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Xinzhe Xu (China)

THE IMPACT OF THE INVESTMENT
EXPECTATION GAP ON
HOUSEHOLDS' RISKY FINANCIAL
ASSET INVESTMENT

Abstract

Rational household asset allocation is crucial for the accumulation of household
wealth. However, there is still a widespread phenomenon of limited participation
among households. This paper aims to explore the impact of the investment expecta-
tion gap on households’ risky financial asset investment. Utilizing data from the China
Household Finance Survey 2019, this paper systematically investigates the role of the
investment expectation gap in risky financial asset investment through the Probit and
Tobit models. The study reveals that the investment expectation gap has a significant
negative impact on the investment probability (Average Marginal Effect, -0.118, p <
0.01) and holding proportion (B, -0.082, p < 0.01) of household investment in risky
financial assets. This conclusion remains robust after conducting robustness tests by
replacing the explanatory variable and performing subsample tests and endogenous
treatment. The analysis of transmission mechanisms revealed that an expanding of
the investment expectation gap would concurrently result in a decline in households’
assessment of stock’s profitability (Average Marginal Effect, -0.080, p < 0.01), the satis-
faction with current asset allocation (f, -0.167, p < 0.05), and the subjective well-being
of household members ({3, -0.289, p < 0.01). Furthermore, the investment expectation
gap not only hampers household investment in risky financial asset, but also diminish
the household savings rate (f, —0.055, p < 0.01). This study demonstrates that helping
households form reasonable expectations for risky financial assets investment returns
will contribute to diversifying household asset allocation and enhancing satisfaction
with investment decisions.

Keywords household finance, asset allocation, household decision,
financial market participation, portfolio choice, China,
risk asset

JEL Classification G51,G11,D14

INTRODUCTION

Reasonable asset allocation is a key link in achieving household wealth
accumulation. The classical portfolio theory suggests that regardless
of investors’ risk aversion, they should participate in the risky finan-
cial market and form portfolios to maximize utility. The role of risk
attitudes will be reflected in the proportion of risky financial assets
in the final investment portfolio of households. Risk-seeking house-
holds are willing to take on a higher risk to pursue higher investment
returns, resulting in a higher proportion of risky financial assets in
their portfolios. However, deviating from classical theory, there is a
widespread phenomenon of limited participation in households. Most
households hold low-risky financial assets, leading to a highly con-
centrated asset structure. Studies have explored this phenomenon,
highlighting participation costs, subjective attitudes, and background
risks, but it remains incompletely explained. On the other hand, de-
spite displaying a tendency to avoid investing in risky financial assets,
many households express dissatisfaction with their current asset allo-
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cation and seek higher returns (approximately 32.4% of respondents expect an annualized investment
return exceeding 10% in the China Household Finance Survey 2019). This phenomenon is challenging
to explain solely based on differences in risk preferences.

Since the beginning of the 21st century, risky financial assets represented by the stock have experienced
significant price fluctuations multiple times. Under the influence of traditional social interactions and
internet information, some households develop cognitive biases regarding the profitability and risk of
risky financial assets (Hong et al., 2004; Liang & Guo, 2015). This leads them to have overly high ex-
pectations for the performance of their investment portfolios and excessive participation in risky fi-
nancial asset investments. Due to the dual constraints of investment capability and market volatility,
some households may withdraw from the market due to the difficulty in accepting investment losses.
However, due to a self-interest bias, the gap between expected and actual investment returns (invest-
ment expectation gap) is more likely to be attributed to external factors, such as risk in financial assets,
as opposed to internal factors (Wolosin et al., 1973). This ultimately gives rise to the phenomenon that
households tend to avoid risky financial asset investments while still desiring higher investment returns.

