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By  Robert Van Munster

Understanding “greed  
and fear” – the key to 
successful investing

Three years of unprecedented volatility in sharemarkets around the world 
have understandably left many investors reeling. Many are still loathe to 
return to equity markets, unsure whether they have seen the worst or 

whether there is still more bad news to come.

Investors have gone from feeling highly optimistic when the share market regularly 
reached record highs during 2004 to 2007, to extremely pessimistic when the 
market fell to five-year lows in March 2009. Ongoing volatility in the market over 
the 18 months since that low has only exacerbated feelings of uncertainty.

This has highlighted two of the most extreme emotions by investors: that of greed 
(associated with good times, optimism and hope) followed by fear (reflective of 
uncertainty and pessimism) – with the former playing a role in causing the latter.

Investor confidence, emotions and psychology play a vital role in driving market 
upturns and downturns. While the drivers of booms and busts may change, investor 
behaviour doesn’t. 

For financial advisers, the challenge is to balance the uncertainty being felt by their 
clients with the opportunities that exist in equity markets. One tool that can help 
with this challenge is an understanding of investor psychology, and the drivers 
behind the most common investor behaviours.

Emotion and the human psyche are powerful forces, often leading investors to 
make irrational decisions, or sometimes even worse, not making any decisions – 
both of which can be detrimental to the long-term performance of an investor’s 
investment portfolio. 

This has highlighted the point that the efficient market hypothesis is a myth. 

Modern portfolio theory assumes that markets are inherently efficient because all 
known relevant information is priced into the value of shares. This means that shares 
always trade at their fair value and therefore there aren’t any opportunities for investors 
to generate excess returns – either through stock selection or market timing. 

Another critical assumption in the hypothesis is that all investors are rational. However, 
behavioural finance theory, which had its formal beginnings in the 1980s and became 
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a mainstream economic theory in the 1990s, takes a different 
view. Far from assuming investors are rational, it deems them to 
be irrational in their behaviour, often making investment decisions 
based on emotions, previous experiences or a fear of regret. 

This can result in investors making investment decisions 
unrelated to the future potential of that investment, causing its 
share price to trade at a discount or premium to its fair value. 
Active fund managers disagree with the notion that the market 
is perfectly efficient, believing that all information is not 
necessarily available to everyone, and even if it was, it is 
interpreted differently by market participants, and therefore isn’t 
always built into a company’s share price. 

Many also believe that irrational investor behaviour plays a role 
in forming market inefficiencies, thereby creating investment 
opportunities – but not every opportunity is necessarily a 
profitable one. 

There are many types of investor behaviours that can cause 
inefficient markets. They include:

l Heuristic biases (including representativeness, 
overconfidence, anchoring and adjustment, and aversion to 
ambiguity)

l Frame dependence (including regret)

l Ebullience cycle

l Confirmation bias

l Price-target revisionism

Heuristic biases
Heuristics are essentially ‘rules of thumb’ that are developed 
based on previous experiences, which create a bias.

For example, an investor who lost a lot of money in a single 
mining stock might never invest in mining stocks again in the 
belief that their previous experience will be repeated. This may 
seem like reasonable behaviour, but it is often based on singular 
experiences rather than logic. 

One experience does not necessarily mean it will necessarily 
happen again. There are a number of heuristic biases.

Representativeness 

Representativeness bias occurs when people make decisions based 
on pre-conceived ideas or stereotypes, rather than logic or facts.

A typical example of this is ‘gambler’s fallacy’. For instance, a 
gambler believes that after six heads in a row, tails must be next. 
There is no logical reason why tails ‘has to be next’ – the 
likelihood of either heads or tails occurring is exactly 50 per cent 
– but they continue to hold the belief that their turn is due. 

This belief is based on the theory that over the long term there 
is a 50 per cent chance of a tails or heads coming up; however 
there is no way of predicting when that will occur. The problem 
is the punter is applying a long-term theory over a very short 
time horizon. 

Another example of representativeness heuristic bias is an 
investor’s decision to buy the latest ‘hot’ stock. This was 
particularly apparent during the tech boom in the late 1990s and 
early 2000s when technology stocks were seen as the new 
paradigm and ‘old economy’ stocks were out of favour. 

