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Investor Behavior



Seeing Is Not Believing
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Seeing Is Not BelievingThe first image contains two gray circles. Which one is larger? When looking at the middle image, which gray bar is longer: the top bar or the bottom one? Are the gray horizontal lines straight or crooked in the last image?



Rational Minds Can Act Irrationally
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Rational Minds Can Act IrrationallyThe first image contains two gray circles. Which one is larger? While the one on the left may appear larger, both circles are actually the exact same size. When looking at the middle image, which gray bar is longer: the top bar or the bottom one? Most people will claim the top bar is longer, when in fact it is not. The two bars are identical in length.Are the gray horizontal lines straight or crooked in the last image? While they may seem crooked, they are actually straight. When the images above are presented in this new format, our perception changes. This tells us that we cannot rely on our perceptions, intuitions or gut feelings alone. It has been shown that investors also tend to rely on their perceptions, making the same investing mistakes over and over. Fortunately, studies by some of the leading academics in the field of behavioral finance have shown that investors' irrational behavior tends to be systematic. Virtually everyone reacts the same way when placed in certain situations. Since, they tend to do it systematically, it is possible to explain why they act in this manner. The point here is that illusions must be identified early and counteracted in an appropriate manner. 
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The Efficient-Market TheoryThe efficient-market theory states that security prices efficiently incorporate all public information. Supporters of the efficient-market theory contend that if information about a particular security is publicly available to one investor, it is available to all investors. Consequently, the price of a security reflects its true investment value at all times. Asset allocation relies on the fact that markets are efficient and that investors behave in rational, predictable ways. However, investors do not always behave rationally—rational behavior is not as widespread as one may believe. In fact, investors can actually end up being their own worst enemies. Investment decisions are influenced by a number of emotional and psychological factors, and this has given rise to the field of behavioral finance. Researchers and academics in this relatively new field attempt to better understand and explain how emotions and perceptions influence investors and the decision-making process. 



Patterns of Investor Irrationality 
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Patterns of Investor IrrationalityConsider all of the complex financial decisions faced by investors today. Without experience in different market environments or knowledge of market history, how might many of these investors make their financial decisions? Potentially through their perceptions or based on their emotions. For this reason it is imperative that investors understand and combat the myriad of illusions they may be prone to. OverconfidenceRating oneself as above average when it comes to selecting investments.Hindsight biasBelieving that unpredictable past events, in retrospect, were obvious and predictable.Short-term focusInappropriately focusing on short-term risk versus long-term risk.RegretHaving illogical feelings of guilt because of a poor outcome.Mental accountingMentally compartmentalizing investments while ignoring the aggregate portfolio.Hot-hand fallacyPerceiving trends where none exist and consequently taking action on this faulty observation.
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OverconfidenceWhen an investor suffers from overconfidence, he or she rates oneself as above average when making investment decisions. Being overconfident often leads to overestimating the probability of good outcomes. Overconfidence can cause people to focus primarily on the upside of investments, while underestimating the probability of poor outcomes for events over which they have no control. In many studies on this particular investor behavior, the following question is often asked: “Consider your driving ability in relation to others on the road. Are you a better driver than average?” Most surveys show that 80% to 90% of drivers consider themselves above average; this is clearly impossible.In “Behaving Badly,” a 2006 study conducted by Dresdner Kleinwort Wasserstein Securities Limited, 300 professional fund managers were presented with a number of questions, and one related to overconfidence. In an attempt to see just how over-optimistic fund managers were, they were asked: “Are you above average at your job?” Some 74% of the sample thought themselves above average at their jobs. Many wrote comments along the lines of “I know everyone says they are, but I really am!” Of the remaining 26%, most thought they were average, but very few, if any, said they were below average. 



Overconfidence: False Perception
Historical Performance of Emerging-Markets Stocks 2005–2019

