The History and Psychology
of Panic-Selling
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Global stock market volatility has increased dramatically since the beginning of the year. Many investors
have a tendency to panic during volatile phases like these, selling certain investments to avoid further loss—
even though history shows that markets do recover from downturns. In this paper, we break down the
psychology of panic-selling during periods of volatility—and explain why we believe investors should resist
this natural urge.
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“The most important quality for an investor is temperament, not intellect.”

—Warren Buffett

What Is Panic-Selling?

Panic-selling is a natural reaction to turbulent, uncertain market
conditions. Yet, with few exceptions, it is counterintuitive: History
shows that markets do eventually rebound after downturns,
meaning investors who sell during these periods are unlikely

to benefit from doing so. Stock market slumps are a part of the
normal investment cycle; so too are recoveries (Exhibit 1).

Whether from a dot-com bubble, a global financial crisis, or a
pandemic, stock markets have shown their ability to recover
their losses again and again. The timing of that recovery might
vary—it might take quite a bit longer to recover from a global
financial crisis than a pandemic, for example—but historically,
with very few exceptions, recovery does come.! Downturns can
be concerning, because it is in our human nature to avoid risk.
But our perception of risk is not always accurate. Even though
traditional market theories assume the rationality of the investor,
the reality is that investors are human beings subject to feelings
and perceptual distortions, causing them to make decisions that
do not necessarily align with their best interest.

Pullback, Correction, or Bear Market?

Concerning economic data, geopolitical tensions, natural
catastrophes, and global health crises like pandemics can lead to
substantial stock market slumps. Not all slumps are the same,
however. Their scale varies, and so do the technical definitions. In
general, there are three types of downturns—pullbacks, corrections,
and bear markets—and how we define them depends on two factors:
how sharp the fall is from the previous high, and how long it lasts.

A pullback is defined as a 5%-10% drop in the market and is of

a short-term nature. Pullbacks do not normally dampen the mood
or appetite of investors; instead, they are widely seen as buying
opportunities. For instance, a stock might post significant gains after
a positive announcement of corporate profits and quickly thereafter
experience a pullback as investors take their profits by selling. In this
case, the sell-off is not so alarming: It results from a positive report
on profits, which can be interpreted as a fundamental signal that the
stock will continue its upwards trend in the future.?

After a drop of 10%—20%, the market is in a correction phase that
could last several months. Corrections can become severe if investors,
fearing further losses, begin panic-selling. Real-time messages from
news outlets or social media can intensify this fear.> Corrections are
easy to identify in retrospect—Dbut in the correction phase itself, it

is often difficult for investors to assess whether they are looking ata
short-term correction or a more lasting slump.

“You won't know it's a market correction
until it's officially over."

The average market correction normally lasts between three and
four months and is frequently accompanied by unfavorable market
conditions.” These unfavorable market conditions include, for
instance, excessively high share valuations or the implosion of a
certain sector. Corrections are often seen as the ideal time to buy
qualitatively higher-value stocks at a good price. Corrections are,
for the most part, short—and they tend to proceed mildly.
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“The investor’s chief problem—and even his worst enemy—is likely to be himself

—Benjamin Graham

While pullbacks and corrections only extend over a short period of
time in most cases, a bear market can last longer. A bear market
occurs after a drop of 20% or more over a period of at least

two months, and it can be accompanied by a general economic
downturn like a recession. In a bear market, investors’ trust is
deeply shaken; their mood is at a low point. Fearing further losses in
these situations, many investors may then sell their stocks.®

Stock prices reflect expectations of future cash flows and profits of
companies. If prospects for growth fade and investors anticipate
disappointment, stock prices fall. Collective panic-selling—
driven by a desire for self-protection—can then snowball into an
extended period of lower asset prices.”

Pullbacks, corrections, and bear markets are all part of the normal
investment cycle. It is normal, too, for a fair number of investors

to question their risk tolerance when stock prices slump. However,
history shows that times of extreme market volatility are, for the most
part, the worst time to think about serious portfolio restructuring.

Why Do So Many Investors
Panic-Sell During Crises?

Panic-selling is triggered by fear. Most often, there is news of a
negative event—whether macroeconomic, political, or investment-
specific in nature—that investors interpret as a threat to markets,
regardless of whether the news is truth, rumor, or something in
between. Investors then respond to this news by selling securities
in an effort to prevent even larger losses, and a vicious cycle ensues:
As more and more investors sell, prices decline even further, which
in turn leads to even more panic-selling.® This panic-selling cycle is
normally short-lived. At a certain point in time, investors recognize
that many of the “sold out” assets are trading at significant
discounts, and prices build up again with time.

