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Behavioral Finance: Recognizing Biases and 
Avoiding Mistakes

Behavioral finance attempts to explain price movements based on social 

and psychological factors, as well as financial factors. The topic has garnered 

significant press as of late, especially after Richard Thaler won the 2017 Nobel 

Prize in Economics for his work on how people are “predictably irrational.” 

At Laird Norton Wealth Management (LNWM), we believe behavioral finance is 

key to improving investment outcomes and have incorporated it into how we 

evaluate the asset managers we use in client portfolios, and ultimately, how we 

make investment decisions. This paper focuses on two things: 

1. What behavioral biases in investing look like;

2. How LNWM identifies these biases in asset managers and also within 

our own investment team, so we can mitigate the impact on our 

investment decisions.

The Basis for Behavioral Finance

Traditional finance theory presumes investors are rational, fundamentally 

risk-averse, and get diminishing levels of “utility” (benefit or satisfaction) from 

incremental increases in wealth. Therefore, as wealth increases, the willingness 

to take on risk decreases. This may sound plausible, but it is based on faulty 

assumptions, including: 

1. All investor choices and preferences are known.

2. The relative attractiveness of investments can be ranked consistently.

3. The utility of investments (the level of satisfaction) is additive and can  

be quantified. 

   4.  The point of change in investor attitudes (aka “indifference”) can be   

       accurately quantified.1

Great investors are those who are generally less affected by 

cognitive bias than the general population, learn about biases 

and how to cope with them, and put themselves in a work 

environment that allows them to think well.  
  

— Thorsten Hens and Anna Meier  
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Prospect Theory counters traditional finance theory by postulating that investors, regardless of their 

level of wealth, are highly sensitive to losses and alter their behavior to avoid having to realize them, 

sometimes regardless of the true costs. The overemphasis on loss avoidance often leads to mutually 

reinforcing and damaging outcomes: (1) selling stocks or other assets with significant gains too soon, 

fearing they will lose value; and (2) holding on to stagnant or depreciating stocks too long, hoping for 

a rebound (and not having to realize a loss). 

Another name for the above loss-avoidance behavior is the “disposition effect.” As investment 

analysts at LNWM, we have observed the disposition effect when asessing and reviewing equity 

managers. This is what happens when an asset manager has incorrectly assessed the outlook for a 

stock or other investment, yet continues to hold on in order not to concede defeat. In many cases, 

To compensate for the above shortcomings, academics like Daniel Kahneman and Amos Tversky 

proposed Prospect Theory, which is the basis of behavioral finance. Prospect Theory says the 

magnitude of investment losses has the largest impact on investor behavior, not losses per se. 

Assumptions of this theory include: 

1.  Investors focus on changes in their wealth, not their actual level of wealth. 

2.  Gain or loss is viewed from a reference point, often the year-end price or original cost. 

3.  Gain or loss is actualized only after an investment is sold.

4.  Low-probability events are given too much weight (i.e., investors like to believe that 

something can happen, even though there may be a slim chance of it happening).2 

Loss Gain

DATA SOURCE: Credit Suisse.

Why Investors Tend to Hold Losers and Sell Winners

Loss Avoidance Is Key3

The chart shows the utility, or level of 

benefit/satisfaction, that investors get 

from gains vs. losses. The negative 

utility (misery) associated with losses is 

much stronger than the positive utility 

(happiness) associated with gains. 

Another way to say this: "The misery 

I feel from a 10% loss is significantly 

greater than the happiness I experience 

from a 10% gain."

Happiness

Misery
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the manager presents an overly optimistic picture of the company’s prospects as rationale for 

maintaining the position.This can lead to additional losses, as well as the opportunity cost of not 

investing in better risk/reward opportunities.

Investors’ difficulty in making optimal decisions relates to what economist Herbert Simon referred  

to as “bounded rationality.” 4 Simon comments that “rationality is limited by the available 

information, the tractability of the decision problem, the cognitive limitations of their minds, and the 

time available to make the decision.” 5  

Essentially, as humans we have limitations regarding the volume of data we can process. 

Additionally, we are molded by our individual experiences, which may lead us to not always act 

rationally. A basic example of this is seeing a roulette wheel land on black numbers five times in a 

row, you might then expect the next number to be red or green, even though the probability remains 

the same between black, red and green. 

