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Preface

An old Wall Street adage states that two factors move the market:
fear and greed. Although true, this characterization is far too sim-
plistic. The human mind is very sophisticated, and human emo-
tions are very complex. The emotions of fear and greed just don’t
adequately describe the psychology that affects people. This book
is one of the first texts to delve into this fascinating and important
subject.

Few other texts provide this information because traditional
finance has focused on developing the tools that investors use to
optimize expected return and risk. This endeavor has been fruit-
ful, yielding tools such as asset pricing models, portfolio theories,
and option pricing. Although investors should use these tools in
their investment decision making, they typically do not. We tend
not to use these tools because psychology affects our decisions
more than financial theory does.

Unfortunately, your psychological biases inhibit your ability
to make good investment decisions. By learning about your psy-
chological biases, you can overcome them and increase your
wealth. You will notice that most of the chapters are structured in
a similar way. I first describe the psychological bias and illustrate
it with everyday behavior (such as driving a car). The effect of the
bias on investment decisions is then described. Lastly, I use aca-
demic studies to show that investors really do have the problem.

This material does not replace the investment texts of tradi-
tional finance. Understanding psychological biases complements
the traditional finance tools. Indeed, after reading this book you
should be convinced that traditional tools are valuable.
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CHAPTER

Psycholo nd Finance

“Why must I read this book?”
—LAMENT OF STUDENTS EVERYWHERE

the idea that peoples’ own psychology can work against

them in making good investment decisions. For the past
three decades, the field of finance has evolved on these two basic
assumptions:

Traditionally, a formal education in finance has dismissed

e People make rational decisions.
* People are unbiased in their predictions about the future.

By assuming that people act in their own best interests, the
finance field has been able to create some powerful tools for
investors. For example, investors should use modern portfolio the-
ory to obtain the highest expected return possible for any given
level of risk they can bear. Pricing models (such as the Capital
Asset Pricing Model, the Arbitrage Pricing Theory, and option
pricing) can help value securities and provide insights into
expected risks and returns. Investment texts are full of these use-
ful theories.

However, psychologists have known for a long time that these
are bad assumptions—people often act in a seemingly irrational
manner and make predictable errors in their forecasts.

Financial economists are now realizing that investors can be
irrational. Indeed, predictable decision errors by investors can
affect the function of the markets. Most importantly, your reason-
ing errors affect your investing, and ultimately your wealth.

So why are “students of investing” reading this book? Be-
cause modern textbooks are completely silent on this subject. An
investor who understands all the information in a modern invest-
ment text can still fail as an investor if he or she lets psychological

1



2 ' CHAPTER1 Psychology and Finance

biases control his or her decisions. By reading this book, you
should:

Learn many psychological biases that affect decision making.
Understand how these biases affect investment decisions.

See how these decisions reduce your wealth.

Learn to recognize and avoid them in your own life.

During the rest of this chapter, I hope to illustrate that these
psychological problems are real. The arguments will be far more
convincing if you participate in the following two demonstrations.

A SIMPLE ILLUSTRATION

One example of the reasoning mistakes caused by the brain is the
visual illusion. Consider the optical illusion in Figure 1.1.1 Of the
two horizontal lines, which looks longer?

In fact, both lines are the same length. Look again. Although
you know that the horizontal lines have equal length, the top line
still looks longer. Just knowing about the illusion does not elimi-
nate it. However, if you had to make some decision based on
these lines, knowing that it is an illusion would help you avoid a
mistake.
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CHAPTER 1 Psychology and Finance

The brain does not work like a computer. Instead, it fre-
quently processes information through shortcuts and emotional
filters to shorten the analysis time. The decision arrived upon
through this process is often not the same decision you would
make without these filters. I refer to these filters and shortcuts as
psychological biases. Knowing about these psychological biases
is the first step toward avoiding them. One common problem is
overestimating the precision and importance of information. The
following demonstration illustrates this problem.

PREDICTION

Let’s face it, investing is difficult. You must make decisions based
on information that may be inadequate or inaccurate. Addition-
ally, you must be able to effectively understand and analyze the
information. Unfortunately, people make predictable errors in
their forecasts.

