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Why Smart People Make Big Money Mistakes

Why Smart People Make Big Money Mistakes and How to Correct Them: Lessons from the New Sci-
ence of Behavioral Economics by Gary Belsky and Thomas Gilovich, reviewed by Ben Wolzenski

holds [that] we make decisions because of a consis-

tent and sensible pursuit of satisfaction and personal
fulfillment, of getting the most out of life with our current
and future resources.” They then proceed to give examples
of how this is not the case in reality, and posit behavior-
al economics as a way to explain why not. Early research
(1970s) by Tversky and Kahneman showed that people use
heuristics rather than logically thinking through every deci-
sion. Human heuristics developed over millennia are gener-
ally useful, but not always; “... in some ways, behavioral
economics can be fairly described as the study of obsolete
heuristics.”

CHAPTER 1—NOT ALL

DOLLARS ARE CREATED EQUAL

The authors start with an anecdote that illustrates why we do
not value “house money” (at a casino) equal to other money.
This is the “inclination to value and handle money differ-
ently depending on where it comes from, where it is kept, or
how it is spent.” This is why “Reimbursements send people
on trips to the bank. Bonuses send people on trips to the
Bahamas.”

The authors explain: “traditional [economic] theory

“Mental accounting” is one of the pillars of behavioral eco-
nomics. It explains why it is worth extra time and effort to
buy an item at 50 percent off for $25 instead of $50, but
not worthwhile to exert the same extra time and effort to
save the same $25 off the price of a $500 item, only a 5
percent savings. Or why a small bonus or refund is more
likely to be spent (“found money”) than a large bonus or
refund, which is more likely to be saved. Credit cards also
cause us to treat dollars differently. In a “landmark” experi-
ment, bids for prime tickets from the half of bidders who
were told the high bidder would pay by credit card averaged
about twice as much as those from the half who were told
the payment would be in cash. But mental accounting can
be used to one’s advantage, too. Certain workers who were
paid weekly found it hard to save, but when they were paid
in six envelopes, one for each day they worked and a sixth
not tied to any day, their savings increased fourfold within
three months.

CHAPTER 2—WHEN SIX OF ONE

ISN'T HALF A DOZEN OF THE OTHER
Prospect theory is the second pillar of behavioral science.
The name comes from an oft-cited 1979 article by Tversky
and Kahneman: “Prospect Theory: An Analysis of Decision
Under Risk.” This chapter deals with two aspects—Iloss
aversion and the sunk cost fallacy.

An example cited is described below.
*  Youare given a sum $X and the choice of

1. accepting a sure additional $.5X (to end with
$1.5X) or

2. flipping a coin to determine whether you get noth-
ing more or an additional $X, ending with either
$X or $2X.

*  Research says you are more likely to choose option 1,
the sure gain.

*  Youare given a sum $2X and the choice of

1. accepting a sure loss of $.5X (to end with $1.5X)
or

2. flipping a coin to determine whether you lose
nothing or lose $X, ending with either $X or $2X.

»  Research says you are more likely to choose option 2,
the chance to lose nothing.

(It would be interesting to know if the research results
would be the same if the subjects were all actuaries.) Since
the outcomes are equivalent, traditional economics suggests
that you would be no more likely to choose option 1 in the
first case than the second. The authors describe the reasons
for the different choices in these terms.

“Prospect theory offers an alternative approach. It says that
people generally do not assign values to options based on
the options’ expected effect on their overall level of wealth.
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WHY SMART PEOPLE ... | FROM PAGE 9

... Prospect theory says we assign values to gains or losses
themselves. ...It is the actual gaining or losing—and our
feelings about it—that matters more to us. ...”

This helps explain why individual investors typically sell
their winning investments too soon (to lock-in a gain) but
hold onto their losing investments too long (to avoid book-
ing a loss). The authors cite research data that shows that is
indeed what happens: the stocks that investors sold outper-
form those they held over the next year.

“Framing” refers to the specific environment and/or lan-
guage in which questions or problems are presented. As an
example, votes regarding a proposed school tax increase
were more favorable when the polling location was situated
... in a school.

The authors relay several anecdotes to exemplify the “sunk
cost fallacy,” including the results of this experiment. Dis-
counts were randomly distributed to theater subscribers. The
result was that subscribers who paid more for their tickets
(greater sunk cost) attended performances more often than
those who received discounts, even though everyone had
initially expected to pay full price.

