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CHAPTER ONE
Neuroeconomics
BRAIN, n. An apparatus with which we think that we think.
—Ambrose Bierce


“HOW COULD I HAVE BEEN SUCH AN IDIOT?” IF YOU’VE never yelled that sentence at yourself in a fury, you’re not an investor. There may be nothing across the entire spectrum of human endeavor that makes so many smart people feel so stupid as investing does. That’s why I’ve set out to explain, in terms any investor can understand, what goes on inside your brain when you make decisions about money. To get the best use out of any tool or machine, it helps to know at least a little about how it works; you will never maximize your wealth unless you can optimize your mind. Fortunately, over the past few years, scientists have made stunning discoveries about the ways the human brain evaluates rewards, sizes up risks, and calculates probabilities. With the wonders of imaging technology, we can now observe the precise neural circuitry that switches on and off in your brain when you invest.
I’ve been a financial journalist since 1987, and nothing I’ve ever learned about investing has excited me more than the spectacular findings emerging from the study of “neuroeconomics.” Thanks to this newborn field—a hybrid of neuroscience, economics, and psychology—we can begin to understand what drives investing behavior not only on the theoretical or practical level, but as a basic biological function. These flashes of fundamental insight will enable you to see as never before what makes you tick as an investor.
On this ultimate quest for financial self-knowledge, I’ll take you inside laboratories run by some of the world’s leading neuroeconomists and describe their fascinating experiments firsthand, since I’ve had my own 1 brain studied again and again by these researchers. (The scientific consensus on my cranium is simple: It’s a mess in there.)
The newest findings in neuroeconomics suggest that much of what we’ve been told about investing is wrong. In theory, the more we learn about our investments, and the harder we work at understanding them, the more money we will make. Economists have long insisted that investors know what they want, understand the tradeoff between risk and reward, and use information logically to pursue their goals.
In practice, however, those assumptions often turn out to be dead wrong. Which side of this table sounds more like you?
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You’re not alone. Like dieters lurching from Pritikin to Atkins to South Beach and ending up at least as heavy as they started, investors habitually are their own worst enemies, even when they know better.

[image: image] Everyone knows that you should buy low and sell high—and yet, all too often, we buy high and sell low.
[image: image] Everyone knows that beating the market is nearly impossible—but just about everyone thinks he can do it.
[image: image] Everyone knows that panic selling is a bad idea—but a company that announces it earned 23 cents per share instead of 24 cents can lose $5 billion of market value in a minute-and-a-half.
[image: image] Everyone knows that Wall Street strategists can’t predict what the market is about to do—but investors still hang on every word from the financial pundits who prognosticate on TV.
[image: image] Everyone knows that chasing hot stocks or mutual funds is a sure way to get burned—yet millions of investors flock back to the flame every year. Many do so even though they swore, just a year or two before, never to get burned again.

One of the themes of this book is that our investing brains often drive us to do things that make no logical sense—but make perfect emotional sense. That does not make us irrational. It makes us human. Our brains were originally designed to get more of whatever would improve our odds of survival and to avoid whatever would worsen the odds. Emotional circuits deep in our brains make us instinctively crave whatever feels likely to be rewarding—and shun whatever seems liable to be risky.
To counteract these impulses from cells that originally developed tens of millions of years ago, your brain has only a thin veneer of relatively modern, analytical circuits that are often no match for the blunt emotional power of the most ancient parts of your mind. That’s why knowing the right answer, and doing the right thing, are very different.

[image: image] An investor I’ll call “Ed,” a real estate executive in Greensboro, North Carolina, has rolled the dice on one high-tech and biotech company after another. At last count, Ed had lost more than 90% of his investment on at least four of these stocks. After Ed had lost 50% of his money, “I swore I’d sell if they fell another 10%,” he recalls. “When they still kept dropping, I kept dropping my selling point instead of getting out. It felt like the only thing worse than losing all that money on paper would be selling and losing it for real.” His accountant has reminded him that if he sells, he can write off the losses and cut his income tax bill—but Ed still can’t bear to do it. “What if they go up from here?” he asks plaintively. “Then I’d feel stupid twice—once for buying them and once for selling them.”
[image: image] In the 1950s, a young researcher at the RAND Corporation was pondering how much of his retirement fund to allocate to stocks and how much to bonds. An expert in linear programming, he knew that “I should have computed the historical co-variances of the asset classes and drawn an efficient frontier. Instead, I visualized my grief if the stock market went way up and I wasn’t in it—or if it went way down and I was completely in it. My intention was to minimize my future regret. So I split my contributions 50/50 between bonds and equities.” The researcher’s name was Harry M. Markowitz. Several years earlier, he had written an article called “Portfolio Selection” for the Journal of Finance showing exactly how to calculate the tradeoff between risk and return. In 1990, Markowitz shared the Nobel Prize in economics, largely for the mathematical breakthrough that he had been incapable of applying to his own portfolio.
[image: image] Jack and Anna Hurst, a retired military officer and his wife who live near Atlanta, seem like very conservative investors. They have no credit card debt and keep almost all of their money in dividend-paying, blue-chip stocks. But Hurst also has what he calls a “play” account, in which he takes big gambles with small amounts of money. Betting on a few long shots in the stock market is Hurst’s way of trying to fund what he calls his “lottery dreams.” Those dreams are important to Hurst, because he has amyotrophic lateral sclerosis (ALS, or Lou Gehrig’s disease); he’s been completely paralyzed since 1989. Hurst can invest only by operating a laptop computer with a special switch that reads the electrical signals in his facial muscles. In 2004, one of his “lottery” picks was Sirius Satellite Radio, one of the most volatile stocks in America. Hurst’s dreams are to buy a Winnebago customized for quadriplegics and to finance an “ALS house” where patients and their families can get special care. He is both a conservative and aggressive investor.

