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Praise for DAVID DREMAN


“David Dreman has been a keen student of psychology for many years. It is fascinating to see him combine his knowledge of recent advances in cognitive psychology with his vast understanding of financial markets. The result is a thought-provoking book providing valuable guidance for investors searching for opportunities amidst the risk and volatility in today’s investment world.”


—Paul Slovic, PhD, founder and president 
of Decision Research and author of The Feeling of Risk


“Dreman is the grand master of a simple but psychologically challenging investment strategy: consummate contrarianism.”


—The New York Times


“If contrarian investing was a religion—and to many devotees within the Motley Fool community, it is—then David Dreman might be its prophet.”


—The Motley Fool


“Dreman’s standing among mutual fund investors is almost iconic . . . Dreman was an early adopter of behavioral finance, incorporating it into his investment philosophy . . . Dreman’s dedication to behavioral finance has been profitable for investors. The DWS Dreman High Return Equity Fund is the top-performing equity-income fund of the past 18 years, according to New York–based research firm Lipper.”


—Institutional Investor


“Dave Dreman is a world-renowned value manager. He may be creating even more value in Contrarian Investment Strategies as he focuses on current analysis and opportunity.”


— A. Michael Lipper, CFA, founder and president of Lipper Advisory Services, Inc.


“Skip the academics and just read Dreman.”


—Don Phillips, director, Morningstar, Inc.


“While most of the gurus upon whom my ‘Guru Strategies’ are based are contrarians, one stands out among all the others: David Dreman. Throughout his long career, Dreman

has sifted through the market’s dregs in order to find hidden gems, and he has been very, very good at it . . . Dreman, perhaps more than any other guru I follow, is a student of investor psychology . . . By targeting out-of-favor stocks and avoiding in-favor stocks, Dreman found you could make a killing.”


—John Reese, Seeking Alpha


“Dreman’s contrarian style of investing has earned him accolades from Wall Street as well as hefty returns . . . Next time you’re tempted to buy a red-hot stock, resist the temptation to jump on the bandwagon. According to Dreman—the king of contrarian investing—you would do far better buying stocks that are out of favor. And that’s not just his own experience talking: Study after study has proven him right.”


—Equity




David Dreman, chairman and managing director of Dreman Value Management, LLC, is one of the most successful and influential investment managers in history, and his name is synonymous with contrarian investing. In this major revision of his investment classic, which Warren Buffett called “that rarity—an extremely readable and useful book that will be of great value both to the layman and the professional,” Dreman introduces vitally important new findings in psychology that explain why the stock market is inescapably given to bubbles, panics, and periods of high volatility. He also shows how we can use these findings to reliably profit from market errors, crash-proof our portfolios, and earn market- beating long-term returns.
 

The need for these keen new insights and his powerful contrarian strategies has never been more urgent. The market crash of 2007–2008 left no doubt that there are glaring flaws in the theory underlying all of the other prevailing investment strategies—the efficient market hypothesis—as well as in the long-accepted theory of risk. These twin theories, and all of the popular investing strategies that are based on them, fail to account for major, systematic errors in human judgment that the powerful new psychology research explains, such as emotional overreactions and a host of mental shortcuts in decision-making that lead to wild over- and undervaluations of securities as well as fundamentally f lawed assessments of risk. Dreman’s contrarian strategies not only account for these dangerous psychological effects but allow investors to take advantage of them. Dreman presents a breakthrough new theory of risk and introduces vital findings about the hidden dangers of high-speed trading and its role in volatility; he also delves into the pernicious risk of flash crashes as well as how to prepare for inflation.
 

Updating all his signature charts of market movements and stock valuations that prove the remarkable power of his contrarian strategies, he shows how the strategies would have optimized returns during the “lost decade” that culminated in the 2007–2008 crash and would have positioned investors for marketbeating returns in the recovery. Enhancing his core methods for choosing stocks with a number of new techniques developed over the last decade, he shows why the “best” stocks are consistently overvalued while the so-called worst, contrarian stocks are undervalued, and he lays out his proven and simple rules for avoiding the pitfalls and spotting the bargains.
 

Based on breakthrough research and showing for the first time how the new psychological findings can be directly incorporated into investing strategy, this thoroughly revised edition of one of the most influential books on investment is an essential addition to every investor’s arsenal.
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DAVID DREMAN is the chairman and managing director of Dreman Value Management, LLC, a firm that pioneered contrarian strategies on the Street and manages more than five billion dollars of individual and institutional funds. Regarded as the “dean” of contrarians, he is the author of the critically acclaimed Psychology and the Stock Market and Contrarian Investment Strategy. Dreman is also the senior investment columnist at Forbes magazine. Articles about the success of his methods have appeared in The New York Times, The Wall Street Journal, Fortune, Barron’s, Bloomberg Businessweek, and numerous other publications. He lives with his wife and daughter in Aspen, Colorado.
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Introduction


SOME THINGS SEEMED clear as I wrote this introduction in late August 2011. Although we have recently survived the worst economic and market period since the Great Depression, we are on anything but a solid footing today. Many market experts call the 2000–2009 period the “lost decade.” People lost heavily in the dot-com crash of 2000–2002 and even more in the subprime crash of 2007–2008, which not only dented their remaining savings but also substantially knocked down the prices of their homes. So much for the idea that modern investment methods and critical information delivered in nanoseconds would make this nearly impossible.


By June 2011, stock prices doubled from their lows of March 2009. But it wasn’t to last. After moving to its high of up 111 percent from the March 2009 low, the market took one of its sharpest dives in decades. From the July high through late September, the S&P 500 index free-fell almost 20 percent, a drop that cost investors more than three trillion dollars. The plunge was considered by many senior money managers to be the beginning of a new bear market as business activity concomitantly slowed dramatically. From almost universal investor agreement that the world economies and markets were improving, fears built up rapidly that we were entering a new recession. Most investors were bewildered and a good number were terrified. Who could blame them? Along with a frightening drop in prices reminiscent of September to December of 2008, volatility, exceptionally low for eighteen months, skyrocketed in four days in August 2011; the Dow Jones Industrial Average dropped 635 points, then rose 430 points, then dropped 520 points, and finally rose 423 points.


The result was confusion and panic rarely seen. Fearing a sharp recession, both Americans and foreigners poured into U.S. Treasuries even though they had been downgraded by Standard and Poor’s, one of the nation’s foremost credit-rating agencies, for the first time in U.S. history. Nevertheless investors rushed into them and into gold, which they regarded as the only secure investments available. Treasuries shot up a remarkable 15 percent from the beginning of the July 2011 stock market decline.


Hundreds of thousands of other investors bought gold, and in six months it rocketed from $1,400 to $1,900. Buying Treasuries because it was believed we were on the cusp of a major recession and buying gold because runaway inflation was expected in a highly overheated economy were diametrically opposite investor reactions to the same market events. It was like betting heavily on a horse to both win and come in trailing the pack in a major race. The investor, like the bettor in the analogy of the race, is almost destined to lose either way, because the house keeps a healthy percentage of both bets.


To further complicate recent developments, the over-two-month battle in July–August of 2011 to raise the U.S. debt limit, thereby preventing a U.S. default, which went down to the wire, shook the confidence of many large foreign investors in Treasuries from Russia to China to Japan, and again injected major fear into U.S. markets. The debt freeze has been estimated to eventually cost over one million domestic jobs, because state and municipal governments cannot get the money from the federal government to finance road and highway construction, maintenance, and other badly needed infrastructure projects. Our politicians certainly are far from winning public accolades for their performance. Recent public opinion polls have shown approval for congressional actions in the 20 percent range. Unfortunately the negativity does not stop there.


Many people of all political persuasions have serious questions about the quality of our economic leadership, at both the Treasury and the “independent” Federal Reserve—a concern that now stretches from the Clinton years through the Bush presidencies and the first two and a half years of the Obama administration—as well as a deep distrust of the investment bankers and banks who together came close to wiping out both our own and the global financial system in 2007 and 2008.*1 The Federal Reserve, for example, quietly loaned the biggest problematical banks 1.2 trillion dollars in 2008. Almost half of the largest borrowers were foreign banks. These loans were about the same amount as U.S. mortgage borrowers currently owe on 6.5 million delinquent and foreclosed mortgages.1 The delinquent mortgage holders naturally received nothing, while many officers of the biggest troubled banks received mind-boggling bonuses and severance payments.


So where do markets and the economy stand today? The truth is that nobody knows. Horrible exogenous events can tempt you to give up your faith in the bullish case for stocks. Who could foresee the earthquake in Japan in March 2011 measuring 9.0 on the Richter scale or the giant tsunami that followed only minutes later, which created enormous devastation as well as taking thousands of lives? Those were followed within days by four adjacent nuclear plants of the Tokyo Electric Power Company being on the verge of a meltdown that threatened to take many thousands of additional lives and send markets worldwide plummeting because of the fear that this disaster would thwart global economic growth for years.


Small wonder that many people worry that even fiercer winds are not far off, while others, like myself, think the great storm is almost over and markets will continue to move higher over time, albeit with a full complement of bone-jarring such as we have just seen. One thing, though, is certain: the times are very different today from a little over a decade ago. All the investment standards we were comfortable with for many years appear to have fallen by the wayside. Many of today’s financial teachings are actually toxic to your portfolio. For many generations, investors kept their money in bonds and believed they were investing prudently. Doing so today would bring about disaster. Treasury bills, supposedly the safest investment there is, have cost investors 77 percent of their purchasing power since 1946. 


