\ CREDIT SUISSE SECURITIES (USA) LLC
C RE D I T S U I S S E Private Banking North America

31 % a spin off firm of the University of Zirich

Research conducted by Professor Dr. Thorsten Hens and MSc. BA Anna Meier
from Behavioral Finance Solutions GmbH

Behavioral Finance:
The Psychology of Investing



Introduction and welcome

Orientation 2
History of portfolio theory 3
Behavioral biases 10
Cultural differences in investor behavior 18
Neurofinance: a new branch of behavioral finance 25
Market anomalies 27
Wealth management approach 32
Conclusion 41
Bibliography 42
About the contributors 43
Tables of figures 44

This document is not complete without the attached important disclosures.



INTRODUCTION AND WELCOME

Dear Reader,

We are delighted to present to you Behavioral Finance: The Psychology of Investing, a
white paper developed in collaboration with the University of Zirich. This report is intended
to shed light on the emotional and psychological influence that can impact financial decisions
and how this influence can result in irrational behavior. It also explores how to avoid the
pitfalls that investors commonly face.

Behavioral finance is a fairly novel topic that has gained prominence since the early 1990s.
Amos Tversky and Daniel Kahneman, winners of the 2002 Nobel Memorial Prize in
Economic Sciences, helped popularize the topic with their development of Prospect Theory.
Psychology plays a big part in investing. Understanding the psychological motivations can
help investors avoid financial pitfalls.

Behavioral finance bridges the gap between theory and practice by scientifically recording
human behavior. To date, research has focused on rational investors in efficient markets,
while reality deals with day-to-day irrational investor behaviors and inefficient markets.
Combining theory and practice allows us to use behavioral finance as the basis for advisory
services, asset management, and financial product development.

At Credit Suisse, our holistic approach to providing clients with wealth management
advice transcends the traditional financial advisory relationship. Our wealth management
process enables us to understand our clients’ needs and rationale in making financial
decisions, and to assess their risk appetite and behavioral bias. Credit Suisse has had the
privilege of serving many of the world’s wealthiest individuals and families since 1856,
proving our commitment to the needs of our clients and society.

We hope you find this white paper insightful and useful.

Chief Investment Officer
Private Banking Americas
Credit Suisse
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ORIENTATION

This white paper is divided into five sections that should be read in sequential order.

The figure below shows which sections are prerequisites for later sections. Naturally, the introduction to each section is important.
However, should you skip the remainder of each section, only the section on market anomalies will be difficult to understand
without a solid background. Behavioral biases are the basis for understanding cultural differences, which in turn are the basis for
understanding neurofinance. Behavioral biases are also fundamental to selecting a wealth management approach.

. __________________________________________________________________________________________________________________________________________________________________|
Figure I: Orientation

Behavioral Biases

Wealth Management Approach

The small arrows in the middle of the figure show the typical reading pattern. The large arrows on the right show the
prerequisites; here, you should refer back to the indicated sections.
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HISTORY OF PORTFOLIO THEORY

Although the present functions without the past, we can understand it better if we look at its historical developments step by
step. The same is true for financial market research. This research currently consists of fairly complicated mathematical and
psychological models that, at first glance, can be confusing. The figure below highlights the history of portfolio theory, one of the
primary areas of financial market research.

Figure 2: Milestones of Portfolio Theory

1600 1700 1800 1900 2000

Blaise Pascal (1670): Kahneman and Tversky (1979):
Expected Value Portfolio Theory

Harry Markowitz (1952):
Mean Variance Model

Daniel Bernoulli (1738): Von Neumann and Morgensten (1944):
Utility Function (descriptive) Utility Function (prescriptive)

The first person to focus on how we make decisions in uncertain situations was French mathematician Blaise Pascal, who did this
in 1670. Pascal looked at fairly simple situations and wondered which would be preferable. For instance:

a) a coin toss in which one could win 6 francs for heads but only 2 francs for tails, or
b) a coin toss in which one could win 9 francs for heads or 1 franc for tails

Pascal’s suggestion was to make the decision based on the expected value, or the average payout.
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Figure 3: Sample Coin Toss

Standard Deviation: (6-2)/2=2

Mean, Expected Value: (6+2)/2=4

For the first coin toss, the expected value is 4; for the

second coin toss, it is 5. Therefore, in Pascal’s view, one
should choose the second coin toss. Daniel Bernoulli, a
mathematician from Basel, had the same idea when his
brother Nikolaus told him about the St. Petersburg game more
than one hundred years later. Under Blaise Pascal’s theory, the
citizens of St. Petersburg should wager every cent they had

to play on the St. Petersburg game, because it had an infinite
expected value. This contradicted the observations of Nikolaus
Bernoulli, which revealed an average payout of 2 ducats.

