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DEDICATION

This book is dedicated to all of the traders | hagd the pleasure of working with over the last 18
years as a trading coach. Each of you in your own unique way is a part of the insight anceghidan

book will provide to those who choose to trade from a confident, disciplined, and condatermf s
mind.



TABLE OF CONTENTS

FOREWORD . ........ ... . Xi

PREFACE . ... . Xm

ATTITUDE SURVEY .. ... .. XVii
CHAPTER 1

THE ROAD TO SUCCESS:
FUNDAMENTAL, TECHNICAL,
OR MENTAL ANALYSIS?

IN THE BEGINNING: FUNDAMENTAL ANALYSIS . ......... 1
THE SHIFT TO TECHNICAL ANALYSIS . ................ 3
THE SHIFT TO MENTALANALYSIS ... ........ ... .. ... 4
CHAPTER 2
THE LURE (AND THE DANGERS)
OF TRADING

THEATTRACTION . . ... 17
THEDANGERS . .. ... e 20
THE SAFEGUARDS. . . .. ... e 25

Problem: The Unwillingnesto Create Rules.. . . .. 27



Problem: Failure to Take Responsibility . . .. ... 28.
Problem: Addiction to Random Rewards. . . ... 30 .
Problem: External versus Internal Control.... 31

CHAPTER 3

TAKING RESPONSIBILITY

SHAPING YOUR MENTAL ENVIRONMENT. . ............. 34

REACTINGTOLOSS ... ... 38

WINNERS, LOSERS, BOOMERS, AND BUSTERS .. ........ 50
CHAPTER 4

CONSISTENCY: A STATE OF MIND

THINKING ABOUT TRADING . . .......... ... e 58

REALLY UNDERSTANDING RISK. . .. ... .. 61

ALIGNING YOUR MENTAL ENVIRONMENT .............. 64
CHAPTER 5

THE DYNAMICS OF PERCEPTION

DEBUGGING YOUR MENTAL SOFTWARE .. ............. 70

PERCEPTION AND LEARNING . . ... .t 74

PERCEPTIONANDRISK . . ... .. 79

THE POWER OF ASSOCIATION. . . . ... oo 80
CHAPTER 6

THE MARKET'S PERSPECTIVE

THE "UNCERTAINTY"PRINCIPLE . . ... ............... 88
THE MARKET'S MOST FUNDAMENTAL CHARACTERISTIC. .. 93



CHAPTER 7
THE TRADER'S EDGE: THIN KING IN PROBABILITIES

PROBABILITIES PARADOX: RANDOM OUTCOME, CONSISTENT RESULTS. . ..

TRADING INTHEMOMENT. . .......... ... ... ... ... 106

MANAGING EXPECTATIONS . .......... ... ... ... .... 113

ELIMINATING THE EMOTIONALRISK .. ............... 120
CHAPTER 8

WORKING WITH YOUR BELIEFS

DEFINING THEPROBLEM ... ...... ... ... it 125
DEFINING THETERMS . ... ... ... .. . 128
HOW THE FUNDAMENTAL TRUTHS RELATE TO THE SKILLS . .. ................
MOVING TOWARD "THE ZONE". . ... .............. ... 135
CHAPTER 9

THE NATURE OF BELIEFS

THE ORIGINS OF ABELIEF. . .......... ... ... ... .... 139

BELIEFS AND THEIR IMPACT ONOQURLIVES ........... 142

BELIEFSvs. THE TRUTH. .. .......... ... ... ........ 147
CHAPTER 10

THE IMPACT OF BELIEFS ON TRADING

THE PRIMARY CHARACTERISTICS OF BELIEF ... ....... 153
SELF-EVALUATION AND TRADING . .. ................. 167

CHAPTER 11
THINKING LIKE A TRADER

THE MECHANICAL STAGE. . .. ... ... 173
THE ROLE OF SELF-DISCIPLINE. . ................... 179
CREATING ABELIEFIN CONSISTENCY .. .............. 184

EXERCISE: LEARNING TO TRADE AND EDGE LIKE A
CASINO . .. 189

102






FOREWORD

The great bull market in stocks has led to an equally great bull market in the number of books
published on the subject of how to make money frading the markets. Many ideas abound, some good,
some not, some original, some just a repackaging of earlier works. Occasionally, though, a writer
comes forward with something that really sets him or her apart from the pack, something special. One
such writer is Mark Douglas. Mark Douglas, in Trading in the Zone, has written a book that is the
accumulation of years of thought and research—the work of a lifetime—and for those of us who view
trading as a profession, he has produced a gem.

Trading in the Zone is an in-depth look at the challenges that we face when we take up the challenge of
trading. To the novice, the only challenge appears to be to find a way to make money. Once the novice
learns that tips, brokers' advice, and other ways to justify buying or selling do not work consistently, he
discovers that he either needs to develop a reliable trading strategy or purchase one. After that, trading
should be easy, right? All you have to do is follow the rules, and the money will fall into your lap.

At this point, if not before, novices discover that trading can turn into one of the most frustrating
experiences they will ever face.

This experience leads to the oft-started statistic that 95 percent of futures traders lose all of their money
within the first year of trading. Stock traders generally experience the same results, which is why
pundits always point to the fact that most stock traders fail to outperform a simple buy and hold
investment scenario.

So, why do people, the majority of whom are extremely successful in other occupations, fail so
miserably as traders? Are successful traders born and not made? Mark Douglas says no. What's
necessary, he says, is that the individual acquire the trader's mindset. It sounds easy, but the fact is, this
mindset is very foreign when compared with the way our life experiences teach us to think about the
world.

That 95-percent failure rate makes sense when you consider how most of us experience life, using
skills learned as we grow. When it comes to trading, however, it turns out that the skills we learn to
earn high marks in school, advance our careers, and create relationships with other people, the skills we
are taught that should carry us through life, turn out to be inappropriate for trading. Traders, we find
out, must learn to think in terms of probabilities and to surrender all of the skills we have acquired to
achieve in virtually every other aspect of our lives. In Trading in the Zone, Mark Douglas teaches us
how. He has put together a very valuable book. His sources are his own personal experiences as a
trader, a traders coach in Chicago, author, and lecturer in his field of trading psychology.

My recommendation? First see how a trading community looks like and then Enjoy Douglas's Trading

in the Zone and, in doing so, develop a trader's mindset


http://forexgey.info/trading-community

PREFACE

The goal of any trader is to turn profits on a regular basis, yet so few people evanakalgonsistent
money as traders. What accounts for the small percentage of traders who are consistently successful?
To me, the determining factor is psychological—the consistent winners think differently from everyone
else.l started trading in 1978. At the time, | was managing a commercial casualtydasagancy in

the suburbs of Detroit, Michigan. | had a very successful career and thought I could easily transfer that
success into trading. Unfortunately, | found that was not the case.

By 1981, | was thoroughly disgusted with my inability to trade effectively whilditglanother job,

so | moved to Chicago and got a job as a broker with Merrill Lynch at the Chicago Board of Trade.
How did | do? Well, within nine months of moving to Chicago, | had lost nearly everythiwwgdd

My losses were the result of both my trading atiéis and my exorbitant life style, which demanded

that | make a lot of money as a trader. From these early experiences as a trader, | leamoedars
amount about myself, and about the role of psydylm trading. As a result, in 1982, | started
working on my first bookThe Disciplined Trader: Developing Winning Attitudes.

When | began this project | had no concept of hd¥icdit it was to write a book or explain something

that | understood for myself in a manner and forat thould be useful to other people. | thought it was
going to take me between six and nine months to get the job done. It took seven and a haiflyears a
was finally published by Prentice Hall in 1990. In 1983, | left Merrill Lynch to start a consulting firm,
Trading Behavior Dynamics, where | presently develop and conduct seminars on trading psychology
and act in the capacity of what is commonly nefd to as a trading ech. I've done countless
presentations for trading companies, clearing firms, brokerage houses, kbawksnvestment
conferences all over the world.

I've worked at a personal level, one on one, with virtually every type of trader nusimess, including

some of the biggest floor traders, hedgers, optiegiapsts, and CTAs, as well as neophytes As of this
writing, | have spent the last seventeen years diageihie psychological dynamics behind trading so

that | could develop effective methods for teaching the proper principles of success.

What I've discovered is that, at the most fundaméetal, there is a problem with the way we think.
There is something inherent in the way our mingdork that doesn't fit very well with the
characteristics shown by the markets. Those traders who have confidence in their owwlradest
themselves to do what needs to be done without hesitation, are the ones who become successful. They
no longer fear the erratic behavior of the markeeyTlearn to focus on theformation that helps them



spot opportunities to make a profiather than focusing on the infoation that reinforces their fears.
While this may sound complicated, it all boils downléarning to believe that: (1) you don't need to
know what's going to happen next to make money; (2) anything can happen; andy(3h@vent is
unique, meaning every edge and outcome is truly a unique experience. The trade either works or it
doesn't. In any case, you wait for the next edge to appear and go through the process aggima

With this approach you will learn in a methodiaabn-random fashion what works and what doesn't.
And, just as important, you will build a sense of self-trust so that you won't damage yourself in an
environment that has the unlimdt qualities the markets have.

Most traders don't believe that their trading problems are the result of the wakittkegtbout trading

or, more specifically, how thegre thinking while they arading. In my first bookThe Disciplined
Trader, | identified the problems confronting the trader from a mental perspective and then built a
philosophical framework for understanding the nature of these problems and why they exist.

I had five major objectives in mind in writingrading in the Zone:

To prove to the trader that more or better market analysis is not the solution to his tradingiesffocult
lack of consistent results.

To convince the trader that it's his attitude &state of mind" that determine his results.

To provide the trader with the egfic beliefs and attitudes thare necessary to build a winner's
mindset, which means learning how to think in probabilities.

To address the many conflicts, contradictions, and paradoxes in thinking thatloadypical trader to
assume that he already does thinkriababilities, when he really doesn't.

To take the trader through a process that integthteghinking strategy into his mental system at a
functional level.

(Note: Until recently, most traders were men, butdagnize that more and more women are joining
the ranks. In an effort to avoid confusion and awkward phrasing, | have consistently useddahbe pro
"he" throughout this book in describing traders. Tdggainly does not reflect any bias on my part.)

Trading in the Zon@resents a serious psychological approach to becoming a consistent winner in your
trading. | do not offer a trading system; | am more interested in showing you how to thinknaythe
necessary to become a profitable trader. | assume that you already have your own system, your own
edge. You must learn to trust yoesige. The edge means there is a higher probability of one outcome
than another. The greater your confidence, the easier it will be to execute your trades. Thsés book



designed to give you the insight and understanding you need about yourself andrhefnaading,

so that actually doing it becomes as easy, singid, stressfree as when you're just watching the
market and thinking about doing it.

In order to determine how well you "think like ader," take the following Attitude Survey. There are

no right or wrong answers.

Your answers are an indication of how consistent your current mental framework is with the way you
need to think in order to get the most out of your trading.

ATTITUDE SURVEY

1. To make money as a trader you have to know what the nswdanhg to do next.
Agree Disagree

2. Sometimes | find myself thinking that there must be a way to trade without having tddake a
Agree Disagree

3. Making money as a trader is primarily a function of analysis.
Agree Disagree

4. Losses are an unavoidable component of trading.
Agree Disagree

5. My risk is always defined before | enter a trade.
Agree Disagree

6. In my mind there is always a cost associated with finding out what the market may do next.
Agree Disagree

7. 1 wouldn't even bother putting on the next tradenfisn't sure that it was going to be a winner.
Agree Disagree

8. The more a trader learns about the marketshamdthey behave, the easier it will be for him to
execute his trades.
Agree Disagree



9. My methodology tells me exactly under what market conditions to either entétr atrade.
Agree Disagree

10. Even when | have a clear signal to reverse my position, | find it extremely difficult to do.
Agree Disagree

11. | have sustained periods of consistent success usually followedneyfairly drastic draw-downs
in my equity.
Agree Disagree

12. When | first started trading | would describe my trading methodology as haphazard, meaning some
success in between a lot of pain.
Agree Disagree

13. | often find myself feeling thalhe markets are against me personally.
Agree Disagree

14. As much as | might try to "let go," | find it very difficult to put past emotional wounds betend
Agree Disagree

15. | have a money management philosophy that is founded in the principle of alwaysstakmg
money out of the market when the market makes it available.
Agree Disagree

16. A trader's job is to identify patterns in the markets' behavior that represent anrgppartd then
to determine the risk of finding out if these patteslsplay themselves out as they have in the past.

Agree Disagree

17. Sometimes | just can't help feeling that | am a victim of the market.
Agree Disagree

18. When | trade | usually try stay focused in one time frame.
Agree Disagree

19. Trading successfully requires a degree of mental flexibility far beyond the scope of most people.



Agree Disagree

20. There are times when | can definitely feel the flow of the market; however, | often have difficulty
acting on these feelings.
Agree Disagree

21. There are many times when | am in a profitable trade and | know the move is basically over, but |
still won't take my profits.
Agree Disagree

22. No matter how much money | make in a trade, | am rarely ever satisfied and feebtidthave
made more.
Agree Disagree

23. When | put on a trade, | feel | have a positive attitude. | anticipate all of the mondg make
from the trade in a positive way.
Agree Disagree

24. The most important component in a trader's ability to accumulate money over time is having a
belief in his own consistency.
Agree Disagree

25. If you were granted a wish to be able toansineously acquire one trading skill, what skill would
you choose?

26. | often spend sleepless nights worrying about the market.
Agree Disagree

27. Do you ever feel compelled to make a trade because you are afraid that you might miss out?
Yes No

28. Although it doesn't happen veiy often, | really like my trades to be perfect. Wtedte larperfect
call it feels so good that it makap for all of the times that | don't.

Agree Disagree

29. Do you ever find yourself planning trades you never execute, and executieg yad never



planned?
Yes No

30. In a few sentences explain why most traders either don't make money or aren't able to keep what
they make.

Set aside your answers as you read through this book. Afte you've finished the last chaptang'Thin
Like a Trader"), take the Attitude Survey again—it s reprinted at the back of the book. Yduemay
surprised to see how much your answers differ from the first time.
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CHAPTER 1

THE ROAD TO SUCCESS:
FUNDAMENTAL, TECHNICAL,
OR MENTAL ANALYSIS?

IN THE BEGINNING: FUNDAMENTAL ANALYSIS

Who remembers when fundamental analysis was considered the only real or proper way to make
trading decisions? When | started trading in 1978, technical analysis was used by only a handful of
traders, who were considered by the rest of the market community to be, at the very least, crazy. As
difficult as it is to believe now, ivasn't very long ago when Wall Street and most of the major funds
and financial institutions thought that technicadlgeis was some form of mystical hocus-pocus.

Now, of course, just the opposite is true. Almost all experienced traders usecsomef technical
analysis to help them formulate their trading sgie Except for some small, isolated pockets in the
academic community, the "purely” fundamental analysirtually extinct. What caused this dramatic

shift in perspective? I'm sure it's no surprise tooaeythat the answer to thgsiestion is very simple:
Money! The problem with making trading decissofrom a strictly fundamental perspective is the
inherent difficulty of making money consistently using this approach.

For those of you who may not be familiar with fundamental analysis, let me explain. Funtdbm
analysis attempts to take into consideration all the variables that could affect tive teddance or
imbalance between the supply of and the possible demand for any particular stock, d¢gymonodi
financial instrument. Using primarily mathematical models that weigh the significance of a variety of
factors (interest rates, balance sheets, weather patterns, and numerous other$)stipeagects what

the price should be at some point in the future.

The problem with these models is that they rarely, if ever, factor in other traders as variables. People,
expressing their beliefs and expectations about tiweefumake prices move—not models. The fact that

a model makes a logical and reasonable projection based on all the relevant variable$ msucbt

value if the traders who are responsible for most of the trading volume are not aware of the model or
don't believe in it.

As a matter of fact, many traders, especially those on the floors of the futures exchanges who have the
ability to move prices very dramadilty in one direction or the otheusually don't hae the slightest
concept of the fundamental supply and demand factors that are supposed to affectysticasndre,

at any given moment, much of their trading activity is prompted by a response to ehfatitora that

are completely outside the parameters of the fueddah model. In other words, the people who trade
(and consequently move prices) don't always act in a rational manner.



Ultimately, the fundamental analyst could find that a prediction about where prices baatldome
point in the future is correct. But in the meantimécggmovement could be so volatile that it would be
very difficult, if not impossible, to stay in a trade in order to realize the objective.

THE SHIFT TO TECHNICAL ANALYSIS

Technical analysis has been around for as long as there have been organized markets in the form of
exchanges. But the trading community didn't accept technical analysis as a viable tool fay maki
money until the late 1970s or early 1980s. Here'atwhe technical analyst knew that it took the
mainstream market community generations to catch on to.

A finite number of traders participate in the markets on any given day, week, or month. Magseof th
traders do the same lands of things over and over in their attempt to make money. In other words,
individuals develop behavior patterns, and a group of individuals, interacting vétlrather on a
consistent basis, form collective behavior patterns. These behavior patterns are bsardab
guantifiable, and they repeat themselves with stadistadiability. Technical analysis is a method that
organizes this collective behavior into identifiable patterns that can give a clear imdizhtiden

there is a greater probability of one thing happening over another. In a sense, technical doalgsis a
you to get into the mind of the market to anticipate what's likely to happen next, basedkardtof
patterns the market generated at some previous moment.

As a method for projecting future price movement, technical analysis has turned ouaitineefior

to a purely fundamental approach. It keeps the trader focused on what the market isodoimg
relation to what it has done in the past, instead of focusing on what the markiet Isb doing based

solely on what is logical and reasonable as detexinby a mathematical model. On the other hand,
fundamental analysis creates whagll a "reality gap” between 'vat should be" and "what is." The
reality gap makes it extremely difficult to make anything but very long-term predictions that can be
difficult to exploit, even if they are correct.

In contrast, technical analysis not only closes this reality gap, but also makes avaithbléraoler a
virtually unlimited number of possibilities to take advantage of. The technical approach ppeasy

more possibilities because it identifies how the same repeatable behavior patterns occur in every time
frame—moment-tomoment, daily, weekly, yearly, and every time span in between. In otids; w
technical analysis turns the market into an endless stream of opportunities to enrich oneself.

THE SHIFT TO MENTAL ANALYSIS
If technical analysis works so well, why would more and more of the trading commbitityheir

focus from technical analysis of the market to mental analysis of themselves, meamirgvthe
individual trading psychology? To answer this question, you probably don't have to do anydhéng m



than ask yourself why you bought thisok. The most likely reasontisat you're dissatisfied with the
difference between what you perceive as the unlimited potential to make monehatngbw end up

with on the bottom line. That's the problem with technical analysis, if you want to call it a problem.
Once you learn to identify patterns and read the market, you find there are limitless opportunities t
make money. But, as I'm sure you already know, there can also be a huge gap between what you
understand about the markets, and your ability tostom that knowledge into consistent profits or a
steadily rising equity curve.

Think about the number of times you've looked at a price chart and saidrself,otHmmm, it looks

like the market is going up (or down, as the case may be)," and what you thought was going to happen
actually happened. But you did nothing except watch the market move while you ad@wishall the

money you could have made.

There's a big difference between predicting that something will happen in the market (and thinking
about all the money you could have made) and the reality of actually getting into and out of trades.
call this difference, and others like it, a "psychological gap" that can make trading one adsthe m
difficult endeavors you could choose to undertakeaanthinly one of the most mysterious to master.

The big question is: Can trading be mastered? Is it possible to experience trading waméease

and simplicity implied when you are only watching the market and thinking about success, ad oppose
to actually having to put on andk&off trades? Not onlis the answer an unequivocal "yes," but that's

also exactly what this book is designed to give you—the insight and understanding you need about
yourself and about the nature of trading. So the réstittat actually doing it becomes as easy, simple,

and stress-free as when you are just watching the market and thinking about doing it.

This may seem like a tall order, and to some of you it may even seem impossible. But it's not. There are
people who have mastered the art of trading, who have closed the gap between the possibilities
available and their bottom-line performance. But as you might expect, these winners are relatively few
in number compared with the number of traders who experience varying sle@fegstration, all the

way to extreme exasperation, wondering why they can't create the consistent success they so
desperately desire.

In fact, the differences between these two groups of traders (the consistent winnesraoeesse)

are analogous to the differences between thehEamtd the moon. The Earth and moon are both
celestial bodies that exist in the same solar system, so they do have something in commonaBut they
as different in nature and characteristics as night and day. By the same tokem, \&hgqgouts on a

trade can claim to be a trader, but when you compare the characteristics of the handfaistérto
winners with the characteristics of most other traders, you'll find they're also as difieréghtaand

day.

If going to the moon representsrsistent success as a trader, we say that getting to the moon is
possible. The journey is extremely difficult and only a handful of people have made it. From our
perspective here on Earth, the moon is usually visible every night and it seems so close ¢ligd we ¢



just reach out and touch it.

Trading successfully feels the same way. On any given day, week, or month, the markets make
available vast amounts of money to anyone who has the capacity to put on a tradtheSiaekets

are in constant motion, this money is also constantly flowing, which makes thigilpiessfor success

greatly magnified and seemingly within your grasp. | use the word "seemingly” to make an important
distinction between the two groups of traders. For those who have learned how to be consistent, or have
broken through what | call the "threshold of consistency,"the money islyotwvdhin their grasp; they

can virtually take it at will. I'm sure that some will find this statement shocking or difficultlievege

but it is true. There are some limitations, but fa thost part, money flows into the accounts of these
traders with such ease and effortlessness that it literally boggles most people's minds.

However, for the traders who have not evolved into this select group, the"semohingly" means

exactly what it implies. It seems as if the consisfemicultimate success they desire is "at hand," or
"within their grasp,"” just before it slips away or evaporates before their eyes, time and time again. The
only thing about trading that is consistent with this group is emotional pain. Yes, they certainly have
moments of elation, but it is not an exaggeration to say that most of the time they arearotfetat

anger, frustration, anxiety, disappointment, betrayal, and regret. Scegattes these two groups of
traders? Is it intelligence? Are the consistent wisnjust plain smarter than everyone else? Do they
work harder? Are they better analysts, or do they have access to better trading systems? Do they
possess inherent personality characteristics that make it easier for them to deal with the intense
pressures of trading?

All of these possibilities sound quite plausible, except when you consider that most cidihg tr
industry's failures are also some of society's brightest and most accomplished people. The largest group
of consistent losers is composed primarily oftdox; lawyers, engineers, scientists, CEOs, wealthy
retirees, and entrepreneurs.

Furthermore, most of the industry's best market analysts are the worst traders imaginablentetellige
and good market analysis can The Road to Succesmbedantribute to success, but they are not the
defining factors that sepdeathe consistent winners from everyongeeMWell, if it isn't intelligence or

better analysis, then what could it be?

Having worked with some of the best and some of the worst traders in the busngelsaying helped

some of the worst become some of the best, | can state without a doubt that there are specific reasons
why the best traders consistently out-perform everyone else.

If 1 had to distill all of the reasons down toenl would simply say that the best traders think
differently from the rest. | know that doesnttusd very profound, but it does have profound
implications if you consider what it means to think differently.

To one degree or another, all of us think differently from everyone else. We may not always be mindful
of this fact; it seems natural to assume thatrope®ple share our perceptions and interpretations of
events. In fact, this assumption continues to seem valid until we find ourselves in a basioemntal



disagreement with someone about something we both experienced. Other than our physical features,
the way we think is what makes us unique, probably even more unique than our physical features do.
Let's get back to traders. What is different about die way the best traders think as opposed to how those
who are still struggling think? While the markets b@ndescribed as an arena of endless opportunities,
they simultaneously confront the individual wgbme of the most sustained, adverse psychological
conditions you can expose yourself to. At some point, everyone who trades learns something about the
markets that will indicate when opportunities exist. But learning how to identify an opportunity to buy

or sell does not mean that yowbdearned to think like a trader.

The defining characteristic that separates the consistent winners from everyone else is this: The winners
have attained a mind-set—aunique set of attitudes—that allows them to remaihndidciocused,

and, above all, confident in spite of the adverse conditions. As a result, they are no longer susceptible to
the common fears and trading errors that plague everyone else. Everyone who tradeseandsgp
something about the markets; very few people whdetrever learn the attitudes that are absolutely
essential to becoming a consistent winner. Just as people can learn to perfect the proper technique for
swinging a golf club or tennis racket, their consistency, or lack of it, will without a doubt come from
their attitude Traders who make it beyond "the threshold of consistency” usually experience a great
deal of pain (both emotional and financial) beforeythcquire the land of attitude that allows them to
function effectively in the market environment.elThare exceptions are usually those who were born

into successful trading families or who started their trading careers under the guidance of someone who
understood the true nature of trading, and, just as important, knew how to teach it

Why are emotional pain and financial disaster common among traders? The simpleisitisatenost

of us weren't fortunate enough to start our trading careers with the proper guidance.

However, the reasons go much deeper than this. | have spent the last seventeen years dissecting th
psychological dynamics behind trading so that | could develop effective methods for teaching the
principles of success. What I've discovered is that trading is chock full of paradoxesnéiradictions

in thinking that make it extremely difficult to learn how to be successful. Inifddiad to choose one

word that encapsulates the nature of trading, it would be "paradox."

(According to the dictionary, a paradox is something that seems to have contradictory qualities or that
is contrary to common belief or what generally makes sense to people.)

Financial and emotional disaster are common among traders because many of the perspectives,
attitudes, and principles that would otherwise maké&pesense and work quite well in our daily lives

have the opposite effeat the trading environment. They just don't work. Not knowing this, most
traders start their careers with a fundamental lack of understanding of what it means to b thdrade
skills that are involved, and the depthatbich those skills need to be developed.

Here is a prime example of what | am talking about: Trading is inherently risky. kmomjledge, no

trade has a guaranteed outcome; therefore, thébpibgof being wrong and losing money is always
present. So when you put on a trade, can you consider yourself a risk-taker? Eventhisoogdy



sound like a trick question, it is not.

The logical answer to the question is, unequivocally, yes. If | engage in an activity that istlghere
risky, then | must be a risktaker. This is a pdijereasonable assumptionrfany trader to make. In

fact, not only do virtually all traders make this assumption, but most tradersrid&earpthinking of
themselves as risk-takers. The problem is thatabksimption couldn't be further from the truth. Of
course, any trader is taking a risk when you put on a trade, but that doean'tthaé you are
correspondingly accepting that risk. In other woral$,trades are risky because the outcomes are
probable—not guaranteed. But do most traders really believe they are taking a rigkeyhpuat on a

trade? Have they really accepted that the trade has a non-guaranteed, probable outcome? Furthermore
have they fully accepted the possible consequences?

The answer is, unequivocally, no! Most traders have absolutely no concept of what it means to be a
risk-taker in the way a successful trader thinks about risk. The best traders not only take the risk, they
have also learned to accept and embrace thatTisdce is a huge psychological gap between assuming
you are a risk-taker because you put on trades and fully accepting the risks inherentradeach t

When you fully accept the risks, it will have profound implications on your bottom-lifierpence.

The best traders can put on a trade without the slightest bit of hesitation or conflict, and pestyas fr
and without hesitation or conflict, admit it isn't working. They can get out of the trader—with a
loss—and doing so doesn't resonate the slightest bit of emotional discomfort. In otherthemisks
inherent in trading do not cause the best traders to lose their discipline, focus, or sense of confidence.

If you are unable to trade without the slightest bit of emotional discomfort (spdygiffealr), then you

have not learned how to accept the risks inherent in trading. This is a big problem, because to whateve
degree you haven't accepted the risk, is the shegeee to which you will avoid the risk. Trying to

avoid something that is unavoidable will have disaus effects on your dity to trade successfully.

Learning to truly accept the risks in any endeavor can be difficult, but it is elyrefificult for

traders, especially considering what's at stake. What are we generally most afraid of (besides dying
public speaking)? Certainly, losing money and being wrong both rank close to the top at.the li
Admitting we are wrong and losing money to boot caexieemely painful, and certainly something to
avoid. Yet as traders, we are confronted with these two possibilities virtuallyreeenent we are in a

trade. Now, you might be saying to yourself, "Apart from the fact that it hurts so much, ita t@atu

not want to be wrong and lose sdhirg; therefore, it's appropriate for me to do whatever | can to
avoid it." | agree with you. But it is also this nautendency that makesatting (which looks like it

should be easy) extremely difficult.

Trading presents us with a fundamental paradox: How do we remain disciplined, foanded,
confident in the face of constant uncertainty? When you have learned how to "think" like a trader, that's
exactly what you'll be able to do. Learning howedefine your trading activities in a way that allows

you to completely accept the risk is the key to thinking like a successful trader. Learaougpd the

risk is a trading skill—the most important skill you can learn. Yet it's rare that developing traders focus



any attention or expend any effort to learn it.

When you learn the trading skill of risk acceptance,rtarket will not be abl® generate information

that you define or interpret as painful. If the imf@tion the market generates doesn't have the potential

to cause you emotional pain, there's nothing to avoid. It is just information, telling lyatuthe
possibilities are. This is called an objective perspective—one that is not skewed ibedlisjowhat

you are afraid is going to happen or not happen.

I'm sure there isn't one trader reading this book who hasn't gotten into trades too soon—before the
market has actually generated a signal, or too late—long after the market has generated a signal. What
trader hasn't convinced himself not to take a loss an@ result, had it turn into a bigger one; or got

out of winning trades too soon; or found himself in winning trades but didn't take any profits at all, and
then let the trades turn into losers; or moved stoplosses closer to his entry point, onlyojopget cut

and have the market go back in his direction? These are but a few of the many errors trasteetgerp
upon themselves time and time again. These are not market-generated errors. That ispthate e

not come from the market. The market is neutrathexsense that it moves and generates information
about itself. Movement and information provide each of us with the opportunity to do something, but
that's alll The markets don't have any power over the unique way in which each of us perceives and
interprets this information, or control of the decisions and actions we take as a result. The errors |
already mentioned and many more are strictlyrésalt of what | call "faulty trading attitudes and
perspectives.” Faulty attitudes that foster fear instead of trust and confidence.

| don't think | could put the difference between the consistent winners and everyone else more simply
than this: The best traders arafitaid. They aren't afiéd because they hawdeveloped attitudes that

give them the greatest degree of mental flexibility to flow in and out of trades based oheninariet

is telling them about the possibilities from its pedpe. At the same time, the best traders have
developed attitudes that prevent them from getting reckless. Everyone else is afraics ttegoee or
another. When they're not afraid, they have the tendency to become recklessraatetthe kind of
experience for themselves that will catisem to be afraifom that point on.

Ninety-five percent of the trading errors you are likely to make—causing the money ¢vgpsrate

before your eyes—will stem from your attitudesabbeing wrong, losing money, missing out, and
leaving money on the table. What | call the four primary trading fears.

Now, you may be saying to yourself, "I don't know about this: I've always thought traders lsére@ild

a healthy fear of the markets." Again, this is a perfectly logical and reasonable assumption. But when it
comes to trading, your fears will act against yosuch a way that you will cause the very thing you

are afraid of to actually happen. If you're afraideing wrong, your fear will act upon your perception

of market information in a way that will cause you to do something thatgndsaking you wrong.

When you are fearful, no other possibilities existu¥tan't perceive other possibilities or act on them
properly, even if you did manage to perceive them, because fear is immobHhygically, it causes

us to freeze or run. Mentally, it causes us to narrow our focus of attention to the objacteadr. This



means that thoughts about other possibilities, as well as oth&bésanformation from the market,

get blocked. You won't think aboall the rational things you've lggd about the market until you are

no longer afraid and the event is over. Then ydutlink to yourself, "I knew that. Why didn't | think

of it then?" or, "Why couldn't | act on it then?"

It's extremely difficult to perceive that the source of these problems is our apprapriate attitudes.
That's what makes fear so insidious. Many of the thinking patterns that adversely affect our trading are
a function of the natural ways in which we were brought up to think and see the world. Tihleisg thi
patterns are so deeply ingrained that it rarely occurs to us that the source of our trading difficulties
internal, derived from our state of mind. Indeed, it seems much more natural to see thefsaurce
problem as external, in the markiegcause it feels like the market is causing our pain, frustration, and
dissatisfaction.

Obviously these are abstract concepts and certainly not something most traders are going to concern
themselves with. Yet understanding the relationship betvediafs, attitudesand perception is as
fundamental to trading as learning how to serve iemmis, or as learning how to swing a club is to
golf. Put another way, understanding and contmllyour perception of market information is
important only to the extent that you want to achieve consistent results.

| say this because there is something else about ¢réitt is as true as the statement | just made: You
don't have to know anything about yourself or the markets to put on a winrdeg jirat as you don't

have to know the proper way to swing a tennis racket or golf club in order to hit a good shot from time
to time. The first time | played golf, | hit several good shots throughout the game even though | hadn't
learned any particular technique; but my score stidisover 120 for 18 holes. Obviously, to improve

my overall score, | needed to learn technique.cQirse, the same is true for trading. We need
technique to achieve consistency. But what techniie®is truly one of the most perplexing aspects

of learning how to trade effectively. If we aleaware of, or don't understand, how our beliefs and
attitudes affect our perception of market information, it sgem as if it is the market's behavior that is
causing the lack of consistency. As a result, it would stand to reason that the best way wsagsid |

and become consistent would be to learn more about the markets.

This bit of logic is a trap that almost all traders fall into at some point, and it seems to make perfect
sense. But this approach doesn't work. The market simply offers too many—eoftéicting—
variables to consider. Furthermore, there are no limits to the market's behavior. It cesthiltgaat

any moment. As a matter of fact, because every person who trades is a market variable siidan be

that any single trader can cause virtually anything to happen. This theam® matter how much you

learn about the market's behavior, no matter how brilliant an analyst you beconvd|l yever learn
enough to anticipate every possible way that the market can make you wrong or cause you to lose
money. So if you are afraid of being wrong osif@y money, it means you will never learn enough to
compensate for the negative effects these fears will have on your ability to tievelmad your ability

to act without hesitation. In other words, you won'tbafident in the face of constant uncertainty. The



hard, cold reality of trading is that every trade has an uncertain outcome. Unless you learn to
completely accept the possibility of an uncertain outcome, you will try either consciously or
unconsciously to avoid any possibility you define asfp In the process, you will subject yourself to

any number of self-generated, costly errors.

Now, | am not suggesting that we don't need some form of market analysis odotegy to define
opportunities and allow us to recogm them; we certainly do. However, market analysis is not the path
to consistent results. It will not solve the tragliproblems created by lack of confidence, lack of
discipline, or improper focus. When you operate from the assumption that morécorabalysis will

create consistency, you will be drivemgather as many market variables as possible into your arsenal
of trading tools. But what happgithen? You are still disappointeddabetrayed by the markets, time

and again, because of somethingi ydn't see or give enough coreidtion to. It will feel like you

can't trust the markets; but the reality is, you can't trust yourself.

Confidence and fear are contradictory states of mind that both stem from our beliettitades. To

be confident, functioning in an environment where you can easily lose more than youtmtesk,
requires absolute trust in yourseHowever, you won't be able tachieve that trust until you have
trained your mind to override your natural inclination to think in ways that are counterproductive to
being a consistently successful trader. Learning how to analyze the market's behavidy inctitine
appropriate training. You have two choices: You can try to eliminate risk by learning about as many
market variables as possible. (I call this the bladk hb analv<!i<: bpoanif* itis fhp nafh nf ultimate
frustration.) Or you can learn how to redefine ytvading activities in such a way that you truly accept

the risk, and you're no longer afraid.

When you've achieved a state of mind where you truly accept the risk, you won't have thel potentia
define and interpret market infoation in painful ways. When you eliminate the potential to define
market information in painful ways, you also eliminate the tendency to rationalize, hesitate, jump the
gun, hope that the market willv@ you money, or hope that the market will save you from your
inability to cut your losses.

As long as you are susceptible to the lands of errors that are the result of etignalistifying,
hesitating, hoping, and jumping the gun, you will not be able to trust yourself. If yoaraanyourself

to be objective and to always act in your own bestasts, achieving consistent results will be next to
impossible. Trying to do something that looks soe may well be the most exasperating thing you
will ever attempt to do. The irony is that, when you have the appropriate attitude, yoh have
acquired a "trader s mind-set" and can remain confident in the face of constant unceddinty will

be as easy and simple as you probably thought it was when you first started out.

So, what is the solution? You will need to learn how to adjust your attitudes and beliefsatiogtitr

such a way that you can trade without the slightest bit of fear, but at the same time keep a framework in
place that does not allow you to become reckless. That's exactly what this book is designed to teach
you. As you move ahead, | would like you to keep something in mind.



The successful trader that you want to become is a future projection of yourself thatveao grow

into. Growth implies expansion, learning, and creating a new way of expressing yourself. This is true
even if you're already a successful trader and are reading this book to become more successful. Many
of the new ways in which you will learn to express yourself will be in direct conflict idéths and
beliefs you presently hold about the nature of trading. You may or may notyaieasvare of some of
these beliefs. In any case, what you currently hold to be true about the natadiraf will argue to

keep things just the way they are, in spite of your frustrations and unsatisfying results.

These internal arguments are natukéy. challenge in this book is tieelp you resolve these arguments

as efficiently as possible. Your willingness to consider that other passthexist—possibilities that

you may not be aware of or may not have given enough consideration to—will obvicaletythe
learning process faster and easier.



CHAPTER 2

THE LURE
(AND THE DANGERS)
OF TRADING

In January 1994, | was asked to speak at a trading conference in Chicago, spondeuéatdsy
Magazine.At one of the luncheons | happened to be sitting next to an editor for one of the major
publishers of books about trading. We were hgva lively conversation about why so few people
become successful at trading, even people who are otherwise very accomplisbad point, the

editor asked me if a possible explanation for this phenomenon might be that people were getting into
trading for the wrong reasons.

THE ATTRACTION

| had to pause for a moment to think about this. | agree that many of the typical reasons people are
motivated to trade—the action, euphoria, desire to be a hero, the attention one can draw to himself by
winning, or the self-pity that comes from losing-eate problems that will ultimately detract from a
traders performance and overall success. But the wnderlying attraction to trading is far more
fundamental and universal. Trading is an activity that offers the individual unlimitedofmeef

creative expression, a freedom of expression that has been denied most of us for mdistesf ou

Of course, the editor asked me what | meant by this. | explained that in the trading environment, we
make almost all of the rules. This means there are very few restrictions or boundaries on how we can
choose to express ourselves. Of course there are some formalities such as having to become a membe
of an exchange to be a floor trader, or meeting the minimum financial requirements &lwpkarage
account if you're an offhe-floor trader. Bubtherwise, once you are in a position to start trading, the
possibilities that exist for how you go about doing it are virtually limitless.

| went on to give him an example from a seminar | attended several years ago. Someonelaéeticalc

that, if you combined bonfilitures, bond options, and the cash boradtkets, there would be over eight
billion possible spread combinations. Now add tha&rg considerations based on how you read the
revailing market conditions, and the various ways to trade become virtually limitless.

The editor paused for a moment and asked, "But why would having access to suchstictedre
environment result in fairly consistent failure?" | answered, "Because unlimited possibilities coupled
with the unlimited freedom to take advantage of those possibilities present the individual with unique
and specialized psychological challenges, challenges that very few people are propgplydetgudeal



with, or have any awareness of for that matter, and people can't exactly work on overconeithingp

if they don't even know its a problem.”

The freedom is great. All of us seem to naturally want it, strive for it, even crave it. But that doesn't ean
that we have the appropriate psychological resouoceperate effectively in an environment that has

few, if any, boundaries and where the potential to do enormous damage to ourselves exists. Almost
everyone needs to make some mental adjustments, regardless of their educatigraluthac
intelligence or how successful they've been in other endeavors.

The kind of adjustments I'm talking about have towdth creating an internal mental structure that
provides the trader with the greatest degree of balance between the freedom to do angtttieg an
potential that exists to experience both the financial and psychological damage that @atirect

result of that freedom.

