Your own worst enemy

Gut reactions
can lead to poor
market moves

By Paul Barr
Spedial to the Tribune

With the way stock prices
have behaved in recent years,
many investors may be won-
dering if the market is out to
get them.

MNo matter how low stocks
go, they always seem to find a
way to head lower, leading
some people to guestion the
sanity of being invested in the
market at all. The natural in-
clination may be to sell out un-
til the market has settled
down.

Relax, say behavioral fi-
nance experts, who make it
their business to study market
psychology and the mental
mistakes investors can make.
An investor's gut reaction is
often the wrong move to make.
Rash moves during booming
or sinking markets can result
in a buy-high, sell-low ap-
proach.

Mevertheless, investing
with your head instead of your
heart isn't easy, when so much
can ride on your decisions.

“You don’t want to let the
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"Many people just want to stop the pain,” says DePaul Uni-
versity finance professor Werner DeBondt.

fact that we're in a bear mar-
ket color your investment
strategy,” sayvs Hersh Shefrin,
professor of finance at Santa
Clara University and author
of the behavioral finance book
“Beyond Greed and Fear"

Just as it was unwise to let
the bull market cause an over-
reliance on one asset class, or
in some cases a single stock,
pulling back too far from equi-
ties is likely to be a mistake,
Shefrin savs.

A look at the past suggests
there's no reason to panic,
though there are real psycho-
logical reasons why investors

might have urges to drastical-
ly change their investment al-
locations.

“Right now, many just want
to get out, get it over with. This
can be very dangerous,” says
Werner DeBondt, a professor
of finance at DePaul Universi-
ty and director of the Richard
H. Driehaus Center in Behav-
ioral Finance. “Historically,
stock markets have performed
pretty well, and there's no rea-
son to think the future will be
any different.”

The stock market and econ-
omy has survived much worse
scenarios in the last 100
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years—World Wars I and 11
come to mind—and they're
likely to survive the current
bleakness.

“In the grand picture of mar-
kets ... this is nothing," De-
Bondt says.

From a behavioral perspec-
tive, investors generally
should hold tight, assuming
they have a proper diversified
investment mix.

And it's not just amateurs
who are at risk of committing
psvchological mistakes,

Behavioral finance re-
search has found that even
professional investors fall
prey to the behavioral traps
found in the stock market.
Current market conditions
are particularly ripe for peo-
ple to make seriously bad deci-
sions, the experts warn.

In the heyday of the defined
benefit pension plan, it
wouldn't have mattered so
much to non-professional in-
vestors.

Corporations took most of
the risk of supplying pension
benefits to its retirees. If a
company suffered investment
losses, they had to add more
cash to the plan to make good
on their promised retirement

package.
Today, with the 40i(k) plan
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BEHAVIOR:
Individual

Investors can
affect prices
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and its uncertain future value
taking on a greater role in the
retirement picture, investor
psychology among people with
little investing experience could
have huge repercussions.

“It's not clear people are pre-
pared for this,” DeBondt says.

One bad move now could de-
termine which side of the McDo-
nald’s counter you'll be stand-
ing on during your retirement

years.

And how the general public
reacts to the three-year-plus
bear market in stocks could al
fect how much longer the down-
turn lasts.

“What individual investors
do will affect prices," DeBondt
58YS.

There are plenty of ways to
make a mental error during a
bear market.

One of the more common psy-
chological errors is assuming
that what's happened recently
will continue, something called
recency bias or extrapolation
hias.

People can't imagine prices
rising in the midst of a bear mar-
ket, and can't imagine prices
falling in a bull market, Shefrin
Says.

In either case, “it can be disas-
trous” for investors who pget
completely out of stocks in a
bear market or become too
heavily invested in stocks dur-

ing a bull market, he says.

Supporting the recency bias
has been the unusual length of
the current bear market, which
some 5say is an overreaction
from the vears of stock market
prowth in the 19%0s that culmi-
nated in the technology bubble.
The old buy-on-dips strategy
that worked so well for so long
failed in the last three years.

“Many people just want to
stop the pain,” DeBondt says,
“The thing to do is not to flineh. ™

And even as investors iry to
successfully navigate the mar-
ket's walers, they may be setting
themselves up for additional
pain.

A matter of trust

Most individual investors op-
erate with a great degree of
trust, says John Nofsinger, pro-
fessor of finance at Washington
State University in
and author of the new book “In-

a bear
market, investors want to own
investments that make tham
feel safe. ;
“Many have looked around
and said who can 1 trust now?

ket," Nofsinger says
Bonds certainly have a place
in a diversified io, but

percent, investors aren't being
paid a lot to take on the risk of
interest rates rising, which re-
duces the value of fixed-income
investments.

But that doesn't mean inves-
tors should buy a stock and hold
forever, either. Selling a losing
stock can make sense from an
investment standpoint and have
tax benefits,

Unfortunately, too many in-
vestors hold on to stocks they
own at a loss with the hope that
the share price will return to its
break-even point, a price target
that has no real investment val-
ue, other than a psychological
one.Sellingataloss is an admis-
sion of defeat or lack of 2kill, and
i5 a leading cause of investment
disaster among even profession-
al money managers.

Another psychological mis-
take that happens when invest-
ing directly in stocks is that in-
vestors rely on popular valua-
tion methods that in ‘the end
don't work. Instead of doing fi-
nancial research or guantita-
tive analysis, they buy a compa-

ny because it has a good or excit-
product.

mg

“The average investor doesn't
know a good company from a
Bood investment” DeBandt
Sdys.

poor investment outlook. “Peg-
ple love glamorous companies, "
and tech firms had plenty, he
says. Some research has shown
that buying a company at the
point when it has become wall-
known or held up as a model of
success has a good chanee of be-
ing the worst possible moment
to do so. Instead, greater value
can be found with companies
that are out of favor in public
opinion.

Furthermore, individual in-
vestors tend to forget about the
benefits of owning a variety of
companies and industries. Peo-
ple might load up on stocks of lo-
cal companies, companies with

- strong brand names, or shares of

the company they wark for, all of
which can lead to problems dur-
ing a downturn.

Look at mutual funds
Given the many ways inves-
tors commit mental errors with
their investing, perhaps they
Eive it up and go into a
fund.
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Individuals m:l wil-

‘Right now, many just
want to get out, get it
over with. This can be
very dangerous, ’

—Wemer DeBondt, director of the

Richard H. Driehaus Center in Behay-
ioral Finance.

ly—nﬂlyﬁ-ummktnm&.mly-
ing on information that is unre-
liable or has been widsely dis-
seminated and priced into a

Ful:btium money managers
get an edge because they pener-
ally stick to a regular invest-
ment plan and have better ac-
cess to information.

Certain types of people might
hebglteruﬁ

on their own to satisfy their psy-
urges. These types of

people crave the excitement of
the market, Shefrin says.

Lucile Kane, an Aurora inves-
tor, takes that very tack. AsaDe-
pression-era child, Kane had lit-
tle interest in the markets and
no money to invest until after
her daughter graduated from
high school and Kane took a job
in real estate. A later inher-
itance added to her stash. She
eventually began to dabble in in-
vesting.

“I'm a gambler: T like to take

Despite that, she keeps the
bulk of her money in a profes-
sionally managed account, and
tries to take a long-term per-
spective with investments in
conservative stocks that pay di-
H’Iﬂ&nﬂ:ﬂ

“The good companies are BO-
inaturbemthump,"ahem.
“1 don't panic.”



