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INTERVIEW

Developing Winning Attitudes With

Mark Douglas And
The Disciplined
Trader

The best teacher is experience, and from his experiences as a trader a
broker, Mark Douglas, consultant with his own firm, Trading Behavid
Dynamics, and author dthe Disciplined Trader: Developing Winning Atti-
tudes has experienced the gamut of trading emotions. From observing his
other people’s emotional states, Douglas has developed strategies to
traders do what most professionals will tell you is the hardest part of tradi
— trade using your headT8cks& CommoDITIESEditor Thom Hartle spoke
with Douglas via telephone on October 17, 1996, about fear, self-trust, “hly a psychological endeavor. That it had more to do with my
difference between a belief system and a trading system and gaining that exg¥al perspective than anything else. — Mark Douglas
important edge.

Right from the beginning, | always had a sense that trading was

ark, when did you first business, came to Chicago and startédoughtwas important, so much so that
start trading? work for Merrill Lynch as a retail bro- | was keeping pretty extensive diaries
| started trading fu- ker upstairs at the Chicago Board oby the time | went to work for Merril
turesin 1978. | was man- Trade (®OT). Lynch.
aging a commercial causality insurance
agency at the time, but | was bored witlyou were off and running! But — What did you write about?
it. Then one day, | got a cold call from To make a long story short, within | wrote about my trading behavior,
a commodities broker. | decided to giveabout nine months, | had lost virtuallymy state of mind, the state of mind of
it a try, and | started trading gold fu-everything | owned.

tures. From that point on, | really got . . . .
caught up in the process, the same wahat must have been The tradmg SVStem IHSt gives you

most everyone does. devastating. an edge._ln other w_ords, you look
ltwas. Butacouple of | at a particular trading system as a

Did you start off making money? things made my situa- @ way to identify those patterns that
Absolutely! | would say that by andtion unique, and they ‘ot i :
large, from my experience of workingkept me going. exist in market hehavior.

with traders, most everybody starts off
winning. Which were — ?
First, right from the beginning, | al- my customers. | wrote about the behav-

Sort of sets the stage for what's posways had a sense that trading was mainigr patterns | was observing, not only|in

sible. a psychological endeavor. That it hadnyself butin other brokers in the offic
Definitely. Then after having | don’t more to do with my mental perspectiveas well as in the floor traders that

know how many winning trades butthan anything else. As a matter of facthpecame friends with.

certainly enough to hook me, | reachethe first trading book | ever bought,

a point that trading had started to beback in 1980, was Jake Bernstein’$Vhat insights did you gain?

come my life. So | left the causalitylnvestor's Quotientl knew that what| ~ When | first came to Chicago, | ha

D
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some really big dreams. But at the sameobody in Chicago knew that | had lost.et’s put it this way: If you can recog-
time, | had these fears lurking in theeverything. nize opportunity, what's going to pr
back of my mind. Up to that point, | had vent you from executing your trad
been trading almost three years but What turned you around? properly? Your fear. Your fears imm
hadn’t been able to trade profitably in When | realized — and | don’t recallbilize you. Your fears distort your pef-
any consistent manner. And my familyhow long it took — that | was going toception of market information in ways
and friends all thought | was crazy forbe fine. Once | did, my fears just disapthat don’t allow you to utilize what yo
leaving the insurance business. It wageared. | realized that there was more tknow.

rarely acknowledged, but the fear ofwho | was than just my possessions. |

failure was always in the back of mycould still think, | was healthy, | still Where do you think the four fear

mind. had talents. When | came to fully appreeome from?

ciate these assets, the fear disappearedOh, they’re culturally inbred. It's vir
But you were successful in other areas, tually impossible to grow up in an
right? So it wasn't the end of the world? culture without learning to become

That's right. | was just 33, had a six- No. It wasn't as bad as | thought itafraid of something — of being wron
figure income, doing everything that lwas going to be. Literally, these blind-or of losing something. Yet there are
thought would make me happy, but kers about the market came off and matural techniques, as well as learned
was miserable. So | left for Chicago tcknew what | needed to do. And becaustechniques, for people to use to resolve
pursue a dream. Of course, because bivas already living my worst fear andor reconcile losses. And not just finan-
the lifestyle | had managed to acquire, tealizing that | was going to be fine,cial losses, but any kind of loss. Very
was living in both Michigan and Chi- there was nothing more for me to béew people are aware that these tech-
cago, and | was living high in bothafraid of. | honestly felt that there wasniques exist.
places. hadto make money as a tradernothing worse than the situation that |
And there was all this evidence buildingvas already in.

