The Importance of Design & Marketing in the Investment Business

Most people don’t realize how much design and marketing go into investment and financial products.

Marketing and finance are the cornerstones of a successful business.  You might protest and say that, first, you need a good product, but there are countless examples of products that were successful, solely, from marketing, like the pet rock, in the 1970’s.  Moreover, marketing is not only the collaborator of finance but is also finance’s coconspirator.  Indeed, marketing is more important to the financial industry than finance, itself, something that people outside of the financial industry fail to grasp.

Perception is more important that reality, for what we perceive is real to us.  In that regard, from the very bottom of the financial system, money and banks, there is a need to shape perception.  Paper money was developed by Italian goldsmiths, in the Middle Ages (actually, China experimented with it as early as circa 900 A.D., but the experiment failed).  As gold was, then, the major medium of exchange, people would sometimes need a place for safekeeping, and the goldsmiths kept it for them, in their vaults.  In return, gold receipts were issued, and those became accepted as legal tender.  Moreover, those same Italian goldsmiths became the first banks and the precursors of modern banking, so-called fractional reserve banking.  They discovered that, as keepers of gold and issuers of gold receipts, they always had more gold in their vaults than was needed to redeem receipts to those looking to make withdrawals.  Given that, they mad loans by writing more receipts for more gold than they have in their vaults, and that is the essence of modern fractional reserve banking.

In modern banks, most of the money that is deposited is in demand accounts, from which money can be withdrawn at any time.   Demand accounts and other restricted savings accounts are on the liability side of the banks’ balance sheets.  Then, banks make loans by making book entries into accounts for people borrowing money, and money is created, in the system.  Moreover, there is a mismatch in the maturity structure of the assets and liabilities, in that deposit can be withdrawn, almost anytime, while loans, the assets, usually have longer-term maturities.  In order to keep this house of cards from crashing down, confidence must be engendered in the depositors, which is tantamount to shaping perception, which is what marketing is.  When people lose confidence in a bank, and panic causes a so-called run on the bank, whereby all or a large number of the depositors, all at once, demand that the bank return their money, it can result in bank failure because no fractional-reserve bank could fill all of its depositors’ requests, at once, since, in the normal course of the fractional reserve banking business, banks do not keep a reserve equal to one hundred percent of deposits.  

Design also enters the picture, in finance, even at this basic level of banks.  Banks offer a safe place to keep your excess cash and to get it out on demand.  What actually underlies most banking products are put and call options of one sort or another.  For example, you can get the convenience of checking with no interest: you pay for the right of on demand withdrawal with a payment order, checks, by giving up interest.  You might be able to get interest on checking by maintaining a minimum balance: by giving up some rights to demand money.  For a bit more inconvenience of having to physically withdraw funds, you get a little interest on passbook savings.  You have traded the right to payment order banking for a small amount of interest.  In both cases, you have, effectively, purchased an option, in the language of finance, to “call” away the funds from the bank, and the cost of the call option manifests itself as lower or no interest.  You can receive more interest by promising to keep the funds invested for a longer time.  Thus, you give up your right to call away the funds at the beginning of the transaction, but you can repurchase the right, in the future, at a hefty price.  This is all financial package design.  Marketable CD’s (certificates of deposit) take the design one step further, assuring the bank that the CD cannot be handed in for early redemption, which can be done with a penalty for a nonmarketable CD.  Instead, the original buyer has the option of early liquidation by selling it in the financial markets to another investor.  These designs offer higher interest or re-salability, in order to induce people to agree to lock up funds for a longer period of time.  On the other hand, on the asset side of banking, collateralized loans are the combination of a plain loan with an option to the lending institution to call away the assets from the borrower; alternatively, an option to the borrower to “put” (transfer ownership or sell) the assets to the bank.  The effective packaging of loan with option, in that case, results in a lower interest rate.   In a loan with an early payment option the borrower, effectively, sold debt to the bank and purchased a call option on the debt, thus, increasing his cost.   A loan commitment from a bank to a potential borrower is an option to put debt to the bank at a specified interest rate.  Interest rate quotes, themselves, have an element of deign: quotes are usually given as annual percentage returns (APR’s), even though they may be compounded more than once years, instead of being given as the actual effective annual returns that result from multiple compounding.  