Creating a mental structure can be difficult enougpee@slly if what you want to instill is in conflict

with what you already believe. But for those of us who want to be traders, the gifitareating the
appropriate structure is invariably compounded by a backlog of mentthres that starts developing

at the very earliest stages of our lives.

All of us are born into some sort of social environment. A social environmerbgiety), whether it's

a family, city, state, or country, implies the existence of structure. Social structures consist of rules,
restrictions, boundaries, and a set of beliefs that become a code of behavior that linidy<he

which individuals within that social structure can or cannot express themselves. Furtherasbref m

the limitations of social structure were established before we are born. In other words, ine theyti

of us get here, most of the social structure governing our individual expression is in place and well
entrenched. It's easy to see why a society's need for structure and the individual's need for self-
expression can conflict. Every person who wants to master the art of trading faces just such a
fundamental conflict. I'd like you to ask yourself what one characteristic (a form of personal
expression) is common to every child born on this planet, regardless of @tierlpculture, or social
situation the child is born into. The answer is cunjodiivery child is curious. Every child is eager to
learn. They can be described as little learning machines.

Consider the nature of curiosity. At its most fundamental level, it is a force. More specifically, it is an
inner-directed force, which means there's no necessity to motivate a child to learn something. Left on
their own, children will naturally explore their surroundings. What is more, this inner-directed force
also seems to have its own agenda; in other words, even though all children are curiolushitdreal

are naturally curious about the same things. There's something inside each of us that directs our
awareness.

Even infants seem to know what they want and don't want. When adults encounter this unique display
of individuality expressed by an infant, they're usually surprised. They asthanenfants have
nothing inside of them that makes them uniquely who they are. How else would infants express their
individuality than by what in their environment attts or repels them? | call this inner-directed



guidance the force of natural attractions.

Natural attractions are simply those things about whieleel a natural or passionate interest. Ours is
a big and diverse world, and it offers each of us a great deal to learn about and expBuérhat
doesn't mean each of us has a natural or passionate interest in learning aboutescexpeti there

is. There's some internal mechanism that makes us "naturally selective.”

If you think about it, I'm sure you could list manyinidps to do or be that you have absolutely no
interest in. | know | could. You could also make another list of the things you are only mgrginal
interested in. Finally, you could list everything you have a passionate interest in. Of courses, et lis
smaller as the interest levels ri$®here does passionate interest come from? My personal view is that
it comes from the deepest level of our being—at the level of our true identibynétscfrom the part of

us that exists beyond the characteristics and personality traits we acquire as a result of our social
upbringing.

THE DANGERS

It is at the deepest level of our being that the p@tefur conflict exists.The social structure that we're

born into may or may not be sensitive to these inner-directed needs andsntesestxample, you

may have been born into a family of extremely competitive athletes, but feel a passionate interest in
classical music or art. You may even have natural athletic ability, but no real interest in participating in
athletic events. Is there apwtential for conflict here?

In a typical family, most members would put a great deal of pressuyeu to follow in the footsteps

of your brothers, sisters, or parents. They do everything possible to teach youagieeand how to get

the most out of your athletic ability. They discourage you from seriously pursuingttegryinterests.

You go along with what they want, because you don't want to be ostracized, but at the same time, doing
what they want you to do just doesn't feel right, although everything youlwedeand been taught
argues in favor of becoming an athlete. The problem is, it doesn't feel like whceyou ar

The conflicts that result from what we're taught abebib we're supposed to be and the feeling that
resonates at the deepest levels of our being is not at all uncommon. | would say that moamgost

people, grow up in a family and cultural environment that gives little, if any, objective, nonjudgmental
support to the unigue ways in which we feel compelled to express ourselves. This lack of support is not
simply an absence of encouragement. It can be as deep as the outright denial of some pasticular
which we want to express ourselves. For exampls, |k at a common situation: A toddler, who for

the first time in his life, notices "this thing," whiete call a vase, on the coffee table. He is curious,
which means there's an inner force that's compelling him to experience this object. In a sassé, it's
this force creates a vacuum in his mind that has to be filled with the afjécs interest. So, he
focuses on the vase, and, with deliberate intent, crawls across the vast expanse ogtheohvifloor

to the coffee table. When he gets there, he reaches up to the edge of the table tegiilichins feet.



With one hand firmly on the table toaintain his balance, his othemigareaches out to touch this thing

he has never experienced. Just at that moment, he hears a scream froth@comss, "NO! DON'T
TOUCH THAT!"

Startled, the child falls back on his butt, and begins to cry. Obviously, this is a very stommo
occurrence and one that is completely unavoidable. Children have absolutelgaapt of how they

can injure themselves or how valuable something like a vase can be. In fact, learning what is safe and
what isn't and the value of things are important lessons the child must learn. However, thereare som
extremely important psychological dynamics at whete that have a direct effect on our ability to
create the kind of discipline and focus necessary to trade effectively later in life.

What happens when we're denied the opportunity to express ourselves in the way we want to, or we're
forced to express ourselves in a way that doesn't correspond with the natural selection process?

The experience creates an upset. Being "up-set” implies an imbalance. But what isxaatlyf
balance? For something to be out of balance, thaseto be something that's in balance or in equal
proportion in the first place. That somethingtie relative degree of oespondence that exists
between our inner, mental environment and the exterior environment where we experience our lives. In
other words, our needs and desires are generated in our mental environment, arel ftiiejedrin

the exterior environment . If these two environments are in correspondence with one anotherawe're in
state of inner balance and we feel a sense of satisfaction or happiness. If thesenemig are not in
correspondence, we experience dissatisfaction, aagerfrustration, or what is commonly referred to

as emotional pain.

Now, why would not getting what we want or being denied the freedom to express ourselves in some
particular way cause us to experience emotional pain? My personal theory is that needs and desires
create mental vacuums. The universe in which we li@s a natural tendency to not tolerate a vacuum
and moves to fill it, whenever one exists. (Tpielosopher Spinoza observed centuries ago that,
"Nature abhors a vacuum.")

Suck the air out of a bottle andwatongue and lips will stick to ghmouth of the béle, because you

have created an imbalance (a vacuum), which now must be filled. What are the dynamics behind the
expression "Necessity is the mother of all invention"? The recognition that a need creates a mental
vacuum that the universe will fill with inspiringpoughts (if your mind is receptive). The thoughts, in

turn, can inspire movement aagpression that result in the fulfillment of that need.

In this respect, | think our mental environment works like the universe at large w@nezognize a

need or desire, we move to fill the vacuum witheaperience in the exterior environment. If we are
denied the opportunity to pursue the object of tieed or desire, it literally feels as if we are not
whole, or that something is missing, which puts us into a state of imbalance or ehpaztionéDo our

minds also abhor a vacuum, once one has been created?) Take a toy away from a child who is not
finished playing with it (regardless of how good your reasons may be for doing so) and the universal
response will be emotional pain.



By the time we're 18 years old, we've been on Earth approximately 6,570 dayer@yeahow many
times per day does the typical child hear statements like:

"No, no, you can't do that."

"You can't do it that way. You have to do it this way."
"Not now; let me think about it."

"I'll let you know."

"It can't be done."

"What makes you think you can do it?"

"You have to do it. You have no choice."

These are just a few of the relatively nice ways in which all of us are denied individuaksexpes

we grow up. Even if we only heard such statemente @m twice a day, that still adds up to several
thousand denials by the time we reach adulthood.

| call these lands of experiences "denied impulses” to learn— impulses that are baséthen reed,
originating from the deeper part of our identity, from the natural selection process.

What happens to all of these impulses that have been denied and left unfulfillda/ [ust go away?
They can, if they are reconciled in some way: if we do something, or someodeedssomething, to

put our mental environment back into balance. What can put our mental environmienhtbac
balance? There are a number of techniques.

The most natural one, especially for a child, is simply to cry. Crying is a natural mechanisms(nature'
way) for reconciling these denied, unfulfilled impulses. Scientific researchers have founa tears t
composed of negatively charged ions. If allowedtake its natural cose, crying will expel the
negatively charged energy in our minds and bring us back to a state of balance, even though the
original impulse was never fulfilled.

The problem is that, most of the time, events are not allowed to take their naturalacwlitise denied
impulses are never recoled (at least, not while we're still idiren). There are many reasons why
adults don't like it when their children (especially §ogry, and do everything they can to discourage
this behavior. There are just as many reasons whysadilil not bother to explain to children why they

are being forced to do something they don't want to do. Even if adults do try, rinere assurances

that they will be effective enough to reconcile the imbalance. What happens if these impulses aren't
reconciled?

They accumulate and usually end up manifesting themselves in any number of adatictive
compulsive behavior patterns. A very loose rule of thumb is: Whatever we believasvdepeved of

as children can easily become addictions in adallh For example, many people are addicted to
attention. | am referring to people who will do most anything to draw attention to thessehe most
common reason for this is that they believe they either didn't get enough attention whererthe



young or didn't get it when it was important to them. In any case, the deprivation becomes unresolved
emotional energy that compels them to behave in ways that will satisfy the addiction.ikvbattant

for us to understand about these unreconciled, demipdlises (that exist in all of us) is how they
affect our ability to stay focused and take a disciplined, consistent appgooaar trading.

THE SAFEGUARDS

To operate effectively in the trading environment, we need rules and boundaries to guide our behavior.
It is a simple fact of trading that the potential &xt® do enormous damage to ourselves—damage that
can be way out of proportion to what we may think is possible. There are many kinddesfitra

which the risk of loss is unlimited.

To prevent the possibility of exposing ourselves tmalge, we need to creae internal structure in

the form of specialized mental discipline and a perspective that guides our behavior so that e alway
act in our own best interests. This structure has to exist within each of us, because untiketlsecie
market doesn't provide it. The markets provide structure in the form of behavior patitrinslittate

when an opportunity to buy or sell exists. But that's where the structure ends—witheaisdigation.
Otherwise, from each individual's perspective, ¢hare no formalized rules to guide your behavior.
There aren't even any beginnings, middles, or endings as there are in virtually esegctity we
participate in.

This is an extremely important distinction with profound psychological implicatidmes market is like

a stream that is in constant motion. It doesn't start, stop, or wait. Even when the markets are closed,
prices are still in motion. There is no rule that the opening price on any day must be the same as the
closing price the day before. Nothing we do in society properly prepares us to functiowedffenti

such a "boundary-less" environment. Even gambling games have built-in structures that make them
much different from trading, and a lot less dangerous. For example, if we decide tcaplasald, the

first thing we have to do is decide how much we are going to wager or risk. This ixa weoare

forced to make by the rules of the game. If we don't make the choice, we donjplggt to

In trading, no one (except yourself) is going to force you to decide in advance what your risk is. In fact,
what we have is a limitless environment, where virtually anything can happen at aeynaoa only

the consistent winners define their risk in advance of putting on a trade. For everyone else, defining th
risk in advance would force you to confront thditgahat each trade has a probable outcome, meaning
that it could be a loser. Consistent losers do almost anything to avoid accepting the hatality t
matter how good a trade looks, it could lose. Without the presence of an external structure fercing th
typical trader to think otherwise, he is susceptiblany number of justificains, rationalizations, and

the kind of distorted logic that will allow him tget into a trade believing that it can't lose, which
makes determining the risk in advance irrelevant.

All gambling games have specified beginnings, middles, and endings, drasedequence of events



that determine the outcome of the game. Once you decide you are going to participate, ghargge't

your mind—you're in for the duration. That's not true of trading. In trading, prices amnstact
motion, nothing begins until you decide it shouldagts as long as you want, and it doesn't end until
you want it to be over. Regardless of what you may have planned or wanted tty dmnaber of
psychological factors can come into play, causing you to become distracted, change your mirel, becom
scared or overconfident: in other words, causing you to behave in ways that &reedanintended.
Because gambling games have a formal ending, they force the participant to beegloseti If you're

on a losing streak, you can't keep on losing without making a conscious decisiosatoTd® end of

each game causes the beginning of a new game, and you have to actively suejedtyour assets to
further risk by reaching into your wallet or pushing some chips to the center of the table.

Trading has no formal ending. The market will not take you out of a trade. Unless you have the
appropriate mental structure to end a trade in a manner that is always in your bes} yaerean
become a passive loser. This means that, once you're in a losing trade, you don't hamgttondpta

keep on losing. You don't even have to watch. You can just ignore the situation, and the market will
take everything you own—and more.

One of the many contradictions of trading is thaffeers a gift and a curse at the same time. The gift is
that, perhaps for the first time in olives, we're in complete control of everything we do. The curse is
that there are no external rules or boundaries to guide or structure our behavior. The unlimited
characteristics of the trading environment require Wmatact with some degree of restraint and self-
control, at least if we want to create some measure of consistent success. The structure we need to
guide our behavior has to originate in your mind, as a conscious act of free will. Thisesthéhsrany
problems begin.

PROBLEM: The willingness to Create Rules

I have not yet encountered a person interested imgracho didn't resist the notion of creating a set of
rules. The resistance isn't always overt. Quite the contrary, it's usually very ¥{dbtgree on the one

hand that rules make sense, but we really have no intention of doing whategag suggested. This
resistance can be intense, and it has a logical source.

Most of the structure in our minds was given to us as a result of our social upbringing and based on
choices made by other people. Ihetwords, it was instilled in our minds, but did not originate in our
minds. This is a very important distinction. In the process of instilling structure, afamyr natural
impulses to move, express, and learn about the nature of our existence through our own direct
experience were denied. Many of these denied impulses were never reconciled andt stiliéeisf

us as frustration, anger, disappointment, guiltewen hatred. The accumulation of these negative
feelings acts as a force inside our mental environment causing us to resist anything ¢isai léme
freedom to do and be whatever we want, when we want.



In other words, the very reason we are attractdcatting in the first place—the unlimited freedom of
creative expression—is the same reason we feelunahaesistance to creating the kinds of rules and
boundaries that can appropriately guide our behavioadtitwe have found a Utopia in which there is
complete freedom, and then someone taps us on the shoulder and says, "Hey, you have to greate rules
and not only that, you also have to have the discipline to abide by them."

The need for rules may make perfect sense, but it can be difficult to generate théiondtivereate

these rules when we've been trying to break free of them most of our lives. It usually takes a great deal
of pain and suffering to break down the source of our resistance to establishing arglgbaitrading

regime that is organized, consistent, and reflects prudent money-management guidelines. Ndw, I'm no
implying that you have to reconcile all of your past frustrations and disappointments toebaco
successful trader, because that's not the case. And you certainly don't have to suffer.

I've worked with many traders who have achieved their objectives of consistencyvamd dane
anything to reconcile their backlog of denied impulses. However, | am implying that yotakarfor

granted how much effort and focus you may have to put into building rildeckimental structure that
compensates for the negative effeatidd impulses can have on youildp to establish the skills that

will assure your success as a trader.

PROBLEM: Failure to Take Responsibility

Trading can be characterized as a pure, unencumbered personal choice with an immediate outcome.
Remember, nothing happens until we decide to stdaistd as long as we want; and it doesn't end until

we decide to stop. All of these beginnings, middles, and endings are the result of ourtatiempoé

the information available and how we choose to@acttour interpretation. Now, we may want the
freedom to make choices, but that doesn't mean we are ready and willing to acceptotishiésp

for the outcomes. Traders who are not readyatoept responsibility for the outcomes of their
interpretations and actions will find themselves in a dilemma: How does one participate in an activity
that allows complete freedom of choice, and atstimae time avoid taking responsibility if the outcome

of one's choices are unexpected and not to one's liking?

The hard reality of trading is that, if you want to create consistency, you have to start from the premise
that no matter what the outcome, you are completely responsible. This is a level of redydiesibil
people have aspired to before they decide to bet@ders. The way to avorésponsibility is to adopt

a trading style that is, to alltents and purposes, random. | define random trading as poorly-planned
trades or trades that are not planned at all. It isn@nganized approach that takes into consideration an
unlimited set of market variables, which do not allow you to find out what works on a consistent basis
and what does not.

Randomness is unstructuredddom without responsibility.

When we trade without well-defined plans and with an unlimited set of variables, it'saggrjoetake



credit for the trades that turn out to our liking¢aese there was "some" method present). At the same
time, it's veiy easy to avoid taking responsibility floe trades that didn't turn out the way we wanted
(because there's always some variable we didn't know about and therefore couldn't take into
consideration beforehand). If the markets behavior were truly random, then it would ddtdiffiot
impossible to create consistency. If it's impossiblédoconsistent, then wealy don't have to take
responsibility. The problem with this logic is thatir direct experience of the markets tells us
something different. The same behavior patternseeptedbemselves over and over again. Even though

the outcome of each individual pattern is random, the outcome of a series of patterns igntonsis
(statistically reliable). This is a paradox, but onattis easily resolved with a disciplined, organized,

and consistent approach.

I've worked with countless traders who would spend hours doing market analysisraridgpteades

for the next day Then, instead of putting on the trades they planned, they dilisgratse. The trades

they did put on were usually ideas from friends or tips from brokers. | probably doa'tcheell you

that the trades they originally planned, but didn't act on, were usually the big winnerdaj.the

This is a classic example of how we become susceptible to unstructured, random trading—because we
want to avoid responsibility. When we act on our own ideas, we put our creativiesbititthe line

and we get instant feedback on how well our ideas worked. It's very difficult to rationalizeaayvay
unsatisfactory results. On the other hand, when we enter an unplanned, random trade, it's much easier
to shift the responsibility by blaming the friend or the broker for their bad ideas.

There's something else about the nature of trading that makes it easy to escape the responsibility that
comes with creating structure in favor of trading randomly: It is the fact that amyhasdhe potential

to be a winner, even a big winner. That big winning trade can come your way whether gayreae

analyst or a lousy one; whether you do or don't take responsibility. It takes efforati® ttre kind of
disciplined approach that is necessary to become a consistent winner. But, as you can see, it's very eas)
to avoid this kind of mental work in favor of trading with an undisciplined, randonoagipr

PROBLEM: Addiction to Random Rewards

Several studies have been done on the psyclwalogifects of random rewards on monkeys. For
example, if you teach a monkey to do a task and consistently reward it every time ibaltask the
monkey quickly learns to associate a specific outcertle the efforts. If you stop rewarding it for
doing the task, within a very short period of tithe monkey will simply stop doing the task. It won't
waste its energy doing something that it has now learned it won't be rewarded for. However, the
monkey's response to being cut off from the reward is very different if you start out alyarandom
schedule, instead of a consistent one. When you stop offering the reward, there'sthe mapnkey

can know that it will never be rewarded again for doing that task. Every time it was rewarded in the
past, the reward came as a surprise. As a result, from the monkey's perspective, there's tiqeits



doing the task. The monkey keeps on doing the task, even without being rewarded for doing it. Some
will continue indefinitely.

I'm not sure why we're susceptible to becoming addicted to random rewards. If Idue$$o | would

say that it probably has something to do with the euphoria-inducing chemicals that are released

brains when we experience an unexpected, pleasant surprise. If a reward is random, we never know for
sure if and when we might receive it, so expending energy and resources in the hope of experiencing
that wonderful feeling of surprise again isn't difficult. In fact, for many people it can badeigting.

On the other hand, when we expect a particular outcome and it doesn't come about, we're disappointed
and feel bad. If we do it again and get the same disappointing outcome, it isn't likely that we will keep
doing something we know will cause us emotional pain.

The problem with any addiction is that it leaves us in a state of "choicelessness." To whatever degree
the addiction dominates our state of mind, to 8she degree our focus and efforts will be geared
toward fulfilling the object of that addiction. Othergsibilities that exist in any given moment to fulfill

other needs (like the need to trust ourselves and rmtlject too many of ouisaets to risk) are either
ignored or dismissed. We feel powerless to act in any other way than to satisfy the addiction. An
addiction to random rewards is particularly troublesome for traders, because itherasmirce of
resistance to creating the kind of mental structure that produces consistency.

PROBLEM: External versus Internal Control

Our upbringing has programmed us to function in a social environment, which meaasaegiired

certain thinking strategies for fulfilling our needsants and desires that are geared toward social
interaction. Not only have we lesd to depend on each other to fulfill the needs, wants and desires we
cannot fulfill completely on our own, but in the process we've acquired many socially-baseticgntr

and manipulating techniques for assuring that other people behave in erreins consistent with

what we want.

The markets may seem like a social endeavor because there are so many people involved, but they're
not. If, in today's modern society, we have learned to depend on each other tbdsiiilheeds, then

the market environment (even though it exists in the midst of modern society) can be charactarized as
psychological wilderness, where it's truly every man or woman for hirosékérself. Not only can we

not depend on the market to do anything for us, but it is extremely difficult, if not impossible, t
manipulate or control anything that the market dd&sw, if we've become effective at fulfilling our
needs, wants and desires by learning how to control and manipulate our environmsrddboty find
ourselves, as traders, in an environment thast du# know, care, or respond to anything that is
important to us, where does that leave us? You're right if you said up the proverbial creek without a
paddle.

One of the principal reasons so many successful people have failed miseraatimat is that their



success is partly attributable to their superior ability to manipulate and control the social environment,
to respond to what they want. To some degree, all of us have learned or developed tetthnmgles

the external environment conform to our mental (interior) environment. The problem is that none of
these techniques work with the market. The market doesn't respond to camhin@ipulation (unless
you're a very large trader). However, we can control our perception and interpretatierkeft
information, as well as our own behavior. Instead of controlling our surroundinggysaeonform to

our idea of the way things should be, we can learn to control ourselves. Theanwgerceive
information from the most objective perspective possible, and structure our mental mevitso that

we always behave in a manner that is in our own best interest.



CHAPTER 3

TAKING RESPONSIBILITY

Although the words "taking responsity” sound simple, the concept ieither easy to grasp nor easy

to put into practice in your trading. We have all heard the words and been confronted with the need to
take responsibility so martymes in our lives that it is easy to take for granted that we know exactly
what the phrase means.

Taking responsibility in gur trading and learning the appropriptenciples of success are inextricably
connected. You have to understand, with every fiber of your being, the ways myghi@re and are

not responsible for your success as a trader. Only then can you take on the characteristics that will
allow you to join the select group of traders who are consistently succesgfalmarkets.

At the end of Chapter 1, | introduced the idea of stepping into a future projection of yourself. In other
words, the consistently succesdiazlder that you want to become doesn't exist yet. You must create a
new version of yourself, just as a sculptor creates a likeness of a model.

SHAPING YOUR MENTAL ENVIRONMENT

The tools you will use to create this new version of yourself are your willingness arel tdelgiarn,

fueled by your passion to be sucsfes If the willingness and desire to learn are your primary tools,
then what is your medium? An artist creating a sculpture can choose to work in a number of
mediums—clay, marble, or metal, for example— but if you want to create a new version of your
personality that expresses itself as a consistently successful trader, you lyayeuorbeliefs and
attitudes. The medium for your artistic endeavolt & your mental environment, where with your
desire to learn, you can restructure and install the beliefs and attitudes that are necessary to achieve
your ultimate goal.

| am assuming your ultimate goal is consistency. If you're like most traders, you don't resfidkegh

potential of the opportunities available to you. Tdireamore and more of that potential, to make it

more and more of a reality in your life, your primary goal has to be to learn helintolike a
consistently successful trader. Renteer, the best traders think in a number of unique ways. They have
acquired a mental structure that allows them to trade without fear and, at the same time, keeps them
from becoming reckless and committing fear-based errors. This mind-set hasex pfictimponents,

but the bottom line is that successful traders have virtually eliminated the effects of fear and
recklessness from their trading.

These two fundamental characteristics allow them to achieve consistent results.

When you acquire this mind-set, you, too, will &gle to trade without fear. You will no longer be



susceptible to the multitude of fear-based errors that come from rationalizing, subconsciously distorting
information, hesitating, jumping the gun, or hoping. Once the fear is gone, there jusgtevamgason

to make these errors and, as a result, they will virtually disappear from your trading.

However, eliminating fear is only liahe equation. The other half the need to develop restraint.
Excellent traders have learned that it is essentibhte internal discipline or a mental mechanism to
counteract the negative effects of euphoria or the overconfidence that comes from a string of winning
trades. For a trader, winning is extremely dangerous if you haven't learned how to @ahic@ntrol
yourself.

If we start from the premise that to create consistency traders must focus their efforts on developing a
trader's mind-set, then it is easy to see why so many traders don't succeed. Insteath@ftbetiink

like traders, they think about how they can make more money by learning about the markets. It's almost
impossible not to fall into this traghere are a number of psychological factors that make it very easy

to assume that it's what you don't know about the etsutkiat causes your losses and lack of consistent
results.

However, that's just not the case. The consistency you seek is in your mind, not in the markets. It's
attitudes and beliefs about being wrong, losing moaey, the tendency to become reckless, when
you're feeling good, that cause most losses—not technique or market knowledge.

For example, if you could choose one of the following two traders to manage your maicty one

would you pick? The first trader uses a simple, possibly even mediocre trading wechmigpossesses

a mind-set that is not susceptible to subconsciously distorting market information, hesitating,
rationalizing, hoping, or jumpinghe gun. The second trader is a phenomenal analyst, but is still
operating out of the typical fears that make him susceptible to all of the psychblogiadies that the

other trader is free of. The right choice should be obvious. The first trader is going to achieve far better
results with your money.

Attitude produces better overall results than analgsiechnique. Of course, the ideal situation is to
have both, but you really don't need both, because if you have the right attitude—thaniyhéetrm-

then everything else about trading will be relatively easy, even simple, and certainly a Idirmare

know for some of you this may be difficult to believe, or even distressipecidly if you've been
struggling for years to learn everything you can about the market.

Interestingly, most traders are closer to the way they need to think when they first begin trading than at
any other time in their careers. Many people begading with a very unrealistic concept of the
inherent dangers involved. This is particularly truthdir first trade is a winner. Then they go into the
second trade with little or no fear. If that trade is a winner, they go into the next trade with even less
concern for what would otherwise be the unacceptable possibility of a loss. Each subsequent win
convinces them that there is nothing to fear and that trading is the easiest possible way to make money.
This lack of fear translates into a carefree state of mind, similar to the state of ampdjreat athletes
describe as a "zone." If you've ever had the occasion to experience the zone in some sport, then you



know it is a state of mind in which there is absalyino fear and you act and react instinctively. You
don't weigh alternatives or consider consequences or second-guess yourself. Moth@nmoment

and "just doing it." Whatever you do turns out to be exactly what needed to be done.

Most athletes never reach this level of play, because they never get past the feangfanmalgtake.
Athletes who reach the point where there is absolutely no fear of the consequences of screwing up will
usually, and quite spontaneously, enter into "the zone." By the way, a psycHokagieais not a
condition you can will yourself into, the way you can wilurself into a feat oéndurance. It is a state

of mind you find yourself in that is inherently creative, and usually if you start thinking about your
actions at a rational or conscious level, you pop right out of it.

Even though you cannot force or will yourself into a zone, you can set up the kind of coeriibns

that are most conducive to experiencing "the zobg,developing a positive winning attitude. | define

a positive winning attitude as expecting a positiveultefrom your efforts, with an acceptance that
whatever results you get are a perfect reflection of your level of development and what you need to
learn to do better. That's what the great athletege: a winning attitude that allows them to easily
move beyond their mistakes and keep eoine.

Others get bogged down in negatsedf-criticism, regret, and selfpitiNot many people ever develop a
positive winning attitude. The curious anomaly of trading is that, if you start with a winning trade, you
will automatically experience therid of carefree mind-set thatasby-product of a winning attitude,
without having developed the attitude itself. | kntvis may sound a bit confusing, but it has some
profound implications.

If a few winning trades can cause you to enter into the kind of carefree stateldhat is an essential
component to your success, but is not founded on the appropriate attitudes, then -what you have is a
prescription for extreme misunderstanding about the nature of trading thaalhevesults in both
emotional and financial disaster. Putting on a few (or more) winning trades does not médsaveou
become a trader, but that's the way it feels, because it taps us into a state of mind that rmolst
accomplished people experience on a consistent basis. The fact is, you don't need the slightest bit of
skill to put on a winning trade, and if it's possible to put on one winning trade without the slightest bit
of skill, it is certainly possible to put on anotlard another. | know of several people who started their
trading careers with fairly subsii#al strings of winning trades.

When you're feeling confident and unencumbered by fears and worries, it isn't difficult to put on a
string of winning trades because it's easy to get into a flow, a kind of natural rhyllene, what you

need to do seems obvious or self-evident. It's almost as if the market screams at you when to buy and
when to sell, and you need very &tiin the way of analytical soptisation. And, of course, because

you have no fear, you can execute your trades with no internal argument or conflict.

The point | am making is that winning in any endeagomostly a function of attitude. Many people

are certainly aware of this, but at the same time, most people don't understand the sigmfican
attitude plays in their results. In most sports ¢reotcompetitive activities, participants must develop



physical skills as well as mental skills in the form of strategies. If opponents are not evenly matched in
the skills department, the one with superior skills usually ("but not always) wins. When an underdog
beats a superior opponent, what's the determining factor? When two opponents lgrenatared,

what's the factor that tips the balance one way or the other? In both cases, the atttueleis

What makes trading so fascinating and, at the same difficult to learn is that you really don't need

lots of skills; you just need a geine winning attitude. Experiencirggfew or more winning trades can

make you feel like a winner, and that feeling isatvBustains the winning streak. This is why it is
possible for a novice trader to put on a string of winning trades, when many of the isdossty
market analysts would give their right arms for a string of winning trades. The analysts havdsthe skil
but they don't have the winning attitude.

They're operating out of fear. The novice tradgregiences the feeling @& winning attitude because

he's not afraid. But that doesn't mean he has aingratititude; it only means he hasn't experienced any
pain from his trading activities to make him afrdtyentually, our novice trader will experience a loss

and being wrong, regardless of how positive he's feeling. Losing and being wrong at@bliaevi
realities of trading. The most positive attitude imadle coupled with the best analytical skills can't
prevent a trader from eventually experiencing a losing trade. The markets are just too ertagceand

are too many variables to consider for any trader to be right every time.

What happens when the novice trader finally does lose? What effect will it have andfiee state of

mind? The answers will depend on his expectations going into the trade and how he irtegprets
experience. And how he interprets the experiésneefunction of his beliefs and attitudes.

What if he is operating out of a belief that there's no possible way to avoid a loss, because losing is a
natural consequence of trading — no different from, let's say, a restaurant owner incurrirgetise ex

of having to buy food? Furthermore, suppose that he has completely accepted the risky thaghe

has considered and accounted for all of what datiherwise be the unacceptable possibilities in the
market's behavior, both financially and emotionally.

With these beliefs and expectations, it is unlikely that he would experience aord¢itami of his
attitude, and would simply go on to the next trade.tfy way, this is an example of an ideal set of
trading beliefs and attitudes.

Now suppose that he hasn't completely accepted the risk. What if his expectations didn't take into
account any market behavior other than what he wanted? From this mental perspective, if the market
doesn't do what he wants, he is going to feel pain—emotional pain.

Expectations are our mental representations of how some future moment in the environmegttés goin
look, sound, feel, smell, or taste. Depending upon how much energy is behind the expectation, it can
hurt a lot when it isn't fulfilled. Of the two differentngpectives | just described, which one is likely to

be held by our novice trader? The latter, of course. Only the very best traders have acquired the
perspective described in the first scenario. And, as | indicated in Chapteleds timese very best
traders grew up in successful trading families or had super traders for mentors &ppeopriate



attitudes about risk and loss were instilled in tHezm the very beginning of their careers), virtually
every one of them had the common experience of losing one or more fortunes befoealithey how

they needed to think in ordey be consistdty successful.

It's a fundamental shift in attitude that accounts for their success, not sometlalitration about

the market, as most people erroneously assume. This erroneous assumption is prevalent among trader
simply because very few of them really understand, at the deepest levels, just how critical a component
attitude is in determining one's success.

We can safely assume that aftetoss, our novice trader will be & state of emotional pain. As a
result, his trading will take on a whole new quality. He'll definitely lose that carefteeo$taind, but

more important, he will feel that the market did ttashim: The market caused him to feel the pain he

is experiencing; the market took away his winning feeling by subjecting him to a loss.

Notice how our trader is blaming the markets for losing or what he didn't gateNwo, how natural

it is to feel the way he does. Think about how many times in our lives, especially as children, we were
doing something we really enjoyed, like playing with a toy or with our friends, andaee with more

power and authority forced us to stop what we wkriag and do something we didn't want to do. All

of us have lost things, had things taken away from us, been denied things we wanted or believed we
deserved, been prevented from continuing an activity we were in the middieba&fen blocked from
pursuing an idea we were passionab®ut. The point is that in many of these situations, we did not
need to take personal pessibility for what hppened to us or for the paive experienced, because we

were powerless to do anything about it.

We didn't choose to be forced out of a state ofgog happiness, into a state of emotional pain. The
decision was out of our hands, against our wilt asually quite abrupt. Even though we may have
been told we were responsible for what was happening to us, we may not have believed it or
understood what it meant. What's tangible, and wimtcan most easily relate to, is that we were
having fun, and someone or something took us out of that fun and into pain. It wasn't ourTdi®ice.
cause of our pain came to us from the outside; therefore, whatever force acted upon us in that moment
was to blame. We learned not only that feeling geextl instantly be replaced with feeling bad through

no fault of our own; we also learned about betrayal. We felt betrayed because many of these situations
were completely unexpected or unanticipated, meaning, we were unprepared for how some people in
our lives had the potential to behave. If their behavéursed us to flip into a state of emotional pain,

then we quite naturally would have felt betrayed.

As a side note, | feel it is important to say that many of our past, emotionally painftieagps were

the result of well-meaning parents, teachers and friends, many of whom were only tainthey
K/Mie»i7QH of ftho fimo ix7oc Vv ctfcir nc Trip nn<;t pyamrtle is a child playing with a toy that is
inherently dangerous. Take the toy away, and thie e¥ill cry to express the emotional pain he is
experiencing, and, if we are dewjiwith a very young or immatureitdh in all likelihood he will not

listen to anything reasonable that we ahgut why he cannot play with that toy.



But, at the same time, many people are born to immature and unreasonable parents, or encounter
emotionally disturbed teachers, coaches, and employees who subconsciously onaitentifiict

their personal problems on anyone they perceive as having less power. What's even worse is many of
the people who have a tendency toward victimizing others are also clever enough to do it in a way that
makes their victims believe they caused their own pain. In any case, whether our painful experien

are the result of an act of love iatentionally inflicted is somethgheach of us will have to determine

for ourselves. The bottom line is that, as adults when we get into a traddey we don't realize how

natural it is to associate the instantaneous shifnffoy to pain that we experienced so often as
children with the same instantaneous shift from jogam that occurs when we trade. The implications

are that if we haven't learned to accept the inherent risks of trading and don't know haavdto g
against making these natural connections between our past and the present, we will end up blaming the
market for our results instead taking responsibility for them.

Even though most people who trade consider themselves responsible adults, only the very best traders
have reached a point where they can and do accept complete responsibility for the outcome of any
particular trade. Everyone elsedoe degree or another assumes tneytaking responsibility; but the

reality is that they want the market to do it for them. The typical trader wants the market to fulfill his
expectations, his hopes, and dreams.

Society may work this way but the markets certainly don't. In society, we can expegbaxpke to

behave in reasonable and responsible ways. When they don't, and if we suffer as a retylnakes
remedies available to rectify the imbalance and make us whole again. The market, on the other hand,
has no responsibility to give us anything or do anything that would benefit us. Thisotag the way

markets are advertised and certainly not the impreshey want to project, but the reality is, every
trader who participates in the markets does so for his own benefit. The only way one trader can benefit
is if some other trader loses, whether the lostisctual dollars as in a futures trade, or lost
opportunity as in a stock trade. When you put on a trade, it is in anticipation of making Boaey.

other trader in the world who puts on a trade does so for the same reason. When you look at your
relationship with the market from this perspectiy@, could say that your purpose is to extract money

from the markets, but, by the same token, the markete purpose is to extract money or opportunity

from you.

If the market is a group of people interacting to extract money from one another, then what is the
market's responsibility to the individual trader? Is Im®@ responsibility other than to follow the rules it

has established to facilitate thastivity. The point is, if you have ever found yourself blaming the
market or feeling betrayed, then you have not given enough consideration to the implicatibasiof w
means to play a zero-sum game. Any degree of blaming means you have not acceptéty tthatrea

the market owes you nothing, regardless of what you want or think or how much effort yiatoput

your trading.

In the market, typical social values of exchange do not come into play. If you dom$tandehis and



find a way to reconcile the differences between $bcial nhorms you grew up with and the way the
market works, you will continue to project your lesp dreams, and desires onto the market believing
it's going to do something for you. When it doesgroy'll feel angry, frustrated, emotionally distraught,

and betrayed.

Taking responsibility means acknowledging and accepting, at the deepest part of your identity, that
you—hot the market—are completely responsible for ygurcess or failure as a trader. Granted, the
market's purpose is to separate you from your money; but in the process ofajatr@so provides

you with an endless stream of opportunities for you to take money from it. When prices move, that
movement represents the collective actions of ererynarticioating at that moment. The market also
generates information about itself, and makes it extremely easy to enter and exit tradesn@gepken
course, on the number of people participating).

From the individuals perspective, price movement, information, and the ability to enter and eit trade
represent opportunities to see something and to act on what you perceive. Dahningosaent the
markets are open, you have an opportunity to enter a position, lighten up a position, add to a position,
or exit a position. These are all opportunities to enyiairself by taking profits or, at least, cutting
your losses. Let me pose a question. Do you fesponsible for fulfilling some other traders
expectations, hopes, dreams, and desires? Of counsdoyd. It sounds absurd to even ask. However,

if you ever find yourself blaming the market and feeling betrayed, that is essentially what you are
doing. You are expecting the collective actions of everiyone participating in the ranketke the
market act in a way that gives you what you want. You have to learn for yourself how to get what you
want out of the markets. The first major step in thaning process is taking complete and absolute
responsibility.

Taking responsibility mearselieving that all of your outcomeseaself-generated; that your results are
based on your interpretations of market information, the decisions you make and the actions you take
as a result. Taking anything less than completpamsibility sets up two major psychological obstacles
that will block your success.

First, you will establish an adversarial relationship with the market that takes you out of ttamtcons
flow of opportunities. Second, you will mislead yourself into believing that yadirg problems and

lack of success can be rectified through market analysis.

Let's consider the first obstacle. When you project any degree of responsibitit the market for
giving you money or cutting your losses, the market can all too easily take ondlity qbi an
adversary or enemy. Losing (when you expected the market to do something different frondighat it

will tap you into the same childlike feelings of pain, anger, resentment, and powerlessnalt ot st

felt when someone took something away from us, didn't give us whaeawnted, or wouldn't let us do

what we wanted.

No one likes to feel denied, especially if we beliévat getting what we want will make us happy. In
each of these situations, something or someone outside of us prevented us from expressiag iourselv



some particular way. In other words, some outside force was acting against the inner fauce of
desires and expectations. As a result, it feels natural to assign the market the power of an outside force
that either gives or takes away. But consider the fact that the market prigcsentormation from a
neutral perspective. That means the market doesn't know what you want or expect, nocatees
unless, of course, you trade the kind of positicat tean have a major impact on prices. Otherwise,
each moment, each bid, and each offer gives you the opportunity to do something. You can put on a
trade, take profits, or take off a loser. This is also true for those of you who are floor traders and are
personally known to other floor traders, who may also know your position arygutodetriment,
purposely take advantage of that knowledge. It justnaehat you have to be faster and more focused,

or take whatever limitations you have in these areas into consideration and tradmglgco

From the market's perspective, each moment is neutral; to you, the observer, event arahprice
change can have meaning. But where do these meaning exist? The meanings are baseygooiverh
learned, and exist inside your mind, not in the rearKhe market doesn't attach meanings or interpret
the information it generates about itself (although there are always individuals who will offer an
interpretation if you're willing to listen). Furtimaore, the market doesn't know how you define an
opportunity or a loss. The market doesn't know whether you perceive it adl@ssestream of
opportunities to enter and exit trades for both profits and losses at each and every montestheor

you perceive it as a greedy monster ready atichgvin any given moment to devour your money.

