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Irrationality in skewness preferences
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The phenomenon that stocks with high skewness had a lower realized return than those with low skewness has been widely documented in recent decades. In our paper, we create hypothetical skewed distributions with different skewness levels and evaluate them in very left-tail sensitive scenarios using Monte Carlo randomized simulations. We show that skewness does have a statistically significant impact. Utilizing these hypothetical distributions, we can calculate the expected skewness premia compared to a portfolio with a normal distribution at different investment horizons that would compensate investors for a higher chance of left-tailed outcomes. When comparing our results to premia found empirically in other papers, we find that the extra risk from investing in a long-short portfolio of stocks with low skewness minus stocks with high skewness can largely be diversified away such that even for very left-tail sensitive investors the empirical skewness premia is much higher than the expected skewness premia. Suggesting that the premia found in recent papers are irrationally high and behavioral effects are likely to be responsible for the rest of the premia that is not explained by return risk.



