How Investors Miss Big Proﬁts
Mutual funds are permitted to report investment returns for one, three, five and 10 years (“alpha”),
but how many investors actually kept their investments unchanged for those specific periods? If all
investors did not hold on to their investments for those precise periods, then they had to be doing
better or worse than was being reported.
Alpha is a measure of performance on a risk-adjusted basis. Alpha takes the volatility (price risk) of a
mutual fund and compares its risk-adjusted performance to a benchmark index. The excess return of
the fund relative to the return of the benchmark index is a fund’s alpha. Simply stated, alpha
represents the value that a portfolio manager adds to or subtracts from a fund’s return. Investors’
alpha is the value a retail investor adds to or subtracts from the alpha delivered by the portfolio
manager. The return of the respective index is considered to be zero alpha, so any excess over the
index is considered positive investor alpha.
Louis Harvey developed a calculation that would measure whether mutual fund investors were
actually earning more or less than the reported alpha. In 1994, DALBAR issued the first Quantitative
Analysis of Investor Behavior (QAIB), showing that investors had severely underperformed the
average mutual fund alpha! This underperformance continues to this day.
This shocking finding of underperformance led to research to understand how and why millions of
investors were missing so much of the alpha and, ultimately, what they could do to capture more of
the profits that funds were earning.

Buying High and Selling Low
The first breakthrough came when it was discovered how long investors kept their money in equity
mutual funds. If the money was not invested, then the profits would be lost. The research found that
instead of holding investments for 20 years or more, investors were in and out in as little as two to
three years. It was clear that investors had to remain invested for a longer time period if they were
to capture more of the alpha of mutual fund managers.
The analysis then discovered the pattern of behavior that led to the short time horizon. It was simple
enough. It found that investors withdrew funds in greater volume following a market decline, thus
losing much of the profits they had earned. This meant that mutual fund investors were selling
investments long after the large institutions had taken their profits!

Almost as destructive as withdrawing in a down market was waiting for the market to recover to
start investing again. Yes, the research proved that investors were adding to their investments when
the prices were highest and withdrawing when prices were low.

Reasons for the Irrational Behavior
But why would mutual fund investors act so irrationally? Were they being advised to do this? After
interviewing several hundred investors after market downturns, the finding was clear. Investors
decided to get out of their investments to avoid further losses. They lacked the confidence that the
market would rise again and restore the value that once was theirs. This phenomenon was later
described as the psychological behavior of “loss aversion.”
On the other hand, confidence was restored after months of rising markets and at that point the
inflows resumed. This phenomenon was later attributed to the psychological behaviors of “herding”
and “media response.”

Further research showed that loss aversion, herding and media response were not the only forces
that caused the loss of profits. In all, we found that there were nine psychological behaviors that
were to blame for the underperformance in one way or another. Table 2 defines the nine
psychological behaviors that affect investor returns.

Use, Instead of Fighting, Psychological Behaviors
With the problem clearly identified, the solution seemed simple, at first. If investors were taught to
make rational decisions, they could avoid the psychological traps. After years of investor education,
there was some improvement, but the basic problem remained. The market meltdown of 2008 was
solid evidence that investors still reacted to their psychological instincts.
Further research was clearly necessary. This research led to another way of making better
investment decisions. Instead of trying to change psychological behaviors, this new approach takes
advantage of them. Specifically loss aversion, narrow framing and mental accounting are deployed.
The psychological strategy is to protect the portions of investments that are most critical to the
investor, while permitting risks with portions where time will permit losses to be recovered.
The term for this strategy is purpose-based asset management (PBAM), in which investors subdivide
investments and associate each subdivision with a specific purpose (Figure 2). In this way, each
subdivision can be assigned a different risk tolerance and invested accordingly. For example, one
subdivision might be “minimum acceptable retirement income,” which would be very conservatively
invested. The subdivision for the purpose of “inheritance” could be more aggressively invested.

The result of this purpose-based system is that the loss aversion is avoided for the minimum
retirement income, while the short-term ups and downs of the inheritance portfolio are tolerated
without the temptation to sell at the worst-possible times.
Implementing PBAM is actually quite simple, but it does require some discipline to start. Here are
the steps:

1. Identify Purposes
Define each major purpose of funds and for each determine:
Approximate time frame when funds will be needed;
Minimum needs:
Lump sum that will be needed,
Monthly payments that will be needed and
Duration of monthly payments that will be needed; and
Optimum needs: How much more than the minimum would be needed for desired results:
Lump sum that will be needed, and
Monthly payments that will be needed.

2. Prioritize
Arrange purposes in order of importance, taking each minimum and maximum separately—for
example, minimum retirement income may be more important than minimum education, but
optimum retirement income may not be.

3. Fund
Identify the available sources of funds:
Capital such as cash, investments, real estate;
Loans, including lines of credit, mortgages, other debt facilities; and
Earnings that can be used to accumulate capital or fund monthly payments.
Using the prioritized list, assign funds to each purpose in order of priority from available sources.
Stop when funds are exhausted. Only those purposes that are funded can be considered.
If necessary, repeat Step 2.

4. Invest
Develop an investment plan that includes:
Setting a risk level for each funded purpose;

Grouping purposes with similar risk levels;
Selecting investment vehicles; and
Laying out a transaction plan as needed:
Redeploy existing capital and debt,
Make investments, and
Initiate accumulation plan.
Investors using PBAM have selected a variety of purposes to allocate investments, including:
retirement income,
education,
health,
debt payment,
real estate,
home improvements,
automobiles,
vacation/travel,
purchase a business interest,
transfer to heirs,
charity,
speculation, and
other major purchases.
Adopting PBAM assures that investments are properly deployed and the panic of market volatility
can be weathered with the confidence of knowing that you are not losing alpha and that the essential
funds are protected.
It is hoped that over the next decade, investors will use prudent investment strategies, such as
purpose-based asset management, to avoid the tragic loss of reacting emotionally without the safety
net of a program that incorporates investor psychology.
This is an abridged version of an article written by Louis Harvey for the October 2012
issue of the AAII Journal. An unedited version of the article can be found here.