1. LITERATURE REVIEW

AND HYPOTHESES

In 2006, Campbell’s speech about household fi-
nance ignited a research trend in household in-
vestment decisions. Explorations focused on ex-
plaining the phenomenon of “limited participa-
tion” and sought ways to correct household asset
allocation behavior. Emphasis was placed on ex-
plaining the mechanisms behind participation
costs, subjective attitudes, and background risks.
Some studies suggested that transaction costs ex-
ist in the investment activities of households par-
ticipating in the risk asset market, including the
time costs incurred by households in searching for
information, learning knowledge, and making de-
cisions, as well as the transaction fees paid when
actually participating in the risky financial mar-
ket (Heaton & Lucas, 1997; Peress, 2005; Shum &
Faig, 2006). Due to differences in financial knowl-
edge, education level, income, and wealth among
household investors, their abilities to participate
in risky financial market investment activities
vary. Financial knowledge and education can as-
sist households in learning the necessary invest-
ment knowledge for risk investment activities and
collecting relevant information for investment de-
cisions, thereby reducing their time costs in par-
ticipating in the risky financial market (Van Rooij
et al., 2011; Lu et al., 2021). Household members
with high cognitive and non-cognitive abilities
have an advantage in asset information gather-
ing and investment experience learning, leading
to changes in the household’s investment strat-
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egy and promoting household participation in
the risky financial market (Christelis et al., 2010;
Grinblatt et al.,, 2011). The widespread income
and wealth disparities among households result
in varying abilities to bear investment losses and
pay investment costs (Lu et al., 2020). Households
that recognize their lack of ability to participate in
the risky financial market selectively avoid invest-
ment activities beyond their capabilities, leading
to differences in the final decision to participate
in the risky financial market among households
(Campbell, 2006).

Household decisions in risky financial market par-
ticipation are subjective decisions made by house-
hold members based on individual and household
characteristics. Therefore, the question of whether
the subjective attitudes of household members can
exert a certain degree of influence on decision-
making in the risky financial market has sparked
discussions in academia. Guiso and Paiella (2008)
directly address the factor of risk attitude, arguing
that risk aversion will inhibit investors from en-
gaging in risk investment. Hong et al. (2004) and
Liang and Guo (2015) analyze the impact of social
interaction on household risk perception, suggest-
ing that social interaction may promote household
participation in risk asset activities through infor-
mation effects and the attenuation of subjective
risk perception. Guiso et al. (2008) and Cui and
Zhang (2021) explore the impact of trust levels on
participation in the risky financial market, pro-
posing that households with high levels of trust
will hold more risk assets. Furthermore, overcon-

http://dx.doi.org/10.21511/imfi.21(1).2024.25
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fidence is also a vital perspective in the discussion
of how subjective attitudes affect household par-
ticipation in the risky financial market. Chu (2017)
suggests that investors who are overly confident in
their financial knowledge are more likely to par-
ticipate in investment themselves, less likely to
delegate investment decisions to financial institu-
tions, and tend to hold stocks.

The risks households face in economic activities
are not only related to investment risks. Factors
such as macroeconomic conditions, the health
status of household members, and the stability of
household income are also crucial. Therefore, the
impact of background risks on household invest-
ment decisions has attracted increasing attention
from scholars. Cardak and Wilkins (2009) and
Yue et al. (2020) approach this from the perspec-
tive of income risk, proposing that changes in in-
come risk and liquidity constraints will affect resi-
dents’ degree of risk aversion. The health status of
household members is also a critical perspective in
the discussion of the impact of background risks
on household participation in risky financial mar-
ket. Health risks faced by household members may
crowd out household risky financial market par-
ticipation (Rosen & Wu, 2004; Berkowitz & Qiu,
2006). Scholars have also focused on the impact
of the background economic environment stabil-
ity on household investment decisions, suggest-
ing that economic background risks force house-
holds to reduce portfolio risk to maintain overall
risk under control (Christelis et al., 2013; Brown et
al., 2021). From the perspective of risk-controlling,
some scholars have explored the impact of insur-
ance on household risky financial market partici-
pation, suggesting that insured households prefer
to hold risk assets (Christelis et al., 2020; Shi et al.,,
2021). As a safety asset, marriage can also increase
the preference of married members for risk as-
sets, which is more significant for female residents
(Bertocchi et al., 2011; Mandal & Brady, 2020).

