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We Are Only Human
“All men’s miseries derive from not being able to sit in a quiet room alone” – Blaise Pascal

Throughout most of its history, economic and financial theory was built on
the premise humans are rational economic creatures. In other words, the
assumption was made people always behave in a manner that maximizes
their economic well-being. Practitioners were often skeptical of this principle,
but there was no organized effort to come up with a competing model
of human behavior. Beginning in the 1970’s, three researchers, Daniel
Kahneman, Amos Tversky, and Richard Thaler developed an entirely new field
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called Behavioral Finance based on the notion people are frequently not rational in their economic
and financial decisions. Since that time, through many experiments and testing, they and others
have identified and described specific psychological biases and common behaviors that result
in sub-optimal financial outcomes. In this paper, we describe four of the most widely recognized
behaviors and discuss how they impact investment decisions. Specifically, we assert all of them result
in excessive portfolio activity, activity often unnecessary and frequently counter-productive. If you
are intellectually honest, you will admit you have been guilty of most of them. But, don’t feel bad,
we are all human, and even the most battle-hardened investment professionals are guilty as well.
You will never be able to eliminate human emotions and biases, so our goal is simply to raise your
awareness in order to reduce their impact on your financial life.
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behavioral finance concepts.
Confirmation and Hindsight Bias
When engaging in any form of analysis, it is very difficult not to have a preconceived opinion or
expected outcome. Confirmation bias refers to our proclivity to pay attention to information that
supports our opinion and ignore or rationalize the rest. When analyzing the economy, markets,
or individual securities, there is always conflicting information which makes it particularly easy
to latch on to those data points that support or confirm your point of view. The most common
impact of this bias is faulty decisions which result from the fact the
analysis was based on incomplete or skewed information. A related
concept, Hindsight Bias, refers to a tendency to believe after the fact
events were both obvious and predictable when, in reality, they were
neither. This bias results from a basic human need to find order in
the world; a need that motivates us to assign an explanation to what
has occurred rather than accept many things are simply random and
therefore unpredictable. Both of the biases lead directly to the next
behavioral finance concept which is Overconfidence.

Overconfidence
Overconfidence refers to an overly optimistic assessment of one’s
knowledge or control over a situation. Interestingly, a study of
professional fund managers found 74% believed they had delivered

Interestingly, a study
of professional fund
managers found 74%
believed they had
delivered above-average
job performance, and
the majority of the
remaining 26% believed
they were average. In
other words, very few
thought they were below
average whereas we
know that 50% must fall
into that category.

above-average job performance, and the majority of the remaining
26% believed they were average. In other words, very few thought
they were below average whereas we know 50% must fall into that
category. Studies have arrived at similar results when a large number
of people are asked whether their automobile driving ability is above or below average. With
regard to the financial world, the primary impact of this bias is it results in investment activity
because people have unfounded confidence in their ability to select securities or make timing
decisions. We will discuss this in more detail shortly.
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Overreaction and Availability Bias
Nobel Prize Winner Robert Shiller employs a very reasonable method of calculating the “Fair
Value” of the stock market in which he multiplies the average earnings of corporations over the
prior ten years by a price earnings ratio of sixteen. Using this methodology, you discover actual
stock prices are more than ten times more volatile than changes in their fair or intrinsic value
would suggest. Why this discrepancy? Because investors overreact to both good and bad news;
they chase winners which results in overvaluation and subsequent underperformance and sell
losers which results in bargains. A related concept is Availability Bias which refers to the fact
people tend to weight their decisions heavily toward more recent information. This can result in
faulty decisions because opinions are heavily biased toward the latest news rather than a more
thorough, rational analysis. Perhaps the most vivid and consistent example of these behaviors
is the fact maximum flows into equity mutual funds occur at the peak of market cycles and vice
versa. In other words, investors jump on the latest “hot” trend. This phenomenon is also related
to our last concept which is Herd Behavior.

