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TRADING PSYCHOLOGY



Scenario Trading Traders can get caught up in a scenario in which they believe the market will unfold. Becoming a neutral observer may be the best strategy. by Ruth Barrons Roosevelt cenario trading is trading in accordance with a dominant idea or story. It can be very dangerous — or it can make you a fortune. The scenario acts as an integrating theme and it can dominate your thinking. That theme could be fundamental, technical or personal in nature, and it colors your thought processes. And it definitely affects your trading. Scenarios are seductive. We are mesmerized by stories. We live our lives in the shadows and sunlight of our personal stories. Think about it. What is the story of your life? What is the story of your trading? Do certain plots repeat themselves with simple variations of people and place? Ideas give meaning and direction to our individual and collective lives. Elections and wars are fought over ideas. The idea can be as simple as the flat tax or as complex as justice or freedom, socialism or free enterprise. Some marry for the idea of love and stay married for the concept of convenience or duty. Ideas galvanize us and organize our lives and perceptions. Companies are built upon ideas. Fortunes are made — and lost — on ideas. There is nothing like the power of a good idea. And there is nothing like the power of a bad one. What works in life may, however, boomerang in trading. The staying power of a good idea that can get you through the rough spots in your life can bring you to your knees in trading. Rarely does it see you through.



JORGE CRUXENT/ FIRE CRUXENT



S



TRADING VS. INVESTING I’m writing about scenario trading, not scenario investing. It’s not as dangerous to invest in a scenario, because the scenario has time to



Copyright (c) Technical Analysis Inc.



Stocks & Commodities V15:3 (122-124) Scenario Trading by Ruth Barrons Roosevelt



develop. If the idea is good, time can bring it to fruition. On the other hand, buy and hold can also mean never having to admit you’re wrong, so if the idea is flawed or something new develops, you could be left holding the proverbial bag because of your buy-and-hold strategy. In my opinion, the finest example of effective scenario investing is Warren Buffett. A reading of Robert G. Hagstrom’s The Warren Buffett Way shows how Buffett looks for good undervalued companies, buys them and holds them. His thinking and research are solid. He is arguably the most successful investor of the century. He is not, however, a trader. An example of a successful scenario trader is George Soros. George has high-quality information sources. He thinks clearly. According to Soros on Soros, when he is convinced that an economic scenario is about to unfold, he bets heavily on the concept. His successes are also heavily publicized. People say, “Ah, that’s the way to trade!” However, he does — and this is not as well known — get immediately out on the first sign that he’s wrong, on the first sign that the scenario is not playing out as he anticipated. He also takes some major hits based on trading this way. In his writings, George Soros identifies some of the difficulties of trading scenarios. He points out that when you are an actor (in this case, betting on a scenario), your observations are not pure. He also notes that facts are not always observations, and observations are not always facts. To further complicate matters, observations can become facts. Facts change. Observations change. The actors or players change. The mix alters and alters the unfolding of financial events. As a scenario speculator, George anticipates change and thus protects himself from the hazards of a fixed or frozen scenario.



right in the long run, but because his timing was off, he lost money each time. For various reasons, there was a great glut of oil. OPEC was planning to meet and this trader knew that certain decisions would be made. As a consequence, he began shorting crude oil, and shorted more as the market continued to rise. And more and more all the way up.



Usually,the scenario is fundamental in content. I watched a famous market participant lose large chunks of his fortune several times, betting heavily on the fundamentals he had thoroughly researched. Each time he knew he was right. He had the courage of his convictions. The price of oil had to go down. He stayed firm, a courageous hunter-warrior all through the rise of the third wave and most of the fifth wave of the rise of the oil market. He was leveraged heavily and losing heavily. There wasn’t time for his concept to develop. He gave in and unraveled the position. Two weeks later the market broke, but he wasn’t in for the ride. This trader had two scenarios, both correct. The first scenario was that the price of oil was destined to collapse. It did — but by that time, he had been forced out of the market. The second scenario was that he was a strong, courageous trader. His idea was that he’d stand there, warrior-like, until the death of him. And he did.



