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What is Behavioural Finance?
@ -

Combines psychology and finance

Emotions systematically affect investment decisions...
... explain unusual market movements or inefficiencies

It’s not new!

Adam Smith - ‘Invisible hand of the market, 1776’
John Maynard Keynes — ‘animal spirits’

Daniel Kahneman - biases

Nicholas Taleb — discontinuities, outliers

Richard Harris +852 9244-6622 richardharris@portshelter.com 3
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Z Behavioural Finance

Understanding the Financial Markets
Bird and Fortune

Richard Harris +852 9244-6622 richardharris@portshelter.com 4
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Z Behavioural Finance recipe

e °
Take rational financial analysis:

= Fundamentals
 Geopolitics
* macroeconomic trends (growth vs. cyclicals)
 announcements of economic results (against trend, forecasts)
* announcements of company results (ditto)

= Valuation

= Liquidity

= Technical analysis - charts (behavioural)
= [nferences (from the press)

Consolidate it with:

Asset Allocation, Investment Selection, Portfolio Construction, Risk Analysis

Then add a little Behavioural Psychology:

Nobel Prize Economics 2002: Kahneman;
2013: Fama, Hansen & Schiller 5

Richard Harris
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£ Instinctive vs. Analytical
® o

Thinking Fast and Slow: Kahneman

Instinctive, emotional, internal

What a person thinks and believes; family, upbringing, values; (doc man & nurse)

Analytical, cognitive, external, thinking

Processing information
(cognitive dissonance, what makes smart people stupid). Ulric Neisser

lead to BEHAVIOURAL BIAS

Richard Harris +852 9244-6622 richardharris@portshelter.com 6
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Investing by Emotion not Analysis
® °

Asian Investors like:

e Fast decisions

* Don’t like to lose face

* “News dominated”

* Not trusting — don’t like advice

* Then too trusting (bec. detail lazy)

Makes investors very susceptible to BEHAVIOURAL BIAS

Richard Harris +852 9244-6622 richardharris@portshelter.com 7
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ZZ Emotions
® J
Exuberance
citement -* 3
o ) Denial @
Optimism & . “.
oot Fear @
& . ReluctancT K
Reluctance LS ot
Desperation . Indifference ..'
Panic . Apathy.’
Capitulation .. eer*®Depression
Despondency
Source: Barclays. . . .
less intense < Primary Emotion > more intense
Interest Anticipation Vigilance
Serenity Joy Ecstasy
Acceptance Trust Admiration
Apprehension Fear Terror
Distraction Surprise Amazement
Pensiveness Sadness Grief
Boredom Disgust Loathing
Annoyance Anger Rage

Source: MK Lai, HKSI
rris +852 9244-6622 richardharris@portshelter.com 8
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Emotions and Decision Making

— how

Richard Harris +

we process information (heuristics)

GREED vs FEAR \N

SENTIMENT vs REASON Rt
BOOM vs BUST '

AGGRESSION vs APPREHENSION
PRIDE vs REGRET Enpno)

market is no more than 5 - 7 years old

852 9244-6622 richardharris@portshelter.com 9



Greed and Fear ..
'SAEA R RES §8 45 1 2 3

BELIEVE ME SIR, !

| IF I COULD AFFORD TO,
), [ D BUY TWO OF THESE '
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Mental lllusions
® ®

EMOTIONAL THINKING

A bat and ball cost $1.10
The bat costs one dollar more than the ball.

How much does the ball cost?

If ball costs 10c, the total cost is $1.20
(10c ball; $1.10 bat)

... correct answer is 5 cents

Richard Harris +852 9244-6622 richardharris@portshelter.com 1 1
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Mental Perceptions
® o

- EwomonaL THINKING

Human perceptions not precise

e assigning probabilities  (1:10 vs. 1:1000)

* mental accounting (what is S1 worth?)
(sunk cost)

perceptions of the situation (reality check)

Richard Harris +852 9244-6622 richardharris@portshelter.com 12
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Perceptions come from where you sit
>

- EwomonaL THINKING

Prospect Theory
attitude to risk / return

value

risk aversion

loss \ gain

reference point

risk taking

“control the urges that get people into trouble” Warren Buffet

Richard Harris +852 9244-6622 richardharris@portshelter.com
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Z The Money lllusion
o J

“Nevertheless,
Grotley, an upturn
is an upturn...”

