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Seasons change, markets fluctuate and so
often, we overreact
Have you ever unnecessarily whipped out your winter coat on the first
cool day of autumn, or left without one on the first sunny day of spring
only to spend an evening shivering outside? It can be tempting to
overreact to change, something we see in responses to stock market
volatility
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In or out
Market prices often move suddenly and with little warning. In early February—after a long period
of steady gains and very low volatility- the Dow Jones Industrial Average plunged more than 1,000
points in a single day, the largest point drop on record. A similar move was recorded just days later.
Such sharp gyrations are clearly unnerving for investors and can raise questions about the benefits
of active investing.
The efficient markets hypothesis - suggests that markets are, in fact, rational. The theory goes
that stock prices fully reflect all publicly available information and move only in response to
unanticipated events, therefore fluctuating randomly over time. By extension, the EMH suggests it
is impossible to ‘beat’ the market and that passive trading may lead to longer-term market gains.
Still, critics of this argument say it understates the role of emotion in decision-making. Welcome,
behavioural economics -- and our human approach to market movements.

We are human
Change can be exciting but getting caught up in the moment can mean we put too much weight
on recent news. President Trump’s continually updating Twitter feed or Facebook’s changing stock
price can distract market watchers from the bigger picture.
An undue focus on new information can result in over- or under-confidence in what these changes
mean. When the market goes up, it’s normal to be optimistic about future prices, thinking they will
continue to increase. Conversely, when share values are going down, we can become overly
pessimistic. We also actively look for ways to confirm that our biases are justified when instead,
we should objectively evaluate what the market is likely to do next.
Our emotional responses often mean that prices increase more than they should when good news
is released and fall excessively on bad news. While volatility may erode over time, it can lead to
extreme events like those seen earlier this year.
Greed and fear can also affect confidence and induce our dominant ‘animal spirits’, driving an

10 May 2018

appetite for risk and influencing how willing we are to actively participate in the stock market. Our
fear of missing out on the next big thing can spur incredible bubbles, like the internet boom in the
late 1990s or the Tulip mania in the early 1600s, while our fear of losing money can lead to
widespread panic-selling.
Following the trend is comfortable and not always the right move. But leaving the market at a
price drop because other people are also selling can make sense in many cases. As behavioural
finance expert Terrance Odean explains, a lot of investors sell because they are afraid others will
do so first, leading to an overreaction in the market.

What to do
The challenge for investors is how to acquire enough information to make calculated decisions and
be able to identify price changes based on irrational responses before reacting to them. One way
to shield yourself from dramatic price swings is to shun the herd and avoid the siren call of
conformity.
Another is to diversify your investments so changes in the price of individual stocks have less of a
total impact on the value of your assets.
Taking a longer-term view can also be useful but plan to react when needed. If there is an
opportunity in the market, things can move fast: being late to the table may mean a wasted
journey.
Remember, the stock market has no memory, whatever you do. Think like a human, learn from
experience and apply what you know.
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Disclaimer
This publication has been prepared by the Economic and Financial Analysis Division of
ING Bank N.V. ("ING") solely for information purposes without regard to any particular
user's investment objectives, financial situation, or means. ING forms part of ING
Group (being for this purpose ING Group NV and its subsidiary and affiliated companies).
The information in the publication is not an investment recommendation and it is not
investment, legal or tax advice or an offer or solicitation to purchase or sell any
financial instrument. Reasonable care has been taken to ensure that this publication
is not untrue or misleading when published, but ING does not represent that it is
accurate or complete. ING does not accept any liability for any direct, indirect or
consequential loss arising from any use of this publication. Unless otherwise stated,
any views, forecasts, or estimates are solely those of the author(s), as of the date of
the publication and are subject to change without notice.
The distribution of this publication may be restricted by law or regulation in different
jurisdictions and persons into whose possession this publication comes should inform
themselves about, and observe, such restrictions.
Copyright and database rights protection exists in this report and it may not be
reproduced, distributed or published by any person for any purpose without the prior
express consent of ING. All rights are reserved. The producing legal entity ING Bank
N.V. is authorised by the Dutch Central Bank and supervised by the European Central
Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no.
33031431 Amsterdam). In the United Kingdom this information is approved and/or
communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is
subject to limited regulation by the Financial Conduct Authority (FCA). ING Bank N.V.,
London branch is registered in England (Registration number BR000341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this
report or effect transactions in any security discussed herein should contact ING
Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of
ING, and which has accepted responsibility for the distribution of this report in the
United States under applicable requirements.
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