Chapter 10
Behavioral Finance: Conventional Finance ignore how people actually make decisions. Therefore, Behavioral Finance assumes that investors are not rational -> 1. not process information correctly. 2. Make inconsistent or systematically suboptimal decision If there was no limit to arbitrage, price which happened from irrational investor would be put back to equilibrium by an arbitrager and so behavioral biases wouldn’t matter. But the theory suggested that there’re some limits for arbitraging. Therefore, even though there’re no arbitraging opportunity, it doesn’t mean that the market is efficient. 
Error in information processing
1. Forecasting Error: Too much weight is placed on recent experiences (memory bias). Ex. High P/E firms tend to be poor investment
2. Overconfidence: Overestimate their abilities -> more active fund than passive fund when actually it’s so hard to continuously beat the market.
3. Conservatism: Investors are slow to update their beliefs in response to new evidence. -> gives rise to momentum in stock market returns.
4. Sample size neglect and representativeness: Infer to patterns to quickly = Representative bias
Behavioral Biases: Even if all information were processed correctly, investor will still make some irrational decisions.
1. Framing: How choices are framed. Ex. Reject when put it in a way of risk surrounding gains but accept when put in a way of risk surrounding losses. (risk-averse for gain, risk-seeking for loss) -> risky gain
2. Mental Accounting: investor make different decision for different pile of money, ignore covariance and portfolio risk. Ex. More conservative with fund for child’s education. Willing to take more risk with “house money”(money from cap gain, dividend) = House money effect. More likely to sell stock with gains than the one with losses -> don’t want to realize the loss.
3.  Regret Avoidance: Blame themselves more when risky bet turn out badly. -> losses on good stock can be seen as just bad luck and not bad decision.
4. Prospect theory: Change in wealth in correspondence with utility (satisfaction) -> benefit (or utility gained) from the extra money is not enough to overcome the feelings of loss. Ex. Some people don’t want to put their money in the bank to earn interest or refuse to work overtime because they don't want to pay more taxes. Although these people would benefit financially from the additional after-tax income.
[image: http://i.investopedia.com/inv/articles/site/JoyLoss.gif]Ex2. hold on to losing stocks for too long and sell winning stocks too soon = Disposition effect
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Confidence index
AAA always trade lower than BBB -> risk premium: Baron came up with a index 
ex. Sep:60% -> AAA yield = 60% of BBB, Nov: 43% -> Higher the ratio the more bullish, spreads increase more bearish -> try to use bond yield to estimate stock market







Limit to Arbitrage
1. Fundamental risk: It might take forever for price to move toward intrinsic value. Investors can’t afford those times. -> run out of money, loose their job from bad performance.
2. Implementation cost: Transaction cost, restrictions on short selling (may have to return borrowed stock on short notice)
3. [bookmark: _GoBack]Model risk: price in the market may already right just the formula we’re using is worng.
Note: The law of one price: In rational market this law should work but evidences show that a lot of time the law have been violated.
1. Siamese twin company: Royal Dutch and shell -> example of fundamental risk.
2. Equity Carve-outs: 3com and Palm -> arbitrage limited by availability of shares for shorting.

Chapter 11: Empirical evidence on security returns
Test of the single factor model: two pass regression-> test of the expected return beta relationship
· First Pass regression: Estimated beta, average risk premium and unsystematic risk
· Second pass: Using estimates from the first pass to determine if model is supported by the data
Most test don’t really support the single actor model. -> why do we care about all the research when we are not a researcher. -> it may not be important now but at some point it might become an important theory for investor.
CAPM: E(r) = rf + B(rm-rf) -> run regression -> rit - rft = a + B(rmt-rft) + eit : P387-389
Result: SML has to be flatter with higher intercept, SML would work only with publicly traded stocks -> What do we do with CAPM now? -> more research need to be done.
Problem with the experiment: 
1. Didn’t use market portfolio as market index.
2. Beta in first regression came from estimation and therefore isn’t valid for second-stage regression.
3. Investors can’t borrow at risk-free rate.
FF Three factors type factor model: Return on securities are explained by 3 factors (Market risk from CAPM and 2 others)
1. Market risk
2. Size: Big/small 
3. Book to market ratio: Low(growth: market value depends on expected future growth)/medium/high(value: market value depends on assets owned)
ใช้ 2 กับ 3 แบ่งเป็น 6 port : 	Small -> (Small,Low), (Small,Medium), (Smal,High)
					Big -> (Big,low), (Big,medium), (Big,high)
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Roll’s Criticism
1. The single testable hypothesis of the CAPM is that the true market portfolio is mean-variance efficient. All other implications are not independently testable
2. CAPM is not testable unless we use the true market portfolio
3. A proxy portfolio such as the S&P 500 Index may be mean-variance inefficient when the true market portfolio is efficient.
FF five factors model: 3 + Bond market factors
1. Maturity
2. Default risk
Other researches
1. Lintner 1965, Miller & Scholes 1972: 2 pass regression: SML is too flat, Intercept of SML (nonsystematic risk/ firm specific risk) – hypothesized to be zero – is more than 20 times its standard error.
2. Cathcart 1997: market momentum (Added to FF 3 factors) added alpha to many mutual funds
3. Pastor & Stamburgh 2003: liquidity & price reversal on the following day large trades.
· Price change not due to intrinsic value 
· Due to buying pressure temporarily increases price of stock
4. Stodka 2006: high liquidity beta stocks have higher average returns
5. Mehra & Prescott 1985: excess return on US risky assets are too large to be consistent with economic theory & reasonable levels of risk. = Equity Premium Puzzle.
Canadian Study
· Unsystematic risk squared beta coefficients are more significant than betas
· 2 factors not existing in USA
1. Seasonal abnormal returns
2. Thin trading
· Value stocks outperform growth stocks in both bull & bear markets.
· a major problem in attempting to estimate security parameters in the CAPM is the
1. prices quoted as closing by the exchange are unreliable

2. thin trading problem
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