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Research on the Impact of Background Risk on Individual Investor’s Investment Decisions

XUAN Haiyan, JIN Zhen, ZHANG Yuchun, LI Hongjian
(School of Economics and Management, Lanzhou University of Technology, Lanzhou 730050, China)

Abstract: [ Purposes] The Markwitz mean-variance model holds that investors are price takers, however, in the real stock market,
institutional investors always have a certain impact on market prices. At the same time, traditional models usually ignore the impact
of income and other factors on investors decisions. [ Methods] A multi-investors portfolio model with background risk is constructed
and solved. Then, based on the herding effect theory, the optimal investment decision of individual investor is obtained. Finally,
through empirical analysis, it focuses on how the influences of the institutional investors’ decision on the individual investor change
with the background risk. [Findings] The results show that the optimal decision of the individual investor considering the back-
ground risk is more influenced by the institutional investors than not considering the background risk. And the degree of impact de-
creases with the increase of background risk preference of individual investor. Therefore, if ignoring the background risk, the proba-
bility or significant degree of the herd effect may be underestimated, then it may cause the sharp fluctuation of the stock market.
[Conclusions | The above conclusions are beneficial to individual investors to make decisions more scientifically and rationally. Also,
it helps the government to effectively supervise and prevent the occurrence of herding.

Keywords: background risk; individual investor; herd effect; Stackelberg game; portfolio

(wHERE # )



