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Behavioral Economics: 
Protecting Our Portfolios From…Ourselves 
 
“The investor’s chief problem – and even his worst enemy – is likely to be himself.”   

—Benjamin Graham 

 

“In investing, just because you have human failings doesn't mean you have to act upon them.” 

—Barry Ritholz 

 

“When my information changes, I alter my conclusions. What do you do, sir?”  

—John Maynard Keynes 

 

“Las Vegas is busy every day, so we know that not everyone is rational.”   

—Charles Ellis 

 

“It has been shown in a number of psychological studies that people suffer a wishful thinking bias: that 

is, they overestimate the probability of success of entities that they feel associated with.”   

—Robert Shiller  

 

 

* * * 

 

 

If Keynes and Graham were writing today, their insights—like those of Ritholz, Ellis, Shiller and others—

would be taken to support what has become known as the academic study of behavioral economics. 

This still-nascent field is a fascination to many of us at Clear Harbor, as it offers a psychological window 

into the decisions that all of us make in particular economic environments, including some of the most 

persistently vexing attributes of investor behavior. 

Why, for example, do investors tend to buy equities when they appear fundamentally expensive, and 

sell those same securities when they are fundamentally attractive? Perhaps most perplexing, why do 

individuals behave this way in financial markets—even though the very same people would never pay 

$20 per pound for cherries, but instead wait for the grocer to lower the price closer to $3 per pound? 
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Here is a statistic that you may find mind-blowing: the top equity mutual fund in the U.S. over the 

course of the first decade of the 2000s returned on average more than 18% annually, yet the typical 

investor in that fund lost nearly 11% per year. They moved into the fund at its highs, and ran out of it 

during the dips. They succumbed to an emotional reaction at the expense of rational decisionmaking. 

How is this possible? What are investors doing to turn their potential gains into realized losses on such a 

consistent—even predictable—basis? 

Clearly, picking stocks is different from picking cherries. Among other things, the stakes and complexity 

of the transactions are greater. So is the pressure that most individuals perceive to react quickly to 

sudden headlines—a factor typically absent at the local grocery. Behavioral economics recognizes the 

human tendency to respond to news and chase performance, especially when abetted by two great 

enemies of sound investment reasoning: confirmation bias and group think. 

 Confirmation Bias 

Perhaps the most significant contributor to self-defeating investment outcomes is the phenomenon that 

academics and psychologists refer to as confirmation bias. This is the natural human tendency to believe 

that our own judgments are usually correct, and to give greater weight to views that support our initial 

perspective even in the face of contrary information.   

Indeed, investment managers who seek to build a “case” for an investment idea explicitly marshal 

evidence that support their views. Much of this evidence is often compelling. But those who are mindful 

of natural human limitations recognize the risks of such an approach. At Clear Harbor, our process is 

designed to counteract confirmation bias by demanding that we consider perspectives and data that 

challenge even well-formed ideas before acting on our convictions.  

The depths of confirmation bias can be striking. They often go beyond turning a blind eye to information 

we don’t like, and extend to the decision to actively focus on news flow, commentary, and data that 

corroborates existing views. We saw this during the dot-com bubble of the late 1990s and early 2000s: 

despite the fundamentals of the market screaming “sell” in terms of stratospheric valuations, the vast 

majority of investors remained invested in companies that generated little revenue and negative 

earnings. “This time is different,” they concluded—largely on the recommendation of a small group of 

highly vocal analysts whose opinions dominated the media, yet served only to reinforce each other’s 

convictions.   

 Group Think 

That leads us to a related behavioral factor in investment performance, among scores of others being 

studied today: group think. Familiar in its simplest form to anyone who has endured a corporate 

meeting in which few dare to voice dissent, group think is another entirely human—and potentially 

fatal—trait that we must consciously and systematically reject if we are to invest responsibly.   
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Aspects of group think are understandable, even favorable in certain environments. Consensus is more 

socially pleasant than confrontation; convention is more efficient than idiosyncrasy. But today, our 

entire investment landscape is structured around group think, providing cover for mediocre results.  

Most investment managers believe that staying close to the holdings of a given benchmark is safe, while 

the risks of any meaningful departure—in terms of underperformance, or loss of a client or job—can 

appear daunting. These fears typically quash legitimate prospects for outsized returns, or better ways of 

achieving other important client objectives. Though often unspoken, the fear is that clients will punish 

the manager who fails in his or her own way more than the one whose misery finds lots of company.  

At Clear Harbor, we are mindful of our given benchmarks for performance. They help provide context 

for investment decisions in a given area, and a framework for discussion. But we do not hesitate to 

depart from a given index when our fundamental work suggests that better opportunities lie elsewhere. 