If you perceive the endless stream of opportunities to enter and exit trades withoutissticand

regret, then you will be in the best frame of mindatd in your own best interest and learn from your
experiences. On the other hand, if what you perceivaarket information is painful in some way,

then you will naturally try to avoid that pain by either consciously or subconsciously rigottiat
information from your awareness. In the process of blocking that information, you'll systematically cut
yourself off from any number of opportunities to enrich yourselbther words, you cut yourself off

from the opportunity flow Furthermore, it will feeké the market is against you but only if you expect

it to do something for you, or if you believe that it owes you something. If someone ahsgne

against you and causes you pain, how are you likely to respond? You'll feel compelled to fight, but
what exactly are you fighting? The market is certainly not fighting you. Yes, the market wants yo
money, but it also provides you withe opportunity to take as much as you can. Although it may feel

as if you are fighting the market, or it is fighting you, the reality is you are simply fighting the negative
consequences of not fully accepting that the market owes you nothinghatngoti need to take
advantage of the opportunities it presentytyrself, 100 percent and not one degree less.

The way to take maximum advantage of a situation where you are being offered unlimited
opportunities to do something for yourself is to get into the flow. The market does have H fow.

often erratic, especially in the shorter time frames, but it does display symmetrical patterns that repeat
themselves over and over again. Obviously, it's a contradiction to flow withttsomgou are against.

If you want to start sensing the flow of the market, your mind has to be relatively free of fear, anger,



regret, betrayal, despair, and disappointment.

You won't have a reason to experience these negative emotions when you assume absolute
responsibility. Earlier, | said that when you ddake responsibility, one of the major psychological
obstacles that can block your success is that youmslead yourself into believing that your trading
problems and lack of consistency can be rectified through market analysis. To illissg@kint, let's

go back to our novice trader who started out with a carefree state of mind until he experienced his first
loss. After winning with such ease and effortlessness, the abrupt shift to emotional pain oda be g
shocking—not shocking enough, however, to quit tradBegides, in his mind the situation wasn't his

fault anyway; the market did it to him. Instead of quitting, the great feeling thetgegienced when

he was winning will be fresh in his mind, and will inspire him with a sense of determination to continue
trading.

Only now he's going to be smarter about it. He's going to put some effort into it aneMesytihing he

can about the markets. It's perfectly logical to think that if he can win not knowytigirayy he'll be

able to clean up when he does know something. Buetha big problem here that very few, if any,
traders will have any awareness of until long after the damage is done. Learning about the markets is
fine and doesn't cause a problem in itself. It'suth@erlying reason for learning about the market that

will ultimately prove to be his undoing.

As | said a moment ago, the sudden shift from joy to pain usually creates quite a psychological shock.
Very few people ever learn how to reconcile these kinds of experiences in a healthy way.

Techniques are available, but they aren't widely kmolhe typical response in most people, especially

in the type of person attracted to trading, is revenge. For traders, the only way to extract that revenge is
to conquer the market, and the only way to conquer the market is through market knowledge, or so they
think. In other words, the underlying reason for why tlovice trader is learning about the market is to
overcome the market, to prove something to it and himself, and most important, to prevestkétte m

from hurting him again. He is not learning the market simply as a means to give himself a systematic
way of winning, but rather as a way to either avoid pain or prove soméiiaihigas absolutely nothing

to do with looking at the market from an objectivegpective. He doesn't realize it, but as soon as he
made the assumption that knowing something about the market can prevent him from experiencing
pain or can help satisfy his desire for revenge or to prove something, he sealed his fate ¢odbecom
loser.

In effect what he has done is set up an irreconcilable dilemma.

He is learning how to recognize and understandmhbeket's collective behavior patterns, and that's
good. It even feels good. He's inspired because he assumes he's learning about the market in order ftc
become a winner. As a result, he will typically go a knowledge quest, learning about trend lines,
chart patterns, support and resistance, candlesticks, market profiles, point ahardisgElliott waves,
Fibonacci retracements, oscillators, relative strength, stochastics, and many more technical tools too
numerous to mention.



Curiously, even though his knowledge has increased, he now finds thatekelsped problems
executing his trades. He hesitates, second guessesfhionsibesn't put on a trade at all, in spite of

any number of clear signhals to do so. It's all frustrating, even maddé&@ogyse what's happened
doesn't make sense. He did what he was supposed to do—he learned—aonmtythiatfthe more he
learned, the less he took advantage of. He would never believe that he did anything wrong by devoting
himself to learning; he simply did it for the wrong reasons.

He won't be able to trade effectively if he is trying to prove something or anythirigatomatter. If

you have to win, if you have to be right, if you can't lose or can't be wrong, you will cawrsely to

define and perceive categories of market infornrmés painful. In other words, you will view as
painful any information the market generates that opposition to wat will make you happy.

The dilemma is that our minds are wired to avoid both physical and emotional pain, and laboning

the markets will not compensate for the negative effects our pain-avoidance mechanisms have on our
trading. Everybody understands the nature of avoiding physical pain. Accidentally set your hand on a
hot burner, and your hand moves away from the &at@matically; its an instinctive reaction.

However, when it comes to avoiding emotional pain and the negative consequences it creates,
especially for traders, very few people undemtéime dynamics. Its absolutely essential to your
development that you understand these negative effects and learn how to take conscious control in a
way that helps you fulfill your goals.

Our minds have a number of ways to shield us from information that we have learned to perceive as
painful. For example, at a conscious level, we can rationalize, justify, or make a case for staying in a
losing trade. Some of the more typical ways wetlile are to call our trading buddies, talk to our
broker, or look at indicators we never use, all for the express purpose of gatheringnfnbnpa
information in order to deny the validity of the painful information. At a subconscious texratinds

will automatically alter, distort, or specifically exclude information from our conscious awardnes

other words, we don't know at a conscious level that our pain-avoidance mechanisms are either
excluding or altering the information being offered by the market.

Consider the experience of being in a losing trade when the market is making copsigiéet! highs

and higher lows or lower highs and lower lows against your position, while you refuse t¢oviszige

you are in a losing trade because you have focused all your attention on the tics thatuydawoyo

On the average, you are only getting one out of éwdive tics in your diretion; but it doesn't matter
because every time you get one, you are convinced the market has reversed and is conimgjdaatk

the market keeps going against you.sAme point, the dollar value of the loss becomes so great that it
cannot be denied and you finally exit the trade. The first reaction that traders universally have when
looking back at such a trade is, "Why didn't | just take my loss and reverse?"

The opportunity to put on a trade in the opposlirection was easily tegnized once there was
nothing at stake. But we were blinded to this opportunity while we were in the trade, because at that
time the information indicating it was an opportunity was defined as pasafuve blocked it from our



awareness.
When our hypothetical trader first started trading, he was having fun; he was in a carefree state of
mind; he had no personal agendas and nothing to prove. As long as he was winputdiibdérades

on from a "let's see what will happen” perspective. The more he won, the less he considered the
possibility of ever losing. When he finally did lose, he was probably in a statendfwhiere he least
expected it. Instead of assuming that the cause of his pain was his erroneous expectation about what the
market was supposed to do or not do, he blamed the market, and resolved that by gaining market
knowledge, he could prevent such experiences from recurring. In other words, ha dnadw®tic shift

in his perspective from carefreegmeventing pain by avoiding losses.

The problem is that preventing pain by avoiding losses can't be done. The market generates behavior
patterns and the patterns repeat themselves, but not every time. So agais, ibepessible way to

avoid losing or being wrong. Our trader won't seth&se trading realities, bes®uihe is being driven
forward by two compelling forces: (1) he desperately wants that winning feeloky &ad (2) he is
extremely enthusiastic about all of the market kndg#ehe is acquiring. What he doesn't realize is

that, in spite of his enthusiasm, when he went from a carefree state of mind to agmek@moid mode

of thinking, he shifted from a positive to a negative attitude.

He's no longer focused on just winning, but rather on how he can avoid pain by preventimaykbt

from hurting him again. This kind of negative perspective isn't anyréiftdrom the tennis player or

golfer who is focused on trying not to make a mistake, the more he tries not to make a mistake, the
more mistakes he makes. However, this mode of thinking is much easier to recognize inespoide

there's a more discemable connection between one's focus and one's results. With trading, the
connection can be obscured and maifécult to recognize as a reléwof the positive feelings being
generated from discovering new relationships in market data and behavior.

Since he is feeling good, there's no reason to suspect that anything is exoeygt that the degree to

which his focus is weighted toward pain-avoidance is the same degree byhehigll create the very
experiences he is trying to avoid. In other words, the more he has to win and not lose, therdexet

he will have for any information that might indicate he is not getting what he wantsmobh
information that he has the potential to block, the lhessvill be able to perceive an opportunity to act

in his own best interests.

Learning more and more about the markets onbvtmid pain will compound his problems because the
more he learns, the more he will naturally expect from the markets, making it all thpaimdteé when

the markets don't do their part. He has unwittingly created a vicious cycle where the more he learns, the
more debilitated he becomes; the more debilitatebdwomes, the more he feel compelled to learn.

The cycle will continue until he either quits trading in disgust or recognizes that the root cause of his
trading problems is his perspective, not his lack of market knowledge.



WINNERS, LOSERS, BOOMERS, AND BUSTERS

It takes some time before most traders eithenithirothe towel or find out the true source of their
success. In the meantime, some traders manage to get enough right about trading to enter into what is
commonly referred to as the "boom and bust cycle.”

Contrary to what some of you may have inferred from the example of the novice tradarenyoine

has an inherently negative attitude and is therefore doomed to lose consistently. Yes thet some

traders do consistently lose, often until they loserghing or quit trading because they can't tolerate

any more emotional pain. However, there are also many traders who are tenacious students of the
market and have a sufficiently winning attitudeingpinto trading so that, in spite of the many
difficulties, they eventually learn how to make mpnBut, and | want to emphasize this, they learn

how to make money only on a limited basis; they haven't yet learned how to couttiteraegative

effects of euphoria or how to compensatethe potential for self-sabotage.

Euphoria and self-sabotage are two powerful psychological forces that will have an extremely negative
effect on your bottom line. But, they are not forces you have to concern yourself with until you start
winning, or start winning on a consistent basis, and that's a big problem. When you're winniagg yo

least likely to concern yourself with anything that might be a potential problem, especially something
that feels as good as euphoria. One of the primary characteristics of euphoria is that it creates a sense o
supreme confidence where the possibility of himg going wrong is virtually inconceivable.

Conversely, errors that result from self-sabotage have their root in any number of conflicts ¢nat trad
have about deserving the money or deserving to win. It's when you're winning that ymosire
susceptible to making a mistake, overtrading, putting on too large a positiotingiglaur rules, or
generally operating as if no prudent boundaries on your behavior are necessary. Yoemgy &v

the extreme of thinking you are the market. However, the market rarely agrees, and when it disagrees,
you'll get hurt. The loss and the emotional pain are usually significant. You will exper@eboom,

followed by the inevitable bust.

If I were to classify traders based on the kind of results they achieve, | would put them into three broad
categories. The smallest group, probably fewer than 10 percent of the active traders, are the consistent
winners. They have a steadily rising equity curve with relatively minor drawdowns. The drawdowns
they do experience are the type of normal losses that any trading methodology or system incurs.

Not only have they learned how to make money, but they are no longer susceptiblesiatmdogical

forces that cause the boomand-bust cycle.

The next group, which consists of between 30 and 40 percent of the active traders, are consistent losers.
Their equity curves are mirror images of the consistent winners' curves, but in the opposite direction—
many losing trades with an occasional winner. Regardless of how long they have beenttrawtisgy,

much about it that they haven't learned. Theyeeitiave illusions about theature of trading or are
addicted to it in ways that make it virtually impossible for them to be winners.



The largest group, the remaining 40 to 50 percent of the active traders, are the "boomesd bus
They have learned how to make money, but they haven't learned there s a whole body of trading skills
that have to be mastered in order to keep the money they make. As a result, their legegy c
typically look like roller-coaster rides, with a nice, steady assent into a steep dropoff, then another nice,
steady assent into another steep dropoff. The roller-coaster cycle continues on and on.

| have worked with many experienced traders who have put together incrediblegvsireaks,
sometimes going months without a losing day; having fifteen or twenty winning trades in a row is not
unusual for them. But for the boom and busters, these streaks always end the same way—in huge losse:
that are the result of either euphoria or self-sabotage.

If the losses are the result of euphoria, it really doesn't matter what form the streak takesben of

wins in a row, a steadily rising equity curve, or even one winning trade. Everyone seems to have a
different threshold for when overconfidence or euphoria starts to take holé dfitiking process.
However, the moment euphoria takes hold, the trader is in deep trouble. In a staeahfence or
euphoria, you can't perceive any risk because euphoria makes you believe that absolutely nothing can
go wrong. If nothing can go wrong, there's no need for rules or boundaries to govern your behavior. So
putting on a larger than usual position is not only appealing, it's compelling.

However, as soon as you put on the larger-than-usual position, you're in danger. The larger the
position, the greater the financial impact small fluctuations in price will have on youy.egaimbine

the largerthan- normal impact of a move against youtiposvith a resolute belief that the market will

do exactly as you expect, and you have a situation in which one tic in the opposition diregtian of
trade can cause you to go into a state of "mind-freeze" and become immobilized.

When you finally do pull yourself out of it, you'll be dazed, disillusioned, and betrayed, atid you
wonder how something like that could have happened. In fact, you were betraysirbopwn
emotions. However, if youre not aware of or don't understand the underlying dynamics | just
described, you'll have no other choice but to blame the market. If you believe the mautes ¢

you, then you'll feel compelled to learn more about the market in order to proteselyoThe more

you learn, the more confident you will naturally become in your ability to win. As your confidence
grows, the more likely that at @ point you will crosshe threshold into euphoria and start the cycle

all over again.

Losses that result from self-sabotage can be jusarmsmging, but they're usualigore subtle in nature.
Making errors like putting in a sell for a buy oceiversa, or indulging yourself in some distracting
activity at the most inopportune time are typical examples of how traders make sure they don't win.
Why wouldn't someone want to win? It's really not a question of what someong, Wwaoause |
believe that all traders want to win. Yet, there are often conflicts about winning. Sometimes these
conflicts are so powerful that we find our behavior is in direct conflict with what we Whaete
conflicts could stem from religious upbringing, work ethic or certain types of childhood trauma. If
these conflicts exist, it means that your mental environment is not completely alighgeur goals.



In other words, not all parts of you would argue for the same outcome. Therefore, you can't assume that
you have the capacity to give yourself an unlimited amount of money just bgmaubave learned

how to trade and the money is there for the taking.

A futures broker at one of the major brokerage firms once commented that when it comes to his
customers, he lives by the mottattall commodity traders are terminal, and it is his job to keep them
happy until they're gone. He said tfégetiously, but there is a lot tfith to his statement. Obviously,

if you lose more money than you make, you can't survive. What's less obvious, and one of the
mysteries of being successful, is that if you win, you may still be terminal; that is, if you win and you
haven't learned how to create a healthy balance between confidence and restraint, or ybu haven'
learned how to recognize and compensate for any potential you have to self-destruct, you witirsoone
later lose.

If you are among those in the boom-and-bust cycle, consider this: If you could regdosirey trade

that was the result of an error or recklessness, how much money would you have nav®Bhsse
recalculated results, what would your equity curve look like? I'm sure mayguoiould fall into the
category of consistent winners. Now think about how you responded to your losses when they
occurred. Did you assume complete responsibility for them? Did you try to identifyytio might

change your perspective, attituae, behavior? Or did you look to the market and wonder what you
might learn about it to prevent such a thing from happening again? Obviously, the Inzerkething

to do with your potential for recklessness, nor does it have anything to do with the errorakgas a

result of some internal conflict about deserving the money.

Probably one of the hardest concepts for traders to effectively assimilate is that the market doesn't
create your attitude or state of mind; it simply acts asirror reflecting what's inside back to you. If

you are confident, it's not because the market is making you feel that way; it is bemauseliefs and
attitudes are aligned in a way that allows you to &tepard into an experience, take responsibility for

the outcome, and extract the insight that's been ragddable. You maintain your confident state of

mind simply because you are constantly learning. Conversely, if you're angiy and afraid, itsebeca
you believe to some degree that the market creates your outcomes, not the other way around.
Ultimately, the worst consequenceraft taking responsibility is that it keeps you in a cycle of pain and
dissatisfaction. Think about it for a moment. If you're not responsible for your results, then you can
assume there's nothing for you to learn, and you can stay exactly as you are.

You won't grow and you won't change. As a result, you will perceive events in exactly the same way,
and therefore respond them in the same way, and get the same dissatisfying results. Or, you might
also assume the solution to your problems is to gain more market knowledge. It is always virtuous to
learn, but in this case if you don't take responsibility for your attitudes and perspectiveythée
learninc* snmpfhinff valuaVilp fnr wrnnrr that will cause you to use what youésned in
inappropriate ways. Without realizing it, you'll being your knowledge to avoid the responsibility of
taking risks. In the process, you end up creating the veiy things you are trying to avoid, keeping you i



a cycle of pain and dissatisfaction. However, there is one tangible benefit to be gamddaiming

the market for what you wanted and didn't get.

You can temporarily shield yourself from your own harsh self-criticism. | say "tenigbiaecause,

when you shift respongdilty, you cut yourself & from whatever you needed to learn from the
experience. Remember our definition of a winnitigflade: a positive expectation of your efforts with

an acceptance that whatever results you get are a perfect reflection of your level of devekpm

what you need to learn to do better. If you shi& tlame in order to block the painful feelings that
result from beating yourself up, all you've done is put an infected Band-Aid on the wound. You may
think you have solved the problem, but the problem is only going to resurfaceMatse than before.

It has to, simply because you haven't learned anything that would cause you to make the land of
interpretations that would resitt a more satisfying experience.

Did you ever wonder why leaving money on the table is often more painful than takin@ &Mbes

we lose, there are any number of ways in which we can shift the blame to the market and not accept
responsibility. But when we leave money on the tabbkecan't blame the market. The market didn't do
anything but give us exactly what we wanted, but for whatever reasomneren't capable of acting on

the opportunity appropriately. In other words, there's no way to rationalize the pain away. You are not
responsible for what the market does or doesn't do, but you are responsible for everythingt else
results from your trading activities. You are responsible for what you have leamegllaas for
everything you haven't learned yet that's waiting to be discovered by you. The mosttgftitieto
discovering what you need to be successful is to develop a winning attitude, because it's atyinherent
creative Dersoective. Not onlv does a winnin? attitoden vou un to what you need to learn; it also
produces the land of mind-set that is most conducive to discovering something no one else has
experienced. Developing a winning attitude is the key to your success. The prableamjotraders is

that either they think they already have one, when they don'tepretpect the market to develop the
attitude for them by giving them winning tradesiuvare responsible for developing your own winning
attitude. The market is not going to ddor you, and, | want to be asnphatic as | can, no amount of
market analysis will compensate for developing a winning attitude if you lack one.

Understanding the markets will give you the edge you need to create some winning trades, but your
edge won't make you a msistent winner if you don't havevanning attitude. Certainly one could

argue that some traders lose because they don't understand enough about the markets and therefore the
usually pick the wrong trades. As reasonable as this may sound, it has been my exfleatanaders

with losing attitudes pick the wrong trades regardless of how much they know about the markets. In
any case, the result is the same—they lose.

On the other hand, traders with winning attitudés know virtually nothing about the markets can

pick winners; and if they know lat about the markets, they can pick even more winners. If you want

to change your experience of the markets from fearful to confident, if you want to changesytsr

from an erratic equity curve to a steadily rising one, the first step is to embrace the responsibility and



stop expecting the market to give you anything or do anything for you. If yolvegsom this point
forward to do it all yourself, the market can no longer be your opponent. If you stop fighting the
market, which in effect means you stop fighting yourself, you'll be amazed at how quickiyilyo
recognize exactly what you need to learn, and how quickly you will learn it. Talspgn®ibility is

the cornerstone of a winning attitude.

CHAPTER 4

CONSISTENCY: A STATE OF MIND

I hope that after reading the first three chaptersarewgetting die idea that just because you are acting

in the capacity of a trader, doesn't mean that you've learned the appropriate téyk about what

you do. As | have already stressed several timeat sdparates the best traders from everyone else is
not what they do or when they do it, but rathew they think about what they do and how they're
thinking when they doit. If your goal is to trade like a professional and be a consistaat vhen you

must start from the premise that the solutions agour mind and not in the market. Consistency is a
state of mind diat has at its core certain fundamental thinking strategies that are tanigng.
Experiencing a few or more winning trades can convince almost anyone that trading is easy. Recall
your own experiences; think back to those trades that brought a stream of money flowywmuinto
account when all you had done was make a simple decision to buy or sell.

Now, combine the extremely positive feeling you fyjem winning and getting money with no effort,

and it's almost impossible not to conclude that making money as a trader is easy. But if that's, the c

if trading is so easy, then why is it so difficult itaster? Why are so many traders at their wits' end,
grappling with the obvious contradiction? If ittime that trading is easy — and traders know it is
because they've had the direct experience of how easy and effortless it is — then how can it also be
possible that they can't make what they've learned about the markets work for thieamdwer

again? In other words, how do we account for the contradiction between whateve ladlout trading

and our actual trading results over time?

THINKING ABOUT TRADING

The answers are all in the way you think about it. The irony is that trading can be as mact am
effortless as your experience of it has been on occasion; but experiencing tigiss gonsistently is
a function of your perspective, your beliefs, your attitudes, or your mindset.

Choose the term you are most comfortable with; they all refer to the same Wiimging and
consistency are states of mind in the same way that happiness, having fun, and saaséastaias of



mind. Your state of mind is a bygmuct of your beliefs and attitudé&ou can try to create consistency
without having the appropriate beliefs and attitudesybur results won't beng different than if you

tiy to be happy when you're not having fun. When you're not having fun, it can be vemyltdiéf

change your perspective to one where you, all of a sudden, start enjoying yourself. Of tbeurse
circumstances of your situation could suddenly shift in a way that causee gapdrience joy. But

then your state of mind would be the result of an external shift in conditions, esilaaf an internal

shift in your attitude. If you depend on outsiden@itions and circumstances to make you happy (so
that you always are enjoying yourself), then i&x¢remely unlikely that you will experience happiness

on a consistent basis.

However, you can greatly increase thossibility of your being happy ldeveloping fun-type attitudes

and, more specifically, by working on neutralizing the beliefs and attitudes that prevent you from
having fun or enjoying yourself. Creating consist&ntcess as a trader works the same way. You can't
rely on the market to make you consistently successful, any more than you can rely on the outside
world to make you consistently happy. People who are truly happy don't have ttldogm order to

be happy.

They are happy people who do things. Traders who are consistently successtuisistertt as a
natural expression of who they are. They don't have to try to be consistent; theysasteobrT his

may seem like an abstract distinction, but ivially important that yownderstand the difference.
Being consistent is not something you can try to be, because the very act of trying will negate your
intent by mentally taking you out of the opporturiiigw, making it less likely that you will win and

more likely you will lose. Your veiy best trades were easy and effortless. You didn't havedo try t
make them easy; they were easy. There was no struggle. You saw exactly what youmseegednd

you acted on what you saw. You were in the momemart of the opportunity flow. When you're in

the flow, you don't have to try, because everything you know about the marketléblavto you.
Nothing is being blocked or hidden from your awareness, and your actions seem effortless because
there's no struggle or resistance. On the other hamhghto try indicates that there is some degree of
resistance or struggle. Otherwise, you would just be doing it and not have to try todpé.db also
indicates that you're trying to get what you whintn the market. While it gams natural to think this

way, it's a perspective fraught with difficulties.

The best traders stay in the flow because they don't try to get anything from the marketghey si
make themselves available so they can take advantage of whatever the market is offering at any given
moment. There's a huge difference between the two perspectives.

In Chapter 3, | briefly illustrated how our minds are wired to avoid both physical and emotional pain. If
you trade from the perspective of trying to get what you want or what you expect fronatkets,

what happens when the market doesn't behave in a way that will fulfill your expe&atmnsmental
defense mechanisms kick in to compensate for the difference betweeyowhaant and what you're

not getting, so that you don't experience any emotional pain.



Our minds are designed to automatically block threatening information or find a way to obscure that
information, in order to shield usom the emotional discomfort weaturally feel when we don't get
what we want. You won't realize it in the moment, but you will pick and choose @tiomthat is
consistent with what you expect, so thiati can maintain a pain-free state of mind.

However, in the process of trying to maintain a pain-free state of mind, you also take yourself out of
the opportunity flow and enter the realm of the "could have," the "should havégwdbkl have," and

the "if only." Everything that you could have, should have, or would havgme=a in the moment
appeared invisible, then all becomes painfully evident after the fact, after the opportunity is long gone.
To be consistent, you have to learn to think about trading in such a way tha goulonger
susceptible to conscious or subconscious mental prodessesiuse you to obscure, block, or pick and
choose information on the basis of what will make you happy, give you what you want, or anoid pa
The threat of pain generates fear, and fear is the source of 95 percent of thgoerrars likely to

make. Certainly, you can't be consistent or experience the flow if you're consistently makis\gaeiat

you will make errors, as long as you're afraid tivhat you want or what you expect won't happen.
Furthermore, everything you attempt to do as a tradébe a struggle, and will seem as if you are
struggling against the market or that the market is against you personally. But, thagdadityit's all

taking place inside your mind. The market doesn't perceive the information it makes eygdaldo.

If there's a struggle, it is you who are struggling against your own TVMoT*n 11 T-aciconoo /">r"T-
iTlir»l-c anri r*avc

Now, you may be asking yourself, how can | think alicading in such a way that I'm no longer afraid
and, therefore, no longer susceptible to the mental processes that cause me tbbtack, or pick

and choose information? The answer is: Learn to accept the risk.

REALLY UNDERSTANDING RISK

Other than the many issues sumding responsibility thatve discussed in Chapter 3, there isn't
anything about trading that is more central to your success and also more misunderstood than the
concept of accepting the risk. As | mentioned infite¢ chapter, most tradererroneously assume that
because they are engaged in the inherently risky activity of putting on and takinadet, they are

also accepting that risk. | will repeat that this assumption couldn't be further from the truth.

Accepting the risk means accepting the consequences of your trades without emotionsbdisar

fear. This means that you must learn how to think about trading and your relationship wiidr kieés

in such a way that the possibility of being wrong, losing, missing out, wingeahoney on the table
doesn't cause your mental defense mechanisms to kick in and take you @uoppahntunity flow. It
doesn't do you any good to take the risk of putting on a trade if you are afrail airntbequences,
because your fears will act on your perception of information and your behavior in a way that will
cause you to create the very experience you fear the most, the one you are trying to avoif&rirgm



you a specific thinking strategy composed of a set of beliefs that will keep yaethén the moment,

and in the flow. With this perspective, you will ne¢ trying to get anything from the market or to

avoid anything. Rather, you will let the market udf@nd you will make yourself available to take
advantage of whatever situations you define as opportunities. When youymakelf available to

take advantage of an opportunity, you don't impose any limitations or expectatiomns orarket’s
behaviour. You are satisfied to let the market do whatever it's going to do.

However, in the process of doing something, the market will create certairti@ongiou define and
perceive as opportunities. You act on those opportunities to the best of your ability, but your state of
mind is not dependent upon or affected by the market's behavior. If you can learndactde of

mind that is not affected by the market's behawioe struggle will cease to exist. When the internal
struggle ends, everything becomes easy. At that point, you can take full advantigewrf skills,
analytical or otherwise, to eventually realize your potential as a trader. Here's the challenge! How do
you accept the risks of trading without emotional discomfort and fear, when at the moment yo
perceive the risk, you simultaneously feel discomfort and fear? In other words, how denyan
confident and pain-free when you are absolutely certain you can be proved wrong, leye mes

out, or leave money on the table?

As you can see, your fear and feeling of discomfort are completely justified and ratectabfEhose
possibilities becomes real the moment you contemplate interacting with the marketeHagetrue

as all of these possibilities are for every trader, vidrat true or the same for every trader is what it
means to be wrong, lose, miss out, or leave money on the table. Not everyone shares the same beliefs
and attitudes about these possibilities and, theref@ealon't share the same emotional sensitivities. In
other words, not everyone is afraid of the same things.

This may seem obvious, but | assure you it is not. When we're afraid, thereahdiszomfort we feel

in the moment is so real that it's beyond question, and it's natural to assume that everyonershares ou
reality. | will give you a perfect example of whaamn talking about. | recentiyworked witha trader,

who was deathly afraid of snakes. As far as he was concerned, he had always been afraid of snakes
because he couldn't recall a time when he wasn't. Now he is married andhitegsyeear-old daughter.

One evening, while his wife was out of town, his daughter and he were invited tadisfheuse for

dinner. Unbeknownst to my client, his friends child had a pet snake.

When the friends child brought out the snake for everyone to see, my client freaked and practically
leapt to the other side of the room to get as far away from the snake as possiblegHisrdan the

other hand, was completely enthralled with the snakd,wouldn't leave it al@ When he related this

story to me, he said that he was not only shocked by the unexpected confrontatithe wnake, but

that he was just as shocked by his daughter's reaction. She wasn't afraid and he assureedadtlat sh

be. | explained to him that his fear was so intensehadttachment to his daughter was so great that it
was inconceivable to him that his daughter would not automatically share his reality about snakes. Bu
then | pointed out, there really wasn't any way she could have shared his experience, unless he



specifically taught her to be afraid of snakes or she had had her own painful frightening experience.
Otherwise, without anything to the contrary in hental system, the most likely reaction to her first
encounter with a living snake would pare, unadulterated fascination.

Just as my client assumed that his daughter woeldfraid of snakes, most traders assume the best
traders, like themselves, are also afraid of being wrong, losing, missing out, and leaving mitrgey on
table. They assume that the best traders somehow neutralize their feaas withdinate amount of
courage, nerves of steel, and self-control.

Like many other things about trading, what seems to make sense, just isn't the casey,Geryaome

or all of these characteristics may be present in any top trader. But what is not true is that these
characteristics play any role in their superior performance. Needing courage, nerves of silél

control would imply an internal conflict where onede is being used to counteract the effects of
another. Any degree of stigle, trying, or fear associated witlading will take yowut of the moment

and flow and, therefore, diminish your results. This is where professional traders really separate
themselves from the crowd. When you accept the risk the way the pros do, youeneeiitepanything

that the market can do as threatening. If nothintipieatening, there's nothing to fear. If you're not
afraid, you don't need courage. If you're not stressed, why would you need nerves?ofsteél

you're not afraid of your potential to get redde because you have the appropriate monitoring
mechanisms in place, then you have no need for self-control.

As you contemplate the implications of what | am saying, | want you to keep something in/emnd:

few people who go into trading start out with the appropriate beliefs and attitudes aboutibégpons

and risk. There are some who do but it's rare. Everyone else goes through the sahdesygdlged in

the example of the novice trader: We start out cazetieen become scared, and our fears continually
diminish our potential. The traders who break through the cycle and ultimately make it areegshe

who eventually learn to stop avoiding and tstanbracing the responsibility and the risk.

Most of those who successfully break the cycle don't make the shift in thinking until they hav
experienced so much pain from large losses that it has the positive effect of stripping away their
illusions about the nature of tradingith respect to your development, thew of their transformation

is not that important, because in most cases it éragap inadvertently. In other words, they weren't
completely aware of the shifts that were taking place inside their mental environménthey
experienced the positive effects their new perspebtadeon the ways in which they interacted with the
market. This is why very few top traders can really explain what accounts for their success, except to
speak in axioms like "cut your losses" and "go with the flow."

What is important is that you understand it is cortghyepossible to think the way the professionals do
and to trade without fear, even though your direct experience as a trader would argue otherwise.



ALIGNING YOUR MENTAL ENVIRONMENT

Now we're going to start zeroing in on exactly how you can align your mentabemént in order to
accept the risk and function like a professional trader. Most of what I've discussed up to this point was
designed to get you ready to do the real work. I'm going to teach you a thinkingystinatelgas, at its

core, a firm belief in probabilities and edges.

With this new thinking strategy, you'll learn how to create a new relationship with the markétabne t
disassociates your trading from what it typically means to be wrong or to lose, and thatgsrgou

from perceiving anything about the market as threageWhen the threat of pais gone, the fear will
correspondingly disappear, as will tfear-based errors you are susdaptito. You will be left with a

mind that is free to see what is available and taacwvhat you see. Getting to this carefree, fearless
state of mind, in spite of being burned over and over again, will takeworkebut it's not going to be

so difficult as you may think. In fact, by the timeuwe finished reading this book, most of you will be
amazed at how simple the solutions to your problezafly are. In many respects, a state of mind or
perspective is like software code.

You could have several thousand lines of perfectly written code, with only one flangedndid in that

one flawed line there might be only one character out of place. Depending onrplosepof the
software and where that flaw is in relation to everything else, that one misplaced character could ruin
the performance of an otherwise perfectly written system. You see, the solution wkes Bimphe
misplaced character, and everything runs smoothly. However, finding the error or even knowing it
exists in the first place can take considerable expertise.

When it comes to the ideal trading mentality, everybody is a certain psychological distance away. In
other words, virtually everyone starts out with flawed software code. | use terms like clicks or degrees
to indicate psychological distand®it these terms don't imply a specific distance. So, for example,
many of you will find that you are only, let's sane click away in perspective from the ideal mind-

set. That one click could represent one or two erroneous or misplaced assumptionseyaobathe

nature of trading. As you reflect upon some of the ideas presented in this book, your perspective may
shift.

To use the analogy of software code, that shift would be equivalent to finding tleel fiav in your

mental system and replacing it with something thatkke/@roperly. People normally describe this kind

of internal mental shift as an "ah, ha" experience, or the moment wheghhgdes on. Everyone has

had these kinds of experiences, and there are some common qualities associated withstheva. Fi
usually feel different. The world even seems different, as if it had suddenly dhangecally, we

might say at the moment of the breakthrough something like, "Why didn't you tell me this before?" or,
"It was right in front of me the whole time, but | just didn't see it" or, "It's so simygig;couldn't | see

it?"

Another interesting phenomenon of the "ah, ha" experience, is that sometimes withents)o



although the amount of time can vary, we feel as if this new part of our identityweas dleen a part

of who we are. It then becomes difficult to believe that we were ever the way we were before we had
the experience. In short, you may already have smwseness of much of what you need to know to

be a consistently successful trader. But being aware of something doesn't automatically make it a
functional part of who you are. Awareness is not necessarily a belief. You can't assume that learning
about something new and agreeing with it is the sasrigelieving it at a level where you can act on it.
Take the example of my client who is afraid of snakes. He is certainly aware that not all snakes are
dangerous, and that learning how to make a distinction between the ones that are dangerous and the
ones that aren't would not be difficult.

Will learning how to make these distinctions sudgerause him not to befraid of "non-dangerous
shakes"? Can we assume that his awareness will drop down to a level in his mental environment where
he can now interact with snakes without fear anwbility? No, we cannot make this assumption. His
awareness that some snakes aren't dangerous and his fear of snakes can exist sidehlixy rsicletah
environment, as a contradiction to each other. You could confront him with a snake anmdht

readily acknowledge that he knows the snake is not dangerous and wouldn't himtthiah;the same

time, he would still find it extremely difficult to tobdhe snake, even if he wanted to. Does this mean
that he is doomed to be afraid of snakes for theakhis life? Only if he wants to be. It's really a
matter of willingness.

It's certainly possible to neutralize his fear, but he will have to work at it, and working at gnythin
requires sufficient motivation. Many of us have what we know to be irrational &a simply choose

to live with the contradiction because we don't want to go through the emotional work that is necessary
to overcome the fear. In this example, the contradiction is obvious. However, in my many years of
working with traders, | have uncovered several typical contradictions and conflicts surrounding the
issues of risk and responsibility, where holding two or more conflicting beliefs can easigl oah

your positive intentions, no matter how motivated you are to be successful.

The problem is that none of these contradictians really obvious, at least not at first glance.
Contradictory beliefs, however, aren't the only probleikat about assertions like "I'm a risk taker,"

that traders typically assume have dropped dowthédunctional level of &elief when, in fact, the
underlying dynamics of the way they perceive the market indicates they are doing everything possible
to avoid risk. Contradictory beliefs and nonfunctional awareness represent flawed mental software
code; code that destroys your ability to stay focused and accomplish yadsr gade that makes it

seem as if you simultanedusave one foot on the acceleratodahe other on the brake; code that
gives learning how to trade a mysterious quality thidit be challenging in a fun way at first, but
usually turns into pure, unadulterated exasperation. When | was in college in th@6ld¢e one of my
favorite movies wa€ool Hand Lukestarring Paul Newman. It was a very popular movie back then, so
I'm sure some of you have seen it on late-night TV.

Luke was in a Georgia chain gang. After he escaped and was caught for the second time, the warden



and guards were determined not to let Luke makesfobthem a third time. So while forcing him to do

an inordinate amount of work with no rest and giving him intermittent beatings, they kept asking,
"Have you got your mind right yet, Luke?" Eventualifter considerable suffering, Luke finally told

the prison bosses that he had his mind right. They said that if he didn't, arid &ssépe again, they'd

kill him for sure. Of course, Lukattempted another escape, and tau¢heir word, the guards killed

him. Like Luke, many traders, whether they realize it or not, are trying to have it their wagtimgbe

the market; as a result, they get financially anatemally killed. There are easier, infinitely more
satisfying ways of getting what you want from the market, but first you have to begvidlitget your

mind right."

CHAPTER 5

THE DYNAMICS OF PERCEPTION

One of the primary objectives of this book is to tegot how to take the threat of pain out of market
information. The market doesn't generate happy or painful information. From the markpeciee,

it's all simply information. It may seem as if the market is causing you to feel the way you do at any
given moment, but that's not the case. It's your own mental framework that determing®iho
perceive the information, how you feel, and, as a result, whether or not you are in the most conducive
state of mind to spontaneously enter the flow and take advantage of whatever the market is offering.
Professionals don't perceive anything about the markets as painful; thereforeah@xists for them.

If there's no threat, there's nothing to defend against. As a result, there isn't any reasoin for the
conscious or subconscious defense mechanisms to kick in. That's why profsssémnake and do
things that mystify everyone else. They're in the flow, because they're perceiving an endessfstre
opportunities, and when they're not in the flow, the very best of the best can recognize that fact and
then compensate by either scaling back or not trading at all.

If your goal is to be able to trade like the professionals, you must be able to see the market from an
objective perspective, without distortion. You mustdisde to act without resistance or hesitation, but
with the appropriate amount of positive restraint to counteract the negative effects of overconfidence or
euphoria. In essence, yooibjective is to be able to create daque state of mind, a traders mentality.
When you've accomplished this, everything else about your success as a trai@ddrintidl place. To

help you achieve that objective, I'm going to give you a way to redefine your relationshipkes ma
information so that there will be little or mpmtential to perceive any of it as threatening.

By "redefine,” | mean to change your perspective and operate out of a mentalérknhat keeps

you focused on the opportunities available instead of tapping you into emotional pain.



DEBUGGING YOUR MENTAL SOFTWARE

In other words, we want to get the bugs out of our mental software code and get our rhin@snng

this effectively will require an understanding of the nature of mental energy and how you can use that
energy to change a perspective that is generating an unwanted, negative, emotional esparkss t
information. There's much to learn, but | think you will be amazed at how some simplesbange
make a huge difference in your trading results. The process of trading starts with perceiving an
opportunity. Without the perception of an opportunity, we wouldn't have a reason to trade. So | think it
is only fitting that we start our examination of mental energy by breaking down the process of
perception.

