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A serious error in judgment you can make as an investor is to be
overconfident.

We are all overconfident about our abilities in many areas.

Be honest: Do you think of yourself as a better than average
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Investors tfend 1o invest too heavily in shares of the company
for which they work.

This loyalty can be very bad financially.
Your earning power (income) depends on this company.
Your retirement nest-egg also depends on this company.

amples of the lack of diversification is investing
of local companies.
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If you are overconfident about your investment skill, it is likely
that you will trade too much.

Researchers have found that investors who make relatively
more frades have lower returns than investors who frade less
frequently.

Researchers have found that the average household earned
annual return of 16.4 percent.

nolds that traded the most



Psychologists have found that men are more overconfident
than women in the area of finance. So,

Do men frade more than womene
Do portfolios of men under-perform the portfolios of women?

Researchers show that the answer to both questions is yes.

Men trade about 50 percent more than women.

ow that both men and women reduce their
trade excessively.

er than portfolio returns




Cognitive psychologists have discovered that the human
mind is a pattern-seeking device.

Humans conclude that there are causal factors or patterns
at work behind sequences of events even when the events
are truly random.

ding that there are
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Suppose we flip a coin twenty times and write down whether we
get a “head” or a “tail.”

Then, we do it all over again. The results of our two sets of twenty
flips are:

Ist Twenty: TTTHTTTHTTHHHTHHTHHH
2nd Twenty: THTHHTTHTHTHTTHTHTHH

and tails both look random to you?
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Suppose we look at the recent shooting by two basketball players
named LeBron and Shaquille.

Assume both of these players make half of their shofs.
LeBron: has just made two shots in a row.
Shaquille: has just missed two shots in a row.

Researchers have found that if they ask basketball fans which
er has the better chance of making their next shot:

THE HOT-HAND FALLACY, .



Cognitive psychologists have studied the shooting percentage
NBA feam for a season and found:

TABLE 8.2

Shooting Percentage History of Previous
on Next Shot Attempts

46%
50 Made 2 in a row
51 Made 1
52 First shot of the game
54 Missed 1
53 Missed 2 in a row
56

Made 3 in a row

Missed 3 in a row




It is an illusion that basketball players are either “hot” or “cold.”

If you believe in the “hot hand,” you will likely reject this fact because you
“know better” from watching shooters.

You are being fooled by randomness—randomness often appears in clusters.

on: Our human belief that random events that
eally random.
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Gambler’s Fallacy: Assuming that a departure for what occurs
on average will be corrected in the short run.

Another way to think about the gambler’s fallacy: because an
nas not happened recently, it has become “overdue”




The efficient markets hypothesis (EMH) does not require every
investor to be rational.

All that EMH requires is that there are at least some smart and
well-financed investors.

These investors are prepared to buy and sell to take advantage of

any mispricing in the marketplace.
keeps markets efficient.

SENTIMENT-BASED RISK AND
LIMITS TO ARBITRAGE, |.



Strategies designed to eliminate mispricings are often
risky, costly, or restricted. Three important problems are:

Firm-Specific Risk (the most obvious risk).
opose you believe that GM’s stock price is too low, so you buy.
ipated bad news drives GM's stock price lower.




Implementation Costs: These costs include transaction costs such as bid-
ask spreads, brokerage commissions, and margin interest.

In addition, there might be some short-sale constraints.
One short-sale constraint arises when there are not enough shares to borrow.
This means the arbitrageur cannot take a large short position.

Another short-sale constraint stems from the legal restriction that many
money managers are not allowed to sell short.

pension fund managers
al fund managers

or implementation costs are
age is too risky or too

SENTIMENT-BASED RISK AND
LIMITS TO ARBITRAGE, IlI.



In 1907, Royal Dutch of the Netherlands and Shell of the UK
agreed to merge and split profits on a 60-40 basis.

So, if the stock prices of Royal Dutch and Shell are not in a 60-
40 ratio, there is a potential arbitrage opportunity.

The next slide contains a plot of the daily deviations from the
60-40 ratio of the Royal Dutch price to the Shell price.

> are in a 60-40 ratio, there is no deviation.
> ne price of Royal Dutch is too high.
> B N is t0o

SENTIMENT-BASED RISK AND
LIMITS TO ARBITRAGE, IV.
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Random Walk with Reflecting Barriers

A large element of Cootner’s work is based on skewness, y;, and kurtosis, y».

If the mean and variance of the distribution are denoted by u and o2,
respectively, its skewness y, is defined as

_ E[(x—p)3]
==

V1




Random Walk with Reflecting Barriers

- If the random walk hypothesis is correct, lim y, = 3

n—00

- If the reflecting barrier or trend hypothesis is correct, y, > 3




Random Walk with Reflecting Barriers

- Monthly data from the Dow Jones 30 during January 1, 1980-
: 084, have been tested for any indication of skewness

evidence of both skewness and
vness and kurtosis are




-~ .

