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Economists studying asset pricing have 
begun to grapple seriously with the extraor-
dinary diversity of financial market partic-
ipants. Investors, including both house-
holds and financial institutions, differ in 
their overall resources, current and future 
labor income, housing and other assets that 
are expensive to trade, tax treatment, access 
to credit, attitudes towards risk, time hori-
zons, and sophistication about financial 
markets. My recent research measures and 
models this heterogeneity, with a particu-
lar focus on time horizons and financial 
sophistication. 

Behavioral finance emphasizes that 
some investors are likely to be more sophis-
ticated about financial markets than oth-
ers. Early behavioral models emphasized 
a distinction between “noise traders” and 
sophisticated arbitrageurs, the former trad-
ing randomly and creating profits for the 
latter.� This of course raises the question 
of who can be described as a noise trader. 
Discussions at conferences are sometimes 
reminiscent of the old verse “It isn’t you, 
it isn’t me, it must be that fellow behind 
the tree.” Recent literature has argued that 
institutional investors act as arbitrageurs, 
while the household sector as a whole may 
play the role of noise traders.

Identifying Institutional  
Trading Activity

To test this idea, one would like to 
be able to measure institutional trading 

at relatively high frequency to see if insti-
tutions arbitrage well-known anomalies 
in asset returns. In the United States, 
large institutional investors are required 
to report their equity positions to the 
Securities and Exchange Commission 
quarterly in �3-F filings. Numerous papers 
have aggregated these reports and have 
looked at the implied quarterly positions 
of institutional investors.2 Household 
positions can then be treated as the com-
plement, if one interprets households 
broadly to include small institutions and 
certain foreign investors. 

An alternative approach is to look 
at trades of different sizes. It is often 
assumed that large trades are carried out 
by institutions while small trades more 
likely reflect individual buying or selling. 
The Trade and Quotes (TAQ) database 
allows researchers to measure each trade 
in each stock, and to classify trades as 
buys and sells based on their relation to 
previous quotes. Several researchers have 
found that large trades appear to exploit 
phenomena such as price and earnings 
momentum.3

It is natural to ask whether these two 
approaches are consistent. In quarters 
where a stock has been subject to a high 
volume of large buy orders, does the stock 
end up with higher institutional owner-
ship at the end of the quarter? In joint 
work with Tarun Ramadorai and Allie 
Schwartz, I have studied this question in 
data from the late �990s and have found 
that both unusually large and unusually 
small trades appear to indicate institu-
tional activity.4 This does not necessar-
ily mean that small trades are more likely 
to be institutional; rather, it may reflect a 
tendency for small trades to accompany 
large institutional trades so that small 

trades increase the probability that large 
ones are indeed institutional.

Using the estimated relation between 
trades of different sizes and institutional 
ownership, Ramadorai, Schwartz, and 
I construct daily institutional flows in 
individual stocks and find that they have 
several interesting characteristics. Daily 
institutional trades are highly persistent 
and respond positively to recent daily 
returns but negatively to longer-term past 
daily returns. Institutional trades, par-
ticularly sales, generate short-term losses 
but longer-term profits. One source of 
these profits is that institutions anticipate 
both earnings surprises and post-earn-
ings-announcement drift (the tendency 
for stock prices to continue moving in 
the same direction after an earnings 
surprise).

These results suggest that institu-
tional investors do exploit certain well-
known patterns in stock returns, but in 
doing so they trade urgently and move 
prices against themselves, causing prices 
to rise temporarily when they buy and, 
even more noticeably, to fall temporarily 
when they sell. As prices return to normal 
a day or two after institutional trading, 
institutions appear to make losses but 
in the longer run they earn profits from 
their abilities to pick stocks. 

How do Institutions Perceive 
Risks?