Can we depend on savvy and knowledgeable money managers to get us out of this quandary? No, that won’t work either. They consistently underperform the market over time. John Bogle, the ex-chairman of the Vanguard Group of Mutual Funds, is an expert on mutual fund performance. Bogle heads Financial Markets Research Center, which showed that between 1970 and 2005, a period of thirty-six years, only 2.5 percent of the 355 equity mutual funds in existence in 1970 outperformed the S&P 500 by at least 2 percent. A whopping 87 percent of the funds either didn’t survive or underperformed the market.2


Then what are we left with? Once again, as Plato noted more than 2,400 years ago, necessity will prove to be the mother of invention. The sky is not falling; there will be some excellent opportunities ahead for those who are not fixated on the past. I’m convinced that the country is strong enough to put the last decade’s devastating crashes behind it. It is obvious that the mistakes and incompetence of the policy makers and the level of greed that caused the subprime collapse cannot be brushed aside and soon forgotten, but in this book we are concerned primarily with how to rebuild your savings, how to structure your portfolio to withstand likely conditions ahead, and how to take the proper actions that will let your portfolio prosper again over time.


That is a tall order, requiring us to reexamine and fundamentally challenge the investment theory most of us have used for generations. We must keep what is useful but discard what doesn’t work, basing this decision not on anecdotal reports but on solid empirical performance data. It is, however, admittedly not a walk in the park.


In the opening chapters of this book, I will make the case that not only the recent crashes but a host of powerful research findings to be introduced have definitively proven that the efficient-market hypothesis (EMH), the reigning investment paradigm, which states that sophisticated investors always keep prices where they should be, is incapable of providing accurate explanations of why current investment theory has failed, often miserably. Its basic assumptions are going to be thoroughly analyzed, and as we analyze them, we’ll see how they have been clearly refuted. The error at the heart of EMH, we will see, is that it simply does not recognize that psychology plays a part in your investment decisions. The efficient-market theorists—and most economists—do not believe that psychology, with its “softening” of human rationality, should be allowed a role in investment or economic decision making. Instead, it seems, they have plastered the lipstick of complex mathematics onto an academically abstract piggy to sell a lot of theoretical bacon. The deceit is certainly not intentional; the theory’s supporters believe it, despite numerous refutations of many of its premises. Science has always had a fair share of such sincere but mistaken researchers who simply won’t give up on a cherished theory. In an important sense the book is a new investment paradigm or method of investing. A new paradigm is normally accepted only when an old one can no longer explain events heretofore believed to be fully explicated by it. We are at just such a crossroads today.


Appreciating the fundamental flaws in the investment strategies based on EMH will demand that we take a close look at one of the major sources of investment errors—the person you see in the mirror every morning. What psychology has to tell us about our investing behavior as individuals and within groups is, I think you will come to agree, both eye-opening and surprisingly useful in crafting an optimal investing strategy. Introducing a set of powerful psychological insights that help explain why investors so often make incorrect decisions and why the market is subject to so many booms and busts, it will provide ways to help us reject the siren call of many failed methods that are still the mainstay of contemporary investment practices; it will enable you to become a psychological investor. You will start looking at the “wacky” world of investing through a new sort of glasses: contrarian psychological shades (patent pending).
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I think readers would like to know at this point, in case you’re faintly worried, that a dry academic debate or dull scholarly treatise is not on tap. You can relax. I will present the research findings in an easily understandable manner, not with complicated mathematical equations.


As you may already have noted, there are five parts in this book, each covering a major thematic area. Part I, “What State-of-the-Art Psychology Shows Us” looks at some of the most bizarre investment manias in history, crises that have helped us develop the new psychological insights into investors’ behavior. From sophisticated French nobles in the early eighteenth century to contemporary investment bankers (circa 2006) wearing sleek Zegna suits, nothing has held back people who believe that enormous wealth is within their grasp. Yet fascinating as these stories are, our purpose here is very different. We want to see how a historical perspective can be transformed into a psychological one that might be predictive of the characteristics of future bubbles and allow us to avoid jumping on the next bandwagon.


Readers already conversant with psychology and stock market interactions will find some familiar themes and alarm bells in this work. But what is decidedly new for everyone is some recent psychological research that has pushed our understanding of investment strategies light-years ahead. Two new topics, Affect theory and neuroeconomics, are especially exciting to researchers, and neither has yet to be absorbed into Wall Street’s conceptual tool kit.


The finding of how what is known as Affect works provides us with a powerful understanding of how people can so often be caught up in bubbles and come out almost penniless when they are over. Affect also works against investors in far more normal market conditions. We’ll examine its influence, how it was discovered through psychological research, and the role that its various corollaries have played in distorting “rational” market behavior.


Then we’ll take up a number of other psychological pitfalls that are waiting to snare the unwary investor. It turns out, for example, that people simply aren’t very good statistical information processors, and that this deficiency leads them to make consistent and predictable investment errors. We’ll also discover that the more we like an investment, the less risk we think it entails even if it is riddled with risk, and that in some well-known scenarios we consistently misplay odds when they are heavily against us. We’ll also see how some aspects of psychology can continually trick us into buying securities that are red-hot just before they collapse and why so many of us continually play against bad odds.


We’ll conclude by introducing two more heuristics (mental shortcuts), representativeness and availability, that cause systematic errors in our judgment. Both consistently take a good slice out of most investors’ portfolios. Throughout, we will see how psychologically compelling these mental shortcuts are and how hardwired into our minds they happen to be. But by learning to recognize them in action, we can fend off their all-too-tight mental embrace.


In Part II, “The New Dark Ages,” a critical review of the efficient-market hypothesis will help you develop a precise understanding of why the most recent market crashes have proved so destructive and why the latest one has lasted so long.


We will also deal with the efficient market’s sidekick, risk analysis. It states that if you want higher return, you must take higher risk, defined as volatility. Less volatility will give you lower returns. Yet this essential portfolio protection, which you’ve been told for years would keep your savings secure, doesn’t work and never did. We will also see that the risk evaluation methods employed today have failed miserably. The theory of risk that investors have depended on for decades to protect their portfolios is constructed on specious reasoning. Today we do not have a workable theory of risk to defend ourselves, nor have we had one in close to forty years. Small wonder that performance results have been so disappointing when bear markets come along. As will be detailed, this risk theory has been the chief culprit in the three shattering crashes since 1987 alone. We’ll see why and look at something better, a new, workable theory of risk, which is well documented and will take in many of the important risk factors we are faced with today, as well as some new and potentially devastating ones that are not yet incorporated into investment teachings.


Along the way there are some hard lessons to be learned. For example, liquidity was completely sucked out of the system in 2008 and has only partially returned. We know that 60 percent of new jobs in the United States are created by companies with one hundred or fewer employees. Yet the banks, in spite of trillions of taxpayer dollars directly (and indirectly) funneled their way, have refused to lend to these job-creating firms. They couldn’t, as far too much of their excess capital was invested in illiquid subprime mortgages. And guess what academic thinking encouraged them to have such small liquidity reserves? Yes, the efficient-market theorists strike again.


We’ll wrap up this section with a humorous but far too precise comparison of EMH to the ancient Ptolemaic theory of planetary motions, with efficient-market advocates playing the role of ancient astronomers loudly insisting, with lots of equations and highly advanced mathematics, that the sun absolutely has to orbit around the earth. There could be no other way.


Part III, “Flawed Forecasting and Poor Investment Returns,” shows that despite the great confidence in forecasting, analysts’ forecasts through the years have been remarkably off the mark. Today’s analysts are expected to fine-tune earnings estimates within 3 percent of actual reported earnings to prevent damaging earnings torpedoes after an earnings surprise. The evidence in these chapters of large groups of analysts’ estimates over forty years demonstrates that earnings surprises are many times higher than the 3 percent analysts believe will not disrupt markets and are remarkably frequent.


Further evidence indicates that even the smallest earnings surprise can have a major effect on stock prices. Most important, the research strongly demonstrates that surprises benefit contrarian stocks and damage favorite stocks over time, providing strong new evidence supporting the use of contrarian strategies. Despite the robustness of these findings, analysts and money managers ignore them. We must not make the same mistake.


In Part IV, “Market Overreaction; The New Investment Paradigm,” I introduce the contrarian strategies that will allow you to account for these psychological foibles and forecasting errors, showing that these strategies have stood the test of time and also did well through the “lost decade” and the first ten years of the twenty-first century, outperforming the market and “favorite” stocks. (The returns, though positive, were naturally lower, given the two severe crashes during this time; but there was no total devastation or major loss of capital, as so many experienced.) When the bear roared loudly, the contrarian investors could stay the course with considerable confidence. We will take a close look, in particular, at how they fared through the dot-com bubble of 1996–2000 and the financial crisis of 2007–2008. The book will also fine-tune the strategies in light of the 2007–2008 crash by adding some further investment guidelines and safety features.


A powerful hypothesis of investor behavior will also be presented, which explains why and how investors so often misvalue investments. It is called the investor overreaction hypothesis (IOH), and its thesis is that investors almost constantly overpay for stocks they like and just as consistently underpay for stocks they don’t. The IOH so far has twelve testable points, with more likely to be added as research continues.


Part V, “The Challenges and Opportunities Ahead,” looks at what we should expect from markets in the next few years. We’ll also discuss the tools investors will need to handle the high-probability scenarios that will be described.


Our tour d’horizon of this brave new financial world will touch on what is likely to come. We may be saying farewell to the “Great Recession,” but investors are a long way from exiting the perilous woods of inflation. As a forward-looking investor, you’ll want to be fully equipped and knowledgeable about the critical financial issues that could engulf us at practically any point in the future.