Panic-selling grows out of human nature—our hardwired

desire for self-protection. Though we would like to believe we

are objective, rational individuals who can coolly calculate the
seriousness of outside threats, the reality is that our brains still
operate with the same primitive “software” that our ancestors had
thousands of years ago. Try as we might, it is virtually impossible
to objectively predict the likelihood of a market collapse with pure

logic and no emotion.’

To understand why investors tend towards panic-selling in crisis
situations, it is worth looking at the field of behavioral finance.
Whereas traditional finance theories (e.g., modern portfolio

theory or the efficient market hypothesis) assume the rationality

of the investor, the field of behavioral finance is centered on the
opposite: the irrational elements of investing, and the psychological
and sociological factors that drive it. This discipline provides

explanations for many financial market anomalies (e.g., the January
effect), speculative bubbles (e.g., the internet stock mania of 1999),
and stock market crashes (e.g., the crashes of 1929 and 1987).1 And
at its core is this central assumption: that investors are zor wholly
rational or objective, but instead are subject to biases, perceptual
distortions, and limited self-control.!!

A bias is an irrational assumption or conviction that makes it
difficult for us to make decisions on the basis of facts. Consider
the example of the endowment bias, which describes investors’
tendency to overvalue their own investments, or to assume that

a drop in price of an asset they hold is a mistake that the market
will correct quickly. Investors who are subject to this bias may
ignore all negative information about their investment and focus
exclusively on the positive. On the contrary, a rational investor
who is not subject to the endowment bias can take all information
into consideration, irrespective of it being positive or negative,

when making decisions.!?

What causes investors to behave so irrationally? It often comes
down to fear—a feeling that is generated by one specific part
of the brain, the amygdala. The amygdala provided excellent
protection for our ancestors, who lived in caves, used stones as
tools, and faced imminent threats to their lives in the form of

“The key to making money in stocks
is to not get scared out of them.”

—Peter Lynch

enemy tribes or saber-toothed tigers. For them, the amygdala
triggered a life-saving fight-or-flight reflex. But in modern society,
this fight-or-flight reaction can be easily misapplied. It is no longer
physical dangers, but abstract dangers that keep us up at night—
like a volatile stock market threatening our financial well-being.
But our amygdala does not know the difference. It still kicks

our fight-or-flight response into high gear, which can cause us to

respond disproportionally to perceived threats.!?

Today’s investors are likely aware that panic-selling is a fear-
based reaction—so why do so many of them still do it? The

most popular and well-known answer to this question can be
found in Prospect Theory, an economic theory developed by Dr.
Kahneman and Dr. Tversky in 1979. Within the framework of
Prospect Theory, these two researchers discovered a phenomenon
called “loss aversion™ a belief, or sense, that “losses loom larger
than gains.” The theory states that humans will react differently to
the same situation, depending on whether it occurs in the context
of a loss or a profit. This means, for example, that an investor

will feel more intense pain over a loss of $1,000 than they would



Exhibit 2
Typical Length and Intensity of Downturns
S&P 500 Index (1952 to May 2022)

Average About 3
Frequency [RUaaESEEREEIgMR-R'EE] S

Aboutonce Aboutonce = Onceevery
every3years  6years

Average 109 Days 251 Days 370 Days
Duration

As of 31 May 2022
Source: Capital Group, RIMES, Standard & Poor’s. Average frequency assumes

50% recovery of lost value. Average length measures the time between market
high and market low.

happiness over a profit of the same amount. The motivation for
avoiding a loss is thus more pronounced than the motivation for
generating a profit.

Finally, panic-selling may also stem from a natural fear of being
left behind. Herd instinct—our tendency to orient ourselves

with the behavior of others, in much the same way animals do
when they run away at the same pace from a perceived threat—is
characterized by a lack of individual agency. Simply pug, it is a
natural tendency to do whatever everyone else is doing. In the
world of finance, panic-buying or panic-selling triggered by herd
instinct can lead to asset bubbles or market collapses: The dot-com
bubble of the late 1990s and early 2000s (and the subsequent
burst) are textbook examples.'

The Potential Consequences
of Panic-Selling

Pullbacks and corrections are relatively frequent events that every
investor is likely to experience in their lifetime. A slump of up

to 5% can certainly feel worrying—but it happens, on average,
about three times a year. Market corrections of 10% or more also
occur astonishingly often—on average, about once a year. Bear
markets, on the other hand, are less common. Typically, these
occur only once every six years. (Exhibit 2).1

Since 1926, there have been 14 periods with slumps of more than
20% of the S&P 500. Of course, the average bear market slump of
41% is painful—but it’s even more painful to miss bull markets,
which on average delivered returns of 162% (Exhibit 3). A long-term
investment timeline can help investors to relativize bear markets.