Currently, studies investigating the investment ex-
pectation gap primarily focus on corporate behav-
ior, asserting that due to the existence of bounded
rationality, it is challenging for companies to uti-
lize all available information during performance
evaluations. Therefore, a simplified method of as-
sessing corporate performance by comparing ac-
tual performance with set target reference points

http://dx.doi.org/10.21511/imfi.21(1).2024.25

is widely used. The gap between expected perfor-
mance and actual performance, which is known
as the performance investment expectation gap,
will determine the subsequent behavior of cor-
porate decision-makers (Fiegenbaum et al., 1996;
Lu & Wong, 2019; Diwei Lv et al., 2022). Within
this body of research, certain studies have ex-
amined the investment expectation gap and the
common phenomenon of self-attribution bias
in the market. These studies categorize the bias
into two main types: “self-enhancing attribution”
and “self-protecting attribution” (Wolosin et al.,
1973). On the one hand, when companies experi-
ence profit growth, they are more inclined toward
“self-enhancing attribution,” downplaying the
contribution of external economic factors and at-
tributing success to internal management reasons.
On the other hand, when companies face declin-
ing profits, they may emphasize the influence of
external factors and avoid attributing profit de-
cline to management for self-protective reasons
(Clatworthy & Jones, 2006; Aerts & Tarca, 2010;
Huang et al., 2021).

Reviewing existing research, there is currently a
paucity of literature directly investigating the in-
fluence of investment expectation gaps on house-
hold investment decisions. Due to decision-mak-
ing disparities between households and corpo-
rates, studies concerning investment expectation
gaps and corporate behavior often struggle to elu-
cidate household investment behavior. However, it
still inspires the research in this paper.

On the one hand, the paper acknowledges the
widespread nature of self-attribution bias. For
household investors, when the actual returns of
their investment portfolios fall far below their
expected returns, they are more likely to attri-
bute the failure to external factors, such as mac-
roeconomic conditions and poor profitability of
investment targets, rather than internal reasons,
such as errors in their investment decisions and
excessively high-expected returns. This results in
a phenomenon where they express dissatisfaction
with the performance of risky financial assets and
avoid investing in them.

On the other hand, the investment expectation gap

reflects the difficulty for households’ actual invest-
ment returns to meet their expected investment
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returns. This will lead to negative emotions, such
as dissatisfaction with existing investment portfo-
lios and a decline in subjective well-being among
household investors. These negative emotions af-
fect household decisions regarding investment
in risky financial assets through two channels:
risk estimation and trust level (Rao et al., 2016).
Under conditions of bounded rationality, emo-
tions become guiding factors for decision-maker’s
behavior, resulting in biased risk judgments under
emotional influence (Loewenstein, 2000; Hanoch,
2002). Individuals with negative emotions tend to
overestimate the risk of unrelated activities, while
those with positive emotions make more positive
evaluations of investments (Johnson & Tversky,
1983; Bagozzi et al., 1999). Therefore, the negative
emotions brought about by the investment expec-
tation gap will cause household investors to over-
estimate the likelihood of investment failure and
exhibit a tendency to avoid investing in risky fi-
nancial assets. Additionally, emotions significant-
ly affect the level of trust in others, with negative
emotions leading to a decrease in trust (Dunn &
Schweitzer, 2005). Investors assessing the likeli-
hood of deception will pay attention to objective
asset characteristics and subjective investor char-
acteristics. Households with lower trust levels will
hold fewer stocks (Guiso et al., 2008; Cui & Zhang,
2021). The negative emotions resulting from the
investment expectation gap will lead household in-
vestors to a decreased level of trust and lower par-
ticipation in risky financial investment activities.

Based on the literature review, this paper aims to
investigate the impact of the investment expecta-
tion gap on household investment and conduct
a deeper analysis of the potential transmission
mechanisms. Hence, the following hypotheses are
formulated:

HI: Investment expectation gap has a significant
negative impact on household investment in
risky financial assets.

H2:  The expansion of the investment expectation
gap will lead households to lower their as-
sessment of stock profitability.

H3: Investment expectation gap has a nega-
tive effect on household asset allocation
satisfaction.

334

H4: Investment expectation gap has a negative
impact on the subjective well-being of house-
hold members.

2. METHOD

This paper utilizes data from the China
Household Finance Survey 2019 (CHES), con-
ductedin2019bythe Chinese Household Finance
Survey and Research Center of Southwestern
University of Finance and Economics. The sur-
vey covered 29 provinces, 367 counties, and
1,481 communities, collecting information on
demographic characteristics, assets and liabili-
ties, insurance and security, expenditures and
income.

Given that the core explanatory variable in this
paper is limited to surveys conducted exclusive-
ly among urban households and there is a preva-
lent risk aversion to financial asset investments
in rural areas due to limited financial accessi-
bility, this paper focuses on urban households.
After excluding samples with missing key vari-
ables and winsorizing the continuous variables,
a total of 11,139 valid samples were obtained.

