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 Be aware of your own emotions and cognitive traps to make smarter decisions. 

 Step away from yourselves to be more rational.  

 Remember that we unconsciously make decisions based on positive memories. 

 Learn about financial history to reduce the number of mistakes. Do not extrapolate recent past.  

 Keep a well-diversified portfolio and an investment diary.  

 Have a Financial Plan. 

  

 

What are some of the behavioral traps that 

investors fall into at times like today? 

According to Dr. Statman, the first issue is emotion. 

We need to be aware of our emotions to be able to 

step aside and watch ourselves. 

Of course, the emotion of the day is fear. And we all 

understand that fear causes us to be very risk-averse, 

very pessimistic about the future, and we tend to 

make mistakes along the way. 

When the market was at a low, like in 2002 (or in 

2009 when we founded BFM), people were fearful; 

many thought that now was not a good time to 

invest, and we know what happened after that           

- a 100% bull run until 2007 (and another bull run of 

85% of the S&P 500 from March 2009 to November 

2011). In opposition, when the market was at a high 

in early 2000, people felt no fear; they thought that 

the market would provide high returns with no risk-

which, we know is not true. 

Now we are fearful and so we must be aware of that 

and counter our emotions. 

 

The other part of our decision making derives from 

cognition. We tend to extrapolate from recent 

events, and it‘s clear that since 2007, our assets have 

gone down and we feel down. While we tend to 

extrapolate from the recent past, thinking that low 

returns will generate low returns in the future may be 

wrong. In fact, on average, pessimism and fear are 

actually followed by relatively high returns rather 

than low returns. 

 

 

So how do investors get beyond those emotional 

and cognitive mistakes that they tend to make, 

where they might be feeling irrationally pessimistic 

at a time like this? 

What is needed for us is to step away from 

ourselves. Fortunately, we can do it. After all, we do 

it when we watch a scary movie. We know that we 

feel scared, but we know that the threat is not real so 

we don‘t get up and rush out of the theater. We can 

do the same with the financial markets. 
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We should tell ourselves, ‗I am afraid‘. We have to 

temper our emotions by our reasoning. It is not 

trivial, but we do that all the time, and we have to do 

it now.  

Nowadays a large amount of investment is rushing 

into gold bullion. Would it benefit investors? 

No, says Dr. Statman, because investors are acting 

out of excessive fear or misjudgment. There is 

nothing wrong with having some gold in a portfolio, 

but putting a big chunk of a portfolio in gold would 

be considered very risky. 

Research shows, there are some assets that people 

love, and if you love it, you think it will have both 

high return and low risk. And obviously, gold is an 

asset that many investors love today, and they think 

that it will have high returns in the future as it has 

had in the past 10 years. In fact, the returns can be 

high or low, so if you overdo it, you may end up 

being very rich, but you also may end up being very 

poor. Thus, we recommend well-diversified 

investment strategies that maximize the potential 

for growth. 

 
Are there any tips for countering those behavioral 

mistakes and the tendency to feel excessively 

fearful during a market or an economic 

environment like the current one? 
 

Dr. Statman
*
 says that we can control our own 

behavior. We can control our own saving and 

consumption rates. We can control our own 

portfolios, and so, the smart thing we can do is to 

keep a diversified portfolio. 

We hope that everyday would show an increase in 

the value of that portfolio, but we know that this will 

not happen. We learn to step away from ourselves 

and monitor our own emotions and thinking, so that 

we make smarter decisions rather than poorer ones. 

 

 

 

 

 

 

Should investors stay away from some stimuli like 

watching business TV programs or watching their 

investment statements like a hawk? 

 

This varies by person. If you feel that watching 

television programs and reading newspapers that 

show scary things is really doing harm to you, stop 

doing that, and if you are able to shrug, then go 

ahead. 

Some investors are very concerned about the safety 

of their portfolio. A lot of seniors are living on their 

portfolios. What should this group of investors do?  

Keep in mind that we want two things in life. One is 

not to be poor and the other is to be rich.  

For retired people it is not being poor that is 

paramount. What is important is not only to have a 

diversified portfolio, but also a portfolio that is less 

risky, a portfolio that has more bonds even though 

the returns are very low. There is a need to calibrate 

consumption. 

Investing is really a matter of prudence, of being 

able to calm yourself and being able to think 

logically. 

 

 

Summary 

 

In general, be aware of emotional issues and try to 

counter them. Be aware of cognitive traps, and 

separate your emotion from reasoning. Never put all 

your resources in one basket, and consider the factor 

that you will live long but not forever so keep a 

reasonable asset structure.  

 

BFM can help you make better, and more 

informed financial decisions by giving you 

straightforward and conflict-free investment 

strategies. We make sure that you have enough 

money as long as you live so that you can enjoy a 

comfortable retirement at a chosen lifestyle with a 

secured income while keeping your money safe.  

