BEHAVIUORAL FINANCE
Definition: Behavioral finance is the study of the influence of psychology on the behavior of financial practitioners and the subsequent effect on markets.

· Behavioral finance argues that some financial phenomena can plausibly be understood using models in which some agents are not fully rational.
Rational economic agents

The traditional finance paradigm relies on ‘rational’ agents. Rationality means two things:

· First, when they receive new information, agents update their beliefs correctly, in the manner described by Bayes’ law.

· Second, given their beliefs, agents make choices that are normatively acceptable, in the sense that they are consistent with Subjective Expected Utility (SEU).
In the traditional framework where agents are rational, market is frictionless. A security’s price equals to its fundamental value. This is the discounted sum of expected future cash flows, where in forming expectations, investors correctly process all available information, and where the discount rate is consistent with a normatively acceptable preference specification.

It is appealingly simple framework that brought us EMH, CAPM and other cornerstones of modern financial theory.
The traditional framework works well until 1980s, when many empirical anomalies in financial market have been found.

Size effects, Value effects, Momentum, Overreaction, Equity Premium Puzzle, Excess volatility......

After years of effort, it has become clear that basic facts about the aggregate stock market, the cross-section of average returns and individual trading behavior are not easily understood in this

framework.
EFFICIENT MARKET HYPOTHESIS (EMH)
A financial Market is efficient when market price reflect all available information. According to the level of information, we have three forms of efficiency.

◮ Past price–weak form

◮ All public information–semi-strong form

◮ All information including inside information–Strong form

Why should price reflect all available information?
IMPLICATIONS OF EMH
Trust market price: price is right, it reflects the fundamental value of the security.

◮ Read into prices: If market price reflects all available information, we can extract information from prices.

◮ There are no financial illusions: Market price reflects value only from an assets payoff. It is not easy to trick the market.

◮ Value comes from economic rents such as: superior information, superior technology, access to cheap resources
EMPIRICAL SUPPORT OF THE EMH
· Stock prices follow random walk, and the serial correlations between daily returns are not significant.

· Price react to news quickly, through event studies, people found evidence supports semi-strong form.

· Mixed evidence for strong form, money managers cannot persistently bit the market; insider trading might be profitable.
EMPIRICAL FAILURES ON THE EMH

· Negative correlation in long term asset returns: winners and losers (De Bondt and Thaler, 1985); momentum effects.

· Event studies on updated data have found evidence against semi-strong form, for example: Bernard and Thomas (1989) found (post-earnings announcement drift) that on average, over the 60 days after the earnings announcement, the decile of stocks with surprisingly good news outperforms the decile with surprisingly bad news by an average of about 4%.
THE DISPUTE

The obvious empirical failure of EMH has triggered a three levels of dispute (see Shleifer, 2000):

· Agents are rational (E); agents are not fully rational (B).

· The irrationality of agents are random thus cancel each other (E); irrational behavior of agents are not necessarily always random (B);

· The effects of collective irrationality will be corrected by arbitrageurs (E); limits of arbitrage (B).
TRADING BEHAVIOUR

Markowitz portfolio theory suggests investor should held a well diversified portfolio, however, evidence found:

· Investors diversify their portfolio holdings much less than is recommended by normative models of portfolio choice.

· Benartzi and Thaler (2001) find that when people do diversify, they do so in a naive fashion.

· The volume of trading on the worlds stock exchanges is very high. Furthermore, studies of individuals and institutions suggest that both groups trade more than can be justified on rational grounds.
· Several studies find that investors are reluctant to sell assets trading at a loss relative to the price at which they were purchased, a phenomenon labelled the “disposition effect” by Shefrin and Statman (1985).

· Unlike “sells”, which are mainly prior winners, “buys” are evenly split between prior winners and losers. Conditioning on the stock being a prior winner (loser) though, the stock is a big prior winner (loser). In other words, a good deal of the action is in the extremes.
BEHAVIOURAL APPROACHES

Behavioral finance is a new approach to financial markets that has emerged, at least in part, in response to the difficulties faced by the traditional paradigm.