Referring to the questionnaire design of CHFS
2019 and relevant literature, this paper selects
the “Risk” (holding of risky financial assets)
and “Risk_p” (the proportion of risky finan-
cial assets) as dependent variables to explore
the impact of investment expectation gap on
the household risky financial asset investment.
Risky financial assets primarily include stocks,
funds, financial products, non-government
bonds, derivatives, gold, and foreign currency
assets. Following Rao et al. (2016), this study
also examines the case where risky financial as-
sets consist solely of stocks for robustness test.

As the core explanatory variable, the investment
expectation gap is calculated as the difference
between the household’s acceptable annualized
investment return rate (based on the response
to the question “What is the acceptable annu-
alized return rate for your investments?”) and
the actual investment return rate (investment
income from financial assets/total household fi-
nancial assets, in 2018).

http://dx.doi.org/10.21511/imfi.21(1).2024.25
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For control variable selection, this paper in-
cludes investor characteristics (such as gen-
der, health status, marital status, education
level, financial information, and risk aversion),
household characteristics (family size, housing
quantity, wealth, and income), and provincial
dummy variables. Table 1 outlines the variable
description and descriptive statistics of the vari-
ables used in this paper.

This paper employs Statal7 for conducting re-
search. The dependent variable “Risk” is a bi-
nary variable. To address estimation issues aris-
ing from variable characteristics, this paper uti-
lizes the Logit model in the baseline regression
to analyze the probability of households hold-

ing risky financial assets. The specific model is
shown as follows:

Pr(Risk, =1)
__exp(B,+BEp.g +B.X,)
1+exp (,30 + B Exp g + B, X, )

@

where Risk =1 indicates that a household holds
risky financial assets and Exp_g is the core ex-
planatory variable “investment expectation gap.”
The control variable set X ; includes “Gender,”
“Health,” “Age,” “Age?,” “Edu,” “Marriage,” “Size,”
“Financial information,” “Risk aversion,” “Wealth,”
“Income,” “Lr,” “Att,” and “House” and province
dummy variables.

Table 1. Variable description and descriptive statistics

. (1) (2) (3) (4) (5) (6)
Variables - - A
N Mean SD Min Max Variable Description
If a household holds any of the following financial assets: stocks,
Risk 11139 0.230 0421 0 1 H f}unds,‘ﬁnanc‘lal management proFJuctS/ non—governmentlbonds,
financial derivatives, gold, or foreign currency assets, assign a
b YAIUE OF 1; Otherwise, assignavalue of 0
The proportion of stocks, funds, financial investment products,
Risk_p 0.113 0.316 0 1 non-government bonds, financial derivatives, gold, and foreign
ey  assets in total financial
i The core explana‘uon variable is the “Investment expecta‘uon gap

172.8

Fin 11,139 2.164 1.045 1 5
House

Att 11,139 4.012 1.128 1 5
Stock

Stock p . 11,139 000756 00417 | 0 . 0905
Assessment 11,139 0.277 0.448 0 1

Happiness 11,133 3.793 0.819 1 5
Satisfaction 11,138 3.408 0.856 1 5
Savmg IR 11139 0225 0262 ............. 0 0982

The difference between the annualized investment return rate
i desired by the household and the actual investment return rate
i on the household’s financial assets

If the householder is married, assign a value of 1; otherwise,
assign a value of 0
older s years of educat‘lo
Householder’s age

The square term of the householder’s age
older’s gender B
The self-assessment of the householder’s health status, from
‘ od” to “very poor,” assign values of 1to 5

Household net assets/10,000
ehold income/10,000 )
] ialized loss rate toleranc the household
The degree of attention to financial |nformat‘|on from “Never
concerned” to “Highly concerned,” assign values of 1to 5

Risk aversion, from preferring “high risk, high return” to “unwilling
to take any risk,” assign values of 1 to 5

If the household holds stocks, assign a value of 1; otherwise,
assign a value of 0

Assign values based on the householder’s answers to the question
about the profitability of stocks. If the householder’s answer is
ield,” assign a value of 1, wise, assign a value of 0
Self-assessment of happiness, fro
happy,” assign values of 1to 5

The satisfaction level of households with their asset allocation
portfolios, from “very dissatisfied” to “very satisfied,” assign
valuesof 1to 5

