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Emotional Investing



uch of financial theory is based on the idea that 

investors are ‘wealth maximizers.’ While this is 

generally true, there are unique situations when human 

psychology guides these same investors to use ineffective 

decision-making processes. If you hadn’t noticed, people 

can be unpredictable and irrational at times!

The field of behavioral finance attempts to use psychological 

theory, combined with finance concepts, to explain why 

irrational decisions are made in regards to money.

Understanding these irrational thought processes will make 

it much easier to spot and avoid them, especially if you’re 

investing in the stock market.

“Thus, the intuitive judgments that the psychologists 
have been studying are ultimately very important in 

determining the direction of the market.”

- Robert Shiller

M
Introduction
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There are financial market anomalies that occur regularly. 

These anomalies flew in the face of conventional market 

theory and led to the development of behavioral finance as 

a respected field of study.

Consider your opinions regarding these 3 market 

anomalies:

1. The January Effect. The average return on

investments in small businesses is 3.5% for the

month of January. It only averages 0.5% for other

months.

✴ One suggested cause is the sell-off of poorly

performing stocks in December for tax purposes.

✴ The market then rebounds in January after the

correction.

Anomalies That Led To The 
Development Of Behavi! al 

Finance
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2. The Equity Premium Puzzle. Certain financial

models support the idea that investors should be

rewarded with higher rates of return for taking on

higher risk. Stocks average about a 10% return and

government bonds average about 3%. The large gap

suggests that, on average, stocks are riskier than

government bonds.

✴ However, the amount of additional risk doesn’t

support the large gap in returns. In theory, stocks

should have a higher level of risk than they do.

✴ The discrepancy is due to the false perceptions of

investors.

3. The Winner’s Curse. The winner’s curse is the

tendency of a winning bid in an auction to be

greater than the value of the item.

✴ Finance and economics assume that an investor

won’t pay more for something than it’s actually

worth.

✴ The same thing can be seen in competitive housing

markets.

These three market anomalies have puzzled researchers for 

many years. 
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The field of behavioral finance has led to the development 

of eight concepts that investors exhibit on a consistent 

basis.

“The investor’s chief problem - and even his
worst enemy - is likely to be himself.”

- Benjamin Graham
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The Eight Key Concepts
In Behavi! al Finance

This section will examine the eight central ideas in 

behavioral finance that fuel poor financial decision-making. 

Consider whether or not you’ve ever fallen victim to any 

them. Nearly everyone can recognize some familiar aspect 

from their past.

Anchoring
Mental constructs are ideally based on accurate facts. But 

this isn’t always the case. We sometimes use an inaccurate 

or irrelevant fact as the primary basis for all related 

decisions. You might think that this doesn’t apply to you, but 

faulty anchoring is very common, especially in novel 

situations.

Salespeople are especially adept at using anchoring to get 

us to spend too much. You can save a lot of money just by 

remembering that this bias exists.
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Diamond Anchoring

We’ve all heard that an engagement ring should cost about 

the same as two months’ salary. How did we get this 

reference point? This is an idea promoted by the jewelry 

industry. Would you allow a car salesman to determine how 

much you should spend on a car? Probably not, but most of 

us are in a car every day. We have some experience.

The novelty of purchasing a diamond causes us to seek out 

rules and reference points. The jewelry industry is happy to 

oblige.

Most people cannot afford two months of salary to 

purchase a ring, but they’ll do it anyway because that’s the 

rule. Would you follow a rule that stated the cost of a car 

should be a year’s salary?

Anchoring in Investments

Investors are also susceptible to making decisions based on 

facts that are misleading or irrelevant. For example, some 

investors choose to focus on purchasing stocks whose price 

has fallen dramatically over a short period of time. The 

assumption is that basic volatility has driven down the price, 

but the stock is solid.
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“One of the funny things about the stock market is
that every time one person buys, another sells,

and both think they are astute.”

-William Feather

But sometimes the price falls because the company is doing 

poorly, and the price has finally caught up to reality. 

How to Avoid Anchoring

The best solution to avoiding poor anchoring is using logical 

and critical thinking skills. Consider whether your decisions 

are based on facts and rules that are accurate and relevant. 

It’s common to be uncomfortable in novel situations. That 

doesn’t mean you should just grasp at things that lower 

your level of discomfort.
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Overconfidence
In a classic behavioral finance study, hundreds of fund 

managers were surveyed with regards to their 

performance. Nearly 100% viewed their performance as 

above average. The reality was that only about 30% were 

doing an above average job.

This doesn’t only apply to fund managers. The average 

investor does the same thing. Unfortunately, when you 

think you’re doing well, you’re resistant to changing your 

approach. 

Have you ever been in a competition where you really 

believed that you would win, even though there could only 

be a single winner? 