In broad terms, it argues that some financial phenomena can be better understood using models in which some agents are not fully rational.

To make sharp predictions, behavioral models often need to specify the form of agents’ irrationality.

How exactly do people misapply Bayes law or deviate from SEU?
TWO BUILDING BLOCKS
There are two buildings blocks of behavioral finance supported by empirical experiments and also series theoretical papers.

·  One of the biggest successes of behavioral finance is a series of theoretical papers showing that in an economy where rational and irrational traders interact, irrationality can have a substantial and long-lived impact on prices.

· Behavioral economists typically turn to the extensive experimental evidence compiled by cognitive psychologists on the biases that arise when people form beliefs, and on people’s preferences, or on how they make decisions, given their beliefs.
WHY ARBITRAGE IS LIMITED?
· Fundamental risks: no perfect substitute, asymmetric information.

· Noise Trader risks: mispricing can be persistent, it is not always optimal for the arbitragers to trade against mispricing.

· Implementation costs: transaction costs, constraints of law and time.

·  Examples: Twin shares; Index illusion; Internet carve-outs...
IRRATIONAL AGENTS

A crucial component of any model of financial markets is a specification of how agents form expectations. In practice, agents can be Overconfidence; Optimism and wishful thinking;

Representativeness......

Recent work in behavioral finance has argued that some of the lessons we learn from violations of EU are central to understanding a number of financial phenomena. Of all the non-EU theories,

prospect theory may be the most promising for financial applications.

PUZZLES AND EMPIRICAL ANALYSIS

· The Equity Premium Puzzle

·  Excess Volatility

· Predictability of Returns

· Cross-section of Returns

· Closed End Fund and Comovement

· Investor behavior: insufficient diversification, Naïve diversification, excessive trading......

· Corporate finance
EMPIRICAL INVESTIGATIONOF ANOMALOUS FACTS

· Those anomalies found have been replicated numerous times since they were found.

· Most of the empirical facts are agreed upon by most of the profession, although the interpretation of those facts is still in dispute.

· With new techniques available, new data and also new markets, there are still works to be done.vef Finance and Economics Behavioral Finance Lecture Notes 1: Introduction
South
LIMITS TO ABITRAGE
· The role of arbitrage was believed by many financial economists twenty years ago.

·  It is now the opposite that people view the force of arbitrage.

·  Mis-pricing can be persistent.
UNDERSTANDING BOUNDED RATIONALITY

· A long list of cognitive psychological evidence;

· They can be formalize such as the prospect theory;

· We now know that models of bounded rationality are both possible and also much more accurate descriptions of behavior than purely rational models.
BEHAVIOURAL FINANCE BUILDING 

· In the past few years there has been a burst of theoretical work modeling financial markets with less than fully rational agents.

· These papers relax the assumption of individual rationality either through the belief formation process or through the decision-making process.

· They are important existence proofs, showing that it is possible to think coherently about asset pricing while incorporating salient aspects of human behavior.
INVESTOR BEHAVIOUR
We have now begun the important job of trying to document and understand how investors, both amateurs and professionals, make their portfolio choices. Until recently such research was notably absent from the repertoire of financial economists.
OBJECTIVES

At the end of the course, you are expected to

· Gain knowledge of the history of behavioral finance; and why did behavioral finance arise from the standard finance.

· Through discussions of the relevant topics, be familiar with the literatures in both empirical and theoretical developments of behavioral finance.

