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Abstract:

Investing all our savings in hope to earn

more can be a very courageous decision tom ake.
There are a variety of factors which play a vital
role in make any decision regarding investing.
Out of all the factors which motivate an individual
to put their money in any investment account, it
has been observed that having a ‘good instinct’
is the most influential one. Human mind is.a very
powerful tool and our sub-conscious mind often
makes the decision for us without us realizing it.
We are guided by our experiences and emotions.
This is particularly true in making financial
decisions. This paper explains the correlation
between human psychology and investment
decision modeling. It explains the common
psychological traps which a person can fall on
and thus make bad investment decisions. It also
lists recommendations to prevent ourselves from
being a victim of our own emotions and psyche
when it comes financial decisions.
1. Introduction

- . An investment is an asset or item
acdquired with the goal of generating income of

Wﬁﬁesiatioa. The decision of investing your life-
. long savings in the present or future of a third
. party can’be very-daunting one to ma ke. it takes
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e : s"and miost importantly

,«_’,msi‘mm tamake anyinvestment decision.
x npod instinet’ Is more than often the deal
g An: individual may have all the
o  and understanding of the finances,
m’hefshe counts upon his/her ‘feeling’ about
he iﬂvesment to make the final decision.
“Uhde _jandtng the factors which influence this
‘foeling’ and ‘instinct’ can play phenomenal role
'éﬁ fearning 10 make good investments. These
-%ﬁiases of judgment and decision-making are
faﬂeﬂ cagnitive-illusions.

2, The Fundamentals of Investing

7 aﬂ etonomic sense, an investment is the
‘ ﬂmhasetﬂ‘ goods that are not consumed today
_But are used in the future to create wealth. In
9\? world of finance, an investment is a
monetaryasset purchased with the idea that the
asset will provide income in the future or will
fater be sold at a higher price for a profit.

The term “investment” can refer to any
mee {;_anlsm used ﬁor generaﬁng future income.

0

' ;",s‘tocks or real estate property
' . a cpm!wcted building or other

"»:}‘ is:often misunderstood that
'tn 'share*markeﬁ in

duce goods can be seen as.
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Bonds: "Bond” 15 3 more um re
for any type of debt investment. When you bu
a bond, you loan money to an e:tity (:
corporation or the government, for exampl

e)a
they pay you back over a set period of ume)w:;:

a fixed interest rate.
; Venture Capital: This is money you give
0 a startup or small business, with the
expectation that it will grow, and you'll get a
return on that money. A lot of times, venture
capitalists become partners in the company,
owning part of a its equity and getting a say in
business decisions.

Index Funds: A type of mutual fund
meant to mirror the return of a specific market,
like the S&P 500.

Exchange Traded Funds (ETFs): These
are very similar to index funds in that they're
meant to track an index, or a measure of a

specific market. The biggest difference is the
way they’re traded. ETFs can be traded like
stocks, and their prices adjust like stocks
throughout the day. Mutual and index funds
don’t work this way.

3. Psychological Traps of Investing

Hope and opportunity to gain are the two
things which can propel any individual to take
risk. This is particularly true for people who make
decisions regarding investments. They are
willing to put their life-time earning at risk
hoeping to earn more out of it. It is natural that
the thought processes often lead then to fall
into traps which cause them financial loss. In

term

, .~ order to solve a problem, it is necessary to

- identify it first. Thus, it is important to
o ‘understand thé common psychological traps
Py which cark Jead anyone into a bad investment

deciskm, Mo@sﬂt ccmman such traps are
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For Instance, T you think of a certain
ey as successful, you may be too
onf that its stocks are a good bet. This
gongeption may be totally incorrect in the
weyéﬂiﬂg*situanon or at some paoint in the
- Sunik Cost Trap: This one results from
ssychologically protecting your previous choices
grdedisions — whichis often disastrous for your
nestrients. It is truly hard to take a loss and/
geept that you made the wrong choices or
4lowed someonie else to make them for you.
gifyourinvestmentis no good, opsinking fast,
@ soofieryouget out of it and into'something
. more promising, the better. Being emotionally
. attael edtoyourdecisioncan be'detrimental not
sly for investments but also in personal life.
, sa Genfirmation Trap: In this trap people
iten seek out others who have imade, andiare
stillmaking, the same mistake. Make suge you
aet @bjective advice from fresh sources, rather

