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Behavioral Science: An Overview
Classic economics assumes that investors are rational — that they incorporate available 
information to determine appropriate probabilities and to optimize their investing decisions. 

But, what you may not realize is that 95% of us use heuristics, or mental shortcuts, such as 
a rule of thumb (general guidelines say this is the right thing to do), an educated guess (this 
seems like the right thing to do) or intuitive judgment (it feels right) to make complex decisions. 

The study of behavioral science, which incorporates cognitive and behavioral psychology, 
recognizes that investors are emotional and have biases that often may lead to erroneous 
conclusions and suboptimal investing decisions. And there are several common biases that 
many investors face, which can lead to poor investment decisions. 

Behavioral biases can influence how we process and interpret information. They can 
also influence how we make decisions and take information in. In Behavioral Science, these are 
often called Cognitive Biases and Emotional Biases. 

Here you will find some common behavioral biases that can have a negative impact on 
investors’ financial decisions.

BEHAVIORAL SCIENCE IN ACTION 

PIMCO has long understood that behavioral science can make us better investors. That's why 
we've partnered with some of the best minds in the field at the Center for Decision Research at 
The University of Chicago Booth School of Business. Through this innovative partnership, PIMCO 
supports diverse and robust academic research that contributes to a deeper understanding of 
human behavior and decision-making. Learn more about how behavioral science can make you a 
better investor at pimco.com. 



Emotional Biases 

Cognitive Biases
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CONFIRMATION BIAS: 
interpreting new information as 
confirmation of something you 
already believe

ANCHORING: 
using irrelevant information as a 
reference for evaluating or estimating 
the unknown value of something 

RECENCY BIAS: 
short-term memories influence more 
than memories of things long ago 

Humans have a tendency to search for, interpret, focus on and 
remember information that confirms our preconceptions. Investors 
might inadvertently look for information that supports their beliefs 
about an investment and fail to see information that presents different 
ideas. Having a one-sided view can lead to poor investment decisions. 

Investors cling to arbitrary price points when they decide to buy 
or sell a portfolio holding. This bias may prevent an investor from 
viewing investments holistically, because they are influenced by 
purchase price or an arbitrary price level.

Investors tend to more easily remember something that happened 
recently instead of something that may have occurred a while back. 
This means they’re likely to believe that rising markets will continue 
to gain or that declining markets will continue to fall. That can lead 
to portfolio allocations that may be inconsistent with investors’ risk 
tolerance and long-term financial goals. 

LOSS AVERSION: 

feeling the pain of loss more than 
the joy of gains

FAMILIARITY BIAS: 

sticking with what you know

Investors feel the pain of loss more severely than they feel the joys 
associated with gains. This aversion to loss can cause investors to 
sell winning investments too early, hold losing investments too long, 
or possibly assume additional risk in an attempt to make up for 
potential losses.

Investors tend to stick with what they know, which can have a 
strong impact on what they buy. However, investing only in stocks 
that investors are familiar with may result in over allocations to 
certain companies, industries and countries; that can negatively 
impact portfolio diversification. 

OVERCONFIDENCE:

overestimating or exaggerating 
your ability to successfully perform 
a given task.

Overconfident investors feel that they are better than others at 
picking the best stocks and times to enter or exit a position – a 
behavior that can lead to more frequent trades and market timing. 
That may result in lower returns.
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Theories in Practice

In order for investors to help improve their individual investment outcomes, they need to 
improve the choices they make. Understanding biases in context can help all of us make better 
investment decisions. 

INVESTOR’S BEHAVIOR AND THOUGHTS DURING A VOLATILE MARKET (2006-2010)
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60% Stocks /40% Bonds* (LHS)
Emotional Investor: 60% Stocks /40% Bonds* or Cash** (LHS)
Monthly Net Flows for Morningstar Moderate Allocation Category (RHS)

$93,320

$111,694

January 2006 to December 2010. Source: Morningstar, Bloomberg, PIMCO
Hypothetical example for illustrative purposes only. Not indicative of the past or future performance of any PIMCO product.

  *  Stocks are represented by S&P 500 Index. Bonds are represented by Bloomberg Barclays U.S. Aggregate Index. It is not possible to invest in an unmanaged index.
**  These results are based on hypothetical modeling and are intended for illustrative purposes only. Emotional Investor is assumed to move to cash on 10/31/2008 and back to 60% Stocks 

/40% Bonds on 04/30/2010.