up that this wasn’t what it was cracked hat's an example?
upto be, that there was something wron@/ith those blinders off, what were you For example, the most
here. able to see? natural technique for rec-

| was able to see the many limiting onciling a loss is griev
What other evidence was botheringbehaviorial patterns in me and othemng. Crying is a natural way of reconcil-
you? traders, patterns that inhibit our sucing the imbalance between something

I didn’t know anybody making cess. And the things that traders needeldat’s inside our minds and something
money! | couldn’t find the people whoto do to change their course becamghat doesn’t exist outside us in the enyi-
supposedly were turning their dreamslear. By the summer of 1982 | startedonment.
into reality based on the potential that Writing The Disciplined Traderand

could see every single day in the marstarted my consulting firm. Go on.

ket. Then my dream turned into a night- So, for example, take something as

mare, and | was living out my worstWhatare the behaviorial patterns that simple as an expectation, which is qur

fears. inhibit a trader’s success? mental representation of what some fu-
Well, who hasn't gotten into a tradeture moment is going to look like, taste

Ouch! too soon — before the market generateiike, sound like or smell like. If th

You know what was interesting about signal — or too late — long after theenvironment corresponds with our men-
that whole process? | was in a situatiomarket generates a signal? Or takental representation, we experience a state
where | could have continued to trademuch larger loss because you movedf satisfaction. But to whatever degree
though | wasn't trading my own moneyyour stop? These are just a few of th& doesn’twe experience a state of emo-
because | had lost everything. | didn’behaviorial patterns that are the resutional dissatisfaction. Right?
haveto leave the business. Normallyof four basic fears that all but the best
people who truly tap out are donefraders consistently operate from. Sure.
they’re out of the business, at least until Let's say one of nature’s mechanisms
they can get more money, but in manyVhich fears? for reconciling the imbalance between
cases it's forever. Most often, traders have four fearswhat is inside and what’s not outside|is

There’s the fear of being wrong, the feathrough grieving or crying. The prob-
So did you stay? of losing money, the fear of missing outem for men is that we grow up inja

I was still working for Merrill Lynch, and the fear of leaving money on theulture in which we're taught specifi-
and because | was able to handle miable. | found that basically, those fourcally to not cry. As a result, what we do
financial situation in another state — Ifears accounted for probably 90% tds end up with alot of these unreconciled
still had a residence in Michigan —95% of the trading errors that we makeosses that just linger in our minds and
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we don’t know how to deal with in Sowhat are some stepsthattraders catribute to that particular pattern at any

healthy ways. take to change that? given moment.
You havetolearn how to change your
And for traders? beliefs by reinterpreting what it meansWVhich means?

As traders, we get into a situatiorto lose, and what it means to be wrong. Which means that anything can hap-
where we're confronted with the possidn essence, you have to change many pen at any time. Traders may know that
bility that a trade isn’t working, but we the beliefs that cause you to interpresit some gut level — but that belief
don’twant to acknowledge that becausearket information in a painful way. doesn’t exist at a functional level. |t
to do so may tap us into the accumulatedou have to create a whole new set adoesn’t exist at a level in their minds
pain of every single time we've everbeliefs that allow you to see the marketvhereby they see the market in the mpst
lost something. That's why for mostfrom a carefree state of mind, as well aappropriate way and they act in the most
traders, a trade just isn’t a trade. Mosa set of beliefs that always compel yoappropriate way every single time. Oth-
traders place far too much significancéo act in your own best interests. Yoterwise, they would never have a prab-
and meaning on each trade, making iwant to reach a point where you'rdem defining their risk in advance and
difficult to cut losses or admit they’retrading without hesitating, very muchthey would never have a problem get-
wrong. And as a result, what do we dofke the way great athletes perform. ting out of a losing trade.
We avoid the possibility! And by avoid-
ing it, it generally gets worse. We've been discussing belief systemsThat's pretty profound.