What are the underlying dynamics of perception? What factors determine how we perceive information
or what we perceive in relationship to what isitable? How is perception connected with what we
experience at any given moment? Probably the gasi@y to understand the dynamics of perception

and answer these questions is to think of everything (and | do tion of forces—tuatesenerate
information about the properties, characteristics, and traits that make them uniquely what.they are
Everything that exists outside of our bodies—all plants and all categories of life; all planetary
phenomena in the form of weather conditions, earthquakes, and volcanic eruptiocts;eatired inert
physical matter; and all noncorporeal phenomena such as light, sound waves, microwaves, and
radiation—generates information about the nature of its existence. That information has the potential to
act as a force on one of our five physical sensefar8ave go any further, notice that | use the verb
"generate” in an all-inclusive way implying that everything is in an active state of expressionngclud
inanimate objects.

To illustrate why | do that, let's look at something as simple as a rock. It's an inanimate object,
composed of unique atoms and molecules expressing themselves as a rock. | can tise trexlac
"expressing" because the atoms and molecules that make up the rock are in constant motion. So, ever
though the rock doesn't appear active except in the most abstract sense, it has characteristics anc
properties that will act as forces on our senses, causing us to experience and make distinctions about
the nature of its existence. For example, a rock has texture, and that texture acts as a force on our sens
of touch if we run our fingers across the rock's surface.

A rock has shape and color, which act as a force on our vision; the rock takes up dpacether
object can occupy, so that we see it instead of an empty space or some other object. A rock can also
have an odor that acts as a force on our sense of smell, or taste like something, althougHitkeden't

any rocks lately to find out. When we encounter anything in the environment that sespits
properties and characteristics, an exchange of energy takes place. Energy from the outside, in the form
of whatever is expressing itself, gets transformed by our nervous system into electricalsrapdise

then gets stored in our inner, mental environment. To be more specific, whatever we are seeing,
hearing, tasting, smelling, or feeling through our senses gets transformed into electrical impulses of



energy and stored in our mental environment as a memory and/or dis- | think all of this is fairly self-
evident to most people, but there are some profound implications here that aren't self-evident, and we
typically take them coniptely for granted.

First of all, there's a cause-and-effeslationship that exists betweeunrselves and everything else that
exists in the external environment. As a result, our encounters with external forces create what | am
going to call "energy structures” inside our minds. The memories, distinctions, and, ultimately, the
beliefs we acquire throughout our lives exist in our mental environment in the formuctustd

energy. Structured energy is an abstract concept. You might be asking ydti®eltloes energy take

shape or form?" Before | answer this question, an even more fundamental question needs to be
addressed.

How do we know that memories, distinctions, and beliefs exist in the form of energy in the first place?

I don't know if it's been scientifically proven or completely accepted by the sciemtifimanity, but

ask yourself in what other form could these mental components exist? Here's what we rksung:fo
Anything composed of atoms and molecules takes up space and, therefore, can be observed. If
memories, distinctions, and beliefs existed in s@mgsical form, then we should be able to observe
them. To my knowledge, no such observations have been made.

The scientific community has dissected brain tighwth living and dead) examined it at the level of

the individual atom, mapped various regions of the brain in terms of their fundiidngbody, as yet,
hasobserveda memory, distinction, or belief in its natural form. By "in its natural form" | mean that
although a scientist can observe the individual brain cells that contain certain mermeriesn't
experience those memories first hand. He can only experience them if the person to whom the
memories belong is alive and chooses to exprem®s ih some way. If memories, distinctions, and
beliefs don't exist as physical matter, then there really isn't any alternative way for them to exist except
as some form of energy. If this is in fact the case, can this energy take on a specific shapée Can
structured in a way that reflects the external derthat caused it to come into existence? Most
definitely! Is there anvthing in the environment that is analogous to energy having shape

Thoughts are energy. Because you think in a language, your thoughts are structured by thedimitation
and rules that govern the particular language in which you think. When you exmresgtbughts

aloud, you create sound waves, Wwhare a form of energy. The sound waves created by the interaction

of your vocal cords and tongue are structured by the content of your message. Micro/avesgy.

Many phone calls are relayed by microwaves, which means that the microwave energy has to be
structured in a way that reflects the message it is carrying.

Laser light is energy, and if you've ever witnessed a demonstration of a laser light show, or laser art,
what you've seen is pure energy taking a shape that reflects the creative desires of th&llasfists.
these are good examples of how energy can takes sfam, and structure. Of course, there are many
more, but there is one more example that illustrates the point in the most graphic way. At the most
fundamental level, what are dreams? | am notngsiou what dreams mean or what you think their



purpose is, but rather, what are they? What are their properties? If we assume that dreplasetake
within the confines of our skulls, then they can't be composed of atoms and molecules, because there
wouldn't be enough space for all of the things that exist and take place in our dreams. Dream
experiences seem to have the same proportions and dimensions as the things we perceive when we ar
awake and experiencing life through our five senses.

The only way this could be possible is if dreams were a form of structured energy, becauseagnergy
take on any size or dimension, but, in doing so, doesn't actually take upamey Now, if it hasn't

already occurred to you, there's something here that's really profound. If the memories, distinctions
and beliefs we've acquired as a result of our encounters with the external environmemtrepratse

we've learned about that environment and how it works; and if these memories, distinctions, and beliefs
exist in our mental environment as energy; and &gy doesn't take up any space; then it also could

be said that we have an unlimited capacity for learning.

Well, not only do I think it could be said, I'm saying it. Consider the devedoprof human
consciousness and what to know to function effectively compared to just 100 years ago. There is
absolutely nothing to indicate that we don't have an unlimited capacity to learn. The difference between
what we are aware of now and what we can do as a result of this expanded awareness would boggle the
mind of anyone living 100 years ago.

PERCEPTION AND LEARNING

However, we must be careful not to equate storage capacity with learning capacity. Learning, and
becoming aware of what is available to be learned, is not just a function ofestayzarity. If it were,

then what would stop us from knowing everything? And if we knew everythingwhat would stop

us from perceiving every possible characteristic, property, or trait of everything éxatréssing itself

in any given moment? What stops us now? These questions get to the very hdgrtyoti have to
understand that mental components like memories, distinctions, and beliefs exisiggs Amghing

that is energy has the potential to act as a force expressing its form, and that is exactly what our
memories, distinctions and beliefs do.

They act as a force on our senses from the inside, expressing their form and content, and, in the process
of doing so, they have a profoundly limiting effect on the information we perée any given
moment, making much of the information that is available from the environrpensgective, and the
possibilities inherent within that information, literally invisible.

I am saying here that, in any given moment the environment is generating an enormous amount of
information about its properties, atacteristics, and traits. Some of that information is beyond the
physiological range of our senses. For example, our eyes can't see everygithveldight nor can

our ears hear every frequency of sound the environment produces, so thengalydafirange of
information that is beyond the physiological capabilities of our senses. What about the rest of the



information the environment is generating about i&s&b we see, hear, taste, smell, or feel through

our senses every possible distinction, trait, and characteristic being senses? Absolutely not! The energy
that's inside of us will categorically limit andobk our awareness of mudif this information by
working through the same sensory mechanisms the external environment woulgh tiNow, if you

take a moment and think about it, some of whast gaid should be self-evident. For example, there

are many ways in which the external environment can express itself that we don't peroplye si
because we haven't learned about them yet.

This is easy to illustrate. Think back to the first time you ever looked at a price chart. Whatidid yo
see? Exactly what did you perceive? With no previous exposure, I'm sure, likerevelse, you saw

a bunch of lines that had no meaning. Now if yolike most traders, when you look at a price chart

you see characteristics, traits, and behavior petténat represent the collective actions of all the
traders who participated in those particular trades. Initially, the chart represented undifferentiated
information. Undifferentiated information usually creates a state of confusion, and that's probably what
you experienced when you first encountered a chart.

Gradually, however, you learned to keadistinctions about that information, such as trends and trend
lines, consolidations, support and resistance, retracements or significant relationships betwssn volu
and open interest and price action, just to name a few. You learned that each of thegerdistiritie

market s behavior represented an opportunity to fulfil some personal geall or desire. Each
distinction now had a meaning and some relative degree of significance or importance attached to it.
Now, | want you to use your imagination and pretend that | just set before you the verycirshprt

you ever saw. Would there be a difference between what you see now and what you 8aw then
Absolutely. Instead of a bunch of undifferentiated lines, you would see everythihg learned about

those lines between then and now. In other words, you would see all the distinctions youéckttea
make, as well as all the opportunities those distinctions represent.

Yet, everything you can see as you look at that chart now existed then, and, furthermore, was available
to be perceived. What's the difference? The structured energy that's inside ofwethadknowledge

you have gained—acts as a force on your eyes, causing you to recognize the various distinctions that
you've learned about. Since that energy wasn't there the first time you looked at the ctieet, all
opportunities that you now see were there, but at the same time invisible to yournrkamgheinless

you've learned to make every possible distinction based on every possible relationship between
variables in that chart, what you haitdearned yet is still invisible. Most of us have no concept of the
extent to which we are continually surrounded byinivesible opportunities inherent in the information
we're exposed to.

More often than not, we never learn about these dppties and, as a result, they remain invisible.

The problem, of course, is that unless we're in a completely new or unique situatiore ap&eating

out of an attitude of genuine openness, we won't perceive something thavevet learned about yet.

To learn about something, we have to be able to experience it in some way. So what Wwerbéay a



closed loop that prevents us from learning. Perceptual closed loops exist in all of us, because they are
natural functions of the way mental energy expresses itself on our senses. Eveg/dmeardathe
expression, "People see what they want to see."

| would put it a little differently: People see what they've learned to see, and evgsleris invisible

until they learn how to counteract the energy that blocks their awareness of whatever is ualerned
waiting to be discovered. To illustrate this concept and make it even clearer, | am ggivg you

another example, one that demonstrates how mental energy can affect how we perceive and experience
the environment in a way that it actually reverses the cause-and-effect relationship. Let's look at a very
young child's first encounter with a dog. Because it's a first-time experience, the child's mental
environment is a clean slate, so to speak, with respect to dogs. He won't have any nerdories
certainly no distinctions about a dog's nature. Therefore, up to the moment of his first encounter, from
the child's perspective, dogs don't exist. Of course, from the environment's perspective, eiigs do

and they have the potential to act as a force on the child's senses to create an experience. In othe
words, dogs expressing their nature can act as a cause to produce an effect inside the child's menta
environment. What kind of effect are dogspable of producing? Well, dogs have a range of
expression. By range of expression | mean dogs can behave in a number of ways toward humans.

They can be friendly, loving, protective, and fun to play with; or they can be hostile, mean, and
dangerous—just to name a few of the many behaviors they're capable of. All efrties can be
observed, experienced, and learned about. Wherchild sees the dog fdhe first time, there is
absolutely nothing in his mental environment to éth what he is dealing with. Unfamiliar, unknown,

and unclassified environmental information can gdeesasense of curiosity—when we want to find

out more about what we're experiencing—or it can generate a state of confthsancan easily turn

to fear if we can't place the information into an understandable or meaningful atgemak
framework or context. In our example, the child's sense of curiosity kicks in anshes to the dog to

get more sensory experience.

Notice how children are literally compelled to thrihemselves into atgation they know nothing

about. However, in this example, the environmental forces at hand do not react favorably to the child's
advances. The dog the child is interested in is either inherently méariog a bad day. In any case,

as soon as the child gets close enough, the dog bites him. The attack is so severe that the dog has to b
pulled off the child. This kind of unfortunate experience is certainly not typical, but it's not that
uncommon either. | chose it for two reasons: First, most people can relate toniteimay either from

their own direct experience or through the experience of someone they know. Secwadredyze

the underlying dynamics of this experience from an energy perspective, we're going to learn about

1) how our minds are designed to think,

2) process information,

3) how these processes affect what we experience and

4) our ability to recognizeew possibilities.



| know this mav seem like a lot of insieht from iust one example, but the principlégeid\apply to

the dynamics beneath virtually all learning. As a result of being physically and emotionally
traumatized, the little boy in our example now has a memory and one distinctiorttebawty dogs

can express themselves.

If the boys ability to remember his experiences is normal, he can store this incident in a way that
represents all of the senses the experience had an impact on: For example the attack @hdse stor
mental images based on what he saw, as well as mental sounds representing what he heard, and so ot
Memories representing the other three senses will work the same way.

However, the kind of sensory data in his memory is not as important as the kindgyf teieesensory

data represents. We basically have two kinds of mental energy: positively charged ehearigyyev

call love, confidence, happiness, joy, satisfaction, excitement, and enthusiasm, to name a few of the
pleasant ways we can feel; and negatively charged energy, representing fear, terror, dissatisfaction,
betrayal, regret, anger, confusion, anxiety, stress, and frustration, all néjmgsehat is commonly
referred to as emotional pain. Because the bagtdkperience with a dog was intensely painful, we

can assume that regardless of what senses were affected, all of his memories of this expktence

in painful, unpleasantfeeling, negative energy.

Now, what effect will this negatively charged mental energy have on his percepibelzavior if and

when he encounters another dog? The answer is so obvious that it may seem ridiculouaskydmuto

the underlying implications are nobvious, so bear with me. Clearly, the moment he comes into
contact with another dog, he wilkgerience fear. Notice that | used the word "another" to describe the
next dog he has any contact with. &/h want to point out is thatny dog can cause the boy to feel

fear, not just the one that actually attacked hinwdn't make a bit of difference if the next dog he
comes into contact with is the friendliest dog in the world, one whose nature is only to express
playfulness and love. The child will still be afraid, and furthermore, his fear cpuddkly turn to
unrestrained terror especially if the second dog (seeing a child and wanting to mEaytatto
approach him. Each of us has at one time or another witnessed a situation in which someone was
experiencing fear, when from our perspective there wasn't the least bit of danger or threat. Although we
may not have said it, we probably thought to owesethat this person was being irrational.

PERCEPTION AND RISK

If we tried to point out why there was no need to be afraid, we probably found tivedmisrhad little,

if any, impact. We could easily think the same thing about the boy in our example, that hbempist
irrational, because it's clear from our perspective dtiar possibilities exighan the one his mind has
focused on. But is his fear any less rational than, let's say, your fear tatibesabout putting on the
next trade, when your last trade was a loser?

Using the same logic, a top trader would say that your fear is irrational because this "nont"mome



opportunity has absolutely nothing to do with ydast trade. Each trade is simply an edge with a
probable outcome, and statistically independent of every other trade. If youwebatiw@rwise, then |

can see why you're afraid; but | can assure you that your fears are compiéelyded. As you can

see, one person's perception of risk can easily be perceived as irrational thinking by another. Risk is
relative, but to the person who perceives it in the moment, it seems absolute and hesstiwh.q

When the child encountered his first dog, he was bubbling with excitement and curiosatlyisVith

about the way our minds think and process information that could automatically flip the boy into a state
of fear the next time he encounters a dog, even if it's months or years later? If we look at fear as a
natural mechanism warning us of threatening ¢, then what is it about the way our minds
function that would automatically tell the boy that the next encounter with a dog is something to be
afraid of? What happened to the boy's natural sense of curiosity? Tisairelis more to learn about

the nature of dogs than this one experience has taught him, especially in light of the fact that our minds
seem to have an unlimited capacity for learning. And why would it be virtually impossible to talk the
boy out of his fear?

THE POWER OF ASSOCIATION

As complex as these questions may seem at first glance, most of them can be answeredyquite easi
sure many of you already know the answer: Our minds have an inherent design characteristic that
causes us to associate and link anything that exists in the external environment thatri;nsiudlity,
characteristics, properties, or traits to anythingt thlready exists in our mental environment as a
memory or distinction. In other words, in the example of the child being afraid of dogs, the second dog
or any other dog he encounters thereafter, doesn't have to be the dog that ettackexdfor him to
experience emotional pain.

There just has to be enough of a likeness or similarity for his mind to make a connection tieéween
two. This natural tendency for our minds to associate is an unconscious mental functionutsat occ
automatically. It's not something we have to khabout or make a decision about. An unconscious
mental function would be analogous to an involuntary physical function such as a heartbeat. Just as we
don't have to consciously think about the process of making our hearts beat, we don'tthanke to
about linking experiences and our feelings about them. Its simply a natural function of the way our
minds process information, and, like a heartbi#ata function that has a profound effect on the way

we experience our lives.

I'd like you to try and visualize the two-way floof energy that reverses the cause-and-effect
relationship that will make it difficult (if not impossible) for the boy to perceive any otherildEs

than the one that's in his mind. To help you, I'm going to break this process downsnaliest parts,

and go through what happens step by step, All of this may seem a bit abstract, standuhg this
process plays a big part in unlocking your potential to achieve consistent sucadsg &=sder. First,



let's get right down to the basics. There's structured energy on the outside of the boy and structured
energy on the inside of the boy. The outside energy is positively charged in the fifneoflly dog

that wants to express itself by playing.

The inside energy is a negatively charged memory in the form of mental images and sounds that
represent the boy's first experience with a dog. Both the inside and the outsige leeee the
potential to make themselves felt on the boy's senses and, as a result, create two different kinds of
situations for him to experience. The outside endé@gy the potential to act asforce on the boy in a

way that he could find very enjoyable. This pafar dog expresses behavior characteristics like
playfulness, friendliness, and even love. But keep in mind that these are characteristics that the child
still has not experienced in a dog, so from his perspective they don't exist. Just as in the price chart
example | presented earlier, the child won't be able to perceive what he hasn't yet learnechigissu

he is in a state of mind that is conducive to learning.

The inside energy also has potential and is just waisiado speak, to express itself. But it will act on

the boy's eyes and ears in a way that causes him to feel threatened. This in turn will create an
experience of emotional pain, fear, and possibly éggor. From the way I've set this up, it may seem

as if the boy has a choice between experiencing fun or experiencing fear, but that's really not the case,
at least not in the moment. Of the two possibilitiest exist in this sitation, he will undoubtedly
experience the pain and fear, instead of the fun. This is true for severalstrdassin as I've already
indicated, our minds are wired to automatically and instantaneously associatgkantbtimation that

has similar characteristics, properties, and traits. What's outside of the child in the fodeogpi@oks

and sounds similar to the one that's in his mind. However, the degree of similarity that is necessary for
his mind to link the two is an unknown variable, meaning

| don't know the mental mechanism that determhm@s much or how little siitarity is required for

our minds to associate and link two or more setsfofmation. Since everyone's mind functions in a
similar way, but, at the same time is unique, | wWloagsume there is a rangetaerance for similarity

or dissimilarity and each of us has a unique capacity somewhere within the range. Here's what we do
know: As this next dog comes into contact with the boy's eyes or ears, if there is enough similarity
between the way it looks or sounds and the dog that's embedded in his memory, then his mind will
automatically connect the two.

This connection, in turn, will cause the negatively charged energy in his memosgy nelelased
throughout his body, causing him to be overcome with a very uncomfortable sense of foreboding or
terror. The degree of discomfort or emotional pain that he experiences will be agjuivalee degree

of trauma that he suffered as a result of his first encounter with aVdogt happens next is what
psychologists call a projection. I'm going to refer tsiihply as another instantaneous association that
makes the reality of the situation from the boy'sspective seem like the absolute, unquestionable
truth. The boy's body is now filled with negatively charged energy.

At the same time, he is in sensory contact with the dog. Next, his mind associates whatever sensory



information his eyes or ears perceive with the painful energy he's experienditeghimsself, which

makes it seem as if the source of his pain and fear is the dog he is seeing or hearing in that moment.
Psychologists call the dynamics of what | jussaéed a projection because, in a sense, the boy is
projecting the pain he is experiencing in the moment onto the dog. That painful eremggets
reflected back to him, so that he perceives a dog that is threatening, painful, and dangerous. This
process makes the second dog identical in character, properties, and traits to the onettiebisyls
memory bank, even though the information the second dog is generating about its behavior is not
identical, or even similar, to the behavior of the dog that actually attacked the boy.

Since the two dogs, the one in the boy's mind and the one outside of the boy's mindclbeliee

same, it's extremely unlikely the boy will be ablarteke any type of distitions in the second dog's
behavior that would suggest to him that it is any different than the one in his 8on instead of
perceiving this next encounter with a dog as an opportunity to experiencéhsgmeew about the

nature of dogs, he perceives a threatening and dangerous dog. Now, if you think about it for a moment,
what is it about this process that would indicate to the boy that his experience ofdahersitas not

the absolute, unquestionable truth?t@ely the pain and fear that he experienced in his body was the
absolute truth. But what about the possibilitikgt he perceived? Were they true? From our
perspective, they weren't.

However, from the boy's perspective, how could thewmghing but the true reality of the situation?
What alternatives did he have? First, he can't perceive possibilities that he hasn't learned about yet. And
it is extremely difficult to learn anything new if you're afraid, because, as you already well know, fear
is a very debilitating form of energy. It causes us to withdraw, to get ready totmotselves, to run,

and to narrow our focus of attention —all of which makes it veiy difficult, if not imposdiblepen
ourselves in a way that allows us to learn something new. Second, as | have already indicated, as far as
die boy is concerned, the dog is the source of his pain, and in a sense this is true.

The second dog did cause him to tap into the pain that was already in his mind, but it was not the true
source of that pain. This was a positively chdrgieg that got connected to the boy's negatively
charged energy by an automatic, involuntary mental process, functioning at speeds fasteakkan it

to blink an eye (a process that the boy has absolutely no awareness of). So as far asdne&dco

why would he be afraid if what he perceived about the dog wasn't the abadgth®eAs you can see, it
wouldn't make any difference how the dog was acting, or what someone might say to taey contr
about why the boy shouldn't be afraid, because he will perceive whatever information the dog is
generating about itself (ragdless of how positive) from a negatiperspective. He will not have the
slightest notion that his experience of pain, fear, and terror was completedgseitted.

Now, if it's possible for the boy teelf-generate his own pain and terror and, at the same time, be firmly
convinced that his negative experience was coming from the environment, is it also possible for traders
to self-generate their own experiences of fear and emotional pain as they interact with market
information and be thoroughly convinced that theain and fear was completely justified by the



circumstances? The underlining psychological dynamics work in exactly the same way. One of your
basic objectives as a trader is to perceive the typtes available, not thihreat of pain. To learn

how to stay focused on the opportunities, you need to know and understand in no uncertain terms the
source of the threat. It's not the market.

The market generates information about its potetdgi@hove from a neutral perspective. At the same
time, it provides you (the observer) with an unending stream of opportunities to do something on your
own behalf. If what you perceive at any given moment causes you to feel deayparself this
question: Is the information inherently threatening, or are you simply experiencing the effect of your
own state of mind reflected back to you (as in theva illustration)? | know this is a difficult concept

to accept, so I'll give you another example to illustrate the point. Let's set up a scenagojouhéast

two or three trades were losers.

You are watching the market, and the variables you use to indicate that an opportunity exists are now
present. Instead of immediately executing the trade, you hesitate. The trade feels yesgp risky, in

fact, that you start quesning whether this is "really" a signal. As a result, you start gathering
information to support why this trade probably wamork. This is informatia you normally wouldn't
consider or pay attention to, and it's certainly not information that is part of your trading methodology.
In the meantime, the market is moving. Unfortuhaté is moving away from your original entry
point, the point at which you would have gotten into the trade if you hadn't hesitat@dydy are
conflicted, because you still want to get in; the tiftuof missing a winning trade is painful. At the
same time, as the market moves away from your entry point, the dollar value of tteepéskicipate
increases. The tug of war inside your mind intensifies.

You don't want to miss out, but you don't want to get whipsawed either. In the end, gothihg,
because you are paralyzed by the conflict. You justify your state of immobility by tellimgejfotnat

it's just too risky to chase the market, while you agonize over every tic the market moves in the
direction of what would have been a nice winning trade. If this scenario soummdlarfad want you to

ask yourself whether, at the moment you hesitated, were you perceiving what tleé waknaking
available, or perceiving what was in your mind reflected back to you? The market gave goal.a si

But you didn't perceive the signal from an objective or positive perspective. You sidnit as an
opportunity to experience the positive feeling you would get from winninga@ing money, but that's
exactly what the market was making available to you.

Think about this for a moment: If | change the soénso that your last two or three trades were
winners instead of losers, would you have perceived the signal any differently? Would you have
perceived it more as an opportunity to win than you did in the first scenario? If you were coming off
three winners in a row, would you have hesitated to put that trade on? Very unlikiggt, lifi you're

like most traders, you probably would have been giving very strong consideration to logding
(putting on a position much larger than your norsia€). In each situation, the market generated the
same signal. But your state of mind was negativkfaar-based in the first scenario, and that caused



you to focus on the possibility ofifare, which in turn caused you teesitate. In the second scenatrio,

you hardly perceived any risk at all. You may even have thought the market wiag makeam come

true.

That, in turn, would make it easy, if not compelling, to financially overcommit yoursefbufcan

accept the fact that the market doesn't gengrasitively or negatively charged information as an
inherent characteristic of the way it expresses jttedin the only other way information can take on a
positive or negative charge is in your mind, and that is a function of the way the atitorns
processed. In other words, the market doesn't cause you to focus on failure andqrawipoing and
pleasure. What causes the information to take on a positive or negative quality isehensanscious

mental process that caused the boy to perceive the second dog as threatening and dangerous, when a
the dog was offering was playfulness and friendship.

Our minds constantly associate what's outside ¢infiermation) with something that's already in our

mind (what we know), making it seem as if the @ldsircumstances and the memory, distinction, or
belief these circumstances are associated with are exactly the same. As a result, in the first scenario, if
you were coming off two or three losing trades, the next signal the market gbe that an
opportunity was present will feel overly risky. Your mind is automatically and uncusdgilinking

the "now moment" with your mostaent trading experiences. The linpsayou into the pain of losing,
creating a fearful state of mind and causing you to perceive the information you're eixposéuht

moment from a negative perspective. It seems as if the market is expressing threatening information,
so, of course, your hesitation is justified. In the second scenario, the same process causes you t
perceive the situation from an overly positive perspective, because you are comingeoffitimers in

a row.

The association between the "now moment" and the elation of the last three trades creates an overly
positive or euphoric state of mind, making it seem as if the market is offering you a riskless
opportunity. Of course, i justifies overcommitting yourself. IGhapter 1, | said that many of the
mental patterns that cause traders to lose and make errors are so self-evident and deeply ingrained tha
it would never occur to us that the reason we aren't consistently successful is because of the way we
think. Understanding, becoming consciously aware of, and then learning how to circumvemidise mi
natural propensity to associate is a big part of achieving that consistency.f&yealod maintaining a

state of mind that perceives the opportunity flow of the market, without the threat of pain or the
problems caused by overconfidence, will require that you take conscious control of the association
process.



CHAPTER 6

THE MARKET'S PERSPECTIVE

For the most part, a typical traders perception of the risk in any given trading situation is a function of
the outcome of his most recent two or three trades (depending on the individual). The best traders, on
the other hand, are not impacted (either negatively or too positively) by the outcomes lafstha

even their last several trades. So their perception of the risk of any given trading situatddn is
affected by this personal, psychological variable. There's a huge psychological géyatheright lead

you to believe that the best traders have inherent design qualities in their minascthant for this

gap, but | can assure you this is not the case. Every trader I've worked with ohast ttfe years has

had to learn how to train his mind to stay properly focused in the "now moment opportunity flow." This
is a universal problem, and has to do both with the way our minds are wired and our common social
upbringing (meaning, this particular trading problem is not personspecific).

There are other factors relating to self-esteem that may also act as obstacles to ygienteunscess,

but what we are going to discuss now is the most important and fundamental building block to your
success as a trader.

THE "UNCERTAIN TY" PRINCIPLE

If there is such a thing as a secret to the naturedinty, this is it: At the wg core of one's ability 1)

to trade without fear or overconfidence, 2) perceive what the market is offeyingt perspective, 3)

stay completely focused in the "now moment opportunity flow," and 4) sponisigemter the "zone,"

it is a strong virtually unshakeable belief in an utaaaroutcome with an edge in your favor. The best
traders have evolved to the point where they belwiteput a shred of doubt or internal conflict, that
"anything can happen."

They don'tjust suspecthat anything can happen or give lip service to the idea. Their belief in
uncertainty is so powerful that it actually peews their minds from associating the "now moment"
situation and circumstance with the outcomes of their most recent trades.By preventing this association,
they are able to keep their minds free of unrealestid rigid expectations about how the market will
express itself. Instead of generating the kind of unrealistic expectations that more ofteatthresult

in both emotional and financial pain, they haearned to "make themselves available" to take
advantage of whatever opportunities the market may offer in any given mdideking yourself
available" is a perspective from which you understand that the framework from which you are
perceiving information is limited relative to what's being offered.



Our minds don't automatically perceive every opportunity that preseelfsiitsany given moment.

(The "boy and the dog" illustration from Chapter 5 is a perfect example of how our own personal
versions of the truth are reflected back to us.) This same land of perceptual blindness Hafipens a
time in trading. We can't perceive the potential for the market to continue to move in a direttisn tha
already against our position if, for example, we arerating out of a fear of being wrong. The fear of
admitting we are wrong causes us to place ardinate amount of significance on information that

tells us that we're right. This happens even ifdiseample information to indicate that the market has

in fact established a trend in tbpposite direction of our position.

A trending market is a distinction about the maskéehavior we can ordinarily perceive, but this
distinction can easily become invisible if we are operating out of fear. The trend amptréeunity to

trade in the direction of that trend don't becomeblesuntil we are out of the trade. In addition, there

are opportunities that are invisible to us because we haven't learned to make the distinctionddhat wo
allow us to perceive them. Recall our discussion in Chapter 5 of the first price chart you ever looked at.
What we haven't learned yet is invisible to us, and remains invisible until our minds are open to an
exchange of energy. A perspective from which you make yourself available takes into etiosider
both the known and the unknown: For example, you've built a mental framework that allows you to
recognize a set of variables in the markets behavadrilkdicates when an opportunity to buy or sell is
present. This is your edge and something you know.

However, what you donknow is exactly how the pattern yourriables identify willunfold. With the
perspective of making yourself available, you know that your edge places the oddsesksncyour

favor, but, at the same time, you completely actieptfact that you don't know the outcome of any
particular trade. By making yourself available, you consciously open yourselffina tout what will

happen next; instead of giving way to an automatic mental process that causes you taithlrdagy

know. Adopting this perspective leaves your mind free of internal resesthat can prevent you from
perceiving whatever opportunity the market is making available from its perspective (its truth). Yo
mind is open for an exchange of energy. Not only can you learn something about the market that yo
previously didn't know, but you also set up the mental condition most coedoadntering "the zone."

The essence of what it means to be in "the zone" is that your mind and the market are As sync
result, you sense what the market is about to do as if there is no separation between yourself and the
collective consciousness of everyone else participating in the market. The zone is a mental space where
you are doing more than just reading the collective mind, you are also in complete harmony with it. If
this sounds a bit strange to you, ask yourself how it is that a flock of birds or a school of fish can
change direction simultaneously. There must be a waghioh they are linked to one another. If it is
possible for people to become linked in the samg ween there will be timewhen information from

those with whom we are linked can and will bleed through to our consciousness.

Traders who have experienced being tapped into the collective consciousness of the market can
anticipate a change in direction just as a bird in the middle of a flock or a fish incltle of a school



will turn at the precise moment that all of thdwers turn. However, setting up the kind of mental
conditions most conducive to experiencing thisnsiagly magical synchronicity between you and the
market is no easy task. There are two mental hurdles to overcome.

The first is the focus of this chapter: learning how to keep your mind focused in the "now moment
opportunity flow." In order to experience synchronicity, your mind has to be opke todrket's truth,

from its perspective. The second hurdle has to do with the division of labor betveetvo halves of

our brain. The left side of our brain specializes in rational thought, based on what wg kirew.

The right side specializes in creative thought. It is capable of tapping into an inspiration, an jrauition
hunch, or a sense of knowing that usually can't be explained at a rational level. It can'tlve@xpl
because if the information is really creative in natdhen it is something that we wouldn't know at a
rational level. By definition, true creativity brings forth something that didn't previously exist. There's
an inherent conflict between these two modeshofight, that the rational, logical part will almost
always win, unless we take specific steps to train our minds to accept and trust creative information.
Without that training, we will usually find it very difficult to act on our hunches, intuitive isgsy
inspirations, or sense of knowing.

Acting appropriately on anything requires belafd clarity of intent, which keeps our minds and
senses focused on the purpose at hand. If the source of our actions is creative in nature, and our rationa
mind hasn't been properly trained to trust this source, then at some point iodbesmf acting on this
information, our rational brain i flood our consciousness with gflicting and competing thoughts.

Of course, all of these thoughts will be sound and reasonable in natuneséoéway will be coming

from what we already know at a rational level, but they will have the effect of flipping us theof

zone" or any other creative state of mind. There are few things in life more frustnaimgecognizing

the possibilities evident from a hunch, intuition, oriaspired idea, and not taking advantage of that
potential because we talked ourselves out of it. Izedhat what I've just said is still much too abstract

to implement on a practical basis. So, I'm going to take you step-by-step through what it means to be
completely focused in the "now moment opportunity flow."

My objective is that by the time you've read this chapter and Chapter 7, you will understand avithou
shred of doubt why your ultimate success as a trader cannot be realized until you deeslolpte,
unshakeable belief in uncertainty. The first step on the road toward getting yabama the market in

sync is to understand and completalycept the psychological realities trading. This step is where

most of the frustrations, disappointments, and mysteriousness associated with ggaing b

Very few people who decide to trade ever take the time or expend the effort to think about what it
means to be a trader. Most people who go intartgathink that being a trader is synonymous with
being a good market analyst. As | have mentioned, this couldn't be fudhretife truth. Good market
analysis can certainly contribute to and play a supporting role in one's success, buttitddsesre

the attention and importance most traders mistakenly attach to it. Beneath the market behavior patterns
that are so easy to become fixated on are some very unique psychalbgreateristics. It's the nature



of these psychological characteristics that determines how one needs "to be" in order to operate
effectively in the market environment.

Operating effectively in an environment that has qualities, traits, or characteristics that are different
from what we're used to requires making some adjustments or changes in the way ally tonmk

about things. For example, if you were to travelioexotic place with certain objectives or goals to
accomplish, the first thing you wouttb is familiarize yourself withhe local traditions and customs.

By doing so, you would leani about the various ways in which you would haveapd iadorder to
function successfully in that environment. Tradi&egjuently ignore the fact that they may have to
adapt in order to become consistently successful traders. There are two reasons for this.

The first is that you need absolutely no skill of any kind to put on a winning. tFamt most traders it
usually takes years of pain and suffering before they figure out or finally admit to themselves that
there's more to being consistent than the ability ¢k ah occasional winner. €second reason is that

you don't have to travel anywhere to trade. All you need is access to a phone. You don'veven ha
roll out of bed in the morning. Even traders who normally trade from an office don't have to be in the
office to put on or take off their trades. Because we can access and interact withrkle¢ from
personal environments that we are intimately familiar with, it seems as iiigraen't require any
special adaptations in the way we think.

To some degree, you are probably already aware of many of the fundamental suth®I(gical
characteristics) about the nature of trading. Butifgpan awareness or an understanding of some
principle, insight, or concept doesn't necessatyate to acceptance and belief. When something has
been truly accepted, it isn't in conflict with anj@t component of our mental environment. When we
believe in something, we operate out of that belief as a natural function of who we awvat stithggle

or extra effort. To whatever degree there is a conflict with any other component of our mental
environment, to the same degree there is a laglcadptance. It isn't difficult, therefore, to understand
why so few people make it as traders.

They simply don't do the mental work necessary to reconcile the many conflicts that exist between
what they've already learned and believe, and how that learning contradicts and acts as a source of
resistance to implementing the various principles of successful trading. Getting into amgl taki
advantage of the kind of free-flowing states of mind that are ideal for trading requires that those
conflicts be thoraghly resolved.



MARKETS MOST FUNDAMENTAL CHARACTERISTIC
(IT CAN EXPRESS ITSELF IN AN ALMOST INFINITE COMBINATION OF WAYS )

The market can do virtually anything at any time. This seems obvious enough, especially for anybody
who has experienced a market that has displayed erratic and volatile price swings. Theiprtii@iem

all of us have the tendency to take this characierist granted, in ways that cause us to make the
most fundamental trading errors over and over again. The fact is that if traders really believed that
anything could happen at any time, there would be considerably fewer losers andonsiséemt
winners. How do we know that virtually anything daappen? This fact is easy to establish. All we
have to do is dissect the market into its component parts and look at how the parts operate. The most
fundamental component of any market is its traders. Individual traders act as a force on prices, making
them move by either bidding aipe up or offering it lower.

Why do traders bid a price up or offer it lower? To answer this question we have to establish the
reasons why people trade. There are many reasons and purposes behind a person s motivation to trad
in any given market. However, for the purposes of this illustration, we don't have to know all the
underlying reasons that compel any individual trader to act because ultimately they all boil down to one
reason and one purpose: to make money. We knevbdtause there are only two things a trader can

do (buy and sell) and there are only two possible outcomes for every trade (profi).ofhessfore, |

think we can safely assurntigat regardless of one's reasons foritigdthe bottom line is that everyone

is looking for the same outcome: Profits. And there are only two ways to create those profits: Either
buy low and sell high, or sell high and buy low. If we assume that everyone wamkeanoney, then

there's only one reason why any trader would bid a price up to the next highest level: because he
believes he can sell whatever he's buying at a higher price at some point in the future.

The same is true for the trader who's willing to sethething at a price that is less than the last posted
price (offer a market lower). He does it because he believes he can buy back whatesadlifge at a

lower price at some point in the future. If we look at the market's behavior as a function of price
movement, and if price movement is a function of traders who are willing to bid pricesfiprahem

lower, then we can say that all price movement (market behavior) is a function of what traders believe
about the future. To be more specific, all price movement is a function of what individual traders
believe about what is high and what is low. The underlying dynamics of market behavior are quite
simple. Only three primary forces exist in any marketders who believe the price is low, traders who
believe the price is high, and traders who are watching and waiting to make up tiasr abbut
whether the price is low or high. Technically, the third group constitutes a potential force. Soresrea

that support any given traders belief that somethsriggh or low are usually irrelevant, because most
people who trade act in an undisciplined, unorganized, haphazard, and random manner. So, their
reasons wouldn't necessarily help anyone gain a better understanding of what is going on. But,
understanding what's going on isn't that difficult, if you remember that all price reavemlack of



movement is a function of the relative balance or imbalance between two primary forces: traders who
believe the price is going up, and traders who believe the price is going down.

If there's balance between the tgioups, prices will stagnate, becaegseh side will absorb the force

of the other side's actions. If there is an imbalance, prices will move in the directioe greater

force, or the traders who have the stronger convictions in their beliefs about in wbtibrlitiee price

is going. Now, | want you to ask yourself, what's going to stop virtually anything from happening at
any time, other than exchange-imposed limits on price movement. There's nothing to stop the price of
an issue from going as high or low as whatever some trader in the world believes is possible—if, of
course, the trader is willing to agh that belief. So the range of the market's behavior in its collective
form is limited only by the most extreme beliefs about what is high and what Iselovby any given
individual participating in that market. | think the implications are self-evident:

There can be an extreme diversity of beliefs present in any given markgtgvan moment, making
virtually anything possible. When we look at the market from this perspective, it's easy to see that
every potential trader who is willing to express Intief about the future lbemes a market variable.

On a more personal level, this means that it only takes one other trader, anywhergvanldh¢o

negate the positive potential of your trade. Put another way, it takes only one other tradgmté¢o ne
what you believe about what is high or what is lowaflhall, only one! Here's an example to illustrate

this point. Several years ago, a trader came to me for help. He was an excellent marketrafeady;st;

he was one of the best I've ever met. But after years of frustration during which he lost ahé&ys m

and a lot of other people's money, he was finally ready to admit that, as a trader, he left a lot to be
desired. After talking to him for a while, | determined that a number of seriousgbsgal obstacles

were preventing him from being successful.

One of the most troublesome obstacles was that he was a know-it-all and extremely arrogant, making it
impossible for him to achieve the degree of menttilfiility required to trade effectively. It didn't
matter how good an analyst he was. When he came to me, he was so desperate for money and help the
he was willing to consider anything. The first suggest made was that instead of looking for another
investor to back what ultimately would be another failed attempt at trading, he wouldtdreotiie

taking a job, doing something he was truly good at. He could be paid a steady income while working
through his problems, and at thergatime provide someone with a worthwhile service. He took my
advice and quickly found a position as a technical analyst with a fairly substantiatdgekouse and
clearing firm in Chicago.

