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Are people wise?
Socrates: “I know nothing except 
the fact of my ignorance.”
Abundant psychometric evidence 
indicates that few of us are wise 
in the sense of Socrates.
We think we are a lot smarter 
than we really are: we are 
overconfident in our knowledge. 
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Miscalibration
Calibration tests: Individuals are asked to 
construct 90% confidence intervals for 
currently (or soon) knowable magnitudes 
(such as the height of Mount Everest, or the 
level of the Dow in a month).
Percentage of individuals usually markedly 
below 90% produce intervals that bracket the 
true answer.
Or if a single individual is asked a series of 
such questions, once again it is 
commonplace for only 40-50% of her 
intervals to be “right.”
References: see Lichtenstein et al (1982), 
Yates (1990), Keren (1991) and McClelland 
and Bolger (1994)).
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Other strains of 
overconfidence

Better-than-average effect: Most of 
us say that we are better than 
average drivers.
Illusion of control: Most of us think 
we will know when the bubble will 
be about to burst implying we 
should leave the market.
In our paper we concentrate on 
miscalibration.
Reason: theoretical models are 
closest to this approach.
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Theoretical models of 
overconfidence

Odean (1998), Benos (1998), Caballé 
and Sákovics (1998), Kyle and Wang 
(1997), Wang (1998, 2001), Daniel, 
Hirshleifer and Subrahmanyam (1998, 
2001) and Gervais and Odean (2001)).
Unanimous in predicting that the 
greater is the level of (individual or 
market-wide) overconfidence, the 
greater is the level of trading activity.
Intuition: the more certain you are of 
your view the less credence you will 
accord those of others and the more 
likely you will be to transact at a price 
perceived favorable to your view.   
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Odean (1998)
Traders differ in self-perception 
of variance of signals of terminal 
dividend.
Several periods to trade and 
observe signals (of true dividend) 
and prices.
Terminal dividend distribution:

Noisy signals:
),(~~ 1−

vhvNv

),0(~~~~ 1
:

−+= εεε hNvy tmtmti where



Deaves, Lüders and Luo 2005 7

Odean (1998) cont.
But traders perceive their signals 
to be more precise than they 
really are.
Resulting proposition: When 
traders are price takers, expected 
volume increases as 
overconfidence increases.
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Barber and Odean (2000)
In a study of over 60,000 households 
during 1991-96, they find that those 
trading the most frequently earned an 
average annual return of 11.4% vs. the 
market’s 17.9%.
Only conjecture to posit that it is the 
more overconfident traders who are 
damaging their portfolios through 
excessive trading.
In naturally-occurring markets we do 
not observe overconfidence!
This is why an experimental setting is 
appropriate.
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Survey-based or 
experimental antecedents

Glaser and Weber (2003) combine 
naturally-occurring market data with 
information elicited from a survey.

Using trading data from online brokerage 
accounts and psychometric data obtained from 
the same group of investors who responded to an 
online questionnaire, they correlate various 
measures of trading activity with a number of 
metrics of overconfidence.
They find little correlation between these OC 
metrics.
Those who are most subject to the better-than-
average effect trade more.
Little corresponding evidence for those who are 
most overconfident based on calibration tests. 
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Survey-based or 
experimental antecedents ii.

Biais et al (2002):
They consider impact of two 
psychological traits, overconfidence 
based on calibration tests, and self-
monitoring, namely the disposition to 
attend to social cues and appropriately 
adjust behavior.
Both of these are measured prior to the 
participation of students in a series of 
trading sessions.
They find that while overconfidence does 
not lead to an increase in trading 
intensity, it does serve to significantly 
reduce profits.
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Survey-based or 
experimental antecedents iii.

Kirchler and Maciejovsky (2002):
They investigate overconfidence in a 
market setting by focusing on two strains 
of overconfidence, miscalibration and the 
difference between objective accuracy and 
subjective certainty, and conclude that 
individuals are not consistently 
overconfident.
They also find that sometimes the proxies 
designed to measure overconfidence 
generate inconsistent conclusions, with 
individuals sometimes exhibiting 
overconfidence and at other times 
underconfidence.  
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How we extend and improve 
on previous work

1. Miscalibration has previously been 
measured inadequately.

Biais et al (2002):
10 questions -- leading to a perhaps too low 
signal to noise ratio.
Trading sessions are incentivized with 
grades rather than cash. 

Kirchler and Maciejovsky (2002):
Participants must understand market 
psychology.

Glaser and Weber (2003):
10 questions.
Internet-based survey – answers could have 
been looked up.

Deaves, Lüders and Luo (2003):
20 questions.
Calibration test is administered.
Participants incentivized with cash.
No need to understand investment 
psychology.
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How we extend and improve 
on previous work ii.

