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Summary

This paper, which makes use of nearly two decades of comprehensive IQ scores from inductees in Finland’s mandatory military service, analyzes whether intelligence predicts superior performance. Using approximately eight years of data, we find that high IQ investors’ stock purchases subsequently outperform low IQ investors’ purchases by an economically and statistically significant margin, particularly in the near future. For example, the abnormal returns of a portfolio constructed from yesterday’s (or the day before yesterday’s) purchases of the highest IQ investors exceed the abnormal returns of below-average IQ investors by an average of about 11% per year. The performance differences arise from high IQ investors’ exceptionally good stock picks and not from low IQ investors’ poor stock picks.

There is clear evidence that high IQ investors’ stock purchases predict price increases. Sells of higher IQ investors have little predictive power for price decreases. This asymmetry is consistent with the argument that it is easier to profit from positive information because fewer trading restrictions exist on the buy side. The performance result is strongest for the 4% of the population with the highest score on the intelligence test. The return difference between high and low IQ investors’ purchases is about the same for stocks bought one and two days prior; the return difference drops for purchases made in the more distant past, becoming negligible for purchases made more than one month prior.

In addition to investigating whether high IQ investors’ trades subsequently outperform low IQ investors’ trades, we analyze whether IQ influences trading costs. Marrying IQ data with second-by-second limit order book and stock trading data, we find that high IQ investors are more likely to obtain lower trading costs, both for market and limit orders. The execution prices of stocks bought by high IQ investors—in comparison to the bid-ask midpoint 0, 1, and 5 minutes after the trade, as well as to the day’s and next day’s closing transaction price—are relatively lower than those of stocks bought by low IQ investors. Moreover, the execution prices for stocks sold by high IQ investors are relatively higher. The market orders of smart investors are placed at times when bid-ask spreads temporarily narrow.  The limit orders of smart investors are less likely to execute against an order placed by an investor with superior private information about the stock.