The average payout of 2 ducats may seem like a paradox

at first, but is explained by Daniel Bernoulli's generalization

of the theory on calculating the expected payout. Bernoulli's
function, as applied to Pascal’s theory, is now known as the
utility function. The utility function refers to a fundamental
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Standard Deviation: (9-1)/2=4

Mean, Expected Value: (9+1)/2=5

psychological law, the diminishing marginal utility of money.

Or, as Daniel Bernoulli said, “There is no doubt that a gain of
1,000 ducats is more significant to the pauper than to a rich
man, though both gain the same amount.” It is important to
note that the diminishing marginal utility of money embodies
the risk aversion of the person making the decision. A decision
maker is averse to risk if, instead of a random payout, he
prefers the certainty of the expected fixed payout from a
game. The St. Petersburg game shows that the people of

St. Petersburg were averse to risk. Suppose someone made
the decision to receive the expected payout. If he chose to
gamble instead, in some cases he would win more, and in
other cases he would win less. Due to the money’s diminishing
marginal utility, the utility of the higher payout would be lower
than for a reduced payout. This is why it is more rational to
take the average payout with certainty.



Figure 4: Utility Function for Various Level of Risk Aversion

Utility

A 4

Capital + Profit/Loss

Figure 4 shows the utility function u(x)= %ﬂ
for various levels of risk aversion, «." The larger parameter «,

the less risk averse the decision maker.

The expected utility hypothesis offers a method of calculation
that explains a variety of observed behaviors.? In 1944,
mathematicians John von Neumann and Oskar Morgenstern
determined that the expected utility hypothesis is also the

only criterion that allows people to make rational decisions in
uncertain situations. Every other criterion contradicted plausible
fundamental conditions for behavior, known as axioms.

One example for these axioms of rational behavior is the axiom
of independence, which states that when choosing between
two lotteries, one should consider only the differing aspects of
the lotteries.

1 Arisk aversion of a = 1 denotes a risk-neutral investor.

2 In the example shown in Figure 3, for all levels of risk aversion a > 0.326, the
right coin toss is chosen. For alpha <0.326, the left one is chosen. For a risk
aversion of 0.326, both games are equal. This is calculated based on
u(x)= % . The result is 6%9% 4 20826 = 0326 1. 10.526,

For instance, two lotteries could each be based on throwing
one die. Neither lottery has a payout for an odd number. The
first lottery (A) has a payout for each even number, in the
amount of the number cast. The second lottery (B) has the
following payouts: a payout of zero for a two, a payout of four
for a four, and a payout of ten for a six.

The axiom of independence states that when selecting a
lottery, we can limit ourselves to those cases in which the two
or the six is cast, because the payouts of both lotteries are
identical in all other cases. Thus, the selection is reduced to
whether the player wants two and six, or zero and ten, with the
same probability.
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Figure 5: Axiom of Independence

Outcome 1 2
Lottery A 0 2
Lottery B 0 0

This does not mean that everything had been figured

out by the middle of the twentieth century. The expected
utility hypothesis was flexible enough to illustrate different
behaviors in uncertain situations and was the only sensible
way to proceed in such situations. Unfortunately, there was
a significant weak spot in this hypothesis: Where besides a
coin toss could one find realistic probabilities for calculating
the expected utility? For instance, how can we define the
probabilities of returns on asset classes such as bonds,
equities, or alternative investments, or even single securities
within a class? These returns depend, among other things,
on economic factors such as the economy itself, monetary
policy, innovation, and growth alongside the behavior of other
stakeholders. The sum of these factors results in an almost
impossibly tangled mass of interactions. To unravel this
Gordian Knot, Eugene Fama developed his efficient market
hypothesis in the 1970s, which had its predecessors in the
1950s. If all market participants thought constantly about
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the factors behind the returns on securities and developed
trading strategies based on these factors, their buying and
selling decisions would ensure that all profitable information
about these factors was priced into the securities. The market
anticipates every predictability in prices. The remaining price
developments result from previously unanticipated changes
—in other words, surprise information. Because surprises
are impossible to predict, the prices of securities develop by
pure chance, statistically independent of one another. We
know from statistics that the sum of random variables can be
defined by normal distribution (bell curve). The distribution is
well-defined by its mean and its standard deviation.

