DecisionPoint

Decision 405: Decisions About Money

"Insanity in individuals is something rare, but in groups, parties, nations, and epochs it is the rule."- Friedrich Nietzsche

Is Anybody Really “Smart”?

Businessweek survey on stocks. Over past 10 years, forecast has been off avg. 16% per year. 

Lesson 1: Experts have no clue.

Aug. 13, 1982. Wall Street Journal and New York Times quoted an analyst, trader. Selling climax will be required to end the Bear Market. Panic selling. Gloom and doom. That very day, biggest bull market in 50 years began.

April 14, 2000. That day the NASDAQ fell 10%. Robert Froelich of Kemper Funds, “This is the greatest opportunity for individual investors in long time.”  Market fell 9.7%!

January 1980. (Gold is currently at $874.90 an ounce.) When gold was $850 an ounce in 1980, US Treasury Secretary William Miller said, “It doesn’t seem to be an appropriate time to sell gold.” Next day, the price of gold fell 17%!

Study 1

2 bowls hidden from view, each contains a mix of balls.

2/3 one color, 1/3 a different color.

· 1 person takes 5 balls out of A. 4 white, 1 red.

· 2nd person takes 20 balls from B, 12 red 8 white.

Your turn, you can take 1 ball. Should you bet you will draw white ball from a? Or a red ball from b?

Key: Large samples of data are more reliable. We get distracted by smaller samples.

Study 2

(Kahneman & Taversky)

Nationwide survey obtains brief personality descriptions of 100 young women. 90 are athletes, 10 are librarians.

“Lisa is outgoing and lively with long hair and a tan. She is sometimes undisciplined and messy, but she has an active social life. She is married, but has no children.”

“Mildred is quiet, with sunglasses and short hair. She smiles but seldom laughs. She is a hard worker, extremely orderly. Only has a few close friends. She is single.”

What are the odds that Lisa is a librarian? (Write it down.)

What are the odds that Mildred is a professional athlete? (Write it down.)

Most people believe that Lisa is a professional athlete, and Mildred is likely to be a librarian.

Key: People often judge by similarity, not by actual odds.

Study 3

Imagine we are flipping coins. 

Heads – H

Tails – T

We each flip the coin 6 times.

· When you flip it, your results are :


H  T  H  T  H  T  

· When I toss, my results are :

H  H  H  H  H  H

Perfect streak of heads!

What’s the deal?

The deal is that the odds of getting hhhhhh are exactly the same as getting hththt. 50/50 random. 

We think nothing of it when hththt, but we are astounded the other way around.

Key: Don’t let the razzle dazzle fool you.

Study 4

(Shultz, Montague)

3 profound discoveries about dopamine and reward.

1 – Getting what you expected produces no dopamine kick.

2 – An unexpected gain fires up the brain.

(Dopamine system more interested in novel stimulus than familiar ones.)

3 – If a reward you expected fails to materialize, dopamine dries up.

Keys: If you earn an unexpected gain, your dopamine neurons bombard the brain with huge motivation. Rewards are what keep you coming back for more, why we take risks!
Money Studies

1991 – 93. American Heritage Fund. Best performing fund with a 48.9% annual return. 100 million dollars poured into the fund. Results: 1994 down -35%. 1995 down -31%.  1996-97 it did okay. 1998 – 2002: down between -12% & -60%.

Grand Prix Fund run by Robert Zaccarro bragged about how it was going to do well. It got amazing annual returns of 112% in 1998. 148% 1999.  It gained 33% in the first 2 months of  2000. Investors put ½ billion dollars in. Instead, investors got teeth kicked in. Lost 82% of it’s value by the end of the year.

2003 Taser International stock blew the market away with a 2000% gain. Then in 2004, the stock rose 361%. Got attention! By early 2005, more than 10 million shares a day were changing hands. New investors got knocked to their knees, losing 2/3 of its value.

Key: “The Secret” method. Is it clear by now? Should you use it? (Gratitude, optimistic attitude, wishing.)  This method equals getting killed in real life.

More Keys:

Make an estimate of the typical person’s odds of being successful. Why? We don’t accurately predict our own odds. (Home Bias)

We overstate how much power we have over our own circumstances (Illusion of Control) This causes complacency.

We tell ourselves we knew what was going to happen, even if we didn’t have any clue.

By misleading yourself into thinking  you did see this coming, (Hindsight Bias) makes us believe we can see what IS coming…..

We have a terrible time admitting that we don’t know something. Nature abhors a vacuum.