Confidence is having faith in your abilities, based on an 

accurate appraisal, but overconfidence comes from a faulty 

appraisal. Ensure that your appraisal is accurate.

Overconfidence and Investing

Overconfidence has been shown to have a negative effect 

on picking stocks. Investors with the highest levels of 
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confidence have been shown to make a greater number of 

trades than those with less confidence. 

These same overconfident traders also consider themselves 

to be exceptionally good traders. However, the reality is 

that a high portfolio turnover tends to lead to poorer than 

average results. 

Preventing Overconfidence

Remind yourself that even the best, most professional fund 

managers and stock pickers struggle to beat the market. 

This is their full-time job and they have all the tools, 

computer programs, and a team of people. That doesn’t 

mean you can’t do better. But is it realistic to expect you’ll 

always do better?

No one wins 100% of the time. Ensure that you are 

realistically assessing your abilities. 

At the end of each year, compare how you’ve done relative 

to the market as a whole. Subtract the cost of your trading 

activities from your profits. These costs would include any 

reports or services that you purchased.
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“There is a lot of evidence that such overconfidence
in intuition is a powerful force in the markets.”

- Robert Shiller

Confirmation and Hindsight Bias
The saying “seeing is believing” can be quite accurate. But 

sometimes the more appropriate phrase would be “what 

you see is what you get.” People are not 100% impartial 

when it comes to processing data. 

Confirmation Bias

When you expect something to happen a certain way, you’re 

better at contorting any vagueness and uncertainty to fit 

the model you have in your head.

For example, if you thought your romantic partner was 

losing interest in you, you would be more likely to interpret 

her actions as a slight or a sign of disinterest. But many 

times the actions are entirely neutral and don’t have any 

deeper meaning.
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With regards to investing, an investor is more likely to have 

confidence in information that supports his beliefs. 

If he thinks a stock is a good buy, he’ll be more likely to 

interpret information in way that encourages him to buy it. 

This can be problematic because he’ll also tend to ignore 

information that discourages it.

You shouldn’t be using information to prove your bias. Use 

all the information you have and make every attempt to 

leave your bias at the door.

Hindsight Bias

This happens when someone convinces himself, after the 

fact, that some past event was completely predictable, 

when in fact, it wasn’t.

The dot-com bubble is a good example. After the bubble 

burst, nearly every investor, including the experts, claimed it 

was inevitable. However, many of those same people were 

financially devastated by the crash. Hindsight bias can lead 

to overconfidence.

Avoiding Confirmation and Hindsight Bias
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Confirmation bias is best avoided by finding an impartial 

second party. Being aware of confirmation bias is a good 

start, but that alone is usually not sufficient. 

“Capital is that part of wealth which is devoted
to obtaining further wealth.”

- Alfred Marshall

Mental Accounting
If you divide your money into separate accounts for 

subjective criteria, you’re engaged in mental accounting. 

The criteria might include the source of the income, as well 

as the intended purpose. For example, income from a 

second job might be set aside to save for a vacation. 

Mental accounting is very common, but it’s also a highly 

illogical way of thinking. 

Saving that ‘special’ money for a vacation might not make a 

lot of sense if you’re heavily burdened with high-interest 

credit card debt. This line of thinking serves to decrease 
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your net worth and make you less financially capable in the 

future.

It would make more financial sense to use that extra money 

to pay off any expensive debts.

But people place different values on certain assets. Money 

saved for college might be deemed too important to be 

used for any other purpose.

Different Accounts

Consider the following scenario:

Suppose you had determined that you were going to spend 

$20 for a shirt, and that was the amount you had budgeted. 

But when you got to the store, you realized that you had 

lost the money. Would you get another $20 and buy the 

shirt?

Now suppose you hadn’t lost the money, but you bought the 

shirt and ruined it the next day. Would you get another $20 

and buy a new shirt?

Most people would most likely purchase another shirt in 

scenario number one, but probably not in the second case. 
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Yet, from a practical standpoint there’s no difference. In 

both instances, you’re out $20 and you still don’t have a 

shirt. This explains mental accounting.

Should the Source Matter?

Most people will treat money differently, depending on the 

source. Money that’s “found” or extra, such as inheritances, 

tax returns, and bonuses tends to be treated differently 

than money that is regularly expected. “Found” money is 

much more likely to be spent in a frivolous fashion and much 

less likely to be saved.

But money is money, so it shouldn’t matter how you 

acquired it. It should be treated the same, because it is the 

same.

How this Influences Investing

Many people have odd ways of dividing up their portfolios. 

They’ll have a separate portfolio of lower risk investments 

and another portfolio for those that are higher risk. 

