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PREFACE

I was sitting towards the back of a dusty lecture hall in the psychology 
department at the University of Adelaide. The topic was neuroscience. 
The total number of neurones in your brain will peak in early 
adulthood and then slowly decline for the rest of your life, we were 
told. Nervous half-jokes spread. It was the early 1990’s.

Fast forward to my first job out of university: an analyst for a global 
asset consultancy. Our job, among other things, was to help major 
Australian super funds choose investment managers. It’s not just about 
investment manager performance of course, but it matters. As part of 
a pitch to a potential client I was asked to demonstrate that we added 
value by showing how the investment managers we recommended 
outperform the rest of the pack. Unfortunately my analysis revealed 
that they didn’t.

I moved to London and joined the European debt capital markets desk 
of a major global investment bank. At the time our clients included 
major telecom companies. Mobile spectrum was being auctioned by 
governments around the world. It was an opportunity for incumbent 
telecom companies to accelerate growth into the exciting new internet 
economy. Our job was to help our clients raise debt capital to finance 
successful bids for that mobile spectrum. We did so – completing 
corporate debt capital raisings that were, at the time, the largest on 
record. It was the late 1990’s – amidst the dot-com frenzy. Investors 
and the corporations we raised capital for went on to lose billions.

Behavioural finance captures aspects of each of these anecdotes. 
Its building blocks are drawn from psychology and neuroscience 
– sciences that help us understand how we think, behave and make 
decisions. Thankfully our understanding of the brain has moved on 
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from what we were taught in the early 1990’s. We now know much 
more about the brain’s plasticity – its ability to continue to evolve, 
grow and restructure itself. While undoubtedly beneficial, this ability 
also contributes to some of the costly mistakes discussed in this book.

It is not just “naïve individual investors”, equipped with an internet 
trading account and a copy of the AFR1, who are subject to 
behavioural biases. They are relevant at multiple levels throughout 
the Australian investment landscape. Behavioural biases impact the 
market – presenting opportunities for investors to exploit. They 
impact professional and sophisticated investors who build portfolios – 
challenging them to manage their own biases. They impact clients, 
consultants and analysts who assess and employ those professional 
investors. And they impact the companies whose shares investors 
choose to buy or sell. Adding to the complexity, there are multiple 
ways in which biases can compound or offset, and ways in which 
different decision-makers’ biases impact each other.

In this book I will demonstrate that behavioural biases are strong and 
pervasive across much professional investment decision-making in 
Australia. Despite many of the major decision-making biases having 
been uncovered by academics some time ago, they persist. Why? They 
are often comforting, alluringly simple and easy, intuitive, and well 
hidden from our conscious awareness. The financial consequences are 
often large but just as often ignored. The fact that we currently have 
such poor defences against them should make you deeply sceptical 
about the validity of much investment decision-making in Australia.

But there is hope. Based on evidence from behavioural finance research 
and experience from professionals who have applied behavioural 
finance principles, this book outlines 12 strategies specifically designed 

1.  Australian Financial Review newspaper, being the archetypal source of financial news available in 
Australia. By my reference here, I do not intend to cast aspersions on this publication.
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for sophisticated financial decision-makers. Some strategies relate to 
capturing the benefits of market anomalies caused by other investors’ 
behavioural biases. For example, the value effect, low volatility, quality 
and momentum strategies are all discussed. Several strategies are 
designed to help manage the impact of behavioural biases that can 
beset sophisticated financial decision-makers. These strategies cover 
biases in how we choose which stocks to sell, how we create effective 
diversification, our attempts to time the market and to create financial 
forecasts and predictions. For those who outsource investment decision-
making, this book also discusses biases in the way we assess asset 
managers, how we choose whether to outsource, and how we provide 
effective investment governance as part of investment committees 
and boards of trustees. And for professionals who engage with clients, 
this book provides strategies to use behavioural principles to improve 
client engagement and to solicit from clients more effective long-term 
financial decision-making. In each case, behavioural biases create gaps 
between fully rational/optimal decisions and the decisions we actually 
make. These gaps translate into dollars, into risks and, ultimately, into 
Australians’ retirement outcomes. Behavioural finance provides strategies 
to capture the value these gaps create and to mitigate the associated risks.

