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Ever since the late 1990s, most investors would agree it has been abundantly clear that
investor biases, and psychology in general, play an important part in setting stock prices.

What else could explain the “irrational exuberance” of that era? What else, besides unconstrained optimism, could lead
investors to place multi-billion-dollar valuations on unprofitable companies with little more than an idea and a web address?
Twenty years on, it seems foolish. Yet humans will always be prone to falling victim to their own psychological biases. It is
part of their nature.

This need not result in bubbles, of course. As long as there are more level-headed investors that can identify when others are
biased and arbitrage their irrationality away, the resulting stock prices may be completely reasonable. Problems occur when
the irrationality becomes systematic — common to a large enough swath of the market that it dominates those trying to
arbitrage it away. This is the basis for one underlying theory of behavioral finance: The market will get things right so long as
investors are rational and/or any irrational investors cannot affect prices. The fact is, though, that these two conditions are
often not met.

The The most dominant of all biases is overconfidence. 90% of drivers think they are safer on the
. road than others. A majority of people believe they have above average sense of humor.

overconfident People want to believe they are skilled or have desirable personality traits, even when it is not

investor the case. The individual investor is no different. This person needs to believe that he or she is

better than most investors to justify his or her decision making.

What is more, when investors see their investing decisions proven successful, their
confidence only gets stronger. This is confirmation bias at work. Investors will interpret lucky
outcomes as a result of skill because after all, they hold the belief that they are skilled and the
outcome confirms this belief. When prices are rising as a result of investor optimism, the
tendency to attribute lucky outcomes to skill only grows stronger. Then, when optimism runs
wild and affects our estimation of the future it becomes nearly impossible to control without
careful and deliberate effort.

The keys to In 1999, Richard Thaler, the godfather of behavioral finance, published a paper entitled “The

. End of Behavioral Finance.” The implication was that the study of investor behavior is not a
maSterlng the sub field of finance or something to be studied in isolation, but finance itself. To study
behaviors of markets without studying the behavior of market participants is to ignore the most important
the market component. But can we directly benefit from understanding what makes investors tick? The

answer to that question is not straightforward.

There is no single trading strategy that has arisen from the study of investor behavior — no
"endowment effect” strategy or “disposition effect” strategy that predicts future results.
Rather, the biases of investors are far too intertwined to be isolated and exploited. Investors
may be systematically overconfident at times, but simultaneously the victims of other biases
that negate its impact.
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https://scholar.harvard.edu/files/shleifer/files/limitsofarbitrage.pdf
https://www.federalreserve.gov/boarddocs/speeches/1996/19961205.htm
https://www.sciencedirect.com/science/article/abs/pii/0001691881900056
https://www.cfainstitute.org/sites/default/files/-/media/documents/book/rf-publication/2010/rf-v2010-n2-302.ashx
https://www.cfainstitute.org/sites/default/files/-/media/documents/book/rf-publication/2010/rf-v2010-n2-302.ashx
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That makes control of these biases essential to investment success. This can happen in
two ways. First, the investor must be cognizant of his or her own biases and do
everything possible to keep them from affecting decision making. This is difficult but can
be achieved by taking a programmatic or quantitative approach to stock selection.
Second, the investor must be poised to take advantage of stock prices that have been
affected by the biases of others. As Warren Buffett said, “Be fearful when others are

greedy, and greedy when others are fearful.”
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This commentary is accurate as of its publication date (11/07/2019) and has not been
updated since its original release.

This document is provided for informational purposes only and should not be construed
as investment advice or an offer or solicitation to buy or sell securities. We discuss
general market activity, industry or sector trends, or other broad-based economic or
market conditions and this should not be construed as research, securities
recommendations or investment advice. Investors are urged to consult with their
financial advisors before buying or selling any securities. Any forecasts or predictions
are subject to high levels of uncertainty that may affect actual performance.
Accordingly, all such predictions should be viewed as merely representative of a broad
range of possible outcomes.

No client or prospective client should assume that any information presented in this
document serves as the receipt of, or a substitute for, personalized individual advice
from New Age Alpha or any other investment professional. Any charts, graphs or tables
used in this fact sheet are for illustrative purposes only and should not be construed as
providing investment advice and should not be construed by a client or a prospective
client as a solicitation to effect, or attempt to effect transactions in securities, or the
rendering of personalized investment advice.
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All New Age Alpha trademarks are owned by New Age Alpha LLC. All other company or
product names mentioned herein, including S&P®, Dow Jones®, GICS and MSCI are the
property of their respective owners and should not be deemed to be an endorsement
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