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This Issue’s Highlights

Look for these items in this month’s newsletter:

· Upcoming events over the next two months

· A Review of BF related Articles and Books

· Abstracts from David A. Hirshleifer’s Working Paper Series

· Original Articles

· Recent articles and webcasts provided by the CFA Institute

· Phantastic Objects and the Financial Market’s Sense of Reality, by Mark Harbour, CPA, CFP®, CFA, CIMA® President of the ABFG. Mark is a Senior Vice President of Wealth Management at Citi Smith Barney in Los Angeles..

· Affect Labeling and Possible Applications, by Cynthia Harrington, CFA, CFE, Principal, Cynthia Harrington Coaching LLC.

· Editor’s Corner:  New website addresses.

· Bulletin Board:  Cynthia Harrington is honored.

Announcements (Local Events taking place during November and December, 2008)

 

· November 7:   The Next Phase of Practical Application of Behavioral Finance:  Behavioral Investor Types
· We are pleased to announce that Michael M. Pompian, CFA, CFP® of Hammond Associates and author of “Behavioral Finance and Wealth Management” will present some of his latest research in Los Angeles. 
· To sign up for the luncheon, please visit http://www.cfala.org/i4a/pages/index.cfm?pageid=1 For further information, please contact Mark Harbour at harboal@ca.rr.com .

· November 13 – 14:  Investment Decisions and Behavioral Finance
· This is a two-day Executive Education program to be held at Harvard University’s John F. Kennedy School of Government 

· If you have any questions about the program, please do not hesitate to contact us at 617-496-0484, or at ksg_execed@harvard.edu. For more information, or to register to attend, please visit our Web site at www.harvardee.org/investor.

· December 2:  Investing in Frontier Markets:  Using Behavioral Finance Techniques to Separate Facts from Fiction

· Larry Speidell, a pioneer in frontier market investments and a skilled practitioner in behavioral finance, will be making a luncheon presentation at the Omni Hotel in Los Angeles, combining both fascinating topics. Please see the luncheon presentation details below. For more background on the frontier markets, please refer to the articles titled "Eye of the Storm" and “Frontier Markets – Asset Class or Curiosity?”, authored by Mr. Speidell (These can be found at www.abfgla.com ). The article entitled “Eye of the Storm” is an updated study of the diversification benefit provided by the frontier markets.

· To sign up for the luncheon, please visit http://www.cfala.org/i4a/pages/index.cfm?pageid=1 .  For further information on the presentation, please contact Alice Wong at 626-683-3150. 

Summarizations of BF related Articles and Books

The following are abstracts from David A Hirshleifer’s Working Paper Series (CNTL+click on: http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=2024#reg).   Mr. Hirsliefer is currently a professor at the University of California, Irvine - Paul Merage School of Business.
Thought and Behavior Contagion in Capital Markets | Show Abstract Hide Abstract | Download | 

 Prevailing models of capital markets capture a limited form of social influence and information transmission, in which the beliefs and behavior of an investor affect others only through market price, information transmission and processing is simple (without thoughts and feelings), and there is no localization in the influence of an investor on others. In reality, individuals often process verbal arguments obtained in conversation or from media presentations, and observe the behavior of others. We review here evidence concerning how these activities cause beliefs and behaviors to spread, affect financial decisions, and affect market prices; and theoretical models of social influence and its effects on capital markets. Social influence is central to how information and investor sentiment are transmitted, so thought and behavior contagion should be incorporated into the theory of capital markets. 

capital markets, thought contagion, behavioral contagion, herd behavior, information cascades, social learning, investor psychology, accounting regulation, disclosure, behavioral finance, market efficiency, popular models, memes

Do Individual Investors Cause Post-Earnings Announcement Drift? Direct Evidence from Personal Trades | Show Abstract Hide Abstract | 

 This study tests whether naïve trading by individual investors, or some class of individual investors, causes post-earnings announcement drift (PEAD). Inconsistent with the individual trading hypothesis, individual investor trading fails to subsume any of the power of extreme earnings surprises to predict future abnormal returns. Moreover, individuals are significant net buyers after both negative and positive extreme earnings surprises, consistent with an attention effect, but not with their trades causing PEAD. Finally, we find no indication that trading by individuals explains the concentration of drift at subsequent earnings announcement dates. 