I hope that in reading this book you will be as inspired as I am by the 
power of behavioural finance. I started Behavioural Finance Australia 
with the aim of applying insights from empirical research to improve 
investors’ decision-making. I knew from that research that if I could 
change biased behaviours by only a small amount it could result in 
million, if not billions of dollars of additional funds for Australians to 
retire on (in aggregate). How I would achieve it, I did not know. This 
book is one attempt.

Since establishing Behavioural Finance Australia I have provided 
training and/or consulting services to hundreds of financial advisers, 
fund managers, research analysts and super funds trustees across 
Australia. I have worked with some of the top vertically integrated 
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investment/advice groups, major industry super funds, global and 
domestic investment banks, boutique funds management groups and 
SMSF investors. In doing so I realise that we are only just scratching 
the surface of what is possible. This book aims to scratch a little 
deeper. The first step is realising we have an itch.

Gaps this book seeks to fill
Beyond the 
basics

Decision-making errors that naïve individual 
investors make have been well documented and 
increasingly well communicated in popular books 
and mainstream media.2 This book goes beyond those 
basics. It is designed for sophisticated investment 
decision-makers who already have a working 
knowledge of both common behavioural and 
investment concepts. This book is not written with 
the traditional “mum and dad” investor in mind. 

Applied A common refrain about psychological biases is 
“that’s very interesting, but what can I do about 
it?” Each topic in this book includes a number of 
practical applications – ways to overcome your 
own biases or those of your clients, ways you can 
work with biases or to profit from them through 
targeted investment strategies and portfolio 
design. It also includes input from a range of 
practitioners who are already implementing some 
of the principles that are discussed. If you can’t 
do something about it, I haven’t included it. 

2. For people who are not familiar with some of the psychological research, I often recommend 
“Thinking Fast & Slow” by Daniel Kahneman. It can be a dense read in places, but is well worth 
sticking with.
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Independent 
and non-
prescriptive

Investment commentary is often provided by fund 
managers, each with their own philosophies and 
products. This book is independent. There is no 
single best approach to dealing with behaviour 
biases. Depending on the circumstances, passive, 
systematic and active approaches are all possible. 
Where appropriate each is discussed in this book.

Australian Much of behavioural finance research and analysis 
is US-centric. This book draws on the international 
research but its focus is behavioural applications 
in the Australian market. It specifically considers 
aspects of the Australian financial services landscape 
and regulatory environment. International 
readers will no doubt find significant parallels, 
but will need to adjust for their local context.

Material 
financial 
benefits

Topics covered in this book have been chosen 
where behavioural biases lead to material financial 
consequences. In the absence of financial consequences, 
why invest energy in trying to overcome a bias?

Evidence  
based

The main theme of this book, if there is one, is 
the need to move towards a more evidence-based 
approach to investment decision-making. Consistent 
with this, I have sought to stick closely to the 
academic evidence: evidence that has the rigour 
required for publication in peer-reviewed academic 
journals, evidence that has been replicated in different 
contexts and time periods, or based on controlled 
laboratory experiments. To this I have added 
anecdotes from a range of investment practitioners 
and from my direct experience and observations.
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Who should read this book?

Many asset managers and hedge funds who make active investment 
decisions have, explicitly or implicitly, behaviour concepts 
underpinning their strategies. This book is intended to add to that 
understanding. By aligning more closing with behavioural research, 
many asset managers can capture value more effectively and efficiently. 
Being able to demonstrably mitigate biases in their own investment 
processes should assist not only improve client outcomes, but 
increasingly will be required to attract new clients.

Within super funds, people involved in product design and member 
engagement will find insights to help them work with (rather than 
battle against) member biases. Several topics will also be relevant for 
super fund investment decision-makers, whether they be internal 
investment teams, investment committees or trustee boards. These 
topics are intended to help design effective investment strategies, 
choose appropriate asset managers and overcome group decision-
making biases as part of providing effective governance.

This book will also suit family offices, high net worth investors and 
some sophisticated individual investors who choose individual share 
investments or managed investment products, or who actively work 
with advisers to do so. These investors can improve their investment 
outcomes by better understand their own decision-making biases and 
being able to identify and exploit behavioural biases in the market.

