What Bonds and
Have in Common:
An Exploration of Efficient Markets
and Behavioural Finance
by | Ben Homsy

Like gamblers, investors are subject to cognitive biases that can
lead to illogical investing decisions. Recognizing these biases can
help reduce their impact on an investment portfolio.
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hat do blackjack gamblers and pension funds
have in common?
To be clear, gambling is not a form of investment; it is a form of entertainment. No investment manager
would ever put a client’s capital to work in something that,
over the long run and on average, essentially is guaranteed to
generate negative real returns. But from a behavioural finance
perspective, the gambler who stays too long at the blackjack
table in an attempt to make up losses bears some similarity to
the investor who holds onto a losing stock too long.
Behavioural finance—which examines investor behaviour
and how it affects what is observed in financial markets—is a
study of human behaviour. The cognitive biases of human
beings have been suggested as a possible explanation for
pricing anomalies in financial markets.
The 48th Annual Canadian Employee Benefits Conference is being held in Las Vegas, Nevada in November and
provides a useful backdrop to draw comparisons between
investing and gambling.

An Initial Observation on Efficient Markets
The efficient market hypothesis suggests that financial
markets, including bond prices, reflect all available information. “A market in which prices always ‘fully reflect’ available
information is called “efficient.”1
This is great in theory but, in reality, markets are not perfectly efficient.
There are, for example, a number of frequently observed
pricing anomalies in financial markets that are evidence of
inefficient markets. One simple example is the January effect,
where researchers since the 1980s have documented the tendency for stock markets to generate significantly higher returns in January than in other months.
Researchers have attributed this anomaly to:
1. Tax-loss selling. Investors crystallize capital losses on
securities by selling them in December, and then theyrepurchase them and push up stock prices in January.
2. Portfolio window dressing. Investment managers sell
their riskier securities prior to December 31 to avoid
disclosing these holdings so that their portfolios appear less risky.
There are numerous other market anomalies like the Jan-
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Figure 1
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uary effect, each with varying degrees of statistical support.
But in combination, these anomalies are enough to suggest
that financial markets are not completely efficient.
By analyzing and taking advantage of these inefficiencies,
active investment managers may be able to generate superior
risk-adjusted returns.
Inefficiencies also can extend, unfortunately, to clients that
benchmark portfolio performance to indices. In fixed income,
many pension plans use a universe bond index—essentially a
weighted average of all outstanding debt in Canada—to
benchmark portfolio performance. However, the universe of
outstanding debt may not represent an efficient portfolio for
every investor, particularly for pension plans with liabilities
that may bear significantly different sensitivity to changes in
interest rates. In addition, the index by definition has a higher
weighting in corporate issuers that have higher levels of outstanding debt—not necessarily the best investment strategy
for managing credit risk exposures in a diversified portfolio.
Having demonstrated that inefficiencies exist in financial
markets, a significant cause of such inefficiencies—cognitive
bias—merits exploration.

Cognitive Bias Parallels
in Investing and Gambling
A cognitive bias is defined as when “individuals draw inferences or adopt beliefs where the evidence for doing so in a
logically sound manner is either insufficient or absent.”2 In

behavioural finance

other words, it is when human beings
act in ways that are not entirely rational.
Cognitive biases exist in both investing and in gambling. In fact, one such
cognitive bias is commonly referred to as
the gambler’s fallacy. This occurs when a
gambler or investor draws inferences
about future outcomes based disproportionately on recent outcomes or events.
The classic gambling iteration of this bias
occurs in roulette. Casinos often will display a series of prior outcomes, including
the outcome’s color (red, black or green
for zero) adjacent to the roulette wheel.
An unsophisticated gambler might assess
that a consecutive series of “red” outcomes increases the probability that the
next outcome will be “black.” This is a
fallacy, since each roulette wheel spin is a
statistically independent event with an
identical set of probabilities for spin outcomes (48.65% black, 48.65% red and
2.70% green) (Figure 1).
In fact, there might even be a counterargument to be made in such cases.
If a coin flipped 999 times always lands
on heads, one arguably should consider
the likelihood that the coin is weighted
or double-headed and that the probability of the next coin flip being heads
might not be 50%.
The gambler’s fallacy might also appear in certain investment decisions. For
instance, if the past nine investment decisions have resulted in losses, the investment manager might infer a higher
probability that the next investment decision will generate a gain. (To be fair, in
this instance, the investment decisions
arguably are not statistically independent
events and probably suggest reconsidering the choice of investment manager!)

Loss aversion is another example of
a cognitive bias with parallels in both
investing and gambling behaviour. Loss
aversion is different from risk aversion,
which is the preference investors have
for lower risk or volatility associated
with generating (either higher or lower)
returns. Loss aversion bias suggests that
the preference for avoiding risk is
asymmetric, i.e., investors and gamblers both dislike losses more than they
like comparable gains. This phenomenon is clearly evident in the overreaction anomaly, where market sell-offs
tend to be more volatile than market
rallies.
Disposition effect is another cognitive bias in which investors and gamblers alike tend to avoid realizing losses
but seek to realize gains. In gambling,
the gambler’s tendency to avoid leaving
the casino when he or she is down just
50% of his or her allocated capital is
rare (most will play until they have lost
100% of their allotted capital or until—
in rare circumstances when their win-

nings are significant—they have a moment of clarity and cash out).
Investing suffers from a similar disposition effect: Investors have a tendency to sell winning positions but
hold onto losing positions. Some might
argue that this disposition effect is
completely rational and should occur
as part of a portfolio’s rebalancing out
of outperforming companies or sectors.
However, the counterargument is that
the losing investment might in fact be a
losing investment because the original
investment thesis was wrong. Addressing this disposition requires reassessment of the investment portfolio
against the original investment thesis to
ensure congruency, rather than solely
based on avoiding taking losses.
Confirmation bias is the tendency to
search for, interpret or recall information in a way that confirms one’s beliefs
or hypotheses. In blackjack, confirmation bias appears when the gambler recalls all of the instances when the third
base player (the player who is dealt

