State of Play

Does investor
behaviour create .
opportunities?

30 June 2022

Given how much of our lives have changed in the past 20 years, driven largely by technology

and innovation, can these changes inform alternative ways of managing money? Human

emotions can lead to strong behavioural biases which can sometimes cloud investment
choices. What are the most common biases and how can systematic investing help to avoid
emotional decision making? Our Senior Investment Specialist, Simon Durling, shares his
thoughts in this week’s State of Play.

Behavioural
bias

Investing has a complex history which one could argue has been heavily
influenced by natural human emotions and biases. Many of these biases have
been studied over the years leading to an array of academic research and
literature. History shows there have been times when either greed has led
to asset bubbles or when panic has led to devastating crashes.” With a large
influx of new investors over the last couple of years, what part could these
new participants play in the way the various investment markets behave?
Much of our human biases are based on fear and greed, but many biases
have subtle, sometimes unnoticeable traits which can be just as powerfulin
influencing both decision-making and investment outcomes. So, what are
some of these biases and how do professional investment managers try to
avoid them?

Biases tend to be splitinto two main types: 1) Cognitive bias, which is the
way our brains process and interpret information using mental short-cuts
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or a rule of thumb to help us reach quick decisions; and 2) Emotional bias,
which is driven by pure impulse and intuition.? When it comes to investing,
behavioural biases can lead to poor decision-making and investment
outcomes. The following biases are just a small sample from a long list of
different types and do not seek to summarise a complex subject. My aim is to
provide some examples to give context when exploring how investment firms
attempt to overcome, avoid, or even take advantage of them.

1. Loss aversion

Cognitive mathematical psychologist Amos Tversky and his associate, Daniel
Kahneman, first identified and studied loss aversion as part of prospect
theory, publishing a landmark paper in 1979 which demonstrated losses

stir our emotions twice as powerfully when compared to the same gains.?

In simple terms people fear losing £100 twice as much than the prospect of
gaining £100.

2. Sunk cost fallacy

Closely connected to loss aversion is the endowment effect, also known as
sunk cost fallacy, when individuals place a higher value on an asset they own
when compared to a similar or identical asset they do not own.* This can lead
to investors holding on to assets which have fallen in value in the hope or
expectation that eventually they may recover the money they have lost, even
if analysis shows that selling and investing in an alternative may have better
prospects of regaining the loss over time.

3. Confirmation bias

Typically, this is where individuals look for information to prove something
that they already believe to be true. They tend to focus on the things that
matter to them and dismiss the things that don't by ‘sticking their head

in the sand’, which is often referred to as the 'Ostrich effect’® This can

lead to overconfident investment decisions and failing to identify when
circumstances change or ignoring information that would disprove their
original investment idea.®

4. Herd mentality (bias)

This bias can be seen in stock market bubbles and crashes when people
rationalise a course of action as the right one because ‘everybody else’ is
doing it.” Human beings have evolved over thousands of years where their
survival was dramatically improved if they stayed in a group.® Often people
take comfort from doing the same things others are doing or have the ‘fear
of missing out’. This bias plays a huge role in investment markets especially
given how much new money has entered markets by ‘first time investors'
since the COVID-19 pandemic.

During the lockdowns many people saved money from not having to
commute to work, dine out or travel abroad and chose to invest this money
instead. Given the extraordinary numbers of new market participants the UK
regulator, the Financial Conduct Authority, conducted research in March this
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How do
investment
firms approach
behavioural
bias?

Fundamental
investment
approach

year into what they describe as ‘self-directed investors' expressing concerns
about the type of investments they choose and how they access them. They
said, ‘the research found that for many investors, emotions and feelings such
as enjoying the thrill of investing, and social factors like the status that comes
from a sense of ownership in the companies they invest in, were key reasons
behind their decisions to invest.”

5. Hindsight bias

This is where past events which have positive outcomes are viewed as
predictable but poor outcomes are somehow unpredictable. It can reduce or
remove objectivity in assessing previous decisions and stop an investor from
learning from their mistakes.™ This is not to say that investors will never
make mistakes, because itis entirely possible to make a decision that is well
thought out and perfectly rationale but still results in a loss. Investing for
the right reasons but with a poor outcome is just part of investing. Mistakes
will always happen, however what is important is that investors are able to
identify these mistakes and learn from them.