The semiretired chairman of the board of the brokerage firm was a longtime trader with nearly 40 years
of experience in the grain pits at the Chicago Board of Trade. He didn't know much about technical
analysis, because he never needed it to make money on the floor. But he no longer traded on the floor
and found the transition to trading from a screen difficult and somewhsienous. So he asked the
firm's newly acquired star technical analyst to sit with him during the trading dayeaald him
technical trading. The new hire jumped at the opportunity to show off his abiiitiesich an



experienced and successful trader. The analyst was using a method called "point and line,"ddevelope
by Charlie Drummond. (Among other things, point and line can accurately defppors and
resistance.) One day, as the two of them were watching the soybean market together, the analyst had
projected major support and resistance points and the market happened to be trading between these twe
points.

As the technical analyst was explaining to the chaiirie significance of these two points, he stated

in very emphatic, almost absolute terms that ifrtfagket goes up to resistance, it will stop and reverse;

and if the market goes down to support, it will also stop and reverse. Themplamex that if the

market went down to the price level he calculated as support, his calculations indidatexalittiaalso

be the low of the day. As they sat there, the bean market was slowly trending down to the price the
analyst said would be the support, or low, of the day. When it finally got there, the chairmeah look
over to the analyst and said, "This is where the market is supposed to stop and go higher, right?"

The analyst responded, "Absolutely! This is the low of the day." "That's bullshit!" the chairman
retorted. "Watch this." He picked up the phone, datiee of the clerks handling orders for the soybean

pit, and said, "Sell two million beans (bushels) atrttagket.” Within thirty seconds after he placed the
order, the soybean market dropped ten cents a bushel. The chairman turned to look at the horrified
expression on the analysts face. Calmly, he asked, "Now, where did you say the markehgvés goi
stop? If I can do that, anyone can."

The point is that from our own individual perspective as observers of the market, anythivappan,

and it takes only one trader to do it. This is the haodd reality of trading that only the very best
traders have embraced and accepted with no alteonflict. How do | knowthis? Because only the

best traders consistently predefine their risks before entering a trade. Only the best traders cut their
losses without reservation or hesitation whenrttagket tells them the trade isn't working. And only

the best traders have an organized, systematic, money-management regimen for taking prdfies when
market goes in the direction of their trade. Not pfgting your risk, not cutting your losses, or not
systematically taking profits are three of the most common—and usually the most costly—trading
errors you can make. Only the best traders héiménated these errors from their trading. At some

point in their careers, they learned to believe without a shred of doubt that anything can happen, and to
always account for what they don't know, for the unexpected. Remember that there are only two forces
that cause prices to move: traders who belieeentiarkets are going up, and traders who believe the
markets are going down. At any given moment, we can see who has the rstongetion by
observing where the market is now relative to where it was at some previous moment. If a recognizable
pattern is present, that pattern may repeat itself, giving us an indication of where theisrtzekded.

This is our edge, something we know. But therese atuch that we don't know, and will never know
unless we learn how to read minds. For instadoewve know how many traders may be sitting on the
sidelines and about to enter the market? Do we know how many of them want to buy and how many
want to sell, or how many shares they are willing to buy or sell? What about the trdubess w



participation is already reflected in the current price? At any given moment, howaohdmgm are

about to change their minds and exit their positions?

If they do, how long will they stay out of the market? And if and when they do come back into the
market, in what direction will they cast theirtee? These are éhconstant, never-ending, unknown,
hidden variables that are always operating in every markigtays] The best traders don't try to hide

from these unknown variables by pretending they don't exist, nor do they try to intellectualize or
rationalize them away through market analysis. Quite the contrary, the best traders takeiti#dees va

into account, factoring them into every componenthefr trading regimes. For the typical trader, just

the opposite is true. He trades from the perspective that what he can't see, hear, or feel must not exist.
What other explanation could account for his behavior? If he really believed in the existaidbef
hidden variables that have the potential to act on prices in any given moment, then he woulkalso ha
to believe that every trade has an uncertain outcome. And if every trade truly has an uncertaie, outco
then how could he ever justify or talk himself into not predefining his astting his losses, or having

some systematic way to take profits? Given theuonstances, not adhering to these three fundamental
principles is the equivalent of committing financial and emotional suicide. Since most traders don't
adhere to these principles, are we to assumethleat true underlying motivan for trading is to
destroy themselves? It's certainly possible, but | think the percentage of traders who eithensignsc

or subconsciously want to rid themselves of theineyoor hurt themselves in some way is extremely
small. So, if financial suicide is not the predominant reason, then what could keep sameodeirfig
something that would otherwise make absolute, pedgense? The answer is quite simple: The typical
trader doesn't predefine his risk, cut his losses, or systematically take profits becauseaheagpr

doesn't believe it's necessary. The only reason why he would believe it isn't necessatyhés th
believes he already knows what's going to happen next, based on what he psrbaippsning in any

given "now moment."

If he already knows, then there's really no reason to adhere to these principles. Believing, assuming, or
thinking that "he knows" will be the cause of virtually eveiy trading error he leagsatential to make

(with the exception of those errors that are the result of not believing thasérwakethe money). Our
beliefs about what is true and real are very powerful inner forces.

They control every aspect of how we interact with the markets, from our perceptions, interpretations,
decisions, actions, and expectations, to our feelings about the results. It's extremely difficult to act in a
way that contradicts what we believe to be true. In some cases, depending on the strbadiblief

it can be next to impossible to do anything that violates the integrity of a behet. thé typical trader
doesn't realize is that he needs an inner mechanism, in the form of some powerfultbatiefgually
compels him to perceive the market from a perspective that is always expanding with greater and
greater degrees of clarity, and also compels him always act appropriately, given the psychological
conditions and the nature of price movement. The mffsttive and functional trading belief that he

can acquire is "anything can happen." Aside fromfdu that it is the truth, it will act as a solid



foundation for building every other belief and attitude that he needs to beessuttrader. Without
that belief, his mind will automatically, and uivawithout his conscious awareness, cause him to
avoid, block, or rationalize away any information that indicates the madetimsomething he hasn't
accepted as possible.

If he believes that anything is possible, then there's nothing for his menbit. Becausanything
includes everything, this belief will act as an expang$orce on his perceptioof the market that will
allow him to perceive information that might otherwise have been invisible to him. In essence, he will
be making himself available (opening his mind) to perceive more of the possibilitiexi$tefrom the
markets perspective. Most important, by establgha belief that anything can happen, he will be
training his mind to think in probabilities. This is tar the most essential as well as the most difficult
principle for people to grasp and to effectively integrate into their mental systenis.

CHAPTER 7

THE TRADER'S EDGE: THIN KING IN PROBABILITIES

Exactly what does it mean to think in probabilities] arhy is it so essential to one's consistent success
as a trader? If you take a moment and analyze the last sentence, you will notice that Insiatency

a function of probabilities. It sounds like a codirion: How can someone produce consistent results
from an event that has an uncertain probabilistic outcome? To answer this question, all welbase to
look to the gambling industry. Corporations spend vast amounts of money, in the hundreds of millions,
if not billions, of dollars, on elaborate hotels to attract people to their casinos.

If you've been to Las Vegas you know exactly what | am talking about. Gaming corposas&dost

like other corporations, in that they have to jushibuw they allocate their assets to a board of directors
and ultimately to their stockholders. How do you suppose they justify spending vast sums of money o
elaborate hotels and casinos, whose primary function is to generate revenue from an event that has a
purely random outcome?

PROBABILITIES PARADOX: RANDOM OUTCOME, CONSISTENT RESULTS

Here's an interesting paradox. Casinos make consistent profits day after day and year after year,
facilitating an event that has a purely random outcok¢he same time, most traders believe that the
outcome of the market's behavior is not random, yet can't seem to produce consisten$ poofiti't

a consistent, nonrandom outcome produce consistent results, and a random outcomegnddoge
inconsistent results? What casino owners, experienced gamblers, and the best traders understand tha
the typical trader finds difficult to grasp is: even that have probable outcomes can produsterdonsi



results, if you can get the odds in your favor and there is a large enough sample sizet faddigs

treat trading like a numbers game, similar to the way in which casinos and professional gamblers
approach gambling. To illustrate, let's look at the game of blackjack. In blackjack, the desiroS
approximately a 4.5-percent edge over the player, based on the rules they regen® tpl adhere to.

This means that, over a large enough sample size (number of hands played), the casino will generate
net profits of four and a half cents on every dollar wagered on the game. This average of four and a half
cents takes into account all the players who walked away big winnehsd{img all winning streaks),

all the players who walked away big losers, and everybody in between. At the end of the day, week,
month, or year, the casino always ends up with approximately 4.5 percent of the total amount wagered.
That 4.5 percent might not sound like a lot, but let's put it in perspective. Suppose a total of $100
million dollars is wagered collectively at all of a casino's blackjack tables oveoungeoof a year. The

casino will net $4.5 million. What casino owneaed professional gamivie understand about the
nature of probabilities is that each individual hand played is statistically indepesfdevery other

hand. This means that each individual hand isiquenevent, where the outcome is random relative to

the last hand played or the next hand played. If you focus on each hand indiyitheak will be a
random, unpredictable distribution between winning and losing hands. But on a collectsygusasi

the opposite is true. If a largeamgh number of hands is playguitterns will emerge that produce a
consistent, predictable, and statistically reliable outcome.

Here's what makes thinking in probabilities so difficIt requires two layersf beliefs that on the
surface seem to contradict each other. We'll calfiteelayer the micro level. At this level, you have

to believe in the uncertainty and unpredictabilityeatch individual hand. You know the truth of this
uncertainty, because there are always a number of unknown variables affecting the corwfishency

deck that each new hand is drawn from. For example, you can't know in advance how any of the other
participants will decide to play their hands, sinceytiban either take or decline additional cards. Any
variables acting on the consistencytioé deck that can't be contedl or known in advance will make

the outcome of any particular hand both uncertain and random (statistically independent) in
relationship to any other hand. The second layer is the macro level. At this level, you have/#o belie
that the outcome over a series of hands played is relatively certain and predictabiegiiéde of
certainty is based on the fixed or constant variables that are known in advance ahdakpeci
designed to give an advantage (edge) to one side or the other.

The constant variables | am referring to are the rules of the game. So, even though you don't or couldn't
know in advance (unless you are psychic) the sequence of wins to lossean yairelatively certain

that if enough hands are playedhoever has the edge will end upthwvimore wins than losses. The
degree of certainty is a function of how gooce thdge is. It's the ability to believe in the
unpredictability of the game at the micro level amultaneously believe in the predictability of the
game at the macro level that makes the casino and the professional gambler effectiveemsfusat

what they do. Their belief in the uniqueness of each hand prevents them from eng#gengointless



endeavor of trying to predict the outcome of each individual hand. They hamedesnd completely
accepted the fact that they don't know what's going to happen next. More importadgrthieeed to

know in order to make money consistently.

Because they don't have to know what's going to éramext, they don't place any special significance,
emotional or otherwise, on each individual hand, spin of the wheel, or roll of thérdather words,

they're not encumbered by unrealistic expectations about what is going to happen,their &gos
involved in a way that makes them have to be right. As a result, it's easier to stay focused on keeping
the odds in their favor and executing flawlessly, which in turn makes them less susceptible to making
costly mistakes.

They stay relaxed because they are committed alitigvio let the probabilities (their edges) play
themselves out, all the while knowing that if their edges are good enough and the sample sizes are big
enough, they will come out net winners. The best traders use the same thinking strategy as the casino
and professional gambleNot only does it work to their benefit, but the underlying dynamics
supporting the need for such a strategy are exactly the same in trading as they are in gambling.

A simple comparison between the two will demonstratedhite clearly. Firstthe trader, the gambler,

and the casino are all dealing with both known and unknown variables that affect the outcome of each
trade or gambling event. In gambling, the known variables are the rules of the game. In thading,
known variables (from each individual trader's perspective) are the results of their market analysis.
Market analysis finds behavior patterns in the collective actions of everyone participating ireeh mark
We know that individuals will act the same way under similar situations and circumstances, over and
over again, producing observable patterns of behavior. By the same token, groups dbiaiglivi
interacting with one another, day after day, week after week, also produce behavior patterpsahat re
themselves. These collective behavior patterns can be discovered and sub- «pnii<entifieddov

nsinf analvtical tools such as trend lines, moving ayes, oscillators, or retracements, just to name a

few of the thousands that are available to any trader. Each analytical tool uses a set of criteria to define
the boundaries of each behavior pattern identifiee. Jét of criteria and the boundaries identified are

the trader's known market variables.

They are to the individual trader what the rulegshef game are to the casiaod gambler. By this |

mean, the trader's analytical tools are the known variables that put the odds of success (the edge) for
any given trade in the trader's favor, in the same way that the rules of the game put the odds of success
in favor of the casino. Second, we know that in gambling a number of unknown variables act on the
outcome of each game. In blackjack, the unknowns are the shuffling of the deckwatitehmayers

choose to play their hands. In craps, it's how the dice are thrown. And in roulette, it's the amount of
force applied to spin the wheel. All these unknown variables act as forces on the outcome of each
individual event, in a way that causes each event to be statistically independent of any otherlindividua
event, thereby creating a random distribution between wins and losses. Trading alssiavalvmber

of unknown variables that act on the outcome of any particular behavior pattern a trader may identify



and use as his edge. In trading, the unknown variables are all other traders who have the potential to
come into the market to pah or take off a trade.

Each trade contributes to the market's position at any given moment, which means that each trader,
acting on a belief about what is high and what is low, contributes to the collective behavior pattern that
is displayed at that moment. If there is a recognizable pattern, and if the variables used to define that
pattern conform to a particular trader's definition of an edge, then we can say thatkbeis offering

the trader an opportunity to buy low or sell high, based on the trader's definition. Suppose the trader
seizes the opportunity to take adtege of his edge and puts otrade. What factors will determine
whether the market unfolds in the direction of his edge or against it? The answer is: therlhavio
other traders!

At the moment he puts a trade on, and for as long as he chooses to stay in that trade, otheiltraders wi
be participating in that market. They will be actorgtheir beliefs about what is high and what is low.

At any given moment, some percentage of other traders will contribute to an outconabl&atm our

traders edge, and the participation of some percentage of traders will negate his edgendlway to

know in advance how evasye else is going to behave and howirthhehavior will affect his trade, so

the outcome of the trade is uncertain.

The fact is, the outcome of every (legal) trade that anyone decides to make is affected in some way by
the subsequent behavior of other traders participatirthat market, making the outcome of all trades
uncertain. Since all trades have an uncertain outcome, then like gambling, each trade dias to b
statistically independent of the next trade, the last trade, or any trades in the futnrthoeng the

trader may use the same set of known variables to identify his edge for each trade. FurtHethmeore, i
outcome of each individual trade is statistically independent of every other trade, there must also be a
random distribution between wins and losses in any given string or set of trades, even though the odds
of success for each individual trade may be in the traders favor.

Third, casino owners don't try to predict or know in advance the outcome of each individual event.
Aside from the fact that it would be extremelyfidult, given all the unknown variables operating in

each game, it isn't necessary to create consistent results. Casino operators have learned that all the
have to do is keep the odds in their favor and lealarge enough sample size of events so that their
edges have ample opportunity to work.

TRADING IN THE MOMENT

Traders who have learned to think in probabilities approach the markets from virtually the same
perspective. At the micro level, they believe that each trade or edge is unique. What thegnohders
about the nature of trading is that at any given moment, the market may look exactly the same on a
chart as it did at some previous moment; and the geometric measurements and mathematical
calculations used to determine each edge can be exactly the same from oneteelgext; but the



actual consistency of the market itself from one moment to the nextds thevsame.

For any particular pattern to be exactly the same now as it was in some previous moment wisald req
that every trader who participated in that previous moment be present. What's moref #eeh

would also have to interact with one another in exactly the same way over somegbemnnd to
produce the exact same outcome to whatever pattern was being observed. Thelwidsappening

are nonexistent. It is extremely important that you understand this phenomenon because the
psychological implications for your trading couldn't be more important.

We can use all the various tools to analyze the market's behavior and find the patterns that represent the
best edges, and from an analytical perspective, these patterns can appear to be peesizgly th

evely respect, both mathematically and visually. But, if the consistency of the grougens$ tndho are
creating the pattern "now" is different by even one person from the group thetidteapattern in the

past, then the outcome of the current pattern has the potential to be different frost thedtpen. (The
example of the analyst and chairman illustrates this point quite well.) It takes only one trader,
somewhere in the world, with a different belief about the future to change the outtanyeparticular
market pattern and negate the edge that pattern represents. The most fundamental chao&theristic
market's behavior is that each "now moment" market situation, each "now moment" behiderar pa
and each "now moment" edge is always a unique occurrence with its own outcome,daedepéall

others. Uniqueness implies that anything can hapgigmer what we know fg@ect or anticipate), or

what we don't know (or can't know, unless we hadaexdinary perceptual abilities). A constant flow

of both known and unknown variables creates a probabilistic environment where we don't know for
certain what will happen next.

This last statement may seem quite logical, even self-evident, but there's a huge probleat fere th
anything but logical or selfevident. Being aware of uncertainty and understanding the ofatu
probabilities does not equate widn ability to actually function effectively from a probabilistic
perspective. Thinking in probabikis can be difficult to master, because our minds don't naturally
process information in this manner. Quite the contrary, our minds cause us to peldiveevknow,

and what we know is part of our past, whereas, in the market, every moment is new and unique, even
though there may be similarities tonsething that occurreith the past. This means that unless we train
our minds to perceive the uniqusseof each moment, tiiat uniqueness will automatically be filtered
out of our perception. We will perceive only what we know, minus any information that is blocked by
our fears; everything else will remain invisible.

The bottom line is that there is some degree of sophistication to thinking in probabilities, which can
take some people a considerable amount of effarttégrate into their mental systems as a functional
thinking strategy. Most traders don't fully understand this; as a result, they mistakenly tesyare
thinking in probabilities, beause they have some degree of undedihg of the concepts. I've worked

with hundreds of traders who mistakenly assumed theyght in probabilities, but didn't. Here is an
example of a trader | worked with whom I'll call Bob. Bob is a certified trading advisor (CTA) who



manages approximately $50 million in investments. He's been in the business fir30myears. He

came to one of my workshops because he was never able to produce more than a 12- to 18-percent
annual return on the accounts he managed.

This was an adequate return, but Bob was extremely dissatisfied because his analytical abilities
suggested that he should be achieving an annual return of 150 to 200 percent. | wwilld Beb as

being well-versed in the nature of probabilities. In other words, he understood tteptsorbut he

didn't function from a probabilistic perspective. Shyoafter attending the workshop, he called to ask

me for some advice. Here is the entry from my journal written immediately after that phone
conversation.

9-28-95:Bob called with a problem. He put on a belly trade and put his stop in the mdr&eharket

traded about a third of the way to his stop and then went back to his emtyvgwere he decided to

bail out of the trade. Almost immediately after he gat, the bellies went 500 points in the direction of

this trade, but of course he was out of the market. He didn't understand what was going on. First, |
asked him what was at risk. He didn't understand the question. He assumed that he hedl thecept

risk because he put in a stop. | responded that just because he put in a stop it didn't mean that he hac
truly accepted the risk of the trade. There are many things that can be at risk: losing money, being
wrong, not being perfect, etc., depending on one's underlying motivation for tragdoigted out that

a person's beliefs are always revealed by their actions.

We can assume that he was operating out of a belief that to be a disciplined trader one has to define the
risk and put a stop in. And so he did. But a person can put in a stop and at the same time eot believ
that he is going to be stopped out or that the tveitleever work against him, for that matter. By the

way he described the situation, it sounded to mié thss is exactly what happened to him. When he

put on the trade, he didn't believe he would bpmstd out. Nor did he believe the market would trade
against him. In fact, he was so adamant about this, that when the market came back to his entry point
he got out of the trade to punish the market with an "I'll show you" attitude for even going against him
by one tic. After | pointed this out to him, he said this was exactly the attitude he had when he took off
the trade. He said that he had been waiting fizr plarticular trade for weeks and when the market
finally got to this point, he thought it would immediately reverse.

| responded by reminding him to look at the experience as simply pointingatheoveomething that

he needs to learn. A prerequisite for thinking in piulities is that you accept the risk, because if you
don't, you will not want to face the possibilities tlyati haven't accepted, if and when they do present
themselves. When you've trained your mind to think in probabilities, it means you have delbyeac

all the possibilities (with no internal resistance or conflict) and yaaysd do something to take the
unknown forces into account. Thinkine this way is virtually impossible unless you've done the mental
work necessary to "let go" of the need to know what is going to happen next or the need to be right on
each trade. In fact, the degree by which you think you know, assume you know, or in any way need to
know what is going to happen next, is equal todegree to which you will fail as a trader. Traders



who have learned to think in pratlities are confident of their ovdrguccess, because they commit
themselves to taking every trade that conforms to their definition of an edge.

They don't attempt to pick and choose the edgestthiek, assume, or believe are going to work and

act on those; nor do they avoid the edges that for whatever reason they think, assume, or believe aren'
going to work. If they did either of those things, they would be contradicting their thediethe "now"
moment situation is always unique, creating a random distribution between wins and losses on any
given string of edges. They have learned, usually quite painfully, that they don't know in advance
which edges are going to work and which ones aren't. They have stopped tryiaditd qutcomes.

They have found that by taking every edge, they correspondingly increase their sample siesof tra
which in turn gives whatever edge they use ample oppitytto play itself out in their favor, just like

the casinos. On the other hand, why do you think unsuccessful traders are obsessed with market
analysis.

They crave the sense of certainty that analysis appears to give them. Although few would admit it, the
truth is that the typical trader wants to be right on every single trade. He is despeyeiglio create
certainty where it just doesn't exist. The irony iattii he completely accemtehe fact that certainty
doesn't exist, he would create the certainty he craves: He would be absolutely certain that certainty
doesn't exist. When you achieve complete acceptance of the uncertainty of each edge and the
uniqueness of each moment, your frustration with trading will endh&umnbre, you will no longer be
susceptible to making all the typical trading errors that detract from your potential to secdrand

destroy your sense of self-confidence. For examnle not rlefminff the risk before crRftinartiarle is

hv far rhp most common of all trading errors, and starts the whole process of tradingrfrom
inappropriate perspective. In light of the fact that anything can happen, wouldn't it make perfect sense
to decide before executing a trade what the market has to look, sound, or feetdikgou your edge

isn't working? So why doesn't the typical tradecide to do it or do it every single time?

| have already given you the answer in the last chapter, but there's more to it and gtesssnal

tricky logic involved, but the answer is simple. Tiypical trader won't predefe the risk of getting

into a trade because he doesn't believe it's necessary. The only way he could believe Gessatyie

is if he believes he knows what's going to happen next. The reason he believes he lattsagoiny

to happen next is becauke won't get into a trade until he isnetnced that he's right. At the point
where he's convinced the trade will be a winner, it's no longer necessary to define the rigde(lbecau
he's right, there is no risk). Typical traders go through the exercise of convincing tresmbeli

they're right before theget into a trade, because the alterraflyeing wrong) is simply unacceptable.
Remember that our minds are wired to associate.

As a result, being wrong on any given trade has the potential to be associated with aegyjatleer
experience in a trader's life where he's been wrong. The implication is that any trade carpdaisily ta

into the accumulated pain of every time he has been wrong in his life. Given the huge lofcklog
unresolved, negative energy surrounding what it means to be wrong that exists in mesttseeasy



to see why each and every trade can literally take on the significance of a life or death sBoafion

the typical trader, determining what the market would haveok, sound, or feel like to tell him that a
trade isn't working would create an irreconcilable dilemma. On one hand, he degpeaats|to win

and the only way he can do that is to participatétheeionly way he will participate is if he's sure the
trade will win. On the other hand, if he defines hisk, he is willfully géhering evidence that would
negate something he has already convinced himself of.

He will be contradicting the decision-making process he went through to convince himsgifetha
trade will work. If he exposed himself to conflicting information, it would surely creatge degree of
doubt about the viability of the trade. If he allows ethso experience doubt,stvery unlikely he will
participate. If he doesn't put the trade on and itstaut to be a winner, he will be in extreme agony.
For some people, nothing hurts more than an oppitytrecognized but missed because of self-doubt.
For the typical trader, the only way out of this gsylogical dilemma is to ignore the risk and remain
convinced that the trade is right. If any of te@munds familiar, considehis: When you're convincing
yourself that you're right, what you're saying to yourself is, "I know who's in this market ar‘sl wh
about to come into this market. | know what they believe about what is high or what is low.
Furthermore, | know each individual's capacity to act on those beliefs (the degree of claritinver rela
lack of inner conflict), and with this knowledge, | am able to determine how the actions of each of
these individuals will affect price movement in itdlective form a second, a minute, an hour, a day, or

a week from now."

Looking at the process of convincing yourself thati're right from this perspective, it seems a bit
absurd, doesn't it? For the traders who have learned to think in probabilities, there is no dilemma.
Predefining the risk doesn't pose a problem for these traders because they don't trade from a right or
wrong perspective. They have learned that trading doesn't have anything ithdmewg right or
wrong on any individual trade. As a result, they don't perceive the risks of trading in thevaarthe
typical trader does. Any of the best traders (the probability thinkers) could h&awas josich negative
energy surrounding what it means to be wrong as the typical trader.

But as long as they legitimately define tradingagsrobability game, their emotional responses to the
outcome of any particular trade are equivalent to how the typical trader would feelflgigong a

coin, calling heads, and seeing the coin coméaup. A wrong call, but for most people being wrong
about predicting the flip of a cowwould nottap them into the accumulated pain of every other time in
their lives they had been wrong. Why? Most pedplew that the outcome of a coin toss is random. If
you believe the outcome is random, then you naturally expect a random outcome. Randuopiiesss

at least some degree of uncertainty. So when we believe in a random outcome, therepigedn im
acceptance that we don't know what that outcorieoa. When we accept in advance of an event that
we don't know how it will turn out, that acceptance has the effect of keeping our expectatinals ne
and open-ended. Now we're getting down to the very core of what ails the typical tager.
expectation about the markets behavior that is specific, well-defined, or rigid—instead of being neutral



and open-ended—is unrealistic and potentially damaging. | define an unrealistic expectatiorhad

does not correspond with the possibilities available from the market's perspective. If eaght mimom

the market is unique, and anything is possible, then any expectation that does not reflect these
boundary-less characteristics is unrealistic.

MANAGING EXPECTATIONS

The potential damage caused by holding unrealistic expectations comes from hogtstthéevay we
perceive information. Expectations are mental representations of what somenfatment will ook,

sound, taste, smell, or feel like. Expectationmedrom what we know. This makes sense, because we
can't expect something that we have no knowledge or awareness of. What we know is synonymous
with what we have learned to believe about the ways in which the external environment can express
itself. What we believe is our own personal version of the truth. When we expect something, we are
projecting out into the future what we believe to be true.

We are expecting the outside environment a minute, an hour, a day, a week, or a month from now to be
the way we have represented it in our minds. We babe careful about whate project out into the

future, because nothing else has the potential to create more unhappiness an@dleme&onthan an
unfulfilled expectation. When things happen exaets you expect them to, how do you feel? The
response is generally wonderful (including feelings like happiness, joy, satisfactiangesater sense

of well-being), unless, of course, you were expecting something dreadful and it manifested itself.
Conversely, how do you & when your expectations are notfilled? The universal response is
emotional pain.

Everyone experiences some degree of anger, resentment, despair, regret, disappointment,
dissatisfaction, or betrayal when the environment doesn't turn out to be exactly as we expected it to be
(unless, of course, we are completely surprised by something much better than we imagined). Here's
where we run into problems. Because our expectations come from what we know, whendeedeci
believe that we know something, we naturally expect to be right. At that point, we're no longer in a
neutral or open state of mind, and it's not difficult to understand why. ¥ @eing to feel great if the

market does what we expect it to do, or feel horrible if it doesn't, then we're ntty exatral or open-
minded. Quite the contrary, the force of the betiehind the expectation will cause us to perceive
market information in a way that confirms what we expect (we naturally like feeliod);gand our
pain-avoidance mechanisms will shield us from information that doesn't confirm whatpeet (to

keep us from feeling bad).

As I've already indicated, our minds are designed to help us avoid pain, betbaplayd emotional.

These pain-avoidance mechanisms exist at both conscious and subconscious levels. For example, if ar
object is coming toward your head, you react imsitvely to get out of the way. Ducking does not
require a conscious decision-making process. On the other hand, if you clearly see trendiijeve



time to consider the alternatives, you may detideatch the object, bat it away with your hand, or
duck. These are examples of how we protect ourselves from physical pain. Protergaiges from
emotional or mental pain works in the same way, except that we are now protecting ourselves from
information. For example, the market expresses irdtion about itself and its potential to move in a
particular direction. If there's a difference between what we want or expect andhehmarket is
offering or making available, then our pain-avoidance mechanisms kick in to compensate for the
differences. As with physical pain, these mechanisms operate at both the conscious and subconsciou
levels.

To protect ourselves from painful information at the conscious level, we rationalize, justify, make
excuses, willfully gather information that will nedtea the significance of #nconflicting information,

get angry (to ward off the conflicting information), or just plain lie to ourseleshe subconscious

level, the pain-avoidance process is much more subtle and mysterious. At this levelhdsinmay

block our ability to see other alternatives, even though in other circumstances we ea@lite lio
perceive them. Now, because they are in conflict with what we want or expect, our pain@voidan
mechanisms can make them disappear (as if they didn't exist). To illustrate this phenpthe best
example is one | have already given you: We are in a trade where the market is movisgusgdn

fact, the market has established a trend in the opposite direction to what we want oGaxiieatily,

we would have no problem identifying or perceiving this pattern if it weren't for the &dhthmarket

was moving against our position. But the pattern loses its significance (becomes invisible ezau

find it too painful to acknowledge.

To avoid the pain, we narrow our focus of attention and concentrate on atifemrthat keeps us out of

pain, regardless of how insignificant or minute. In the meantime, the information that oidarétes

the presence of a trend and the opportunity to trade in the direction of that trend becomes ifvesible.
trend doesn't disappear from physioaality, but our ability to peeive it does. Our pain-avoidance
mechanisms block our ability to define and interprieait the market is doing as a trend. The trend will
then stay invisible until the market either reverses in our favare are forced out of the trade because

the pressure of losing too much money becomes unbearable. It's not until we are either out &f the trad
or out of danger that the trend becomes apparent, as well as all the opportumitadse tmoney by
trading in the

All the distinctions that would otherwise be perceivable become perfectly clear, after the fact, when
there is no longer anything for our minds to protect us from. We all have the potential to iarggifye
protective painavoidance mechanisms, because they're natural functions of the waydswp®rate.

There may be times when we are protecting oursdhaen information that has the potential to bring

up deepseated emotional wounds or trauma that we're just not ready to face,t dradenthe
appropriate skills or resources teadl with. In these cases, our natureechanisms are serving us well.

But more often, our pain-avoidance mechanisms are just protecting us from information that would
indicate that our expectations do not correspond with what is available from the environments



perspective. This is where our pain-avoidance mechanisms do us a disservice, esgetcadgrs. To
understand this concept, ask yourself what exactly about market information is threatening. Is it
threatening because the market actually expressgatively charged information as an inherent
characteristic of the way it exists?

It may seem that way, but at the most fundamental level, what the market gives us to perceive are
uptics and down-tics or up-bars and down-bars. These up and down tics form patterns that represent
edges. Now, are any of these tics or the patterns they form negatively chargeditAgay certainly

seem that way, but from the market's perspective the information is neutral. Each up-tic, down-tic, or
pattern is just information, telling us the markeitsition. If any of this information had a negative
charge as an inherent characteristic of the way it exists, then wouldn't everyone exposed to it
experience emotional pain? For example, if both you and | get hit on the headsulith @bject, there
probably wouldn't be much difference in how we would feel. We'd both be in pain. Any pant of o
bodies coming into contact with a solid objecthMsome degree of foroeill cause anyone with a
normal nervous system to experience pain.

We share the experience because our bodies are constructed in basically the same way. The pain is al
automatic physiological response to the impact withngible object. Information in the form of words

or gestures expressed by the environment, or up and down tics expressed by thecambeejust as
painful as being hit with a solid object; but there's an important difference between information and
objects. Information is not tangible. Information doesn't consist of atoms and mol@cuéegerience

the potential effects of farmation, whether negative or posgivrequires an interpretation. The
interpretations we make are functions of our unique mental frameworks. Everyonts fraenework

is unique for two fundamental reasons.

First, all of us were born with different genetically encoded behavior and personality distieste

that cause us to have different needs from one another. How positively or negativety vainal t
degree the environment responds to these needs creates experiences uniguadividach Second,
everyone is exposed to a variety of environmental forces. Some of these forces are simitarefrom
individual to the next, but none are exactly the same. If you consider the number diepossi
combinations of genetically encoded personality characteristics we can beithprim relation to the

almost infinite variety of environmental forces we can encounter throughout our lives, all of which
contribute to the construction of our mental framewyahnen it's not difficult to see why there is no
universal mental framework common to everyone.

Unlike our bodies, which have a common molecular structure that experiensgsappgin, there is

no universal mind-set to assure us that we will share the potential negative or positive effects of
information in the same way. For example, someone could be projecting insults at you, intending to
cause you to feel emotional pain. From the environment's perspective, this is negatively charged
information. Will you experience the intended negaétffects? Not necessarily! You have to be able to
interpret the information asegative to experience it as negative. What if this person is insulting you in



a language you don't understand, or is using words you don't know the meaning of? Would you feel the
intended pain? Not until you built a framework to define and understand the words in aalgroga
way. Even then, we can't assume that what yoeldweuld correspond to thatent behind the insult.
You could have a framework to perceive the negative intent, but instead ing fpaln, you might
experience a perverse type of pleasure. I've encountered many people who, simply for their own
amusement, like to get people riled up with negative emotions.

If they happen to be insulted in the procesgréates a sense of joy because then they know how
successful they've been. A person expressing genuine love is projecting positivgédchtormation

into the environment. Let's say the intent behirel@Rpression of these positive feelings is to convey
affection, endearment, and friendship. Are there any assurances that the person @ thésso
positively charged information is iog projected toward will interpret and experience it as such? No,
there aren't. A person with a very low sense of self-esteem, or someone whanegpesigreat deal of
hurt and disappointment in relationships, will oftemsinterpret an expressi of genuine love as
something else. In the case of a person with low self-esteem, if he doesn't believenres dedee
loved in such a way, he will find difficult, if not impossible, to iterpret what he is being offered as
genuine or real. In the second case, where one has a significant backlog of hurtgrandmant in
relationships, a person could easily come to believe that a genuine expression oéxtresrisly rare,

if not non-existent, and would prably interpret the situation either as someone wanting something or
trying to take advantage of him in some way.

I'm sure that | don't have to go on and on, sighting examples of all the possible waysehere a
misinterpret what someone is trying to communit¢atas or how what we express to someone can be
misconstrued and experienced in ways completely unintended by us. The point that | amisrhking
each individual will define, interpret, and consequently experience whatever informatooaxposed

to in his own unique way. There's no standardized way to experience whatwinonment may be
offering—whether it's positive, neutral, or néga information—simply because there is no
standardized mental framework in which to perca@nfermation. Consider that, as traders, the market
offers us something to perceive at each moment. In a sense, you could say that #teignark
communicating with us.

If we start out with the premise that the market does not generate negatively chingedtion as an
inherent characteristic of the way it exists, we can then ask, and answer, the question, "What causes
information to take on a negative quality?" In other words, where exactly doésdhedf pain come
from? If it's not coming from the market, then it has to be coming from the way we defingeapckin

the available information. Defining and interpretingpormation is a function of what we assume we
know or what we believe to be true. If what wmow or believe is in fact true—and we wouldn't
believe it if it werent—then when we project our beliefs aitb some future moment as an
expectation, we naturally expect to be right. When we expect to be right, anyatitor that doesn't
confirm our version of the truth automaticallycbenes threatening. Any information that has the



potential to be threatening also has the potentibaetblocked, distorted, or diminished in significance

by our pain-avoidance mechanisms.

It's this particular characteristic of the way our minds function that can really do aseavitie. As
traders, we can't afford to let our pain-avoidance mechanisms cut us off from what the market is
communicating to us about what is available in the way of the next opportunity to get out, add

to, or subtract from a position, just becausedtgsg something that we don't want or expect. For
example, when you're watching a market (one you rarely, if ever, trade in) with no intention of doing
anything, do any of the up or down tics cause you to feel angry, disappointed, frustrated, disillusioned
or betrayed in any way? No! The reason is that there's nothing at stake. You're simply observing
information that tells you where the market is at that moment. If the up and dowhaticgoti're
watching form into some sort of behavior pattern you've learned to identify, don't you reaatjiyizec

and acknowledge the pattern? Yes, for the same reason: There's nothing at stake.

There is nothing at stake because there's no expectation. You haven't projected what you believe,
assume, or think you know about that market into some future moment. As a result, thieirgjstoo

be either right about or wrong about, so the information has no potential to take on aitigeaten
negatively charged quality. With no particular expectation, you haven't placed any tesiodahow

the market can express itself. Without any mernalnldaries, you will be making yourself available to
perceive everything you've learned about the nature of the ways in which the market moves.

There's nothing for your pain-avoidance mechanisms to exclude, distort, or diminishydtom
awareness in order to protect you. In my workshops, | always ask participants te tesdislowing
primary trading paradox: In what way does a trader have to learn how to be dgiléxahble at the

same time? The answer is: We have to be rigid in our rules and flexible in our egpeci&e need to

be rigid in our rules so that we gain a sense Wftsest that can, and will always, protect us in an
environment that has few, if any, boundaries. We need to be flexible in our expectdi we can
perceive, with the greatest degree of clarity abgbctivity, what the market is communicating to us
from its perspective. At this point, it probably goes without saying that the typical trader daée just
opposite: He is flexible in his rules and rigidhis expectations. Interestingly enough, the more rigid
the expectation, the more he has to either bend, violate, or break his rules in order to @eterhiso
unwillingness to give up what he wants in favor of what the market is offering.

ELIMINATING THE EMOTIONAL RISK

To eliminate the emotional risk of trading, you have to neutralize your expectabons what the
market will or will not do at any given moment or in any given situation. You can do this by being
willing to think from the markets perspective. Ramber, the market is always communicating in
probabilities. At the collective leVeyour edge may look perfect in every respect; but at the individual
level, every trader who has the potential to act as a force on price movement can negaitévihe pos



outcome of that edge. To think in probabilities, you have to create a mental frerewnind-set that
is consistent with the underlying principles afprobabilistic environment. A probabilistic mind-set
pertaining to trading consists of five fundamental truths.

1. Anything can happen.

2. You don't need to know what is going to happen next in order to make money.

3. There is a random distribution between wins and losses for any given set of variables that define an
edge.

4. An edge is nothing more than an indicatafna higher probability of one thing happening over
another.

5. Eveiy moment in the market is unique.

Keep in mind that your potential to experience emotional pain comes from the way you define and
interpret the information you're exposed to. When gdapt these five truths, your expectations will
always be in line with the psychological realities of the market environment. With thepaafao
expectations, you will eliminate your potential define and interpret marketformation as either
painful or threatening, and you thereby effectively neutralize the emotional risk ofjtratie idea is

to create a carefree state of mind that completely accepts the fact that there arergdtways forces
operating in the market. When you make these truths a fully functional partiobglief system, the
rational part of your mind will defend these truths in the same way it defends any other belief you hold
about the nature of trading.

This means that, at least at the rational level, yoind will automatically defend against the idea or
assumption that you can know for sure what will happen next. It's a contradictionetceliblt each

trade is a unique event with an uncertain outcome and random in relationship to any other trade made
in the past; and at the same time to believe you Knowure what will happen next and to expect to be
right. If you really believe in an uncertain outcome, then you also have to expedtttradly anything

can happen. Otherwise, the moment you let your mind hold onto the notion thiatox@you stop

taking all of the unknown variables into consideration. Your mind won't let you have it both ways. If
you believe you know something, the moment is no longer unique.

