
In focus

Benjamin Graham, the father of value investing, had it right when 
he said over 70 years ago: “The worst enemy of the investor is 
most likely himself,” alluding to the numerous behavioural pitfalls 
making superior investing results an absolute rarity. 

A wealth of research since then has taught us how human decision 
making is filled with frequent and persistent behavioural biases, 
leading to poor financial decision making. Counterintuitively, this 
is true for professional and hobby investors alike.  

Professional investors have a simple goal: to invest more 
successfully than their competition. They have usually been hired 
by their clients to invest their savings, endowments or pension 
funds with the aim of attaining financial targets. 

Usually these financial stewards of capital have the explicit goal 
of achieving investment returns in excess of a predetermined 
benchmark such as the MSCI World or beating a peer group of 
comparable fund managers. 

Easier said than done. Because all of the investors essentially have 
access to the same information and chase the same investment 
opportunities, potential superior investment opportunities are 
quickly competed away. 

Active managers have a poor track record
Empirical evidence has long revealed that the vast majority of 
active professional investors fail to outperform their respective 
passive benchmarks, which their clients could have easily 
replicated using low cost index funds. 

Active investors on aggregate have persistently shown poor 
performance. If there was ever time for them to shine and exploit 
investment inefficiencies, one might have expected this to be 
the case during the volatile times of the Covid pandemic. But 
the evidence is disappointing. Case in point: An analysis by the 
Financial Times shows that only about one in four professional 

portfolio managers investing in the U.S. managed to beat the S&P 
500, the most widely followed equity market index, in 2021. 

The longer term track record of active management is even worse. 
Morningstar, a data provider tracking mutual funds, has reported 
that over the past 20 years less than 25% of actively managed 
equity US fund managers have managed to outperform their 
benchmark. 

This negative picture is confirmed by sophisticated quantitative 
testing. Professors Becker et al (1999) as well as Jiang (2003), have 
published detailed statistical analysis concluding that professional 
fund managers fail to demonstrate superior investment abilities. 

Why such poor results?
One possible explanation is that the investment business is 
highly competitive. Thousands of fund managers compete every 
day for a tiny information advantage in an effort to make better 
investment decisions resulting in superior investment returns for 
them and their clients. However, this pursuit is often elusive and 
often simply creates unnecessary buying and selling, incurring 
costs in the process, reducing investment results. Let’s take a 
closer look. 

If we decompose the aggregate investment results by professional 
money managers into how much is attributed to their buying 
decisions compared to their selling decisions, the results are 
astounding. 

In a landmark paper, Professors Jin and Taffler (2016) looked 
at a large sample of over 3000 fund managers over the period 
spanning from 2003 to 2013. They found that on aggregate buying 
decisions added 1.4% of outperformance per year, while selling 
decisions detracted -1.8% annually in underperformance.

This demonstrates that the majority of fund managers actually 
have a persistent skill in selecting investment opportunities that 
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outperform following the buy decision. However, aggregate 
results are so poor because investors managed to lose staggering 
amounts of money with their ill-timed selling decisions. 

 

In other words, the shockingly and persistently poor selling 
decisions by professional fund managers has by far been the most 
important reason for their poor aggregate results. Given the size 
of the problem, surprisingly little attention is given to  
this shortcoming. 

This paper attempts to address this by explaining why selling is 
so much harder than buying; why most investors struggle in this 
discipline; and finally to offer several pieces of advice of how to 
improve to outcome of selling decisions. 

In brief, we see four main reasons, or “biases” which can explain 
poor selling decisions. Much of this can be explained by human 
psychology, but the good news is that identifying a problem is the 
first step towards fixing it.

The human brain is not evolved for financial decision-making
Let’s briefly travel back many millennia in time and recall how the 
human brain evolved. Humans’ biggest competitive advantage 
over animals has long been our brain and the ability to think and 
solve complex problems. In other words, evolution has helped us 
to develop a brain which is optimised for survival in the wilderness 
in ancient times. This has served our species amazingly well for 
thousands of years but, unfortunately, it leads to frequent fallacies 
and errors when it comes to modern problem solving such as 
rational financial decision making. 

