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Dear Student 

You are receiving this document to provide you with insight as to what information is being 
presented in myUnisa, the official learning management system of the University. If at all 
possible, I would like to encourage you to set up your myLife account at https://my.unisa. 
ac.za/portal and join the online learning environment.  

 

Figure 1: myUnisa portal 

 

Other topics in this document include the following 

• the getting started letter        p 2 
• the welcome message on the home page     p 8 
• outcomes and assessment criteria       p 9 
• frequently asked questions (FAQs)      p 11 
• the discussion forums and discussions      p 23 
• the learning units        p 28 

 

myLife 
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Getting started letter 
 

Welcome to the module on Investor Psychology (IOP3708). 
 

I hope that your experience of this module will be enjoyable and enriching. 
 

 
 
This letter contains important information to get you started.  
 

GOING ONLINE 

USING THE NAVIGATION BAR AND myUnisa TOOLS 

PLANNING AND MANAGING YOUR TIME 

PARTICIPATING IN THE ONLINE LEARNING COMMUNITY 

CLOSING REMARKS 

 

GOING ONLINE 
As a registered Unisa student you will have access to the myUnisa electronic portal.  
 

 
Example 1: myUnisa electronic portal home page 
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From here you can access various online resources to assist you in your studies. Please 
ensure that you have activated your myLife e-mail and familiarise yourself with the my 
Studies @ Unisa brochure and other guidelines.  

You might also find it helpful to access the following links relating to studying online: 

• my Studies @ Unisa (1) 
• my Studies @ Unisa (2): What does it mean to be an ODL student at Unisa?  
• Get connected before you start to register on myUnisa 
 
Once you have registered and have your myUnisa login details, you will have access to the 
module sites of all the modules you have registered for.  

 

USING THE NAVIGATION BAR AND myUnisa TOOLS 
You can use various navigation options to navigate the module sites you have enrolled for. 
These options are displayed on the left-hand side of the screen of all the sites. Click on the 
specific navigation option, and it will open the page containing the information you are 
looking for. The first page you will see when opening any site is the home page.  

 

 
 

Example 2: Home page of module site 
 
Remember, from the IOP3708 home page, your lecturer is just a click away! I will follow a weekly 
schedule indicating what needs to be done for a specific week and thus the home page will be 
updated regularly. 

The following is an alphabetical list and accompanying explanation of other myUnisa options that I 
will use for this module.  

http://www.unisa.ac.za/contents/study2012/docs/myStudies-Unisa-2014.pdf
http://www.unisa.ac.za/contents/study2012/docs/myStudies-Unisa-2014.pdf
http://www.youtube.com/watch?v=j6QZrRF2iVU&feature=related
http://www.youtube.com/watch?v=fgO_NcxduGg&feature=related
http://www.youtube.com/watch?v=MAGvmgdSkEk&feature=related
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myUnisa options Explanation 

Additional Resources This option allows you to access different types of resources 
relevant to your studies, such as links to articles on investor 
psychology, assessments and assessment rubrics and PowerPoint 
presentations. The Additional Resources option contains a number 
of folders with files, links, graphs and other information. These 
additional resources will support your learning, and new resources 
might be uploaded during the semester. 

Announcements From time to time an announcement will alert you to important 
information. Sometimes you also will receive an e-mail notification 
in this regard. In addition, the most recent announcements will be 
displayed on the home page.  

Assignments This option allows you to submit assignments and monitor your 
assessment results. I will provide clear guidelines on the submission 
of assignments.  

Blogs The Blogs tool is used mostly for reflective activities. In the case of 
this module, marks might be assigned and awarded for blog 
activities. Should you require assistance in setting up your blog, go 
to the navigation bar of your module site, select the FAQs tool, and 
under the category “Technical issues” you will find directions to 
help you.  

Discussions/Discussion 
Forums 

This option is used mainly for interactive discussions and activities 
relating to the various topics and themes associated with the field 
of investor psychology. The forums and learning activities are 
created to assist and support you in mastering the learning 
outcomes. Participating in the discussions will also help you to be 
better prepared for the assignments.  
The module site contains a variety of discussion forums. There are 
forums where you can meet and chat with your fellow students 
(Forum 1: Student Lounge) and ask questions to your lecturer 
(Forum 2: Queries to my lecturer). In some instances, your 
participation in the discussion forums will be assessed and the mark 
awarded will form part of your year mark. However, this will be 
indicated clearly to you.  
In Forum 1: Student Lounge, you will be able to create your own 
discussions should you wish to do so. To find out more about how 
to create your own discussions, consult the category “Technical 
issues” under FAQs (frequently asked questions).  

FAQs (frequently 
asked questions)  

The FAQs tool provides questions and answers relating to the 
module. These are grouped in various categories ranging from 
assessment matters to technical issues. If you have any questions 
about the module, start by consulting the FAQs. Should you not find 
an answer to your question, you are most welcome to contact us.  

Glossary The Glossary tool allows you to access an alphabetical list of 
terms/terminology, usually specialised terms and their definitions, 
and which are related to the field of investor psychology. In printed 
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format, glossaries usually appear at the end of a book or sometimes 
at the end of chapters. By selecting the Glossary tool, you can easily 
access such a list of specialised terms and the accompanying 
explanations if you do not understand the meaning of the word or 
concept used in this discipline.  

Learning Units This option is the one that you will use most often. Here you will 
find content supporting the learning outcomes. The Learning Units 
option also provides information on learning activities, assessments 
and links to other valuable resources. Please note that the Learning 
Units option will be used in conjunction with your textbook.  

Official Study Material This option allows you to access and download the official study 
material such as the tutorial letters.  

Prescribed books 
 

This option is used in all the modules to display the prescribed 
textbook for the module. The prescribed textbook for this model is, 
Ackert, L.F. & Deaves, R. 2010. Behavioral Finance: Psychology, 
decision making and markets. South-Western, Cengage Learning 
(International Edition). 

Schedule This option displays the dates of the compulsory assignments and 
examinations. The calendar on the home page will also display all 
the dates of the various learning activities captured in the schedule. 
To access the information on scheduled events, click on the date in 
the calendar (which will be highlighted and underlined if activities 
are scheduled for that day), or click on the Schedule option in the 
navigation bar, which gives you the option to view the calendar by 
week, month or year. You can also use the Schedule option to help 
you plan and manage your time so that you can keep up with the 
various learning activities for this module. Unfortunately you will 
not be able to add or change schedule entries.  

Self-assessment This option allows you to access a variety of self-assessment 
activities related to the outcomes and various parts of the module. 
Some of the self-assessments will allow you to test your knowledge 
about a specific theme or topic presented in the study material and 
the Learning Units tool. On such self-assessments you will receive 
immediate feedback. The assessments that will be graded and that 
count towards your year mark will be clearly indicated.  

PLANNING AND MANAGING YOUR TIME 
There are 24 hours, 
1 440 minutes, and 

86 400 seconds in each day. 
Yet there never seems to be enough time to get everything done! 

Does this sound familiar? Attempting to balance study, work, family life and extracurricular activities 
is a challenge requiring you to manage ever-increasing and competing demands. You, therefore, 
need to draw up an appropriate schedule that will suit your individual needs and 
circumstances. Apart from the suggested study timetable (which you can access by selecting the 
Learning Units option – Overview), and the due dates for assignments (which you can access by 
clicking on the Schedule option), I do not prescribe a study timetable. However, here are some 
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recommendations. Given the time constraints, you may want to follow some of these 
recommendations. 
 

Browse through 
the module site 

Take time to browse through the module site and familiarise yourself 
with the requirements and demands of the module. This will enable 
you to see the “big picture” of the whole module. The FAQs tool (on 
the navigation bar of the module site) is a valuable resource and 
could be a useful starting point. Evaluate the demands, opportunities 
and challenges of your personal circumstances and determine how 
they relate to the assignment due dates and the other relevant 
learning activities you need to attend to. It may be a good idea to 
enter these dates in your personal diary immediately. 

Compile a personal 
study timetable 

Decide on strategies for planning ahead and compile your personal 
study timetable. I recommend you being disciplined in keeping to 
your schedule. Perhaps you could start with some preliminary 
reading and exploring the recommended material. The amount of 
information presented on the module site and the number of 
assignments to be completed may seem overwhelming at first, but 
do not be disheartened!  

Approach your 
studies 
systematically 

Work your way systematically through the various learning activities, 
reflective questions and assignments based on them. Make sure that 
you meet all the requirements for the learning activities. Use the 
learning outcomes and assessment criteria, the supporting material 
and learning activities (stipulated in the Learning Units option) to 
give you a foundation for the knowledge and skills you need to 
develop. To help you approach your studies with confidence, you 
may find it helpful to start by browsing through the module site and 
to acquaint yourself with the learning outcomes and assessment 
criteria, the additional resources and the learning units. The learning 
units are designed and developed in the form of manageable 
“chunks” to help you achieve the learning outcomes logically and 
systematically.  

Contact your 
lecturer 

Do not hesitate to contact us, your lecturers, if you experience any 
difficulties with any aspects of the module. You can contact us either 
via e-mail, telephone or the Discussion Forum. Our contact details 
are available on the home page of the module site. Remember, help 
is just a click away.  