Herd Behavior
In the world of investing, a “bubble” is defined as a situation in which the price of something
(Tulips, Technology Stocks, Home Prices, etc.) is several orders of magnitude above its long term
trend. In virtually every case, bubbles burst resulting in severe economic and market trauma
as well as significant losses to investors. Throughout the history of capital markets, there have
been a number of bubbles which raises an interesting question. Since many of them have been
well documented and discussed, why do they continue to occur? Why don’t investors learn from
history? The answer is Herd Behavior which refers to the fact humans seem hardwired to mimic
the actions of a larger group. For example, in the late 1990’s, technology stocks were all the rage
and lots of articulate market observers developed cogent arguments as to why they were the
only game in town. (Refer back to the sections on Confirmation and Overconfidence Biases.) As
a result, these stocks became significantly overvalued resulting in a subsequent decline in the
NASDAQ Index of more than 60%. There are two common explanations for this phenomenon.
First, we are social animals who exhibit a strong tendency to conform, and we all seek acceptance.
Second, there is an implicit assumption a large group is unlikely to be wrong. It is important to
note professional investors may be even more susceptible than the rest of the population because
they communicate regularly with peers who may have similar opinions and ideas.
continued on next page >
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activity.
The common thread among all of these concepts is they lead investors toward more frequent
decisions and changes in their portfolios. When an investment decision is made, people seek
gratification by searching for information in support of their decision (Confirmation and Hindsight
Bias). This leads to Overconfidence Bias, particularly if the price of the investment initially behaves
as expected thereby confirming the great wisdom of the investor. Not surprisingly, studies have
shown there is a significant positive correlation between an investor’s trading activity and their
degree of self-confidence, or more appropriately, overconfidence. Frequently, careful and rational
analysis is jettisoned in favor of an emotional reaction to new information (Overreaction Bias).
And, new information is accorded undue weighting in the decision process (Availability Bias).
Finally, all of these biases are exacerbated by Herd Behavior. All of these behavioral tendencies
are reinforced and magnified by investment firms and the financial media which make their living
providing “hot” new information and actionable ideas.
So what is wrong with portfolio activity anyway? First, trading can be quite expensive. There
are commissions, bid/ask spreads, and taxes among other costs, and they can be particularly
steep for less liquid securities. For those who employ investment managers or funds rather than
selecting securities directly, the same issues apply because terminating a manager generally
results in significant portfolio turnover. Second, unless you or your managers have unusually
good insights (remember Overconfidence Bias), a newly constructed portfolio probably does
not have better prospects than the one just liquidated. And, in fact, due to Overreaction Bias,
prospective returns may be worse. Finally, most of us are likely to get the timing wrong due to
Overreaction Bias and Herd Behavior.

good versus bad activity.
Of course, the fact we actively manage portfolios must mean we believe there are investment
decisions and resulting changes in portfolios that are beneficial. So, what is “good” versus “bad”
activity? Let’s start with bad activity and then end on a positive note.
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Destructive Activity
The first detractor from returns is excessive trading, or the counterpart for those who employ
investment managers, frequent hiring and firing based on short term performance results.
Since we employ external managers to select securities for our clients, let’s focus on the second
example. Some investors place any manager who has underperformed his benchmark for a
period (frequently, three years or so) on a “watch list” which is the first step toward termination.
Interestingly, studies have shown even managers with superb long term track records spend
more than one third of the time on the watch list! So, firing managers with poor short term track
records is likely to eliminate any chance of long term outperformance.
A number of studies have shown the return earned by investors in a given
mutual fund significantly lags the return earned by the fund itself. How
can that be? Cycles are inevitable in the financial world and investors are
unfortunately prone to buying into the fund at the top of the cycle and vice
versa. Their timing decisions are perverse because they entail jumping
on hot investments at the eleventh hour and engage in panic selling at

More recently, we are
aware of a number
of funds that have
decided they can
tolerate more risk in
their portfolios.

