventional, or received, wisdom – is always wrong.  Rather, it’s that majority opinion tends to solidify into dogma while its basic premises begin to lose their original validity and so become progressively more mispriced in the marketplace.  

Trends occur because investors tend to move in crowds that by nature are driven by herd instincts and the desire for instant wealth.  If left to their own devices, individuals isolated from the crowds would act in a far more rational way.

The art of contrary opinion consists in training your mind to ruminate in directions opposite to the general public opinions and to weigh your conclusions in the light of current manifestations of human behavior.  A good contrarian should not “go opposite” for its own sake, but should learn to think in reverse.  By taking the reverse side, you will come out with reasons why the crowd may be wrong.  If the rationale holds water, the chances are that going contrary will work.

Why is the crowd usually wrong?  The answer is that when virtually everyone has taken the position that the market is headed in a certain direction, there is no one left to pus the trend any further.  The next step is that a countertrend initiates a new trend in the opposite direction.  This idea applies not only to markets, but to political, social, religious, and military trends as well.

When everyone who wants to sell has done so, there is only one direction in which prices can go, and that’s up.  The reason for this is that changes in equity prices are caused by the attitude of market participants to the emerging fundamentals.  The reversal in prices is always based on the realization by more and more people that the underlying assumptions of a weakening economy are false.

The theory of contrary opinion requires us to go against our natural instincts – a difficult task indeed.

When the question becomes not whether the price will go up but when and by how much, it is time for some reflection and objective thinking.

Humphrey Neill’s “social laws” of contrary opinion:

· A group of people, or “crowd”, is subject to instincts that individuals acting on their own would never be.

· People involuntarily follow the impulses of the crowd, that is, they succumb to the herd instinct.

· Contagion and imitation of the minority make individuals susceptible to suggestion, commands, customs, and emotional appeals.

· When gathered as a group or crowd, people rarely reason but follow blindly and emotionally what is suggested or asserted to them.

We must first be aware of these laws and then structure our thinking to put ourselves in a stronger position to combat them.  

Remember that the crowd is right during the trend and is only wrong at both ends, that is, when it really counts.

Chapter 8.

Market prices are determined by the evolving attitudes of individuals who may be either temporarily in or out of the market.  The hopes, fears, and expectations of these people, and their attitudes toward those expectations are all factored into the price.  Trends in psychological attitudes have a tendency to feed on themselves.  

Ways to judge the “crowd” opinion:

· Headlines, cover stories, and the media – usually at extremes in a trend

· Best-selling books

· Sentiment indicators (such as investment newsletters)

Forming a contrary viewpoint for exact timing purposes is a difficult task.  In this respect, we need to combine a study of the media and the attitudes of friends and associates together with indicators such as valuation that give a good historical perspective of when an extreme has been reached.  When all the pieces are more or less consistent and it is possible to come up with some alternative and credible scenarios, the chances are that the market or stock in question is about to reverse its prevailing trend.

Chapter 9.

The market, or, we should say, market participants, are always looking ahead and anticipating all facets of the news and the events behind the headlines.

All financial markets look ahead in an attempt to anticipate future events.  This practice is called “discounting”.  

Most people take the news at face value, while the contrarian will look behind the headlines to see whether there are any reasonable alternative scenarios to those being followed by the crowd.  

A market or a stock that can quickly absorb bad news is usually in a strong technical position.  Such action in effect represents a very positive sign.  

It is not the announcement of the news even that causes the price to rise (or fall), but the expectation of the announcement.  

It is very difficult to profit from a news announcement because in most instances such information will almost invariably be factored into the price (already).  The market’s response can be very instructive.  Good news that fails to induce a rally should be interpreted as a bearish sign.  On the other hand, bearish news that does not result in a decline or causes a decline that is a short-lived one with a quick recovery is a sign of strength.  

The market abhors uncertainty.

The way that a market responds to a news event can be very enlightening in telling us whether the primary price trend is up or down.

Chapter 10.

No notes.

Chapter 11.

He who knows much about others may be learned, but he who understands himself is more intelligent.  He who controls others may be more powerful, but he who has mastered himself is mightier still.

