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			INTRODUCTION

			When Psychology Meets Finance

			In the quiet solitude of a recent sleepless night, as earnings estimates, P/E ratios, inventories, debt to equity, and a myriad of other financial ratios danced before my eyes in a kaleidoscopic image of precise combinations, I emerged from the dark room into the dim shadows of moonlight, tempted to turn on the computer and get online. Although most of my stocks were down, I was particularly worried about one company, LifeUSA, which had dropped about 22 percent below my recommended price. In those days 22 percent was significant—enough so that most of my phone calls that day had been from irritated investors wanting to know whether to sell their stock. I had a fantasy that collecting more data, studying a few more technical indicators, or reading a few more reports might offer some reassuring insight. If only I understood the company better, more comprehensively, more rationally, I imagined that I'd be able to make some productive decisions in the morning. Instead I elected to avoid the market completely and settled into reading Emily Dickinson. In the small circle of flickering light, I came across the following lines:

			

			Wonder—is not precisely Knowing
And not precisely Knowing not—
A beautiful but bleak condition
He has not lived who has not felt—1

			

			Dickinson could not have foreseen the information superhighway, but her words—“Wonder is not precisely knowing”—brought me back to reality. The stock market is not just a collection of precise data culled from a computer and processed through the medium of statistical screens. The market is composed of human beings who make decisions based on their individual psychology and those with whom they work, interact, and compete. Our successes and failures in the market, as elsewhere, reflect both human foibles and talents. Each transcends computerized trading and stock-picking programs, as well as all the data we accumulate through our modems, broadband networks, and number-crunching software.

			It had been a rough period for LifeUSA, a relatively new insurance company that provided innovative life insurance and annuity products. Sales were weak, and earnings in the first quarter had dropped 71 percent. All the analysts covering the stock had lowered their ratings from buy to hold, which in Wall Street lingo meant sell. Intellectually, rationally, I knew the numbers suggested to most folks that LifeUSA should be sold. Despite the numbers, however, I was psychologically convinced that LifeUSA's depressed stock price was offering a wonderful buying opportunity.

			Earlier in my career I would have dismissed that emotional conviction and sold the stock. But several years of tracking my own and other investors' mistakes had taught me something unexpected. If you rely only on the facts and other ostensibly rational information to understand the market, you're an incomplete investor. Uncertainty in the market is too pervasive to be transcended with facts and figures. I came to understand that making sense of the emotions generated by that uncertainty could be useful in guiding investment decisions. For example, one of the things I had learned about my own emotional reactions when buying stocks was that whenever I felt unusually anxious after purchasing a stock, it was a clue that I'd made a good decision; whenever I felt confident, it all too often turned out to be a poor decision. Another emotional guide discerned from my own investing was a repeating pattern in my psychological reaction to management. Whenever I left an interview with the feeling that I would like to work for this CEO, the company managed to struggle through hard times and recover. I also found myself associating images with companies. Over time I learned to tie the personal meaning of similar images with positive or negative company outcomes. These emotional guides were developed over many years. They obviously represented unconscious messages to myself. When recognized as emotional themes, they offered important information that supplemented what was publicly available.

			Applying these lessons to LifeUSA, I had felt very anxious after recommending and buying the stock. My conversations with Bob MacDonald, its CEO, left me feeling that I would love to work for him. He was the first breath of creativity I had met in the stodgy insurance business. Each time I talked with him, I had the visceral feeling that management could, in fact, overcome the smug conventions of the insurance industry and implement its unconventional business plan. My visual associations conjured up images of some of my favorite hiking trails in the White Mountains, which I idiosyncratically associated with several successful companies I had picked in the past. I also had a gut feeling that, because of the excitement I sensed about the company, it would eventually become a target for a large acquirer that would share my emotional excitement.

			When the emotional side is telling me to do one thing and the near-term facts are indicating the opposite, I always find it useful to search for more supporting information from the “objective” side. The growth of LifeUSA had been spectacular. Starting from revenues of just under $7 million in 1988, the company increased its revenues to almost $1 billion in 1994. Net investment income had increased at a compounded rate of 42 percent per year during the same time frame. The company also earned a profit in every year except its first, and its expenses were below the industry average. Emotionally it also made no sense to me that in 1993, when its total assets were at $974 million and the stock price was moving toward $20 per share, analysts had a buy recommendation on the stock. With projections of $2 billion in assets for 1995 and the stock price at $7, they had the stock on hold (or sell). This combination of emotional and factual indicators swayed me to stick with the company. Five years later LifeUSA was acquired for just over $20 per share.

			On this lonely night I was rediscovering what psychology had taught me long ago. To attain a competitive edge, we cannot depend solely on rationally dissecting and figuring out the market or an individual stock as an external entity, or on developing systems that shield us from our emotions. Stock picking is part science, part art, part luck, part intuition, and always uncertain—“not precisely knowing.” Because of these inherent subjective elements, successful investing depends on understanding our emotional reactions to the market and its participants. Buried in these emotional responses are both investment errors and investment strengths that remain mostly unconscious unless we devote substantial energy to unearthing them and then leveraging what we learn about ourselves into profitable decision-making. My objective in this book is to help you become a better investor by integrating your emotional understanding of yourself into your investing strategies.