The rationale behind this is that the higher risk instruments 

won’t negatively impact the return of the other portfolio. 
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“An expert is someone who has succeeded in
making decisions and judgments simpler through

knowing what to pay attention to and what to ignore.”

- Edward de Bono

This can lead the investor to put too much money in higher 

risk investments.

How to Avoid This Dilemma

Remember that all money is the same. It doesn’t matter how 

you got it or how you intend to use it. Limit the silly spending 

of extra money by realizing that this “found” money is the 

same as money that you earned.

Saving money in a cookie jar where it isn’t earning interest 

(a savings account isn’t a lot better) doesn’t make sense 

when you owe money on a high interest credit card debt.
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You have $1,000 and must select one of the following 

choices:

✴ Choice A: You have a 50% chance of gaining $1,000,

and a 50% chance of gaining $0.

Prospect Theory
People tend to evaluate gains and losses in different ways. It 

would seem that the likely net outcome would be the 

primary criteria for making a decision, but that isn’t the 

case. Research has shown that we process losses and gains 

differently. 

A classic study was performed in 1979 by Kahneman and 

Tversky. During this study, the concept of “prospect theory” 

was created. The study demonstrated that people will make 

decisions based on believed gains, rather than losses.

This means that as people are given two choices with 

identical outcomes, they’ll choose the option expressed in 

terms of the gains.

Examples from the Study

The study presented the following questions:
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✴ Choice B: You have a 100% chance of gaining $500.

You have $2,000 and you must select one of the 

following choices:

✴ Choice A: You have a 50% chance of losing $1,000,

and 50% of losing $0.

✴ Choice B: You have a 100% chance of losing $500.

If the research subjects were consistent, they would’ve 

chosen ‘A’ or ‘B’ in both questions. But for the first question, 

‘B’ was chosen by nearly all of the participants. And nearly 

everyone chose option ‘A’ for the second question.

Note that in both cases, option ‘A’ has the exact same 

results, and for option ‘B’ the same is true. It makes no sense 

to choose ‘A’ for one question and ‘B’ for the other.

The issue is that most of us automatically avoid the 

perception of loss. Consider that the pain of losing $100 is 

probably greater for you than the happiness gained by 

finding $100. We try to avoid loss more than we try to seek 

gains.
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The Influence on Investing

Some people refuse to work overtime because they don’t 

want to pay more in taxes, even though the amount of take 

home pay would increase. In a similar fashion, some people 

don’t want to earn interest with a bank account in an 

attempt to avoid taxes.

These are both examples of the perceived value of gains not 

being able to overcome the pain of perceived losses.

Another example is the tendency of investors to hold onto 

losing stocks for too long. They also tend to sell winning 

stocks too soon. Logic would suggest that holding onto 

winning stocks longer to potentially earn more money 

would make more sense. Likewise, selling losing stocks 

quickly to avoid greater loss would be wiser.

Investors usually take the guaranteed gain, but take on 

greater risk to avoid a greater loss. That mindset can be 

dangerous in the world of investing!
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“A man must be big enough to admit his mistakes, 
smart enough to profit from them, and strong enough 

to correct them.”

- John C. Maxwell

Avoiding the Negative Effects of Prospect 
Theory

Consider playing a little trick on yourself. It can be useful to 

think of a gain as a series of smaller gains. You aren’t likely to 

view finding $50 in the same way as finding $10 five times. 

When it comes to gains, think of them as a series of smaller 

gains.

Do the opposite with losses. A $50 loss is generally viewed 

as less painful than five $10 losses. Framing things in your 

mind this way will help to minimize the negative effects of 

the prospect theory.
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Gambler’s Fallacy
In a nutshell, gambler’s fallacy occurs when a person believes 

that a random event is influenced in some way by previous 

events.

A good example would be a coin toss. The odds of landing 

heads or tails are always 50%. However, if the last 5 tosses 

resulted in heads, many people believe the next toss is more 

likely to be tails.

You can see the same thing in Las Vegas. People that lose at 

blackjack several times in a row frequently believe their 

odds of winning are improving with each losing hand.

What Does This Have to do With Investing?

Investors can be heavily influenced by gambler’s fallacy. 

After a series of investment gains, many investors take their 

money and run. They believe that the string of favorable 

outcomes must be met with off-setting losses in the near 

future.

Investors will also hold onto losses since they believe the 

luck has to reverse at some point. Anytime you think a stock 
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“Don't gamble; take all your savings and buy some
good stock and hold it till it goes up, then sell it. 

If it don't go up, don't buy it.”

- Will Rogers

Herd Behavior
Herd behavior is very common in humans. This is the 

tendency to go along with the group. Many people use a 

can’t go lower, remember that the lowest it can go is zero. 

Further declines are never impossible (unless it has 

dropped to zero).