N
&N

T e, LA Fooling yourself 14
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Behaviour and News
C O

Finance Sections of
Newspaper

Email and SMS

Experts ! !
CNBC, BBC,

@ _ Bloomberg

‘ ' s Golf course

Lobbies and Chatter

Elevators

Wall Street Research

Reports

Richard Harris +852 9244-6622 richardharris@portshelter.com 1 5
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News Flow

Behavioural actions related to Newsflow

- Importance of news
- Timing

- Discounting

- Shocks and surprise
- Compound Effects

Analysis:

e known knowns

* unknown knowns

* unknown unknowns

NEWS and DISCOUNTING

Richard Harris +852 9244-6622 richardharris@portshelter.com
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f INVESTMENTD XNANAUKMENT U n p red icta b I e
® ®
“I have never met a person who could forecast the market” Warren Buffet
ird Harris +852 9244-6622 richardharris@portshelter.com 1 7
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Z We are all Biased
C o

Judicial rulings in favour of parole for prisoners by order in the day
(dotted lines are food or drink breaks)

08 r

0.7 ¢

06 r

05 r

04 r

03 r

Proportion favorable decisions

Ordinal position

Richard Harris +852 9244-6622 richardharris@portshelter.com Source: DanZIQer et al. Proc Nat Acad Sci (2011) 1 8
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Mind Games
@ o

EMOTIONAL S THmkNe

ANCHORING
* mistaken reference points

* losing perception

%50 T

v

s TRAT

*

* WhatsApp sale

L

8

6‘\§

Teeson———

Richard Harris +852 9244-6622 richardharris@portshelter.com 19
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PUNCHLINES

Anchoring

Fra WOT SUTMG SncE <

THEQRE 1S A S% CREDIT CA®D

Disceunt |
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Mind Games
@ o

EMOTIONAL S THmkNe

PRIMING

» setting the scene (accident descriptions)

* misdirected attention (YouTube “invisible gorilla”)

Richard Harris +852 9244-6622 richardharris@portshelter.com 21
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Ban DHMO !

Di-hydrogen monoxide:

* amajor component of acid rain

e can cause severe burns

 jsfatal if inhaled.

* accelerates corrosion

* used as an additive in "junk-food”

e asanindustrial solvent

* inthe production of Styrofoam

* inanimal research

* reduces the effectiveness of car brakes

 found in tumors of terminal cancer patients

Warning! Dangerous Contamination

Richard Harris +852 9244-6622 richardharris@portshelter.com

(DANGER)
6 POISON

22
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Mind Games

®
EMOTIONAL

FRAMING

* how data is presented
* |eads to skewed assumptions

* e.g.decoy

Richard Harris +852 9244-6622 richardharris@portshelter.com
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Mind Games

® o
EMOTIONAL THINKING
SUBSCRIPTIONS ( 0t
OPINION Walcoma to ; SUBSCRlp TIONS
3{5:2:;2 The Economist Subscription Centre OPINION Welcome to
i - = WORLD .
e g'rcfet.h& type of subscription you want to buy e The Economist Subscription Centre
SCIENCE & TECHNOLOGY ' i =
_ : FINARCE & ECONomICs | "Ik the type of subscription you want to buy
PECPLE | O Economist.com subscription - US $59.00 - or renew.
BOOKS & ARTS | One-year subscription to Economist.com. SCIENCE & TECHNOLOGY
Includes onli il arti RO .
WARKETSROATA| _TC Econo?nlig.s Sairc‘izsigtg; articles from PEOPLE| O Economist.com subscription - US $59.00

DIVERSIONS BOOKS & arTs | One-year subscription to Economist.com.
O Print subscription - US $125.00 MARKETS & 0ATa | Includes online access to all articles from
One-year subscription to the print edition DVERSIONG The Economist since 1997.
of The Economist.
O Print & web subscription - US $125.00 U Print & web subscription - US $125.00
One-year subscription to the print edition One-year subscription to the print edition
of The Economist and online access to all of The Economist and online access to all

articles from The Economist since 1997. articles from The Economist since 1997.
Source: Dan Ariely. Predictably Irrational (2008) 24

Richard Harris +852 9244-6622 richardharris@portshelter.com
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Mind Games

.