In the language of the new behavioral finance, we refer to such packaging and design as framing.   Framing has to do with how something is presented.  For example, a doctor could tell you that you need an operation but that 10 percent of the people who have the operation die.  That is one way to frame it, but it, certainly, does not sound very reassuring.  However, if the doctor says, instead, that 90 percent of the people who have the operation survive, it sounds much more appealing.  A fund manager might say that your portfolio outperformed the market, rather than saying that the market lost 20 percent, while your portfolio lost only 15 percent.   Research shows that framing has an inordinate affect on the decision process.  The end result is that people are easily fooled, and the finance industry is aware of these facts.

At the next level of the financial industry, stock and bond brokerage houses, marketing and design play an even larger role than at banks.  First of all, brokers are just salesmen.  Although they might call you and tell you about a hot tip, most of them have no real financial training, and their job is to generate buy and sell orders from customers, which give the firm riskless commission dollars.  The same is true for institutional salesmen, but at least they are called salesmen.  What might surprise you is that even the analysts at securities firms are, normally, in the institutional sales department, and many of them do no real analysis.  A number of them just hug the benchmarks created by consensus of other analysts of the same stocks that they cover.  Summaries of analysts estimates are compiled by several services and most analysts do not want to go out on a limb and get too far away from the consensus.  It is a matter of safety in numbers.  In the end, their job is to write research reports, to give oral reports, and to talk to clients, in order to generate commission dollars.  I speak of these things, not from what I have read, but from experience: my first job on Wall Street was as an analyst, and I am familiar with what most analysts do.  In the end, much effort, many people, and an abundance of job titles are dedicated to marketing and sales, in the securities industry.

Although stocks and bonds are not the only investments marketed by brokerage houses, it will be instructive to take time to look at the design elements that go into these basic securities.  Corporations, their investment bankers, and lawyers continually engage in design of securities, in a number of ways, some subtle and some not so subtle.  First, the price per share is considered, by most companies, to be an important design feature of a stock.  The reason for that is that normal lots of stock, traded on exchanges, in the U.S. (it may vary for other countries), are multiples of 100 shares.  Thus, if a stock is priced in the market at, for example, $25, the smallest normal lot will cost $2,500.  If the stock price were, instead, $500, the price per 100-share lot would be $50,000, which is a large amount of money for the average person to put into one stock investment.  As a result, companies will do share spits when the price rises above a certain level, in order to make one-lot purchases accessible to a wider investing audience: it is pure design.  Another feature that companies may look to design is dividends.  Retirees, for example, gravitate towards high dividend yield stocks, and some companies might design their dividends, in order to attract retirees, who are also more likely to hold on to their investments and to align their voting with management.  People, in the middle of their lives, are more apt to buy shares of stock of companies that they believe will have potential for capital appreciation, which are usually also companies that retain and reinvest their earnings and pay little or no dividends.  In financial theory, this is known as the clientele effect, and companies are aware of it.  Moreover, companies are also aware that investors take signals, rightly or wrongly, from changes in dividends, and they are careful, even, at longer term planning of dividend distributions and the growth, thereof.  

Bonds, too, have taken on new design features, over the years.  From plain old bonds, we have gone to convertible bonds, which are convertible, under certain circumstances, during specified periods, and at a given price, into shares of common stock.  Other features that have been designed into bonds are callability and putability, allowing the company to refund early or the holder to ask for refund early, respectively.  The latest design feature is infinite life, making perpetual bonds that have a quality of stock, which is also, theoretically, infinite, in life, but which have tax status of debt.  The various design features are meant to attract a certain class of buyers and are usually also combined with interest rate differentials from ordinary bonds.  These designs can be looked at as packages of ordinary no-frills bonds with put and call options on either the debt or the company’s equity, in the case of convertibles.

It will be useful, at this point in the discussion, to introduce the concepts of replication or financial engineering.  Replication looks at a security design, in terms of other basic securities.  It is, really, just a more pretentious name for the concept of framing.  Indeed, in our discussion of loan and deposit designs for banks, we were, basically, discussion replication, which can also be described as packaging without the mention of packaging: implicit packaging.  It all began when Black and Sholes were looking for a means of coming up with a formula to value put and call options on American stocks.