The most important scenario is the major likelihood of serious inflation within two to five years, not only in the United States but also globally. We’ll consider the best investments that are likely to preserve your capital and even flourish in an inflationary environment. Also, we’ll review methods that investors in many other countries that have faced similar inflationary challenges have successfully followed to survive and prosper.



[image: image] A Personal Note


You’re going to run across an occasional brief note on my private or professional experiences. Some of these notes I hope are amusing, and some are moments I’d definitely prefer not to repeat. I thought that in a work that’s so heavily indebted to the discipline of psychology, these personal reminiscences would lightly remind us that in the end we’re all only human.


Sure, I’ve made more than a few investing choices I’d do over, and certainly not every single stock I’ve picked has come up a winner. I’ve had a few squirmy reminders that psychology affects me as much as the next guy. But as Warren Buffett once said, if a manager can bat .600 over time—get a hit six times out of ten—he or she will prove to be a big winner. In the end, fortunately, I was one of the few who outperformed the market over an extensive period of time.


Ultimately, the most essential thing you can take away from the entire book is this: the psychology-aware investor holds a superior advantage, not just more theoretical knowledge but a genuine practical investing edge. I hope that’s an appealing reason to read on.


Inevitably, not all market analysts will agree with my analysis. New ideas, even when they are strongly backed by empirical investment and psychological research, will not be accepted by most, because they contradict and threaten to dethrone the theory of the day. It doesn’t matter how good the new work proves to be or how badly the reigning ideas have failed; that’s irrelevant to the true believers, who will try to hold their turf to the last dollar that you have. That’s the way of paradigm change and probably has been since time immemorial. But fortunately the attacks are never on the reader; it’s the writer who is always called out.


I have fielded criticism from academic and professional experts for more than thirty years, some of it containing sharp personal attacks. Nevertheless, though the fusillades may have sent a few of my feathers flying—not to mention on occasion raising my blood pressure to a frothy level—they have never been able to undermine the work.


I believe that it is vital that we never underestimate the role psychology plays in the market. It can be our best friend if we follow the proven contrarian strategies that protect us so well against psychological traps. It can also be our worst enemy if we try to outguess the traps, for example, saying something like, “Okay, this market will blow, but I’ll just stay in a teeny bit longer” or “Heck, I’ve got my ten-bagger, I’ll sell at eleven.” Chances are those portfolios will end up at or near another financial Boot Hill. Psychology, no matter how much you’ve studied it or think you know it, can reduce both your ego and your net worth very quickly.


David Dreman
Aspen, Colorado
September 30, 2011
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What State-of-the-Art Psychology Shows Us
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Chapter 1


Planet of the Bubbles


DO YOU REMEMBER the days when investing was fun? I do. For me the late 1960s were a great time to be in New York City and in my midtwenties, just the right age. I started working as an analyst barely a year before the Go-Go Bubble developed. Anything we bought went up, not just 20 or 30 percent; hell, those didn’t even count, they were a waste of our capital. Computer service companies, health care, semiconductor stocks, and scads more shot up ten-, twenty-, even a hundredfold. We were all becoming wildly rich—or so my young colleagues and I cockily thought for the next eighteen months.


We were a new generation, and this was a new market unlike any that had existed before. We laughed at the old fogies who bought blue-chip stocks and who shook a warning finger at us to sell before the bottom dropped out. Didn’t they realize this was only the beginning? More and more analysts were recommending these sizzlers, and all the hot mutual funds were piling into them as their funds soared. Once again, as in the distant 1920s, everyone was buying stocks. As they continued to move higher, our euphoria was endless.


One of my friends (let’s call him Tim) was at that time in group therapy—he said to straighten himself out, but from our talks it seemed more likely that he wanted to meet new interesting women. Whatever the case, the red-hot market permeated the group. Tim, intelligent, articulate, and not in the least reluctant to express his views, quickly became the center of attention. The sessions, led by a psychoanalyst who was an avid investor himself, turned more and more into stock-picking seminars. One group participant, a diffident middle-aged businessman still under Daddy’s thumb, believed himself a financial failure. He bought one of Tim’s suggestions—Recognition Equipment—as the price doubled, doubled again, and doubled yet again. He was suddenly the ultimate business success, a multimillionaire. The transformation in his self-confidence was amazing, so much so that Tim now had trouble maintaining his position as the group guru.


But the businessman’s newfound financial empire was not destined to last. Suddenly the market turned down sharply, and he was heavily margined. When Recognition Equipment began collapsing, the stock quickly led him to bankruptcy, whereupon Tim was made to return the Piaget watch he had been given in appreciation. At that point my friend turned to the First Avenue bar scene, which he hoped would provide better self-realization. Still, we all remained confident. The market drop was only a sharp correction, we were certain. The stocks we held, unlike those of other investors, were sound. And had to go higher . . .


None of us escaped.


Most of my friends lost all of their gains and much of their capital. As the markets screamed downward, I slowly remembered that I was a value analyst and got out with a modicum of my gains still intact, as well as what I thought was a newly acquired ulcer; it turned out to be just badly shaken nerves. But I had been taught a lesson. The ride up was magnificent, but the ending was horrific. Despite my training and knowledge of bubbles, I too was zapped.


Though bubbles provide almost endless jubilation on the way up, the way down is like entering Dante’s eighth circle of Hell. And bubbles are not simply market aberrations, occurring only occasionally. No, they are far more integral to market behavior than that, as we shall see. They sharply magnify overreactions that occur in markets and work persistently against investors’ best interests. The dynamics of bubbles, and of the market reactions when they burst, have also stayed remarkably consistent over time. Unfortunately, we have not been good at learning from our mistakes.


Consider this scenario.


For almost two months the market continued to slide on increasing volume. The near-universal confidence that investors were simply beating through another correction in a market destined to move much higher was gradually changing into doubt. When rally after rally failed, that doubt turned to a deepening anxiety. Could something be very different this time?


Next came the margin calls! Financial instruments at the heart of the nation’s growth and expansion plummeted for no apparent reason. Not just 2 or 3 percent but often 10 percent or more in a day. What was going on?


Rumors were rampant that now one major institution and now another was on the brink of collapse. Something had to be done to stop the stampede that threatened to turn into a panic on a scale no one had ever seen before. The president, reluctant to interfere, was called on by his top advisers to make a statement that the economic outlook was sound and to assure the nation that major prosperity lay ahead after this brief hiccup.


Assisting him in his efforts to calm the markets was his highly respected secretary of the Treasury, previously the head of one of the most formidable investment firms on Wall Street and a legend in his own time. Many other powerful market figures also threw their financial heft and hard-won reputations behind the secretary and the president.


The Treasury secretary worked with the leaders of some of the largest banks and with leading investment bankers in the country in an attempt to head off what was beginning to look like a financial disaster. A gigantic bailout plan was put together by the banks for immediate execution. The news sent stock prices soaring. Battered investors hoped this action would save the market and the financial industry, but the rally fizzled within a week and prices began to nose-dive. If the banks and the big-money pools couldn’t find a fix, who could? Many professionals now saw the possibility, even the likelihood, of complete financial disintegration.


Surely this happened just prior to the infamous 2008 crash, right? But wait, this description also fits the tumultuous events before the October 1929 crash. Amazingly, the president could be either President George W. Bush or Herbert Hoover, and the Treasury secretary could be Henry “Hank” Paulson or Hoover’s secretary, Andrew Mellon. (Mellon, who served through three administrations, was formerly the head of the Mellon Bank and the leading financier and industrialist of his day, with an income behind only those of John D. Rockefeller and Henry Ford.)


How badly did these crashes affect us? The 1929 crash and the ensuing Great Depression sent shock waves through the U.S. economy and global economies that radically changed Americans’ tolerance of the Wall Street they knew. Within several years after 1929, major legislation was passed to stop many of the egregious abuses that had been identified. Still, none of the reforms restored confidence in the financial system for decades. As the nation approached World War II and Selective Service was reintroduced in 1940, stockbrokers were designated the ninety-ninth out of one hundred least important categories to be exempt from the draft. Unemployment was near or over 20 percent for most of the 1930s, while the value of the companies making up the Dow Jones Industrial Average dropped from $150 billion in market value in 1929 to $17 billion in 1932, down 89 percent.


The crash of 2007–2008 was as devastating in many ways, taking financial stocks down 83 percent in a little more than twenty-one months—slightly more than half the time it took stocks to reach their lows of 1932. The free fall in the value of assets so frightened lenders that they refused to lend to banks that needed to borrow, and credit, the indispensable financial lubricant that had driven the wheels of commerce for centuries, froze. Jean-Claude Trichet, the president of the European Central Bank, remarked that it was the worst drop in credit since the Industrial Revolution. The industrial world was on the brink of a credit seizure it had not experienced since the Dark Ages.



[image: image] “Why Bother with Bubbles and Panics?”