Recency Bias in Context:

Investors often look at recent returns when making important financial decisions. After all, 
it’s easier to emotionally validate a choice when we are following a trend along 
with everyone else. This behavior can cause us to chase performance and lead to 
buying high and seling low.

As this hypothetical example shows, when emotions take over it’s easy for investors to 
make suboptimal decisions, tending to buy out of excitement when the market is going 
up and sell out of fear when the market is falling.

“I’m so happy I invested when I did!”

“There has to be a recovery soon.”

“I’m happy I got  
out when I did.”

“This rally  
won’t last.”“I can’t take this anymore! I’m 

out!”(Investor sells.)
“Shoot! I better buy 

back in!” (Investor 
finally buys back in, 
but misses much of 
the rally.)
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Familiarity Bias In Context 

One common familiarity bias is called “home 
country bias,” which is the tendency to favor 
companies in one’s own country over those from 
other regions and countries. 

If you’re an investor in the U.S, there’s a good 
chance you have a sizeable portion of your 
portfolio invested U.S. companies. In fact, the 
average U.S. investor allocates more than 70% 
of their equity allocations to U.S. stocks, despite 
the fact that the U.S. is less than 50% of the 
total world market capitalization.1

Mental Accounting Bias

Mental accounting bias can occur when you spread investment assets across several accounts. 
When investors put money in different buckets or similar accounts, oftentimes those dollars 
are not invested properly to meet long-term goals. As a result, investors may miss out on 
returns they may have otherwise achieved if the money had been properly invested according 
to time horizon and risk tolerance strategies.

1  Source: IMF Coordinated Portfolio Investment Survey 2017
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Behavioral Finance: Moving Beyond the Biases  
Keeping emotions in check can be a challenge. Market volatility is uncomfortable; Combine that 
with a 24/7 news cycle and even the most seasoned investors may feel unnerved. 

A basic understanding of behavioral finance can help you keep emotions in check, make better 
decisions and achieve potentially superior investment outcomes. 

Partnering with a financial advisor can help, too, as she or he can often develop a thoughtful 
strategy, provide continued advice to ensure discipline in investment choices. 

Tips to Consider  
In addition, consider some important tips that may help you overcome biases that can 

derail long-term financial goals and objectives:

P  Define your objectives: If you have a plan, you’re more likely to keep emotions at bay. 
Investors who have clearly defined investment objectives are less apt to let short-term 
market moves get the better of their emotions.

P  Put pen to paper: Writing out your objectives, and aligning on the methods you’re 
comfortable using to achieve them, will provide a framework for rational decision making.

P  Keep emotions in check: Decisions that are driven by emotion are often not the wisest. 
Rather than worrying about short-term market fluctuations, stay focused on your long-
term financial goals.

P  Consider the other side: To avoid having a one-sided view of an investment and acting 
on it, search out reliable information that presents different perspectives. This will help 
give you a holistic picture and lead to a more informed decision. 

P  Stay diversified: Portfolio diversification, in line with your return objectives and risk 
tolerance, can help mitigate portfolio volatility and can potentially produce more consistent 
and successful investment outcome.

P  Rebalance regularly: Change can be good. Regular portfolio rebalancing instills a 
disciplined approach to decision making, forcing investors to take actions that may be 
emotionally uncomfortable, but often financially productive.
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Additional Key-Terms To Know  

Asset-Allocation: How an investor distributes their money between different types of 
investments, such as stocks, bonds and cash. Asset allocation can help balance a portfolio’s risk 
and return (a strategy known as diversification). 

Benchmark: A standard against which to measure investment performance. In most cases, an 
investment benchmark is a market index or a combination of indexes. An index tracks the 
performance of a type of security, such as all listed stocks or all government bonds. Indexes are 
unmanaged and an investor cannot invest directly in an index.

Diversification: The process of incorporating various asset classes and holdings with different 
return profiles to help blunt the impact of significant market declines in a particular asset class 
or sector.

Framing: Occurs when people make decisions based on the way information is presented, or 
framed, rather than on the facts themselves. The language used, the physical arrangement of 
the options, and how we think about a problem are all aspects of a frame. Importantly, the same 
facts presented in different ways – positive or negative – can lead us to make different decisions.

Rebalancing: Portfolio rebalancing is the process of adjusting portfolio allocations back to initial 
targets. It can be implemented using a time-based approach (i.e.: monthly, quarterly, annually) or 
a variance-based approach, triggered by certain deviations from original targets.

