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Introduction
One of the hardest aspects of sharemarket investing for both newcomers and 
experienced hands, is grappling with their own psychology. Newbies almost always 
underestimate it, or they neglect it altogether. investing in the sharemarket, they 
think, is all about facts and figures.

That’s understandable when most people’s impressions about the market come from 
daunting, figure-laden columns in the newspaper or fast-changing screens of numbers 
on the news. And while there’s no denying new investors have a lot to learn about the 
sharemarket’s numerical ins and outs, they typically have an equivalent amount of learning 
to do about what goes on inside their own heads. 

Older hands have their own peculiar challenges in investing psychology, which we’ll 
explore in two case studies at the end of this report. But let’s not get ahead of ourselves.

After recently interviewing author and psychologist Dan Ariely (this podcast is available 
on our website), we were reflecting on the importance of psychology for investors. It’s a 
crucial topic we’ve written about over the years and occasionally incorporate into our stock-
specific research, a rarity in the world of finance where many people pretend emotions 
don’t matter.

As a result, we created this report which brings together 10 important pieces on the 
topic, presented in a very specific order. The first five articles explore the psychological 
biases and traps that investors are susceptible to. The next three pieces offer practical steps 
for protecting yourself from these potentially costly issues.

The final two articles are case studies—real-life examples of articles from Intelligent 
Investor where we’ve made stock recommendations incorporating key aspects of investing 
psychology. The first of these, Suncorp, is interesting from an historical perspective. The 
second, aristocrat leisure, is a current (as at Feb 2012) positive recommendation—which 
makes reading it not just educational but potentially very profitable.

Hopefully, after having read this report, you’ll have a deeper understanding of the 
psychological pitfalls we all face when our often capricious emotions collide with that 
unpredictable beast, the sharemarket.

If, like many of our analysts, you find that this subject matter piques your interest, you’ll 
find a list of books for extra reading on page 18. Some are directly related to investing, 
others more tangentially.

So lie back on the analytical couch and prepare to take a journey deep into the murky 
world of investing psychology.

 Hopefully, after having read 
this report, you’ll have a deeper 
understanding of the psychological 
pitfalls we all face when our often 
capricious emotions collide with 
that unpredictable beast, the 
sharemarket.
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The 5 ways your brain isn’t  
wired to successfully invest

even if you know everything about valuing companies, it won’t be any use unless 
you can act with cool rationality rather than a hot head.

There’s an old Japanese tale about a young archer who shows off to an old master. 
With his first arrow he scores a distant bullseye. With his second arrow, he splits the first. 
The master is unimpressed and leads the young man up a mountain. Near the top there’s 
a deep chasm, crossed by a derelict bridge. 

The old man steps onto the shaky bridge, picks out a nearby tree and hits it squarely. 
But the young pretender can’t muster the courage to step onto the bridge, let alone shoot 
an arrow. 

‘You have great skill with your bow,’ said the old master, ‘but little control of your mind.’
So it is with investing. You can know everything about valuing companies, but it’ll come 

to nothing if you can’t rationally apply that knowledge when the heat is on. 
Value investing is based on the premise that other investors don’t always act rationally, 

but to take advantage we obviously need to act rationally ourselves. That’s much harder 
than it sounds.

Human behaviour is directed by a combination of evolutionary hardwiring and 
developmental programming. You can see evidence of that in everything we do. The 
trouble is that stockmarket investing hasn’t really been a survival factor throughout human 
evolution, so we haven’t developed behaviours appropriate to it.

Instead, we tend to co-opt a range of other behavioural responses picked up in more 
important pursuits. Often—too often—they’re completely inappropriate.

The terrible twins of fear and greed, for example, were no doubt a great help to a 
caveman trying to balance the dangers of mammoth-hunting with the sustenance provided 
by a juicy mammoth steak. Sadly, they won’t help you assess the sustainability of Telstra’s 
cash flows.

The herding instinct may have kept wild animals at bay, but to find value in the 
stockmarket you have to go against the crowd.

Overconfidence is another problem. It’s said that 70% of people think they’re better 
than average drivers; no doubt investors are similarly confident. But overconfidence will 
lead to rash decisions and frequent, pointless (and expensive) trading.

Another mistake is to ‘frame’ your perceptions of the world in light of your own limited 
experience (the ‘I got bad service, so Woolworths is bad at service’ line of reasoning). We’ll 
discuss this further in The real point in your point of view (see page 4 if you can’t wait). 

Associated with this is ‘recency bias’ whereby people give undue weight to recent 
experience (you’ll read more about this in Case Study: Aristocrat Leisure, beginning on 
page 16).

These traps can be devastating to your returns. But perhaps the most pernicious of all 
psychological influences on investing is a phenomenon known as ‘intermittent reinforcement’, 
made famous by the behavioural psychologist Burrhus Frederic Skinner.

Building on the work of Ivan Pavlov (who, you might remember, got his dogs to drool 
at the ringing of a bell), Skinner found that rats placed in one of his experimental boxes 
would press a lever more often if they were given a food pellet each time they did so. 
What was particularly surprising, though, was that if the food pellets were only released 
some of the time, the rats went into lever-pressing overdrive and found the behaviour 
much harder to give up.

You can see a powerful human application of this in the sprawling gaming empires 
of Las Vegas or Australia’s pokie-packed clubs. Poker machine manufacturer aristocrat 
leisure spends tens of millions of dollars each year on ‘research and development’, trying 
to find more effective ways to trigger this effect in gamblers’ minds.

If on every spin, poker machine players predictably got back only 96% of their bet  
(a typical payout ratio)—collecting 96 cents for every dollar wagered—how long do you 
think they’d keep playing for?

It’s the intermittent reinforcement of unpredictable wins scattered among many losses 
that makes poker machines so addictive. And this phenomenon also rears its head in the 
stockmarket.

5 InVestIng psyChology bIases

Fear and greed

Overconfidence

Framing

Recency bias

Intermittent reinforcement

 The herding instinct may have 
kept wild animals at bay, but to find 
value in the stockmarket you have 
to go against the crowd.
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There’s nothing like buying a stock that quickly doubles or more, especially as it happens 
only rarely. But rather than accept it as a slice of good fortune, the temptation is to try to 
repeat the factors that were present in the hope of making it happen again. This is how 
all sorts of dubious ‘investing strategies’ take root, not to mention stockmarket bubbles.

Losing large amounts of money is difficult enough, but harbouring a desire to be proved 
right, to greater or lesser degrees, compounds the difficulty of actually getting it right. So 
when the story on a stock you’ve bought changes for the worse and the price starts lurching 
downwards, it can be all too easy to start twisting the story to justify your initial rationale.

This is especially problematic for value investors. Value investing’s success rests on 
taking a contrary position, effectively saying ‘I’m right and the market’s wrong’. So, as the 
price falls, it’s easy to say ‘I’m still right and the market’s more wrong’. Often, this is correct, 
which is why’s it’s so hard to spot when it isn’t.

These problems aren’t just a product of human nature, they’re endemic to it. So it’s 
impossible to eradicate them completely, as even the best of investors will tell you. Warren 
Buffett regularly examines his errors in his famous annual letters and recently the Australian 
Financial Review reported that billionaire investor, Kerr Neilson, was currently castigating 
himself for making ‘silly mistakes’. 

This is heartening on two fronts. Firstly, when making investing mistakes, it’s reassuring 
to know you’re in good company and that to err is human. Secondly, it means we’ll always 
have an irrational stockmarket in which to invest, which is the source of the opportunities. But 
it’s a relative game; to be successful you’ll need to control your instincts more successfully 
than most.

Understanding the dangers goes a long way towards lessening their impact. But there 
are also a few techniques you can use to keep yourself honest. You can try writing down 
what you expect from a stock when you buy it, or having a list of red flags that will trigger 
a thorough reappraisal. 

That said, by far and away the best protection you can give yourself is a big fat margin 
of safety in what you pay for a stock in the first place; buying something for less than it’s 
worth is the value investor’s first and best line of defence.

This article first appeared in issue 205, titled Standing firm in a wobbly stockmarket and has becen 
updated where necessary.

