MOl
GLOBAL

Christian Billinger: In Defence of Cognitive Biases

This article is authored by Christian Billinger, Investor at Billinger Férvaltning, a Sweden-
based, family-held investment company with no external capital.

Background

Behavioural finance, as applied in the world of investing, often focuses on perceived
irrationalities in decision making. It has become increasingly popular for investors to attempt
to ‘correct’ for some of these perceived irrationalities by making changes to their investment
process etc.

We are certainly not disputing the results of the controlled experiments that form the basis
for much of this research, or the validity of many of the concepts developed by people like
Kahneman etc. We would also point out that while behavioural finance texts often refer to
‘errors of judgment’ etc in our way of thinking, some leading researchers in the field also
emphasise that their message is simply that traditional economic models are poor at
describing human behaviour (rather than pointing out that we as humans are poor at making
decisions under uncertainty).

What we are questioning is the approach of taking these insights and directly applying them
to a ‘real world’ environment where we are dealing with unknown (and unknowable) payoffs
and probabilities. We find that what is considered a ‘bias’ is in fact often a rational and
pragmatic rule for dealing with an uncertain and complex environment, especially by those
who have spent considerable time developing expertise in the field. The ambition with this
article is to provide a few examples of when what is described as irrational in behavioural
finance research makes perfect sense when applied to the ‘real world’.

Another aspect to consider is that the claims of behavioural finance theorists are often based
on individual behaviour as opposed to large aggregates like financial markets, which reflect
the behaviour of very large numbers of actors. This makes the relevance of these ideas in
practice even less clear.

What the research suggests is that most of the time, intuitive thinking works relatively well.
This intuition is often also the result of long practice in a specific field. However, intuitive
thinking is less likely to work well under time pressure and other kinds of stresses which is
one reason why Guy Spier’s contributions around creating the ‘right’ environment are so
important; in his excellent book, The Education of a Value Investor, he shows us how he
created a better environment for himself as an investor and we can all learn from him in
trying to create our best possible investment environment.

Behavioural finance and research into cognitive ‘biases’ is today a very large field and as a
result we will necessarily need to focus on a few aspects that we feel are key for long-term
equity investors; we have there picked four topics/’biases’ that we think are highly relevant
to equity investors. Much of our thinking on this topic has been formed by thinking on
heuristics and biases (especially Kahneman), decision making under uncertainty (especially
Taleb and Kelly) as well as the practical insights of Warren Buffett and Charlie Munger, Tom
Gayner, Guy Spier, Mohnish Pabrai, Nick Train, Terry Smith etc.
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Ultimately we are trying to follow Charlie Munger’s advice when he says, ‘Figure out what
works and do it’. That really is the essence of what we are trying to describe. We have also
tried to include some examples of possible applications of each ‘bias’ in equity investing. The
text is not a technical investigation of these issues but rather a look at things that have
worked for us (and others) in the past and where we believe there is reason to believe they
will do so in future.

Our ‘solution’ to dealing with these supposed ‘biases’ is therefore the following:

1) Create a peaceful environment for reading, reflection and discussion (in order to reduce
the impact of emotions on decision-making; this is when expertise and heuristics etc are less
likely to work well).

2) Apply your expertise, if you are operating within a field where it is relevant (this is the
‘circle of competence’; if you are not within this circle you shouldn’t be trying to answer the
question to begin with).

3) Apply heuristics if there is no explicit experience to draw on, but only after having gone
through steps 1) and 2) above.

The examples below also fit well with our philosophy of being long-term investors in a small
number of great businesses.

A look at some cognitive ‘biases’ as relates to long-term equity investing
1) Loss aversion

Simply put, loss aversion is the idea that the negative feelings associated with a loss of a
certain size are much more significant than the positive feelings associated with a gain of the
same size.

In real life, loss aversion often makes sense; we are dealing with time series of returns where
we must do everything we can to eliminate the ‘zeros’ (i.e. going out of business/losing all
our capital). Expected values are relevant in a controlled environment of repeated bets etc
but not in the ‘real world’” where blowing up means we are no longer participating in the
game (although in institutional money management it is of course common to set up new
vehicles following failure).

One example of an application of this idea in equity investing would be the price targets
established by sell-side analysts. Often, these incorporate some form of ‘scenario analysis’
whereby the analyst details a bullish scenario, a base case and a bearish scenario with
different payoffs and probabilities assigned to each. This then aggregates into a target price
and the idea would be to buy if shares are trading below this ‘intrinsic value’ and vice versa.

The issue with this is that depending on your temperament, level of diversification, any
financial leverage etc your ability to withstand a loss on an investment will differ. This can
mean that e.g. even if there seems to be significant upside based on where shares are
trading currently, you may be unwilling to invest because you find the downside (even if
considered unlikely to materialise) too large.

Our solution to this problem is 1) don’t look at price targets, 2) always consider the potential
downside of an investment first and 3) consider the investment as part of your overall
portfolio.
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More generally, we try to avoid permanent loss of capital in a number of ways e.g. by buying
great businesses, by some diversification, by not using any financial leverage etc.

2) Mental accounting

Mental accounting is a process whereby we categorise different financial outcomes and
entities.

Sometimes we think this makes sense, sometimes not; let us provide two examples.