To fill in some of the gaps, let us begin with the concept of another financial product: forward contracts.  Forward contracts, called futures, if they are exchange-traded, were the first so-called derivative.  A derivative contract or product is one whose price depends on the price of other underlying objects. In order to hedge risk of price changes, in various commodities, including, but not limited to, grain, metals, currencies, and stock markets, forward contracts were originated in the OTC (over the counter) markets, which just means between individuals, rather than through a formal trading exchange.  In that regard, if you are a farmer who has planted corn, you know when it will be ready for harvest, you know how much you should have, but you do not have buyers, and the price might vary between the time that you plant and harvest.  Therefore, you might search out potential buyers, like corn millers, who are also looking to lock in future supplies for their mills.   You enter into a contract for future delivery of a certain amount of corn at a specified price at a certain future date, a forward contract for the purchase and sale of corn, and both parties have eliminated price risk.  However, the contract is inflexible: both parties have eliminated risk, but neither can benefit, if the spot price turns out to be very different than the contract price when the future arrives.

The valuation of a forward contract is fairly straightforward: it is a matter of framing.  The buyer of the forward could buy the underlying commodity, now, but he sacrifices the opportunity of putting his money into riskless investment and earning interest during the intervening period.  Thus, the seller of the contract will be satisfied, if he gets the current spot price plus the interest that the buyer can earn by keeping his money until the contract must be fulfilled.  Reframed, long a forward contract is equivalent to short the future value of the spot price, based in the current riskless interest rate.  In order to further convince you that this is, indeed, the proper frame for pricing a forward contract, consider a position of long the physical commodity and short a forward contract, symbolically, C – F, where C is the commodity, and F is the forward contract, the negative sign denoting short.  Since this is, now a totally riskless position, it should earn a riskless rate of return, or C – F = M, where M denotes a riskless money market investment with term to maturity equal to the time to delivery on the forward.  Rearranging the symbolic equation, we get: F = C – M, which is equivalent to another frame: a leveraged position in the commodity, in which one borrows, unrealistically, the whole cost of the long commodity position.  Also, in this manner, we have illuminated the previously obscured frame that shows that a forward contract is simply a package of a one hundred percent leveraged long commodity position.  Alternatively, we could say that we can replicate a forward contract by buying a long position and fully leveraging it.

As the financial markets noticed a need, they designed a new product, options, in response to the inflexibility of forward contracts.  As mentioned, in the previous paragraph, forward contracts take away all of the risk but leave no possibility to benefit, if prices move in a direction that would offer added benefit.  For example, the farmer sells his wheat forward, in order to avoid the possibility that wheat prices will fall before he can harvest his wheat.  However, he may feel stupid, if the price actually rise, substantially, over the intervening period.  Thus, from the OTC markets there arose a new product: options.  Options are flexible contracts, and in making a flexible contract, the concept of forward had to be split into a duality: puts and calls.  A call option is an option to buy a certain underlying object at a specified price at a certain future date, but there is no obligation to exercise that right.  In that regard, if you buy a $50-strike-price call option on ABC stock, and the price moves above the strike price, you will exercise the option, buy the stock at $50, sell it in the market, and make a profit.  On the other hand, if the price ends up below the strike price at expiration of the contract, you will not exercise, and you will only lose the money that you paid, initially, for the option.  Thus, you can benefit, if the price rises, but you lose only a little, if the price drops: you have limited downside risk and unlimited upside potential.  Put options give the buyer the right but not the obligation to sell the underlying object at a specified price by a certain date.  Accordingly, you will buy a put to protect yourself or to benefit from a drop in prices, but, if the price goes up, you will only lose the price paid for the contract.  In addition, given the dual nature of options, one needs to hedge a position in the underlying by using both.  In terms of an abstract symbolic equation, for options on stock, S, the equation for a hedged position is: S – C + P = M, or: long stock, short call, and long put will give you a riskless money market return, M.