Contact your peers  Please make regular contact with your peers (via the student lounge 
and other forums accessible by means of the Discussion Forum). 
Engage with your fellow students to clarify and broaden your 
understanding of challenging concepts and themes. You will find that 
by participating in discussions and continuously reflecting on your 
learning you will expand your knowledge base and develop new skills 
that you can apply in the workplace. Most students find these 
discussions with their lecturer or fellow students extremely useful 
when preparing their assignments. 
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PARTICIPATING IN THE ONLINE LEARNING COMMUNITY 
If you have taken online courses before, you may well be familiar with how to participate in 
online environments. However, if this is the first time you are taking an online course, you 
may be interested in how to go about communicating in cyberspace. An important issue of 
online communities is how people relate to each other. As you may know, the internet – 
cyberspace – has its own culture and accompanying conventions for e-mails, social networks 
and more formal online environments such as myUnisa, our educational learning 
management system.  

When communicating electronically, people often forget that the person on the receiving 
end is someone with feelings, facial expressions, gestures and a unique tone of 
voice. Without being able to observe these communication cues it is quite possible to 
misinterpret participants’ meaning – in the case of online communication, meaning is 
usually conveyed by written words only. Because online communication tends to be less 
personal, it would be a good idea to familiarise yourself with guidelines on netiquette (social 
codes/etiquette for the internet – available at http://www.albion.com/netiquette/ 
corerules.html). These guidelines will give you useful information about participating in 
online discussions, such as how to address one another and making sure that you “know 
what you’re talking about and make sense” (see rule 5). 

Please note that when participating in the online discussions, I strongly recommend that 
you direct your responses to your lecturer and fellow students by addressing them at the 
opening of your response. Also, when you end your contribution, sign off by using your 
name (or title and surname). This will serve as an indication of how you would like your 
lecturer and fellow students to address you.  

I urge you to make an effort and commit to following these guidelines to ensure that your 
communication and actions online are respectful.  

Now, to get started, please access Forum 1: Student Lounge and introduce yourselves to 
each other (Discussion 1).  

 

CLOSING REMARKS 
Familiarise yourself with the online environment before the module commences in January 
2018. 

We look forward to witnessing your progress at a personal and professional level during the 
year. 

It is truly a pleasure having you as a student, and we would like to take this opportunity to 
wish you every success with your studies. 

Your lecturers 

Prof Frans Maloa 
Mr Vuyani Muleya 
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Welcome message on the home page 

 
 

Welcome to this learning experience in investor psychology (IOP3708). I trust that you will 
find the module interesting, meaningful and personally enriching, and that it will be of 
practical value to you in your personal life and work situation. Please note that although the 
module is called investor psychology, the content in fact covers the field of behavioural 
finance.  

Investor psychology 
The purpose of this module is to introduce you to the recently developed field of investor 
psychology. You will be exposed to the cognitive and emotional weaknesses of the efficient 
market hypothesis (EMH) and how the emergent behavioural market hypothesis (BMH) 
could be used to mitigate these weaknesses. Through the module you will learn about the 
established key psychological terms, principles, concepts and theories that affect 
investment decisions taken by individual investors, analysts, strategists, brokers, portfolio 
managers, options, currency, futures traders and commentators. 

We will use this document to direct you through the various sections. Apart from the hard 
copy, there is also an electronic version available under the Additional Resources option in 
myUnisa. Please familiarise yourself with our module site and we recommend that you 
consult the Getting Started Letter first. 

Please visit the module site regularly to keep up to date with all the learning activities. You 
might also find it helpful to access the following links related to studying online: 

• my Studies @ Unisa (1) http://www.youtube.com/watch?v=j6QZrRF2iVU& 
feature =related  

• my Studies @ Unisa (2): What does it mean to be an ODL student at Unisa? 
http://www.youtube.com/watch?v=fgO_NcxduGg&feature=related 

• Get connected before you start to register on myUnisa. 
http://www.youtube.com/watch?v=MAGvmgdSkEk&feature=related 
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Do not hesitate to contact your lecturers by means of Discussion Forum 2: Queries to my 
lecturer, via e-mail or by paying your lecturers a visit at our offices at Muckleneuk Campus 
in Pretoria. Should you wish to visit us on campus, please remember to arrange an 
appointment beforehand (office hours: 08:00 to 16:00) 

Contact details 

Prof Frans Maloa (primary lecturer, course leader) 
E-mail: maloaf@unisa.ac.za 
Tel: +27 12 429 8810 

Mr Vuyani Muleya (secondary lecturer) 
E-mail: muleyv@unisa.ac.za 
Tel: +27 12 429 4346 

The next step 
Please select the Discussion Forum option (in the menu bar on the left), go to Forum 1: 
Student Lounge and introduce yourself to your fellow students under Discussion 1.  

It is truly a pleasure having you as a student, and we would like to take this opportunity to 
wish you every success with your studies! 

Outcomes and assessment criteria 
Outcomes Assessment criteria 

Specific outcome 1  
Describe and discuss 
behavioural finance and 
neuroeconomics, firstly in 
terms of background, 
conventional finance, the 
prospect theory and 
market efficiency; 
secondly, the behavioural 
science foundations of 
heuristics and biases, 
overconfidence and 
emotional foundations; 
and thirdly, in terms of the 
history of decision making. 

 

 

• Theories and definitions of behavioural finance and behavioural 
economics and neuroeconomics are researched to explain 
investment behaviour and the challenges to market efficiency.  

• The standard economic theory and behavioural economic 
theory are compared by using examples. The prospect theory, 
framing and mental accounting are defined, described and 
applied to explain behaviour. 

• Systematic biases, heuristics, overconfidence, emotional 
foundations and values distortion are defined. How these 
factors cause investors to behave irrationally or contra to their 
espoused values are discussed with reference to recent events. 

• The emerging field of neuroeconomics, how it relates to 
behavioural finance and what contributions it could make are 
discussed. 

• The outcome will be assessed by the student’s ability to 
demonstrate how psychological concepts, principles and 
theories affect investment decisions in written assessments and 
an open book examination where integration and application 
will be assessed. 

Specific outcome 2 
Demonstrate and explain 
how heuristics, biases, 
overconfidence and 
emotions, influence 

• Define, discuss, and apply how heuristics, biases, 
overconfidence and emotions influence individual investment 
decisions by looking at patterns of irrational behaviour. 

• The role of emotions and risk-and-reward dynamics in decision 
making are explained in terms of neuroscience research and the 
three-brains-in-one theory. 

mailto:maloaf@unisa.ac.za
mailto:muleyv@unisa.ac.za
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individual investment 
decisions taken by 
institutional investors, 
analysts, strategists, 
brokers, portfolio 
managers, options traders, 
currency traders, futures 
traders, financial traders 
and commentators. 

• The role of neurofinance research on investment behaviour is 
discussed. 

• This outcome will be assessed by the student’s ability to 
demonstrate how heuristics influences investment decisions in 
written assessments and an open-book examination where 
integration and application will be assessed. 

Specific outcome 3 
Discuss how social forces, 
systemic value distortion, 
endemic greed and moral 
ambiguity can lead to 
widespread market 
inefficiencies and wealth 
destruction. 

• The spirituality (i.e. trust, greed, values) or non-spirituality (i.e. 
cognitive, emotional, will) of financial decision making is 
researched to explain possible errors in financial decision 
making and how value distortion cause investors to behave 
irrationally or contra to their espoused values. 

• The integration of body (sensory intelligence), mind (cognition), 
soul (emotion, cognition and will) and spirit (heart-values) and 
their role in financial decision making is categorised. 

• This outcome will be assessed by the student’s ability to discuss 
the efficiency of financial markets from an investor psychology 
perspective in written assessments and an open book 
examination where integration and application will be assessed. 

Specific outcome 4 
Discuss behavioural 
market outcomes and 
corporate finance, by 
firstly discussing how 
behavioural finance 
attempts to explain 
market anomalies and 
stock market anomalies; 
and secondly, in terms of 
rational managers and 
irrational investors and 
managerial decision 
making. 

• An organisation’s response to irrational decisions on the part of 
the market/clients is analysed with reference to how an 
organisation attempted to counteract the trend. 

• Employees’ responses to reward systems are analysed with 
reference to insights from behavioural finance. 

• The Triunity Theory of Markets includes the mood of the market 
(emotions, semiotics, sentiment); the mind of the market 
(investment themes, market life cycles repeating themselves); 
and the body of the market (technical, price patterns, trend 
durations, rallies, declines). 

• This outcome will be assessed by the student’s ability to 
demonstrate how heuristics influences investment decisions in 
written assessments and an open book examination where 
integration and application will be assessed. 

Specific outcome 5 
Discuss the financial 
advisory process, money 
management and 
behavioural investing in 
terms of behavioural 
finance, neuroeconomics 
and neuroscience 
research. 

• Compare the financial advisory process in terms of standard 
financial practice versus the behavioural finance practice, 
referring to products, systems and organisational processes. 

• Apply the behavioural finance theory to identify and explain a 
client’s irrational investment decisions and how an intermediary 
can help the client to make an informed decision. 

• Discuss how behavioural finance insights can assist institutional 
investors, analysts, strategists, brokers, portfolio managers, 
options traders, currency traders, futures traders, financial 
traders and commentators, to make optimal financial decisions 
and give customer centric financial advice. 