The CFA Institute offer a good description of this on their website:
‘Behavioural biases potentially affect the behaviours and decisions of
financial market participants. By understanding these biases, financial market
participants may be able to moderate or adapt to them and, as a result,
improve investment outcomes in different economic conditions. Behavioural
biases may be categorized as either cognitive errors or emotional biases. The
type of bias influences whether its impact may be moderated or adapted to.’

So, what are some of the approaches taken?

One way that investment and asset management companies try to avoid or
remove behavioural bias in decision-making is to build a robust, repeatable,
and efficient investment process based on discipline and collective

expertise. Traditionally, multi asset investing is where asset managers
design investment solutions or funds which mix different asset classes like
bonds and shares in the right proportion to match an investors attitude to
investment, time horizon, and investment objectives (like growth or income).

Most of the time, this process would be described as a ‘top-down’ approach.
Experts assess the wider picture, like macro-economic data and geo-political
events which may affect asset classes around the world. Whilst they will
normally assess more ‘micro’ information like specific company earnings

or compare companies within the same sector, their focus tends to be on
whether this ‘micro’ information feeds into a narrative about the wider
market direction. This collective experience and expertise, built within a
disciplined process, aims to achieve objective decision-making whilst being
governed by both the fund's investment objectives and the investment policy.
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Arguably, this is seen as a more traditional approach and aims to navigate
short-term market direction against a long-term strategic asset allocation.
The long-term allocation rarely changes, but fund managers are tasked
with tilting the asset allocation in the short-term, importantly anticipating
which particular asset classes or regions are likely to perform better against
others in the immediate future. Whilst the process does look back over
time, perhaps to assess valuations or identify how markets compare and
performed in similar economic conditions, the philosophy is focused on
looking to the future. Objective decision-making aims to avoid, where
possible, as much of the bias we touched on earlier.

Systematic investing, also referred to as ‘quants based' investing, is very
different to the fundamental approach. Quantitative investment strategies,
which are guided by sets of rules, aim to exploit investor bias and market
inefficiencies to diversify portfolios, improve returns and control risk." The
principle is based on using quantitative mathematical models to measure
data and characteristics of investment markets.

Systematic processes use these mathematical models to measure large
amounts of live data enabling investment experts to tilt their portfolios to
capture changes in asset prices, volatility, and correlation (or other factors
and data points). By investing following a pre-determined set of rules, the
process enables a better understanding of previous investment outcomes and
results and anticipates the type of market regime in which a model is likely to
perform, whether this be to add excess returns or lag the wider market.

So, what are some examples of systematic or quants-based investing?
Smart beta

Smart Beta challenges the assumption that markets are efficient and that all
investors are rationale. If an investor wanted to invest in a stock market, they
could invest in a low-cost tracker or passive fund that aims to replicate the
index of the market (hence why they are known as index trackers). However,
almost all indices are price and market weighted. So, in simple terms, this
means the proportion an index is made up by one company listed on it will
depend on the market capitalisation, which is the prevailing price of its stock
multiplied by the number of its shares outstanding.

If the share price of this company grows significantly compared to other
shares in the index, the value increases and the proportion or weight of this
share grows with it. By its broadest definition, any portfolio construction
process that doesn’t rely on price to select and weight stocks is considered a
Smart Beta strategy.’ Smart beta strategies aim to take advantage of how
indices are constructed by measuring factors other than price and weighting
to tilt and allocate portfolios to access potential market gains. By weighting a
portfolio and investing in companies which are expected to outperform based
on a specific set of metrics, Smart Beta breaks the link between price and

State of Play: 30 June 2022

P.4



& Asset
Management

portfolio weight in an effort to deliver excess returns. The most commonly
cited forms of Smart Beta are fundamental weighting, volatility weighting,
dividend weighting, and equal weighting."

Momentum investing

The principle of momentum investing is that the rise or fall of an asset price
will continue long after the initial movement began. The assumption with
this method is that market participants are slow to react to new information
about either earnings or about the asset class, and tend to overreact both on
the upside and the downside. In some ways this methodology is looking to
exploit the 'herd mentality’ covered earlier.’ Often the fear of missing out
draws new investors into buying company shares because they have noticed
the share price has been rising over a period of time and so they choose to
buy-in to capture some of this price gain. Investors may do the complete
opposite if they hold an investment which has been falling continuously for
some time, fearing the price will fall further, therefore triggering them to sell
this investment thus pushing the price even lower.

