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Risk management and trading psychology are two key pillars for successful
trading, especially in stock markets like those in India. Both concepts are vital for
sustaining profitability and minimizing losses over the long term.

This speaks to the unpredictable nature of markets and the importance of being
mentally prepared for sudden shifts, rather than trying to predict them
perfectly.

Risk Management and Trading Psychology

“The markets are designed to fool most of the
people most of the time.” — Jesse Livermore
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Risk Management in Trading

Risk management involves identifying, analysing, and mitigating the risks that
can impact your capital. It's the process of ensuring that losses are contained
and capital is preserved. Here are some essential strategies:

Position Sizing

Never Risk Too Much on a Single Trade: A general rule is to risk no more
than 1-2% of your capital on any single trade. This prevents any one trade
from having a catastrophic impact on your portfolio.

Risk-Reward Ratio: It’s important to understand how much you're risking
relative to how much you stand to gain. A common risk-reward ratio is 1:3
(risk ₹100 to potentially make ₹300).

Retail Risk Management



Stop-Loss Orders
Predefine Your Loss: Always set a stop-loss order when you enter a trade. A
stop-loss ensures that you exit the trade if the price moves against you by a
specified amount, preventing large losses.

Diversification
Spread Your Investments: Avoid putting all your capital in a single stock or
asset. Diversifying across multiple stocks or sectors reduces risk by ensuring
that a loss in one investment won’t severely affect your entire portfolio.

Use of Leverage
Careful Use of Leverage: Leverage can amplify both profits and losses.
Always be cautious when using leverage and ensure that you’re only
borrowing an amount you can afford to lose.
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Risk per Trade
Calculate Risk per Trade: Use the formula to calculate your position size:
Position Size=Capital × Risk per trade 
 Stop loss %

Example 1:
Capital = ₹1,00,000
Risk per trade = 2% = ₹2,000
Stock price = 100
Stop-loss at 10% = Position Size = ₹2,000 ÷ 10% = ₹20,000 
Buy 200 quantity of shares in this trade (20000/100)
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Example 2:
Capital = ₹1,00,000
Risk per trade = 2% = ₹2,000
Stop-loss at 5% = Position Size = ₹2,000 ÷ 5% = ₹40,000
Invest ₹40,000 in this trade

There are 2 risks to any position in your portfolio

Company specific : This can be minimized by diversification and using Stops in positions.
Market risks : This can be eliminated by hedging.

Most basic form of risk management involves having a consistent trading strategy that is used
to determine the following

Entry levels : Price where a trade should be entered.
Stop Loss levels : Price to exit a trade if it goes against you. Generally set at a point where
the technical setup used to justify the trade is no longer valid.
Profit taking (Limit) levels : Price used to book profits on a trade.
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It is impossible for a trader to be correct 100% of the time.

Most traders fail not because of incorrect analysis but because of poor risk
management.

Common mistakes made by non-profit traders,

Cutting winning trades early.
Keeping losing trades.
Try to exit every trade for a profit.
More focused on number of winning trades rather than the amount of
profit in each winning trade.
Entering trades without a defined entry, stop or limit, i.e. no defined
strategy.
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(Dolly Khanna, a successful Indian stock market investor, stresses that accepting
losses and managing risk are essential parts of trading.)

"Losses are part of the game. Learn to accept
them and move on. It’s all about how you manage

the risk." —  Dolly Khanna

Retail Risk Management



Trading is a business. You should look to be consistently profitable over the
long term instead of risking a lot on individual trades.
Limit risks on individual trades, ideally 2% - 5% of your trading capital.
Try to maintain 1:2 of higher risk to reward ratio on your trades.
Adapt your strategy to fit the market conditions.
Have a defined trade plan before you enter a trade. Your trade plan should
give you specific entry prices, stops and limits.
Have a defined timeframe for your trades, i.e a time based stop in addition to
price stop.
Try to increase the reward on individual trades instead of focusing on making
every trade profitable.
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(Vijay Kedia, an ace investor, emphasizes that the market rewards long-term
patience and not those driven by impulsive decision-making.)

"The stock market rewards those who remain
patient and punishes those who chase quick

profits." — Vijay Kedia
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What does the Professional do different
than the Retailer

Type of trader Approach

Beginner

Intermediate

Professional

Focused on a entry strategy
No defined stop loss level. Panic forces exit from a position.
No defined limits. Greed sets profit targets.

