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Fig. 2 The effects of over-extrapolation on the distribution of investment and consumption
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Fig. 3 The effects of over-extrapolation on welfare of investor

30% ).
(a)

(10% Merton '



10%
8% 15%
Kalman

CRRA 30%

Merton R C. Optimum consumption and portfolio rules in a continuous-time model J . Journal of Economic Theory 1971
4: 373 -414.

Kalneman D Slovic P Tversky A. Judgement under Uvertainty: Heuristics and Biase M . New York: Cambridge Univer—
sity Press 1982.

3 Kalneman D Tversky A. Prospect theory: Ananalysis of decision under risk J . Econometrica 1979 47: 263 -291.

10

11

12

13

14

15

16

Daniel E. Risk ambiguity and the savage axioms J . Quarterly Journal of Economics 1961 75: 643 —669.
Weinstein N D. Unrealistic optimism about future life events J . Journal of Personality and Social Psychology 1980 37:
806 - 820.
Lord C Ross L Lepper M. Biased assimilation and attitude polarization: The effects of prior theories on subsequently con—
sidered evidence J . Journal of Personality and Social Psychology 1979 37: 2098 -2109.
De Bondt W. Betting on trends: Intuitive forecasts of financial risk and return J . International Journal of Forecasting
1993 9: 355 -371.
Vissing-Jorgensen A. Perspectives on behavioral finance: Does ‘irrationality’ disappear with wealth? Evidence from expecta—
tions and actions J . NBER Macroeconomics Annual 2003 18: 139 —194.
Lee B O’ Brien J Sivaramakrishnan K. An analysis of financial analysts’ optimism in long-term growth forecasts J . Jour—
nal of Behavioral Finance 2008 9: 171 —184.
Barberis N Andrei S Robert V. A model of investor sentiment J . Journal of Financial Economics 1998 49: 307
-343.
Fuster A Laibson D Mendel B. Natural expectations and macroeconomic fluctuations J . Journal of Economic Perspec—
tives 2010 24: 67 -84.
Barberis N. Psychology and the financial crisis of 2007 —2008 J . Social Science Electronic Publishing 2011 33(2):
4 -22.
Hirshleifer D LiJ Yu J. Asset pricing in production economies with extrapolative expectations J . Journal of Monetary
Economics 2015 76: 87 —106.
Alt A Tetlock P C. Biased beliefs asset prices and investment: A structural approach J . The Journal of Finance
2014 69: 325 -361.
Barberis N Greenwood R Jin L et al. X-CAPM: An extrapolative capital asset pricing model J . Journal of Financial
Economics 2015 115: 1 -24.
Ertan A Karolyi SA Kelly PW et al. Prefarnings Announcement OverExtrapolation R . AFA Annual Meeting Work—
ing Paper 2016 London: London Business School Notre Dame: University of Notre Dame Pittsburgh: Carnegie Mellon

University New Haven: Yale University.



— 62 — 2017 3

17 . J. 2012 4: 149 - 160.

Wu Yanran Pan Ke Hu Songming et al. A new explanation of industry analyst earnings forecast bias J . Economic Re—
search Journal 2012 4: 149 —160. ( in Chinese)

18 . — A J . 2014 17
(3): 70 -87.

Liu Weiqi Liu Xinxin. Individual/institutional investor sentiment and stock returns: Study based on Shanghai A-share mar—
ket J . Journal of Management Sciences in China 2014 17(3): 70 —=87. (in Chinese)

19 . N PO J. 2015 18(3): 78 -89.
Yu Honghai Li Xindan Geng Ziyang. Investor sentiment disagreement and IPO puzzle in China’ s stock market J .
Journal of Management Sciences in China 2015 18(3): 78 —89. ( in Chinese)

20 . J . 2015 18(11): 25-34.

Cao Qilin Wang Wenke. Venture capital dynamic decision based on limited ration and different technology strategies J .
Journal of Management Sciences in China 2015 18( 11): 25 —34. (in Chinese)

21 . N R . : 2013.

Liu Bo. Short Sale Constraints Extrapolation Bias and Overconfidence R . Working Paper Chengdu: University of Elec—
tronic Science and Technology of China 2013. (in Chinese)

22 Kim T S Omberg E. Dynamic nonmyopic portfolio behavior J . Review of Financial Studies 1996 9: 141 -161.

23 Liptser R S Shiryayev A N. Statistics of Random Process M . New York: Springer-Verlag 1977.

Optimal investment and consumption based on over-extrapolation

PENG Juan' JIN Yuing' YANG Jin-giang”

1. School of International Business Administration Shanghai University of Finance and Economics Shanghai
200433 China;

2. Shanghai Key Laboratory of Financial Information Technology School of Finance Shanghai University of
Finance and Economics Shanghai 200433  China

Abstract: The paper extends the classical Merton model by incorporating the agent’ s over-extrapolation bias
to investigate its effects on investment consumption decisions and the corresponding welfare. By using the
standard dynamic programming and controlling method and Kalman filtering the semi-closed form solutions
are obtained for the scaled certainty equivalent wealth the financial investment and the consumption strate—
gies based on the CRRA utility function. The numerical analysis with calibrated parameters shows that over-ex—
trapolation will induce under-investment and over-consumption and increase the marginal propensity to con—
sume significantly. Finally the theoretical model predicts that 10% of the over-extrapolation bias will result in
a30% loss of welfare.

Key words: partial information; over-extrapolation; under-investment; over-consumption; certainty equiva—

lent wealth