earnings anomalies, post-earnings announcement drift, market efficiency, trading activity, individual investors, investor sophistication

Investor Overconfidence and the Forward Discount Puzzle | Show Abstract Hide Abstract | Download | 

This paper offers an explanation for the forward discount puzzle in foreign exchange markets based upon investor overconfidence. In our model, overconfident individuals overreact to their information about future inflation differential. The spot and the forward exchange rates differentially reflect such overreaction; as a result, the forward discount forecasts reversal in the spot rate. With plausible parameter values, the model explains the magnitude of the forward discount puzzle and stylized facts about how the forward discount bias varies with time horizon and time-series versus cross-sectional test method. Furthermore, the model generates new empirical predictions about the relation between the forward discount bias to foreign exchange trading volume, exchange rate volatility and predictability, as well as the degree of violation of the relative Purchasing Power Parity. 

investor overconfidence, forward discount puzzle, inflation differential, exchange rate overshooting, market efficiency, Purchasing Power Parity

Psychological Bias as a Driver of Financial Regulation | Show Abstract Hide Abstract | Download | 

I propose here the psychological attraction theory of financial regulation - that regulation is the result of psychological biases on the part of political participants - voters, politicians, bureaucrats, and media commentators; and of regulatory ideologies that exploit these biases. Some key elements of the psychological attraction approach are: salience and vividness, omission bias, scapegoating and xenophobia, fairness and reciprocity norms, overconfidence, and mood effects. This approach further emphasizes emergent effects that arise from the interactions of individuals with psychological biases. For example, availability cascades and ideological replicators have powerful effects on regulatory outcomes. 

Investor psychology, regulation, salience, omission bias, scapegoating, xenophobia, fairness, reciprocity, norms, mood, availability cascades, overconfidence, evolutionary psychology, memes, ideology, replicators

A Cross-Cultural Study of Reference Point Adaptation: Evidence from China, Korea, and the US | Show Abstract Hide Abstract | Download | 

We examined reference point adaptation following gains or losses in security trading using participants from China, Korea, and the US. In both questionnaire studies and trading experiments with real money incentives, reference point adaptation was larger for Asians than for Americans. Subjects in all countries adapted their reference points more after a gain than after an equal-sized loss. When we introduced a forced sale intervention that highlighted a prior price change, Americans showed greater adaptation toward the new price, whereas Asians showed less adaptation. We offer possible explanations both for the cross-cultural similarities and the cross-cultural differences. 

Prospect theory, cross-cultural differences, reference point adaptation, mental accounting, security trading

Short Arbitrage, Return Asymmetry and the Accrual Anomaly | Show Abstract Hide Abstract | Download | 

We find a positive association between short-selling and accruals during 1988-2003. Short arbitrage occurs primarily among firms in the top accrual decile, and firms with sufficiently high supply of loanable shares (proxied by institutional holdings). Consistent with limits to short arbitrage, there is an asymmetry between the up- and down- sides of the accrual anomaly. Asymmetry is only present on NASDAQ, and is significantly stronger among firms with low institutional holdings, low liquidity (turnover and size), and high residual volatility. Thus, there is short arbitrage of the accrual anomaly, but short sale constraints limit its effectiveness (especially among NASDAQ firms). 

Fear of the Unknown: Familiarity and Economic Decisions | Show Abstract Hide Abstract | Download | 

Evidence indicates that people fear change and the unknown. We offer a model of familiarity bias in which individuals focus on adverse scenarios in evaluating defections from the status quo. The model explains the endowment effect, portfolio underdiversification, home and local biases. Equilibrium stock prices reflect an unfamiliarity premium. In an international setting, our model implies that the absolute pricing error of the standard CAPM is positively correlated with the amount of home bias. It also predicts that a modified CAPM holds wherein the market portfolio is replaced with a portfolio of the stock holdings of investors not subject to familiarity bias. 

familiarity, model uncertainty, status quo, home bias, diversification, inertia

Driven to Distraction: Extraneous Events and Underreaction to Earnings News | Show Abstract Hide Abstract | Download | 

