
 

 

How to deal with inherent bias  

Nick is responsible for servicing financial advisors who make use of Northstar Asset Management. Daniel is 

responsible for the operations team who service our private clients.  

This is a new column in our quarterly aimed at financial advisors and the issues they might consider important for 

their clients. We intend to keep it focused on investments, rather than the other aspects of financial planning. One of 

the main concerns advisors have is how to assist clients to make the best decisions for their personal circumstances. 

Advisors generally run through a six-step financial planning process to deliver a holistic financial plan to clients. These 

plans are reviewed annually or when circumstances change. The problems begin when there are unwarranted 

deviations from the plan. 
 

This is where behavioural finance can help clients and advisors understand human behaviours that may derail a well-

thought-out financial plan. There is a lot of ground to cover on this topic, so we are only going to touch on some key 

aspects in this article. 

 
Behavioural finance attempts to explain stock market anomalies such as severe rises or falls in stock prices in terms 

of non-logical human behaviour. It developed from a belief that the efficient market hypothesis (EMH) does not 

explain anomalies found in the real world. 

 
EMH was developed in part by Eugene Fama in the late 1960s. It suggests that it is impossible to beat the market 

because prices already incorporate and immediately reflect all relevant information. The theory has many critics, 

notably George Soros who said, in 2009 after the financial crisis, “On a deeper level, the demise of Lehman Brothers 

conclusively falsifies the efficient market hypothesis.” EMH assumes all investors are rational and that they will 

incorporate new information into their current understanding and accurately assess the probability of a future event 

based on this information. They will then use this information to make decisions based on the attractiveness of the 

opportunity, taking risk into account. 

 

The potential anomalies to EMH with reference to behavioural psychology 

 
Representativeness bias 

The assumption that all investors are always rational is flawed. Research has shown that people do not behave in a 

rational manner when reacting to new information, and they give more weight to recent information than prior 

information. 

 
Overreaction bias 
Positive or negative news in the press results in overreaction, as investors become overly pessimistic or optimistic in 

response to a succession of positive or negative news stories. 

 
The herd instinct 
People will follow popular trends without much investigation or thought on the matter. You are talking to friends at a 

braai over the weekend and they all say you should sell your share portfolio and buy a passive index tracker instead - 

"Everyone is doing it." 
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Framing 
People tend to reach conclusions based on the 'framework' within which a situation was presented. Dr Daniel 

Kahneman, Nobel Prize-winning author of Thinking Fast and Slow gives the following example of choices: 

1. Would you accept a gamble that offers a 10% chance to win $95 and a 90% chance to lose $5? 
2. Or, would you rather pay $5 for a lottery ticket with a 10% chance to win $100 and a 90% chance of winning 

nothing? 
Kahneman says far more people choose the second option. This is odd because from a rational, economic perspective 

the results are identical. You either end up $95 richer, or $5 poorer. 
 

The psychological explanation is that the first example expresses a high risk of losing $5. The second example frames 
the $5 as a small cost for the chance to gain $95. We react more negatively to losses than costs, which plays into human 
nature and our natural aversion to loss. 
 

Mechanisms to manage irrational human instincts 
We have spoken to some financial advisors about how they manage potential biases and these are some of the 
actions they recommended. 
 

• Identify your or your client’s possible
biases. Understand what circumstances give rise to these. This requires some research on your part. 

 

Doing some research into the biases that could trip up your carefully crafted investment plans could save you making 

some avoidable mistakes. Here is some suggested reading: 

 Thinking Fast and Slow; Daniel Kahneman.

 Why Smart People Make Big Money Mistakes and How to Correct Them: Lessons from the Life- Changing Science 

of Behavioural Economics; Gary Belsky.


• Set up systems to compensate for your biases. 
 

Play devil’s advocate and question all your assumptions. Do not always trust your intuition, which could be based on 

some unconscious bias. Set up systems to ensure all your advice is underpinned by rational research. This is not only 

a legislative requirement for advisors and a key clause in the General Code of Conduct for Certified Financial Planners. 

It also serves as a reminder of the factual basis for financial advice if you cannot remember, six months later, why you 

decided to invest in a particular fund or use a specific asset manager.  

 

Make incremental decisions based on research, statistics and frameworks. Get feedback on these decisions and 

evaluate it. This will enable you to make a rational decision when you think you should change your asset manager or 

some aspect of your investment plans based on recent news articles. 
 

• Check that your asset manager is doing thorough research.
Does your asset manager have a thorough research process? Can they explain it to you in a detailed, logical way? 
 

Employing an asset manager with a deep research based investment philosophy, who uses in-house proprietary 

research, means there is less likelihood of herd behaviour and other biases. When managers put heavy weighting on 

sell-side research and analyst recommendations, it creates a potentially fertile ground for herd behaviour. 
 

Large investment banks, and the analyst recommendations and newsletters they produce, are susceptible to herding. 

Sceptics believe these stock recommendations are open to internal influences, due to the firms being researched, 

being either clients, or would-be clients of the investment bank. Academic research has shown that there are various 

motives behind the herding behaviour of analysts. 
 

A leading theory is based on a reputational model, where an analyst’s reputation has a large effect on the potential 

for herding. For example, an inexperienced analyst has a greater incentive to hide amongst the herd than an 

experienced analyst. Or where analysts with elevated reputations and high salaries, are less likely to go against the 

grain to protect their status and remuneration. 

 



 

 

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002  

 

Northstar Asset Management Proprietary Limited is an 

authorised financial services provider in terms of the Financial 

Advisory and Intermediary Services Act 2002.  All information 

contained in this document should not be construed, or relied 

upon, as advice. If you require financial and/or investment 

advice, please engage the services of an independent 

financial adviser.  
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So, it is important to ensure your chosen investment professional’s investment decisions are well documented, with 

accompanying deep research which is formulated by an investment committee using a tested framework. 

 
If your asset manager does not have a documented, research-based process for stock picking, as well as a method to 

clearly understand the potential risks relative to prospective returns in a portfolio - how do you know they are not also 

falling into the bias trap or following the herd?  

 
 

 

 

 

 