In short, the investing brain is far from the consistent, efficient, logical device that we like to pretend it is. Even Nobel Prize winners fail to behave as their own economic theories say they should. When you invest—whether you are a professional portfolio manager overseeing billions of dollars or a regular Joe with $60,000 in a retirement account—you combine cold calculations about probabilities with instinctive reactions to the thrill of gain and the anguish of loss.
The 100 billion neurons that are packed into that three-pound clump of tissue between your ears can generate an emotional tornado when you think about money. Your investing brain does not just add and multiply and estimate and evaluate. When you win, lose, or risk money, you stir up some of the most profound emotions a human being can ever feel. “Financial decision-making is not necessarily about money,” says psychologist Daniel Kahneman of Princeton University. “It’s also about intangible motives like avoiding regret or achieving pride.” Investing requires you to make decisions using data from the past and hunches in the present about risks and rewards you will harvest in the future—filling you with feelings like hope, greed, cockiness, surprise, fear, panic, regret, and happiness. That’s why I’ve organized this book around the succession of emotions that most people pass through on the psychological roller coaster of investing.
For most purposes in daily life, your brain is a superbly functioning machine, instantly steering you away from danger while reliably guiding you toward basic rewards like food, shelter, and love. But that same intuitively brilliant machine can lead you astray when you face the far more challenging choices that the financial markets throw at you every day. In all its messy, miraculous complexity, your brain is at its best and worst—its most profoundly human—when you make decisions about money.
And it’s not as if emotion is the enemy and reason is the ally of good financial decisions. People who have suffered head injuries that prevent them from engaging the emotional circuitry in their brains can be terrible investors. Pure rationality with no feelings can be as bad for your portfolio as sheer emotion unchecked by reason. Neuroeconomics shows that you will get the best results when you harness your emotions, not when you strangle them. This book will help you strike the right balance between emotion and reason.
Most of all, this book should help you understand your investing self better than you ever have before. You may think you already know what kind of investor you are, but you are probably wrong. “If you don’t know who you are,” quipped the investment writer “Adam Smith” in his classic book The Money Game, then Wall Street “is an expensive place to find out.” (The people who bought Internet stocks in 1999 because they thought they had a high tolerance for risk—and then lost 95% over the next three years—know just how expensive it can be.) Over the years, I’ve grown convinced that there are only three kinds of investors: those who think they are geniuses, those who think they are idiots, and those who aren’t sure. As a general rule, the ones who aren’t sure are the only ones who are right. If you think you’re a financial genius, you’re almost certainly dumber than you think—and you need to chain your brain so you can control your futile attempts to outsmart everyone else. If you think you’re a financial idiot, you’re probably smarter than you realize—and you need to train your brain so you can understand how to triumph as an investor.
Knowing more about who you are as an investor can make you a fortune—or save you one. That’s why it’s so important to learn the basic lessons that have emerged from neuroeconomics:

[image: image] a monetary loss or gain is not just a financial or psychological outcome, but a biological change that has profound physical effects on the brain and body;
[image: image] the neural activity of someone whose investments are making money is indistinguishable from that of someone who is high on cocaine or morphine;
[image: image] after two repetitions of a stimulus—like, say, a stock price that goes up one penny twice in a row—the human brain automatically, unconsciously, and uncontrollably expects a third repetition;
[image: image] once people conclude that an investment’s returns are “predictable,” their brains respond with alarm if that apparent pattern is broken;
[image: image] financial losses are processed in the same areas of the brain that respond to mortal danger;
[image: image] anticipating a gain, and actually receiving it, are expressed in entirely different ways in the brain, helping to explain why “money does not buy happiness”;
[image: image]expecting both good and bad events is often more intense than experiencing them.

We all know that it’s hard to solve a problem until you truly understand what caused it. Many investors have told me over the years that their biggest frustration is their inability to learn from their mistakes. Like hamsters in a spinning wheel, the faster they chase their financial dreams, the faster they go absolutely nowhere. The newest findings in neuroeconomics offer a real opportunity to jump off the hamster-wheel of frustration and find financial peace of mind. By enabling you to understand your investing brain better than ever before, this book should help you:
	set realistic and achievable objectives;
	earn higher returns with greater safety;
	become a calmer, more patient investor;
	use the news and tune out the noise in the market;
	measure the limits of your own expertise;
	minimize the number and severity of your mistakes;
	stop kicking yourself when you do make a mistake;
	control what you can and let go of everything else.

Again and again as I researched this book, I was struck by the overwhelming evidence that most of us do not understand our own behavior. There have been many books whose central message is “almost everything you ever thought you knew about investing is wrong.” There have been very few that seek to make you a better investor by showing that everything you ever thought you knew about yourself is wrong. In the end, this book is about more than the inner workings of the investing brain. It is also about what it means to be human—with all our miraculous powers as well as embarrassing frailties. No matter how much or how little you may think you know about investing, there is always more to learn about the final financial frontier: yourself.



CHAPTER TWO
“Thinking” and “Feeling”
It is necessary to know the power and the infirmity of our nature, before we can determine what reason can do in restraining the emotions, and what is beyond her power.
—Benedict de Spinoza


