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Institutional and Individual
Investors’ Trading Patterns and
Price Changes
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abstract

This paper studies the stock market in which there are two types of investor, institutional
and individual, whose information gathering and processing abilities are different. The
institutional investor manages large funds and has powerful information sources. Whereas, the
individual investor trades with a small amount of money and an information disadvantage.
The model assumes that the institutional investor is more experienced and able to acquire
relevant information earlier than the individual investor. On these assumptions, this paper
shows a price continuation in the short run and a price reversal in the long run. The price
continuation, or momentum, in the short run can be explained as follows. The early-informed
institutional investor trades a stock, and as a result the stock price changes. Then the
late-informed individual investor trades the same stock, and the stock price continues to move
in the same direction in the short run. The reason for the price reversal in the long run is
that since the individual investor has inferior information on the fundamental value of the
stock, he tends to overreact to new information. So the stock price changes over its
fundamental value initially and then regresses toward its fundamental value. In sum, both the
price continuation and the price reversal are caused by the overreaction of the individual
investor. The essay illustrates how these phenomena are stronger in the case where the
proportion of the individual investor is higher. It also shows how the stock price goes up
when the institutional investor buys a stock, while it goes down when the individual investor
buys one.

Keywords : Information, Institutional Investor, Individual Investors, Bounded Rationality
Investment Performance
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