That’s what Fred Hills, an outstanding former editor at Simon & Schuster, asked me in 1997, when I submitted my last manuscript to him. “Even my twelve-year-old daughter knows about bubbles and panics,” he continued. Fred was dead-on. I’m sure that virtually every reader knows about manias and crashes. You’ve probably read about investors in Holland in the 1630s scrambling frantically to buy tulips and paying the equivalent of $75,000 for a Semper Augustus, a rare bulb, during Tulip Mania. Maybe you know the story of the printer in the 1720 English South Sea Bubble. Envious of the promoters all around him who were coining money by starting companies “to bring up hellfire for heating” or “to squeeze oil out of radishes,” he hatched his own scheme: “A company for carrying out an undertaking of great advantage, but nobody to know what it is.”1 When he opened his door for business at 9 A.M. the next day, long lines of people were waiting patiently to subscribe. The printer took every pound offered and wisely took a boat to the Continent that evening, never to be heard from again.*2


Perhaps you’ve even heard of the Mississippi Bubble in France in 1720. The Mississippi Company promoter John Law was an expert at painting the canvas of concept. As one of his numerous spectacles to hype the stock, he marched many dozens of Indians through the streets of Paris bedecked in gold, diamonds, rubies, and sapphires, all supposedly coming from the almost unlimited mines of gold and precious stones in the mountains of Louisiana. The stock appreciated four thousand times before it collapsed in 1720.


When our forebears left for the New World with the hopes of escaping tyranny and persecution and finding a better life, Mr. Bubble took the perilous voyage with them and flourished as much as anyone on the journey. Bubbles and market meltdowns have occurred regularly since the nation’s founding; the panics of 1785, 1792, 1819, 1837, 1857, 1873, 1893, and 1907 and the crashes of 1929, 1967, 1987, 2000, and, of course, 2008. Depending on the technical definition, more could be added.


These stories are all too familiar, it’s true, but we will not be looking at bubbles through the eyes of an economic historian or simply retelling tales of the almost unbelievable levels of folly and self-delusion investors can reach. The purpose here is very different; a discussion of bubbles is essential to the investment methods we will examine in the book.


Contagion and crashes are, in fact, the starting point for our understanding of psychological behavior in the markets. After all, if everyone knows about financial bubbles, how can they keep on happening? Shouldn’t economists have figured out by now how to watch for the equivalent of the engine warning light coming on?


We all know that it’s very hard to pinpoint exactly when dangerous financial overheating will blow up the financial structure. We realize that stocks can become enormously overvalued, but still, most people don’t fold their cards and walk away with their mounting piles of chips. We just can’t seem to get the timing right. This situation has not been helped by the prevailing wisdom touted by economists.


Economists following the efficient-market hypothesis (EMH) state that bubbles are impossible to predict. Market bubbles are something like stealth bombers, they say; you can’t pick them up on radar, and you won’t know what’s hitting you until your investments are getting shellacked. No less an authority than Alan Greenspan, the former chairman of the Federal Reserve and the “prophet” of prosperity, concurs with this economic thinking: “It was very difficult to definitively identify a bubble until after the fact—that is, when its bursting confirmed its existence.”2 There is widespread agreement by economic scholars with his statement. But even worse, the popular theory states that bubbles are rational. In short, absurd pricing is always justified by the actions of totally rational, nonemotional investors, who keep prices exactly where they should be. As we’ll see, this is an easy out. But it certainly protects the Fed’s and academics’ reputations. To accept it means that we are not capable of ever valuing anything accurately. So bye-bye to all theories of valuation, whether you are buying a home, purchasing stocks, or building a new plant. Any price is good—until it isn’t. We will go into this rather tortuous logic in some detail later on, but it’s obvious that investors often do not, in fact, keep prices where they should be.


Our purpose in this book is to change this thinking or at least to help change your thinking, and your investing decisions, by revealing its folly. In this chapter we’ll take a quick ramble through history to show you a dozen of the main causes of bubbles and convince you that it is vital to come to a better understanding of how to spot them and avoid their carnage. Most of us looking back at earlier manias think that we could never make the same silly mistakes. I know I did when I first came to Wall Street in the late 1960s. In researching my earliest work, I logged a lot of hours at the New York Public Library and pulled out virtually every book I could find on bubbles and panics; I then read the daily financial section of both The New York Times and The Wall Street Journal for several years preceding the 1929 crash to get a real feel of these events. At first it looked so easy to make a killing by going against the obvious madness of these silly investors in the era of speakeasies, flagpole sitters, and “jazz babies” with short skirts and boyish figures. Didn’t they know markets couldn’t go up endlessly? Taking advantage of such folly would be a cinch.


It wasn’t. It bears repeating that within a year of starting my career on the Street, I got caught up in the exact same foolishness, in the 1966–1969 Go-Go Bubble. That is a personal reason why I know that it is only through thoroughly understanding what causes manias, along with the continual overvaluations of popular stocks, that you can protect and possibly enhance your capital.
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As we noted earlier, one of the most remarkable characteristics of speculative manias is their similarity from period to period, even if hundreds of years apart. Take the excessive use of credit as the first of many destructive characteristics most bubbles have in common.


Let’s flash back again briefly to the 1929 and 2007–2008 crashes. Enormous leverage was employed in both periods, as it was in many bubbles in the past. In 1929, investors could buy stocks on 10 percent margin. Many investors back then bought investment trusts, which themselves employed large amounts of borrowing, in effect substantially increasing the 10 percent margin the buyer normally put down. By early 1929, the Federal Reserve was very concerned with speculation and raised the interest rates on margin loans to an astounding 20 percent. That put a damper on buying on margin for only an instant. After all, 20 percent a year is only 1.67 percent a month, and stocks’ performance in the recent past had conditioned most investors to expect gains of 10 percent, 20 percent, or even more in months. Markets could only go higher, and quickly.


During the housing bubble that led to the 2007–2008 crash bankers margined themselves up to twenty-five to thirty times their capital, while investment bankers such as Bear Stearns, Lehman Brothers, Goldman Sachs, and Morgan Stanley were leveraged even more, up to thirty to forty times their capital, much of it in highly illiquid mortgage instruments. They believed that real estate markets could only move higher. With so much leverage, it took only a very small drop in the value of subprime mortgages for the bubble to burst.


Another similarity of manias is that virtually all of them have been bred in solid economic conditions, when investors’ confidence was high. Each mania had sound beginnings and was built on a simple but intriguing concept but was then characterized by the almost complete abandonment of prudent principles that had been followed for decades, if not generations.


People believed each bubble offered opportunities far more enticing than they had ever seen before. In the classic South Sea and Mississippi bubbles, the lure was the endless flows of gold and jewels from the New World that would enrich speculators beyond their wildest dreams. In the technology bubbles of the 1960s, ’70s, and ’80s, it was the inexhaustible profits to be derived from the sales of innumerable numbers of semiconductors, computers, and other state-of-the-art technological products. Speculators mesmerized by the prospect of huge gains have quickly abandoned all valuation standards in bubble after bubble.


The seemingly inexorable rise in stock prices prior to the 1929 crash was called the “New Era.” Earnings growth, it was said, would be so great that investors could toss all old-fashioned value standards aside, because things were really very different this time. In the Roaring Twenties, many major breakthroughs had occurred, from the invention of radio to the exciting promise of commercial aviation, and new and very profitable auto and industrial manufacturing techniques that could turn out almost unlimited amounts of goods and services. Those would continue to be scooped up by national and international markets, creating a remarkable new level of profitability on company stocks. During the 1996–2000 dot-com bubble, investors justified the enormously high stock prices by asserting that the dot coms had ushered in a “New Economy.” Stock prices no longer had to be justified by the valuation standards that had been followed for generations. A new wave of much higher technological profitability now called for much higher valuations.


In every bubble, the experts have also been caught up in the speculation, not only condoning the rising prices but predicting much higher ones in the future. After all, in each case people thought they had good reason to believe that the opportunity this time was really far better than any other they had ever seen.


Another kind of flawed thinking common to all manias is the “Greater Fool Theory.” In each mania some independent and skeptical thinkers were not overwhelmed by the euphoria of the time. They believed prices should never have reached the preposterous levels they had, that the crowd was really mad. But they thought things would get madder still; if prices had gone up tenfold and enthusiasm was soaring, why couldn’t they go up fifteen- or twentyfold? Thus wrote a British member of Parliament in 1720 after being bankrupted by the South Sea Bubble: “I said, indeed, that ruin must soon come upon us, but I own it came two months sooner than I expected.”3


In each mania excessively risky actions were justified as prudent. Those who did not go along were considered old fogies or even labeled “dinosaurs.” I received this distinguished title myself from Jim Cramer, the market guru who has a daily show on CNBC. A month before they crashed, he said I did not understand the enormous potential of dot-com stocks. Fortunately for me, Jim’s thinking about the bubble, not mine, turned out to be Stone Age that time round.


In every bubble, once the crowd begins to realize how wildly overpriced the stocks it rushed into are, there is a scramble to escape. A horrific panic ensues as the image changes from euphoria to doom. Rumors always play a major role, at first of fortunes being made and of good things to come and then later of prophecies of doom. Finally, prices fall back to where they started off or lower. The curtain has dropped, and the riveting drama is over.


Perhaps the most curious similarity of all is the sharp percentage drop from each high-water mark—on the order of 80 to 90 percent or more. Tables 1-1 and 1-2 illustrate this.



[image: image] Have Bubbles Changed over Time?


I’m going to try to make a strong case that they haven’t. If anything, bubbles have become much more frequent since the 1960s, the price swings more violent, and the damage to the financial system and economies, both in the United States and globally, significantly greater.


Table 1-1 shows the price drops from their peaks of four of the classic bubbles in market history: Tulip Mania (1637), the Mississippi Bubble (1720), the South Sea Bubble (1720), and the crash of 1929. The price of the Semper Augustus tulip plummeted 99 percent from its high. The price of Mississippi Company stock also fell 99 percent, while that of the South Sea Company plummeted 88 percent. Finally, in 1929–1932, the Dow Jones Industrial Average made the league of major financial disasters, dropping 89 percent between its high of 381 in September 1929 and its low of 41 in 1932.
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Table 1-2 shows the six major market bubbles in the United States between 1960 and 2009. There were no manias between 1932 and 1960, perhaps because investors still carried the searing memories of 1929 and the Great Depression with them.