			Every investor's dream is to outperform the market. The sad truth, however, is that outperforming is hard to do. Even professionals find it difficult to beat the market. A 1993 study of money-manager performance by Charles Ellis indicates that 75 percent underperformed the S&P 500 between 1970 and 1990.2 They fared no better in the last decade according to a study by the Lipper Group.3 That study indicates that during the 1990s fewer than 33 percent of U.S. stock funds managed to outperform their market benchmarks. Informal interviews with individual investors suggest that outperforming the market is at least as difficult for the nonprofessional.

			This begs the obvious question of why so many intelligent, competent, creative investors and money managers fail to outperform the market. David Dreman was one of the original thinkers to spearhead research into this question. In his early work, Dreman commented that “to outdo the market we must first have a good idea of the (psychological) forces that time and again victimize even the pros. Once these forces are understood, investors can build defenses and find ways to skirt the pitfalls.”4 Since then there have been many attempts to understand why it is so difficult to outperform the market. On the institutional side, professionals such as Ellis5 argue that transaction costs lower managers' performance; and competition is so fierce that it obviates a winner. Some economists say the market is so efficient that stock prices reflect all available information, and prices adjust so quickly to this information that any competitive edge is unattainable. Money managers argue that institutions are nothing more than a surrogate for the market and therefore cannot outperform themselves.

			On the individual side, investment books are also replete with possible answers to the same question: We sell too early; we hold on too long; we buy concept stocks; we underestimate the severity of an earnings shortfall; we fail to do our homework; we lack a consistent methodological approach to the market; we take too much risk (or we don't take enough risk). Behavioral economists have addressed this question with a voluminous literature outlining how our judgments are compromised by cognitive biases when processing complex information.6 These studies describe a series of cognitive errors that plague investors when making decisions under conditions of risk. These run the gamut from mental accounting, endowment, and overconfidence to representativeness, anchoring, and availability.

			Even when investors are aware of their biases, even when they know they tend to sell low and buy high, and even when they scold themselves for investing on tips and rumors or blindly following analysts' recommendations, there is no guarantee of outperforming the market. A study by Fischhoff, for example, warns that most people are unable to alter their behavior.7 This squares with the maxim in psychotherapy that intellectual insight and awareness of a behavior do not alone lead to change. It appears equally true in the investment world. Knowing that biases exist is the first step in compensating for them, but it is only the first step. What we really need is a systematic understanding of the psychology that underlies these biases, a psychology of investor decision-making. I emphasize this because the one certainty I've found in the market is that the only way to succeed is to understand how our idiosyncratic emotions can undermine or enhance our investment decisions.

			To even approach this understanding, however, requires an unusual combination of skills, including the skills that usually come from training in dynamic psychology and experience in the investment world. In the early days of my graduate training in psychology, most investors had little interest in how their emotions affected investment decisions, and most psychologists had no interest in the investing world. It wasn't until the 1990s that participants in the two fields really began to talk with each other. I was fortunate because my first mentor, the renowned psychoanalyst Erik Erikson, strongly encouraged me to apply psychoanalytic thinking to areas outside the consulting room. And while I spent many years doing clinical work, teaching, and supervising at Children's Hospital and Massachusetts General Hospital in Boston, I was also privately a fascinated student of the stock market or, more accurately, of how individuals made decisions under conditions of risk. This interest was stimulated by the early writings of David Dreman, Claude Rosenberg, and Paul Slovic. But it remained only a personal interest until the early 1990s, when several of us at Harvard Medical School decided to bring together a group of seminal educators and leaders in the fields of investment and psychology to explore the interface between human emotions and financial decision-making. With the support of investment professionals such as Dreman, Rosenberg, Claudia Mott, Martin Pring, and John Train, we held our first conference in March 1995. Since then it has grown into a nearly annual event, and the growing interest by the investment community, behavioral finance researchers, cognitive psychologists, and psychoanalytic thinkers has made the psychology of investing a movement and field of study in its own right.

			My involvement in this movement has slowly altered my career. During the past decade, as more individuals have entered the market, technology has provided easy access to information, and the indexing/ benchmarking movements have spawned both a stock-market bubble and a crash, we have learned more about the role of emotions in rational decision-making. I've been fortunate to be in the middle of what has become a real cultural transformation. In my role as psychotherapist, consultant to money managers, newsletter publisher, self-trained financial analyst, and consultant to small companies, I've had the opportunity to interview hundreds of investors and managers. From helping to hire financial analysts, to developing investment personality and investment risk questionnaires, to discussing investment errors and successes with a wide cross section of the investment community, to treating in psychotherapy a number of very talented investment professionals and individual investors, I've heard many stories from investors that have assumed a familiar ring.

			My experiences with this diverse group of investors taught me that success in the market, particularly since the emergence of the Internet, no longer depends solely on how smart we are, what information we possess, what academic degrees we've earned, how much experience we've gained, or what technical or fundamental systems we use. Rather the key to success is how well we understand and handle our emotions when it comes to our investments.

