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Following the herd can
be a dangerous game

he Mobel committes

deciding on the

2002 prize for

economics broke

with tredition by
awanding it to a psychologist
Daniel Kahneman.

The eward was prim.arnily
for his paper with Amaos
Twersky in 1974, Judgment
Under Uncertainty: Heuristics
and Biases. It sdonowledged
that Kahneman and Tversky
had shaken the key
classical economics.

Their portraysal of human
dedson-making &s being
littered with systematic short
cuts and biase s casts doubt
ower the key assumption of
rationality. Ithelped to spark

inquiry in economics, finance
and elsewhere.

Unfortunastely, suchinguiry
hasbeen confined largely to
the margins, with
mainstream economics
continuing to assume the
world isa rational place.

Consider this 1997 quote
from Paul Krugman, another
wiinner of the Mobel prize for
economics: “If youwant a
simple model for predicting
the unemployment rate in the
US over the next few years,
here it is: Tt will be what
[Alan] Greenspan [then
chaiman of the Federal
Reserve] wants it to be.”

In the wake of the collapse
of Lehman Brothersin
September 2008, Greenspan
underlined his own [now
severely shaken ) belief in the
assumption of rationality
when he admitted: “Those of
us whao have looked to the
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self-interest of lLending
institutions to protect
shareholders’ equity —
myselfespecislly — aeina
state of shoched disbelief.”

It is @ slow process, even
for Mobel winners, to
convince Long -standing
believers to gquestion a key
assumption unde rpinning
their view of the world. The
global financial crisis and
the failure of mainstream
thinking to provide
explanations have, howewer,
imten sified the doubt s raised
by Kahneman and others. A
richer unde rstanding of the
forces that can causesuch
aorisis is clearly needed.

In thisrespect, Kshneman
and his work on
decision-making and its
systematic bizses offermuch
materal Andrew Oswald,
an economist st Warwick
University, has also provided
insights that are of partcular
relevance to imrestors.

Teaking hislead from the
animal kingdom, Oswald
amues that berding is the
rational response of most

individuals in most situations,

because human happiness is
& function of relative rather
than absolute position within
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agroup. He makes a
compelling case that humans
are frightened of falling
behind, and are consegquently
prompted to ad just their
relative position within a
group, just s an animal
seeking safety will do ina
hemd. As with the herd,
however, individusa Ly ration sl
be haviour can lead to
collective cetastrophe.

Oswald uses a graph of
the realprice of American
housing from 1892 to 2000 to
shore how such ind ividu alby
rationsl but herd-like
be haviour can lull many into
ignoring obje ctive evidence
and plunging to collective
catastmophe. Theeguivalent
graph for Ireland would look
even maore dramatic.

Some ofthe lessons
for the imvestor are dear.
Succumbing to the powerful
instinct to maintzin a relative
positionina charging
investment herd, howewver
individually rational, is
inviting catastrophe.

The striking success of
walue-immesting — only buying
assets below a ressonable
assessment of their true
worth — iis more rich by
understood by reference to
D=swald sworkon theherding
instinct of humans. If you
must seek comfortinan
investment herd, make sure it
is populsted by the followers
of Warren Buffett, the Sage of
Omaha. If you can't resist the
herding instinct, at least
ensure it worksin your favour.,
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