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Investor Psychology: 
How emotions can color our decisions

According to the theory of efficient markets, where  
independent news flows freely and markets are fairly valued, 
it is impossible to “beat the market” through expert  
stock selection. Left to their own devices, markets would 
probably be nothing but rational, with trading wholly  
justified by universally available information. 

However, there is a gap between what should be and what is, concerning decisions 
made in a theoretical marketplace that seek to optimize a rational outcome  
and decisions made by human beings—with all their fear, greed, vulnerabilities, 
egos, and weaknesses. 

Out of this gap was born a body of research on behavioral finance by psychologists 
Amos Tversky and Daniel Kahneman who won the Nobel Prize in 2002 for  
the study of the effects of human biases and emotions on market participants.1 

The irrational investor

The emotions that may lead human beings to believe they can outperform the  
market are the same emotions that may also unconsciously lead them to make poor 
investment decisions. Consider the example of hypothetical experienced investors 
James and Marilyn Larson, who managed their own investments. They thought they 
were doing quite well, until a closer look at the performance of the mutual funds 
they’d invested in showed that the returns they had earned were less than the funds’ 
actual returns. This situation is not unusual. 

To better understand the disconnect between actual fund and investor returns, see 
Figure 1, which shows there is a high correlation between stock market returns and 
assets flowing into and out of stock funds. When stocks have declined significantly 
over the past 12 months (the orange line is deeply negative), fund flows (in gray) 
have been deeply negative for the past six months. This suggests that, as the market 
is bottoming, investors have sold more than they are buying (presumably out of fear 
and a desire to cut losses). It appears the opposite is also true, for when stocks  

Continued

Of all the emotions 
that humans 
experience, fear 
and greed can  
be the most 
destructive to the 
investment 
decision-making 
process.



  ©2022 M&T Bank and its affiliates and subsidiaries. All rights reserved. 2

Continued

Figure 1
Investors buy high and sell low
Net new cash flow to stock funds is related to world stock returns monthly, 2000–2020

1 Net new cash flow is plotted as a six-month moving average. 
2 The total return on equities is measured as the year-over-year percent change in the MSCI All Country World Daily Total Return Index.

Sources: Investment Company Institute, Morgan Stanley Capital International, and Bloomberg. 
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have appreciated significantly (the orange line is positive and peaking), investors 
end up chasing performance, buying more as the market approaches its peak.  
Put another way: Emotions often wag the investor dog.

The tendency to buy high and sell low is nothing new. Investors are just as 
vulnerable today as they were 300 years ago. Take, for instance, when the COVID-19 
pandemic accelerated in March 2020, the S&P 500 fell more than 20% over a span 
of 16 trading days, making it the fastest bear market decline in history and officially 
ending the 11-year-long bull market that began in the wake of the financial crisis. 
The index would only fall further, before bottoming on March 23 after a 34% decline 
in total. While fear was certainly understandable at that time, investors who had 
stayed put would have enjoyed a 98% rebound in equity values by August of the 
following year.

Twin demons: Fear and greed?

The challenge with cutting and running is that it’s extremely difficult to know 
precisely when to sell and when to buy again. See Figure 2, which illustrates how 
portfolios suffer when frightened investors sell and try to time reentry points 
into the market, missing its 10 best days. If biases are a silent and imperceptible 
undercurrent that affects investment decision making, emotions are visible, 
unambiguous, and can be the source of some rash and unreasonable investment 
errors. Of all the emotions that humans experience, fear and greed can be the  
most destructive to the investment decision-making process. 

“The fault, dear 
investor, is not in  
our stars—and  
not in our stocks— 
but in ourselves...”
— b en ja m i n g r a h a m

author of  
The Intelligent Investor
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Fear comes from a sense of danger and can provoke flight from the source of that 
perceived threat. It can leave lasting scars that affect behavior long into the future. 
When stock prices drop significantly, either precipitously or over an extended period 
of time, the fear of further stock price declines causes many investors to sell (usually 
at the worst time) and move to more conservative investments, such as cash. See 
Figure 3, which illustrates the market’s sharp ups and downs in terms of the roller 
coaster of human emotion. Fear can continue to affect investors as they hesitate to 
re-enter the market even as it shows signs of recovering, losing the opportunity to 
recover from losses.