HER METHODS OF TESTING THE EMH

Table 12-3 Statistical Estimates of Monthly Returns for the Dow Jones Average
(January 2006—December 2010)

XOM
GE
HPQ
HD
INTC
IBM
INT
JPM
KFT
MCD
MRE
MSFT
PFE
PG
TRV
UTX
vz
WMT
DIS

3M
Alcoa
American Express
AT&T
Banlk of America
Boeing
Caterpillar
Chevron
Cisco Systems
Coca-Cola
E.I. DuPont de Nemours
Exxon Mobil Corp.
General Electric
Hewlett-Packard
Home Depot
Intel
International Business Machines
Johnson & Johnson
JPMorgan Chase
Kraft Foods
McDonald's
Merck
Microsoft
Pfizer
Procter & Gamble
Travelers
United Technologies
Verizon Communications
Wal-Mart Stores
Walt Disney

Mean
00019

0.0093

0.0024
0.0048

-0.0135
0.0044
-0.0028
-0.0041
0.0093

0.0019

-0.0016
0.0030

0.0150
0.0025
-0.0006
-0.0028
0.0027
0.0043
0.0055
0.0063
0.0028
0.0059
0.0001

Sta

0.0892
0.0510
0.0872
0.0520
0.1126

0.0603
0.0443
0.0991
0.0623
0.0454
0.0801
0.0811
0.0653
0.0496
0.05

Kurtosis

36.0049

067 108100

7 2.134 -8 0
-1.0903
-0.3816
-0.9769

23.0459
18.6080
125164
11.3590




12.4.2  Variance-Bound Approach Test

Shiller (1981a, 1981b), LeRoy and Porter (1981)

Variance-Bound Approach
Py = Z:YkﬂEthk = E. Py (12.17)

e P, = a price or yield,;

based on perfect foresight of the ex post




Hillmer and Yu’s Relative EMH Test

Hillmer and Yu (1979):
- There are various degrees of efficiency based on the particular

e and particular type of information

ation affect different types of




RANDOM WALK HYPO

Brown (2010):

HESIS VS. EMH

EST

Defined the difference between the model of random walk hypothesis and the model of

EMH

Let @, represent the common information all investors have after observing the current price
. Then according to the EMH, no investors can use this specific information z;; to have any

¢ in the markets If the trader’s specific information z;; is already
we can obtain Equation (12.18).



» If information is fully reflected in security prices, the

market is efficient and it is not worthwhile to pay for
Information that is already impounded in security prices.

es, there are irregularities in markets
nat cause disruption. Three of
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The P/E Effect

Price-Earnings (P/E) Effect
- Basu (1977):

red the yearly risk-adjusted returns for portfolios composed
Ighest P/E, 150 stocks with the next
150 stocks with the




The Size Effect

Market may not be semi-strong form efficient due to not only lack of
P/E information, but also size.
- Banz (1981) and Reinganum (1981a)

all stocks on both the NYSE and the American Stock Exchange (ASE) by
f the firm

lios based on the market-value



January Effect/Year-End Effect

Branch (1977):

» Investors tend to sell stocks in which they have experienced capital losses at the

e year in order to take advantage of the US tax laws, which decreases

arket and



This chapter has examined the basic tenets and empirical support for the EMH and has
outlined some of its implications for security valuation and portfolio management.
The relationship between market value and book value and its development into the

a q ratio was found to be very useful to security analysts in their estimates of the

ities. The EMH was categorized into three forms: weak,

ese forms was pointed out



While empirical testing has provided good support for the weak and semi-strong forms of
the EMH, the strong form has been upheld only in cases where, for example, mutual-fund

managers have been unable to consistently outperform market averages. Tests involving

hange specialists have in general indicated that these groups

0 generate above-average returns.



References

Baker, SR, N Bloom, S J Davis, K Kost, M Sammon and T Viratyosin (2020), "The unprecedented stock market
reaction fo COVID-19", Covid Economics 1: 33-42

Baur, D G and L T Hoang (2020), "A Crypto Safe Haven against Bitcoin", Finance Research Letters, 101431

Baur, D G and T K McDermott (2010), "Is gold a safe haven? International evidence", Journal of Banking &
Finance 34: 1886-1898

Bofinger, P, S Dullien, G Felbermayr, C Fuest, M HOther, J SGdekum and B Weder di Mauro 2020), "Economic
implications of the COVID-19 crisis for Germany and economic policy measures", in R Baldwin B Weder di Mauro
igating the COVID Economic Crisis: Act Fast and Do Whatever it Takes, VoxEU. org Book, CEPR Press.

ulczuk (2020), "The 2008 Global Financial Crisis and COVID-19 Pandemic: How
nomics 34: 88-115

rns and economic policy uncertainty: A



https://cepr.org/file/9003/download?token=rojlyR9J
https://voxeu.org/content/mitigating-covid-economic-crisis-act-fast-and-do-whatever-it-takes
https://cepr.org/file/9262/download?token=ZEwIe5Fq
https://ssrn.com/abstract=3567635
https://voxeu.org/content/mitigating-covid-economic-crisis-act-fast-and-do-whatever-it-takes