As we have described, in some of our preceding discussions, there are a number of financial products, designed by banks and corporations, which are simply obscurely framed packages of more common products and options.  When Black and Sholes came up with their options valuation formula, in the mid-1970’s, they did two things.  First, assuming, unrealistically, that financial objects represent fair games and are governed by normal distributions, which came from John Von Neumann’s rational-based economic theories, they, with the aid of the physics department at M. I.T., developed a mathematical formula for option valuation.  However, it was the other thing that they did, which is much more important: they framed options in terms of the underlying financial instrument and riskless return.  That was the beginning of financial engineering, which is better described as frame-obscured financial product design.  In the longer run, their mathematical formula has proven to have big problems, especially after the 1987 market crash, which could only have happened once in several billion years, if financial objects were really governed by normal distributions.  Their use of frames to describe objects, in terms of other objects, has lead to the explosion in development of frame-obscured financial products over the past few decades, which has also been responsible for our current financial crisis. 

The creativity of finance can produce good and bad products.  For example, it is observed that the spread between fixed and variable interest rates is higher for blue-chip borrowers than it is for poor credit risks.  From this simple situation, which can be reframed as comparative advantage, arose the interest rate swap.  The poor credit person would prefer to borrow at a fixed rate since he is already having trouble with his finances.  The better borrower might, for one reason or another, prefer a variable rate loan.  In a swap, the poor credit risk borrows in the market where he has comparative advantage: the variable rate market. The better borrower borrows in the fixed rate market, and they swap their interest rate payments on the same amount of principal with an adjustment for risk.  The result is that, just like in international economic theory, the two split their comparative advantages, both end up transformed to the markets that they prefer, and both pay lower interest than they would have on their own.

A major theme in the financial business over the last several decades has been, on the one hand, to make new frame-obscured packaged products, and, on the other hand, to bring their massive sales and marketing forces to bear on a growing investing public.  People, in general, only became interested in investments, beyond bank accounts, beginning in the 1980’s, first, after rampant inflation, in the late 1970‘s, showed them that bank accounts did little to overcome inflation, and, second, after competition, finally, reduced commissions to affordable levels, in the retail securities brokerage business.  Thereafter, on-line order entry from personal computers, in the 1990’s, brought even more self-styled investors into the fray.  In addition, message boards and on-line “trading systems” allowed even more people to convince themselves that investing can be done by anyone.  As a result of those things, a person did not even have to pick up the phone to call a broker for tips and orders.  Instead, they could use trading systems, the bases of which they had no knowledge, and listen to people on message boards, even though they no knowing of their credentials.  Indeed, we have observed bubbles, in the U.S. markets, in the late 1990’s, and, in China, in the middle of the first decade of the new millennium, that, as far as we can see, were the results of this new mass-whispering, cereal-box-expert trading phenomenon.  This new breed of wildcat investor, having no formal education in investment or experience in the profession of investing, is especially ravenous for and opens to newly designed investment venues.  In this new era of do-it-yourself investment by self-styled investors, the marketing departments of financial institutions are having a field day, and there has been an explosion of new financial products, over the last few decades.  

Financial products can come from needs, as creative solutions to problems, or to take advantage of know preferences and other psychological factors.  The next product design that we will discuss may seem surprising: money market account.  Technically, money market accounts are mutual funds and because people are depositing, buying shares, and withdrawing, selling shares, all the time, the fund would have to be in continuous registration, according to the rules for such mutual funds, and issue and refund shares of the fund.  However, the securities industry lobbied long and hard to get the government to agree to allow money market funds to have the appearance of demand accounts at banks, and, today, most of us would never even think that they were anything more, nor would we be aware of the battle that went on behind the scenes to make us think, in terms of this frame.  

That brings us to the doorstep of our next example of design based on observed behavior of investors.  A casebook example of security design based on information about this new breed of self-confident, uneducated investor was the LYON designed by Merrill Lynch, in the 1980’s.  What led to the design of these securities was an observation by a member of the firm.  The head of the money market department at Merrill noticed that many of the customers who had money market accounts used the earnings from those accounts to dabble in stock options.  As a response to that knowledge, Merrill designed, LYONs, liquid yield option notes, which were zero-coupon, convertible, callable, and putable bonds.  They were specifically designed to have the appearance of the safety of a money market account, while offering the upside potential of options.  By the early 1990’s, investors in LYONs had a rude awakening as interest rates fell, and the bonds were called by the issuer.  