The efficient market hypothesis is a brilliant simplification
of decision-making in uncertain situations because these
decisions depend only on the mean and the standard deviation



of the distributions. In 1952, Harry Markowitz built on this idea
to develop his mean variance model, which was based on two
factors: returns, measured by mean, and risk, measured by
standard deviation. It was clear to Markowitz that investors
preferred a high average return with a low risk. We saw this in
the two coin tosses in Figure 3. For the first toss, the average

payout is 4 and the standard deviation is 2; for the second, the
average payout is 5 and the standard deviation is 4. Decision
makers will choose the first or the second coin toss depending
on risk tolerance (here, the aversion to fluctuating retumns).
Therefore, Markowitz presented the various investment options
in a return-risk diagram such as the one shown in Figure 6.

Figure 6: Risk-Return Diagram

Mean
(Return) .
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Portfolio
o
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As we can see in Figure 6, when the average return (mean) increases, the expected risk (standard deviation) of an investment

also increases. For each return level indicated, an investor can minimize his risk by diversification. This sequence of minimization

results in the efficient frontier, which denotes the minimum risk for a given return level. Depending on the individual risk tolerance
of an investor, the best portfolio can be selected on the efficient frontier.
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Behavioral finance is the newest chapter in the history

of portfolio theory. Why do we yet need another theory?
Behavioral finance explains the typical mistakes (behavioral
biases) made by investors. It also provides a detailed picture
of investors’ risk preferences. This second aspect is covered
by Daniel Kahneman and Amos Tversky’s prospect theory
(1979). Unlike the Markowitz analysis, the prospect theory
focuses on the significance of investment losses. In their
studies, Kahneman and Tversky found that most investors are
averse to loss. This means that investment losses must be
compensated through the opportunity for higher returns. For
most investors, these returns must be at least twice as high as
the potential loss.®

|
Figure 7: Utility Function of the Prospect Theory
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3 To be precise, it is 2.25 times higher.
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The utility function of the prospect theory is shown in

Figure 7. A maximizer of prospect utility evaluates the result of
his investments using a reference point. For example, this can
be the purchase price of a security. Loss aversion is reflected
in the fact that the utility function initially has a much steeper
curve than the profit area. The prospect utility theory draws
from the expected utility theory the characteristic of declining
marginal utility of the gains.

The loss area reflects the declining marginal damage of the
losses. This is demonstrated by the fact that prospect utility
maximizers would risk their investment for a break-even
opportunity rather than face a definite loss. Thus, they prefer a
random payout to the expected utility if it is negative.

If markets were efficient as per Fama’s theory, all investment
returns would have normal distribution and the application

of the mean-mean standard deviation criterion would still be
justified for prospect theory investors. In reality, the efficient
market hypothesis is not valid, so very few investments

have returns with normal distribution. For this reason, the
loss aversion under the prospect theory is key to an optimal
portfolio. We must replace the efficient market line in the
mean-standard deviation model with a behavioral efficient
frontier based on the prospect theory. The behavioral efficient
frontier was first developed in a paper by Enrico De Giorgi,
Thorsten Hens, and Janos Mayer (2011). It depicts the
prospect theory using a risk-return diagram. Investment
results are broken down into cases in which a profit is made
and those in which a loss is sustained. The degree of loss
aversion determines the selection of an optimal portfolio on
the behavioral efficient frontier, as shown in Figure 8. If we
compare the prospect theory portfolios with the Markowitz



portfolios, we see that these have a lower portion of equities
and hedge funds while weighting capital protection products
more heavily. Equities and hedge funds are not largely
represented in the prospect portfolios, because of their
potential high losses. On the other hand, capital protection
products are not very common in the Markowitz portfolios.
Although they do not show a loss as long as the counterparty

does not default, they have varying levels of high returns and

thus a standard deviation. Practice has shown that clients
whose portfolios are based on the Markowitz theory do not
adhere to their investment strategy when the markets decline.
As a result, they usually miss the rebound and performance

is lower than if they had maintained their strategy. Thus, it is
worth choosing a prospect theory so that investors can stick to
the strategy both financially and emotionally.