Still more focused on an entry strategy.
Sets defined stop losses on trades.
No defined profit targets.

Understands the concept of a lasting trading strategy.
Uses proper risk management approach. 



What does the Professional do different
than the Retailer

Type of trader Approach

Beginner

Intermediate

Professional

Number of trades = 100
Number of winners = 90; Profit/Winner = 5
Number of losers = 10; Loss/Losers = 200
Net loss = 1550; Winning Trades = 90%

Number of trades = 50 
Number of Winners = 15; Profit/Winner = 50
Number of losers = 35; Loss/Losers = 30
Net loss = 300 ; Winning Trades = 43%

Number of trades = 25
Number of Winners = 10 ; Profit/Winner = 200
Number of Losers = 15; Loss/Losers = 50
Net Profit = 1250; Winning Trades = 67%
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Trading Psychology

Trading psychology is one of the most crucial components of successful trading. It refers to
the mindset and emotional resilience traders need to consistently make informed and
objective decisions. Mastering trading psychology helps traders avoid common pitfalls
driven by emotions, such as fear, greed, and overconfidence. Here are the key components of
successful trading psychology:

Emotional Discipline
Definition: The ability to control emotions like fear and greed when making trading
decisions.
How It Helps: Emotional discipline prevents traders from making irrational decisions,
such as panic-selling during market downturns or buying impulsively during market
rallies.
Examples of Emotional Discipline:

Sticking to a pre-defined trading plan.
Avoiding chasing a stock that’s rapidly rising due to fear of missing out (FOMO).



(Often referred to as the ‘Big Bull’ of India, Jhunjhunwala stresses the importance
of emotional control in trading.)

"Trading is about discipline, patience, and
knowing yourself. The moment emotions come

into play, you’re done.“ — Late Rakesh
Jhunjhunwala
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Trading Psychology
Patience

Definition: The ability to wait for the right market conditions and setups
before entering or exiting trades.
How It Helps: Patience ensures that traders don’t overtrade or force trades in
suboptimal conditions, allowing them to maximize profit potential and
reduce unnecessary losses.
Examples of Patience:

Waiting for a stock to hit a pre-determined support level before buying.
Avoiding trades when market volatility is too high



Trading Psychology
Risk Management Mindset

Definition: The understanding that managing risk is more important than
chasing profits.
How It Helps: A risk-first mindset helps traders focus on protecting their
capital and limiting losses, which is essential for long-term survival and
success in the markets.
Examples of Risk Management Mindset:

Using stop-loss orders to limit potential losses.
Only risking a small percentage of your capital on each trade (e.g., 1-2%)



(Co-founder of First Global, Shankar emphasizes that overtrading, driven by
impatience or greed, can lead to failure.)

"Overtrading is the root of most trader failures.
Sometimes, doing nothing is the best strategy.“

— Shankar Sharma
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Trading Psychology
Ability to Handle Losses

Definition: Accepting that losses are part of trading and not letting them
affect future decisions.
How It Helps: Being able to deal with losses without emotional attachment
prevents traders from revenge trading or trying to recover losses through
reckless decisions.
Examples of Handling Losses:

Reviewing losing trades objectively to learn from mistakes.
Avoiding making impulsive trades immediately after a loss



Trading Psychology
Confidence Without Overconfidence

Definition: The belief in one’s trading strategy without becoming arrogant or
ignoring risks.
How It Helps: Confidence helps traders execute their strategies without
hesitation, while avoiding overconfidence prevents them from taking
unnecessary risks.
Examples of Balanced Confidence:

Trusting your trading strategy during both winning and losing streaks.
Not increasing position size or leverage after a few winning trades.



(Founder of DMart and a successful stock market investor, Damani highlights the
importance of conviction with a practical plan for managing exits.)

"Conviction is important in trading, but don’t fall
in love with your trade. Always have an exit

strategy." — Radhakishan Damani
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Trading Psychology
Control Over Fear and Greed

Definition: Balancing the emotions of fear (leading to missed opportunities)
and greed (leading to excessive risk-taking).
How It Helps: Controlling fear prevents traders from missing profitable
trades, while controlling greed ensures they stick to their plan without taking
irrational risks.
Examples:

Avoiding the temptation to hold a trade too long in hopes of making more
profit (greed).
Not panicking and selling during market corrections (fear).



