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An underlying characteristic of financial markets is that they are driven by the actions of human beings.
Even in the age of algorithmic trading and computerized models, human behavior remains a constant with
investing.

Market participants were reminded of how impactful human psychology can be on financial markets over
the past couple of weeks. For this reason, it leaves us asking: what really influences people to do what
they do when it comes to investing in markets?

Behavioral finance or BeFi is a topic of tremendous interest in the financial industry, so much so that it
has created an entire field of study devoted to answering this question. As we continue to face volatility
in the market, we wanted to shed some light on a few basic concepts of behavioral finance.

Myopic Loss Aversion (MLA)

Let’s face it, who hates winning and who loves losing? The answer to both questions is no-one! Myopic
loss aversion is the overreaction by investors to get out of their investments during times of short-term
substantial declines. This leads an investor to take on significant short-term loses at the expense of long-
term gains. A simple long-term chart of the S&P 500 demonstrates that even significant dips in the market
eventually lead to gains over time. A way to mitigate MLA is by thinking of your investments as a long-
term endeavor, not a short-term one.

Confirmation Bias

Have you ever sat in your own echo-chamber? We all do, we all think we’re right and confirmation bias is
something we all play into. We inherently look to like-minded resources to confirm what we’re thinking.
We can withdraw from this self-created trap by seeking different opinions and asking ourselves tough
questions. What could challenge this belief or conviction | have about this investment? Am | really being
objective? This is no easy task, but rational thinking can really help alleviate making potential mistakes in
the market.

Hindsight Bias

| knew this was going to happen! We cannot predict the future. We can make very good educated guesses,
but the reality is that there are many events in time that are not predictable. Hindsight bias for investors
is often confirmed by a past success in markets and perpetuates into a self-driven narrative of attempting
to predict future outcomes. | want to note, financial advisors make this mistake too. All investors have
made money and all investors have lost money. We can look to the past for answers, but it can only take
us so far. Let’s keep in mind, history doesn’t repeat itself, but it often rhymes.
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https://www.behavioraleconomics.com/resources/mini-encyclopedia-of-be/myopic-loss-aversion/#:~:text=Myopic%20loss%20aversion%20occurs%20when,et%20al.%2C%201997).
https://www.behavioraleconomics.com/resources/mini-encyclopedia-of-be/myopic-loss-aversion/#:~:text=Myopic%20loss%20aversion%20occurs%20when,et%20al.%2C%201997).
https://www.macrotrends.net/2324/sp-500-historical-chart-data
https://www.behavioraleconomics.com/resources/mini-encyclopedia-of-be/confirmation-bias/
https://www.behavioraleconomics.com/resources/mini-encyclopedia-of-be/hindsight-bias/
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Herd Mentality

“But everybody’s doing it Mom!” Your mother replies: “Would you jump off a cliff if everybody was doing
it?” Then reality sets in, but you probably spent a second thinking about what you were going to do in
that scenario. Herd mentality is a popular BeFi concept and has been used to explained drops and bubbles
in financial markets. It highlights the irrationality of investors in moving the market in a direction based
on fear, uncertainty, or influence of the crowd. This behavioral bias really strikes at the core of our
humanity and is truly emotionally driven. Investing without a plan really makes an investor susceptible to
this risk, and the best way to decrease it is by creating a plan and sticking to it.

Final Thoughts

As we can see from this brief introduction into behavioral finance, we have probably fallen into one of
these biases at one point or another. We cannot deny that psychologically is fueling the volatility we are
seeing in financial markets at this time. The resort to panic, in our view, is being driven by the fear of the
unknown impact of the coronavirus on the global and domestic economy. Unfortunately, we won’t really
know the impact for a few months, but this cannot detract investors from seeing the bigger picture of
what investing is all about. Investing is about the long-haul not a short sprint.

We at MCF are very aware of what role psychology plays in markets and how it can affect an investor’s
portfolio. What enables us to deal with situations like this is our disciplined approach through guantitative
market data analysis. As | mentioned earlier, the best defense for events like this is having a plan, without
it—we become victims of circumstance and fall into the trap of emotional investing. Our approach allows
us to rise above the bias and be confident for the long run.

As we reflect on these recent events and continue to navigate the headwinds of market volatility, we can
look to the past to draw inspiration and move forward, for the only thing we have to fear is fear itself
(Franklin Delano Roosevelt).

MCF Insight:

e Coronavirus Market Impacts and Future Outlook
e Five Things to Remember with Your 401(k) in Volatile Markets

Behavioral Finance Resources:

e behavioraleconomics.com

e BehavioralFinance.com

If you enjoyed this article and have any questions please contact us directly at 949.472.4579, and feel
free to forward this article and our contact information to anyone who might be interested.
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DISCLOSURES
Securities and Investment Advisory Services offered through Cutter & Company, Inc.
15415 Clayton Rd. | Ballwin, MO 63011 | Direct: 636 537 8770 | Toll Free: 1 800 536 8770 | Member FINRA, SIPC.

Securities-execution and brokerage-clearance services offered through First Clearing, a trade name used by Wells Fargo Clearing Services, LLC,
Member SIPC, a registered broker-dealer and non-bank affiliate of Wells Fargo & Company.

DISCLAIMERS

The opinions expressed here reflect the judgement of the author(s) as of this date and are subject to change without notice. Information
presented here is for informational purposes only and does not intend to make an offer, solicitation, or recommendation for the sale or purchase
of any product, security, or investment strategy. Investments involve risk and unless otherwise stated, are not guaranteed. Be sure to first consult
with a qualified financial adviser and/or tax professional before implementing any strategy discussed here. The information being provided is
strictly as a courtesy. When you link to any of the web sites provided here, you are leaving this file. We make no representation as to the
completeness or accuracy of information provided at these web sites.

The broker-dealer agent or investment adviser representative may only transact business in the State if registered in the State or if exempted or
excluded from registration. Follow ups or individualized responses to persons in the State by the broker-dealer agent or investment adviser
representative that involve either effecting or attempting to effect transactions in securities, or the rendering of personalized investment advice

for compensation, will not be made absent compliance with State registration requirements or an applicable exemption or exclusion.

MCF Capital Management, LLC does not provide tax advice. Please consult with a tax advisor regarding your specific circumstance.
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