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For years, most economists assumed that people are 
basically rational decision makers. Recently, behavioral 
scientists have discovered the more irrational aspects  
that define human behavior. Behavioral finance has 
emerged as the field that examines the impact of human 
behavior on investment decision making. Some might  
say that behavioral finance is what happens when Freud 
meets Friedman. To understand investor behavior, the 
effective Financial Advisor (FA) will benefit from learning 
about built-in human vulnerabilities and how emotions 
influence decisions.

This guide provides an overview of specific aspects of 
human behavior and helps FAs understand how emotions 
factor into the decision-making process. It also examines 
how recent economic events have traumatized investors 
and discusses key pitfalls that influence investor behavior.

tHe inner struggle

SM



emotions And irrAtionAlity cAn 
negAtively impAct decision mAKing. 
FinAnciAl Advisors cAn Help clients 
mAKe more rAtionAl, logicAl 
investment decisions.
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Freud meets FriedmAn
At the height of the recent market meltdown, many investors left  
their financial statements unopened on the kitchen counter because 
they were hoping to avoid the pain of seeing what they had lost. 
Today, although trillions of dollars in household wealth have been 
restored, investors are still emotional and, at times, irrational about 
market events. This is understandable; it’s human nature to get 
excited about money.

Many economists ignore the emotional element of investing and  
assume that individuals are basically rational decision makers.  
Behavioral scientists, however, spend time researching the  
irrational aspects of human behavior. The result has become the  
field of behavioral finance: the study of the impact of emotionally 
driven behavior on investments. Some say that behavioral finance  
is what happens when Freud meets Friedman.

tHe “primitive” pArt oF tHe BrAin
The human brain is the most complex brain in the animal kingdom. It 
allows us to process information and make decisions. The brain stem 
is the primitive, action-oriented, impulsive part of the brain. It controls 
our “fight or flight” instinct and our more primitive emotions of anger 
and fear. This part of the brain tends to be action-oriented. When you 
become scared or angry, you experience the brain stem’s power to 
motivate action.

This part of the brain isn’t very patient or thoughtful; it’s the seat  
of impulsivity and self-preservation. When confronted by a threat, 
it pumps adrenaline and endorphins into the body to prepare it for 
action. Its action-oriented, impulsive nature was helpful when humans 
were facing saber-toothed tigers, but it isn’t helpful as a navigational 
resource for investing.

tHe “new” pArt oF tHe BrAin
The most recent part of the human brain to evolve is the neo-cortex 
(literally “new brain”). In many ways, this part of the brain makes us 
uniquely human. While all animals share the same primitive structure 
in their brain stem, only humans with their huge neo-cortex have the 
ability to think rationally, strategize about the future and understand 
cause-and-effect relationships. Most important, only humans are 
able to engage in symbolic thought and language, which gives us the 
full use of rational thought to guide our decisions.

While the neo-cortex gives us many advantages, it is much less  
powerful than the primitive brain stem. It takes very little to activate 
the brain stem, while a focused commitment is needed to maintain  
the clear, rational thinking patterns provided by the neo-cortex.

introduction
Human emotions and irrationality can negatively affect an investment portfolio. However, a 
savvy Financial Advisor can help investors deal rationally with these characteristics and lead 
clients to make logical investment decisions.
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Even at our best, humans tend to be driven by impulsive fears and 
activated greed. The Global Risk Aversion Indicator, a proprietary  
AB metric, looks across asset classes and regions and collects  
volatilities and spreads to arrive at a historically comparable time  
series. It measures the degree of risk aversion in the markets. A  
normal level of fear is represented by the zero line. When the teal  
line is below zero, it indicates that investors are comfortable, even 
risk-seeking. When the teal line is above zero, it means investors  
are risk-averse; they are afraid. Using this indicator, we can track  
how investors experience their world and their investments over 
time—how much fear they feel from moment to moment.

tHe mid-1990s
The mid-1990s were a time of comfort, confidence and complacency. 
Investors had experienced more than 10 years of a bull market in 
equity investing and an even longer period of superior returns from 
fixed-income investments, as interest rates continued to decline 
throughout this period. 

