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PRUDENT INVESTMENT DECISIONS

DON'T BE THE NEXT ‘GREAT FOOL

HE Greater Fool Theory

is a concept in eco-

nomics and investing

that revolves around the
idea that an investor can profit
from buying an overvalued asset,
anticipating that there will al-
ways be a “greater fool” willing to
pay an even higher price in the
future.

This theory relies on the belief
that the market is irrational, and
that one can make a profit by
selling to someone else at a high-
er price, regardless of the intrin-
sic value of the asset.

The essence of the Greater Fool
Theory lies in the willingness of
investors to ignore fundamental
factors such as financial state-
ments, earnings potential, or eco-
nomic indicators when making
investment decisions.

Instead, they rely on the ex-
pectation that they can always
find someone else who is willing
to pay a higher price, thus making
a profit.

Understanding the Trap

The Dutch tulip bulb market
bubble, also known as tulipma-
nia, was one of the most famous
market bubbles and crashes ever.

It occurred in Holland during
the early to mid-1600s, when
speculation drove the value of
tulip bulbs to extremes.

At the market’s peak, the rarest
tulip bulbs traded for as much as
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six times the average person’s an-
nual salary.

Today, the story of tulipmania
is a parable for the pitfalls that
excessive greed and speculation
in investing can lead to.

The Greater Fool Theory can
create a speculative bubble,
where prices of assets become de-
tached from their intrinsic value.
In this situation, the market is
driven more by speculation, hype
and the expectation of finding a
greater fool rather than the actual
value of the asset.

The Dot-com bubble of the late
1990s and the housing bubble of
the mid-2000s illustrate the risks
associated with this mindset.

Investors who subscribe to the
Greater Fool Theory often over-
look the importance of conduct-
ing thorough research and un-
derstanding the underlying fun-

damentals of their purchasing
assets. This lack of due diligence
can lead to significant financial
losses when the bubble eventu-
ally bursts and the market cor-
rects itself.

However, there are ways to

avoid the folly of the Greater Fool
Theory:
1. Fundamental Analysis: In-
vestors should prioritise funda-
mental analysis. This involves
evaluating an asset’s financial
health, earnings potential, and
other relevant factors.

Understanding the intrinsic
value of an investment provides a
solid foundation for decision-
making, helping investors avoid
being solely reliant on the expec-
tation of finding a greater fool.

2. Risk Management: Imple-
menting effective risk manage-
ment strategies is crucial. Diver-
sifying a portfolio across differ-
ent asset classes and industries
can help mitigate the impact of a
potential downturn in a specific
sector. Setting clear risk toler-
ance levels and using tools like
stop-loss orders can also protect
investors from significant losses.

3. Long-Term Perspective:
Adopting a long-term perspec-
tive helps investors avoid the
short-term fluctuations driven by
speculative behaviour. Instead of
chasing immediate gains, in-

vestors should focus on the over-
all performance and growth po-
tential of their portfolio over an
extended period. This approach
reduces the likelihood of falling
victim to the allure of quick prof-
its based on the Greater Fool The-

ory.

4. Educate Yourself: Continu-
ous learning is essential for any
investor. Staying informed about
market trends, economic indica-
tors, and changes in the regula-
tory environment can enhance
decision-making. Educated in-
vestors are less likely to be
swayed by market euphoria and
are better equipped to identify
genuine investment opportuni-
ties.

5. Avoid Herd Mentality: The
Greater Fool Theory often thrives
on herd mentality, where in-
vestors follow the crowd without
questioning the rationale behind
their decisions. To avoid becom-
ing a part of the herd, investors
should critically assess informa-
tion, seek diverse opinions, and
make independent decisions
based on their own research and
analysis.

6. Psychological Discipline:
Emotional discipline is crucial in
avoiding the pitfalls of the
Greater Fool Theory. Greed and
fear can cloud judgment, leading

toimpulsive decisions. Establish-
ing a clear investment plan, stick-
ing to predetermined goals, and
avoiding emotional reactions to
market fluctuations are key com-
ponents of psychological disci-
pline.

The Greater Fool Theory rep-
resents a risky approach to in-
vesting that relies on finding
someone else willing to pay a
higher price for an overvalued as-
set.

By adopting the above strate-
gies, investors can navigate the
complex world of finance with a
greater likelihood of making in-
formed and prudent investment
decisions.

A bit of practical advice — you
should always sell at some point
before the share price reaches
your intrinsic value. Get out
sooner than later. Have a margin
of safety even with your exit strat-
egy. And allow the buyer of your
shares to also make some money.

There is no need to be so kiasu
(a person having a grasping or
selfish attitude arising from a fear
of missing out on something)
about investing.

If the share price goes up after
you sell, do not feel bad about it.
Adopt a “prosper thy neighbour”
attitude.

The writer is chief executive officer of
Minority Shareholders Watch Group.