			As I listened carefully to this group of investors, it became clear to me that access to information and financial understanding, long considered the sine qua non for investing success, was meaningless unless the investors who collect the information have a psychological awareness of their own subjectivity and an understanding of how they emotionally react to and interpret the growing plethora of available data. You can possess all the information in the world—all the financial statements, annual reports, analyst reports, and media coverage of investments—but to use it effectively in your own portfolio, you have to know yourself and your emotional makeup. And you can judge how effective an investor you are only by looking at how you have used this information in the past and learn from it.

			The information I have collected from investors is very different from the investment psychology information accumulated from surveys, questionnaires, and experimental and quantitative research methods. Those tools have been developed to study investment decision-making from a distance, as if using a telescope to study the stars. Taking a different tack, I have attempted to understand investment decision-making from within the investor's personal perspective. Instead of using questionnaires and conducting laboratory experiments, I have used interview skills acquired in my psychotherapeutic training to investigate from a clinical perspective the more in-depth subjective experiences of investors as they made winning and losing decisions each day in the market.

			The type of research we perform often determines the type of data collected. I sensed early on in the course of my work in this field that there was a dearth of data on the subjective experience of investors in the act of making important financial decisions. Little attention was being paid to discovering what investors were actually feeling when they bought and sold stocks. How did they react to success and failure in the market? Why does the herd have such an impact on some investors and not on others? How did investors decide how much risk they should take? How did they develop patience or fail to develop patience? Are there particular psychological characteristics that make for successful investing? These were the questions that framed my qualitative research in my efforts to add a case-study method to the other valuable research already being done in the field.

			My work in this field during the past decade has led to a shocking conclusion. I discovered that almost all investors admit privately, at least after some soul-searching, that their successes and mistakes have been shaped by deeper psychological forces that seem to underlie most of the costly judgments and spectacular achievements on both Wall Street and Main Street. Most investors also acknowledged that even more important than knowing how to succeed in the market is knowing how to avoid the common, almost endemic mental errors. In fact, the most frequently requested talk I give to investment groups is titled “The Psychology of Investor Mistakes.” There is a pervasive taboo in the investment community against discussing mistakes. Investors have continually told me that they have been taught not to discuss their errors but merely to forget about them and move on. Unfortunately, that prevents us from learning from our mistakes.

			This bias is almost universal within the professional investment community, perhaps understandably when you consider that mistakes with other people's money generally lead to job loss and public humiliation. In an interesting experiment devised at one mutual fund to which I was a consultant, this trend was reversed by offering financial bonuses to analysts who, upon recognizing a mistake, were willing to come forward and immediately discuss it with the chief of equity research. Such a policy had a dramatic effect on analysts' willingness to acknowledge, learn from, and reverse their errors quickly. Although I cannot offer you a direct bonus for beginning to think about the psychology underlying your decisions, including your mistakes and successes, your investment rewards from this effort can be substantial, even if you can eliminate just 10 percent of your most common errors.

			This book will not help you minimize errors by determining how to combine assessments of profitability, liquidity, return on investment, operating efficiency, and debt ratios to judge a company's chances of success. There are plenty of worldly publications on those mechanics. Instead this book is intended to open doors that can help you understand and process the emotions that drive your investing. This will not make you a perfect investor, a brilliant computerlike mind that can swoop in and out of the markets and earn bushels of cash. Although I believe the human mind beats the computer at the investing game every time, not even Warren Buffett, Peter Lynch, or George Soros is a perfect investor. Don't try to be. Concentrate instead on your Self—who you are, how you react to success and failure, how you tolerate anxiety, how you respond to the pressures of the herd. Concentrate on getting to know yourself well enough to use your emotions to enhance your performance.

			I will try to help you learn how to leverage your emotions rather than exorcise them. This should go a long way to improve your market performance, particularly after you relinquish the goal of becoming a perfect investor. On the contrary, you will realize that you don't need perfect understanding of every company you invest in, and you don't need to act like an unemotional, unintuitive robot to achieve superior market performance. All you need do is to become psychologically good enough.

			I have borrowed the term good enough from the British psychoanalyst Donald Winnicott's concept of “the good enough mother.”8 What he meant by this phrase is that mothers (and fathers) are not mechanically perfect beings who can always perceive and respond to their infants in precisely the right or requisite manner. Rather they are humans who have their own needs, moods, and weaknesses that occasionally interfere with sustained empathic responsiveness to their children. As Winnicott once stated metaphorically, there are times when “the [parent's] mind has dropped the baby.” But in the good enough mother or father, those times are the exceptions since there is a “good enough,” but not perfect, ongoing ability to sense and address the offspring's needs.

			In my experience the good enough investor is emotionally aware enough of his own psychology to adapt it flexibly to the market. As civilization has matured, markets have become more sophisticated and individuals have attained superior intelligence, but human emotions have remained static. It is the power of human psychology that undermines or facilitates even the most savvy individual investor's decisions. To be aware of your own psychology is to recognize and acknowledge that emotion is part and parcel of investment decision-making and that perfection in the investing game is an illusory concept. Part of this awareness is the realization that much of our investment behavior is shaped by what I will describe as our own unconscious organizing patterns or lenses through which we filter all the data we take in every day. Because organizing lenses are composed of emotional convictions—our longstanding, idiosyncratic ways of seeing the world—investing is by definition a subjective skill. Trying to invest without insight into these emotional convictions is counterproductive because they linger in the background and unconsciously influence our ostensibly rational decisions. The good enough investor has some self-awareness of these patterns and can leverage them to better stock-market performance, for he or she knows that long-term success or failure is related less to the market than to the unique, individual ways we interpret the information the market sends us.