Bounded rationality theory holds great implications for traditional financial theory. That’s because 

it assumes that investors are not able to make rational decisions consistently. Instead, investors 

“satisfice,” or accept the most satisfactory option based on the available information and  

prior experiences. 6    

Recognizing Cognitive Limits and Emotional Bias

There are two main types of bias: cognitive and emotional. The investment team at LNWM attempts 

to identify these biases in the managers we are reviewing, while being cognizant of how these same 

errors can manifest in our own views and recommendations. 

Cognitive errors result from faulty reasoning. Some of the most common cognitive errors: 

• Conservatism Bias: Failing to update your view after receiving compelling new information.

 EXAMPLE: An asset manager learns that a company whose stock he owns is doing something 

unusual — acquiring a business in a totally different industry —  but doesn’t question this given 

that he’s known the company executives for a long time and these same executives  

have consistently made good decisions.

• Confirmation Bias: Looking for and/or utilizing only the information that confirms your view  

while disregarding conflicting data. 

 EXAMPLE: A research analyst doing due diligence on a company is pressured to provide an 

investment idea for the portfolio. The analyst finds more evidence that confirms his/her thesis 

while ignoring evidence that contradicts it.

• Representative Bias: Assessing new information based on past experiences. 

 EXAMPLE: A portfolio manager with many years of experience in the materials sector 

overemphasizes supply/demand dynamics in evaluating companies, even though other 

differentiators may be more important, such as innovation and technology.   
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• Illusion of Control Bias: Thinking that something will happen because you are convinced it will, 

even though you have little or no control over the ultimate outcome. 

 EXAMPLE: A portfolio analyst thinks he has found a greatly undervalued stock and urges buying it 

right away, only to have it go nowhere for years. 

• Hindsight Bias: Focusing only on your good calls, and ignoring your bad calls. This can lead to an 

overestimation of capabilities and not learning from past mistakes.7

 EXAMPLE: A manager overweights both healthcare and technology in his portfolio. A year later, he 

talks up the 20% gain in tech, while downplaying the 25% loss in healthcare. 

• Anchoring and Adjustment Bias: Focusing on a single data point and actively discounting new 

information that counters it. 

 EXAMPLE: A portfolio manager finds a stock with an extremely low price-to-book value ratio and  

buys it, ignoring that the company’s plant and equipment may be virtually worthless given recent 

market developments. 

• Mental Accounting Bias: Thinking that something can be controlled by segmenting and 

categorizing, instead of looking at it holistically. 8

 EXAMPLE: An asset manager maintains 60% of her fund in relative-value stocks; 30% in  

deep-value stocks, and 10% in special situations to diversify and thus lower risk. While this may  

be a reasonable approach, it does not address overall risk in the portfolio. 

• Framing Bias: Allowing how information is presented to affect how you understand it. 

 EXAMPLE: An asset manager may think the management of a certain company is more competent  

or capable since they present data in a more interesting way, even though the presentation itself 

masks negative metrics. 

• Availability Bias: Thinking that the latest available information is more significant. 

 EXAMPLE: A portfolio manager decides not to sell certain stocks based on a Wall Street Journal 

article that US housing starts are at their highest point in five years, without considering the  

reason why that’s the case: where we are in the economic cycle, level of interest rates, etc. 

Emotional errors arise from personal feelings and are manifested subconsciously, making 

them the hardest to realize and combat. For investors, the most challenging emotional errors are: 

• Loss Aversion (Prospect Theory)2 : Focus on avoiding losses, regardless of true cost. 

 EXAMPLE: To avoid realizing losses, an asset manager sells his winners too soon (losing out  

on future price appreciation), and holds on to losers too long, expecting them to recover eventually, 

without considering opportunity costs. 

• Overconfidence (Illusion of Knowledge): Thinking you know more than you do. 

 EXAMPLE: An asset manager may think he has discovered something that other investors  

have overlooked or not fully realized and “priced-in.” This usually leads to overconfidence  

and overly optimistic/pessimistic assumptions.  
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• Self-control: Emphasizing short-term results over long-term goals. 

 EXAMPLE: An asset manager may take on more (or less) risk at certain times, veering away  

from portfolio targets, for performance or other reasons. 

• Status Quo: Getting complacent about what you currently own.10 

 EXAMPLE: An asset manager decides not to seek better risk/reward opportunities because  

of high comfort levels with the managements of companies in the portfolio.  

• Regret-aversion: Holding on to an investment you know to be sub-optimal.

 EXAMPLE: A manager keeps a relatively high amount in cash in order to maintain performance  

and lower the risk of errors, while ignoring new investment opportunities and the potential  

for market gains.

