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As avid students of this fascinating new field, we would argue that “Behavioral Finance” 
is really not finance at all. Rather, it is a healthy dose of psychology, a tad of sociology, 
and a pinch of economics. Call it what you like, it is the study of how social, cognitive, 
genetic and emotional factors influence the decisions we make every day.  
 
Behavioral finance not only applies to economic decisions but also to health and 
lifestyle decisions. The core idea is simple:  most humans, except for the rarified few 
(we can’t help but think of Warren Buffett in this category), engage in a number of 
behavioral patterns that are seemingly irrational. While stories about irrational 
behavior may be amusing, we would rather focus on the advantage to be gained from 
understanding that behavior. At Federal Street Advisors and at The Boston Foundation, 
we believe that our growing knowledge of behavioral finance has led to a better 
understanding of ourselves, our clients and our donors. By studying why people are 
hard-wired to make classic investing and charitable giving mistakes, we are at times 
able to “save them from themselves,” as clients sometimes ask us to do. 
 
In this article, we will explore how and why: 
 

 We need to talk clients “off the ledge” in volatile markets 

 Irrational behavior challenges the notion of “efficient” markets 

 Our ancestral brains are woefully ill equipped for modern financial markets 

 People are more distressed about losses than happy about gains 

 Whether one sees the cup as half empty or half full drives decision making 

 It’s easy to miss the big picture by getting fixated on one piece of information 

 “Anchoring” afflicts donors as well as investors 

 Applying different rules for different pots of money can work either for or against us 

 Like the children of Lake Wobegon, we all consider ourselves “above average” 

 We can use emotional intelligence to shackle the “lizard brain” 
 
We encourage those of you with an interest in this topic to review our Reading List and 
to use this fascinating field of study to better understand yourselves and your clients. 

 
* Certified Financial Planner Board of Standards Inc. owns the certification marks CFP®, CERTIFIED FINANCIAL PLANNER™ and CFP (with flame 
logo)® in the U.S., which it awards to individuals who successfully complete CFP Board's initial and ongoing certification requirements. 

 
Behavioral 

Finance is 

the study of 

how social, 

cognitive, 

genetic and 

emotional 

factors 

influence the 

decisions we 

make every 

day. 

 

The core idea 

is simple:  

most humans 

engage in 

behavioral 

patterns that 

are seemingly 

irrational. 

 

 

http://www.federalstreet.com/reading-list/


 

 
   Understanding Behavioral Finance 

August 19, 2010 

Page 2 of 6 

Copyright © 2010 Federal Street Advisors, Inc. • For more information, visit www.federalstreet.com.  

 

Talking clients “off the ledge” in volatile markets 
 
The single most important role of an advisor is often managing a client’s behavior, not 
his or her portfolio. Nick Murray in his recent newsletter writes: “The essence of 
personal investment advisory is the management of the proclivity to panic. For many of 
us, the essence of long-term, real-life investment success will turn out to be the 
suppression of our own impulse to panic. This leads directly to the conclusion that, if 
we doubt our own capacity single-handedly to overcome our deep susceptibility to 
panic, the highest and best function of our financial advisor isn’t to forecast the 
markets—something neither she nor anyone else can consistently do—but simply to 
talk us in off the ledge.” 
 
Irrational behavior challenges the notion of “efficient” markets 
 
In order to understand Behavioral Finance, it is important first to understand the 
Efficient Market Hypothesis (EMH). According to the EMH, major financial markets 
reflect all relevant information at a given time. The underlying assumptions of the EMH 
are that investors are rational, although there will be independent deviations from 
rationality. According to the EMH, these deviations will either cancel each other out, or 
a group of rational investors will take advantage of the situation. Either way, the 
market will remain in balance. Therefore, as the old joke goes, there could never be a 
real $100 bill on the sidewalk. According to the EMH economist, surely, if the bill were 
real, someone else would have picked it up already. 
 
The debate over whether or not the markets are efficient continues, and we have no 
intention of ending, let alone entertaining, that debate in this article. As hard as it 
might be for those of us schooled for years in the EMH, incontestable evidence exists, 
both in the lab and in our offices, that people are indeed prone to making irrational 
decisions when it comes to some of the most important issues in their lives—be it what 
to eat, how much to exercise, when to sell a stock, how to evaluate a charity and whom 
to choose as a life partner. 
 
Our ancestral brains are woefully ill equipped for modern financial markets 
 
As Terry Burnham has said, “We have brains that worked well to solve ancestral 
problems. Difficulties arise when we take those ancestral instincts to unnatural 
environments. And there is no more unnatural environment for a human brain than a 
financial market.” In modern markets, and philanthropy to some degree, we are indeed 
fish out of water. By being aware of these biases and tendencies, we hope to correct 
them in ourselves and in our clients. In her recent article in Investment Advisor called 
“The Upside of Irrationality,” commentator Olivia Mellan stated that our “irrational” 
behaviors “…are neither random nor senseless: they are systematic and predictable.” 
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Students of behavioral finance are already familiar with the heuristics (rule of thumb) 
and cognitive biases often cited that are the core of the field. (For a complete listing, 
visit the behavioral economics pages on Wikipedia, or pick up one of the many books on 
the Federal Street Advisors Reading List.) 
 