There were also at least three major real estate manias in this period, including a major S&L crisis in the mid-1980s, a commercial real estate collapse in the late 1980s, and early ’90s (not shown), and of course the mother of crises, the subprime panic only a few years back. Nor does the table include a passel of major real estate bubbles such as the sale of large amounts of swampland in southern Florida in the land bubble of the mid-1920s. So high was the interest of buyers that the Miami News printed one edition of 504 pages that was almost all devoted to real estate ads. After that there was a collapse in real estate prices in the 1930s.


Also not included are numerous minor bubbles, among them several art frenzies (for some months in the late 1980s, Picasso paintings appreciated by about 1 percent a day). There were also stampedes into stamps, collectibles, precious metals, gold, diamonds, and coins, as well as a bevy of bubbles in the early 1990s in the Eastern European countries, after they overthrew their Communist governments. Those bring the total number of manias into the dozens since 1960, compared with only the three in Table 1-1 in the almost three hundred years prior to the 1929 crash.
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Many of the bubbles of recent years that are not shown in the tables were in dollar terms as large as or larger than some of the stock market bubbles shown.


As Table 1-2 also indicates, the dominant trend displayed in the six stock market bubbles since the 1960s is the increasingly prominent role of technology-related stocks, culminating in the infamous dot-com bubble of 1996–2000, by far the biggest technology bubble to this time. Technology stocks have had a special allure. Everyone had a general idea of what a big win IBM had been. It made over 11,000 percent on a buyer’s original investment from 1945 to 1968 and was still growing. Why not buy the next IBM now? The promoters—oops, investment bankers—spun out thousands of new technology issues for buyers to snap up. Computer-leasing companies, for example, could quadruple or quintuple the money they made, buyers were told, by simply purchasing computers from IBM and leasing them at a lower rate. Leasco Data Processing Equipment Corporation and Levin-Townsend Computer Corporation made billions of dollars for their owners and the investment bankers before they went bust. Ten years later, most of those would-be IBMs had collapsed.


In a bubble any torrid concept will work. Investors in each mania have believed and followed pied pipers. One led them dancing to National Student Marketing Corporation (NSM), the hottest stock of the go-go market of the late 1960s. At one time it traded at nearly 100 times earnings because NSM promised to unleash the collective marketing power of hundreds of thousands of college students. What it could actually market—and how well—wasn’t known. The “power” of NSM’s “massive” marketing force consisted of maybe seven hundred part-time college students at its peak, but the story sounded believable, so the stock rose as high as $143 a share before reality kicked in. Then the share price dropped, like a bear on a 150-foot bungee cord, to three and change. But it didn’t spring back.
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So there are remarkable similarities in market bubbles, but there is also one important difference in the most recent booms and busts. Holland, France, and England were still prosperous after their bubbles imploded. Many speculators lost their homes, their businesses, precious metals, and other valuable assets, but the countries’ economies remained strong and continued to grow stronger as the years passed. The bubbles from the 1960s to the early 1990s, although high for any period, also did little longer-term damage to the economy; the nation continued to prosper and grow. However, the last two bubbles in Table 1-2 are a very different species. Not only have more recent bubbles occurred much more frequently; they have also caused more damage. The dot-com bubble and crash of 1996–2002 is estimated to have cost investors $7 trillion and forced millions of people of retirement age to continue working because of major losses in their pension plans.


The enormous loss of wealth was also due to keeping interest rates far too low for much too long under first Chairman Greenspan and then Ben Bernanke, his successor at the Fed. This disastrous policy was instrumental in setting up the recent financial crisis, which is estimated to have caused losses of $25 trillion to $30 trillion in security values alone. Added to the cost were lost GDP, lost employment, and other major charges that brought the total loss much higher. We can also see that losses in contemporary manias are as high as and sometimes considerably higher than in those in centuries past. The price of South Sea Company stock appreciated 720 percent to its peak, while the price of tulips ran up 1,500 percent. The price of Qualcomm stock, by comparison, skyrocketed over 22,000 percent to its high, Yahoo! 18,000 percent, and Amazon.com 7,500 percent. Dozens of other dot-com stocks appreciated several thousand percent.


And all of this happened despite the fact that investors were the best educated in history. They commanded powerful state-of-the-art computers and instant communication and had up-to-the-nanosecond data at their fingertips, as well as the finest research money could buy. All the tools of logical decision making were better than ever; only the outcomes were among the worst on record. All of this is why gaining a better understanding of the psychology of both investors and the market is so crucial. The psychology of investors’ overreaction is only now being researched in detail by scientists in the fields of cognitive psychology and neuroeconomics, and the work is providing new answers about why and how bubbles take place and, importantly, how the same forces that generate bubbles influence our investment decisions in any kind of market. This research has added greatly to the basic appreciation of the irrationality of investors’ behavior popularized by some very astute pioneers.
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Far from faddish, modern psychological insights applicable to market behavior have grown over 170 years. One of the first steps of scientific method is accurate observation. This is as true in psychology as it is in chemistry, medicine, or other scientific fields. As far back as the 1840s, the Scottish journalist Charles Mackay used his astute powers of observation to develop the antecedents of behavioral finance. He wrote a remarkable book, Extraordinary Popular Delusions and the Madness of Crowds, first published in 1841 and still in print.


Mackay examined the three historic bubbles we have discussed—the Dutch Tulip Mania (1630s), the English South Sea Bubble (1720), and the French Mississippi Bubble (1720)—as well as other instances of crowd madness from alchemy to the burning of suspected witches and sorcerers at the stake. He declared, “We find that whole communities suddenly fix their minds upon one object, and go mad in its pursuit; that millions of people become simultaneously impressed with one delusion, and run after it. . . . Sober nations have all at once become desperate gamblers, and risked almost their existence upon the turn of a piece of paper. . . . Men, it has been well said, think in herds . . . go mad in herds, while they only recover their senses slowly, and one by one.”4 The characteristic he observed repeatedly was that when the enormous surge of speculative enthusiasm ends and the bubble begins to implode, the crowd becomes as extreme in its panic as it was euphoric. Caution and rationality are lost in the stampede to sell. In a market collapse, terrified investors are oblivious to fundamental value, just as they were when no price was too high to pay.5 Mackay captured the flavor of mania and panic as well as any writer to this day.


Picking up from Mackay, Gustave Le Bon wrote The Crowd: A Study of the Popular Mind, published in English in 1896. Le Bon was a French social psychologist, sociologist, and amateur physicist. His book brilliantly caught the actions and moods of the crowd that Mackay had described. Le Bon wrote, “The sentiments and ideas of all the persons in the gathering take one and the same direction. . . . A collective mind is formed . . . presenting very clearly defined characteristics. The gathering has thus become . . . a psychological crowd.”6


A most striking feature that Le Bon noted was a crowd’s inability to separate the imaginary from the real: “A crowd thinks in images, and the image itself immediately calls up a series of other images, having no logical connection with the first. . . . It accepts as real the images evoked in its mind, though they most often have only a very distant relation with the observed fact. . . . Crowds being only capable of thinking in images are only able to be impressed by images.”7


To a crowd, few images are more seductive than the promise of instant wealth. The picture of vast riches that would normally take a lifetime of hard work to accumulate, if you were lucky, being won effortlessly in just a few days or months is almost irresistible. Think of all of the house buyers in the early 2000s who took on huge mortgages they knew they really couldn’t afford. There’s no question that Mackay and Le Bon were outstanding observers far ahead of their time, but what wasn’t available to them is the recent research that explains in more detail why crowds can be swept away to such levels of irrationality.
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The psychological studies that explain a good part of these consistent and predictable behavioral errors began in the 1970s. That work eventually earned two of the leaders in the field, Daniel Kahneman and Vernon Smith, the Nobel Prize in Economics in 2002. Even more cutting-edge research began coming out after I published Contrarian Investment Strategies: The Next Generation in 1998. The new research provides major findings in both cognitive psychology and neuroeconomics that explain why bubbles are so powerful and repeat themselves so frequently, as well as why contrarian strategies have worked so well over time and should continue to outperform other approaches in the years ahead.


Just as psychiatrists have learned much about the functioning of the human mind through the study of disturbed patients, researchers in this field have investigated manias and crashes to gain valuable insights into financial decision making. Investment bubbles are the clearest examples of investors’ overreaction because the disparity between value and price is at its most extreme.


I think this work is only the beginning in this exciting field.


This research helps greatly to explain why people become caught up in manias and bubbles and why it is so hard to recognize what’s happening. So let us bid adieu to the wry and humorous images of eighteenth-century English duchesses and red-faced twenty-first-century investment bankers, all desperately scurrying after beckoning fortunes, and move on to the emotions that bring them to this state.
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Chapter 2


The Perils of Affect


YES, IT’S AMUSING that investors poured money into all the historical bubbles described in the previous chapter. Even Bernie Madoff might envy the promoters back then. Their schemes were far less sophisticated than his, and if you got caught you didn’t go to jail and have your underwear auctioned off to boot. But it’s anything but funny to think of the millions of people who have taken brutal hits on their retirement funds and financial nest eggs.