Applying these lessons to investments and financial man-
agement generally, the authors enumerate 12 “suggestions
that should help you make wiser decisions.” These are writ-
ten in a reader-friendly (not technical) narrative—and I
think they represent good advice.

CHAPTER 3—THE DEVIL THAT YOU KNOW

What causes “decision paralysis?” Research shows that
decisions to delay or take no action are more likely “when
there are many attractive options from which to choose.”
Needless to say, not taking any of a number of attractive
financial options will usually produce worse results than
choosing one. Research further showed that the greater the
number of attractive choices, the more likely it was for no
choice to be made. The extent of choice difficulty depends
on the extent to which a person is a “maximizer” (one who
wants the best) rather than a “satisfier” (one who wants

“good enough”).

The book has a few inset boxes with their own narrative.
There is one in this chapter; the following is a direct ex-
cerpt. “BIG EYES—Options are con artists. They seduce
with a promise of joy but often leave us confused and want-
ing. Consider this experiment ... When they offered con-
sumers a choice of different digital devices ... some six in
ten picked the option with the most features. ... But when
actually using their new gizmos, most consumers quickly
fell prey to ... feature fatigue”; that is, they quickly tired of
using all those extras (if they even figured out how to). ...
We might just say that humans have “big eyes. ...”

The huge number of investment choices (over 8,000 mu-
tual funds, plus individual securities and ETF’s) encour-
ages investment decision paralysis. In employer sponsored
plans, a research study showed that employee participation
rates decreased 2 percent for every 10 additional investment
choices added.

A related phenomenon is “status quo bias.” In an experi-
ment, a group of students with finance experience were
given a choice of four investments with different degrees of
risk and potential return. With a clean slate, the distribution
of choices was 18 percent-32 percent-32 percent-18 percent
from most to least risky—a nice bell curve. However, a dif-
ferent result was obtained when the question was presented
as a large amount is already invested in one of the same four
choices and how would you choose to deploy it. No matter
which of the four existing investments was the current place
for the investment, that investment was the most popular
choice for future investment!

In “What’s Mine is Mine, and What’s Yours isn’t Worth as
Much” describes the “endowment effect.” If a person owns
something, the sale price is significantly higher than the
same person would be willing to pay for the same some-
thing. Then there’s “regret aversion”—we’d rather feel bad
for something we didn’t do than for something we did, even

if the net result is the same.



The authors once again conclude the chapter with a set of
suggestions—seven this time.

CHAPTER 4—NUMBER NUMBNESS

One can sum up this chapter’s theme by the authors’ ob-
servation that “... people have trouble with numbers.” This
may not be true of actuaries and a few other professions of
our ilk, but the book describes how this is too often true of
the general population in an entertaining manner.

The authors identify and exemplify three of the ways this
leads to money mistakes: not taking inflation into account;
mistaking or misusing probability (“Odds Are You Don’t
Know What the Odds Are”); and a bias toward bigness
(people tend to discount the importance of small numbers,
such as small but frequent expenses). Even though some of
the financial examples reflected the book’s 1999 vintage,
this was an easy and enjoyable chapter to read.

Shown below are this chapter’s suggestions to avoid “big
money mistakes” with some explanatory additions win
brackets.

e “Don’t be impressed by short term success [of invest-
ments].”

*  “Because chance plays a far greater role than you think
in investment performance, you should play the aver-
ages.”

*  “Know when time [and compound interest] is on your

side and when it isn’t.”
*  “Enhance the base rate [mind long term trends].”

e “Read the fine print.”

CHAPTER 5—DROPPING ANCHOR

In this chapter the authors explain and provide ample evi-
dence for “anchoring” and “confirmation bias.” Anchoring
is defined as “clinging to a fact or figure or idea that may
or may not have relevance to your judgments or decisions.”
Confirmation bias is “a tendency to search for, treat kind-
ly, and be overly impressed by information that confirms

your initial impressions or preferences.” As usual, the au-
thors’ examples bring these terms to life, as does their turn
of phrases, such as: “Once an idea sets in your head, it of-
ten sets in concrete; you can break it, but you may need a
sledgehammer.” Anchoring can work for marketers in many
ways, including the suggestion of how much to buy. (I once
overheard a grocery store employee tell another that they
sold more of an item when it was advertised as “10 for $10”
than when it was advertised with a $1 price!) Sure enough,
the authors cite similar examples. Anchoring can result from
numbers that have nothing whatsoever to do with the value
in question. “In another study, participants were asked what
they were willing to pay for a meal at restaurant ‘Studio
97’ or ‘Studio 17.” We’re sure you can guess the result. On
average, participants were willing to pay one-third more for
ameal at ‘Studio 97°.” The chapter concludes with five sug-
gestions for avoiding bad decisions due to anchoring and
confirmation bias.