As we discussed, stock markets tend to recover from their slumps
quite quickly with few exceptions. One of these exceptions is the
Nikkei 225, the Japanese benchmark index whose early *90s slump
is still visible today. In 1990, one of the biggest speculative bubbles in
stock market history burst, following several years of grossly inflated
real estate and stock prices. When this happened, the Nikkei 225
slumped by more than 60% within five years. Thirty-two years later,
it has still not recovered. (Exhibit 4).1¢

Exhibit 3
Bull and Bear Markets of the S&P 500
Bull Markets Bear Markets
Bull Bear
Bull Begin Return Duration Market Return* Duration
Date (%) (Months) Peak (%) (Months)

July 1926 152 37 Sept. 1929 -86 32
Mar. 1935 129 23 Mar. 1937 -60 61
Apr 1942 158 49 May 1946 -30 36
Jun. 1949 267 85 Aug. 1956 22 14
Oct. 1960 39 13 Dec. 1961 -28 6
Oct. 1962 76 39 Feb. 1966 22 7
Oct. 1966 48 25 Nov. 1968 -36 17
May 1970 74 31 Jan. 1973 -48 20
Mar. 1978 62 32 Nov. 1980 27 20
Aug. 1982 229 60 Aug. 1987 -34 3
Oct. 1990 417 113 Mar. 2000 -49 30
Oct. 2002 101 60 Oct. 2007 -57 17
Mar. 2009 401 131 Feb. 2020 -34 1
Mar. 2020 114 21 Jan. 2022** 24 S
Averages 162 51 = -41 20

As of 30 June 2022

* Abear market is defined as a 20% or more decline from the previous market high.
The related market return is the peak-to-trough return over the cycle. Bear and bull
returns are price returns.

** The bear market beginning in January 2022 is currently ongoing. The “bear return”
for this period is from the January 2022 market peak through the current trough.
Averages for the bear market return and duration do not include figures from the
current cycle.

Source: FactSet, J.P. Morgan Asset Management, NBER, Robert Shiller,
Standard & Poor’s.

Exhibit 4
Japan’s Nikkei 225 Slumped by More than 60% within Five Years ...
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Exhibit 5
... But International Equity Indices Have Been Resilient for Decades
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Falling markets might be alarming, but it is important to view
them in the context of history. The Nikkei 225 is the exception,
not the rule; generally speaking, equity indices have shown a great
deal of resilience after downturns (Exhibit 5).

We believe it is important for investors to understand not only
the history and psychology of panic-selling, but also the potential
consequences of running away when the market is down. A
premature sale can do damage to a portfolio if the “good days”
are missed because of a fear-based panic-sell. According to a study
by Baird, the US-based financial advisor, the annual return of the
S&P 500 between March 1995 and March 2020 was around 7%.
But if an investor missed the best twenty days of that period, their
return would be only around 2% per annum.!” Realistically, it is
unlikely that someone would have that much bad luck. Yet this

2006 2008 2010 2012 2014 2016 2018 2020 2022

hypothetical example illustrates the difficulty—and the risk—of
trying to time the market. Perhaps an even more interesting
phenomenon is the timing of these rebounds: Historically, the
best days for investors tend to fall in the middle (or in the direct
vicinity) of bear markets (Exhibit 6).

In general, the longer the investment timeline, the greater the
likelihood of earning returns. In this respect, stock investments
exhibit three important features for long-term investors. First,
they offer the highest annual return of all liquid asset classes

in the very-long run—Ilet’s say fifty years or more. Second, the
likelihood of suffering a loss over a longer period of time is
relatively small. Thirdly, they tend to have a rhythm: Short-term
to medium-term periods (let’s say up to three years) may bring
substantial stock market corrections leading to massive losses—

Exhibit 6
The Best Days Come in the Worst Markets
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Exhibit 7
The Best Days Come in the Worst Markets
S&P 500 Maximum Drawdown versus Calendar-Year Return
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but these periods are usually temporary. Despite a maximum
drawdown of an average of 14% within one year, the annual
returns in 32 of 42 years were positive (Exhibit 7).

The Importance of Keeping Calm

Ongoing volatility in global markets is understandably worrying

for investors. But we do not believe that panic-selling—a move

that is often driven by emotion rather than logic—is the answer.
Pullbacks, corrections, and bear markets are all part of the “normal”
investment cycle—and history has consistently shown us that they
do not last forever. Investors who are willing to wait it out—and sit
with the temporary discomfort of a downturn, even while everyone
around them flees—tend to benefit from doing so.
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This content represents the views of the author(s), and its conclusions may vary from those held elsewhere within Lazard Asset Management.
Lazard is committed to giving our investment professionals the autonomy to develop their own investment views, which are informed by a
robust exchange of ideas throughout the firm.
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