Although the findings we’ll consider about the psychology of investor and market behavior are increasingly followed by interested investors, the majority of economists, financial academics, and Wall Street professionals still dismiss the idea that psychology plays any role in investment decisions. I’ve written about and participated in parts of this work in cognitive psychology, sociology, and experimental psychology since the late 1970s, and there is no doubt that these findings are important to our understanding of market phenomena that entrap us repeatedly; this is why we’ll look at them in some detail over the next two chapters.


Until a few years back, I continued to be perplexed by some key market events. Although a lot of the blanks had been filled in, an important piece still seemed missing from the puzzle. It’s the piece we looked at in the previous chapter: why do crowds go as berserk as they do in manias and panics? How could they pay $75,000 (in today’s purchasing power) for a rare tulip and then some months later refuse to pay $750 for it? How could investors shell out $150 a share for Red Hat, a sizzling computer software company, in early 2000, and only $3 a share not even two years later?


What is it that drives the supposedly totally rational investors of the late twentieth and early twenty-first centuries into speculative frenzies even more damaging than those of centuries ago?


Yes, cognitive psychology, social psychology, and a score of related disciplines have been extremely helpful in pointing out numerous psychological errors that investors make and how understanding these mistakes can both protect you and help to make you some very good money. Still, none of the psychological research could answer the question of how price movements can be so extreme or how euphoria can turn to panic in almost the blink of an eye.
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Fortunately, there are now answers. Beginning with work in the early 1980s and drawing increasing interest from researchers in the last two decades, new and dramatic findings have begun to emerge to answer this question. Not only do the answers form the core of our understanding of why bubbles occur so frequently and result in such enormous price movements in manias and panics; they also address many other market questions, some of which are critical to our investment decisions, as well as others that cut through the heart of contemporary risk analysis.


The most important discovery is that of Affect, or the Affect heuristic, as it is sometimes called, which has only recently been recognized as an important component of our judgment and decision making.*3 What the Affect findings have shown is that our strong likes, dislikes, and opinions, experienced as feelings such as happiness, sadness, excitement, and fear, can, either consciously or unconsciously, heavily influence our decision-making processes.


Affect can work either on its own or in tandem with our rational decision-making processes within or outside markets. Affect is emotional, not cognitive, so it responds rapidly and automatically. The response, being emotional, need not be rational, and often isn’t.


Professor Paul Slovic, a leading authority on cognitive psychology, whose work, along with that of Daniel Kahneman, a Nobel laureate in economics, is central to our look at Affect and heuristics, wrote: “Images, marked by positive and negative affective feelings, guide judgment and decision making.”1 That is, representations of objects or events in people’s minds are tagged to varying degrees with positive or negative Affect. A rabid sports fan, for example, will have positive representations for a favored sports team and negative ones for an archrival team. Slovic’s paper continued: “People use an Affect heuristic to make judgments. . . . People consult or refer to an ‘affective pool’ (containing all the positive and negative tags associated with the representations consciously or unconsciously) in the process of making judgments.”2


We all know that we often develop very intense likes or dislikes that probably taint our judgment. And I’m sure you’ve found that if someone has a strong political or religious view, it is very hard, if not impossible, to change his or her thinking, no matter how powerful the argument you think you have presented. There is evidence that any such arguments will in fact actually only bolster your interlocutor’s view. He may, for example, categorize your argument as a stereotypical response. Similarly, the more we like an investment choice, the stronger the positive Affect we have for it; and the more we dislike a stock or industry, the more negative the Affect it produces on us. And as in the case of political views, further positive news reinforces our positive Affect for a security while negative news reinforces our negative Affect for one we don’t like.


Affect plays a central role in what have become known as dual-process theories of our mental processing of information.3 As the psychologist Seymour Epstein states, individuals understand reality through two interactive parallel processing systems. The rational-analytic system is deliberative and analytical, functioning by way of established rules and evidence (such as mathematics and engineering). The other system, which psychologists have labeled the experiential system, is intuitive and nonverbal. The experiential system draws on information derived from experience and emotional recall and encodes reality into images, metaphors, and narratives to which affective feelings have been attached.4


Being emotional, not cognitive, the experiential system is much faster than the rational-analytic system, which may take many days or weeks to gather and put together all the required parts. Notice how quickly a reaction starts to form in our minds if we think we’ll have a big investment gain (positive Affect) or we have a wipeout in a favorite stock (negative Affect) or even hear words such as “kidnap” or “drive-by shooting.” Affect can be such a powerful emotional pressure that it can insidiously override our training and experience in the marketplace, and, as we’ll soon see, it goes a long way toward explaining extreme stock mispricing.


Images and associations are pulled into the conscious mind from past, current, and hoped-for experiences. And the more intensive our positive or negative feelings are, whether about ideas, groups of people, stocks, industries, or markets, the more intensely Affect influences our decisions on them.


Affect may also have an influence on eyewitnesses to an accident or a crime. They are often poor witnesses, and find it difficult to reconstruct events, as they are focused on one emotional detail or another. The Affect system, anchored in emotions, can at times be far from completely rational.


Although analysis is critical to many decision-making circumstances, reliance on Affect and emotions is a quicker, easier, and more efficient way to navigate in a complex, uncertain, and sometimes dangerous world. In periods of great anxiety and uncertainty, it is quite natural for the experiential system, often dominated by Affect, to take over.


A key reason is that Affect often has the power to overwhelm our analytical, rational-analytic memory banks, substituting its independent memory bank of related events and their emotional accompaniments. Easy to use, yes, but sometimes extremely dangerous. Every bubble we looked at in the previous chapter, as we shall see, had Affect at its base.


You may already have guessed that Affect can also be a powerful subliminal force likely to sway an investor’s judgment when information is sizable but still incomplete or conflicting and yet a decision must be made. In a strong market investors are often mesmerized by the major gains already made and mouthwatering images of even larger gains ahead. The experiential system easily subdues the more cautious images of the rational-analytic system. In the inevitable panic that follows a bubble, the Affect images change dramatically. We no longer think of enormous gains to be made by holding stellar investments. Now we are forcibly introduced to negative Affect. The Affect system flashes out images of crushing losses ahead. The more the stock falls, the more powerful the negative Affect gets. “Sell, sell,” flashes in the mind of most investors before the stocks drop even further. Before long, the image becomes one of total doom ahead.


Affect is by no means limited to the marketplace. Successful marketers of anything from cars to the world of fashion have capitalized on the effects of Affect for decades to manipulate buyers’ preferences for their products. Researchers are beginning to study its power in motivating groups to take actions that are sometimes silly, sometimes deadly, in many other areas of behavior, from rioting sports fans to murder. At its darkest there is genocide; dozens of repulsive episodes have taken place since the Holocaust, even though the war crimes trials in Nuremberg in 1945–1946 and the International Court of Justice in The Hague in 1945 laid out rigorous punishments for it. Hatred promulgated by Affect at its extreme can become so deep that the victims are no longer thought of as humans but as predatory animals that must be exterminated in order to survive. Affect can cause behavior to move many standard deviations away from the norm.


Affect can also act very subtly. For example, you think Merck looks good and pharmaceutical stocks are depressed, but there is more information you want to go through. However, you don’t have the time to get all the data you need because the stock is moving up. You fall back on Affect, often without knowing it, because it’s in sympathy with your gut feeling and reinforces your willingness to make the decision to buy.


Reliance on Affect can mislead us, sometimes very badly. If it were always optimal to follow our affective instincts, there would be no need for the rational-analytic system of thinking to have evolved and become so prominent in human affairs.5 It’s time to move on to some of the deadly shortfalls that Affect bequeaths to markets. The experiential system, provided with psychological rocket fuel from Affect, enhances the powerful images of gains. Affect is potentially more helpful or more dangerous because of its emotional rather than cognitive basis.


Next we’ll look at four important forms of Affect, all of which have bloodied investors’ portfolios over time: (1) insensitivity to probability, (2) negatively correlated judgments of risk and benefit, (3) the Durability Bias, and (4) Temporal Construal.
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There are a number of key ways in which Affect leads to errors in judgment. The most important is that it causes us to be insensitive to the true probability for investments to increase (or fall) in price while not factoring in the reasons this should happen. When a potential outcome, such as a major gain from a stock purchase, carries sharp and strong affective meaning, the actual probability of that outcome, or changes in the probability due to changing circumstances, will tend to carry very little weight.6


Insensitivity to probability is backed by strong research findings.7 Professors George Loewenstein, Elke Weber, Christopher Hsee, and Ned Welch8 conducted a fascinating study that showed that if people think they are going to win a state lottery, their bets and their expectations about the chances of winning are likely to be similar whether the probability is 1 in 10,000 or 1 in 10 million. If people feel they are going to win, they can be willing to pay up to 1,000 times more for the same lottery odds! Interestingly, these figures are in line with what speculators paid to buy the hot stock of the day in a stock mania. Loewenstein and his coauthors note that what is going on here is that gamblers are more moved by the possibility, rather than the probability, of a strong positive consequence. The result is that very small probabilities carry great weight.


Another interesting study found that investors apparently did not care what price they paid for an exciting initial public offering (IPO) in a bubble market. The distinguished economist Robert Shiller demonstrated that if an investor wanted to buy a hundred shares of a company (say, at $10), it didn’t matter to him if the company had one million shares to sell or, having split just prior to the IPO, five million shares to offer. Shiller found that quintupling the price of the outstanding stock was immaterial to the IPO buyer, who still wanted to buy the same one hundred shares at $10 a share even though they gave him only one-fifth of the previous value, because he was convinced the price would go higher.