®
EMOTIONAL S THNNG
GRINEION Oy
?me‘:'f Welcome to ‘){fﬁ“ | welcome to
WD | The Beonomist Subseription Centre WOBLD| The Economist Subscription Centre
BUGIMESR BUBNERS
g Pick the type of subscription you want to buy er & srommaes] Pick the type of subscription you want to buy
FRANGE 8 ECONORICS | - anew. FINANCE & ECONORICE| "o
STIENCE § TECHNOLORY SCIENCE & TECHNCLOBY
PEOPLE | O Economist.com subscription - US $59.00 #io#ei | O Economist.com subscription - US $59.00
300%% & 2075 | One-year subscription to Economist.com. BOOKE & 478 | One-year subscription to Economist.com.
waRKETS s uas | Includes online access to all articles from whmzTsapaa | Includes online access to all articles from
maneoRs|  1he Economist since 1997, The Economist since 1997.

ae
Q Print subscription - US $125.00
One-year subscription to the print edition

of The Economist.

Q Print & web subscription - US $125.00

HIYERMGNS

: (32)
One-year subscription to the print edition oy
of The Economist and online access to all

articles from The Economist since 199&@
L S

it
%8
Q Print & web subscription - US $125.00
One-year subscription to the print edition

of The Economist and online access to all
articles from The Economist since 1997.

Richard Harris +852 9244-6622 richardharris@portshelter.com

Source: Dan Ariely. Predictably Irrational (2008)
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= Expert Bias

®
- EwomonaL THINKING

* overconfidence- “d@mn, I’'m good”
e think you can beat the market - what can go wrong?
e Attitude bias - stubborn (pride and regret; cut winners run losers)

e Can you trust the experts? (Gawande)

confidence => traders curse ..... or blessing

Richard Harris +852 9244-6622 richardharris@portshelter.com

26
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Z Herd Instinct

EMOTIONAL S THmkNe

* Compliance bias (cognitive dissonance) (Asch experiment)

* obedience to authority (LIBOR)

e overfocus beating index, sector blindness
ST vs. LT, focus single loss maker

You Tube: Asch experiment, 1951

Fear of failure

<iframe width="560" height="315" src="//www.youtube.com/embed/NyDDyT1IDhA?rel=0" 27

Richard Harris +852 9244-6622 richardharris@portshelter.com frameborder="0" allowfullscreen></iframe>
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Herd Instinct

EMOTIONAL

Momentum in markets

Richard Harris +852 9244-6622 richardharris@portshelter.com

The First Follower

https://www.youtube.com/watch?v=fW8amMCVAIQ

Derek Sivers (2010)

28
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ad Home Bias
@ o
EMOTIONAL THINKING
e status quo (too much info, no decision, ‘paralysis by analysis’)
* Familiarity bias (fear uncertainty, sector blindness)
* Availability bias (comes to mind)
* Repetition bias (repeated suggestions, twice is right)

Comfortable Safe

Richard Harris +852 9244-6622 richardharris@portshelter.com 29
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Recency / Primacy Bias

Favourable parole decisions as a function of order of review, months served, and previous incarcerations.

A

Source: Danziger et al. Proc Nat Acad Sci (2011)

EMOTIONAL

THINKING

Proportion favorable decisions

0.7
0.6
0.5
0.4
0.3
0.2
0.1
0.0

OFirst3 MLlast3
T 0.61 *%% () 61 *%% 0.63
I *0.52+
i 0.27

0.22 0.224
0.09
4-12 13-24 25-36 >37
Months served

30
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Simplification

EMOTIONAL

REPRESENTATIVE BIAS
» develop stereotypes / mantras

* Hindsight bias

CONFIRMATION BIAS

e use data to confirm preconceived ideas
(flying incidents)

Richard Harris +852 9244-6622 richardharris@portshelter.com
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Z Analysts ..... being wrong
® o

EMOTIONAL S THmkNe

PATTERN RECOGNITION

noise, trend, spurious correlations, January effect, Nifty Fifty

Analysts. ... Behaving Badly!