_____________________________________________________________________________________________________________________________________________________________________|
Figure 8: The Behavioral Efficient Frontier Based on the Prospect Theory
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As a result, investment advice based on current research findings must optimally position prospect theory investors

for inefficient markets.
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BEHAVIORAL BIASES

The cyclical investment process - including information procurement; stock picking; and making,
holding, and selling investments, followed by making a new selection - is full of pitfalls. These
can come at a high price to investors. As Benjamin Graham liked to say, “The worst enemy of the
investor is most likely himself.” Purchasing investments is a rapid-fire process, and the value of
these investments can decline just as rapidly — even to zero, making them a waste of money.

In this section, we will illustrate each step of the process and explain the potential pitfalls. In the next section, we will show

how you can avoid these pitfalls with the help of Credit Suisse’s wealth management approach. Let us start from the beginning:
the investment roller coaster.

Figure 9: Investment Process - Roller Coaster of Emotions

Thankfully | didn't
wait to buy! Whatever, | will buy
& again! Anyway, it is

' ) , cheaper than last time.
| will use this correction to BUY

4— increase my position. BUY

If | wait any Wow! At this price
longer, | will not I will double my

\ profit from the position. BUY
trend. BUY

Ah, | see a trend.
| should watch
this market.

"

| knew all along
that it would

| can't believe it! The price
has now halved. This must be
the absolute bottom!

Why doesn't the recover.
ﬁaﬂking ;ﬁéocitaﬁon Ah, it will still fall... \

ave anything to say -
about this? > l \é\r/]h:i rZ}gomg

Enough is enough! | should selland W
never look at stocks again! SELL

f '\ What did | say?
Luckily | sold everything!
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The markets are on the rise, the stock exchanges register
record highs, and the media waters down this news. Business
journalists report on innovative, creative companies that are all
making a profit in these markets. However, they fail to see that
not all companies are successful using those same criteria.
Thus, they do not falsify the theory of success, a mistake
known as the confirmation bias. We cannot avoid reading
the headlines about price gains and booming markets or the
multitude of success stories. Unfortunately, these stories
attract the interest of many amateur investors.

Readers follow developments in the bull market with baited
breath; with some hesitation and a safe distance, they make
note of certain stocks and shares. If the media spotlights a
particular stock, it is more likely to attract investor attention.
After a certain amount of watching from the wings, some
investors will decide to participate in the uptrend before it is
too late. With the wind of so many success stories beneath
their sails, investors erroneously believe they have almost no
chance of failing. So the survival error takes hold. The media
and its readers love success stories; looking at the gossip
magazines while at the hairdresser, for instance, all we see are
glitz and glam. However, these publications only feature the
rich and famous — wealthy entrepreneurs, writers, celebrities,
singers, and other people who have made it.

Of course, there is never any mention of the hundreds of
thousands, even millions, of people who have not succeeded.
As a result, we grossly overestimate the stellar achievements
of the success stories, which are as unlikely as a winning
lottery ticket. Investors also fall victim to induction. They see a
security rise and rise, until they are certain that it can only get
better. Often they invest a large portion of their assets in this
security — resulting in a serious cluster risk — and are likely to
lose it all.

Because investors do not know they have fallen into the trap,
they look for familiar company names when trying to find a
good investment. In situations like these, it is very hard to
avoid the availability/attention bias. Events that come up
more frequently (often with additional media coverage) remain
in our minds more than events we hear about less frequently.
We forget that there are other scenarios.

On the other hand, rare, dramatic events that attract heavy
media attention are overestimated. For example, if we ask

a random person what the most common cause of death is,
he or she might say a car accident or plane crash. This is
because the media pounces on these sensational causes of
death, which then stay in our minds whether we want them to
or not. What is more, illustrated, easy-to-digest information is
easier to remember than statistical figures. This distorts our
perception between the frequency distribution and statistical
reality. As a result, investors never choose information from
the other side of the fence. Instead, they choose information
based on their experiences and preferences. This means that
we are more likely to recall the front page of a newspaper
showing a CEO racing down the French Riviera in his
convertible. We are less likely to remember that his company’s
net profit margin dropped by 30% and its earnings by 18%.
Investors make positive associations with the company
because they liked the car or the CEO had a nice smile in

the photo. They may also remember the CEQO’s attractive
companion with bright red lipstick. The image in their head is a
good one, and so is their impression of the company.

Typical investors evaluate information according to how quickly
it can be recalled. This means that in most cases, we do not
continue to think of alternatives because we are satisfied with
our initial thought. Investors who remember the CEO in his
convertible associate the company with success and think it
would be a good investment.

