








Email your queries on finance and investments to response@abchlor.com Invest Guide October 2019 03

profile. The average investor cannot resist the temptation of 
earning a quick buck, he takes help of technical analysis, 
tries to find retracement levels and buys the stock without 
having the slightest idea of what he is getting into. As men-
tioned earlier, the knowledge bias or I know all creates the 
sense of false security in the investor about his decision to 
catch a falling knife. When the stock falls 50% or more, the 
investorinvestor assumes that  the stock has factored all the nega-
tives and the price has hit the bottom. He feels that the 
stock can only move upwards and when the stock contin-
ues to fall, instead of exiting the stock, he consoles himself 
and holds on or even try to average more. The investors 
action is driven by hope and not any concrete analysis. The 
decision to invest is a emotional one and has nothing to do 
with the fundamentals of the company.

It is common for investor to take decisions on emotional 
scale, when the price of the stock falls sharply, the first reac-
tion of the investor is to jump to buy the stock, he has no 
time to reflect on the reasons that could cause such fall. 
The investor acts irrationally because he thinks he will miss 
the rally that could begin anytime. This type of thinking puts 
him on defensive and he takes the plunge without thinking 
of consequences.of consequences.

An investor behaviour is always irrational, whether it is bull 
market or bear market. In the short run, markets may gravi-
tate away from the stock’s true value, for example, let us 
assume the fair price of Reliance Industries Ltd. Is Rs. 1300, in 
the bull market, the stock price can head towards 1500 
levels and stay there for quite some time. Similarly, in bear 
market, the price of Reliance Industries Ltd  can fall up to Rs. 
900900 level. In both the scenarios, the market can move in 
either direction and can trade irrationally in the short term. 

If the investor is careful enough to analyze the stock before in-
vesting, he can catch a falling knife and turn it to his advan-
tage.

As mentioned before, an investor should analyze the stocks that 
he wants to invest. In any bear markets, there would be several 
“falling knife” opportunities. In the falling markets, several blue 
chip stocks become falling knifes, and if the investor focuses on 
accumulating quality stocks, he can build a good portfolio from 
such stocks. Sadly, in such times, investors usually refrain from 
picking quality stocks and focus on stocks that are cheap, I.e. 
trading at pennies.trading at pennies.

The best way to stay away from “falling knives” that can trap 
the investor is to closely observe the price of a stock. When the 
price of the stock falls sharply without any significant bounce 
the stock can be termed as a falling knife that should not be 
caught. An investor must always remember that stock price is 
the reflection of its fundamentals, so if the stock price is trading 
at discount or has fallen steeply, there could be reasons for the 
same,same, and they could be internal or external to the company. 
For example, if the company reports subdued earnings, it can 
cause wild swing in the price of the stock. If economic reports 
are negative, the stock price can fall sharply. There is no way of 
knowing why the stock price is falling. Until the confusion is 
cleared, investors should stay away from such stocks.

Instead of beating the benchmark, the individual investor must 
focus on picking quality stocks. Whenever you feel strong urge 
to buy the stock, hold on for few days before acting on it. A ma-
jority of investors treat investing as an adventure, and jump to 
buy the stock purely on intuition. They do not care the research 
the company and invest blindly hoping to generate extraordi-
nary returns. A majority of investors are excited at the idea of 
making quick money. While it is true that such stocks can deliver 
stellar returns sometime, a majority of time, it causes loss of pre-
cious capital for the investor.

An investor should ask himself, “in order to purchase a good 
stock, he must conduct proper research - including fundamen-
tal and technical analysis - he must understand the dynamics of 
the market, then he certainly requires even more comprehen-
sive research while investing in a stock that is falling rapidly.
 
“Catching a falling knife” this strategy is more suitable for ag-
gressive investors who have capital and more importantly abili-
ty to withstand losses. The average investor does not have abili-
ty to withstand losses nor does he have proper knowledge to 
deal with such stocks. He must focus on building a quality port-
folio that will beat the benchmark in the long term.

Are you always catching falling knife?
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