We pride ourselves on our commitment to explain these decisions, and how they help shape the specific 

profile of an individual client’s overall portfolio.   

 Pushing Back: The Process Solution 

Recognizing these tendencies is critical to optimizing investment outcomes. So is a candid appraisal of 

our personal ability to withstand portfolio volatility, which reflects our vulnerability to sudden shifts in 

personal priorities that may not be truly justified by world events. Such self-awareness unlocks the best 

weapon we have at our disposal to combat our own worst instincts: a disciplined investment process. 

Our process seeks companies that are attractively valued using fundamental metrics, coupled with a 

structured assessment of management’s own approach to capital allocation. In many respects, we 

evaluate opportunities in the manner of private equity firms: is this a company we would want to own in 

its entirety, apart from the constant fluctuations of the public markets? Do its debt levels, current and 

anticipated free cash flow, earnings growth, and management acumen withstand scrutiny?  

As analysts and portfolio managers, our team’s collaborative process is structured around continuous 

testing of one another on ideas as they pertain to a company, a sector, or even an entire asset class. It is 

the basis of our ability to identify great investments internally, as well as to complete our due diligence 

on external managers we may retain for specialized components of client portfolios. Establishing not 

only a performance record, but more importantly the level of discipline that led to that performance, 

increases confidence that a given manager will act in accordance with the fund’s stated objectives, 

rather than his or her shifting personal instincts as market conditions fluctuate.  

As individuals who are liable to the same behavioral factors as anyone else, we embrace our process 

most at exactly the moment that others ignore it in favor of entrenched biases, consensus thinking, or 

instinctive reflexes when confronted with unexpected market moves. For it is then that we, and our 

clients, benefit most from the “cross-check” of our process discipline. Even in favorable markets, 

investors too often pat themselves on the back for achieving returns more rightly attributable to luck. I 

would go so far as to say that an effective process is, in itself, the true engine of successful investment 

management over any meaningful time horizon.  
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Process is also what separates our approach from a reflexive “contrarian” approach to markets. Equity 

market “perma-skeptics” point to broken politics in Washington, balance sheet expansion at the Federal 

Reserve, and geopolitical unrest as a basis for avoiding fixed income and equity markets alike. “This will 

end badly,” they say, even as markets trend broadly higher. But rather than merely reject prevailing 

attitudes out of hand, we evaluate each view and portfolio management decision systemically from 

several perspectives, with the utmost objectivity, before committing or withdrawing client capital. 

The Clear Harbor culture is one that respects professionals who are in search of best outcomes, not 

proof that their initial perspective was correct. I find this approach to be as valuable in life as it is around 

our weekly Investment Committee roundtable. I urge our professionals and our clients alike: please 

read, listen, and watch less of what makes you feel comfortable, and more of what makes your blood 

boil. Recognize the herd mentality of the market, and our own human tendency toward error. And 

embrace the kind of systematic checks, challenges and thinking that can help tip the scales in favor of 

the candid, the relentless and the prepared.   

Sincerely, 

 

Disclosure: 

Clear Harbor Asset Management, LLC (“Clear Harbor”) is an SEC registered investment adviser with its principal 

place of business in the State of New York. Clear Harbor and its representatives are in compliance with the current 

notice filing requirements imposed upon registered investment advisers by those states in which Clear Harbor 

maintains clients. Clear Harbor may only transact business in those states in which it is notice filed, or qualifies for 

an exemption or exclusion from notice filing requirements.   

The material contained herein is intended as a general market commentary. The commentary may contain general 

information and views that are not directly relevant to your particular account. Opinions expressed herein are 

those of Aaron Kennon and may differ from those of other employees and affiliates of Clear Harbor Asset 

Management LLC. The information contained herein should not be construed as personalized investment 

advice. Past performance is no guarantee of future results. Information presented herein is subject to change 

without notice and should not be considered as a solicitation to buy or sell any security. Any comparison to an 

index, including the S&P 500 and Russell 2000, is for comparative purposes only. An investment cannot be made 

directly into an index, which are unmanaged and do not reflect the deduction of advisory fees. This brochure is 

limited to the dissemination of general information pertaining to its investment advisory services. The current 

account composition is intended for informational purposes and allocations are subject to change. 
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For information pertaining to the registration status of Clear Harbor, please contact Clear Harbor or refer to the 

Investment Adviser Public Disclosure web site (www.adviserinfo.sec.gov). For additional information about Clear 

Harbor, including fees and services, send for our disclosure statement as set forth on Form ADV from Clear Harbor 

using the contact information herein. Please read the disclosure statement carefully before you invest or send 

money. 

http://www.adviserinfo.sec.gov/