Financial advisers sit at the confluence of many of the factors 
discussed in this book – helping to influence investors’ behaviour, as 
well as making decisions about appropriate investment strategies. 
Similarly, behavioural finance insights can enhance fund manager 
research and analysis, and the strategies asset consultants and research 
analysts recommend. As super funds and financial advisers become 
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more skilled in applying behavioural principles, to remain credible, 
their consultants and advisers will need to at least keep up.

Most of the topics are written with listed equity investing in mind, 
but many of the principles are applicable to investing generally and 
to other financial decision-makers. Private equity investors, corporate 
advisers, senior corporate decision-makers, investor relations teams, 
equity capital markets teams in investment banks and stock brokers 
will also find the discussion relevant.

You may wish to read this book cover to cover, or just choose the 
topics most relevant for you. The topics are largely independent, 
although do interact and build on each other to a degree. Most 
topics have broad applicability. Be warned: if you think a chapter is 
not relevant to you, it might be worth reflecting on the fact that most 
people believe that behavioural biases apply to other people more than 
to themselves.

Chapters 1 to 12 follow the same format. For a selected strategy they 
cover the underlying behavioural drivers, practical applications and 
financial consequences. Chapters 13 and 14 bring it all together. They 
provide broad principles to set investors up to successfully overcome 
the barriers they will encounter when tackling behavioural biases. 
Unfortunately there are deep challenges that will make improvements 
difficult. However, the potential benefits are large, and I conclude the 
book with the reasons to be optimistic about the future.
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1
CAPTURE THE VALUE OF THE 

VALUE EFFECT

“If investing is entertaining, if you’re having fun, 
you’re probably not making any money. Good 
investing is boring.”

George Soros

The first of the 12 behavioural finance strategies covered in this 
book is capturing the value of the value effect. The value effect refers 
to the fact that value stocks tend to outperform in the long term.3 
Theoretically it shouldn’t happen. If investors acted fully rationally, 
opportunities for super risk-adjusted returns would be exploited until 
the premium returns disappeared. But they have not disappeared. 
They have persisted, despite apparent anomalies like the value effect 
having been documented several decades ago.4 By understanding the 
behavioural factors that create the value effect, behavioural finance can 

3.  Different measures are used to describe value stocks. Typically they have a low PE, low P/B and/or 
high dividend yield. PE is defined as the ratio of the current share price to the (typically most recently 
reported) annual earnings per share. P/B is the ratio of the current share price to the then most 
recently reported book value (ie net assets) per share. Dividend yield is the ratio of the (typically most 
recent) annual dividend per share to the current share price.

4.  One of the original long-term studies was published in 1977 and showed a portfolio comprising 
the deepest value stocks outperformed growth stocks by 7% pa, and the broader market by 4% pa 
(Basu, 1977). Subsequent research in Australia has shown the effect is relevant in our market too. For 
example, Basu & O’Shea (2014) found that a portfolio comprising value stocks outperformed growth 
stocks by 18% pa. They remark “it seems that the Australian market has shown a stronger P/E effect 
in the short run [1 year periods following portfolio formation] than other international markets,” and 
that “investing in a portfolio of low P/E stocks would have yielded, on average, a cumulative return 
[over a 5-year holding period] 132% greater than the market portfolio.” 
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help explain why the effect exists and persists, and give clues to how 
best to capture the premium return it affords.

This chapter explores the major behavioural factors that contribute to 
the value effect. They include “irrational” behaviours, such as biased 
growth forecasts. Irrational behaviours describe circumstances where 
investors systematically act contrary to their own best interest. When 
investors make errors that are randomly too high or too low they may 
offset and, in aggregate, correct. However, where these decisions are 
systematically biased they can create persistent market distortions. 
In addition, there are “rational” behaviours. These occur where, for 
example, an asset manager acts in their short-term best interest, such as 
to protect their career, but this conflicts with the longer-term interests 
of their clients. To effectively capture the value of the value effect, any 

Figure 1. Overview of “The value of the value effect”
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proposed strategies must overcome the very same behavioural barriers 
that allow the value effect to persist in the first place.

What behavioural factors are relevant?