Richard Harris +852 9244-6622 richardharris@portshelter.com 32
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Pattern Recognition

- g~
® o
Richard Harris +852 9244-6622 richardharris@portshelter.com 33
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Z .....from wrong assumptions
[ _

EMOTIONAL THINKING

SPURIOUS CORRELATIONS

e reporting and distribution of incorrect information

e Selective memory

bias

Richard Harris +852 9244-6622 richardharris@portshelter.com

34
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Common Market Biases

[ _ o
Feature Indicator Bias Mistake Consequence Remedy
Prospect
Pride & Regret stubborn Emotional lose judgement, wrong decisions take profits, hold losers run winners, cut losers
Disposition
. . . trade too actively, not enough  modesty, think what
no fear of failure ’ !
Overconfidence Expert think you can beat the market research. Whiplashed timing ~ can go wrong,
Anchorin using particular Co’gﬁarrnrr;zuon mistaken reference points, loss of perspective use strategic / tactical
ing benchmark? 1ming bad assumptions persp tools
Priming
. ) Compliance safety in numbers, stick with the . sometimes have to
Herd Instinct fear of failure Home mediocre performance . .
e pack suspend disbelief
Familiarity
Recenc overemphasise Attention make decisions on most recent ot whinlashed. short term tra look longer term,
y latest information Hindsight events & P ’ P analyse, relax
Availability comfortable, lazy Hon.n-:' status.quo, no decisions at all market.moves away (!:)rlnuple dqn t get comfortable,
Repetition or easily swayed of continuous revolution) think.
complexity is over-  Representativeness . — . .
Stereotypes simplified Confirmation complacency fail to diversify diversify
Mistaken instinctive, don’t . . judgement issue, misjudge trust your training, use
. . Expert spurious correlations . .
assumptions stop to think investment, plus ca change ... investment tools

Richard Harris +852 9244-6622

what BIASES are your weakness?

richardharris@portshelter.com
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Z 3 Remedies
@

be aware of your own biases; unreliability

question assumptions

challenge entrenched perceptions and mantras

avoid anchoring; be prepared to adjust reference points

Listen to other analysts to offset pattern recognition / confirmation bias
recency: what happened six months / a year ago ?!

is news discounted? — “known unknowns”

think big, outside the box.

0 N O U & W NPR

Ask Questions ..... Analyse yourself ..... Listen

Richard Harris +852 9244-6622 richardharris@portshelter.com 36
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Recent Theory on Thinking

Daniel Kahneman — Thinking Fast and Slow

. Intuitive or Reasoning
. Need to know what we are good at

Freakonomics: Levitt & Dubner (market decisions)
Undercover Economist: Hartford (street observations)

Blink, Tipping Point, Outliers, Dog Saw: Gladwell (intuition, exceptions)

Nudge: Thaler and Sunstein (political behaviour)
Predictably Irrational: Ariely (why we are not rational)
Irrational Exuberance Schiller

Hour between Dog and Wolf: Coates (aggression/apprehension)
Collapse: Diamond (the end game)

Complications: Gawande (surgery)

Black Swan, Antifragile: Taleb (discontinuities)

Anything on GFC: Paulson, Geithner, Lewis, Ross Sorkin

Richard Harris +852 9244-6622 richardharris@portshelter.com 37



Thank You

Questions on Behaving Correctly

RichardHarris@portshelter.com
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Richard Harris +852 9244-6622
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Disclaimer
® ®

The contents of this document are confidential and intended solely for the use of Port Shelter Ltd. (collectively the “Group”) and those to whom it has been delivered. It is not to be reproduced or circulated without our written authority to any other
person. The manner of circulation and distribution of this document may be restricted by law or regulation in certain countries. Persons who come into possession of this document are required to inform themselves of, and to observe, such
restrictions.

This document and all the information, material and data contained herein (collectively “the Document”) may contain confidential and/or privileged material and is/are rendered on an entirely without prejudice basis. Any review, retransmission,
dissemination, copying, reproduction or other use of, or taking of any action in reliance upon, the Document or any part thereof by any person or entity other than the intended recipient is strictly prohibited. The Document shall not in any way affect
or prejudice the respective rights, obligations and liabilities (if any) of Port Shelter Ltd. and any entity or party named, mentioned and/or referred to herein.

To the best of the knowledge, information and belief of the Group, all information contained herein is accurate as at the date of publication. The information contained herein may be based on certain assumptions and is subject to change without
notice. Opinions expressed herein are not intended to be a forecast of future events, a guarantee of future results or investment advice, and are subject to change based on market and other conditions. Neither the Group nor its affiliates and any of
their directors, officers and employees warrant the accuracy, adequacy or completeness of the information and material contained herein and each of the Group and its affiliates and each of their directors, officers and employees expressly disclaims
liability for any errors or omissions in the information and material contained herein.

