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Our Feelings 
Can Make Us
Better 
Investors

Feature



Are humans biologically “wired”  
to be bad investors?
Unfortunately, there’s a significant amount of evidence indicating that we are. Numerous studies in 

the new fields of neurofinance and neuroeconomics, which examine the intersection of neuroscience 

and business, show that our hard-wired emotions often override rational decision-making to produce 

poor choices when it comes to investing. We know this anecdotally as well. How many investors have 

sold at the bottom and bought at the top once or twice?

There’s good news, though. By learning to recognize and use our emotions, we can make better 

investment decisions and potentially improve our overall results. “It’s important to realize that our  

emotions are essential to financial decision-making,” says Dr. Richard L. Peterson, 

a psychiatrist and former trader who writes about emotions and investing in a 

new book, Inside the Investor’s Brain. “We can’t be Vulcans,” Peterson said in an 

interview, referring to the ultra-logical Spock in the television series Star Trek.

Using Emotions Wisely

“We need the ability to experience and understand our emotions,” Peterson says, 

“so we can use them to our advantage. For example, moments of maximum fear 

in the market – times when we are really afraid of losing money – often turn out 

to be good short-term buying opportunities. On the other hand, if you are very 

excited about an opportunity, that may be a bad sign, especially if a lot of other 

people also know about the opportunity. It’s important to be aware of your emo-

tions, and to have the confidence to go against them. But if you’re not aware of 

them at all, that can be a problem.”

The challenge, as Peterson and others explain, is that our emotional makeup – the product of a 

million years of evolution, and quite useful on the savannah – doesn’t always serve us well in the 

stock market. For example, humans survived for all these years in part because we are hard-wired 

to have a strong aversion to losses – a characteristic that helps explain why we have such a tough 

time selling investments that have gone against us. We’re also inherently skilled at recognizing pat-

terns, which can sometimes lead us to believe we see trends in the market or individual stocks that 

don’t really exist. Our herd mentality, which served us well in primitive times, can now lead us into 

buying because everyone else is, and selling for the same reason.

Prospect-Driven Brain Signals

Armed with MRI scanners and other sophisticated equipment, researchers can now see what’s 

actually going on inside our brains when fear and greed kick in, as well as when we are operating 

rationally. Some key findings:
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We can process 
investment ideas  
more intelligently  
if we know how  
the brain works.
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y	 Our brains react very similarly to both 

the prospect of significant financial 

gains and addictive drugs – the  

“dough or dope” response.

y	 A string of successful investments can 

produce chemical changes within the 

brain that cause us to downplay risk 

and become overconfident.

y	 A reward segment of the brain lights up 

when people believe they are in control 

of something, even if they really are not.

y	 Fear of loss sends portions of the brain 

into overdrive, particularly if people 

believe they cannot know the odds  

of losing versus winning.

y	 The anticipation of a huge financial gain 

(greed) triggers a much stronger response 

than actually receiving the money.

y	 People focus much more on the size  

of a potential reward than the odds of 

actually winning it – the lottery effect.

Knowing that our brains can be dan-

gerous neighborhoods when it comes to 

investing can pay big dividends, as many 

professional investors know. Legendary 

investors Warren Buffett, George Soros 

and Peter Lynch are all examples of port-

folio managers who have made emotions 

work in their favor by practicing self-

discipline. Buffett puts it this way: “Success 

in investing doesn’t correlate with IQ once 

you’re above the level of 25. Once you have 

ordinary intelligence, what you need is the 

temperament to control the urges that get 

other people into trouble in investing.” 

Temperament Restraints

Can that temperament, or self-discipline, 

be developed? The honest answer is that 

not everyone can maintain a rational 

outlook and strong self-control in the face 

of financial uncertainty and the kind of 

volatility that characterizes today’s turbu-

lent markets. For these folks – and they 

may well be the majority – professional 

assistance can be invaluable.

“Advisors can act as emotional shock 

absorbers for their clients,” says Peterson. 

“Several studies show that investors who 

followed the advice of their advisors had 

less anger or fear when their portfolios 

went down and less pleasure when they 

went up. In general, following advice 

reduced their emotional involvement, 

which is good because a good financial 

advisor will have experience and perspec-

tive that will lead to better decisions.”

Another important trait when it comes 

to stock market success is one that can ben-

efit us in other areas of our lives as well – 

optimism. After all, equities have returned 

more than 10% – on average and before 

adjusting for inflation – since the 1920s. 

While that doesn’t mean you can’t get 

hurt in the short term, long-term investors 

generally have been rewarded well for their 

optimism. As Peter Lynch, who gained 

fame as an investor during the 14 years he 

ran Fidelity’s once-obscure Magellan Fund, 

says: “The key to making money in stocks 

is not to get scared out of them.” 

