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It has been just over a year since the stock market 
hit bottom following the COVID-19 outbreak. Given 
everything that has happened during the ensuing 
months, it seems appropriate to examine the 
investment landscape during that time as well as 
changes in investor behaviors and what drove them. 
Among other things, volatility increased throughout 
the year as investors grappled with shifts in fiscal 
and monetary policies potentially affecting the 
attractiveness of various asset classes. Pandemic-
induced shutdowns of professional sports led 
to a demand for more online gambling. And no-
commission trading platforms such as Robinhood 
enticed a new group of retail investors to speculate 
in the stock market as one of the strongest bull runs 
in equity market history unfolded. 

The equity investing process can be complicated 
during speculative periods of investment mania — 
and it appears we may be in such a period. In this 
paper, we examine four behavioral biases that create 
and feed investment manias.

Examples of investor behavior
Following are two examples of events that provide a 
glimpse into investor behavior:
• Despite declaring bankruptcy in May 2020, Hertz 

Global Holdings Inc. was nearly able to issue 
worthless equity to an eager public, but the 
Securities and Exchange Commission stepped in 
to stop the offering.

• On January 7, 2021, Tesla Inc. CEO Elon Musk 
tweeted two words: “Use Signal.” That simple 
message was likely a reference to the private 
messaging app Signal, but an unrelated penny 
stock called Signal Advance spiked over 5,000%, 
as can be seen in the following chart.    

 

Historically, irrational moves such as the two 
mentioned above occur in the smaller market-
capitalization range due to a lack of liquidity and 
general inefficiency of the asset class. But today, 
even larger-cap companies are seeing frenetic 
and illogical movements. Traditional measures of 
corporate quality, such as earnings and profitability, 
are being abandoned as investors turn their focus to 
an ever-shifting investment narrative to justify higher 
stock prices. Dave Portnoy, a well-known pundit on 

SIGNAL ADVANCE DAILY PRICE                                                                  

Sources:  Glenmede Investment Management LP, Bloomberg                As of 4/8/2021
Past performance is not indicative of future results.
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Twitter, even developed the catchphrase “stocks only 
go up.” While these behaviors and market actions 
are unsettling, they fit a classic pattern of behavioral 
biases during periods of investment euphoria.

Behavioral biases have always been part of human 
nature: 

• Tulipmania: In the mid 1600s, the Dutch became 
fascinated with rare “broken” tulips (bulbs that 
produced striped and speckled flowers) and tulip 
prices spiked. That market eventually crashed in 
1637 when buyers who promised to pay exorbitant 
prices for tulips refused to do so.1

 
• Roaring 20s: The economy was booming in the 

1920s, and everyone was eager to invest in the 
stock market. Buying on margin was popular 
and many people just followed the crowd. As 
the stock market became increasingly unstable 
during 1929, prices began to drop, margin calls 
were issued and the Great Depression followed.

• Dot-com bubble: Investors were eager to 
get in on the internet craze in the 1990s and 
poured significant amounts of money into tech 
companies, many of them startups. But several 
factors, including speculative investing and the 
failure of some companies to turn a profit, led to 
a bubble that eventually burst. 

• Real estate: Years of above-average home price 
appreciation led to lax mortgage underwriting 
standards and excessive risk-taking at financial 
institutions worldwide. When housing prices 
peaked and then began to decline, a cascade of 
banking and mortgage-related business failures 
followed, triggering the Global Financial Crisis.

Following are four common behavioral biases for 
investors that could lead to better decision-making: 

• Overconfidence: when a person’s confidence in 
his or her judgments is greater than the objective 
accuracy of those judgments, especially when 
confidence is high. 

• Herding: when people follow the actions of the 
crowd instead of making independent decisions 
based on their own information.

• Confirmation: the tendency to search for, interpret, 
favor and recall information in a way that confirms 
or supports one’s prior beliefs or values.

• Anchoring: causes one to rely too heavily on the 
first piece of information received about a topic 
and the tendency to view subsequent information 
through the lens of this first piece of information.

HISTORIC BUBBLES

Sources: Thompson, E.A. (2007). The tulipmania: Fact or artifact? Public Choice, 
130(1/2); Roaring '20s Dec. 1924 - Nov. 1929: Dow Jones Industrial Average; Dot-com 
Jan. 1997 - Oct. 2002: NASDAQ Index; Real Estate Jan. 2002 - Mar. 2012; Case-Shiller 
Housing Index.
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OVERCONFIDENCE

If the stock market rewards a company with a higher 
stock price despite poor fundamentals, investors 
may begin to think it is their trading prowess that 
has led to this positive result as opposed to simply 
being part of a rising market tide. A successful result 
reinforces the overconfidence bias and could lead 
to greater risk-taking. When returns are strong, even 
if they run counter to historical market experience, 
investors want to be optimistic and may overestimate 
their investment acumen. The end result is that 
overconfidence causes many investors to be blinded 
to an investment’s risks, and they end up on the wrong 
side of the trade as the mania unwinds.