These small examples, not only show us the behind the scenes research that goes into design, but also point out how framing is used to focus investors on certain aspects of an investment, knowing that they will ignore others.  The “second rule of people” that I teach to my protégé and to my assistants is that people are not as smart as you think they are.  They do not look at all of the facts or signals that should be apparent, and they do not connect all of the facts that they see.  It is the essence of what is being discovered, in studies, in the in the new behavioral finance.  

This short foray into the psychology of investment design should make you aware of the importance of psychology in investment and the investment business.  Even elementary economics is based on psychology, but, in the past, the emphasis, in financial writing and investment spiels, has been on rational finance with arithmetic and mathematics.  In the end, investment is more about psychology than about numbers.  Investment professionals understand psychology and use it as much of the basis for their investment decisions.  The financial industry understands it and uses it to design products to sell to the ever-widening investing public. Thus, understanding how people make decisions and react in the investment environment are important lessons for potential investors.  Many oft these topics have, now, been covered, classified, and christened, in behavioral finance

To begin, we examine the decision process of normal human beings.  Decision-making can be divided into three phases: perception, assimilation, and evaluation.  The fact is that, even though people are not perfect rational beings, in reality, they do not even take the time to do the full scope of an analysis of which they are capable.   First, they oversimplify.  Then, they let emotional factors seep into this simplified analysis.  Instead of hard analysis, most people rely on heuristics, or back-of-envelope calculations.  In addition, in what is referred to as the reduction of complexity, numbers might be rounded and small differences ignored.  Next, mental accounting separates larger problems into components, which might miss the implications of the package.  Interestingly, this also relates back to our discussion of framing; mental accounting means that sometimes people will miss favorable frames that are available.  A final component in the reduction of complexity is availability: people will focus on information that is readily available and look no deeper.  As far as comparing it to past experience, cognitive availability will cause people to attach greater significance to things that they can relate from past experience.

On top of the simplification process, people also ignore information: because there is too much of it, because they do not want to acknowledge certain information, or just because they were expecting different information.  Even the order in which information is presented can create biases.  In a stream of information, the first piece will prime our thinking, and the last will stick in our minds.  In addition, contrast is important.  If information is homogeneous, nothing stands out, but one piece of really different information will be contrasted to the rest.  For example, a car dealer might, first, show you a junk heap at a certain price, which you reject, outright.  Next, the dealer will show you a newer car at a higher price, and you might buy it, simply because it was so much better than the first car that you were shown, even though the second car is not particularly striking.  Studies in marketing have shown that the colors that are used in an advertisement can also affect reaction to the ad.  

After the process of the reduction of complexity has been completed, and once other details have been swept under the rug, there remains the necessity of making a decision, quickly, particularly in the continuous auction markets of the investment arena.  That decision process begins with an anchor XE "Anchor" \b , a reference point, and subsequent adjustment, through the inclusion of additional information or from further analysis.  Anchors are normally chosen because of their salience XE "Salience" .  Analysts will use anchors to produce forecasts, and, in turn, market participants will be anchored in those forecasts.  Anchoring itself is not the problem in this process.  After all, analysis needs a starting point.  The flaw is in inadequate subsequent adjustment, as a result of putting too much weight on the initial anchor.  As a consequence, forecasts based on anchors will underestimate the possible range of outcomes.  Relating that back to numbers finance, the range of possible outcomes, the spread, is related to risk, so, risks are underestimated.   

Another problem that seeps into the decision process and distorts it is concerned with representativeness.  This concept can result in overestimation.  For example, if a coin is flipped ten times and the results are ten heads, the common mistake is to believe that the probability of a tails, on the next flip will be very high, when, in fact, there is still only a 50 percent chance that a tail will result.  In addition to this gambler’s fallacy XE "Gambler’s fallacy" , there are the conjunction fallacy XE "Conjunction fallacy" \b  and the conditional probability fallacy XE "Conditional probability fallacy" \b .  In the case of the former, joint probabilities must be less than or equal to the component probabilities.  However, people, due to representativeness, will often consider the conjunction of two probabilities to be greater than the separate probabilities would allow.   Thus, it attributes more cause and effect to the concurrence of events than is correct.  Ultimately, representativeness can lead one to assume relationships where none exist.  