Good and Bad Vibes

Investors who have lived through a few 

bull and bear cycles may actually have 

improved their investing brainpower, 

according to Peterson. “Optimism is 

a generational thing,” he says. “With 

time, we see that markets always tend to 

recover, and recover sooner rather than 

It May Be Fun,  
But Is It Wise?  
Tips for Rational Investing

✓ 	Keep a journal. Write down your reasons  

for buying and/or selling an investment,  

and check back to see if they were valid. 

✓ 	Together with your financial advisor, 

decide on an investment plan and 

stick with it. Don’t change your plan  

just because stock prices change. “If 

investing is entertaining, if you’re having  

fun, you’re probably not making any money,"

	 says global financier George Soros. "Good 

investing is boring.” 

✓ 	Test the validity of an investment 

assumption not just by looking for supportive 

evidence but by trying to prove it wrong. If 

you can’t prove it wrong, you might be onto 

something. 

✓ 	Don’t check the prices of your holdings  

too often.

✓ 	Review and adjust your asset allocation 

infrequently – perhaps once a year.

✓ 	If you’re feeling panicky or nervous 

about the market, speak with your advisor.  

It can be very useful to talk to a caring  

and objective professional who takes a  

long-term approach.

✓ 	Recognize the power of our natural 

aversion to loss and learn to override it. 

Holding onto losers and selling your  

winners, says Peter Lynch, is like “watering 

the weeds and cutting the flowers.”

✓ 	Remember that what you really own  

is not the stock, but a share of the under- 

lying business. Focus on the long-term 

prospects of the company, not the daily  

stock price changes.
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later. Self-discipline also tends to improve 

with age.”

Ultimately, of course, we’re stuck with 

the brains we have – messy emotions and 

all. But it turns out our gray matter can 

be a powerful, albeit sometimes contrary, 

asset in improving our overall investment 

results. Knowing what type of personality 

you are can help you understand how  

emotions can affect your investment  

decisions and lead to making better ones.  

“Know thyself” may have first been uttered 

by an ancient Greek thinker who had in 

mind the state of the human condition – 

but it is also good investment advice.  

Most of us have heard the terms “right-brained”  

and “left-brained,” which generally refer, 

respectively, to people who are more intuitive 

and feelings-oriented, and to those who are 

more logical and analytical. These fundamental 

differences in how individuals make decisions 

have been the cause of countless marital 

arguments – and an awful lot of bad investment 

choices. Think about the times you’ve “had a 

hunch” about a stock. Ask yourself how often that 

hunch has paid off.

In fact, most people have the capacity to 

be both intuitive and analytical, although not 

necessarily at the same time. Our brains have 

reflexive (right-brained, intuitive) and reflective 

(left-brained, analytical) systems, each serving a 

distinct but essential purpose. The best decisions 

come out of using both.

Our reflexive side, which operates far more 

quickly, automatically and unconsciously than 

our reflective side, is charged with processing 

everything that’s going on around us and trying 

to make some sense out of the world. When it 

falters, the other side of the brain – the reflective 

system – steps up to the plate. A hunch arises in 

the reflexive system; a reasoned conclusion is the 

product of the reflective system –  if it gets the 

chance for a hearing, that is.

The ability of the reflexive system to override 

what we know to be true can be demonstrated 

by the famous Müller-Lyon illusion (See graphic 

illustration below). Both of the horizontal lines are 

exactly the same length – take out a ruler and 

prove it for yourself. But because of the diagonal 

lines at the end of each horizontal line, the one on 

the right will continue to appear longer even after 

you have proven to yourself that it isn’t. That’s the 

power of intuition.

The reflexive system is what makes us feel 

poorer when one of our investments drops sharply 

– even if the real impact on our overall net worth is 

miniscule. And while we might sometimes “go with 

our gut” and take a flyer on a stock, we wouldn’t 

want to build an overall investment strategy on that.

The reflective system, which is located 

in what’s sometimes called the “CEO of the 

brain” (the prefrontal cortex), is used to solve 

more complex problems. The reflective system 

evaluates evidence, considers alternatives, weighs 

probabilities, and comes up with a considered 

conclusion. Rebalancing your portfolio is 

accomplished by using your reflective system –  

or at least it should be.

Ideally, investors harness both systems in their 

decision-making. Much as the left-brainers among 

us may try to deny it, intuition can have a place in 

investing. Sometimes something that feels right is 

right, even if we can’t explain why at the moment. 

But as the Müller-Lyon illusion shows, things are 

not always as we perceive them.

The point is, while it is worthwhile paying 

attention to your emotions, it doesn’t pay to let 

them run the show. A professionally developed 

investment plan that emphasizes research, 

diversification, keeping costs down, asset 

allocation and periodic portfolio rebalancing is  

still, after all, the best route to long-term success.

Readers interested in exploring these ideas 

further may want to investigate a new book, 

Your Money and Your Brain, by veteran 

financial journalist Jason Zweig. He explores 

neuroeconomics in layman’s terms. 

To illustrate how perception and reality can differ markedly, Franz Müller-
Lyon devised this simple illustration in 1889. (Both lines are of equal length.)

Investing with Both Sides of Your Brain