• Discuss how psychographic profiling, personality types, money 
attitudes and risk profiling can be used to optimise financial 
decision making and associated advice.  
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Frequently asked questions (FAQs) 

CATEGORY QUESTIONS AND ANSWERS 

Tutorial letters Question 1: What information do the tutorial letters contain? 
Answer:  
The tutorial letters contain important information about the scheme of work, 
resources and assignments for this module. I urge you to read them carefully 
and to keep them at hand when working through the study material, 
preparing the assignments, preparing for the examination and addressing 
questions to your lecturer. 
More specifically, in Tutorial Letter IOP3708/101/2018, you will find the 
assignments and assessment criteria as well as instructions on the 
preparation and submission of the assignments. This tutorial letter also 
provides all the information you need about the study material, other 
resources and how to obtain it.  
Tutorial Letter IOP3708/201/2018 contains feedback on Assignment 01, 
while Tutorial Letter IOPALLA/301/2018 contains important information, 
which applies to all students registered in the Department of Industrial and 
Organisational Psychology.  
Right from the start, I would like to point out that you must read all the 
tutorial letters you receive during the semester, as they always contain 
important and, sometimes, urgent information. 
Please make sure that you work through the tutorial letters before you 
embark on any work in the study material or assessment tasks. 

 

Question 2: Will I receive all my tutorial matter when I register? 
Answer: 
Please note that not all of your tutorial matter may be available when you 
register.  
Tutorial matter that is not available when you register, will be posted to you 
as soon as possible.  
Please note: It is not possible to fax outstanding tutorial letters to students. It 
is, however, possible to download them from the module site under the tools 
Official Study Material and Additional Resources.  
It is, therefore, to your benefit to register as an online student so that you 
can access and obtain your study material immediately.  

Student support 
services 

Question 1: Whom should I contact regarding administrative queries? 
Answer: 
All administrative enquiries in the Department of Industrial and 
Organisational Psychology should be directed to the departmental helpdesk:  
E-mail address: DeptIOP@unisa.ac.za 
Tel: +27 (0)12 429 8033 or +27 (0)12 429 8054 

 

Question 2: Whom should I contact regarding academic queries? 
Answer: 

mailto:DeptIOP@unisa.ac.za
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All queries about the contents of this module (IOP3708) should be directed to 
your lecturer.  
Telephone calls should be made during office hours (08:30 to 16:00). Lengthy 
problems should rather be dealt with by e-mail. 
You are welcome to visit your lecturers at their offices on the Muckleneuk 
Campus, but please make sure that you have made an appointment 
beforehand. Appointments should be made at least three days in advance. 
The lecturers cannot guarantee that they will be able to attend to you if you 
arrive at the Department of Industrial and Organisational Psychology without 
an appointment. 
The contact details of your lecturers are as follows:  

 

Prof Frans Maloa 
Office number: AJH van der Walt Building 3-81 
Telephone number :+27(0) 012 429 8810 
E-mail address: maloaf@unisa.ac.za 

Or 

Mr Vuyani Muleya 
Office number: AJH van der Walt Building 3-82 
Telephone number :+27(0) 012 429 4346 

 

Question 3: What support can I expect from my lecturer?  
Answer:  
Your lecturers will use the home page to post regular messages to guide you 
through the semester. Furthermore, you will receive regular announcements 
to draw your attention to important learning events and assessment tasks. I 
have also prepared supporting learning resources and various discussion 
forums and topics, which you will be able to access through myUnisa. You can 
thus expect regular communication from your lecturers. Remember, help is 
just a click away. 

 

Question 4: What resources will I be able to access via myUnisa? 
Answer:  
I realise that, as a distance education student, you cannot always visit the 
library when you are searching for information. Therefore, I have included 
online resources on our module site, which you can access at any time. 
On this site, you will find the following material: 
• electronic copies of the tutorial letters (under Official Study Material) 
• articles related to investor psychology (under Additional Resources) 
• a direct link to the Unisa library (from the menu bar on the left of your 

module site) 
• summaries of discussion forums (in the relevant forums) 

Please note: There are no prescribed textbooks or books reserved via the 
electronic e-reserves system. 

Question 5: What other support services are available regarding general 
student matters? 

mailto:maloaf@unisa.ac.za
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Answer: 
If you need to contact the University about matters not related to the 
content of this module, please consult the publication my Studies @ Unisa 
that you received with your study material. This booklet contains information 
on how to contact the University (e.g. to whom you can write for different 
queries, important telephone and fax numbers, addresses and details of the 
times certain facilities are open).  
Always provide your name, student number and module code when you 
contact the University.  

 

Question 6: Are there any study groups for this module?  
Answer: 
There are no official study groups for this module. However, I strongly 
recommend that you form your own study groups with fellow students living 
in your area.  
To form study groups, you can share your contact details with your fellow 
students in the Student Lounge forum in Topic 2: Fellow student contact 
detail. Contact students who live near to you and invite them to form a study 
group.  

Online learning Question 1: Is it easier to learn online than through print-based material? 
Answer:  
No. The course content of an online class is usually identical to that of a print-
based distance learning course on the same topic. Compared to regular face-
to-face classes, some people think the workload is even more demanding, 
because you have to be a self-directed learner and stay motivated to keep 
on top of your work.  
The most successful online students tend to share the following 
characteristics:  
• They are self-motivated and are self-starters. 
• They have good organisational and time-management skills. 
• They are fairly familiar with computers and the internet.  
• They are resourceful and actively seek answers and solutions to questions 

and problems. 

Question 2: What are the benefits of learning online? 

Answer: 
In the online world you can study anytime, anywhere and at a pace that suits 
your individual learning style. Remember, though, that you will still have to 
meet the required deadlines for assignment submissions.  
Question 3: What internet skills would be useful for online learning? 

Answer:  
The most successful students tend to have the following skills: 
• familiarity with their web browser  
• familiarity with an e-mail program (including attaching documents and 

reading attachments)  
• some familiarity with web-based interactions – e-mail, social networks, 

learning management systems  
• familiarity with word processing (MS Word) 
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• experience in successful internet searches, using a variety of browsers 
and search engines  

 

Question 4: How important is attitude to achieve success in my studies and 
in an online learning environment?  
Answer: 
Your attitude is a very important factor to ensure success.  
I know that you are interested in investor psychology otherwise you would 
not have enrolled for this module. I want to encourage you to develop a 
positive attitude towards your studies and online learning environment. To 
achieve this, there are a number of things to bear in mind.  
TIME is important for a distance education student. You must be in control of 
your time and manage it effectively. Draw up a study programme at the 
beginning of the semester. This requires discipline, but will ensure that you  
• have sufficient time to work through all the relevant study material 
• are able to submit the relevant tasks and assignments on the due dates  
• have sufficient time for revision and preparing for the assignments and 

examination 
 

I would like to encourage you to follow the guidelines below:  
• Do NOT fall behind in your planning. 
• Work regularly and consistently. 
• Make sure that you understand the work as you go along. 
• Do NOT give up on difficult work; rather seek help as soon as possible. 

 

I hope that this information will make your studies easier, and that you will do 
well. 
 

Question 5: How should I approach my online learning?  

Answer: 
We all have different learning styles and preferences. However, consider the 
following pointers/guidelines:  
• Allocate time to work through each learning unit and do the activities. 
• Allow extra time for work that seems difficult or with which you know 

you have a problem. 
• When you compile a study plan, allow time for personal responsibilities 

(e.g. family responsibilities, work obligations, social obligations, leave).  
• Make use of your most productive time for study (e.g. late evening after 

the children have gone to bed or early morning before the rest of the 
family wake up).  

• Remember that it is more effective to study for one hour on a regular 
basis (e.g. every day) than for ten consecutive hours every two weeks. 
Decide now how many hours you are going to spend on your studies per 
week. I recommend that you put one to two hours aside each day.  

• Keep a record of your progress. It will be gratifying to see what you have 
accomplished, and it will inspire you if you fall behind. Be prepared for 
disruptions to your study programme due to unforeseen circumstances. 
You should, therefore, monitor your progress so that you can catch up 
immediately if you fall behind. Remember that it is easier to catch up one 
week’s lost hours than an entire month’s. 
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Technical issues 
related to 
myUnisa 

Question 1: How do I create a new topic, using the Discussion Forum 
option?  
Answer: 
To create a new topic in a forum, you need to do the following: 
1. Select and access the Student Lounge forum from the list of forums in 

the Discussion Forum option. 
2. Now, at the top of the page select the option Add a New Topic. 
3. Give your topic a descriptive name in the Topic Title box. 
4. In the Message box, write down the instructions for the discussion. 
5. Click on the Submit button to create your topic for discussion.  

 

Question 2: What is expected of me when I participate in discussion 
forums? 
Answer: 
Remember, online discussion forums are not the same as e-mail messages, or 
a letter to the lecturer, or a chat room. Therefore, the myUnisa discussion 
forums must not be used for personal messages to your lecturer or to one 
another. You are, however, welcome to use the forum marked Student 
Lounge to introduce yourself to your fellow students, to form study groups 
and to create your own topics. 
In this module, I will be using the online discussion forum for academic 
purposes. For this reason, the discussions will be based on topics related to 
module outcomes, the assessments and the supporting content.  
Online discussion forums are more like class discussions in a face-to-face 
classroom, where the lecturer raise discussion points and ask questions. All 
the students can then respond to the lecturer’s questions as well as to one 
another’s responses. The lecturer can then clarify uncertainties and perhaps 
provide a summary at the end of a discussion.  
Participating in discussion forums provides you with opportunities to 
• discuss and clarify issues in the subject area 
• share experiences and ideas with peers and lecturers 
• solve problems collaboratively 
• debate topical issues 
• raise questions about the topic under discussion 
• introduce the most recent developments in the subject area 
• receive immediate feedback on assignments 
• have access to additional resources related to relevant topics in this 

subject/discipline 
 

Question 3: How do I set up my own blog? 
Answer: 
The Blogs tool is a useful way of sharing your views and thoughts on this 
module with your fellow students. What I would like you to do is to create 
your own blog in this site and to use it as a place where you reflect on your 
progress in this module. You can also read and write comments on your 
fellow students’ blogs, as long as they are positive and uplifting! 
To get your own blog started, follow these instructions: 
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1. Go to the Blogs tool. 
2. Click on the Add blog entry link at the top to start your blog. 
3. Give your blog entry a title.  