The real point in your point of view

in Nov 2006, before the company’s annual meeting, two Wesfarmers shareholders 
bumped into each other. This is their story.

Meet Jack. He bought Wesfarmers stock in Mar 2005 at $41 per share. By the time 
the 2006 annual meeting rolled around, he was down 16% on his 20-month investment 
and, even including dividends, he’d still gone backwards.

Meanwhile, his BhP Billiton shares, purchased for $19 on the very same day, had 
soared by 49%, excluding dividends. Jack’s conclusion was that Wesfarmers was a dog. 
He was of a mind to give the board a bloody good serve.

Carol was in a gentler mood. She put $10,000 in the same two stocks back in 1985. 
At the 2006 Wesfarmers meeting, her investment in that company was worth almost 
$500,000 while her BHP holding had a market price of about $190,000. And Wesfarmers 
had trounced BHP in the dividend stakes, too. For that identical initial investment, Carol 
received $30,745 in dividends from Wesfarmers in 2006, compared to a lowly $3,216 
from BHP Billiton. 

She told Jack that the business facts clearly pointed to BHP Billiton as the laggard and 
that, as she did the previous year, she intended to compliment the Wesfarmers board on 
its steady, sensible approach to business and marvellous record of creating shareholder 
wealth over the long term.

So who was right? (Remember, their decision was based on the facts up until 2006. 
Jack and Carol know nothing of future years because they haven’t yet happened.)

An analysis of Jack and Carol’s respective positions reveals a few universal truths pertinent 
to successful investing. You see, both Jack and Carol believed they were being totally 
rational. But how can the board deserve both Jack’s angry blast and Carol’s pat on the back?

 The best protection you can 
give yourself is a big fat margin of 
safety in what you pay for a stock 
in the first place; buying something 
for less than it’s worth is the value 
investor’s first and best line of 
defence.

Key poInts

Natural bias–’What am I missing?’

Invite contrary opinion—seek out alternative options.

‘Coloured glasses taint everyone’s view of the world’ 
(and) ‘it is hard to recognise that we are wearing 
glasses at all.’
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Traders would have some sympathy for Jack’s view. From a long-term value investor’s 
perspective, Carol’s position was more tenable; Jack’s 20-month holding period was 
insufficient from which to judge the business’s results.

As Ben Graham said, ‘In the short run the market is a voting machine, but in the long 
run it is a weighing machine.’ And in any case, Jack’s focus on the share price goes against 
our discussion in Learn to be a better investor (issue 210/Oct 6), which showed it to be 
an inadequate measure for investors trying to improve their skills over the long haul.

The key phrase in the previous paragraph is not Ben Graham’s quote or Jack’s ‘focus 
on the share price’—it’s the ‘point of view’. Academics have a word for it: Epistemology. It’s 
an area of philosophy that asks questions like, ‘what is knowledge? ’, ‘how is it acquired? ’ 
and ‘how do we know what we know?’.

Your amiable but philosophically naïve analysts won’t even attempt to answer those 
questions—there is no ‘answer’ after all. But we will quote the acclaimed diarist and novelist 
Anaïs Nin, who put it well; ‘we don’t see things as they are, we see them as we are’.

An understanding of epistemology tells us that what we believe to be facts may only be 
our subjective interpretation of reality. Put another way, we need to recognise the colour 
of the glasses through which we view the world and how this affects what we believe 
we’re seeing.

As long term value investors we’re inclined to say that Carol’s view was ‘right’, while day 
traders or shorter term investors would be more inclined to share Jack’s frustration. But 
neither view is necessarily correct. The nature, or point of view, of a person interpreting a 
situation will determine the facts as they see them.

That’s the first key point. Your spouse’s interpretation of your well-worn clothes might 
be that you should model for St Vinnies. Your interpretation may be that these well-loved 
items look just as stylish as when they were purchased back in 1985.

So how should we counter this natural bias?
First, we should not succumb to hubris. We should constantly ask; what am I missing? 

Are there alternative explanations for what I’m seeing? What is my reality?
Charlie Munger, Warren Buffett’s business partner, has great advice for addressing this 

issue. He quotes German mathematician Carl Jacobi: ‘Invert, always invert’. If you were 
trying to prove the proposition that ‘all swans are white’, it would be more important to 
look for black swans than to continue counting white ones. It’s a good example of inversion 
and a great check on the quality of your thinking.

The second element is to invite contrary opinion. All of the analysts at Intelligent Investor 
are grounded in the value investing approach, but they sometimes hold very different 
opinions. This is to be encouraged but, on occasion, we’ve fallen foul of the problems of what 
one might call intellectual homogeneity. When taking decisions, it is important to welcome 
and actively encourage different views because they help to counter our natural biases.

The one thing we so dearly want to believe—and that we believe to be fact—is most 
often our undoing. Speculators in resource stocks would rather not contemplate the end 
of the mining boom. And those heavily invested in Australian banks often turn a blind eye 
to the statistics which indicate Australia has one of the few remaining property bubbles in 
the developed world. It’s just as Anaïs Nin said.

The antidote, such as it is, is to keep looking for black swans. Seek out alternative 
opinions, challenge your own views. Be circumspect about the opinions of others, including 
those expressed in Intelligent Investor. Be aware that those presenting information have 
first processed it using their own filters, derived from interests and backgrounds that may 
be very different from your own.

This is a more subtle impact of epistemology on investors but equally important.
Coloured glasses taint everyone’s view of the world. And crowd psychology means it is 

hard to recognise that we are wearing glasses at all. Mixed with the conflicted interests of 
those who push share prices around every day, it can lead to nasty financial surprises for 
some and opportunities for others. In which group would you prefer to reside?

This article first appeared in issue 212, titled How real is your reality? and has been updated 
 where necessary. 

 Invert, always invert.

Charlie Munger.
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How anchoring sets you adrift

if you bought a stock at $30 and sold simply because it fell to $20, you’re a victim 
of anchoring. here’s how you can overcome it.

Other than an unfortunate tendency to buy dud investments, sharemarket investors 
and boat-owners, you might be surprised to learn, have something in common. Over time, 
each becomes accustomed to anchoring.

For the boat-owners, anchoring is something to be mastered (the rest of us might find 
The Complete Book of Anchoring and Mooring a cure for insomnia). But for the investor, 
anchoring is a common psychological bias that can bring us undone.

Anchoring is discussed at length by renowned author and professor of psychology and 
behavioural economics, Dan Ariely, in the special podcast interview that accompanies this 
compendium.

Simply put, anchoring is the tendency to focus on irrelevant information when making 
a decision (we ‘anchor’, or attach ourselves, to it). We then incorporate this information 
on a conscious or subconscious level, but usually incorrectly, into our decision making. 

Let’s consider an example from our Ask the Experts forum. It went something like this:
 ‘I bought Macquarie Group at $35 a share and am sitting on a loss of $15,000. 

Should I sell? ’
Can you see how such questions stem from anchoring; the questioner is attached 

(anchored) to the price they paid for the stock. It might sound surprising, but the price you 
paid is always irrelevant to any decision to sell it (we’ll get to what you should focus on 
shortly).We anchor to the price we pay for stocks because it has relevance to us. Over time, 
your investment results will depend on the prices you buy and sell at. Crucially, though, 
these prices are irrelevant to the individual decision to sell. How so?

James Montier, in his door-stopping tome Behavioural Investing, explains anchoring 
thus: ‘When faced with uncertainty, we have a tendency to grab on to the irrelevant 
as a crutch. The incorporation of the irrelevant often happens without any conscious 
acknowledgement at all’.

Montier makes two points worth exploring. First, we often don’t realise we’re doing it. 
Second, anchoring occurs because investing is an inherently uncertain and complex activity. 

Human beings are attracted to certainty and precision. We therefore become fixated 
on numbers like purchase prices, price-to-earnings ratios (PERs), profit forecasts, or oh-so-
precise discounted cashflow valuations. These numbers help paint a picture. But placing 
emphasis on too few of them over-simplifies the situation.