We believed that technocrats like Alan Greenspan, Robert Rubin 
and Larry Summers understood how the economy worked and were 
expertly guiding it to an ever brighter future. In addition, there was  
excitement about a revolution in information technology that promised 
data in quantities and at speeds never before imagined. 

tHe lAte 1990s
The calm was interrupted in 1998 by Russia’s sovereign-debt default 
and its implications, one of which was the shocking collapse of Long-
Term Capital Management (LTCM), a hedge fund that had bet on a 
“return to normal,” or mean reversion. Anxiety spiked. With hundreds 
of billions at stake, leading bankers unwound LTCM’s positions. Thus, 
a crisis that no one had expected was averted. 

Once the disaster was prevented, fear returned to its normal position 
of zero. While the collapse of LTCM shocked the markets and  
provoked fear, those feelings abated quickly once it was clear that  
the danger was under control. Investors were flexible and resilient 
and recovered relatively swiftly from the shock and uncertainty.

This flexibility and resilience showed up clearly over the next several 
years: we saw the Internet bubble burst followed by a brief bear 
market. Despite these “dangers,” risk aversion remained within the 
bounds of normal. Investors were able to absorb and cope with those 
types of uncertainty.

How FeAr And greed AFFect 
investment decision mAKing
The Global Risk Aversion Indicator allows us to track how investors experience their world 
and their investments over time. Against a timeline, we can see how world events have 
affected levels of fear. 

gloBAl risK Aversion indicAtor
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Historical analysis does not guarantee future results.
Through December 31, 2014
The Global Risk Aversion Indicator measures the degree of risk aversion by 
combining the implied volatility of equities, currencies, commodities and bonds 
with credit spreads and mutual fund flows.
Source: FactSet, MSCI and AB
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tHe eArly 2000s
During the early years of the new century, levels of fear rose and fell. 
Comfort was shattered when the US was attacked by Al-Qaeda on 
September 11, 2001. Fear spiked abruptly as a result of the profound 
and unprecedented attack on our homeland. 

Investors faced an unfolding story of dangers and uncertainties 
located in far-off places, but the US and our allies were initially  
successful in uprooting the Taliban and Al-Qaeda in Afghanistan. 
Later, when concerns were raised about weapons of mass  
destruction and whether or not Iraq would attack Western targets 
with even greater loss of life than we experienced on 9/11, fear 
spiked again. 

Fortunately, it had been a bluff. The world gave a sigh of relief, and 
fear once more returned to more normal and manageable levels.

tHe mid-2000s
The years that followed were prosperous, and investors returned to 
another long period of confidence and positive outlooks. Lending 
standards were progressively relaxed. As people became less fearful 
and more confident, they borrowed money and bought houses like 
never before. A few professionals saw signs of danger, but the overall 
feeling was good, and the markets rewarded risk-taking. 

As usual, after a long period of positive news and little or no  
perceived danger, investors lost their sense of fear and became 
bolder and less cautious. This is the lesson of behavioral finance: 
emotions—both positive and negative—have a big influence on  
how investors make decisions. Investors are human, and everyone  
is vulnerable to the same emotional forces that impact decisions.

One aspect of human vulnerability is that our feelings can make  
it very hard to see the world around us accurately. Housing prices  
continued to rise, while lending standards continued to decline.  
Excitement grew as investors saw their net worth increasing every 
year. Employing leverage was seen by many not as a risky decision 
but as a sure road to wealth. Positive—even euphoric—feelings 
trumped caution as the fearsome events and caution of the past  
were forgotten.

tHe lAte 2000s
In 2007, the house of cards, represented by the US mortgage market, 
collapsed. This started with subprime loans in the summer of 2007, 
when it became clear that many people would not be able to make 
their payments. This snowballed into a global financial crisis when 
it came to light that ill-conceived mortgages had been backed into 
complex structured securities owned by banks all over the world.  
The collapse of Lehman Brothers and AIG—titans of the finance 
world, with trillions in assets—brought terror to boardrooms around 
the globe. Once-confident investors retreated in panic as the extent 
of the risk revealed itself and the dangers became apparent.