Many invested on a pre-conceived idea that all tech stocks 
would perform well, without fully assessing a company’s earnings 
potential. Certainly there were some good quality technology 
stocks, but there were some very poor ones as well. Unfortunately 
they were all lumped together and treated the same. 

This was a prime example of the ‘herd mentality’ at play, with 
investors getting caught up in the momentum and not wanting 
to miss out on the next big thing, especially when all of their 
friends and family were also investing in these stocks. So they 
followed the crowd and also bought technology stocks. 

Unfortunately many investors hopped on the bandwagon too 
late and suffered the consequences of the subsequent ‘tech 
wreck’. In the US, after reaching an all-time high in March 
2000, the benchmark technology index, the Nasdaq Composite 
Index, fell over 50 per cent within a year. 

In their 1985 paper “Does the Stock Market Overreact?”, Werner 
De Bondt and Richard Thaler1 postulated that this representativeness 
heuristic bias means investors can be over-optimistic about past 
winners and over-pessimistic about past losers. 

This favouritism for past winners and bias away from past losers 
causes markets to deviate from fair value, with the former 
becoming overvalued and the latter becoming undervalued. 
They also argue that this mis-pricing is a short-term phenomenon, 
and over time the losers will outperform the general market and 
the winners will underperform. 

An example of this trap was shown in the equity markets in 2007 
and 2008. Figure 1a shows the top five performing stocks in 
2007 in the energy sector within the S&P/ASX 200 Index. 

As the bars in Figure 1a show, all five stocks outperformed the 
energy sector that year. From these numbers, without 
undertaking proper due diligence, one could make an assumption 
that these five stocks must be of high quality as the market has 
supported them, and therefore they will continue to outperform 
their peers. 

However, this was not the case. In 2008, there was a marked 
change in performance. The same ‘basket’ of energy stocks 
significantly underperformed the sector’s benchmark that year. 
In addition, the performance between the stocks was variable, 
ranging from – 86.3 per cent (Strata Resources) to +15.4 per 
cent (Centennial Coal). 

Figure 1b shows a similar outcome for the financials sector 
(excluding property trusts). While the variation between stocks 
was not as marked, there was a similar turnaround from 
significant outperformance of the sector’s benchmark in 2007 to 
underperformance the following year. 

These two examples highlight the danger of making investment 
decisions based on representativeness bias without undertaking 
proper research and then forming a rational opinion. 

Looking at past performance of a particular asset class could also 
be a form of representativeness. 

Despite numerous warnings that past performance is not an 
indicator of future performance, investors often look to this as a 
guide as to what to invest in. 

As shown in Figure 2, this is a flawed strategy. If an investor 
invested in each year’s best asset class over a 20-year period, an 
initial investment of $10,000 in December 1989 would have 
been worth $26,524 in December 20092. This is significantly less 
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Figure 1a.  Dangers in favouring last year’ winners

Figure 1b. Dangers in favouring last year’ winners

than the $49,606 that would have been achieved if the $10,000 
had been invested in a typical balanced fund where the asset 
allocation3 is fixed over the whole period.

Interestingly for those considering a contrarian approach, 
investing in the previous year’s worst performing asset class has 
proven to be an even poorer strategy over the longer term. 
While in the short term it appeared to pay dividends (i.e. up 
until 2000), the strategy went horribly wrong thereafter, with a 
$10,000 investment worth a mere $18,182 in December 2009. 

Over-confidence 

Another heuristic bias which can influence the way people make 
investment decisions is over-confidence. 

When investors make a number of successful stock picks, a 
certain level of over-confidence can creep in, increasing their 
desire to trade (or “more often”). 

Such investors don’t necessarily weigh up the cost of trading against 
the marginal benefit of holding one stock rather than another, since 
they are so confident the new stock will be an imminent success. 

Source: Investment Technology Group and Tyndall Investment Management Limited
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While this may or may not lead to higher gross returns, the 
increased trading activity generates higher trading costs 
(brokerage) and hence may result in lower net returns than a 
‘buy and hold’ approach. 