HERDING

The herding bias exacerbates panic buying or selling 
because investors feel they need to take some action 
if they perceive a majority of investors are trading in 
that direction.    

It can be emotionally or psychologically painful 
to go against the crowd. Psychologists have 
conducted numerous experiments demonstrating 
that even if the crowd-based investment decision 
is clearly incorrect, many investors will go along 
with that crowd decision as opposed to keeping 
their own ideas. Further exacerbating the bias, new 
communication and trading platforms have led to 
a gamification of investing, which runs counter to 
decades of prior investment experience. For instance, 
the popular Reddit forum WallStreetBets has taken 
herding to an extreme: Investors with the strongest 
views are admiringly referred to as having “diamond 
hands,” while those who perhaps cut their losses are 

admonished for having “paper hands.” When greed 
inevitably shifts to fear, it is likely today’s online bravado 
will be replaced with a panicked rush to the exit.       

CONFIRMATION

It is emotionally difficult to consider points of 
view that are counter to one’s own. Considering 
only information that makes one feel good simply 
reinforces the overconfidence bias. Technology 
and information filters fuel the Confirmation bias. 
Investors have to make a concerted effort to find 
information that challenges their views and then 
absorb the dissenting information with an open mind. 
Unfortunately, because this can be a distressing 
process, many investors are comfortable (and 
confident) to blindly follow the crowd.

ANCHORING

Anchoring is an example of a decision-making 
heuristic, as described by Daniel Kahneman and 
Amos Tversky.2 A heuristic is a way to simplify 
decision-making based on a few variables as opposed 
to taking time to think carefully about new pieces 
of information. Decision-making heuristics may be 
useful in making life-and-death snap judgments, but 
not so for long-term investment decisions. Making 
gut decisions is easier and less emotionally taxing 
than making a more thoughtful decision in which all 
sides of an issue are considered. In his 2011 book 
Thinking, Fast and Slow,3 Kahneman lays out the 
different decision-making systems as follows: 

• System 1 is fast, instinctive and emotional and is 
for making speedy, gut-oriented decisions. This 
is useful for situations where a fast reaction time 
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based on learned past experience is necessary, 
like driving a car. Investing, however, may not be 
one of these activities. 

• Conversely, System 2 is slower, more deliberate 
and more logical. We believe this is essential to 
building and managing a fundamentally driven 
diversified investment portfolio.  

The Anchoring bias tends to lead to a refusal to revise 
one’s beliefs when presented with new information. 
Instead, fresh and conflicting pieces of information 
can be swatted away by declaring that “it’s different 
this time,” or that “it isn’t different this time.” Either 
way, new information is likely to be discounted in 
favor of the initial viewpoint to which an investor has 
become anchored. In a period of market speculation, 
trading manias tend to lead to fast decision-making, 
which then feeds into overconfidence and often leads 
to overtrading and less-than-optimal returns. All four 
biases are intertwined and often compound one 
another, potentially leading to unwanted outcomes.   
  
Conclusion: Behavioral biases 
in today’s market environment
After years of low interest rates, inflation and little 
economic growth, it appears these market indicators 
may be reversing course. Should this hold true, it would 
likely mean the end of both a 30+ year bull market in 
fixed income and an extended period of dominance by 
large-cap, growth-oriented stocks. As often happens 
during shifts in the investment landscape, many 
issues that prospered have begun to falter, while many 
of the shunned assets are rising in value. Behavioral 
mistakes would tend to lead an investor to stick with 
the prior winners because those are the assets that 
brought investment success, and any reconsideration 

would mean challenging an overconfident assessment 
of one’s abilities in those gains. Peaks in investment 
manias tend to lead to greater risk-taking due to an 
overconfidence in investment abilities, herding into a 
small subset of securities and a lack of consideration 
of downside risks due to confirmation bias and 
anchoring. As we highlighted in our October 2020 
paper “Why Profitability Matters: Positive versus 
Negative Earnings,” all of these facets are present in 
today’s financial markets. 

Many investors may be aware they are investing in a 
mania but continue to do so anyway. As the subprime 
mortgage crisis raged in 2007, then-CEO of Citibank 
Chuck Prince told the Financial Times that “when 
the music stops, in terms of liquidity, things will be 
complicated. But as long as the music is playing, 
you’ve got to get up and dance.”4 Of course, things 
got very complicated and the Great Financial Crisis 
ensued a few months after his comments. Many 
investors believe they will be able to time the boom 
and the bust perfectly and delude themselves into 
believing they can avoid loss. While the financial press 
will highlight the rare individuals who are successful in 
this way, history has shown that a majority of investors 
will indeed incur losses as the mania unwinds.  
   
The single most important defense against 
becoming a casualty of the inevitable bust that 
follows an investment mania is simply to be aware 
that decision-making bias is present in most people. 
Awareness can help to mitigate biases, but there is 
no way to completely eradicate them. Consistent and 
dispassionate decision-making is key to long-term 
success.  As economist John Maynard Keynes once 
said, “Markets can remain irrational longer than you 
can remain solvent.” 
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