Only the massive, coordinated intervention of governments  
prevented worldwide economic collapse. Fear rose to levels never 
before witnessed. The emotional and very human dimension of  
investing heavily influenced decisions and the perception of danger.

todAy
We haven’t recovered yet. The pattern of fear has become deeply  
ingrained within investors’ perceptions and decisions. Since 2008, 
any event that appears to threaten the economic system results in a 
spike of fear equivalent to or greater than what was experienced in 
past national emergencies. The spike of the summer of 2010 was the 
result of fear of slowing growth in China and a possible double-dip 
recession in the United States—neither of which happened—and 
the 2011–2012 spike was in response to Europe’s sovereign debt 
and how it was to be financed. After dropping midway through 2014, 
levels have begun rising once again.

The essence of investing is about risk and return: we take a risk by 
making an investment that we expect to reward us for the risk we  
are taking. In theory, it would seem we can analyze a particular risk, 
assess how much uncertainty is involved in the investment, and  
logically and fairly set a price that will compensate us for that risk. 

In practice, our emotions must be considered as part of the decision-
making process. When investors are highly fearful, they don’t  
make the same kind of assessment of risk as when they are highly 
confident. The markets are impacted in many ways by these swings  
of emotions. More important, investors are more apt to make  
bad decisions because of their feelings. To protect themselves,  
it is extremely important that investors understand this very  
human dynamic.
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emotions cAuse BiAses
We must recognize that some problems in the world give reasonable 
people cause for concern. There always have been problems, and 
there always will be. Investing is about getting paid to take a risk  
and always involves uncertainty.

To this insight we must add an understanding of how emotions  
contribute to the challenge of investing. Human beings are hardwired 
to be aware of and react strongly to danger. When we are assaulted 
by threats, we can become shocked by our sensitivity to problems 
and then begin to overreact to bad news. This is normal and is  
symptomatic of stress.

As FAs we must realize that in a very real way, investors are  
feeling a kind of post-traumatic stress from the crisis of 2008.  
The magnitude of the interlocking financial crises of 2008 brought 
the world’s economy close to the abyss. For many investors, the 
events of that period suggested that our leaders, regulators and  
rating agencies were incompetent. For some, 2008 showed that 
much isn’t as it appears to be and suggested that corruption and  
rot are endemic to the system.

After a series of these kinds of shocks, what has become typical  
for people is to find believing in a “normal” future more than a  
little difficult. A pattern of threats and fear has once again been 
established—with a magnitude and duration that investors have 
not experienced in at least a generation. The fear causes us to turn 
to built-in emotional responses and biases that, in turn, lead us to 
certain behaviors even when we know better. These biases and 
shortcomings make it harder for us to maintain our discipline—with 
the result being severe consequences for our investment plans. 

common pitFAlls
Many investors start out with the best of intentions, but emotions  
can cloud their investment decisions, and too often, investors’  
behavior undermines their goals. Typical pitfalls include:

 + Buying high and selling low

 + Not diversifying properly

 + Neglecting to rebalance portfolios

 + Ignoring the timeless principles of investing

These common mistakes may be costly. For instance, when we 
look at the 20-year rate of return that the average equity investors 
received, we see that they were unable to beat the market; equity 
funds rose 5% while the S&P 500 Index gained 9.2%. Bond investors 
didn’t fare much better, gaining merely 0.7% in that period when the 
Barclay US Aggregate Bond Index returned 5.7%.

The solution is to challenge emotional biases when making  
investment decisions. While this isn’t easy, it can be done. The first 
step is to recognize some of the most troublesome behavioral pitfalls.

FeAr creAtes BiAses And  
cAuses poor decision mAKing
Financial Advisors should recognize that people’s fears and concerns are justified. The 
events of 2008 have magnified those fears and brought a level of anxiety into the market 
that hasn’t been seen in decades.

