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Don’t let the investment herd trample you!
By Stan Clark - Senior Investment Advisor
Do you recall the riots in Vancouver after the final game
of the 2011 Stanley Cup? Those riots were an example of a
phenomenon called herding.
Herding causes us to follow and act with the group, instead of as
individuals. Herding can result from panic after a major disaster or
threat. Or, herding can be triggered – no one knows why – by the actions
of just a few individuals, such as in a riot.
Herding is an odd phenomenon. Ask people if they would join a mob.
Most would say, “No!” But, when the right circumstances arise, they
might well join the mob. Peer pressure causes people to join herds
without even knowing it – or thinking about what they are doing.
Herding, of course, also happens in the stock market. And when it does,
watch out for your money! Herding is a major cause of stock market
bubbles and subsequent crashes. It causes people to flock to overpriced
stocks, to shy away from buying undervalued ones, and to engage in
panic selling that locks in major losses.
Even canny money managers, who pride themselves on their contrarian
approach to the market, can get caught up in herd behaviour. We saw
this happen with the rise and then bursting of the tech bubble at the
end of the 20th century – and more recently, with the one-month bear
market in the first quarter of 2020.
In his 2007 book Your Money & Your Brain, Jason Zweig cites a study of
thousands of buy-or-sell recommendations by analysts at hundreds of
brokerages. The study found that “analysts tag along with the crowd…
When the average recommendation is a ‘strong buy,’ for example, the
next call from any given analyst is about 11% more likely to be a strong
buy, too.”

The only effective way to protect yourself from
herd behaviour in the market is to adopt nonemotional, rational ways of making decisions.
– and they go on to talk it up with three times as many colleagues as the
owners of less exciting stocks do. No wonder ‘everybody’ often seems to
be talking about the same stock.”
The only effective way to protect yourself from herd behaviour in the
market is to adopt non-emotional, rational ways of making decisions.
For example: Use disciplined rules to pick stocks. Or, set an equity target
and stick to it, to avoid market-timing mistakes.
Herding often results from letting others do some of your thinking for
you. Following the herd may sometimes get you out of trouble – when
fleeing a disaster, for example – but it more often has the opposite
effect. Just think of all those bones lying at the base of the cliff at HeadsSmashed-In Buffalo Jump in Alberta’s Provincial Park.
In the next issue of Perspectives, we will revisit herding: its main causes –
and how you can avoid it.
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It can all begin with a few individual actions copied by a growing host of
other investors. In such cases, the analysts and others have been caught
up in an information cascade, which Zweig describes this way:
“When institutions own a hot stock in a trendy industry, they usually
have heard of it by word of mouth rather than through original research
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