The Colon Doctor with a Gut Feeling
Not long ago, Clark Harris, a gastroenterologist in New York City, bought stock in CNH Global N.V., a company that makes farming and construction equipment. When a friend asked why he thought the shares would go up, Dr. Harris—who normally does his homework on a stock before he buys—admitted that he knew next to nothing about the company (which is based in the Netherlands). Nor did the city-dwelling doctor have a clue about farm tractors, hay balers, bulldozers, or backhoes. But he loved the stock anyway. After all, explained Dr. Harris, his middle name is Nelson, so the ticker symbol for the company’s shares (CNH) matches his initials. And that, he cheerfully admitted, was why he bought it. When his friend asked whether he had any other reasons to invest, Dr. Harris replied, “I just have a good feeling about it, that’s all.”
It’s not just gastroenterologists who rely on gut feelings when they make financial decisions. In 1999, the stock of Computer Literacy Inc. shot up 33% in a single day, purely because the company changed its name to the more hip-sounding fatbrain.com. During 1998 and 1999, one group of stocks outperformed the rest of the technology industry by a scorching 63 percentage points—merely by changing their official corporate names to include .com, .net, or Internet.
During the years when shares in the Boston Celtics basketball team were publicly traded, they barely budged on news about important business factors like the construction of a new arena—but went jumping way up or down based on whether the team won or lost the previous evening’s basketball game. At least in the short run, the stock price of the Celtics was not determined by such fundamental factors as revenues or net earnings. Instead, it was driven by the things that sports fans care about—like last night’s score.
Other investors rely on their gut feelings even more literally than Dr. Harris or Celtics fans. Explaining why he had bought stock in Krispy Kreme Doughnuts Inc., one trader declared online in late 2002, “Incredible, my boss bought 30 dozen [doughnuts] for the whole office at $6.00 each…Hhhmmmmmmmmm fabulous, no need to ruin them with coffee. Buying more [stock] today.” Another visitor to an online message board for Krispy Kreme stock proclaimed, “This stock will soar because these donuts are so good.”
The first thing these judgments had in common is that they all were driven by intuition. The people who bought these stocks did not analyze the underlying business; instead, they went on a feeling, a sensation, a hunch. The second thing these judgments had in common is that they all were wrong. CNH has underperformed the stock market since Dr. Harris bought it, fatbrain.com no longer exists as an independent company, many “dot-com” stocks fell by more than 90% between 1999 and 2002, Boston Celtics shares generated higher returns during the off-season than while the team was playing, and Krispy Kreme stock has fallen by roughly three-fourths—even though its doughnuts are still as tasty as ever.
Nor is this kind of thinking unique to supposedly naïve individual investors: A survey of more than 250 financial analysts found that over 91% felt that the most important task in evaluating an investment is to arrange the facts into a compelling “story.” Portfolio managers talk constantly about whether a stock “feels right,” professional traders regularly move billions of dollars a day based on “what my gut is telling me,” and George Soros, one of the world’s leading hedge fund managers, reportedly considers dumping his holdings when he gets a backache.
In his book Blink, Malcolm Gladwell claims that “decisions made very quickly can be every bit as good as decisions made cautiously and deliberately.” Gladwell is a superb writer, but when it comes to investing, his argument is downright dangerous. Intuition can yield wondrously fast and accurate judgments, but only under the right conditions—when the rules for reaching a good decision are simple and stable. Unfortunately, investment choices are seldom simple, and the keys to success (at least in the short run) can be very unstable. Bonds do well for a while and then, as soon as you buy them, they generate lousy returns; your emerging-market stock fund loses money for years and then, right after you bail out, it doubles in value. In the madhouse of the financial markets, the only rule that appears to apply is Murphy’s Law. And even that guideline comes with a devilish twist: Whatever can go wrong will go wrong, but only when you least expect it to.
While Gladwell does concede that our intuitions can often mislead us, he fails to emphasize that our intuitions about our intuitions can be misleading. Among the most painful of the stock market’s many ironies is this: One of the clearest signals that you are wrong about an investment is having a hunch that you’re right about it. Often, the more convinced you are that your hunch will pay off big, the more money you are likely to lose.
In a game governed by rules like these, if all you do is “blink,” your investing results will stink. Intuition has a legitimate role to play in investing—but it should be a subordinate, not a dominant, role. Fortunately, you can make your intuitions work better for you, and you do not have to invest by intuition alone. The best financial decisions draw on the dual strengths of your investing brain: intuition and analysis, feeling and thinking. This chapter will show you how to get the most out of both.
The Man with Two Brains
Quick: If John F. Kennedy had not been assassinated, how old would he be today?
Now, decide whether you’d like to reconsider your answer.
If you’re like most people, your spontaneous first guess was that JFK would be 76 or 77 years old. After you gave it a second thought, you probably added about ten years to that estimate. (The precise answer: John F. Kennedy was born on May 29, 1917, so do the math.) It’s not just amateurs whose first answer is wrong. In 2004, I sprang this little quiz on one of the world’s leading experts on decision-making. His first guess was that Kennedy would be 75; when I gave him a few moments to think about it, he changed his answer to 86.
Why do we get this problem wrong at first—and then correct it so easily? When you first confront the question, your intuition instantly summons up a powerful visual memory of Kennedy as a vigorous, youthful leader. You then adjust the age of that young man upward, but not far enough—perhaps because the contrast with older presidents like Lyndon Johnson or Ronald Reagan makes Kennedy seem even younger than he actually was. Kennedy’s boyish face is so vividly anchored in your memory that it overwhelms the other data you should consider, like how many years have passed since his death.
Psychologists call this process “anchoring and adjustment,” and it gets us through most of daily life remarkably well. Once you were prompted to reconsider, the analytical part of your brain probably recognized and fixed your intuitive error somewhat like this: “Let’s see, I guess Kennedy was in his mid-40s when he was shot, and that was around 1963, so he’d probably be around 90 if he were alive today.”
But your intuition does not always give your rational side the chance to reconsider. In the early 1970s, psychologists Amos Tversky and Daniel Kahneman of the Hebrew University in Jerusalem asked people to spin a wheel of fortune that was numbered from 0 to 100—and then to estimate whether the percentage of total United Nations membership made up by African countries was higher or lower than the number they had just spun. The spins of the wheel made a big difference, even though such obviously random (and totally irrelevant) numbers should have had no influence on people. On average, people who spun a 10 guessed that only 25% of U.N. members were African nations, while people who spun a 65 guessed that 45% were African.
You can test your own tendency to anchor with this simple exercise. Take the last three digits of your telephone number, then add 400. (For example, if your phone number ends with the digits 237, adding 400 to it gives you 637.) Now answer these two questions: Was Attila the Hun defeated in Europe before or after that year? And what’s your best guess of the exact year Attila the Hun was defeated?
Even though telephone numbers have nothing to do with battles against medieval barbarians, experiments on hundreds of people show that the average guess marches up in lockstep with the anchor:


[image: image]


The correct answer, by the way, is 451 A.D.
As soon as your intuition seizes on a number—any number—it becomes stuck, as if it had been coated in glue. That’s why real estate agents will usually show you the most expensive house on the market first, so the others will seem cheap by comparison—and why mutual fund companies nearly always launch new funds at $10.00 per share, enticing new investors with a “cheap” price at the beginning. In the financial world, anchoring is everywhere, and you can’t be fully on guard against it until you understand why it works so powerfully.
Here’s another thought experiment that shows the tug of war between intuition and analytical thinking:
A candy bar and a piece of gum together cost $1.10. The candy bar costs $1.00 more than the piece of gum. Quick: How much does the gum cost?
Now take thirty seconds or so to decide whether you would like to change your answer.
Almost everyone, at first blush, says that the gum costs 10 cents. Most people will never notice that answer is wrong unless they’re explicitly asked to second-guess themselves. After thinking about it for a while, you probably realized you made a mistake: If the gum costs 10 cents, and the candy bar costs $1.00 more than the gum, then the candy bar would be $1.10. But $1.10 + 10 cents = $1.20, which can’t be right. Scratch your head a bit and you’ll arrive at the correct answer: The gum costs 5 cents and the candy costs $1.05.
You can correctly solve a problem like this if—but only if—the analytical part of your brain becomes aware that your intuition may have made a mistake. Using terms suggested by Matthew Lieberman, a psychologist at the University of California, Los Angeles, I call these two aspects of your investing brain the reflexive (or intuitive) system and the reflective (or analytical) system.
Most financial decisions are a tug of war between these two ways of thinking. To see how tough it can be for analysis to trump intuition, look at Figure 2.1. Even after you prove that your perceptions are playing a trick on you, it’s hard to conquer the illusion. You know that what you’re seeing has to be wrong, but you still feel that it’s right. As Daniel Kahneman says, “You must learn to recognize that you need to use a ruler.”





 
FIGURE 2.1 Which Line Is Longer?
In the famous Müller-Lyer illusion, the upper horizontal line looks shorter than the lower one. They are, in fact, the same length—which you can easily verify by measuring them with a ruler. But your intuition is so powerful that it will continue to tell you the bottom line is longer even after your analysis has proved otherwise.
[image: image]