· Be able to use the knowledge to analyze the behavior of asset prices, explain empirical anomalies in security markets.
Sou
The finance and investment decisions for some decades in the past are based on the assumptions that people make rational decisions and are unbiased in their predictions about the future. The modern portfolio theory as well as other theories, such as CAPM, APT presented earlier, was developed following these assumptions. But we all know that sometimes people act in obvious irrational way and they do the mistakes in their forecasts for the future. Investors could be the case of irrational acting to. For example, people usually are risk averse, but the investors will take the risk if the expected return is sufficient. Over the past decade the evidence that psychology and emotions influence both financial and investment decisions became more and more convincing. Today not only psychologists but the economists as well agree that investors can be irrational. And the predictable decision errors can affect the changes in the markets. So it is very important to understand actual investors’ behavior and psychological biases that affect their decision making. In this chapter some important psychological aspects and characteristics of investors’ behavior are discussed.
1. Overconfidence
Overconfidence causes people to overestimate their knowledge, risks, and their ability to control events. Interestingly, people are more overconfident when they feel like they have control of the outcome even when this clearly not the case, just the illusion. This perception occurs in investing as well. Even without information, people believe the stocks they own will perform better than stocks they do not own. However, ownership of a stock only gives the illusion of having control of the performance of the stock. Typically, investors expect to earn an above -average return.
Investing is a difficult process. It involves gathering information, information analysis and decision making based on that information. However, overconfidence causes us to misinterpret the accuracy of the information and overestimate our skills in analyzing it. It occurs after people experience some success. The self-attribution bias leads people to believe that successes are attributed to skill while failure is caused by bad luck. After some success in the market investors may exhibit overconfident behavior.
Overconfidence can lead investors to poor trading decisions which often manifest themselves as excessive trading, risk taking and ultimately portfolio losses. Their overconfidence increases the amount they trade because it causes them to be to certain about their opinions. Investors’ opinions derive from their beliefs regarding accuracy of the information they have obtained and their ability to interpret it. Overconfident investors believe more strongly in their own valuation of a stock and concern themselves less about the believes of others.
Consider an investor who receives accurate information and is highly capable of interpreting it. The investor’s high frequency of trading should result in high returns due to the individual’s skill and the quality of the information. In fact, these returns should be high enough to beat a simple buy-and-hold strategy while covering the costs of trading. On the other hand, if the investor does not have superior ability but rather is suffering from a dose of overconfidence, then the high frequency of turnover will not result in portfolio returns large enough to beat the buy-and-hold strategy and cover costs.
Overconfidence–based trading is hazardous when it comes to accumulating wealth. High commission costs are not the only problem caused by excessive trading. It has been observed that overconfidence leads to trading too frequently as well as to purchase the wrong stocks. So, overconfidence can also cause the investor to sell a good –performing stock in order to purchase a poor one.