What's the difference between a belief Think about it. If you really truly
system and a trading system? believed that every person who traded
The trading system just gives you amvas a market variable with the potentjal
edge. In other words, you look at &o cause prices to go in any particular
nd then... particular trading system as a way talirection, and there was no possible
Then you go back and identify those patterns that existin marway you could get into the mind
look at the situation and ket behavior. Belief systems, on thesvery trader with the potential to put on
say, “Well, | knew what other hand, control how you perceivea trade, then how in the world could you
was happening here because this pathat pattern or market behavior, as wektver knowfor sure what was going t
ticular pattern told me that the markets how you respond to it. happen next?
had the potential to go against me, but |
didn't take advantage of it.” And why And how do you define marketbehavior?There’s uncertainty with every trade
didn’t you? Because you've reached a The market is the collective action of There is indeed, and that means the
situation where you don't trust your-everyone participating in the market amarket produces patterns, and the pat-
self. You continue to build a self-imageany given moment. Individuals haveterns in turn will generate an outcome
that says, “l can't be trusted.” behavior patterns. They will do the sam&vith a higher probability of one thin
things under the same circumstancdsappening over another. The outcome
But don’t most people rationalize that over and over and over again. A groupo each individual pattern is random.
away? of individuals will consistently display But people don'tbelieve that! And that|s

They do. Traders are constantly inthe same kind of collective behaviorthe problem.
dulging themselves in rationalizationgpatterns. All a technical system does is
and justifications to hesitate or jump thedentify those patterns and quantify thenBo what you're saying is that the out-
gun or hoping the market will comeso you have a statistically reliable outeome of every individual trade is a coi

back to cut their losses. It obviouslycome. toss?
doesn’t work. Yes! The trading public doesn’t un-
That's your edge? derstand that, or they wouldn’t have the

And we end up not trusting ourselves? | call that statistically reliable out- kind of problems that they do in their
Yes. We end up not trusting our-come your edge. An edge with a highetrading.

selves to always act in our own besprobability of one thing happening over

interests and consequently end up feaanother. But that's it. That's all systemdfthe outcome of every individual trad

ing our own behavior. This is one of thedo. They don't tell you what's going tois a coin toss, and you have a series|of

keyissues. It's not the marketthat we'vénappen next. There are no guaranteedsing tosses, it would be easy to be-

become afraid of, it's really our owntrades. There are no guaranteed outome emotionally caught up in th

response to the market that we're afraidomes. Every person who participatesext trade.

of. Now most traders don'tlook at it thatin the market is a market variable. And Exactly, and this is where the best

way, but this lack of trust is a majorno technical system will take into con-traders really separate themselves from

source for the lack of confidence thasideration or account for every persomveryone else. They know at the very

most traders experience. who may put on a trade and may coneore of their trading personality that this
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trade is statistically independent fromeration when they start out is how mucltells us that there’s a possibility of expe-
the last trade and act accordingly. Evef a mental endeavor trading really isriencing pain. To avoid that pain, what
eryone else, on the other hand, associhe market has absolutely no controdm | going to do? I'm going to focus my
ates this trade with the outcome of thever how you perceive it or how youattention on it so that | can get away
last trade, or the last two or three tradesterpret the information. There are spefrom it and protect myself.

If the last two or three trades wereific mental mechanisms that control

losers, then of course they're associathe process of perception and interpré¥our self-preservation instinct take
ing this next signal with the last two ortation. As traders, if you want to makeover?

three trades and they're only seeing thihe most money, you have to create That's right. With trading, it's mor
risk. If the last two or three trades wereonsistency. And the best way to creatimsidious because the market doegn’t
winners, they’re in a state of euphoriaconsistency is to control the process gfist generate painful information.
and they’re not perceiving any risk atperception and interpretation so thagjenerateswhatcan be perceived as pain-
all, which allows them to make all theyou operate out of an objective frame oful information and pleasurable infor-
errors on the other side of the ledgemind and as carefree a state of mind asation almost simultaneously.
They overtrade, or they believe the curpossible.

rent trade couldn’t possibly be a losing Meaning—?
trade. Carefree? Can you really be carefree Meaning one tick can be painful but
when you're trading? the nexttick can be pleasant, depending

Carefree in the sense that one is ren interpretation. For example, say I’
hich still bringsthem back laxed. Because a mind that's not rein a trade and the market is moving
to why they need a system.laxed can't stay focused, or you getagainst me, but typically, the market

