
When markets are volatile, it’s easy to allow “fear and greed” to drive your

decision-making — most likely to your own detriment.

Investment advisor Martin Pring says a better response to market upheavals is

to be less impulsive and more analytical. He argues that you have a better

chance of coming out ahead by applying the age-old virtues of common sense,

patience, and discipline.

As soon as money is committed to a financial asset, so too is emotion. Any biases

present before the money was placed on the table are greatly increased once the

investment has been made. If none were present before, they certainly will appear now. However hard we try, certain prejudices are bound

to creep in. A successful investor realizes this and knows he must try to maintain psychological balance through self-control.

An investor or trader faces a constant bombardment of emotional stimuli. News, gossip, and sharp changes in prices can set the nerves

quivering like the filament in an incandescent lamp unless properly controlled. These outside influences cause the emotions to shift

between the two extremes of fear and greed. Once you lose your mental balance, even for an instant, your will and reasoning will be swept

away, and you will find yourself acting as the vast majority of market participants act — on impulse.

To counteract this tendency, you must be as objective as possible. Remember: prices in financial markets are determined by the attitude of

investors to the emerging economic and financial environment rather than by the environment itself. This means price fluctuations will be

determined by the hopes, fears, and expectations of the crowd. Your job is to try as much as possible to ignore those around you and form

an independent opinion while making a genuine attempt to overcome your own prejudices.

The markets are driven by crowd emotions. Nothing you can do will change that; it is a fact you have to accept. Despite this, becoming a

successful investor demands that you overcome your mental deficiencies and rise above the crowd. As a natural result, you will find

yourself outside the consensus.

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

Fear is a complex emotion taking many forms such as worry, fright, alarm, and panic. When fear is given free rein, it typically combines with

other negative emotions such as hatred, hostility, anger, and revenge, thereby attaining even greater destructive power.

In the final analysis, fear among investors shows itself in two forms: fear of losing and fear of missing out. In his book How I Helped More

Than 10,000 Investors to Profit in Stocks, George Schaefer, the great Dow theorist, describes several aspects of fear and the varying

effects they have on the psyche of investors:

A threat to national security triggers fear.

Any threat of war, declared or rumored, dampens stock prices. The outbreak of war is usually treated as an excuse for a rally, hence

the expression: “Buy on the sound of cannon, sell on the sound of trumpets.” This maxim is derived from the fact that the outbreak of

war usually can be anticipated. Consequently, the possibility is discounted by the stock market and therefore the market, with a sigh

of relief, begins to rally when hostilities begin. As it becomes more and more obvious that victory is assured, the event is factored into

the price structure and is fully discounted by the time victory is finally achieved. Only if the war goes badly are prices pushed lower as

more fear grips investors.

All people fear losing money.

This form of fear affects rich and poor alike. The more you have, the more you can lose, and therefore the greater the potential for



fear in any given individual.

Worrisome news stimulates fear.

Any news that threatens our economic well-being will bring on fear. The more serious the situation, the more pronounced is the

potential for a selling panic.

A fearful mass psychology is contagious.

Fear breeds more fear. The more people around us are selling in response to bad news, the more believable the story becomes, and

the more realistic the situation appears. As a result, it becomes difficult to distance ourselves from the beliefs and fears of the crowd,

so we also are motivated to sell. By contrast, if the same breaking news story received less prominence, we would not be drawn into

this mass psychological trap and would be less likely to make the wrong decision.

The risk of a never-ending bear market is a persistent myth.

Once a sizable downtrend is underway, the dread that it will never end becomes deeply entrenched in the minds of investors. Almost

all equity bull markets are preceded by declining interest rates and an easy-money policy that sow the seeds for the next recovery.

This trend would be obvious to any rational person who is able to think independently. However, the sight of sharply declining prices

reinforces the fear that “this time it will be different” and that the decline will never end.

Individuals retain all their past fears.

Once you have had a bad experience in the market, you will always fear a similar recurrence, whether consciously or subconsciously,

or both. If you have made an investment that resulted in devastating losses, you will be much more nervous the next time you venture

into the market. As a result, your judgment will be adversely affected by even the slightest, often imagined, hint of trouble. That

intimation will encourage you to sell so that you can avoid the psychological pain of losing yet again. This phenomenon also affects

the investment community as a whole.

