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The standard theory

B Therational agent of economic theory
has consistent opinions and beliefs
uses all available information
unbiased by emotion, ‘herd’ effects

has coher ent preferences

tangible motives (wealth, security)
unaffected by ‘framing’ of problems




Behaviora Finance

M| nputs from psychology
Cognitiveerrors

Emotional factors
B Our agenda today

Bold forecasts -- errorsin judging the odds
Narrow framing of decisions
L ossaversion -- errorsin valuing risks
B Focuson individual investors
.... But expertsare not immune




Bold Forecasts—Optimism Bias

B Rosy view of likely outcomes
Becoming rich and famous
Becoming an alcoholic
Having cancer

B Exaggeration of skills
80-90% ar e above median

Driving skill
Sense of humor




Bold Forecasts—Optimism Bias

(continued)

M| |lusion of control
Exagger ate element of skill
Deny therole of chance

B Optimism about specific choices

Why do people open arestaurant where
many restaurants have failed?




Overconfidence

B M ake a HIGH estimate of the exchangerate
on 1/1/02

Y ou should be 99% sure
that your estimate is too high

B\ ake a LOW estimate of the exchangerate
on 1/1/02

Y ou should be 99% sure
that your estimate istoo low




Overconfidence (continued)

B Y ou should be 98% surethat thetrue value
will fall inside your confidence interval

MY ou should have a probability of 2% that the
outcome will bea surprise at the 2% leve




Overconfidence (continued)

FACT: massive over confidence
Often 20% surprises at the 2% level
10-15% surprises when “absolutely sure”

CAUSE: Limited imagination
Surprises occur in many unlikely ways

RESULT: underestimation of uncertainty




Optimistic Overconfidence in the
Market

Why do you think YOU can beat the market?

The cost of having ideas (Terry Odean’ s research)

When an investor sells a stock and
Immediately buys another:

the stock that Is sold does better by 3.5%
In the following year




Framing: different ways to think
about a decision

B Different waysto think about cold cuts:
‘10% fat’ or ‘90% fat-free
B People frametheir own decisions. some ways

to think about a decision problem are more
natural than others

B Framesvary in breadth: people often adopt
framesthat are overly narrow




Framing afinancial decision:
Gaing/losses vs. wealth

B \would you accept this gamble?
50% chance to win $15,000
50% chance to lose $10,000

B Now make a crude estimate of your wealth
B would you accept this gamble?

50% chance: your wealth + 15K

50% chance: your wealth - 10K
B gain/lossframe vs wealth frame




Comparing the frames

B\ hich frameis more natural?
we normally think in terms of gain/loss
B\ hich frameis morereasonable?
the broader view
B Effects of the frames
gain/lossframe --- extremerisk aversion

wealth frame  --- closer to risk neutrality




The aversion to losses

B Consider thisgamble
50% to lose $100 50% to win $X

B\What X makesthe gamble acceptable?
A common answer: $200 -- $250

B Coefficient of loss aversion is about 2.5




Another pair of choices

B \\/ould you accept this gamble?
50% to lose $1000 50% to win $1500
most peoplerefuse

B\ ould you accept 10 such gambles?
most people accept

M| sthisyour last risky decision?

B \\hich frameisbroader? morereasonable?




L oss aversion & narrow framing:
the ‘disposition effect’

B Selling stocks: People tend to hang on to
loser's, stocks that are now worth lessthan
their purchaseprice. They tend to sell
winners

B But... taxes
B And winnersdo better in the short run

BMThemoral: Having different attitudesto
winner s and losers costs money




“Near-proportional” risk attitudes

B\What isyour cash equivalent for (100, .5)?
B \\hat isyour cash equivalent for (1,000, .5)?
M How about (10,000, .50)?
B The CE risesalmost asfast asthe stakes
Coefficient of loss aversion also stable
B\Why does this not make sense?
mor e small gamblesthan large ones




Applications to understanding of
market phenomena
B Two major puzzles:

The equity premium puzzle
The puzzle of overtrading

B The answers:
“myopic loss aversion”
(Benartzi and Thaler)
Over confidence of traders (Odean)




Behaviora Theory:
The Real Investor

Narrow framing exacer bates two biases
Optimisticbias — bold forecasts
Risk aversion —  timid decisions

(Kahneman and L ovallo, 1993)

Most of what has been said appliesto experts
Highly inaccur ate and over confident
L 0oss aver se under supervision




Individualsvs. Organizations

B Organizations are liable to over confidence
B Not immunetorisk errors

But

B Organizations have broader frames
B Organizations have broader attention span

Not a fair contest...




Regret

B Deter minants of regret
Hindsight
Coming close
Commission > omission
B Effects of regret
Anticipated regret -- conservatism

Unanticipated regret -- not staying the
course




Hindsight

B The inevitability of the past
Monday morning quarterbacks
Evening-after Dow-Jones geniuses
B Distorting past odds
"It was always obvious'
B Distorting your own past beliefs
"| always knew it" Is no better
B Denying the uncertainty of the past
Implications for uncertainty of future




The Pains of a Close Miss

B Missing aflight

Mr. Tees and Mr. Crane were scheduled to leave
the airport on different flights, at the same time.
They traveled together from town in the same
limousine, were caught in atraffic jam, and
arrived at the airport 30 minutes after the
scheduled departure time of their flights.




The Pa| nS Of a CI OSG M |SS (continued)

Mr. Craneistold that hisflight left on time

Mr. Teesistold that hisflight was delayed,
and just left five minutes ago

Who of them Is more upset?

Dollar-cost averaging




Regrets of Omission and
Commission

Mr. Paul owned shares in company A. During the past
year he considered switching to stocks in company B,
but he decided against it. He now finds that he would
have been better off by $20,000 if he had switched to

company B.

Mr. George owned shares in company B. During the past
year he switched to stocks in company A. He now finds
that he would have been better off by $20,000 if he had
kept the stock of company B.

Who is more upset? Mr. Paul Mr. George




Morals About Regret:

M| essregret from following routine
B A little thinking can be bad for you!

Think enough to Inoculate against regr et
B Regretisareal pain

It Iscostly, but not irrational, to avoid it
B The best protection against regret:

the broad view -- “you win afew...”
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