Investor sentiment




“The investor's chief problem, and even his worst enemy, is likely
to be himself.”

— Market folklg



Psych yourself up and get a
good understanding of:

1. Prospect theory.

2. The implications of investor overconfidence
and misperceptions of randomness.

oased risk and limits to arbitrage.

~~

LEARNING OBJECTIVES




Sooner or later, you are going to make an investment decision
that winds up costing you a lot of money.

Nis going to happen?
ision, but you are "“unlucky.”

neen avoided.

7/



Behavioral Finance The area of research that attempts to
understand and explain how reasoning errors influence

investor decisions and market prices.

Much of behavioral finance research stems from the research
in the area of cognitive psychology.

~ Cognitive psychology: the study of how people (including
ason, and make decisions.

> itive errors.



Investor rationality
Independent deviations from rationality
Arbitrage

%c])r ?. market to be inefficient, all three conditions must be absent.
af is,

it must be that many, many investors make irrational investment
decisions, and

irationality of these investors leads to an overly
et situation, and

= M)

ational, well-




Prospect theory provides an alternative to classical, rational
economic decision-making.

The foundation of prospect theory: investors are much more
distressed by prospective losses than they are happy about
prospective gains.

Researchers have found that a typical investor considers the pain of a $1
0 be about twice as great as the pleasure received from the gain of

ors respond in different ways to




There are three major judgment errors consistent with the
predictions of prospect theory.

Frame Dependence
Mental Accounting

The House Money Effect

= other judgment errors that are also consistent with
=Ct theory.




If an investment problem is presented in two different (but really
equivalent) ways, investors offen make inconsistent choices.

That is, how a problem is described, or framed, seems to matter
to people.

~ Some people believe that frames are fransparent. Are theye

Sllowing two scenarios.

FRAME DEPENDENCE, I.



Scenario One. Suppose we give you $1,000.
Then, you have the following choice to make:

A. You can receive another $500 for sure.

B. You can flip a fair coin. If the coin-flip comes up “heads,” you get
another $1,000, but if it comes up “tails,” you get nothing.

ppose we give you $2,000.
dice to make:

FRAME DEPENDENCE, II.




What were your answerse

Did you: choose option A in the first scenario
and choose option B in the second scenario?

If you did, you are guilty of focusing on gains and losses, and not
paying attention to what is important—the impact on your

~ N N

FRAME DEPENDENCE, lII.




But, the two scenarios are actually identical.

In each scenario:

You end up with $1,500 for sure if you pick option A.

You end up with a 50-50 chance of either $1,000 or $2,000 if you
pick option B.

So, you should pick the same opftion in both scenarios.

orefer is up to you.

FRAME DEPENDENCE, IV.




Mental Accounting: Associating a stock with its purchase price.

If you are engaging in mental accounting:
You find it is difficult to sell a stock at a price lower than your purchase price.

If you sell a stock at a loss:

It may Tbe hard for you to think that purchasing the stock in the first place was
correct.

You may feel this way even if the decision to buy was actually a very good decision.
A further complication of mental accounting is loss aversion.

= O

ell investments affer they have fallen in
effect or “disposition” effect.

MENTAL ACCOUNTING AND LOSS
AVERSION



Las Vegas casinos have found that gamblers are far more likely to take
big risks with money that they have won from the casino (i.e., “house
money”).

Also, casinos have found that gamblers are not as upset about losing
house money as they are about losing their own gambling money.

ay seem natural for you to separate your money into two buckets:

money earned through hard work, sweat, and sacrifice.

ouse money).




Let us return to the shares of Fama Enterprises and French
Company.

Suppose shares in both were to decline to $15.

ou might feel very differently about the decline depending
ock you looked af.

ine makes a bad situation even
investment.



Thinking this way means that you are guilty of playing with
house money.

Whether you lose money from your original investment or lose
money from your investment gains is irrelevant.

~ There are two important investment lessons here:

> N0 “paper profits.” Your profits are yours.

> nould not



Sooner or later, you are going to make an investment decision
that winds up costing you a lot of money.
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Behavioral Finance The area of research that attempts to
understand and explain how reasoning errors influence
investor decisions and market prices.

Inance research stems from the research




Investor rationality
Independent deviations from rationality
Arbitrage

O be inefficient, all three conditions must be absent.

ional investment



Prospect theory provides an alternative to classical, rational
economic decision-making.

The foundation of prospect theory: investors are much more
distressed by prospective losses than they are happy about

prospective gains.

have found that a typical investor considers the pain of a $1
great as the pleasure received from the gain of

PROSPECT THEORY



There are three major judgment errors consistent with the
oredictions of prospect theory.




If an investment problem is presented in two different (but really
equivalent) ways, investors offen make inconsistent choices.

how a problem is described, or framed, seems to matter

FRAME DEPENDENCE, I.



Scenario One. Suppose we give you $1,000.
Then, you have the following choice to make:

A. You can receive another $500 for sure.

N flip a fair coin. If the coin-flip
000, but if it comes up

comes up “heads,” you get
“tails,” you get nothing.




What were your answerse

Did you: choose option A in the first scenario
and choose option B in the second scenario?

ains and losses, and not



But, the two scenarios are actually identical.

In each scenario:
You end up with $1,500 for sure if you pick option A.
0 with a 50-50 chance of either $1,000 or $2,000 if you

th scenarios.



Mental Accounting: Associating a stock with its purchase price.

If you are engaging in mental accounting:
You find it is difficult to sell a stock at a price lower than your purchase price.

If you sell a stock at a loss:
be hard for you to think that purchasing the stock in the first place was

ion to buy was actually a very good decision.



Consider the following two investments:

Investment One. A year ago, you bought shares in Foma
nterprises for $40 per share. Today, these shares are worth




Suppose you are considering a new investment in Fama
Enterprises.

ational analysis say that it is reasonable to purchase

DO YOU SUFFER FROM “GET-
EVENITISS” PART .




There are Two Important Lessons from this Example.

Lesson One: The market says that shares in Foma Enterprises are worth
$20. The market does not care that you paid $40 a year ago.

Lesson Two: You should not care about your purchase price of Fama
Enterprises. You must evaluate your shares at their current price.

ench Company?¢




Las Vegas casinos have found that gamblers are far more likely to take
big risks with money that they have won from the casino (i.e., “house
money”).

0, casinos have found that gamblers are not as upset about losing
are about losing their own gambling money.

kets:



Let us return to the shares of Fama Enterprises and French
Company.

to decline to $15.




Thinking this way means that you are guilty of playing with
house money.

ose money from your original investment or lose
ains is irrelevant.
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