Past performance is no guarantee of future results. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly 
in an index. © Morningstar 2020. All Rights Reserved.
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Overconfidence: False PerceptionConsider the historical performance of emerging-market stocks from 2005 through 2019. For the first three years, stocks in these regions produced impressive returns, generating double-digit percentage gains. Based on this stellar track record, what would a typical investor have expected in 2008? More of the same, correct? Well, 2008 was quite dismal for investors in emerging-market stocks, as they lost a little more than half of their investment—53.2%, to be exact. In 2009, however, emerging markets rebounded, producing a return of 79.0%. Could this be the start of another string of impressive returns? Well, yes in 2009 and 2010, but in 2011, emerging-market returns were negative, down 18.2% after two consecutive years of strong double-digit returns. Recently emerging-markets had three consecutive years of negative returns followed by a bounce back year of positive returns in 2016 and then impressive returns of 37.8% in 2017. Again, in 2018, emerging-market returns were negative, down 14.2%, before bouncing back with returns of 18.9% in 2019 It is important to take advantage of the potential upside, but to also consider the possibility of another year like 2008 in the future. One period of returns may be enough to create overconfidence among investors. Investors should avoid overestimating their ability to predict future outcomes, basing their decisions on past trends or performance. Concentrating only on the upside potential while dismissing the possibility of poor performance can be quite dangerous. It is important to take a long-term view when investing.  Returns and principal invested in stocks are not guaranteed. International investments involve special risks such as fluctuations in currency, foreign taxation, economic and political risks, liquidity risks, and differences in accounting and financial standards. Emerging-market investments are more risky than investments in developed markets.About the dataEmerging markets are represented by the Morgan Stanley Capital International Emerging Markets Index. An investment cannot be made directly in an index.
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Hindsight BiasWhen an investor suffers from hindsight bias, he or she believes that unpredictable events in the past were inevitable. Some psychologists refer to hindsight bias as the “I knew that was going to happen” effect. This is quite apparent every day after the stock market closes. Market analysts on television or through other media outlets explain with confidence why the market performed the way it did. Similar behavior is displayed by those covering sporting events: after a game has ended, there are people who claim the outcome was quite predictable.  If you can correctly recall your beliefs of the day before an event, you are in a minority. Most people can rarely recreate what they thought. Most are honestly deceived and exaggerate earlier estimates. Investors may become angry and regretful about failing to avoid what appears to have been an obvious outcome. This pattern of behavior often tends to promote another investor bias: overconfidence. 



Hindsight Bias: Technology and Real Estate Bubbles
An examination of technology stocks and home values

Past performance is no guarantee of future results. *Data available through November 2019. This is for illustrative purposes only and not indicative of any 
investment. An investment cannot be made directly in an index. © Morningstar 2020. All Rights Reserved.
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Hindsight Bias: Technology and Real Estate BubblesMany people claim to have seen the writing on the wall when it comes to various historical bubbles, such as the technology bubble of the early 2000s or the recent real estate bubble. However, when a so-called obvious bubble was beginning to take shape, it most likely would not have heightened and eventually burst if most people had known of the eventual outcome.  The image on the left illustrates how well an investment in companies specializing in technology would have done from 1992 up until the bubble burst in early 2000 and a few years after. Many state that signs of this particular bubble were quite apparent. The image on the right focuses on home values. From 1991 through early 2007 home values were escalating sharply; however, from that point on, they reversed course and started to decline. Similar to the technology bubble, there were many who proclaimed that such an event was foreseeable. Hindsight bias is quite evident among these individuals, potentially leading to overconfidence as well.  Returns and principal invested in stocks are not guaranteed. Sector investments are narrowly focused investments that typically exhibit higher volatility than the market in general. Sector investments will fluctuate with current market conditions and may be worth more or less than the original cost upon liquidation. Real estate investments are subject to certain risks, such as risks associated with general and local economic conditions, interest rate fluctuation, credit risks, liquidity risks and corporate structure. About the dataThe technology sector is represented by the Morningstar Technology Sector Index. Home values are represented by the House Price Index published by the Federal Housing Finance Agency (monthly seasonally-adjusted index from January 1991 to November 2019). An investment cannot be made directly in an index. 
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Short-Term FocusWhen an investor suffers from short-term focus, he or she inappropriately focuses on short-term risk as opposed to long-term risk. Given today’s technology and instant access to information via the Internet, it is inevitable that many investors will check their investment performance on a frequent basis. Most investors know why they are investing: they have long-term goals that they are trying to achieve. Yet, they often exhibit very short-term behavior, such as frequent trading and/or overreacting to the short-term volatility of investments. It is imperative that these individuals resist the temptation to behave as if their time horizon were far shorter than it truly is. 