If you are unsure what is stopping you from becoming wealthy, you will remain a victim of money.  If you do not know what you want from money, it is unlikely that you will be able to achieve your financial goals.  To follow in the footsteps of the truly great traders and investors, you will have to change your habits and attitudes.  Otherwise, you will remain at the starting gate.  

The secrets of the market wizards:  They understand themselves and in doing so have mastered their emotions.  Not being perfect, they make mistakes like the rest of us.  The difference is that their mistakes are less costly because they have learned to recognize low-risk ideas and quickly bail out of them if they do not turn out as expected.  

Successful traders and investors possess confidence and a strong sense of self-esteem.  They have feelings of personal worth.  A truly successful trader or investor does not crave recognition in a wide sense; many, in fact, shun publicity.

Chapter 12.

Nineteen rules for success:

1. When in doubt, stay out.  Only take a position when your conditions are met and the odds are in your favor.

2. Never trade or invest based on hope.  The markets usually reward the hopeful with losses.  When you find yourself hoping, get out.

3. Act on your own judgment (or else absolutely and entirely on the judgment of another).

4. Buy low (into weakness), sell high (into strength).  Study the crowd and know when to go opposite.

5. Don’t overtrade.  This leads to a loss of perspective and also to considerable transaction costs.

6. After a successful and profitable campaign, take a trading vacation.  People operate in cycles in virtually every endeavor.  Take a break after a successful campaign.  Your outlook is likely to be less overconfident, and you will also be able to take a more objective view of the markets.

7. Take a periodic mental inventory to see how you are doing.  Draw your attention to any mistakes you might be making or rules that are being broken.

8. Constantly analyze your mistakes.  It is only when we make a mistake that we can begin to take responsibility for our own actions and learn from those mistakes.  Only when you have gone through the pain of losing money and attributing it to a mistake are you likely to take remedial action so it doesn’t happen again.  This process of self-critique has to be a continuous one.  Failure is often the best teacher.  It brings you back to the reality that if you had faithfully followed the rules you would not be in your current predicament.  

9. Don’t jump the gun.  In any investing or trading situation, there is always the temptation to put on a position before the particular discipline or methodology that we are using has given the all clear.  Enthusiasm replaces prudence.  Rarely does this type of policy pay off.  

10. Don’t try to call every market turn.  This task is quite unobtainable.  It will only lead to frustration, and we will totally lose any sense of perspective.

11. Never enter into a position without first establishing a “risk reward”.  This is a mathematical ratio of expected profits to maximum acceptable losses.  Generally speaking, you should use a good dose of common sense, making sure that the ratio is normally at least 3-to-1 (reward-to-risk).

12. Cut losses, let profits run.  The market is totally objective; it is the participants who are emotional.  If the market has gone down when we expected it to go up, it is a warning that the original analysis is flawed.  There is no rational reason to stay in the position.  We should cut our losses and liquidate once our risk threshold has been reached.  On the other hand, as long as the general trend moves in your favor, the market is giving you a vote of confidence, and you should stay with the position and let your profits run.  As long as your analysis or methodology indicates that the trend continues to move in your favor, you have few grounds for selling unless it is to lock in some partial profits.  The problem is that when many people have a profit, they want to take it there and then.  It is interesting how most people are risk averse when it comes to taking profits and risk seeking when it comes to losses.  They prefer a smaller but sure gain and are unwilling to take a wise gamble for a large gain.  On the other hand, they are more willing to risk their capital for a large uncertain loss than for a small sure one.

13. Place numerous small bets on low-risk ideas.  Risk no more than 5% of your available capital on any one trade.  (Note – this is not the same as putting 5% of your money into a stock – the focus is on how much of the position you are willing to lose – the risk.)  Make sure that any trade of investment that you do make is a carefully thought out low-risk idea.

14. Look down, not up.  As “what is the worst that can happen?”  By looking down first, and not up, you are addressing what should be your number one objective: preserving your capital.  Almost all traders lose as many times as they win.  The successful ones make more on the winning trades but more importantly lose less on the bad ones.  By looking down, they are, in effect, assessing where they should cut their losses ahead of time.  If this potential margin of error proves to be too great, they walk away from the trades.  If you know that about half the trades that you put on are going to go against you, then it makes sense to try to make those mistakes as inexpensive as possible.