Takeaways
• W
 hile gambling is not a form of investment, from a behavioural finance perspective,
some gambling behaviours are similar to investor behaviour.
• A
 number of pricing anomalies in financial markets provide evidence that markets are
not perfectly efficient. Cognitive biases, such as loss aversion and risk aversion, are a
significant cause of market inefficiencies.
• F or example, loss aversion suggests that investors (and gamblers) dislike losses more
than they like comparable gains and is evident in the overreaction anomaly where
market sell-offs tend to be more volatile than market rallies.
• B ond investors should be particularly mindful of a subset of cognitive biases known
as heuristics, some of which can result in suboptimal decision making.
• T he availability heuristic is one of the heuristics that can affect fixed income markets.
As an example, fixed income market participants who have not been through an
interest rate tightening cycle might underestimate the level of market volatility such
a cycle might cause.
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figure 2
Individuals’ Assessment of Their Own
Job Performance
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cards last) has a perceived adverse impact on the outcome
but never recalls the instances when such impact is favorable.
Confirmation bias also appears in bond investing: The investor seeks out research that perhaps supports his or her view
on interest rates and places less emphasis on research that
challenges that view. Confirmation bias is particularly dangerous in fixed income investments, where the risk profile is
asymmetric given the low probability but high impact of default risk. For fixed income investments, the investment
manager needs to be open to new information that might
alter the analyst’s assessment of credit risks, even if that is not
the analyst’s own view.
Finally, overconfidence itself can be a cognitive bias.
Gambling unfortunately brings out the worst in human be-
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ings’ bias for overconfidence. (There is a reason some casinos
offer free drinks to their gambling benefactors.) Investment
managers are also not immune to overconfidence. In his
2006 study Behaving Badly, researcher James Montier found
that 74% of the 300 professional fund managers surveyed believed they had delivered above-average job performance. Of
the remaining 26% surveyed, the majority viewed themselves
as average (Figure 2). Incredibly, almost 100% of the survey
group believed that their job performance was average or
better. Clearly, only 50% of the sample can be above average,
suggesting the irrationally high level of overconfidence these
fund managers exhibited.3
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The above list of cognitive biases is far from exhaustive
but illustrates how such biases can affect behaviour in both
investing and gambling.
It is impossible for us as human beings to completely
eliminate all cognitive biases. In fact, the belief that we can
identify more cognitive biases than others and are less subject to those biases than other people is itself a cognitive bias
referred to as the blind spot bias.
However, investors can be mindful of when their own decisions might exhibit such tendencies. Furthermore, cognitive biases create investment opportunities as the biases
themselves cause pricing anomalies.
Investment managers with a value-based investment
framework attempt to take advantage of cognitive biases
such as loss aversion to invest in securities when markets
overreact. In the same context, value-based investors attempt
to avoid cognitive biases like herding (the tendency to believe
things because other people believe them), which can result
in irrational market pricing, or bubbles.
Pension plan trustees can also benefit by recognizing
these behavioural finance concepts at work. For instance,
manager selection or asset allocation based primarily on historical information might lead to suboptimal decisions.

A Brief Discussion on Heuristic Techniques
One particular subset of cognitive bias is known as heuristics, or rules of thumb. A heuristic is any approach to
problem solving, learning or discovery that employs a practi-
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cal methodology not guaranteed to be optimal or perfect, but
sufficient for the immediate goals.
Because of the complexities and quantitative nature of
fixed income securities, investors in bonds need to be particularly mindful of certain heuristics that can result in suboptimal decision making.
For instance, the availability heuristic is the tendency to
overestimate the likelihood of events with greater “availability” in memory, which can be influenced by how recent the
memories are. For example, many fixed income market participants in the United States have not worked through a
rate-tightening cycle and, therefore, might underestimate the
level of market volatility that such a cycle can cause. On the
other hand, they might also apply such rules of thumb in assessing the pace of U.S. Federal Reserve monetary policy
tightening that has held historically but which would not be
applicable in the current context.
Another heuristic that had a clear effect on fixed income
markets was the familiarity heuristic. This is a mental shortcut in which circumstances underlying past behaviour are
inferred to still hold true. For example, until the early
1990s, Canadian fixed income markets traded high-coupon
bonds at a discount to bonds with lower coupons. The rule
of thumb for the past 20 years was that an investor should
expect to receive a discount equivalent to 0.10% in yield for
a high-coupon bond where the coupon was 1.00% above
par. However, analysis of the discounted cash flows of
higher coupon bonds in an environment of upward-sloping
interest rate curves suggests that the high-coupon bonds
should actually trade at a small premium, rather than a discount, over par coupon bonds. Once institutional investors
in the early 1990s began to employ this analysis, the anomaly largely disappeared from the Canadian market over the
subsequent year.

Conclusion
Investing in bonds or other capital markets largely is done
by human beings who can be subject to cognitive biases,
such as those described above. These same cognitive biases
often also apply to many other areas of human behaviour,
including gambling, where inferences about risk and return
may be drawn in an illogical fashion.

Acknowledging these biases is an important first step to
reducing their impact on an investment portfolio as well as at
the blackjack table.
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The forward-looking information contained in this article is based
on our current expectations about future events. Forward-looking statements are not guarantees of future performance; the assumptions upon
which they are based may not prove to be accurate. Actual results could
differ materially from those expressed. Do not place undue reliance on
forward-looking statements.
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