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Investor Mental Traps

Our perception of the market and the assessment of what is happening on it are often distorted by numerous
cognitive errors, psychological effects and mental conditioning that affect us more or less consciously. Only
people completely devoid of a nervous system or fully aware of all the imperfections of the human mind can
approach an objective assessment of the market situation.

One solution to this problem is a systematic approach to investing, which, if done correctly, requires, above
all, discipline in following the signals of our strategy. However, this task turns out to be much more difficult
than it might seem.

Regardless of whether we use a systematic or discretionary approach, it is worth being aware of how easily
our minds are subject to various cognitive effects and psychological conditions that influence our behavior,
including investment decisions:

o The “priming effect” in investing is the influence of prior information, stimuli, or experiences on
decision-making. This means that investors can be subconsciously influenced by information they
have previously learned, which shapes their investment judgments and choices. For example, if we
have lost money on our last three trades, we will begin to perceive the next trade as much riskier.
We may even decide to skip it, even though we would not have done so if the previous trades had
been profitable.

o The Florida effect in investing is a concept derived from the priming effect, referring to the influence
of unconscious associations on investment decisions. For example, when investors are exposed to
negative information, they may be more willing to abandon aggressive investment strategies in favor
of safe and stable assets, even though the strategy adopted does not call for this. The Florida effect
shows how subtle and often unconscious influences can shape decisions, leading to actions that are
contrary to one's investment strategy.

o The “framing effect” in investing suggests that the same information presented in different ways can
trigger different emotionsin investors. For example, the forecast “we are 80% certain that the market
will trend up or sideways” is received much more positively than the forecast “we are 20% certain
that the market will trend down,” even though they mean exactly the same thing. Also note that
changing the order of the words in the first sentence to “we are 80% certain that the market will
trend sideways or up” can trigger a less optimistic response than “we are 80% certain that the market
will trend up or sideways.” Although the content remains the same, the way it is worded affects our
perception.

e The “disposition effect” in investing refers to the tendency of investors to realize profits too quickly
and to hold on to losing positions in the hope of a rebound. Its main manifestations are:

= Holding on to losing positions — investors hold on to losing positions, often hoping for a trend
reversal and recovery of at least some of their losses. This is a result of their reluctance to
admit they made a mistake and to avoid the psychological pain of realizing a loss.

= Quick realization of profits — investors close profitable positions even if there are grounds
for further growth in the value of assets. The motivation is the desire to feel emotional
satisfaction and confirm one's own investment effectiveness.
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The disposition effect is mainly due to psychological factors such as loss aversion (people feel the
pain of loss more strongly than the joy of gains of the same value) and the anchoring effect
(evaluation of the transaction result in relation to the purchase price and not the real market
situation).

o “Cause-effect relationship” is a basic mechanism of our minds, which constantly searches for
connections between events, even where there are none. This is especially visible in market analyses,
where “experts” try to explain historical changes in stock, bond or futures prices by assigning specific
causes to them. An example of this trap is an anecdote from Nassim Taleb’s book “Black Swan,” in
which the financial media tried to explain changes in US bond prices after Saddam Hussein’s capture:

In December 2003, the day Saddam Hussein was captured, at 1:01 p.m. Bloomberg News
ran the following ticker: “US Treasury prices rise; whether Hussein’s capture will curb
terrorism remains to be seen.” After every market change, the news media feel obliged to
provide a “cause.” Half an hour later, Bloomberg News had to change its story because US
Treasury prices had fallen. The reporters attributed the fall to Saddam’s (that same
Saddam’s) capture. At 1:31 p.m., they changed the ticker to “US Treasury prices fall;
Hussein’s capture makes risky assets more attractive.” So Hussein’s capture was supposed
to explain two opposing events. Of course, that’s impossible; these facts shouldn’t be
connected.
Why do we fall into this trap? Because our minds do not tolerate uncertainty. We have a strong
need to understand financial markets and look for cause-effect relationships, even where there are
none. We want control over what is actually chaos. We like to think that we are right, that we can
predict the future, and that our decisions are logical. We want to appear more competent, to stroke
our ego, and to avoid admitting that no one can predict market behavior. Choose the answer that
resonates with you the most.
The market is rising — we look for an explanation. The market is falling — we look for an explanation.
Technical analysts draw head and shoulders and other price patterns, and fundamental analysts look
for causes in economic or geopolitical events. However, few ask themselves the basic question: Does
this relationship really exist? All that matters is that the story we hear sounds convincing. Our minds
love coherent narratives, even if they are based on a very limited amount of data. This is the “what
you see is what exists” effect — we ignore all the invisible factors, and our brains eagerly fill in the
gaps to create a logical story. The problem is that markets do not operate according to simple, linear
rules. So if you base your investment decisions on “logical” stories, you can quickly learn that logic
does not always govern the market.

