THE IMPORTANCE OF

Behavioral

Financial Advice
UNDERSTANDING THE EMOTIONS OF INVESTING

YOUR MONEY

+

REAL EMOTIONS

+

UNCERTAIN AND
CHANGING INFORMATION

=

IRRATIONAL AND BIASED
DECISION MAKING
In a world filled with uncertainty, having a financial professional on your
side who understands the impact emotions and biases have on decisionmaking, can be a difference between achieving your goals or not.
In the 1970’s, Princeton psychologist, Daniel Kahneman, proposed that
humans do not make rational decisions when it comes to their money.
Rather, decision making is susceptible to our emotions and can often
prevent us from making sound financial decisions when our emotions are
influencing us.
According to research from DALBAR, the average individual investor has
continually underperformed the markets, in large part due to three things:
poor decision making, lack of preparation and the impact of fees and
taxes.
In a perfect world, decision making would not be impacted by emotions
and biases. There would be an understanding of the tradeoffs between risk
and reward, and rational decisions would be made toward money.

HOW TO OVERCOME UNCERTAINTY?
When you stop and think about it, there is very little we have full control
over in our lives, especially when it comes to our money.
The only thing we can control are our saving, investing and spending
decisions. Working with a professional to provide objective and unbiased
recommendations is a way to help navigate the complexity and uncertainty
of the financial world.
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It is estimated we make upwards of 3,000 decisions per day. Most of those decisions are
unconscious and made out of habit. Ideally, we would always make logic-based decisions,
but this is not the case. Our brains are wired such that when information comes in, we are
affected emotionally first. This is because the limbic system, the primitive part of our brain,
which controls the unconscious, reactive and impulse actions, is triggered first. Whether a
triggering event is a real or a perceived danger, our natural tendency is to react emotionally
and reflexively, rather than logically and reflectively. The Prefrontal Cortex is the logical,
thinking and reasoning part of the brain. It is triggered after the limbic system and logical
thought is delayed further by the presence of cortisol, a blood clotting agent preventing
blood flow to this part of our brains. Financial decision-making can be impacted positively
or negatively in times of stress, danger or with emotional triggers. It is our bodies way of
protecting us from harm and is often referred to as fight or flight.

Prefrontal Cortex
The logical, rational and complex-thinking part of our brain,
but it can’t control the limbic system.

Limbic System
Controls our instinctive, reactive and impulsive behavior.

STRESS & DECISIONS
Have you ever felt anxious about the markets, a particular investment or something
much bigger, like a major life decision? During financially stressful times, our
bodies cause us to react emotionally first and make a fight or flight decision rather
than a reflective, logical decision.
Not taking time to fully understand how your emotions are affecting your
decisions, may lead you to make a rash decision which may impact your overall
financial goals and investment objectives.

BEHAVIORAL FINANCIAL ADVICE
Working with a financial professional educated in behavioral financial advice can
help you make better, proactive decisions based on your values and individual
situation rather than reactive, emotion based decisions. Aligning your behavior
with your objectives can help you make more confident decisions that are
consistent with your goals.

COMMON BIASES
To understand how behavioral finance works, it is important to recognize and identify natural biases.
Adapted from the DALBAR 2018 QAIB study, these common biases can overpower rational thinking
and lead to poor investment decisions.
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Overconfidence
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Herding
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Anchoring
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Optimism

Having too much confidence in our abilities.
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Blind Love
Becoming emotionally attached to something
and keeping it even when it is time to let go.

Loss Aversion
Our tendency to avoid the pain of losing
over the possibility of making a gain.

Short-Term Bias
The tendency to make decisions based on
recent information on implications without
considering the long-term perspective.

The tendency to flock together, especially
under conditions of uncertainty.

The habit of focusing on one main point and
ignoring all others.

A person’s belief that they are less likely than
others to experience negative events.
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Regret
Acting or not acting to avoid the emotional
pain of regret associated with poor decision
making.
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Confirmation Bias
The tendency to seek out information,
whether truth or speculation, to support
one’s decisions.