15. Never trade or invest more than you can reasonably afford to lose.  Any time that you risk capital that you cannot reasonably afford to lose, you are placing yourself at the mercy of the market.  Your stress level will be very high, and you will lose all objectivity.

16. Don’t fight the trend.  Obviously, you do not always have a firm opinion about the direction of the primary trend, but when you do, it is much more sensible not to trade against it.

17. Wherever possible, trade liquid markets.  (Where the difference between the bid and ask prices are usually narrow).

18. Never meet a margin call.  Close out the position, don’t add more money to it.

19. If you are going to place a stop (a stop-loss order), put it at a logical, not convenient, place.  If the stop point has been determined with resort to some sound technical or fundamental analysis, this represents an intelligent method of operation.  

Chapter 13.

Execution involves tremendous effort.

It is vital to remember that it is the function of the market to search out and exploit your every weakness.  To overcome this challenge, you have to be constantly on guard to limit those opportunities as much as possible.  Only with constant surveillance and continuous review can you accomplish this task successfully.  Eventually, such perseverance will be rewarded with a change of habit and thinking, but this will take several years to accomplish.

Develop specific objectives for your trading and investment activities.  Figure out where you want to go.

Adopt an investment or trading philosophy.  Choose an approach that you are comfortable with, provided, of course, that it works.  The most important thing is to satisfy yourself that your method works.  Make sure that it operated profitably over many different types of market conditions.  Make sure it is consistent with your temperament.  You will need total confidence in your approach; otherwise you will not be able to overcome the psychological obstacles placed in your way.  The essence of any approach is to develop a low-risk idea.  

Establish a plan to maximize objectivity and minimize emotion.  Develop a written plan that anticipates and overcomes the psychological conflicts that inevitably lie ahead.  Steps to accomplish this:

1. Self-analysis.  Determine how you are feeling (physically, emotionally) before making a trade.  If you aren’t feeling well, don’t make the trade.

2. Mental rehearsal.  Whatever task you intend to accomplish, the odds of success will be greatly enhanced if you can rehearse it first.  In this way, you will be in a better position to anticipate potential problems and will find its execution to be more or less automatic.  

3. Developing a low-risk idea.  Know your method well.

4. Stalking.  Once a low-risk idea has been established, the next procedure is to set out the kind of conditions in which it can be executed – where the odds of success are the greatest…the most opportune time to act.  It may be right now or it may be later.

5. Action.  Once the guiding criteria have been established and the required conditions have materialized, it is important to take action…act decisively.  Do not under any circumstances allow the emotion of the moment to interfere with a well-thought-out, logical plan.

6. Monitoring.  Complacency is the enemy of traders and investors alike.  Once the initial position has been taken, there is a temptation to relax in the belief that the task has already been accomplished.  Of course, it is not over until the position has been closed out with a profit or loss.  

7. Getting out.  There are several reasons to close out a position.

· Cut losses when you have reached your point of maximum loss.  The first objective is to preserve your capital.  

· When the original rationale for entering the position no longer exists.

· Uncertainty – when in doubt, get out.

· Taking profits.  Remember that prices do not move up forever.  Establish some objectives at the outset as to what level to take profits.  

The main thing is to focus on setting realistic goals and being consistent in trying to achieve them.  This means staying with the plan and modifying it when necessary.  Low-risk ideas are so few and far between that this fact in itself will protect you from the pitfalls of overtrading.  Even when you have put the plan into action and have achieved some degree of success, you still must implement one more procedure:

Establishing a review process.  Know whether you have faithfully followed the plan and see whether it may have to be modified.  This does not have to do with whether you made money or not.  It has to do with whether you followed the rules.  If you didn’t follow the rules, then you have made mistakes. You need to ask yourself why you were unable to follow the rules.  This review process should be written down.

Treat your plan like the U.S. Constitution.  It is a solid document, which can be amended only through an arduous process as times and conditions change.

Chapter 14.

No notes.