If the moment isn't unique, then everything is known or knowable; that is, there's nuihitagknow.
However, the moment you stop factoring in what gou't or can't know about the situation instead of
being available to perceive what the marisebffering, you make yourself susceptible to all of the
typical trading errors. For example, if you really believed in an uncertain outcome, wouldgrou ev
consider putting on a trade without defining your risk in advance? Would you evetdésicut a

loss, if you really believed you didn't know? What about trading errors like jumping the gun? H
could you anticipate a signal that hasn't yet manifested itself in the mi&nketi weren't convinced

that you were going to miss out? Why would you ever let a winning trade tura loser, or not have



a systematic way of taking profits, if you weren't convinced the market was going your way
indefinitely? Why would you hesitate to take a trade or not put it on at alssuptel were convinced

that it was a loser when the market was at your original entiy point? Why waowldreak your money
management rules by trading too large a position relative to your equity or emotional toterance
sustain a loss, if you weren't positive that you had a sure thing? Finally, if you really believed in a
random distribution between wins and losses, could you ever feel betrayed by the market? If you
flipped a coin and guessed right, you wouldn't necessarily expect to be right on the nextplyp sim
because you were right on the last.

Nor would you expect to be wrong on the next flip if you were wrong on the last. Because you believe
in a random distribution between the sequence of heads and tails, your expectationsanperfectly
aligned with the reality of the situation. You would certainly like to be right, and if you were that
would be great, but if you were wrong then you would not feel betrayed by the flip, because you know
and accept that there are unknown variables at work that affect the outcome. Unknown means "not
something your rational thinking process can take into consideration in advance of the Hi-r'v2XCi>

A fullv accept that you don't know As a result, thisréttle, if any, potential to experience the kind of
emotional pain that wells up when you feel betrayed. As a trader, when you're expeimgom
outcome, you will always be at least a little surprised at whatever the market does— evenafihgonf
exactly to your definition of ardge and you end up with a winning trade. However expecting a
random outcome doesn't mean that you can't use your full reasoning and analyticzd &bifitoject

an outcome, or that you can't guess what's going to happen next, or have a hunch or feeling about it,
because you can. Furthermore, you can be right in each instance.

You just can'texpectto be right. And if you are right, you can't expect that whatever you did that
worked the last time will work again the next time, even though the situation may look, sotewl, o
exactly the same. Anything that you are perceiving "now" in the market walr e exactly the same

as some previous experience that exists in your mental environment. But that doesn't mean that your
mind (as a natural characteristic of the way it functions) won't try to make the two identical. There will
be similarities between the "now moment" and something that you know from the past, but those
similarities only give you somettgnto work with by putting the odds of success in your favor. If you
approach trading from the perspective that you dowtv what will happen next, you will circumvent

your mind's natural inclination to make the "nowment" identical to some earlier experience.

As unnatural as it seems to do so, you can't let some previous experience (either negativealy extrem
positive) dictate your state of mind. If you do, it voi very difficult, if not impossible, to perceive

what the market is communicatifigpm its perspective. When | put antrade, all | expect is that
something will happen. Regardless of how good | tiykedge is, | expect titing more than for the
market to move or to express itself in some wdgwever, there are some things that | do know for
sure. | know that based on the markets past behavior, the odds of it moving in the direciidradiem

are good or acceptable, at least in relationship to how much | am willing to spend to find out if it does. |



also know before getting into a trade how much I am willing to let the market move agginst m
position. There is always a point at which the odds of success are greatly diminishedoim teltte

profit potential. At that point, it's not worth spending any more moneytbdut if the trade is going

to work. If the market reaches that point, | know without any doubt, hesitation, or internal conflict that
will exit the trade.

The loss doesn't create any emotional damage, because | don't interpret the expeyaivetyndo

me, losses are simply the cost of doing business or the amount of moneytb regmhd to make
myself available for the winning trades. If, on the other hand, the trade turns outwortveeg in most

cases | know for sure at what point | am going ke tay profits. (If I don't know for sure, | certainly

have a veiy good idea.) The best traders are in the "now moment" because there's no sesssoTher
stress because there's nothing at risk other than the amount of money they are willing to spend on a
trade. They are not trying to be right or trying to avoid being wrong; neither are they trying to prove
anything. If and when the market tells them that their edges aren't working or that it's time to take
profits, their minds do nothing to block this information. They completely accept whahdbrket is
offering them, and they wait for the next edoe.

CHAPTER 8

WORKING WITH YOUR BELIEFS

Now the task before you is to properly integrate the five fundamental truths presented ar Chapt

your mental environment at functional level. To help you do that, we will take an in-depth look at
beliefs—their nature, properties, and characteristics. However, before we do that | will review and
organize the major concepts presented thus faaintach clearer and more practical framework. What
you learn from this and the next two chapter$ form the foundation for understanding everything

you need to do to achieve your goals as a trader.

DEFINING THE PROBLEM

At the most fundamental level, the market is simglgeries of up and down tics that form patterns.
Technical analysis defines these patterns as edges. Any particular pattern definedgesiarsimply

an indication that there is a higher probability that the market will moveeirdivaction over the other.
However, there is a major mental paradox here lsscaupattern implies consistency, or, at least, a
consistent outcome. But the realisyeach pattern is a unique occuace. They may look (or measure)
exactly the same from one occurrence to the next, but the similarities are only on the surface. The
underlying force behind each pattern is traders, and the traders who contribute to the formation of one



pattern are always different from the traders who contribute to the next; so tomewteach pattern

is random relative to one another.

Our minds have an inherent design characteristic (the association mechanisggntimake this
paradox difficult to deal with. Now these edges, or the patterns they represent, flow by in every time
frame, making the market a never-ending stream of opportunities to get in, get out (stratie), a

take profits, cut losses, or add to or detract from a position. In other words, from thet'snark
perspective, each moment presents each one of us traders with the opportunggrteettong on our

own behalf.

DEFINING THE TERMS

What prevents us from perceiving each "now mothastan opportunity to do something for ourselves

or to act appropriately even when we do? Our fears! What is the source of our fears? We kimbw it

the market, because from the market's perspective, the up and down tics and the patteneet¢hane

neither positively or negatively charged.

As a result, the up and down tics themselves have no capacity to cause us to enter into any particular
state of mind (negative or positive), lose our objétytimake errors, or takes out of the opportunity

flow. If it's not the market that causes us to experience a negatively charged state of mindhathen
does cause it? The way we define and interpret the information we perceive. If that's the case, then
what determines what we perceive and how we define and interpret that information? aNiediewe

or what we assume to be true. Our beliefs working in conjunction with the association and pain-
avoidance mechanisms act as a force on our five senses, causing us to perce@/eardkinterpret
market information in a way that is consistent with what we expect. What we expect is synonymous
with.what we believe or assume to be true. Expectations are beliefs projected imtusoeimoment.

Each moment from the market's perspective isjugii but if the information being generated by the
market is similar in quality, properties, or charastér to something that is already in our minds, the

two sets of information (outside and inside) automatically become linked. When this camngctio
made, it triggers a state of mind (confidence, euphoria, fear, terror, disappointment, reggdl, betr
etc.) that corresponds to whatever belief, assumption, or memory the outside information was linked.
This makes iseem a#f what is outside is exactly the samevdsatever is already inside of us. It's our
state of mind that makes the truth of whatever we're perceiving outside of us (in the market) seem
indisputable and beyond question.

Our state of mind is always the absolute truth. If | feel confident, then | am confident. lfafr&d|

then | am afraid. We can't dispute the quality of energy flowing through our mind and body at any
given moment. And becausé&mowas an indisputable fact how | feel, you could say that | also know
the truth of what I'm perceiving outside of me in the same moment. The problem is that howisve fee
always the absolute truth, but the beliefs that triggered our state of mind or feeling may motrbe



true relative to the possibilities that exist in tharket at any given moment. Recall the example of the
boy and the dog.

The boy "knew" for an absolute fact that each dog he encountered after the first was tlgreatenin
because of the way he felt when one came into his field of awareness. These other dogsad&knot ¢
his fear; his negatively charged memory working in conjunction with the association and his pain
avoidance mechanism caused his fear. He experienced his own version of the truth, alétodigh th

not correspond with the possibiliighat existed from the environment's perspective. His belief about
the nature of dogs was limited relative to the possible characteristics and traissedng dogs. Yet

the state of mind he experienced eveiy time he encountered a dog caused him to believe thats he
"knew" exactly what to expect from them.

This same process causes us to believe that we "know" exactly what to expect from die market, when
the reality is there are always unknown forces operating at every moment. The trouble is, the instant we
think we "know" what to expect, we simultaneoustygp taking all the unknown forces and die various
possibilities created by those forces into consideration. The unknown forcesareraders waiting to

enter or exit trades, based on their beliefs about the future. In other words, weargakyow exactly

what to expect from the market, until we can readrtiinds of all the traders who have the potential to

act as a force on price movement. Not a very likagsibility. As traders, wean't afford to indulge
ourselves in any form of "I know what to expect from the market.”" We can "know" exactly what an
edge looks, sounds, or feels like, and we can "know" exactly how much we need to risk td find o

that edge is going to work.

We can "know" that we have a specific plan as w0 tv@ are going to take profits if a trade worRsit

that's it! If what we think we know starts expanding to what the market is going to do, we're in trouble.
And all that's required to put us into a negatively charged, "I know what to expect from the market"
state of mind is for any belief, memoiy, or attitude to cause us to interpret the up and dawmatigs
market information as anything but an opportunity to do something on our own behalf.

What Are the Objectives?Ultimately, of course, making money is everyone's objective. But if trading
were only a matter of making money, reading this book wouldn't be necessary. Putting on a winning
trade or even a series of winning trades requires absolutely no skill. On the other hand, creating
consistent results and being able to keep whatve created does require skill. Making money
consistently is a by-product of acquiring and mastering certain mental skills. Tiee degvhich you
understand this is the same degree to which yibistep focusing on the money and focus instead on
how you can use your trading as a tool to master these skills.

What Are the Skills? Consistency is the result of a carefree, objective state of mind, where we are
making ourselves available to perceive and act upon whatever the market is offering us (from its
perspective) in any given "now moment.”

What Is a Carefree State of Mind?Carefree means confident, but not euphoric. When you are in a
carefree state of mind, you won't feel any feawithGon, or compulsion to do anything, because



you've effectively eliminated the potential to define and interpret market infornzithreatening. To
remove the sense of threat, you have to accept the risk completely. When you have accepted the risk,
you will be at peace with any outcome. To be at peace with any outcome, you must recwytlciie

in your mental environment that conflicts withretfive fundamental truths about the market. What's
more, you also have to integrate these truths into your mental system as core beliefs.

What Is Objectivity? Objectivity is a state of mind where you have conscious access to everything
you have learned about the nature of market movement. In other words, nothing is being blocked o
altered by your painavoidance mechanisms.

What Does it Mean to Make Yourself Available”Making yourself availableneans trading from the
perspective that you have nothing to prove. You aren't trying to win or to avoid losing. You aren't
trying get your money back or to take revenge on the market. In other words, you come to the marke
with no agenda other than to let it unfold in any way that it chooses and to be in the best state of mind
to recognize and take advantage of the opportunities it makes available to you.

What Is the "Now Moment'? Trading in the "now moment" means that there is no potential to
associate an opportunity to get into, get out of, add too, or detract from a trade with a past experience
that already exists in your mental environment.

HOW THE FUNDAMENTAL TRUTHS RELATE TO THE SKILLS

1. Anything can happenwWhy? Because there are always unknown forces operating in every market at
every moment, it takes only one trader somewhere in the world to negate the positive outcome of your
edge. That's all: only one. Regardless of how much time, effort, or money yaoweated in your
analysis, from the market's perspective there are cepérns to this truth. Any exceptions that may
exist in your mind will be a source of conflict and potentially cause you to perceive marketatiém

as threatening.

2. You don't need to know what is going to happen next in order to make momy.? Because

there is a random distribution between wins and losses for any given set of variabtefitizatin

edge. (See number 3.) In other words, based on the past performance of yourwedusy ikoow that

out of the next 20 trades, 12 will be winners and 8 will be losers. What you don't know is the sequence
of wins and losses or how much money the market is going to make available on the winning trades.
This truth makes trading a probability or numbers game.

When you really believe that trading is simply a probability game, concepts like right and wrong or win
and lose no longer have the same significance. As a result, your expectations will be myhaitino

the possibilities. Keep in mind that nothing hasrenpotential to cause @tional discord than our
unfulfilled expectations. Emotional pain is the umgad response when tlotside world expresses

itself in a way that doesn't reflect what we expect or believe to be true. As a result, rkBy ma
information that does not confirm our expectations is automatically defined and interpreted as



threatening. That interpretation causes us to adopt a negatively charged, defensive state oengind, wh
we end up creating the very experience we are trying to avoid. Market information threalening

if you are expecting the market to do something for you.

Otherwise, if you don't expect the market to make you right, you have no reason to bef dfeand)
wrong. If you don't expect the market to make you a winner, you have no reason to bef &bsardy.

If you don't expect the market to keep going in your direction indefinitely, there is rom reakeave
money on the table. Finally, if you don't expect to be able to take advantage of evetyrogpjust
because you perceived it and it presented itself, you have no reason to be afraid of missingheut. On
other hand, if you believe that all you need to know is:

1. the odds are in your favor before you put on a trade;

2. how much it's going to cost to find out if the trade is going to work;

3. you don't need to know what's going to happen next to make money on that trade; and

4. anything can happen;

Then how can the market make you wrong? What information could the tngarkerate about itself

that would cause your pain-avoidance mechanisms to kick in so that you exclude that information fro
your awareness? None that | can think of.

If you believe that anything can happen and that you don't need to knatwsngoing to happen next

to make money, then you will always be right. Your expectations will always be in harmony with the
conditions as they exist from the market's perspective, effectively neutralizing your potential to
experience emotional pain. By the same token, how can a losing trade or evies afdesers have

the typical negative effect, if you really believe that trading is a probability or numbers garoaf

edge puts the odds in your favor, then every loss puts you that much closer to a wiryoWhesly
believe this, your response to a losing trade will no longer take on a negativenahmtiality.

3. There is a random distribution between wins and losses for any given set of variables that define
an edge.

If every loss puts you that much closer to a win, you will be looking forward to the next occurrence of
your edge, ready and waiting to jump in without the slightest reservation or hasi@tiadhe other
hand, if you still believe that trading is about analysis or about being right, then ajter yol will
anticipate the occurrence of your next edge with trepidation, wondering if it's goimgrk. This, in

turn, will cause you to start gatlmey evidence for or against the teadvou will gather evidence for the
trade if your fear of missing out is greater thamrytear of losing. And you will gather information
against the trade if your fear of losing is greater than your fear oingnisat. In either case, you will

not be in the most conducive state of mind to produce consistent results.

4. An edge is nothing more than an indicatiasf a higher probability ofone thing happening over
another.

Creating consistency requires that you completely accept that trading isn't about hoping, wondering, or
gathering evidence one way or the other to determine if the next trade is going to wodalyrhe



evidence you need to gather is whether the variables you use to define an edgerarat@egaiven
moment. When you use "other" information, outside the parameters of your edge to deciée yduweth

will take the trade, you are adding random variables to your trading regime.

Adding random variables makes it extremely difficult, if not impossible, to determiaewdrks and

what doesn't. If you're never certain about theilitglof your edge, you wohfeel too confident about

it. To whatever degree you lack confidence, you ailberience fear. The irony is, you will be afraid of
random, inconsistent results, without realizing that your random, inconsistent approach g creati
exactly what you are afraid of. On the other hand, if you believe that an edge is sitnglyea
probability of one thing happening over another, and there's a random distribution between wins and
losses for any given set of variables that define an edge, why would you gather "other" ewdence f
against a trade? To a trader operating out of these two beliefs, gathering "othentewidelldn't

make any sense.

Or let me put it this way: Gathering "other" evidence makes about as much sense as trying to determine
whether the next flip of a coin will be heads, after last ten flips came up tails. Regardless of what
evidence you find to support heads coming up, there is still a 50-percent chance that the ndkt flip wi
come up tails. By the same token, regardless ofrnoeh evidence you gather to support acting or not
acting on a trade, it still only takene trader somewhere in the world to negate the validity of any, if
not all, of your evidence. The point wghy bother!If the market is offering you a legitimate edge,
determine the risk and take the trade.

5. Every moment in the market is unique.

Take a moment and think about the concept of uniqueness. "Unique" medke aaything else that

exists or has ever existed. As much as we may understand the concept of uniqueness, our minds don"
deal with it very well on a practical level. As we have already discussed, ous am@dhardwired to
automatically associate (without conscious awareness) anything in the exterior environment that is
similar to anything that is already inside of us in the form of a memory, belief, or attitude. This creates
an inherent contradiction between the way we naturally think about the world and the way the world
exists. No two moments in the external environnveiitever exactly duplicate themselves. To do so,
every atom or every molecule would have to be in the exact same position they wene preeious
moment.

Not a very likely possibility. Yet, based on the way minds are designed to process information, we

will experience the "now moment" in the environment as being exactly the sasmnasprevious
moment as it exists inside our minds. If each moment is like no other, then there's nothing at the level
of your rational experience that can tell you for sure that you "know" what will happen next. So | will
say again, why bother trying to know?! When youttrknow, you are, in essence, trying to be right. |

am not implying here that you can't predict what the market will do next and bebéglatise you

most certainly can. It's in the trying that you run into all of the probléimgu believe that you
correctly predicted the market once, yoill naturally try to do it again.



As a result, your mind will automatically start soang the market for the s® pattern, circumstance,

or situation that existed the last time you corgeptedicted its movement. When you find it, your state

of mind will make it seem as if everything is exadlyit was the last time. The problem is that, from
the market's perspective, it is not the same. Assalt, you are setting youtseap for disappointment.
What separates the best traders from all the rest is that they have trained their minds to ktbkeve in
uniqueness of each moment (although this training usually takes the form of losing several fortunes
before they "really" believe in the concept of urggess). This belief acts a counteracting force,
neutralizing the automatic association mechanism. When you truly believe that each monigoejs un
then by definition there isn't anything in your mind for the association mechanigmk thdt moment

to. This belief acts as an internal force causiag to disassociate the "now" moment in the market
from any previous moment filed away in your mental environment. The stronger your belief in the
uniqueness of each moment, the lower your pi@teno associate. The lower your potential to
associate, the more open your mind will be to perceive what the markétimg you from its
perspective.

MOVING TOWARD "THE ZONE"

When you completely accept theypbological realities of the market, you will correspondingly accept
the risks of trading. When you accept the risks of trading, you eliminate the potential to defiae mark
information in painful ways. When you stop definiagd interpreting market information in painful
ways, there is nothing for your mind to avoid, nothing to protect against.

When there's nothing to protect against, you willehaccess to all that ydumnow about the nature of
market movement. Nothing will get blocked, whicteans you will perceive all the possibilities you
have learned about (objectively), and since your mind is open to a true exchange qf yenergyl

quite naturally start discovering other possibilities (edges) that you figromerddn't perceive. For your
mind to be open to a true exchange of energy, you can't be in a state of knowingvorgotieg you
already know what's going to happen next. When you are at peace with not knowing what's going to
happen next, you can interact with the market from a perspective where you will be makisgjfyo
available to let the market tell you, from its perspective, what is likely to happen next. At that point,
you will be in the best state of mind to spontaneously enter "the zone," whegre tapped into the
"now moment opportunity flow.”



CHAPTER 9

THE NATURE OF BELIEFS

At this point, if you can sense the benefits of adopting the five fundamental thathisteading, then

the task is to learn how to properly integrate thegadgrinto your mental system as core beliefs that

are not in conflict with any other beliefs you may hold. At first glance, this may seem likatndau

task and under other circumstances | would agree with you, but it won't be, because in Chdpter 11
give you a simple trading exercise specifically designed to properly install these truths as beliefs at a
functional level.

A functional level is, one where you find yourself just naturally operating oat airefree state of

mind, perceiving exactly what you need to do and doing it without hesitation or intenfattco
However, | do have a word of caution for those of you who have already looketleatercise. On the
surface, the trading exercise looks so simple tltat may be tempted to do it now, before you
thoroughly understand the implications of what you are doing. | strongly suggegbthegconsider.

There are some subtle yet profound dynamics involved in the process of learning how to install new
beliefs and change any existing beliefs that are in conflict with the new ones. Understanttamjrie
exercise itself is easy. Understanding how to use the exercise to changeligdsiidoanother matter
entirely. If you do the exercise without understanding the concepts presented in this chapter and the
next, you will not achieve the desired results. It is also important that gtotake for granted the
amount of mental effort you may have to expend to train your mind to fuiBpathese principles of
success, regardless of how well you understand them. Remember Bob, the CTA who believed he
thoroughly understood the concept of probabilities, but didn't have the ability to functionafrom
probabilistic perspective. Many people make the mistake of assuming that once thestandder
something, the insight inherent in their new understanding automatically becomes a functional part of
their identity.

Most of the time, understanding a concept is onlys §itep in the process of integrating that concept

at a functional level. This is especially true ohcepts that deal with diinking in probabilities. Our
minds are not naturally wired to be "objective" ostay in the "now moment." This means we have to
actively train our minds to think from these perspesivn addition to the training involved, there may

be any number of conflicting befgeto work through. Conflictingoeliefs will have the effect of
sabotaging your best intentions to operate from an objective state of mind or to experience the "now
moment opportunity flow." For example, let's say you've spent years learning how tbheeaarkets,

or spent large sums of money developing or buying technical systems, just sulaéind out what

was going to happen next.



Now you have come to understand that you don't have to know what's gdiaggen next, and that

even trying to know will detract from your ability e objective or to stay in the moment. What we

have is a direct conflict betwegmur old belief that you need to know what will happen next to be
successful and your new understanding that you don't need to know. Now, will your new understanding
suddenly neutralize all the time, money, and energy expended on reigftire belief that you "need

to know"? | wish it were that easy. And for somekly few, it may be. If you will recall in Chapter 4

when | talked about psychological distance in refeghip to software code, | said that some traders
may already be so close to these new perspectives that all they need is to put together a few of the
missing pieces to create a mindaltering, "ah, ha" experience. However, basedexpearignce of
working with well over a thousand traders, | can say that most are not close to these perspectives at all.
For those of you who are not, it may take a considerable amount of mental work (ovedarables

amount of time) to properly integrate your new understandings about trading into your mental
environment.

The good news is that, ultimately, the exercise lgmes Chapter 11 will istall the five fundamental

truths and resolve many of the potential conflicts, but only if you know exactly whatgoloiag and

why you are doing it. That is the subject of this and the next chapter.

THE ORIGINS OF A BELIEF

What can we learn about the nature of beliefs, and how can we use that knowledge to create a mind-set
that fosters our desire to be a consistently successful trader? These are the two questions | am going tc
focus on answering in this chapter. First, let's look at the origin of our belefgou may recall,
memories, distinctions, and beliefs exist in the form of energy— specifically, structured energy.
Earlier, | lumped these three mentamponents togethé¢o illustrate:

1. that memories, distinctions, and beliefs do not exist as physical matter;

2. that the cause-and-effect relationship that exists between ourselves and the extéo@nent

brings these components into existence; and

3. how the cause-and-effect relationship reverses so that we can perceive in the external environment
what we have learned about.

To get at the origins of our beliefs, we're goindh&we to unbundle these cooments to illustrate the
difference between a memory and a belief. The besttaveyp this is to imagine ourselves in the mind

of an infant. | would think that at the very beginning of a child's life, the memaoirieis experiences

would exist in their purest form. By that | mean that the memories of what he has seen, heard, smelled,
touched, or tasted exist in his mind as pure sensory information that is not organized or attached to any
specific words or concepts. Therefore, | am going to define a pure memory as sensorytiorforma



stored in its original form. A belief, on the otheand, is a concept aboutetimature of the way the
external environment expresses itself.

A concept combines pure sensory information with a symbol system we call languagearfplegx

most infants have a pure memory of how it feels to be lovingly nurtured by a parantsitiuntil the

infant is taught to link or associate certain words with the pure sensory infornséti@a in his
memory that he will form a concept about howei¢ls to be lovingly nurtured. The phrase "Life is
wonderful" is a concept. By themselves, the wordake up a meaningless collection of abstract
symbols. But if a child is either taught or di=s to connect these words to his positively charged
feelings of being nurtured, then the letters aréonger a collection of abstract symbols and the words

are no longer an abstract phrase. "Life is wonderful" becomes a definitive distinction about the nature
of existence or the way the world works. By the same token, if the child didn't geghenorturing,

relative to his needs, he could just as easily link his feelings of emotional pain to ptdixect_ife

isn't fair* or "The world is an awful place." Inyagase, when the positive or negative energy from our
memories or experiences become linked to a set of words we call a concept, the concept becomes
energized and, as a result, is transformed into a belief about the nature of reality. If you coatider t
concepts are structured by the framework of a language and energized byevianergs, it becomes

clear why | refer to beliefs as "structured energy."

When a belief comes into existence, what doeto® What is its function? In some ways it seems
ludicrous to ask those questions. After all, we allehbeliefs. We are constantly expressing our beliefs
both verbally and through our actions. Furthermore, we are constantly interacting with other peoples
beliefs as they express them. Yet, if | ask, "What exactly does a belief do?" chanaag anend will

go blank. On the other hand, if | were to ask altbetfunctions of your eyes, ears, nose, or teeth, you
would have no problem answering. Since beliefs are such important component partsnake-up

(in terms of their impact on the quality of our lives);eéttainly has to be one of life's great ironies that
they are also the least thought about and understood. What | mean by "least thought about" is, if we
have a problem with one of our body parts, we naturally focus our attention on that part andailink ab
what we need to do to fix the problem.

However, it doesn't necessarily occur to us that the problems we may be havittgevgtiality of our

lives (for example, lack of happiness, a sense of dissatisfaction, or lack of success in some area) are
rooted in our beliefs. This lack of consideration is a universal phenomenon. One of the prominent
characteristics of beliefs is that they make whatexperience seem self evident and beyond question.

In fact, if it weren't for your intense desire to experience consistent success as &'srandikely you

would be delving into this topic at all. Usually, it takes years of extreme frostiagfore people begin
examining their beliefs as the source of their difficulties. However, even though beliefsiretrécate

part of our identity, you don't have to take this process of self analysis so personadigleCthe fact

that none of us was born with any of our beliefs. They were all acquired in a combination of ways.
Many of the beliefs that have the most profound impact on our lives were not eugecby us as an



act of free will. They werstilled by other people.

And it probably won't come as a surprise to anytha usually the beliefs that cause us the most
difficulty are those that were acquired from others without our consciousntomethat | mean

beliefs that we acquired when we were too young and uninformed to realize the niegalications

of what we were being taught. Regardless of the source of our beliefs, once they are borrtéenteexis
they all basically function in the same way. Belieésse certain characteristic ways in which they do
their jobs, not unlike the various parts of our bodies.

For example, if you compare my eyes and your eyes, or my hands and yourdnamgisied blood

cells and your red blood cells, we can see that they are not exactly the same, but they have
characteristics in common that cause them to funatiemmilar ways. By the same token, a belief that
"Life is wonderful" will performits function in the same way as a belief that "Life is awful." The
beliefs themselves are different and the effect that each has on the quality of the holder's life will be
vastly different, but both beliefs will function in exactly the same manner.

BELIEFS AND THEIR IMPACT ON OUR LIVES

In the broadest sense, our beliefs shape the way we experience our lives. As ligaalyesald, we're

not born with any of our beliefs. They're acquired] as they accumulate, viige our lives in a way

that reflects what we have learned to believe. Consider how different your life would be if you had
been born into a culture, religion, or political systirat has very little, if anything, in common with

the one you were born into. It might be hard to imagine, but what you would have learned to believe
about the nature of life and how the world worksymat be remotely similar to what you currently
believe. Yet you would hold these other beliefs with the same degree of certainty as yaur curre
beliefs.

How Beliefs Shape Our Lives

1. They manage our perception and interpretation of environmental information in a way that is
consistent with what we believe.

2. They create our expectations. Keep in mind that an expectation is a belief projected into some future
moment. Since we can't expect something we don't know about, we could also say xipatctatien

is what we know projected into some future moment.

3. Anything we decide to do or any outward expression of behavior will be consistenthaittwe

believe.

4. Finally, our beliefs shape how we fadlout the results of our actions.

There isn't much about the way we function that beliefs don't play a major role in. So what | am going



to do now is give you an example | used in my first bddie Disciplined Traderto illustrate the

various functions of a belief. In the spring of 1987, | was watching a locally produced television
program called "Gotcha Chicago." It was about some local celebrities who played practical jokes on
one another. In one segment of the program, the TV station hired a man to stand on the sidewalk along
Michigan Avenue holding a sign that read "Free money. Today only." (For those of you who are not
familiar with Chicago, Michigan Avenue is home to many fashionable, exclusive depastorestand
boutiques.) The TV station gave the man a considerable amount of cash, with instructions to give
money to anyone who asked for it.

Now, when you consider that Michigan Avenue is one of the busiest areas of the city, and if we assume
that most of the people who passed the man on the street could read thewsigmany people would

you think took him up on his offer and asked for some money? Of all the peoplalken by and

read the sign, only one person stopped, and said, "Great! May | have a quarter to buyresfeu®"tra
Otherwise, no one would even go near the man. Eventually, the man grew frustrated because people
weren't reacting the way he expected them to. He started crying out, "Do you want any measy? Pl

take my money; | can't give it away fast enough.” Everyone just kept walking around him as ifthe didn’
exist. In fact, | noticed that several people went out of their way to avoid him.

As a man wearing a suit and carrying a briefcase approached, he went right uprd barda"Would

you like some money?" The man responded, "Not today." Really frustrated eshptback, "How

many days does this happen? Would you please take this?" as he tried to hand the nesashscrhe

man responded with a terse "No" and walked on. What was going on here? Why wouldn't anyone
(except for the person who needed a bus transfer) ask for the money? If we assume that most or all of
the passershy could read the sign, but still didn't make any effort to get the money, then one possible
explanation for their behavior is that they just didn't care about money.

This is extremely unlikely, thoughconsidering how much of our lives is devoted to the pursuit of
money. If we agree that people could read the sign and that money is very impariast tf us, then

what could have stopped these people from helping themselves? The environment was making
available an experience that most people would love to have: someone giving them money with no
strings attached. Yet everyone walked by, oblivious to what was awaiting them. They must not have
been able to perceive what was available. That's hard to imagine, because the sign clearly stated "Free
money. Today only." However, it's not hard to imagine if you consider that most people have a belief
(an energized concept about how the world works) that "Free money doesn't exist.” If free money really
doesn't exist, then how does someone reconcile the obvious contradiction between that belief and the
sign saying that it does? That's easy, just decide the man with the sign is crazy; what else could account
for such bizarre behavior if, in fact, free money doesn't exist? réasoning process that could
compensate for the contradiction might go something like this: "Everyameskgetting money with

no strings attached rarely happens.

Certainly not from a stranger on one of the busiegset in the city. In fact, if the man were really



giving away money, he would already be mobbed. He might even be endangering his life. He must b
crazy. | had better take a wide path around him; who knows what he might do?" Notice that every
component of the thought process described is consistent with the belief that free money doesn't exist.
1. The words "free money" were neither perceived nor interpreted as they were intended from the
environment s perspective.

2. Deciding the person with the sign must be crazy created an expectation of dantjdeast a
perception that caution was warranted.

3. Purposefully altering one's path to avoid the pevsitinthe sign is an action that is consistent with

the expectation of danger.

4. How did each person feel about the outcome?

That's difficult to say without knowing each person individually, but a good generalization would be
that they felt relieved that they successfully avdide encounter with a crazy person. The feeling of
relief that resulted from avoiding a confrontation is a state of mind. Remember that how we feel (the
relative degree of positively or negatively charged energy flowing through our bodiesiradg) is

always the absolute truth.

But the beliefs that prompt any particular statenohd may not be the truth with respect to the
possibilities available from the environment's perspective. Relief from confrontationotviee ronly
possible outcome in this situation. Imagine how different the experiwoald be if they believed that

"free money exists." The process described above would be the same, except it would make the belief
that "free money exists," seem self-evident and beyond question, just as it made thedbefiefeth

money doesn't exist,” seem self-evident and beyond question. A perfect example would be the one
person who said "great, may | have a quarter for a bus transfer.” When | saw this, | had the anybody for
a quarter. A panhandler is someone who definitely believes in the existence of free morefprdhe

his perception and interpretation of the sign were exactly what was idtbgpdee TV station.

His expectation and behavior were consistent with his belief that free masts; &xd how would he

feel about the results? He got his quarter, so | would assume he felt a senseactieati€d¥f course,

what he didn't know is that he could have gotten a lot more. There's another possible dotamum
scenario. Let's look at a hypothetical example of someone who believes that "free monegxisgsn't

but who takes a "what if approach to the situation. In other words, some people can be so intrigued and
curious about the possibilities that they decideetmporarily suspend threbelief that "free money
doesn't exist." This temporary suspension allows them to act outside the boundaries created by a belief,
in order to see what happens.

So instead of ignoring the man with the sign, which would be our hypothetical person’s first
inclination, he walks up to him and says, "Give me ten dollars." The man promptly pulls aléen-dol

bill out of his pocket and gives it to him. What happens now? How does he feel, havingrequer
something unexpected that completely contradicted his belief? For most peoplejghéhaefree

money doesn't exist is acquired through unpleasant circumstances, to put it mildly. The nnagh com



way is being told that we can't have something because it's too expensive.

How many times does the typical child hear, "Who do you think you are anyway&yMoesn't grow

on trees, you know." In other words, it is probably a negatively charged I@di¢he experience of
having money handed to him with no strings attached and without any negative comments would likely
create a state of mind of pure elation. In fact, mogplgewould be so happy that they'd feel compelled

to share that happiness and this new discovery with everyone they knew. | can imagine him going bac
to his office or going home, and the moment he encounters someone he knows, the first words out of
his mouth will be “You won’t beive what happened to me todagnd even though he desperately
wants those he meets to believe his story, they probably won't. Why? Because their belief that free
money doesn't exist will cause them to interpret his story in a way that negates its validity.

To take this example a little further, imagine whatuld happen to this person's state of mind if it
occurred to him that he could have asked for more money. He is in a state of pureHitatiever, the
moment the thought either pops into his mind or someone he relates his story to effées tthat he

could have asked for a lot more money, his statainfl will immediately shift to a negatively charged

state of regret or despair. Why? He tapped into a negatively charged belief Ahbiitmeans to miss

out on something or not get enough. As a result, instead of being happy over what he got, he will
lament what he could have had but didn't get.

BELIEFS VS. THE TRUTH

In all three of these examples (including the hypothetical one), everybody experienced their own
unique version of the situation. If asked, each person would describe what he or she @gé&oem

their perspective, as if it were the only true and valid version of the reality of the situation. The
contradiction between these three versions of the truth suggests to me a larger philosophical issue that
needs to be resolved. If beliefs limit our awareness of the information being gener#tedphysical
environment, so that what we perceive is consistent with whatever we believe, then how do we know
what the truth is? To answer this question, we have to consider four ideas:

1. The environment can express itself in an infinite combination of ways. When you combine all the
forces of nature interacting with everything created by humans, theo #uat the forces generated by

all the possible ways people can express themselves, the result is a number of possible versions of
reality that would surelv overwhelsven the most onen-minded nerson.

2. Until we have acquired the ability to perceive eveiy possible way in which the renemb can

express itself, our beliefs will always represent a limited version of what is possible from the
environment's perspective, making our beliefs a stateafenitreality, but not necessarily a definitive
statement of reality.

3. If you find yourself taking exception to the second statement, then considiéiotirebeliefs were a

true, 100-percent accurate reflection of physical reality, then our expectatiand always be



fulfilled. If our expectations were always fulfilled, we would be in a perpetual state of satisfaction.
How could we feel other than happy, joyful, elated, and with a complete sense of well-ipdipgical

reality was consistently showing emactly as we expected it to?

4. If you can accept the third statement as being valid, then the corollary is also true. If we are n
experiencing satisfaction, then we must be operating out of a belief or beliefs that don't yavkler
relative to the environmental conditions. we Takthgse four ideas into consideration, | can now
answer the question, "What is the truth?" The answer is, whatever works. If brepefse limitations

on what we perceive as possible, and the environment can express itself in an infiniteattombfn

ways, then beliefs can only be true relativemioat we are attempting to accomplish at any given
moment. In other words, the relative degree of truth inherent in our beliefs can be measured by how
useful they are. Each of us has internally generated forces (curiosity, needs, wants, desires, goals, anc
aspirations) that compel or motivate us to intevath the physical environment. The particular set of
steps we take to fulfill the object of our curiosity, needs, wants, desires, goals, or aspirations is a
function of what we believe to be true in any given circumstance or situation. Tthatthatever it is,

will determine:

1. the possibilities we perceive in relation to wisavailable from the environment's perspective,
2. how we interpret what we perceive,

3. the decisions we make,

4. our expectations of the outcome,

5. the action we take, and

6. how we feel about the results of our efforts.

At any given moment, if we find ourselves in a state of satisfaction, happiness, or well-beingan relati

to whatever we are attempting to accomplish, we can say that our truth (meaning whatever deliefs w
are operating from) are useful because the process, as stated above, worked. Péneeived was

not only consistent with our objective, it was@lconsistent with what was available from the
environment's perspective. Our interpretation of the information we perceived resulted in @agdecisi
expectation, and action that were in harmony with the environmental situation and circumstarece. Ther
was no resistance or counteracting force offerethbyenvironment (or in our own mind) that would
diminish the outcome we were trying to achieve. As a result, we find ourselves in a stttéauftion,
happiness, and well-being.

On the other hand, if we find ourselves in a state of dissatisfaction, disapgaintitustration,
confusion, despair, regret, or hopelessness, we can say that relative to the environmental situation and
circumstances, the beliefs we are operating from don't work well or at all, and therefore are not useful.
Simply put, the truth is a function of whatever worksetation to what we are trying to accomplish at

any given moment.



CHAPTER 10

THE IMPACT OF BELIEFS ON TRADING

If the external environment can express itself in an infinite combination of ways, then there's really no
limit to the number and types of beliefs availabl®&¢oacquired about the nature of our existence. That

is an elaborate way of saying that there's a lot out there to be learned about. Yet, to make a general
observation about the nature of humanity, | would say that we certainly don't live our livesnnex ma

that is consistent with that statement. If it's tihiat it's possible to believe almost anything, then why

are we always arguing and fighting with each other? Why isn't it all right for all of us to £xpures

lives in a way that reflects what we have learned to believe? There has to be something lsehind ou
relentless attempt to convince others of the validity of our beliefs and to deny the \afithsirs.
Consider that every conflict, from the smallest te targest, from the least to the most significant,
whether between individuals, cultures, societies, or nations, is always the result of conflictirey belief
What characteristics of our beliefs make us intolerant of divergent beliefs?

In some cases, we are so intotgrthat we are willing to kill each other to get our point across. My
personal theory is that beliefs are not only structured energy, but also energy that seems to be
conscious, at least to the extent of having some degree of awareness.

Otherwise, how can we account faur ability to recognizen the outside what isn the inside? How

would we know our expectations are being fulfilled? How would we know when they are not? How
would we know we are being confronted with information or circumstances thaadiohtwhat we
believe? The only explanation | have is that each individual belief has to dvaeeggiality of either
awareness or self-awareness that causes it to function as it does.

