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	1. Behavioral Finance: An
Overview  and Main
Concepts
Week 1
 


	2. What is Traditional  Finance (TF)?
• TF is normative. It tries to prescribe what investors should do in order to achieve an optimal
outcome.
• TF is built on the assumptions of
• Rational individuals (REM) (Utility Maximization theory)
• Perfect information
• Efficient markets that quickly absorb new information (EMH)
• TF is grounded in neoclassical economics.
• TF is not completely realistic in terms of how the real-world works
 


	3. What is Behavioral  Finance (BF)? (1/2)
• Behavioral economic theories modify the TF models by relaxing certain assumptions and
acknowledging that people aren’t economic machines.
• People are:
• Weird (behave differently)
• Don’t always act rationally
• Make mistakes in processing things
• Perfect information doesn’t exist.
• BF knows people might act in a way that a rational model can't predict.
• BF is a descriptive or observational discipline
 


	4. What is Behavioral  Finance (BF)? (2/2)
• Meir Statman “Standard Finance people are modeled as “rational”, whereas behavioral
finance people are modeled as “normal”.
• Normal people behave in a manner and with outcome that may appear irrational or
suboptimal from TF perspective.
• Divergence between expected and observed behavior.
• BF attempts to understand and explain observed investor and market behaviors.
 


	5. Why it is  important to
understand investor and
market behaviors?
 


	6. Three approaches to  analysis of decisions (1/2)
• Raiffa (1997) provides three approaches to the analysis of decisions that provide a more
accurate view of a “real” person’s thought process.
• Normative analysis: Concerned with rational solution to the problem at hand.
• Descriptive analysis: Concerned with manner in which real people actually make
decisions.
• Prescriptive analysis: Concerned with practical advice and tools that might help
people achieve results more closely approximating those of normative analysis.
 


	7. Three approaches to  analysis of decisions (2/2)
• According to Raiffa (1997) approaches to decision analysis:
• We can think of TF assumptions as_______________.
• We can think of BF explanations of people behavior as _______________.
• We can think of efforts to use BF in practice as _____________.
 


	8. Market Efficiency
• The  Efficient market hypothesis (EMH) is a theory that asserts: As a practical matter, the
major financial markets reflect all relevant information at a given time.
• Market efficiency research examines the relationship between stock prices and available
information.
• The important research question: is it possible for investors to “beat the market?”
• Prediction of the EMH theory: if a market is efficient, it is not possible to “beat the
market” (except by luck).
 


	9. What Does “Beat  the Market” Mean?
• The excess return on an investment is the return in excess of that earned by other
investments that have the same risk.
• “Beating the market” means consistently earning a positive excess return.
 


	10. Forms of Market
Efficiency,
(i.e.,  what
information is
used?)
• A Weak-form Efficient Market is one in which past
prices and volume figures are of no use in beating
the market.
• If so, then technical analysis is of little use.
• A Semistrong-form Efficient Market is one in which
publicly available information is of no use in beating
the market.
• If so, then fundamental analysis is of little use.
• A Strong-form Efficient Market is one in which
information of any kind, public or private, is of no use
in beating the market.
• If so, then “inside information” is of little use.
 


	11. Traditional versus Behavioral  perspective
Traditional perspective
• TF is grounded in neoclassical economics.
1. Maximize the present value of their
expected utility subject to a budget
constraint
2. Update probability calculations using
Bayes’ formula
3. Are perfectly rational
4. Are self-interested
5. Have perfect information
6. Are risk averse
Behavioral perspective
• BF attempts to understand and explain
investor and market behaviors.
• BF is based on assumptions derived from
observed financial behavior rather than
idealized financial behavior.
• Two classes
• Behavioral Finance Micro (BFMI), examine
behavior or biases that distinguish investor
behavior from rational investors.
• Behavioral Biases: Cognitive errors &
Emotional biases
• Behavioral Finance Macro (BFMA),
considers market anomalies that distinguish
markets from efficient markets.
• Technical anomalies
• Calendar anomalies
• Fundamental anomalies
 