As soon as we remember a promising company, we begin to
support our opinions about it with other publicly accessible
information. This is not very rational, as the process does not
permit a differentiated view. Once an investment has won

the investor over, he often makes the mistake of looking

for only positive information. We made reference to this at
the beginning of this section when we mentioned business
journalists. Confirmation bias is the phenomenon of supporting
our own opinions with selective information. Investors seek
confirmation for their assumptions. They avoid critical opinions
and reports, reading only those articles that put the product in
a positive light.
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Suppose our investor's boss is also interested in market
developments and likes to talk about the bull market during
his coffee breaks. And suppose this boss recommends
investing in the pharmaceuticals industry. Because the
investor is afraid to contradict his boss or would not even
consider doing so, he begins to do some research into these
investments. The coffee break scenario is a good example of
the authority pitfall that our investor falls prey to. He considers
his boss an investment authority and, right or wrong, takes
his recommendations to heart. However, the boss is no more
or less correct than his employee. Because our investor
does not know about this bias (or that he has succumbed

to it), he begins to research the earnings made by three US
pharmaceutical companies over the last few years.

The investor also reviews the returns on the companies’ stock.
Unfortunately, he looks only at the last three years. In addition,
he cannot find the profits for one of the three companies.

However, he sees that corporate revenues have grown steadily

over the last three years. Thus, he incorrectly concludes that
profits will continue to grow in the future and that the company
must be successful.

Investors do not tend to use representative data. This means
that the time period they examine is too short to determine

the statistical population. Thus, it is not possible to draw
conclusions about the statistical population. In the above
scenario, it would be wrong to draw conclusions about the
entire industry based on an analysis of three companies.
Moreover, one to three years is too short a time period to draw
a valid conclusion.

We refer to this as the law of small numbers. You may
remember learning about the law of large numbers in school.
If you toss a coin enough times, the number of times you get
heads will be essentially equal to the number of times you get
tails. Unfortunately, we often believe that this equality applies
to smaller random samples. As a result, we look forward to
very high returns based on very little information.
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...back to the roller coaster

Suppose that while researching the profits of the
pharmaceutical company, our investor finds an interesting
article in a reputable business journal. It reports on a US
company with a 40% chance of generating a 5% excess
return over the S&P 500. Our investor is so excited that he
decides to invest in this company. He probably would not have
done so if he had read that there was a 60% chance of the
company generating a less than 5% excess return over

the S&P 500. Our investor has just fallen for the framing
effect. In other words, the way information is presented will
influence our decisions.

For instance, there is a huge difference in whether a sum is
presented as a loss or a missed profit, even if these terms
mean the same thing. Therefore, our decisions are based
largely on how the data is depicted. The choice of scale on a
chart is seldom random. It is chosen intentionally to influence
the desired result as much as possible.

Such framing effects apply to everything in life. Imagine our
investor is having dinner at a friend’s house and she tells him
that she made the sauce with 80% fat-free cream. Do you
think she would have bought the cream if the package labeled
it 20% fat? Now consider the package that says 98% fat-free
as opposed to 2% fat. Most people would choose the 98%
fat-free product even though factually, it has more fat than the
product with 2% fat. Since he saved so many calories with
the meal, our investor should treat himself to another beer.
Imagine the beer bottle says 3.9% alcohol — how do you think
consumers would feel about a beer label that boasts 96.1%
water?

A company’s presentation of a product is never random. It is
usually intended to serve the seller’s purpose, which does not
always conform to the buyer’s purpose.

Because our investor does not really care about cream sauce,
he changes the subject and boasts about the investments he
made in the stock market. He tells his friend that he invested
in high-growth, successful companies, namely equities from
Apple, Google, Facebook, and Credit Suisse. As he moves
down the list, he does not realize most of these shares are
country specific or target-customer specific.

The home bias is to blame. According to this bias, most
investors choose the majority of their equities from their home
country. These stocks seem more trustworthy, as we grew up
with these company names. They are also mentioned more
frequently in the local media. This is one reason investors do
not diversify enough, but it is far from the only reason.

Once we invest in a stock, we hope the price will go up but
worry it will go down. Of course, price developments depend
on chance. Psychologically speaking, what counts is how

we handle these fluctuations. When the price goes up, the
optimists feel satisfied with their decision. They think, “Thank
goodness | didn't wait any longer.” However, our investor is
not the only one; everyone wants to be part of the boom (herd
instinct). This includes the pessimists, who feel lucky each
time the price increases. This herd instinct is rooted within us
and, once upon a time, was necessary for our survival.