 
Nevertheless, it’s far from true that your reflexive brain is powerful but dumb and your reflective brain is weak but smart. In fact, each system is good at some things and bad at others. Let’s learn more about how the two systems work and how you can get them to work better for you as an investor.
The Reflexive Brain
The popular belief that emotional thoughts reside in the “right brain” while logical reasoning is based in the “left brain” isn’t entirely wrong. But the reality is more subtle. While the two kinds of thinking are largely carried out in different areas, right and left have less to do with it than above and below.
The reflexive system is primarily headquartered underneath the cerebral cortex that most of us visualize as the “thinking” part of the brain. Although the cerebral cortex is also a critical part of the emotional system, most reflexive processing goes on below it in the basal ganglia and the limbic areas. A knotty bundle of tissue in the core of the brain, the basal ganglia (also known as the “striatum” because of their striped or banded appearance) play a central role in identifying and seeking almost anything we recognize as rewarding: food, drink, social status, sex, money. They also act as a kind of relay station between the cortex, where complex thought is organized, and the limbic system, where many stimuli from the outside world are first processed.
All mammals have a limbic system, and ours works much like theirs—as a kind of flashpoint of the mind. If we are to survive, we need to pursue rewards and avoid risks as quickly as possible. Limbic structures like the amygdala (ah-MIG-dah-lah) and the thalamus snatch up sensory inputs like sights and sounds and smells, then help evaluate them on a basic scale from “bad” to “good” with blazing speed. Those evaluations, in turn, are transformed into emotions like fear or pleasure, motivating your body to take action.
The reflexive system works so fast that you often finish responding before the conscious part of your brain realizes that there was anything to respond to. (Think of the times you’ve swerved to avoid a hazard on the highway before you could even identify it.) These parts of your brain can activate an alarm in less than a tenth of a second.
The reflexive system (which some researchers call System 1) gets “first crack at making most judgments and decisions,” says Matthew Lieberman of UCLA. We count on our intuition to make initial sense of the world around us—and we tap into our analytical system only when intuition can’t figure something out. As Kahneman says, “We run mostly on System 1 software.”
In truth, the reflexive brain is not a single integrated system, but a jumble of structures and processes that tackle different problems in varying ways, everything from the “startle reflex” and pattern recognition to the perception of risk or reward and the character judgments about the people we meet. What these processes have in common, however, is that they tend to run rapidly, automatically, and below the level of consciousness.
That enables us to ignore most of what goes on around us most of the time—unless it rises to the level of a risk or reward that we need to avoid or pursue. Reuven Dukas, a behavioral ecologist at McMaster University in Hamilton, Ontario, has shown that having to pay attention to more than one stimulus at once dramatically decreases the amount of food that animals like birds and fish can identify and capture. The human animal is no different: While “multitasking” is a fact of life, so is the falloff in awareness we can devote to each new task. Shifting your attention from one thing to the next causes what Dukas calls “a period of reduced efficiency.” When you redirect your attention, your brain is like a bicyclist who stops pedaling for a moment and must then get back up to full speed. As Dukas says, we are designed to “focus attention on the stimuli most likely to be of importance.”
After all, our brains can’t possibly keep up with everything that’s happening in our environment. When you are at rest, your brain—which accounts for roughly 2% of the typical person’s body weight—consumes 20% of the oxygen you take in and the calories you burn. Because your brain operates at such a high “fixed cost,” you need to ignore most of what is happening around you. The vast majority of it isn’t meaningful, and if you had to pay separate, equal, and continual attention to everything, information overload would fry your brain in short order. “Thinking wears you out,” says Lieberman of UCLA. “So the reflective system tends not to want to do anything unless it has to.”
Therefore, our intuition acts as the first filter of experience, an instantaneous screen that enables us to conserve our vital mental energy for the things that are most likely to matter. Because of its phenomenal skill in recognizing similarities, the reflexive system sounds an instant alarm when it detects a difference. As you drive down the road, for example, hundreds of stimuli glide beneath the radar of your conscious attention every second: houses and trees and storefronts, exit signs and billboards and mileage markers, airplanes overhead, the makes and colors and license plates of passing vehicles, birds perching on lampposts, most of the music coming from your car’s sound system, even much of what your kids are doing in the backseat. Everything flows along in a mercifully homogenized blur; because it is all part of a familiar pattern, you negotiate your way through it effortlessly.
But the moment anything is out of place—if a tire bursts on a truck ahead, a pedestrian steps into the road, or a sign announces a sale at your favorite store—your reflexive system will seize it out of the background and make you hit the brake. By glossing over whatever stays essentially the same in your environment, your reflexive system can rivet your attention onto anything unexpected, anything novel, anything that appears to change suddenly or significantly. You may think you’ve made a “conscious decision,” but more often than not you have been driven by the same basic impulses that drove our ancestors to avoid risks and pursue rewards. As neuroscientist Arne Öhman puts it, evolution has designed our emotions “to make us want to do what our ancestors had to do.”
Why should investors care? “The reflexive system,” explains University of Oregon psychologist Paul Slovic, “is very sophisticated and served us well for millions of years. But in a modern world, where life is full of much more complicated problems than just immediate threats, it’s not adequate and is likely to get us into trouble.” Your reflexive system is so fixated on change that it makes it hard for you to focus on what remains constant. If the Dow Jones Industrial Average moves from 12,683.89 to 12,578.03, the newscaster will holler, “The Dow dropped 106 points today!” Your reflexive system reacts to the size of the change and ignores the base on which it is calculated. So 106 points feels like a big drop, raising your pulse and giving you sweaty palms—and maybe even scaring you out of the market entirely. Your emotions crowd out the fact that the level of the index has changed by less than 1%.
Likewise, your reflexive system will prompt you into paying more attention to a single stock rising like a rocket or sinking like a stone than the much more important (but less vivid) change in the overall value of your portfolio. And you’ll always be tempted to invest in that mutual fund that went up 123% last year; that hot number grabs your attention and keeps you from noticing the fund’s tepid performance over the longer term. (It’s no accident that the fund’s advertisements print “123%” in giant type and the long-term numbers in microscopic scale.)
Economist Colin Camerer of the California Institute of Technology sums up the reflexive system this way: “It’s kind of like a guard dog. It makes rapid but sort of sloppy decisions. It will always attack the burglar, but sometimes it might attack the postman, too.” That’s why “blink” thinking can get investors into trouble.
The Reflective Brain
But there’s more to your investing brain than intuition and emotion. There’s a vital counterweight: the reflective system. This function resides largely in the prefrontal cortex, which lies behind your forehead and is part of the frontal lobe that curls like a cashew around the core of your brain. Neuroscientist Jordan Grafman of the National Institutes of Health calls the prefrontal cortex “the CEO of the brain.” Here, neurons that are intricately connected with the rest of the brain draw general conclusions from scraps of information, organize your past experiences into recognizable categories, form theories about the causes of change around you, and plan for the future. Another hub in the reflective network is the parietal cortex, back above your ears, which processes numerical and verbal information.
While the reflective system does play a role in processing emotion, you use it largely for solving more complex problems like “Is my investment portfolio sufficiently well-diversified?” or “What should I get my wife for our anniversary?” The reflective brain can intervene when the reflexive brain encounters situations it cannot solve by itself. If the reflexive parts of your brain are the default system, the “go-to” circuits that use intuitive processing to tackle problems first, then the reflective areas are the backup machinery, the “uh-oh” circuits that engage analytical thinking. If someone asked you to count backwards by 17s from 6,853, your intuition would draw a blank. Then, a moment later, you would consciously be aware of thinking, 6,836…6,819…6,802… “It never feels like it’s going on by itself,” says Matthew Lieberman of UCLA. “You not only know about it, but you feel like you’re responsible for what it’s doing. You feel like you turned it on for a reason that you could put into words.”
Jordan Grafman has shown that people with damage to the prefrontal cortex—from a stroke or tumor, for example—have a hard time evaluating advice and making long-term plans. Grafman presented prefrontal patients with business forecasts. These predictions came not from live experts but rather from images of advisors projected onto a computer screen; the objective was to figure out which advisor to trust. Over the course of forty trial runs, the participants in the experiment had ample opportunities to compare each forecaster’s predictions against actual outcomes. A control group of people with undamaged brains readily learned to favor the forecaster whose predictions turned out to be most accurate. The prefrontal patients, however, made their judgments perceptually instead of conceptually, relying on what Grafman calls “cues that typically had nothing to do with a good choice.” One patient, for example, preferred the advisor whose image was displayed on a green background, “since it is springtime.” It seems that if the prefrontal cortex is impaired, the brain’s internal checks-and-balances system breaks down—and the reflexive areas may take over unopposed.
At the University of Iowa, students were briefly shown numbers that they had to memorize. Then they were offered the choice of either a fruit salad or a chocolate cake. When the number the students memorized was seven digits long, 63% of them chose the cake. When the number they were asked to remember had just two digits, however, 59% opted for the fruit salad. Our reflective brains know that the fruit salad is better for our health, but our reflexive brains crave that gooey, fattening chocolate cake. If the reflective brain is busy figuring something else out—like trying to remember a seven-digit number—then impulse can easily prevail. On the other hand, if we’re not thinking too hard about something else (with only a minor distraction like memorizing two digits), then the reflective system can overrule the emotional impulse of the reflexive side.
If You’re So Smart, Why Do You Act So Stupid?
But the reflective brain is hardly infallible. Robin Hogarth, a psychologist at Pompeu Fabra University in Barcelona, Spain, suggests imagining yourself in a supermarket checkout line. Your shopping cart is heaped high. How much will all these groceries cost? For an intuitive estimate, you would make a quick-and-dirty comparison between how full your cart is this time and how much a cartful of groceries usually costs. If you have, say, 30% more stuff than usual, you reflexively multiply your typical grocery bill by 1.3. In a couple of seconds, your intuition tells you, “Looks like about $100 to me.” You can do all this without even realizing you’re doing it. But what if you try to figure out the total bill with the reflective part of your brain? Then you have to add up each of the dozens of items in the cart separately and keep a running total in your head until you’ve counted every purchase (including confusing ones like “1.8 pounds of grapes at $1.79 a pound, or was that $2.79?”). Chances are, after the exacting effort of adding up barely a handful of individual prices, you will lose track and give up.
Computational neuroscientists—who use the principles of computer design to study the function and design of the human brain—believe that the reflective system may rely on what they call “tree-search” processing. Nathaniel Daw, a researcher in computational neuroscience at University College London, explains that this processing method takes its name from the classic image of a decision tree: On a chessboard, for example, the set of potential future choices grows wider with each subsequent move, like the branches of a tree fanning outward as they get farther from the trunk. If Daw and his colleagues are right, your reflective system laboriously sorts through experiences, predictions, and consequences one at a time to arrive at a decision—much like an ant moving up and down, back and forth, along the branches and twigs of a tree to find what it wants. As our earlier example of the shopping cart shows, the success of the tree-search method is limited by the power of your memory and the complexity of what you are measuring.
In the financial markets, people who rely blindly on their reflective systems often end up losing the forest for the trees—and their shirts as well. Although doctors get a bad rap as investors, in my experience engineers are worse. That may be because they are trained to calculate and measure every possible variable. I’ve met engineers who spend two or three hours a day analyzing stocks. They are often convinced that they’ve discovered a unique statistical secret that will enable them to beat the market. Because they have squelched their intuition, their analysis fails to alert them to the most obvious fact of all: There’s always something to measure on Wall Street, which spews out a torrent of statistics on everything under the sun. Unfortunately, at least 100 million other investors can view the same data, taking away most of its value—while, at any moment, an unforeseen event can blindside the market, rendering anyone’s statistical analysis at least temporarily useless.
That’s what happened in 1987, when the arcane computer programs called “portfolio insurance” did not fully protect giant investors from losses—and may, in fact, have contributed to the U.S. stock market’s record plunge of 23% in a single day. It happened again in 1998, when the PhDs, Nobel Prize winners, and other geniuses who ran the Long-Term Capital Management hedge fund measured everything imaginable—except the risks of borrowing too much money and assuming that markets would remain “normal.” When the markets went crazy, LTCM went under, and nearly took the global financial system with it.
When a problem is hard to solve, the reflective system may “hand back” the challenge and let the reflexive brain take over. In an experiment by Robin Hogarth and the late Hillel Einhorn of the University of Chicago, people were told that an expert claimed that the market always went up after he predicted that it would rise. They were told they could verify the expert’s claim by choosing to observe any or all of the following evidence:
	what the market did after he predicted that it would rise
	what the market did after he predicted that it would fall
	what he predicted before the market rose
	what he predicted before the market fell

