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Behavioural Finance 

This is a subject we return to quite regularly in our newsletters because a) we find it fascinating, 
b) we think you will too and, most importantly, c) the information may help with our future  
financial planning. 
 

Behavioural finance is the study of the effects of psychology on investors and financial markets. 
It focuses on explaining why investors often appear to lack self-control, act against their own 
best interest, and make decisions based on personal biases instead of facts.  
 

In this newsletter, we first consider why behavioural finance is necessary and then look at 
some of the key concepts that the behavioural finance theorists have identified as contributing 
to irrational and often detrimental financial decision-making.  



Why is behavioural finance necessary? 
 
For clarification, when we use labels like 
“conventional” or “traditional” to describe  
finance theory, we are referring to the type of 
finance which is based on logical, rational  
theories that we are trained on as financial 
planners.  
 

You may have heard of theories such as the 
capital asset pricing model (CAPM) and the 
efficient market hypothesis among others. 
Theories like these assume that participants in 
an economy exhibit behaviours, for the most 
part, that are rational and predictable. 
 

However, over time it has become increasingly 
clear that conventional theories cannot explain 
certain ‘idealised” events and that the real 
world is a great deal more messy and  
disorganised and that investors frequently  
behave in ways which are difficult to predict 
according to those models. 
 

The academic field of behavioural finance 
seeks to explain our actions, whereas  
traditional finance theories seek to explain the 
actions of an idealised “economic human”. 
 

Key concepts 
 
We will now look at some of the key concepts 
of behavioural finance. The chances are that 
all of us have fallen prey to one or more of 
these biases at some point in the past. The 
key thing looking forward is to be aware of 
these biases so that we can act in a more  
rational and ultimately beneficial manner. 

Anchoring 
 
This concept refers to the tendency we have to 
attach (or “anchor”) our thoughts to a  
reference point – even though it may have no 
logical relevance to the decision at hand.  
 

This may sound counterintuitive but it is  
prevalent in many situations and, in the  
financial world, investors can sometimes base 
their decisions on irrelevant figures and  
statistics. 

As an example, some investors choose to invest 
in the shares of companies that have dropped 
considerably in value over a short span of time. 
These investors are probably anchoring on a  
recent high point in the share’s value, believing in 
some way that the drop in price suggests that 
there is an opportunity to buy the share at a  
discounted rate. 
 

Whilst it is true that the overall market may cause 
some shares to drop significantly in value,  
thereby allowing investors to capitalise on  
short-term volatility, what is perhaps more likely is 
that a share which has dropped in value is as a 
result of a change in the company’s underlying 
performance. 
 

The best way to avoid anchoring in our invest-
ment practices is to engage in rigourous critical 
thinking. It is best to be careful about the figures 
we use to evaluate a share’s or a fund’s potential. 
The most successful investors do not base their 
decisions on just one or two benchmarks. Rather, 
they valuate each share or fund from a variety of 
perspectives in order to derive the truest picture 
of the investment landscape at hand. 

Confirmation and Hindsight Bias 
 
Confirmation and hindsight biases are tendencies 
that we have to focus on information that  
confirms some pre-existing thought or to  
generate an explanation for a past event which 
makes it seem inevitable or obvious.  
 

There are numerous problems with these biases, 
but one of the most important to keep in mind is 
that the fact of being aware that we maintain  
confirmation and hindsight biases is not sufficient 
to prevent us from having them! 

For that reason, it is a good idea to find someone 
to act as a “dissenting voice of reason”, which is 
a role we will regularly perform as your financial 
planners. If we are forced to defend our  
investment decisions and viewpoints from a  
contrary opinion, we are more likely to see holes 
in our arguments. 



Herd behaviour 
 
This behaviour represents the tendency for an individual to mimic the actions of a larger group, 
whether those actions are rational or irrational. In many cases, herd behaviour is a set of  
decisions and actions that an individual would not necessarily make on his or her own. 
 

Why does herd behaviour happen, particularly if it results in harmful or irrational actions? One 
reason is that there is a strong social pressure afforded to conformity. This pressure is likely  
familiar to many of us, as most people are very sociable and have a natural desire to be accepted 
by a group, rather than be branded as an outcast. Following the group and its behaviour seems to 
be a natural way of becoming a member of that group. 
 

Another reason for herd behaviour is the rationale that the more people buy into a decision, the 
less likely it is that the decision is incorrect. Even if an individual believes that the action is  
irrational or inadvisable, he or she is more likely to be swayed if others have already engaged in 
that behaviour. When an individual has little experience or expertise in an area, this behaviour 
can become even more prevalent. 
 

Critics of the cryptocurrency boom of recent years suggest that this behaviour may be taking 
place in that market. 
 

All of us feel some temptation to follow the latest investment trends. However, if we can steer 
clear of the herd and maintain our own independent strategies and investment principles, we are 
likely to avoid the heartbreak that can come with being involved in an investment trend going 
wrong. 
 

Overconfidence 
 
While confidence can be a beneficial thing, overconfidence is often detrimental. The distinction 
between the two is subtle and often difficult to assess. Confidence suggests a realistic trust in 
one’s abilities, while overconfidence implies an overly optimistic assessment of one’s knowledge 
or level of control over a particular situation. 
 

Overconfidence can be harmful to an investor’s ability to pick stocks or shares over the long term. 
A 1998 study entitled “Volume, Volatility, Price, and Profit When All Traders Are Above Average,” 
written by researcher Terrence Odean, illustrates this. The study found that overconfident  
investors typically conducted more trades as compared with their less-confident counterparts. 
 

Perhaps unsurprisingly, overconfident investors believed that they were better than others at  
picking the best stocks and shares and times to enter or exit a position. Odean also found that 
traders conducting the most trades tended, on average, to actually receive yields significantly  
lower than the market! 
 

To avoid overconfidence, it can be useful to remember that even professional fund managers and 
traders with access to the best reports and computational models still struggle to achieve  
market-beating returns. Those fund managers who maintain realistic estimations of themselves 
and their abilities know that every investment day offers a new set of challenges and that no  
investment technique is perfect.  
 

Conclusion   
 
We hope that, in reading this newsletter, both we as your financial planners and you as our clients 
will be able to better protect ourselves from acting against our best interests when it comes to  
financial decision-making. 



If you have received this email in error, please contact us on the email below with your correct details or removal request  
neilmiller@breedelliott.com 

 

The information contained in and transmitted with this email is confidential and/or privileged and intended only for the person 
to whom it is addressed. Any unauthorised use, retransmission, dissemination or action undertaken based on this information 
by persons, or entities other than the intended recipient, is strictly prohibited. 
 

The information contained in this newsletter is for information purposes only and does not constitute advice, if you don't  

understand any of its contents we recommend you seek Independent Financial Advice. 
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Interest Rates 
(BOE base rate) 
  
  

  
  

Increased from 
0.1% to 0.25% 
in December 

  

  
  

0.75% at 
30/04/22 

  
  
The official bank rate is 0.75%. 

  
  
House Prices 
(Nationwide) 
  
  
  

  
  

House prices 
increased by 

10.4%  

  
  

House prices 
up 0.3% 

at 30/04/22 

  
  
Annual house price growth up 12.1%. 

  
  
UK Share Prices 
(FTSE 100) 
  
  
  

  
  

Closed at 
7384.5. An  

annual rise of 
924 points 

  
  

7544.6 

at the close on 
29/04/22 

  
 
The FTSE 100 rose by 11.04 points in 

April 
  


