Under standing the role of optimism in portfolio choices
by Viola Angelini and Danilo Cavapozzi

Resear ch proposal

Population ageing and increasing longevity implgt timdividuals must make careful and skilful
use of financial resources, which should suppairtbonsumption over a much longer retirement
period than a few decades ago. However, in Eurog®isingly large fraction of elderly households
hold suboptimal portfolios and make a limited u$dirmancial markets, which results in financial
hardship in late life (Angelini et al, 2009).

This project investigates empirically how portfotlecisions of the elderly in Europe are affected
by dispositional optimism and pessimism. Optimisna ipotential source of overconfidence, which
has been shown to lead to inefficient financialisieas (Odean, 1998). Using data from the US
Survey of Consumer Finances, Puri and Robinson7(2€66d that optimism has a positive and
significant association with the participation imetequity market and on the amount of wealth
invested in stocks. Our empirical analysis willd#sed on data from the Survey of Health, Ageing
and Retirement in Europe (SHAREiip://www.share-project.ory/which collects information on
the economic and non-economic conditions of indigld aged 50 in continental Europe. In
particular, the SHARE questionnaire pays greatntitte to describe household portfolio
investments, including bank accounts, bonds, statksgual funds, individual retirement accounts,
contractual savings for housing and life insurapckcies. We will assess the role of dispositional
optimism on the probability of holding risky andmuasky assets and on the amount of wealth
invested in them.

At an empirical level, one of the key issues is howmeasure dispositional optimism in the
population. Puri and Robinson (2007) develop ancatdr of dispositional optimism based on the
difference between self-reported life-expectanay tirat implied by actuarial life-tables. However,
one problem with their analysis is that they do emplicitly control for cognitive skills, which
might affect both life-expectancy miscalibrationdainvestment behaviour. Then, some of the
sample variability in the life-expectancy miscaditbon index can be due to heterogeneity in
cognitive functioning rather than to attitudes todgoptimism.

In this project we will use an approach analogueahi@ of Puri and Robinson (2007) but
explicitly controlling for cognitive skills usinghe indicators of numeracy, fluency and recall
described by Christelis et al. (2010). The indéxdigpositional optimism will be calculated by
combining actuarial survival probabilities releasedthe Human Mortality Database (HMD,
http://www.mortality.org with their subjective counterparts provided byAR¥E respondents. An
innovative aspect of our project is that we willligate our index of optimism by using the
assessments that respondents give of anchoringettégn which are short descriptions of
hypothetical persons described in particular sibmat or conditions and kept constant across
respondents. Variability in vignette evaluationfie@s individual heterogeneity in reporting styles
(see for instance, Angelini et al., 2011 and 2GR the references therein) and might turn out to
be a valuable source of information to validate ma&asure of optimism. The idea is that more
optimistic agents should rate the well-being of tiypothetical persons described in the vignettes
more positively. Finding that better evaluationghad vignettes are associated with higher levels of

our optimism index would support the hypothesist tthee miscalibration in the probability of
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survival actually describes individuals’ attitudeswvards optimism rather than more accurate
forecasts of their life time horizons.

The results of this project will inform the econamiiterature about the importance of
behavioural aspects in the portfolio decisions l# elderly. Optimism may induce a bias in
investment behavior, challenging the rationalityguasption of standard economic models and
leading to inefficient portfolio allocations.
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Budget

SHARE and HMD data are available free of chargdah® whole scientific community upon
registration on their websites. No research assstaill be needed to process the data.

The research grant will be spent to cover the mselof hardware and software as well as costs due
to presenting the project results in conferencelss@minars at national and international level.

Summary Amount

Hardware and software $6000

* high data handling capacity personal computers or workstations
» licences for specialized software (STATA)

Conference, workshop and seminar participationgadentations $8000
Proof-reading services and journal submission fees $1000
Total $15000
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