Then they were asked what was the minimum evidence they would need in order to establish for certain whether the expert’s claim was true. Fully 48% of the people responded that No. 1 was all they would need. Only 22% gave the correct answer: The minimum evidence needed to see whether the expert’s claim was true is No. 1 and No. 4. Even though he says the market always goes up when he predicts it will, you still need to know what he said before the market went down. (After all, it does not always go up.) Subjecting him to both these tests is the only way to be positive about the truth. Surprisingly, this study was conducted among professors and graduate students in the statistics department at the University of London, who worked with numbers all day long and certainly should have known better.
To answer Hogarth and Einhorn’s question correctly, you need only to understand that the most reliable way of determining whether something is true is to try proving that it is false. That’s the cornerstone of the scientific method, the critical mind-set that overturned old orthodox “truths” like the world is flat and the earth is the center of the universe. But that kind of critical thinking is anathema to your intuition, which is most comfortable when dealing with the concrete reality of “what is.” To handle a conceptual abstraction like “what is not,” you need your reflective system to kick in with the hard mental effort of comparing alternatives and evaluating evidence. That requires asking tough questions like “under what conditions would this no longer be true or fail to work?” And the human mind, which functions as what psychologists Susan Fiske of Princeton and Shelley Taylor of UCLA have called a “cognitive miser,” tends to shy away from that kind of effort. If the reflective system can’t readily find a solution, the reflexive brain will resume control, using sensory and emotional cues as shortcuts. That’s why even professional statisticians failed to solve Hogarth and Einhorn’s task correctly: Why go through the trouble of trying to test the logic of all four answers when answer No. 1 feels and sounds so right at first blush?
The Jellybean Syndrome
The conflict between “thinking” and “feeling” can lead to results that are downright bizarre. Psychologists at the University of Massachusetts filled a small bowl and a large bowl with jellybeans. The small bowl held 10 jellybeans, of which 9 were always white and 1 red. The large bowl contained 100 jellybeans; on each run of the experiment, between 91 and 95 were white, and the rest were red. The people taking part in the experiment could earn one dollar if they were able to draw a red jellybean out of either of the two bowls. First, however, they were reminded that red jellybeans made up 10% of the total in the small bowl but no more than 9% of the total in the big one. (See Figure 2.2 for a schematic view of the experiment.) Right before each person tried to pluck out a red bean, the bowls were shaken up, then shielded from view to prevent cheating.