Such mistakes, based on misuse of representativeness, can be embodied in overestimation of both empirical relationships and causal relationships.  For example, people might assume that there is a high incidence of HIV in lesbians because there is a high incidence in male homosexuals, when, in reality, the incidence of HIV in lesbians is actually lower than in the heterosexual population.  This is an example of empirical misestimating.  On the other hand, when we believe that there are patterns in data that may be only fortuitous, we are overestimating causal relationships.  If you wish hard for snow, tomorrow, so that classes will be canceled, and it snows, you may believe that you have affected the weather: that is (probably) an overestimation of cause and effect.  If you go to a casino and win a bundle of money, you may believe that it was due to your skill, not just some fluke of luck.       

Perception itself is a relative thing.  For example, standard color vision tests are composed of an aggregation of colored balls on a chart.  There are usually numbers or other symbols embedded as patterns in such charts, which the subject is asked to discern.  In a color vision test, the symbols are easier to pick out in the first few charts, and it becomes more difficult for a subject to distinguish them as more and more subtle charts are shown.  The same is true in acoustical perception.  If a bird sings in the forest, it is easy to perceive, but when it is close to a highway or on a busy city street, its voice might be lost in the background noise.  Another common example of this sensory relativity that you may have experienced is concerned with the feeling of temperature.  When you have frozen fingers, you are supposed to run cold water over them.  However, even though the water is cold, it feels warm on your fingers.  Thus, perception, in general, is measured against some reference point.  

Helson introduced adaption level theory XE "Adaption level theory"  as a psychophysical basis for the study of perceptional relativity.  In essence, it states that judgments based on perception are conditioned on previous experience.  In that regard, there will be a neutral point, or reference level, in perception.  If you stare at a dark gray sheet of paper, then, at lighter gray, your perception will be lighter, if black, darker.  In general, perceptions will have such zeroing reference points.  That ties in with the cognitive availability and anchoring that we have just discussed.  In going from perception to the evaluation process, Kahneman and Tversky have adapted this same basic relativity theory in the prospect theory that they developed as an alternative to utility theory from economics.  The price at which an investment asset is purchased (sold short) becomes the zeroing point against which gains and losses are perceived.  In the case of mutual fund managers, the reference point might be the return on the market.  More importantly, people will display decreasing marginal sensitivity, as losses or gains move farther and farther away from that reference point, much like in utility theory and prospect theory.  Both marginal gains and marginal losses will have less value to investors.  Moreover, sensitivity will decrease with time.  For example, if there is a choice between receiving $500 in 4 weeks or $520 in 5 weeks, most people will choose the former.  If the difference is in 15 weeks or 16 weeks, people will become more indifferent.  In addition, reference points can change as time goes on.  Perhaps, a position was bought at $50/share, and, 6 months later, the stock price has risen to $75.  The $75 might, then, become the new reference point.  In that regard, the reference point is not fixed but might vary, depending on both the passage of time and other factors.

If we add the separation effect of mental accounting, the result is that each mental account will have its own point of reference.  This means that not only is each position placed into its own mental account with its own reference point, separate from the others, but also that there is a separate overall performance account, in which all of the gains and losses are lumped together.  In that regard, positions with small profits might be closed, in order to sit on a loss in another position, so as to preserve the relativity of the overall performance account.  Indeed, this reintegration of gains and losses into an overall mental account that masks the loss is due to hedonic editing XE "Hedonic editing"  of accounts whereby an unfavorable event is placed in a more favorable mental light.  It also provides another example that shows that people have frame preferences, while traditional finance assumes that there is no such thing.  Moreover, another result of this separation and editing is that the loss will be sat on, longer, and may become much larger.

From our discussion we can see that frames are important in shaping people’s perceptions.  Sometimes, people miss the best frame, partly due to their reduction of a problem to a simpler problem.  Other times, they obscure the proper frame and settle on one that is more appealing.  They do not take the time to analyze, and, therefore, they will most likely not take the time to find and bundle packages, themselves.  As a result, most people will be happy to be presented with what appears to be an attractive frame.  They are eager to find novel investment vehicles, and the financial community is more than happy to oblige.  They also tend to overestimate and underestimate.  In that regard, as long as the marketing emphasizes the good points, people will, themselves, deemphasize the bad points.