The idea of energy that has some degree of awareness may be difficult for manyt@fccept. But

there are several observations we can make abourtdividual and collective natures that support die
possibility. First, everyone wants to be believedidésn't matter what the belief is; the experience of
being believed feels good. | think these positive feelings are universal, meaning that they apply t
everyone. Conversely, no one likes to be disbelieved; it doesn't feel good. If Tl st believe

you," the negative feeling that would resonate throughout your body and mind is also universal. By the
same token, none of us likes to have our beliefs challenged. The challenge feels dtackn
Everyone, regardless of the belief, seems to respond in the same way: THeadgpimase is to argue,
defend ourselves (our beliefs), and, depending on the situation, attack back. When expressing
ourselves, we seem to like being listened to. If we sense our audience isn'tgtyitign, how does it

feel? Not good! Again, | think th response is universal.

Conversely, why is it so difficult to be a good listener? Because to be a good listener, we actually have
to listen, without thinking about how we are going to express ourselves the moment we can either



politely or rudely interrupt the person who's speaking. What's the compelling foind beh inability

to listen without waiting to interrupt? Don't we like being with people with similar beliefs, because it
feels comfortable and secure? Don't we avoid people with dissimilar or conflicting beliefs, because it
feels uncomfortable or even threatening? The bottom line implication is, the moment we acquire a
belief, it seems to take on a life of its own, causing us to recognize and be attractéileoeiss and
repelled by anything that is opposite or contradictory.

Considering the vast number of divergent beliefs that exist, if these feelings of attractmnfort c

and being repelled or threatened are universal, then each belief must somehow be congsious of
existence, and this conscious, structured energy must behave in charaetayistibat are common to

all of us.

THE PRIMARY CHARACTERISTICS OF A BELIEF

There are three basic characteristics you need to understand in order to effectively intadl the
fundamental truths about trading at a functional level in your mental environment:

1. Beliefs seem to take on a life of their own atidrefore, resist any force that would alter their
present form.

2. All active beliefs demand expression.

3. Beliefs keep on working regardless of whether or not we are consciously aware ofistemncexn
our mental environment.

1. Beliefs resist any force that would alter their present formmafe not understand the underlying
dynamics of how beliefs maintain their structuraegrity, but we can observe that they do so, even
in the face of extreme pressure or force. Throughout human history, there are many examples of
people whose belief in some issue or cause was so powerful that they chose to endure indignities,
torture, and death rather than express themsehseway that violated their beliefs. This is certainly
a demonstration of just how powerful beliefs can be and the degree to which they shamesi
attempt to be altered or violated in the slightest way.
Beliefs seem to be composed of a type of energy or force that naturally resists any other force that
would cause them to exist in any form other than their nresent form. Does this meaawitainth
be altered? Absolutely not! It just means that we have to understand how to work witl ¢tiefis
can be altered, but not in the way that most people may think. | believe that once a bdlietriha
formed, it cannot be destroyed. In other words, there is nothing we cant deothd cause one or
more of our beliefs to cease to exist or to evapaati they never existed at all. This assertion is
founded in a basic law of physics. According to Albert Einstein and others in the scientific
community, energy can neither be created nor destroyed; it can only be transformed.



If beliefs are energy—structured, conscious energy that is aware of its existence—then this same
principle of physics can be applied to beliefs, meaning, if we tiy to eradicateitisenot going to

work. If you knew someone or something was trying to destroy you, how woulcegpand? You

would defend yourself, fight back, and possibcome even stronger than you were before you
knew of the threat. Each individual belief ic@amponent of what we coder to be our identity.

Isn't it reasonable to expect that, if threatened, each individual belief would respond in a way that
was consistent with how all the parts respond collebt® The same principle holds true if we tiy to

act as if a particularly troublesome belief doesn't exist. If you woke up one morning and everyone
you knew ignored you and acted as if you didn't exist, how would you respond? hilpnabaldn't

be long before you grabbed someone and got right in their face to try tofemed acknowledge

you. Again, if purposely ignored, each individual beliglf act in the very same way. It will find a

way to force its presence into our conscious thought process or behavior. The edsiesisan
effective way to work with our belig is to gently render them inactive or nonfunctional by drawing

the energy out of them. | call this process de-activation. After de-activation, the original structure of
the belief remains intact, so technically it hasn't changed. The difference is that the belief no longer
has any energy. Without energy, it doesn't have the potential to act as a force on qtiopeste
information or on our behavior. Here is a personal illustration:

As a young child, | was taught to believe in both Santa Claus and the Tooth Fairy. In my mental
system, both of these are perfect examples of what are now inactive, nonfunctional beliefs.
However, even though they are inactive, thely sxist inside my mental system, only now they
exist as concepts with no energy. If you recall from the last chapter, | defined beliefs as a
combination of sensory experience and words that form an energized concept. The energy can be
drawn out of the concept, but the concept itself remains intact, in its original form. However,
without energy, it no ! T.gCl h-15 th? nOt?ptial to act on my perception of inforlYiation or on my
behavior. So, as I'm sitting here typing into my computer, if someone came upatodrsaid that

Santa Claus was at the door, how do you think | would define and interpret thisatdornl

would treat it as being irrelevant or a joke, of course. However, if | were five years old and my
mother told me that Santa Claus was at the front door, her words would have instaetlynegpp

into a huge reservoir of positively charged energy that would have compelled me to jump up and run
to the front door as fast as | could.

Nothing would have been able to stop me. | would have overcome any obstagi@ath. At some

point, my parents told me Santa Claus didn't eKitourse, my first reaction was disbelief. | didn't
believe them, nor did | want to believe them. Eventually, they convinced me. However, the process
of convincing me did not destroy my belief in Santa Claus or cause it not to exist any ifojuger;

took all the energy out of the belief. The belief was transformed into a nonfunctional, inactive
concept about how the world workin not sure where all that energy went, but | know that some

of it was transferred to a belief that Santa Claus doesn't exist.



Now | have two contradictory distinctions about the nature of the world that exist in my mental
system: one, Santa exists; two, Santa doesn't exist. The difference between them is in the amount of
energy they contain. The first has virtually no energy; the second has energy. So from a functional
perspective, there is no contradiction or conflict. | propose that, if it's possible to render one belief
inactive, then it's possible to de-activate any belief, despite the fact that all belief® gesist any

force that would alter their present form. The secret to effectively changing our beliefs is in
understanding and, consequently, believing that we really aren't changing our beliefs; welgre simp
transferring energy from one concept to another concept, one that we findsebrkein helping us

to fulfill our desires or achieve our goals.

2. All active beliefs demand expressiBeliefs fall into two basic categories: active and inactive. The
distinction between the two is simple. Active beliefs are energized; they have enough energy to act
as a force on our perception of information and on our behavior. An inactive beliet ighéu
opposite. It is a belief, that for any number of o#ess no longehas energy, or has so little energy
that it's no longer able to act as a force on how we perceive information or how we express
ourselves. When | say that all active beliefs dednaxpression, | don't mean to imply that every
belief in our mental environment is demanding to express itself simultaneously. For example, if |
ask you to think about what's wrong with the world today, the word "wrong" would bripguto
mind ideas about the nature of the world that reflect what you believe to béngoor disturbing.
Unless, of course, there is nothing about the sthte world you find troubling. The point is, if
there is something you do believe is wrong, you weren't necessarily thinking about those ideas
before | asked the question; but the moment | did, your beliefs about thesenssamtyi moved to
the forefront of your conscious thinking process. In effect, they demanded to be hearthdtsay
beliefs "demand" to be expressed because once something causes us to tap into our beliefs, it seem
as if we can't stop the flood of energy that's reldaghis is especiallyde of emotionally sensitive
issues or beliefs we feel particularly passionate about. You might ask, "Why would | viehd to
back expressing my beliefs?" There could be several reasons. Consider a scenario yowugch
this person is saying something that you completely disagree with, or even éirig aitisurd. Will
you express your truth or hold back? That will depend on the beliefs you haueaddad is proper
in such a situation. If your beliefs dictate that speaking up would be inappropriate, and those beliefs
have more energy than the ones that are being contradicted, then you'll probably kaiddoact
argue openly.

You might be looking at this person (the boss) and nodding your head in agreement. But is your
mind in agreement? More to the point, is younansilent? Absolutely not! Your position on the
issues being presented are effectively countering each point the boss is making. loatbeyaur

beliefs are still demanding expression, but they aren't being expressed externally (in the
environment) because other beliefs are acting as a counteracting; force. However O O ' they will
soon find a way to get out, won't they? As soon as you are out of the situation, yprobalbly



find a way to "unload,” or even spew out youttesiof the argument. Yowill probably describe

what you had to endure to anyone you think will lend a sympathetic earisTdm example of how

our beliefs demand to be expressed when they are in conflict with the external environment. But
what happens when one or more of our beliefs are in conflict with our inteats, deeams, wants,

or desires? The implications of such a conflict can have a profound effect on our trading. As we
have already learned, beliefs create distinctions in how the external environmenpress @self.
Distinctions, by definition, are boundaries.

Human consciousness, on the other hand, seems to be larger than the sum total of everything we
have learned to believe. This "larger than" quadit human consciousness gives us the ability to
think in any direction we choose, either insideoatside of the boundaries imposed by our beliefs.
Thinking outside of the boundaries of our beliefs is commonly referred to as creative thinking.
When we purposely choose to question a beliségtjon what we know), dnsincerely desire an
answer, we make our minds available to receive a "brilliant idea," "inspiration,blatiég" to the

issue at hand. Creativity, bv definition, brings forth something- that didn't we wili€bnition,
automatically) receive ideas or thoughts that are outside of anything that already exists in our
rational mind as a belief or memory.

As far as | know, there is no consensus among artists, inventors, or the religious or scientific
communities as to exactly where creatively generated information comes from. However, what | do
know is that creativity seems to be limitless and without boundaries. If there are any limits on the
ways we can think, we certainly haven't found them yet. Consider the staggering pace at which
technology has developed in the last 50 years alone. Every invention or development in the
evolution of humanity was born in the minds of people who were willing to think outside the
boundaries dictated by what they had learned to ligall of us have #inherent ability to think
creatively (and | believe that we do), then we also have the potential to encounter what | cal
"creative experience." | define a creative experience as the experience of anything new or outside
the boundaries imposed by our beliefs. It could be a new sight—something we've never seen before,
but from the environment's perspective was always there.

Or we could experience a new sound, smell, tastapuch. Creative experiences, like creative
thoughts, inspirations, hunches, and brilliant ideas, can occur as a surprise or can be the result of our
conscious direction. In either case, when we experience them we can be confronted with a major
psychological dilemma. A creative occurrence, whether in the form of a thought or an experience,
can cause us to be attracted to or desire something that is in direct conflict withnoowe @f our

beliefs. To illustrate the point, let's return te txample of the boy and dog. Recall that the boy has
had several painful experiences with dogs. The first experience was real from the environment's
perspective. The others, however, were the result of how his mind processed information (based on
the operation of the association and painavoidance mechanisms). The end result is that he
experiences fear every time he encounters a dog. Let's suppose that the boy was a toddler when he



had his first negatively charged experience.

As he grows up and begins associating specific words and concepts with tosesehe will form

a belief about the nature of dogs. It would be reasonable to assume that he adopted a belief
something like, "All dogs are dangerous.” With the use of the word "all," the boy's belief is
structured in a way that assures that he will avbidags. He has no reason to question this belief,
because every experience has confirmed and reinforced its validity. However, lkegdpmhe else

on the planet) is susceptible to a creative experience. Under normal circumstances, the boy will do
everything possible to make sure he does not encounter a dog. But what if something unexpected
and unintended occurs? Suppose the boy is walking with his parents and, as a result, feels safe and
protected. Now, suppose he and his parents come to a blind corner and cannot see what is on the
other side. They encounter a scene in which several children of about the same age as the boy are
playing with some dogs and, furthermore, they are obviously having adg&adf fun. This is a
creative experience. The boy is confronted with indisputable information that what he belmwes ab

the nature of dogs isn't true. What happens nows?, Fine experience was not at the boy's conscious
direction. He didn't make a decision to willingly expose himself to information that contradicted
what he believed to be true. We might call this an inadvertent creative experience, beegause th
external environment forced him to confront other possibilities that he didn't believe existed.
Second, the experience of seeing other children playing with dogs and not getting hurowihigr

mind into a state of confusion.

After the confusion wears off, meaning as he begins to accept the possibility that not all dogs are
dangerous, several scenarios are possible. Seeing other children his own agédwmitheacould

strongly identify) having such a great time playing with dogs could cause the boy to decide that he
wants to be like the other children and have fun with dogs, too. If thattsaslee this inadvertent
creative encounter has caused him to become attracted to express himself in a way that he formerly
didn't believe was possible (interacting with dogs). In fact, the notion wasmissible that it
wouldn't have even occurred to him to consider it. Now, he not only considers it, he desires it. Will
he be able to express himself in a way that is consistent with his desire? The answer to this question
is a matter of energy dynamics.

There are two forces within the boy that aredirect conflict with each other, competing for
expression: his belief that "all dogs are dangerous" and his desire to have fun and be like the other
children. What he will do the next time he encounters a dog will be determined By vesicnore

energy: his belief or his desire. Given the intensity of the energy in his belief thatogd are
dangerous,” we can reasonably assume that his belief will have far more energy thamehiff des
that's the case, then he will find his next encounter with a dog very frustrating. Even hieougly

want to touch or pet the dog, he'll find that he can't interact with it in any way. The word "all" in his
belief will act as a paralyzing force, pexting him from fulfilling his desire.

He might be well aware of the fact that the dog he wants to pet is not dangereousndriturt him;



but he won't be able to pet it tilnthe balance of energy tips in favor of his desire. If the boy
genuinely wants to interact with dogs, he will have to overcome his fear. This means that he will
have to de-activate his belief that all dogs are dangerous so he can properly install @bbetief

dogs that is more consistent with his desire. Rivew that dogs can express themselves in a wide
range of ways, from loving and gentle to mean and nasty. However, very few dogs on a percentage
basis fall into the mean and nasty category. A good belief for the boy to adopt, then, would be
something like, "Most dogs are friendly, but some can be mean and nasty."

This belief would allow him to learn to recognize characteristics and behavianpatiat will tell

him which dogs he can play with and which ones to avoid. However, the larger issue is, hosv can th
boy de-activate the "all" in the belief that "Albgs are dangerous” so he can overcome his fear?
Remember that all beliefs naturally resist anycdéothat would alter their present form, but, as |
indicated above, the appropriate approach is ndtytdo alter the belief, but rather to draw the
energy out of it and channel that energy into another belief that is better suited topmsepuil o
de-activate the concept the word "all" represents,biby will have to crda a positively charged
experience with a dog; at some point, he will hvstep through his fear and touch one. Doing this
might require a great deal of effort on the boy's part over a considerable amount of time.

Early in the process, his new realization about dogs might be strong enough only to allow him to be
in the presence of a dog, at a distance, and not run away. However, each encounter with a dog, even
at a distance, that doesn't result in a negative outcome will draw more and more of the negative
energy out of his belief that "All dogs are damges.” Eventually, each new positive experience will
allow him to close the gap between himself and a dog, little by little, to the point that he can actually
touch one. From an energy dynampesspective, he will be able touch a dog when his desire to

do so is at least one degree greater in intensity than his belief that all dogs are dangerous.

The moment he actually does touch a dog, it will have the effect of drawing mostrehtaining
negative energy out of the "all" concept and transfer it to a belief that seflischew experience.
Although it's probably not that common, there are people who, for various reasons, are motivated
enough to purposely put themselves through the above described process. However, they may not be
consciously aware of the dynamics involved. People who work through a childhood fear of this
magnitude usually do so somewhat haphazardly over a period of years, without knowimgg for s
exactly how they did it (unless they seek and get competent professional help). Later on, as adults, if
they are asked or if they happen to encountsritugtion that reminds them of their past (for
instance, observing a child who is terrified of dogs), they typically characterize the process they
went through as "I remember when | was afraid of dogs, but | grew out of it." The end féisalt o

first scenario was that the boy worked through his fear by de-activating his limiting belief about the
nature of dogs. This allowed him to express himself in a way that he finds pleasing and that
otherwise would have been impossible. The second scenario that could result frohldlse
inadvertent creative experience with dogs is that he isn't attracted to the ppssipibying with a



dog. In other words, he could not care less about being like the other children or interatting wi
dogs. In this case, his belief that all dogs are dangerous and his new realization that all dogs are not
dangerous will exist in his mental environment as contradictory concepts.

This is an example of what | call an active contradiction, when two active beliefs aredn dire
conflict with each other, both demanding expression. In this example, the first belief exists at a core
level in the boy's mental environment, with a great deal of negatively charged energycdit se
belief is at a more superficial level, and has Méthe positively chargeadnergy. The yhamics of

this situation are interesting, and extremely important. We have stated that beliefs control our
perception of information. Under normal circumstances, the boy would have been perceptuall
blinded to the possibility of interacting with dogs, but the experience of sedieg children

playing with them created a positively charged concept in his mental environment that dogs are not
all dangerous; some can be friendly. However, l'hdone anything to de-activate the "all" in his
belief that "All dogs are dangerous,” and, as far as | know, beliefs have no capacity to de-activate
themselves.

As a result, beliefs exist in our mental environment from the moment they rar¢éobithe moment

we die, unless we consciously take steps to dedetthem. However, in i1scenario, the boy has

no desire and consequently no motivation to step through his fear. Therefdrey ikdeft with an

active contradiction where his minimally charged belief that not all dogs are dangerous gives him
the ability to perceive the possibilibf playing with a dog, but higowerfully charged belief that all

dogs are dangerous still causes him to experience some level of fear evdrg énmeunters a dog
(maybe not enough fear to cause him to run in teb@cause some of thaafewill be offset by the

other belief, but there will certaly be enough fear to causgr@at deal of discomfort).

The ability to "see" and consequently know thaitaation is not dangerous, but at the same time

find ourselves immobilized with fear, can be quite baffling if we don't understand that what we
discover as the result of thinking creatively or realize from an inadvertent creative experience
doesn't necessarily have enough energy to become a dominant force in our mental environment. In
other words, our new awareness or discovery could very well have enough energy to act as a
credible force on our perception of informatidhereby causing us to perceive possibilities that
would otherwise be invisible; but it might not haaough energy to act as a credible force on our
behavior. In making this statement, | am operating out of the assumption that it takes moréoenergy
act or express ourselves than the amount of energy it takes to observe something.

On the other hand, new awareness and discoveries instantly and effortlessly become dominant
forces if there's nothing inside us that's in cohfkith them. But if there are conflicting beliefs and

we aren't willing to de-activate the conflicting forces (expending some effort), especially if they're
negatively charged, then acting on what we'veadisted will be a strugglat the very least, and
perhaps down right impossible. What | have just described is the psychological dilemma that
virtually every trader has to resolve. Let's say paune a firm grasp of the nature of probabilities



and, as a result, you "know" that the next tradenigpbyi another trade in a series of trades that has a
probable outcome. Yet you find yous#ll afraid to put that next tradon, or you're still susceptible

to several of the fear-based trading errors weigeussed in previous chapters. Remember that the
underlying cause of fear is thetpotial to define and interpret mk&t information as threatening.
What is the source of our potential to interpretkatinformation as threatening? Our expectations!
When the market generates information that doesn't conform to what we expect, the up and down
tics seem to take on a threatening quality (become negatively charged). Consequently, we
experience fear, stress, and anxiety. What is thenlying source of our expectations? Our beliefs.

In light of what you now understand about the nature of beliefs, if you are still experiencing
negative states of mind when you trade, you can assume there's a conflict betategomuwknow"

about probable outcomes and any number of other beliefs in your mental envirdhateate
arguing (demanding expression) for something else. Keep in mind that all active beliefs demand
expression, even if we don't want them to. To think in probabilities, g@a to believe that every
moment in the market is unique, or more specifically, that every edge has a uniquesoifttteen

you believe at a functional level that every edge has a unique outcomengnieatiit's a dominant

belief without any other beliefs arguing for something different), you will experience a state of mind
that is free of fear, stress, and anxiety when you trade. It really can't workhenyvay. A unique
outcome is not something we have already experienced, therefore it is not sometlsg already

know. If it were known, it could not be defined as unique.

When you believe that you don't know what is going to happen next, whalyex@cyou expecting

from the market? If you said "I don't know," you are absolutely right. If you believe thattsogne

will happen and that you don't need to know exactly what that something is tonmaley, then

where s the potential to definecamterpret market information dkreatening and painful? If you

said "There is none," you are absolutely right again. Here is one more example of how beliefs
demand expression. Let's look at a situation where a child's first encounter with a dog was a very
positive experience. As a result, he has absolutely no problem interacting with dogedaioy d

that matter), because he has not encountered one that's unfriendly. Therefore, he haph¢aoonc
energized belief) that it is possible for a dog to inflict any damage or cause him to experience pain
As he learns to associate words with his memories, he will probably acquire a belief alomgsthe

of "all dogs are friendly and fun." Therefore, every time a dog comes into his field of assrtns

belief will demand expression. Fradime perspective of someone who fi with a do?, it will seem as if
this child has an attitude of reckless abandon.

If you tried to convince the child that he'll get bitten someday if he doesn't exeratgen cais

belief will cause him to either discount or completely disregard your advice. His respondebeoul
something like "No way!" or "It can't happen to me." Let's say at some point in his life he
approaches an unfamiliar dog that wants tddéealone. The dog growls. The warning will go
unheeded and the dog attacks the boy. From the p#kspef the boy's belief system, he's just had



a creative experience. What effect will this experience have on his belief that "all dogs are friendly"?
Will he now be afraid of all dogs as the child in the first example was?

Unfortunately, the answers to these questions are not cut and dried, because there may be other
beliefs, also demanding expression, that don't have anything specificallyithddogs that come

into play in a situation like this. For example, athf this child has a highly developed belief in
betrayal (he believes he's been betrayed by sangesignificant people in some very significant
situations that have caused him to experience intense emotional pain). If hetessbeiattack by

this one dog as a "betrayal" by dogs in general (in essence a betrayal of his belief in dogs), then he
could easily find himself afraid of all dogs.

All of the positive energy contained in his original belief could instantly be transformed into
negatively charged energy. The boy could justify ghit with a rationalization like "If one dog can

betray me, then any dog can."” However, | do think this is an extreme and very unlikely occurrence.
What is more likely is the wortall" in his original belief will instantly be de-activated and that
energy will get transferred to a new belief that better reflects the true nature of dsgsewh
experience caused an energy shift that forced him to learn something about the nature of dogs that
he otherwise refused to consider possible.

His belief in the friendliness of dogs remains @btdde will still play with dogs, but he will now
exercise some discretion by consciously looking for signs of friendliness or unfriendliness. | think
that a fundamental truth about the nature of our existence is every moment in the market, as well as
in evervdav life, has elements of what we know (similarities) and elements that we don't or can't
know because we haven't experienced it yet. Until we actively train our minds to expect a unique
outcome, we will continue experiencing only what we know; everything dllser(mformation and
possibilities that are not consistent with what kmew and expect) will pass us by, unperceived,
discounted, distorted, outright denied, or attacked. When you truly believe that yonesmh'to

know, you will be thinking in probabilities (the market perspective) and will have no reason to
block, discount, distort, deny, or attack anything the market is offering about itdiglote move in

any particular direction. If you are not experiencing the quality of rhéneedom implied in that
statement, and it is your desire to do so, then you must take an active role in aunimgind to

believe in the uniqueness of each moment, and you must de-activate any other belief that argues for
something different. This process isn't any diffeffeoitn the one the boy in the first scenario went
through, nor is it going to happen by itself. He veahto interact with dogs without fear, but to do

so he had to create a new belief and de-activate the conflicting ones. This is the secret to achieving
consistent success as a trader.

3. Beliefs keep on working regardless of whether we are consciously aware of their existence in our
mental environmentln other words, we don't have to actively remember or have conscious access
to any particular belief for that belief to act as a force on our perception of information or on our



behavior. | know it s hard to "believe" that something we can't even remembetilcaave an

impact on our lives. But when you think about it, much of what we learn throughout our lives is
stored at an unconscious or subconscious level. If | asked you to remember each specific skill you
had to learn so that you could drive a car with confidence, chances are you weaidmtber all

the things you needed to concentrate and focus on while you were in the process af. |€amin

first time | had the opportunity to teach a teenager how to drive, | was absolutely amazed at how
much there was to learn, how much of the process | took for granted and no longer thought about at
a conscious level. Possibly the best example thatiites this characteristic is people who drive
under the influence of alcohol. On any given day or night, there are probably thouspedglef

who have had so much to drink that they have no idea that they have no conscious awahnemess of
they drove from point A to point B. It is difficult to imagine how this is possible, unless you
consider that driving skills and one's belief in his ability to drive operate automatically on a much
deeper level than waking consciousness. Certainly, some percentage of these deuslgelrinto
accidents, but when you compare the accident rate with the estimated number of people driving
under the influence of alcohol, it's remarkable that there aren't a great many more accidents. In fact,
a drunk driver is probably most likely to cause an accident when he either falls asleeptbmgpme
requires a conscious decision and a fast reactiasthkr words, the driving conditions are such that
operating out of one's subconscious skills is not enough.

SELF EVALUATION AND TRADING

How this characteristic applies torawading is also quite profound. The trading environment offers us

an arena of unlimited opportunities to accumulate wealth. But just because the money is available and
we can perceive the possibility of getting it, that doesn't necessarily mean that we (as indivalals)

an unlimited sense of selfvaluation. In other words, there could be a huge gap betweendino

money we desire for ourselves, how much we perasiegailable, and how much we actually believe

we are worth or deserve. Everyone has a sense of self-valuation. The eagitstiescribe this sense

is to list every active belief, both conscious and subconscious, that has the potential to argue either for
or against accumulating or achieving greater and greater levels of success and prosperity. Then match
the energy from the positively chargeeliefs against the energy fronethegatively charged beliefs. If

you have more positively charged energy arguing for success and prosperity than Ijedeinged

energy arguing against them, then you have a positive sense of self-valuation. Otherwise, you have a
negative sense of self-valuation. The dynamics of how these beliefs interact with one @notie

nearly so simple as I'm making it sound. In fact, it can be so complex that it could takeofyear
sophisticated mental work to organize and sort out. What you need to know is that at& alm
impossible to grow up in any social environment and not acquire some negativglgdchaliefs that

would argue against success or accumulating vast sums of money.



Most of these self-sabotaging beliefs have long been forgotten and operatdatrassious level, but

the fact that we may have forgotten them doesrdn they've been de-activated. How do we acquire
self-sabotaging beliefs? Unfortunately, it's extremely easy. Probably the most common way is when a
child engages in some activity that a parent or teacher doesn't want him to do emttithecidently

injures himself. Many parents, to get their point actoghe child, will respond to a situation like this

by saying, "This (whatever pain you are experiencing) wouldn't have happened to you if you didn
deserve it," or "You disobeyed me and look what happened, God punishedlfieugroblem with
making or hearing statements like this is that there's a potential for the child to associate every future
injury with these same statements and, subsequently, form a belief that he mushwer#myperson,
undeserving of success, happiness, or love. Anything we feel guilty about caanhadieerse effect on

our sense of self-worth.

Usually guilt is associated with being a bad person, and most people believe that bad people should be
punished, certainly not rewarded. Some religions teach children that having a lot ofisminggdly

or spiritual. Some people believe that making money in certain ways is wrongheugh it may be
perfectly legal and moral from society's perspective. Again, you may not haveifa speallection of
learning something that would argue against the success you perceive as possidedoesn't mean

that what you learned is no longer having aeaffThe way these subconscious self-sabotaging beliefs
manifest themselves in our trading is usually in the form of lapses in focus or concentestidtimg

in any number of trading errors, like putting in a buy for a sell or vice versa, or @lgwurself to

give in to distracting thoughts that compel youei@ve the screen, only to find out when you return that
you missed the big trade of the day.

I've worked with many traders who achieved various levels of consistent success, but found they just
couldn't break through certain thresholds in acquiring equity. They disdoaeriavisible but very real

barrier similar to the proverbial glass ceiling that many women executives experience in the corporate
world. Every time these traders hit the barrier, they experienced a significant draw down, regardless
the market conditions. However, when asked abouwit Whppened, they typibablamed their sudden

run of bad luck on just that—Iluck or the vagaries of the market. Interestingly, thegllyypieated a
steadily rising equity curve, sometimes over a period of several months, and the sigmhiéieadbwn

always occurred at the same spot in their equity curve.

| describe this psychological phenomenon as being in a "negative zone." As magicatigegsaan

flow into a trader's accounts when he is "in the zone," it can just as easily flow out, if he is itivenega
zone where unresolved self-valuation issues mysteriously act on his peroejptiformation and
behavior. | am not implying here that you have to de-activate every belief that wouldagjost

your ever-expanding positive sense of selfvaluation, because you don't. But yduerauwsdre of the
presence of such beliefs, and take specific steps in youmgregfjimen to compensate when they start
expressing themselves



CHAPTER 11

THINKING LIKE A TRADER

If you asked me to distill trading down to its simgiléorm, | would say that it is a pattern recognition
numbers game. We use market analysis to ident&p#iterns, define the risk, and determine when to
take profits. The trade either works or it doesn't. In any case, we go on to die next trade. It's that simple,
but it's certainly not easy. In fact, trading is probably the hardest thini geet attempt to be
successful at. That's not because it requires intellect; quite the contrary! But because ttoe! ritndné

you know, the less successful you'll be.

Trading is hard because you have to operate in a state of not having to know, even though your analysis
may turn out at times to be "perfectly” correct. To operate in a state of not having to know, you have to
properly manage your expectations. To properly manage your adpast you must realign your
mental environment so that you believe without a shadow of a doubt in the five fundamental truths. In
this chapter, | am going to give you a trading exerths¢ will integrate these truths about the market

at a functional level in your mental environment. In the process, I'll take you throuthingbetages of
development of a trader.

The first stage is themnechanicabktage. In this stage, you:

1. Build the self-trust necessary to operate in an unlimited environment.
2. Learn to flawlessly execute a trading system.

3. Train your mind to think in probabiks (the five fundamental truths).

4. Create a strong, unshakeable belief in your consistency as a trader.

Once you have completed this first stage, you can then advancedabfbetivestage of trading. In

this stage, you use anything you have ever lehmadsout the nature of mi@et movement to do
whatever it is you want to do. There's a lot of di@® in this stage, so you will have to learn how to
monitor your susceptibility to make the kind of tradergors that are the result of any unresolved self-
valuation issues | referred to in the last chapter. The third stageimdttitiee stage. Trading intuitively

is the most advanced stage of development. It is the trading equivalent of earning a Iblacthbe
martial arts.

The difference is that you can't try to be intuitilb®cause intuition is spontaneous. It doesn't come
from what we know at a rational level. The rational part of our mind seems to be inhersitrlstfuil

of information received from a source that it doesn't understand. Sensing that something is about to
happen is a form of knowing that is very different from anything we know rationally. I've worked with
many traders who frequently had a very strongitintisense of what was going to happen next, only



to be confronted with the rational part of themselves that consistently, arguadotber course of

action. Of course, if they had followed their iion, they would have experienced a very satisfying
outcome. Instead, what they ended up with was usually very unsatisfactory, especially when compared
with what they otherwise perceived as possible.drig way | know of thayou can try to be intuitive

is to work at setting up a state of mind most conducive to receiving and acting on your intuitive
impulses.

THE MECHANICAL STAGE

The mechanical stage of trading is specificallgigeed to build the kind of trading skills (trust,
confidence, and thinking in probabilities) that will virtually compel you to create consistent results. |
define consistent results as a steadily rising equity curve with only minor draw downs that are the
natural consequence of edges that didn't work. Other than finding a patteputthdbhe odds of a
winning trade in your favor, achieving a steadily rising equity curve is a function of systematically
eliminating any susceptibility you may have to making the kind of fear, euphoric or self-valuation
based trading errors | have described throughout this book. Eliminating the errors and expanding your
sense of self-valuation will require the acquisitadrskills that are all psychological in nature.

The skills are psychological because each one, in its purest form, is simply a belief. Remember that the
beliefs we operate out of will determine our statemind and shape our experiences in ways that
constantly reinforce what we already believe to be true. How truthful a belief isvgetatithe
environmental conditions) can be determined by how well it serves us; that dggiee to which it

helps us satisfy our objectives.

If producing consistent results is your primary objective as a trader, then creating a luelrefcjaus,
energized concept that resists change and demands expressidh)atinad consistently successful
trader" will act as a primaiy source of energy thaill winanage your perceptions, interpretations,
expectations, and actions in ways that satisfybiléef and, consequentlytie objective. Creating a
dominant belief that "I am a consistently successful trader" requires adherence to several principles of
consistent success. Some of these principles will undoubtedly be in direct conflict with some of the
beliefs you've already acquired about trading. If this is the case, then what you have is a classic
example of beliefs that are in direct conflict with desire.

The energy dynamic here is no different from what it was for the boy who wanted to be ldtbehe
children who were not afraid to play with dogs. He desired to express himself intaatag found, at

least initially, virtually impossible. To satisfy his desire, he had to step into an active process of
transformation. His technique was simple: He tried as hard as he could to stay focused loa was

trying to accomplish and, little by little, he deti@ated the conflicting belief and strengthened the
belief that was consistent with his desire.

At some point, if that is your desire, then you will have to step into the process of transforming yourself



into a consistent winner. When it comes to personal transformation oftamportant ingredients are

your willingness to change, the clarity of your infesmd the strength of your desire. Ultimately, for

this process to work, you must choose consistency over eveiy other reason or justification you have
trading. If all of these ingredients are sufficiently present, then regardless of the internal obstacles you
find yourself up against, what yalesire will eventually prevail.

Observe Yourself

The first step in the process of creating consistency is to start noticinggevtyag thinking, saying, and

doing. Why? Because everything we think, say, or do as a trader contributes to and, therefore,
reinforces some belief in our mental system. Because the process of becoming consistent is
psychological in nature, it shouldn't come as a surprise that you'll hatart paying attention to your
various psychological processes. The idea is eventually to learn to become an objsetiver aif

your own thoughts, words, drdeeds. Your first line of defenseasigst committing a trading error is to

catch yourself thinking about it. Of course, the last line of defense is to catch youtkelfact. If you

don't commit yourself to becoming an observer gséhprocesses, your realizations will always come
after the experience, usually when you are in a state of deep regret and frustration.

Observing yourself objectively implies doing it withgutging about yourself. This might not be so
easy for some of you to do considering the harsh, judgmental treatment youveagdeved from

other people throughout your life. As a result, one quickly learns to associate any mistake with
emotional pain. No one likes to be in a statemiotional pain, so we typically avoid acknowledging
what we have learned to define as a mistake for as long as possible.

Not confronting mistakes in our everyday lives usually doesn't havsatime disastrous consequences

it can have if we avoid confronting our mistakes as traders. For example, when | am workithgowith f
traders, the analogy | use to illustrate how precaréosguation they are in is to ask them to imagine
themselves walking across a bridge over the Grand Canyon. The width of the bridge is directly related
to the number of contracts they trade. So, for example, for a one-contract trader the bridge is very wide,
say 20 feet. A bridge 20 feet wide allows you a great deal of tolerance for error, so yoausttt e
inordinately careful or focused on each step you take. Still, if you do happen tdestmd trip over

the edge, the drop to the canyon floor is one mile.

I don't know how many people would walk across a narrow bridge with no guardrails, where the
ground is a mile down, but my guasgelatively few. Similarly, few peple will take the kinds of risks
associated with trading on the floor of the futures exchanges. Certainly a one-contract floor trader can
do a great deal of damage to himself, not unlike falling off a mile-high bridge. But a one-coattact t

also can give himself a wide tolerance for errors, miscalculations, or unusually vialdat moves

where he could find himself on the wrong side. On the other hand, one of the Hfiggestders |

ever worked with trades for his own account with an average position of 500 Treasurytooesl dt a



time. He often puts on a positionwéll over a thousand contracts.

A position of 1,000 T-bond contracts amounts to $31,500 per tic (the smallest incremental price change
that a bond contract can make). Of course, T-bond futures can be very volatile and can trade several
tics in either direction in a matter of seconds. As the size of a traders position increases, the width of
our bridge over the Grand Canyon narrows. In ¢hse of the large bond trader, the bridge has
narrowed to the size of a thin wire. Obviously, he has to be extremely well-balanced andused fo

on each step that he takes. The slightest misstep or gust of wind could cause HiwfftthEawire.

Next stop, one mile down. Now, when he's in the trading pit, that tiggtep or slight gust of wind is

the equivalent to one distracting thought. That's all, just a thought or anything else where he allows
himself to lose his focus for even a second or two. In that moment of disttdetiaould miss his last
favorable opportunity to liquidate his position.

The next price level with enough volume to take him out of his trade could be seveamaldicsither
creating a huge loss or forcing him to give a substantial winning trade back to the market. If groducin
consistent results is a function of eliminating errénen it is an understatement to say that you will
encounter great difficulty in achieving your objective if you can't acknowledge a mistake. §hpviou

this is something very few peoptan do, and it accounts for why there are so few consistent winners.

In fact, the tendency not to acknowledge a mistake is so pervasive throughout mankind, it could lead
one to assume that it's an inherent characteristwofan nature. | do not believe this is the case, nor

do | believe we are born with the capacity to ridicule or think less of ourselvesakingra mistake,
miscalculation, or error. Making mates is a natural function of living and will continue to be until we
reach a point at which:

1. all our beliefs are in absolute harmony with our desires, and

2. all our beliefs are structured in such a way that they are completely consistent with whatamorks fr
the environment's perspective.

Obviously, if our beliefs are not consistent with what works from the envinotsnperspective, the
potential for making a mistake is high, if not inable. We won't be able to perceive the appropriate

set of steps to our objective. Worse, we won't be able to perceive that what we want may not be
available, or available in the quantity we desire or at the time when we want it.

On the other hand, mistakes that are the resultlaf&e¢hat are in conflict with our objectives aren't
always apparent or obvious. We kntivey will act as opposg forces, expressing their versions of the
truth on our consciousness, and they can do that in many ways.

The most difficult to detect is a distracting thought that causes a momentary lapse in focus or
concentration. On the surface this may not sound significant. But, as in tbgyaotthe bridge over

the canyon, when there's a lot at stake, even a slightly diminished capacity to stay focussdlicizn

an error of disastrous proportions. This principle applies whether it's trading, sporting events, o
computer programming. When our intent is clear and undiminished by any opposing energy, then our



capacity to stay focused is greater, and the mkeéylit is that we willaccomplish our objective.

Earlier | defined a winning attitude as a positive expectation of our efforts, with an aceefitah
whatever results we do get are a perfect reflection of our level of development and what we need to
learn to do better. What separates the "consisterght'gathletes and performers from everyone else is
their distinct lack of fear of making a mistake. The reason they aren't afraid is that theyadergt h
reason to think less of themselves when they do make a mistake, meaning thiesndoa'teservoir of
negatively charged energy waiting to well up and pounce on their conscious thought process like a lion
waiting for the right moment to pounce on its intended prey. What accounthigourtcommon
capacity to quickly move beyond theirrors without criticizing themselves?

One explanation may be that they grew up with extremely unusual parents, teachevachad, avho

by their words and examples taught them to correct their miscalculations and errors with genuine love,
affection, and acceptance. | say "extremely unusual” because many of us grew uptuiid ppposite
experience. We were taught to correct our mistakemiscalculations with anger, impatience, and a
distinct lack of acceptance. Is it possible that, for the great athletes, their past positive experiences with
respect to mistakes caused them to acquire a belief that mistakes simply point the way to where they
need to focus their efforts to grow and improve themselves? With a belief like that, thereiscea$o
negatively charged energy and consequently no source for self-denigrating thoughts.

However, the rest of us, who did grow up experieg a plethora of negative reactions to our actions,
would naturally acquire beliefs about mistakes: "Mistakes must be avoided at all cdstse' filust be
something wrong with me if | make a mistake," "I must be a screw-up," or "I must be arbad f |

make a mistake.” Remember that every thought, word, and deed reinforces some belief we have about
ourselves. If, by repeated negative self-criticism, we acquire a belief that'see&e/-ups,” that belief

will find a way to express itself in our thoughts, causing us to become distracted and to screw up; on
our words, causing us to say things about ourselves or about others (if we notice the same
characteristics in them) that reflect our belief; and on our actions, causing us to behavetiratags

overtly self-sabotaging. If you're going to become a consistent winner, mistakesxcstnn the kind

of negatively charged context in which they are held by most people.