Insensitivity to probability is backed by other strong research findings. Yuval Rottenstreich and Christopher Hsee9 demonstrated that if the potential outcome of a gamble is emotionally powerful, its attractiveness (or unattractiveness) is relatively insensitive to changes in probability as great as from .99 to .01, or 100-fold. These findings go to the heart of the overvaluation in a bubble. If we have very strong feelings about the prospects of a stock or another investment, we will sometimes pay 100 times its real value or more. This finding captures the major reason why stock prices are driven to astronomical heights during a bubble.
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Figure 2-1 shows just how dead-on these findings are. If anything, as we’ll see, overvaluations can be even greater than 100 times earnings. From the beginning of 1996 through the peak in March 2000, the NASDAQ 100 made up primarily of the largest dot-com and high-tech stocks increased 717 percent. From the high-water mark of March 2000, the index dropped 83 percent to its October 2002 low, the worst decline of a major U.S. market index since the 89 percent drop in the Dow Jones Industrial Average in the 1929–1932 period. Near the height of the bubble, the NASDAQ 100 had a P/E multiple of over 200 times earnings. Virtually all of the companies in the index had products or services that projected images of rapid growth, often far removed from any realistic chance of being attained.


Two fairly typical examples of the extent of investors’ enthusiasm for these stocks follow.


Example A: America Online (AOL) had a P/E of 200 times trailing earnings in March 2000. The company had shown spectacular earnings growth in the previous six years, and analysts believed the growth rates were likely to accelerate as millions of new customers signed up annually to use its popular online services. Using a standard earnings discount model, I calculated that to justify its then-current price, it would need approximately 18 billion subscribers, or roughly three times the population of the earth. My conclusion at the time was that a large extraterrestrial population needed to be discovered quickly to meet these “modest” growth goals.


Soon after, AOL merged with Time Warner. Much heavier than anticipated competition worldwide, a severe slowdown in online growth, and accounting methods that dramatically overstated earnings and had to be subsequently sharply revised downward, resulting in a major drop in price of the shares of the merged company. From a price of $100 in the first quarter of 2000, the value of the AOL portion of the company fell about 90 percent to its low.


Example B: eToys.com was an exciting new dot-com merchandiser that sold a large variety of toys online. eToys.com’s concept was not only to provide shoppers with the largest variety of popular toys available but also to be a substantial time-saver for users of the site. Moreover, users would benefit from discounts that would underprice almost all its other major competitors.


The fact that a number of large competitors already had or were constructing powerful online sites was dismissed by most analysts and investors, as was the fact that eToys.com’s discounting policy resulted in large losses for the firm because it did not have the sales volume to receive the large discounts that its competitors did from the major toy manufacturers. At its peak in October 1999, eToys.com had a market value of $10.7 billion, more than triple that of Toys ‘R’ Us, the largest toy retailer, which had many hundreds of stores nationwide. eToys.com’s sales were less than 1 percent of those of Toys ‘R’ Us. The company, as noted, operated at a loss, whereas Toys ‘R’ Us had a long record of profitability. eToys.com was also conceived and operated by a middle-level retail executive, and its management depth was limited. More accurately but less kindly, its management was so-so at best.


With no real business plan, the company continued to generate large losses and went into bankruptcy in 2001. All those facts were readily available at the time; however, analysts, money managers, and investors did not process the information because of the very powerful positive affective image the company conveyed, and continued to believe that the stock was an outstanding investment opportunity almost all the way to the funeral. Once again, it seems clear that when positive Affect is in high gear, rational and logical analysis is often overwhelmed by the experiential system.


Although the two stocks had unique individual characteristics, both were part of the NASDAQ Composite Index. Along with many other high-tech and dot-com issues, they were markedly overvalued through this time period. The sensitivity to the possibility of a major gain, rather than the probability of one, appears to have played an important role in the stupendous overvaluation of dot-com and high-tech stocks in the 1996–2000 dot-com bubble.


Table 2-1, which I originally constructed in November 1999, near the height of the Internet bubble, shows the price-earnings ratios (P/Es) of ten of the most popular Internet stocks at that time. The classic two-tier market of 1971–1974, which focused entirely on large, rapidly growing companies, had an average P/E of 51 for the fifty leading growth stocks at its peak, well above the normal P/E of such growth stocks of 25–35х earnings. After the stocks dropped drastically in the 1973–1974 bear market, they were long held up as the leading example of investors’ paying far too much for prospective growth.


Not so in the 1996–2000 dot-com bubble. The price-earnings ratios in Table 2-1 were as high as 1,930 times earnings; the average P/E of the group was an amazing 739. The magnitude of the excesses of this bubble can be gauged from the fact that the average P/E of the ten dot-com companies shown in Table 2-1 was fourteen times as high, on average, as the average P/E of fifty-one of the “Nifty Fifty” stocks of the two-tier market of 1971–1974. The 1996–2000 bubble companies were not small or unknown but had market capitalizations ranging from $1.6 billion to $30.1 billion, larger than the average company in the S&P 500.


We decided to find out what the fundamental value of the stocks in the table really was in October 1999, near the top of the bubble. The analysts’ consensus earnings estimates for 1999 were used as the starting point, and then the highest earnings growth rates in U.S. company history were applied for the next twenty-one years for each company in the table, after which the normal earnings growth rate of the S&P 500 was applied. The earnings growth rates attributed to the exciting concept companies were almost farcically high (see the assumptions in Table 2-1), demonstrating that even if earnings had met the almost impossible targets, which almost no company had ever achieved since the founding of the nation, the stocks would still be wildly overpriced.
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The stock prices we created in column 3, which showed somewhat lower but still wildly bullish evaluations, were derived by using the discounted earnings of each company. To arrive at these prices, we used a simple earnings discount model, one of the basic methods of valuing a stock’s price.*4


Compare column 3 with column 1, the then current price of each company. The stocks in column 1 were trading from fourteen times the highest valuations the model gave a company in column 3 to slightly over two times as much on the lowest. Although the prices we gave the column 3 group, based on the hyperexpanding earnings, were preposterously high, the actual company prices in column 1 almost doubled again by March 2000, catapulting the prices of dot-com stocks sharply higher again.


Column 4 of Table 2-1 (the one column added since the 1999 presentation) shows the prices of the stocks on August 31, 2002, after the bubble imploded. The average decline of the group was 79.1 percent. Only one stock, eBay, remains well above the present-value model estimates established in column 3. One stock is a little less than 1 percent above the prices in column 3, while the remaining eight are below these estimates, some very substantially. As noted, an estimated $7 trillion was lost in the bubble in high-tech stocks and the market. As a comparison, the loss from the market’s 1987 crash from its peak to its nadir was $1 trillion.



[image: image] 2. Judgments of Risk and Benefit Are Negatively Correlated


Does Affect also blind us to the risk of a security or of our entire portfolio? Our investment teachings clearly state that it doesn’t. After all, risk theory has existed for fifty years, and there are untold numbers of antirisk defenses out there to protect risk from attacking our portfolios. The efficient market hypothesis (EMH) and the great preponderance of modern risk theory, used by investors, their advisors, and their mutual funds, believe that risk is solely volatility. Unfortunately, recent work on Affect provides strong evidence that the defenses most people use will not do their job.


EMH argues that the greater the risk taken, the higher the perceived rewards of an investment will be. Affect theory discovered that it doesn’t quite work this way. Professors Baruch Fischhoff, Paul Slovic, Sarah Lichtenstein, Stephen Read, and Barbara Coombs10 found that the judgments of risk and rewards are negatively correlated. That is, the greater the actual risk, the smaller the perceived gain, while the smaller the perceived risk, the greater the perceived gain. In a word, modern risk theory is turned upside down. And research into the role of Affect appears to explain why.


These findings were supported in numerous follow-up papers. Researchers asked subjects how risky various activities were. Repeatedly, subjects answered that for many potentially dangerous or hazardous situations the greater the perceived benefit or reward, the lower the perceived risk. In virtually every case the risk is there but is perceived differently depending on the magnitude of the benefits. Conversely, the lower the perceived reward or benefit, the greater the perceived risk. Researchers, for example, have found that alcoholic beverages and food additives are believed to be low in benefit and high in risk, whereas vaccines, antibiotics, and X-rays tend to be seen as high in benefit and low in risk. In the investment world higher risk is believed to have a close correlation to higher return. This psychological behavior also simply cannot exist according to current investment teachings.


Slovic, MacGregor, Malmfors, and Purchase11 surveyed members of the British Toxicological Society and found that these experts, too, produced the same inverse relation between judgments of risk and benefit.*5 12 The behavioral researchers state that a negative correlation between risk and reward occurs even when the nature of gains or benefits is distinct and qualitatively different from the nature of the risks. What is difficult for investors to understand is that psychologically risk and return appear to often be negatively correlated. In markets we believe that rationally they have to be positively correlated.


A research paper by Ali Alhakami and Paul Slovic13 indicates that the perceived risk and perceived benefit of an activity (e.g., using pesticides) were linked to the positive or negative Affect associated with the activity. The result implies that the more strongly people like an activity, such as the use of an untested treatment for cancer or the purchase of a dot-com stock, the more they judge the risks to be low and the benefits high. Conversely, the more they dislike activities, such as using coal as a source of energy, drinking alcoholic beverages, or buying stocks with so-so returns, the higher the risk levels they attribute to these.