	12. Traditional perspective
Utility Theory  and Bayes’ Formula
• The level of satisfaction that individuals derive from goods and services is
known as utility.
• In utility theory, people maximize the present value of utility subject to a
present value of budget constraint.
• This implies that individuals limit their consumption based on their current income and
are disciplined savers in order to maximize their utility in retirement.
• Individuals follow four axioms (completeness, transitivity, independence, and
continuity) when making any decision.
• Traditional finance assumes that individuals act according to the utility theory
model and, when given new information, use Bayes’ formula to update the
probability of possible outcomes.
 


	13. Traditional
perspective
Rational Economic Man  (REM)
• Individuals who make economic decisions
according to utility theory and use Bayes’ formula
to update probabilities is called REM.
• REM has:
• Perfect rationality, which means that their
decisions are entirely logical and never
influenced by logical flaws or human emotions.
• Perfect self-interested, which mean that they
consider only their own utility and never the
well-being of others.
• Perfectly information, which means that
consumers will use all available information
when making purchasing decisions.
 


	14. Traditional
perspective
Risk Aversion
• Expected  Utility theory assumes Individuals as risk-
averse, which means that they receive diminishing
marginal utility from each additional unit of wealth.
• Graphically, risk aversion is represented by the
concave utility function.
• The implication is that an individual will derive less
pleasure when his net worth increases from $40
million to $41 million compared to the pleasure he
received when his net worth increased from $1
million to $2 million.
• For example: Choice between two scenarios:
• Guaranteed scenario, the person receive $100
• Uncertain scenario, a coin is flipped to decide
whether the person receives $200 or nothing.
 


	15. Behavioral
perspective
Challenges to REM
•  Perfect rational, individuals are subject to
cognitive errors and emotional biases
• Perfectly self-interested, people wouldn’t
donate to charity or exhibit any altruistic
behavior.
• Perfect information, Individuals cannot possibly
obtain and process all available information
when making economic decisions.
 


	16. Behavioral
perspective
Utility Maximization and  Counterpoint
• Traditional finance uses indifference curves to
analyze the trade-offs that individuals make when
seeking to maximize overall utility.
• For example, a worker chooses the optimal trade-
off between work hours and leisure hours that is
consistent with maximizing her utility.
• Behavioral finance advocates that indifference
curve analysis is overly-simplistic if it fails to
account for external factors such as risk.
 


	17. Behavioral perspective
Attitudes Toward  Risk
• TF assumes that individuals are risk-averse and therefore won’t take any
bet that has a negative expected value.
• For example, lottery tickets have a negative expected returns.
• Traditional finance also assumes that individuals are risk-averse regardless
of their level of wealth.
• However, behavioral finance researchers have observed that people’s
utility functions may change at different levels of wealth, which means that
individuals may be simultaneously risk-averse when considering potential
losses and risk-seeking when considering potential gains.
 


	18. Behavioral perspective
Neuro-economics
• Neuro-economics  is a prescriptive perspective that uses techniques
such as brain imaging and chemical analysis to study what is
happening when people make economic decisions and offer insight
into how humans can get closer to becoming REM.
 


	19. Decision Making
Bounded Rationality
•  The concept of bounded rationality recognizes that, in reality, people
do not always use the axioms of utility theory or behave according
like the Rational Economic Man.
• Bounded rationality relaxes the assumptions that individuals are
perfectly rational and possess perfect information.
• People rely on heuristics (also called “rule of thumb”) to make
decisions that are not necessarily optimal but are “satisficing” (a
combination of the words “satisfy” and “suffice”).
 


	20. Decision Making
Prospect Theory
•  Utility theory assumes that individuals are always risk-averse.
• By contrast, prospect theory assumes that individuals establish a
reference point and evaluate economic decisions based on whether
the choice is framed as the prospect of a gain or a loss. The concept
of reference dependence is incompatible with expected utility theory.
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