• You could use something like “Reflections on my learning experience in 
this module”. This is just an example for a title.  

• Your name will automatically show next to this blog entry. 

4. Then type your message inside the text box provided. 
5. After the text box, you are asked to “choose who can see this entry”. 
6. The default setting of the blog is ticked: This entry is publicly viewable.  

• You should NOT change this, because this is the only way that anyone 
can read your reflections and leave comments. 

• If you have not quite finished, you can click on the Save Draft button. 
No one else will be able to read your blog until you click on Publish 
entry. [Note: if you save a draft, you need to click on this entry is 
publicly viewable when you have finished and want to publish.] 

7. If you want to add a comment to someone’s blog, just click on the link 
Leave a comment at the bottom of the blog you are reading. 

You can add links, bullets, lists, colour and so forth, by using the editing 
buttons. You can also go back, delete and edit your blogs. You can create new 
blogs on different topics under your name by just clicking on Add blog entry 
again. 

Study programme 
Given the limited time you have to work through the prescribed material, complete the 
assignments and prepare for the examination, I have drawn up a study schedule for you.  

This study schedule basically consists of a few guidelines indicating when you should have at 
least completed certain sections of the study material. Remember though that these are 
only guidelines – you should always work at your own pace and you may even prefer to 
draw up your own time management schedule, which is better suited to your particular 
situation. A study programme for the second semester is also provided. 
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FIRST SEMESTER (FEBRUARY TO JUNE 2018) 

Prescribed textbook 

 

Study guide 
001/3/2018: 

Discussion Forum 

Study guide 
 001/3/2018 

Activities 

Online self- 
assessment 

Week 1 (25 – 29 January 2018) 
Orientation: 
Read the 
introductions to the 
prescribed chapters 
and Tutorial Letter 
101/3/2018 

Take part in 
Discussion Forum 1: 
Discussions 1 and 2 

Read 
Study guide 
 001/3/2018  
 

 

Week 2 (1–5 February 2018) 

Study: 
Chapter 1 

Take part in 
Discussion Forum 2: 
Discussion 1 

Read learning outcome 1 
Do activity 1 

Do: 
Online self-
assessment  

Week 3 (8–12 February 2018) 

Study: 
Chapter 2 

Take part in 
Discussion Forum 2:  
Discussion 2 

Read learning outcome 1 
Do activity 2 

Do: 
Self-assessment  

Week 4 (15–19 February 2018) 

Study: 
Chapter 3 

Take part in 
Discussion Forum 2:  
Discussion 3 

Read learning outcome 1 
Do activity 3 

Do: 
Self-assessment  

START WITH ASSIGNMENT 01 

Week 5 (22–26 February2018) 

Study: 
Chapter 4 

Take part in 
Discussion Forum 2:  
Discussion 4 

Read learning outcome 1 
Do activity 4 

Do: 
Self-assessment  

Discuss any questions on learning outcome 1 in Discussion Forum 2: Discussion 5 

WORK ON ASSIGNMENT 01 

Week 6 (29 February–4 March 2018) 

Study: 
Chapter 5 

Take part in 
Discussion Forum 3: 
Discussion 1 

Read learning outcome 2 
Do activity 1 

Do: 
Self-assessment  

Discuss any questions on learning outcome 2 in Discussion Forum 3: Discussion 1 
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FIRST SEMESTER (FEBRUARY TO JUNE 2018) 

Prescribed textbook Study guide 
001/3/2018: 

Discussion Forum 

Study guide 
001/3/2018: 

Activity 

Online self- 
assessment 

WORK ON ASSIGNMENT 01 

Week 7 (7–11 March 2018) 

Study: 
Chapter 6 

Take part in 
Discussion Forum 4:  
Discussion 1 

Read learning outcome 3 
Do activity 1 

Do: 
Self-assessment  

ASSIGNMENT 01: DUE DATE 14 MARCH 2018 

Week 8 (14–18 March 2018) 

Study: 
Chapter 7 

Take part in Discussion 
Forum 4:  
Discussion 2 

Read learning outcome 3 
Do activity 2 

Do: 
Self-assessment  

START WITH ASSIGNMENT 02 

Week 9 (21–25 March 2018) 

Study: 
Chapter 8 

Take part in 
Discussion Forum 4: 
Discussion 3 

Read learning outcome 3 
Do activity 3 

Do: 
Self-assessment  

WORK ON ASSIGNMENT 02 

Week 10 (28 March–1 April 2018) 

Study: 
Chapters 11–12 

Take part in 
Discussion Forum 4:  
Discussion 4 

 

Read learning outcome 3 
Do activity 4 

Do: 
Self-assessment  

Discuss any questions on learning outcome 3 in Discussion Forum 4: Discussion 5 

WORK ON ASSIGNMENT 02 

Week 11 (4–8 April 2018) 

Study: 
Chapters 13–14 

Take part in 
Discussion Forum 5:  
Discussion 1 

Read learning outcome 4 
Do activity 1 

Do: 
Self-assessment  

ASSIGNMENT 02: DUE DATE 11 APRIL 2018 
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FIRST SEMESTER (FEBRUARY TO JUNE 2018) 

Prescribed textbook Study guide 
001/3/2018: 

Discussion Forum 

Study guide 
001/3/2018: 

Activity 

Online self- 
assessment 

Week 12 (11–15 April 2018) 

Study: 
Chapters 15–16 

Take part in 
Discussion Forum 5:  
Discussion 2 

Read learning outcome 4 
Do activity 2 

Do: 
Self-assessment  

Week 13 (18–22 April 2018) 

Study: 
Chapters 18–19 

Take part in 
Discussion Forum 5:  
Discussion 3 

Read learning outcome 4 
Do activity 3 

Do: 
Self-assessment  
 

Discuss any questions on learning outcome 4 in Discussion Forum 5: Discussion 4 

Week 14 (25–29 April 2018) 

Revise all the 
chapters 
 

Take part in 
Discussion Forum 6: 
Discussion 1 

  

Week 15 (2 May–30 June 2018) 

Revise all the 
chapters 
 

Take part in 
Discussion Forum 6: 
Discussion 1 

 May/June 2018- 
examination 
begin  
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SECOND SEMESTER (JULY TO OCTOBER 2018) 

Prescribed textbook 
 

Study guide 
001/3/2018: 

Discussion Forum 

Study guide  
001/3/2018 

Activities 

Online self- 
assessment 

Week 1 (4–8 July 2018) 

Orientation: 
Read the 
introductions to the 
prescribed chapters 
and tutorial letter 
101/3/2018 

Take part in 
Discussion Forum 1: 
Discussion 1 and 2 

Read 
Study guide)  
001/3/2018  
 

 

Week 2 (11–15 July 2018) 

Study: 
Chapter 1 

Take part in 
Discussion Forum 2: 
Discussion 1 

Read learning outcome 1 
Do activity 1 

Do: 
Online self-
assessment  

Week 3 (18–22 July 2018) 

Study: 
Chapter 2 

Take part in 
Discussion Forum 2: 
Discussion 2 

Read learning outcome 1 
Do activity 2 

Do: 
Self-assessment  

Week 4 (25–29 July 2018) 

Study: 
Chapter 3 

Take part in 
Discussion Forum 2: 
Discussion 3 

Read learning outcome 1 
Do activity 3 

Do: 
Self-assessment  

Week 5 (1–5 August 2018) 

Study: 
Chapter 4 

Take part in 
Discussion Forum 2: 
Discussion 4 

Read learning outcome 1 
Do activity 4 

Do: 
Self-assessment  

Discuss any questions on learning outcome 1 in Discussion Forum 2: Discussion 5 

Week 6 (8–12 August 2018) 

Study: 
Chapter 5 

Take part in 
Discussion Forum 3: 
Discussion 1 

Read learning outcome 2 
Do activity 1 

Do: 
Self-assessment  

Discuss any questions on learning outcome 2 in Discussion Forum 3: Discussion 1 
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START WITH ASSIGNMENT 01 

Week 7 (15–19 August 2018) 

Study: 
Chapter 6 

Take part in 
Discussion Forum 4: 
Discussion 1 

Read learning outcome 3 
Do activity 1 

Do: 
Self-assessment  

SECOND SEMESTER (JULY TO OCTOBER 2018) 

Prescribed textbook Study guide 
001/3/2018: 

Discussion Forum 

Study guide 
 001/3/2018 

Activities 

Online self- 
assessment 

WORK ON ASSIGNMENT 01 

Week 8 (22–26 August 2018) 

Study: 
Chapter 7 

Take part in Discussion 
Forum 4: 
Discussion 2 

Read learning outcome 1 
Do activity 2 

Do: 
Self-assessment  

WORK ON ASSIGNMENT 01 

Week 9 (29 August – 2 September 2018) 

Study: 
Chapter 8 

Take part in 
Discussion Forum 4: 
Discussion 3 

Read learning outcome  
Do activity 3 

Do: 
Self-assessment  

ASSIGNMENT 01: DUE DATE 5 SEPTEMBER 2018 

START WITH ASSIGNMENT 02 

Week 10 (5–9 September 2018) 