Momentum models are designed to measure how much a price has moved
(either higher or lower) over different time periods to assess the ‘'momentum’
in this price. Normally this is combined with assessing the consistency of this
price movement and whether there are any data anomalies which may skew
the data to a false reading. Momentum strategies buck the accepted ‘buy
low, sell high' theory, as the philosophy assumes price movements typically
continue long after the trigger for the rise or fall began, and that ‘herd
mentality’ helps push the trend further and for longer. It normally comes
with a highly volatile investment journey if used in isolation, but at times can
deliver excess returns by tapping into market bias and volatility.

Mean reversion

Mean reversion works under the assumption that an asset’s price will tend
to converge to the average price over time. When the current market price
is less than the average past price, the stock is considered attractive for
purchase, with the expectation that the price will rise. When the current
market price is above the average past price, the market price is expected
to fall. Mean reversion is negatively correlated (this means it behaves in
the opposite direction) to a momentum strategy and measures data over
different time horizons. In practice, it means that momentum investing

is sometimes combined with mean reversion to try to deliver better risk
adjusted investment returns.

Risk parity

Risk parity focuses on risk allocation. The main aim is to find weights of
assets that ensure an equal level of risk, normally measured by volatility.

To allocate the correct risk parity weight to an asset, the process aims to
understand its risk characteristics. Risk parity does not use equal weights.
Instead, it uses the inverse risk approach. This approach gives a lower weight
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What approach
works best?

to riskier assets, like shares, and a more significant weight to less risky
assets, like bonds. This method ensures that the risk contribution of each
asset is the same.

As investment market value changes and volatility fluctuates, the model
measures the change in this volatility and correlation between the asset
classes, in order to tilt the allocation, always looking to balance the risk
contribution. In many cases risk parity approaches access methods of
borrowing or short selling (borrowing an asset and immediately selling on
the assumption the price will fall) in order to achieve the best risk-reward
trade-off.™ If risk parity is combined with other systematic approaches,
sometimes this can negate the necessity to use borrowing strategies.

Risk parity can often reduce the overall portfolio risk and normally offers
additional returns when stock markets are falling significantly. It does,
however, tend to lag in bull markets when stock prices are rising sharply.
Risk parity strategies normally use derivatives for portfolio efficiency and risk
management, so these positions require active management.

A less discussed, yet important, advantage of a risk parity approach is its
potential to achieve significant incremental returns through rebalancing. The
amount of excess return generated through rebalancing is a function of asset
class volatility and diversification. All else being equal, the more volatile and
diversified the assets within a portfolio, the more value that can be created
through rebalancing. With risk parity assets are selected based on their
diversification benefits and levered up or down to achieve a target volatility.
This construction process creates an ideal environment for systematically
harvesting gains in the portfolio through rebalancing.®

The simple answer to this question is it depends... As with all investment
strategies either traditional, more well-known philosophies, or with more
complex rules-based investing, the economic climate, market conditions and/
or the design of an investment process will define an investor outcome over
time. Importantly, technology and academia over the last few decades have
explored the mathematics and biases that exist in investment markets and
how they influence investor behaviour. Systematic investing offers alternative
ways to manage investments accessing market emotions and biases, and
sometimes taking advantage of them or seeking to avoid them. It also offers
transparency about how the investment process has performed, enabling
asset managers to anticipate how the model being used may behave in the
future and under which market environment they expect to generate excess
returns or lag in certain circumstances.

With a large increase in new investors, the benefits of exploring more
diverse ways of managing investments are numerous. In our complex world,
embracing varied ways to meet investor’s needs, will in my view become
more important and grow in popularity. One thing | am certain about, if the
research carried out by the FCA is anything to go by, for some, investing
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can be a minefield. A decision to invest based on ‘the fear of missing out’

and building a suitable financial plan based on your circumstances, needs
and long-term goals, whilst no doubt interconnected, are in my view a very
different investor experience. As always, if you feel uncertain about your
choices or perhaps are concerned about a decision you may have taken in the
past, then | would suggest reaching out to a professional financial adviser to
seek guidance and advice where appropriate.

Investing can feel complex and overwhelming, but our

Learn more! educational insights can help you cut through the noise. Learn
more about the Principles of Investing here.
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