
he story ‘Fears of a Vietnam Stock crash
leading to social unrest’ in The Straits Times
on April 21 reflected the latest bubble that
has burst, causing undue hardship to
investors. With the VN-Index falling through
the symbolic 1,000 points level, many
Vietnamese who have invested all of their
savings are in for a devastating time.
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Herd Instincts at Play
By Wilfred Ling

T
Apparently, many local investors purchased stocks based on

“herd” instinct, relying on friends for recommendations. Last
year, the index rose about 150 per cent. In the first two months
of this year, the index was up another 50 per cent. Not wanting
to miss the chance of a bull run, many had leveraged by bor-
rowing from banks and mortgaged their homes to invest in the
stock market. With the index forecast to come down by 50 per
cent this year in order to reach its fair value, many ordinary
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folks are in for real trouble. 

THE VIETNAMESE HERD
The act of investing based upon what others are doing is noth-
ing new. But what is worrying is that many investors are not
aware of the significant risks in this kind of investment. While
all investments carry risks, not all risks are worth taking.

In the recent meltdown of Vietnam’s stock market, many
people will suffer greatly because they amplified their risk by
relying on hearsay. Instead of conducting their own research,
they simply assumed it was sufficient to follow what others
were doing. The risk of losing money is further amplified
through leveraging. Using borrowed money, one’s gain can be
huge but losses can exceed one’s capital. In fact, there is no
capital to begin with if the entire amount of investment comes
from borrowed money. 

THE SESDAQ HERD
In Singapore, there has been a similar surge in interest in the
stock market. The UOB Sesdaq Index is up by 50 per cent
since the beginning of this year versus STI’s 16.7 per cent.
However, many new investors are exposing themselves to
excessive risk through penny stocks. 

In the report ‘Sesdaq hits new record high as penny stocks
soar’ (The Straits Times, April 25), a strategist was quoted as
saying that the surge in active CDP accounts probably explains
the sharp rise in the Sesdaq over this period. To me, this
implies two things – that many new and previously disinterest-
ed investors are following the “herd” and that penny stocks
prices could largely have been driven by this new demand
rather than supported by fundamentals. An appreciation in
prices not driven by good fundamentals is not a good thing.

THE UNIT TRUSTS HERD
To be sure, new investors following the “herd” are not just
restricted to stocks. In a recent report jointly issued by Lipper
and Investment Management Association of Singapore, there
was a net inflow of $1.17 billion into unit trusts in the first quar-
ter of this year. The highest net inflow was into equities in
China ($211.85 million) followed by equities into Malaysia and
Singapore ($172.79 million). I suspect that a vast majority of
people made investments because of the current bullish mar-
ket sentiments.  

THE PRIVATE RESIDENTIAL PROPERTY HERD
Even in the property market, the same problem of “herd”
instinct exists. Recently, a young couple called me to review
their financial situation before they bought a private property.
Due to unforeseen circumstances, there was some delay in
finalising the appointment for the financial review.

Unfortunately, during this period, the couple made a hasty
decision to purchase the property. I asked them the reason for
their haste even before a financial review. The reason was their
fear of the property rising in price. Due to the pressure to pur-
chase the property, they had forgotten that they wanted a
financial adviser to review their finances. This was a sad story
of a family who made a large financial commitment without ver-
ifying the health of their personal finances. 

THE STRUCTURED DEPOSITS HERD
The “herd” instinct is not restricted to just the bull market. For
instance, after the technology bubble burst, many investors
were fearful and had invested huge amounts of money into
capital-protected or capital-guaranteed fund. Popularly known
as “structured deposits”, these instruments required a long
lock in period ranging from five to 10 years. 

There was a client who came to me for advice on two capital-
protected funds that he had purchased. One of the structured
deposits has a five-year maturity period purchased in March
2002 when equity markets were bearish. The structured
deposit had a capital protection of 90 per cent. Although the
structured deposit tracked various equity indices, the product
did so in a highly complicated manner through complex deriva-
tives. To his dismay, he only received 90 per cent of his capital
on maturity recently. My client showed me the “apology” letter
from a bank for the fund’s poor performance.

In another structured deposit that he had bought, the fund
provided 105 per cent capital protection. However, on maturity,
the actual amount returned was only slightly more than 102
per cent of the original capital. We have discovered that the
105 per cent protection excluded sales charge. Minus the sales
charge, the net capital protection is only 102.4 per cent. A
money market fund could easily have outperformed these mis-
erable returns. Interestingly, with effect from June 1, 2005,
these structured deposits were redefined as investment prod-
ucts under the Financial Advisers Act, with the end-result that
these products were no longer be marketed as being similar to
traditional bank deposits. 

Most people boast of their winnings but seldom announce
their losses. While it is exciting to gain a huge amount of
money over the short-term, investing based on “herd” instinct
poses a problem – when does a person exit from his or her
position? If one exits too early, there is the potential of a large
opportunity cost if the investment shoots up. As a result, most
people will continue to follow the crowd until the bubble
bursts. Since the “herd” is mostly attracted to asset classes that
have risen significantly, the risks are high that prices will even-
tually reverse to fall below the original entry cost. Based on
this reasoning, a person who follows the “herd” is sure to fail.
Investing along with the crowd is therefore almost always pure
speculation.

For those who wish to invest without following the herd
mentality, it is time to contact your investment adviser – just
ensure that he or she does not have a herd instinct. SI

“… many local investors
purchased stocks based 
on “herd” instinct, relying
on friends for 
recommendations.”
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