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“Investing	 is	 not	 supposed	 to	 be	 easy.	 Anyone	 
who	 finds	 it	 easy	 is	 stupid	 ” 

                       Charlie Munger 
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ACHIEVING WORDILY WISDOM- LATTICE WORK OF MENTAL MODEL 

Learn Key idea from different disciplines and apply them to 
investing. 
Math- Compound interest, Permutation & Combination, 
Probability 

Economics- Demand and Supply, Economies of Scales, 
Monopoly, duopoly, economic of scales, Wealth effect. 

Physics- Equilibrium 

Engineering- Margin of safety, break point. 

Social Science- An Any colony, Complex Adaptive Systems, 
Avalanches 

Psychology- Prospect Theory, Loss aversion, Decision making 
under uncertainty, herd behavior. 

 



BEHAVIORAL ECONOMICS / BEHAVIORAL FINANCE 

Behavioral Economics combines twin discipline of 
psychology and economics to explain why and how people 
make seemingly irrational or illogical decision when they 
spend, invest, save, and borrow money. 



KEY CONCEPTS FROM PSYCHOLOGY 

 
Prospect Theory 

•  Loss Aversion 
•  Disposition Effect 

Mental Account 



PROSPECT THEORY 

By Daniel Kahneman, Amos Tversky (Nobel price 2002) 

Prospect theory is a behavioral economic theory that 
describes the way people choose between probabilistic 
alternatives that involve risk, where the probabilities of 
outcomes are known.  

The theory states that people make decisions based on the 
potential value of losses and gains rather than the 
final outcome, and that people evaluate these losses and 
gains using certain heuristics.  
 

[**In psychology, heuristics are simple, efficient rules which 
people often use to form judgments and make decisions] 

 



LOSS AVERSION 

Example 1-  
 

You are offered a gamble on the toss of a coin.  

 

1.  If the coin shows tails, you lose $100. 
 

2.  If the coin shows heads, you win $150. 
 

Is this gamble attractive? Would you accept it?  

 





Example -2  
Imagine that you have just been given £1000 and have been 
asked to choose between two options. 

A- You are guaranteed to  win an additional £500. 

B- You are given the chance to flip a coin. If it’s head you receive 
another £1000; tail, you receive nothing more.  

Which option would you choose? 

 



Example 3:  
Now, imagine that you have given £2000 and are required to 
choose between two options: 

A- You are guaranteed to loose £500 

B- You are given a chance to flip a coin. If it’s head, you loose 
£1000; tail, you loose nothing. 

 

Now, which  option will you choose? 



Research suggest that more than likely that you choose 
option A in first (sure gain of £500) and option B in second 
(an even chance to loose £1000 on nothing). 
Again final outcome for option A and B are same. 
 

This suggest that: 

•  People are willing to take more risk if it means avoiding 
losses AND 

•  Be more conservative when given the opportunity to lock 
in sure profit. 

This is the reason, why gamblers often increase their bets when 
chance is not going their way; they are willing to take a bigger risk 
to avoid finishing in red. 



You may be victim of loss aversion if: 
 
1.  You tend to sell winning investment more readily than loosing 

investment 

2.  You generally prefer bonds over stocks 



DISPOSITION EFFECT 

“Disposition effect” is a tendency to hold losers too long and 
sell winner too early. 
 
It is an extension of Prospect Theory and loss aversion 
 
Most people hold loosing investment and sell winning stocks .mutual 
funds even though it generally makes sense to keep the winner and 
sell losers. 
The prospect of selling losing investment (and the pain associated 
with making the loss final) makes them more willing to dig in their 
heels and take risk- the risk of course is that if they continue to hold 
on the looser, it may continue to drop. 
 
Loss aversion tell us it is less painful – and more common – to sell 
winner and keep losers. Remember old adage “Sell the looser and 
let the winner ride” 



MENTAL ACCOUNTING 

It refers to the tendency for people to separate their money 
into separate accounts based on a variety of subjective 
criteria, like the source of the money and intent for each 
account 
Example 
1.  Borrowing- Borrowing on credit card paying 20%+ interest 

and keeping cash in current account earning 0.5% per annum 
interest. 

2.  Buying a Caravan- Buy a caravan with inherited money, 
which he would not buy if he has earned that money. 

3.  Lottery money( Found money)- Spending found money 
more lavishly. 



YOU MAY BE PRONE TO MENTAL ACCOUNTING 

If 
1.  You don’t think you are reckless spender , but you may 

have trouble saving money 
2.  You are more likely to splurge on tax refund (found 

money) than with saving 
3.  You seem to spend more when you use credit cards than 

when you spend cash 
4.  Most of your retirement in fixed income or other 

conservative investments. 



HOW TO DEAL WITH MENTAL ACCOUNTING 

1.  Imagine the world without plastic- Will you pay the same 
amount with cash? 

2.  Hurry up and Wait 
3.  Imagine that all income is earned income. 
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