Regret Aversion: Investors want to avoid the pain of regret resulting from a poor investment 
decision – whether the loss comes from an investment that goes down, or from a perceived loss 
resulting from a stock that went up, but that they didn't own. This bias can sometimes initiate 
herding behavior – investors may buy into an already richly priced and volatile market, helping 
form a bubble, believing that if they don't, they will miss out on good opportunities.

Status quo Bias: An emotional bias in which people respond to new circumstances by doing 
nothing instead of making appropriate adaptations. People are generally more comfortable 
keeping things as they are. This bias might prevent an investor from looking for opportunities 
where change may be beneficial.
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The information presented here is based on what PIMCO believes to be generally accepted investment theory. It is for illustrative purposes only and may not be suitable for 
all investors. The information is not based on any particularized financial situation, or need, and is not intended to be, and should not be construed as, a forecast, research, 
investment advice or a recommendation for any specific PIMCO or other strategy, product or service. Individuals should consult with their own financial advisors to determine the 
most appropriate allocations for their financial situation, including their investment objectives, time frame, risk tolerance, savings and other investments. Investors should speak to 
their financial professionals regarding the investment mix that may be right for them based on their financial situation and investment objectives.

Past performance is not a guarantee or a reliable indicator of future results.

All investments contain risk and may lose value. Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. 
The value of most bonds and bond strategies are impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile 
than those with shorter durations; bond prices generally fall as interest rates rise, and low interest rate environments increase this risk. Reductions in bond counterparty capacity 
may contribute to decreased market liquidity and increased price volatility. Bond investments may be worth more or less than the original cost when redeemed. Equities may 
decline in value due to both real and perceived general market, economic and industry conditions. Diversification does not ensure against loss.

There is no guarantee that an investment strategy will work under all market conditions or are appropriate for all investors and each investor should evaluate their ability to invest 
long-term, especially during periods of downturn in the market. Investors should consult their investment professional prior to making an investment decision.

Hypothetical and simulated examples have many inherent limitations and are generally prepared with the benefit of hindsight. There are frequently sharp differences between 
simulated results and the actual results. There are numerous factors related to the markets in general or the implementation of any specific investment strategy, which cannot be 
fully accounted for in the preparation of simulated results and all of which can adversely affect actual results. No guarantee is being made that the stated results will be achieved.

Bloomberg Barclays U.S. Aggregate Index represents securities that are SEC-registered, taxable, and dollar denominated. The index covers the U.S. investment grade 
fixed rate bond market, with index components for government and corporate securities, mortgage pass-through securities, and asset-backed securities. These major sectors are 
subdivided into more specific indices that are calculated and reported on a regular basis. S&P 500 Index is an unmanaged market index generally considered representative of 
the stock market as a whole. The Index focuses on the large-cap segment of the U.S. equities market. It is not possible to invest directly in an unmanaged index.

The discussion herein is general in nature and is provided for informational purposes only. There is no guarantee as to its accuracy or completeness. Any tax statements contained 
herein are not intended or written to be used, and cannot be relied upon or used for the purpose of avoiding penalties imposed by the Internal Revenue Service or state and 
local tax authorities. Individuals should consult their own legal and tax counsel as to matters discussed herein and before entering into any estate planning, trust, investment, 
retirement, or insurance arrangement.

This material contains the current opinions of the author but not necessarily those of PIMCO and such opinions are subject to change without notice.  This material is distributed 
for informational purposes only and should not be considered as investment advice or a recommendation of any particular security, strategy or investment product. Information 
contained herein has been obtained from sources believed to be reliable, but not guaranteed.

