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PREFACE

An old Wall Street adage states that two factors move the market: fear and greed.
Many people would say that greed dominated during the tech bubble of the late
1990s and fear has ruled behavior in the recent financial crisis. Although true,
this characterization is far too simplistic. The human mind is so sophisticated
and human emotions are so complex that the emotions of fear and greed do not
adequately describe the psychology that affects people as they make investment
decisions. This book is one of the first texts to delve into this fascinating and
important subject.

Few other books 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 fruitful, 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. This is
because psychology affects our decisions more than financial theory does.

Unfortunately, psychological biases inhibit one’s ability to make good
investment decisions. By learning about your psychological biases, you can
overcome them and increase your wealth.

You will notice that most of the chapters are structured similarly. A psycho-
logical bias is first described and illustrated with everyday behavior (like driving
a car). The effect of the bias on investment decisions is then explained. Finally, ac-
ademic studies are used to show that investors do indeed exhibit the problem.

What we know about investor psychology is increasing rapidly. This fourth
edition of The Psychology of Investing has a new chapter that focuses on framing
effects, and new evidence and ideas have been added to every chapter.

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

NEW TO THIS EDITION

Chapter 1: Psychology and Finance

¢ New introduction centered on the recent financial crisis
* New discussion and figure on the brain’s decision-making process

Chapter 2: Overconfidence

e Improved description of overconfidence
¢ A new volume study
* Expanded section on the illusion of knowledge with two new studies

xiii



xiv Preface

Chapter 3: Pride and Regret
* Two new sections called “Disposition Outside of the Stock Market” and
“Disposition and Investor Sophistication”
¢ Revised reference point section

Chapter 4: Risk Perceptions

¢ Expanded discussion on the house-money effect on investors
¢ Expanded discussion of cognitive dissonance, including a new figure

Chapter 5: Decision Frames

* New chapter on decision framing that includes question framing and
choice, framing and the risk-return relationship, prediction, analytical and
intuitive thinking modes, pension frame designs

Chapter 6: Mental Accounting (Chapter 5 in the third edition)

¢ New discussion of how the 2009 Recovery Act will likely reduce savings,
thus lowering people’s wealth

¢ New evidence that investors tend not to consider the asset allocation of the
rest of their portfolio when making decisions on one account

Chapter 7: Forming Portfolios (Chapter 6 in the third edition)
* Two new studies added to portfolio discussion

Chapter 8: Representativeness and Familiarity (Chapter 7 in the
third edition)
* Two new subsections called “Extrapolation Bias” and “Local Bias”
* New figure on mutual fund investing
* Revised figure on the world market cap

Chapter 9: Social Interaction and Investing (Chapter 8 in the
third edition)

* New subsection, “Imitating Thy Neighbor’s Portfolio”
* Expanded social environment section

Chapter 10: Emotion and Investment Decisions (Chapter 9 in the
third edition)

* New section called “The Thrill of Investing”

Chapter 11: Self-Control and Decision Making (Chapter 10 in the
third edition)

* New discussion of libertarian paternalism
¢ New subsection titled “Save to Win”



COURSESMART

CourseSmart goes beyond traditional expectations providing instant, online
access to the textbooks and course materials you need at lower cost. With
instant access from any computer and the ability to search your text, you'll find
the content you need quickly, anywhere at anytime. And with online tools like
highlighting and note taking, you can save time and study efficiently. See all the
benefits at www.coursesmart.com/students.

Preface

Xv



FIE INEREESTRIS. .. 1
FE2E I TFE B oo 11
E3Z BEINVEBSEREINS. ... 24
FAE XBETE. oo oo 35
FOEE RRNELD. . ..o 46
= Y s 55
FTE WA S. oo 66
E8E KERMBESTIMRBSE. ... 76
FBIE MHBEEIEE. o o 88
FEI0E MBSIRIRE. 99
FINE BRIPESRE. 111
RRAXEEOE. 123
22 124



CONTENTS

Preface xiii

Chapter 1 Psychology and Finance 1
Traditional versus Behavioral Finance 2
Prediction 3
Behavioral Finance 5
Sources of Cognitive Errors 6
Bias and Wealth Impact 8

What to Expect 9
Ouestion; 10 * Endnotes 10

Chapter 2 Overconfidence 11
Overconfidence Affects Investor Decisions 12
Overconfident Trading 13
Overconfidence and the Market 16
Overconfidence and Risk 16
lllusion of Knowledge 17
lllusion of Control 19
Choice 19
Outcome Sequence 19
Task Familiarity 19
Information 19
Active Involvement 19
Past Successes 20
Online Trading 20