It’s an insidious bias we must work to overcome. Our recommendation guides, provided 
at the end of each piece of stock analysis, are perfectly formed to encourage anchoring (that’s 
not their purpose, of course). Company valuations are imprecise and pliable so, as analysts, 
we must be alert to evidence suggesting the published numbers in our recommendation 
guides should be adjusted one way or the other.

What should you focus on? The simple answer is the company’s value. Value investors 
carefully analyse businesses. This analysis helps us to develop a valuation range rather 
than just one number (it’s better to be vaguely right, than precisely wrong), which we then 
compare to the stock price. Over time, we update this range with new information that 
comes to light (trying to avoid anchoring to our initial valuation).

Returning to our earlier Macquarie Group example may help clarify the point. Put 
yourself in the shoes of someone who bought the stock at $35 (as of 10 Feb 2012, it’s 
priced at about $25). If you’re unsure whether to buy or sell, what should you focus on?

Table 2 shows three scenarios. Only the valuation range is different in each. What 
action you might take depends on comparing two variables—the current price and the 
valuation range.

table 1: examples oF anChorIng

‘I’ll just wait until it gets back to $1.20, then I’ll sell.’

‘The stock “owes me” $1.20.’

‘The stock has doubled, so it is too expensive to buy’ 
(RHG was a good example of this when it was 20 
cents).

‘It’s down 60% from its high, so it must be cheap.’

‘My broker says the stock is worth $3.45 and it’s 
trading at $2.20, so it’s a bargain.’

 What should you focus on?  
The simple answer is the  
company’s value.
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table 2 : maCquarIe group–buy or sell?
 sCenarIo 1 sCenarIo 2 sCenarIo 3 releVant to deCIsIon?

Current prICe $25 $25 $25 Yes

ValuatIon prICe $10–$20 $25–35 $45–$55 Yes

purChase prICe $35 $35 $35 No

deCIsIon Sell Hold Buy more* 

* Dependent on portfolio weighting

In scenario 1, the share price is well above the valuation range. In this case, it makes 
sense to sell the stock, whatever you paid. If you anchor on your purchase price instead 
of the valuation, you are effectively ignoring the fact that you own an overpriced stock.  
In Scenario 2, the stock is trading in the middle of your valuation range, so it is  
effectively a ‘Hold’.

Scenario 3 reflects what you, as a value investor, are attempting to do regularly. Here, 
you correctly bought the stock at $35, well under its valuation range of $45–$55. If the 
valuation remains unchanged, the decline in the stock to $25 shouldn’t worry you. Indeed, 
your margin of safety has increased, so you should consider buying more.

Of course, determining a company’s intrinsic value is the difficult bit. But ignoring it in 
favour of something irrelevant—like your purchase price—is a mistake. Effort spent worrying 
about price movements is better spent developing your analytical toolkit (which is exactly 
what you’re doing right now).

Next time you catch yourself focusing on your purchase price—or the loss it implies—take 
time to reassess the company’s valuation. If it remains unchanged, take comfort from your 
analysis. While anchoring might keep the boat enthusiast’s pride and joy firmly in place, it 
can do untold damage to your portfolio.

This article first appeared in issue 311 and has been updated where necessary.

Evolutionary investing— 
a caterpillar’s view

deep in our evolutionary hard-wiring there’s a short circuit. it causes us to risk 
losing money once we start worrying about not making it.

Most investors spend too much time worrying about missed opportunities. Without 
doubt, a process of reflection is important, but more attention should be focused on 
mistaken purchases rather than regretful non-purchases. 

Mistakes are costly facts. Missed opportunities are winners you’ve selected after the 
fact, arbitrarily pulled from a pool of potential investments including many more also-rans 
and disasters than winners.

There might be a useful analogy in an enjoyable polemic from the late 1990s called 
Unweaving the Rainbow, by evolutionary biologist, science writer and provocateur Richard 
Dawkins. He considers the strategies available to an animal with a high metabolism, such 
as a small bird, which needs to find food ‘alarmingly often in order to stay alive’.

Dawkins asks us to imagine such a bird ‘cruising around a wood, looking for prey. It is 
surrounded by twigs, a very few of which might be edible (well camouflaged) caterpillars.’ 
The bird could successfully distinguish between twigs and caterpillars ‘if it approached 
the twig really close and subjected it to a minute, concentrated examination in good light.’

Trouble is, Dawkins says, the bird cannot scan each twig with the ‘equivalent of a 
magnifying glass’ or else it would starve before locating its first caterpillar. ‘Efficient searching 
demands a faster, more cursory and rapid scanning’ even though this process inevitably 
means missing many caterpillars. The bird has to find the right balance: ‘Too cursory and 
it will never find anything. Too detailed and it will detect every caterpillar it looks at, but it 
will look at too few, and starve.’

The parallel is obvious: Optimal investment returns come from a strategy that leaves 
plenty of tasty opportunities untouched. There’s just no point fretting over missed caterpillars 
or stockmarket opportunities.

horse sense

‘Charlie is a big fan of doing things on a big 
scale. But when I bought something at X 
and it went up to X and 1/8th, I sometimes 
stopped buying, perhaps hoping it would 
come back down. We’ve missed billions when 
I’ve gotten anchored.’ 
—Warren Buffett at the 2004 Berkshire 
Hathaway annual meeting.

 Optimal investment returns 
come from a strategy that leaves 
plenty of tasty opportunities 
untouched. There’s just no point 
fretting over missed caterpillars or 
stockmarket opportunities.

Richard Dawkins.
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A few pages later, Dawkins explains that the ‘parts of our brains responsible for doing 
intuitive statistics are still back in the stone age’.

Apparently, in most situations humans display a tendency towards making more false 
positive errors (also called ‘type 1’ errors, which would include buying a stock that turns 
out to be a dud) than false negative errors (such ‘type 2’ errors would include missing 
a good opportunity). When hindsight bias causes us to regret the latter form of error, it 
further encourages more of the former type that we’re already predisposed to. In other 
words, fear of missing out on the next Silver lake Resources may lead an investor towards 
the next St Barbara. 

Unweaving the Rainbow explains Dawkins’ theory for why humans have evolved this 
way. But for us, the key lesson is that successful investors have inevitably found a way to 
recalibrate this bias. They are, almost to a rule, more concerned with avoiding mistakes 
than they are with grasping every opportunity that comes their way.

Some investors even actively embrace false negative errors (missed opportunities), 
finding it the most effective way to reduce false positive ones (poor purchases). For example, 
we don’t at all regret missing the run up in BlueScope Steel’s share price from a few bucks 
to more than $10 last decade, not because we dislike making money but because we felt 
it could too easily have gone the other way (as it has in more recent years).

Results are driven by what you actually do, rather than what you don’t do. If you’re 
only interested in the biggest, juiciest, most certain caterpillars, then missing others isn’t 
a cause for concern. So don’t unduly stress over missed opportunities, just go out and try 
to spot more. But then take a much closer look before you bite.

This article first appeared in issue 280, titled Evolutionary investing and has been updated  
where necessary.

The crowd will make you poor

a bargain-priced stock can be many things but popular isn’t one of them. To take 
advantage of cheap prices, you need to ring-fence your herd instinct.

Eventually, through patience, experience, expense and consideration, all investors 
establish their own path; one appropriate to their own psychology and means.

Momentum investors buy what’s going up, theorising that things that rise tend to keep 
rising. Growth investors peer into the future to focus on stocks they believe will enjoy rapid 
earnings growth; so rapid in fact that they aren’t bothered much about the price they pay for 
the stock. Day traders believe … well, who knows what they believe, but clearly something 
keeps them glued to their screens.

The true north for value investors is, of course, value. We want to buy a dollar’s worth 
of intrinsic value for less than a dollar, preferably far less. And the bigger the difference, the 
better the protection against the unexpected. That’s easy enough, isn’t it?

Once you’ve got an estimate of a stock’s intrinsic value, you’re at the ‘not easy’ part; 
mastering your own emotions to take advantage of your new-found knowledge.

Our psychology, hardwired into us over millennia, can hold us back from taking decisions 
that are in our own best interests. At other times it can fling us off a cliff as if we were 
lemmings. 