2. We examine impact of gender on trading 
behavior in a more systematic fashion than 
before.

Some evidence that men are apparently more 
predisposed to overconfidence than are women 
(Lundeberg, Fox and Punccohar (1994)).
May be partly due to the fact that self-attribution 
bias is greater for men than for women (Beyer 
(1990)).
Barber and Odean (2001) supply corroboration in 
the context of investment behavior.

They find that men trade 45% more than women, 
and this results in their portfolios earning lower risk-
adjusted returns.

On the other hand, Atkinson, Baird and Frye 
(2001) produce contrary evidence, finding that 
female fixed-income portfolio managers do no 
better (nor any worse) than their male 
counterparts. 
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How we extend and improve 
on previous work iii.

3. We design an approach that provides a 
reason for overconfident traders to think that 
their signals are more accurate.

Previously where private information is provided, 
there are either no differences in signal quality 
(Biais et al (2002)) or signals are randomly 
assigned (Kirchler and Maciejovsky (2002)).
But why should an overconfident trader think that 
her private information is more accurate than the 
next trader’s?
Here subjects are told on arriving for the 
experimental sessions that the more accurate 
were their responses at the pre-experimental 
questionnaire session the more accurate will be 
their information signals.
Even if there is no difference between individuals 
in terms of knowledge, overconfident people will 
tend to think that their answers are more accurate.
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Hypotheses
Hypothesis 1: Overconfidence 
leads to increased trading 
activity.
Hypothesis 2: Controlling for 
overconfidence, women trade less 
than men.
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Experimental design
8 sessions: 2 tranches of 4 sessions in 2 
locations
Why 2 locations?

Subjects first fill out an administered pre-
experimental questionnaire -- measures 
calculated that are used to assign individuals 
to sessions and to ascertain how informative 
their information signals will be.
This however only becomes apparent to 
students when they show up for the 
experimental sessions.
Once we have conducted such a pre-
experimental questionnaire session followed 
by a “tranche” of experimental sessions, to 
repeat the same procedure in the same 
location would likely lead to contamination 
because of information leakage. 
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Experimental design ii.
108 students attended pre-
experimental questionnaire 
sessions:

47 in Canada (23 females) and 61 
in Germany (18 females).
Canadian sessions were stratified 
by gender holding OC constant.
German sessions were stratified by 
OC holding gender mix constant.
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Experimental sessions
Instructional phase followed by trading 
simulation.
12 single-period markets:

5 minutes each
Traders endowed with 4 shares and cash
Dividend paid at end of period (no dividends 
revealed till end)
Noisy private signals provided
Average signal was true dividend
Traders told that their signals would be more 
informative the more accurate were their CI 
responses during pre-experimental questionnaire 
session
Before trading began dividend predictions were 
made and recorded

One market randomly chosen at end as 
payout market.
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FTS trading platform
Markets conducted in computerized 
environments using Financial Trading 
System (FTS) platform.
Computerized double auction market 
program allows subjects to transact in real 
time over a number of market periods.
Participants can post bids and asks, or act as 
price-takers in accepting the best bids or 
asks posted by others.
Traders can begin with endowments made 
up of cash and securities, and the program 
automatically updates portfolios after 
transactions and dividend payments.
Order book was set at a depth of one which 
means that posted orders were erased by 
better bids and asks.
Traders were permitted to transact only one 
share at a time.
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Review of findings up to 
now

Overconfidence:
Individuals are overconfident.
No difference between genders.
Canadian students more OC.

Trading activity:
No difference between genders.
Canadian students trade more.

Canadian vs. German differences 
in line with theory.
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Trading activity: German vs 
Canadian females: 

Canadian females trade as much 
as males (actually more).
German females trade 
significantly less than males.
Why?
An inhibition effect?



Deaves, Lüders and Luo 2005 26



Deaves, Lüders and Luo 2005 27



Deaves, Lüders and Luo 2005 28

Trading and performance as 
a function of overconfidence

Overconfidence leads to more 
trade.

Especially males.
And German males.

Performance deteriorates with 
overconfidence.

Especially after first couple of 
markets are dropped.
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BTA, IOC and other factors 
explaining trading

Calibration-based OC 
predominates.

BTA seems to matter as well.
Once demographics are brought 
in, even BTA does not matter.

Less educated people trade more.
Experienced traders trade more.
Country also matters.

Gender has no impact.
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Conclusions
Hypothesis 1 is supported:

OC traders trade more.
Miscalibration is predominant.
OC matters both at individual and market 
level.
Other effects matter.
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Conclusions cont.
Hypothesis 2: Controlling for 
overconfidence, women trade less 
than men.

Men and women are equally OC.
Men and women trade the same 
amount.
In a regression of trading on OC 
gender does not have an 
incremental impact.
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Thanks.  Questions?

Richard Deaves
deavesr@mcmaster.ca
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