STUPID, LAZY AND RICH
OR: HOW | LEARNED TO
STOP WORRYING AND
CAPTURE BEHAVIORAL
ALPHA




OF GUINEA WORMS
AND BIG RETURNS
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Guinea Worm
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A FIXWITH NO CURE

1. Willingness to speak up
2. Kept from water source




ESTIMATES OF THE
BEHAVIOR GAP

Lranral Rl ] LR L=s L=t Sinio Duaniar Lrdl e LA rew

% Difference in Annual Returns

ESTIMATES OF THE BEHAVIOR GAP
The behavior gap measures the loss that the average investor incurs as a reswlt of emotional

responses to market conditions. Several academics have studied and estimate the gap to be
between 117% and 4.30% per annum.




OUCH! BAD BEHAVIOR
IS COSTLY

2.25% average gap
$2.3M — Good behavior
$1.3M — Bad behavior




Self-
Management




5> FACETS OF
BEHAVIORAL RISK
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177 WAYS TO SCREW
UP

Ego — Worse than average sense of humor?
Emotion — Colors risk perception
Information — More is better

Attention — Salience over quality
Conservation — Safety and status quo




4 CS OF BEHAVIORAL RISK

1. CONSISTENCY
2. CONVICTION
3. CLARITY

4. COURAGE




CONSIS
TENCY
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SNOOP AND DR. DRE LIED




MIND THE (BEHAVIOR) GAP

Classical music on the London Underground...

e ...robberies drops by 33%
e ...assaultdrops by 25%




WILLPOWER IS NOT
ENOUGH

7 (% OVER 50%




LOFTY MORALS OR LACK
OF OPPORTUNITY?

e 25% of men cheat

e 15% of women cheat

o “Sheer opportunity is the single
best predictor of being unfaithful.”




THE MAGIC IS GONE...

e Automatic — 84%
e Benchmark — 63%
* Discretionary — 58%




RULES > DISCRETION

 Beats or equals expert — 94%

 Rules beat experts — 46%

 Experts beat rules — 6%

Allows for lower fees!




35% RETURNS DON'T LIE

“...we slavishly follow the model. You
do whatever it says no matter how
smart or dumb you think it is. And that
turned out to be a wonderful
business.”

—Jim Simons, Renaissance
Technologies




CONVICTION

FOCUSED ENOUGH TO BE WORTHWHILE,
DIVERSIFIED ENOUGH TO BE HUMBLE




PASSIVE IN ACTIVE
CLOTHING

8% of ETFs are HC
23% of mutual funds are HC

Average expense ratio — 128 bps




HOW MUCH IS ENOUGH?

Four — 72%

Eight — 81%
Sixteen — 93%
Thirty-Two — 96%




“GOLDILOCKS”
DIVERSIFICATION

Just
Right

>Hubris @
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ACTIVE MANAGEMENT WORKS

6%
outperformance
for top holdings
of active mutual
fund managers

Guts > Brains




A BEHAVIORAL
GLITCH

e 2000 - ~509% tech stocks
e 2008 - ~40% financials

Cheap, small stocks outperform

Indexing overweights big, expensive stocks




PASSIVE IS A FICTION

e 1995 - 12% of additions are tech
e 2000 —41% of additions are tech

Broke rules to add AOL

The question is not “if” but “how?”




CLARITY

COMPLEX DYNAMIC SYSTEMS REQUIRE
SIMPLE RULES TO AVOID OVERFITTING




COMPLEXITY KILLS:
1961 VS 1970
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TALEB ON CLARITY

“Both governments and universities have done
very, very little for innovation and discovery,
precisely because, in addition to their blinding
rationalism, they look for the complicated, the
lurid, the newsworthy, the narrated, the scientistic,
and the grandiose, rarely for the wheel on the
suitcase.” You've likely seen an invention or idea
and thought, “Why didn’t | think of that?!” The
reason you didn’t may have a great deal to do with
trying too hard.”




THE IKEA EFFECT

Group A

Recent college grad

Stable job with upper middle class salary
Last three months has not paid $5,000 bill

Group B

Do a little work to find out if $5,000 or $10,000 bill has gone
unpaid

71% vs. 24% - More effort = Worse Qutcome




INFO LEADS TO BASE RATE
NEGLECT

Linda is 31 years old, single, outspoken and very bright. She
majored in philosophy. As a student, she was deeply
concerned with issues of discrimination and social justice,
and participated in antinuclear demonstrations.

Based on this description, which is more likely?

A. Linda is a bank teller.
B. Linda is a bank teller and is active in the feminist movement.




LESS > MORE

Parole Board
(detailed interview
and review of
records with team of
experts) — 6%
correlation

3 Factor Model
(offense, number of
prison rule violations,
past convictions) —
22% correlation




YEAH, BUT WHAT ABOUT US?

e More information =more confidence
e More confidence =riskier bets

« More confidence leads to difficulty
“Inverting”




LESS IS MORE

e IS it cheap?

Profit e Is there a moat?

l\__/

Pltfal |S * Are they honest?

Pe()ple * Do they care for shareholders?

Push e Is there a catalyst?




COURAGE
OUSNESS
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ACTIVITY IS HAZARDOUS
TO YOUR WEALTH
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WE'RE GETTING STUPIDER

South Sea — 720%
Tulips — 1500%
Amazon — 7500% (73% or recent high)
Yahoo! — 18,000% (25% of 1999 high)
Qualcomm — 22,000% (50% of 1999 high)




NOT EVEN THE MOST PATIENT...

S&P 500 Real Growth of S1

$10.83
$1.08 50,98 $1.35
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$%&! HAPPENS

Every single G7
country has
experienced equity
market drawdowns of
/5% or more




THE BUBBLY TRIAD

Valuation, Momentum, Sentiment
 Below SMA 200 returns = 0%

7 false positives

September of 1998
November of 2007
August of 2015




WHERE ARE WE?

e Momentum — Below 200 SMA
 Falling since late last year

e Valuation — 79t %ile

5 Year Projected Returns (Annualized) — 1.5%

Behavioral investing must give us the best of irrationality and
protect us from the worst.
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YOU CAN BE
RIGHT AND
STILL BE A
MORON
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