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Why Do WeHold Fast To Losing Strategies?

We tend to bet more aggressively when the odds aren't in our favour. The right response,
however, isto change direction, as Tim Harford's writesin Adapt: Why Success Always
Sartswith Failure.

By Tim Harford

| spent the summer of 2005 studying poker. | interviewed some of the best playersin the
world, attended the World Series of Poker in Las Vegas, anayzed “pokerbots’ -- poker-
playing computers -- and chronicled the efforts of highly rational players, such as Chris
"Jesus' Ferguson, a game theorist with a PhD who is aworld champion and aformidable
one-on-one player.

While poker can be analyzed rationally, with big egos and big money at stake it can also
be avery emotional game. Poker players explained to me that there’ s a particular moment
at which players are extremely vulnerable to an emotional surge. It’s not when they’ve
won a huge pot or when they’ ve drawn a fantastic hand. It's when they’ ve just lost alot
of money through bad luck (a"bad beat’") or bad strategy. The loss can nudge a player
into going "on tilt" -- making overly aggressive betsin an effort to win back what he
wrongly feelsis still his money. The brain refuses to register that the money has gone.
Acknowledging the loss and recalcul ating one' s strategy would be the right thing to do,
but that istoo painful. Instead, the player makes crazy bets to rectify what he
unconsciously believesis atemporary situation. It isn’t the initial loss that does for him,
but the stupid plays he makesin an effort to deny that the |oss has happened. The great
economic psychologists Daniel Kahneman and Amos Tversky summarized the behaviour
in their classic analysis of the psychology of risk: “A person who has not made peace
with hislossesis likely to accept gambles that would be unacceptable to him otherwise.”

Even those of us who aren’t professional poker players know how it feelsto chase aloss.
If Mr Spock (preferably a stoic Leonard Nimoy) was either playing poker, atawdry game
show or avolatile stock market, he would immediately acknowledge a bad or unlucky
decision and do the best he could from then on. Alas, therest of usdon’t act like that:
instead, we tell ourselves that there' s till time to make good the losses. So we keep hold
of the crappy shares, go al in, refuse the banker’ s offers. The economists’ term for all
thisis‘loss aversion’. All you need to know is: it’s not a good idea.

A few years ago, my wife and | had booked a romantic weekend in Paris. But she was
pregnant, and a couple of hours before we were due to catch the train she began feeling
sick. She was throwing up into a plastic bag in the taxi on the way to the station. But
when | met up with her, she was determined to go to Paris because our tickets weren't
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refundable. She didn’t want to accept the loss and was about to compound it.

Being an economist is rarely an advantage in aromantic situation, but this was perhaps an
exception. | tried to convince my wife to forget about the tickets. Imagine that the money
we had spent on them had been lost forever, | told her, but also imagine that we stood on
the steps of Waterloo station with no plans for the weekend, when somebody came up to
us and offered us free tickets to Paris. That was the correct way to think about the
situation: the money was gone; and the question was whether we wanted to travel to Paris
for no further cost. | asked my wife whether she would accept such an offer. Of course
not. She was feeling far too sick to go to Paris. She forced afaint smile as she realized
what I was telling her, and we went home. (As if to confirm that we had made the right
decision, the nice people at Eurostar refunded our tickets anyway. And afew months
later, my wife somewhat more pregnant, we got to Parisin the end.)

The behavioura economist Richard Thaler, with ateam of co-authors, has found the
perfect setting to analyze the way we respond to losses. He studied the TV game show
Deal or No Deal, which is agreat source of data because the basic game is repeated
incessantly, with similar rules, for high stakes, in over 50 countries. Deal or No Deal
offers contestants a choice of between 20 and 26 numbered boxes, each containing some
prize money, ranging from pennies to hundreds of thousands of dollars, pounds or euros.
(The origina Dutch version has ajackpot of 5 million euros.) The player holds one box,
not knowing how much money isinside. Her task is to choose the other boxesin any
order she likes. These are then opened and discarded. Every time she opens a box
containing atoken amount, she celebrates, because that means her own mystery box
doesn’'t contain that low prize. Every time she opens a box with alarge prize, she winces,
because that reduces the odds that her own box will be lucrative.

All of thisis pure chance. The interesting decision is the one that gives the game show its
title. From time to time, the “Banker,” a mysterious and anonymous figure, calls the
studio to offer the contestant cash in exchange for the unknown sum inside her box. Will
it be adeal, or no deal?

The psychology of the gameisrevealing. Let’stake alook at Frank, a contestant in the
Dutch version of Deal or No Deal. After afew rounds, the expected value of his box --
that is, the average of al the remaining amounts -- was just over €100,000. The Banker
offered him €75,000 -- serious money, but less than 75 percent of his box’s expected
value. He turned it down. Then he received a nasty shock. Frank opened a box containing
€500,000, the last big prize remaining. His expected winnings plunged to just €2,508.
The Banker’ s offer plunged, too -- from €75,000 to €2,400. Relative to Frank’s likely
winnings, this was a more generous offer than the previous one -- 96 percent of the
expected value of playing on -- but Frank rejected it. The next round, Frank spurned a
Banker’s offer that was actually greater than the average value of the remaining boxes.
And in the final round, Frank’s two remaining possibilities were €10 or €10,000. The
Banker offered him a more-than-generous €6,000. Frank turned it down. He left the
studio with €10. After being stunned by the loss of a guaranteed €75,000 and a decent
chance of a€500,000 prize, Frank started taking crazy gambles. Frank had gone on tilt.
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Frank’ s behaviour istypical. Thaler and his colleagues looked at how people responded
to the Banker’ s offersimmediately after making an unlucky choice, alucky choice, or a
choice that was broadly neutra. They found that the neutral choosers tended to be quite
keen to accept the Banker’s deal. Lucky choosers were cocky: They were more likely to
turn down the Banker and keep going. But it was unlucky choosers who stood out. They
were extremely unlikely to accept an offer from the Banker. Why? Because if they did, it
would lock in their “mistake.” If they kept playing, there was a chance of some sort of
redemption. The pattern was all the more striking because the Banker tended to make
more generous offers to losers -- lower in absolute terms, of course, but closer to the
average of the remaining boxes. Objectively, players who had just made an unlucky
choice should have been more willing to deal than anyone, because they were receiving
more attractive odds from the Banker.

Perhaps this is a phenomenon restricted to game shows and the poker tables of the Rio in
Las Vegas? No such luck. The economist Terrance Odean has found that we tend to hang
on grimly, and wrongly, to shares that have plunged in the hope that things will turn
around. We are far happier to sell shares that have been doing well. Unfortunately, selling
winners and holding on to losers has in retrospect been poor investment strategy. All four
examples -- poker, Paris, Deal or No Deal and share portfolios -- show a dogged
determination to avoid crystallizing aloss or drawing aline under a decision we regret.
That dogged determination might occasionally be helpful, but it is counterproductive in
all these cases and in many others. Faced with a mistake or aloss, the right response is to
acknowledge the setback and change direction. Y et our instinctive reaction is denial. That
iswhy "learn from your mistakes" iswise advice that is painfully hard to take.

Excerpted from Adapt: Why Success Always Starts with Failure by Tim Harford,
published by Farrar, Straus and Giroux, LLC. Copyright © 2011 by Tim Harford. All
rights reserved.
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