CHAPTER 6—THE EGO TRAP

The general meaning of this chapter can be inferred from the
title, or from this line in the chapter: “... almost as long as
psychologists have been exploring human nature, they have
been amassing evidence that people tend to overestimate
their own abilities, knowledge and skills.” What is impres-
sive is the evidence provided. Study after study and example
after example demonstrate that this is true and is broadly
based. That is, it applies to people of widely different back-
grounds and levels of knowledge or skills. One of my favor-
ite studies is about how consistently people underestimate
how long a task or project will take.

When it comes to financial decisions, the implication is that
people think they are in better financial condition than they
are. So people are often underprepared for what lies ahead,
and too often willing to make substantial spending decisions
while not as well informed as they think they are. What does
this mean about investment decisions? The authors contend
that most people “have no business at all trying to pick in-
vestments, except perhaps as sport” and cite supporting re-
search.

CONTINUED ON PAGE 12
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Investor overconfidence is maintained in the face of not-al-
ways-supporting experience by a phenomenon described as
“heads I win, tails it’s chance.” We tend to attribute success
to our ability, failure to bad luck. This chapter’s concluding
advice includes paragraphs on “Investor, Know Thyself,”
“Ask Three Good Questions” and “Get a Second Opinion.”

CHAPTER 7—HERD IT

THROUGH THE GRAPEVINE

The theme here is that retail investors “follow the herd”
when it’s too late. They buy investments after they have
done well and sell investments after they have done poor-
ly. The authors cite a single factoid that shows this all too
clearly: from 1988-2008 all stock and bond mutual funds
averaged returns of 8.4 percent and 7.4 percent respectively,
but the investors in stock and bond funds averaged 1.9 per-
cent and less than 1 percent respectively! Other examples
are cited to the same point.

The authors point out that there are a number of ways in
which society encourages conformity—following the herd,
in this case. The tendency to conform is enhanced in uncer-
tain situations—such as choosing investments when one is
not an expert in the area. Doing what everyone else is doing
seems a reasonable choice.

The chapter-ending advice advocates patience, avoiding hot
investments, establishing investment rules and sticking to
them.

CHAPTER 8 - EMOTIONAL BAGGAGE

“... emotions are partners in all the decision-making pro-
cesses we’ve been discussing. ...” Different parts of the
human brain produce emotions (the reflexive system) and
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logic (the reflective system). The authors assert that behav-
ioral economics needs to take both into account, since emo-
tion affects all behavior, including financial behavior. They
support the assertion with page upon page of examples and
research results. We feel better when the weather is nicer,
but did you know that “examination of stock markets in 26
countries over a 15-year period revealed that the amount
of sunshine on a given day is ... positively correlated with
market performance”? On the other hand, “When we feel
bad ... about one thing, significant or not, it can color our
view of all things at that moment.”

At chapter’s end, the authors offer techniques for keeping
emotions from having too much influence on our financial
decisions, under these headings:

*  Voice your reason;

e Use checklists;

*  Play decision chess;

*  Mind your pros and cons; and

*  Don’tjust do something, stand there.

CONCLUSION & POSTSCRIPT

As a prelude to their 14 “Principles to Ponder” and eight
“Steps to Take” the authors make this acknowledgement. “It
is also difficult to alter many of the behavioral-economic
habits we’ve discussed in this book because, although they
cost you money, they reflect psychological tendencies that
bring great benefits in other ways or in other areas.”

The “Principles” and “Steps” provide an excellent summary
of the conclusions and advice of the book, without all the
supporting evidence. If you cannot spare the time to read the
whole book, go to the Conclusion first; it is only 18 pages
long. But when you can, go back to the full text to be enter-
tained and further informed. ¥
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