Greed has driven investment mania for centuries, and intelligence isn’t a factor 
in who may succumb to the temptations of greed. Take the case of genius 
mathematician Sir Isaac Newton. In 1720, he owned shares in the Apple of that time, 
the South Sea Company. Sensing a bubble was brewing, he cashed out, scoring 
a huge profit. Months later, however, market participants were still smitten and 
Newton decided to get back into the fray. He bought high, only to see the market 
implode and lose his life savings.2 

A profile of investor behavior

If analyzing a problem is the first step to finding a solution, it’s important to 
recognize that the central tool of investing, the human brain, did not evolve with 
investment management in mind. The brain is wired by thousands of years of 
adaptation to our environment—adaptations that may not always serve us well in a 
more modern era.3 For example, the fear an individual feels when danger is sensed 
was a useful instinct for the physical threats our ancestors faced (and remains so 
today), but that “flight” response to a fear stimulus may be a counterproductive 
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Figure 2
Timing the market risks missing the market’s best days
Timing the market is a losing proposition, and those with long investment horizons have been able to ride out short-
term market volatility.

Value of $1 million invested in the S&P 500 index for 30 years Percent of periods of positive rolling returns for the S&P 500 index*

Invested entire period Missed 10 best days

$20,823,860

$6,856,942

The period shown is July 31, 1991, to July 31, 2021. Represents the value  
of $1 million invested in the S&P 500 index for 30 years, versus missing  
the 10 best-performing days over that period. Past performance  
cannot guarantee future results. Source: Macrobond.

*Rolling periods refer to, for example, December 2018 to December 2019, 
December 2019 to December 2020, etc. The period shown is December 
31, 1950, through December 31, 2020. The chart represents the percent of 
periods with positive returns for the S&P 500 for each time horizon. Indices 
are not available for direct investment. Source: Macrobond. Data as of 
December 31, 2020.

“I could calculate 
the motion of 
the heavenly 
stars, but not 
the madness of 
people.”
— s i r i sa ac n e w to n
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response to a sharply declining market. On the contrary, a prudent response from  
an investment standpoint may be to do nothing or even move toward the danger, 
i.e., buying more of the asset that’s losing value. 

To zero in on the thinking that drives modern investors to buy high and sell low,  
let’s take a closer look at the psychological and behavioral forces at work, which may 
not be of the greatest monetary utility yet often drive and may negatively influence 
investor decision making. 

How we choose to remember—or forget

Selective memory is one of the great coping mechanisms humans have, i.e., the 
ability to forget painful experiences, while remembering the more positive ones.  
Bad experiences can also represent a threat to a person’s self-image. 

Investor impact: Burying the memory of past investment mistakes comes at a cost 
of a lost opportunity to learn from those mistakes. Not only can selective memory 
cause investors to repeat the same mistakes, it can also frustrate the process of 
becoming better investors.

Recency bias places too much weight on short-term performance and insufficient 
weight on the evidence from the more distant past. 

Investor impact: Those who overlook the historical cyclical nature of markets and 
only focus on recent events are generally inclined to invest more as markets  
are going up and sell or remain on the sidelines when market values are declining. 
Then, when markets turn, investors are surprised they missed the signs of  
emerging opportunities.

Continued

Figure 3
Do your emotions lead you astray?
S&P 500 vs VIX Volatility Index (Equity “Fear Gauge”)

Data as of July 31, 2021. Source: Macrobond. 