You have to be able to monitor yourself to some degree, and that will foaltif do if you have the
potential to experience emotional pain if and when you find yourself iprdeess of making an error.

If this potential exists, you have two choices:

1. You can work on acquiring a new set of positively charged beliefs abouitwihaans to make a
mistake, along with de-activating any negatively charged beliefs that would algareriee or cause
you to think less of yourself for making a mistake.

2. If you find this first choice undesirable, you can compensate for the potential to makdetias
way you set up your trading regime.



This means that if you're going to trade and not monitor yourself, but at the same time you desire
consistent results, then trading exclusively from the mechanical stage will resolve the dilemma.
Otherwise, learning how to monitor yourself is a relatively simple process once you have rid yourself
of negatively charged energy associated with mistakes. In fact, it's easy. Alayeuohdo is decide

why you want to monitor yourself, which means you first need to have a clear purposelif\thien

you're clear about your purpose, slyngtart directing youattention to what you think, say, or do.

If and when you notice that you're not focused on your objective or on the incrementalosteps t
accomplish your objective, choose to redirect your thoughts, words, or actionsvay ghat is
consistent with what you are trying to accomplish. Keep redirecting as often as necHssanore
willfully you engage in this process, especially if you can do it with some degremwatiton, the

faster you will create a mental framework free to function in a way that is consistent with your
objectives, without any resistance from conflicting beliefs.

THE ROLE OF SELF-DISCIPLINE

| call the process | just describeself-discipline.l define self-discipline as a mental technique to
redirect (as best we can) our focus of attention to the object of our goal @&, ddsen that goal or
desire conflicts with some other component (belief) of our mental environment. The first thing you
should notice about this definition is that s#iécipline is a technique to create a new mental
framework. It is not a personality trait; people drdorn with self-discipline. In fact, when you
consider how | define it, being born with discipline isn't even possible. Howevetgakraque to be

used in the process of personal transformation, anybody can choose to use setfedist@pé is an
example from my life that illustrates the underlying dynamics of how this technique works. In 1978 |
decided that | wanted to become a runner.

| don't exactly remember what my underlying motivation was, except that | had spent the previous
eight years in a very inactive life style. | wasn¥olved with any sports or hobbies, unless you call
watching television a hobby. Previously in both hgghool and at least part of college | was very
active in sports, especially ice hockey. However, coming out of college, my life was unfolding in the
way that was very different from what | had expected. It was not to my liking, but at the time | felt
powerless to do anything about it. This led to aquedf inactivity, which is a nice way of saying that |

was severely depressed. Again, I'm not sure what prompted me to suddenly waotne berunner
(maybe | saw some TV program that sparked my interest).

| do, however, remember that the motivation was verv strong. So, | went out and bought myself some
running shoes, put them on, and went out to run. The first thing | discovered was than't clouitd |

didn't have the physical stamina to run more than fifty or sixty yards. This was very surpresdrgt

realize, nor would | have ever believed, that | was so out of shape that | couldn't run even a hundred
yards. This realization was so disheartening thaitih't attempt to run agaifor two or three weeks.



The next time out, | still couldn't run more than fifty or sixty yards. | tried adméxt day with, of
course, the same result.

| became so discouraged about my deterioratedigdlycondition that | didn't run again for another

four months. Now, it's the spring of 1979. I'm once again determined to become a runner, but, at the
same time, very frustrated with my lack of progress. As | was contemplating my dilemnayriedc

to me that one of my problems was that | didn't have a goal to work towards. Saying that | wanted to be
a runner was great, but what did that mean? | really didn't know; it was too vague and abstract. | had to
have something more tangible to work towards.

So | decided that | wanted to be able to run five miles by the end of the summer. Five miles seemed
insurmountable at the time, but thingithat | might be able to dogenerated a lot of enthusiasm. This
increased level of enthusiasm gave me enough impetus to run four times that week. At the end of this
first week, |1 was really surprised to discover even a little bit of exercise improved my stamina and
ability to run a little farther each time. This creaga@n more enthusiasm, so | went out and bought a
stop watch and blank book to be used as a running diary. | set up a two-mile coursetkaadofiia

each quarter mile. In the diary | entered the date, my distance, my time, and how | felt phgatally

time | ran. Now | thought | was well on my way to fhe miles, until | literally ran into my next set of
problems.

The biggest were the conflicting and distracting thoughts that flooded my consciousmgsse/é

decided | wanted to go out and run. | was amazed at the number (and intensity) of thel feaschs

for not doing it: "It's hot [or] cold aside,” "It looks like it's going to rain," "I'm still a little tired from

the last time | ran (even though it was three days ago),” "Nobody else | know is doing this," or the most
prevalent, "I'll go as soon as this TV program is over" (of course | never went). | didwtany other

way to deal with this conflicting mental energy except to redirect my consciousattentvhat | was

trying to accomplish. | really wanted to get to five miles by the end of the sumnmaund that
sometimesny desire was stronger than the conflict. As a result, | managed to get my running shoes on,
actually step outside, and start running. However, more times than not, my conflictidg&acting
thoughts caused me to stay put. In fact, in the beggnstages, | estimate that two-thirds of the time |

was unable to get past the conflicting energy.

The next problem | encountered was that when | started approaching the point where | was able to run
one mile, | was so thrilled with myself that itaured to me | was going to need an additional
mechanism to get me to the five miles. | reasoned that once | got to the point where | could run two or
maybe three miles, | would be so overwhelmingly pleased with myself that | wouldn't feel any need to
fulfill my five-mile objective. So | made a rule fanyself. You could call it the five-mile rule. "If |
managed to get my running shoes on and get outside in spite of all the conflicting thoughts trying to
talk me out of it, | committed mysetd running at least one step fartligan the last time | ran.” It was
certainly all right if 1 ran more than one step further, but it couldn't be less than onecteatter

what. As it turns out, | never broke this rule, and by the end of the summer, | madesitrioldis.



But then, something really interesting and completely unanticipated happepesl lbgbt there. As |

got closer to fulfilling my five-mile objective, little bittle, the conflicting thoughts began to dissipate.
Eventually they didn't exist at all. At that point, | found that if | wanted to run, | was completelyofr

do so without any mental resistance, conflict, or competing thoughts. Given what a strogdlbeen,

| was amazed (to say the least). The result: | wertbamin on a very regular basis for the next 16
years. For those of you who may be interested, | don't run so much nouwsddne years ago |
decided to start playing ice hockey again.

Hockey is an extremely strenuous sport. Sometimes | play as many as four times a weekri@pnside
my age (ovem\j) and the level of exertion the sport requires, it usually takes me a day or two to
recover, which doesn't leave much room for running any more. Now, if you takeepesences and

put them into the context of what we now understand about the nature of beliegfgrtharnumber of
observations we can make:

1. Initially, my desire to be a runner had no foundatbsupport in my mental system. In other words,
there was no other source of energy (an energized concept demanding eXpcessistent with my

desire.

2. | actually had to do something to create that support. To create a belief that "lramerd required

that | create a series of experiences consistent with the new belief. Remembeeytaing we think,

say, or do contributes energy to some belief in our mental system. Each time | experienced a
conflicting thought and was able to successfully refomu my objective, with enough conviction to get

me into my running shoes and out the door, | added energy to the belief that "I am a runner."” And, just
as important, | inadvertently drew energy away fadhof the beliefs that would argue otherwise. | say
inadvertently because there are various techniques specifically designed to identify and dae-activat
conflicting beliefs, but at that time in my life, | didn't understand the underlying dynamics of the
process of transformation | was going through. So, it wouldn't have occurred to me toyeseil of

such techniques.

3. Now | can effortlessly (from a mental perspective) express myself as a runner, because "l am a
runner.” That energized concept is now a functionpag of my identity. When 1 first started out, |
happened to have a number of conflicting beliefs about running. As a result, | needed the technique of
self-discipline to bfCCITic One. Now | don't need self-discipline because "bHn" a. rjtiiarho IL -

~0 am." When our bfeliers are completely aligrneith our goals or desires, there's no source of
conflicting energy. If there's no source of conflicting energy, then there's no sgfudistracting
thoughts, excuses, rationalizations, justificatj@ramistakes (conscious or subconscious).

4. Beliefs can be changed, and if it's possible to change one belief, then itéeptmsshange any

belief, if you understand that you really aren't changing them, but are only tramsésreirgy from one
concept to another. (The form of the belief targeted for change remains intact.) Therefore, two
completely contradictory beliefs can exist in your mental system, side by sidié.yBu've drawn the



energy out of one belief and completely energized the other, no contradiction exists frartioadlin
perspective; only the belief that the energy will have the capacity to act as a force on yooir state
mind, on your perception and interpretation of information, and your behavior. Now, ¢hpuspbse

of trading mechanically is to tramsfm yourself into a consistently successful trader. If there's anything
in your mental environment that's in conflict with the principles of creating the belieflthat a
consistently successful traderthen you will need to employ the technique of self-discipline to
integrate these principles as a dominant, functioning part of your identity. Once ttipl@silhecome

"who you are," you will no longemeed self-discipline, because th@cess of "being consistent" will
become effortless. Remember that consistency itheatame as the ability puut on a winning trade,

or even a string of winning trades for that matter, because putting on a winning trade requires
absolutely no skill. All you have to do is guessrectly, which is no different than guessing the
outcome of a coin toss, whereas consistency is a state of mind that, once achieved, won't allow you to
"be" any other way. You won't have to try to be consistent because it will be a naturahfohgtowur
identity. In fact, if you have tdry, it's an indication that you haven't completely integrated the
principles of consistent success as dominant, unctedliceliefs. For example, predefining your risk is

a step in the process of "being consistent." If it takes any special effort to predefine your risk, if you
have to consciously remind yourself to do it, if you experience any conflictmglits (in essence,
trying to talk you out of doing it), or if you find yourself in a trade where you haven'éfimed your

risk, then this principle is not a dominant, functioning part of your identityn'lt'i@ho you are.” If it

were, it wouldn't even occur to you not to predefine your risk. If and when all of the sources of conflic
have been de-activated, there's no longer a potential for you to "be" any other wayvadwace a
struggle will become virtually effortless. At that point, it may seem to other people that you are so
disciplined (because you can do something they fiffetdlit, if not impossible), but the reality is that

you aren't being disciplined at all; you are simply tiorang from a different set of beliefs that compel

you to behave in a way that is consistent with your desires, goals, or objectives.

CREATING A BELIEF IN CONSISTENCY

Creating a belief thatl am a consistent winneris the primary objective, but like my intention to
become a runner, it's too broad and abstract to implement without breaking it dowarstep-by-step
process. So what I'm going to do is break this belief down into its smallest definable parts and then give
you a plan to integrate each part as a dominant belief. The following sub-beliefs are the building
Thinking Like a Traded85 blocks that provide the underlying structure for what it means "to be a
consistent winner."



| AM A CONSISTENT WINNER BECAUSE:

1. | objectively identify my edges.

2. | predefine the risk of every trade.

3. I completely accept risk or | am willing to let go of the trade.

4. | act on my edges without reservation or hesitation.

5. | pay myself as the market makes money available to me.

6. | continually monitor my suseptibility for making errors.

7. | understand the absolute necessity of these pdiples of consistent sccess and, therefore, |
never violate them.

These beliefs are the seven principles of consistency. To integrate these principles rinteryal
system at a functional level requires that you purpaselgite a series of experiences that are consistent
with them. This is no different from the boy who wanted to play with dogs or my desire to be a runner.
Before he could play with a dog, the boy first hHadnake several attempts just to get close to one.
Eventually, as the balance of energy in his mental system shifted, he could play with dogs without any
internal resistance. To become a runner, | had to create the experience of running in spite of everything
inside me that argued otherwise. Eventually, as the energy shifted more and more in fagane thi
definition of myself, running became a natural expression of my identity.

Obviously, what we're trying to accomplish here is far more complex than becoming a runner or petting
a dog, but the underlying dynamics of the process are identical. We'll start with a specific objective.
The first principle of consistency is the belief, "lj@ttively identify my edges." The key word here is
objectively.Being objective means there's no potential to define, interpret, and therefore perceive any
market information from either a painful or euphoric perspective.

The way to be objective is to operate out of beliefs that keep your expectations neutral andso alway
take the unknown forces into consideration. Remember, you have to specificallyotramind to be
objective and to stay focused in the "now moment opportunity fl@ur'minds are not naturally wired

to think this way, so to be an objective observer you have to learn to thinktfi@mmarket's
perspective. From the market's perspective, theralarays unknown forces (traders) waiting to act on
price movement. Therefore, from the market's perspective, "every moment is truly unique," eve
though the moment may look, sound, or feel exactly the same as some moment logged away in your
memory bank.

The instant you either decide or assume you know what's going to happen nexil) yotomatically

expect to be right. However, what you know, at least at the rational level of thinking)lgdaake into
consideration your unique past, which may not have any relationship to what is aletmisning

from the markets perspective. At that point, anykeatinformation that is not consistent with your
expectation has the potential to be defined and interpreted as painful. To avoidrekpg the pain,



your mind will automatically compensate, with both conscious and subconscious pain-avoidance
mechanisms, for any differences between what you expect and what the marketng.offé¥at you

will experience is commonly referred to as an "illusion.” In a state of illusion, you are neither objective
nor connected to the "now moment opportunity flow."

Instead, you become susceptible to committing all the typical trading errors (hesitating, jumping the
gun, not predefining your risk, defining your risk but refusing to take the loss and t&g trade turn

into a bigger loser, getting out of a winning trade too soon, not taking any profits out of a winning
trade, letting a winning trade turn into a loser, mowargfop closer to your entry point, getting stopped
out and watching the market trade back in your favor, or trading too largetiampasirelationship to

your equity). The five fundamental truths about mharket will keep your expectations neutral, focus
your mind in the "now moment opportunity flow" (by disassociating die present moment fram you
past), and, therefore, eliminate your potential to commit these errors. When you kiog traing

errors, you'll begin trusting yourself. As your sense of self-trust increases, so will your sense of
selfconfidence. The greatgour confidence, the easier it will ve execute your tra (act on your
edges without reservation or hesitation).

The five truths will also create a state of mindnnich you will genuinely accept the risks of trading.
When you genuinely accept the risks, you will be at peace with any outcome. Wihenatopeace

with any outcome, you will experience a carefr@lgjective state of mind, where you make yourself
available to perceive and act upon whatever the market is offering you (from its perspective) at any
given "now moment.” The first objective is to intatgr as a dominant belief, "l objectively identify my
edges." The challenge now is, how do you get there? How do you transform yourself intmavbers

can consistently think in the market's perspective? The process of transformation startsrvdésiyeu

and your willingness to refocus on the object of yowsirge(self-discipline). Desire is a force. It does

not have to coincide or agree with anything that you currently believe to be truetlamatture of
trading.

A clear desire aimed squarely at a specific objective is a very powerful tool. You can use tloé force
your desire to create an entirelgw version or dimension to your identity; shift energy between two or
more conflicting concepts; or change the context or polarity of your memories negative to
positive. I'm sure you are familiar with the say,j "Make up your mind." The implication of "making

up our minds" is that we decide exactly what we desire with so much clarity (absolutely no lingering
doubts) and with so much conviatidhat literally nothing stands in our way, either internally or
externally. If there's enough force behind our resakee possible to experience a major shift in our
mental structure virtually instantaneously.

De-activating internal conflicts is not a functiontwhe; it's a function-focused desire (although it can
take a considerable amount of time to get to thetpehere we really make up our minds). Otherwise,

in the absence of extreme clarity and conviction téicénique of self-discipline, over time, will do the

job quite nicely (if, of course, you're willing to use it). To get there, you must "makeuwrpmind,”



with as much conviction and clarity as possible, that more than anything else you desire consistency
(the state of mind of trust, confidence, and objectivity) from your trading. This is necessargebiéca
you're like most traders, you're going to be up against some very formidable conflicties, feoc
example, if you've been trading to get high from the euphoria of catching a big movpress your

family and friends, to be a hero, to fulfill an addiction to random rewards, to be hght gour
predictions, or for any other reason that has nothing to do with being consistent, thenngbthie fi

force of these other motivations will not only act as an obstacle making the trading exereiseutm

to give you veiy difficult, but it could very well be strong enough even to keapfrpon doing the
exercise at all. Remember the boy who had no desire to be like the othemchitdrénteract with

dogs? In essence, he decided to live with the active contradiction between his minimally charged
positive belief that not all dogs are dangerous anddris, negatively charged belief that all dogs are
dangerous. He had the ability to perceive friendlhgs, but at the same time found it impossible to
interact with them. Unless he desires to changghat imbalance of enerdyetween these two beliefs

will stay exactly as it is for his entire life.

To even start this process, you have to want ctamgig so much that you would be willing to give up

all the other reasons, motivations, or agendas you have for trading that aren't momsikteéhe
process of integrating the beliefs that create consistency. A clear, intense desire is an absolute
prerequisite if you're going to make this process work for you.

EXERCISE: LEARNING TO TRADE AND EDGE LIKE A CASINO’

The object of this exercise is to convince yourself that trading is just a simple game ofljiexbabi
(numbers), not much different from pulling the hanadif a slot machine. At the micro level, the
outcomes to individual edges are independent occurrences and random in rgtatmosie another.

At the macro level, the outcomes over a seriegrades will produce consistent results. From a
probabilities perspective, this meathat instead of being the person playing the slot machine, as a
trader, you can be the casino, if:

1. you have an edge that genuinely puts the odds of success in your favor;

2. you can think about trading in the approgriatanner (the five fundamental truths); and

3. you can do everything you need to do over a sefigades. Then, like the casinos, you will own the
game and be a consistent winner.



SETTING UP THE EXERCISE

Pick a market.

Choose one actively traded stock or futures contracatte. It doesn't matter what it is, as long as it's
liquid and you can afford the margin requirements for trading at least three hundred shares or three
futures contracts per trade.

Choose a set of market variables that define an eddes can be any trading system you want. The
trading system or methodology you choose can be mathematical, mechanical,abrlbased on
patterns in price charts). It doesn't matter whether you personally design the systechaseit from
someone else, nor do you need to take a long time or be too picky trying to find or dieediest or

right system. This exercise is not about system development and it is not a test ahgigtical
abilities. In fact, the variables you choose can evecobsidered mediocre by most traders' standards,
because what you are going to learn from doing this exercise is not dependent upon whether you
actually make money.

If you consider this exercise an educational expahsgell cut down on the amount of time and effort

you might otherwise expend trying to find the most profitable edges. For dhgs® who might be
wondering, I'm not going to make any specific recommendations about what systenatlesgou

should use, because | assume that most of the people reading this book are already well schooled in
technical analysis. If you need atiloinal assistance, theage hundreds of books available on the topic,

as well as system vendors who are more than willing to sell you their ideas. However, if you've made a
genuine attempt to do this on your own but are still having problems picking a system, you can contact
me atmarkdouglas.conor tradinginthezone.comand | will make some recommendations. Whatever
system you choose to use has tovithin the following specifications.

Trade Entry. The variables you use to define your edge have to be absolutely precisgstEne lsas
to be designed so that it does not require you to make any subjective decisionsm@njgdabout
whether your edge is present. If the market is aligned in a way that conforms with the rigicesarfabl
your system, then you have a trade; if not, then you don't have a trade. PeraitieNextraneous or
random factors can enter into the equation.

Stop-Loss Exit. The same conditions apply to getting out of a trade that's not working. Your
methodology has to tell yaexactlyhow much you need to risk to find out if the trade is going to work.
There is always an optimum point at which the possibility of a trade not working is so dimjnishe
especially in relationship to the profit potentiakttlyou're better off taking your loss and getting your
mind clear to act on the next edge. Let the market structure determine where this optimum point is,
rather than using an arbitrary dollar amount that you are willing to risk on a trade. In any case,
whatever system you choose, it has to be absolutely exact, requiring no subjective decision making.



Again, no extraneous or random variables can enter into the equation.

Time Frame.Your trading methodology can be in any time frame that suits you, but all your entry and
exit signals have to be DUSCCi Hi cne same time frame. For example, if you use variabtentiat i

a particular support and resistance pattern on a 30-minute bar chart, then your risk andjgctiie ob
calculations also have to be determined in a 3Quteitime frame. However, trading in one time frame
does not preclude you from using other time framedtassfi For example, you could have as a filter a

rule that states you're only going to take trades that are in the direction of the major trend. There's an
old trading axiom that "The trend is your friend." It means that you have a higlhabpity of success

when you trade in the direction of the major trend, if there is one. In fact, the lowest-risk tradlee with
highest probability of success, occurs when you are buying dips (support) in an up-trending market or
selling rallies (resistance) in a down-trending marKet.llustrate how this rulevorks, let's say that
you've chosen a precise way of identifying support and resistance patterns in a 30- manérzntien

as your edge. The rule is that you are only gointake trades in the direction of the major trend. A
trending market is defined as a series of higher highs and higher lows foiti@mdipg market and a
series of lower highs and lower lows for a downtrending market. The longer the tinge frenmore
significant the trend, so a trending market on a daily bar chart is more significant thadimagtren
market on a 30-minute bar chart. Therefore, the trend on the daily bar chart would take premeztence
the trend on the 30-minute bar chart and would be considered the major trend.

To determine the direction of the major trend, look at what is happening on a dailyabarlfcthe

trend is up on the daily, you are only going to look for a sell-off or retracement down to whatgeur ed
defines as support on the 30-minakart. That's where you will becoraebuyer. On th other hand, if

the trend is down on the daily, you are only going to look for a rally up to whaeyge defines as a
resistance level to be a seller on the 30-minuttchyour objective is to determine, in a down-
trending market, how far it can rally on an intraday basis and still not violate the synohéte

longer trend. In an up-trending market, your oljecis to determine how far it can sell off on an
intraday basis without violating the symmetry o€ tltonger trend. There's usually very little risk
associated with these intraday support and resistance points, because you don't have to let the marke
go very far beyond them to tell you the trade isn't working.

Taking Profits. Believe it or not, of all the skills one needs to learn to be a consistently successful
trader, learning to take profits is probably the most difficult to master. A multitugersbnal, often

very complicated psychological factors, as well as the effectiveness of one's market analysis, enter into
the equation. Unfortunately, sorting out this complex matrix of issues goes way beyondphefsc

this book. | point this out so that those of you who might be inclined to beaeywes up for leaving

money on the table can relax and give yourselves a break. Even after you've azlfjuivecbther

skills, it might take a very long time before you ge$ ttne down pat. Don't despair. There is a way to



set up a profit-taking regime that at least fulfills the objective of the fifth principle ofstensy ("I

pay myself as the market makes money available to me").

If you're going to establish a belief in yourself that you're a consistent winneryahbewill have to

create experiences that correspond with that beBetause the object of the belief is winning
consistently, how you take profits in a winning trade is of paramount importance. Thiesasly part

of the exercise in which you will have some degoééliscretion about what you do. The underlying
premise is that, in a winning trade, you never know Feovthe market is going to go in your direction.
Markets rarely go straight up or straight down. (Many of the NASDAQ Internet stocks in the fall of
1999 were an obvious exception to this statement.) Typically, markets go up and then retrace some
portion of the upward move; or go down and then retrace some portion of the downwardlimese
proportional reiracerr®nts can make it very difficult to stay in a winning trade. You would hbgeto
extremely sophisticated and objective analyst to make the distinction between a normal retracement,
when the market still has the potential to move in the original direction of your éradi@ retracement

that isn't normal, when the potential for any further movement in the original directyamuiofrade is
greatly diminished, if not nonexistent.

If you never know how far the market is going to go in your direction, then when and how do you take
profits? The question of when is a function of your ability to read the mankkpick the most likely

spots for it to stop. In the absenafean ability to do this objectivelythe best course of action from a
psychological perspective is to divide your positicto ithirds (or quarters), and scale out the position

as the market moves in your favor. If you are trading futures contracts, this means youwnminim
position for a trade is at least three (or four) contracts. For stocks, the minositrarpis any number

of shares that is divisible by three (or four), so you don't end up with an odd-lotibedes the way |

scale out of a winning position. When | first started trading, especially during the first three years (1979
through 1981), | would thoroughly amegularly analyze the results of nmading activities. One of the
things | discovered was that | rarely got stopped out of a trade for a loss, without the market first going
at least a little way in my direction. On average, only one out of every ten tadean immediate

loser that never went in my direction. Out of the other 25 to 30 percent of the trades that were
ultimately losers, the market usually went in my direction by three or four tics beforengesisi
stopping me out. | calculated that if | got into the habit of taking at least a third of myabpgsition

off every time the market gave me those three or four tics, at the end of the year the accumulated
winnings would go a long way towards paying my expenses. | was right. To this tasy$,avithout
reservation or hesitation, takef af portion of a winning position whenever the market gives me a little

to take.

How much that might be depends on the market; it will be a different amount in e&chFoas
example, in Treasury bond futures, | take a third of my position off whenfbgetics. In the S&P
futures, | take a third off for a profit of one and a half to two full points. In a bond trade, | usually don'
risk more than six tics to find out if the tradegsing to work. Using a three-contract trade as an



example, here's how it works: If | get into a position and the market immediately goest agai
without giving me at least four tics first, | gebgped out of the trade for an 18-tic loss, but as I've
indicated, this doesn't happen often. More likehe trade goes in my favor by some small amount
before becoming a loser. If it goes in my favor by at least four tics, | take those foon tarse
contract. What | have done is reduce my total risk on the other two contracts by 10 ticsnadfkbe

then stops me out of the last two contracts, the net loss on the trade is only 8 tics. If | don't get stopped
out on the last two contracts and the market moves in my direction, | take the kgt the position

off at some predetermined profit objective.

This is based on some longer time frame support or resistance, or on the test of a previous significant
high or low. When | take profits on the second thirdJso move the stop-loss to my original entry
point. Now | have a net profit on the trade regardless of what happens to the last thirdasiitiba.

In other words, | now have a "kidree opportunity.” | can't emphasize enough nor can the publisher
make the words on this page big enough to stress how important it is for you ierecgéhe state of
"risk-free opportunity.” When you set up a situatiomimich there is "risk-fre@pportunity,” there's no

way to lose unless something extremely unusual happens, like a limit up or limit down move through
your stop. If, under normal circumstances, there's no way to lose, you get to experience what it rea
feels like to be in a trade with a relaxed, carefree state of mind. To illustrate this point, imagine that you
are in a winning trade; the market made a fairly significant move in your directiopolbwlidn't take

any profits because you thought it was going even further.

However, instead of going further, the market trades all the way back to or very close toigioal

entry point. You panic and, as a result, liquidate the trade, because you don't ietawhett was once

a winning trade turn into a loser. But as soon as you're out, the market bounces right backtinto wha
would have been a winning trade. If you had lockeslime profits by scaling out, putting yourself in a
riskfree opportunity situation, & very unlikely that you would haveanicked or felt any stress or
anxiety for that matter. | still have a third of my position left. What now? | look for the most likel
place for the market to stop. Thisusually a significant high or low a longer time frame. | place my
order to liquidate just below that spot in a long position or just above that spot in a short position. |
place my orders just above or just below becaudenit care about squeezing the last tic out of the
trade. | have found over the years that trying to do that just isn't worth it. One otberytacheed to

take into consideration is your risk-to-reward rafibe risk-to-reward ratio is the dollar value of how
much risk you have to take relative to the profit potential. Ideally, your risk-to-reward ratilol &ie at

least 3:1, which means you are only risking one dollar for every three dollars opptefitial. If your

edge and the way you scale out of your trades give you a 3:1 risk-to-reward ratio, iyoungwiade
percentage can be less than 50 percent and you will still make money consistently. A 8-tengirtl

ratio is ideal. However, for the purposes of this eisey; it doesn't matter what it is, nor does it matter
how effectively you scale out, as long as you d®d.the best you can to pay yourself at reasonable
profit levels when the market makes the money available. Evelnppaifta trade that you take off as a



winner will contribute to your belief that you are a consistent winner. All the numbersweiitually
come into better alignment as your belief iuyability to be consistent becomes stronger.

Trading in Sample SizedsThe typical trader practically lives oradi (emotionally) orthe results of the

most recent trade. If it was a winner, he'll gladly go to the next tradeyésit't, he'll start questioning

the viability of his edge. To find out what variables work, how well they work, and ad®sn't work,

we need a systematic approach, one that doesn't take any random variables into consideration. This
means that we have to expand our definitiorswécess or failure from the limited trade-by-trade
perspective of the typical trader to a sample size of 20 trades or more. Any edge you decidieeon wi
based on some limited number of market variables or relationships between thabéesdhat
measure the market's potential to move either up or down. From the market's perspectivadeach t
who has the potential to put on or take off a trade can act as a force on price movement and is
therefore, a market variable. No edge or technical system can take into consideration every trader and
his reasons for putting on or taking afftrade. As a result, any setrofrket variables that defines an
edge is like a snapshot of something very fluid, aapguonly a limited portia of all the possibilities.

When you apply any set of variables to the market, they may work very well over an extemagd pe

of time, but after a while you may find that theffectiveness diminishes. That's because the
underlying dynamics of the interaction betweenth# participants (the market) is changing. New
traders come into the market with their own unique ideas of what is high and what is low, and other
traders leave.

Little by little, these changes affect the underlythghamics of how the maek moves. No snapshot

(rigid set of variables) can take these subtle changes into consideration. You censaimfor these
subtle changes in the underlying dynamics of market movement and still maintain a ebnsiste
approach by trading in sample sizes. Your sample size has to be large enouglytoigiagiables a

fair and adequate test, but at the same time smailgh so that if their effectiveness diminishes, you

can detect it before you lose an inordinate amount of money. | have found thgile size of at least

20 trades fulfills botlof these requirements.

Testing.Once you decide on a set of variables that conform to these sapigmifs; you need to test

them to see how well they work. If you have the appropriate software to do this,eypuobably

already familiar with the procedures. If you don't have testing software, you can eithedftestar

your variables or hire a testing service to déoityou. If you need a recommendation for a testing
service, contact me aarkdouglas.conor tradinginthezone.corfor a referral. In any case, keep in

mind that the object of the exercise is to use trading as a vehicle tdhéaro think objectively (in

the market's perspective), as if you were a casino operator. Right now, the bottom-line performance of
your system isn't very important, but it is important that you have a good idea of what you can expect
in the way of a win-to-loss ratio (the number ohning trades relative to ¢hnumber of losing trades



for your sample size).

Accepting the RiskA requirement of this exercise is that you know in advance exactly what your risk

is on each trade in your 20- trade sample size. As you now know, knowing the risk and accepting the
risk are two different things. | want you to be as comfortable as possible with the dollar value of the
risk you are taking in this exercise. Becuse the exercise requires that you use a 20-trade sample size, the
potential risk is that you will lose on all 20 trades. This is obviously the worst-case scenario. It is as
likely an occurrence as that you willwin on all 28des, which means it isn't very likely. Nevertheless,

it is a possibility. Therefore, you should set up the exercise in such a way that you can accept the risk
(in dollar value) of losing on all 20 trades.

For example, if you're trading S&P futures, your edge might require that you risk three full points per
contract to find out if the trade is going to wokince the exercise requires that you trade a minimum

of three contracts per trade, the total dollar value of the risk per trade is $2,250u$feybig contracts.

The accumulated dollar value of risk if you lose on all 20 trades is $45,000, You may not be
comfortable risking $45,000 on this exercise.

If you're not comfortable, you can reduce the dollar value of the risk by trading S&P mini contracts (E-
Mini). They are one-fifth the value of the big contsacto the total dollar value of the risk per trade
goes down to $450 and the accumulated risk for all 20 trades is $9,000. You can do the same thing if
you are trading stocks: Just keep on reducing the number of shares per trade untiltyca mmnt

where you are comfortable with the total accumulaigld for all 20 trades. What | don't want you to

do is change your established risk parameters to satisfy your comfort levels.

If, based on your research, you have determined that a three-point risk in the S&Ps is the optimu
distance you must let the market trade against your edge to tell yotiastii staying in the position,

then leave it at three points. Change this variable only if it is warranted from a technical analysis
perspective. If you've done everything possible tiuce your position size and find that you still aren't
comfortable with the accumulated dollar value dcfidg on all 20 trades, then | suggest you do the
exercise with a simulated brokerage service. With a simulated brokerage service, everything about the
process of putting on and taking off trades, including fills and brokerage statens exactly the same

as with an actual brokerage firm, except that the trades are not actually entered into the market. As a
result, you don't actually have any money at risk. A simulated brokerage serviocexisedant tool to
practice with in real time, under real market conditjohs also an excellent tool for forward testing a
trading system. There may be others, but the only service of this nature that | know of is
Auditrack.com.

Doing the ExerciseWhen you have a set of variables that conforms to the specifications described,
you know exactly what each trade is going to cost to find out if it's goimgrk, you have a plan for
taking profits, and you know what you can expect as a win-loss ratio for your sample size, then you are



ready to begin the exercise. The rules are simple: Trade your system exactly as you have designed it.
This means you have to commit yourself to trading at least the next 20 occurrences of your edge—not
just the next trade or the next couple of trades, but all 20, no matter what. You cannot deviate, use or be
influenced by any other extraneous factors, or change the variables that define your edge und you ha
completed a full sample size. By setting up the exercise with rigid variables that define geur ed
relatively fixed odds, and a commitment to take every trade in your sample size, youdwed a

trading regime that duplicates how a casino operates.

Why do casinos make consistent money on an event that has a random outcome? Because they know
that over a series of events, the odds are in their favor. They also know that to realize treedfehefit
favorable odds, they have to participate in every event. They can't engage in a procgsagphapd
choosing which hand of blackjack, spin of the roulette wheel, or roll of the dice they are going to
participate in, by trying to predict in advance the outcome of each of these individual dveots.

believe in the five fundamental truths and you belithat trading is just probability game, not much
different from pulling the handle of a slot maahinthen you'll find that this exercise will be
effortless—effortless dcause your desire to follow through with your commitment to take every trade

in your sample size and your belief in the probabilistic nature of trading will beniplete harmony.

As a result, there will be no fear, resistancedistracting thoughts. What could stop you from doing
exactly what you need to do, when you need to do it, without reservation or hesiatonig)!

On the other hand, if it hasn't already occurred to you, this exercise is going to createoa head-
collision between your desire to tkimbjectively in probabilities and all the forces inside you that are

in conflict with this desire. The amount of difficulty you have in doing this exercise will bi@eot
proportion to the degree to which these conflictsteXis one degree or arnar, you will experience

the exact opposite of what | described in the previous paragraph. Don't be dufpy@e find your

first couple of attempts at doing this exercise virtually impossible. How should you haedk
conflicts? Monitor yourself and useetllechnique of self-discipline to refocus on your objective. Write
down the five fundamental truths and the seven principles of consistency, and keep tbatoinyfou

at all times when you are trading.

Repeat them to yourself frequently, with conviction. Every time you notice thaag®uhinking,

saying, or doing something that is inconsistent with these truths or principles, acknotivkedgeflict.

Don't try to deny the existence of conflicting forces. They are simply parts of your psytlaetha
(understandably) arguing for their versions of the truth. When this happens, refoexactly what

you are trying to accomplish. If your purpose is to think objectively, disrupt the assog@atcess (so

you can stay in the "now moment opportunity flow"); step through your fears of being wrong, losing
money, missing out, and leaving money on the table (so you can stop making errorst dndststg
yourself), then you'll know exactly what you need to do. Follow the rules of yalimdreegime as best

you can. Doing exactly what your rules call forilwhfocused on the five fundamental truths will
eventually resolve all your conflicts about the tmeure of trading. Every time you actually do



something that confirms one of the five fundaraémtuths, you will be diwing energy out of the
conflicting beliefs and adding energy to a belief in probabilities and in your ability to produce
consistent results. Eventually, your new beliefs will become so powerful that it will takensciaics
effort on your part to think and act in a way that is consistent with your objectives.

You will know for sure that thinkig in probabilities is a functioning part of your identity when you
will be able to go through one sample size of at least 20 or more trades without anytydifficu
resistance, or conflicting thoughts distracting yoam doing exactly what your mechanical system
calls for. Then, and only then, will you be readyrtove into the more advanced subjective or intuitive
stages of trading.

A FINAL NOTE

Try not to prejudge how long it will take before you can get through at least one sample size of trades,
following your plan without deviation, distracting thoughtr hesitation to act. It will take as long as it
takes. If you wanted to be a peskional golfer, it wouldnibe unusual to dedicate yourself to hitting
10,000 or more golf balls until the precise combination of movements in your swing were so ingrained
in your muscle memory that you no longer had to think about it consciously. When youhereut
hitting those golf balls, you aren't playing actual game against soare or winning the big
tournament. You do it because you believe that skill acquisition and practicéelpl you win.
Learning to be a consistent winner as a trader isn't any different. | wishgetupgosperity, and would

say "good luck," but you really won't need luck if you work at acquiring theopppte skills.

ATTITUDE SURVEY

1. To make money as a trader you have to know what the market is going co do next.
Agree Disagree

2. Sometimes | find myself thinking that there must be a way to trade without having tddake a
Agree Disagree

3. Making money as a trader is primarily a function of analysis.
Agree Disagree

4. Losses are an unavoidable component of trading.
Agree Disagree



5. My risk is always defined before | enter a trade.
Agree Disagree

6. In my mind there is always a cost associated with finding out what the market may do next.
Agree Disagree

7. 1 wouldn't even bother putting on the next tradenfisn't sure that it was going to be a winner.
Agree Disagree

8. The more a trader learns about the marketshamdthey behave, the easier it will be for him to
execute his trades.
Agree Disagree

9. My methodology tells me exactly under what market conditions to either entetr atrade.
Agree Disagree

10. Even when | have a clear signal to reverse my position, | find it extremely difficult to do.
Agree Disagree

11. | have sustained periods of consistent success usually followedneyfairly drastic draw-downs
in my equity.
Agree Disagree

12. When | first started trading | would describe my trading methodology as haphazard, meaning some
success in between a lot of pain.
Agree Disagree

13. | often find myself feeling thatéhmarkets are against me personally.
Agree Disagree

14. As much as | might try to "let go," | find it very difficult to put past emotional wounds betend
Agree Disagree

15. | have a money management philosophy that is founded in the principle of alwaysstakig
money out of the market when the market makes it available.
Agree Disagree



16. A trader s job is to identify patterns in the markets' behavior that represent an opportunity and then
to determine the risk of finding out if these pattesilsplay themselves out as they have in the past.
Agree Disagree

17. Sometimes | just can't help feeling that | am a victim of the market.
Agree Disagree

18. When | trade | usually try to stay focused in one time frame. Agree Disagree
19. Trading successfully requires a degree of mental flexibility far beyond the scope of most people.
Agree Disagree

20. There are times when | can definitely feel the flow of the market; however, | often have difficulty
acting on these feelings.
Agree Disagree

21. There are many times when | am in a profitable trade and | know the move is basically over, but |
still won't take my profits.
Agree Disagree

22. No matter how much money | make in a trade, | am rarely ever satisfied and feebtidthave
made more.
Agree Disagree

23. When | put on a trade, | feel | have a positive attitude. | anticipate all of the mondg hmake
from the trade in a positive way.
Agree Disagree

24. The most important component in a trader's ability to accumulate money over time is having a
belief in his own consistency.
Agree Disagree

25. If you were granted a wish to be able toantineously acquire one trading skill, what skill would
you choose?

26. | often spend sleepless nights worrying about the market.
Agree Disagree



27. Do you ever feel compelled to make a trade because you are afraid that you might miss out?
Yes No

28. Although it doesn't happen very often, | really like my trades to be perfect. Miedee a perfect
call it feels so good that it makap for all of the times that | don't.
Agree Disagree

29. Do you ever find yourself planning trades you never execute, and executieg {ad never
planned?
Yes No

30. In a few sentences explain why most traders either don't make money or aren't able to keep what
they make.