 
FIGURE 2.2 Which Bowl Would You Pick From?
In this experiment, researchers instructed people to try picking a colored jellybean from either of two bowls. In the one on the left, 10% of the jellybeans were colored; in the one on the right, only 9% were. But people still preferred to pick from the bowl that they “knew” had lower odds of success, because they “felt” it offered more ways to win.
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Which bowl did people pick from? Someone using the reflective system to think analytically would always choose from the small bowl, since it offered a constant 10% chance of success, while the odds of getting a red jellybean out of the big bowl could never go above 9%. Nevertheless, just under two-thirds of people preferred to pick from the big bowl when it contained 9% red jellybeans.
Even when it held only 5% red jellybeans, nearly one-quarter of the participants in the experiment chose to pick from the big bowl—regardless of what their reflective system was telling them about logic and probability. “I picked the [bowl] with the more red jellybeans,” one person explained to the researchers, “because it looked like there were more ways to get a winner, even though I knew there were also more whites, and that the percents [sic] were against me.” The participants, explain psychologists Seymour Epstein and Veronika Denes-Raj, “readily acknowledged the irrationality of their behavior…. Although they knew the probabilities were against them, they felt they had a better chance when there were more red beans.”
The technical term for the jellybean syndrome is “denominator blindness.” Every fraction, of course, looks like this:

numerator / denominator

And, in the simplest possible terms, the impact of every investment you make can be expressed this way:

dollar amount of your gain or loss / total amount of your wealth

In this fundamental investing fraction, the numerator fluctuates constantly, and often widely, while the denominator varies much more gradually over time. Let’s say, for instance, that you have a total net worth of $200,000 and that yesterday the market value of your stocks did not change at all. If your stocks gain $1,000 today, then the numerator of your fraction instantly shoots from zero to $1,000. The denominator, however, nudges slightly upward from $200,000 to $201,000. The leap from zero to $1,000 is exciting and vivid, while the movement from $200,000 to $201,000 is hardly noticeable at all.
But it’s the denominator that matters; that’s where the real money is. After all, the sum total of your wealth is a much more important number than the amount by which it rose or fell on any given day. Even so, many investors fixate on the numbers that change the most, overlooking the much larger amounts of money that are at stake overall.
In the late 1980s, psychologist Paul Andreassen ran a series of remarkable studies in which he set up an artificial stock market in his laboratories at Columbia and Harvard. He showed the level of stock prices to one group of investors; another group could view only the change in stock prices. Depending on how much the stocks fluctuated, investors who focused on price levels earned between five and ten times higher profits than those who paid attention to price changes. That’s because the investors who fixated on price changes traded too much, trying to shave profits off the interim fluctuations, while those who paid attention to price levels were more content to hold on for the long haul.
The jellybean syndrome hits home in other ways. The fees and expenses charged by mutual funds are a small number—typically less than 2% a year—while performance can be a big number, sometimes surpassing 20% a year. And the expense figures barely fluctuate at all, while the performance numbers are forever flashing up and down. No wonder individual investors consistently say that they consider past performance to be much more important than current expenses when they pick a fund.
Investment professionals, who are supposed to know better, are at least as prone to the jellybean syndrome: Financial advisors recently ranked expenses as the eighth most important factor when analyzing a mutual fund, after such things as performance, risk, how old the fund is, and how long the current manager has been in charge. Unfortunately, none of those factors will help these so-called experts to identify funds that will earn top returns. Decades of rigorous research have proven that the single most critical factor in the future performance of a mutual fund is that small, relatively static number: its fees and expenses. Hot performance comes and goes, but expenses never go away. The flashier factors like performance and reputation have almost no power to predict a fund’s return—but they are more vivid and changeable than the fund’s expenses, so they hijack our attention. And that prompts amateur and professional investors alike to pick their mutual funds from the wrong jellybean jar.
Getting the Best Out of Both
Add it all up, and it’s clear that when you invest, acting like the coldly rational Mr. Spock from the old Star Trek TV series is no more practical than being a sputtering cauldron of emotion like Dr. McCoy. Since both systems have their strengths and weaknesses, the challenge for you as an investor is to make your reflective and reflexive sides work better together, so that you can strike the right balance between thinking and feeling. Here are a few suggestions that can help.

[image: image]WHEN IT COMES TO TRUST, TRUST YOUR GUT. A mutual fund manager named Fred Kobrick once attended a compelling presentation by the CEO of a fast-growing company. Afterward, Kobrick went up to the CEO to tell him how impressed he was with the company and that he would probably buy the stock. When the CEO reached out to shake his hand, Kobrick noticed that the executive’s shirt cuff was monogrammed in a distinctive style. Then Kobrick saw that several of the company’s other managers had their shirtsleeves monogrammed the same way. “In a flash, I knew I no longer wanted to buy the stock,” he recalls. “How could these guys ever bring bad news to the boss if they couldn’t even think for themselves when they were buying shirts?”
Most investors, of course, are unlikely to meet with CEOs face to face. But you should read the two documents that may reveal the character of company bosses—the annual proxy statement and the chairman’s letter to shareholders in the annual report—with your emotional eyes open. The proxy will give you a feel for how much the managers get paid and whether they have conflicts of interest that make you queasy. The chairman’s letter will show whether the boss unfairly takes credit for good markets (which are not within his control) or dodges blame for bad decisions (which are). If the chairman’s letter brags about how the company will thrive in the future but ignores how badly it is doing right now, that’s another sign that should trouble you. “If you start getting a fishy feeling,” says Robin Hogarth of Pompeu Fabra University, “treat your emotions as data. A suspicion is a signal that you should consider delaying your decision.”
Whenever you do make character judgments face to face, drawing on your intuition can keep you from being too coldly rational. If, for instance, you are picking a stockbroker or a financial planner to help manage your finances, it can be a mistake to make your choice based primarily on how impressive the person’s professional credentials are. (Many investors are too easily dazzled by the alphabet soup of financial resumes, which can brim with MBAs, CPAs, CFAs, CFPs, JDs, and PhDs.) Selecting a financial advisor based on educational or professional credentials alone could leave you paired up with someone who is technically competent but doesn’t “click” with you and can’t help manage your emotions when the markets go to extremes. Therefore, you should first research each candidate’s background at www.nasaa.org, www.napfa.org, www.advisorinfo.sec.gov, and http://pdpi.nasdr.com/pdpi/. That will establish whether he or she has ever been disciplined by the regulatory authorities for unfair dealings with other investors. Once you have at least two candidates with an equally clean record, then you can factor in each person’s education and other qualifications—and pick the one your intuition tells you is more empathetic and compatible with your own personality.

[image: image]KNOW WHEN REFLEX WILL RULE. It’s no surprise that mutual fund investors tend to lose their shirts whenever they buy and sell industry-specific “sector funds.” Analyzing an entire industry requires a great deal of reflective study; with dozens of companies offering hundreds of competing products and services, it’s hard to put together an objective picture of how profitable the entire sector will be in the future. But your reflexive system will pick up much simpler messages—“Oil prices are booming!” or “The Internet is changing the world!”—that can easily distract you from a more detailed analysis. Whenever this kind of excitement is in the air, warns psychologist Paul Slovic, “it’s hard to engage the analytical system. It’s much easier to go with your feelings about what’s hot and whatever generates the most vivid images—lik buying nanotech stocks because someone says, ‘You know, those tiny machines can turn out giant profits.’” Instead of giant profits, however, most people end up with big losses when they rely on this kind of reflexive thinking. In 1999 and 2000, investors lost at least $30 billion by piling into technology-sector mutual funds just before the hot returns of the tech industry turned cold as ashes.
When the financial markets are quietly muddling along, it’s easier for reflective judgment to prevail over reflexive intuitions. But when bull markets are pumping out sensationally high returns—or when bear markets are generating demoralizing losses—the reflexive system gets the upper hand and it becomes urgently important to think twice.