Short-Term Focus: Avoiding Potential Near-Term Losses
Choice of Asset Allocation after Examining Different Return Distributions

Source: Benartzi, S. & Thaler, R.H. 1999. "Risk Aversion or Myopia? Choices in Repeated Gambles and Retirement Investments." Management Science. Vol. 45, No. 3, 
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Short-Term Focus: Avoiding Potential Near-Term LossesIn a study titled “Risk Aversion or Myopia? Choices in Repeated Gambles and Retirement Investments,” Shlomo Benartzi and Richard Thaler, professors at the Anderson School at UCLA and the University of Chicago, respectively, studied a group of defined contribution plan participants. The participants were divided into two groups and each group was told they could choose between only two funds, A and B. They were then given some information about the historical returns of these funds and were asked to decide, based on this information, how much of their retirement money they would invest in each fund. The returns for the funds were derived from actual stock and bond returns. The manipulation in the experiment was the manner in which the fund returns were displayed.One group was shown a distribution of one-year returns for both stocks and bonds. The other group was shown a distribution of 30-year returns. The academics predicted that subjects viewing the one-year chart would invest less in stocks than subjects viewing the 30-year return chart. They based their forecast on the fact that the one-year chart accentuated the perceived risk of investing in stocks. They stated that over a one-year period, the likelihood of stocks underperforming bonds is about a third, while over a 30-year period the likelihood is about 5%.The results found that the group looking at the distribution of one-year returns allocated their portfolios much more conservatively: 60% to bonds and 40% to stocks. In contrast, the group that saw the 30-year return distribution allocated their portfolios more aggressively: 10% to bonds and 90% to stocks. Exposure to frequency of returns tends to affect an investor’s tolerance for risk.Diversification does not eliminate the risk of investment losses. Government bonds are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks are not guaranteed and have been more volatile than bonds. Source: Shlomo Benartzi and Richard H. Thaler, “Risk Aversion or Myopia? Choices in Repeated Gambles and Retirement Investments,” Management Science, March 1999, Vol. 45, No. 3, pp. 364–381. The returns for the funds were derived from the CRSP (Center for Research in Security Prices, Booth School of Business, The University of Chicago) value-weighted NYSE index for stocks and Ibbotson's annual returns on five-year government bonds.



Short-Term Focus: Coping With Near-Term Fluctuations  
Probability of Losing Money in the Market 2000-2019

Past performance is no guarantee of future results. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly 
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Short-Term Focus: Coping with Near-Term Fluctuations It's tempting for investors to monitor their investment accounts on a regular basis. Instant access to real-time quotes and a barrage of media reports on daily stock market fluctuations can make it difficult for investors with a long-term investment horizon to stay focused on their goals. In reality, these daily market movements may not be as extreme as they seem. As investors look longer term, their perception often changes. Short-term market fluctuations can be quite volatile, and the probability of realizing a loss within any given day is high. However, the likelihood of realizing a loss has historically decreased over longer holding periods. The graph illustrates that while the probability of losing money on a daily basis over the past 20 years was 46%, the probability dropped dramatically when analyzing an annual time period—25%. Periodic review of an investment portfolio is necessary, but investors shouldn’t let short-term swings affect their view of the future.Returns and principal invested in stocks are not guaranteed. Probability of loss is calculated as the number of negative periods divided by the number of total periods using the specified frequency of data. About the dataStocks are represented by the Ibbotson® Large Company Stock Index. An investment cannot be made directly in an index.
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RegretInvestors often react in an emotional manner after realizing an error in judgment has been made. When an investor suffers from regret, he or she displays disproportionate and illogical feelings over a poor outcome. Investors prone to regret may base current or future investment decisions on regretful decisions made in the past. The fear of regret can potentially cause investors to become either risk averse or encourage them to take greater risks. This goes completely against the investor’s risk tolerance that was determined during the initial consultation of the investment planning process.Also, regret-prone investors may show a tendency to blame advisors for perceived mistakes. Here is yet another example of where proper communication between advisor and client is absolutely crucial. 



Regret: Action Versus Inaction 
Analyzing Various Types of Regret
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Regret: Action Versus Inaction Consider the situation of each of the following investors. Investor A purchased shares in Company ABC on Jan. 1, 2007. This investor consequently sold the shares at the end of January 2009 because of the poor performance of the company. Investor B considered purchasing shares in Company ABC on the same day Investor A sold his shares, but after much consideration decided to take a pass. As the chart illustrates, Company ABC performed very well from February 2009 through December 2012. Which investor is unhappier as a result of their decision?Logically, the economic outcome is the same and therefore both investors should have the same amount of regret. However, studies have shown that the regret of having done something (commission) is greater than the regret of not having done anything (omission). Therefore, Investor A experiences more regret than Investor B. In an unpublished study by two prominent academics in the field of behavioral finance, Daniel Kahneman and Richard Thaler, 100 wealthy investors were asked to bring to mind the financial decision they regretted most. The majority of participants reported their greatest regret was from something that they had done. Those who reported a regret of not having done something were shown to take on more risk. They generally held an unusually high proportion of their portfolio in stocks. In summary, people who regret the opportunities they missed tend to take more risks than people who regret attempts that failed.Returns and principal invested in stocks are not guaranteed.About the dataThe stock illustrated in this example was selected from Morningstar’s database of publicly traded equities. 



