WILEY J2hVW @

Behavo'

and eat
Management

How To Build Investment Strategies
That Account for Investor Bias

second edition

MICHAEL POMPIAN





http://www.WileyFinance.com

Behavioral
Finance and Weaith
Management



Founded in 1807, John Wiley & Sons is the oldest independent publishing
company in the United States. With offices in North America, Europe, Aus-
tralia and Asia, Wiley is globally committed to developing and marketing
print and electronic products and services for our customers’ professional
and personal knowledge and understanding.

The Wiley Finance series contains books written specifically for finance
and investment professionals as well as sophisticated individual investors
and their financial advisors. Book topics range from portfolio management
to e-commerce, risk management, financial engineering, valuation, and fi-
nancial instrument analysis, as well as much more.

For a list of available titles, visit our Web site at www.WileyFinance.com.


http://www.WileyFinance.com

Behavioral
Finance and Wealth
Management

How to Build Investment Strategies
That Account for Investor Biases

Second Edition

MICHAEL M. POMPIAN

WILEY
John Wiley & Sons, Inc.



Copyright © 2012 by Michael M. Pompian. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in
any form or by any means, electronic, mechanical, photocopying, recording, scanning, or
otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright
Act, without either the prior written permission of the Publisher, or authorization through
payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222
Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the Web
at www.copyright.com. Requests to the Publisher for permission should be addressed to the
Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030,
(201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their
best efforts in preparing this book, they make no representations or warranties with respect to
the accuracy or completeness of the contents of this book and specifically disclaim any implied
warranties of merchantability or fitness for a particular purpose. No warranty may be created
or extended by sales representatives or written sales materials. The advice and strategies
contained herein may not be suitable for your situation. You should consult with a
professional where appropriate. Neither the publisher nor author shall be liable for any loss of
profit or any other commercial damages, including but not limited to special, incidental,
consequential, or other damages.

For general information on our other products and services or for technical support, please
contact our Customer Care Department within the United States at (800) 762-2974, outside
the United States at (317) 572-3993 or fax (317) 572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in
print may not be available in electronic books. For more information about Wiley products,
visit our web site at www.wiley.com.

Library of Congress Cataloging-in-Publication Data

Pompian, Michael M., 1963—

Behavioral finance and wealth management : how to build investment strategies that
account for investor biases / Michael Pompian. — 2nd ed.

p. cm. — (Wiley finance series)

Includes index.

ISBN 978-1-118-01432-5 (cloth); ISBN 978-1-118-18227-7 (ebk);

ISBN 978-1-118-18228-4 (ebk); ISBN 978-1-118-18229-1 (ebk)

1. Investments—Psychological aspects. 2. Investments—Decision making. 1. Title.
HG4515.15.P66 2012
332.601'9—dc23 2011039271

Printed in the United States of America.

10 9 8 7 6 5 4 3 21


http://www.copyright.com
http://www.wiley.com/go/permissions
http://www.wiley.com

I would like to dedicate this book
to my brother Dave and bis family.






GContents

Preface

Acknowledgments

PART ONE
Introduction to Behavioral Finance

CHAPTER 1
What Is Behavioral Finance?

Behavioral Finance: The Big Picture

Standard Finance versus Behavioral Finance

The Role of Behavioral Finance with Private Clients

How Practical Application of Behavioral Finance Can Create a
Successful Advisory Relationship

Notes

CHAPTER 2
The History of Behavioral Finance Micro
Historical Perspective on the Link between Psychology
and Economics
Modern Behavioral Finance
Psychographic Models Used in Behavioral Finance
Notes

CHAPTER 3
Introduction to Behavioral Biases
Introduction
Behavioral Biases Defined
Why Understanding and Identifying Behavioral Biases
Is Important
Categorization of Behavioral Biases
Differences between Cognitive and Emotional Biases
Difference among Cognitive Biases

XV

XXiii

12
19

19
21

23

23
27
36
40

43
43
44

45
46
46
47

Vil



viil CONTENTS
Emotional Biases 48
A Final Word on Biases 49
Summary of Part One 50
PART TWO
Belief Perseverance Biases Defined and lllustrated o1
CHAPTER 4
Cognitive Dissonance Bias 93
Bias Description 53
Practical Application 55
Research Review 57
Diagnostic Testing 59
Advice 60
Conclusion 62
Notes 62
CHAPTER
Conservatism Bias 63
Bias Description 63
Practical Application 64
Research Review 67
Diagnostic Testing 69
Advice 70
Notes 71
CHAPTER 6
Confirmation Bias 73
Bias Description 73
Practical Application 75
Research Review 77
Diagnostic Testing 81
Advice 83
Notes 84
CHAPTER 7
Representativeness Bias 85
Bias Description N
Practical Application 87
Research Review 89



