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Daniel Kahneman—Nobel prize in Economics winner for work in behavioral finance.

Risk, most people confuse it with volatility—short term variation in the market

Volatility


Short term variation in price


Not really important or meaningful


Real issue:  What is the long term trend?


Investing is a long-term process (>10 years)

Risk


Not insuring for unexpected catastrophe


Not saving enough to retire


Not keeping place with inflation


Outliving you money


Your behavior may prevent investment success

Behavioral finance


Your behavior will inhibit financial success (a recurrent theme)


Examples:



Buying high and selling low



Mental accounting—we value some dollars less than others and waste 



them—a $1 is a $1 no matter which pot it originated—credit card 



dollar is the same a dollar bill



He gave the example of buying a lamp you find it at one store for $100 but 

down the road it’s on sale for $75.  Would you drive 2 miles to save $25?  


Most people would.  Them he gave the example of buying a dining room 


set for $1775 but down the road it is on sale for $1750.  Would you drive 2 

miles to save the $25?  Most people wouldn’t—but it is the same $25.



He gave another example concerning credit cards and cash.  People were 

offered Celtics tickets half were told they had to pay with cash and half 


told they could only pay with credit card.  The people with the credit cards 


were willing to bid twice as much as the people with cash.

Set up a separate account for non-routine expenses—start separate savings account.

Loss aversion


We tend to feel the pain of loss more acutely than the reward of gain and as a 
result we tend to hold onto losing investments and get rid of winners too quickly.

Odean Study:


Investors were more likely to sell winners than losers


The stocks the investors sold outperformed the stocks they held by 3.4% over 


the next 12 months.


People tend to hold losers too long and sell winners too quickly.

Minimize Loss Aversion


Diversify


Professional Help


Sell Losers


Investment Policy Statement (IPS)

Choice under conflict:


The more choices you have, the more likely you are to do nothing.  There are 
14,674 mutual funds!

Examples:



Jam study:




2 groups of people—first group was given a choice of 6 jams and a 



$1 off coupon and told to pick one.  The second group was given a 



choice of 24 jams and the same $1 off coupon.  The first group had 



30% make a purchase of jam.  The second group had 3%.



Tversky study




Offered students $5 for answering and returning a long survey.  



Group 1 had a 5 day deadline, group 2 had a 21 day deadline and 



group 3 had no deadline.  Group 1 had 66% return the survey, 



group 2 had 45% returned and group 3 had 25% returned.

Minimize choice under conflict


Understand that the more choices you have the harder it is to make a decision


Understand that no decision is a decision


Create deadlines


Get help


Have a long-term view


Diversify


Start saving early


Invest mainly in stocks


Understand how your behavior may inhibit your success


Hire expertise

10 guidelines for success


Identify your goals


Identify your risk tolerance


Develop an IPS


Take care of the basics


Be aware of behavioral barriers to your success


Diversify


Follow your IPS


Monitor your progress


Pay attention to the cost of investing and taxes


Be willing to pay for expertise