After an uptrend phase — a phase of hoping for big profits,
for instance — the price begins to drop. The optimists will

say that these dips in price are bad luck, or a necessary
correction. The pessimists will be furious if they suffered a
loss. Pessimists do not remain invested for long — unless they
are masochists. This is why the stock market tends to attract
more optimists, who frequently invest out of hope. Thus, they
invest in innovative technologies that have a low probability

of generating enormous returns. We call this the favorite
long-shot bias.

People who fall into this psychological trap always bet on the
long shot because it promises very high returns. Unfortunately,
they forget that the likelihood of the long shot winning

cancels the profit. Of particular interest is the typical investor
behavior during long-term loss, when the downward spiral
persists and the prices plummet — a bear market. On the one
hand, investors will initially ignore all information indicating a
downward trend because such information does not support
their preconceived notion that the investment is good and that
there is an uptrend. Another common, irrational response is to
buy more stock (“I'm taking advantage of the correction and
reinforcing my position,” or, “Great, I'll double my position at
this price”). This behavior is caused by contrast and anchoring.
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When making these decisions, investors do not rely on
fundamental factors. Rather, they tend to base their decision
on the price at which the stock was purchased. This price —
also known as the acquisition cost — is the unfortunate anchor
that causes irrational decisions. Unlike the acquisition cost, the
new price seems cheap to the investor.

Anchoring influences decisions when investors do not realize
how the information is presented. People are influenced by
random data when making decisions, even if they know the
data has no informational value or is outrageously high or low.
For instance, suppose we ask one group of subjects whether
Mr. Miller died before or after the age of 90 and another group
of subjects whether he died before or after the age of 40. The
subjects will be influenced by the anchors of 90 and 40 years.
On average, those asked about 90 years would list a higher
age of death for Mr. Miller than those asked about 40 years.
But if we leave out the age entirely, most people will guess
that Mr. Miller died at about the age of 80.

People want an anchor to cling to. Not even the experts are
immune, as various experiments reveal. The price at which we
last bought something is the psychological anchor. Financial
institutions tend to provide investors with the acquisition price
in standard form or, on request, in the safekeeping account
statements (which is less sensible from a behavioral finance
standpoint, given the bias stated above).

If the price drops below the psychological anchor (such as

the purchase price), then investors are more likely to buy
because the stock seems cheap, as if it were on sale at the
supermarket. Private investors frequently will keep buying as
the losses continue. This is because they want to make up for
their initial losses. “I can’t believe it! The price is 50% lower!
That has to be a record low.” No, it does not. This behavior
can result in investors taking more and more risks, because
they have to make up for greater and greater losses. It is like a
bottomless pit.

People tend to be short-sighted, meaning that they overthink
matters fairly often. As a result, they make decisions that
they would not make over longer periods of time. Bernartzi
and Thaler (1995) showed that investors would invest more
in stocks, and thus with more risk appetite, if they made the
decisions at longer intervals. This phenomenon is known as
myopic loss aversion. Rational investors are unfamiliar with
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this type of behavior. They consider the consequences of their
decision over a lifetime and not only for a limited time period.
A discretionary mandate can keep investors from falling into
the myopic loss aversion trap.

It is foreseeable that prices will rise again at some point.
Although it usually takes a longer time for prices to rise again,
the time period is not necessarily the critical factor in large
investor losses. How sharply the prices drop is far more
important. Most investors cannot handle large price losses
from an emotional standpoint. Their psychological risk ability
is too low. They suffer from insomnia, existential anxiety, or
panic attacks. They look for external help (“Why isn’t the
Bankers' Association commenting on this?”). Financial risk
ability is usually higher than psychological risk ability. Because
psychological risk ability is initially triggered, it should be
assigned equal or even higher priority than financial risk
ability. Today's investment advisory services pay a great

deal of attention to financial risk ability while casting aside
psychological risk ability. Although psychological risk ability is
sometimes evaluated, it rarely occurs systematically or with a
process that is proven to deliver reliable, informative results.

You may be wondering why the investor in our story does

not sell off his investments. Many private investors engage

in mental accounting, meaning they make distinctions in
their head that do not exist financially. Often, losses incurred
are viewed separately from paper losses. This means that
investors sell stocks from their portfolio too soon when they
earn a profit and too late when they incur a loss. Turning a
paper profit into real profits makes us happy, but we shy away
from turning a paper loss into a real loss. Literature refers to
this bias as the disposition effect. A second form of mental
accounting is the distinction we make between money in the
bank and money made on the financial market. The latter,
known as house money, is often p