NANYANG SIANG PAU (BUSINESS) - 27 APRIL 2009, PG 8

Mﬁ#\ NANYANG SIANG PALU

AVOIDING RISK MAY PARADOXICALLY LEAD TO RISKY BEHAVIOUR
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AVOIDING RISK MAY PARADOXICALLY LEAD TO RISKY BEHAVIOUR

For years, researchers have found that market or social psychology plays a large part in
investing. One of the more important aspects of market psychology is the tendency for
investors to have a strong urge to avoid loss. There are three such aversions, loss aversion,
regret aversion and myopic loss aversion and there could be more categories as behavioral
finance develops further. These aversions are a natural human behavior and thus while
people endeavor to make money by investing, they also want to ensure that losses are not
incurred. However, as we will see later, not everything that is natural is good for you. This
instinctive aversion to loss leads a great number of investors to behave irrationally with
respect to their investments and finances. Such irrational behaviour tends to result in initial
losses that are further compounded by additional investment mistakes leading to further
loss.

The three aversions — loss aversion, regret aversion and myopic loss aversion

To put it in a short sentence, the concept of loss aversion is where people have a strong
tendency to prefer avoiding loss over acquiring a gain and to make things more complicated,
the levels of loss aversion changes dramatically depending on circumstances hence making
proper evaluation and advisory an arduous task. In money terms, most would find the level
of distress caused by losing RM5,000 to be far greater than the joy derived from gaining
RM5,000. Here's a test of loss aversion: Given two choices of 1) a sure loss of RM1,000 and
2) a 50% chance of losing RM2,000, which option would you pick? Various tests have been
carried out with this test and, more than half pick the second choice. This is reflective of
people generally wanting to avoid risk but, where they have the chance to avoid it, they
would be more willing to take risks, a paradoxical and potentially detrimental behaviour.

Myopic Loss Aversion refers to the tendency of investors to frequently look at short term
investment performance and where possible attempt to avoid shorter term losses even at
the expense of long term performance. A major effect of this aversion is in cases of over-
frequent monitoring of performance, investors seeing sharp short term losses panic and sell
out, completely ignoring the long term fundamentals of their investments. Very often, this is
seen mostly in retail speculative instances, where the adverse impact or potential losses is
the greatest among the 3 types of aversions.

Regret aversion is simply what it says and refers to investors wanting to avoid making
investment decisions, whether buy or sell, that they may later regret. This aversion is not
just the pain of financial loss but psychological in that the affected individuals feel
responsible for the decision making that contributed to the loss. This aversion could explain
why many investors exhibit herd behaviour and invest in safe blue chip stocks for example,
which takes away much of the potential for regret for having stuck their necks out on lesser
known companies that did not perform. Obviously, not all blue chips make great
investments and especially when they are bought at overvalued prices. Regret aversion can
also lead to investors holding on to poor performers with poor underlying fundamentals
which really should be sold but are not on fear that they may rebound after selling, not to



mention having to recognize the loss. In this case, people fail to understand the difference
between “transaction loss” and “opportunity cost”.

Coming back to loss aversion - A significant portion of the investing public, both direct into
the stockmarket and through investment products, suffer from a loss aversion mentality.
What exactly is wrong with loss aversion? A classic example of loss aversion related to
investing in stocks is when people buy into positions for shorter-term gains. If the punts do
not turn out as expected, most would hang on to their positions, practicing loss aversion and
hoping for the day that would arrive when they could at least recoup their cost. However,
sell decisions for investments should never be related to one’s cost of entry. Investors must
have a clear idea of why they are going into an investment — i.e. positive fundamentals and
appreciation potential and if it is for the short or long term and commensurate with their risk
profiles. And if these reasons are no longer valid, then they should sell their position,
irrespective of their original cost of purchase.

The other aspect of loss aversion is where people take on highly paradox behaviour by
accepting potentially greater risk to recoup their losses. The investor would turn speculator
and switch his position into something with higher risk in attempts to regain losses e.g.
“double or nothing” strategy” usually based on a tip received. A few years ago, some bond
fund investors incurred unexpected short-term losses and in their attempts to recoup losses
in the shortest possible time, they switched their bond fund positions into the most
aggressive and riskier equity funds. More recently in the current financial crisis, some equity
investors who lost money have turned to derivative or currency products to recover their
losses. While the switch may turn out positive, it is truly irrational for more conservative
bond investors to move towards equities or for investors in general to recoup losses from
relatively new products that may be extremely high risk and with an unknown (or
unknowable) performance track record, which at the end may result in even greater losses.
Making informed investment decisions should be the foundation of any investor’s thought
process but very often, this is not practiced and emotional thoughts take over.

Another mistake investors make is when investments have turned sour they hang on to their
losing positions and with their perceptions of all investments having been tainted, dispose of
their winning positions irrespective of good underlying fundamentals. This action results in
lost opportunities as the winners, with even more upside potential, are sold out while their
portfolio holds mainly less desirable investments. These latter investments are held with the
HOPE that their share prices would recover to their cost, if ever.

Why should we learn about these various aversions to loss?

For stock investments, sell decisions should be based on deterioration of fundamentals, or if
it is a trading position, the failure of the price trend to be upheld. For investments in funds,
decisions to liquidate should be based on change in risk profile of the investor leading to



inappropriate risk-return positions or long term changes to the asset manager’s investment
style and strategy which the investor may not be comfortable with.

Why do people succumb to loss aversion? Researchers explain that this is due to human
nature. Specifically, people do not like to confront their mistakes. By incurring the loss, they
are in effect admitting they have made a mistake. By not selling out until near breakeven,
either by hanging on or switching to higher risk position, they have mental comfort that they
have done the right thing after all. Thus, as long as a loss is merely on paper and not actual,
people would hang on to the investment, irrespective of the fundamentals, hoping (and
praying) that it would rise again at least to their cost before they would even consider
selling.

Smart and successful investors and traders however know that loss aversion is one of the
major pitfalls of investing to avoid. Losses stemming from errors in the original assessment
of the viability of an investment are usually dealt with the soonest possible, by selling or
reducing the stake in the investment. They base their sell decisions on the future potential
of the investment, and for the traders, continued favourable price movements. After all, it is
better to reposition money into another stock or investment that has better upside rather
than hang on to one with weak fundamentals or price movement. Professional stock traders
or speculators have very concrete buy and sell strategies which include cut loss policies
which compel them to exit once various loss levels are reached meaning that losses would
be incurred but, ensuring these are capped and not escalated. Such a policy has been
employed by the most successful traders and hedge fund managers, which is really contrary
to natural human behaviour and which is what separates them from the general investing
public and run-of-the-mill traders that attempt to profit from speculation but who end of
holding on to losing positions and becoming unwitting long term investors in average or
even sub-par companies and investments.

In short, overcoming our innate human nature where an investment error has been made
and taking a loss are quite crucial to long term investment success.
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