Study: 
Chapters 11–12 

Take part in 
Discussion Forum 4: 
Discussion 4 
 

Read learning outcome 3 
Do activity 4 

Do: 
Self-assessment  

Discuss any questions on learning outcome 3 in Discussion Forum 4: Discussion 5 

WORK ON ASSIGNMENT 02 

Week 11 (12–16 September 2018) 

Study: 
Chapters 13–14 

Take part in 
Discussion Forum 5: 
Discussion 1 

Read learning outcome 4 
Do activity 1 

Do: 
Self-assessment  

WORK ON ASSIGNMENT 02 

Week 12 (19–23 September 2018) 

Study: 
Chapters 15–16 

Take part in 
Discussion Forum 5: 
Discussion 2 

Read learning outcome 4 
Do activity 2 

Do: 
Self-assessment  

ASSIGNMENT 02: DUE DATE 3 OCTOBER 2018 
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SECOND SEMESTER (JULY TO OCTOBER 2018) 

Prescribed textbook Study guide 
001/3/2018: 

Discussion Forum 

Study guide 
 001/3/2018 

Activities 

Online self- 
assessment 

Week 13 (3–7 October 2018) 

Study: 
Chapters 18–19 

Take part in 
Discussion Forum 5: 
Discussion 3 

Read learning outcome 5 
Do activity 3 

Do: 
Self-assessment 
12 

Discuss any questions on learning outcome 4 in Discussion Forum 5: Discussion 4 

Week 14 (10–14 October 2018) 

Revise all the 
chapters 
 

Take part in 
Discussion Forum 6: 
Discussion 1 

  

Week 15 (17 October–30 November 2018) 

Revise all the 
chapters 
 

Take part in  
Discussion Forum 6: 
Discussion 1 

 Oct/Nov 2018 
examination 
begin 
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The discussion forums and discussions 
Forums Topics 

Forum 1: STUDENT 
LOUNGE Use this 
forum to discuss 
general matters among 
yourselves. 
 

Discussion 1: Introduce yourself 
 

Dear Student 

Use this space to get to know your fellow students. 
 
Tell each other about your current work situation, professional 
background and anything else you would like to share. (±250 words) 
 

Discussion 2: Fellow student contact details 
 

Dear Student 

Use this space to share your contact details with your fellow 
students and to form study groups. 

Forum 2:  
THE BACKGROUND OF 
BEHAVIOURAL 
FINANCE 
(NEUROECONOMICS)  

Discussion 1: Introduction to investor psychology 

Dear Student 
Use this space to share your views about investor psychology. 

1. Read the following case study and discuss it with your fellow 
students and lecturer. 

The behaviour of individuals, practitioners, markets and 
managers is sometimes characterised as “rational”, but what 
exactly does that mean? In order to answer the question you 
need to understand how individuals make decisions when 
confronted with uncertainty. We note that decisions become 
complicated when there is uncertainty. An extension of the 
utility theory has been developed to address this problem of 
uncertainty by using expected utility maximisation. Discuss the 
dynamics of rational behaviour when people face uncertainty. 
(15 marks) 

2. Discuss key assumptions of neoclassical economics. (15 
marks)  
You are also required to consult and integrate content from 
the site below: 
 
httt://www.econlib.org/library/enc/NeoclassicalEconomics. 

 
Discussion 2: Neuroeconomics 

Dear Student 
Use this space to share your views on and experiences of 
neuroeconomics. 
1. Humans have perpetually sought new tools and insights to 

help them make decisions – from entrails to artificial 
intelligence, and what a long, strange trip has it been. 
Discuss the broad themes, provide detail from 1979 onward 
(prospect theory) and describe the developments since 1984 
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in the field of decision making. (15 marks) 
2. Neuroeconomic researchers may reach their goal: To provide 

a descriptive decision-making theory, which is not restricted 
to economic theory and more realistic than that of the homo 
economicus. Discuss this statement. (15 marks) 

 
Discussion 3: Decision-making process 

Dear Student 
Use this space to share your views on the evaluation for psycho-
legal purposes.  
1. Research indicates that stock market forecasters are also 

overconfident. Do they learn from their mistakes? (15 marks) 
2. The fact that risk and uncertainty are experienced differently 

might matter in times of financial crisis. Discuss this 
statement. (15 marks) 

3. The primitive, emotional parts of our brains have a powerful 
influence on the choices we make. Now neuroscientists are 
mapping the risk and reward systems in the brain that drive 
our best – and worst – decision making. Discuss this by 
referring to emotion and reason, risk and reward, thrill of the 
hunt, fear and loathing. (15 marks) 

4. Decision making often occurs in the face of uncertainty about 
whether one’s choices will lead to benefit or harm. The 
somatic-marker hypothesis is a neurobiological theory of how 
decisions are made in the face of an uncertain outcome. This 
theory holds that such decisions are aided by emotions, in the 
form of bodily states, that are elicited during the deliberation 
of future consequences and that mark different options for 
behaviour as being advantageous or disadvantageous. This 
process involves interplay between neural systems that elicit 
emotional/bodily states and neural systems that map these 
emotional/bodily states. Discuss this view. (15 marks) 

 
Discussion 4: Questions to the lecturer 

Dear Student 
Use this space to share with your lecturer any questions or 
concerns that you may have regarding the topics covered on this 
forum or in the study material. 

Forum 3:  
IMPLICATIONS OF 
HEURISTICS, BIASES, 
FOR FINANCIAL 
DECISION MAKING 

Discussion 1: Heuristics, biases, overconfidence and emotions 

Dear Student 
Use this space to share with your fellow students and lecturer your 
knowledge of heuristics, biases, overconfidence and emotions. 
1. Discuss the merits of the following statement: The evidence 

clearly indicates that proposers in dictator games care about 
fairness because they send responders more money than 
they have to. (15 marks) 

2. Discuss the merits of the following statement: Inside directors 
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should constitute the majority of a corporate board because 
insiders have superior understanding of the firm’s business 
operations. (15 marks) 

3. Your firm, which specialises in complex electronic products, 
has grown rapidly and you are now incorporating new stock. 
Even after incorporation, the founders, including you, will 
hold a large percentage of the stock. Your colleague 
recommends a large corporate board made up exclusively of 
outsiders. Would you support and follow his/her recommen-
dation or would you be concerned about the size of the 
board? Discuss this suggestion by detailing the pros and cons 
of the size of such a corporate board. (15 marks) 

 

Discussion 2: Questions to the lecturer 

Dear Students 
Use this space to share with your lecturer any questions or 
concerns that you may have about the topics covered in this forum 
or the study material. 

Forum 4:  
SOCIAL FORCES IN 
DECISION MAKING 

Discussion 1: Behavioural market outcomes and corporate finance 

Dear Student 
Use this space to share your views and experiences about 
behavioural market outcomes and corporate finance. 
1. In the context of the BSV model, explain intuitively (non-

technically) why two consecutive earnings changes in the 
same direction make investors less likely to think that they 
are in regime 1 (mean-reversion) as opposed to the case of 
two earnings changes in alternate directions. (15 marks) 

2. Momentum is the anomaly that gives those subscribing to 
efficient markets the most trouble. Explain this statement. 
(15 marks) 

3. In a Ponzi scheme, named after Charles Ponzi, investors are 
paid profits out of money paid by subsequent investors 
instead of from revenue generated by a real business 
operation. Unless an ever-increasing flow of money from 
investors is available, a Ponzi scheme is doomed to failure. 
What is the difference between a Ponzi scheme and an asset 
price bubble? (15 marks) 

 

Discussion 2: Rational explanations 

Dear Student 
Use this space to share your views on rational managers and 
irrational investors. 
1. Suppose a particular investment is believed by management 

to be a negative NPV undertaking, but many shareholders 
believe in it (15 marks), holding the view that investments 
like these are value creating. What should be done? Discuss 
this dilemma in the context of the heuristic model presented 
in chapter 4, page 68. (15 marks) 
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2. Investment activity is driven by both rational value 
maximisation and behavioural influences on the part of 
managers. Discuss this statement. (15 marks) 

 

Discussion 3: Managerial decision making 

Dear Student 
Use this space to share your views on managerial decision making. 

 

Discussion 4: Questions to lecturer 

Dear Students 
Use this space to share with your lecturer any questions or 
concerns that you may have about the topics covered in this forum 
or the study material. 

Forum 5: 
FINANCIAL ADVISORY 
PROCESS, MONEY 
MANAGEMENT AND 
BEHAVIOURAL 
INVESTING 
 

Discussion 1: Debiasing strategies 

Dear Students 
Use this space to share your views on the financial advisory 
process with your fellow students and your lecturer. 
1. What steps must occur before bias can be successfully 

expunged? Describe the process. (15 marks)  
2. Risk tolerance comes from risk capacity and risk attitude. 