If institutional investors understand 
anomalous patterns in the cross-section 
of stock returns and trade to exploit 
them, why are these patterns not arbi-
traged away entirely?  One possibility 
is that institutions are deterred by per-
ceived risks in certain stocks.
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A long-standing anomaly in stock 
returns is the value effect. Stocks with 
low ratios of their market values to their 
book values (value stocks) generally out-
perform stocks with high market-book 
ratios (growth, or glamour stocks).  This 
is true even though in recent decades 
growth stocks have had higher betas with 
the market as a whole and thus, accord-
ing to the standard Capital Asset Pricing 
Model (CAPM), should have delivered 
higher average returns.

In two recent papers, with Tuomo 
Vuolteenaho and with Christopher Polk 
and Vuolteenaho, I have argued that 
long-term rational investors who hold an 
equity portfolio may perceive value stocks 
as relatively risky despite their low market 
betas.5 Long-term rational investors care 
not about short-term fluctuations in the 
value of their holdings, but about volatil-
ity in the income stream that is generated 
by those holdings over the long term. To 
the extent that stock prices are subject 
to both permanent movements, attribut-
able to changing expected corporate cash 
flows, and temporary movements, driven 
by changes in the discount rates applied 
to those cash flows, long-term rational 
investors will perceive the former move-
ments as riskier than the latter.6 This 
point is particularly relevant for institu-
tions with long investment horizons such 
as pension funds. 

Vuolteenaho and I find that value 
stocks have a stronger tendency to co-
vary with permanent movements in stock 
prices, while growth stocks have a stron-
ger tendency to co-vary with tempo-
rary movements. These patterns imply 
that sufficiently conservative long-term 
investors should avoid value stocks even 
though they offer higher average returns 
and lower short-term risks than growth 
stocks. Pension funds, for example, may 
be reluctant to exploit the value effect 
and this may help to explain its persis-
tence in equilibrium. 

An important question is why value 
and growth stocks respond so differently 
to permanent and temporary movements 
in the aggregate market. Some authors 
have suggested that growth stocks are 
merely those stocks that are currently 

favored by irrational investors; if these 
investors become optimistic and bid up 
the market as a whole, they dispropor-
tionately drive up the prices of their 
favored growth or “glamour” stocks.7
Polk, Vuolteenaho, and I show, how-
ever, that not only the prices of growth 
stocks but also their profits are particu-
larly sensitive to temporary changes in 
aggregate stock prices. This implies that 
in order to understand the value-growth 
anomaly, one must look at the underlying 
businesses of value and growth stocks to 
understand how their profits respond to 
investor sentiment and other economic 
forces.

Are Some Households More 
Sophisticated than Others?

While institutions do appear to trade 
profitably with households, it is also nat-
ural to suppose that some households are 
more sophisticated investors than others. 
To investigate this hypothesis requires 
detailed microeconomic data on house-
hold financial behavior along with vari-
ables such as wealth, income, and edu-
cation that might proxy for financial 
sophistication. Several papers have used 
survey data to show that richer and more 
educated households are both more likely 
to participate in risky financial markets, 
and to participate more aggressively.8

These findings are consistent with the 
idea that less sophisticated households 
are uncomfortable with risky investment 
opportunities and fail to take advantage 
of them; however, they are also consistent 
with greater risk aversion among poorer 
households and the existence of fixed 
costs for stock market investing.

One would like to go beyond asset 
allocation decisions to look at the abil-
ity of households to diversify their port-
folios. This is difficult to do using survey 
data, because surveys rarely ask ques-
tions about individual asset holdings. The 
need to keep up participation rates forces 
survey designers to keep their questions 
fairly general and easy to answer. Some 
researchers have looked at data from 
account providers, but account-level data 
reveal the positions of a non-random sub-

set of the population and may be incom-
plete even for these households, who may 
also have accounts with other financial 
institutions.

