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Global	equity	markets	have	hit	a	rough	patch	recently,	with	volatility	intensifying	in	September	and
October.	Many	investors	have	been	concerned	about	issues	including	the	prospect	of	rising	interest	rates	in	the
United	States,	deflation	in	the	eurozone,	fears	about	the	spread	of	the	Ebola	virus,	ISIS	in	the	Middle	East,	growth
in	the	global	economy	in	general,	and	growth	in	China	in	particular.	There	have	been	some	other	country-specific
issues	as	well.	In	times	like	these,	various	pundits	start	calling	for	the	sky	to	fall,	exacerbating	investors’	fears.
However,	I	would	remind	investors	that	these	periods	of	market	volatility	are	not	new	or	unexpected.

It	seems	like	a	good	time	to	examine	the	role	of	investor	psychology	in	the	markets.	Evidence	gathered	in	the
field	of	behavioral	finance	suggests	that	many,	if	not	most,	investors	often	base	their	investment	decisions	on
sentiment,	fads	and	other	psychological	biases,	and	not	on	fundamentals.	Investors,	even	professionals,	often
make	flawed,	irrational	financial	decisions.

I	can’t	say	when	this	current	bout	of	market	volatility	will	end,	but	I	can	say,	based	on	decades	of	experience
navigating	the	markets,	that	it	won’t	last	forever.	And,	it	will	likely	bring	potential	opportunities	for	the	savvy
investor	who	knows	where	to	look.

Behavioral	Finance	versus	Traditional	Finance	Theory	

Based	on	efficient	market	hypotheses,	traditional	financial	theories	assume	that	investors	are	rational	and	risk
averse,	and	hold	diversified,	optimal	portfolios.	This	assumes	how	investors	“should”	act	based	on	mathematical
models	and	theories.	However,	this	does	not	always	play	out	in	practice.

In	contrast,	behavioral	finance	is	based	on	understanding	how	people	actually	make	financial	decisions	in
practice.	Behavioral	finance	suggests	cognitive	errors	and	emotional	biases	can	impact	financial	decisions,	often
in	a	detrimental	way.	Cognitive	errors	are	based	on	faulty	reasoning	(belief	perseverance),	or	due	to	memory
errors	(information	processing	errors).	Emotional	biases	stem	from	reasoning	that	is	influenced	by	feelings	or
emotions,	not	fundamental	facts.

Behavioral	finance	challenges	the	assumptions	of	traditional	finance	theory,	recognizing	that	many	investors	do
not	make	decisions	in	a	rational	manner.	Investors	are	generally	loss	averse,	and	because	their	fears	can	get	in
the	way,	they	do	not	necessarily	hold	optimal	portfolios.

Behavioral	finance	suggests	that	people:

1.	 Are	not	risk	averse,	rather	they	are	“loss	averse”
2.	 Are	not	fully	rational	when	making	financial	decisions
3.	 Exhibit	“asset	segregation,”	i.e.,	they	often	analyze	investments	individually,	and	not	as	a	portfolio.

I	believe	understanding	both	traditional	finance	theory	and	behavioral	finance	can	provide	a	better	means	to
achieve	one’s	financial	goals.



EMOTIONAL	BIASES	AND	ASSOCIATED	BEHAVIORS

Endowment:	Believes	an	asset	is	more	valuable	because	they	own	it.	Holds	assets	based	on
emotional	attachment	(i.e.,	inheritance);	misses	out	on	potentially	better	opportunities.
Herding:	Follows	the	crowd.	Invests	with	the	consensus	of	a	group;	“If	everyone	is	doing	it,	it
must	be	correct;”	doesn’t	want	to	get	left	behind;	avoids	the	feeling	of	regret;	makes
uninformed,	inaccurate	decisions.
Loss	Aversion:	Has	a	stronger	aversion	to	loss	than	to	acquiring	gains.	Avoids	assets	with
recent	volatility;	sells	winners	to	lock	in	gains;	holds	losers	in	hope	of	breaking	even.
Regret	Aversion:	Experiences	regret	after	making	a	decision.	Regrets	bad	outcomes	from
decisions	(sell,	buy	and	hold);	holds	low-risk	investments	and	ones	that	are	familiar;
demonstrates	herding	bias;	feels	safety	in	numbers.

