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EXECUTIVE SUMMARY 

The former U.S. Federal Reserve Chair Alan Greenspan made his now 

famous "irrational exuberance"1 comment about equity market 

valuations a full three years before the dot-com bubble eventually burst 

in March 2000 and equity markets sold off heavily. Momentum can be 

a powerful force in late cycle rallies, with investor psychology likely 

playing a big part in driving markets higher for longer periods of time 

than many industry analysts believe possible. 

 

 

At Russell Investments, we spend a lot of time demonstrating the quantitative reasons 
why one might consider a different approach to investing in today's low-return 
environment–as quantitative analysis remains a critically important component of any 
investment decision. However, we believe it's also important to not overlook the 
behavioural traits that may be necessary when transitioning to a new approach. 
Specifically, the ability to weather the next market downturn may require making 
investment decisions that are uncomfortable, and go against the herd. 

Over the next few years, the trick may be to find an investment approach that still meets 
your near and medium-term investment goals (but may not exceed them), yet has a far 
higher probability of withstanding a severe market downturn, if and when one occurs. 
Similar to being the designated driver at a party, or saying no to that second helping of 
Christmas pudding, avoiding the impetus to capitulate from this more defensive posture 
will likely require sticking to positions that don't feel great at the time, but may likely be the 
best courses of action in order to achieve the outcomes you want in the end. 

But why the impetus—the constant urge to jump ship at the possibility of more short-term 
gain? Why is it so difficult for all of us to adhere to a plan that may very well be in our own 
best interests? 

Enter the theory of behavioural finance. 

  

https://russellinvestments.com/au/insights/authors/martin-jaugietis
https://russellinvestments.com/au/insights/library/the-low-return-imperative
https://russellinvestments.com/au/insights/library/the-low-return-imperative
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Decision-making explained 

Behavioural finance theory has its roots in the late 1960s and early 1970s, when 
psychologists attempted to explain the sometimes irrational behaviour of humans in 
making economic decisions. Two of the leading early academics in the field were Daniel 
Kahneman and Amos Tversky, who in 1979 presented an idea called prospect theory. In 
a nutshell, prospect theory contends that people value gains and losses differently, 
and, as such, will base decisions on perceived gains rather than perceived losses.2 

To demonstrate prospect theory in action, Kahneman and Tversky conducted a series of 
tests in which subjects answered questions that involved making judgments between two 
monetary decisions associated with prospective losses and gains. The following questions 
were used in their study:  

1. You have $1,000 and you must pick one of the following choices:  

 Choice A: You have a 50% chance of gaining $1,000, and a 50% chance of  
gaining $0 

 Choice B: You have a 100% chance of gaining $500 

2. You have $2,000 and you must pick one of the following choices:  

 Choice A: You have a 50% chance of losing $1,000, and a 50% chance of losing $0 

 Choice B: You have a 100% chance of losing $500 

Logic suggests that people choosing B would be more risk adverse than those choosing 
A, and that there might be somewhat of an even distribution of risk-seeking and risk-
averse people. However, the results showed that an overwhelming majority of people 
chose B for question 1 and A for question 2. The investment implication here is that 
people are willing to settle for a reasonable level of gains (even if they have a 
reasonable chance of earning more), but are willing to engage in risk-seeking 
behaviours where they can limit their losses. In other words, losses are weighted more 

heavily than an equivalent amount of gains. 

Relating Kahneman and Tversky's test to today's markets, we are likely in an environment 
presented in question 2—where our portfolios have grown handily over the past nine 
years since the global financial crisis, and where we are now presented with scenarios 
that allow us to either: 

a. Hang onto our existing portfolios and ride the markets a bit more (i.e., the 50% 
chance of losing $0), but in doing so potentially risk an outsized loss (i.e., the 
50% chance of losing $1000); or 

b. Take a more defensive stance (i.e., 100% chance of losing $500) 

To be clear, we're not suggesting taking the example in question 2 literally, as most often, 
adopting a more defensive investing stance doesn't equal negative results. Rather, it 
typically means that it may result in marginally lower returns if the markets keep climbing, 
which—like the designated driver, or the person avoiding that second round of pudding—
may not feel great at the time, but may likely be a better choice in the long run. 
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Multi-asset investing: A potential approach to weathering future storms  

At Russell Investments, we believe that a dynamic multi-asset investing approach is worth 
considering today, in light of our concerns about U.S. equity valuations (which have only 
been this high twice in the past 100 years—in 1929 and 1999). In a multi-asset approach, 
active tilting decisions are often focused on downside risk protection, versus an approach 
that uses a static asset allocation and is therefore fully exposed to any market downturn. 

 

Similar to the results above, prioritising downside protection over growth may seem like a 
tough pill to swallow—yet we believe it may be important than chasing the upside. This is 
because the returns needed to recover after a market downturn increase significantly as 
losses go deeper. To wit, at the extreme end of things, a 50% drawdown requires a 100% 
return just to get back to the same dollar level of wealth.3 

The recent equity market correction in early February 2018 reminds us of the potential 
benefits of multi-asset strategies that have the nimbleness to take a more defensive 
posture when necessary—even if it means only achieving one's objectives for a while, 
rather than exceeding them. It might make things more uncomfortable in the short term, 
but you'll likely end up in much better shape down the road.  

 

1 Speech by Alan Greenspan to the American Enterprise Institute, December 6, 1996 
2 Kahneman, Daniel, and Amos Tversky, 1979. Prospect theory: An analysis of decision under risk. Econometrica, 47(2), 263–292 
3 This was calculated using mathematical principles of percentages. For example, a 10% loss of $100 is $90. An 11% gain—or an additional 
$10—is needed to go from $90 to $100. A 20% loss of $100 is $80. A 25% gain—or an additional $20—is needed to go from $80 to $100. 

 
 

https://russellinvestments.com/au/insights/library/why-downside-protection-may-matter-more-than-upside-growth
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ABOUT RUSSELL INVESTMENTS 

Russell Investments, a global asset manager, is one of only a few firms that offers actively 
managed multi-asset portfolios and services that include advice, investments and implementation. 
Russell Investments stands with institutional investors, financial advisers and individuals working 
with their advisers—using the firm’s core capabilities that extend across capital market insights, 
manager research, asset allocation, portfolio implementation and factor exposures— to help each 
achieve their desired investment outcomes. The firm has AUD$379 billion in assets under 
management (as of 31/12//2017). 

FOR MORE INFORMATION 

Call your Russell Investments client representative on +61 9229 5111 or visit 

www.russellinvestments.com.au for more details. 
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