The fear of missing out.

Although this is not one of Schaefer’s classifications of fear, it is a powerful one nonetheless. This phenomenon often occurs after a

sharp price rise. Portfolio managers are often measured on a relative basis either against the market itself or against a universe of

their peers. If they are under-invested as a sharp rally begins, the perception of missing out on a price move and of the under-

performance that would result is so great that the fear of missing the boat forces them to get in.

This form of fear can also affect individuals. Often, an investor will judge, quite correctly, that a major bull market in a specific financial

asset is about to get underway. Then when the big move develops, he does not participate for some reason. It might be because he

was waiting for lower prices, or more likely because he had already gotten in but had then been psyched out due to some unexpected

bad news. Regardless of the reason, such “sold out bulls” suddenly feel left out and feel compelled to get back into the market.

Ironically, this usually occurs somewhere close to the top. Consequently, the strong belief in the bull market case coupled with the

contagion of seeing prices explode results in the feeling of being left out.

When you find yourself in this kind of situation it is almost always wise to stand aside. A client once said to me, “There is always

another train.” By this, he meant that even if you do miss the current opportunity, however wonderful it may appear, patience and

discipline will reward you with another. If you ever find yourself in this predicament, overcome the fear of missing out and look for the

next “train.” Fear, in effect, causes us to act in a vacuum. It is such an overpowering emotion that we forget about the alternative,

temporarily losing the perception that we do have other choices.

Fear of losing can also take other forms. For instance, occasionally we play mental games by refusing to acknowledge the existence of

ominous developments. This could take the form of concentrating on the good news because we want the market to rally, and downplaying

the bad news, although the latter may be more significant. Needless to say, this kind of denial can lead to some devastating losses.

Alternately, an investor may get into the market in the belief that prices are headed significantly higher, say by 30%, over the course of the

next year. After a couple of weeks, the stock may have already advanced 15%. It then undergoes a minor correction that has absolutely no

relevance so far as the long-term potential is concerned. Nevertheless, the investor’s fear of losing comes to the surface as he mentally

relives experiences of previous setbacks. The reasoning may be, “Why don’t I get out now? The short-term correction that is likely to take

place may well push the price below my entry point and I will be forced to take another loss. Far better if I liquidate and get back in when it



goes lower.” One way of solving this dilemma would be to take profits on part of the position. This would relieve some of the pressure but

would also leave him free to participate in the next stage of the rally.

A more permanent and viable solution is first to recognize that you have a problem in this area. Next, establish a plan that sets realistic

goals ahead of time and also permits the taking of partial profits under certain predetermined conditions. This approach would stand a far

greater chance of being successful than knee-jerk trading or investment decisions caused by character weakness. If this type of planning

went into every trading or investment decision it would eventually become a habit. The fear of losing would then be replaced by a far more

healthy fear of not following the plan.

Greed is at the other extreme of our emotional makeup. It results from the combination of overconfidence and a desire to achieve profitable

results in the shortest amount of time. The problem is that this quick-grab approach is bound to lead to greater stress and subjectivity.

Let’s consider the case of a trader, Rex, who decides that gold is in the early stages of a dynamic rally. He concludes from his research that

the bull market is more or less the proverbial “sure thing.” There are a number of ways in which to participate. One would be to invest in the

metal or in gold shares by paying for either in full. An alternative and far more tempting possibility would be to take a significant portion of

available capital and speculate in the futures or options markets. In this way, his capital will be highly leveraged, and if he is right, the gains

will be many times those of a simple cash investment.

The problem is that markets rarely move in a straight line. Let’s say that Rex has a capital investment of $25,000, and expects the price of

gold to advance by $150. Margins vary with volatility in the market, but let’s suppose that the current margin (i.e., deposit requirement) is

$2,000 per futures contract. This means that Rex could buy 12 contracts. Every $1 movement in the gold price changes the value of each

contract by $100, so a dollar movement for an account holding 12 contracts would be $1,200. If the price moves up by $150, his account

will profit to the tune of $180,000. If he deducts $10,000 for commissions and carrying charges, that’s still very healthy profit on a $24,000

investment!