We’re talking of course of group psychology and the herd instinct.
As long as we’re surrounded by others taking actions similar to our own, we feel safer, 

even if it means we’re about to plunge to our deaths. This is what makes value investing 
so difficult; it demands you dispense with the herd instinct and follow facts rather than 
others. That’s not something that comes easily to any of us.

A year ago, we received the following query from one of our members:

You have been a strong advocate of Spark [infrastructure] (Ski). However, its price 
has remained stubbornly low and it has more sell/hold recommendations on it than buys 
from the broking houses. How do I reconcile your view with what the market seems to be 
saying about this stock?

That’s an understandable question. Seeking multiple opinions on an issue is, generally, 

 Our psychology, hardwired 
into us over millennia, can hold us 
back from taking decisions that are 
in our own best interests. At other 
times it can fling us off a cliff as if 
we were lemmings.
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a wise thing to do. Cautious, intelligent people seek a second opinion from a doctor before 
surgery and participants cross-check their buddy’s gear before a scuba dive.

Yet the stockmarket is neither surgery nor scuba diving. It’s a competitive system; 
for everyone who outperforms the market, someone else underperforms it. Looking for 
validation of our own ideas in the opinions and actions of others is like asking the opposing 
coach for advice on how you can beat their team.

In the stockmarket, a true bargain can be many things; unknown, unloved, ignored, 
misunderstood, odd, decrepit, pitied and reviled. One thing it cannot be is popular. If it’s 
popular it cannot be cheap.

What, then, does a bargain look like?
Perhaps you can now see how the herd instinct adversely affects our ability to take 

advantage of cheap stock prices. Bargains only occur because others either flatly disagree 
with us or they simply aren’t paying attention. There has to be a level of misunderstanding 
to the point that other investors are willing sellers at a price you believe is a bargain and 
want to buy. It really cannot be any other way.

That’s why to be a successful value investor you must have the ability to embrace 
the unwanted and unloved. Cheap stocks are only available when sellers are everywhere 
and buyers are comparatively sparse. This is what makes a stock cheap in the first place.

If, after your research, you conclude a stock is underpriced, you should expect to find 
brokers and fund managers disagreeing with you. That might not mean you are right but 
it is in the natural order of the market for cheap stocks to be accompanied by negative or 
neutral general opinion.

Our best ever recommendations occurred at times when great numbers of investors, 
including brokers and fund managers, fundamentally disagreed with our views.

In the 2002/03 bear market, Sydney airport (then MAp Group) and Macquarie Group 
were both tarnished and unloved. Similar company-specific issues caused fear and loathing 
in aristocrat leisure in 2003, and cochlear and leighton holdings in 2004. All stocks 
were upgraded to a Buy.

In the 2008/09 rout, Flight centre, Sydney Airport (again), aRB corporation and 
RhG Group were similarly unloved and upgraded at a fraction of their current prices. The 
point of maximum market pessimism was also the point of maximum potential. Frequently, 
these are one and the same thing.

Of course, it matters greatly whether our (and your) analysis and conclusions are correct. 
Being at odds with the crowd doesn’t guarantee that you’re right. But neither does following 
the crowd. And the financial reward for being correct is higher, and the consequences of 
being wrong lower, when others disagree with you.

It’s said that value investors need to think independently. That’s true. But it would be 
more accurate to say they need to think, act and maintain patient resolve independently. 
Just because we have placed a buy on a stock does not mean everyone will suddenly 
wake up to the fact it is cheap. It can take years for value to be recognised by the market.

Back in early 2010 when Spark infrastructure was one of our top recommendations, 
it wasn’t exactly swamped by pessimism. It boasted 3 Buys, 2 Outperforms, 4 Holds and 
2 Underperforms from brokers and had incurred only a small amount of net institutional 
selling over the previous 12 months.

But neither was the market bullish on its prospects. For reasons that should by now 
be obvious, value investors need not have been concerned—and perhaps even been 
comforted—by this fact. Over the following 12 months or so, the stock managed a healthy 
gain in a falling market while also showering fat distributions on its owners.

For what it ’s worth, the one stock on which we currently have a Strong Buy 
recommendation (as at Feb 2012), QBe insurance, currently attracts one Buy, 1 Outperform, 
11 Holds, 1 Underperform and 1 Sell from brokers. That’s quite negative for a top 20 
stock. By comparison, Rio Tinto currently enjoys 8 Buys, 5 Outperforms and nothing 
more negative than that.

American investor, Leon Cooperman, once beautifully summed up the argument against 
following the crowd. He said that, ‘the market will do whatever it’s got to do to confound 
the largest group of investors.’

There’s great truth to that, which is why we feel more comfortable being in the minority. 
Value investing is simple to understand but it ain’t easy to do.

This article first appeared in issue 313, titled The crowd will not make you rich and has been updated 
where necessary.

 The market will do whatever 
it’s got to do to confound the largest 
group of investors.
American investor, Leon Cooperman

 That’s why to be a successful 
value investor you must have the 
ability to embrace the unwanted 
and unloved. Cheap stocks are 
only available when sellers are 
everywhere and buyers are 
comparatively sparse.
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Standing apart from the crowd  
will make you rich

if you’re not already convinced of the benefit of going against the crowd, this article 
offers further evidence plus some practical steps as to how you might go about it.

In the 1950s, Solomon Asch set the world of psychology alight with a series of 
experiments on ‘social conformity’.

Subjects were put in a classroom with a number of others (who were all ‘plants’ and in 
on the experiment) and asked to pass judgment on the relative lengths of lines displayed 
before them. The plants were directed to give incorrect answers on 12 out of a total of 18 
tests and, overall, subjects assented to the incorrect consensus 37% of the time compared 
to the 1% that was recorded with no peer pressure.

In 2005, a version of the Asch experiments was conducted on human subjects in an 
MRI scanner. When the subjects made a correct observation, the visual perception part of 
their brain was seen to fire. But when they followed the crowd with an incorrect observation, 
the social/emotional part of the brain fired rather than the decision-making part of the 
brain (the latter being what you’d expect for a barefaced lie). This suggests that the root 
of the crowd-following behaviour may lie in the subconscious.

The urge to fit in with the crowd is nothing new. We see it all the time, for example, 
in sheep, monkeys and teenagers. Grown-ups aren’t immune either. There are few places 
where they give themselves away more than the stockmarket.

In the context of human evolution, going along with the consensus has generally been 
a smart move. For one thing, the majority opinion—in terms of things like where the food 
is and when the tigers are likely to return—has a good chance of being right. For another, 
wandering alone in the time of the caveman probably wouldn’t leave you with much time 
to congratulate yourself on being right.

Some people pretend otherwise but the stockmarket is not a jungle. It’s a market 
that simply brings together buyers and sellers for the purpose of negotiating the transfer  
of securities.

As a result, people seduced into trading shares for reasons other than their underlying 
value will cause them to buy expensively and sell too cheaply. From where does the 
rationale for paying more for a stock than it’s worth originate? The crowd. In the stockmarket, 
being prepared to go against the crowd is a very good thing indeed. But the reason for it 
is precisely because it’s such a hard thing to do. Most fail at it.

Here’s what you need to do to ensure crowd psychology doesn’t seduce you: think 
independently.

How then do we ensure we’re thinking independently? By first recognising we probably 
aren’t. It’s difficult to remain aloof from the barrage of analysis, opinion and worthless 
verbiage spouted by stockmarket participants. 

Add to this the confidence of a recently-successful trade or the fear induced by a severe 
loss and it can become almost impossible to maintain a rational, independent point of 
view. This is the key perspective from which we approach almost every emotive decision 
in life. It’s just that in the stockmarket, it’s so much more obvious once you’ve labelled 
the behaviour.

It all starts innocently enough. A company, Flatters-2-Deceive Ltd, produces a series of 
good results and its stock rises, as it should if its underlying value has increased. 

After a while though, the price rise itself becomes the news and a ‘feedback loop’ sets 
in. It becomes accepted wisdom that Flatters-2-Deceive is ‘a quality company’. And when 
there’s the choice between saying something positive or negative about the stock, brokers 
and journalists tend towards the former because, after all, it’s a quality stock and they don’t 
want to look stupid. They’re herd animals just like you after all.