20-yeAr investor returns

Equity
Funds

5.02%

Fixed-
Income
Funds

Inflation S&P 500
Index

Barclays US
Aggregate
Bond Index

2.37%
0.71%

9.22%

5.74%

Past performance does not guarantee future returns 
As of December 31, 2013
Investor returns are represented by the change in total mutual fund assets 
after excluding sales, redemptions and exchanges. This method of calculation 
captures realized and unrealized capital gains, dividends, interest, trading 
costs, sales charges, fees, expenses and any other costs. After calculating 
investor returns in US-dollar terms, two percentages are calculated for the 
period examined: total investor return rate and annualized investor return rate. 
Total return rate is determined by calculating the investor return dollars as a 
percentage of the net of the sales, redemptions and exchanges for each period. 
Source: DALBAR’s 20th Annual Quantitative Analysis of Investor Behavior, 2014



tHe inner struggle 5For financial representative use only. Not for inspection by, distribution or quotation to, the general public.

pitFAll numBer one: proximity BiAs
Investors aren’t always rational and don’t always make considered 
decisions. The emotional weight of traumatic experiences of loss, as 
we experienced in 2008, tends to dominate the thinking of investors 
and eclipse their use of statistical information. 

For example, the typical investor is still thinking about the losses 
that were incurred in 2008. However, as the histogram below shows, 
since then, the annual returns of large-capitalization stocks have 
frequently been in the 10%–20% range.

This visual helps us see the historic frequency of events in the capital 
markets. Massive corrections such as we saw in 2008 are very  
rare, just as massive leaps in returns happen only occasionally. Over 
long periods, investors can have confidence that they will most likely 
see a modest or good return on their investment, punctuated by an 
occasional year of loss.

Rather than working against this powerful human tendency, FAs are 
better off accepting that investors have a proximity bias and learning 
how to use visual means of combating the pitfall. 

pitFAll numBer two: loss Aversion
Trade-offs between risk and reward lie at the very heart of  
investment decision making. Therefore, understanding how  
investors balance the perception of risk with the anticipation of 
reward is important. 

Many well-documented experiments have revealed that humans  
are naturally risk-averse. This doesn’t mean they don’t take risks; far 
from it. It means that while we love gain, we react far more strongly to 
the prospect of loss. Loss hurts more than gain pleases. 

tHe Five pitFAlls 
Five common pitfalls influence investor behavior. 

lArge-cAp stocKs: distriBution oF AnnuAl returns 
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Past performance does not guarantee future results 
For illustrative purposes only
As of December 31, 2014 
Source: FactSet, Ibbotson SBBI Yearbook: Market Results for 1926−2003, S&P and AB
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The table below shows a simple example. Test subjects were given 
two choices. The first offered an 80% chance of getting $4,000, 
but a 20% chance of getting nothing. The second offered a 100% 
chance of getting $3,000—a no-risk alternative. 

In finance, we use the concept of expected value to help us make  
decisions. If we multiply the probability of each outcome by the  
outcome itself and add them up, we get an expected value for  
that choice. 

Even though the rational choice is A—because its expected value 
is higher—those people who were given the choice overwhelmingly 
chose B. Not the rational decision. 

However, when the test switched to measure the likelihood of  
accepting a loss, as you can see in the table below, the results  
were very different. When the test subjects were required to choose  
between an 80% chance of losing $4,000 or a 100% chance of  
losing $3,000, more than 90% chose A, even though the rational 
choice is B because its expected loss is lower.

The important message we receive from these tests is that when 
people were given a choice between the certainty of making money 
and a good chance of making even more money, everyone chose the 
sure thing. But when choosing between the certainty of losing money 
and a good chance of losing even more money, they gambled to try to 
avoid the loss.

pitFAll numBer tHree: tHe cHoice pArAdox
We think that more information always leads us to make better 
choices, but an unpublished but often cited study by Paul Slovic  
and Bernard Corrigan suggests that this concept isn’t true. Instead, 
more information doesn’t, in itself, result in better choices. 

In the study, a group of bookmakers was given a lot of data to use  
to handicap horse races. The information included each jockey’s 
weight, each horse’s record and the track conditions. Each bookie 
had to decide which information was really important and then use  
it to predict race results. 

In the first test, the bookmakers were allowed to pick five pieces of 
information. The result? They weren’t very confident in their abilities, 
and they weren’t very good. In the second test, they were allowed to 
choose more pieces of information. They became more confident, but 
unfortunately, they didn’t become more accurate.