For Australian investors, there are also tax implications for stocks 
held for less than twelve months. The link between over-trading 
and reduced net returns was explored by academics Brad M 
Barber and Terrance Odean4. 

Their analysis, which was based on around 66,000 households in 
the US with accounts at a large discount broker from February 
1991 to January 1997, showed that over-trading had a huge 
impact on net returns. 

As shown in Figure 3, households that traded frequently earned 
a net annualised return of 11.4 per cent over the five-year 
period, while those who traded infrequently earned a much 
higher annualised return of 18.5 per cent.

a Financial Standard publication www.jofp .com.au  December 2010 

Figure 2.  Diversification and a long term investment strategy pay off

Source: Intech Investment Consultants and Tyndall Investment Management Limited

Figure 3.  Trading is hazardous for your wealth

Source: The Journal of Finance, Vol. LV No. 2, April 2000
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There can also be a level of over-confidence in one’s investment 
prowess, particularly with regards to forecasting ability. This can 
lead to bad stock decisions.

Studies have also shown that investors who are excessively over-
confident don’t diversify their portfolios adequately, don’t 
believe in the positive risk/return trade-off (i.e. higher risk 
means higher returns), and tend to take on more risk5.

This tendency for over-confidence highlights the need to have 
a long-term focus in order to minimise trading activity.

One way of reducing clients’ susceptibility to many of these 
heuristic biases is to invest with professional fund managers. 
Their use of valuation models, disciplined processes and 
extensive company visits are just a few of the tools they use to 
help reduce the emotive element from the decision making 
process and determine the true price of a stock or security.

Constant peer review by fellow team members and oversight by 
an investment committee also helps to reduce biases and 
improves the probability of decisions being made based on 
logical and rational analysis.

Anchoring and adjustment 

Anchoring and adjustment describes the situation where 
investors rely on one piece of initial information and fail to 
adequately adjust their view to take into account new information 
as it comes to hand. 

The natural tendency is to place too much emphasis on the initial 
piece of information. Amos Tversky and Daniel Kahneman, two 
highly-regarded behavioural finance experts responsible for first 
identifying this anchoring and adjustment heuristic bias, 
highlighted this behaviour during studies in 19746.

They asked two separate groups of people what per centage of 
the United Nations comprised African countries. 

The first group (Group A) was asked, “Is it above or below 10 
per cent?” (Participants were told that the number 10 was 
randomly selected from the spin of a wheel; however the wheel 
was actually rigged to ensure it landed on 10.) 

The second group (Group B) was asked, “Is it above or below 
65 per cent?” (Again the number ‘65’ was ‘randomly’ selected 
from the spin of a wheel). 

Group A’s average answer was 25 per cent and Group B’s 
average answer was 45 per cent. 

Each Group had essentially used their respective ‘randomly 
generated number’ as an anchor for their decision, rather than 
answering with an independent frame of mind, despite the 
numbers 10 and 65 being apparently random.

 This conservatism in adjusting forecasts was also explored by 
psychologist Ward Edwards (1964)7. He conducted research on 
a number of people using black and red poker chips. 

He asked his respondents to imagine 100 bags each containing 
1,000 poker chips, with: 

l 45 bags contained 700 black chips and 300 red chips and 

l 55 bags contained 300 black chips and 700 red chips. 

Participants had to imagine that one of the bags was selected 
randomly. Ward then asked the respondents two questions in 
two stages (and they were not allowed to look inside the bags). 

Question 1: What is the probability that the 
selected bag contains mostly black chips? 

Most of the respondents answered 45 per cent. 

He then asked the respondents to imagine that 12 chips were 
randomly selected from the bag – eight black chips and four red 
chips, whereby each chip was subsequently replaced. He then 
asked another question. 

Question 2: Would they change their first answer 
in response to the new information? 

A number of respondents remained with their original answer of 
45 per cent, while others adjusted their original answer to 
incorporate the new information. 

The majority of the respondents’ answer to the second question was 
less than 75 per cent (i.e. they believed there was less than a 75 per 
cent probability that the selected bag contained mostly black chips). 

The correct answer is actually 96.04 per cent (calculated using 
probability theory). The fact that most of the respondents’ 
answers were well below this number showed that many of 
them had under-reacted to the new information. 