They need a way to de-distracted and make errors. And errordoesn’t move every single tick against
fine what works and what are very costly, especially for traders.me. The market will give me a tick i

doesn’t, but more important, they need my favor. But overall, let's say what'
the proper attitude to be able to utilizés there a primary cause of trading happening is that the market's moving
that system to its full potential. Withouterrors, in your opinion? say four ticks against me to every tick|in

the proper attitude, they're just trading One of the primary factors that createny favor, if we average it out.
randomly. And randomness is the anerrors for traders is fear, because our
tithesis of consistency, is it not? minds are wired to avoid pain. ManySo in that situation, you're long th
mental mechanisms exist, some oMmarket.
Hey, who's conducting the interview?! which we’re conscious of and some of Yes. Let's say | bought the market,
You are! And I'll bet that if you asked whichwe're not; it's really the ones we but over time the market's making lower
every trader out there what they reallyren’t conscious of that create the bigpws and lower highs. Unfortunatel

wanted, what they would say theyproblems. each small rally gives me something|to
wanted was consistency. They see all of hang my hat on. That momentary relief
these opportunities that present thenHow so? will give me something to hope for. M

selves every moment of every day and First of all, people generally don'tfear causes me to focus my attention/on
whattheyreallywant is a steadily rising understand that fear. Not only does ithe upticks because I place significance
equity curve. But they trade randomlydebilitate us physically, but it also weak-on the ticks that go in my favor and then
and don't realize that if they aren’t go-ens us perceptually. Fear causes us kdo everything possible, consciously pr
ing to focus their attention on determinnarrow our focus. With all this informa- unconsciously, to rationalize that I'll be
ing what works and what doesn’t, nongion available at any given momentokay.

of it's going to do them any good. Whatwhat fear will do is cause us to narrow

they’re going to get are random resultgur focus onto the object of our fearSo you don’t see the true trend.
in their equity curve. They're going toOur fear is a natural mechanism that Right. | place all the significance on
have an equity statement that looks like the ticks going in my favor, and even
a sawtoothpattern, with an up-down, though the market continues to trend
up-down look. against me, I’'m not perceiving it as|a
downtrending market. Instead, I'm per-
ceiving every tick that goes in my favor
as a bottom. I'm perceiving that the
market is ready to start an uptrend.

So the trader creates for himself ex-
actly what hedoesn’t want. This re-
minds me of your discussion iffhe
Disciplined Trader on how our fears
function to create the experience we're
trying to avoid.

What traders don’t take into consid- -

And the fear within you is causing thi
inappropriate behavior.
If ’'m operating from a fear of bein
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wrong, what my fear is going to do isThey can learn to look at the marketive sense of self-valuation by thinking
cause me to narrow my focus on onlybjectively, but they can still have is-thatyou really did deserve the bad expe-
information that will confirm that I'm sues of self-valuation that cause errorsience.

right and exclude from my awareness

any information thattells me I'mwrong. Otherwise they enter into self-sabo-The old “I blame myself.”
I’'m doing this to myself because admittage territory? Yes. Now, if you match all the posi
ting that I'm wrong could tap me into  Yes. A person really has to train him-ive experiences against all the negative
the accumulated pain of every time I'veor herselfto recognize when these thingsnes, what you’re going to end up with
been wrong in my life. My fear of beingare happening, while or before theys a net sense of evaluation, positive| or
wrong causes me to stay in a losingappen, as opposed to looking at it afregative. There’'s a net bottom line.

trade too long. terward. Simple things like where youYou’'ve got more positive energy than
intend to buy the market but you makenegative energy, or you've got more
And then what happens? an error. You tell your broker to sell,negative energy than positive energy,. If

Then another fear pops up. Evenand he calls back with your price. You'reyou have more negative energy than
downtick is going against me, so nowsurprised! You challenge the trade, angositive, you're going to have a hard
I've also got a fear of losing money.then he plays you back the tape and ydime accumulating money as a tradger.
When my fear of losing money is oneclearly told him to sell, not buy. Thesel'm not implying that youcan’t accu-

degree greater than my fear of admitthings are not accidents. mulate money, because there are ways
ting I'm wrong, then I'll get out of the in which you can compensate, but that
trade. Then when | look at the chart aftelf it's not one thing, it's another! goes 'way beyond the scope of this

I've gotten out of the trade, I'll see the People generally assume that thedaterview.
downtrending market and I'll ask my-behaviors are accidents, but they're re-

self why | didn't just go short. ally not. They're usually the result of
self-valuation issues. Say we took ev ow would you outline some:
A missed opportunity. Doomed if youery experience in our lives and listec of the steps to success?
do and doomed if you don't. every experience that contributed to i Well, | consider traders
Sure. Your inability to recognize apositive sense of self-valuation, wherc to be in one of three group

—_ W

good opportunity for going short isthe experience basically says I'magoodf development. The kind of steps
caused by the way fear acts on yoyperson and | deserve And I'm wor- suggest people take is based on their
perception of information. So basically thy. I'm worthy of success. I'm worthy level of development.
we’'re prevented by our own fear fromof making money. I’'m worthy of happi-

taking the most appropriate action foness. So what are the three groups?
ourselves. The three stages are what | call me-
Okay. And then? chanical, subjective and intuitive trad-