Contents iX

Diagnostic Testing 93
Advice 94
Notes 97
CHAPTER 8
lllusion of Control Bias 99
Bias Description 99
Practical Application 100
Research Review 103
Diagnostic Testing 104
Advice 105
Final Thought 106
Notes 106
CHAPTER 9
Hindsight Bias 107
Bias Description 107
Practical Application 108
Research Review 109
Diagnostic Testing 112
Advice 113
Notes 114
PART THREE
Information Processing Biases Defined and lllustrated 117
Overview of the Structure of Chapters 10 through 16 117
CHAPTER 10
Mental Accounting Bias 119
Bias Description 119
Practical Application 121
Research Review 123
Diagnostic Testing 128
Advice 130
The Behavioral Finance Approach to Asset Allocation
based on Mental Accounting 133
Notes 134
CHAPTER 11
Anchoring and Adjustment Bias 135
Bias Description 135

Practical Application 136



X CONTENTS

Research Review 138
Diagnostic Testing 139
Advice 140
Bonus Discussion: Investment Strategies that Leverage
Anchoring and Adjustment Bias 141
Notes 142
CHAPTER 12
Framing Bias 143
Bias Description 143
Practical Application 145
Research Review 148
Diagnostic Testing 150
Advice 152
Notes 153
CHAPTER 13
Availability Bias 155
Bias Description 155
Practical Application 157
Research Review 160
Diagnostic Test 162
Advice 163
Notes 164
CHAPTER 14
Self-Attribution Bias 165
Bias Description 165
Practical Application 166
Research Review 167
Diagnostic Testing 169
Advice 170
Notes 171
CHAPTER 15
Outcome Bias 173
Bias Description 173
Diagnostic 176

Notes 178



Contents Xi

CHAPTER 16
Recency Bias 179
Bias Description 179
Practical Application 181
Research Review 184
Diagnostic Testing 185
Advice 187
Notes 188
PART FOUR
Emotional Biases Defined and lllustrated 189
CHAPTER 17
Loss Aversion Bias 191
Bias Description 191
Practical Application 193
Research Review 194
Diagnostic Testing 195
Advice 196
Notes 197
CHAPTER 18
Overconfidence Bias 199
Bias Description 199
Practical Application 200
Research Review 201
Diagnostic Testing 203
Advice 206
A Final Word on Overconfidence 208
Notes 208
CHAPTER 19
Self-Control Bias 211
Bias Description 211
Practical Application 214
Research Review 216
Diagnostic Testing 219
Advice 220

Notes 222



Xii CONTENTS
CHAPTER 20
Status Quo Bias 223
Bias Description 223
Practical Application 224
Research Review 225
Diagnostic Testing 226
Advice 228
Notes 229
CHAPTER 21
Endowment Bias 231
Bias Description 231
Practical Application 232
Research Review 235
Diagnostic Testing 237
Advice 239
Notes 240
GHAPTER 22
Regret Aversion Bias 243
Bias Description 243
Practical Application 244
Research Review 246
Diagnostic Testing 247
Advice 249
Notes 251
CHAPTER 23
Affinity Bias 253
Bias Description 253
Research Review 256
Diagnostic Testing 258
Advice 259
Notes 260
PART FIVE
Application of Behavioral Finance to Asset Allocation and
Case Studies 261
CHAPTER 24
Application of Behavioral Finance to Asset Allocation 263
Practical Application of Behavioral Finance 264
Best Practical Allocation 266



Contents Xiii
Guidelines for Determining Best Practical Asset Allocation 267
Quantitative Guidelines for Incorporating Behavioral Finance

in Asset Allocation 269
Investment Policy and Asset Allocation 271
Notes 271

CHAPTER 25

Case Studies 273
Case Study A: Mr. Nicholas 276
Case Study B: Mrs. Alexander 281
Summary of Case Studies 286
PART SIX
Behavioral Investor Types 287
CHAPTER 26
Behavioral Investor Type Diagnostic Process 289
Background of the Development of Behavioral Investor Types 290
Psychographic Models of Investor Behavior 291
Early Psychographic Models 293
The Behavioral Alpha Process: A Top-Down Approach 295
The BIT Identification Process 296
Summary 299
Notes 300
CHAPTER 27
Behavioral Investor Types 301
Introduction 301
Preserver 302
Follower 305
Independent 308
Accumulator 312
Summary 315
Index 317