Consider the ten questions in Table 1.1.2 Although you proba-
bly do not know the answers to these questions, enter the most

Min Max

1. What is the average weight of the adult blue -
whale, in pounds?

2. In what year was the Mona Lisa painted by
Leonardo da Vinci?

3. How many independent countries were there at
the end of 2000?

4. What is the air distance, in miles, between Paris,
France, and Sydney, Australia?

5. How many bones are in the human body?

6. How many total combatants were killed in World
War 1?

7. How many books were in the Library of Congress
at the end of 2000?

. How long, in miles, is the Amazon river?
9. How fast does the earth spin (miles per hour) at
the equator?
10. How many transistors are in the Pentium III
computer processor?

o




CHAPTER 1 Psychology and Finance

probable range based on your best estimate. Specifically, give
your best low guess and your best high guess so that you are 90%
sure the answer lies between. Don’t make the range so wide that
the answer is guaranteed to lie within, but also don’t make the
range too narrow. If you consistently choose a range following
these instructions, you should expect to get 9 of the 10 questions
correct. Go ahead, give it your best shot.

If you have no idea of the answer to a question, then your
range should be large to be 90% confident. On the other hand, if
you think you can give a good educated guess, then you would
choose a smaller range to be 90% confident. Now let’s check the
answers. They are (1) 250,000 pounds, (2) 1,513, (3) 191 countries,
(4) 10,543 miles, (5) 206 bones, (6) 8.3 million, (7) 18 million, (8)
4,000 miles, (9) 1,044 miles per hour, and (10) 9.5 million. Count
your response correct if the answer lies between your low and
high guesses. How many did you get right?

Most people miss five or more questions. However, if you are
90% sure of your range, then you should have missed only one.
The fact is that you are too certain about your answers, even when
you have no information or knowledge about the topic. Even
being educated in probability is no help. Most finance professors
miss at least five of the questions, too.

This demonstration illustrates that people have difficulty
evaluating the precision of their knowledge and information. Now
that you see the difficulty, I will give you a chance to redeem your-
self. Because this book relates psychology to investing, consider
the following question.

In 1896 the Dow Jones Industrial Average (DJIA) was at 40.
At the end of 1998, the DJIA was at 9,181. The DJIA is a
price-weighted average. Dividends are omitted from the
index. What would the DJIA average be at the end of 1998
if the dividends were reinvested each year?

Notice that Table 1.1 has room for your DJIA minimum and
maximum guesses. Again, you should be 90% sure that the correct
value lies within the range you choose.

Because you are 90% sure that the correct value lies within
the range that you chose, you should get this one correct. Are you
ready for the answer? If dividends were reinvested in the DJIA,
the average would have been 652,230 at the end of 1998.3 Does
this surprise you? It surprises most people. Even after learning
that most people set their range too narrowly in their prediction,
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and experiencing the problem first hand, most people continue to
do it.

This example also illustrates another aspect of investor psy-
chology called anchoring. When you read the question, you
focused on the DJIA price level of 9,181. That is, you anchored
your thinking to 9,181. You probably made your guess by starting
at this anchor and then trying to add an appropriate amount to
compensate for the dividends. Investors anchor on their stock
purchase price and the recent highest stock price.

LONG TERM CAPITAL MANAGEMENT

Even Nobel prize winners in economics are prone to overestimat-
ing the precision of their knowledge. Consider the plight of the
hedge fund Long Term Capital Management (LTCM). The part-
ners of the fund included John Meriwether, the famed bond
trader from Salomon Brothers, David Mullins, a former vice-
chairman of the Federal Reserve Board, and Nobel prize winners
Myron Scholes and Robert Merton. The firm employed 24 people
with Ph.D. degrees.

The hedge fund began in 1994 and enjoyed stellar returns. In
the beginning of 1998, LTCM had $4 billion in equity. It had also
borrowed $100 billion to leverage its positions for higher returns.
Its main strategy was to find arbitrage opportunities in the bond
market.

In August of 1998, Russia devalued its currency and defaulted
on some of its debt. This action started a chain of events over the
next 4 weeks that led to devaluation in many emerging countries.
Bond and stock markets throughout the world declined. The
prices of U.S. Treasury securities skyrocketed as investors fled to
the safest investments.