Once you’ve recognised that there might be a problem with following the crowd, the 
next step is to try to block out the noise the crowd makes. Successful investors tend to 
take some trouble to do this.

Warren Buffett is happy in Omaha, for example, and Platinum asset Management’s 
Kerr Neilson has given it as a reason for basing an international funds management business 
in Sydney, far from the world’s financial centres of New York, London and Tokyo.

The ‘feedback loop’ can work in the opposite direction, too. Take Flight centre a few 

Removing yourself from the crowd lets you think 
independently.
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years ago. There was (and is) a real threat to its business from online ticket sales and a 
few bad results raised the possibility that this was beginning to bite. Nerves set in and the 
price began to fall. Soon, people were fretting that bricks and mortar travel agents were 
on the verge of obsolescence.

Today, we don’t hear much about the threat of the internet to Flight Centre, despite the 
fact it hasn’t gone away. It’s just that with the price having quadrupled from its lows and 
the business’s performance back on track, the crowd has moved elsewhere.

We felt the market had overreacted and driven the price down too low, so we upgraded 
the stock on 2 Feb 2005 (Long Term Buy–$15.92) and again on 8 Jun 2005 (Buy–$14.50). 
The price then sank below $10 and we won’t pretend that some of us weren’t nervous. 

You can see evidence of that in Inside the collective mind (issue 174/Apr 05), which 
featured some of the internal debate on the stock. Gareth Brown, the analyst directly 
responsible for Flight Centre, stood independently of those colleagues with a more negative 
view, as well the market, and enjoyed a subsequent vindication.

Which leads us to another interesting point about the Asch experiments: Subjects 
conformed much less frequently to the incorrect consensus if they had an ‘ally’ (a ‘plant’ 
that had been instructed to give correct answers). 

So, on top of recognising the problem and trying to block out the noise, the third plank 
in your strategy should be to surround yourself with people you can rely on to give an 
independent opinion.

Discuss stocks with independent-minded friends and associates and, if you talk to a 
broker, find one that shows a healthy scepticism of the latest fads (they do exist, but can 
be hard to find). Intelligent Investor will also be a strong ally.

Finally, after giving it such a hard time, let’s all give a cheer for crowd behaviour. As one 
of the stockmarket’s major inefficiencies, it’s why bargains emerge in the first place. But if 
you’re to take advantage of them—rather than be taken advantage of by others—then you 
need to see the crowd coming and stand clear as it rolls over the cliff.

This article first appeared in issue 225, titled Don’t fall in with the sharemarket crowd and has been 
updated where necessary.

Behavioural finance  
and tarnished Platinum
Rogue traders and underperforming investors are linked by an area of research 
called behavioural finance. it has plenty to teach us.

The mind-boggling headlines tend to wash over us. In 2008, France’s Société Générale 
lost $4.9bn due to a rogue equity derivatives trader, while in 2004, NaB incurred $360m 
in losses due to delinquent currency option traders. Such events may seem a world away 
from our own portfolios but they stem from the same mistakes we make ourselves.

Behavioural finance researchers have shown we have a propensity to be risk averse 
when seeking gains but risk-seeking in terms of losses. Let’s look at a plain English example:

Faced with the opportunity of receiving a certain $500 or a 50/50 shot at either 
nothing or $1,000, most people go with the certain payoff. Yet the opposite occurs when 
they’re asked whether they’d prefer a certain $500 loss or a 50/50 chance of a $1,000 
loss or no loss at all. 

In short, people are more likely to take risks when they’re ‘in a hole’. Go to the horse 
races and you’ll see many gamblers trying to ‘get out’ on the last race–in fact, the last race 
of the day is colloquially referred to as the ‘get out stakes’ by punters. The same impulses 
can drive behaviour in sharemarket investors; we hold onto stocks too long (or not long 
enough, in some cases) or allocate too much of our portfolios to riskier propositions.

Behavioural finance researchers have also discovered that we have a propensity to 
increase our risk in an attempt to keep up with the neighbours, or to achieve returns that 
the popular press tell us are the norm.

It can be very difficult to ignore the noise and go about one’s business using an approach 
that, whilst historically proven, is unpopular at the time. If everyone around you is seemingly 
making lots of easy money in their investments, even if you know your peers are taking 
bigger risks and using excessive amounts of gearing to achieve them, it’s even harder.

 So, on top of recognising the 
problem and trying to block out 
the noise, the third plank in your 
strategy should be to surround 
yourself with people you can rely on 
to give an independent opinion.

 It can be very difficult to 
ignore the noise and go about 
one’s business using an approach 
that, whilst historically proven, is 
unpopular at the time. If everyone 
around you is seemingly making lots 
of easy money in their investments, 
even if you know your peers are 
taking bigger risks and using 
excessive amounts of gearing to 
achieve them, it’s even harder.
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Which is where Platinum asset Management and its billionaire founder Kerr Neilson 
comes in. Rewind two years and consider the performance of Platinum’s flagship International 
Fund. It had trounced its benchmark, the MSCI AC World index, over one, two, three and 
five years. And by an impressive 14.7% to 4.4% annual margin since the fund’s inception 
in 1995.

Today, things are a little different. Platinum’s most recent quarterly report reveals the 
fund underperformed the index in the most recent quarter (not a big deal for longer-term 
investors), year and two year timeframes (Platinum was still comfortably ahead over longer 
timeframes).

Behavioural finance research implies that at this point, Neilson may feel pressured (either 
consciously or subconsciously) to increase his portfolio’s risk in order to catch-up. In a recent 
interview with the Australian Financial Review, there was circumstantial evidence of this: 

‘We have to stay closer to market chatter. The dealing team has been directed to listen 
to the market chatter and feed that back to the analytical team,’ Nielson said.

A couple of years ago, Neilson attributed ‘over 90%’ of its outperformance to ‘good 
stock selection’. The article said that Platinum’s stock selection process had ‘been given a 
clean bill of health’ but one wonders what impact ‘market chatter’ might have on a Platinum 
team looking for deeply out-of-favour stocks.

How would you counsel Mr Neilson if he came to you seeking advice?
Perhaps you would comb through his individual holdings, forcing one of the world’s 

finest investors to justify his selections. How could he be holding a dog like fashion group 
Guess? Inc and Bank of America? Doesn’t he understand that the US consumer is tapped 
out, US banks are in trouble and that there’s a tsunami of properties with negative equity 
currently flooding the market?

Such thoughts might provide you with a temporary air of superiority but it’s highly likely 
that Neilson has thought more deeply about his investments than anyone else.

If it were up to us, we’d approach him more philosophically. Are his basic principles still 
sound? Has he tested each of his investment theses against the opposite case? If the world 
hasn’t changed, then superior investing skill is likely to eventually win out (Intelligent Investor 
speaks with some authority when we say that periods of disappointing performance always 
seem to drag while you’re living through them). We’d also argue that two years is insufficient 
time to conclusively declare that he’s ‘lost it’. Finally, we’d return to a few golden rules.

The golden rule of risk management is to have sacrosanct trading limits, even if the 
individuals are making significant profits. Such limits protect against the possibility that 
large, losing trades may eventually be hidden whilst individuals try to trade their way out 
of a self-created hole.

Occasionally, the unthinkable happens and senior management duck for cover, relying 
on a commonly used smokescreen psychologists call the ‘fundamental attribution error’ 
(bad things are caused by bad people) to divert attention from their own management 
shortcomings.

For outside investors, there is significant risk in the competitive, corporate performance-
based reward cultures. Allan Moss, who oversaw Macquarie Group’s golden growth, is on 
record as saying he spent most of his time at the group on risk management.

Our own personal ‘risk culture’ is determined by the very same behavioural instincts: 
to be risk seeking in terms of losses and risk averse in terms of gains.

We also need to be aware of how the ‘fundamental attribution error’ affects our ability 
to learn—we tend to blame our losses on someone or something other than ourselves 
whilst willingly patting ourselves on the back whenever we invest in stocks that go up.