Information can be very seductive. People think that information has 
a lot of value, but more doesn’t necessarily help us. In fact, too much 
information can make it harder to choose.

pitFAll numBer Four: nArrow FrAming
Many investors tend to obsess about the parts of their portfolio that 
aren’t working. This is narrow framing: focusing on a small element. 

But while there are usually losers to fret about, frequently there  
are winners to focus on. And of course, many investments are in  
between. The goal is to refocus the investor: instead of looking at  
asset returns individually, encourage the investor to start thinking 
about the overall portfolio.

pitFAll numBer Five: inAppropriAte extrApolAtion
Inappropriate extrapolation is the tendency to try to predict the future 
based on the past. The statement “Past performance is no guarantee 
of future results” should be the guide for refocusing this thinking.  
A good example is the fluctuations in the S&P 500 Index over the 
past four years alone. Between September and October 2011,  
investors went from feeling the despair of markets that seemed to 
keep dropping to the euphoria of a market that seemed to hold no 
limits. In each cycle, investors relied on a tendency to make decisions 
based on events that had just happened: inappropriate extrapolation. 
But as we see the cycles play out fully over time, we see a constant 
reversion to the mean. This is why mean reversion—the tendency of 
things to fall back toward the average—is a concept to live by.

choice A choice B

Probability of Receiving Probability of Receiving

80% $4,000 100% $3,000

20% $0

Expected Value = $3,200 Expected Value = $3,000

Source: Daniel Kahneman and Amos Tversky, “Prospect Theory: An Analysis of 
Decision Under Risk,” Econometrica vol. 47, no. 2 (March 1979)

choice A choice B

Probability of Losing Probability of Losing

80% $4,000 100% $3,000

20% $0

Expected Loss = $3,200 Expected Loss = $3,000 

Source: Daniel Kahneman and Amos Tversky, “Prospect Theory: An Analysis of 
Decision Under Risk,” Econometrica vol. 47, no. 2 (March 1979)
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How to overcome proximity BiAs And loss Aversion
 + Recognize that clients feel the pain of a loss more than the  

pleasure of a gain. This causes them to overreact and make  
impulsive decisions.

 + Understand that how we perceive information can distort our 
thinking: each person’s perceptions are his own reality.

 + Interrupt the pattern. Train clients to recognize that loss aversion  
is natural and that they should think before they act.

How to overcome tHe cHoice pArAdox
 + Recognize that too much choice is not always good; information 

overload can lead to confusion and decision paralysis. 

 + Separate available choices into two or three categories, and  
explain the benefits and costs of each. 

 + Equip your client to make informed and confident decisions.  
Provide a well-reasoned and thoughtful point of view  
when needed.

How to overcome nArrow FrAming
 + Teach clients that narrow framing is a kind of tunnel vision. 

 + Educate clients to appreciate that some part of their portfolios  
will always trail, just as some part will always lead.

 + “Label” assets’ weakness or strength as opportunities to  
rebalance the portfolio.

 + Consider asset-allocation strategies with rule-based,  
systematic rebalancing.

How to overcome inAppropriAte extrApolAtion
 + Recognize that the brain looks for patterns and that it’s human 

nature to discern false or nonexistent patterns in data. 

 + Show clients that statistically, past patterns do not guarantee 
future results—either positive or negative.

 + Teach clients that they must never assume that current patterns—
either good or bad—will last indefinitely and instead that most 
things revert to the mean.

overcoming pitFAlls
Once the pitfalls are recognized, with your help, clients can overcome the mental obstacles 
to reasoned investment decisions and focus on building a diversified portfolio.
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A smAll cHAnge in AllocAtion cAn HAve A Big impAct
AB has performed research to illustrate the stakes involved in  
building a better portfolio, especially over an extended time frame.  
Let’s assume that an investor plans to retire at 65 and has been  
saving for retirement for as long as 40 years. 

The example below shows that if a participant builds up about 
$800,000 over his working lifetime and starts to spend it after  
retirement, he’d probably exhaust these funds by about 80 years  

of age. This isn’t a certainty, of course, but some probability exists 
that he would run out of money. 