If many investors suffer from overconfidence at the same time, then signs might be found within the stock market. Specifically, after the overall stock market increase, many investors may attribute their success to their own skill and become overconfident. This will lead to greater trading by a large group of investors and may impact overall trading volume on the stock exchanges. Alternatively, overall trading is lower after market declines. Investors appear to attribute the success of the good period to their own skill and begin trading more. Poor performance makes them less overconfident and is followed by lower trading activity.
Overconfidence also affects investors’ risk-taking behavior. Rational investors try to maximize returns while minimizing the amount of risk taken. However, overconfident investors misinterpret the level of risk they take. After all, if an investor is confident that the stocks picked will give a high return, then there is risk? The portfolios of overconfident investors will have higher risk for two reasons. First is the tendency to purchase higher risk stocks. Higher risk sticks are generally from smaller, newer companies. The second reason is a tendency to under diversify their portfolio. Prevalent risk can be measured in several ways: portfolio volatility, beta and the size of the firms in the portfolio. Portfolio volatility measures the degree of ups and downs the portfolio experiences. High-volatility portfolios exhibit dramatic swings in price and are indicative of under diversification. A higher beta of the portfolio indicates that the security has higher risk and will exhibit more volatility than the stock market in general.
Overconfidence comes partially from the illusion of knowledge. This refers to the tendency for people to believe that the accuracy of their forecasts increases with more information; that is, more information increases one’s knowledge about something and improves one’s decisions. Using the Internet, today investors have access to huge quantities of information. This information includes historical data, such as past prices, returns, the firms’ operational performance as well as current information, such as real-time news, prices, etc. However, most individual investors lack the training and experience of professional investors and therefore are less sure of how to interpret this information. That is, this information does not give them as much knowledge about the situation as they think because they do not have training to interpret it properly. Many individual investors realize they have a limited ability to interpret investment information, so they use the Internet for help. Investors can get analyst recommendations, subscribe to expert services, join news groups, etc. However, online investors need to take what they see on the screen, but not all recommendations really are from experts. However, if investors perceive the messages as having increased their knowledge, they might be overconfident about their investment decisions.
Another important for investor psychological factor is the illusion of control. People often believe they have influence over the outcome of uncontrollable events. Early positive results give the investor greater illusion of control than early negative results. When a greater amount of information is obtained by investor, illusion of control is greater as well.
Overconfidence could be learned through the past success. The more successes the investors experience, the more they will attribute it to their own ability, even when much luck is involved. As a consequence, overconfident behavior will be more pronounced in bull markets than in bear markets (see Geervais, Odean, 2001).
2. Disposition Effect
People usually avoid actions that create regret and seek actions that cause pride. Regret is the emotional pain that comes with realizing that a previous decision turned out to be a bad one. Pride is the emotional joy of realizing that a decision turned out well. Avoiding regret and seeking pride affects person’s behavior and this is the true for the investors’ decisions too. Shefrin and Statman (1985) were the first economists who showed that fearing regret and seeking pride causes the investors to be predisposed to selling winners (potential stocks with growing market prices) to early and riding losers (stocks with the negative tendencies in market prices) too long. They call this the disposition effect.
Do the investors behave in a rational manner by more often selling losers or are investors affected by their psychology and have a tendency to sell their best stocks? Several empirical studies provide evidence that investors behave in a manner more consistent with the disposition effect. Researchers (Shapira, Venezia, 2001; Chen, at al, 2007) have found the disposition effect to be pervasive. They found that the more recently the stock gains or losses occurred, the stronger the propensity was to sell winners and hold losers. Investors usually hold in their portfolios losers remarkably longer than winners.
The disposition effect not only predicts selling of winners but also suggests that the winners are sold too soon and the losers are held too long. How such investor behavior does affect the potential results from his investments? Selling winners too soon suggests that those stocks will continue to perform well after they are sold and holding losers too long suggests that those stocks will continue to perform poorly. The fear of regret and the seeking of pride can affect investors’ wealth in two ways: first, investors are paying more in taxes because of the disposition to sell winner instead of losers; second, investors earn a lower return on their portfolio because they sell the winners too early and hold poorly performing stocks that continue with decreasing market results.
Interesting are the results of some other studies (Nofsinger, 2001) in which individual investors’ reaction to the news about the economy and about the company was investigated. Good news about the company that increases the stock price induces investors to sell stock (selling winners). And, controversially, bad news about the firm does not induce investors to sell (holding losers). This is consistent with avoiding regret and seeking pride. However, news about the economy does not induce investor trading. Investors are less likely than usual to sell winners after good economic news and these results are not consistent with the disposition effect. How such results could be explained? Investors’ actions are consistent with the disposition effect for company news because the feeling with the disposition effect of regret is strong. In the case of economic news, investors have a weaker feeling of regret because the outcome is considered beyond their control. This leads to actions that are not consistent with the predictions of the disposition effect.

3. Perceptions of Investment Risk

People’s perception of risk appears to vary. One important factor in evaluating a current risky decision is a past outcome: people are willing to take more risk after earning gains and less risk after losses.
After experiencing a gain or profit, people are willing to take more risk. After gaining big sum of money in gambling people don’t fully consider the new money as their own. So, when they are taking additional risk they act as if they gamble with opponent’s money (casino money). This is called as “house-money” effect. The “house-money” effect predicts that investors are more likely to purchase higher-risk stocks after locking in gain by selling stocks at a profit.

After experiencing a financial loss, people become less willing to take a risk. This effect is recognized as “snakebite” effect - the people remember this for a long time and become cautious. Likewise, after having their money lost people often feel they will be unsuccessful in the future too and they avoid taking risk in their investment decisions. For example, picking new stocks to the portfolio can give better diversification of investors’ portfolio, but if the newly purchased stocks quickly decline in price, the investor might feel snakebite effect and be afraid of picking stocks in his portfolio in the future. 

