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Today’s headlines are rife with one word: “crisis.”  There’s the 
mortgage crisis, the real estate crisis, the crisis on Wall Street, 
and of course the perennial Mid-East crisis.  There are midday 
TV shows whose guests are a steady stream of people in 
various degrees of crisis.  How have we ended up like this?  
Specifically, in the wonderful world of finance, why do we 
lurch from crisis to crisis, never seeming to learn the lessons of 
the past? 
 
I don’t think we can lay the blame at the feet of technological 
advances, or the rapid globalization of the financial markets.  
There are analogous 
technological advances in 
medicine, manufacturing, 
and engineering, yet those 
areas don’t suffer from the 
recurrent crisis atmosphere 
of Wall Street.  The unique 
quality that sets finance 
apart is the inextricable 
combination of money and 
human nature, specifically 
“crowd psychology.” 
 
Being a social animal, good 
old homo sapiens has 
successfully survived by 
looking to peers for clues 
on behavior, beliefs, and 
risks.  Far beyond the basic 
elements of evolution, 
humans took this capacity a 
quantum leap higher to 
something called learning.  
We learn from others, we 
learn from our mistakes 
(usually), and we apply our 
knowledge to try to predict 
how the future will look.  
But learning from society 
this way is a double-edged 
sword, as the crowd can be 
wildly wrong about something, yet the pervasive belief in it 
makes it seem like an unassailable truth at the time. 
 
Dr. Robert Cialdini of Arizona State University has made a 
career out of studying the unspoken communication we 
humans use. One of the most useful concepts he has studied to 
explain group behavior is “social proof.”  Social proof is our 
tendency to follow the group behavior because “everyone else 
is doing it.”  It is a psychological phenomenon that occurs in 

ambiguous situations when people are unable to determine the 
appropriate mode of behavior. Making the assumption that 
surrounding people possess more knowledge about the 
situation, they will deem the behavior of others as appropriate 
or better informed. 
 
Take a traffic jammed highway that is still moving at a 
moderate pace.  Because of the heavy traffic, it is difficult to 
see very far ahead, creating an ambiguous situation. Suddenly, 
you see one, two, then three cars almost simultaneously change 
to the left lane.  Not being able to see what’s happening, your 
mind may come to two conclusions.  First, they are better 

informed. Maybe they saw 
something you couldn’t; an 
accident or stalled car, 
perhaps.  Second, you had 
better follow their lead to 
avoid getting stuck in the 
problem lane, so you change 
lanes also.  But you’d better 
do it quickly to squeeze into 
that space next door. 
 
An Arizona state trooper 
attending a Cialdini seminar 
described this as one of the 
most common collision 
sequences he witnessed in 
his work.  But until he 
became aware of the social 
proof concept he was at a 
loss to explain why it 
happened, as there was 
usually no problem 
occurring in the original 
lane.  The reflexive 
response to social proof can 
be dangerous.  As parents of 
two teenage boys, my wife 
and I live I constant fear 
that the magnetic pull of 
social proof will overwhelm 
their common sense and 

cause our kids to do something hurtful to themselves or others.  
This is social proof at work, and it is something we must live 
with every day. 
 
One of the hotbeds of social proof is the financial markets.  
While many people participate as investors through their 
401ks, IRAs, and mutual funds, they often aren’t doing their 
own research and decision-making.  They rely on “experts” to 
tell them where the best investments are, and they also rely on 
social clues for answers.  This is clearly evident when looking 
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at mutual fund cash flows.  Investors typically follow the hot, 
popular sectors with their cash.  The unpopular sectors that 
have performed poorly see cash outflows for extended periods 
of time.  Investors can easily find performance tables these 
days, and listen to friends that may boast of their successes in 
foreign stock funds or gold funds as a signal as to the actions 
they should take.  Of course, this has the opposite effect of the 
“buy low, sell high” approach investors strive for. 
 
The current stock market environment is a classic example of 
social proof.  On the first level, we have had the Wall Street 
investment banks convince anyone willing to listen that 
“derivative” securities based on low- and high-quality 
mortgages are a great idea.  And actually, they weren’t a bad 
idea in limited doses.  But it became a “me too” game among 
these firms, as social proof prompted them to pile in to get a 
piece of the pie.  What would have worked for a few firms 
collapsed under the weight of innumerable copy-cats 
unwittingly using social proof as their prime justification for 
getting in the game. 
 