  

“The investor„s chief problem  

– and even his worst enemy –   

is likely to be himself” 

Benjamin Graham 

 

*
Dr. Statman is a Finance professor at Santa Clara University. 
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The Flaws of our Financial Memory 

 

The following chart shows the percentage of 

countries in default over the last 200 years. The 

peaks in sovereign defaults seem to recur without 

exception every 30–40 years. This pattern is 

occurring not only in emerging countries but also in 

developed countries. A similar pattern is also visible 

for currencies and in equity markets. It causes Mr. 

Klement (C.I.O. of Wellershoff) to consider why 

investors tend to forget lessons of history. 

 

 
 

With his background in mathematics and physics, 

Mr. Klement was naturally inclined to look to the 

natural sciences for explanations, especially the 

neurosciences, cognitive psychology, cognitive 

neuroscience, and research about memory.   

 

 

Types of Memories 
 

Memories can be divided into long-term memories 

and short-term memories. Long-term memories are 

the things that people remember for months, years, 

or even decades. In opposition, short-term memories 

are the things that people are consciously aware of 

that they can use and remember for a few minutes. 

To remember things is the process of short-term 

memories becoming long-term memories. 

 

 

Long-term memories can be further divided into 

declarative and non-declarative memories. 

 

 

Declarative memories are memories that people are 

conscious of. It can be classified as either episodic or 

semantic. In which, episodic memories are memories 

of significant things that happen to us or events that 

we experience, such as a wedding day, vacations, 

birthdays, or the first day at school. Semantic 

memories are factual memories that can be retrieved 

at any point in time. It is factual information that you 

know, but you probably will not know where you 

were when you first learned about it. 

 

Non-declarative memories are the subconscious or 

unconscious memories people have, such as how to 

ride a bike or how to drive a car. We remember how 

to do those activities, but after some practice, we do 

not consciously focus on all the processes involved 

in driving a car or riding a bike.  

 

 

Classical Conditioning  
 

Classical conditioning is best summarized by the 

well-known Pavlov‘s dog experiments of the 1920s. 

Mr. Klement believes that classical conditioning is 

happening in the financial markets. For example, 

during the technology bubble in 1999, Computer 

Literacy Inc. changed its name to fatbrain.com. On 

the day of the name change, its stock rose by 33 

percent simply because it had renamed itself as a 

dot-com.  

 

Most investors during that time were trained to 

equate dot-coms with a profitable investment, and it 

became a self-fulfilling prophecy. The same thing 

happened during 2004-2007, with companies that 

added oil or petroleum to their name. The same thing 

is happening today for companies with ‗China‘ in 

their name. 

 

If we looked for companies from around the world 

that had changed their name to include the country 

name ‗China‘ between 2000 and 2010, excluding 

companies that located in mainland China, Hong 

Kong and Taiwan, you would find at least 90 

companies in the US, UK, Australia, and Germany 

that added China to their names. Interestingly, in the 

four months around the name change, the stocks of 

those companies, on average, almost quadrupled in 

price. 
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This example illustrates how individuals 

unconsciously make decisions based on positive 

memories from the past. Because of good 

experiences with Chinese stocks or Chinese 

investments, investors equate China with a good 

investment, and it becomes a self-fulfilling prophecy 

for some stocks. 

 

 

 

Seven Flaws of Memories 
 

There are 7 flaws of memories that can be grouped 

into 3 categories: 

 

 

Forgetting Things 

 

This category includes transience, absentmindedness, 

and blocking, which all have something to do with 

forgetting. It‘s natural that we tend to remember the 

gist of important things that we need to know or that 

have happened to us. Otherwise, if we never forget 

anything, there would be too much information for 

our brain to process. 

 

False Memories 

 

The second category includes misattribution, 

suggestibility, and biases, which contribute to 

remembering things that did not happen the way they 

are remembered or might not have happened at all. 

 

Traumatic Memories 

 

It only includes persistence, which is about memories 

that people wish they could forget but cannot. 

 

 

 

 

 

 

 

 

 

 

 

 

Flaws of Memory & Investors 
 

Transience 
 

Remembering a sequence of 10 colors is called a 

digit span test, and if it‘s performed systemically, an 

interesting effect occurs: people tend to remember 7 

things (+/- 2) at a time, and they tend to remember 

the first few and last few and forget the ones in 

between. 

 

Remembering the last few things that a person sees 

or hears is called the ―recency effect.‖ The recency 

effect may be the scientific underpinning of the 

recency bias in behavioral economics. 

Behavioralists know that people tend to extrapolate 

the recent past into the future and act accordingly 

in their investment decisions. 

 

Remembering the first few colors or numbers that a 

person sees or hears is called the ―primacy effect.‖ 

The primacy effect is related to how people shape 

their behavior throughout their lives based on the 

memories of what investment decisions they made 

when they first started investing. 

