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INTRODUCTION 

• Purpose: to test whether behavioral 

biases explain  
 

 “why the use of mutual funds varies 

substantially across individual investors”  
 

 “why it often departs from the simple 

strategies suggested by classic theories”  



INTRODUCTION 

• Underlying Rationale: 
 

 “the use of individual investor’s stock 

investment to estimate the behavioral bias 

proxies for mutual fund investment” 
 

• Data: a 6-year (January 1991– November 

1996) panel of trades and monthly 

portfolio positions of individual investors  

  

  

 



1. Behavioral Bias Proxies 
 

• Disposition effect: the proportion of gains 

realized minus proportion of losses realized  
 

• Narrow Framing: the degree of trade 

clustering  

VARIABLES OF INTEREST 

= 1 – (no. of trades/no. of trading days) 



• Overconfidence: equal to one for investors 

in the highest portfolio turnover quintile and 

lowest performance quintile 
 

• Local Bias: mean distance between the 

investor’s home and the headquarters of the 

mutual funds in portfolio 

minus  

 the same measure aggregated across all 

funds held by all investors in the sample  

VARIABLES OF INTEREST 



• Lottery Stocks Preference: the investor’s 

mean portfolio weight in stocks with low 

prices, high volatility, and high skewness  
 

• Inattention to Earnings/Macroeconomic 

News: 

VARIABLES OF INTEREST 

= 1 -  (no. of investor trades around the event)   

                  (total no. of investor trades) 



2. Control Variables 

• Demographic Characteristics: 

 

 
 

• Skills and Experience:  

 
 

VARIABLES OF INTEREST 

Investment  Exp  

Info Access Dummy 

Options Dummy 

Short Sale Dummy 

 

Port Diversification  

Port Size  

Port Performance  

Age 

Marital Status  

Family Size  

Professional Dummy 

Retired Dummy  



2. Control Variables 

• Others: 

 No December Tax Loss Selling  

 Holds Tax-Deferred Account  

 Stock Portfolio Market Factor (Beta) 

 Stock Portfolio SMB Factor (Size) 

 Stock Portfolio HML Factor (Value) 

 Stock Portfolio UMD Factor (Momentum)     

   

 

VARIABLES OF INTEREST 



EMPIRICAL RESULTS 

1. Associations between investor 

characteristics – Correlation Matrix 

• Disposition Effect, Narrow Framing, 

Lottery Stocks Preference, and Inattention 

to Earnings News often appear in the 

same individuals. 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

• Overconfidence Dummy  

– uncorrelated with Disposition Effect  

– positively correlated with Narrow 

Framing, Male Dummy, and Lottery 

Stocks Preference 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

• Local Bias is negative correlated with 

Overconfidence Dummy and Lottery 

Stocks Preference. 

• Inattention to Macro News is negatively 

correlated with Inattention to Earnings 

News  



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

• Maturity and intelligence (Age, Income, 

Professional, and Retired Dummy) are 

uncorrelated or even negatively correlated 

with biases. 

• Only Local Bias is positively correlated 

with Stock Portfolio Performance 



EMPIRICAL RESULTS 

2. Implicit Determinants – Factor Analysis 

• Gambler: (21.8% of the variance)  

(+) loadings on Disposition Effect, Narrow 

Framing, and Lottery Stocks Preference 

(–) loadings on Age, Income, Professional 

Dummy, Retired Dummy, Investment 

Experience, and Portfolio Size.  
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EMPIRICAL RESULTS 

• Smart: (18.1% of the variance)  

(–) loadings on several behavioral biases 

(+) loadings on High Income, Professional, and 

Investment Experience Dummy.  

(+) loadings on Short Sale Dummy, Size, 

Diversification, and Performance 

  



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

• Overconfident: (15.3% of the variance)  

(+) large loadings on Overconfidence Dummy 

(+) loadings on Male Dummy, and Lottery Stocks 

Preference .  

(–) loadings on Marital, Retired Dummy, 

Investment Experience, Diversification and 

Performance 

  



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

• Narrow Framer: (12.3% of the variance)  

(+) large loadings on Narrow Framing Dummy 

(+) loadings on other two several bias.  

(–) loadings on Age, Income, Diversification. 

Portfolio Size and Performance 

  



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

• Mature: (10.2% of the variance)  

(–) large loadings on several biases 

(+) loadings on Age, Retired Dummy, Investment 

Experience, Portfolio Size and Diversification 

(o) loadings on Option, Short Sale dummy and 

Performance 

  



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

3. Participation in Open End Mutual Funds – 

Logit Regression Estimates 

• Investors with Disposition Effect, Narrow 

Framing, Lottery Stock and Inattention to 

Earnings tend not to participate. 

• Yet, ones with Overconfidence do. 



EMPIRICAL RESULTS 
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EMPIRICAL RESULTS 

4. Preference for Certain Types of Mutual  

Funds – Cross-Sectional Regression 

• Higher expense ratios: strong Disposition 

Effect, Narrow Framing, Overconfidence, 

Lottery Stocks Preference, and Inattention 

to Earnings News. 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

• Higher front end load: same set 

• Higher fund turnover: Overconfidence, 

Male, Lottery Stock Preference, Inattention 

to Earnings News 
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EMPIRICAL RESULTS 

5. Performance of Mutual Fund Portfolio – 

Cross-Sectional Regression 

• Low Mean Monthly Return: Disposition 

Effect, Narrow Framing, Overconfidence, 

Lottery Stock Preference, and both 

measures of Inattention to news. 
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EMPIRICAL RESULTS 

• Lower net monthly returns: same set 

• Lower Sharpe ratio: almost the same 

except, lesser extent on Disposition Effect 

and greater extern to both measures of 

Inattention to news 
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EMPIRICAL RESULTS 

• Low Holding Period Return and Holding 

Period: higher values on most of 

behavioral bias proxies and inattention to 

news measures 

 “in contrast to the buy-and-hold strategies 

prescribed by standard portfolio theory.” 

 



EMPIRICAL RESULTS 



EMPIRICAL RESULTS 

6. Behavioral Bias Proxies and Other 

Characteristics  

• Summarizes regressions similar to 

previous analysis but replaces the 

individual investor characteristics with the 

five factors from factor analysis. 



EMPIRICAL RESULTS 



CONCLUSION 

• Implicit five determinants 

– Gambler, Smart, Overconfidence, Narrow 

Framing and Mature 

• Behavioral Biases lead to 

– Tendency not to participate in mutual fund 

– Tendency to choose high-cost fund 

– Lower performance; specifically lower return 

 