The oldest part of our brain is responsible for processing our most 
primal emotions. Because these reflexes are hard wired into the 
way we think, it is practically impossible to re-train the brain to 
operate differently. 

For example, modern brain neurology has shown that the emotion 
of fear is processed very differently in the brain from the opposite 
feeling for exuberance because it is processed in a different 
location. On the savannah, the risk of death was to be avoided at 
all cost, whereas the potential to catch a tasty dinner was merely 
nice to have. As a result, modern humans continue to think of 
(financial) losses very differently than gains, leading to suboptimal 
decision making. 
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These deeply hardwired psychological processes can help us gain 
a better understanding of why investors tend to make their buying 
decisions so differently from selling. In a rational world, a selling 
decision should merely the inverse of the buying decision. Real 
world evidence reveals that this is not the case. When making 
buying decisions investors tend to think about the future, which 
is precisely what they ought be doing. However, when faced with 
selling decisions they are much more likely to consider the past, 
resulting in ill-timed conclusions. 

Bias 1: Loss aversion, or the risk of focusing on the recent past
This leads us to our first bias, which sees investors fall victim to 
what is called “myopic loss aversion”. This is the tendency to 
shape one’s risk assessment of an investment by the very recent 
performance history. 

If an investment has recently declined in value and is now carried 
at a loss, this loss triggers a fear response in the investor’s brain, 
which in turn leads them to conclude that the investment is 
much riskier than a comparable investment carried at a gain. 
This natural fear of realizing a loss leads most managers to hold 
onto a losing position much longer than is rationally warranted. 
In other words, the urge to get even clouds our judgement and 
often keeps us from focusing on the forward looking risk / reward 
attributes. 

A potential remedy to this bias could be an institutionalised 
framework from automatically reviewing money losing positions 
with an explicit emphasis on the future investment prospects. 

Bias 2: Availability bias, or preference for easy solutions
The human brain has developed a mechanism to reduce a highly 
complex world into easy decisions. One such heuristic is known 
as the “availability bias,” which states that in complex decision 
making we do not consider all alternatives equally but quickly 
jump to the ones which come to mind first. 

This fast default response in which the brain jumps to easily 
available solutions, was a big survival benefit in when living as 
hunters and gatherers but less so as modern portfolio managers. 
Professors Jin and Taffler (2016) have illustrated this point by 
separating portfolio manager decisions into two categories: first, 
those motivated by new money inflows or outflows (liquidity 
events); and second, the remainder of decisions which they 
postulate were driven by relative risk / reward assessments. The 
results were astonishing, when faced with dealing with liquidity 
events, fund managers’ selling decisions were particularly poor. 

As a piece of advice on how to improve their performance, 
investors should always ask themselves the same question 
regardless of what the motivation for selling: which stock in my 
portfolio has the worst risk/reward in the period to come?

Bias 3: Confirmation bias, or the dangers of overoptimism 
A good dose of human optimism is a valuable attribute in many 
aspects of life. Rational decision making is not one of them. 

Our innate tendency to believe that we are right clouds our 
thinking in important ways. Once we have made an investment 
decision, we have bought into its merits and are committed to it. 
Unfortunately, this means that we have a strong bias to interpret 
subsequent data points in a way to appear favourable to our 
original premise. This “confirmation bias” makes it highly likely 
that we will miss important information that runs counter to  
our beliefs. 

To try to overcome confirmation bias, it can be helpful to task a 
neutral outside observer with picking up negative data points. 
Or engaging in a “pre-mortem”, an analysis explicitly focused on 
what data would look like should things go wrong. 

Buying decisions contribute to performance, while selling 
decisions detract

Source: Fund manager skill: does selling matter more than buying, Liang Jin and 
Richard Taffler, 2016.
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Bias 4: Spending more time on buying decisions than selling
A widely cited academic publication by Akepanidtaworn et al 
(2018) adds to our understanding of why professional investors 
are bad at selling stocks in several important ways. They also 
confirm that selling decisions on aggregate are poor. In addition, 
their analysis separates sell decisions into days when fundamental 
news (such as earnings announcements) was published and days 
without relevant financial news. 

