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MARKET VOLATILITY

A PSYCHOLOGICAL PERSPECTIVE

Dm'ing the last few decades it
has become clear to all that we
krioww [ar less about the behavior
of inanaal markes and about
fundamental asset valuation
than it was thought earlier. In
retrospect, the period amoun-
ted toa humbling experience,
hoth in terms of discredited
theory and practical challenge.

Perhaps the most siriking devel-
opment was strong and unex-
plained financial market vola-
tilicy. Stock market mvestors sul-
fered agony {e.g., the 1987
crash in the U5 and pain {in
Japan). Bond markel investors
faced high and volatile real in-
terest rates, Cuarrency traders
lived through the rise and [all
of the U5, dollar. Finally, real
estale markets went through a
world-wide boom and bust, All
these events woere unexpected,
Even today, they leave many in-
telligent people in disbelief.

In academic finance, dearly
held notions of market effi-
ciency, a positive risk-return
tradeolT, and dividend discount
maodels were putinto question.
Conld the volatility in stock re-
turns be rationalized by later
movements in dividends and
interest rates? It seemed not
{Shiller, 1989 The magnitude
of the return premium of
equity over bonds became an-
other much investigated puzzle
iMehra and Prescou, 19853, Tt
also appeared that, in thie eross-
section, stock returns were sur-
prisingly prediciable, but not by
beta as the capital asset p]'it:ing
maode]l would have it Instead,

new empirical evidence sug-
gested seasonal patterns, reli-
able differences between small
and large firms, and short- and
long-term mean reversion, The
predicted returns were often
negative, in fagrant contradic-
tion to standard equilibrium
theory,

Where do these surprising de-
velopments leave us? Suarely,
with more respect for the old
view that prices and values are
not alwavs one-and-the-same
thing. Stock market experts
{chartists as well as security ana-
Iysts in the traditon of Graham
and Dodd) emphasize investor
psvchology, marketimperfec-
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ticns, and the limits of ratonal
arbitrage. Perhaps, through
carelul analysis, some investors
are capable o pin down the
intrinsic values to which prices
tend in the long run. In the
near term, however, such cal-
culations are often disappoin-
ting. The Keynesian metaphor
of the stock market as a breauty
contest is worth remembering,
particularly, the sobering in-
sight that “it needs more intel-
ligence to defeat the forces of
time and our ignorance of the
futnre than o beat the gun”™
At times, the market simply
takes on alife of its own. Money
managrers understand that they
ignore crowd sentiment only at
the peril of their own jobs!

The Rational Paradigm

In stark contrast to the beliefs
of finance practitioners, main-
stream academic finance con-
tinues 1o be built upon the eco-
nomic delusion that both
people and markels arce I]{:I'rt.‘til.
This approach attaches little
importance to the institutional
framework. [L also snuhbs the
human factor. All financial be-
havior is reduced to the norma-
tive concepts of rationality that
define homo economicus, i.e.,
expected atlity maximization,
risk-aversion, ralonal expecla-
tions, and Bayesian updating,

As it happens, the rational para-
digm fails in two major ways.
First, as mentioned, its fredic-
tions of market behavior prove
unsatistactory. Ina recent mter-
view with The Feonomist (April
23, 1994, the Nobel prize-win-
ning Chicago economist
Merton Miller admits this short-
comming with unusual and aston-
ishing candor, Miller states “that
the blending of psychology and
eConomics ... is becoming popu-
lar ... because conventional eco-
nomics has failed to explain
how asset prices are sef.” A sec-
ond impaortant failure of the
rational paradigm is that the
assumfitions are also descrip-
tively false. For instance, risk-
Laking is at least as much a func-
tion of situational factors as it
is driven by personality charac-
teristics. Or, contrary 1o the ra-
tional principle ol “decision
frame invariance”, alternative
descriptions of an identical
problem frequently give rise to



different preferences.

A New
Psychologteal Approach

L am convineed that, il finance
theory is to maintain its rele-
vance in the future, it will have
b pay more attention to fow
investors frely befave. Assel pric-
ing theorv needs a major re-
building effore, In particular,
we st explain (1} why prices
move s miuch and (2) why in-
vestors trade so much, The be-

ligence. The theory is one of
flawed rationality, rather than
irrationality, Decision makers
are frequently incapable of ind-
ing the answers that are truly
optimal in a normative sensc.
They may be satislied with the
achievement of limited target
goals and stop searching for
improvement,

Mental heuristics play a big role
in the decision process. Theyare
intuitive mechanisms for coping
with complexity. Generally, heu-

by auailalility takes place when-
ever a probability is judged by
vividnoess and l:-}' the ease with
which an event is brought to
mind, i.e., retrieved from
memaory., For example, many
antomabile drivers are more in-
clined o wear their seathels
after WIINeSsIng 4 serious roac
accident. The anchoring-and-ad-

Justient heuristic is used when

people start from an initial
value and adjust it to yield a fi-
nalinference, Adjustments from
the starting value tend to be in-
sufficient so that dif-

havioral approach ———
that 1 recommend
directs attention to
the psychology of
actual decision pro-
cesses. The princi-
pal research ques-

I AM CONFINCED THAT, IF FINANCE THEOQORY IS
TO MAINTAIN ITS RELEVANCE IN THE FUTURE, IT
WILL HAVE TO PAY MORE ATTENTION TO HOW

INVESTORS TRULY BEHAVE."

ferent anchors pro-
duce different con-
clusions. A zood ex-
ample is the “firse-im-
pression-syndrome”,
After meeting some-

tion becomes:

What do people do? (As op-
posed to: What would rational
people want o do?)