Mental Accounting
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Mental AccountingWhen an investor suffers from mental accounting, he or she will mentally compartmentalize investments and not look at the portfolio as a whole. When mental accounting gets in the way of making sound financial decisions, it can become a problem.When clients view individual investments with a narrow perspective (in a vacuum) they are less likely to include various asset classes in their portfolios. This is especially evident when trying to explain the benefit of including international investments. They perceive these investments to be too risky and fail to consider the potential diversification benefit such an asset class can provide.  However, it is important to note that some mental accounting may be helpful for clients. For example, if it is helpful for clients to mentally account for investments in terms of the goals they are trying to achieve, such as retirement or college savings, mental accounting could be warranted. This may help force them to make periodic contributions.Diversification does not eliminate the risk of investment losses.



Mental Accounting: Sum of the Parts
Risk and Return Characteristics 1970–2019
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Mental Accounting: Sum of the Parts Different types of investments perform differently from one another, which has made it possible to lower the risk of volatile assets by combining them with other types of investments. Individually, each component in a portfolio has its own risk and return characteristics. While the safety of bonds or cash (relative to stocks) may be comforting, these investments may not provide the long-term growth potential many investors seek. On the other hand, stocks may provide the greatest return, but they are riskier than bonds. Focusing only on international or small stocks, for example, may leave investors feeling a little uncomfortable because of volatility. However, as the image illustrates, by concentrating on the whole portfolio, an investor would have experienced a risk level that was below bonds and yet would have achieved a return comparable to stocks. Diversification does not eliminate the risk of experiencing investment losses. Returns represent compound annual returns for 1970–2019. Risk is measured by monthly annualized standard deviation. Standard deviation measures the fluctuation of returns around the arithmetic average return of the investment. The higher the standard deviation, the greater the variability (and thus risk) of the investment returns. The portfolio is equally weighted between the five asset classes. Government bonds and Treasury bills are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while returns and principal invested in stocks are not guaranteed. International investments involve special risks such as fluctuations in currency, foreign taxation, economic and political risks, liquidity risks, and differences in accounting and financial standards. Furthermore, small stocks are more volatile than large stocks, are subject to significant price fluctuations and business risks, and are thinly traded. About the dataSmall stocks are represented by the Ibbotson® Small Company Stock Index, large stocks by the Ibbotson® Large Company Stock Index, and international stocks by the Morgan Stanley Capital International Europe, Australasia, and Far East (EAFE®) Index. Bonds are represented by the 20-year U.S. government bond, and cash by the 30-day U.S. Treasury bill. An investment cannot be made directly in an index. 



Hot-Hand Fallacy
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Hot-Hand FallacyWhen an investor suffers from hot-hand fallacy, he or she perceives trends where none exist and then takes action on these erroneous impressions. People tend to look for patterns and attribute trends to methods other than simple chance. The concept of “hot hand” is taken from a study done by Gilovich, Vallone and Tversky on the performance of basketball players. In basketball, players are often thought of as being “hot” or “cold.” The study analyzed the outcomes of players’ shots in hundreds of games. While basketball fans believe that a player’s chances of hitting a basket are greater following a hit than following a miss (similar beliefs were expressed by professional basketball players), the study concluded that the outcomes of both field goal and free throw attempts were largely independent of the outcome of the previous attempt.Looking at this from another angle, people are often asked: “If a fair coin is tossed six times, which one of the following outcomes is more likely: 1.) HTHTTH or 2.) HHHTTT?” The answer is that the chances of both outcomes are the same. However, since scenario 1 looks more random, most people believe that scenario 1 is more likely in a “fair” coin toss. People will also tend to believe that the coin flipper in the second scenario has a special technique. When selecting a money manager, a one-year return (or attractive returns for the past few years) could cause clients to drop their current money manager in favor of the “hot” manager. This can lead to dangerous assumptions and predictions, when instead investors should be focusing on the long-term track record of a particular money manager. Source: Gilovich, Thomas, Robert Vallone, and Amos Tversky. “The Hot Hand in Basketball: On the Misperceptions of Random Sequences.” Cognitive Psychology, 17, 1985, pp. 295-314. 



