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A Simple Model

r = perceived expected return
o = perceived risk
U(o, r) = r— o = expected utility

Belief System: r = ac

a low — hard to get returns, call this “fear”

a high — easy to get returns, call this “greed”

Messages:

About returns m,
About risk m
About both (mg, m,)

* Message about return is past return
» Message aboult risk is more fuzzy

Assume:
« firms cannot lie about returns
* investors take messages at face value

* investors infer r, o from message using their
beliefs




Choice 1: Send only m,

Then investor infers

r=m,

o=mJ/a

So utility is U = m, (1-1/a)

Choice 2: Send only m,

Then investor infers

So utility is U = am, (1 —1/a)

Choice 3: Send (my, m,)
Cannot take message at face value. Assume b

r=bm, + (1-b)am,
o =bmJa+ (1-b) m,

Note: r = ac holds
Note 2: If m,= am  then b does not matter

Proposition 1: Never pays to send a joint message
U(m,, mg) = bU(m,, *) + (1-b)U(*, )

So always pick a pure message
Assumption: Suppose can send m; =0

Proposition 2: If a < 1 the best message is m; =0

If a > 1 the best message is m,

Risk-return r
Tradeoft . |ndifference
/ curves Indifference
~ CUMves

- _ Risk-retum
~+"" Tradeoft

Optimal message is return when a>1 Optimal message is safety when a<1

Implications

Suppose: a is high when past returns are high
a is low when past returns are low

Implication 1: Use returns (or other indicators of
performance) after market returns have been
high.

Implication 2: What matters for choice of
message is past market returns, not past own
returns.
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Ads with retums / total ads against 1-quarter lagged rolling S&P retums
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Figure 11

Mutual fund ads with returns / total mutual fund ads against 1-quarter
lagged rolling S&P retums

BW / S&P: 59.9% BW: 17.5%
Figure 12
Stock mutual fund ads with returns / Total stock mutual fund ads
r20% o
a0
100%
0%
a0 0%
0%
0%
o%
a0 10%
20%
200
0%
% v ! 40%
TalalaliTalslali T Tl TeTa T s TelaTa s Telale[s Tela s Te ol e e [T Te[ i Telo T
o | 100 1906 1087 oo | oz | 20 2002 03
[ —T] T auaririagoed rling S&P retrme ]
Correlations: Means:
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Funds advertising relative returns / All funds advertising
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Correlations: Means:
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Figure 17
Stocks outperforming S&P 500 vs. Number of Ads
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T.RowePrice Ad Composition (Money Magazine)
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