[image: image]ASK ANOTHER QUESTION. One way to think twice is to have a procedure for making sure you ask the right questions. As Daniel Kahneman says, “People who are confronted with a difficult question sometimes answer an easier one instead.” That’s because the reflexive system hates uncertainty, and will quickly reframe problems into terms it can understand and answer with ease. Faced, for example, with a difficult problem to solve—“Will this stock keep going up?”—many investors consult a chart of recent price performance. If the trend line slopes upward, then they immediately answer “Yes,” without realizing that their reflexive system has tricked them into answering an entirely different question. All the chart really shows is the answer to a much easier problem: “Has this stock been going up?” People in this kind of situation “are not confused about the question they are trying to answer,” says Kahneman. “They simply fail to notice that they are answering a different one.”
Asking a follow-up query—for example, “How do I know?” or “What is the evidence?” or “Do I need more information than this?”—can force you to notice that your reflexive system was answering the wrong question. Christopher Hsee, a psychologist at the University of Chicago, has another suggestion: “If this happened to someone else, and they asked for your advice, what would you tell them to do? I oftentimes try to make decisions that way, by putting myself in someone else’s shoes.” Hsee’s tip is particularly helpful because once you imagine giving advice to someone else, you can also imagine that person pressing you: “Are you sure? How do you know?”

[image: image]DON’T JUST PROVE; TRY TO DISPROVE. As we’ve seen, the reflexive brain believes that the best way to prove an assertion is to keep looking for more proof that it is true. But the only way to be more certain it’s true is to search harder for proof that it is false. Money managers often say things like, “We add value by selling any stock that drops 15% from our purchase price.” As proof, they show the performance of the stocks they kept. Instead, you should ask to see the subsequent returns of the stocks that got sold; that’s the only way to tell whether the firm really should have sold them. Likewise, when an investment-consulting firm boasts that it achieves superior returns by firing underperforming fund managers, ask for data on the performance of the fired managers after they are fired. Only by looking at such “unobserved outcomes” can you truly test these people’s claims. (Embarrassingly often, these experts have never analyzed this evidence themselves!)

[image: image]CONQUER YOUR SENSES WITH COMMON SENSE. In general, sights and sounds engage your reflexive system, while words and numbers activate your reflective system. That’s why brokerage firms and insurance companies produce advertisements showing golden people strolling along a golden beach with their golden retriever; that image sets off powerful feelings of comfort and security in your reflexive system. That’s also why mutual fund companies display the performance of their portfolios in the form of “mountain charts,” those graphics that show an initial investment growing over time until it has heaped up into a vivid, Himalayan peak of wealth.
Motion imparts a power all its own. A half-century ago, the neurobiologist Jerome Lettvin showed that specialized cells in the optic nerve of a frog will send signals to the frog’s brain at the sight of abstract displays that mimic the movement of a fly—even if the color and shape of the displays are not very bug-like. When the fake fly does not move, or its trajectory does not resemble that of a real fly, the cells do not respond. Lettvin concluded that frogs are designed to perk up whenever an object “moves about intermittently,” in a pattern characteristic of their insect prey. It is not only the prey itself, but also its motion, that triggers the frogs’ reaction.
Like frogs, people are inherently excited by motion. Investors are much more inclined to expect the stock market to keep rising when its activity is described with an action verb like “climbing” or “leaping” than when it is summed up in neutral terms like “posting a gain.” Figures of speech that evoke rapid movement fire up our minds to expect that the market must be “trying to do something.”
The emotional power of metaphors shows why you should never passively accept information in its original packaging. Instead, make sure you unwrap it in several different ways. When a broker or financial planner pushes a brightly colored chart across the table, ask questions like: What does this investment look like when it’s measured over different—and longer—time periods? How does this stock or fund stack up against other comparable investments and against an objective benchmark like a market index? Based on its past record, when might an investment like this tend to perform poorly? Considering all the evidence that past performance does not predict future results, how does this investment rate on other criteria that are at least as important, like annual expenses and after-tax return?

[image: image]ONLY FOOLS INVEST WITHOUT RULES. When the great investment analyst Benjamin Graham was asked what it takes to be a successful investor, he replied: “People don’t need extraordinary insight or intelligence. What they need most is the character to adopt simple rules and stick to them.” I’ve set out ten basic investment rules in Appendix 1. The first letters of these ten commandments form the words THINK TWICE. Whenever an emotional moment in the market threatens to sweep you away, check your first impulse. By relying on your THINK TWICE rules before you make any investing decision, you can prevent yourself from being governed by guesswork and whipsawed by the momentary whims of the market.

[image: image]COUNT TO TEN. When your emotions are running high, take a time-out before you make a hasty decision you might regret later. Psychologists Kent Berridge of the University of Michigan and Piotr Winkielman of the University of California, San Diego, have shown that we can be swept away by emotion without any awareness whatsoever of what’s going on inside us. Berridge and Winkielman call this phenomenon “unconscious emotion.” To see how it works, consider one of their experiments in which thirsty people had to decide how much they would pay for a drink. On average, one group would pay only 10 cents; the other was willing to pay 38 cents. The only difference between the two groups: The cheapskates had been shown a photo of an angry face for less than one-fiftieth of a second—a visual exposure so brief that no one was conscious of seeing it—while the big spenders had seen a photo of a happy face for the same split second. None of the participants was aware of feeling happier or more anxious. But, for a period lasting approximately one minute, their behavior was governed by the unconscious emotions generated by these subliminal images. “Stimuli that are presented very briefly often have a greater effect than those that are presented for a longer time,” says Winkielman. “Because you’re unaware of what caused your mood or belief, you may be more inclined to just go with it.”
The reflexive system “is tuned to respond to the current situation,” says Norbert Schwarz, a psychologist at the University of Michigan. “Your mood affects your momentary behavior, but the consequences of your decision may extend far beyond this moment.” When you’re feeling unusually optimistic, you might take a financial risk you would normally shy away from; on the flip side, if you’re feeling anxious or shaky, you might avoid a risk that you would readily accept at another time.
Nearly all of us feel more chipper when the sun is shining than when the sky is gray. Sure enough, stocks earn slightly higher returns on days when the sun is bright than on days when the sky is overcast—even though daily cloud cover has no rational economic significance. Some studies have even documented a werewolf effect, in which stocks earn half the returns when the moon is full that they earn during a new moon. And stock markets in countries whose national soccer teams lose World Cup elimination matches underperform the global stock index by an average of 0.4 percentage points the day after the defeat.
Companies can exploit your reflexive system just by giving their stocks catchy ticker symbols. Stocks whose trading names resemble familiar words (like MOO or GEEK or KAR) tend to outperform those with unpronounceable symbols like LXK or CINF or PHM—at least in the short run. In the long run, however, stocks with cute ticker symbols have a disconcerting tendency to go bust.
So unless you guard against investing under the influence of your own momentary mood swings, you may never achieve financial stability. When Norbert Schwarz warns, “Never make an important decision before you’ve slept on it,” he is not repeating a cliché. He is stating fundamental wisdom freshly confirmed by the latest scientific research. You will almost always make a better investing decision if you sleep on it rather than acting on your first impulse.
Another option, says Matthew Lieberman, is to get a “second opinion from someone who isn’t invested in your point of view.” Try running your investment ideas past someone who knows you well but is accustomed to disagreeing with you. While your spouse might sound ideal for this purpose, the best person is someone who would be a good business—rather than romantic—partner for you. It’s worth noting that many of America’s most innovative and successful companies are led by duos who check and counterbalance each other’s ideas: Berkshire Hathaway has Warren Buffett and Charles Munger; Yahoo! has David Filo and Jerry Yang; Google has Larry Page and Sergey Brin. If you have someone who is both trustworthy and tough on you, make a habit of testing your investing ideas out on him or her before you do anything else.
A final approach is to try “embodying” your thoughts. “You do your thinking in a body,” explains Schwarz, “and your bodily responses interact with your neural activity.” Odd as it sounds, pushing away from a hard surface with your forearm can be a helpful step in thinking more reflectively and less emotionally. By shoving back against your computer or your desk, for example, you can literally distance yourself from the emotional aspects of the decision. Next, use this stiff-arming motion as a reminder. As you “push back,” remember to “think twice” by referring to the ten investing commandments in Appendix 1. You could even use a Palm Pilot or BlackBerry to send yourself automatic prompts—“Did I push back and think twice?”—before you make any moves in the market.
All these mental tricks provide what Santa Clara University finance professor Meir Statman calls “a cold shower” that can help keep you from getting caught up in the heat of the moment.