			The good enough investor has mastered an investing behavior best suited to his own skills and needs and is in harmony with his personality and lifestyle. Just as we all develop circles of competence and expertise, we also develop emotional styles and preferences that influence our choice of investments. For example, in interviewing money managers and analysts at a large mutual-fund firm, I found that analysts were much more emotionally predisposed to recommend stocks comfortably where they had reams of financial data on the issuers available to formulate financial models and forecasts. Money managers, on the other hand, tended to make stock-picking decisions based on an emotional preference for considering three or four important factors about the issuers. As one manager said, “It does me no good to have thousands of facts about the company. I just want to know the two or three things that other managers don't know.” The difference in emotional proclivities is why the system of promoting analysts to money managers often doesn't work, because each profession rewards and punishes different emotional strengths and weaknesses. Similarly, in the individual investing world, if you're more excited about and interested in understanding and pursuing new ideas or innovative technologies, you will have a better fit with emerging growth companies; if you're fascinated by the intricacies of financial ratios and their meaning for the future success of a company, you may have a stronger affinity for large-cap stocks.

			The good enough investor understands that risk is a subjective phenomenon related to the psychology of judgment and loss rather than a mathematical equivalent of volatility. For a long time the investment community had convinced investors that if their stock or portfolio bounced around more than the market indexes, they were engaging in high-risk investing. Based on this assumption, financial organizations have developed a plethora of “optimizers” to determine appropriate risk levels for their customers. But these optimizers are based, for the most part, on your assets and liabilities, your investing time frame, and your future cash needs. They generally ignore what I will argue are the most important determinants of risk: the psychological phenomena related to your emotional ability to tolerate the consequences of loss. Personality characteristics like optimism or pessimism, your capacity for modulating tension and stress, your use of denial, and whether you perceive time as moving slowly or quickly become much more meaningful in determining not only your capacity for risk, but also whether you should be acting on your capacity for taking risk. And because your comfort or discomfort with risk is a psychological phenomenon, you will discover that it is not static. It will vary according to the changes in your relationships, the context of your life, and your access to various safety nets.

			I first understood the nuances of risk when I was studying the relationship between financial advisers and clients. I came to realize that clients' risk capacities changed according to their perceptions of their relationships with their advisers. Viewing your capacity for risk through a psychological lens can dramatically change your investing strategies and give you new insight into your financial planning.

			The successful investor realizes that he is a human investor, not a machine. Thanks to an appreciation of the human condition, the successful investor also realizes that the managers of companies share the same human emotions. Therefore it is possible to interview management in a way that allows you to obtain invaluable subjective data about a company that cannot be discerned from reading annual reports, financial statements, and press releases. Once you understand the subjective nature of how your emotional convictions influence your financial decisions, you will be able to extract from this book various techniques for using this information to understand how management's psychology can often determine the success or failure of a company. Through the use of the psychological methodology called empathy, you will also be able to understand the psychology of other market players. Again, you need not master these techniques. Just know them well enough to outwit those players and achieve superior performance. And by understanding the psychology of other players in the market, instead of always searching for events or rumors to guide your moves, you will develop an emotional flexibility that will help you comfortably anticipate the future and plan responsively rather than merely react to unfolding events.

			For years investment books have tried to convince market participants to search for systems or methodologies to eliminate emotion from their investment decisions. Like it or not, however, emotions are endemic to the human condition. When our stocks are crashing, we all feel anxious. We may be able to push that anxiety under the rug, but eventually it will accumulate there, and we will end up tripping. Through interviewing investors for the past ten years, I have learned that it is much more productive to acknowledge and recognize this anxiety, as well as our other investment-related emotions, and to understand ahead of time how they influence our reactions in the stock market. As I will illustrate, one effect of anxiety is to influence the nature of our thought processes so we are more likely to make decisions based on one or two variables (such as price and volume) rather than a whole picture that includes fundamentals, technicals, competition, management, and product and services. This jigsaw-puzzle thinking can have a disastrous effect on our decisions if we are unaware of its consequences. And not surprisingly, the underlying emotions persist despite our best attempts to eliminate them from our awareness or our investment behavior.

			Outperforming the market requires years of study and practical experience. Successful investors never stop learning. Instead of approaching this book as a how-to cookbook of get-rich-quick promises, look upon it as a practical set of guidelines for becoming a more psychologically sophisticated and complete investor. When you join me on this journey to becoming a more complete, good enough investor, you will pierce the darkness to learn lessons that may help you reap handsome financial rewards. Mistakes will occur less often, and you will learn how to use psychology to your advantage.

		

	
		
			ONE

			Emotions in the Marketplace

			No one can escape the transforming power of the stock market. Investing, once practiced on the periphery of society by a small group of like-minded professionals, has become a cultural phenomenon. More than 50 percent of all households now own stocks in one form or another, double what it was in 1987. Baby-boomers depend on the stock market to put children through college and to retire; financial websites and stock message boards have become the most popular destinations in cyberspace; and the number of household trading online tripled to 6.3 million from 1998 to mid-1999. People browsing the newspaper now turn to the business section before the sports section or comics, and the Federal Reserve's interest-rate decisions are now headline news anxiously awaited by the masses.