Borrowers, too, are guilty of social proof sins.  As homeowners 
(and real estate speculators) saw their neighbors getting great 
deals on no-down-payment, 1% adjustable rate mortgages, it 
became a scramble to see who could get the biggest house and 
never have to make actual mortgage payments.  Of course, the 
self-feeding upward price spiral of home prices only 
emboldened the borrowers in their belief that residential real 
estate prices never go down.  The social proof cycle of 
borrowers and lenders has led to the crisis we are in today, and 
it takes a crisis to break that cycle of thinking, as past beliefs 
are proven wrong. 
 
Another factor that leads to crises in financial markets is the 
tendency of people to surrender their individual responsibility 
for that of the crowd.  By buying in to the ideas sweeping the 
social landscape, the individual, in a way, places the burden of 
the outcome on the crowd, not himself.  A positive outcome is 
justified when enlightened thought leads to mass movements 
(civil rights, humane child labor laws, steps to avert global 
warming), while a negative outcome can be blamed on the 
crowd also (fascism and anti-Semitism come to mind).  The 
surrender of responsibility was eloquently described by Eric 
Hoffer in his 1951 book  The True Believer: Thoughts On The 
Nature Of Mass Movements: “The exaltation of the true 
believer does not flow from reserves of strength and wisdom 
but from a sense of deliverance: he has been delivered from the 
meaningless burdens of an autonomous existence.” 
 
Investors’ willingness to put their faith in Wall Street analysts 
has contributed to the crisis today.  By accepting their analysis 
at face value, they have allowed fate to control them, instead of 
controlling their own fate.  Bearing in mind the old maxim 
“Remember, you have no friends on Wall Street,” individuals 
and professionals that are willing to critically question the 
reasons for making an investment are unlikely to suffer 
repeated financial crises in their lives. 

 
Finally, there are elements of basic decision-making 
psychology that feed into the recipe for crises.  Probably the 
most important is the yin and yang of pride and regret.  People 
naturally want to make decisions they can look on with pride, 
i.e. being correct.  Whether it’s a car, a lottery ticket, or a 
stock, we all want to make decisions that make us feel smart 
and good about ourselves.  This is often the case when an 
investment is working out, as energy stocks have for several 
years now, and the internet stocks did from 1997-99.  The 
problem with pride is that it blinds us to changes in possible 
outcomes, as we project that our current and past success with 
an investment will continue into the future.  I think the genesis 
of financial crises is not investments that go kaput right away, 
but the ones that work out great for a good long time, thereby 
drawing in many investors and Wall Street financial engineers.  
The pride generated by this positive experience leads to two 
possible types of regret.  By selling too early, and missing the 
remainder of the up-move, investors suffer the regret of 
commission, or the regret that comes from taking action.  If one 
holds on too long, and prices decline, regret of omission (not 
taking action) takes hold.  How many times have you heard 
someone say “I wish I’d sold at the top, but I couldn’t bring 
myself to do it?” 
 
The truth is it is easier to stick with the status quo than to 
decide to make a change.  Inertia is a very powerful 
psychological force!  So regret of commission tends to lead to 
crises, as it is very difficult to break away from the investment 
crowd when the party is going gangbusters.  Early signs of 
investment trouble are often ignored, or painted by Wall Street 
cheerleaders (oops, I mean analysts) as a “buying opportunity.”  
As further declines set in, a few investors break ranks and sell, 
but most hold on as the regret of making a possibly bad 
decision (i.e. commitment) sets in.  Finally, as the reality of the 
declining investment can no longer be ignored, everyone runs 
for the exits at once, causing a crash in prices.  It happened in 
the late 1980s (S&L crisis and bailout), early 2000s 
(internet/telecom bubble), and today 
(mortgage/derivatives/hedge fund crisis). 
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The recurring nature of financial crises indicates that neither 
human nature nor Wall Street’s nature is likely to change soon.  
One common thread to nearly all modern investment crises is a 
belief in the predictability of the future, brought on by vigorous 
analysis from the best brains in the business.  Unfortunately, 
predictions and statistical probabilities often hit that roadblock 
called reality that can make previous assumptions null and 
void.   
 
Better to observe, and act, than to predict and hope.  The 
approach we take at Praxis is that “participation, not 
prediction” is the key to investment success.  We believe that 
attitude best serves our clients during the current crisis, and 
those undoubtedly to come. 
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Few half-yearly periods have been as crisis-ridden as the past 
six months.  Not only did we have to contend with $100/barrel 
oil, but the hot winds of the 2008 presidential campaign began 
to blow in earnest.  The S&P 500 peaked last October and has 
been suffering the slings and arrows of sub-prime mortgages 
and hedge fund collapses ever since. 
 
