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Behavioral Finance — 
What is it and why is it 
important to investors?

B Y  T E D  B R I D G E S  
Most investors are familiar with the 
traditional tools used in investment 
management. These include economic analysis, security 
analysis, various approaches to valuation and technical 
analysis (the study of price movements and patterns).

Our Firm employs many analytical techniques in the 
investment research process that drives our portfolio 
management activities as we seek to build portfolios for 
our clients that can most efficiently meet their long- 
term investment goals.

We have many sources of information and data that we use in our 
process, and our investment approach is quantitatively rigorous. 
Collectively as a Firm, we have years of investment management 
experience that informs the decisions we make in the capital 
markets. We strive to use the information and data we have as 
objectively as possible to make solid long-term investment decisions 
for our clients.

While we seek to make investment decisions that are as objective 
as possible, there is always some subjectivity in every decision we 
make. While we have access to vast amounts of data, the future 
is inherently unpredictable, which requires us to make subjective 

judgments about the objective data we employ. 

Behavioral Finance is the discipline that seeks to alert us to the 
common pitfalls investors encounter in the subjective portion of 
their investment process. Behavioral Finance might be — continued  
 

HAPPY FOURTH OF JULY!



B Y  A A RO N  F O S T E R  
On August 27, 2010, the U.S. Federal Reserve made 
it apparent that an asset purchasing program known as 
quantitative easing, or QE2, would be implemented. 
This program featured a plan to purchase $600 billion 
worth of long-dated U.S. Treasuries from November 
2010 to June 2011. Reactions to this announcement, 
varied around the globe. U.S. equity holders rejoiced while foreign 
central banks, particularly those in emerging markets, cried foul, citing 
the unintended consequences would result in a flood of demand for their 
currencies as investors searched outside the U.S. for yield. Other critics 
alleged the United States was intentionally trying to devalue its currency 
in a desperate attempt to export its way to economic growth. 

Fed Chairman Ben Bernanke countered the criticism in a Washington 
Post op-ed piece, stating that the desired outcome of QE2 was to create 
“easier financial conditions” that would promote economic growth. 
The program was supposed to spark increased risk-taking behavior 
by investors, while also pressuring borrowing rates lower for both 
corporations and the general public. 

After investors shift dollars out of U.S. debt and into higher-risk 
securities such as equities and commodities, wealth would be created 
from higher asset values. The theory further stated that this increased 
wealth would boost confidence among consumers, who would feel more 
comfortable spending. This would result in accelerated U.S. economic 
growth and an improved employment situation. 

Now that we are weeks away from the end of this experiment, it may 
be worth asking the following questions: Did QE2 have an impact on 
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described as the psychology of investing, or the study of understanding 
the inherent biases people have that make it hard for them to consistently 
make logical, rational decisions in an uncertain world.

Investors are human, and human beings, notwithstanding access to 
objective information, experience and efforts to be rational in their 
decision-making process, struggle to avoid a series of mistakes that are 
very common and undermine reaching optimal investment decisions.

Some of the most common mistakes investors make include: 1) being 
overly confident in their abilities to measure risk and expected return; 2) 
substituting “rules of thumb” for more logical approaches to decision-
making; 3) “framing” – being unaware of how individual biases and 
experiences color their decision-making process.

We believe that being aware of these common mistakes and working 
to avoid them helps to improve our decision-making over time. We 
will never be able to eliminate some aspect of subjectivity within our 
investment process, but understanding the psychological pitfalls that are 
common helps us to make better decisions in an inherently uncertain and 
unpredictable world.

We will examine some of the most common mistakes in a little more 
detail in future issues of The Bridge, but for those interested in reading 
further about Behavioral Finance (and cognitive psychology), several 
excellent books include: Blink by Malcolm Gladwell, Sway: The Irresistible 
Pull of Irrational Behavior by Ori and Ram Brafman, and Choices, Values, 
and Frames by Kahneman and Tversky (who many credit as being the 
fathers of Behavioral Finance). 

We welcome your feedback! contact@bridgesinv.com

Gauging the Impact of QE2

401k Contributions and Tax Savings
A commonly-overlooked benefit of 401k investing is that contributions 
can be made pre-tax, so that even a small contribution can go a long way. 
Since 401k contributions are not taxed until you retire, the more you 
contribute to your retirement account, the smaller your taxable income 
becomes, and the more federal taxes you are able to defer.

The graph presents the tax savings (reduction in tax liability) achieved by 
a 401k contribution of $100 for six marginal tax rates. For example, if 
you are subject to a 35% marginal tax rate and you choose not to make a 
401k contribution, you will pay $35 in taxes and only have $65 available 
to invest. On the other hand, if you invest pre-tax in your 401k, you will 
be able to invest the entire $100 to grow tax-deferred until you retire.

Tax Savings from Investing in a 401k Plan

This is for illustrative purposes only and should not be viewed as tax advice.
Be sure to consult with a financial advisor or tax professional for the latest rules 
and regulations.



Based on the foregoing, it’s clear that the U.S. economy is not performing 
extraordinarily well, but this isn’t necessarily shocking news. Many U.S. 
corporations domiciled domestically have known that growth would be 
much stronger in developing economies such as China, India and Brazil, 
and have thus shifted their business in order to diversify and decrease 
their reliance on the U.S. economy. In fact, over the last several years, the 
entire world has relied heavily on economic growth in emerging markets as 
demand in developed markets remains sluggish. Perhaps we should more 
closely examine the effects of QE2 on the economies of developing nations. 