Household savings rate

http://dx.doi.org/10.21511/imfi.21(1).2024.25
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Since the proportion of risky financial assets in
total financial assets is censored, this paper uses
Tobit model to conduct regression analysis on the
impact of investment expectation gap on the pro-
portion of household owing in risky financial as-
sets. The specific models are as follows:

risk_p; = B+ BExp_g, + B X, +&, ()

Risk_p, = max (0, risk_ p: ) . 3)

where risk_p" represents the latent variable in-
dicating the true value of the proportion of risky
financial assets in total financial assets, Risk_p

represents the observed value of the proportion of
risky financial assets in total financial assets, and
&; represents the error term. Other variables are
set as mentioned earlier.

3. RESULTS

Table 2 reports the empirical results of the relation-
ship between the investment expectation gap and
household decisions in risky financial asset invest-
ment. In the first and second columns, Logit mod-
els were used to investigate the effect of the invest-
ment expectation gap on the probability of house-
holds holding risky financial assets. The third and
fourth columns focus on the impact of the invest-
ment expectation gap on the proportion of house-
holds holding risky financial assets in total finan-
cial assets, analyzed using the Tobit model.

From the regression results in Table 2, the average
marginal effect (regression coefficient) of the Exp_g
(investment expectation gap) variable is significantly
less than zero at the 1% level in all columns. Taking
the results in the second and fourth columns as ex-
amples, holding other conditions constant, a one-
unit increase in the Exp_g variable corresponds to
an 11.8% decrease in the probability of households
holding risky financial assets and an 8.2% decrease
in the real value of the proportion of risky financial
assets to total financial assets. This result indicates
that the expansion of the investment expectation
gap significantly inhibits household participation
in risky financial asset investment activities, pro-
viding preliminary support for HI.

Regarding other traditional explanatory factors,
there is a hump-shaped relationship between age
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and the probability of households holding risky fi-
nancial assets. The probability of households hold-
ing risky financial assets increases with higher lev-
els of education and financial information. The ex-
pansion of household size has a restraining effect
on households’ investment in risky financial assets.
Households with higher wealth levels tend to invest
in risky financial assets. The number of houses has
a crowding-out effect on the proportion of risky fi-
nancial assets. An aversion to risk leads households
to avoid investment in risky financial assets. Overall,
the regression results of most control variables are
consistent with the conclusions of existing studies,
which supports the validity of the study’s findings.

Table 2. The impact of the investment
expectation gap on the households holding risky
financial asset investment

1 : 2 3 : 4
Variables () = 2) B) — )
Risk Risk_p
—0.271%** 1 —0,118*** | —0.167*** | —0.082%**
R 712.97).
Age
Age?
RS
e (12.18)
0.029***
Gender
(483
M X : : 0.012
R o
: : i 0.004
i i —0.015%**
Lr
: : —.O':'(JS?;";’.". : : —0.028**";"“
el T1L93) 51078
i 0063 0047*
e LA1802) i (1832)
{ —0.016%**
HOUSe
Income
Wealth

_Province e

N 11,139 11,139

PseudoR2: 0.023 0.0395

Note: The Logit model reports average marginal effects with
the z-value in parentheses. The Tobit model reports regres-
sion coefficients with the t-value in parentheses. *** repre-

sents significance level at 1%, ** represents significance level
at 5%, and * represents significance level at 10%.

0.242

http://dx.doi.org/10.21511/imfi.21(1).2024.25
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To further test the impact of the broader definition
of risky financial assets, the study checks the ro-
bustness of research conclusions. Referring to Rao
et al. (2016), this paper narrows the definition of
risky financial assets to exclusively include stocks
and examine the role of the investment expecta-
tion gap in risky financial asset investments. Table
3 presents the corresponding results. Apart from
the dependent variable, the model settings in each
column remain consistent with the corresponding
columns in Table 2. The regression results indi-
cate that, except for the fourth column, the aver-
age marginal effects (regression coeflicients) of the
Exp_g (investment expectation gap) variable in
each column are significantly less than zero at the
1% significance level.

Taking the results of the second and fourth col-
umns as examples, under the condition of other
variables held constant, an increase of one unit in
the Exp_g variable leads to a 4.7% decrease in the
probability of households investing in stock assets.
The real value of the proportion of stock assets
in total financial assets will correspondingly de-
crease by 0.032 units. The conclusion that the in-
vestment expectation gap has an inhibitory effect
on households holding risky financial asset invest-
ments remains robust after the change in the defi-
nition of risky financial assets.

