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Organizing biases in prediction markets

Tadashi Okano

Abstract: In this paper, | examine the effects of biases that are included in the prediction market and consider a
method for its control. Prediction markets are one of the mechanisms in making an accurate forecast. They can
provide accuracy that exceeds the insights of the best individuals through aggregating many potential insights

from people.

However, contrary to expectations, the prediction market is not spread yet. Many introducing organizations do
not have sufficient understanding of it, and user satisfaction is also low.
For this reason, | thought they would not be able to control the causes of market failure. Thus, in this report, |

studied its system by focusing on the control of user bias.

When these biases are | eft, the market cannot always make exact predictions. In addition, it is difficult to notice
in advance when the prediction deviates from the accuracy. In the use of prediction markets, this has become an
important obstacle. A number of previous studies on bias and its effects already exist. However, no studies have

organized those biases. In addition, a study of the method of market operation for bias control is also insufficient.

Regarding the mechanism by which the prediction market produces accurate predictions, there are two conflicting
hypotheses, the "Marginal Trader" hypothesis and the "Wisdom of Crowds" hypothesis. They show different
understandings of how bias on traders is controlled in the process. In the 3rd chapter, | review this controversy

and examine the hypotheses' validity.

| create alist of some biases and survey the nature of the biases in previous research. Then | classified them into
the "insight formation stage," "expressing insight stage," or "aggregating insight stage" based on the differences

in how they occur.

Keywor ds: prediction market, cognitive bias, wisdom of crowds
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