What if this saver built a better portfolio and increased his return by 
just 1% per year? He might do so by creating a more effective asset 
allocation—maybe increasing equity exposure or moving some 
money out of cash. In this example, savings would be improved by 
more than $220,000, which could potentially extend his spending 
years by more than 10. 

pitFAlls in Action 
Let’s look at what some of the pitfalls we’ve discussed have done to retirement  
plan allocations. 

even smAll impAirments over time cAn HAve A devAstAting impAct on clients 
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The example shown is hypothetical, is for illustrative purposes only and does not represent the performance of any specific investment, including any AB product.
The savings phase simulates a defined contribution participant salary of $45,000 at age 25, linearly increasing to $85,000 by age 65, making yearly contributions of 
6% of salary at age 25 increasing by 0.5% per year to a maximum 10% with a 50% company matching contribution up to the first 6% of salary. In the spending phase, 
$63,750 (75% of final salary) is deducted at the beginning of each year. A yearly investment return of 9% is assumed at age 25, linearly decreasing to 6% at age 80 
and remaining constant thereafter. In the “1% More Return” scenario, a yearly investment return of 10% is assumed at age 25, linearly decreasing to 7% at age 85 and 
remaining constant thereafter. Inflation is assumed to be a constant 3%, and dollar values are expressed in real purchasing power terms.
Source: AB
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essentiAl principles oF investing
As an FA, your job is to coach and educate your clients. Below is  
a list of some of the essential principles of investing you should  
share frequently:

 + Focus on the overall portfolio; don’t become obsessed with the 
movements of its individual parts.

 + Negative correlation is a good thing; a balanced portfolio should 
have components that move in different directions. 

 + Diversification means that not everything is going to work at the 
same time. A well-diversified portfolio will hold assets that are  
out of favor, but while they may not be working at a given time,  
they are diversifying.

These principles may sound obvious, but behavioral finance tells 
us that they aren’t. We’re human beings. We react—or sometimes 
overreact—instinctively. And none of us can afford to let our emotions 
derail our investments, because we’re living longer than any previous 
generation and we all need a sensible way to invest for retirement. If 
we do it alone, our emotions will get the best of us. 

That’s why you, as Financial Advisor, have to stick to the timeless 
principles. That’s how you can shift your clients’ thinking and behavior 
from inner struggles to outer objectivity.



leArn more
(800) 227 4618 | ABgloBAl.com/go/ABAi

This material was created for informational purposes only.  It is important to note that not all Financial Advisors are consultants or investment managers; consulting and 
investment management are advisory activities, not brokerage activities, and are governed by different securities laws and also by different firm procedures and guidelines.  
For some clients, only brokerage functions can be performed for a client, unless the client utilizes one or more advisory products. Further, Financial Advisors must follow their 
firm’s internal policies and procedures with respect to certain activities (e.g., advisory, financial planning) or when dealing with certain types of clients (e.g., trusts, foundations).  
In addition, it is important to remember that any outside business activity including referral networks be conducted in accordance with your firm’s policies and procedures.  
Contact your branch manager and/or compliance department with any questions regarding your business practices, creating a value proposition or any other activities  
(including referral networks). 

It is important to remember that (i) all planning services must be completed in accordance with your firm’s internal policies and procedures, (ii) you may only use approved tools, 
software and forms in the performance of planning services and (iii) only Financial Advisors who are properly licensed may engage in financial planning. 
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As an advisor, your ultimate goal is to build better outcomes 
for your clients. At AB, we share your commitment. We’ve  
put our research to work for our clients around the world:

++ Exploring the opportunities and risks of the world’s capital 
markets and the innovations that can reshape them 

++ Helping investors overcome their emotions and keep their 
portfolios on track 

++ Defining the importance of investment planning and  
portfolio construction in determining investment success 

++ Providing tools to help advisors build deeper relationships 
that benefit their clients and their practices

Our research insights are a foundation to help you serve your 
clients. Speak to your AB relationship team to find out how 
we can help you.

15–0716
TAI–6882–0315