The equity in the LTCM portfolio fell from $4 billion to $0.6
billion in 1 month. The Federal Reserve Bank feared that a mar-
gin call on LTCM would force it to liquidate its $100 billion worth
of positions. The selling of these positions during this precarious
time might precipitate a crisis that could endanger the financial
system. By late September, a consortium of leading investment
banks and commercial banks injected $3.5 billion into the fund in
exchange for 90% of the equity.4

How could a hedge fund with such brainpower lose 90% of its
equity in 1 month? Apparently, in designing their models, the
partners did not think that so many things could go wrong at the
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same time. Doesn’t this sound like they set their range of possible
outcomes too narrowly?

BEHAVIORAL FINANCE

All people (even smart ones) are affected by psychological biases.
However, traditional finance has considered this irrelevant. Tradi-
tional finance assumes that people are “rational” and tells us how
people should behave in order to maximize their wealth. These
ideas have brought us arbitrage theory, portfolio theory, asset
pricing theory, and option pricing theory.

Alternatively, behavioral finance studies how people actually
behave in a financial setting.5 Specifically, it is the study of how
psychology affects financial decisions, corporations, and the finan-
cial markets. This book focuses on a subset of these issues—how
psychological biases affect investors. The investor who truly
understands these biases will also appreciate more the tools that
traditional finance has provided.

WHAT TO EXPECT

The next seven chapters of this book discuss psychological biases
that affect your daily lives. These chapters are all structured in a
similar manner. First, the psychological trait is identified and
explained using common, daily activities. Second, the results of
research studies show how the bias affects real people. Lastly, the
degree that investors are affected by the bias is examined.

Chapters 2, 3, and 4 demonstrate how investment decision
making is affected by emotions. As demonstrated in the previous
example, people set their range of possible outcomes too nar-
rowly. This is part of a broader problem called “overconfidence.”
Overconfident investors trade too much, take too much risk, and
earn lower returns. This topic is discussed in Chapter 2. Chapter 3
illustrates how investors’ views of themselves cause them to avoid
feelings of regret and seek pride. Consequently, investors sell win-
ner stocks too soon and hold on to loser stocks too long. Lastly,
Chapter 3 demonstrates that your past failures and successes have
a dramatic impact on your current decision-making process.
Indeed, your memory of the past may actually change over time
to soften your regret over failures.

Chapters S through 7 demonstrate how the functioning of the
brain effects the investor. For example, every day you are bom-



CHAPTER 1 Psychology and Finance

barded by information. The brain uses a process called mental
accounting to store and keep track of the important decisions and
outcomes. Chapter 5 shows that the consequences of this process
are that people make poor financial decisions. Discussed in Chap-
ter 6 is one particularly important implication—how investor’s
view portfolio diversification. The brain also uses shortcuts to
quickly process information. These shortcuts create a tainted view
of the information. This leads to the investor problems of repre-
sentativeness and familiarity in Chapter 7.

The last two chapters are a little different. Chapter 10 dis-
cusses how investing has entered our social culture. The interac-
tion between psychology, group psychology, and investing can
contribute to market mania and price bubbles. The Internet also
interacts to magnify the psychological biases. Lastly, Chapter 9
discusses the difficulty of maintaining self control in the face of
these psychological biases. Planning, incentives, and rules of
thumb are helpful in avoiding the common problems. Strategies
for overcoming these problems are proposed.

End Notes

1.

This is an old psychology example. However, the illusion is discussed in Daniel
Kahneman and Mark Riepe, “Aspects of Investor Psychology,” Journal of Portfo-
lio Management (Summer 1998): 52-65.

This exercise is similar to that of Edward Russo and Paul Shoemaker, Decision
Traps (New York: Simon & Schuster, 1989) and a presentation by Hersh Shefrin
at the 2000 Financial Management Association annual meeting.

. This analysis is done in Roger Clarke and Meir Statman. “The DJIA Crossed

652,230.” Journal of Portfolio Management (Winter 2000): 89-93.

. See “All Bets Are Off: How the Salesmanship and Brainpower Failed at Long

Term Capital.” Wall Street Journal, Nov. 16,1998, page A1l.

. See the discussion in Meir Statman. “Behavioral Finance: Past Battles and Future

Engagements.” Financial Analysts Journal (Nov./Dec. 1999), 18-27.1 use the term
traditional finance where Meir uses the term standard finance.