 

Thus, investors buy stocks that have gone up 

dramatically over the previous 3–6 months and 

avoid stocks or funds that have gone down over the 

previous 6–12 months. And the experiences people 

have during their first years as investors will shape 

the way they think about markets for the rest of their 

lives. 

 

However, these effects can be overcome through 

training. If something is practiced and repeated, 

then it can be memorized. The value of repeated 

experience can also be reviewed as people tend to 

use their investment experience to their own 

advantage. 

 

A study by Greenwood and Nagel demonstrated the 

importance of experience (figure 2). During 2000-

2002, the managers who were 25–35 years old 

underperformed their peer group, whereas the fund 

managers who were more than 45 years of age 

outperformed their peer group. Recall that if 

managers were older than 45 in 2000, they likely had 

vivid memories of previous severe bubbles and 

crises in the markets, such as those in the late 1970s 

and early 1980s. 

“Only buy something that 

you'd be perfectly happy to 

hold if the market shut down 

for 10 years” 

Warren Buffet 
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In 2000-2002, the young managers stuck to 

technology stocks and on average underperformed 

their peer group, whereas the older managers started 

to outperform quite dramatically because they did 

not buy into the hype around the technology 

securities as much as the younger fund managers. 

Both positive and negative experiences can be used 

to train our memories. 

 

 

Misattribution 
 

Research shows that we tend to remember things in 

what is called a ―mind map.‖ We group similar 

information together, and the result is that 

sometimes information is mixed up in our memory 

with other information that is stored nearby in our 

brain. 
 

The human propensity for sometimes not 

remembering things or remembering false things is 

often used in marketing materials.  

 

 

 

 

 

 

 
 

 

 

 

Persistence 
 

An example of how traumatic memories may affect 

investors is seen in those who grew up during the 

Great Depression in the 1930s in the United States. 

Check the difference in stock market participation 

and returns by the year of 1968, older investors (over 

40 years old) had on average almost 5 percent fewer 

stocks in their portfolios than the younger investors. 

Because most of the older ones experienced the 

Great Depression in the 1930s and they can never 

forget that. 

 

A similar example is Germany, which is well known 

for having a high savings rate. Most of the German 

population suffered disproportionately from the 

effects of two catastrophic wars and a disastrous 

period of hyperinflation—all within a short time. 

Thus the influence on the succeeding generations has 

resulted in consumers who avoid investment in stock 

markets and do not buy houses. 

 

 

 

  “Risk comes from not 

knowing what you‟re doing” 

Warren Buffet 
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What can we do to be better investors? 
 

First is to have an Investment Policy Statement or 

a Financial Plan. Agreeing to and writing down 

investment goals along with all the restrictions and 

constraints, and then regularly auditing or reviewing 

them. It helps managers to avoid going astray with 

investments or following the latest fashion or 

technique, and it guides managers by keeping the 

client‘s stated goals at the forefront of their mind. 
 

Another technique is to keep an investment diary. 

For every investment decision good investors make, 

they write down the action, the reason why they did 

it, and what could possibly go wrong (the risks). 

This tool helps prevent mistakes due to forget bad 

decisions you have made. 

 

Some lessons we might have forgotten 
 

It is instructive to consider the concept of a portfolio 

being underwater (current value of the assets is 

below the initial value) from one starting point, and 

compare three types of portfolios for a U.S. investor: 

a pure bond (government-only) portfolio, a balanced 

50/50 stock and bond portfolio, and a pure equity 

portfolio. For a pure bond portfolio since 1985, the 

maximum time underwater is about 19 months. For 

an equity portfolio, the maximum time underwater is 

81 months. For a balanced portfolio, the maximum 

time underwater is 58 months. 

 

 

 

 

 

Thus the longer the time horizon, the more 

investors can invest in equities because they have 

the time to bear the risks, suffer the downturns, and 

wait for the markets to recover. 

 

The problem is that investing in times of rising 

yields means that bond investments may not create 

good returns. This observation is based simply on 

the numerical effect that rising interest rates have on 

bond prices and does not take credit risk into 

consideration, which is a separate issue. 

 

In the current markets, many people believe that 

interest rates will go up for the next 10 years. As a 

result, it is likely that the most conservative 

investors—that is, the ones with the most bonds in 

their portfolios—will be impacted from that effect. 

 

 

 

 

  

―We simply attempt to be 

fearful when others are 

greedy and to be greedy only 

when others are fearful.‖ 

Warren Buffet 
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Summary  
 

We all have flawed memories that can lead to 

making poor decisions or repeating mistakes. 

Memory flaws are observed not only in individuals 

but also in the overall market. Financial market 

participants seem to forget things that happened in 

the past or be persistently influenced by recent past 

financial events. Thus, learning about financial 

history may be one of the best ways to prevent 

mistakes in the future.  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

“A man who does not 

plan long ahead will find 

trouble at his door” 

Confucius 

 

Patrick Bourbon, CFA                    
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