For decision-making biases to create the value effect they need to affect 
value and growth stocks differently. Forecasting errors, probability 
effects and subconscious emotional cues all do this, as this section 
demonstrates. Each creates a distortion that means investors will tend to 
favour investing in growth stocks more than is justified by a fully rational 
assessment of their prospective risk/return characteristics. Compounding 
this, career risk prevents other investors (who may be aware of these 
biases) from exploiting (and therefore correcting) the value effect.5

Forecasting errors
High PE ratios for growth stocks could be justified if the relatively 
high future earnings growth forecast for these companies was (on 
average) realised. However, it is not. Forecasted earnings growth for 
growth companies are systematically too high.6 But why? Growth 
companies tend to have higher historical growth rates than do value 
companies. High historical growth might be the result of companies 
participating in high growth industries, developing new products or 
services, or entering new markets. When setting expectations for the 
future, we tend to over-estimate how likely above average growth 
is to continue. We systematically under-estimate the strength of 
mean reversion. This is at least in part the result of favouring causal 

5. Throughout this book I have referred to behaviours (and their corresponding psychological causes) 
that create distortions away from idealised fully rational norms as “behavioural factors”, including both 
rational and irrational behaviours.

6. For example, Basu & O’Shea (2014) find that “[investors] seem to overestimate the growth potential 
of certain firms resulting in bidding up of their prices and subsequent disappointment leading to lower 
future returns.”
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and intentional explanations for the above average growth. Growth 
companies have performed well historically because of visionary 
management, customer-centric products, or an engaging marketing 
campaign, one might suggest. In reality, luck often plays a bigger role 
than we imagine. Luck doesn’t tend to persist. The more luck that is 
involved, the more we should expect mean reversion.

Value companies, by contrast, do not present the same problem. 
Uncertainty is lower. An archetypal value company would be an 
established business in a mature industry, with existing products and 
customers, and relatively low growth. The investment narrative is more 
prosaic: “a little bit more than what we did last year”. Forecasting low 
future growth for these companies tends to be a pretty safe bet. Some will 
be wrong of course, but on average, they won’t be far off. This contributes 
to the value effect: with expectations for value stocks more grounded in 
reality, their realised returns don’t suffer from as many nasty surprises.

Probability effects
In a fully rational world, an event which had a 50% chance of 
occurring would be given a “weight” of 50% in our decision-making 
process. We would then multiply these weights by the outcomes 
they relate to, to give us a probability-weighted expected outcome. 
However, this is not how people tend to process uncertainty. For 
example, low probability future events tend to be weighed too heavily 
in our decision-making. There may only be a 1% chance that a new 
drug will be a blockbuster, but we tend to make decisions as if it was 
6%.7 The result is that stocks with “lottery” style characteristics (which 
tend to be growth stocks) can become overvalued. On the other hand, 
we underweight near certain events. This is more prone to impact 
value companies than growth companies. If there is a 95% chance a 

7. Kahneman (2011). This is an average and ignores other contextual factors. We should be 
particularly wary where the low probability event has high salience (that is, the outcome is highly 
imaginable, vivid and tangible) and is emotionally engaging.
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value company will continue to successfully maintain its earnings 
trajectory, we make decisions as if the chance were only 79%. Figure 
2 presents this diagrammatically. The 45 degree line shows the weight 
an event should have in our decision-making process. In contrast, the 
curved line shows how we actually tend to think – overweighting low 
probability events and underweighting almost certain ones. To the 
extent that the outcomes for growth companies are overweighted (ie 
where the curved line is above the straight line) and the outcomes for 
value companies are underweighted (where the curved line is below 
the straight line), value companies become systematically undervalued 
relative to growth companies.

Figure 2. Decision weights help explain the value effect
Adapted from Kahneman (2011)
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Subconscious emotional cues
Most of our thought processes operate beyond our conscious 
awareness. If they didn’t we would soon be overwhelmed remembering 
to breathe and to keep our heart pumping. Importantly in the context 
of investment decision-making, these subconscious processes are largely 
immune to introspection. This has been demonstrated empirically. 
Somewhat comically, it is not uncommon that when people who 
participate in psychological studies are asked why they made a 
particular decision, unbeknownst to them, their espoused rationale is 
in fact a complete fabrication. When shown the evidence, rather than 
accept that their decisions were impacted by subconscious processes 
they attempt to refute the irrefutable. We have a very deeply ingrained 
sense that we are in control of our own decisions. Unfortunately, 
psychologists have shown that in many situations it is merely a 
mirage. What distinguishes the people in these experiments from the 
rest of us is that the evidence of their fallacious thinking has been 
rigorously captured and is therefore indelible. That participants persist 
in disputing it is comical. That we are no different is inescapable. 
Our ostrich-like attempts to shield ourselves from its direct personal 
applicability do not change that reality.