The problem is that leverage can work both ways. Let’s say, for example, that the price of gold does eventually go up by $150, but it goes

down $15 first. This means that Rex’s account initially loses $18,000. You might think that the $7,000 balance would be sufficient to enable

him to ride out the storm. However, his broker will be quite concerned at this point and will issue a margin call. Either he must come up with

the $18,000 or he will be forced to liquidate the position. Here is an example where the analysis is absolutely correct but the extreme

leveraging of the position, that is, the greed factor, results in disaster. (If Rex had taken a less leveraged position, say purchased just two

contracts, he could have avoided the margin call, ridden out the storm, and taken profits when the price rallied to $150.)

The odds are therefore very high that our friend Rex will decide to liquidate his entire position. A devastating loss of this nature is a very

worrying experience, but most traders will tell you that once the position has been liquidated, most people feel a sense of relief that the

ordeal is over. The last thing Rex wants to do at this point is speculate in the futures markets. However, it is only a matter of time before his

psychological wounds heal and he ventures back into the market. Like most people, he will vow that he has learned from his mistake, but it

is not until prices go up and his equity grows that he will find out whether or not he has really learned his lesson.

This example shows that success, if not properly controlled, can sow the seeds of failure. Anyone who has encountered a long string of

profitable trades or investments without any meaningful setbacks is bound to experience a feeling of well-being and a sense of invincibility.

This in turn results in more risk-taking and careless decision making. Markets are constantly probing for the vulnerabilities and weaknesses

that we all possess, so this reckless activity presents a golden opportunity for them to sow the seeds of destruction. In this respect,

remember that no one, however talented, can succeed always. Every trader and investor goes through a cycle that alternates between

success and failure. Successful traders and investors are fully aware of their feelings of invincibility and often make a deliberate effort to

stay out of the market after they have experienced a profitable campaign. This “vacation” enables them to recharge their emotional batteries

and subsequently return to the market in a much more objective state of mind.

Investors who have had a run of success, whether from short-term trading or long-term investment, have a tendency to relax and lower their

guard, because they have not recently been tested by the market. When profits have been earned with very little effort, they are not

appreciated as much as when you have to sweat out painful corrections and similar market contortions. Part of this phenomenon arises

because a successful campaign reinforces our convictions that we are on the right path. Consequently, we are less likely to question our

investment or trading position even when new evidence to the contrary comes to the fore. We need to recognize that confidence moves

proportionately with prices.



Many other emotions lie between the destructive polar extremes of fear and greed. One such trap, which also has the potential to divert us

from maintaining an objective stance, is hope. After prices have experienced a significant advance and then undergo a selling frenzy, the

activity often leaves the unwary investor with a substantial loss. It is natural to hope that prices will return to their former levels, thereby

presenting him with the opportunity to “get out even.” This redeeming concept of hope is one of the greatest obstacles to clear thinking and

maintenance of objectivity.

Hope often becomes the primary influence in determining a future investment stance. Unfortunately, it can only warp or obscure sound

judgment and will undoubtedly contribute to greater losses. In a sense, the victim of hope is mentally trying to make the market do

something he desires rather than make an objective projection based on a solid appraisal of conditions.

Hope is defined as the “expectation of something desired.” Sound investment and trading approaches are based, not on desire, but on a

rational assessment of how future conditions will affect prices. Whenever your position is under water, you should step back and ask

yourself whether the reason for the original purchase is still valid or not. Ask these questions: If all my money were in cash right now, would

this investment or trade still make sense? Are the original reasons for making the purchase still valid? If the answers are positive, then stay

with the position; if not, then the only justification is one based on hope.

Whenever you can identify hope as the primary justification for holding a position, close it out immediately. This action will achieve two

things. First, it will protect you from a potentially serious loss. If your exposure is being rationalized on hope alone, you will be ignorant of

any lurking dangers and will be that much more vulnerable to further price declines. Second, it is vital for you to regain some objectivity and

free yourself from as many biases as possible. This can be achieved only by selling your position and making an attempt at a balanced

assessment of your situation.