Online Trading and Performance 21
Questions 22 e+ Endnotes 22

Chapter 3 Pride and Regret 24

Disposition Effect 24

Disposition Effect and Wealth 25

Tests of Avoiding Regret and Seeking Pride 26
International Tests of the Disposition Effect 28
Disposition Outside the Stock Market 28

Selling Winners Too Soon and Holding Losers Too Long 29

Disposition Effect and News 29

ix



b { Contents

Reference Points 30
Can the Disposition Effect Impact the Market? 31

Disposition and Investor Sophistication 32
Summary 32 e Questions 33 e Endnotes 33

Chapter 4 Risk Perceptions 35

House-Money Effect 36

Snakebite (or Risk Aversion) 36

Trying to Break Even 36

Effect on Investors 37

Endowment (or Status Quo Bias) Effects 38
Endowment and Investors 39

Perception of Investment Risk 39

Memory and Decision Making 40
Memory and Investment Decisions 40

Cognitive Dissonance 41

Cognitive Dissonance and Investing 41
Summary 44 ¢ Questions 44 e« Endnotes 44

Chapter 5 Decision Frames 46

Framing and Choice 46

Framing and Investing 48
Framing and the Risk-Return Relationship 48
Framing and Prediction 50

Thinking Mode and Decision Processes 50

Measuring Thinking Mode 51

Risk Framing and Thinking Style 52

Framing Pension Decisions 53
Summary 53 e Questions 54 e Endnotes 54

Chapter 6 Mental Accounting 55

Mental Budgeting 56
Matching Costs to Benefits 56
Matching Debt 57

Sunk-Cost Effect 58

Economic Impact 59

Mental Accounting and Investing 60
Investor Trading 60
Asset Allocation 61



Chapter 7

Chapter 8

Chapter 9

Contents

Market Impact 64
Questions 64 e Endnotes 65

Forming Portfolios 66
Modern Portfolio Theory 66
Mental Accounting and Portfolios 66
Perceptions on Risk 68
Risk Perception in the Real World 70
Building Behavioral Portfolios 70
Household Portfolios 72
Naive Diversification 73

Retirement Plans 74
Questions 75  Endnotes 75

Representativeness and Familiarity 76

Representativeness 76

Representativeness and Investing 77
Extrapolation Bias 78

Familiarity 80

Familiarity Breeds Investment 81
Local Bias 83

Familiarity Breeds Investment Problems 84

Combining Familiarity and Representativeness Biases 85
Questions 86 ¢ Endnotes 86

Social Interaction and Investing 88
Talking the Talk 89
Imitate Thy Neighbor's Portfolio 89
Social Environment 89
Investment Clubs 91
Investment Club Performance 91
Investment Clubs and Social Dynamics 93
The Media 93
Speed Is Not of the Essence 94
Herding 95
Herding into Stocks 95
“A Rose.com by Any Other Name” 96 -

xi



xii Contents

Short-Term Focus 96
Faith 97

Social Validation 97
Questions 97 ¢ Endnotes 97

Chapter 10 Emotion and Investment Decisions 99
Feelings and Decisions 99
Feelings and Finance 100
Feelings Affect Investment Decisions 101
Sunshine 101
Negative Emotions 103
Optimism 104
Sentiment 106
Market Bubbles 107

The Thrills of investing 108
Summary 109 e Questions 109 e Endnotes 110

Chapter 11 Self-Control and Decision Making 111
Short-Term versus Long-Term Focus 112
Controlling Yourself 112
- Saving and Self-Control 113

401(k) and IRA Plans 114

Self-Control and Dividends 115

Beating the Biases 116
Strategy 1: Understand the Biases 116
Strategy 2: Know Why You Are Investing 116
Strategy 3: Have Quantitative Investment Criteria 117
Strategy 4: Diversify 117
Strategy 5: Control Your Investing Environment 117

Additional Rules of Thumb 118

Using Biases for Good 119
Save More Tomorrow 119

Save and Win 120
Questions 121 e Endnotes 121

Credits 123
index 124



CHAPTER

Psychology and Finance

Fear was thick in the air during late 2008 and early 2009. The government was
clearly worried about a system-wide financial failure. Any observer could see
that the Feds were frantically throwing unprecedented and dramatic solutions at
the problems. They force-fed the largest banks tens of billions of dollars each.
They took over other financial institutions like mortgage firms Fannie Mae and
Freddie Mac and insurer AIG (American International Group), taking on
hundreds of billions more in liabilities.