But we can observe that sometimes losers don’t avoid risk. Then losers use the chance to make up their losses. And the need for breaking even becomes to be stronger than the “snakebite” effect. People without significant gains or losses prefer not to take the risk. Examining the risks of the investor the endowment effect must be mentioned too. The endowment effect is when people demand much more to sell thing than they would be willing to pay to buy it. A closely related to endowment effect is a status quo bias - behavior of the people when they try to keep what they have been given instead of exchanging. How can endowment or status quo bias affect investors? People have tendency to hold the investments they already have. The status quo bias increases as the number of investment options increases. That means, the more complicated the

investment decision that was needed becomes, the more likely the person is to choose to do nothing. In the real world investors face the choice of investing in thousands of companies stocks, bonds, other investment vehicles. All these possibilities may affect the investors, and as a result they often choose to avoid making a change. This can be a particular problem when the investments have lost money. We can observe such a behavior of the investors during last years.
Memory is discussed as one of the factors which could affect the investors’ behavior too. Memory can be understood as a perception of the physical and emotional experience. These experiences for different people could be different. Memory has a feature of adaptively and can determine whether a situation experienced in the past should be desired or avoided in the future. Usually the people feel better about experiences with a positive peak and end. And the memory of the large loss at the end of the period is associated with a higher degree of emotional pain. For example, the investor feels better about those stocks in his portfolio which price increase dramatically at the end of the period and is more skeptical about other stocks which prices were constantly growing during all period. As a consequence, making decisions about these stocks for the following period the investor might be to optimistic about the stock with good short term results and to pessimistic about constantly growing stock.
Close related with the memory problems affecting the investors behavior is cognitive dissonance. Cognitive dissonance is based on evidence that people are struggling with two opposite ideas in their brains: “I am nice, but I am not nice”. To avoid psychological pain people used to ignore or reject any information that contradicts with their positive self-image. The avoidance of cognitive dissonance can affect the investor’s decision-making process in two ways. First, investor can fail to make important decisions because it is too uncomfortable to contemplate the situation. Second, the filtering of new information limits the ability to evaluate and monitor investor’s decisions. Investors seek to reduce psychological pain by adjusting their beliefs about the success of past investment decisions. For example, if the investor made a decision to buy N company’s stocks and over time information about the results of this company were good and validate the past decision, investor feels as “I am nice”, but if the results of the picked-up company were not good (“I am not nice”), the investor tries to reduce the cognitive dissonance. The investor’s brain will filter out or reduce the negative information about the company and fixate on the positive information. Investor remembers that he/she has done well regardless of the actual performance. And obviously it is difficult to evaluate the progress seeking for the investment goals objectively when assessment of past performance is biased upward.
4. Mental accounting and investing

People use financial budgets to control their spending. The brain uses mental budgets to associate the benefits of consumption with the costs in each mental account. Mental budgeting matches the emotional pain to the emotional joy. We can consider pain of the financial losses similar to the costs (pain) associated with the purchase of goods and services. Similarly, the benefits (joy) of financial gains is like the joy (or benefits) of consuming goods and services.
People do not like to make payments on a debt for a purchase that has already been consumed. For example, financing the vacation by debt is undesirable because it causes a long-term cost on a shot-term benefit. People show the preference for matching the length of the payments to the length of time the goods or services are used.

Economic theories predict that people will consider the present and future costs and benefits when determining a course of action. Contrary to these predictions, people usually consider historic costs when making decisions about the future. This behavior is called the “sunk-cost” effect. The sunk cost effect might be defined as an escalation of commitment to continue an endeavor once an investment in money or time has been made. The sunk costs could be characterized by size and timing. The size of sunk costs is very important in decision making: the larger amount of money was invested the stronger tendency for “keep going”. The timing in investment decision making is important too: pain of closing a mental account without a benefit decreases with time negative impact of sunk cost depreciates over time.
Decision makers tend to place each investment into separate mental account. Each investment is treated separately, and interactions are overlooked. Mental budgeting compounds the aversion to selling losers. As time passes, the purchase of the stock becomes a sunk cost. It may be less emotionally distressing for the investor to sell the losing stock later as opposed to earlier. When investors decide to sell a losing stock, they have a tendency to bundle more than one sale on the same day. Investors integrate the sale of losing stocks to aggregate the losses and limit the feeling of regret to one time period. Alternatively, investors like to separate the sale of the winning stocks over several trading sessions to prolong the feeling of joy (Lim, 2006). 

