Behavioral Finance:

(A MBE R dpR R Y

Literature Review

mEERE PAEE T ﬁ'féﬁt
CREI R § SR

< %
BTy

m PRI e

. 5 R BRI
BT EMRREEES
=

Terminology

m Financial economics (a branch of
“economics”)

m Behavioral finance v.s. Behavioral
economics

m Psychological finance v.s. behavioral
finance

m Psychological economics or
economic psychology?

i A 18 B fn— #5477 (van Raaij (1981))

Example: How are stock prices
determined?

m Perception and projection.

m Market participants’ perception of the
market condition.

m Their actions project to the market as
reflected in stock prices.

m The evolution of the market (economy) is
a sequence of interaction of perception
and projection.

m Clearly, “human being” is the major factor.

A Chronology of Finance
(Haugen, 1999)

m Old Finance: before the 1960s,
accounting/financial statement.

m Modern Finance: or “standard finance”;
1960 thru. 1980s, financial economics.
Theme: efficient markets and rational
behavioral.

m New Finance: behavioral finance,
psychology, sociology, etc. Theme:
inefficient market.
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Mullainathn and Thaler (1999): bounded rationality,
bounded willpower, and bounded self-interest.
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Shefrin (2000), Beyond Greed and Fear.

m 5% % P 49858 (heuristic-driven bias )
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Some problems and
examples.

Kahneman and
Tversky (1979),
Econometrica 47,
263-291.

Example 1: certainty effect

m 2 problems.

m Problem 1: 2 games.
A.33%:4% € 312,500 » 66%:TH5 ¢ 7 32,400~ 0 ¥
1% € H A LT
B. & #_17 32,400~ o (B % &% 87 82%=% ‘;*‘ﬁ’ifia‘&
GameB) -

m Problem 2:
A.33%¢sH5 € 17 3]2,500 7% > 67%is € AL G o
B. 34%1% § 17 312,400~ > 66% 4% § A2 25 o (83%
2l gf—‘ﬁi%’#&Game A) -




(continued)
m Problem 1:

u(2400) > 0.33u(2500) + 0.661(2400)

or 0.34u(2400) > 0.33u(2500)
m Problem 2:

0.34u(2400) < 0.33u(2500)
m A violation of the expected utility theory.

Example 2: reflection effect

m 2 problems.

m Game A:80%+#% % 1% $/4,000~ » Game B:
FE 33,0007 o B &5 R F 80%:h
2% :za‘&Game B -

- foeea f e Game A:80%1% 5 -4,000
7~ » Game B:-3,000~ - I ¥ % % & T 3
92% 1% ‘;’?—’F‘fi%fﬁGame A o

m risk-seeking toward loss, risk-averse toward
gain.

Example 3: isolation effect

m 2-stage game. Stage 1:75% getting nothing
and out of the game, leaving 25% prob.
entering 2nd stage. Stage 2: 2 choices. A:

$4,000 ~ with prob. 80%; B: $3,000, 100%.

(78% choosing B).

m [-stage game. A: $4000 with 20%, B: $3000
with 25%. Most people choose A.

m These 2 games are equivalent. People are
“myopia.”
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Some words on prospect theory

m Origin of “prospect theory.” Earlier title:
value theory.

m One-period model.

m Multi-prospect games? (a prospect can be
viewed as a “stock.”)

m Ignoring correlations among prospects.

m Extensions: multi-period model; mental
accounting (Thaler).

Development of Psychology

Major schools of psychology.
m Structuralism
= Functionalism
= Behavioralism
m Gestalt
= Psychoanalysis
m Cognitivism
» Humanisticism, etc.
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Changes in reference points.
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m Co-existence of insurance and lottery.
m Explaining the value and size premium puzzles.
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m Drivers’ example. 80% above average.

m Explaining the phenomena of high trading
volume and excess volatility.

m + attribution theory: explaining stock return
predictability.
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Efficient markets

Fama (1976, 1991, 1998): EMH I, II, III.
m Weak form: tests of predictability
= Time-series predictability: short- v.s.
long-term predictability; calendar
patterns.

= Cross-sectional predictability: value and
size premiums.

m Semi-strong form: event studies; tests of
public information.

m Strong form: tests of private information.

Competing views

m Fama (1998): EMH III.
= Roughly equal occurence of
underreaction and overreaction.
m Results are sensitive to model
specifications.

= Lo and MacKinlay (1999): existence of
predictability: lubricants for the gear of
capital markets (capitalism).

m Behavioral view: DHS (1998), etc.

Time-series Predictability

m Equity-premium puzzle
m Short and long term predictability
m Excess volatility and volume

## 7 % Y 2_ 3 (equity premium puzzle)
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Short and long term predictability

m Rational explanation
= Fama (1998): chance result and sensitive to
model specification.
m Friction: Bid-ask spread, nonsynchronous
trading, etc.
m Behavioral explanation

= Anchoring and adjustment; conservatism.
(Barbesis, Vishny and Shleifer, 1998).

m DHS (1998): overconfidence and self-
attribution bias.

Cross-sectional Predictability

m Size and value premium

= Rational viewpoint: capturing
distressed factor.

m Daniel and Titman (1997):
Characteristic-based model.

m Behavioral viewpoint: individual
mental accounting; ignoring cross-
correlation and diversification;
Overconfidence plus self-attribution
bias.
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A digression: Internet trading

m Higher volatility: Korea and some
other international evidence.

m Higher degree of overconfidence:
experienced investors lose on
average when switch to internet
trading.

Excess trading volume
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Underreaction to public information

m Event-based return predictability
= DHS (1998).
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Asset pricing theory

m Behavioral Capital Asset Pricing Model
(Shefrin and Statman, 1994)

m Prospect theory and asset prices (Barbeirs,
Huang and Santos, 2001): loss aversion +
intertemporal mental accounting (changes
in risk attitude over time) explain the high
mean, excess volatility, stock return
predictability, and low correlation of return
and consumption growth (failure of the
CCAPM); people have “prospect utility,” but
behave in a rational framework.
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m Both sides of the markets: A balanced
treatment of market conditions and investors’
behavior.

m Inter-discipline study (v.s. biology, physics,
etc.)

m Criticism: Data mining v.s. model mining.

m Policy implications; effectiveness of
regulations.

m Market mechanism design and microstructure
issues.