Psychological evidence indicates that it is hard to process multiple stimuli and perform multiple tasks at the same time. This paper tests the investor distraction hypothesis, which holds that the arrival of extraneous news causes trading and market prices to react sluggishly to relevant news about a firm. Our test focuses on the competition for investor attention between a firm's earnings announcements and the earnings announcements of other firms. We find that the immediate stock price and volume reaction to a firm's earnings surprise is weaker, and post-earnings announcement drift is stronger, when a greater number of earnings announcements by other firms are made on the same day. Distracting news has a stronger effect on firms that receive positive than negative earnings surprises. Industry-unrelated news has a stronger distracting effect than related news. A trading strategy that exploits post-earnings announcement drift is unprofitable for announcements made on days with little competing news. 

limited attention, behavioral finance, investor psychology, capital markets, post-earnings announcement drift, market efficiency

· For a complete list of David Hirshleifer’s articles, CTRL + Click here: SSRN Author Page for David A. Hirshleifer   The SSRN papers usually cost $10 to download if you’re not a member. You sometimes can get the free if you Google the title, the year published and author name.

Original Articles

BF continues to become more and more widely recognized on an international scale.  The following includes literature provided by the CFA Institute in the form of articles, bibliographies and broadcasts.

· Behavioral Finance:  Theories and Evidence

· This literature review discusses the relevant research in each component of what is known collectively as behavioral finance.
· CTRL+Click here: CFA Institute Publications: Research Foundation Literature Reviews - Contents 

· Behavioral Finance: What Good Is It?   

· From the 2008 CFA Institute Annual Conference 

· In this webcast, Jason Zweig, Meir Statman, and Arnold S. Wood discuss the following: 

· Preventing judgmental errors or creating alpha:   What opportunities are available? 

· How can behavioral finance help advisers educate and guide investors? 

· What does behavioral finance tell us about what investors really want, and how can investment professionals apply this knowledge?
· CNTL+Click here: CFA Webcasts
· Countries and Culture in Behavioral Finance 

· In this webcast, Meir Statman discusses the many cultural differences that may influence investor behavior and how these differences may influence the recommendations of a financial adviser.

· CTRL+Click here: CFA Institute Publications: CFA Institute Conference Proceedings Quarterly - 25(3):38 - Abstract 

The following article was contributed by Mark Harbour, CPA, CFP®, CFA, CIMA® President of the ABFG. Mark is a Senior Vice President of Wealth Management at Citi Smith Barney in Los Angeles.
Phantastic Objects and the Financial Market’s Sense of Reality: A Psychoanalytic Contribution to the Understanding of Stock Market Instability

David Tuckett and Richard Taffler have an interesting paper recently published in the International Journal of Psychoanalysis entitled “Phantastic Objects and the Financial Market’s Sense of Reality: A Psychoanalytic Contribution to the Understanding of Stock Market Instability.” The article suggests that in the context of uncertainty and ambiguity, emotions and states of mind determine the way information about reality is processed. Three questions are posed as follows:
 
1. Why do a dominant proportion of people during a financial bubble appear to become incapable of using relevant information in their assessments? 
2. Why do anger, blame, and the search for scapegoats erupt after the bubble bursts rather than guilt? 
3. Why does the information available not change but the seeming attitude of how to use it does? 

The condensed response is that we identify exciting developments (think of the dot com bubble) as an object of “phantasy” (the authors use the term “phantastic object”). As such, it fulfills a deep desire to have exactly what we want, when we want. Such “phantasies” have the effect of overriding more realistic calculation and judgment. In fact, the study suggests that we “split off” such “phantasies” from our ordinary rationale and evaluation process so that we avoid bad mental experiences. There is also some evidence cited that involvement with groups can enhance the likelihood of the condition and reinforce the suspension of rationality. 

If the bubble ascends, the overvaluation of the euphoria of “phantasy” objects is irrationally excessive, thus, when there is a catalyst for the fall, the reaction is blame rather than analysis. People look for scapegoats to prosecute. Valuations of the object are also irrationally low during this stage. 