			Our connections to the stock market have become part of everyday life. Investors now play out in real time and with real money the realities of winning and losing that used to be limited to the fantasies of Monday-morning quarterbacking. Between January 1998 and October 2002, investors made and then lost more money than they ever imagined was possible. While some cashed out with millions, more than $7 trillion was lost in the wake of the technology bubble that closed out the twentieth century. Is it any wonder that investing has triggered such a powerful quest to learn how to win what Charles Ellis once referred to as the “loser's game”?1

			WE ARE ALL SUBJECTIVE INVESTORS

			One of the most important lessons I have learned in my years of consulting with investors is that winning the loser's game requires that we appreciate the highly subjective and personal nature of the investing process. Each minute of the day the stock market generates a vast array of data: market performance numbers, economic statistics, company information, and geopolitical happenings. Thanks to the Internet, all of this data is now at our fingertips. But thanks to human nature, we each react to this market information in our own personal, unique way.

			What shapes our perceptions of the market goes far beyond the “real” data we uncover on the Internet, in the newspapers, or on CBS Marketwatch, Yahoo!, MSN, CNN, Fox, or CNBC. We take each bit of information we receive and then interpret it through lenses that organize the data into some personally meaningful interpretation that can be translated into action or the deferral of action. These lenses are formed by our idiosyncratic personalities and emotional makeup. As a result, we all react differently to each piece of new information we glean, garner, or abstract from the marketplace.

			One of the enduring findings to emerge from psychological research in the past thirty years is that a primary motivation of all people is the need to make sense of the world around us, to create organization and meaning in our lives. During our formative years, we all unconsciously create principles that help us to organize automatically our many disparate experiences in the world. Our emotions and experiences not only color how we make meaning of the world, they shape the personal, emotional lenses through which we interpret all events, information, and encounters throughout our lives.2

			Constance Hunting, the poet and critic, perhaps said it best: “Emotion dictates vision. Vision is therefore selective—the eye falls on what fits into the emotional scheme. In grief, for instance, everything reminds of the lost beloved. So the lost beloved becomes the world, and the world is arranged by the griever into a composite portrait of the one who has vanished.”3 This is equally true in the investing world.

			Consider, for example, the everyday occurrence of stock picks in the newspaper. An investor scans the Market section of The Wall Street Journal and reads that a well-known analyst has issued a buy recommendation on Pepsico. If you read the financial pages or check out Internet sites on the stock market, you will probably encounter many stock recommendations every day. How you interpret that information has much more to do with you than with the market.

			After reading the analyst's enthusiastic recommendation for Pepsico in the Journal, our first investor, Ruth, reacts to the story by immediately calling her broker and buying Pepsi stock, even if it means selling her stock in some other company to do so. If we asked Ruth why she had made this decision, she would tell us it seemed like the natural thing to do or that it was the rational, smart thing to do. Ruth may agree with the analyst's theories about the beverage industry and the future demand for Pepsi and Pepsico's other products. Or she may simply assume lots of other investors will read the article and then buy Pepsico, and she might be trying to capitalize on the heightened demand for the stock.

			Our second investor, Frederick, reacts very differently, deliberately choosing not to buy the stock. Frederick probably assumes that, because this recommendation appeared in the Journal, a paper read by millions of people every day, it is already too late to gain any advantage by buying the stock. According to Frederick, by the time he gets around to reading the Journal, Pepsico's stock has already felt any bump in the price, and it is simply too late for him to cash in on the rising tide.

			Like Frederick, our third and final investor, Susannah, also reacts by not buying the stock, but for different reasons. Susannah is a bit of a cynic, a lesson she learned the hard way after following the recommendations of some star Internet analysts and watching her dot-com portfolio implode. She thinks that the analyst may not be telling the whole truth, that some huge investment bank, perhaps the analyst's employer, is stuck with a huge long position in Pepsico. The demand stimulated by the buy recommendation and ensuing price rise will help the brokerage firm reduce its holdings at the expense of the market. Or Susannah may just be the sort of investor who likes to make decisions based on her own assessment of the facts, not someone else's recommendation. She'll wait until Pepsico's interim results confirm or dispel the analyst's interpretation. Newspaper stock recommendations are almost always irrelevant to Susannah's investment decision-making.

			I could give many more examples of how investors react to something as simple as a recommendation in the Journal, Barron's, or Investor's Business Daily, but that is not the key point. There is no right or wrong reaction to a recommendation beyond digesting the information to improve our understanding of the companies in which we invest. What is also important and perhaps even more valuable is for investors to figure out their standard behavior pattern in reacting to this sort of information. What separates Ruth, Frederick, and Susannah is their emotional reaction to reading the Journal article. How do they choose their way of interpreting and organizing the data?