Table 3. Regression results of robustness test —
The substitution of explained variable

Variables wm @ (3 (4
Stock Stock_p
.y —0.104%*% | —0.047*** | —0.079*** | —0.032**
T (-8.28) (-3.54) (-7.12) (-2.56)
Controls Yes Yes
“orounce o
N 11,139 11,139 11,139 11,139
Pseudo R2 0.010 0.248 0.014 0.421

Note: The Logit model reports average marginal effects with
the z-value in parentheses. The Tobit model reports regres-
sion coefficients with the t-value in parentheses. *** repre-
sents significance level at 1%; ** represents significance level
at 5%, and * represents significance level at 10%.

Table 4 presents the regression results of the sub-
sample tests, in which the samples with an invest-
ment expectation gap exceeding 50% are exclud-
ed. Aside from the change in the sample size, the
variable settings for each column remain consis-
tent with those in Table 2. Consistently across all
columns, the average marginal effects (regression

http://dx.doi.org/10.21511/imfi.21(1).2024.25

coefficients) of the Exp_g (investment expecta-
tion gap) variable are significantly less than zero
at a 1% significance level. This result confirms the
robustness of the conclusion that the investment
expectation gap negatively affects risky financial
assets investments.

Table 4. Regression results of robustness
test — Subsample

(1) ()

Variables -
Risk
§—0.220%%*
_Controls
_Province | LYes .
PseudoR2 | 0.011 0.239 0.021 0.373

Note: The Logit model reports average marginal effects with
the z-value in parentheses. The Tobit model reports regres-
sion coefficients with the t-value in parentheses. *** repre-
sents significance level at 1%, ** represents significance level
at 5%, and * represents significance level at 10%.

Although the control variable set commonly
used in existing research has been controlled in
this paper, there may still be unsolved endoge-
neity problems, and this paper tries to use the
instrumental variable group and the two-stage
IVProbit model and two-stage IVTobit model
to explore the possible endogeneity problems in
the study. The study uses Windfall (household
experienced events such as winning the lot-
tery or inheriting unexpected inheritance) and
Avg_r (the average annualized investment re-
turn rate desired by households in the counties
where the household lives) as the instrumental
variable group. The reason for this setting is
as follows. On the one hand, other households’
views on investment return rate will influence
the annualized investment return rate desired
by the household through social interaction,
and it does not directly affect households’ deci-
sions regarding risky financial asset investment.
On the other hand, unexpected windfall events
may change the annualized investment return
rate desired by the household and do not direct-
ly participate in the asset allocation decisions.

Table 5 reports the corresponding regression
results and all control variables are controlled
in each column. The first and second columns
report the regression results of the two-stage
IVProbit model, and the third and fourth col-
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umns report the regression results of the two-
stage IVTobit model. From the regression re-
sults of each column of the models, after using
the instrumental variable group, the regression
coefficient of the Exp_g variable is still signifi-
cantly less than zero at the 1% significance level.
The conclusion that the investment expectation
gap negatively affects households’ decision to
invest in risky financial assets remains stable.
In the test of the validity of instrumental vari-
ables, the over-identification test does not reject
that all instrumental variables are exogenous.
In comparison, the weak instrumental variable
test rejected the possibility that the instrumen-
tal variables were weak instrumental variables.

Table 5. Regression results of endogenous
treatment

@ @ @
Variables : * - 5

¢ Risk Stock Risk_p @ Stock_p

| S1.894%F% | D.913%% | _0356F*F | —0.439%%*

i (-5.63) | (-6.25) (~5.90) (-6.33)
Ovreidtest | 0778 | 0543 i 0799 | 0756
Ar test {0000 ¢ 0000 i 0000 i 0.000
Controls : Yes Yes Yes Yes
Province i Yes i Yes i  Yes i  Yes
N 11,139 11,139 11,139 11,139

Note: The IVProbit model and IVTobit model report regres-
sion coefficients with the z-value in parentheses. *** repre-
sents significance level at 1%, ** represents significance level
at 5%, and * represents significance level at 10%.