This also ties in with the discussion in ~ And then tally every experience thaing. The stage of developmentyou'rejin
your book about traders getting ex- contributed to a negative sense of seliwill depend on your attitude. In the
actly what they believe they deserve. valuation. And we've all had our sharemechanicalstage of trading, you're

Fears are not the only source of thef those, when someone may have inlearning to stay focused on what you
kind of trading errors that create a laclplied that you deserved something badeed to do, when you need to and then
of consistency. There's a substantiaio happen to you or you deserved somelo it without hesitation. In the subjec-
category of errors that can be the resulhing not going your way, or else ittive stage of trading, you no longer have

of self-valuation issues. wouldn’t have happened. What thathe potential to define and interpret
translates to is that every time you expenarket information in painful ways.
Meaning? rience pain, our minds can easily asso-

Meaning that a person really has teiate the pain with that hurtful state-And if you can’t?
believe that they deserve the money. Ihent. And then it translates into a nega- Until you can, | strongly suggest stay-
they don't, then there’ll be other kinds ing in the mechanical stage of trading.
of errors, errors preventing them from ; At this stage, you're reducing your vari-
accumulating money. ables, because the market can generate
a ton. And you need to be able to con-
tend with the variables in terms of mar-
ket information and patterns.

Despite learning a method and having
the confidence to use it?

A person can learn how to redefine
the way they perceive the market so
they can trade in a state of mind without '
any stress or fear, virtually carefree. .!

And your own variables as well?
You have to sort itll out to deter-
mine what works and what doesn't, both
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in the market and in yourself. The besiarket and the market looks a
way to do so is to trade mechanicallythough it's going to hit your
where market variables are known irstop, and it looks like | can
advance, and you don't change thermave myself a few dollars b
over time unless they warrant changinggetting out, in the mechanica
| suggest to people that they commistage of trading you wouldn't
themselves to taking the next 20 tradeslp that. You would just letyour-
as opposed to just taking the next tradself get stopped out.
And if they can execute those signals
flawlessly, without hesitation, without But in subjective trading?
fear, they can look at their variables and Whereas in subjective trad
say, this works and this doesn't. ing, you could get out early.
There’s a difference in termsg
And only then should they modify their of your development, becaus
system? by then you've learned to trus
If they want to tweak their system,yourself. You aren’t rational-
then they can tweak it, but only after aizing by then; what you're do-
least 20 trades. Otherwise, they're ndhg is looking at the market i
giving their variables a fair test. They’refrom an objective perspectivao trade intuitively on a consistent basis, you have to learn how to
also going to find out how much ofand saying: “I can get out ofroperly integrate the rational and creative parts of your brain.
themselves is working properly, so theyhis right now. | don’t need to
can determine what they need to worket stopped out.”
on to be able to trade effectively.

isn’t acted on. To trade intuitively onja
consistent basis, you have to learn hpw
to properly integrate the rational and
f:reative parts of your brain.

What about the third stage?
Then what? That's the intuitive stage. My belief
Once they've gone through the meis intuition comes from the creative par
chanical stage of trading — and goingf our brain. Creativity, by definition,
through that entails being able to do dbrings forth something that didn't pre-
least two or three of these sets of tradesously exist. On the other hand, thehEFERENCES
without hesitation, without fear, with- rational part of our brain contains eV_Bernstein Jake [1993hvestor's Quo-
out error — then, and only then, carerything we've already learned, which tient Jé)hn Wilev & Sons. second
they trade subjectively. means, by definition, it already exists. edition y '
So the creative part that generates thB':ou las Mark [1990]The Disciplined
And that is — intuitive hunch or gut feeling can and T?ade’r' Developin Winninp Attil
That's when they can use everythingften is in direct conflict with the ratio- tudesl\iewYork Ipnsgtute ofFigance
they've ever learned about the marketal part of our thinking process, SimplyTradin Behavior Dvnamics. Inc 15'1
to generate a signal. For example, ibecause creativity exists outside the ra- Nortghern Michi a)r:Ave S’uite '1'70,;
you're in the mechanical stage, | wouldional framework. The hunch or gut Chicado. IL 60%01 " 7
never,eversuggest altering your strat-feeling was perfectly correct, but be- 90, '
egy midway. If you put a stop in thecause it can’'t be justified rationally, it

Thanks for your thoughts, Mark.
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