Mental accounting also affects investors’ perceptions of portfolio risks. The tendency to overlook the interaction between investments causes investors to misperceive the risk of adding a security to an existing portfolio. In fact, people usually don’t think in terms of portfolio risk. Investors evaluate each potential investment as if it were the only one investment they will have. However, most investors already have a portfolio and are considering other investments to add to it. Therefore, the most important consideration for the evaluation is how the expected risk and return of the portfolio will change when a new investment is added. Unfortunately, people have trouble evaluating the interactions between their mental accounts. Standard deviation is a good measure of an investment’s risk. However, standard deviation measures the riskiness of the investment, but not how the risk of the investment portfolio would change if the investment were added. It is not the level of risk for each investment that is important – the important measure is how each investment interacts with the existing portfolio. Mental accounting sets the bases for segregating different investments in separate accounts and each of them consider as alone, evaluating their gains or losses.
People have different mental accounts for each investment goal, and the investor is willing to take different levels of risk for each goal. Investments are selected for each mental account by finding assets that match the expected risk and return of the mental account. Each mental account has an amount of money designated for that particular goal. As a result, investor portfolio diversification comes from the investment goals diversification rather than from a purposeful asset diversification according to Markowitz portfolio theory. That means, that most investors do not have efficient portfolios and investors are taking too much risk for the level of expected return they are getting.
5. Emotions and Investments

How important might be the emotions in the investors’ decision making? The investment decisions are complex and include risk and uncertainty. In recent years the psychologists as well as economists have examined the role of emotions in decision making. People who have stronger emotional reactions seem to let them impact their financial decisions. As some researchers conclude the more complex and uncertain a situation is, the more emotions influence a decision. Of course, the background feelings or mood may also influence investment decisions. The mood affects the predictions of the people about the future. People often misattribute the mood they are in to their investment decisions. 
This is called misattribution bias. People who are in bad mood are more pessimistic about the future than people who are in a good mood. Translating to the behavior of investors it means that investors who are in good mood give a higher probability of good events/ positive changes happening and a lower probability of bad changes happening. So, good mood will increase the likelihood of investing in riskier assets and bad mood will decrease willingness to invest in risky assets. Even those investors who use quantitative methods such as fundamental analysis must use some assumptions estimating fair value of the stock. Given the influence of mood on uncertain decisions, the expected growth rate taken for estimations of value of the stock using DDM (dividend discount models) may become biased and affect the overall result of estimated value of the stock. An investor who is in good mood may overestimate the growth rate and this would cause the investor to believe the stock is worth more than the believe of unbiased investor. As a consequence for the optimistic investor in this case might be his decision to buy the stock which is underestimated based on his calculations, when in reality it is not. Similar, the investor who is in bad mood may underestimate growth rate and stock value based on his calculations shows the stock is overestimated, when it is not in reality. So, the investors making biased and mood-driven decisions might suffer losses.
Investors who are in a good mood can also suffer from too optimistic decisions. Optimism could affect investors in two ways: first, investors tend to be less critical in making analysis for their decisions investing in stocks; second, optimistic investors tend to ignore the negative information about their stocks (even then they receive information about negative results of the company they were invested in they still believe that the company is performing well). This is why the price of the stock is frequently set up by the optimistic investors. Even if there are enough optimistic and pessimistic investors in the market, the optimists drive up the stock price with their buying, because pessimists are passive. For firms with the high degree of uncertainty optimistic investors tend to set the stock price until that uncertainty is resolved. The prospects of large, well established firms have less uncertainty and their stock prices are generally more reflective of actual prospects than of optimistic prospects of investors. (Nofsinger, 2008).
It is obvious that the weather has an influence on the mood of the people. Sunshine usually is associated with good mood and optimistic thinking and without sun people feel bad. Some studies were performed to answer the question how the weather might affect investors’ behavior (Hirshleifer, Shumway, 2003). The researchers found that the daily returns for sunny days are higher than the daily returns for non sunny days. The results of this research allow to conclude that sunshine affects the investors that they become more optimistic and are used to buy rather than sell the stocks. Than this tendency prevails in the market the stock prices are growing.
The investors’ behavior might be influenced by other factors which affect the emotions. Sport is investigated as one of such factors. The research results of Edmans, Garcia, Norli (2007) showed that stock market reaction to soccer game loss day after for losing team stock market was negative (decreasing). And the stock market reaction was stronger in countries which have positive historical results in soccer.
However general level of optimism and pessimism or social mood changes over time as Nofsinger (2005) showed in his investigation. Investors tend to be most optimistic when the market reaches the top and they are most pessimistic when market is at the bottom. This fluctuating social mood is defined as market sentiment. Knowing the phenomenon of market sentiment might allow to predict the returns in the market when investors become too optimistic on the top of the market or too pessimistic when market reaches its bottom.