To examine H2, this paper analyzes the impact
of the investment expectation gap on the house-
hold’s perception of stock asset profitability.
Table 6 reports the corresponding results. The
regression results indicate that the average mar-
ginal effect of the Exp_g (investment expecta-
tion gap) variable is significantly less than zero
at the 1% significance level. Taking the results in
the second column as an example, holding other
conditions constant, for every one-unit increase
in the investment expectation gap, the probabil-
ity of households having a negative perception
of stock asset profitability decreases by 8%. The
investment expectation gap leads households to
form a negative perception of stock asset profit-
ability, thus verifying H2.
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Table 6. Investment expectation gap and
household perception of stock asset profitability

) (1) (2)
Variables
Assessment
—0.166*** | —0.080%**
Exp_g 444444 IITTITTIN
(—10.20) (—4.90)
Controls Yes
Province Yes
N 11,139 11,139
Pseudo R2 0.0085 0.1625

Note: The Logit model reports average marginal effects with
the z-value in parentheses. *** represents significance level
at 1%, ** represents significance level at 5%, and * repre-
sents significance level at 10%.

To examine H3 and H4, this paper introduces
variables for “Happiness” and “Satisfaction” to in-
vestigate the impact of the investment expectation
gap. Table 7 reports corresponding regression re-
sults. Since both the “Happiness” and “Satisfaction”
variables are ordinal variables, order-Logit models
are used for estimation in each column. The re-
gression results show that, except for the second
column, the regression coefficients of the Exp_g
(investment expectation gap) variable are signifi-
cantly less than zero at a 1% significance level in
each column. The expansion of the investment ex-
pectation gap significantly decreases the satisfac-
tion with the current asset allocation and house-
hold happiness. By combining the findings with
the conclusion from existing literature that nega-
tive emotions will make households overestimate
the risk and reduce their trust levels, H3 and H4
have been tested.

Table 7. The impact of investment expectation
gap on happiness/satisfaction with asset
allocation

_ @ @ @

Variables :
: Happiness Satisfaction
—0.191*** | —0.167** | —0.368*** | —(0.289***
Exp_g 444444444444
(-3.00) (-2.29) (-5.84) (—4.00)

Controls Yes Yes
Province Yes Yes
N {11,133 11,133 11,138 11,138
Pseudo R2 0.00037 0.0343 0.00133 0.0371

Note: The OLogit model reports regression coefficients with
the z-value in parentheses. *** represents significance level
at 1%, ** represents significance level at 5%, and * repre-
sents significance level at 10%.
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Table 8 presents the findings regarding the influ-
ence of the investment expectation gap on the
household savings rate. Except for replacing the
dependent variable with the “Saving” variable, the
model settings in the first and second columns
align with those in the third and fourth columns
of Table 2. In the regression results, the coefficient
of the Exp_g (investment expectation gap) variable
is significantly less than zero at the 1% significance
level. Taking the results in the second column as
an example, an increase of one unit in the Exp_g
variable corresponds to a 5.5 percentage point de-
crease in the true value of the household savings
rate. This finding indicates that the investment
expectation gap not only suppresses investments
in risky financial assets, but also significantly re-
duces the willingness of households to save, and
finally resulting in a further reduction in the level
of risky financial assets held by households.

Table 8. The impact of investment expectation
gap on household savings rate

(1) (2)

Variables -
Saving
~0.161%** | —0.055%**

Exp_g froes s e

; (-10.14) (-3.85)
Controls Yes
Province Yes
N ‘ 11,139 11,139
Pseudo R2 0.00784 0.250

Note: The Tobit model reports regression coefficients with
the t-value in parentheses. *** represents significance level
at 1%, ** represents significance level at 5%, and * repre-
sents significance level at 10%.