Trading Psychology
Developing a Routine and Consistency

Definition: Having a disciplined approach to trading by following a set
routine.
How It Helps: A consistent routine helps traders remove emotion from their
process and develop habits that lead to long-term success.
Examples of Routine:

Analyzing markets at specific times each day.
Keeping a trading journal to track progress and emotions.



(A well-known value investor and trader, Porinju highlights the importance of
understanding market sentiment and keeping an adaptable mindset.)

"A good trader has to keep an open mind, as
markets are often driven by sentiment rather

than logic.“  — Porinju Veliyath

Trading Psychology



Trading Psychology
Adaptability and Flexibility

Definition: The ability to adjust strategies based on changing market
conditions without becoming emotionally attached to a particular approach.
How It Helps: Adaptable traders are able to recognize when their strategy is
no longer working and adjust their approach accordingly, without hesitation
or frustration.
Examples of Adaptability:

Switching to a defensive strategy during market downturns.
Recognizing when a previously successful pattern is no longer valid.



Trading Psychology
Self-Awareness

Definition: Being aware of personal biases, weaknesses, and emotional
triggers that can influence trading decisions.
How It Helps: Self-awareness allows traders to recognize when emotions are
clouding their judgment and helps them correct course before making poor
decisions.
Examples of Self-Awareness:

Recognizing when fear or greed is driving decision-making.
Taking a break from trading after a streak of emotional trades.



Trading Psychology
Learning from Mistakes

Definition: Continuously learning from trading mistakes and improving
strategies over time.
How It Helps: Accepting mistakes and learning from them leads to long-term
improvement and prevents repeated errors.
Examples:

Analyzing losing trades to identify errors in analysis or execution.
Adjusting strategies based on lessons learned from past trades.



Trading Psychology
Conclusion

Successful trading is about mastering not just strategies and market knowledge,
but also your own mindset and emotions. By cultivating discipline, patience,
self-awareness, and a strong risk management mindset, traders can make
rational decisions and navigate the volatility of markets with greater
consistency. Trading psychology plays a crucial role in determining long-term
success in the financial markets.

"Successful trading is 10% strategy and 90% emotional discipline.“
— Unknown

(Most traders have access to similar strategies and tools, but controlling emotions and
staying disciplined separates successful traders from the rest.)
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Do’s and Don’ts of a Trader

Do’s
Have a Trading plan
Manage Risk
Keep emotions in check
Use Stop-loss orders
Stay informed
Diversify
Keep trading journal
Be patient
Learn continuously
Stick to a consistent strategy

Don’ts 
Don’t Overtrade
Don’t trade without a stop-loss
Don’t chase the market
Don’t let emotions control you
Don’t over-leverage
Don’t ignore market trends
Don’t let losses affect your next trade
Don’t be greedy
Don’t follow the heard
Don’t trade without preparation



Paper trade or real trade
going forward?



When transitioning from learning or strategy development to actual
trading, it’s crucial to realistically test your confidence and the applicability
of your trading plan. Both paper trading and real trading offer unique
advantages, and choosing the right path depends on your level of
experience, emotional control, and risk tolerance.

Paper Trading
Definition: Paper trading involves simulating trades in the market
without using real money. You track hypothetical trades based on real-
time data but without the financial risk.

Paper trade or real trade going forward?



Advantages of Paper Trading:

No Financial Risk: Paper trading allows you to test strategies in real market conditions
without the fear of losing money.
Skill Development: It helps build confidence and develop execution skills, including
trade placement, strategy implementation, and risk management.
Refining Strategy: You can test different strategies and adjust them based on results,
learning what works and what doesn’t before risking real capital.
Psychological Preparation: Paper trading can familiarize you with market movements
and volatility, giving you more comfort when you eventually trade with real money.
Access to Tools: Many brokers offer simulated trading platforms where you can use
real-time data, making the experience as close to real as possible.
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Disadvantages of Paper Trading:
Lack of Emotional Pressure: Because there is no real money involved, paper trading doesn’t
simulate the emotional highs and lows that come with actual profits or losses. Emotional
control is a key component of successful trading, and it’s not fully tested in a paper
environment.
Overconfidence: Paper trading can lead to overconfidence, especially when there are no real
consequences for poor decisions. You might take risks in paper trading that you wouldn’t
take with real money.
Execution Realism: Some aspects, like slippage, order execution delays, and liquidity issues,
are not accurately reflected in paper trading, making real-world results potentially different.
Best for:

Beginners who want to learn how the market operates and test strategies.
Traders developing or refining new strategies.
Individuals building confidence before transitioning to real trades.