Emotions are for illustrative purposes only and are meant to show a range of possible feelings at a given point in the hypothetical example.  
Emotional references do not represent the actual feelings of any specific investor. Investing involves risks and you may incur a profit or a loss.  
Past performance cannot guarantee future results.
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Loss aversion refers to the fact that the pain of loss is generally felt more acutely 
than the joy of a gain. In order to avoid the pain of a loss, individuals can favor 
inaction over action and the status quo over change.

Investor impact: An inclination toward risk-averse behavior may keep an investor 
from pursuing beneficial long-term investment opportunities to sidestep the 
discomfort of potential short-term price fluctuations. It can also mean that investors 
will be slow to sell stocks whose prices have declined to avoid acknowledging  
a loss and any embarrassment they attach to having sustained a loss.

Regret aversion is the fear of bad outcomes and the desire to avoid blaming one’s 
self for a poor result. 

Investor impact: Regret aversion may result in an individual either taking or failing  
to take action. For instance, an investor may choose to not invest in stocks to  
avoid regretting the decision should they decline in value. Conversely, an investor 
may choose to overweight stocks to avoid the regret of missing out on a sharp  
price appreciation.

Anchoring means fixating on a value or number against which comparisons can be 
made, even if the anchor number is irrelevant to making a meaningful assessment.  
A simple example might be a store that holds a 20% off sale. We tend to anchor on 
the pre-sale price to make a judgment about the attractiveness of the sale price 
without regard to whether the pre-sale price was even fair or reasonable.

Investor impact: Oftentimes, individuals will assess the attractiveness of a 
company whose share appears “on sale.” The fact that the price declined does not 
automatically mean it is a good value for the money. Rather than anchoring to a past 
price, an analysis of the company’s merit still needs to be based on a wide range of 
factors, such as earnings and future business prospects.

How we view the world and ourselves

Optimism bias, or overconfidence, is the natural human tendency to overestimate 
our abilities. This tendency has been well established in scientific research, including 
a 2020 study published in the American Psychological Association Journal,4 which 
confirmed the better-than-average effect (BTAE)—the tendency for people to 
consistently perceive their “abilities, attributes, and personality traits as superior 
compared with their average peer.”  

Investor impact: A bias toward overconfidence can lead to excessive trading, 
which is one of the primary factors behind investment underperformance, since 
the associated transaction costs, related tax inefficiencies, and the pressure of 
continually finding exceptional trading opportunities can all place a drag on results. 
Overconfidence may also result in an overly optimistic view of how well individuals 
can manage their assets, forgoing professional management and the potential  
for better performance results.

Negativity bias. The human brain has a greater sensitivity to bad news, which is one 
reason newscasts and newspapers are filled with it. This bias most likely evolved for 
a good reason—to steer clear of harm’s way. 

In order to avoid 
the pain of a loss, 
individuals can 
favor inaction over 
action and the 
status quo over 
change.
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Investor impact: There is always enough bad news for investors to find reasons 
not to invest. Those who wait for “good news” that they think heralds the right 
time to invest will more likely wait too long, until the optimal time to invest in good 
opportunities has passed. 

Self-handicapping essentially boils down to the tendency to make excuses and 
point fingers rather than accept responsibility for perceived failure, while permitting 
one’s self the ability to “own” success. 

Investor impact: Individuals who exhibit this trait tend to focus on outperforming 
the markets rather than on task mastery, to the detriment of investment success. 
Blaming the research or another external factor is an acceptable way for an investor 
to divest himself or herself of accountability. It permits one to move on without 
learning the lesson, since it wasn’t his or her fault.

Sunk costs have already been incurred and are unrecoverable, but they still drive 
behavior. A common example is having tickets to a sporting event, but for some 
reason the desire to attend the game no longer exists. Most individuals will likely 
attend anyway if they paid for the tickets versus if they were a gift. Rationally 
speaking, whether one attends shouldn’t be tied to whether money was expended 
since the commitment of time and effort is the same, yet the notion of cost often 
affects behavior.  