Why are people more distressed about losses than happy about gains? 
 
Prospect theory is one of the main theories of behavioral finance. The theory posits 
that people are much more distressed by losses than they are happy about gains. This 
may be best illustrated with an example. A study was done at Cornell University that we 
recreated in a recent seminar given at the Boston Foundation with some of the best and 
brightest advisors in the Boston area in attendance. We asked participants to bet on a 
coin toss. If the participant loses, she pays $100. Participants were asked how much 
money they would have to potentially win in order to compete. In other words, how 
much would they need to win in order to risk losing $100? The study showed that 
people generally need an upside of $200-$250 to risk losing $100. This explains the 
numerous phone calls we received in 2008 as the market was crashing, but the few calls 
in 2009 as it was rallying. People focus on losses, and it causes them great pain! 
 
This natural aversion to loss is what caused so many people to cash out in 2008. By 
understanding this tendency and using another technique we’ll discuss later on, some 
financial advisors were able to keep a lot of clients invested in stocks despite their fear. 
Clients who stayed invested greatly benefited, even with the 2008 crash. 
 
However, not all investors could quell their panic enough to stay invested in the stock 
market, which explains the massive in-flows into bond funds. The amount Americans 
put into savings accounts and money markets increased 18% between October 2007 
and March 2009. 
 
Is the cup half empty – or half full?  Every decision depends on our perspective. 
 
Framing is another heuristic we often see in ourselves and in our respective clients. 
Framing dependence states that how a question or problem is described has an effect 
on how people will answer or react. One classic example is to think about buying a lamp 
for $100. If you hear the same lamp is on sale 5 blocks away for $75, would you drive 
the 5 blocks to save $25? Most of us would say yes. Alternatively, after you spent an 
hour negotiating a car purchase for $25,000, would you drive 5 blocks for the same car 
on sale for $24,975? This scenario also saves you $25; however few people would 
bother to save $25 on a $25,000 purchase. Rationally speaking, $25 is $25. If you would 
choose save $25 on the lamp, you would choose to save $25 on the car. But often we 
are not rational thinkers. 
 

 

This natural 

aversion to 

loss is what 

caused so 

many people 

to cash out in 

2008. 

 By under-

standing this 

tendency, 

some financial 

advisors were 

able to keep a 

lot of clients 

invested in 

stocks despite 

their fear. 

Clients who 

stayed 

invested 

greatly 

benefited, 

even with the 

2008 crash. 

http://en.wikipedia.org/wiki/Behavioral_economics
http://www.federalstreet.com/reading-list/


 

 
   Understanding Behavioral Finance 

August 19, 2010 

Page 4 of 6 

Copyright © 2010 Federal Street Advisors, Inc. • For more information, visit www.federalstreet.com.  

 

In our professional careers, we see framing all the time and try to use it in a productive 
way. For example, you can say to a client: if you follow this strategy, you have a 90% 
chance of hitting your retirement goals. Clients react positively to this statement. 
However if you say instead: if you follow this strategy, you have a 10% chance of failure; 
or, one of out 10 people who followed this strategy went bankrupt, then the response 
is less favorable. We have learned to try to control framing by reframing the question 
not just in space but in time. A 20% drop in a client’s portfolio in 2008 is awful, but look 
at the performance over the past 2, 3 and 5 years, and your client’s outlook may 
improve. 
 
It’s easy to miss the big picture by getting fixated on one piece of information  

 
Anchoring is another heuristic we find to be prevalent among our client base. With 
anchoring, a person focuses on one piece of information when making a decision. This 
piece of information may or may not be relevant to the situation. For example, ask 
yourself the following: Mary is 31, single, outspoken and very bright. She majored in 
philosophy. As a student, she was deeply concerned with issues surrounding equality 
and discrimination. Is it more likely that (1) Mary is a bank clerk or (2) she is a bank clerk 
and active in the feminist movement? Stop reading and answer whether you think 
number 1 or number 2 is more likely. 
 
Most people pick number 2 but the correct answer has to be number 1. Number 2 is a 
subset of number 1 and therefore has a much smaller likelihood of occurring. This 
example shows how much we are influenced by irrelevant facts, such as that Mary was 
concerned with equality in college. While this fact alone is not irrelevant to Mary, it is 
irrelevant to our question, yet it affects our answer. Advisors see this in their work 
when people focus on the price of a stock at the time it was purchased, and refuse to 
sell the stock until it reaches that price again. The stock’s value is totally irrelevant 
(think Enron at $90 and the numerous people who rode it all the way down!) but 
people “anchor” on the price. 
 