What are the main determinants of risk capacity and risk 
attitude? (15 marks) 

3. Describe how the four continuums or polarities of the MBTI 
(Myers-Briggs type indicator) are used to understand money 
behaviour and decisions. Relate this to the eight traits 
ascribed to good investors and the education of investors. (15 
marks) 

 

Discussion 2: Behavioural finance 

Dear Students 
Use this space to share your views on the principles of behavioural 
finance with your fellow students and your lecturer.  
1. The principles of behavioural finance are being applied to the 

financial advisory process, possibly altering it significantly. 
The recent financial crisis has accelerated this process and 
new client priorities have emerged. List the post financial 
crisis emerging client priorities. (5 marks)  

2. Compare the financial advisory process in terms of the 
standard financial practice versus the evolving behavioural 
finance practice. (15 marks) 
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Forum 6: 
REVISION FOR 
EXAMINATION 
 

Discussion 4: Questions to lecturers 

Dear Students 
Use this space to share with your lecturer any questions or 
concerns that you may have about the topics covered in this forum 
or the study material. 
Discussion 1: Revision  

Dear Students 
Use this space to share with your lecturer any questions or 
concerns that you may have about the work that you have to 
prepare for the examination. 
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Learning units 

 

 

Figure 1: The investor psychology framework 

The investor psychology framework covered in this module provides an accessible overview of the 

field, while at the same time illustrating how behavioural finance can be applied in real-world 

settings. With this in mind, the level of rigor has been kept low and the theory has been kept to a 

minimum. 

 

 

 

 

 



 

 

Summary of the resources used  
 

Learning unit Description E-reserves Link 

 Introduction  http://www.econlib.org/library/enc/NeoclassicalEconomics. 

  Prescribed articles  

LU1  1. Lowies, GA, Hall, JH & Cloete, CE. 2016. Heuristic-driven bias in property 
investment decision-making in South Africa. Journal of Property 
Investment & Finance, 34(1). 

2. Demirer, R, Kutan, AM & Zhang, H. 2014. Do ADR investors herd?: 
Evidence from advanced and emerging markets. International Review of 
Economics & Finance, 30:138–148. 

3. Buchanan, L. 2006. A brief history of decision making. Harvard Business 
Review, pp 32–41. 

4. Kenning, P. 2005. Neuroeconomics: An overview from an economic 
perspective. Brain Research Bulletin, 67:343–354. 

5. Buchanan, L. 2006. A brief history of decision making. Harvard Business 
Review, pp 32–41. 

6. Kenning, P. 2005. Neuroeconomics: An overview from an economic 
perspective. Brain Research Bulletin, 67:343–354. 

 

  Recommended articles  

  7. Bikas, E, Jurevičienė, D, Dubinskas, P & Novickytė, L. 2013. Behavioural 
Finance: The Emergence and Development Trends. Procedia-Social and 
Behavioral Sciences, 82:870–876. 

8. Lowies, GA, Hall, JH & Cloete, CE. 2013. The influence of frame 
dependence on investment decisions made by listed property fund 
managers in South Africa. Journal of Economics and Behavioral studies, 
5(11):805. 

 

LU2  Prescribed articles  

  1. Morse, G. 2006. Decisions and desire. Harvard Business Review, pp 42–
51. 

2. Naqvi, N. 2006. The role of emotion in decision making: A cognitive 
neuroscience perspective. Current Directions in Psychological Science, 
Association for Psychological Science, 15(5):260–264. 

 



 

 

 

  Recommended articles  
  1. Lowies, GA, Hall, JH & Cloete, CE. 2016. Heuristic-driven bias in property 

investment decision-making in South Africa. Journal of Property 
Investment & Finance, 34(1). 

2. Seetharam, Y & Britten, J. 2013. An Analysis of Herding Behaviour during 
Market Cycles in South Africa. Journal of Economics and Behavioral 
Studies, 5(2):89. 

 

LU3  Prescribed articles  
  1. Bartels, DM. 2008. Principled moral sentiment and the flexibility of moral 

judgment and decision making. Cognition, 108:381–417. 
2. Tart, CT. 2005. Future psychology as a science of mind and spirit. The 

Humanist Psychologist, 33(2):131–143. 
3. Webel, C. 2004. Are we beyond good and evil? – Radical psychological 

materialism and the cure for evil. Theory Psychology, 14(1):81–103. 

 

  Recommended articles  
  1. Kumar, S & Goyal, N.2015. Behavioural biases in investment decision 

making – a systematic literature review. Qualitative Research in Financial 
Markets, 7(1):88–108. 

2. 2012. Behavioural finance: the role of psychological factors in financial 
decision. Review of Behavioural Finance, (4)2:68–80.  

3. 2015. How fund managers in Malaysia make decisions. Qualitative 
Research in Financial Markets, 7(1):72–87.  

4. 2010. What can behavioural finance teach us about finance?. Qualitative 
Research in Financial Markets, 2(1):29–36.  

http://dx.doi.org/10.1108/19405971211284862 
 
http://dx.doi.org/10.1108/QRFM-09-2013-0028 
 
http://dx.doi.org/10.1108/17554171011042371 

LU4  Prescribed material  
  1. Dorsey, W. 2004. Behavioral Trading: Methods for measuring investor 

confidence, expectations and market trends. UK: Thomson, Texere: pp v; 
xiii, xvii-xxiii; 209-216. 

2. Bilbao-Terol, A, Arenas-Parra, M, Cañal-Fernández, V & Bilbao-Terol, C. 
2015. Multi-criteria decision making for choosing socially responsible 
investment within a behavioral portfolio theory framework: a new way of 
investing into a crisis environment. Annals of Operations Research, (1)32. 

3. Willows, G & West, D. 2015. Differential investment performance in South 
Africa based on gender. The International Business & Economics Research 
Journal (Online), 14(1):221. 

4. Kumar, S & Goyal, N. 2015. Behavioural biases in investment decision 
making – a systematic literature review. Qualitative Research in Financial 
Markets, 7(1):88–108. 

 

http://dx.doi.org/10.1108/19405971211284862
http://dx.doi.org/10.1108/QRFM-09-2013-0028
http://dx.doi.org/10.1108/17554171011042371


 

 

5. Hassan, A, Ansar, I & Shehzad, A. 2015. Impact of Individual Values on 
Investor Decision Making. A Case of Lahore Stock Exchange. International 
Review of Management and Business Research, 4(1):163. 

LU5  Prescribed material  

  1. 1. Ware, J. 2001). The psychology of money: an investment manager’s 
guide to beating the market. New York: John Wiley & Sons, pp 9–34. 

2. 2. Capgemini Consulting. 2010. World Wealth Report 2010. pp 1–40. 
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Overview 

PART 1
CONVENTIONAL FINANCE, PROSPECT THEORY, AND MARKET 

EFFICIENCY

CHAPTER 2
Foundations of Finance II: Asset Pricing, Market Efficiency, 

and Agency Relationships

                      CHAPTER 1
       Foundations of Finance 1: Expected Utility Theory

INTRODUCTION AND 
BACKGROUND

BEHAVIOURAL FINANCE

CHAPTER 3
Prospect Theory, Framing, and Mental Accounting

CHAPTER 4
Challenges to Market Efficiency

CHAPTER 5
Heuristics and Biases

CHAPTER 6
Overconfidence

CHAPTER 7
Emotional Foundations

PART II
BEHAVIOURAL SCIENCE FOUNDATIONS

 

Figure 2: Overview of Learning unit 1 that depicts the structure followed in presenting the 
introduction and background of the module 

The overview diagram offers a neat picture of the introduction of behavioural finance. Part 
1 and Part II present all the chapters that form the background to the module. 

PART 1: Conventional finance, prospect theory and market efficiency introduce traditional 
approaches to finance as well as the prospect theory as a model that addresses the 
shortcomings of the utility theory. How decision making is reached is discussed. Chapters 1 
to 4 will show how decision making is influenced by different factors by providing an 
explanation through decision making theories.  

PART II: The foundation of behavioural science is presented through a discussion of 
heuristics and biases, overconfidence and emotions. 

A detailed introduction of learning unit 1 will now be presented. 
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LEARNING UNIT 1 

Chapter 1: The background of Behavioural Finance 
(Neuroeconomics) 

STUDY TIP 
 

It is important that you read the overview of the chapters that cover the background of 
behavioural finance (neuroeconomics). It will give you a good indication and background 
of what behavioural finance is all about.  

 

INTRODUCTION 
Learning unit 1 covers the background of what behavioural finance is all about. In this 
learning unit you will be introduced to the key concepts and theory that provide the 
background to behavioural finance. As you will see as you progress through this learning 
unit, behavioural finance is rather eclectic in its approach and includes different disciplines 
such as economics and psychology. As a point of departure, you are expected to read the 
prescribed book together with specific articles that complement the learning content. 
However, the prescribed textbook underpins the core of the subject and should therefore 
be your starting point. Chapters 1 to 7 have specifically been selected for learning unit 1 and 
relate to important sections that share more information about the syllabus for this course. 
An overview of the specific chapters and relevant topics is provided next. 

OVERVIEW 
Chapter 1 of the prescribed textbook is an axiomatic, normative model that demonstrates 
how people should behave when facing decisions involving risk. In comparing prospects, 
which are simply probability distributions of final wealth levels, the basic procedure is to 
assign a utility level to each possible wealth outcome, to weight each utility value by the 
associated probability, and to choose the prospect with the highest expected utility.  

Chapter 2 covers mean variance and the capital asset pricing model (CAPM). They are 
central developments, providing first-time guidance on how risk should be measured and 
risky assets priced. The efficient market hypothesis (EMH), or, synonymously, market 
efficiency, which posits that asset prices reflect information so that excess returns cannot 
be earned on a consistent basis, is discussed. 

Chapter 3 covers a new theory of individual choice; one that would be grounded in actual 
behaviour and research in psychology. For some purposes, the prospect theory is 
supplemented with mental accounting, of which path dependence is an important thrust. 
The key elements of these models include evaluating outcomes relative to a reference point 
(such as the status quo), a strong aversion to loses, and context-dependent risk attitudes.  