After seeing Countrywide 
Credit run into the arms of Bank 
of America, and numerous 
smaller mortgage companies go 
bust, the stock market hit a low 
in January, rallied feebly, and 
then began to creak lower in 
February as the bad news came 
at a relentless pace.  Even the 
optimists were admitting that a 
recession could be possible; the 
gloomiest pundits began 
thinking beyond recession, to 
depression. 
 
The bad news snowballed.  The 
Federal Reserve, which had 
begun lowering rates last 
summer, stepped up to the 
markets with radical and 
creative ways to stem the crisis 
of confidence in the money 
markets.  To some, this was the 
last act of a desperate institution 
that was being called upon to 
corral titanic financial forces it could hardly control.  Would 
the Fed have the ability to bolster confidence and prompt a 
little more risk taking, thereby loosening the financing gridlock 
gripping America?  Anyone thinking the Fed is a group of 
indecisive old fossils was proven wrong over the past six 
months. Their actions came way too fast to debate the issue of 
whether the Fed should even be choreographing such a rescue, 
indicating the dire situation investors have faced.   
 
The week of March 11th began with the stunning crash and 
burn of Eliot Spitzer, dealing a body blow to the (remaining) 
public trust of our politicians.  The coup de grace came at the 
end of that very week, in the breathtaking demise of Bear 
Stearns, one of Wall Street’s venerable trading houses.  A big 
player in the world of derivative products, hedge funds, and 
just about every other financially engineered product an 
investor could throw a dollar at, Bear Stearns seemed 
invincible 18 months ago.   
 
It seemed at times as if the roof were falling in. 
 
Yet,  numerous factors have come together to paint a picture of 
a glass half-full, not drained down to the bitter dregs as some 

media headlines imply.  None by themselves is enough to tip 
the scales favorably, but the “mosaic” that they produce 
indicates a generally bullish strategy is appropriate. 
 
First, bullish sentiment has collapsed, in favor of the bears.  
Trading in late February showed some panic selling, as many 
threw in the towel.  It is now very difficult to find optimistic, 
let alone outright bullish, headlines in the media.  While scary 

headlines sour investors, bearish sentiment is good in the sense 
that the speculative premium in the markets is getting stamped 
out, laying the necessary skepticism for the next bull market, 
whenever it arrives. 
 
The Investor’s Intelligence sentiment survey shows the decline 
in bullishness, as the “bulls minus bears” calculation shows 
14% more bears than bulls, a rare occurrence.  Previously, 
these positive readings were seen at the lows of October 2002 
and late 1998 (Long Term Capital Management collapse, 
Clinton impeached).  If stocks climb the proverbial “wall of 
worry,” we could have quite a climb ahead of us. 
 
Second, there is a huge overhang of “short” positions on the 
New York Stock Exchange.  Short sellers profit from price 
declines, because they can sell stock first, then buy it back 
later, hopefully at a lower price.  The potential loss on a short 
sale, however, is theoretically infinite as the price can go up 
forever (the short seller’s worst nightmare).  This means that 
with any sustained upmove, short traders will need to buy in to 
staunch their losses.  This could provide the demand to push 
prices up.  A healthy economy is essential for a sustained bull 
market, of course, but given the extreme readings of short sale 
levels, “short covering” demand could spark a healthy rally. 
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Finally, breadth indicators are improving, but they haven’t 
given an all-clear signal yet.  The chart below shows the NYSE 
stocks above their 30 week moving average (i.e. long-term 
trend).  Two things stand out on this chart.  Notice that this 
indicator has been falling since February 2007.  This is 
consistent with my observation that many stocks have been in a 
bear market for about a year.  The awful headline have been a 
fixture for about six months, but stocks have been in a bear 
market much longer than that.  The silver lining is that stocks 
have had a chance to get back to some decent fundamental 
values, which takes time. 
 
The other point the chart makes is that the most recent decline 
(March) was slightly above the January low.  Fewer stocks are 
falling below their long-term trendline, and that’s a necessary 
first step to changing direction.   
 
Major lows in the stock market take time to form.  This is easy 
to forget in Wall Street’s hedge-funds-on-steroids mentality, 
but I think this is a significant low.  The “mosaic” discussed 
above indicates this is a relatively low risk time to accumulate 
stocks.  Our strategy is to reduce cas, and look for attractive 
securities using our discipline of trend and fundamental factors.  
Opportunities like this come along only once every few years, 
and hopefully, by planting seeds today we can harvest a 
bumper crop of gains years down the road. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