No warranty of any kind, implied, express or statutory, including but not limited to the warranties of non-infringement of third party rights, title, merchantability, fitness for a particular purpose is given by the Group or its affiliates in conjunction with
the information, material, products or services contained herein.

Past performance is no guarantee of future results, and future results may not meet our expectations due to a variety of economic, market and other factors. Further, any projections of potential risk or return are illustrative and should not be taken
as limitations of the maximum possible loss or gain. Actual results may differ materially. The price of shares/units and the income from them may go down as well as up any performance figures shown or indicated in the Document may refer to a
particular class of asset only.

The information contained herein should not be considered to be legal, tax, investment or other advice and each prospective investor should consult their own stockbroker, financial adviser, bank manager, solicitor, accountant or other professional

adviser in respect of matters concerning their investment. Investment in any asset offered by the Group involves special considerations and risks and is suitable only for sophisticated investors for whom an investment in the funds of the Group does
not represent a complete investment programme and who fully understand and are capable of assuming the risks of an investment in the funds offered by the Group.

Any rating, certification or award as mentioned and/or appearing in the Document may belong to a particular entity as specified in the Document. Further, we make no representation or warranty as to the accuracy or completeness of the Document
or any part thereof. We shall not be responsible for and expressly disclaim any liability whatsoever for any loss or damage howsoever arising [including without limitation such loss or damage (if any) arising from the use of or reliance upon, or

intended use of or reliance upon, the Document or any part thereof, whether or not arising from any error or omission in compiling the Document or any part thereof.

The Document has been prepared for reference only and neither the information, nor any opinion contained herein constitutes a distribution, an offer to sell or the solicitation of an offer by the Group or its affiliates to buy or sell any securities,
futures, options or other financial instruments or to provide any investment advice or service.

Investments mentioned in this document may not be suitable for all investors. Prior to making any investment decision, you should fully understand the economic and other risks and merits, as well as the legal, tax and accounting characteristics and
consequences of the transaction, and make a determination based upon your own particular circumstances that the investment is consistent with your objectives and that you are able to assume the risk.

Without prejudice to the generality of the foregoing, the Document does not constitute, and may not be used for the purposes of, an offer or solicitation to anyone in any jurisdiction or country in which such offer or solicitation is not authorized or to
any person to whom it is unlawful to make such offer or solicitation or where such offer or solicitation would be contrary to law or regulation or which would subject the Group or its affiliates to any registration requirement within such jurisdiction or

country.

The Group and persons associated with it may have positions in and/or engage in transaction related to the markets referred to in the Document. The Group may have relationship with any entity or party named, mentioned and/or referred to herein.
Managers of the any products mentioned may have an equity stake in the underlying portfolios, which they manage. Conflicts of interest cannot be ruled out at any investment level.

If you are in any doubt about any of the information contained herein, you should consult your stockbroker, financial adviser, bank manager, solicitor, accountant or other professional adviser. The information is current as at the date of publication
but is subject to change without notice.

Port Shelter Ltd. www.portshelter.com. All rights reserved

Richard Harris +852 9244-6622 richardharris@portshelter.com 39
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Prices and Newsflow - macro
C o

MSCI World 1970 - 2014

20187

®Line, .MIWO00000PUS, Trade Price(Last), 10/10/14, 1,648.25, -20.55, (-1.23%)
,648.25 'ﬁ\
1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

1970 | 1980 | 1990 | 2000 | 2010

Richard Harris +852 9244-6622 richardharris@portshelter.com 40
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Prices and Newsflow - micro

Occupy Central Sept/Oct 2014

™~—3line, .HSL, Trade Price(Last) | : | | o
[ 14:05 10/10/14, 23,095.03, -439.50, (-1.87%) | [ 1 | | |
HK stock prices
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W, . g NN / I
WA oA ]
o~
o
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“w/ nSONIN Eand NS HK volatility
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H-14:06 10/10/14, 47573, +0.0013, (+0.02%) M/
\P‘M,J e il A et Nain .
IR VA :
HKD:USD T
o
TS W Y. W -AV"_'M;I_\,-\H—-\ =
| [
PN 5
14:01 15:01 16:p1 10:31 11:31 14:01 15:01 16:01 10:31 11:31 14:01 15:01 16)01 10:31 11:31 14:01 15:01 16:01 10:31 11:31 14:01 15:01 16:01
26 Sep 14 29 September 2014 30 September 2014 \ 03 October 2014 06 October 2014 \
tear gas market opens after holiday
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