e The “small numbers bias” in investing is closely related to the misperception of cause-and-effect

relationships. It involves giving too much importance to events that are rare or random.
Let’s say we notice a strong uptrend and go back to its beginning, looking for technical formations
that preceded it. Eventually we find a “formation” that seems to work. To confirm our belief, we
review a few or a dozen other uptrends and check whether our “formation” was also present there.
Indeed, in a few cases we find it, but the problem is that we are still operating on too small a sample,
which may be the result of pure chance. We cannot draw conclusions based on a few, a dozen or
even a few dozen examples. In addition, we are deceiving ourselves, because we first identify a
strong price movement, and only then adapt a formation to it - ignoring the numerous cases when
the same formation appeared but did not work.
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This phenomenon leads to the false belief that we have found an efficient market pattern, when in
fact our conclusions may be merely a product of randomness.

o The “need to be right” is deeply ingrained in us — from a young age we learn that being right is key
to success. At school, we need to be right to get promoted to the next grade. At work, to be seen as
a competent employee. At home, to build our authority in relationships with our children. As a result,
we grow up with a strong belief that failure equals defeat, and avoiding it is key.

However, on the financial market, this need turns out to be fatal. We want to buy and sell more
expensively or sell and buy back cheaper. We are not so much interested in maximizing profits as in
being right — closing the transaction with a profit and improving our statistics. We are so afraid of
losses that we drag out losing positions, counting on a rebound. In many cases, the market really
does give us a “second chance” and allows us to exit the position with a smaller loss or even with a
profit. However, sooner or later a situation will arise in which the loss will become so large that
there will be nothing left to save.

Itis similar with positions that start to lose the profit they made earlier. We want to “book” it as soon
as possible, to prevent a situation in which a transaction changes from a profit to a loss. It does not
matter to us that we are limiting potentially large movements that could cover all the small losses.
The only thing that matters is being right and feeling comfortable.

Yet, it’s not about “being right” in investing. I'd rather be wrong a few times and catch one big move
than be right many times and end up with one catastrophic loss. That’s why it’s so hard to stick to
the rule of “cut your losses and let your profits run” — it goes against both our psychology and our
learned patterns of behavior.

e The “focus on rates of return” is particularly visible in investing, where the main determinant of
success seems to be the achieved rate of return. Analysts, commentators and market experts rarely
pay attention to risk measures, because their inclusion requires a different approach to data analysis
and simply “sells worse”. As a result, we often hear information that the stocks recommended by a
specific brokerage house have increased by 100% in a month or that the best investment fund has
achieved a 50% rate of return in the last quarter.

However, this type of data is highly distorted because:
= They only show one side of the coin — they do not take into account the risks involved with
the investment or the potential losses that could have occurred along the way.
= They do not reflect the actual result of the investor — rarely does anyone invest in a single
instrument or fund, so the actual result of the entire portfolio will be much lower than the
rates of return presented in the media.
= They do not take into account the repeatability of results — there is no information on
whether the profit achieved was a one-off or whether a given fund/system actually generates
stable results over a longer period of time.
As a result, our market expectations are distorted — we focus solely on rates of return, ignoring the
risk involved in achieving them. Meanwhile, it is the risk-reward ratio that should be the key factor
in assessing an investment strategy.

e "Loss aversion" was studied by Daniel Kahneman and Amos Tversky and described in their "Prospect
Theory." Studies have shown that losses hurt us much more than we enjoy gains. For most people,
the discomfort of losing $100 is greater than the satisfaction of winning the same amount. It has
been estimated that the psychological pain of a loss is about twice as intense as the pleasure of a
gain.
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Paradoxically, instead of supporting the principle of "cut losses and let profits run", this mechanism
often leads to the opposite effect. When a position starts to bring a loss and approaches the stop
loss level, the psychological pain associated with closing it is intensified by two factors:
= Fear of loss — the bigger the loss, the greater the resistance to realizing it. Investors often try
to “wait out” unfavorable market movements, rather than closing a position and limiting the
damage.
= The need to be right — closing a losing position means admitting a mistake, which is hard for
many people to accept. As a result, they start looking for reasons to keep the losing position,
hoping for a trend reversal.
Few people can manage losses in a rational and disciplined way. You, I, and most investors are
probably subject to this mechanism as well. Managing losses requires awareness of psychological
traps, experience, and clearly defined rules.
The most effective approach is to automate the process of closing losing positions through pre-
determined stop loss orders. This allows you to avoid emotional decisions and reduce the mental
burden of making difficult choices in dynamic market conditions.

o The “illusion of skill” in investing is deeply embedded in our egos and is often reinforced by
previously discussed effects such as the “Need to be right” and “Cause and effect.” A particularly
important mechanism that reinforces this illusion is our tendency to construct coherent narratives
based on a limited set of data.