This outcome suggests that they may have been too anchored to 
their original answer of 45 per cent and did not adjust their 
assessment sufficiently. Ultimately they were too conservative in 
their revised assessment when presented with the new information. 

This same research has also been conducted on analysts’ reactions 
to company earnings announcements. 

They often don’t revise their earnings estimates enough 
following the release of new information. As a result, positive 
earnings surprises often can be followed by more positive 
earnings surprises, and negative earnings surprises can be 
followed by more negative earnings surprises. Behavioural 
finance theory suggests this conservatism in analyst earnings 
predictions can create mispricing. 

Work by academics Victor Bernard and Jacob Thomas in 1989 
showed that those stocks that had positive earnings surprises 
outperformed those with negative earnings surprises8. These 
unexpected surprises can also be a function of over-confidence 
whereby investors’ overly narrow confidence bands, meaning 
they are more surprised than they initially expect to be. 

As already discussed, making investment decisions based on past 
returns of asset classes is a flawed strategy, and can also be an 
example of anchoring behaviour. 

A look at the historical returns of each asset class in table 1 over 
the past 20 years illustrates the danger of such a strategy. Last year 
was a classic example. After returning – 38.4 per cent in 2008, 
those investors who switched from Australian equities in 2009 and 
chased Australian fixed interest and cash following their relatively 
stronger performance in 2008 would have paid the price, with 
Australian equities returning 37 per cent over the year versus 1.7 
per cent for Australian fixed interest and 3.3 per cent for cash. 

As Table 1 illustrates, there are numerous examples where 
investing in the previous year’s best performing asset class has 
proven to be a poor strategy (often proving to be the worst 
performing asset class the following year). 

While looking at the historical average return of an asset class 
can provide an initial guide or a benchmark, it’s not wise to use 
it as the sole basis for projecting future short-term returns. As 
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with any investment strategy, investors need to invest in a 
diversified portfolio and adopt a long-term asset allocation 
strategy rather than chasing or over-weighting too heavily 
towards last year’s best or worst performing asset classes.

Aversion to ambiguity 

Another heuristic that investors are prone to is aversion to ambiguity. 

Essentially, when faced with a decision, investors fear the 
unknown, preferring the familiar to the unfamiliar. They want 
to know what they are dealing with and like to have a degree of 
confidence in the distribution or the odds of the outcome. 

According to economist Frank H Knight9, it is possible that 
people dislike uncertainty more than risk particularly when the 
odds are unknown. Knight defined risk as a gamble with known 
odds and uncertainty as a gamble with unknown odds. 

Work conducted by Hersh Shefrin10, a professor and pioneer in 
behavioural finance theory, on his MBA students showed that, 
if they were given the choice between a guaranteed $1,000 or an 
even gamble where they could win either $0 or $2,000, only 
40 per cent accepted the gamble. 

Shefrin then varied the example by telling them there was a bag 
containing 100 poker chips comprising 50 black poker chips and 
50 red poker chips, and the students had the option of choosing the 
guaranteed $1,000 or a lottery ticket that pays $2,000 if a black chip 
is drawn at random from the bag, but $0 if a red chip is drawn. 

To test their decision-making preferences, he also gave them the 
same option but this time the mix between the red and black 
chips was unknown. He found that even those students who 
were prepared to gamble when the odds were even, preferred 
the safer option (i.e. take the guaranteed $1,000) when the odds 
were unknown. 

We have recently experienced aversion to ambiguity on a grand 
scale during the global financial crisis which resulted in both the 
US and UK governments rescuing a number of ‘too-big-to-fail’ 
US and UK banks. At the peak of the crisis, there was tremendous 
fear about what would happen if the governments didn’t rescue 
these banks – the global financial system could have collapsed. 

One of the implications of aversion to ambiguity for investors is 
insufficient diversification, particularly across countries. It is 
quite common for investors to have a higher weighting towards 
their home country than international markets – certainly much 
higher than portfolio models suggest. 

This ‘home country bias’ has been well documented and is a 
global phenomenon. One reason behind it is that investors are 
much more familiar with the domestic economy and local 
companies than international companies: they know them, work 
for them and have much higher exposure to them via the media. 