Hot-Hand Fallacy: Asset-Class Winners and Losers
Annual Performance of Various Asset Classes 2000-2019

Past performance is no guarantee of future results. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly 
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Asset-Class Winners and LosersIt is impossible to predict which asset class will be the best or worst in any given year. The performance of any given asset class can have drastic periodic changes. This image illustrates the annual performance of various asset classes in relation to one another. In times when one asset class dominates all others, as was the case for international stocks from 2004 to 2007, it is easy to lose sight of the fact that historical data shows it is impossible to predict the winners for any given year.After four stellar years, international stocks fell to the bottom in 2008, rebounded to the top position once again in 2009, and then fell once more to the bottom in 2011. Similarly, long-term government bonds were the top performer in 2008, disastrously sank to the bottom in 2009, and rebounded to the top position once again in 2011. These types of performance reversals are evident throughout this example.Although investing in a diversified portfolio may prevent an investor from capturing top-performer returns in any given year, this strategy can also protect an investor from experiencing extreme losses. For example, in 2018, a diversified portfolio would have returned -5.7%, which was approximately 7.5% lower than the top asset class that year—Treasury Bills. However, the diversified portfolio would also have performed better than the worst-performing asset class—International stocks—by about 8.1% this past year. A well-diversified portfolio allows investors to mitigate some of the risks associated with investing. By investing a portion of a portfolio in a number of different asset classes, portfolio volatility may be reduced.Diversification does not eliminate the risk of experiencing investment losses. Government bonds and Treasury bills are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks are not guaranteed and have been more volatile than the other asset classes. Furthermore, small stocks are more volatile than large stocks and are subject to significant price fluctuations, business risks, and are thinly traded. International investments involve special risks such as fluctuations in currency, foreign taxation, economic and political risks, liquidity risks, and differences in accounting and financial standards. About the data Small stocks are represented by the Ibbotson® Small Company Stock Index. Large stocks are represented by the Ibbotson® Large Company Stock Index, government bonds by the 20-year U.S. government bond, Treasury bills by the 30-day U.S. Treasury bill, and international stocks by the Morgan Stanley Capital International Europe, Australasia, and Far East (EAFE®) Index. An investment cannot be made directly in an index. The data assumes reinvestment of all income and does not account for taxes or transaction costs. The diversified portfolio is equally weighted between small stocks, large stocks, long-term government bonds, Treasury bills, and international stocks (20% each).  
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Hot-Hand Fallacy: Chasing Fund Performance 
Wealth Versus Cash Flows 2010-2019
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Hot-Hand Fallacy: Chasing Fund PerformanceInvestor return, also known as asset-weighted return, factors in the timing of investors’ purchases and sales. It takes into account the fact that not all of a fund’s investors bought it at the beginning of a period and held it until the end. Therefore, investor return depicts the return earned by a fund’s typical investor. Investor returns support the theories about investors’ poor timing. The image illustrates the divergence in total return and investor return for a mutual fund selected from Morningstar’s open-end fund database. The fund’s 10-year total return was 11.1%, but its 10-year investor return was 7.0%; quite a difference. The fund’s net cash flow tells the story of the discrepancy. Investors piled into the fund during its run-up, with most inflows occurring near the investment’s high point in 2009. Investors then fled as the fund’s returns plummeted, with outflows continuing to occur long after the investment reached bottom. Investors missed all the upside when the fund started performing well again in 2013.  Some fund companies develop numerous trendy funds that tend to attract investors chasing whatever is hot, and otherwise do little to encourage a long-term investment perspective. These types of funds tend to produce relatively poor investor returns. On the other hand, most funds with consistently superior investor returns are from shops that encourage long-term investing and discourage short-term trading. Morningstar investor returns measure how the typical investor in that fund fared over time, incorporating the impact of cash inflows and outflows from purchases and sales. It is not one specific investor’s experience, but rather a measure of the return earned collectively by all the investors in the fund. Total return measures the percentage change in price for a fund, assuming the investor buys and holds the fund over the entire time period, reinvests distributions, and does not make any additional purchases or sales. Investor returns are not a substitute for total returns but can be used in combination with them. Mutual funds are sold by prospectus, which can be obtained from your financial professional or the mutual fund company and which contains complete information, including investment objectives, risks, charges, expenses and other information. Investors should read the prospectus carefully and consider this information before investing or sending money.About the data The fund illustrated in this example was selected from Morningstar’s open-end database. 



Summary
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SummaryAs the preceding images and commentary illustrated, investor misconceptions can be quite dangerous. In explaining asset allocation concepts and constructing an asset-allocation policy, identifying and understanding such investor misperceptions is critical. It is also essential to find techniques to counter these misperceptions and to educate investors to view markets and investing in a more rational and productive manner. 
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