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Agenda

We will cover three main topics:
1. Whatis behavioral finance?
2. How is behavioral finance meaningful to me?

3. How can behavioral finance impact my investment considerations?
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What is behavioral finance?

We’'re better when we’re connected®



The cycle of market emotions
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Chart source: Westcore Funds / Denver Investment Advisers LLC 1998
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The average investor underperforms

Average Annual Returns Over the Past 20 Years, 1995-2014

10%

Stocks Bonds Gold oil Int’l Stocks Homes Avg.Investor Inflation

Source: BlackRock, Bloomberg, Informa Investment Solutions, Dalbar
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Two lines of identical length
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Can be made to appear different by changing perspective

Muller-Lyer illusion
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Are you a risk taker?

Imagine that you bought $6000 worth of stock from a now bankrupt
company. There are two alternatives to recover money...

Would you choose A or B?
Alternative A

e Recover $2000

Alternative B

e 1/3 chance $6000 recovered

 2/3 nothing recovered

92% go for A

Source: Wang, 1996
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Different perspectives can change risky choice

Imagine that you bought $6000 worth of stock from a now bankrupt
company. There are two alternatives to recover money...

Would you choose A or B? Would you choose X or Y?

Alternative A Alternative X

* Recover $2000 * Lose $4000

Alternative B Alternative Y

* 1/3 chance $6000 recovered = 1/3 chance nothing lost

* 2/3 nothing recovered = 2/3 chance $6000 lost
92% go for A 67% go for X

Source: Wang, 1996
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What is behavioral finance?

Behavioral finance is the study of human behavior in a financial context, and
acknowledges that the human side of investing is critical to investment success.

Traditional Finance Behavioral Finance

Bond

A, A

Aggressive Conservative
Stock Fund Stock Fund
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How is behavioral finance meaningful
to me?

We’'re better when we’re connected®



What is your Investment Personality?

Investment
Mindset

Investment
Purpose
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> My unique mindset about investing
that reflects who | am.

> The most important elements of my
investment journey that help define

the right investment approach for me.

> The people and purpose | am
investing for.
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Example: What is your Mindset toward risk?

Forced decision between Choices 1 and 2...
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Choice 1: Receive S20 in cash

OR

Choice 2: Flip a coin

* If heads, you receive SO

* If tails, you receive $100
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Example: What is your Mindset toward risk?

Forced decision between Choices 1 and 2...

Choice 1: Receive $1,000,000 in cash

OR

Choice 2: Flip a coin

* If heads, you receive SO

* If tails, you receive $5,000,000
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Is the market really like a casino?

Odds of Winning at Various Casino Games Percentage of Years U.S. Stocks Posted Positive Returns
Over Rolling Periods (1926-2014)

44.7%

1-Year 3-Year 5-Year 10-Year 15-Year

Rolling Monthly Returns

Source: Morningstar Direct
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Group decision making: Asch Experiment

* Participant is brought into a room with other people

* In sequence, each person judges line lengths: which is most similar to the target...
A, B, or C?

A B C Target
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Information sharing

No! No!

You've got to A thousand times
be kidding! no!
Heaven Say it

forbid! 0 ain’t so!

, “Aye.” o

“All those in favor say ‘Aye.”
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Information sharing

“Well heck! If all you smart cookies agree, who am | to dissent?”
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Information sharing

“I'd like your honest, unbiased and possibly
career-ending opinion on something.”
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How can behavioral finance impact
my investment considerations?

We’'re better when we’re connected®



Understanding your own Investment Personality

Investment Investment Investment
Mindset  Approach  Purpose

14
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Investment Personality whitepaper & questionnaire

SPRING 2012

Innovations in Behavioral Finance: O [ e

Back of Amarica Comporation

My Investment Personality

How to Assess Your Investment Personality

WEALTH MANAGEMENT INSTITUTE WHITEPAPER

Your Merrlll Lynch Financial Advisor will wark with you m help you make Investmen-relaved declsions
tallored to your unique goals and needs. To create a staning poine for a conversarion ahour wha you are
a3 an Ivestor and what ks Imporant o you, please ansaver the following questions 1o the best of your
abiliry. There are ma right or wrong answers 1o ary of the guestions, no math w soke—|ust answers

MICHAEL LIERSCH, Director
ANIL SURL, CIO, Multi-Aszet Clase Modeled Solutions

How can an investor avoid costly reactions to the ups and downs in

93

fi ial markets? Behavioral finance a solntion: An investor
can embrace—rather than reject—personal and emotional needs.