Investor impact: When it comes to investments already owned, sunk costs hamper 
the ability to evaluate an investment’s prospects on its merits. If an objective 
analysis of a particular stock finds that it is not a good investment, there should be 
no difference between the decision to sell it, or not buy it in the first place. However, 
when an investment is already owned, the notion of sunk cost makes the decision  
to sell more difficult than the decision not to buy.

How we are affected by what we see and hear

Herding. Humans are social animals, so much so that social exclusion can  
be painful. The importance and value of group action was established early in  
human development as survival rewarded those who traveled together and 
cooperated. Acting in unison with the group is as natural to the human condition  
as it is important.

When an 
investment is 
already owned, 
the notion of sunk 
cost makes the 
decision to sell 
more difficult than 
the decision not 
to buy.
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Investor impact: The desire to run with the herd—whether to or from financial 
markets—can be a very dangerous inclination. Smart investment decisions are rarely 
rooted in what everyone else is doing.

Confirmation bias. Individuals are prone to drawing conclusions first and then 
seeking out the facts or associations that support those conclusions. It’s one reason 
people tend to gravitate to those who share their views, tastes, and interests.

Investor impact: When facts contradict someone’s comfortable reality, more often 
than not they are ignored. Investors who disregard facts and opinions contrary to 
their investment point of view do so at their own peril.

Inoculating against bad behavior

All is not lost. There are a number of steps that you can take to help protect yourself 
from the inherent biases and natural human emotions that lead to investment 
mistakes, including: 

Have a plan: An investment plan factors in your investment objectives, personal  
risk tolerance, and time horizon—all of which can be invaluable in avoiding the 
missteps that can derail your investment success. A plan acts as a mechanism for 
investment discipline that can keep you from reactionary, emotion-based,  
and ill-considered decisions. 

Create a checklist of questions: Develop a short list of questions that will help you 
to make more objective decisions, which may include: 

• Does making this investment fit with my overall asset allocation strategy?

• If the investment lost 30% of its value in 12 months, what would I do?

• What is my exit strategy?

• What do I know about this investment—am I acting on word-of-mouth, specific 
advice, or a particular insight into the company or its business?

• Am I not selling it because I’m afraid its price may recover?

• Would I buy this security if I didn’t already own it?

Actively seek out contrarian opinions: If you love an investment idea, pause and 
seek opinions that challenge your investment thesis. What would cause you to 
change your mind? Since there are no guarantees about future outcomes, you 
need to understand the factors that could upend your outlook for an investment 
candidate and the probability of an adverse scenario.

Avoid short-termism and skepticism: Recent history is replete with reasons not to 
invest—a viral pandemic, wars, recessions and depressions, oil shocks, etc.— 
but the arc of history has been one of long-term economic growth and wealth 
creation. When economic or geopolitical news gives you pause about investing, ask 
yourself one important question: “Do I believe that economic wealth will be greater 
in five to ten years than it is today?” If you can answer “yes,” then it may be a good 
time to invest.

Admit and learn from mistakes: A cornerstone of maturation and growth is the 
ability to admit and learn from life’s mistakes. Your investing skill can improve  
if mistakes are recognized and the lessons learned are incorporated into your future 
investment decisions. Because we tend to forget mistakes, consider keeping a diary 

Investors who 
disregard facts and 
opinions contrary 
to their investment 
point of view do so 
at their own peril.



of investment mistakes, e.g., times you would have been better off holding  
than buying or selling. Include your original thesis, what went wrong, and the  
lesson learned so you can periodically refer to it and keep the lessons fresh.

And last but certainly not least, don’t go it alone: Your financial advisor can 
bring to bear on your portfolio the intelligence of experienced professionals who 
confer regularly and implement a disciplined, economic-driven investment process. 
Partnering with those who are used to the ebbs and flows of financial markets and 
maintain a long-term time horizon should help keep your investments on a rational, 
unemotional keel.
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