4. DISCUSSION

This paper aims to explore the role of the invest-
ment expectation gap in household financial asset
investment decisions. The research findings sug-
gest that these gaps significantly affect both the
likelihood and depth of household investments
in risky financial assets. Previous research has
consistently emphasized the explanatory power
of expectations for household investment behav-
ior, which aligns with the results of this paper
(Dusansky & Kog, 2007; Armona et al., 2019). Two
main factors contribute to this conclusion. On the
one hand, under the influence of self-interest ten-
dency, households are more inclined to attribute

http://dx.doi.org/10.21511/imfi.21(1).2024.25

the disparity between ideal and actual investment
returns rate to external factors, such as the low-
er profitability of available risky financial assets
in the market, rather than internal factors, like
investor characteristics and unrealistically high-
profit expectations (Wolosin et al., 1973). Due to
the inability of risky financial assets in the mar-
ket to meet the excessive profit expectations of
households, households tend to avoid investing in
these assets identified as insufficient profitability,
leading to dissatisfaction with the current asset
allocation situation and the desire to avoid risky
financial asset investments. On the other hand,
an excessive investment expectation gap will lead
to dissatisfaction with the current asset alloca-
tion situation within households and reduce the
happiness of household members. Under the in-
fluence of this negative emotion, households tend
to overestimate the likelihood of negative events
(Johnson & Tversky, 1983; Cao & Wei, 2005), ex-
hibit lower levels of trust, and ultimately lead to
avoidance of investing in risky financial assets
(Guiso et al., 2008; Cui & Zhang, 2021).

However, what differs from the conclusions of
this study is that in some literature examining
corporate investment behavior, when actual busi-
ness performance fails to meet targets, manage-
ment may be compelled by operational pressures
to increase their motivation for risk-taking deci-
sions and information manipulation (Harris &
Bromiley, 2007; Chen, 2008). This disparity may
stem from differences in the backgrounds of
household investors and corporate management
when facing an expectation gap. The widening of
the performance expectation gap will subject cor-
porate management to significant pressure from
stakeholders. Consequently, they will be more
driven to improve performance through high-risk
decisions, aiming to uphold their own managerial
reputation. However, the situation is different for
household investors. As most households tend to
avoid risky investment activities when there is a
high investment expectation gap, external advice
received by households will tend to advise reduc-
ing investments in risky financial assets. This has
led to differences in investment behavior between
corporate management and household investors.

The study offers some policy implications. On the
one hand, this paper finds that an expanded in-
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vestment expectation gap significantly restrains
household’s participation in risky financial in-
vestments. When the actual investment return
rate fails to meet their targets, households sig-
nificantly reduce their holdings of risky finan-
cial assets. In periods of economic downturns
and financial market volatility, an enlarged in-
vestment expectation gap leads households to
decrease their holdings of risky financial assets,
which may amplify financial asset price fluctu-
ations causing a decline in investment returns.
Therefore, promoting financial literacy and help-
ing households form rational investment perfor-
mance goals can encourage diversified asset allo-
cation and mitigate herd behavior among house-
hold investors in financial markets. On the oth-
er hand, this paper reveals that the investment
expectation gap significantly lowers households’
perception of risky financial asset profitability.
This may lead households to underestimate the

returns of risky financial assets and avoid engag-
ing in such investment activities for an extended
period. Thus, emphasis should be placed on pro-
moting a rational investment mindset to prevent
households from forming a long-term aversion
to investing in risky financial assets due to single
investment failures.

Future research could be pursued from two per-
spectives. On the one hand, studies should con-
duct a deeper analysis of the determinants of
household investment expectations, considering
factors such as socioeconomic background, cogni-
tive biases, and financial education. On the oth-
er hand, the effectiveness of various intervention
measures could be investigated, spanning from
financial literacy education to the application of
digital technologies to optimize household asset
allocation structures and foster greater invest-
ment confidence among households.

CONCLUSION

This paper explores the role of the investment expectation gap in household decisions to invest in risky
financial assets. This study utilizes data from the China Household Finance Survey 2019 to investigate
the significant negative impact of the investment expectation gap on the probability and intensity of
household investments in risky financial assets. These conclusions remain robust after subsample tests,
redefining the dependent variables, and addressing endogeneity treatment.

Examining the potential mechanisms underlying the impact of the investment expectation gap on
household investment behavior, this paper finds that the investment expectation gap leads to a decrease
in the perceived profitability of stocks and dissatisfaction with current asset allocation and the house-
hold members’ subjective well-being. Significantly, investment expectation gaps not only dampen the
intensity of household investments in risky financial assets but also result in a decline in savings rates,
further encouraging households to avoid investing in risky financial assets.

Based on the research findings, policymakers should focus on enhancing financial literacy among
households to facilitate the formation of rational investment goals for households. Additionally, atten-
tion should be paid to residents’ cognitive biases regarding asset returns to prevent investment failures
from leading to long-term underestimation of asset profitability.
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