Asimple wav to think about in-
vestment decision-making is as
aserics of present value caleu-
lations, Which projects are
worthwhile and which ones are
net? Everything depends on the
expected future cash flomws, the
required investment, and the
opportunity cost of capital, OF
course, it may be very difficult
to get an acourate estimate of,
say, the net operating income
of & retail company two to five
vears from now. 5o the more
fundamental questions are:
How are intuitive forecasts
made? And what is the objec-
tive quality of these judgments?

[ suggest that to oblain answers
we NI Lo o tivation rescarch
and cognitive psvchology.
Herbert Simon (1957}, an-
aother Nobel price winner,
launched the concept of
bewnded rationality. T'his ap-
proach looks upon people as
reasonable beings butitaccepls
the limitations of human intel-

ristics are useful shortents that
produce the desired ourcome.
Sometimes, however, they lead
o foreseeable errors in judg-
ment. Few people are aware of
these biases. In a series of clas-
sic papers (reprinted in
Fathreman et al., 19820, Amos
Tversky and Daniel Kahneman
have analyzed three major
rules-of-thumb: (1) representa-
tiveness, (2) availability, and (3]
anchoring-and-adjustment.
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occurs when people assess the
chances ol an event by the simi-
larity of the event 1o a well-
known stercotype. Representa-
tiveness has several conse-
quences, eg., the discovery of
patterns in random walk data,
or a faillure to dppreciite the
phenomenon of regression-to-
the-mean, Many stock market
investors naively extrapolate
Past earnings and price patierns
{De Bondr, 1993), In other
words, thev overreact. Even ana-
lysts' forecasts of corporate carm-
ings show a systematic tendency
Lo be too extreme, i.e,, either
too high or too low. Judgment

one for the first time
(say, ata dinner party}, we may
b slow to adjust our opinion
at a later date — even if the
context completely changes
(say, to a job interview). Thus
as job seckers are wellaware,
“voudon’tget asecond chance
to make a lirstimpression!”

I have described some of the
nonrefllective strategices that
p{rnphr use o intuitive Judg-
ment. However, judgment and
decision-making further depend
on a rich repertoire of knowl-
cdge structures, i.e., people’s fa-
miliarity with objects, issues,
events, and their characteristic
relationships. For instance, by-
and-large, company ]'|1'1"Lr1:,’7=$r [rac-
tices reflect the beliel that good
students become productive em-
ployees. This intuitive theory
may well be correct (although
I cannot offer evidence), In
other mstance, the beliefs are
demonstrably false. Consider,
.., voodoo superstition or all
the extra caution that people
take on Friday the 15th, Rightly
or wrongly, people are active
interpreters of new informa-
tion; that is, they constantly go



bevond the available raw data
{Heuristics may be seen as tak-
ing part in the selection of
knowledge structures),

Cugnjlive schemas and intuitive
theories are widely shared, Pre-
cisely because Gur own pereep-
tions and actions are influenced
by what others say and do, we
are social animals, A criucal
]}Oil'it is that, with time, many
ideas go in and out of fashion.
During the 19505 most men
wore hats. Few do so today. Dhar-
ing the 1960s government social
programs were popular but, in
the 198{s, they have lost much
political support. Of course,
changing fashions play an
eoqually important role in finan-
cial markets!

The Psychology
of the Stock Market

Financial research shows that,
when it comes o the stock mar-
ket, it does not pay to follow
changes in investor sentiment.
Traders who fall into this wap
tend o buy at market tops and
to sell at market lowpoints! On
the other hand, investment per
formance may improve with
good forecasts of novel cogni-
tive frames that are about to
“catch on™. Examples of institu-
tional investors becoming ob-
sessed with a specific sector or
industry abound. E.g.. in re-
sponse to such enthusiasm, ini-
tial public offerings of equity
often occur in industry waves.
The reader shiould be warned,
however, that senbment [ore-
casts are very difficule o pro-
duce.

Ierding and beliel persever-
ance are consistent with several
stylised empirical facts of secu-
rity pricing, e.qr., (1) the inverse
link between 3 to Hevear past
and subscquent stock returns
{or, the inverse link with past

price-to-book value ratios), and
(2} the anomalous “slow” reac-
tion of prices (o past earnings
surprises. Whereas the fivst fact
agrees with prolonged dispari-
tes between price and value,
the second confirms that popu-
lar labels for company XYZ as
either "a growth lirm” or as part
of “a mature industey” may take
months or years to wear ofl (De
Bondt and Thaler, 1985]).
Herding may be atributable to
pressures originating from the
fiduciary nature of portfelio
management. By law and busi-
ness custorm certain standards
of prudent behavior are to be
maintained. These standards
promote conventional think-
ing. Managers may prefer tac-
tical moves that make them
look good, i.e., the purchase of
current favorites, or a niche
strategy that offers a recognie
able investment style. In addi-
tion, the psychological theory
of regret predicts that individu-
als often “choose not to
choose”. When thorny deci-
sicms are to be taken, the nato-
ral draw to follow consensus
opinion may be a convenlent
mechanism o shift responsibil-
ity for the outcome,

In conclusion, building on evi-
dence from psychology, T have
suggested that systematic valu-
ation errors are likely in finan-

cial markets. Inoinefficient mar-
kets, the skill with which assets
are acquired, managed, and dis
posed is responsible for a ma-

Jjor part of total return. In other

words, the quality of fudgment and
decistom-meding is oifical Money
managers and other finance
professionals have long been
forced to live with this elemen-
tary truth. 1 believe it would
benelit academic finance re-
scarch 1o also more closely in-
vestigate the strengths and
weaknesses of human intelli-
HONCE,
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