Paper trade or real trade going forward?



Real Trading
Definition: Real trading involves using actual capital in the market, where your decisions directly
impact your financial outcome.

Advantages of Real Trading:

Emotional Conditioning: Real trading exposes you to the psychological challenges of trading—
fear, greed, anxiety, and excitement—helping you learn how to manage emotions in real-world
situations.
True Risk Management: You get firsthand experience in managing risk because real money is at
stake. This sharpens your focus on capital preservation and discipline.
Real-World Experience: You face actual market conditions like slippage, liquidity, and execution
delays. You learn how to adapt to these factors, which aren’t always apparent in paper trading.
Building Confidence: Successfully navigating real trades, even if with small positions, builds real
confidence. You get a sense of the market’s behavior under different conditions.

Paper trade or real trade going forward?



(Co-founder of Zerodha, Kamath explains how timing the market requires
patience and clarity amidst volatility.)

"Market timing is like catching a train on a
crowded platform. You have to wait for the right

moment without getting caught in the chaos.“
— Nikhil Kamath
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Disadvantages of Real Trading:

Financial Risk: The most obvious downside is the potential to lose money, especially if you’re
unprepared or emotionally driven. Even well-tested strategies can lead to losses if market
conditions change.
Emotional Volatility: Real trading can amplify emotional reactions, leading to overtrading,
revenge trading, or abandoning your strategy after a series of losses.
Costly Learning Curve: Mistakes in real trading can be expensive, particularly in the beginning
stages, when you’re still learning how to control your emotions and refine your strategies.
Best for:
Traders who have thoroughly tested their strategies and are emotionally prepared to handle
both profits and losses.
Individuals who want to gain real-world experience in the market.
Traders who are confident in their risk management abilities and can handle the psychological
aspect of trading with real capital.

Paper trade or real trade going forward?



(This quote emphasizes the importance of focusing on the process rather than just
the outcome. If your trades are based on sound strategy, the profits will follow.)

"The goal of a successful trader is to make the
best trades. Money is secondary.“

— Alexander Elder
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Hybrid Approach:
Start with Paper Trading, Then Gradually Transition to Real Trading
If you’re unsure whether to go straight into real trading or continue with paper trading, a hybrid approach might be ideal:

Step 1: Paper Trade
Duration: Spend 1-3 months in paper trading, depending on your progress.
Goal: Develop a consistent, profitable track record. This phase allows you to refine your strategy and gain confidence
without financial risk.

Step 2: Move to Small Real Trades
Start Small: Trade with minimal amounts to limit risk. This could be a fraction of your total capital or the minimum
amount allowed by your broker.
Objective: Gradually build up emotional resilience. The key here is learning to handle the emotional impact of real
gains and losses while refining your trading approach.

Step 3: Increase Position Sizes Gradually
Scaling: As you gain confidence and experience, you can increase your position size while sticking to your risk
management rules (e.g., risk only 1-2% of your capital on any given trade).
Continued Learning: Even after transitioning to full-scale trading, continue evaluating your performance and
emotional reactions, adjusting your strategy as needed.
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Key Considerations When Transitioning to Real Trading:

Risk Management: Always prioritize risk management by using stop-losses, position sizing, and maintaining an
appropriate risk/reward ratio.
Emotional Control: Learn to control emotions like fear and greed by sticking to your trading plan. Emotional
discipline is one of the hardest skills to master in real trading.
Track Performance: Keep a trading journal, noting not just your profits and losses but also your emotional
state during trades. This will help you refine both your technical and psychological approach.

Conclusion:

Both paper trading and real trading have their place in a trader’s journey. Paper trading is invaluable for
learning, building confidence, and testing strategies without financial risk, but it lacks the emotional challenge
of real trading. If you’re confident in your strategy but unsure about your emotional discipline, starting with
paper trading and gradually transitioning to real trading by using small positions can be the best approach.
Eventually, the key to success lies in emotional control, disciplined risk management, and constant learning
from real-world experiences.
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(A veteran investor, Damani underscores the importance of having faith in your
trading process rather than reacting to short-term outcomes.)

"You have to believe in your process, not in daily
profits or losses. The focus should be on long-

term consistency."
— Ramesh Damani
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