Investing Essentials:

The psychology of investing.

Are you emotionally invested?

Pioneers in the study of behavioural finance have identified biases that can contribute to investors’
unpredictable and often detrimental financial decision-making behaviour. Emotions like fear, greed,
anxiety, and overconfidence can drive even the savviest of investors to make emotionally-driven
investment decisions. Let’s examine how common emotional biases can unconsciously sway our
investment decisions, and what we can do to manage their influence.

1. Regret Aversion

Popularly referred to as the Fear of Missing Out (FOMO),
regret aversion creeps up in our everyday lives in all sorts
of ways — like impulse buying a trendy item or attending
a social event simply to feel included. Similarly, investors
can also experience FOMO, which can tempt them into
purchasing investments even if they don’t align with
their risk tolerance. For example, media buzz and word-
of-mouth enticed many to invest in cryptocurrencies, in
fear of missing out on its promise of “limitless” upside
potential. Unfortunately, many ended up experiencing
uncomfortable levels of loss and selling at record lows
due to their inability to withstand the risk involved.

What can you do?

+ Tune out market noise.
Don’t let news headlines or media hype steer you off
course. These sources can often be sensationalized,
misleading or even outright false, so avoid giving them
the power to trigger “in the moment” buying and selling.

- Play the long game and stick to the plan.
Stay focused on the big picture with a well-defined
investment plan that thoughtfully aligns your financial
needs and emotional needs.
€@ 2. Familiarity Bias
In investing, familiarity bias is the tendency to gravitate
towards assets you're well-acquainted with, typically
because of the sense of comfort they bring compared to
discomfort with the unknown. This can include investing
in stocks, bonds, and other investments you already own
or investments that are discussed favourably in the news.

It can also include only investing in companies and securities

in the country you live in, called home country bias.

Familiarity bias can lead to holding a concentrated
portfolio in a smaller set of assets that you’re familiar

with, limiting diversification and forgoing investment

opportunities that other asset classes and global securities
can provide (see Figure 1).

What can you do?

- Don’t put all your eggs in one basket.
Diversifying your investments across asset classes,
sectors, and geographies can help you reach your
financial goals quicker, while simultaneously reducing risk
and helping mitigate losses in times of market volatility.

« Seek financial advice.
A financial advisor can offer an objective viewpoint,
helping you make balanced investment decisions. Your
advisor can discuss a broad range of investment options
that incorporate the principles of asset allocation and
diversification for a well-constructed portfolio that
minimizes concentration risk.

Figure 1: Aworld of opportunity
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Source: Morningstar. Annual total returns in Canadian currency as of December 31, 2022. Assumes
reinvestment of all income and no transaction costs or taxes. Annual returns compounded monthly.
The information s for illustrative purposes only. It is not possible to invest directly in an index.



-@®- Did you know?

According to traditional economic theory, investors
employ all existing available information to make
rational and logical investment decisions. In contrast,
behavioural finance counters this notion by suggesting
that investors frequently behave irrationally and often
against their best interests. In other words, the former
looks at how investors should behave, while the latter
looks at how investors actually behave.

@)= 3. Disposition Bias

Disposition bias refers to the tendency to sell profitable
investments too early and hold on to poor performers for
too long. Investors generally feel a financial loss about 2.5
times stronger than a gain of the same magnitude* Simply
put, we're hard wired to avoid losses. In reality, market
downturns are a normal and healthy part of a regular
business cycle. For some, the ups and downs of the market
can make investing feel like an emotional rollercoaster (see
Figure 2). Whether it’s the thrill of a big win or the pain of a
significant loss, our emotions can often trigger investment
decisions that work against our long-term goals.

Figure 2: Cycle of market emotions
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Source: Darst, David M. (Morgan Stanley and Companies, Inc.). The Art of Asset Allocation, 2003.

What can you do?

- Don’t watch markets daily.
This encourages noise trading — buying or selling without
analysis. A well-designed financial plan can help you
look past everyday stock market fluctuations and focus
on the long term.
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« Focus on the positive.
View market downturns as an opportunity to
purchase investments at a discount. Investing
automatically with a Pre-Authorized Contribution (PAC)
can help you do so, through dollar-cost averaging.

4. Anchoring Bias

Anchoring bias is the tendency to rely on the first piece of
information we get and use it as a reference point to base
future decisions, even if the information is irrelevant or
arbitrary. Anchoring may lead investors to hold a security
that may no longer have the same value as it once did solely
based off prior information, such as the original purchase
price, which may no longer be accurate or relevant. On

the contrary, it can also mean missing out on investment
opportunities based off old news headlines.

What can you do?

 Leverage the professionals.
Mutual funds and portfolio solutions are managed by
professional portfolio managers who handle investment
decisions for you, based off objective market research,
company fundamentals, the market environment, and
other relevant factors.

Be mindful of your emotions

Do your best to keep these emotional biases at bay
the next time you’re considering a new investment
opportunity. Reflect and ask yourself: is your
decision-making driven by emotion, or rooted in
investing fundamentals based off your long-term
investment plan?

“ Don’t have a tailored financial plan?

A Scotiabank advisor can build a personalized financial
plan that’s aligned with your specific needs and helps
take the emotion out of investing. Get started by
booking an appointment today.

2 *Source: Daniel Kahneman and Amos Tversky, “Prospect Theory: An Analysis of Decision Making Under Risk,” Econometrica, 1979.


https://www.scotiafunds.com/en/home/resources/5-timeless-tips-on-managing-market-ups-and-downs.html
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https://www.scotiafunds.com/en/home/mutual-funds.html
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https://hello.scotiabank.com/book/customer-flag
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Behavioural Finance 101

In addition to those covered in this article, here are a number of other psychological biases
that can influence investment decisions:

Term Description

A tendency to categorize funds into separate mental accounts based on subjective criteria
Mental like source of money or intended purpose of funds. Rigid mental accounting rules can lead to
accounting poorly informed financial decisions (e.g., overspending on entertainment and missing out on an
investment opportunity) and financially ineffective investment decisions.

Overconfidence Individuals overestimate their ability to predict future market trends and thus undertake
bias excessively risky or speculative investment decisions.

Prospect theory is based on the analogy “losses hit us greater than gains”, popularly referred
as Loss Aversion. When choosing among several alternatives, people tend to choose to avoid

A losses in pursuit of a perceived win, because the pain of losing outweighs the satisfaction of an
equivalent gain.

Confirmation The tendency to pay close attention to information that confirms one’s belief while overlooking

bias information that doesn’t.

A cognitive bias where individuals rely heavily on easily available or recent information to make
Availability bias judgments (in this case, about investments) leading to overreaction to short-term market events
while overlooking long-term prospects.

Cognitive dissonance is the mental discomfort caused from two or more conflicting beliefs,

CPgnltlve or when the information presented does not coincide with one’s existing beliefs. For example,
dissonance . . . . L . ) o
when an investor believes an investment is promising, but rational analysis shows it isn’t so.
. Contagion, also known as herd mentality, is where investors tend to rely on actions and
Contagion

decisions of a larger group as opposed to undertaking decisions based on research and analysis.

An investor’s tendency to prefer investments with zero or very low risk even though the
expected return is lower than other investments. Long term, zero-risk bias can cause investors
to fall short of their long-term financial goals, and be subject to other risks they hadn’t
previously considered, like inflation risk and longevity risk, to name a few.

Zero-risk bias
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