Chapter 4 reviews several anomalies, which are defined as findings inconsistent with the 
simultaneous validity of both CAPM and efficiency.  
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Chapter 5 discusses modern economic and financial models and their emotionless decision 
making, possessing virtually unlimited cerebral RAM. Such decision making considers all 
relevant information, arriving at the optimal choice in a process known as constrained 
optimisation.  

Chapter 6 recognises peoples’ tendency toward overconfidence. Finally, chapter 7 considers 
what emotions are and how they influence decision making. 

When you have completed this learning unit, you should be able to understand the 
background and foundation of behavioural finance and address all learning outcomes as 
listed below. 

NB: Please note that there are power point slides under Additional Resources 
in myUnisa that covers all the chapters in the prescribed textbook. It is 
advisable that you download and read the slides as a quick reference to 
the course content covered in each chapter. 

Learning outcomes for Learning Unit 1 

At the end of this learning unit, you should be able to 

• describe and discuss behavioural finance 
• describe and discuss conventional finance 
• explain how the prospect theory and market efficiency influence decision 

making 
• discuss the behavioural science foundation of heuristics and biases 
• explain how overconfidence influences decision making 
• discuss emotional foundations 
• discuss the history of decision making 

 
 

Assessment criteria 

• Theories and definitions of behavioural finance and behavioural economics and 
neuroeconomics are researched to explain investment behaviour and the 
challenges to market efficiency.  

• The standard economic theory and behavioural economic theory are compared 
and examples are given. The prospect theory, framing and mental accounting 
are defined, described and applied to explain behaviour. 

• Systematic biases, heuristics, overconfidence, emotional foundations and 
values distortion are defined. How these factors cause investors to behave 
irrationally or contra to their espoused values are discussed with reference to 
recent events. 

• The emerging field of neuroeconomics, how it relates to behavioural finance 
and what contributions it could make towards understanding decision making 
is discussed. 
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• How psychological concepts, principles and theories affect investment 
decisions are demonstrated in written assessments and an open-book 
examination where integration and application is assessed. 

 
 

Topics covered under the learning unit are discussed next. 

CHAPTER 1: FOUNDATION OF FINANCE I: EXPECTED UTILITY 
THEORY 

1.1 Neoclassical economics 
The behaviour of individuals, practitioners, markets and managers is sometimes 
characterised as “irrational,” but what exactly does that mean? To answer the question, we 
must understand the foundation of modern finance, which is based on rational decision 
making. Neoclassical economics or standard theory helps us to understand how individuals 
make decisions when confronted with uncertainty. As a background, neoclassical economics 
argues about rational behaviour when economic decisions are made and there is no 
uncertainty about the future. It is argued that individuals should maximise utility (or 
happiness) based on their preferences, the constraints they face, and the information at 
their disposal. 

1.2 Expected utility theory 
Decision making becomes complicated when there is uncertainty. An extension of the utility 
theory has been developed for this purpose and is known as expected utility maximisation. 
The basic procedure is to ascertain the utility level generated by varying levels of wealth, 
and then, when choosing among prospects – which are defined to be probability dis-
tributions of different wealth levels – the expected level of utility of each of these prospects 
is calculated. The decision maker chooses the prospect with the highest expected utility. 

1.3 Risk attitude 
People prefer to avoid risk. It is however necessary to compensate them for assuming that 
risk exists, and the degree to which they must be compensated depends on their risk 
aversion. 

Despite the elegance of expected utility, there are a number of occasions when many 
people act contrary to it. The best known instance is the Allais paradox. Please read more 
about the Allais paradox on page 11 in your prescribed textbook. 

1 .4 Framing 
A decision frame is defined to be a decision maker’s view of the problem and the possible 
outcomes. A frame is affected by the presentation mode and the individual’s perception of 
the question, as well as personal characteristics. 
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Framing is a violation of the expected utility theory, which is based on the assumption that 
people should have consistent choices, regardless of the presentation. Psychologists and 
economists have documented that the frame has significant effects on the decisions people 
make, including decisions of a financial nature. Framing will be discussed further in 
chapter 3. 

CHAPTER 2: FOUNDATION OF FINANCE II: ASSET PRICING, MARKET 
EFFICIENCY, AND AGENCY RELATIONSHIPS 

In earlier times, financial economics considered psychological influences, but more recent 
finance has moved away from the social sciences and toward the framework adopted in 
natural order. In the natural sciences, the universe is viewed as adhering to rules of a 
natural order. In this tradition, financial decision making is usually modelled based on 
assumptions about the behaviour of individuals and markets. 

In finance the main issue concerns the trade-off between return and risk. We study how 
individuals and organisations acquire and allocate resources, while taking associated risks 
into account. The three central theories of modern finance are reviewed, namely the capital 
asset pricing model (CAPM), the efficient market hypothesis (EMH) and the agency theory. 

The capital asset pricing model (CAPM) describes how assets are priced in markets. The 
CAPM was the first to specify the nature of risk and the extent to which it should be priced. 

The next theory to be discussed is the efficient market hypothesis (EMH), also referred to as 
market efficiency. EMH posits that asset prices reflect information so that excess returns 
cannot be earned on a consistent basis. Those proponents of behavioural finance who argue 
that individual irrationality impacts market outcomes hotly debate the validity of the EMH. 

The third theory is the agency theory. The agency theory is about conflict of interest 
between the principals (owners of the company) and the agents (managers of the 
company). Read more about the agency theory in section 2.4 on page 31 in your prescribed 
textbook. 

CHAPTER 3: PROSPECT THEORY, FRAMING, AND MENTAL 
ACCOUNTING 

Due to empirical challenges that arise from traditional approaches, more recent theories 
were proposed as an attempt to describe behaviour that incorporate observed aspects of 
human psychology. The prospect theory is presented as an alternative to the utility theory 
developed by Daniel Kahneman and Amos Tversky.  

3.1 Prospect theory 
The prospect theory begins with the contention that the standard expected utility theory 
cannot fully account for observed decision making under risk. This contention is based on 
empirical evidence that people often behave contrary to the expected utility theory. Three 
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key aspects of observed behaviour immediately follow, and these key aspects imply a 
particular shape for the prospect theory value function, which is analogous to the utility 
function of the expected theory.  

Key aspect 1: People sometimes exhibit risk aversion and sometimes risk seeking, depending 
on the nature of the prospect. 

Key aspect 2: People’s valuations of prospects depend on gains and losses relative to a 
reference point. This reference point is usually the status quo. 

Key aspect 3: People are averse to losses because losses loom larger than gains. 

The key aspects encourage many researchers to consider alternatives to the expected utility 
theory. The prospect theory provides a model of decision making under risk that 
incorporates such observed behaviour. The value function in the prospect theory replaces 
the utility function in the expected utility theory. While utility is usually measured in terms 
of the level wealth, value is defined by gains and losses relative to a reference point. 

Another key building block of the prospect theory is the use of the decision-weighting 
function rather than probabilities. The problem statements on pages 40 to 42 in your 
textbook demonstrate the value function and the weighting function. Read through the 
examples carefully in order to be able to understand how the prospect theory differs from 
the utility theory in decision making. 

3.2 Framing 
How a problem is framed or presented can affect the choices people make. A decision frame 
is a decision maker’s view of a problem and the possible outcomes. There are three aspects 
that affect framing: 

a. the presentation 
b. the persons’ perception of the question 
c. personal characteristics 
 

Read the problem statement on page 48 to see how framing works. 

In many cases, the decision maker chooses the reference point, and whether an outcome is 
perceived as positive or negative will depend on the reference point selected. The approach 
adopted could be integration vs segregation. Integration occurs when positions are lumped 
together, while segregation occurs when situations are viewed one at a time. See figure 3-4 
(integration vs segregation) on page 49 in your prescribed textbook. 

3.3 Mental accounting 
Mental accounting is one method people use to make decision making manageable. People 
use mental accounting to organise, evaluate, and monitor financial matters. 

There are three key aspects of mental accounting 

• the decision frame 
• the assignment of accounts 
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• the frequency of account evaluation 
 

Learn more about the three important key aspects of mental accounting by reading page 53 
in your textbook. 

CHAPTER 4: CHALLENGES TO MARKET EFFICIENCY 

Early tests of market efficiency were largely positive. However, more recent empirical 
evidence has uncovered a series of anomalies. Anomalies are empirical results that appear, 
until adequately explained, to run counter to market efficiency. All tests of market efficiency 
require the use of an asset pricing model to adjust for risk. The result is that efficiency tests 
are by their very nature joint hypothesis tests, which means that market efficiency and a 
particular risk-adjustment technique (CAPM until more recent tests) together constitute the 
maintained hypothesis. Rejection implies either inefficiency or an inappropriate risk-
adjustment method (or perhaps both). Because one cannot say which, it is virtually 
impossible to categorically reject efficiency. 

4.1 Key anomalies 
Anomalies are empirical results that appear, until adequately explained, to run counter to 
market efficiency. “Appear” is the operative word since virtually all tests of market 
efficiency require the use of an asset pricing model to adjust for risk. The result is that 
efficiency tests are by their very nature joint hypothesis tests, which means that market 
efficiency and a particular risk adjustment technique (CAPM until more recent tests) 
together constitute the maintained hypothesis. 

Three anomalies are covered in this section namely lagged reaction to earnings 
announcement, the small-firm effect, value vs growth and momentum and reversal. 

