Recognizing a mind divided
How to make and keep financial plans on track
Why is it so easy to know your own mind when it comes to sports teams and pop stars, yet it can seem almost
painful when you have to make decisions about financial goals and the best options for achieving them?
The reason may actually be rather simple: We come by this aversion naturally. Essentially, we are all of two
minds when it comes to how we process information.1
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What are behavioral biases?
These are instinctive, cognitive and emotional shortcuts.
When left unchallenged, they can undermine decision-making.2

What does this have to do with
our finances and investing?
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Recency bias
For instance, consider recency, a bias that leads to projecting the recent past out into the future.
An example of this can be found in the housing bubble that burst in 2008. At the time, many
homeowners had become convinced that their home’s price could only go up, because that is what it
had been doing for a number of years. This led quite a few homeowners to leverage their home equity
to pay for a more expensive lifestyle than could comfortably be afforded through household income
alone. When home prices declined, many homeowners faced increasing financial problems, unable to
afford their higher home loan payments and the upkeep on their new lifestyles.
Ambiguity (uncertainty) bias
Another common bias involves ambiguity, or uncertainty about financial decisions. For example,
after a significant market decline, many investors panic over stock market volatility and sell most or all
of their stocks and invest in bonds. Stocks and bonds, however, are not “opposites”; they can move in
the same direction. Choosing one over the other can potentially impair long-term investing goals.
Loss aversion bias
Then there is the aversion to potential loss, a universal bias with major financial implications. No one
likes to lose, especially money. In fact, studies have found that the pain of loss is far more intense
than the pleasure we feel from a gain.3 Due to this aversion for loss, some people will cling to
investments long after they should be sold to avoid the pain of disappointing results.

The field of behavioral finance delves deeply into these biases and their impact on decision-making. It relies heavily on the collected works of
Daniel Kahneman and Amos Tversky, widely regarded as the “founding fathers” of the behavioral finance field among others.
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The role emotional experience plays

How to counteract biases
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permanent loss of their savings. People with greater
market experience and those more likely to focus on the
potential for gain in spite of risk, tended to hold instead

While psychologists have identified many
biases, here are a few more that commonly
impact financial decisions:
• Hindsight: We tend to remember the past as
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• Framing: This occurs when the same information

of sell. These individuals rode through the volatility and
ultimately came out of the crisis with their investments
and financial plans still intact.5
While we can’t change our immediate emotional
responses, we can be more aware of how they’re
triggered and how they can impact our decisions. By
increasing our understanding of which biases we are
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• Anchoring: When making decisions, we have a
tendency to use one piece of information as an
“anchor,” which influences how we view the rest
of the information we have.

It’s this belief that has caused some leading financial
companies to create financial personality assessments.
Companies increasingly use assessment tools to assist
individuals and their advisors in understanding which
biases may be most problematic, given each individual’s
emotional traits. Over time, this helps advisors and
clients have more insightful, targeted discussions that
may improve investors’ overall comfort level and
ability to make more rational and less emotional
decisions about their financial plans.
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An advisor’s role
When it comes to our mental world — especially when
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information and think things through more carefully.

Work with your financial advisor to learn more about how to keep
behavioral biases from impacting your investing decision making.

This material is not a recommendation to buy, sell, hold or roll over any asset, adopt an investment strategy, retain a specific investment manager or use
a particular account type. It does not take into account the specific investment objectives, tax and financial condition or particular needs of any specific
person. Investors should work with their financial professional to discuss their specific situation.

Investing involves market risk, including risk of loss of principal. Investment professionals and their clients should
consider a client’s investment objectives and needs, including cash flow and liquidity needs, and overall risk tolerance
before investing in any product.
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