Taking the emotions out of investing

Marketobserverdong havedetectedhatinvestmentecisionshavean emotional
componentBehavioral finance scholarshaveproduceda seriesof studiesthat point out
mistakesthatinvestorstendto makein managingtheir portfolios. Becauset is basichuman
psychologythatis behindtheir actions,evenexperiencednvestorsarelikely to makethese
mistakes.

The pain of loss

Researcltby behaviorapsychologistssuggestshat mostindividualsfeel twice the pain over
a financiallossasthey do the pleasureof anequivalentgain. A classic1979study (OProspect
Theory:An Analysisof DecisionMaking Under RiskOby Daniel Kahnemarand Amos
Tverskyin Econometria) found thatpeoplemakedifferentchoicesin equivalentsituations,
dependinguponwhetherthe choicesareframedwithin the contextof gainor of loss.

To illustratethis phenomenonkKahnemarand Tversky gavetwo groupsa setof
choices:Group 1 wastold thatin additionto whatthey owned,they hadbeengiven $1,000.
Theythenwereaskedto choosebetween(a) a suregain of $5000r (b) a 50%chanceto gain
$1,000anda 50%chanceto gain nothing. Some84% of the group chose(a). Group 2 was
told thatin additionto whatthey owned,they hadbeengiven $2,000. Theywereaskedto
choosebetween(a) a surelossof $5000r (b) a 50%chanceto lose$1,000anda 50% chance
to losenothing.Here,69% chose(b). But the fact is thatthe choicesthatare offeredto each
Groupareidenticalin termsof the netcashamountsthatthe individual could receive.Yet the
phrasingof the questionscausedhe choicesto beinterpreteddifferently.

An evolutionary twist

This loss aversion conceptwastestedagainrecentlyby M. Keith Chen,assistanprofessorat
Yale Schoolof OrganizationandManagementin a studyunderreview by the Journal of
Political Economy. Chenandhis associategavecapuchinmonkeyssmall disksto tradefor
rewardsNapplesgrapesor gelatincubes.Capuchinsnotedthe researchersarewell-suited
subjectdor studybecausehey arerelatively large-brainedprimates,skilled problemsolvers
and acloseevolutionaryneighborto humans.

In oneexperimenthe monkeyswere askedto choosebetweenspendinga tokenon
one visiblepieceof food thatone-halfof the time gavea returnof two pieces,or two pieces
of visible food thatone-halfof thetime gavea returnof only onepiece.The capuchinssastly
preferredthefirst gamble,which is essentiallyone-halfof a chanceata bonusthanthe
secondgamble,which is essentiallyone-halfof a chanceat a loss.



OThezconomicview,OChenreports,Osayshat peopleareaware rationalandin
control of their major decisions.Social psychologycutsin the oppositedirection, maintaining
thatpeopleareoften unawareof the forcesthatdictatetheir behavior.We wantedto
understandhe interactionsof thesetwo things. WhatweOveshownis that capuchinmonkeys
look remarkablylike us; makingrationaldecisionsin manyof the samesettingsthathumans
getright, but alsomakemany of the samemistakeswe make.O

OWaarefighting tendenciegloss aversion]that may be biologically hard-wired,O
concludesChen.

Common conflicts

Most peopledonOhavethetime or inclinationto delvedeeplyinto thefield of behavioral
finance.But they canlook inward and examinehow they havereactedo recentevents.Here
are themorecommonemotionalreactions:

» Failing to act or procrastinating doesallow oneto avoid unpleasanthoughts but,
ultimately, it providesno solutions.

* Hitting the panic button canleadaninvestorto follow dubiousadviceor to chase
thelatesttrendwithout any soundreason.

« Holding on too long to oneOmvestments&venwhenit seemdogical to let go,is
sucha commoremotionthat psychotherapistiavegivenit a nameNOdivestituranxiety.O

* Loss of self-esteem, saysJohnJacobsa New York psychologistwith expertisen
wealthissuesmakesit possiblefor anindividualOgeelingsof worth to Oriseandfall with the
Nasdacpr Dow.O

Taking arational approach to investing

If you seeyour own reactionsin any of thosedescribedabove,itOgime for us tospendsome
time togetherreviewingyour portfolio to turn someof the negativeemotionsinto positive
action.

1. Beclear about what you are doing. Canyou easily summarizeyour investment

strategyon paper2tOghe foundationuponwhich your portfolio will be built. Your portfolio
shouldreflectwho you areNyour goals,investingtime frameandtolerancefor risk.
Developingandarticulatingyour strategywill helpkeepyou from makingchangedo it
solelybaseduponhow the marketrisesandfall.

2. Usethe right tools to help you find successAsset allocationNspreading your
dollarsamongthe basicinvestmentategoriesamongstocks,bondsandcashequivalentsNis
an organizedsystematicapproacho building and maintaininga portfolio. Diversifying your
holdingwithin eachassetlassis importantaswell. For instancewithin the equity portion of



your portfolio, you may wantto considerarge-,mid- or small-capitalizatiorstocks;choosea
mix of stocksthatyield dividendsandthosethatare growth stockswith little likelihood of
significantdividends.You may wantto takea lookat investingin the equitiesof companies
outsideof the U.S.

3. Bevigilant. Reviewyour investmentchoicesregularlyandmakethe necessary
adjustmentsaccordingly.You may needto rebalanceyour portfolio, whenyour holdingsin a
particularportion of your portfolio exceedhe original allocationtargetthatyou haveset.
Family andpersonakircumstancesilsomay dictatethat you review your investment
strategy.

4. Don't goit alone Thedaily marketreportsthatyou reador hearnotwithstanding,
thereareopportunitiesto be found out there.We canhelpyou find them. Think of usas a
valuableresourcefor unbiasedpbjectivefinancial advice.As a partnerwho canhelpyou to
formulateaninvestmentstrategythatincorporatesoth your long- andshort-termgoals,
tailoredspecifically to your needsand concernsContactus nowto find out more.
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