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Risk Aversion and Investment Strategy
Overview: The field of behavioral psychology has determined that most individuals tend to be risk averse — that is, they tend to more keenly feel the pain of loss than they relish the pleasure of winning. In the realm of investing, there are two main ways to invest — an active approach that seeks to beat the market via stock-picking or market timing, or a passive approach that instead focuses on capturing dimensions of risk commensurate with expected returns. Academic research has indicated that active investing significantly increases the odds of loss. The logical choice, given our risk averse tendencies, is to avoid active investing. 
Behavioral finance is a fascinating field, taking what psychologists have learned about human behavior and applying it to investing. The insights provided by behavioralists help explain why investors act the way they do, sometimes in what appears to be irrational ways. One of the most important findings from the field of behavioral finance is that investors are risk averse. They really don’t like to lose (even more than they enjoy winning). 
As an example, consider the following game in which a coin toss decides a win or a loss. The player is asked to bet $1 and can only play once. How large would the prize have to be? The typical individual requires a jackpot of about $2 to accept the bet. This demonstrates risk aversion, because an individual who is risk neutral would only require a $1 jackpot, or an even-money bet. (On the other hand, someone who is a risk taker might only require a jackpot of somewhat less than $1 — perhaps 90 cents — to take on the challenge.)
Now consider the same game with the bet increased to $100, $100,000 or even $1 million. A gambler might be willing to play a game for $1 with a $2 jackpot (2:1 odds in favor of the player). But the same person might require 3:1 favorable odds to bet $100, i.e., a $300 jackpot. And to gamble $100,000, the jackpot may need to be as high as $500,000 (5:1 favorable odds). In other words, when the amount at risk is small, we tend to be more willing to take risk (such as the willingness to buy a $1 lottery ticket despite the odds). As the amount at risk increases, so too does the aversion to risk. 

With this information in mind, we next observe that academic research has found that actively managed mutual funds are highly unlikely to outperform their appropriate benchmark. (Active management is the attempt to “beat the market” by trying to pick future winning stocks or guess where the market is headed next.) 
For example, a study published in the Summer 2000 Journal of Portfolio Management found that, for the ten-year period 1982–1991, only about 8 percent of actively managed funds beat their benchmark on an after-tax basis. In addition, while the average outperformance was just 0.9 percent, the average underperformance was 3.1 percent. The ratio of about 3.5:1 (the 3.1 percent underperformance divided by the 0.9 percent outperformance) in favor of the underachievers is even more significant because there were about 11 times as many losers as winners. Therefore, we need to look at the risk-adjusted odds of outperformance. By multiplying the odds of outperformance by the ratio of underperformance to outperformance, we can determine that the risk-adjusted odds against outperformance were about 38:1. 

The same study found similar results for the ten-year period 1989–1998. On an after-tax basis, only 9 percent of the funds outperformed. The average outperformance was just 1.8 percent while the average underperformance was 4.8 percent. The risk-adjusted odds against after-tax outperformance were about 28:1.

And the actual odds investors faced were likely even worse, because the above data contains survivorship bias. That is, funds that performed poorly closed because of redemptions by investors or they were merged out of existence by their sponsor. That means it is likely that the worst-performing funds during these periods were not included in the data.
Academic studies have also concluded that those few actively managed funds that are the top performers experience no persistence in performance from one period to the next (beyond what would be randomly expected). This means there is no way for investors to identify ahead of time that small percentage of funds that will beat their benchmarks.
What conclusion should we draw? Return to the evidence that individuals are risk averse. To entice them into placing a bet, odds need to be in their favor, and the greater the amount involved, the greater that favor must be. Faced with the decision on how to invest the majority of their life savings, individuals can choose actively managed funds and face significantly negative odds, as described above. Or they can choose passively managed funds, and forego the risk associated with trying to beat the market to begin with.  
In light of the above, why do most individual investors still choose to invest in actively managed funds? This is easily a topic for another complete article, but the following explanations are offered.

· They may be unaware of the evidence described here.
· They may be overconfident of their skills. While they recognize that the vast majority of investors playing the game will lose, they believe that somehow they will win — even against such great odds. 
Given the evidence, it seems clear that the rational choice is not to play the game of active investing. Accepting market returns by investing in passively managed funds is the triumph of wisdom and experience over hope.
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