COGNITIVE	BIASES	AND	ASSOCIATED	BEHAVIORS

Anchoring:	“Anchors”	to	a	specific	value	or	number.	“Anchored”	to	a	high	stock	price	and	feels
money	was	lost	if	stock	trades	below	that	price;	doesn’t	deviate	from	original	forecast.
Availability:	Influenced	by	info	that	is	easy	to	recall	and	relevant.	Selects	products	based	on
advertising	and	media;	remembers	the	pain;	holds	only	assets	they	are	familiar	with.
Confirmation:	Looks	for	and	notices	info	to	confirm	existing	beliefs.	Dismisses	info	that
contradicts	their	beliefs.	Demonstrates	overconfidence	in	a	specific	investment,	asset	class,	etc.
Mental	Accounting:	Groups	investments	into	separate	“mental	accounts.”	Segregates	wealth
for	different	goals	(i.e.,	college	savings,	retirement);	ignores	the	correlation	of	assets.

We	Focus	on	Fundamentals,	Not	Fears

	

The	International	Monetary	Fund	(IMF)	recently	downgraded	its	2014	global	growth	forecast	to	3.3%,	0.4%	lower
than	its	prior	forecast	given	in	April	2014	and	below	the	levels	of	global	growth	seen	in	2010	and	2011,	when	the
world’s	economies	were	recovering	from	the	global	financial	crisis.1	It’s	important	to	remember	that	this	is	just
one	forecast,	and	it’s	also	important	to	remember	that	not	all	emerging	markets	are	the	same.	The	IMF	actually
increased	growth	projections	in	some	cases.	The	growth	projection	for	developing	and	emerging	Europe	was
increased	to	2.7%	in	2014,	0.4%	higher	than	what	had	been	forecasted	in	April.2	More	specifically	in	the	region,
growth	in	Hungary	and	Poland	was	projected	to	reach	2.8%	and	3.2%,	respectively,	in	2014,	according	to	the	IMF.
Rising	investment	and	declining	unemployment	in	Poland,	and	significant	monetary	easing	and	higher	public
spending	in	Hungary	were	behind	this	more	optimistic	growth	forecast.	Growth	in	emerging	Asia	was	seen	at
6.5%	and	growth	in	Sub-Saharan	Africa	at	5.4%;	both	regions	still	generally	remaining	robust.3

People	are	concerned	about	the	spread	of	the	Ebola	virus	impacting	growth	in	some	affected	African	nations
going	forward,	which	is	something	we	will	be	watching.There	has	been	concern	about	the	prospect	of	rising
interest	rates	in	the	United	States	causing	heightened	volatility	in	emerging	market	stocks	in	the	year	to	come,
but	not	all	markets—or	companies	in	them—will	be	affected	the	same	way.	For	example,	Mexico	has	benefited
from	the	improving	US	economy	as	well	as	from	internal	reform	efforts.	Generally,	in	our	view,	emerging	markets
that	have	prepared	for	higher	US	interest	rates	should	be	able	to	weather	the	transition.	Additionally,	the
eurozone	and	Japan	continue	to	pursue	easy	monetary	policies,	potentially	providing	market	liquidity.

http://blog-dev-mobius.fti-projects.com/pdf.php?p=5879#_ftn1
http://blog-dev-mobius.fti-projects.com/pdf.php?p=5879#_ftn2
http://blog-dev-mobius.fti-projects.com/pdf.php?p=5879#_ftn3


And,	although	the	pace	of	China’s	growth	may	have	slowed,	the	economy	is	still	projected	to		grow	at	more	than
7%	this	year!4	China’s	shift	to	higher-quality,	more	sustainable	growth	as	the	economy	transitions	to	a	more
domestically	driven	growth	model	could	also	help	the	economy	sustain	its	relatively	higher	growth	going	forward.

Meanwhile,	India	seems	to	have	seen	a	revival	in	spirits,	with	GDP	growth	expanding	at	a	robust	5.7%	in	the
quarter	ended	June	30.5	Optimism	surrounding	newly	elected	Prime	Minister	Narendra	Modi	has	been	reflected
not	only	in	the	equity	market,	but	also	in	the	recent	strength	of	the	Indian	rupee.