Our mind loves logical, simple stories, so looking back, we often have the impression that we
“understand” the market and that we predicted what happened. This illusion is particularly visible in
the forecasts of analysts or fund managers. An example would be the classic “safe” forecast for the
coming year:
"We expect continued modest optimism in the stock market, but we see many risks on the
horizon. For this reason, we anticipate periods of increased volatility that could create
opportunities to allocate to stocks."
This sentence is true 9 times out of 10, but it has no predictive value:
=  Most of the time the market is either rising or trending sideways.
= Risks are always present — if something goes wrong, you can always say, "We warned you."
= Each year brings smaller or larger corrections, so we can always speak of "periods of
volatility".
Only in the case of an exceptional year with a bear market or crash, such a forecast may turn out to
be wrong, but even then most people will quickly forget about it, concluding that "it could not have
been predicted" and, moreover, everyone was wrong. Studies clearly indicate that:
= |Individual investors would achieve better rates of return if they did not change their
investment portfolio in response to fundamental events.
=  Fund managers who do not engage in stock picking often outperform those who try to
“predict” market movements.
Yet no one will admit it — analysts and fund managers spend hundreds of hours on analysis and want
to believe they have an advantage over the average market participant. What’s more, their historical
commentary is so general that it applies to 9 out of 10 situations, reinforcing a false sense of skill.
However, statistics mercilessly debunk this myth, yet many investors prefer to remain in their
delusion rather than admit the truth to themselves.
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e The “media expert fallacies” have been discussed very well by Daniel Kahneman in his book
“Thinking Traps,” so | will just quote them here:

“The idea that the future is inscrutable must do battle daily with how easy it is to explain the
past. As Nassim Taleb notes in The Black Swan, our tendency to construct and accept at face
value coherent narratives about the past makes it difficult for us to come to terms with the
limitations of our predictive powers. In retrospect, everything seems logical, allowing
media pundits to construct convincing explanations of the day’s events every night. And
we cannot suppress the strong feeling that if something seems logical in retrospect today, it
must have been predictable yesterday. The illusion that we understand the past gives us an
inordinate amount of confidence in our ability to predict the future. [...]

Yet the illusion of accurate predictions persists, and professional forecasters of all stripes—
not just financial experts but also economic and political commentators in the media—
exploit it. Television, radio, and newspapers have expert panels whose job it is to comment
on recent events and predict future ones. Viewers, listeners, and readers get the
impression that such information is somehow privileged, or at least extremely insightful.
There is no doubt that media experts themselves, and the media that rely on their
opinions, genuinely believe that this is the case. A milestone in explaining the phenomenon
of “expert forecasts” was a 20-year study by Philip Tetlock. [...]

Tetlock interviewed 284 people who professionally “comment on or advise on political and
economic trends.” He asked them to rate the likelihood of certain events occurring in the
near future, both in their areas of expertise and in areas they were less familiar with. [...] In
all, Tetlock collected more than 80,000 predictions. In each case, respondents rated the
likelihood of three possible outcomes: the status quo, something (such as political freedom
or economic growth) getting stronger, or something getting weaker.

The results of the study were devastating. The experts did worse than if they had simply
assigned equal probabilities to each of the three possible outcomes. In other words,
people who spend time and make a living studying a particular topic produce worse
predictions than a monkey throwing darts at a dartboard that hits every possible option
equally. Even in the areas they know best, the experts were not significantly better than

the nonexperts. [...]
Tetlock also found that experts were reluctant to admit they were wrong, and when they
were forced to admit they were wrong, they had a long list of excuses: they were only wrong
about the date, there were unforeseen circumstances, yes, they were wrong but had good
reasons for being wrong, and so on. Experts are, after all, human. They are dazzled by their
own brilliance and hate to be wrong.”
The point here is not to discredit any professional group, but to draw attention to the thinking traps
we fall into when we rely on “expert” market predictions — or we perceive ourselves as such.

In summary, investors think that they make investment decisions consciously and in accordance with some
"investment method". In reality, however, without a systematic approach, we are extremely susceptible to
the influence of the environment and emotions that shape our choices. Without clearly defined principles

and rules, we are unable to eliminate the influence of psychological traps on our decisions.

| am not saying that a systems approach is a cure for all cognitive biases, but as long as we stick to a pre-
defined decision-making process, we limit the negative impact of emotions on our investments.
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If after reading this article you thought, "This doesn't apply to me, I'm immune to these effects" then they
probably have a bigger impact on you than you think. Maybe I'm wrong, but instead of looking for
confirmation that you're an exception, look for evidence that these mechanisms actually affect you.

It is easy to see your own strengths. It is much harder to realize the errors in your thinking. Perhaps true
self-confidence lies in the ability to objectively assess reality — without looking for only those facts that will
stroke our ego.
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