LNWM’s Approach 

The LNWM Investment Strategy and Research Group applies behavioral finance theory in two ways:

1. Evaluating the biases of the asset managers we include in client portfolios. Exploring 

behavioral biases is a key component of our manager due diligence process. Throughout the 

hundreds of meetings that we conduct with asset managers every year, we look for cognitive and 

emotional biases in their investment processes, security selection, sell discipline and  portfolio 

construction. We strive to identify managers who not only understand their own biases but can 

take advantage of opportunities created by irrational investor behavior.

2. Evaluating our own biases in choosing asset managers and establishing portfolio asset 

allocations. Each recommendation made by a member on LNWM’s investment team undergoes 

extensive peer view, in which the Chief Investment Officer and other analysts are tasked with 

finding faulty logic and biases in the conclusions presented (in essence playing the devil’s 

advocate). Understanding each team member’s predisposition to certain biases improves our 

analysis and leads to better decisions as we position portfolios with the goal of achieving optimal 

levels of risk-adjusted return over a full market cycle.

“

”

Jumping to conclusions is a safer sport  in the world of imagination than 

it is in reality. Statistics produce many observations that appear to beg 

for casual explanations but do not lend themselves to such explanations. 

Many facts of the world are due to chance, including accidents of 

sampling. Casual explanations of chance events are inevitably wrong. 

       — Daniel Kahneman, Thinking Fast & Slow9

https://lairdnortonwm.com/wp-content/uploads/Anchor-Your-Portfolio.pdf?utm_source=pdf-download&utm_medium=direct&utm_campaign=a-trust-for-your-next-generation


Behavioral Finance: Recognizing Biases and Avoiding Mistakes

6© Laird Norton Wealth Management     206.582.6602     lairdnortonwm.com 

Referenced

1. Neumann, John Von, and Oskar Morgenstern. Theory of Games and Economic Behavior. Princeton:
Princeton Univ. Pr., 1953.

2. Kahneman, Daniel, and Amos Tversky. Prospect Theory: An Analysis of Decision under Risk. Emmitsburg,
MD: National Emergency Training Center, 1979.

3. Hens, Thorsten and Anna Meier. “Behavioral Finance: The Psychology of Investing.” Credit Suisse, Private
Banking of North America, (February 2015): 8.

4. Simon, Herbert A. Models of Man: Social and Rational. New York, 1957.

5. Simon, Herbert A. Models of My Life. Cambridge (Mass.): MIT Press, 1996.

6. Simon, Herbert Alexander. The Sciences of the Artificial. Cambridge, MA: MIT Press, 2008.

7. Fischhoff, Baruch. "Hindsight Is Not Equal to Foresight: The Effect of Outcome Knowledge on Judgment
under Uncertainty." Journal of Experimental Psychology: Human Perception and Performance 1,
no. 3 (1975): 288-99.

8. Thaler, Richard. "Toward a Positive Theory of Consumer Choice." Journal of Economic Behavior &
Organization 1, no. 1 (1980): 39-60.

9. Kahneman, Daniel. Thinking, Fast and Slow. New York: Farrar, Strauss and Giroux, 2013. Pp 118.

10. Samuelson, William, and Richard Zeckhauser. "Status Quo Bias in Decision Making." Journal of Risk
and Uncertainty 1, no. 1 (1988): 7-59.

Papers Consulted

1. Barberis, Nicholas and Richard Thaler. “A Survey of Behavioral Finance.” Handbook of the Economics of
Finance, 2003.

2. Belsky, Gary. "Why We Think We're Better Investors Than We Are." The New York Times. March 25, 2016.
Accessed July 10, 2018. https://www.nytimes.com/2016/03/27/your-money/why-we-think-were-better-
investors-than-we-are.html.

3. Benartzi, S. and R. H. Thaler. "Behavioral Economics and the Retirement Savings Crisis." Science
Magazine 339, no. 6124 (2013): 1152-153.

4. "The Herding Mentality: Behavioral Finance and Investor Biases." CFA Institute Enterprising Investor.
June 13, 2017. Accessed July 10, 2018. https://blogs.cfainstitute.org/investor/2015/08/06/the-herding-
mentality-behavioral-finance-and-investor-biases/.

5. Marathon Asset Management. “A Brain of Two Halves.” Marathon Asset Management Newsletter,
August 2016.

6. Shiller, Robert J. "From Efficient Markets Theory to Behavioral Finance." Journal of Economic Perspectives
17, no. 1 (2003): 83-104.