Information theory may also play a hand, since investors, even 
mums and dads, in most cases have a higher level of awareness 
and understanding of the domestic economy and the companies 
that operate within it, which can help in making right 
investment decisions. 

Home countries can also offer tax benefits, such as franking 
credits to domestic investors, which can increase the appeal of 
investing locally. 

While the home country bias is understandable, it’s not 
necessarily the most sensible strategy. 

Frame dependence 
Another area of behavioural finance theory that can help explain 
irrational investor behaviour is frame dependence. This concept 
centres on people having ‘frames of reference’ when making 
decisions, particularly when it involves risk or uncertainty. 

One way to think of ‘frames of reference’ is to picture several 
boxes or compartments for different pots of money. When it 
comes to making a decision, the outcome depends on which pot 
of money is being invested. 

For example, assume a punter bets $10 in poker and wins $50. 
In their mind, the $10 is the amount that goes in the “can’t lose” 
box, while the $40 goes in the “can lose” box. After all, the 
punter didn’t have the $40 at the beginning of the night (and 
hence sees it as ‘free’ money) and is happy to take higher levels 
of risk with that money. 

By allocating the $50 between two pots in their mind, the 
investor fails to make logical decisions. In this example, the 
punter should look at their total money as if it is in one pot ($50) 
and decide how much they wish to risk. This action is likely to 
result in the punter making more conservative decisions. 

This behaviour can equally apply to investing. Investors often 
focus on the initial capital outlay as the amount ‘at risk’, rather 
than the accumulated value over time. 

For example, assume an initial investment of $10,000 that one 
year later rises in value by $1,000. Investors tend to regard the 
amount of money at risk as being the initial $10,000, but really 
the total ‘at risk’ money is $11,000. It is this total amount 
invested that the investor should be constantly re-evaluating 
when making investment decisions – whether it is to invest 
more, redeem or switch to another fund/asset class.

Regret

Another area that falls under frame dependence is regret. The 
key underlying premise for this behaviour is an investor’s fear of 
incurring losses. 

Studies by Kahneman and Tversky11 have shown that investors 
feel a loss two and half times more strongly than a gain of the 
same amount. They call this phenomenon ‘loss aversion’. 

This fear of making the wrong decision often means investors 
don’t assess risk correctly. They tend to over-emphasise risk 
which can actually lead to wrong decisions or inertia in making 
a decision. 

Investors should ask themselves which risk is greater: the risk of 
making a decision that could lose them money; or the risk of 
missing out on an opportunity that could make them money? 

Studies have shown that people tend to have the highest level of 
regret for actions they didn’t take rather than actions they did take12. 

A different example of regret is investors’ difficulty in selling a 
losing stock. The feeling of regret is strongest when the loss is 
crystallised – until that point, the investor holds out hope of the 
stock returning to its ‘former glory’ and avoids generating 
feelings of regret by holding onto it. 

Another aspect to this is if the investor made the original 
investment decision by himself or herself, the feeling of regret is 
much greater than if they were following someone’s advice. It’s 
not so much about the pain of making a loss, but rather the pain 
of being responsible for making the decision. 
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This could explain why investors sometimes find it easier to 
outsource their investment decisions (i.e. to a financial adviser). 
Apart from needing professional advice, it also means some of 
the burden of making decisions is shared. 

By contrast, professional fund managers acknowledge and seek 
to control this behavioural risk. This is largely through their 
disciplined processes that allow them to assess the relative merits 
of investing in particular stocks and make relatively unbiased 
decisions – if selling a losing stock is the right decision, the 
framework will be in place to allow that to occur. They 
constantly assess the risk/return trade-off of holding one stock 
versus another stock. 

For example, an investor is holding a stock which they paid $10 
for and it’s now trading at $7. They find it very hard to sell the 
stock and incur a $3 loss. 

By contrast, a fund manager would look at other stock 
opportunities and, if another stock identified through their 
investment process could offer a forecast gain higher than the 
original stock, they will have no hesitation in selling the losing 
stock and buying the other one (after taking into account tax 
implications and transaction costs). 