Through the first three quarters of 2008, the stock market declined
18 percent as measured by the Dow Jones Industrial Average. In the fourth
quarter, during the panic, the market lost another 19 percent. The losses
accelerated in the first quarter of 2009. The market declined 25 percent to
a low on March 5, 2009. Of course, investors did not know that was the bottom.
All they knew was that the market had declined for over a year and by a total of
more than 50 percent. In addition, the losses had been most dramatic recently.
What were individual investors doing during this time? They were selling
stocks. They sold more than $150 billion of stock mutual funds these two
quarters. Much of this was at or near the market bottom. As a comparison, the
same investors were net buyers of $11 billion in stock mutual funds during the
month of the market top.

Intellectually, we all know that we need to buy low and sell high in order to
make money in stocks. Yet as these numbers illustrate, individual investors are
notoriously bad market timers. Our psychological biases are particularly
destructive during times of large market swings as experienced in the volatile
markets of 2008 and 2009 because emotions get magnified.
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But it wasn’t just individual investors’ cognitive biases that were exposed
during this time of economic turmoil, the errors of finance professionals were
also laid bare. These corporate and institutional investors tend to create
elaborate models in an attempt to describe all the factors impacting
investment prices. Over time, they become too reliant on these models. Their
overconfidence leads to greater risk taking. At some point, and unbeknownst
to them, they have risked the life of their firm. Then the unexpected occurs.
Nassim Taleb calls it a Black Swan—after the European assumption that all
swans were white—that is, until they went to Australia and much to their
surprise, found black swans. This time, the rare and important event was that
U.S. housing prices started to decline and people started defaulting on their
mortgages.

Many financial institutions found that in their hubris, they had over
leveraged themselves and were quickly sinking. Hundreds of banks failed.
Investment banks were liquidated or experienced a forced sale. Large
commercial banks were bailed out by the government. Hedge funds were
liquidated. Finance professionals had bet their firms and their careers on their
models and lost.

Why do investors and financial professionals frequently make poor decisions?
Although some people may be ill-informed or poorly trained, these mistakes are
often made by highly intelligent and well-trained individuals. For example, the
hedge fund Long Term Capital Management’s (LTCM) partners 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. It also bet the life of its fund on the complex models they had created. In
1998, LTCM lost over $3 billion as Russia devalued its currency and started a flight
to quality around the world. That is, investors fled risky securities and sought high
quality (low risk) securities. As they kept losing money, LTCM’s models kept
telling them to increase their bets. They just couldn't realize their losses and get
out. The Federal Reserve Bank eventually forced LTCM's sale to a consortium of
leading investment banks and commercial banks.!

All of these problems stem from cognitive errors, psychological biases, and
emotions. These problems are not discussed in traditional finance education.
These topics are described in what is known as behavioral finance.

TRADITIONAL VERSUS BEHAVIORAL FINANCE

Historically, a formal education in finance has dismissed the idea that one’s
personal psychology can be a detriment in making good investment decisions.
For the past three decades, the field of finance has evolved based on the follow-
ing two assumptions: ’

* 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 can
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use modern portfolio theory 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 useful 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. For example, traditional finance assumes
that people are risk averse. They prefer not to take risk but will do so if the ex-
pected rewards are sufficient. People should also be consistent in their level of
risk aversion. But in the real world, people’s behaviors routinely violate these
assumptions. For instance, people exhibit risk aversion when buying insur-
ance and simultaneously exhibit a risk-seeking behavior when buying lottery
tickets.

The finance field has been slow to accept the possibility that economic
decisions could be predictably biased. Early proponents of behavioral finance
often were considered heretics. Over the past decade though, the evidence that
psychology and emotions influence financial decisions becaime more convine-
ing. Today, the early proponents of behavioral finance are no longer heretics but
visionaries. Although the controversies of when, how, and why psychology
affects investing continue, many believe that the 2002 Nobel Prize in Economics
awarded to psychologist Daniel Kahneman and experimental economist
Vernon Smith has vindicated the field.

Financial economists are now realizing that investors can be irrational.
Indeed, predictable decision errors by investors can affect the function of the
markets. The contributions of behavioral finance include (1) documenting actual
investor behavior; (2) documenting price patterns that seem inconsistent with
traditional models with rational investors; and (3) providing new theories to
explain these behaviors and patterns.?

Perhaps most important, people’s reasoning errors affect their investing
and ultimately their wealth. Investors who understand the tools of modern
investing still can fail as investors if they let psychological biases control their
decisions. By reading this book, you will:

¢ learn many psychological biases that affect decision making;
¢ understand how these biases affect investment decisions;

¢ see how these decisions reduce your wealth; and

* learn to recognize and avoid them in your own life.

The rest of this chapter will illustrate that these psychological problems are
real. The arguments will be far more convincing if you participate in the follow-
ing demonstration.

PREDICTION

The brain does not work like a computer. Instead, it frequently processes infor-
mation through shortcuts and emotional filters to shorten analysis time. The
decision arrived at through this process is often not the same decision you
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