So how does lack of awareness of our underlying thought processes 
affect our decisions – particularly those where we feel like we are 
following a deliberate and analytical approach? Nobel Prize winning 
psychologist Daniel Kahneman characterises the impact on our 
decisions as a substitution of an emotion-laden and simplified 
question in place of complex analytical one.8 For example, “what do 
I think about BHP as a potential investment at the current price?” 
becomes “what do I feel about BHP as a potential investment at the 
current price?” This substitution can happen imperceptibly. Such 
a substitution is more likely when we are faced with a complex and 
cognitively demanding decision. Unfortunately these are characteristics 

8. Kahneman (2011)
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of many investment choices. Figure 3 shows how subconscious 
emotional cues can be implicated in stock purchasing decisions.

Figure 3. Subconscious emotional cues can be the real drivers of decisions
Emotional cues about an investment trigger a sub-conscious emotional response. When faced with 
complexity we take a shortcut, referencing our feelings to make a decision. However, we are often 
unaware we have done this. We create a seemingly rational explanation for our decisions and will 
typically deny the influence of the subconscious.

Our feelings can be a good guide to some decisions. However, due to 
our inability to expose them to introspection they can also lead us into 
danger. Part of the problem is that feelings can come from a number 
of sources. Even images flashed before our eyes so fast as that we are 
unaware of them can change our feelings and subsequent (unrelated) 
decisions.9 So, what subconscious emotional cues might impact 
growth companies more than value companies? The possibilities are 
numerous: excitement about high growth itself, the new technologies 
growth companies are developing, the new products they are bringing 
to market, the new markets they are forging into. Certainly these are 
the types of opportunities that excite many people (me included) 

9. See for example Winkielman, Berridge & Wilbarger (2005)



APPLYING BEHAVIOURAL FINANCE IN AUSTRALIA 8

into wanting to work for (or consult to) growth companies. Value 
companies can be opposite: boring, or worse.

In my experience, many investors, professional and individual alike, 
find it troubling when these concepts are applied to their own 
investment processes. It is difficult to accept the hidden, insidious way 
subconscious emotional processes can affect investment decisions. The 
fact that these effects are not accessible to conscious awareness and 
introspection contributes to them being difficult to correct. We might 
therefore have greater cause to anticipate that the market distortions 
they create are sustainable.10

Career risk/business risk
The behavioural factors discussed so far have been irrational – irrational 
in the sense that individuals make decisions in ways that run counter to 
their own best interests. Career risk/business risk is a different beast. It 
is a form of agency risk – investment managers acting rationally in their 
best interest, but not necessarily in the interest of their clients.11

For asset managers, periods of underperformance relative to the 
benchmark index against which they are assessed can sometimes 
be disastrous. Following a value-based strategy, while leading to 
long term benefits, can sometimes result in sustained periods of 
underperformance. The run-up to the dot-com bubble was a good 
example. During this period, Berkshire Hathaway, the famed value 
investor Warren Buffett’s investment company, underperformed the 

10. This is a simplification. Other factors would need to be considered, such as the extent to which 
these effects can be arbitraged or exploited.

11. This is not necessarily entirely the fault of the investment decision-maker. It can partly be 
explained by the way that clients, consultants and investment analysts assess the performance of asset 
managers and make decisions on which ones to recommend, appoint and retain. We will discuss this 
further in Chapters 6 and 12.
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index by a staggering 76%.12 Faced with such underperformance 
many value managers would lose their jobs and/or their clients.13 The 
difficulty in sticking with a value-based investment strategy lessens the 
weight of money seeking to exploit the strategy. In doing so it helps the 
premium return that these stocks enjoy (on average), to be sustained.

What are the practical applications?

The behavioural factors that create the value effect and allow it to 
persist are powerful. To capture the value of the value effect investors 
must be able to overcome their own behavioural biases. This section 
outlines some strategies that apply behavioural principles to achieve this.

Apply a value filter
Complex analysis is not required to capture a lot of the benefits of the 
value effect. A simple filter using standard value measures (such as PE, 
P/B and dividend yield) will get you much of the way.14 However, the 
simplicity of using a filter belies the behavioural difficulty in execution. 
The temptation to override these measures with subjective assessments 
can be overwhelming. Without proper controls, doing so opens the 
door for the influence on our decision-making of the very behavioural 
biases applying a filter seeking to exploit in others.