In Sweden the government levies a 
wealth tax and, in order to collect it, 
assembles records of financial assets, 
mutual funds, and real estate, down to 
the individual security and property level, 
using statements from financial institu-
tions that are verified by taxpayers. The 
dataset also provides information on the 
income, demographic composition, edu-
cation, and location of all households. 
Laurent Calvet, Paolo Sodini, and I have 
used the Swedish data to analyze the 
financial behavior of the entire popula-
tion of an industrialized country.9

Many Swedish households appear 
to be quite well diversified. Under the 
assumption that the efficient stock market 
investment is a currency-hedged global 
stock market index, we find that the 
median household loses about �.2 per-
cent in average portfolio return, or $�30 
per year, relative to a fully efficient invest-
ment strategy with the same volatility. 
The losses are much smaller — one quar-
ter the size — relative to a global stock 
market index without currency hedg-
ing, an investment strategy that is more 
readily available to Swedish households 
through global equity mutual funds. 

For a minority of households, how-
ever, the losses from under-diversifica-
tion are much larger: we find that 5 per-
cent of households lose over 5 percent in 
average portfolio return or $2,200 per 
year. Poorer households with less edu-
cation are more likely to invest ineffi-
ciently, earning only a small reward for 
the risk they take. They are also more 
likely to invest cautiously, which lim-
its their losses from under-diversification 
but may deprive them of the chance to 
earn higher returns through intelligent 
risktaking.

The diversification of Swedish house-
holds in part reflects their reliance on 
broadly diversified mutual funds. In effect 
households are relying on fund managers 
to handle the diversification problem. 
In ongoing research, however, Calvet, 
Sodini, and I look at household decisions 
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to rebalance their portfolios, decisions 
that are rarely delegated.�0 We find that 
more educated and richer households 
rebalance more aggressively, offsetting 
stock market gains by selling to trim the 
share of risky assets in the portfolio, and 
offsetting losses by buying. The median 
household trades actively enough to off-
set about two thirds of the change in the 
risky portfolio share that would occur if 
the household failed to trade. 

Differences in household sophistica-
tion also appear to be important in mort-
gage markets. In the United States, the 
most common type of mortgage offers 
a long-term fixed rate with an option to 
refinance at any time. The refinancing 
decision is difficult to manage because 
refinancing incurs fixed costs and inter-
est rates are random. Even when interest 
rates fall to the level at which interest sav-
ings cover the fixed cost of refinancing, 
it may still be advantageous to wait to 
obtain greater savings with a single refi-
nancing. Historically, a few households 
have refinanced aggressively, but many 
others have failed to refinance when it is 
clearly advantageous to do so. Using data 
from the American Housing Survey, I 
have found that less educated and poorer 
households are less likely to refinance 
during times of falling interest rates, and 
more likely to pay higher mortgage rates, 
even controlling for financial circum-
stances that may limit their access to 
credit.��

Financial Innovation and 
Unsophisticated Households

Given the complexity of the house-
hold financial optimization problem, it 
may not be surprising that some house-
holds make investment mistakes. What is 
perhaps surprising is that simple financial 
products have not driven out complicated 
ones that households find difficult to use. 
One possible explanation is that sophis-
ticated households, who are the natural 
early adopters of any financial innova-
tion, benefit from existing products that 
offer them a cross-subsidy from unso-
phisticated households. Conventional 
fixed-rate mortgages, for example, are 

cheaper because some households do not 
refinance when it is advantageous to do 
so, giving mortgage lenders profits that 
they pass on to consumers through com-
petitive mortgage pricing. An automati-
cally refinancing mortgage would benefit 
an unsophisticated household but would 
be more expensive for any household that 
understands how to refinance a conven-
tional mortgage. If it is costly to explain 
the benefits of an automatically refinanc-
ing mortgage, particularly to an unso-
phisticated household, then such a prod-
uct may not be able to gain a foothold in 
the market.�2

Recent decades have seen many 
financial innovations that are relatively 
easy for households to use, including 
indexed mutual funds and life-cycle 
funds that adjust asset allocation as retire-
ment approaches. Other financial inno-
vations, notably sub-prime mortgages, 
appear much more difficult for unso-
phisticated households to understand. 
Important tasks for financial economists 
are to promote the development of inno-
vative financial products that make deci-
sionmaking easier for unsophisticated 
households, and to understand the cir-
cumstances under which financial regula-
tion may be a necessary part of consumer 
protection.
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