the bottom. This suggests, to the extent possible, investors considering
adding in or deleting investments from their portfolio should try to assess
where the investment in question falls in its cycle. And, while it is extremely difficult, the best
results are likely to be achieved by taking a contrary position which means swimming against
the prevailing current.
A final and particularly common form of destructive activity involves changing one’s investment
approach at just the wrong time. This behavior frequently manifests itself in the form of a decision
to change a fund’s risk tolerance in times of stress or exuberance. For example, a number of
“sophisticated” institutional funds decided to dial down the level of risk in their portfolios early
in 2009 which meant reducing equity exposure in favor of cash and other “safe” investment
vehicles. As it turned out, those decisions coincided with the trough of the equity market. More
recently, we are aware of a number of funds that have decided they can tolerate more risk in
their portfolios. Some have done so for very legitimate structural reasons, but others are simply
reacting to a six year bull market in equities.
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Constructive Activity
Important Notes And
Disclosures

Every portfolio should be periodically rebalanced which involves reallocating
assets such that the fund’s asset mix mirrors its long range targets. This

This White Paper is being made available for

activity has two beneficial properties. Because equities generally outperform

educational purposes only and should not be used

fixed income securities, portfolios that are not rebalanced are typically

for any other purpose. Certain information contained
herein concerning economic trends and performance

characterized by rising equity exposure, and hence, more risk. Assuming

is based on or derived from information provided

the target asset allocation was carefully chosen in order to achieve the

by independent third-party sources. Diversified Trust

investor’s risk/return objectives, the act of rebalancing makes it more likely

Company, Inc. believes that the sources from which

the fund will actually perform in line with expectations. Second, rebalancing

such information has been obtained are reliable;

may add to return because it involves reducing exposure to investments

however, it cannot guarantee the accuracy of such
information and has not independently verified the

that have outperformed and allocating cash to recent underperformers. In

accuracy or completeness of such information or the

other words, it is a form of “buying low and selling high”. In determining

assumptions on which such information is based.

the appropriate frequency of rebalancing, it is important to take into account

Opinions expressed in these materials are current

transaction costs, taxes, the amount by which actual weightings vary from the

only as of the date appearing herein and are subject

targets, and so on. Allocating cash contributions appropriately is frequently

to change without notice. The information herein is
presented for illustration and discussion purposes
only and is not intended to be, nor should it be
construed as, investment advice or an offer to sell, or

the most efficient form of rebalancing because it minimizes transaction costs.
In a previous section, we described the perils of overreacting to new

a solicitation of an offer to buy securities of any type

information such as political or economic developments, corporate

of description. Nothing in these materials is intended

announcements, and so on.

to be tax or legal advice, and clients are urged to

of the overreaction of other investors. At Diversified Trust, we are not

consult with their own legal advisors in this regard.

However, one can profit by taking advantage

looking for small misvaluations because they may well represent “noise”
in the financial markets. Instead, we look for opportunities where investors
have pushed valuations to extreme levels, either above or below “fair”
values. One of these opportunities seems to occur every few years but it
is important to realize it often takes several years and a degree of intestinal
fortitude for the overreaction to dissipate and to realize the incremental
return. A good example of one of these opportunities occurred during
early 2009 when corporate bond spreads widened to historical levels due
to the fear associated with the global financial crisis. We created our Credit
Opportunity Fund to take advantage of the widespread panic in the bond
market and enjoyed excellent returns during the ensuing six years until the
fund was liquidated in 2015.
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Finally, despite the cautions expressed in the previous section, there are times
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when it is appropriate to change investment managers. As stated, the primary
motivation is not poor recent performance which has very little predictive
value and may well be a red-herring. Instead, we replace managers who
have veered from the investment approach that made them successful or who
have experienced any of a number of qualitative changes such as personnel
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conclusion.
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If you find Behavioral Finance interesting, we suggest you visit Investopedia.
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com which has detailed descriptions of the four behaviors/biases discussed
herein as well as many others. Our goal in writing this paper was not to wag
the finger at anyone because all of us are susceptible to human emotions and
therefore guilty of less than optimal financial decisions. But, by being aware
of human frailties, we stand a better chance of engaging in objective analysis
and thereby making rational decisions. In particular, we want to eliminate
behaviors that lead to unnecessary and potentially costly portfolio activity.
Investors have been successful using a number of different approaches. But,
most successful investors have two things in common: discipline and the ability
to engage in relatively dispassionate analysis. But, it isn’t easy; after all, we
are only human!
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