In a strong bull market this leads to overconfidence. That, in turn, can lead to an increase 
in the level of risk in our portfolios through the use of gearing and greater concentration 
or investing in business we don’t understand. In a bear market the opposite happens; we 
lose our enthusiasm for investment at exactly the wrong time.

As Steve Johnson, Chief Investment Officer at Intelligent Investor Funds Management, 
likes to say: ‘Investment success is largely psychological. It’s all about you.’

This article first appeared in issue 245, titled Behavioural finance and a bloke called Bill and has been 
updated where necessary.

 Investment success is largely 
psychological. It’s all about you.
Steve Johnson

 The golden rule of risk 
management is to have sacrosanct 
trading limits.
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How to feel the fear and buy anyway

if you failed to take advantage of the opportunities produced by the GFc, here 
are five steps to help ensure you don’t miss out again.

‘One broker (The Clown of Collins Street) came in yesterday saying “capitulation over 
… now’s the time to buy … expect a short-term rally of 3-4%”. Dickhead. Typical of the 
“guess, guess and guess again” value add of some financial ‘professionals’. He’ll be down 
at Bunnings kitting up for his new career as a landscape gardener by Christmas along with 
any other brokers telling you that this is the time to buy.’

Marcus Padley in Crikey, Tuesday 9 Aug

A few hours after those words were written, the ASX All Ords hadn’t risen 3–4%—it 
had risen almost 5%. The dickhead was right.

The next day, with panic around a downgrading of French debt and multiple Euro fears—a 
phenomenon so prevalent it surely warrants its own noun—things were back where they 
started. The market rose by 5% over the following six months, plus dividends. The market 
has a tendency to make fools of us all.

How does one proceed in an atmosphere charged with such fear and panic?
Predictions fulfilled are usually more luck than judgement. No one really knows with any 

confidence what’s going to happen, least of all those running the show. The well-furnished 
history of the Great Depression and the Japanese lost decades appear forgotten amid 
abiding political feuds. The volatility speaks to a tangible, fearful panic.

Intellectually, value investors implicitly understand that cheap stocks are a product of 
pervasive fear. But when the time comes to act, many of us stumble. As Research Director 
Nathan Bell disclosed in a report titled Investing lessons from the global financial crisis:

‘Were you waiting patiently for a downturn, hoping to pick up some high quality 
businesses at attractive prices when the global financial crisis hit? I was. But when it came, 
I was shocked at the severity and impact of the fall. I could see the opportunity but, looking 
back, I’m not sure I made the very best of it.’

Nathan wasn’t alone. In that report, member Jeff S made a courageous admission:

‘I have read volumes of value investing information over the past 15 years. As an 
engineer, I was always drawn to the numerical or quantitative aspects highlighted in these 
readings. I was comfortable with them, they seemed to make sense and they were quite 
good for me for a time.

‘What changed everything for me, as with many other people, was the severe financial 
downturn of the past couple of years. In short, I panicked, and sold many of the stocks I 
had held for over 10 years at smaller profits, but critically, I sold some very good businesses 
(against your recommendations) at their lowest price for many years. This is still a situation 
from which I am trying to recover.

‘What I have spent the last 12 months or so dealing with is not the fundamentals of 
businesses but of my psychology in dealing with the investment process. Over the past two 
years, I actually did the opposite to what 13 years of reading and research had told me to 
do—much to my financial pain. Many true value investors benefitted from my foolishness.’

Often, it’s not our value investing skills that fail us, it’s our investing psychology. An 
overwhelming sense of fear prevents us from acting as we know we should. What follows 
is a dose of psychological fortitude to help you avoid critical mistakes and profit from the 
opportunities before us.

1. hold cash, ensure it’s quickly accessible

This almost goes without saying. Almost. As the market recovered throughout 2009 
and into 2010, we urged our members to increase their cash holdings in preparation for 
the next downturn.

With the market in a sombre mood, you may need to take a few tough decisions; 

How fear and greed affect investors.

5 ways to Combat Fear In a 
VolatIle marKet

Hold cash, ensure it’s quickly accessible

Have a watchlist with buy prices

Prepare an action plan; buy gradually

Stick to portfolio limits

Challenge your evolutionary impulses and buy anyway
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selling stocks that are not on the track you expected (in a business sense) in order to take 
advantage of more attractive opportunities. Don’t hold stocks in your portfolio just because 
they’ve been there for years when better opportunities are available.

You also need the ability to act quickly. Ensure that not all of your cash is stuck in a 
three-month term deposit or requires an overnight bank transfer before you can use it. It 
should be available through your broking account at a moment’s notice—your bolt should 
be loaded.

2. have a watchlist with buy prices

This is a great technique to sideline emotions that can prevent you from acting. If you 
know what you want to buy and at what price, when the time comes you’ll be more able 
to do so. From time to time we publish lists of our preferred stocks and the prices at which 
we’d get interested. Keep an eye out for these and feel free to tailor such watchlists for your 
own purposes (most online brokers have a customisable watchlist feature).

Developing such a list gets the commitment principle working in your favour, especially 
if you show the list to friends or display it in a prominent place. That way you get social 
proof working for you as well.

As senior analyst James Greenhalgh explains, ‘If you’re fuzzy about what you want to 
buy, or what yield you’re looking for, you’re less likely to act. You need to train yourself to 
WANT price falls, which involves systematically developing a watchlist beforehand.’

3. prepare an action plan; buy gradually

Now you’ve got the cash and an idea of what you want to buy at a particular price and 
yield, you need an action plan. Again, this technique relies on you committing to a course 
of action before gut-wrenching emotion takes over.

Do not pile in all at once. Buy gradually, acquiring more shares as prices fall. As senior 
analyst Gareth Brown says, ‘Things might get worse, but we’re buying stocks with a long-
term margin of safety, knowing we have more cash to put to work if prices fall further.’ 

Buying at the point of maximum pessimism is a great ideal, but impossible to confidently 
execute without the benefit of hindsight. Buying gradually in fearful times and sticking to 
high quality companies at prices cheap enough to offer a good margin of safety is a more 
realistic aim.

Famed investor Jeremy Grantham does it differently. Instead of the dollar cost averaging 
approach described by Gareth, he recommends a few big bites: ‘A single, giant step at the 
low would be nice but without holding a signed contract from the devil, several big moves 
would be safer.’ Whatever your preferred approach, make sure you choose one and stick to it.

4. stick to portfolio limits

There’s every chance that a few of the many stocks presently on our buy list won’t 
work out as expected. That is the nature of investing. Portfolio limits ensure that the 
damage these failures might do to a highly concentrated portfolio won’t be fatal to a more 
diversified, well-structured one.

As in many areas of life, we need to stay alive long enough to get lucky. Don’t kill your 
portfolio by loading it up with a few highly speculative stocks. Concentrate on the current 
blue chip opportunities and diversify, paying close attention to portfolio limits. Right now, 
you don’t have to sacrifice quality for high potential returns.

5. Challenge your evolutionary impulses and buy anyway

We’re programmed to respond to fear because, in the past, it’s been a successful way 
of not getting eaten. But in the sharemarket, fear inhibits profitable, rational action.

Whilst the practical steps described above will help you to act when the time comes, 
we also need to constantly reassert a few fundamental truths about investing that are in 
conflict with our typical reactions to uncertainty and rapid share price falls:

 ■ If you want certainty, you’re going to have to pay for it: When everything’s going 
well, you won’t get anything cheap. Bargains are a product of a climate of fear.  
If you want to buy cheap stocks, you have to feel the fear and buy anyway;

 ■ Accept that prices may fall after you’ve bought in: You can’t pick the bottom 
or top of the market but if you’re buying high quality businesses cheaply, that 
shouldn’t stop you from buying more when prices fall further;

 Buying at the point of 
maximum pessimism is a great 
ideal, but impossible to confidently 
execute without the benefit of 
hindsight. Buying gradually in 
fearful times and sticking to high 
quality companies at prices cheap 
enough to offer a good margin of 
safety is a more realistic aim.

 In the share market, fear 
inhibits profitable, rational  
action.
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 ■ Separate price falls from underlying business performance: The market can 
be quite irrational. To avoid getting caught by the herd, focus on business 
performance, not macro issues (important as they may be) or media headlines. 
This is the major, long-term determinant of share price direction. 