7. Statman, Meir. "Behavioral Finance: Finance with Normal People." Borsa Istanbul Review 14, no. 2 (2014):
65-73.

8. Thaler, Richard H. "The End of Behavioral Finance." Financial Analysts Journal 55, no. 6 (1999): 12-17.



Behavioral Finance: Recognizing Biases and Avoiding Mistakes

7© Laird Norton Wealth Management                    206.582.6602     lairdnortonwm.com 

ABOUT THE AUTHOR 

Josh Hile is a Director within Laird Norton Wealth Management's Investment Strategy and Research Group. He is 
responsible for analyzing developments in global equities markets and providing recommendations to LNWM’s Chief 
Investment Officer, as well as conducting ongoing due diligence and monitoring of equity asset managers, including 
mutual funds, separately managed accounts and limited partnerships. Josh is a Chartered Financial Analyst® (CFA®) 
and a Certified Public Accountant. He earned his MBA at the University of Washington. 

 

ABOUT LAIRD NORTON WEALTH MANAGEMENT

With nearly $6 billion in assets under advisement, Laird Norton Wealth Management is the Northwest’s premier 
wealth management company. Founded in 1967 to serve the financial management needs of the Laird and Norton 
families, the firm now provides integrated wealth management solutions to more than 700 individuals, families, 
business leaders, private foundations and nonprofit organizations. 
 
801 Second Avenue, Suite 1600, Seattle WA 98104   206.464.5100   800.426.5105     lairdnortonwm.com

DISCLOSURE

All investments involve a level of risk, and past performance is not a guarantee of future investment results. The value of investments and the 
income derived from them can go down as well as up. Future returns are not guaranteed and a loss of principal may occur. All investment 
performance can be affected by general economic conditions and the extent and timing of investor participation in both the equity and fixed 
income markets. Fees charged by LNWM will reduce the net performance of the investment portfolio. 
 
The information presented herein does not constitute and should not be construed as legal advice or as an offer to buy or sell any investment 
product or service. Any opinions or investment planning solutions herein described may not be suitable for all investors nor apply to all situations. 
All opinions expressed are those of Laird Norton Wealth Management and are current only as of the date appearing on this material.
 
Any accounting, business or tax advice contained in this presentation (or communication, including attachments and enclosures) is not intended as 
a thorough, in-depth analysis of specific issues, nor a substitute for a formal opinion, nor is it sufficient to avoid tax-related penalties.
 
Some investments may not be publicly traded and they may only allow redemptions at certain times conditioned on various notice provisions and 
other factors as more fully described in the related offering and subscription documents provided at the time of the investment. Due to the nature 
of these types of investment funds, hedge funds, fund of funds, and similar partnership-like investment vehicles, they should be considered illiquid. 
In addition to restrictions on redemption, they often include holdback provisions that may delay a full redemption for several months or longer. 
There is no guarantee that the amount of the initial investment can be received upon redemption. Due to the nature of the tax reporting that may 
be available from these types of investments, clients should expect to extend the filing of their tax returns.
 
A benchmark is an unmanaged index, and its performance does not include any advisory fees, transaction costs or other charges that may be 
incurred in connection with your investments. Indices are statistical composites and are shown for informational purposes only. It is not possible to 
invest directly in an index. Indices are unmanaged and are not subject to management fees. Any benchmark whose return is shown for comparison 
purposes may include different holdings, a different number of holdings, and a different degree of investment in individual securities, industries 
or economic sectors than the investments and/or investment accounts to which it is compared. Comparisons of individual account or portfolio 
performance to an index or benchmark composed of indices are unreliable as indicators of future performance of an actual account or portfolio. 
Actual performance presented represents past performance net of investment management fees unless otherwise noted. Other fees, such as 
custodial fees or transaction related fees may not be reflected in the actual performance results shown.
 
Certain information herein has been obtained from public third party data sources, outside funds and investment managers. Although we believe 
this information to be reliable, no representation or warranty, expressed or implied, is made, and no liability is accepted by Laird Norton Wealth 
Management or any of its officers, agents or affiliates as to the accuracy, completeness or correctness of the information herein contained. In 
addition, due to the nature of an investment or the date of the creation of the attached presentation, some values shown or used in the calculation 
of performance may be based on estimates that are subject to change.
 
All data presented is current only as of the date thereon shown. Laird Norton Wealth Management is comprised of two distinct entities that may 
offer similar services to clients. Laird Norton Trust Company is a State of Washington chartered trust company. Its wholly owned subsidiary, Laird 
Norton Tyee Asset Strategies, LLC, is an Investment Advisor registered with the Securities and Exchange Commission. Such registration does not 
imply any level of skill or expertise.


