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Risk preference and reversal from the perspective of overreaction
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Abstract: In terms of reversal anomalies in Chinese stock market, this paper constructs a multi-period invest-
ment model to describe the generation process of reversal. Reversal will show up if investors overreact towards
extreme signals too much and undervalue noise. The empirical results show that extreme signals have a nega-
tive relationship with cross-section returns, and the relationship weakens significantly in low-frequency trading
groups. That means overreaction will be weaker as a result of decreases in volume. Further more, this paper
explores investors’ risk attitudes in different conditions. Empirical tests show that investors who overreact tend
to be risk averse and investors who do not overreact tend to be risk seeking after losses. However, despite of

overreaction, investors show a neutral risk attitude after gains.
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Table | Summary statistics

P1 P2 P3 P4 P5 P1—-P5
Return 0.128 0.036 —0.003 —0.032 —0.064 0.193%#%
(30.95)
B8 1.042 1.038 1.043 1.052 1.060 —0.018%***
297
Turnover 61.683 44.455 39.570 37.596 47.043 14.639%*%*
(11.60)
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32 BERBSREYN

RIS AR AR UL, ASCUHE T & A + VHRES, FFR 4 X2)x0 B A I 523547 1 Fama-Macbeth £
THI B0, 25 R R, R+ VI, i SRR o Bl 2 B0 a8 2 90N 3 K, P1 — PSR i v —1.6%, AT
Wi N—1.3%, HITEI9% I BAZ /KT 3. AT A, 28U s 20t 4+ 1 e 1 [0 U3 &= 4008 —0.005,
1E95% BAG /KT 3. Toil e 41 G IS s i & AT [R1 V), S 285 SR 300 SRR 4% B8 38 A% S 5 BRI & R AR Y
JBEEE, X Pl B SN AT LAAE AR SR B m i as. 1E B S I BAVR &, 2RI 2 5 R B R, 5
Ja — B g A G, R SCI BB HE T 0T S0, AN 2 BE S AR T B OB, YR ) MR Al T, TR I
R RAIE .

®2 eHAE~HERE
Table 2 All portfolio tests

Panel A: t + L% =21 A0

P1 P2 P3 P4 P5 P1—-P5

Returng 1 0.005 0.010 0.015 0.017 0.021 —0.016%**
(—4.97)

FF3-a4 41 —0.004%* 0.001 0.0047#%%* 0.006%*%* 0.0097%%#%* —0.013*%**
(—=2.03) (0.23) (3.81) (4.13) (4.85) (—4.29)

Panel B: Fama-Macbeth# [ [1] )

RDR Turnover Vol Mom; Momso Momgs

Returng 1 —0.005%*  0.001*** —0.001*** —0.012%** —0.004#** —0.017%#%*
(—2.55) (21.98) (=7.59) (—4.57) (—6.05) (—34.05)
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Table 3 Low trading frequency portfolio tests

Panel A: ¢t + VA% =241 AUk

P1 P2 P3 P4 P5 P1-P5
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(—0.06)
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Table 4 Double-sorted tests

Panel A: #5401

JE20%4 JE33%4H JE50%2H EXEF N
RDR+ RDR— RDR+ RDR— RDR+ RDR—  RDR+  RDR—
P1 0.003 —0.014 0.004 —0.011 —0.001 —0.001 0.009 0.021
P2 —0.004 —0.009 0.003 —0.007 0.001 —0.004 0.006 0.016
P3 0.019 —0.004 0.007 —0.000 0.001 0.001 0.005 0.011
P1—P3  —0016*  —0.010%  —0.003  —0.011**  —0.002  —0.002 0.004 0.010%*

(—1.68) (—=2.56) (=0.35) (—=2.39) (—-0.43) (—0.63) (0.99) (2.57)

Panel B: 38 =4
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RDR+ RDR— RDR-+ RDR— RDR+ RDR— RDR-+ RDR—
P1 0.014 —0.004 0.013 0.005 0.006 0.011 0.009 0.021
P2 0.010 —0.001 0.010 —0.001 0.008 0.0091 0.006 0.016
P3 0.016 0.003 0.005 0.000 0.005 0.009 0.005 0.011
P1—P3  —0.002 —0.007 0.008 0.005 0.001 0.002 0.004  0.010%*
(—0.30) (—1.69) (1.13) (1.07) (0.21) (0.37) (0.99) (2.57)
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Fig. 2 The curve of investment utility
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Table 5 Robustness tests

Panel A: Fama-Macbeth#& fid 14 4536

RDR Turnover Vol Mom; Moms Moms
it T H 4 —0.033 0.001##%  —0.001**  —0.011%*%  —0.004%*%  —0.0]17%%*
KEEE =t (—0.85) —21.32 (—=7.17) (—4.09) (—6.12) (—35.2)
AFEARE —0.009%%%  0.001%*  —0.001%*F  —0.012%%%  —0.004%¥F*  —0.017%**
(—4.65) —22.28 (=7.47) (—4.7) (—6.46) (—34.64)

K F-RA 0.005 0.001%#%  —0.001%%%  —0.010%**  —0.004%%*  —0.017%%*

12MHZEW —0.31 —21.47 (—7.49) (—3.9) (—5.93) (—35.59)
RN —0.004%%  0.001%F%  —0.001%FF  —0.012%*F%  —0.004%FF  —0.017%**
(—2.08) —21.81 (—7.51) (—4.48) (—5.74) (—34.13)

Panel B: X H 43 ZH Fafg PEAG 56

ARl T4l
3MH 1211 3 H 1211

RDR+ RDR— RDR+ RDR— RDR+ RDR— RDR+ RDR—
P1 0.008 0.019 0.013 0.023 —0.003 -0.014 0.012 —-0.010
P2 0.007 0.015 0.009 0.017 —0.008 —0.010 —0.000 —0.007
P3 0.005 0.011 0.006 0.013 0.012 —0.002 0.026 —0.005
P1—P3 0.003 0.008** 0.007 0.011%* —0.015 —0.013%** —0.014 —0.005%**

(0.81) (2.22) (1.32) (2.42) (—1.49) (=3.97) (—1.24) (—1.83)
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