The portfolio, or package, was also one of the mandates of rational finance.  Portfolio diversification is a good idea, so, it is also nice to find that the financial industry has created many packages, whether or not they call them packages.  Banks have asset portfolios, so, they need to balance that with a proper portfolio of products and services for the liability side.  Conglomerates were designed as portfolios of companies.  Real estate and oil and gas investment trusts are portfolios of properties.  Companies offered securities as a means around bank borrowing.  The liquidity and maturity conversion provided by markets are design features of the markets for securities trading.  The securities brokerage business was initially designed to generate sales commissions with no risk; since then, additional products and services have been added.   Moreover, there has been an overriding mandate from the financial community: the need to diversify and hold a portfolio of securities.  There are advisors, fund managers, and fund of fund managers.    

Investment in marketable securities allows for maturity conversion, which is a good thing.  In that regards, you do not purchase a 30-year maturity bond expecting to hold it until maturity.  You can sell it in the market any time and tailor your holding period to your needs and desires.  However, people sometimes cannot afford to take a loss, and they sell before the time is right.  Other times, they sell too late, holding on as the price goes down.

There are reasons that people might end up waiting too long to react and generating larger loses.  The bigger question is why these cycles of the next best newest investment design continue.  Therefore, the final portion of our psychological analysis will focus on the psychology or loss and of selective memory of past investment experiences and the like.  

Cognitive dissonance XE "Cognitive dissonance"  arises in all situations that involve choice since after a decision has been made, people will wonder whether or not they have made the right choice.  You buy a green car, and, the same day, a friend drops by with the same car in red, and you admire the red car next to your green one and ask yourself: should you have gone with the red.  Perhaps, you had a choice of buying shares of XYZ Corp. or ABC Inc., both of which are companies in the same industry, and you decided on ABC.  The next day, XYZ is up $1/share, while ABC is down 50¢, and you are overcome with a sense of regret and a question of whether or not you should have bought the XYZ instead.  Thus, a prerequisite for dissonance is commitment, which can only obtain in situations that were entered into when there was freedom of choice, in the first place.  Even if there was no red car on the lot when you bought your green one, you had a choice of asking if any other colors were available.  

In general, people attempt to eliminate internal conflicts by one means or another.  It flows from the instinct of self-preservation.  In that regard, people will search for avenues to create consonance and to eliminate dissonance, and confirmation bias will result in the illusion of validity XE "Illusion of validity" .  In that losses are felt more deeply than gains of similar magnitude, losses will lead to additional dissonance, which will also encourage a trader to look for confirmation instead of simply reversing his decision and taking a quick loss.  Moreover, beyond this sort of selective perception, people may also engage in selective decision-making.  As a result, they might continue to purchase a stock that is tanking as another means to attempt to deal with dissonance.  That alternative course of action is known as the sunk cost effect XE "Sunk cost effect" .  

In addition to the alternatives to reversal, there are other mental roadblocks that keep people from reversing decisions.  There is a status quo bias XE "Status quo bias" , also known as the endowment effect XE "Endowment effect" \b , which tells us to just stand fast.  Another factor is regret aversion XE "Regret aversion" .  In that regard, people will hesitate to make a decision because they fear that it will be the wrong one, and, then, they will regret it.  Again, these types of avoidance can lead to the decision to not take a loss.  Regret aversion XE "Regret aversion"  goes beyond loss aversion, in that people will consider the “what if”, as in what if I sell now and the price of the stock goes back up, tomorrow.  After it is all over, people will even reconstruct the past, remembering it in a more favorable light to eliminate dissonance and regret.

In the end, people are so eager to get rich quick, and they think that investing takes no real training.  Given our long discussion of how people think, especially when it comes to making a quick killing, it is not surprising that they continually get suckered into get rich quick schemes.  The list goes on and dates back as far as recorded time.  In the 1990’s, people mistook the race to patch technology for Y2K as an everlasting trend in technology sales.  They let analysts (recall which department employs them) and brokers convince them to invest in the internet craze.  Companies have used share size as a design tool for years, making their share accessible to a greater population by designing share prices.  The futures exchanges took their cue from that, around the turn of this century, by creating mini stock market and other futures to allow all of those self-styled nouveau investors access to futures trading.  It was only natural that someone should come up with the idea of mini-bonds in deadbeat mortgages, which has gotten us into the latest financial crisis.  

