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Summary

Behavioral finance is a newly emerged sub discipline of finance
concerned with the study of financial markets and investor decision
making within the framework of psychology and sociology. It
accepts the fact that investors are human beings and not economic
agents. It allows for irrationality in behavior that stems from the
complexity of the financial decision making and the challenges that
it poses to individuals. It is a broader paradigm that looks into what
investors actually do, not what they should do. (Ricciardi and
Simon 2000)

The complexity of the financial decision makes investors satsfice
rather than optimize. It also makes investors suffer inner conflicts
between what the market tells them and what they believe is true
and thus to reduce this inner conflict, they apply some shortcuts to
decision making, labeled by Tversky and Kahneman as Heuristics.
(Faboozi 2008) Heuristics are simple rules of thumb that reduce the
complex tasks of assessing probabilities and predicting values to
simpler judgmental operations, but they are dangerous because they
result in systematic errors.

The dissertation is organized into five chapters. The first chapter
introduces the topic, gives a background for the research problem
and identifies the research problem. The target is to reach an
explanatory model for the behavior of mutual funds’ managers
when taking the investment decision among various economic
sectors. The dissertation has a number of hypotheses testing the
overconfidence level of mutual fund managers as portrayed by the
change in their risk levels based on previous performance. The
other set of hypotheses test the existence of a significant
relationship between the manager’s sector allocation decision and
the return, risk and previous allocation to that sector using panel
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data analysis for a sample of 14 equity funds through the period
from January 2007 till December 2011.

The second chapter introduces literature review of the topic of
mutual funds’ managers’ behavioral biases worldwide and then
gives a background of the mutual funds’ industry in Egypt. The
chapter concludes that various behavioral biases that were
introduced within the behavioral finance context are relevant to the
mutual funds industry; that mutual funds are a major participant in
the institutional investors market particularly in Egypt. The way
such behavioral biases affect the mutual funds industry is important
because of the implications it carries for mangers’ degree of
rationality and their biased influence on securities’ pricing. If
mutual funds managers are prone to the previously discussed
biases, then they can’t be trusted to perform their role as the
informed participants in the market that achieve the balance in
pricing through their arbitrage trading.

The third chapter is the methodology chapter that details the
procedure that has been followed to test the research hypothesis.
The research, first, conducts an independent t-test for 33 mutual
funds operating in Egypt during the period from January 2007 till
December 2011 to test the hypotheses that fund managers who
perform better than their peers will be overconfident as reflected in
an increased risk level as compared to a benchmark and that the
worst performers will be conservative and will decrease their risk
levels as compared to a benchmark. The second step is to estimate
an OLS model for the sector allocation decision performed by the
mutual fund manager for every individual sector of the 12 sectors
under consideration. And finally, estimate a GLS model for the
general sector allocation decision done by the manager regardless
of specific sectors using panel data analysis.
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The Fourth chapter introduced the data analysis and results and
reflected on our major findings. For the t-test, we found that the top
performers tend to decrease their risk as compared to other groups
thus they are not overconfident, on the contrary, they suffer from
conservatism. The average group which was assumed not to shift
risk is the group that shifted risk positively indicating their need to
catch up with the top performers. The ANOVA tables confirmed
the same findings with higher significance levels. In addition, The
OLS models of individual sectors and the GLS model for general
sector allocation decision were significant indicating that the sector
allocation decision depends on the sector return, risk, and allocation
in the previous period.

The final chapter sums up the findings from the research and
concludes that institutional investors represented by mutual funds
in the Egyptian market are prone to behavioral bias. Fund managers
were found to shift their risk levels based on their previous
performance. They were also found to be more sensitive to losses
than they are to gains. And finally some fund managers have a set
strategy towards investing in some sectors regardless of their level
of risk and return. All these findings question the ability of
institutional investors to actually achieve the balance expected from
them to make the market efficient.

The research has a few recommendations pertaining to the use of
the introduced models in this paper by mutual fund managers to
study the sector allocation decision of peers. It also suggests that
fund managers should invest in more risky sectors as they suffer
from myopic loss aversion. It finally recommends a few policy
measures to be taken by mutual fund managers and EFSA to
provide for more transparency and disclosure on the mutual fund
data.
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Chapter One

Introduction

The purpose of this dissertation is to explore how concepts of
Behavioral Finance could be applied to institutional investors in the
stock exchange represented by mutual funds. As a major player in
any capital market, mutual funds and other institutional investors
act as guarantors for maintaining the market efficiency since they
represent the body of aware and informed investors who should,
through their trading, restore the balance to the market that might
be shaken by biased individuals’ trading. But institutional investors
are also prone to several behavioral biases.

This research will target to review and investigate documented
behavioral biases to which mutual funds are prone, namely,
overconfidence, momentum, self-attribution bias and asset
allocation puzzle. Then it will test for overconfidence in the
Egyptian mutual funds industry through the use of independent t-
test. The fund’s manager attitude towards risk based on his/her
previous performance level measured by the return he/she achieved
compared to peers will indicate if best or worst performing funds’
managers behave in a different manner.

Finally it will use panel data of quarterly holdings of mutual funds
for the period that starts in 2007 till 2011 to construct a model that
explains mutual funds’ managers’ behavior indexed by their
allocation of funds among different economic sectors. The model
suggests that there is a strong relation between the manager
decision to allocate funds to different sectors and three variables:
(a) the return on that sector in the previous quarter, (b) the risk of