We	believe	that	a	growing	US	economy,	substantial	monetary	easing	in	Europe	and	Japan,	and	strengthening
domestic	factors	in	certain	emerging	markets	could	present	an	attractive	opportunity	for	investors	going	forward.
We	remain	of	the	opinion	that	longer-term	trends	in	emerging	markets	such	as	investor-friendly	reforms	in	a
number	of	countries,	including	China,	India,	South	Korea	and	Mexico,	moves	to	reduce	barriers	to	trade,
increases	in	technological	expertise	within	emerging	market	economies,	and	the	rapid	growth	in	the	number	and
spending	power	of	middle-class	consumers	all	provide	the	basis	for	sustained	economic	growth	and	rising
corporate	profitability	across	many	emerging	markets.	Meanwhile,	we	continue	to	identify	individual	emerging
market	companies	that	we	believe	trade	at	relatively	attractive	valuations.

Moreover,	it	is	important	to	remember	that	emerging	market	countries	now	represent	a	large	share	of	world
economic	activity	and	equity	market	capitalization.	In	our	view,	the	long-term	investment	case	for	emerging
markets	has	not	changed,	despite	some	shorter-term	fears.	Three	key	themes	remain	in	place:	Emerging
markets’	economic	growth	rates	in	general	continue	to	be	markedly	higher	than	those	of	developed	markets;
emerging	markets	generally	have	much	greater	foreign	reserves	than	developed	markets;	and	the	debt-to-GDP
ratios	of	emerging	market	countries	generally	remain	much	lower	than	those	of	developed	markets.	Those	are
the	fundamental	facts	we	search	for,	while	understanding	that	fears	will	always	play	a	role	in	the	market.

For	more	information	on	the	concept	of	availability	bias,	check	out	our	“Behavioral	Finance	for	Everyday
Investors”	video:

Dr.	Mobius’s	comments,	opinions	and	analyses	are	his	personal	views	and	are	intended	to	be	for	informational
purposes	and	general	interest	only	and	should	not	be	construed	as	individual	investment	advice	or	a
recommendation	or	solicitation	to	buy,	sell	or	hold	any	security	or	to	adopt	any	investment	strategy.	It	does	not
constitute	legal	or	tax	advice.	The	information	provided	in	this	material	is	rendered	as	at	publication	date	and
may	change	without	notice	and	it	is	not	intended	as	a	complete	analysis	of	every	material	fact	regarding	any
country,	region	market	or	investment.

http://blog-dev-mobius.fti-projects.com/pdf.php?p=5879#_ftn4
http://blog-dev-mobius.fti-projects.com/pdf.php?p=5879#_ftn5
http://youtu.be/HQip4i_kGPQ
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Data	from	third	party	sources	may	have	been	used	in	the	preparation	of	this	material	and	Franklin	Templeton
Investments	(“FTI”)	has	not	independently	verified,	validated	or	audited	such	data.	FTI	accepts	no	liability
whatsoever	for	any	loss	arising	from	use	of	this	information	and	reliance	upon	the	comments,	opinions	and
analyses	in	the	material	is	at	the	sole	discretion	of	the	user.	Products,	services	and	information	may	not	be
available	in	all	jurisdictions	and	are	offered	by	FTI	affiliates	and/or	their	distributors	as	local	laws	and	regulation
permits.	Please	consult	your	own	professional	advisor	for	further	information	on	availability	of	products	and
services	in	your	jurisdiction.

What	are	the	Risks?

All	investments	involve	risks,	including	possible	loss	of	principal.	Foreign	securities	involve	special	risks,
including	currency	fluctuations	and	economic	and	political	uncertainties.	Investments	in	emerging	markets,	of
which	frontier	markets	are	a	subset,	involve	heightened	risks	related	to	the	same	factors,	in	addition	to	those
associated	with	these	markets’	smaller	size,	lesser	liquidity	and	lack	of	established	legal,	political,	business	and
social	frameworks	to	support	securities	markets.	Because	these	frameworks	are	typically	even	less	developed	in
frontier	markets,	as	well	as	various	factors	including	the	increased	potential	for	extreme	price	volatility,	illiquidity,
trade	barriers	and	exchange	controls,	the	risks	associated	with	emerging	markets	are	magnified	in	frontier
markets.
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