Obscured-frame securities design was much a part of the world’s latest financial crisis.  Fannie Mae and Freddy Mac were originally set up in the middle of the 20th century to buy mortgages from banks to free up their capital to make more loans for new home purchase.  It was when the U.S. was beginning its ascent to relative affluence.  Since mortgages are, typically, long term assets, it is difficult for a bank to turn over old mortgages to make room for new ones.  Of course, time goes on and creates a continual need for an outlet for old mortgage investments to make new ones.  The answer to that is for the agencies to act as pass-trough functions and package mortgagees into securities to sell in the financial markets.  

Securitization is packaging of assets and sale of securities, debt or equity, on those assets.  It was first done with debt and equity of companies.  Then, it moved on to things like real estate investment, oil and gas properties, and mortgages.  Securitization of mortgages, thus, had a history of about a half a century before they became the focal pint of the world’s latest financial crisis.  Already, in the late 1990’s, there was a debate among professional traders even about the risk of Fanny’s and Freddy’s securities.  

In the beginning of this millennium, a stock market crash, down 80% in the NASDAQ, left people feeling poorer.   In turn, interest rates were ushered down to fifty year lows by the Federal Reserve.  Banks offered home equity loans.  Low interest combined with high ratios of debt to value (sometimes in excess of) to give marginal borrowers money.  People began to trade property.  I even sold my 18th century estate on the way up that bull cycle in property (having bought it at the bottom of the preceding cycle).  That led to securitization of high risk mortgages as a get-rich-quick vehicle package. Also involved in the package were several kinds of swaps (you can read an excerpt from my coming textbook about various types of swaps, on the finance part of our website).

Then, came Lehman Brother with their mini bonds.  Even the name of those “mini-bonds” is a misleading frame-obscured moniker for what was really a structured derivative package.  Such were not unknown in the OTC institutional markets, but Lehman Brothers made a package with a price that was accessible to the retail investor, especially given the appetite for something new among that hapless horde of nouveau retail investors bored with the latest investment trends and looking for a new gamble.  

Like the S&L’s in the 1980’s going haplessly into junk bonds, Lehman, through its BNC Mortgage arm, went too heavily into low-quality mortgages, and, instead of taking a loss and closing down the operation, it securitized them through complicated swap agreements laid off their resulting mini-bonds onto the general public around the world.  Maybe it was psychology at Lehman, in facing loss, that guided them into their hold and securitize reframing of investment reality.  Rather than getting deep into the meaning of a 30 page prospectus for mini-bonds, which is just the latest example of design and marketing, in finance, we refer the reader to our website In Country Analysis page or Google for further specific information.  Here, for simplicity, we show a copy of the structure of entities and transactions, for the Hong Kong market, from a report by Freshfields, Bruckhaus and Deringer, below.  Note the complication of the diagram.  What it really was a complicated, risky investment, obscured by the name mini-bond, which evokes feelings of security.  It involved instruments, like interest rate and credit swaps, which are normally outside the price range of a retail buyer, even in the futures markets.
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.  

People continue to look for get rich quick schemes in investment, while treating it more like gambling.  The finance industry continues to come up with innovative products to feed the hungry horde of new investors, and it does so with psychology, framing, and design, in mind.  Then, each time there is a financial crisis, which is about once a decade, those same self-confident self-styled investors run and cry to the government and say that they were tricked and that they just didn’t really understand.  The real problem is that grandstanding Congressmen champion them and chastise the perpetrators when, instead, they should let them learn a lesson, so that it does not give them courage to do it again and again.

Do not despair.  The latest product is already on the drawing board, as I finish writing this article.  Securities firms are, now, looking at packaging cash-out life insurance policies.  In many life insurance policies, there is a cash-out option, which many people use, after they retire.  Why wait to die for someone else to get the money when it could be used in your retirement years for your own enjoyment.  There may be some policies that have a clause and a mechanism to cover that.  There are also companies who buy such policies, in an OTC market, worldwide.

The latest designed retail package will then involve buying such policies, which will pay off at the deaths of the sellers, and sell a securitized piece of that with the promise to make payments as the fund receives them.  It will be interesting to see where that business is at, a decade from now, or what will have replaced it by then.
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