By better understanding the makeup of her unigue Investment
Personality, an investor can enhance the opportunity to make
decisions that are right for her.

re you a bull or a bear? Not sure? Well, you are not alone, Individual
investors” six-month forward-looking view on markets started 2011 on
an optimistic note, with 56% of investors identifying themeslves as bulls
and only 18% as bears.' However, sentiment quickly turned negative,

with bears dominating bulls by mid-March, corresponding with the Japanese earthquake,

tsunami and subsequent Fulushima nuclear power plant crisis. From that point on,

bull /bear dominance flipped ot once or twice, but nine more times through the end

o 2011 (see Figure 1).

Figure 1: Bull/Bear markat sentiment—Amarican Investors’ view on future stock markat
performance In 2011 (6-month forward-looking view).

Importantly, bullish or bearish sentiment can define an investor’s strategy: Bears may
attempt to profit from falling markets, whereas bulls may attempt to benefit from rsing
markets? Without a clear forward-looking view, what is an Investor to do? Behavioral
finance, the study of how investors make real mvestment decisions, can help: Rather
than focus on markets, the investor can shift focus to an alternative that is much mere
in her control —investing according to her personality and goals.

KEY IMPLICATIONS

Understanaing one's Investment
Personaifty—the Investor's Mindset
toward risk, her Approach to bulldrg
an Investment stralegy and her
Purpose fof Investing —can help the
IrWeStor and Ner Fnancial ADViscr
tallor @ unique. and comprehensie,
fnancial sUBtagy best sultad 10
achileving her goals.

EVesimEnt dollars.

By making the Investor—rather than
markets of Ivestments—the focal
polnt of the Imestment comversation,
the Financtal Advisor and e
Investor may be able to enhance
Investment oulcomes.

The et were newsal. ol e
<o Eweg,"F  Locks Like 2 B

taken o the A
The Wl Streat foum, Dctober

Resaciaton f indebdial et ] woekly senamert aevey o kil neesors

Merrl Lyrch Wealth Management makes svadable products and serwes offered by Merrl Lych, Peroe, Fenner & Smish Incorporased [MLPFAS) and cther subisiianes of Barik of &menca

Corporation. bveszment procucts:

‘Are Wot FOIC Insared Are Not Bank Guarasteed

May Lose Vaime

WMLPFAS 1 2 eglsored roher-deaber, Memer SPC and 2 whally cwned subsidiry of Senk o Ameriza Coperstin.

Merrill Lynch

Bank of America Corpaoration

thet can help us to bemmer unoerszand you.

Quastionnaira

w

n

1 believa chat | hava 3 lox of Ivesmen: experiene:
1 fioed tham | ey b abke oo ajust my ey ke and spending t
WCHTITOAND Changes In the vaue of my Investmoncs.

1 fiesd tham | ey v an unforeseen resd for 3 lnge amour of mongy
In e funsm.

It IS My pOrEROCtME Tha The histodcal honofics of 1aking Invostmen risk
may contine o e frs.

1 befiowa my own financial houss should be In orer bafor Investing
for—ar gving monay —family members or the communky 2t lage

My Family 15 the most imporant gar of my (e

o
g . u Investment Mindset
Sy The imestor's comioet with, and R h . _ )
5 amd sy e wesra T 7. Iwan oo persorlly make repuar chEnges 1 my Invesemen: pprach
gm - = I 3N FACDMPE 00 IMPIOVE FYSENT M.
E The clements, or solutions, that
Eiw.-- T s ey B | e no INEErest In ieaving behing @ sutsianal sum of mensy ©a

" strategy to help the Investor chariy or a nonprofic

T stz Investea.
L A R R A . 5. 1 spend very |l tme wonyIng St kosing my principsl
Dk — Boosh The reasons that the investor [ov original Invezmanth
Source: The Ametican Associaion of ndhviducal Imesiors: (AU, Dec. 2011 5 IMVRSHINg, 3nd wHam sne.
woulkd lIke o benefit from her 10 | fosl mees comfonstio boleving Shar my Fvesman: ylekd, chidard

o ramum wil reiiably cover my fesye.

1 fiool thax | should firendisdly suppar: my chilren, parents or
significane achar.

Following marke: nows and mading Invesmmarnt-rawd publicions:
OF bocks 15 SomeShing St | 00 on 3 reguar tasks

| Undierstand that INVESEmeEs C3n lose monsy.

. | bellows B | am Investing enaugh for my futurs and have very B

CONCE S | My OUEE the mongy | Fave Scosmutod.

22