A principal obstacle to maintaining an objective stance occurs when we inflexibly adopt a preconceived idea of where the market is headed.

This is quite different from postulating several scenarios of what might happen in a given set of circumstances because that practice implies

a more open and flexible state of mind. The greatest danger occurs when we become quite dogmatic about our interpretation of where

things are headed. The result is that we are more likely to blot out of our minds any evidence that might conflict with these preconceived

notions. It is only after the market has moved against our position and is dealing out some financial pain that we begin to question our

original belief. Consequently, anyone who holds a strong inflexible view is coming to the market with a tremendous bias that is inconsistent

with the desired state of objectivity.

There is an old saying that the market abhors uncertainty. This adage makes sense, because the market is — as you know — effectively

the sum total of the attitudes, hopes, and fears of each participant. As individuals, we do not like uncertainty. The need to have a firm

opinion of where prices are headed is therefore a mental trick that many of us use to eliminate this uncertainty. Removing this bias is

difficult, because we are all influenced by events and news going on around us.

Let’s take an example of an economy coming out of a recession. The news is usually quite bad as unemployment, which is a lagging

indicator of economic health, gets prominent play in the media. However, leading indicators of the economy such as money supply and the

stock market do not have the same human interest aspects as mass layoffs and similar stories. You don’t sell a lot of newspapers or

increase your TV ratings if you tell people that overtime hours, which are a reliable leading indicator of the labor market, are rebounding

sharply. As a result, we experience a continual bombardment of bad news at the very moment that the economy is emerging from hard

times. This media hype is bound to have a detrimental effect on our judgment, causing us to come up with unrealistically pessimistic

scenarios. We find ourselves deciding that stocks will decline, and we execute our investment plans accordingly.

When the market rallies, it catches us completely by surprise. We deny the reality, since it does not fit in with our preconceived notions of

the direction that it “should” be taking.

One way of overcoming such biases is to study previous periods when the economy was emerging from recession and try to identify

economic indicators that might have signaled such a development ahead of time (i.e., leading indicators). Some signs to look for would be a

six-month or longer decline in interest rates, including a couple of cuts in the discount rate by the Federal Reserve, a four- to six-month

pickup in housing starts, and an improvement in the average amount of overtime worked.



Economic indicators move in trends lasting a year or more. If you base a long-term scenario on one month’s data, the chances are that it

will give you a misleading portrait of the economy, especially as this interpretation is most likely to be similar to that held by other market

participants and the media. In effect, it will be highly believable to the unwary.

An investment approach based on solid indicators that reacts in a cautious manner to highly publicized monthly readings of the market

beats one that is based on a knee-jerk reaction to economic stories that the media have hyped or exaggerated way beyond the bounds of

reality. Careful study of the economic indicators just cited and others that have a good forecasting track record help to establish a set of

objective criteria that make it less likely an investor would try to make the market dance to his or her tune. The essential factor is that you

have an objective basis for making investments or trading decisions.

As our confidence improves, we should take countermeasures to keep our feet on the ground so that we maintain our sense of equilibrium.

At the beginning of an investment campaign, this is not as much a requirement as it is once the campaign progresses. That’s because fear

and caution help rein in our tendency to make rash decisions. As prices move in our favor, however, the solid anchor of caution gradually

disappears. This means that sharp market movements that go against our position hit us by surprise.

It is much better to be continually running scared and looking over our shoulder for developments that are likely to reverse the prevailing

trend. Such unexpected shocks will be far less frequent because we will have learned to anticipate them. When events can be anticipated, it

is much easier to put them in perspective. Otherwise, their true significance may be exaggerated. The idea is to try to maintain a sense of

mental balance so that these psychological disruptions can be more easily deflected when they occur.

Think of how a practitioner of karate maintains the poise that enables him to deflect physical blows. The same should be true for the

investor. Try to maintain your mental balance by taking steps to be as objective as possible. Succumbing to the emotional extremes of fear

and greed will make you far more vulnerable to unexpected outside forces. Unless you can assess their true importance and then take the

appropriate action by using your head, you are more likely to respond emotionally to such stimuli, just like everyone else.