A market bubble could be explained by the situation when high prices seem to be generated more by investors (traders in the market) optimism then by economic fundamentals. Extreme prices that seem to be at odds with rational explanations have occurred repeatedly throughout history.
EANOMALIES IN BEHAVIOURAL FINANCE
Anomalies are systematic observations or findings that are not predicted/explained by the conventional economic theory (EUT) A list: January effect, Winner’s curse, Equity premium puzzle etc .

THE WINNER’SCURSE

Originally the winner’s curse was found to happen in auctions where the drilling licenses in the Gulf of Mexico were auctioned. 
•It was found that those who won the auction very often ended up with making bad profit or even loss
•Definition

–A tendency for the winning bid in an auction to exceed the intrinsic value of the item purchased. 

–Caused generally by the difficulty in estimating the value of the auctioned item

–Difficulties in estimating come from incomplete information, emotions, or other such things
Example

•You are Company A (the acquirer) which is currently considering acquiring Company T (the target) by means of a tender offer. 

•You plan to tender in cash for 100% of Company T's shares but are unsure how high a price to offer. 

•The main complication is this: the value of the company depends directly on the outcome of a major oil exploration project it is currently undertaking.
•In the worst case (if the exploration fails completely), the company under current management will be worth nothing-$O/share. 

•In the best case (a complete success), the value under current management could be as high as $100/share.

•All share values between $0 and $100 per share are considered equally likely. 

•By all estimates the company will be worth considerably more in the hands of Company A than under current management. Whatever the value under current management, the company will be worth 50 percent more under the management of Company A than under Company T.

•How much to offer?
•The problem: •
Thus, you (Company A) will not know the results of the exploration project when submitting your offer, but Company T will know the results when deciding whether or not to accept your offer.

•In addition, Company T is expected to accept any offer by Company A that is greater than or equal to the (per share) value of the company under its own management.

•As the representative of Company A, you are deliberating over price offers in the range $O/share to $150/share. What offer per share would you tender?
•A typical reasoning:
•The firm has an expected value of $50 to Company T, which makes it worth $75 to Company A.

•Therefore if I suggest a bid somewhere between $50 and $75, Company A should make some money. 

•This analysis fails to take into consideration the asymmetric information that is built into the problem.

•The correct reasoning
•A correct analysis must calculate the expected value of the firm conditioned on the bid being accepted. 

•If a bid B is accepted, then the company must be worth no more than B under current management for an average of B/2. 

•Under the new management, the average is 150 percent of this, or 3B/4, which is still less than B, so it is best not to bid at all. 
•Extreme form of the winner's curse in which any positive bid yields an expected loss to the bidder.

Can you avoid?
The winner’s curse is a difficult ‘thing’

•It happens, if you want to win an auction, but it may lead you to pay more than is the value of the auctioned item

•How to avoid?