The fear of regret often leads to inertia in making decisions. This 
could be one of the reasons why around 80 per cent of Australians 
have remained in the ‘default’ fund in their superannuation plan, 
despite encouragement from the heavily publicised ‘Super 
Choice’ campaigns. 

As the default option tends to be a balanced fund, this can mean 
a significantly lower superannuation payout on retirement than 
if invested in a higher growth option over an individual’s full 
working life. Not making a choice therefore potentially exposes 
investors to greater risk – they are swapping the risk of losing 
money with the risk of not having enough money in retirement. 

Given many super investors have a very long time horizon the 
latter risk is likely to be significantly higher than the former. 

ebullience cycle 
Also referred to as the ‘unopened envelope’ syndrome, this 
behaviour is particularly relevant given recent market 
movements. 

During the global financial crisis, superannuation funds took 
a beating in performance. While the markets have since 
calmed and returns are edging back into positive territory, 
the period was a difficult time for investors, particularly after 
they experienced so many years of positive growth leading up 
to the crisis. 

During such poor-performing periods, it’s quite a confronting 
moment when the annual investment statement arrives in the 
post. Investors face the dilemma “to open or not to open?” The 
‘fear’ emotion quickly takes hold, paralysing investors. If they 
open the statement, it might confirm their worst fears that the 
value of their retirement savings has plummeted. 

Not opening it is much easier – best to just forget about it and file 
it away for another day. That way, they never need to acknowledge 
the potential damage. Such behaviour is understandable (to a 
degree), and in some respects, given that superannuation is a long-
term investment for many investors, it’s a healthy practice not to 
focus too heavily on short-term performance. 

However, by not opening the statement there is a danger that 
investors may not be aware that they are exposing themselves to 
risks. They may be in the wrong fund for their particular lifecycle 
stage (i.e. they are just starting out in their career and are invested 
in a conservative fund); paying excessive fees; be invested in a 
poor-performing fund relative to other similar products in the 
market; or need to rebalance their portfolio. 

Conversely, during good times, investors are quite excited to 
open the statement and see how much their investment has 
grown in value over the course of the year. They are so thrilled 
with what they see and with their investment expertise, that 
they are tempted to invest more in the particular fund (or stock). 
The danger here is that investors could end up taking on more 
risk than they realise. 

Opening the statement is the ideal time to do a health check on 
the fund or investment, review other options and possibly switch 
into a more suitable fund. Remaining in a state of denial and 
doing nothing can sometimes be a worse decision than actually 
making a conscious decision to make a change. 

conFirmation bias 
Confirmation bias is classic investor behaviour. It occurs when 
investors seek opinions from others; but, instead of looking for a 
variety of opinions, they tend to gravitate to those who they 
know share their views, in order to provide confirmation that 
they are right. 

For example, investors might call a particular broker or read 
commentaries from market commentators who tend to think 
like they do. Even if investors are provided with contradictory 
information, they can remain so steadfast in their opinions that 
they discount the alternative view as incorrect when making 
their investment decisions. 

Confirmation bias is a dangerous behaviour and ultimately the 
investor can pay the price. By not taking into consideration 
different views, investors can make misguided decisions, and are 
likely to be financially hurt by the outcome when the share price 
fails to perform as they expect or there is a ‘surprise’ announcement. 

To reduce this behavioural bias, investors should actively seek 
out and consider views contrary to their own, so that they can 
gain a better feel for the true value and potential of a company, 
and ultimately make more informed decisions. 

price-target revisionism 
This is an interesting behaviour and a trap that many investors, 
individuals and professionals alike, can fall into. Price-target 
revisionism occurs when investors set price targets for their 
investments, but as that target approaches, they feel vindicated 
and so confident in their original investment decision that they 
revise the target further upwards. 

This behaviour is a classic symptom of ‘greed’, whereby rational 
thinking takes a back seat to the desire for ever higher returns. 
While it can be hard to resist the urge to revise a target price 
when the markets are moving higher, holding on to an 
investment can backfire in the long run. The price of the security 
can fall quickly and sharply to below the original target price (or 
even below the purchase price) and the investor can end up 
worse off. 
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One method suggested by financial researcher Martin L 
Leibowitz13 to help reduce this risk is for the investor to sell off 
portions of their holding as the target price approaches. That 
way, they lock in gains along the way. The investor might also 
be wise to set up a ‘plan of attack’ before entering into the 
investment that sets out steps in advance of what to do if the 
price rises or falls to certain levels. Having a plan in advance 
helps remove the emotive element at the outset. 