			My research suggests that each person will automatically organize the information he reads in the Journal according to the barely conscious and highly idiosyncratic organizing principles or lenses that he uses to structure his experiences. These principles are really “emotional convictions”4 that have evolved and acquired their uniqueness through a lifetime of interactions with others. As investors, it is our personal experiences in and out of the market that shape these very subjective but stable windows “that lend form and meaning”5 to our perceptions.

			Ruth's lens is likely to be tinted with experiences in which trusting relationships with admired people provided her with information that proved reliable. Those experiences predispose her to believe she can trust and act on any statement from a well-known, respected analyst. Frederick's lens may be colored with a psychological feeling that he is usually behind the times or likely to miss the boat for new trends. Based on experience, he might believe other people with better connections or positions are likely to acquire and capitalize on information more quickly than he can.

			Susannah seems to operate from an emotional conviction that she should never depend on anyone other than herself to make decisions. Her lens may be colored by historical incidents that give her good reasons to mistrust others. If so, the idea that a recommendation in the media could in any way benefit individual investors would now seem naive to her. Perhaps her cynicism took root when friends and contacts gave her information that turned out to help them but hurt her. Susannah concluded that, when it comes to research and facts, it's best for her to rely on herself and not on tips from others. She may therefore have an ingrained belief that any information in a newspaper stock-picking column is unreliable when compared to information gleaned from her own analysis of financial reports.

			When we function according to our emotional convictions or organizing beliefs, we often do so unconsciously. We assume that the action of the stock market, rather than our emotional experience, is responsible for investment success or failure. However, long-term success and failure have little to do with the market. Both are related more specifically to the unique, individual way we interpret the information the market throws at us. Market theories, Internet message-board comments, pundit predictions, and individual investment decisions are typically based on these unexplored semiconscious emotional convictions—on feelings, not on facts.

			Most of these emotional convictions remain unexplored in the investing community because there is a general resistance to examining our unconscious lest an inward glance distract us from the more reality-oriented task at hand—picking stocks. As Erik Erikson once stated, an individual who focuses on a specific external task “prefers enlightenment away from himself, which is why the best minds have often been least aware of themselves.”6 Although the well-known economist Merton Miller probably never studied the psychoanalyst Erikson, he confirmed this observation with his statement that behavioral finance is “too interesting and thereby distracts us from the pervasive market forces that should be our principal concern.”7 Individual investors comprise some of these best minds. Well educated, creative, and task-oriented, most investors are not trained or disposed to believe that our inner, unrecognized emotional convictions are capable of dramatically impacting what our thought processes analyze and create. In fact, consistent with Miller's observation, most investment theories suggest that the more we keep emotions at bay during the investing process, the more successful we will be.

			This resistance to developing an in-depth understanding of investor psychology is in part responsible for economists' unwillingness to acknowledge that investing is a highly emotional, subjective process. Instead for decades economists have based their decision-making systems on some rarefied models of rationality akin to Star Trek's Mr. Spock, for whom decisions should be based on pure logic, unencumbered by emotions or the ambiguities of human relationships, and capable of some predetermined standard of perfection.

			This philosophical view underlies the efficient market hypothesis (EMH), which maintains that since stock prices necessarily reflect all available information, it is nearly impossible for one individual to know more than the market knows at any give time. The ramifications of EMH contributed to the development of modern portfolio theory. Taken to its logical conclusion, it follows from EMH that it is useless to analyze stocks. If you accept this idea of a perfect market, as the business schools began teaching, a monkey throwing darts at the stock tables would have just as much success picking stocks as a well-trained security analyst.

			While the Internet bubble and its subsequent collapse made monkeys of many investors, money managers, and security analysts, this hardly confirms EMH or its progeny. In fact, these events suggest quite the opposite. As David Dreman has observed,

			

			The explanation for this phenomenon is relatively simple. Investment theory does not consider that psychology plays any role in investor decision-making, while in fact, in periods of mania and panic, the psychological influences play the leading role. Cognitive, social, and group psychology all provide numerous experiments that illustrate how psychological factors can divert investors from the purely rational decision-making of investment theory.8

			

			Presumably even Mr. Spock would agree. Hopefully the awarding of the 2002 Nobel Prize in Economics to Daniel Kahneman, one of the founding fathers of behavioral finance, will help to put a final nail in the EMH coffin.

			But just as we do not always make rational decisions—especially under conditions of risk—neither do we always make irrational decisions. Contrary to economic assumptions, human emotions are not by definition irrational. The idea that psychological factors can divert investors from purely rational decision-making implies that we should do our best to eliminate these psychological factors (our emotions) when making investment judgments.

			I strongly disagree. My clinical research indicates that no matter how much we try to eliminate emotions from the investing process, we will ultimately fail. Why? Because our unconscious emotional convictions (the emotionally tinted lenses through which we see the world) continue to operate and influence our decision-making, no matter how hard we try to deny them. As the Pepsico scenarios indicate, emotional patterns led Ruth, Frederick, and Susannah to make three different, well-thought-out decisions from available data. If asked, all three investors would believe their decisions were “rational” and “logical,” no matter how much you challenged them. While Mr. Spock would disagree, it doesn't follow that any of these investors made decisions that were wrong for them.