According to Alhakami and Slovic, this result implies that people base their judgments of the risk and benefits of an activity or a technology not only on what they think about it, but also on how they feel about it. If they have an idea or concept they strongly like, they are moved to judge that the risk is low. The more they dislike an idea or concept, the higher they judge the risk. So Affect again enters into the picture, this time allowing our feelings to tamper with and alter our rational decision making and choices on risk. In the realm of finance, Yoav Ganzach14 found support for concluding that if stocks were perceived as good, they were judged to have higher returns and low risk, whereas if they were perceived as bad, they were judged to be lower in return and higher in risk. However, for familiar stocks, perceived risk and return were positively correlated, rather than being driven by this attitude.


This work is important in explaining the strong role of Affect in the perception of risk in Figure 2-1 and Table 2-1. In both cases the Affect about the investments was very positive. As indicated, it appeared that stocks were priced at many times their real values; in the face of widely followed investment principles, the risk of investing in them was probably overriden by the strong positive Affect for them. Analytical or logical comparisons, which showed how overvalued top NASDAQ stocks were in late 1999 (Table 2-1), failed to change investors’ opinions that they were low-risk holdings.


In making their evaluations, swayed by Affect, the analysts probably really did not believe the risk factor was unduly high relative to the expected returns. In my reading of large numbers of analysts’ reports near the height of the dot-com bubble, I saw very little analysis of the major risks involved. This point is important in gauging the effectiveness of modern security analysis, and the rational-analytic processes more generally, when emotional influences such as Affect are involved. The risks were often obvious, as in the case of eToys.com and many hundreds of similar stocks of companies that had limited finances, questionable management, and poor business plans but skyrocketing stock prices. Almost all these factors could be checked quickly by any competent researcher but were not, or the information did not register on the researchers. Instead, the great majority of reports discussed the enormous potential returns ahead and detailed why they should occur.


Conversely, in the 1996–2000 bubble, value stocks, which were far less risky by standard valuation yardsticks, had very negative Affect attached to them. As a result, the influence of Affect on most investors at the time made them believe that those stocks were far more risky than their valuation standards would indicate. They were often thought to be significantly more risky than IPOs or dot-com and high-tech stocks, both of which subsequently collapsed. The risk-reward situation had obviously been turned upside down during the dot-com mania. But as we’ll see, though a bubble brings these relationships out with far greater clarity, they are always there, opening the road to major opportunities.


When the Internet bubble imploded in the spring of 2000, the supposedly significantly more risky, low-reward value stocks showed stunning positive reappraisals as the carnage in dot-com and other favorites was inflicted. Once again in the investment world, we see a clear case of Affect overpowering the rational-analytic approach, and probably to a degree that has not been observed elsewhere as yet in experiential experiments. Shortly thereafter, more normal evaluations began to be applied again to both dot-com and value stocks, resulting in the reversal, to a major extent, of the valuations during the 1996–2000 bubble.


Unfortunately, before that, the strong influence of Affect on many investors, including large numbers nearing retirement, resulted in enormous losses. The outcome, reported repeatedly in the press, is that millions of people have had to continue to work for extended periods. Introducing findings from the research on Affect appears to provide a plausible explanation of this harmful phenomenon.


Though the linking of strong positive Affect with limited risk in investors’ minds, and of negative Affect with high risk, appears far clearer in a bubble environment, it also seems to be present in many other types of market circumstances, as will be discussed. As we saw on page 39, the risk-Affect correlation also has important implications for contemporary risk management and financial theory.



[image: image] 3. The Durability Bias


Another way that Affect tends to skew our assessments in the market arises because we tend to overestimate how long a positive or negative event or earnings surprise will have an impact on a stock and industry or the entire market itself. Professors D. T. Gilbert, E. C. Pinel, T. D. Wilson, S. J. Blumberg, and T. P. Wheatley observed a consistent tendency of market participants to overestimate the length of time a positive or negative Affect would last after experiencing a pleasant or unpleasant event.15 This effect is called the “Durability Bias.”


The finding is important in gauging the overreaction to either a positive or a negative earnings surprise as well as a host of other market positive or negative events. To take one example, oil exploration and development companies plummeted sharply in the spring of 2010, after the BP rig blew up and a major oil spill ensued in the Gulf of Mexico. The prevailing feeling at the time was that no deep drilling would be allowed again in the gulf or other continental waters around the United States for years. Too, the cleanup costs were at the time thought to be prohibitive for both BP and its partners. Within a year, deepwater drilling was allowed again off U.S. shores, and the costs, though high, were manageable by all the firms involved. Some of the stocks originally believed to be the most exposed more than doubled in less than a year.


This finding, as we shall see in Parts III and IV, would seem to be helpful in explaining both the superior performance of “worst” over “best” stocks and the consistent but opposite reaction to surprise events by these two categories.



[image: image] 4. Temporal Construal


Affect leads us to make misjudgments related to time. Events nearer in time are likely to be represented in terms of more concrete and specific detail. Short-term events will include sales and earnings that are higher or lower than expected, and many other expectations that analysts report.16 Meanwhile, the farther an event occurs in the future, the more probable returns are likely to be represented in terms of a few abstract or general features that contain the perceived essence of the concept of the stock under consideration. This phenomenon is called “Temporal Construal.” This Affect characteristic causes investors to extend their views of the prospects of stocks both in and out of favor far into the future. If the future outlook is negative, the results will be reversed.


Affect results in a smoothing effect on the judgment of longer-term prospects. Rather than focusing on dozens of shorter-term inputs—most positive, but some negative—focusing on the more general thoughts about exciting longer-term prospects tends to result in more favorable forecasts than those made for the short term.


As a result of a strong positive or negative Affect, a stock, an industry, or the market itself can be priced too high or too low. Professors Trope and Liberman reported that great optimism toward long-term returns might be explained by this Affect characteristic.


Temporal Construal helps explain the consistent outperformance of contrarian investment strategies over time, as well as the major overpricing of technological stocks in bubbles. In the first case (as we shall see in detail in Part IV), investors expect the worst from out-of-favor contrarian stocks and discount their prospects far into the future. In the second case, investors generally extend expectations for concept companies’ positive results as they expand their markets rapidly too far into the future. We’ve now seen a number of instances of just how overvalued such concept stocks can get as investors overestimated the length of time a positive Affect would last for favored stocks such as the dot-com issues in the tech bubbles. Professor Trope and his colleagues have produced a good deal of experimental evidence that documents the difference in the way long-term and short-term estimates are constructed.


A glaring case in point is the expectations before the dot-com bust about Yahoo!’s growth. Yahoo! went public in April 1996 and was the hottest of the hot IPOs through the dot-com bubble.


The stock appreciated 18,000 percent from late July 1996 to its high of $119 (adjusted for stock splits) in January 2000. Investors considered it the Web site extraordinaire, with the potential for almost unlimited growth of advertising, strong revenue streams, and enormous user growth. Yahoo!’s potential growth was considered unequaled.


The company’s sales growth in the 1996–2000 period was enormous, rising from $23.8 million to over $1.1 billion (116 percent compounded annual growth over the five-year period). However, earnings did not do quite as well. The company lost money in 1996–1998 before making pennies in earnings per share in 1999 and 2000. It made only a couple of pennies a share for the entire 1996–2000 period on a stock that at its high was, as noted, close to $120. But concept ruled supreme.


In early 2000, Yahoo! had a P/E of 5,938, and most investors expected huge earnings growth in the next ten years—well over 50 percent a year. As good a company as it was, these long-term expectations were wildly overestimated. In the dot-com crash from 2000 to 2002, both a severe reappraisal of its future growth rate and the fact that Yahoo!’s earnings had grown at a far lower rate than the market expected resulted in the stock’s dropping 97 percent to its low in early fall of 2001, as the dot-com crash approached its nadir.


Another interesting instance of Temporal Construal can be observed in studies that asked investors to estimate the future performance of their stock portfolios during the 1996–2000 bubble. In 1998, near the height of the bubble, U.S. investors were extremely optimistic about the future returns of stocks. Late that year Paul Slovic, Stephen Johnson, Donald MacGregor, and I were coauthors of a study to pinpoint the expectations of a large number of mutual fund investors for the next ten years. According to our study,17 when subjects were asked to forecast their average return over the next ten years, investors were highly optimistic, estimating 14 percent annually on average. Stocks have in fact returned about 10 percent over time since the 1920s, so those enthusiastic investors appeared to be anticipating market returns in the decade ahead some 40 percent above those of the past seventy years.



[image: image] The Implications of Affect on Security Analysis


In this chapter, we have seen how powerful various forms of Affect were in both fueling the bubbles and manias we observed in chapter 1 and then, as circumstances changed, sharply escalating the terror and panic when each bubble imploded. The Affect heuristic is both wondrous and frightening: astounding in its speed, subtlety, and sophistication; frightening in its power to lead us astray. According to Paul Slovic, “It is sobering to contemplate how elusive meaning is, due to its dependence upon Affect.”18


We should pause for a second to consider the forms of meaning which we take for granted and in which we justify spending immense time and expense to gather information. Will the use of “meaningful information,” such as thorough security or market analysis, be in many cases illusionary, since as we’ll see, these cases are all too often laced with Affect?


Obviously, it is not going to be easy to protect ourselves from such dangers. That is why the book will introduce disciplines you can follow that will, like a stun gun, stop Affect when it’s working against your interests. The real question is whether you can pull the trigger when the time comes. It’s harder than it seems. Still, being aware of Affect is a good first step to a better investment strategy.



[image: image] The Disconnect Between Fundamentals and Price


One of the most notable characteristics of an Affect-induced bubble, as we have seen, is the enormous disconnect between fundamentals and price for analysts, money managers, and other highly trained financial professionals. The standard guidelines used to evaluate a company’s outlook are derived from the rational-analytic system.
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