As it turns out, foreign governments and banks may have reason to grumble 
about QE2 since many of the fastest-growing economies have been forced 
to raise interest rates and reserve requirements at financial institutions in 
response to higher demands for their currency and increasing commodity 
prices, both of which create inflation. Specifically, China reported that 
annual inflation registered at 5.6% last month. This is mainly attributable 
to an 11.5% increase in food prices — the sixth consecutive double-digit 
increase. Although GDP in China has been relatively strong when compared 
to developed markets, estimates for future growth are trending down into 
the high single digits. 

Of course, one could argue that QE2 hasn’t had much of an effect on the 
worldwide economy, and that these results are purely coincidental. Generally, 
economic data and corporate profits drive the prices of securities, not the 
other way around. Also, because there is a lag between the allocation of 
securities purchases by the Federal Reserve and the subsequent effects on 
the economy, it’s hard to believe that we have even seen the final outcome 
of QE2 yet. After all, the $600 billion program wasn’t nearly as large as 
the $1.75 trillion worth of securities 
purchased by the Federal Reserve during 
the first round of quantitative easing that 
took place from early 2009 to early 2010. 

The best case scenario is that the U.S. 
economy is now capable of standing 
on its own feet and we are on a path to 
full recovery. If that is the case, QE2 
will be put aside and natural market 
forces will once again be the dominant 
factor dictating the prices of securities. 
The decision not to extend quantitative 
easing should be interpreted as either a signal of confidence from the Federal 
Reserve that the U.S. economy has reached a point of stability that no longer 
requires the purchases, or that the program wasn’t creating the outcome that 
the Fed desired. That said, should U.S. economic growth and asset valuations 
begin to decline considerably in the upcoming months, there does appear to 
be an expectation among investors that the Federal Reserve will step in once 
again with a third round of quantitative easing. While the immediate impact 
of that action would probably be higher asset values in the short run, this would 
be a troubling sign for the overall health of the economy in the long run. 

investor behavior and the economy during the last nine months? And, 
what can we expect when QE2 concludes?

The S&P 500 index has appreciated over 27%, not including dividends 
from the unofficial announcement on August 27, 2010 to the close of 
markets on May 27, 2011. Commodities have witnessed a wide range of 
gains over that same period, including crude oil gaining 37%, gold rising 
24% and both corn and silver increasing 94%. 

Meanwhile, the U.S. dollar depreciated approximately 10-15% against 
a basket of other major currencies according to the performance of 
several different ETFs that track this particular movement. Treasuries 
have widely fluctuated, with the yield on the 10-year note increasing 
to 3.74% in early February from 2.48% the day of the announcement, 
before backing down to just above 3% as of late. Although treasury rates 
have increased, mortgage rates have decreased significantly from 5.4% in 
August 2010 to 4.8% now. 

While these statistics seem like great news, we must look deeper before 
declaring QE2 a success, or that these movements are correlated at all 
with QE2. Investors did in fact shift money away from U.S. treasuries 
and into riskier assets such as equities and commodities over the past nine 
months, and borrowing rates for consumers, especially mortgage rates, 
have decreased. Unfortunately, the drop in mortgage rates hasn’t resulted 
in increased home-buying activity. Despite a massive flood of home 
refinancing in early 2011, the U.S. housing market remains fragile. 

Consumer sentiment and spending rebounded nicely from August 2010 
to March 2011, but in recent weeks these numbers have been weak. 
Consumer spending was up only 0.4% in April, while the personal 
savings rate dropped to 4.9%, the lowest rate since October 2008. 
Economists have also recently downgraded their estimates for this year’s 
GDP to below 3% growth, as the economy grew only 1.8% in the first 
quarter of 2011. 

The headline unemployment rate declined from 9.7% in August 2010 to 
9.0% in April 2011. However, it’s difficult to make the case that the labor 
market is very healthy given lower labor force participation and a high 
under-employment rate of 16%. (The under-employment rate indicates 
the percentage of those who are out of work, and also those who are 
working part-time jobs but desire a full-time job.) 

Corporate profits have remained strong, but many of the companies 
showing true revenue growth are doing so because they generate revenues 
from international economies, sell discretionary goods to high-end 
consumers or have large exposure to commodities. More traditional retail 
outlets such as Wal-Mart, which have historically been a better gauge of 
U.S. consumer behavior, reported that same store sales dropped 1.1% in 
Q1 of 2011, the eighth consecutive quarterly decline. Consumers and 
corporations alike are citing high commodity costs as hampering both 
discretionary spending and earnings growth. 
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B R I D G E S  I N V E S T M E N T  M A N AG E M E N T,  I N C .  is a 
full-service investment management firm located in Omaha, Nebraska. 
Bridges Investment Management, Inc. traces its roots to 1945 when 
Marvin W. Bridges, Sr. became the first investment adviser in Nebraska 
and the 208th in the country to register under the Investment Advisers 
Act of 1940. The Firm is currently headed by Edson L. (Ted) Bridges 
III. The Firm’s clients include high net worth individuals, corporate 
retirement plans and charitable organizations. The Firm employs 
a growth oriented investment style which seeks to invest capital in 
companies that achieve above average returns on equity and earnings 
per share growth versus the S&P 500.

The Firm’s growth oriented equity investment philosophy is predicated 
on the principle that over the long term, strong company financial 
performance in the form of rising cash flow and earnings drives 
increasing equity valuations. The Firm relies on a veteran investment 
team that has an average industry experience of over 20 years, while 
enjoying a very low turnover rate of both clients and employees, which 
allows us to build quality long-term relationships. 

Contact Us
Phone: 402.397.4700 
Toll Free: 1.800.939.8401
Fax: 402.397.8617

Email:  
contact@bridgesinv.com 

Mail:  
Bridges Investment  
Management, Inc.
8401 West Dodge Road
256 Durham Plaza 
Omaha, Nebraska 68114

Web: 
www.bridgesinv.com

Please contact us if  
you would like to receive 
future editions of The 
Bridge via email.
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