			DEMASIO'S RESEARCH AND
THE CASE OF ELLIOT

			There is increasing neuroscientific evidence suggesting that without access to our feelings, it is really impossible to make rational decisions. Antonio Demasio is one of the most recognized proponents of this view. As he pointed out in Descartes' Error, “. . . Even after reasoning strategies become established in the formative years, their effective deployment probably depends, to a considerable extent, on a continued ability to experience feelings.”9

			In support of this premise, Demasio describes a patient, Elliot, who underwent surgery for a benign brain tumor in his frontal lobe. Although part of Elliot's frontal lobe tissue was removed with the tumor, the surgery was first thought to be successful. However, Elliot soon experienced a change in personality. His mental and physical capacities remained intact. He exhibited superior intelligence and no neurological dysfunction. But, as described by Demasio, “his ability to reach decisions was impaired, as was his ability to make an effective plan for hours ahead of him . . . especially when the decision involved personal or social matters.”

			Upon further examination, Damasio found that Elliot was virtually without feeling. He was unable to feel joy, fear, anger, sadness, excitement, or tenderness. Demasio's research indicated that Elliot's irrationality was not the result of too much emotion or any lack of cognitive reasoning. From the study of Elliot and similar patients, Damasio concluded that “reduction in emotion may constitute an equally important source of irrational behavior.”

			If we place Elliot in an investing context, I think we can accurately predict that he would perform poorly because investing requires both planning and the ability to make subjective decisions. In fact, researchers have found that from the very beginning of life, emotions (or “affects,” as psychologists like to call them previous to their becoming experienced feelings) are the primary organizers of our experience.10 In other words, our feelings not only serve as guideposts for how we experience ourselves, whether excited, sad, pensive, optimistic, pessimistic, anxious, or vulnerable, they also determine the enduring characteristics and spirit of our personality. This has profound implications for investing, although the usefulness of those implications in the investing process seems to have been largely ignored. So let's take a look at some of the functions emotions serve when making investment decisions under conditions of risk.

			EMOTIONS IN THE INVESTING PROCESS

			Emotions play a complex role in the investing process, but one that we can break down into five parts. To do well in the market, you must learn to use your emotions, not be led by or eliminate them. These are the five key ways in which you can use them:

			

			Emotions Help Us Evaluate Our Options. Investing requires us to assign certain values to different options. If we all had access to perfect information and interpreted it the same way, we'd all have identical investment accounts. The fact that we don't, despite all the research tools and resources now available on the Internet, has more to do with emotion than with different degrees of access to information.

			In estimating earnings based on available past results, many economists would argue that the analysis is straightforward. When analyzing most companies, professional analysts and individual investors generally have access to several years of historical data on which to base their estimates. But as we know all too well, even audited earnings numbers can sometimes be massaged, and interim unaudited numbers are subject to numerous fudge factors, enabling management to boost their companies' stock prices at least in the near term. Also, historical financials, no matter how accurate, don't include pro forma data reflecting a company's recent acquisitions or divestitures. And particularly in evolving industries, past performance may be a poor indicator of current results, let alone future performance.

			According to David Dreman's research, the professional analyst's average error rate for earnings estimates is 41.5 percent, and that's based on their judgment two weeks before companies make their earnings announcement.11 Imagine how difficult it is to value a company when there is no history and we are dealing with a developing firm in a new industry where the company has no revenues, let alone earnings. So as precise and objective as we may assume earnings to be, estimating them is very difficult. Forecasting them based on prospects for a new technology or undeveloped market is even more so. As Warren Buffett once said, “Indeed, some important American fortunes have been created by the monetization of accounting mirages.”12 Although the numbers can be misleading and at best can tell us only part of the story, I'm convinced that feelings, when guided by objective data, tend to point us in the right direction, particularly when there is uncertainty in the future. They help us to assign values to different alternatives.

			

			Emotions Are Vital Signals. A good case can be made that emotions, rather than disrupting the investing process, can serve as signals to the self, enabling us to distill the facts and figures. Over the course of many months or years, if we keep careful track of our emotions when making investment decisions, we will find that certain feelings can be better than others in guiding our decision-making. To take a simple example, you probably have difficulty sleeping after making certain investment decisions. Most folks just pass this phenomenon off as a normal part of the investing game. But if you begin to keep track of what happens to the investments each time you have difficulty sleeping, you may find a pattern that indicates a logical road to explore. It may turn out that each time you can't sleep, your stock winds up moving sharply in one direction or the other. Thus, for some of us, not being able to sleep sends a signal that we've missed something important about our investment, and it motivates us to review carefully the variables that went into making our original decision. For others, not being able to sleep will indicate a pattern of excitement that suggests we made the right decision to buy a stock, and it can be experienced as an affirming response to our decision. But it is only by paying close attention to the patterns of feelings that accompany investment decisions that useful information can be garnered.

			This is why it's important to become familiar with your well-ingrained organizing lenses or emotional convictions. Once you know how you react to information like the Journal pick of Pepsico, you will know the direction in which your emotional intuition tends to lead you. And then, by looking at your history, you can decide whether your “hunches” are worth following.