Prior to achieving a more realistic and rational process for valuation, there must be a time of mourning in which the transition of “phantasy” to reality must take place. During this phase, the individual must grapple with the pain of accepting guilt for personal responsibility and thereby develop a more realistic perspective. Eventually, the ability to exercise more rational valuations emerges. 

The article ends with several observations that rationalize economic theory regarding markets and how they reinforce rather than diffuse the potential for such situations. 

Potential Application: We should be able to develop a test for the degree of existence of “phantasy” objects by investors. By monitoring the proportions of market participants and the depth of their embrace of “phantasy” objects, we could create a dataset that could then be correlated with actual market performance. The result would be a bubble indicator.

For more information about behavioral finance topics, please contact Mark Harbour at Harboal@ca.rr.com.
The following article was contributed by Cynthia Harrington, CFA, CFE, Principal, Cynthia Harrington Coaching LLC. Brain based coaching. Applying Behavioral Finance. www.chcoach.com
Affect Labeling and Possible Applications
 
In the Applied Behavioral Finance Group, we seek out academic research in the field of behavioral finance, but often it’s of very little use to practitioners. The purpose of many academics seems to be to forward other research, or, in the case of much of the current behavioral work, to sell their findings to big product marketers as ways to get consumers to buy more. 
 
Three findings recently circulated among board members might yield some understanding of an application. The work of David Hirshleifer at UC Irvine, Jeffrey Schwartz of UCLA, and Andrew Lo at MIT, forms a sort of mosaic on dealing with emotional responses. 
 
Hirshleifer highlights the importance of emotional biases. In “Investor Psychology and Asset Pricing”, he offers a categorization of investor biases identifying four sources: 
  

· cognitive resource constraints (brain is only so big), 

· self-deception (denial), 

· emotion and 

· social interaction (thinking and feeling as others do). 

 
He further highlights the importance of emotion. While the category of “emotion” addresses biases directly evoked by feelings and affects, emotion plays a part in the other three categories as well. While emotions are raging, all the biases can be ignited. 
 
Brain activity under emotional stress was the subject of ABFG speaker Jeffrey Schwartz of UCLA. Schwartz studies affect labeling, or naming the emotion. When subjects are shown faces in different emotional expressions like happy, sad, or angry, the activity of naming the emotion causes a physiological change in the brain. Naming the emotion, or “labeling the affect”, calms the fear center of the brain, the amygdala, reducing the impulse to choose between flight or fight. Higher thought processes are then available. 

This research has been confirmed by work done by Matthew D. Lieberman, also at UCLA.  Published in Psychological Science, the report entitled “Putting Feelings Into Words: Affect Labeling Disrupts Amygdala Activity in Response to
Affective Stimuli” describes the neural responses in the brain with labeling. 
 

Research subjects were placed in MRI scanners. They were shown pictures of faces displaying different emotional states. The brain’s first response is in the amygdala, part of the limbic system, which is the first responder to emotional stimuli. When subjects are asked to name the emotion, activity moved to the higher integrative functions of the prefrontal cortex.

The research has obvious implications for investment professionals, both as investors and as advisors. Advisers who work with clients in emotional distress can recognize that the client needs to discuss how they are feeling before they can appreciate asset class correlations. Their brains won’t respond until the action gets out of the limbic system. 

While investment professionals may not be thoroughly schooled in therapeutic techniques, this research suggests that by having clients say that they feel angry or fearful or whatever, can clear the brain for higher mental processing. 

Aside from the applications to effective client communication there are also applications for professionals. Research concludes that even professional traders respond emotionally to market events, as reported in “The Psychophysiology of Real-Time Financial Risk Processing”, by Andrew W. Lo and Dmitry V. Repin. 

They measured physiological characteristics (e.g., skin conductance, blood volume pulse, etc.) of traders during live trading sessions. The electrodermal responses soared during extreme market events and heart rates varied during periods of heightened market volatility relative to normal-volatility control periods. 

A point of convergence of all this research is that the brain changes with practice. Schwartz and Lieberman studied subjects that practiced affect labeling and found their brains reacted less to emotional stimulus over time. The upside to talking with clients about how they feel, is that the brain changes, diminishing the need to do so in the future. 

