[image: image1.png]



Behaving Badly

 Nearly all classical theories of investor behavior assume that people act rationally and use all readily available information in their decision making process. A new area of study, called behavioral finance, makes no such assumptions.  Rather it looks to psychology to explain investor behavior.   Behavioral finance identifies several common flaws in the decision making process of investors –

· Overconfidence - Research shows that the majority of investors consider themselves to have above average investment skills. This is similar to studies that show most people believe they have above average driving skills.  Historical analysis of individual investor performance shows that they drastically under perform market averages.  We don’t do enough research before investing and confuse hunches for insight.   Studies show most stocks bought by individual investors decline in price after purchase and rise in price after they are sold.  Why?   We are hard wired to buy when we feel good - prices have been rising, things seem safe.  We sell when we feel bad - prices have been falling, we hold on but eventually sell in despair. The investment industry is well aware of our overconfidence, and is quick to exploit this weakness by marketing products designed to appeal to our “above average” mindset.

· Fooled by randomness – The human mind was designed to discern patterns in the events of history and the world around us.   This capacity led to the scientific method and all the advancements in science, engineering, medicine and mathematics.   Unfortunately, it can lead us astray when we see “patterns” that are not there, but just the products of random chance.    A quick quiz –which of the following patterns of heads and tails in a coin toss is more likely to occur –

1.  H  H  H  H  H  H  H  H  H  H  H  H

2. H  T  T  H  T  T  H  T  H  H  T   H

The answer is - they have an equal probability of occurring.  The deceptive pattern of #1 is just as random as the pattern of #2.    Unfortunately, investors tend to see trends that may only be random occurrences. This weakness is exploited by advertisements that emphasize good past performance. We think that skill, rather than luck or chance, was responsible.
· Loss Aversion – A loss produces twice as much discomfort as the pleasure derived from a gain of the same amount.   Losing $1,000 in an investment feels as bad as gaining $2,000 feels good.  Often this leads to the error of holding a losing position too long; investors are unwilling to finalize a paper loss by selling.   The idea that a decline in asset value is not a loss until the asset is sold is erroneous.   Anything that lowers your net worth is a loss. 

· Purchase Price Myopia – Investors make the mistake of using the purchase price of an asset as a large factor in their decision to sell.   If the price has appreciated they are more likely to sell than if the price has declined.   The question should be asked “Why was this asset purchased?” not “What did I pay for it?” 

· Mental Accounting – This refers to the habit of valuing some dollars differently than others.   Money inherited or received as a tax refund or bonus is often considered “found money” and spent (or invested) in a more reckless manner than dollars that were earned.  The tendency to spend more when using credit cards than when paying in cash is a type of mental accounting.

· Hindsight Bias – This refers to our tendency to see something in retrospect as inevitable or obvious when we failed to see or understand it at the time.   Knowledge of what actually happened clouds our recollection of what we expected would happen.   This distortion of memory can lead to overconfidence if we fail to recognize the inadequacies of our decision making process.

These flaws in our investing behavior can be reduced, if not eliminated, by taking a passive, index approach.  Design, or hire someone to design, a well diversified portfolio of low expense index funds. Use an asset allocation appropriate for your risk tolerance and life circumstances.

 Now sit back and gratefully accept the growth that the world’s free market economies produce. Disregard Wall Street’s noise and get on with your life.  Read a good book, take a pleasant walk, and enjoy life.
Disclaimer:

The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.  Is the reader's responsibility to determine how the content of this newsletter should be applied to their own investment portfolio. Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
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