[image: image]WHEN THE MARKET “BLINKS,” BLINK BACK. If a stock crashes on bad news, it might be permanently damaged—or just suffering from a temporary overreaction. By doing your homework on an investment ahead of time, you can be ready to pounce. If you’re a serious stock investor, you should always be braced to buy the stock of companies you understand if they suddenly become bargains. That’s how Bill Miller, the renowned manager of the Legg Mason Value and Legg Mason Opportunity mutual funds, does it. In the summer of 2004, the stock of Career Education Corp. dropped from around $70 to $27 as investors panicked over reports that regulators were investigating the company’s accounting and business practices. But Miller knew that the operator of technical schools was solidly profitable, and he felt it was likely to remain that way. So when the market “blinked,” Miller blinked right back, snapping up 2 million shares of Career Education’s stock from frightened sellers at bargain prices. (By year-end 2004, the stock had already risen almost 50% from its lows in the summer panic.)
Doing your homework ahead of time enables you to take advantage of the “blink” thinking of fair-weather investors who panic at the first sign of trouble. Warren Buffett read the annual report of Anheuser-Busch every year for twenty-five years, familiarizing himself with the company while he patiently waited for the stock to become cheap enough for him to want to own it. Finally, in early 2005, the stock dropped—and Buffett, who now knew the business intimately, snapped up a major stake in Anheuser-Busch.

[image: image]STOCKS HAVE PRICES; BUSINESSES HAVE VALUES. In the short run, a stock’s price will change whenever someone wants to buy or sell it and whenever something happens that seems like news. Sometimes the news is nothing short of ridiculous. On October 1, 1997, for example, shares in Massmutual Corporate Investors jumped by 2.4% on 11 times their normal trading volume. That day, WorldCom announced a bid to acquire MCI Communications. Massmutual’s ticker symbol on the New York Stock Exchange is MCI—and hundreds of investors evidently rushed to buy it, believing the stock would rise after WorldCom’s takeover offer. But MCI Communications traded on NASDAQ under the ticker symbol of MCIC—so the price of Massmutual’s stock had shot up in a farce of mistaken identity. Likewise, in early 1999, the stock of Mannatech Inc. shot up 368% in its first two days of trading when Internet-crazed traders mistakenly thought Mannatech was a technology stock; in fact, it is a marketer of laxatives and nutritional supplements.
In the long run a stock has no life of its own; it is only an exchangeable piece of an underlying business. If that business becomes more profitable over the long term, it will become more valuable, and the price of its stock will go up in turn. It’s not uncommon for a stock’s price to change as often as a thousand times in a single trading day, but in the world of real commerce, the value of a business hardly changes at all on any given day. Business value changes over time, not all the time. Stocks are like weather, altering almost continuously and without warning; businesses are like climate, changing much more gradually and predictably. In the short run, it’s the weather that gets our notice and appears to determine the environment, but in the long run it’s the climate that really counts.
All this motion can be so distracting that Warren Buffett has said, “I always like to look at investments without knowing the price—because if you see the price, it automatically has some influence on you.” Conductors have likewise learned that they can evaluate a classical musician more objectively if the audition is played from behind a screen, where no preconceptions about how the musician looks can affect the perception of how he or she sounds.
Therefore, once you become interested in a company, it’s a good idea to let two weeks go by without ever checking its share price. At the end of that period, now that you no longer know exactly where the shares are trading, do your own evaluation—ignoring stock price and focusing exclusively on business value. Start with questions like these: Do I understand this company’s products or services? If the stock did not trade publicly, would I still want to own this kind of business? How have similar firms been valued in recent corporate acquisitions? What will make this enterprise more valuable in the future? Did I read the company’s financial statements, including the “statement of risk factors” and the footnotes (where the weaknesses are often revealed)?
All this research, says Buffett, really points you back to one central issue: “My first question, and the last question, would be, ‘Do I understand the business?’ And by understand it, I mean have a reasonably good idea of what it will look like in five or ten years from an economic standpoint.” If you aren’t comfortable answering that basic question, you shouldn’t buy the stock.

[image: image]TAKE ACCOUNT OF WHAT MATTERS. The account statements you receive from your brokerage or mutual fund company are often designed to set your reflexive system jangling: They emphasize the short-term price changes of each investment, not the level of your total wealth. That approach makes your account statements less boring to read, especially when the markets are racing up and down. But it makes you even more likely to go with your first gut instinct, which may often be to buy high and sell low. “The most natural way to think about a decision,” warns Daniel Kahneman, “is not always the best way to make the decision.”
If your financial adviser or fund company can’t overhaul your financial statements, do it yourself: Set up a spreadsheet in Excel or similar software. At the end of each calendar quarter, enter the value of each of your investments; use small, plain type. Use Excel’s “autosum” function to calculate the grand total of all your holdings. Highlight that total in big, boldface type. (If you can’t use Excel, a lined piece of paper will do fine; be sure to record the sum total in larger, bolder numbers.) To see how your portfolio has done, don’t read the entries row by row; instead, compare this quarter’s sum total against the previous quarter and against one year, three years, and five years ago. You will now readily be able to see whether a sharp move by any of your holdings has a meaningful impact on your overall portfolio. This kind of deliberate comparison, which Kahneman calls “taking the global view,” engages your reflective system—helping to keep losses or gains on single investments from goading you into a reflexive action you may regret later (like selling low or buying high).
Regardless of whether you invest in individual stocks or just have some money in a 401(k) or other retirement plan, taking the global view will help you focus on the long-term growth and stability of all your assets, rather than the short-term jitterbugging of a single asset. This way, you will end up both richer and calmer.
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