PIMCO as a general matter provides services to qualified institutions, financial intermediaries and institutional investors. Individual investors should contact their own 
financial professional to determine the most appropriate investment options for their financial situation. This is not an offer to any person in any jurisdiction where unlawful or 
unauthorized. | Pacific Investment Management Company LLC, 650 Newport Center Drive, Newport Beach, CA 92660 is regulated by the United States Securities and 
Exchange Commission. | PIMCO Europe Ltd (Company No. 2604517) and PIMCO Europe Ltd - Italy (Company No. 07533910969) are authorised and regulated by the Financial 
Conduct Authority (12 Endeavour Square, London E20 1JN) in the UK. The Italy branch is additionally regulated by the Commissione Nazionale per le Società e la Borsa (CONSOB) 
in accordance with Article 27 of the Italian Consolidated Financial Act. PIMCO Europe Ltd services are available only to professional clients as defined in the Financial Conduct 
Authority’s Handbook and are not available to individual investors, who should not rely on this communication. | PIMCO Europe GmbH (Company No. 192083, Seidlstr. 24-24a, 
80335 Munich, Germany), PIMCO Europe GmbH Italian Branch (Company No. 10005170963) and PIMCO Europe GmbH Spanish Branch (N.I.F. W2765338E) are authorised and 
regulated by the German Federal Financial Supervisory Authority (BaFin) (Marie- Curie-Str. 24-28, 60439 Frankfurt am Main) in Germany in accordance with Section 32 of the 
German Banking Act (KWG). The Italian Branch and Spanish Branch are additionally supervised by the Commissione Nazionale per le Società e la Borsa (CONSOB) in accordance 
with Article 27 of the Italian Consolidated Financial Act and the Comisión Nacional del Mercado de Valores (CNMV) in accordance with obligations stipulated in articles 168 
and  203  to 224, as well as obligations contained in Tile V, Section I of the Law on the Securities Market (LSM) and in articles 111, 114 and 117 of Royal Decree 217/2008, 
respectively. The services provided by PIMCO Europe GmbH are available only to professional clients as defined in Section 67 para. 2 German Securities Trading Act (WpHG). They 
are not available to individual investors, who should not rely on this communication| PIMCO (Schweiz) GmbH (registered in Switzerland, Company No. CH-020.4.038.582-2), 
Brandschenkestrasse 41, 8002 Zurich, Switzerland, Tel: + 41 44 512 49 10. The services provided by PIMCO (Schweiz) GmbH are not available to individual investors, who should 
not rely on this communication but contact their financial adviser. | PIMCO Asia Pte Ltd (Registration No. 199804652K) is regulated by the Monetary Authority of Singapore 
as a holder of a capital markets services licence and an exempt financial adviser. The asset management services and investment products are not available to persons where 
provision of such services and products is unauthorised. | PIMCO Asia Limited is licensed by the Securities and Futures Commission for Types 1, 4 and 9 regulated activities 
under the Securities and Futures Ordinance. PIMCO Asia Limited is registered as a cross-border discretionary investment manager with the Financial Supervisory Commission 
of Korea (Registration No. 08-02-307). The asset management services and investment products are not available to persons where provision of such services and products 
is unauthorised. | PIMCO Australia Pty Ltd ABN 54 084 280 508, AFSL 246862. This publication has been prepared without taking into account the objectives, financial 
situation or needs of investors. Before making an investment decision, investors should obtain professional advice and consider whether the information contained herein is 
appropriate having regard to their objectives, financial situation and needs. | PIMCO Japan Ltd, Financial Instruments Business Registration Number is Director of Kanto Local 
Finance Bureau (Financial Instruments Firm) No. 382. PIMCO Japan Ltd is a member of Japan Investment Advisers Association and The Investment Trusts Association, Japan. All 
investments contain risk. There is no guarantee that the principal amount of the investment will be preserved, or that a certain return will be realized; the investment could suffer 
a loss. All profits and losses incur to the investor. The amounts, maximum amounts and calculation methodologies of each type of fee and expense and their total amounts will 
vary depending on the investment strategy, the status of investment performance, period of management and outstanding balance of assets and thus such fees and expenses 
cannot be set forth herein. | PIMCO Taiwan Limited is managed and operated independently. The reference number of business license of the company approved by the 
competent authority is (107) FSC SICE Reg. No.001. 40F., No.68, Sec. 5, Zhongxiao E. Rd., Xinyi Dist., Taipei City 110, Taiwan (R.O.C.), Tel: +886 2 8729-5500. | PIMCO Canada 
Corp. (199 Bay Street, Suite 2050, Commerce Court Station, P.O. Box 363, Toronto, ON, M5L 1G2) services and products may only be available in certain provinces or territories of 
Canada and only through dealers authorized for that purpose. | PIMCO Latin America Av. Brigadeiro Faria Lima 3477, Torre A, 5° andar São Paulo, Brazil 04538-133. | No part 
of this publication may be reproduced in any form, or referred to in any other publication, without express written permission. PIMCO is a trademark of Allianz Asset Management 
of America L.P. in the United States and throughout the world. ©2020, PIMCO.
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