Avoiding Gambler’s Fallacy

Remind yourself that if events are independent, then the 

outcome of one doesn’t influence the outcome of the other. 

Never assume that a trend has to reverse itself soon just 

because it’s been going on for a while.

Rely on research and actual data to determine what will 

happen to a stock price or trend.
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different decision-making process when alone versus when 

with a group. 

The most common explanation for this type of behavior is 

the social pressure to conform. Nearly everyone likes to be 

accepted into a group. 

The other reason is more rational. People make the 

assumption that so many people couldn’t possibly be wrong. 

Even if you feel the opposite, you might change your mind 

when you see so many people believing something different 

than you do. This is more common in novel situations where 

you lack knowledge and experience.

Investing and Herd Behavior

Herd behavior doesn’t correspond with successful 

investing. Buying and selling financial instruments to follow 

the latest trends usually doesn’t work well. By the time 

something becomes a trend, it’s frequently too late to profit. 

The frequent churning of investments can also add up to 

high transaction expenses.
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How to Avoid Following the Herd

Following the crowds can be tempting. It’s more 

comfortable to be part of the group. But just because 

everyone is investing a certain way doesn’t mean that it’s 

the best way. Always do your own research and make 

intelligent, rational decisions.

The herd can frequently cause investments to become 

over-valued.

“Psychologists have documented that there is a social
basis for attention, that is, people tend to pay

attention to what others are paying attention to.”

- Robert Shiller

Overreaction and Availability Bias
It’s common for investors to overreact to news. Good news 

tends to drive up stock prices more than it should. Bad news 

has the opposite effect. 
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While the stock price should adjust almost instantly and 

stay at the appropriate level, it doesn’t work that way in 

reality. Good news will drive a stock price up too much, and 

the price will settle back down over time.

This is due to investors overreacting to the news.

In an interesting study, researchers discovered the best and 

worst 35 stocks, based on performance over three years. 

They then followed those stocks for the next three years. 

The “bad” stocks actually outperformed the market, and the 

“good” stocks underperformed. It was determined that 

investors overreacted to both good and bad news. Both 

groups of stocks returned to the proper pricing after 

recovering from investor overreaction.

Availability bias is when investors base decisions too heavily 

on how recent new information is. If a friend recently fell 

down the stairs, you’re going to be a little more careful on 

your stairs. You might even clean the area around the stairs. 

But your stairs are no more dangerous now than they were 

a month ago.
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“As a bull market continues, almost anything you buy 
goes up. It makes you feel that investing in stocks is a 

very easy and safe and that you're a financial genius.”

- Ron Chernow

Avoiding Overreaction and Availability Bias

The only real solution is to maintain a reasonable 

perspective. It can be easy to get carried away with the 

latest and greatest news. Keep in mind that short-term 

strategies may not provide great results in many cases.

If you research your investments thoroughly, you’ll be able to 

keep the news in perspective. Keep your focus long-term.
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1. We’re not always rational. Finance has

traditionally assumed that people make decisions

rationally and logically. However, studies have

shown this to be a fallacy under many different

conditions. These biases have always created issues

with financial models.

2. Anchoring is when investors attach themselves to

an anchor point that isn’t relevant to the decision

that needs to be made.

3. Overconfidence is the overestimation by an

investor of his skill in handling a specific financial

issue, such as picking stocks.

Conclusion
If you’re completely honest with yourself, you’ve probably 

been guilty of at least one of the irrational behaviors or 

decision-making processes that we’ve discussed. But now 

you’re in a better place. You know what to look for and how 

to prevent these biases from affecting your investment 

decisions. 

Consider these highlights when making future 

investments: 
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4. Confirmation is the tendency to look for

information that supports a previously held belief.

5. Hindsight is the tendency to believe an event was

easily predicted and completely obvious.

6. In mental accounting, people divide money into

different accounts based on the source of the

income and its intended purpose.

7. Prospect theory suggests that gains and losses

aren’t viewed equally. People act in a way that limits

gains and increases losses. Loss is more painful than 

a gain is joyful.

8. The gambler’s fallacy is the belief that a random

and independent event has an effect on the

outcome of another random event.

9. Herd behavior is essentially social conformity and

the faulty belief that a large group can’t be wrong.

10. In overreaction, investors overreact to good or bad

news about an investment.

11. Availability bias gives more credence to recent

information than the information deserves.
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“Investing should be more like watching paint dry
or watching grass grow. If you want excitement,

take $800 and go to Las Vegas.”

- Paul Samuelson

Strive to keep your decision making rational and informed. 

Great investors make good decisions and are able to keep 

their thoughts and emotions under control. 

Becoming a better investor isn’t just about getting better at 

analyzing stocks and allocating your investment dollars 

correctly. It’s also about exercising greater control over 

yourself.
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