12. Frazzini, Kabiller & Pedersen (2013)

13. A State Street (2014) survey revealed that “54 percent of institutional investors who manage 
money believe that their job safety would be at risk if they underperformed their peers. Forty-five 
percent of respondents who are responsible for managing money at asset management firms feel the 
same way. Of the respondents from both groups who worried about their job safety, on average they 
believe that they would be made redundant (lose their jobs due to underperformance) after a period of 
just 18 months.”

14. It is not quite this simple. Consideration also needs to be given to which value measures to use 
and how to weight them, the investible universe, the number of stocks to include in the portfolio, the 
weight of each stock, etc.
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Cost-effective professionally managed options that follow a 
value filter type of approach are available. Bellmont Securities, 
a boutique Australian asset manager with whom I have jointly 
delivered a few presentations, is a good example. Their systematic 
approach to value investing using value-based filters is consistent 
and transparent. It benefits from portfolio diversification and by 
costs and taxes being kept low. Peter Bell comments: “Bellmont 
aims to accommodate someone looking for a simple, cost- and tax-
effective way to capture the value premium for Australian equities – 
while maintaining full beneficial ownership of the underlying 
securities”.15

Be cognisant of emotional cues
If your investment process goes beyond quantitative measures and 
incorporates some subjective decision-making, you could try to 
make relevant subconscious emotional cues explicit. This requires 
an awareness of emotional states and triggers; both your own, and 
other investors’. To do this informally at least brings these effects to 
conscious awareness, allowing them to be exposed and challenged. 
To do so rigorously would require cataloguing and quantifying 
cues and tracking investment outcomes against them. Bear in 
mind that subconscious cues can come from different sources, not 
just an individual stock or even the market. Being tired, hungry 
or just having had a fight with one’s spouse are the types of factors 
that have been shown to be important influences on our decision-
making. In the absence of effective introspection, we can easily 
misattribute to an investment opportunity an emotional state 
derived exogenously. When those emotional influences are strong, 
it is perhaps best to defer important investment decisions. Some 
emotional states decay quickly.

15. Personal communication
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Some professional managers systematically use these types of cues in 
their investment decision-making. Allan Gray is another specialist 
value manager with whom I have co-presented on behavioural 
finance-related topics. They are a “contrarian” investor that 
incorporates emotional influences into how they identify investment 
opportunities. Julian Morrison comments: “we seek Australian 
listed companies that other investors ‘dislike’ (in the sense of 
having a negative emotional reaction to) more than is warranted 
by the prospective return/risk profile of the stock. Allan Gray’s 
contrarian approach is based on the premise that no-one will sell you 
a share very cheaply unless there is a strong (often emotional) reason 
for them to do so. Hence we prefer companies that are unpopular 
with other investors.”16 

The emotional cues Allan Gray look for include general sentiment, 
the consensus opinion on a stock among brokers and share price 
behaviour. Because every investment is analysed and valued by their 
investment team, they are able to identify “value stocks” that a purely 
quantitative value filters might not (for example, by identifying 
when a company’s current earnings are cyclically low and therefore 
unrepresentative of future earnings). The drawback is that theirs is a 
more time-consuming process – although this helps make their strategy 
more difficult to replicate, and therefore (arguably) the premium they 
seek to exploit more sustainable.

Other approaches to systematically identify emotional content 
are possible. A machine-based analysis of textual information for 
sentiment-laden words and phrases is one example that has been 
applied across global markets with some success.17 Australian 
investor forums may be well placed to capture some of these insights 
directly from their members’ investment commentary. Large on-

16. Personal communication

17. See MarketPsych for an example.
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line trading platforms may also be able to discern similar markers 
of investor sentiment by observing their clients’ trading patterns 
and other on-line behaviour. Empirical research has identified 
emotionally based market anomalies related to factors as diverse 
as the weather and the outcome of sporting events. These effects 
appear to be both well grounded in psychological research and 
statistically robust. However, being strong and consistent enough 
to be profitably exploited is a higher hurdle. Care must be taken 
to capture the benefits of these effects without falling foul of other 
biases discussed throughout this book.