In a late 1990’s Gallup Poll, the company contacted 1000 investors in the US to ask how much they thought their portfolio would go up.  They predicted that by June 98 their own portfolio would be up 15.2%, and the market would be up only 13.4%.

By the peak of the bull market in February 2000, the prediction was that their own portfolio would be up 16.7%, while the market would rise 15.2 %.

Even in the days of 9/11, predictions followed the same trend with their own portfolio up 7.9%, while the market would rise +6.3%.

Key: No matter how well the market might do, investors expect their own personal portfolio to rise an average of 1.5% more.

One nationwide survey of 750 investors found 74% expected their mutual funds would consistently beat the S&P 500 every year. Even though most funds fail to outperform the S & P.

Only 37% of corporate managers believe that mergers create value for the buyers. 21% think mergers meet the strategic goals set by acquirers.

However, when it comes to their own mergers, 58% of experienced managers say they’ve created value, 51% say they met their strategic targets.

College students, asked how likely various events likely in their life? Others?

A typical college student said she is,

· 50% more likely than her peers to be happy.

· 21% more likely to earn a good salary.

· 13% better chance that her home will double in value within 5 years.

· 6% better chance at having a gifted child.

· 58% less likely to be an alcoholic.

· 49% less likely to get divorced.

· 38% less likely to have a heart attack.

· 10% less likely to buy a clunker car!

Ultimate Form of Optimism

64% of Americans believe they’ll go to heaven after they die. Only ½ of 1% believe they will go to hell.  

More….

After ATT broke up 1984, investors chose to keep 3 times more in their local phone company than all the others combined. Why? Close to home.

Mutual fund managers prefer to keep money in funds that are close by. Typical fund in US owns stocks in companies based 99 miles closer to the fund HQ than the average US company.

In France, investors keep 55% of their money in French stocks, even though the Paris exchange accounts for 4% of world’s value.

New Zealanders keep 75% of their money in local stocks while the New Zealand stock exchange accounts for 1% of the world’s value.

Greeks keep 93% of their portfolio at home.

Most 401K plans allocate 5% of total investments outside US. Even though other markets make up about ½.

The Journal of Behavioral Finance reported a study run jointly between US/Germany. Found that German investors expected their stock market to outperform the US by 2-4% points per year. Vice versa.

1 in 6 401K investors said they believe stock in the company they work for is riskier than stock market as a whole.

Study 5

I will pick a name at random from stock tables in the Wall Street Journal. You have two options to choose from.

· Option A. You guess whether the stock will go up or down tomorrow. If you get it right, I give you $10. If you get it wrong, you give me $10.

· Option B. You guess whether the stock went up or down yesterday. If you get it right, I give you $10. If you get it wrong, you give me $10.

In the Stanford study, researchers found 2/3 took option A. Why? Overconfidence. 

Key: People believe they have a role in random outcomes. People want to be “at cause”.
Quiz

1. Detroit, MI. Driving due south from Detroit. What is the first country you come to when you leave the US?

A. Cuba

B. Canada

C. Mexico

D. Guatamala

(Write down your answer. How sure are you that your answer is correct?)

2. Which country derives more than 75% of its energy from nuclear power?

A. US

B. France

C. Japan

D. None of the Above

(Write down your answer. How sure are you that your answer is correct?)

3. How many microbes live in a typical person’s gastro-intestinal tract?

A. 100,000,000,000,000 (100 trillion)

B. 100,000,000,000 (100 billion)

C. 100,000,000 (100 million)

D. 100,000

(Write down your answer. How sure are you that your answer is correct?)

4. Greek god Adonis is the god of... 

A. Love

B. Vegetation

(Write down your answer. How sure are you that your answer is correct?)

Answers:

1. People who are not from the Midwest US say they are 90% - 100% sure the answer is Mexico. The correct answer is: Canada.

2. Most people answer none of the above. The correct answer is: France. 

3. Most people believe there are 100 million micro-organisms in the gut. In truth, there are 100 trillion micro-organisms in the gut.

4. ¼ of students answering the survey are 98% sure Adonis is the god of love. He was the god of vegetation. 

Among American workers who say they are confident they will have plenty of money to live comfortably in retirement, 22% have saved no money. 39% have saved less than $50,000. 37% have not even taken the time to estimate how much money will be required.

A Swedish study had 2 groups who tried to pick which of two stocks would be the better investment.

· Group A was made up of fund managers, brokers, etc. with an average of 12 years of investment experience.

· Group B was made of college students majoring in Psychology.

Who did better?

Group B predicted their odds of success at 59%.  Actual results - 52% success rate

Group A predicated their odds of success at 2/3.  Actual results - 40% success rate
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