a

mcgﬂsultfmgthe person who gave you the
- ) advice in thie first place. Even;if you get all
ice, the final decision tomake or not to
ske fhe inves ment should always ne yours.
. phadness Trap: Situational blindness
#anoxacerbate the situation [Even people who
e ot spétfically seeking confirmation often
fust: shut out the prevailing market realties in
rdeF o 80 nok Wig:postpenea;he evil day
a5 just have 10 be confronted. It
aceer the reality.and onemust
Gtionally stror g toibe able todo that.
Retativity Trep: The

ji. Everyone has

wed Antern

Jativity trap is also ’

e O

ational Journal
' Irrational Exuberancé
- e
investors start believing that the past equals th

future, they are acting as if there is f|‘°
uncertainty in the market. Unfortunatebv,
uncertainty:-never vanishes.There will.always e
ups and downs, overheated StOCksf mini-
bubbles, industry wide losses, panic se|||n§ a.n
other unexpected eventsinthe market. BE|'leVIl'\g
that the past predicts the future is a sIgn of
overconfidence. When enough investers are
overconfident, W€ have the conditions o'f'
Greenspan’s famous, “jrrational exuberance,
where investor overconfidence pumps t.he
market up tothe point where a huge correctlon
is inevitable. The investors who get hit the
hardest are the ones who are most
overconfident. :
pseudo-Certainty Trap: This phrase is an
observation about investors’ perceptions ofrisk.
Investors will limit ‘their fisk exposure if they
think their portfolio/investing returns will be
positive — essentially protecting the lead — but
they will seek more and more risk if it looks like
they are heading for a loss. It is a game of all-in
or all-out. This perception of risk can force
vestors to make wrong decisions which
eventually results in loss. . Z
From above, it can be said that human
psychology can bea dangerous thing, and there
are some alarmingly standard mistakes that
people make again and again. It is very easy in
the heat of the moment, or when subject to
stress or temptation, to fall into ‘one of these
mind traps. The wrong perceptions, self-
delusion, frantically trying to a%loid realizing
losses, desperately seeking the cmfort of other
victims, shutting out reality an{ more can all
cost you:dearly. }; :
] Recommendations. to
nvesting, Detisions |
Anor

Avoid Bad

arder to avoid the

pitfalls of bad
o gain an
n _i@qu?*own
s mentioned above -
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and always be honest and realistic with yourself.
Our mund is very powm‘ful Itcandeceive us when
we think that we are befooling it. The power of
sub-conscious mind should never be ignored.
mMore than Jikely we know the mistake we are
about to make yet we convince ourselves to
make it anyway. Understanding and accepting
this fact can help us in locating the root cause
of our bad decisions which will often be linked
to our emotions, Some remedial methods for
these cognitive-illusions are listed below.

1. Keep track of instances of your
own over-confidence. This can help in self-
analyzing your behavior and thus combating the
tendency to make bad decisions.

2. Resist the urge to be over-
optimistic about situations and solutions. Think
of the things which could go wrong before over-
committing just because you ‘feel’ that it will
all be alright.

3. Communicate realistic odds of
success to clients. This is also true in personal
space. Always be realistic.

4. Ask yourself if you have real
reasons to believe if you know more than the
market. This will help you prepare better forany
situation and also prevent any trap of
overconfidence.

5. Before making any decision,
discuss the conditions and underlying
assumptions beforehand. Some things are
assumed implicitly. but it is always good to be
explicit when making critical decisions.

= B, Remain flexible in your
thinking and open to new sources of
information, while understanding the reality as
well.

7. Never compare your situation
with others even if they appear the same.
‘Comparisons often result in a vast variety of
negative emotions like jealousy, anxiety and

“insecurity, These can adversely affect your

psychological well-being and prevent you from
being your best..
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8. Learn when to let go. Do not e

emotions invest for you. R

Good investing, skills

comes fee
o » 25 from years
of experience and learning from Past mist

There is no shortcut to success. Howeyer 1;\'0“
tries to practice above steps, they will -b’s:(.or:‘:-
more aware of sub-conscious shortcomings, b;
able to observe their own psyche and th\'m’ be

able to succeed in making the right choice
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