			If you're a Frederick, it's worthwhile for you to look at what happens to the stocks that you don't buy. You should first recognize that your intuition will tell you it's too late to take advantage of newspaper stock picks. Well, is it? I hope the Fredericks of the world will take the time to look at stocks like Pepsico the morning after the stock is recommended in the Journal. Did the stock have a nice healthy bounce or did it, in fact, go down? This essential process forces you to check out your intuition and discern over time if it's worth following.

			

			Emotions Help Us Tolerate Market Volatility.
Experiencing our emotions can help us to deal with losses in the market and, more important, to move on and recover from them. Professional analysts are correct in their decisions about 60 percent of the time. Individual investors are correct in their stock picks about 40 percent of the time, if they're lucky. The fact is, we're probably all going to be wrong a high percentage of the time.

			Mistakes and losses—and gains as well—cause us all to feel a variety of disruptive feelings. We must be able to tolerate the anxiety and depression arising from our failures. We must also avoid letting the excitement that accompanies our successes go to our head. And to deal with these feelings, we need to have access to our emotions.

			Allowing ourselves to feel badly about an investment mistake prevents that mistake from becoming traumatic; it circumvents the tendency of most of us to beat ourselves up for making a wrong decision; and it allows us to move on. My research suggests that investors who deny or suppress feelings around a loss tend to behave as if they must make up for the loss by holding their stock until “they get back to even again.” Those who allow themselves to experience their feelings are much quicker to cut their losses and try to make up their money with a different choice of stocks. As with any loss, there can be no moving on in life without a period of mourning. This requires the sadness, disappointment, disillusionment, or depression to be experienced and tolerated.

			The same principles apply when we make unrealistic gains in the marketplace. Investors who don't process the euphoric feelings that accompany these dizzying gains tend to hold on to their stocks far too long. They become emotionally involved in their companies, expand upon the virtues of their companies at cocktail parties, and boast about their success to anyone who will listen. Remember the investors who made so much from Priceline or Amazon and forgot their gains were just on paper? Investors who processed their emotions and acknowledged their grandiose feelings, unlike the cocktail party braggarts, realized that they needed to sell when the stocks became overvalued, according to whatever measures they used.

			

			Emotions Help You Figure Out the Best Way for You to Invest.
Only when you let yourself experience your feelings during the investment process can you find a stylistic fit between your personality and your investing methodology. Those who experience intense anxiety if their stocks are volatile probably should not invest a significant portion of their portfolio in technology stocks. Those who feel an intense excitement over emerging products and services that have the potential to alter the way people live or do business will probably enjoy investing in the micro-cap market. Those who naturally strive to hit home runs are much more likely to feel better with less diversification than those players who feel most secure when they hit a single or a double.

			Life has become much too complicated for investors to understand all segments of the market. In my opinion, it is much more important to find a market niche that matches your personality than it is to be a value or a growth investor, a fundamentalist, or a technician. And the only way to find that niche is to recognize the emotions that are evoked by each segment of the market. For example, I know that my interest is piqued and I am motivated to perform more thorough research on a micro-cap or small-cap company, a technology company, or a biotech company than I'd be able to perform on a consumer durable or a big oil company. And my emotional reaction to the tobacco companies has prevented me from ever recommending or buying their stocks. Thus more of my recommendations fall into the former than the latter category, not because they are better companies, but because they have a better fit with my emotional style.

			

			Emotions Can Free You from Following the Herd.
Ben Graham, the dean of security analysts, once told a wonderful story, repeated by Warren Buffett:

			

			An oil prospector, moving to his heavenly reward, was met by St. Peter with bad news. “You're qualified for residence,” said St. Peter, “but, as you can see, the compound reserved for oil men is packed. There's no way to squeeze you in.” After thinking for a moment, the prospector asked if he might say just four words to the present occupants. That seemed harmless to St. Peter, so the prospector cupped his hands and yelled, “Oil discovered in hell.” Immediately the gate to the compound opened and all of the oil men marched out to head for the nether regions. Impressed, St. Peter invited the prospector to move in and make himself comfortable. The prospector paused. “No,” he said, “I think I'll go along with the rest of the boys. There might be some truth to that rumor after all.”13

			

			Allowing yourself to experience feelings helps you to organize your self-experience. It lets you be the same person all of the time, grounded in your own beliefs and convictions, a person more naturally resistant to herd mentality. When feelings are suppressed and avoided, we are much less likely to remain the same person in the midst of change and controversy and, paradoxically, much more likely to substitute rumors from the herd for our own stable and solid personality. Most likely it would be the investor who eliminated emotional insight from his investing style who ran smack into the technology bubble and who failed to distinguish between the herd's stampede and the real news affecting his stocks.

			EMOTIONS IMPLY SUBJECTIVITY

			Successful investing requires us to acknowledge that emotions predispose us to function subjectively all the time. Once we acknowledge this, we can gain an understanding of how our emotions influence our behavior and then use those emotions as guideposts for future decisions. The best method for accomplishing this is to become familiar with our subjective lenses and to learn how they influence our investment decisions. As Comte once suggested, “the intellect should be the servant of the heart, but not its slave.”14 To be a successful investor, we must draw on our capacity to reflect comfortably on our emotional organizing patterns as they emerge from repetitive investment decisions. Let's take a look at a few common examples of these organizing lenses.

			

			Pattern: When something good happens, something bad is sure to follow.
On my
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