Anchoring afflicts donors as well as investors 
 
This phenomenon occurs in philanthropy as well when donors evaluate nonprofit 
organizations and programs. For example, spending on overhead has become a very 
important consideration when choosing which organizations to support. Although cost 
of overhead as a percentage of a nonprofit organization’s overall spending is an 
important factor, it does not tell the whole story. Anchoring on overhead percentage 
can lead a donor against supporting an organization when comparing only overhead 
expenses. However not all organizations are the same and overhead costs often depend 
on the mission of the nonprofit. Clearly it is important to base decisions on more than 
one fact – and avoid anchoring on a single, possibly irrelevant, issue. 
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Applying different rules for different pots of money can work either for or against us 
 
Another common heuristic is mental accounting. We all put money into different 
mental buckets. Some experts believe that this is one reason lottery winners usually 
spend their winnings within a few years of winning and end up the same or worse off 
than before. Lottery winnings (or inheritances, which are far more prevalent) are 
somehow considered to be different from earned income. 
 
Advisors can embrace this bias and use it to their clients’ advantage. For example, in 
2008 some advisors encouraged clients who were convinced that the world was coming 
to an end to put aside enough cash and bonds for a few years of living expenses and 
stop thinking about their stock portfolios. It worked for some, enabling them to stop 
focusing on their fear of loss. The clients were better positioned to benefit from one of 
the largest market rallies this country has ever seen. 
 
In some respects, a Donor Advised Fund is nothing more than a fancy word for a 
“charitable bucket.” When clients separated out their charitable dollars, it made it 
easier for them to continue to give. However, as we know, there is no legal 
requirement that annual grants be made from a Donor Advised Fund. Since studies also 
show that giving, and not increased wealth, is a large contributor to one’s happiness, 
this has a dual benefit. 
 
Like the children of Lake Wobegon, we all consider ourselves “above average” 
 
Almost all of us display another behavioral finance heuristic - overconfidence.  If you 
ask a room of people if they consider themselves to be above average drivers, typically 
80% of the people raise their hands. Academics have run studies in which students 
were asked to rate their own ability to "get along with others." A statistically 
insignificant number — less than 1% — rated themselves as below average. 
Furthermore, 60% rated themselves in the top 10%, and one-fourth of respondents 
rated themselves in the top 1%. 
 
Overconfidence no doubt helped us survive the dark ages, but it is a dangerous 
tendency when it comes to investing. It is astounding how many people think that they 
can be better investors than trained money managers, especially when it comes to 
market timing, something that even the most astute investors like Buffett say they 
cannot do. 
 
Overconfidence also leads to increased trading – which is usually a losing strategy. 
Because of transaction costs, even if an investor chooses correctly most of the time, 
any gains are quickly eaten away by costs associated with trading. 
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The most effective advisors have the deepest understanding of human behavior 
 
Studying this field can be helpful to advisors in reining in some of our own tendencies, 
as well as in understanding our clients. Behavioral finance calls into question the way 
the current system assumes people make decisions. For instance, the EMH assumes 
everybody is optimizing their choices, which means that they are making choices that 
grow their bank account balances. However, as we have seen, people often make 
choices based on other factors, and sometimes the factors are intangible. 
 
Especially in difficult times, as we work with clients to make them better and more 
patient investors, it is particularly valuable to be familiar with the instincts and 
behavioral traps that affect how people make decisions.  As Jeremy Siegel so 
memorably said in the third edition of his classic book, Stocks for the Long Run, "Fear 
has a greater grasp on human action than does the impressive weight of historical 
evidence." 
 
Understanding behavioral finance is likewise important to sound charitable giving. 
Philanthropy involves a choice about money, and the process is the same for people 
making decisions about how to invest in the market or how to invest in their 
community. Moreover, philanthropy is social. According to Jonah Lehrer, giving money 
is not only a rational decision; it is influenced by the social machinery of the brain. 
 
We are social creatures. Sometimes having the highest bank account balance is not 
what makes us happiest. In fact many studies have shown that people who bought 
dinner or gifts for friends and family, or who gave money away to charity, were 
happier than those who did not. It is important that advisors speak with clients about 
their financial goals. Clearly, as we have seen much too often, the happiest clients are 
not necessarily those with the biggest bank accounts. 
 
We can use emotional intelligence to shackle the “lizard brain” 
 
As Terry Burnham said, “Because our instincts are exactly out of sync with financial 
opportunity, markets can be mean.  However, it is the very irrationality of markets 
that provides the opportunities to make sweet profits. Financial success is based on 
using emotional intelligence to shackle the lizard brain. Fortunately, emotional 
intelligence can be increased by diligence, introspection, and discipline. Therefore, any 
investor willing to work to understand and tame the lizard brain can transform mean 
markets into money and satisfaction.” 
 
We invite you to visit our Recommended Reading page for a list of some of the best 
(and most entertaining) books on Behavioral Finance. 
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