RIGHT OR WRONG Can you remember when you had a conviction about the direction of a market based on an idea, and you bet heavily on it, and made a killing? If so, you’re probably looking for another opportunity to do the same. Great. But watch carefully for any indication that you’re mistaken, or that there’s been a change, or that your timing is early or late. I have witnessed the ravages of scenario trading many times. Sometimes the scenario is technical in nature. For example, I’ll ask someone why he or she has been out of the stock market for the last few years and the answer might be, “The market is too high, it has go down.” For example, many Elliott wave theorists have been predicting another stock market correction since 1987. Many have been predicting an imminent Dow Jones Industrial Average (DJIA) decline, despite evidence to the contrary. Usually, however, the scenario is fundamental in content. I watched a famous market participant lose large chunks of his fortune several times, betting heavily on the fundamentals he had thoroughly researched. Each time he knew he was right. He’d done incredible research and his thinking was clear. It was only a matter of time. Well, he turned out to be



TRADING ISN’T WAR But trading is not war. This trader was strong and courageous, but in the wrong way. It takes courage to pay attention to market feedback. It takes strength to step aside because you may be wrong or early or just not on time. I’ve seen scenario trading deplete the accounts of many traders. Once I asked a client, “What happened that summer when you trashed your account?” He answered, “I was scenario trading. I was so caught up in my personal life and so blinded by what I thought the market was going to do, I lost control.” In Jim Paul’s book What I Learned Losing A Million Dollars, he tells a fascinating story of scenario trading. He was bullish in soybean oil. He was heavily invested, and the market was going up. One day in late August that year, he made $248,000. It was an incredible high. A quarter of a
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million, in one day. That was the last Friday in August of that year. As he tells it, on the following Monday he was at his desk, waiting for the market to open. He was sure he would be up at least another $50,000. Well, the market started down that Monday, and from that time on, he proceeded to lose an average of $20,000 to $25,000 a day for months. At some point, he started getting his clients out with small profits or losses. But he stayed in for the long haul. He was convinced this was the big trade. He was going to make $10 million on this trade. He saw it. He believed it. By the middle of October, Jim was under water. He was getting margin calls and borrowing from friends. By the beginning of November, he was underwater big time. Soybean oil had gone from 37 cents a pound down to 28 cents. From the high in August, he had lost nearly his entire net worth of $1.2 million and owed his friends about $400,000. Finally, and mercifully, his firm pulled the plug on the trade and took him out because he could not take himself out. He made a lot of trading errors, of course. Sound trading principles, good trading rules, strict or even reasonable money management would have gotten him out with profits. But what was really behind this massive debacle was a firm belief in the scenario that soybean oil was surely going to go up to the moon. In addition, he had personalized the trade. He was his success; he saw his early profits as a personal reflection of his success. He became his trade; he was going to win and win big. Nothing could stop him.



If you’re trading from a fundamental base, pay attention to new fundamental information as well as technical information. Fundamental information tells you what: technical information tells you when. If you’re trading from a technical base, pay attention to fundamental as well as current technical information coming your way. Stay focused in the now. You have a view of the future. But what’s happening right now? The present is not the past and it’s not the future: It is the current reality. The present is where you’re making or losing money right now. Whenever you feel yourself getting caught up in beliefs about yourself and your trading, step outside yourself into the role of a neutral observer and look at yourself and the situation. Take in whatever information you can and make adjustments. Ask yourself what the market is telling you. Right now. Remember, the guided missile starts toward a positive target but only stays on course by getting negative feedback that it’s off target. The missile corrects, and sometimes overcorrects, but it gets back on target and reaches that target. As a trader, you need to be sensitive to feedback. Your goal is to make money in the market; it doesn’t matter what your story is. The market shows you what it’s doing. Take advantage of that information and get on track. Have workable rules and follow those rules, especially if you have a technical, fundamental or personal scenario. Ruth Roosevelt is the director of the Wall Street Hypnosis Center.



IT’S NOT PERSONAL We think personally. We think in patterns. Our beliefs alter our reality; that is why some people succeed against all odds and others fail despite incredible advantages. A success belief is powerful. It will lead you there. But in trading, the belief has to be that you can trade successfully using good trading discipline, not that a given trade will work out or that something is bound to happen. So whenever you have a market scenario or idea, be particularly careful to set up your exit strategy in advance. Ask yourself what would have to happen for you to change your mind.



RELATED READING Hagstrom, Robert G., Jr. [1994]. The Warren Buffett Way, John Wiley & Sons. Soros, George [1995]. Soros on Soros: Staying Ahead of the Curve, John Wiley & Sons. _____ [1994]. The Alchemy of Finance, John Wiley & Sons. Paul, Jim [1994]. What I Learned Losing A Million Dollars, Infrared Press. †See Traders’ Glossary for definition
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