Interestingly, when acting on fundamental financial news, sell 
decisions improved substantially and contributed positively to 
overall results (by about 1% per year). However, when selling 
investments on quiet days, presumably without considering 
changes in fundamentals, the results were extremely negative 
(reducing results by -2% annually). 

Conversely, the impact of buying decisions was virtually identical 
regardless of which days the trades occurred on. The obvious lesson 
from this study is to only sell based on fundamental reasons. 

This might seem obvious but under closer reflection there multiple 
other reasons which might distract fund managers and lead them 
to reframe their decision making and sell based on other criteria. 

For example, investors tend to allocate vastly different amounts 
of time to buy versus sell decisions. Often countless hours go 
into the buy analysis including writing lengthy reports, extensive 
quantitative modelling and intense team discussions. On the 
flipside, the determination to sell often happens much faster, 
perhaps suggesting that it is lacking sufficient analysis. 

As a process improvement, investors should shift a more 
meaningful portion of their time budget towards sell decisions. 

When buying into an investment it is natural to intensely consider 
the risk / reward of this decision. Often the focus of the selling 
decision is quite different. 

Imagine an investor has found a promising investment 
opportunity and now has to find something to sell in order to 
fund this purchase. In an effort to “raise capital” it is entirely 
conceivable that a sell decision will be made without sufficient 
analysis. Before pressing sell, investors should exercise self 
reflection and ask themselves why exactly they are selling. 
Whenever the response is something other than the fundamentals 
of the stock in question, perhaps they should think again. 

A final major difference between buying and selling is that 
portfolio managers usually employ elaborate quantitative tools 
decomposing the performance attribution of each of their 
holdings. As such, they tend to be keenly aware of how much their 
investments have contributed to the total performance. However, 
as soon as an investment is sold it usually ceases to be tracked. 

In other words, the portfolio manager tends to lose sight of how 
a stock has performed after having been sold. It is hard to learn 
about the success of your selling decisions, if you stop measuring 
their performance attributes. The remedy to this shortcoming is 
obvious: set up a measurement tool analysing the timing of each 
sell decision. 

Cognitive biases affect all realms of life
While this article has focused on decision making in the financial 
industry, its conclusions and lessons can be equally applied to 
many aspects of everyday life. Because stock prices change daily 
and investment results are objectively measurable, the field of 
fund management naturally lends itself to studying cognitive 
biases. At the same time, considering other walks of life can be 
equally fascinating. 

For example, an unhappy engineer might be unwilling to change 
careers because of the countless hours of training they have 
already invested. This might be a very similar thought process to a 
fund manager who refuses to sell a fallen investment because of 
loss aversion. In both instances, the individual refuses to face up 
to the fact that a mistake has occurred in the past (known as sunk 
cost fallacy). 

In an effort to save face, we try to convince ourselves that, by 
waiting, things will fix themselves. But rarely do mistakes fix 
themselves while we’re looking the other way. In both instances, 
one should think about the future rather than the past and 
realise that selling at a loss might be the optimal decision for a 
brighter future.   

Bias What happens How to improve

Myopic loss 
aversion

Suffering a loss and 
reacting with fear, for 
example, freezing and 
refusing to admit and 
investment thesis is broken

Set up automatic thesis 
review triggers and focus 
explicitly on forward 
looking risk/reward

Availability 
bias

Substituting a complex 
question for a simpler one 
which is easier to answer

Maintain focus on whether 
fundamental prospects for 
a company have changed

Confirmation 
bias

Only considering 
favourable data

Conduct pre-mortem.  
Gain input from neutral 
outside observer

Framing  
bias

Selling for non-relevant 
reasons, or spending more 
time on buying than selling 
decisions

Only sell when 
fundamantals have 
changed, and spend more 
time on analysing sell 
decision
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is prohibited. 

Any data contained in this document has been obtained from sources 
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the accuracy or completeness of any such data. 
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Past performance is not a guide to future performance and may not 
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originally invested. Exchange rate changes may cause the value of 
any overseas investments to rise or fall. This document may contain 
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note that any such information is not a guarantee of any future 
performance and there is no assurance that any forecast or projection 
will be realised. 
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