The idea is to prepare for lower share prices, not predict them. 

This article first appeared in issue 326, and has been updated where necessary.

Case Study: Suncorp
Seven years ago, Suncorp shares were firmly in favour and trading at $18.55. Now 
(at Feb 2012) they’re less than half that. Originally published in Feb 2005, this 
article explains why. 

There’s a fair chance that you’ve never heard of the late American social psychologist 
Leon Festinger. But, if you’ve done any reading in the area of psychology, you may be 
aware of the theory of ‘cognitive dissonance’ he developed.

Festinger’s research was all about the distress people experience when they ‘find 
themselves doing things that don’t fit with what they know, or having opinions that do 
not fit with other opinions they hold’. It’s a fascinating area of psychology and one with 
particular relevance for sharemarket investors. How so?

When it comes to investing, there are an awful lot of clichés which get bandied about. 
Chances are you’ve heard them hundreds of times: ‘Cut your losses but let your profits run’; 
‘When you’re on a good thing, stick with it’; And ‘the trend is your friend’. If your head is 
nodding in recognition at these gems, then you’ll surely recognise our personal favourite: 
‘Buy low, sell high’.

Those that try to follow these maxims would be interesting subjects for Festinger’s 
psychological research. The first three contradict the fourth and give subconscious support 
to the idea of letting the stock price dictate your actions. The much less emotionally-charged 
‘buy low, sell high’ is quite different. It rings with wisdom and independence. In fact, it is a 
much-condensed version of the investing philosophy of Benjamin Graham.

Having just spent a large part of this Suncorp Metway review discussing matters other 
than insurance and banking (Suncorp’s main business lines), you may well be wondering 
what’s going on.

The answer lies in the fact that we’re about to change our recommendation on this 
stock. And we’re doing so for reasons related strongly to the value-investing approach 
and which, to a large degree, contradict the sharemarket adages listed above (except our 
favourite one, of course).

Suncorp has long been one of this publication’s favoured stocks and one of our top 
recommendations. We even discussed upgrading the stock to a Strong Buy in issue 123/
Mar 03 (Buy—$9.91). In short, we thought the price was low. Now, with the stock up 87% 
and with it having paid out $1 per share in dividends, we think the price is getting too high.

Our last review was in issue 160/Sep 04 (Hold—$15.20) where we highlighted our 
concerns about management and the state of play in the insurance and banking industries. 
Since that review, the stock has risen 22% and our concerns have not diminished. This 
makes for an unappealing investment equation.

Management continues to feed investors’ optimistic expectations and there’s every 
reason to expect great results from the business in the short term. But that is no guarantee 
of share price performance. The current price already reflects anticipated higher profits 
and, if such results are not sustained over the medium to long term, then today’s price 
may end up looking quite expensive.

This puts us into the murky realm of sharemarket psychology. Subscribers that have 
followed our initial positive recommendations on stocks like FkP, Tabcorp and aristocrat, 
only to see us sell out far too early, may have a sense of déjà vu. And perhaps Suncorp 
will turn out to be another case where we turned negative too early—we certainly have 
a history of doing so. But it’s our duty to call things as we see them and, in relation to 
Suncorp, we see them as getting expensive.

If we ‘let this winner run’, knowing full well that there is no margin of safety in the current 

 Buy low, sell high.
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price, then we open ourselves up to the possibility of a negative left-field event knocking 
the stock price for six. That’s exactly what happened to shareholders in one of last year’s 
hot new floats, lipa Pharmaceuticals, when a profit warning lopped 38% off the price 
on 27 Jan. Warren Buffett once said that he tries to be greedy when others are fearful 
and fearful when others are greedy. We’re much more inclined to emulate Buffett’s fear in 
this time of greed, rather than believe that ‘the trend is our friend’ (those who follow this 
particular mantra should watch out for the ‘bend at the end’).

We’re not bolting for the exits but we are certainly marching firmly in that direction. 
We’re selling 250 shares from our Defensive and Growth portfolios and 200 from our 
Starter portfolio. In other words, it’s time to Take PaRT PROFiTS.

Postscript: Subsequent to this review, on issue 211/Oct 06 we moved to a full SELL 
recommendation at a price of $20.70. Suncorp was most recently reviewed on issue 327/
Sep 11 (Avoid–$7.98).

This article first appeared in issue 168, titled Social psychology at Suncorp and has been updated  
where necessary.

Case study: Aristocrat Leisure

Just over two years ago, we used a buy recommendation to illustrate a raft of 
psychological biases that can afflict investors. Today, this stock remains on our 
buy list and the biases it described then are just as relevant.

In 2009 we published our list of Australia’s 10 best businesses. At that time, aristocrat 
leisure was sixth on the list. Many investors added it to their watchlists as a result. 

Since hitting a high of $17.68 in Feb 2007, the share price has fallen by 85%. Aristocrat 
is now one of two things: a good business with a cheap share price; or a formerly good 
business with a price that more or less reflects a structural decline.

In several pieces of analysis, we’ve made the case for the former view. Time will prove 
that argument right or wrong. The subject of this article concerns not the facts as they relate 
to Aristocrat but the psychological environment in which those facts reside, and how that 
affects the decisions we take.

More simply, if the facts as we see them are correct, what might stop you from acting 
on them to your advantage?

emotional hard wiring

Superficially, we live in a rational world. There’s an implied expectation that our brains 
calmly evaluate facts and settle on a sensible course of action. In real life, many of us fail 
miserably in our attempts to do just that.

Instead, we tend to make decisions with a far stronger emotional component than we 
care to admit. We panic and sell when share prices fall and become over-confident when 
they rise. In short, we suffer from a whole range of psychological biases.

Did your parents ever ask, ‘If your friend jumped off a cliff, would you jump off too? ’ 
That’s an example of social proof.

When we don’t know what course of action to take, we have within us a natural tendency 
to do what those around us are doing. With Aristocrat, they’re selling out. That’s why, when 
unfavourable news hits the headlines and prices start to fall, many inexperienced investors 
get spooked and sell out, too. A selling momentum develops. The best defence against 
this is to analyse the facts, think independently and be prepared to go against the crowd. 
That’s how you beat the market.

Prolonged or painful share price falls also ‘condition’ us to expect bad news. Having 
framed our expectations this way, often unintentionally, it’s hard for us to change our minds. 
This can lead to biased analysis, resulting in us overlooking wonderful opportunities to 
buy at low prices. The solution is to keep an open mind, which is, of course, what we’re 
trying to do with Aristocrat.

Recency bias, where we place more weight on recent events than they deserve, is 
another very common trap. Humans are wired to expect the future to resemble the present. 
We struggle to predict change, which is why economist John Kenneth Galbraith once said, 
‘The only function of economic forecasting is to make astrology look respectable’.

Key poInts

Your psychological biases can have a greater impact 
on your returns than rigorous financial analysis

Sellers should sell because the facts no longer 
support owning the stock, not because the share 
price is falling

Buyers mustn’t commit too much to any one stock



Special report | The Investing Psychology Counsellor

17

It’s easy now to imagine Aristocrat’s earnings collapsing, debt levels increasing and 
management allowing competitors to feast on the carcass of what was one of Australia’s 
best businesses. But very few were considering that possibility a few years ago when 
gambling revenues were strong, the Aussie dollar wasn’t such a headwind and Macau, where 
Aristocrat has a dominant market share, was poised to eclipse Las Vegas. The company 
was even turning a profit in the volatile Japanese market. Back then, most investors were 
contemplating what else might go well for the company, not what might go wrong.

Aristocrat’s destiny probably lies somewhere between these two extremes. The key 
point is to have a long-term view, weigh up the probabilities of a variety of outcomes and 
adjust your portfolio accordingly.

Patience is also critical for investors to benefit from turnaround situations. Adopting a 
long-term investment horizon is a necessity because turnarounds take years. Those that 
plan to get back in when the outlook is clearer rarely do, or pay a much higher price for 
the reduced risk.