THE IMPACTS EMOTIONS CAN
HAVE ON OUR PLANS
1

RATIONAL DECISIONS
ARE HARDER

Rational decision making can be difficult. Our
brains are wired to make snap decisions and
justify them using a myriad of biases. Have you
ever justified a purchase with thoughts like,
“This is the last one they have,” or “I deserve
this, I’ve worked hard.” Similarly, when emotions
are involved, decision making can impact your
investing plans.
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HIDDEN MOTIVATIONS MAY
LEAD US ASTRAY

How you think, act and feel is influenced
by many factors. Are you a risk taker? Do
you have a competitive side? Are you
conservative? Psychological motivations may
be deeply rooted, and you may not even
realize they are influencing your behavior and
putting your financial future at risk.
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OVER-SIMPLIFICATIONS ARE
OFTEN INACCURATE

Have you ever heard the phrase “Take 100
and subtract your age” to determine your asset
allocation percentage? How about, “Plan to
retire at 65?” These broad generalities serve us
well during times of stability but during times
of uncertainty they can often do more harm
than good.
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FEELINGS MAY BLOCK
THINKING

Emotions play into financial decision making at
almost every turn. You’ve heard the words, “I am
so mad, I can’t think straight!” Emotionally charged
events, such as the death of a loved one, divorce
or job loss, can prevent rational decision making
— especially when evaluating your financial plans.

FOLLOWING OTHERS CAN BE RISKY

Having a competitive nature can help you achieve many things in life, but
competing with others can have a negative impact on your finances. Have you ever
purchased a popular investment because others were? Bitcoin, time-shares, the
next hot stock? Controlling your emotions has a far greater impact on reaching your
financial goals than trying to keep up with the Jones’.

But can these behavior-based decisions really create a gap between
market returns and individual, investor returns?

MIND THE
[BEHAVIORAL] GAP
Dalbar, Inc., a leading independent expert for evaluating, auditing and rating
business practices, customer performance, product quality and service with the
financial industry has an ongoing study based on the gap between market returns
of the S&P 500 versus the average investor.
Based on their findings, the typical individual investor performs poorer than the
market performance average.

Source: Quantitative Analysis of Investor Behavior (QAIB), 2018. DALBAR, Inc. www.dalbarinc.com. Average equity
fund investor performance results are based on the DALBAR 2018 QAIB study. DALBAR is an independent, Bostonbased financial research firm. Using monthly fund data supplied by the Investment Company Institute, QAIB
calculates investor returns as the change in assets after excluding sales, redemptions and exchanges. This method
of calculation captures realized and unrealized capital gains, dividends, interest, trading costs, sales charge, fees,
expenses and any other costs. After calculating investor returns in dollar terms, two percentages are calculated for
the period examined: Total investor return rate and annualized investor return rate. Total return rate is determined
by calculating the investor return dollars as a percentage of the net of the sales, redemptions and exchanges for
the period. Past performance cannot guarantee future results.

BAD DECISIONS LEAD TO POOR RESULTS
During periods of extreme market swings, individual investor results lagged behind the indices in which
they invested. The difference is the behavioral gap.

SOLUTION
Work with a financial professional who is trained to understand behaviors and biases that can play into
the decision making process and ultimately affect your financial plans.

WHERE WE GO FROM HERE
Emotions can be an investor’s worst enemy, especially when the markets are volatile or
when life events occur. Guidance from a financial professional who has been trained to
identify behavioral biases can keep you from panic selling and abandoning long-term
financial plans.
Advisors who provide behavioral financial advice and have been trained to identify
common biases go beyond standard discussions about financial goals and investments.
They combine comprehensive financial services, traditional investment advice and
management with behavioral financial advice. By incorporating behavioral advice,
financial professionals can minimize uncertainty and help you make thoughtful
decisions designed to improve your chances of enjoying what you have worked so
hard to build.

COMPREHENSIVE FINANCIAL PLANNING SERVICES

+
INVESTMENT ADVICE & MANAGEMENT

+
BEHAVIORAL FINANCIAL ADVICE

=
FORMULA FOR A BETTER FINANCIAL OUTCOME
In a world filled with uncertainty, doesn’t it just make sense to have someone
on your side who understands all of these components?
Find and work with a financial professional who provides comprehensive
financial planning plus investment advice and management and incorporates
behavioral advice into their on-going process.

UNDERSTANDING THE EMOTIONS OF INVESTING

WHY I AM A BEHAVIORAL FINANCIAL ADVISOR™

I can’t predict the future, but I can help you better
prepare for uncertainty.

David M. Roth, BFA™
Financial Planner

In addition to my years of experience in traditional
financial planning and portfolio management, I
am part of a select group of financial professionals
certified with the Behavioral Financial Advisor™
(BFA™) designation. Obtaining this designation
has provided me with training on behavioral
techniques to help you make better decisions with
and about money in the presence of challenging
emotions. I am committed to increasing my
knowledge and understanding of this important
human component of financial planning in order
to serve as an effective partner as we strive to
achieve your financial goals.

David M. Roth, BFA™
Financial Planner

White Salmon, WA & Hood River, OR
(509) 398-8428
dave@gorgesustainableinvesting.com
www.GorgeSustainableInvesting.com
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