In Lo’s work, the more experienced traders exhibited much lower responses to market events and volatility. Experience with markets produces similar conditions to the affect labeling, in that emotional responses to stimuli are moderated. 

“Investor Psychology and Asset Pricing”, www.hss.caltech.edu/~camerer/Ec101/InvstrPsychAssetPricing_Hirschleifer_Aug01.pdf
“Putting Feelings Into Words: Affect Labeling Disrupts Amygdala Activity in Response to Affective Stimuli” http://www.scn.ucla.edu/pdf/AL(2007).pdf  

“The Psychophysiology of Real-Time Financial Risk Processing”, Andrew W. Lo and Dmitry V. Repin http://papers.ssrn.com/sol3/papers.cfm?abstract_id=282863
Overview: 
"Phantastic Objects and the Financial Market’s Sense of Reality: A Psychoanalytic Contribution to the Understanding of Stock Market Instability" 
by Mark Harbour, President, the Applied Behavioral Finance Group (ABFG) 

David Tuckett and Richard Taffler have an interesting paper recently published in the International Journal of Psychoanalysis entitled “Phantastic Objects and the Financial Market’s Sense of Reality: A Psychoanalytic Contribution to the Understanding of Stock Market Instability.” The article suggests that in the context of uncertainty and ambiguity, emotions and states of mind determine the way information about reality is processed. Three questions are posed as follows:
 
1. Why do a dominant proportion of people during a financial bubble appear to become incapable of using relevant information in their assessments? 
2. Why do anger, blame, and the search for scapegoats erupt after the bubble bursts rather than guilt? 
3. Why does the information available not change but the seeming attitude of how to use it does? 

The condensed response is that we identify exciting developments (think of the dot com bubble) as an object of “phantasy” (the authors use the term “phantastic object”). As such, it fulfills a deep desire to have exactly what we want, when we want. Such “phantasies” have the effect of overriding more realistic calculation and judgment. In fact, the study suggests that we “split off” such “phantasies” from our ordinary rationale and evaluation process so that we avoid bad mental experiences. There is also some evidence cited that involvement with groups can enhance the likelihood of the condition and reinforce the suspension of rationality. 

If the bubble ascends, the overvaluation of the euphoria of “phantasy” objects is irrationally excessive, thus, when there is a catalyst for the fall, the reaction is blame rather than analysis. People look for scapegoats to prosecute. Valuations of the object are also irrationally low during this stage. 

Prior to achieving a more realistic and rational process for valuation, there must be a time of mourning in which the transition of “phantasy” to reality must take place. During this phase, the individual must grapple with the pain of accepting guilt for personal responsibility and thereby develop a more realistic perspective. Eventually, the ability to exercise more rational valuations emerges. 

The article ends with several observations that rationalize economic theory regarding markets and how they reinforce rather than diffuse the potential for such situations. 

Potential Application: We should be able to develop a test for the degree of existence of “phantasy” objects by investors. By monitoring the proportions of market participants and the depth of their embrace of “phantasy” objects, we could create a dataset that could then be correlated with actual market performance. The result would be a bubble indicator.
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For more information about behavioral finance topics, please contact Mark Harbour at Harboal@ca.rr.com Top of Form

Editor’s Corner

We’re a clearinghouse for BF applications, including news bits, reviews, opinions, and academic studies in the field.  Share items of interest with the group by sending to John Weisickle, Editor BF Digest editor@abfgla.com
ABFG has a website at http://www.abfgla.com/ and invites all interested parties to view and make contributions.

The Bulletin Board

ABFG Board member Cynthia Harrington, CFA, CFE, was honored with 
the Founders Award of the Bresee Foundation for her work on their 
behalf. She has been a driving force behind an innovative new for-profit 
company that could eliminate the need for the not for profit to do 
outside fundraising. The organization that serves underprivileged 
youth ages 11-18, created a sophisticated member tracking system that 
awards members with points for participation at the Youth Center. The 
points became a financial system, which allowed the youth to learn 
about earning, spending, saving, borrowing, and investing. The new 
company will market this product to other youth centers and school 
districts, with a portion of profits going to Bresee. The award was
presented at the Annual Dinner on October 10, 2008. www.bresee.org