Table 1 summarises the psychological risk factors facing sellers. If you’re an Aristocrat 
shareholder you may want to consider which, if any, of these factors applied to you while 
you were watching the share price fall.

Let’s now look at today’s potential Aristocrat purchasers.
With the share price falling 85%, it’s easy to assume Aristocrat must be cheap. But 

‘anchoring’ to past prices is like driving while looking through the rear view mirror. Investors 
must keep up with the facts and weigh up the gap between the current share price and 
the stock’s intrinsic value: The larger the gap, the larger the margin of safety.

For investors who remember Aristocrat going through similar problems in 2003, it would 
also be easy to bet on another dramatic recovery. But this would reflect confirmation bias, 
where we only see what we expect to see. Humans like to seek out patterns but, instead, 
investors should search for information that contradicts their investment thesis. As Prussian 
mathematician Carl Jacobi counselled, ‘invert, always invert’.

It’s worth noting that Aristocrat’s competitive position is much weaker this time around 
and there’s no guarantee the company will benefit from a cyclical upswing as strongly. This 
should be reflected in any portfolio weighting decision.

table 2: bIases FaCIng buyers
bIas solutIon

anChorIng Focus on the gap between value and price 

ConFIrmatIon Seek information that contradicts your thesis

CommItment/ConsIstenCy  Weigh up the facts and competing investments

ValIdatIon  Focus on the facts, not the actions of others

authorIty  Develop and have confidence in your analytical skills

oVerConFIdenCe  Cultivate humility

selF-deCeptIon and denIal  Don’t rationalise, stick to the facts

stress  Write out your investment thesis, and don’t bet too much

do-somethIng syndrome  Cultivate lethargy

For investors buying more as the share price falls, there’s a risk of commitment and 
consistency biases. Studies have shown that punters at the races become more confident 
of winning after they’ve laid their bets (but before the race has been run). Clearly, that’s 
irrational but the same response is triggered in investors when they purchase a stock.

The best form of defence against throwing good money after bad is to keep weighing 
up the facts as well as the attractiveness of competing investments.

The fact that value investors Lazard Asset Management and Maple-Brown Abbott are 
among Aristocrat’s largest shareholders might provide a sense of validation. But ‘following 
the smart money’ without doing your homework is an example of authority bias, where we 
place too much trust in authoritative figures such as doctors, lawyers, brokers and advisers 
(including Intelligent Investor).

At one point or another, most investors will become overconfident. US investor Seth 
Klarman says it’s a form of arrogance to say the market has it wrong. But because you need 
to go against the crowd to outperform the market, it’s important to arm yourself with the 
facts. That also helps protect you from self-deception and denial.

table 1: bIases FaCIng sellers 
bIas solutIon

soCIal prooF Analyse the facts and act  
 independently

CondItIonIng  Keep an open mind

reCenCy bIas Apply probabilities to various  
 scenarios

ImpatIenCe Adopt a long term view 

 The best form of defence 
against throwing good money after 
bad is to keep weighing up the 
facts as well as the attractiveness of 
competing investments.
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Stress can also trigger do-something syndrome. French philosopher Blaise Pascal said, 
‘All of humanity’s problems stem from man’s inability to sit quietly in a room alone’. The 
human instinct to respond quickly is of great help in the jungle where it can mean the 
difference between life and death, but not necessarily in the sharemarket. In many cases 
the right action is to do nothing.

If you’re leaning towards selling your Aristocrat shares, then it’s important to understand 
why. Is it due to better opportunities being available elsewhere? Have the facts changed? 
Or is it due to scary headlines and a share price chart that resembles the Big Dipper?

If the reasons are psychological, Benjamin Graham offers this advice; ‘You’re neither 
right nor wrong because other people agree with you. You’re right because your facts are 
right and your reasoning is right and that’s the only thing that makes you right. And if your 
facts and reasoning are right, you don’t have to worry about anybody else.’

But it’s also important not to overplay your hand. As outsiders we can never know the 
full story. Years ago one US hedge fund invested more than 10% of its portfolio in global 
dairy company Parmalat, only to discover that it had cooked the books.

The future is uncertain and we must prepare for every scenario. That means avoiding 
stress and emotional responses that trigger poor decisions. This is perhaps most easily 
addressed with appropriate portfolio limits.

Large portfolio positions should be reserved for well-run, stable companies boasting 
a long track record of profitability. Keeping Aristocrat to less than 3% of a well-diversified 
portfolio should help you sleep soundly in the knowledge that a poor outcome won’t kill 
your portfolio. Yet, should managing director Jamie Odell manage to restore the company’s 
fortunes, you can still expect a healthy impact on your overall returns.

Note: Originally published on 6 Dec 10. Our most recent detailed review of Aristocrat 
was published in issue 329/Sep 11 (Speculative Buy–$1.98).

This article first appeared in issue 310, titled Aristocrat Leisure: A case study in psychology and has been 
updated where necessary.

Further reading

 ■ The Black Swan by Nassim Nicholas Taleb 
Taleb’s writing style is not to everyone’s taste, but the black swan concept 

is tremendously useful, especially for those of us who learn more convincingly 
through analogy. We plan for the expected and get done in by the unexpected.  
This book will change your thoughts on risk management.

 ■ Influence: The Psychology of Persuasion by Robert cialdini
This is not an investing-related volume but there are some important lessons 

which can certainly be applied to the sharemarket. The book details six powerful 
‘Weapons of Influence’ which are often used by people trying to persuade you to 
buy (or do) things that you don’t really want to. It’s a fascinating read, especially 
before talking to your broker.

 ■ Poor Charlie’s Almanack: The Wit and Wisdom of Charles T. Munger by  
Peter kaufman

This book begins with a description of Warren Buffet’s business partner, Charlie 
Munger, and his approach to life. It finishes with ten of his speeches at various 
universities and functions over the years. With titles such as ‘Practical thought about 
practical thought’, ‘A lesson on elementary, worldly wisdom’ and ‘The psychology of 
human misjudgement’, these speeches are jam packed with wisdom.

There are many useful ideas in this book, best summed up by the Munger 
quote: ‘I think it’s a huge mistake not to absorb elementary worldly wisdom if you’re 
capable of doing it because it makes you better able to serve others, it makes you 
better able to serve yourself and it makes life more fun’.

If you enjoy this book, we also recommend Seeking Wisdom—From Darwin to 
Munger by Peter Bevelin. It covers similar ground, albeit from a different angle.

table 1: booK reCommendatIons 
on psyChology
booK author/edItor

seeKIng wIsdom  Peter Bevelin

predICtably IrratIonal  Dan Ariely

poor CharlIe’s almanaCK  Peter D Kaufman

the blaCK swan  Nassim Nicholas Taleb

Fooled by randomness  Nassim Nicholas Taleb

InFluenCe  Robert Cialdini
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 ■ More Than You Know: Finding financial wisdom in unconventional places  
by Michael Mauboussin 

Munger likes to give the crowd an idea and then let individuals figure it out for 
themselves. Mauboussin, chief investment strategist at Legg Mason, has dived into 
a bunch of subjects and done exactly that.

For a sample of his work, head to his research papers at www.leggmason.com/
funds/knowledge/mauboussin/mauboussin.asp 

If you like what you find, you should read this book.
 ■ Thinking Fast and Slow by daniel kahneman

This recent book, by 2002 Nobel prize-winning economist Daniel Kahneman, 
explores the ‘machinery of the mind’. Kahneman, one of the pioneers of 
behavioural economics alongside Amos Tversky, explains the two ‘systems’ of 
thinking we all employ. 

‘You believe you know what goes on in your mind, which often consists of one 
conscious thought after another,’ writes Kahneman. ‘But that is not the only way the 
mind works, nor indeed is that the typical way. Most impressions and thoughts arise 
in your conscious experience without your knowing how they got there.’

 ■ Behavioural Investing: A Practitioner’s Guide to Applying Behavioural Finance 
by James Montier

A compilation of articles grouped by theme, by analyst James Montier, who 
currently works for respected fund manager GMO. The format makes it ideal for 
dipping in to but less appealing for those who prefer a more ‘narrative’ approach  
to a topic.
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