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Study Concludes Irrationality is Norm for Investors
An article published in the July 2008 issue of the Journal of Financial Service Professionals, entitled “A Comprehensive Study of Behavioral Finance,” addresses the significant gaps between how investors are generally expected to behave and how they actually do behave.   The article asks the important question: “If most of us make financial decisions in an irrational way and the models and algorithms we use to make those decisions are based on the assumption of rational investors and their decision-making systems, are we not essentially setting ourselves up for not achieving our expected outcomes?“ 
In the article, authors Somnath Basu, PhD, et al, make four major points: first, that empirical evidence strongly supports the emerging literature on widespread irrationalities in market participant behavior; second, that loss aversion is at least as important as risk aversion in trading decisions; third, that investors seem to be far more influenced by trends and herding behavior than by their plans for the future; and fourth, that the decade between 1993 and 2003, with its full market cycle of growth, boom, bust, and rapid increases in information accessibility, offers an edifying snapshot of all of the above.
In a section entitled “Background and Methodology,” Basu revisits issues at the core of the debate about rational investor behavior.  Rational expectations based on decision-making models implicit in Modern Portfolio Theory (MPH) and the Efficient Market Hypothesis (EMH) are contrasted with actual investor behavior in various market environments.  In addition, emerging schools of thought such as Prospect Theory are discussed.  The impact and implications of behavioral biases such as cognitive dissonance – what we tend to do when a belief or assumption is proven wrong – and confirmation bias – seeking out only that information which helps to confirm existing views – are presented.
Data gathered and analyzed includes S&P 500 and NASDAQ index monthly trading volumes and index values from January 1993 through May 2003; data on net cash flows (NCF) supplied by Lipper Analytics where NCF is defined as total cash inflows (subscriptions) net of total cash outflows (redemptions) for all mutual funds in various categories. For the same time period (1993-2003) NCF data for the following fund types were analyzed: large cap mutual funds, U.S. Treasury mutual funds, small cap mutual funds, intermediate bond mutual funds, balanced and income mutual funds, and real estate mutual funds.  The data were divided into three periods and the average net monthly cash inflows and outflows across different mutual fund categories for each period were analyzed and the results interpreted.

For each fund type, a table with two panels—one for volume of NCF and monthly returns and another containing the statistical results—is presented. A graphical representation of the volume of NCF also is included.

These analyses clearly support the assertion that deeply ingrained investor psychology and behavior have a strong impact on the market.  Numerous examples are given to show that not only do investors behave irrationally, but that their irrational behavior can negatively impact markets, in some cases extending what might otherwise have been comparatively short “bust” periods.

The article concludes with a discussion of the implications of its findings for financial planners, suggesting that “financial planners should not be concerned about exploiting behavioral biases but should instead concentrate on how they may help their clients by preventing them from making decisions based on emotions.” 
Somnath Basu, PhD, lead author of the study, is a professor of finance at California Lutheran University and the director of its California Institute of Finance. Dr. Basu is extensively published in the field of financial planning and investments and is an award-winning teacher. He has significant consulting experience with U.S. Fortune 100 companies, advising institutional money managers, and in developing proprietary financial planning software. He is a founding member of the Foresight Group and a member of the College Advisory Board at the National Endowment for Financial Education (NEFE). He may be reached at basu@clunet.edu.

Published by the Society of Financial Service Professionals, the Journal of Financial Service Professionals is one of the oldest and most prestigious journals in the financial planning field.  From its roots in insurance, pensions and estate planning, the Journal has evolved into a vehicle for groundbreaking applied research in all areas of financial planning, including retirement planning, investments, tax, health care, economics, ethics and other topics of concern to insurance and financial advisors.   Opinions expressed in the Journal are not necessarily those of the editorial staff or the Society of Financial Service Professionals.
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About the Society of Financial Service Professionals (FSP) 
 The standard-bearer for excellence in professionalism, advanced continuing education, and ethical guidance, FSP is a national network of credentialed professionals working in diverse financial disciplines.  The Society has created high-level connections amongst the country’s top financial advisors for nearly 80 years.

FSP members assist the public in achieving personal and business-related financial goals. Consumers can obtain free financial information or find a Society member in their community by calling the Society’s toll-free National Consumer Referral Service at 1-888-243-2258 or by visiting www.financialpro.org and clicking on Consumer Info.


NOTE TO EDITORS:  A sample copy of the Journal of Financial Service Professionals is available to journalists upon request from Lisa Wetherby: 610-526-2513 or lwetherby@financialpro.org.