–Not to make high offers (and, not to win)

–Tell to your competitors that there is a danger of the winner’s curse

•Would these  work? –Hardly….
THE EQUITY PREMIUM PUZZLE
•A short definition: Returns to stocks are higher than returns to bonds, which is inconsistent with the conventional finance theories
•A longer definition: Real returns to investors from the purchases of U.S. government bonds have been estimated at one percent per year, while real returns from stock ("equity") in U.S. companies have been estimated at seven percent per year 

•General utility-based theories of asset prices have difficulty explaining (or fitting, empirically) the difference, not only in the U.S. but in other countries too 

PUZZLEDTHEORIES
•The theories against which the evidence constitute a "puzzle" tend to have these aspects in common: 

•Standard preferences described by standard utility functions 

•Contractually complete asset markets (against possible time-and state-of-the-world contingencies) 

•Costless asset trading (in terms of taxes, trading fees, and presumably information). 

DOES PROSPECT THEORY EXPLAIN THE PUZZLE?
•There are promising attempts based on loss aversion and mental accounting

–Loss aversion: investors feel losing more strongly than winning

–Mental accounting: investors put gains and losses in separate ’pots’, which are reviewed at regular set intervals

Myopic loss aversion: investors are very loss averse and evaluate the performance of their investments each year implies explanation of Equity premium puzzle?
2.1. The Discovery of Preferences Hypothesis
•Plott (1996): preferences revealed in choices converge to the same underlying preferences…

•In addition (ibid.):
–The underlyingpreferencesarediscoveredafteragentsrepeatedlytakedecisions, receive feed back, and are given incentives to discover which actions best satisfy their preferences

–Anomalies to standard theory are results of untutored decisions by agents; after repetition and feedback agents discover their true preferences and anomalies disappear.

•According to the DPH traditional economic theory (EUT) is applicable to situations where:

–(1) Individuals are driven(motivated) by clear incentives and individuals perceive the incentives’in a rightway’ 

–(2) Individuals have learned to behave in the situation; they are experienced enough

–(3) Individual repeatedly face the situations so that learning is possible

•Only if  the see conditions hold, we may expect that individuals find their ’true preferences’

	



      Preferences


	Discover
	Constructed

	Then you have stable preferences prior to entering into a decision-making situation. But these preferences may be hidden.


	Then you have no clear and consistent preferences prior to entering to a decision-making situation.

	You discover them when you are in the situation repeatedly, get feedback and able to learn.
	You construct them when you are in the situation.


Common arguments
•’Traditional economist’: if empirical evidence is inconsistent with the theory, the conditions1-3 are not fulfilled; that is, people have not yet found their true preferences. Therefore the inconsistency is harmless to economics

•’Reformist economists’: The itmes1-3 in DPH have to be tested empirically; its seems that the traditional theory has a narrower area of applicability than has been assumed. 

•Note: Researchers in behavioral economics can be found in both camps. 
DPH and finance anomalies

•Does DPH save the standard economic theory(EUT) from financial anomalies such as the winner’s curse and equity premium puzzle?
2.2. Re-interpreting the anomalies?
A reinterpretation: sour grapes
•Economists typically see themselves merely as advisors of the government

•Could they also advise citizens and entrepreneurs?

–They would like to know is it rational to invest in stocks and/or bonds?

•A household survey? Webb-technology?

–Are there spontaneous solutions (conventions) that prevent the realization of the winner’s curse.
•Construction industry conventions (investigated in Texas by Kagelet al)

2.2. Re-interpreting the anomalies? Another re-interpretation: new theory
•Recall the discovered preferences hypothesis

–Some anomalies may disappear through repetition, feedback and adequate incentives

–Others will not

•These and many other anomalies call forth

–More and more empirical investigation (traditional and experimental)

–New theory or theories: may be economics will develop towards theoretical diversity

•What would a new theoretical framework look like?

CONCLUSIONS

•In behavioral finance some anomalies are persistent

•This means that it is difficult to get people to behave ’correctly’, that is, according to the traditional theory

•Winner’s curse can be corrected by institutions

•Equity premium puzzle can disappear (maybe) by making it easier for citizens to participate in financial markets.