Be prepared for underperformance
Because value stocks go through cycles of underperformance, tracking 
short-term performance and, worse, acting on it, is a potential 
behavioural barrier that makes it difficult to capture the value effect. 
Short-term underperformance would not matter to the fully rational 
long-term investor of course. For “normal” investors, the right 
expectations need to be set at the outset. We tend to respond less 
strongly to adverse investment outcomes that are expected.

If failing to stay committed to an espoused strategy in the face of 
adversity seems like a realistic possibility, targeted strategies can be 
employed to increase commitment. Written statements of intent 
(even if without legal effect) and tightly worded investment policy 
statements (also even if not binding) leverage our psychological 
predisposition to stay consistent with previous decisions. We feel 
more compelled to consistency when those commitments are 
written. It is harder to deny what is written in black and white. 
The effect is stronger still if those commitments are discussed and 
shared with others. This allows us to exert social pressure on our 
subsequent selves.18

18. For a discussion of the consistency effects, see Cialdini (2007).
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Incorporate insights into client engagement
Behavioural finance suggests strategies that can help financial 
professionals frame the benefits of value investing to clients. The 
long-term return differential should speak for itself, but there is 
a risk that it will not. If, for example, capturing the value of the 
value effect is stated as leading to a 1.5% pa19 greater return over 
the long term, clients are likely to understate its benefit. Why? 
For a start, we don’t tend to process percentages as well as more 
tangible measures.20 Neither are we particularly good at intuiting 
non-linear outcomes (which comparing alternative multi-year 
compounding returns requires). So let me spell it out: an investor 
with an equity investment of $500,000 who makes a 1.5% pa 
additional return (say 9.5% pa, rather than 8% pa), over an 
extended period to retirement (say 20 years), would retire with 
an additional $740,000, before adjusting for inflation and taxes.21 
If I was an adviser talking this through with a client, or perhaps 
an SMSF trustee discussing with a fellow trustee, and it appeared 
that the message still did not solicit a proportional response in 
my client’s/fellow trustee’s decision-making, I might further 
convert the dollar amount to even more tangible measures. More 
tangible measures could include the number of years earlier they 
could retire, the number of additional overseas holidays they could 
take, etc. Exercises to envisage these types of future outcomes in 
tangible, emotive ways have been shown to improve long-term 
financial decision-making.22

19. This corresponds to the difference between the return on the MSCI World index and the MSCI 
World Value Weighted index over the period June 1988 to June 2013. (Bender, Brainds, Melas & 
Subramanian, 2013).

20. See Kahneman (2011) for a discussion of this effect.

21. $500,000k @ 8%/9.5% for 20 years = $2.3m/$3.1m. We also aren’t very good at adjusting for 
inflation, but I will not pursue that discussion here.

22. Benarzti (2012)
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What are the consequences of capturing the value 
of the value effect?

If we are able to apply the principles discussed in this chapter and 
capture the value of the value effect the consequences could include 
better retirement outcomes for many Australians. There is also the 
potential for cheaper asset management by employing managers 
who apply less resource-intensive portfolio management techniques 
to capture the value effect. An active asset manager’s return and fee 
should be compared with what can be achieved using a relatively 
cost-effective quantitative approach.23 Like we discussed in the case of 
Allan Gray, some active managers might be able to demonstrate that 
their fees are justified by capturing aspects of the value effect that 
quantitative approaches cannot.

The value effect is created and sustained by behavioural biases and 
these very same biases are what can prevent us exploiting it. The 
strategies discussed in this chapter are designed to overcome those 
biases. Sticking to simple quantitative filters allows us to avoid making 
biased decisions. Being aware of emotional cues can help identify 
some of the hidden drivers of the value effect, in ourselves and in 
others. Preparing for under-performance in advance can help us to 
stay on track, while client segmentation and engagement strategies 
can help professionals positively influence clients’ investment decision-
making. Each of these strategies applies insights from behavioural 
finance. None of them is perfect. But each will help us to capture the 
value of the value effect.

23. In a research paper on factor investing, MSCI reported that active managers often tilt their 
portfolios towards well-known factors and that these tilts account for a substantial portion of 
managers’ returns over market capitalization weighted benchmarks. (Bender, Briand, Melas & 
Subramanian, 2013). We will return to this topic when we discuss assessing asset manager performance 
in Chapter 12.


