
Common Investor Biases
Watch out for these biases that can have a negative effect on your investment experience

What has happened most recently is the freshest 
in our minds, and we extrapolate recent events 
into the future expecting more of the same. Large 
recent market gains lead us to expect more of the 
same, and vice versa. It takes discipline to overcome 
these natural tendencies.

Availability Bias/Recency Effect
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While investment research increasingly points to the 
difficult of beating the market, especially after fees, 
trading costs, and taxes are taken into account, it is 
natural to believe that we know more than everyone 
else. It is the Lake Wobegon effect in practice. As 
Garrison Keillor relates in “A Prairie Home Companion,“ 
Lake Wobegon is a place where all the children are 
above average. Investors, and even many advisors, tend 
to think likewise. 

Overconfidence

The pain of experiencing a loss is greater than the joy felt by an equivalent gain. Not 
recognizing this can cause people to misjudge their tolerance for risk, making it more 
likely to bail and to be not have the discipline to stick with their financial plan. Research 
by Eric Johnson at Columbia University has shown that retirees become even more loss 
averse than the general public. The research showed that retirees feel about ten times 
worse about losing $100 than they do about gaining $100. Or, more specifically, the 
retirees in their research said they would not accept a gamble with a 50% change of 
winning $100 and a 50% chancing of losing $10. The general population is loss averse, 
but generally not to this extent. 

Loss Aversion

In hindsight, market losses may 
seem to have an obvious or 
intuitive explanation. This could 
feed into our overconfidence to 
think we can properly anticipate 
such market changes the next 
time around. 

Hindsight Bias

We may underestimate the 
degree of market risk when we 
look only at companies which are 
still operating today. This misses 
out on the lessons offered many 
failed companies which are no 
longer on the investment radar. 
This is another matter that could 
feed into our overconfidence. 

Survivorship Bias

Sometimes the herd mentality 
can be rationalized. One doesn’t 
want to miss out on being rich 
when everyone else is rich. 
And perhaps being poor is not 
so bad when everyone else is 
also poor. But for a long-term 
investor, continually following 
the herd rarely makes sense.

Herd Mentality

We take the advice of someone 
because we like them or share 
a social circle, regardless of 
whether that person has a 
reasonable basis for offering 
their views on investment and 
personal finance topics.

Affinity Traps

mailto:yourteam%40mcleanam.com?subject=
http://booknow.so/mcleanam