Professional investors, such as fund managers, follow a similar 
process in many respects. At Tyndall, for example, we set price 
targets (or ‘fair values’) for each share in our universe based on 
our analysts’ extensive research. When the stock reaches the 
target, we begin the process of selling down our holding. 

Forgoing the potential for further gains or realising a loss can be 
a difficult task, even for the most hardened and experienced 
portfolio managers; but having a process in place (and an 
investment committee overseeing the process) reduces the 
emotive element and helps the portfolio managers maintain 
their focus. 

There have been occasions when we have exited a stock once 
the price target was reached to only watch the stock march 
higher; but then, often, there are times when we have been 
proven correct with the stock proceeding to plummet quickly 
and sharply. 

It’s not easy to watch a stock keep running after you’ve sold it, 
but it’s important to keep your nerve, stick by your guns and not 

be swayed by the ‘market noise’. You might miss out on some 
upside in the short term, but it’s a lower-risk strategy than 
holding on and suffering the downside. 

There are many investor behaviours which are often difficult to 
identify and control. As this article shows, sticking your head in 
the sand during the tough times, making over-zealous decisions 
during the good times, having a ‘one-eyed’ view and not 
following set price targets are just a few of the classic investor 
behaviours that can not only lead to bad investment decisions, 
but poor investment outcomes. 

These behaviours can be widespread, particularly during periods 
of market extremes, which can in turn create market 
inefficiencies. For advisers, being aware of these behaviours and 
having an understanding of their impact on markets can not only 
help make clients more informed, but it can also help identify 
investment opportunities.

Identifying and understanding these behaviours can not only 
assist clients with making more informed and rational decisions, 
but can also provide them with an edge over other investors 
who are not aware of these behaviours, allowing them to identify 
and benefit from mispricing opportunities that can result from 
irrational investor behaviour. 

At the end of the day, seeking assistance from a financial adviser 
and investing with a professional fund manager are perhaps the 
wisest steps investors can take to try and reduce these behavioural 
biases and ultimately achieve a better investment outcome. l

notes
1 Source: Hersh Shefrin (2002) “Beyond Greed and Fear, Understanding Behavioral 

Finance and the Psychology of Investing”, Oxford University Press

2 Source: Morningstar and Tyndall Investment Management Limited. Indices: 
Australian Equities: S&P/ASX 200 Accumulation Index; International Equities:  
MSCI World ex Australia Local Currency; Cash: RBA Official Cash Rate; Australian 
Fixed Interest: UBS Composite Bond Index; International Fixed Interest: JP Morgan 
World Govt ex Australia A$ Hedged; Listed Property Trusts: S&P/ASX 200 Property 
Index. Past performance is not a guarantee of future performance

3  35 per cent Australian equities, 25 per cent international equities, 10 per cent listed 
property trusts, 13 per cent Australian fixed interest, 12 per cent international fixed 
interest and 5 per cent cash, where the asset allocation is annually adjusted to target

4  Source: Journal of Finance, Vol LV, No.2, April 2000 “Trading is Hazardous to Your 
Wealth: The Common Stock Investment Performance of Individual Investors”

5  Source: CFA (2008), Level 3, Study Session 3, Behavioural Finance, DeVry/Becker 
Educational Development Corp

6  Source: Dr Lester Wills, Australian Journal of Financial Planning, Vol 4, No 1, 2009, 
“An Introduction to Behavioural Finance”

7  Source: H Shefrin

8  Source: H Shefrin

9  Source: Nicholas Barberis and Richard Thaler, (2003), “Chapter 18: A Survey of 
Behavioural Finance”, Handbook of Economics of Finance

10  Source: H Shefrin

11  Source: H Shefrin

12  Source: H Shefrin

13  Source: Alpha Hunters and Beta Grazers, Martin L Leibowitz, 2005
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