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Motivation
Stock markets revolve around return expectations.

Expectations likely formed in light of deeper understanding
of the stock market ≔ “mental models”

… which remains a black box.
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Goal
Open this black box. Study mental models of the stock market.

Focus on:
Market efficiency vs. Temporary mispricing vs. Equilibrium neglect



Preview
Tailored survey-based approach
Run “thought experiments” with different investors.

Samples
General population Retail investors
Financial advisors Fund managers
Academic experts

Findings
Disagreement in mental models.
Equilibrium neglect: Many investors neglect equilibrium pricing.



Measurement
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Four weeks ago …

Scenario 1
Nike’s production 
costs unchanged

Scenario 2
Nike’s production 
costs fall by 20%

You invest today. In which scenario 
would you expect a higher return?
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Thought experiment Answer depends on mental model

Measurement via
Expectations, explanations, 

experiments

Four weeks ago …

Scenario 1
Nike’s production 
costs unchanged

Scenario 2
Nike’s production 
costs fall by 20%

You invest today. In which scenario 
would you expect a higher return?

Efficient markets
Temporary mispricing
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Samples
US general population (n ≈ 2,400)
Dynata, broadly representative

German general pop. (n ≈ 3,900)
Bundesbank Online Panel: Households,
broadly representative

US retail investors (n ≈ 400)
Prolific, invested in stocks (median $90k), high 
income (median $100-150k)

German retail investors (n ≈ 300)
Via German bank, invested in stocks (median 
56k€, high income (median 90k€)

US financial advisors (n ≈ 400)
• Financial advisors / investors / analysts
• CloudResearch, as in Chinco, Hartzmark and 

Sussman, 2022

Fund managers (n ≈ 100)
• Expert investors at two large German asset 

management companies

Academic experts (n ≈ 100)
• Invited researchers who published in top 

journals, finance topics (2015–2019)



Inference from stale news 
to future returns



In which scenario will the return
be higher over the next twelve months?
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In which scenario will the return
be higher over the next twelve months?

Other scenarios

Years 2-5



Mental models underlying 
return forecasts



Open-ended responses
Academic experts talk about market efficiency
“In efficient markets, the information should be fully incorporated 
into the stock price four weeks after the announcement. Thus, going 
forward Nike will earn its expected return which is the same in both 
scenarios (as beta did not change due to the announcement).”

Households and many professionals reason from
expected earnings to expected returns
“By changing the supplier Nike is saving money which would mean 
greater returns for them and greater returns for me.”

“I would expect that lower production cost should lead to higher 
earnings on company side and as such increase total return of the 
investment.”



Open-ended measures of reasoning
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Open-ended measures of reasoning



More on mental models
Elicit expectations about co-factors

• Experts’ return expectations predicted by differences in risk 
exposure

• Households’ return expectations predicted by differences in 
earnings

Additional experiment with households
Households’ expected returns are unresponsive to

• Intervention that rules out differences in risk exposure
• Intervention that rules out mispricing

Results



Drivers of
equilibrium neglect



Explaining equilibrium study
Explain why expected earnings

do not reliably predict expected returns

Attention study
Draw attention to response of other 

traders and the stock price (n≈1,200)
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Consequences of
equilibrium neglect



Result: Consequences
Equilibrium neglect predicts important belief 
anomalies – pro-cyclicality and extrapolation –
in the BOP household expectation panel data.

Table



Consequences
New perspective on expectations in financial markets
(Adam and Nagel, 2023; Adam et al., 2017; Barberis, 2018; Barberis et al., 2015, 2018; Beutel and Weber, 2022; Bordalo et al., 
2019, 2023; De La O and Myers, 2021; Giglio et al., 2021a; Laudenbach et al., 2023; Fuster and Zafar, 2023)

Eq. neglect could explain anomalies in expectations and trading
• Pro-cyclicality (Amromin and Sharpe, 2013; Beutel and Weber, 2022; Giglio et al., 2021a) 

• Return extrapolation (Da et al., 2021; Greenwood and Shleifer, 2014; Vissing-Jorgensen, 2003)

• Overtrading (Barber and Odean, 2000)

• Trading in response to stale news (Tetlock, 2011; Fedyk and Hodson, 2023)

• High perceived participation costs (Gomes et al., 2021) 

• Preference for active investment (Haaland and Næss, 2023) 



Conclusion



Summary
1) Inference from stale news

• Negligible among academic experts.
• … but widespread among everyone else.

2) Underlying mental models
• Experts: Efficient markets.
• Households/advisors: Neglect of equilibrium price adjustments

… which even occurs among professional asset managers.

3)  Causes of equilibrium neglect
• Limited role for inattention to trading/price responses.
• Rather: “gap” in model – failure to understand equilibrium.

4)  Consequences
• Eq. neglect predicts extrapolative and pro-cyclical return exp.
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Appendix



Return expectations across scenarios

back



Return expectations over time

back



Co-movement of expectations
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Ruling out mispricing and risk-based explanations
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Data
Expectation panel data from
Bundesbank Online Panel HH

- Stock market return expect.
- Growth expectations
- Past realized returns

- Equilibrium neglect:
Inference from stale news

Equilibrium neglect predicts important belief 
anomalies: pro-cyclicality and extrapolation
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