In the case of ‘playing with house money’, it is well established (by John Kelly and others)
that increasing your bets as a result of winning makes perfect sense, just as reducing your
bets as a result of losing makes sense. One obvious advantage of this policy is that (in
principle), we eliminate the possibility of going bust. Another advantage is that we participate
in the upside through compounding of our capital.

In practical terms, we believe one of the easiest ways to achieve this to some extent is by
employing a buy-and-hold philosophy with some cash holdings. This way, our exposure to the
market and to specific securities increases as they increase in value and vice versa with the
cash component eliminating risk of ruin.

In other cases, we think mental accounting makes less sense and this is e.g. when it comes
to total returns and their composition. It is quite common to invest a portion of a portfolio into
securities with high dividend yields, in order to satisfy cash flow needs. We would argue that
it makes more sense to invest based on the outlook for total returns and to make partial
disposals to the extent one needs liquidity. These disposals can replace dividends and we can
then focus on generating the ‘optimal’ total return (which is not necessarily, or even
probably, the highest possible expected return). We focus on total returns and expect
dividend payout ratios etc to be a reflection of capital allocation decisions and reinvestment
opportunities in the businesses of which we are shareholders (although, of course, many high
quality durable businesses also tend to be reliable dividend stocks).

This just goes to show that instead of simply accepting labels like ‘mental accounting’, we as
investors need to think independently about these issues and their application.

3) Commitment bias

For those who have read Robert Cialdini's book on influencing other people, the idea of
commitment and consistency is familiar. In investing, most of us have heard the advice
‘Never fall in love with a stock...” (as expressed by Peter Lynch and others).

For us as long-term investors, we feel that this is not always very useful advice. While we
constantly monitor our portfolio companies and spend much of our time thinking about what
we might have missed, it is essential to have a deep commitment to our holdings. A
reluctance to sell anything is an almost inevitable aspect of true long-term investing; while
ideally we would like to hold on to our winners and get rid of the losers, it is very difficult to
know in advance which of our holdings belong to which category! We prefer to hold on to our
investments until there is clear evidence things are ‘going wrong’ (unfortunately, this is not
usually clear until very late in the game).

In the words of Nick Train: ‘There’s a piece of stock market wisdom that we strongly disagree
with, and that’s the piece of stock market wisdom that says you should never fall in love with
your investments. We profoundly disagree with that. We think it’s absolutely critical to fall in
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love with, or have deep, deep commitment, both intellectual commitment and, if you like,
emotional commitment to the ideas that you build into an investment portfolio. How else are
you going to stick through thick and thin...in order to capture the full potential of an
investment?’

Other harmful side effects of lack of commitment can be high portfolio turnover and lack of
direction in our portfolio management activities.

One excellent way to actually create some commitment is to talk about ideas in a forum like
MOI Global, where we also have an opportunity to get challenged by some very intelligent
and skilled investors (of course, many investors find it is better not to speak publicly about
their holdings in order not to develop excessive commitment). However, please note that it is
absolutely essential to be willing to listen to the other side of the argument; one of the things
we do before making an investment is to ask ourselves ‘what could cause this to be a terrible
investment?’ and we repeat this exercise constantly for all of our holdings. The point is not to
change course simply because the market value of our portfolio fluctuates or for other
arbitrary reasons.

4) Endowment effect

The endowment effect is the idea that we often value an item more when already possessing
it.

As long-term investors, it makes perfect sense to us that we are more committed to an idea
about which we know something, than one about which we know nothing. We often hear the
following; ‘if you would not buy the shares today, you should not be holding them’. We
disagree.

Apart from taxes and transaction costs, there are a few reasons we think that the endowment
effect makes sense in many cases. One is that over time, we learn more and more about the
businesses in which we are invested and this is usually a form of learning that would not take
place on the same level would we not have skin in the game. For an example of this, look at
Tom Gayner and his practice of buying very small stakes in a large number of businesses that
he then follows more closely than he would have otherwise. Thus, already being invested in a
business makes it qualitatively different to us.

Another reason why the endowment effect makes a lot of sense to us is the concept of
‘margin of safety’. According to economic theory, the highest price at which we are willing to
buy a product or service and the lowest price at which we are willing to sell the same product
or service should be almost identical. In reality, we are often unwilling to sell a great business
at valuations that are much higher than those at which we would be prepared to buy the
same business. This is a reflection of ‘margin of safety’ and recognition of how little we know.
There is very little precision involved in valuing equities for a long-term investor and we don’t
want to make the mistake of working towards ‘false precision’.

In addition, we can think of several other reasons why this effect might make sense like
reinvestment risk, scarcity of high quality assets etc.

Conclusion

We take a pragmatic approach to investing. As part of this, we think there are certain
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behaviours that make sense simply because they have stood the test of time and because
they suit our temperament and structure e.g. worrying about the downside, taking a long-
term view, investing in what we know etc.

Behavioural finance research has challenged a number of these approaches. While it is
always valuable to consider alternative theories in order to challenge one’s own beliefs, we
try to remember to think independently. For the last few years, the money management
industry has been enamoured with thinking around cognitive ‘biases’ and how to correct for
these despite the fact that these ‘biases’ often make sense in real life situations. What often
seems to happen is that parts of the industry either misunderstands the true meaning of an
idea, like in the case of ‘Black Swan’ events, or that it takes a sensible idea too far.

Ultimately, the golden rule remains; ‘figure out what works and do it’. It is as simple, and as
hard, as that.
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