4.2 Noise-trading and limits to arbitrage 
Market efficiency theoretically rests on three supports: investor rationality, uncorrelated 
errors and unlimited arbitrage. Only one support is required for market efficiency. If all 
three fail, market efficiency can be called into question. 

Support 1: All investors are always rational. This statement has been debated since there is 
an element of noise. That is, not all trades are based on fully rationalised grounds but may 
be based on misinformation – information not relevant for the valuation of securities. 

Support 2: Investor errors are uncorrelated. As indicated by psychologists, people are 
subject to the same kinds of judgement errors – that is, people often deviate from 
expectations in the same way. This is where the problem arises. If traders’ behaviour is 
correlated, they may drive prices farther and farther from the fundamental value. Whether 
psychology or social forces are the key, when large numbers of investors simultaneously and 
erroneously value some or all securities in the same way, we say that sentiment is driving 
prices. One can therefore say that sentiment is noise that is correlated among many 
investors. A commonly used term to characterise such individuals is noise-traders.  
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Please read Schiller’s model on page 68 in your prescribed textbook to learn more about 
the dynamics of the stock market and the noise traders and smart-traders. 

Support 3: There are no limits to arbitrage. Even if investors sometimes act irrationally and 
their errors are correlated, provided smart-money investors are able to act in such a fashion 
to arbitrage away incorrect prices, market efficiency will remain intact. This is because any 
pricing gap between relatively expensive security and a relatively cheap one will be 
vigorously capitalised on. 

4.4 What limits arbitrage? 
When investors who are on the lookout for opportunities detect mispricing, it is natural that 
they will try to take advantage of them through their trading. Market efficiency suggests 
that the collective action of such traders causes such opportunities to arbitrage away. 
Technically, arbitrage involves the simultaneous purchase and sale (or short sale) of 
securities (which are perfect substitutes) to lock in a risk-free profit. 

Because there are significant limits to arbitrage, not all mispricing need disappear quickly. 
These limits stem from fundamental risk (which exists because of the potential for rational 
revaluation as new information arrives), noise-trader risk (the possibility that mispricing 
worsens in the short run), and implementation costs (trading costs and the potential no 
availability of the security that must be short-sold). 

CHAPTER 5: HEURISTICS AND BIASES 

While it is remarkable how often people come up with good decisions when forced to 
decide in real time based on limited information, rules of thumb can be used to manage 
uncertainty. However, rules of thumb known as heuristics can lead to systematic error, 
particularly when used outside of their natural domain. When employed outside their 
natural domain, specifically in a complex financial environment, they may lead to 
suboptimal decision making. Other culprits seem to be the tendency to exaggerate ones’ 
knowledge, to wear rose-coloured glasses and unbalanced emotion. 

Decisions need to be made, even if the environment is one of limited attention, information 
and processing capacity, so shortcuts or heuristics are necessary. Information overload and 
limited attention necessitate the use of heuristics, or decision-making shortcuts. A heuristic 
is a decision rule that utilises a subset of the information set. Heuristics come in all shapes 
and sizes. One dichotomy is between those heuristics that are reflexive, autonomic. Some 
heuristics are autonomic and reflexive (type 1); others are cognitive and deliberative 
(type 2). 

One can see that with heuristics a person attempts to manage information overload by 
relying on the representativeness or sample of probabilities or past behaviour. Often 
representativeness leads to the tendency to ignore the base rate and to put too much 
weight on sample data. 
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Familiarise yourself with familiarity and related heuristics on pages 87 to 90 in your 
prescribed textbook. You will find that people will most of the time seek comfort in and 
want to be exposed to the usual and obvious situations. 

CHAPTER 6: OVERCONFIDENCE 

Overconfidence is the tendency for people to overestimate their knowledge, abilities, and 
the precision of their information, or to be overly sanguine of the future and their ability to 
control it. Overconfidence can manifest in excessive optimism and an illusion of control. 
Illusion of control is a person’s belief that he has a kind of magical control over events. 

Overconfidence can be measured using miscalibration. Miscalibration is the tendency for 
people to overestimate the precision of their knowledge. Other strains of overconfidence 
are 

• the better-than-average effect 
• an illusion of control 
• excessive optimism 
• being overconfident in more than one sense 
• being equally overconfident 
• being consistently overconfident 

CHAPTER 7: EMOTIONAL FOUNDATIONS 

Whether our brain controls our emotions, or vice versa, it is important for us to understand 
our emotions because as financial decision makers we want to know how to control (or 
even put to good use) our emotional response. There is a tendency to separate emotions 
from decision making. However, there is evidence that suggest that decision making actually 
suffers when emotional responses are lacking. There are six observable features, which 
allow us to define an emotion, namely: cognitive antecedents, intentional objects, 
physiological arousal, physiological expressions, valence and action tendencies. 

As an attempt to understand emotions, psychologists provide theories such as the 
evolutionary theory and theories explaining the structure of the brain. According to the 
evolutionary theorists, traits that contribute to the survival of a species become 
characteristics of the species in the long run. According to Darwin, less fit individuals do not 
survive while fit parents pass their characteristics on to their offspring. Species that do not 
adapt become extinct. Certain emotions, generally called primary emotions, are hard wired 
into our brains because they evolved before other mental systems. Evolutionary 
psychologists believe that the higher brain areas that govern our complex mental processes 
evolved after primary emotions were already in place. 

7.1 The brain 
An understanding of the brain is important when we study emotion. Scientists have been 
able to associate human functions with specific parts of the brain. The limbic system is 
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however deeper in the brain and scientists have not been able to fully define its boundaries. 
It is, however, particularly important as it regulates instincts and some believe it to be the 
centre of much emotional activity. 

The amygdala evaluates sensory information and is important in the evaluation of primary 
emotions such as anger and fear. These responses can be characterised as automatic, rather 
than resulting from controlled evaluation. 

The forebrain includes the temporal, occipital, parietal and frontal lobes which govern 
different activities of the brain ranging from speech, memory and decision making. Please 
read page 127 in your prescribed textbook to learn more about the specific function of each 
part of the brain.  

The cerebrum distinguishes the human brain from the brains of other vertebrate animals. 
The ability to plan for the future is critical to the advancement of the human species. 

7.2 Emotions and reasoning 
Scientists have discovered a lot about the structure of the brain, though they do not agree 
about the function of each part. Many important emotions appear to be centred in the 
amygdala, but the frontal lobe is also important. Antonio Damasio provides remarkable 
evidence that decision making takes place without emotions. A brain-damaged person can 
still reason well and maintain superior intelligence. However, the only weakness is that 
brain-damaged people cannot plan or think constructively about the future. Read more on 
the relation between emotion and reasoning on page 128 of the textbook – read also about 
the case of Phineas and Elliot to understand the impact of brain damage on reasoning and 
emotions.  

7.3 Our minds, bodies and emotion 
What is the source of emotion? 

The source of emotion includes cognitive, physiological and evolutionary aspects.  Thought 
processes and emotion should not be viewed as separate, opposing influences. 
Psychologists recognise that emotions include cognitive, physiological and overt behavioural 
elements. The reasoning of a person is the result of complex interaction of the mind and 
body, and an understanding of the process must include all aspects of the being. 

Evolutionary theories of emotion suggest that emotions are responses resulting from an 
evolutionary condition. Strictly speaking, we cannot choose our response if an emotion is an 
innate response to a stimulus. However, we all have the ability to control the degree of an 
emotional response, at least to some extent. 
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KEY ACTIVITY FOR LEARNING UNIT 1  
In your own time, work through the questions below. I hope these questions will enhance 
your understanding of what and how the market and the associated decisions made by 
investors involve much more than a rational predictable playing field. 

1. Differentiate between the following terms/concepts:  
a. prospect and probability distribution 
b. utility functions and expected utility 
c. risk aversion, risk seeking and risk neutrality 

 

2. Differentiate between the following terms/concepts: 
a. systemic and non-systemic risk 
b. beta and standard deviation 
c. direct and indirect agency costs 
d. weak, semi-strong and strong form market efficiency 

 

3. Differentiate between the following terms/concepts: 
a. momentum and reversal 
b. value and growth stocks 
c. fundamental risk and noise-trader risk 
d. carve-out and stub value 

 

4. Differentiate between the following terms/concepts: 
a. IQ and EQ 
b. mood and emotions 
c. Phineas Gage and Elliot 

 
 

 

REFLECTIVE EXERCISE 
1. The behaviour of individuals, practitioners, markets and managers is sometimes 

characterised as “rational,” but what exactly does that mean? In order to answer the 
question you need to understand how individuals make decisions when confronted 
with uncertainty. We note that decisions become complicated when there is 
uncertainty. An extension of the utility theory has been developed to address this 
problem of uncertainty by using expected utility maximisation. Discuss the dynamics of 
rational behaviour when people face uncertainty (15 marks). 

2. Discuss  key  assumptions  of  neoclassical economics (15 marks). You are also required 
to consult and integrate content from the site below: 
 
http://www.econlib.org/library/enc/NeoclassicalEconomics. 
E.R. Weintraub outlines the assumptions of neoclassical economics. 

 

3. Humans have perpetually sought new tools and insights to help them make decisions. 
From entrails to artificial intelligence, what a long, strange trip it has been. Discuss the 
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broad themes, provide detail from 1979 onward (prospect theory) and describe the 
developments since 1984 in the field of decision making (15 marks). 

4. Neuroeconomic researchers may reach their goal: To provide a descriptive decision-
making theory, which is not restricted to economic theory and more realistic than that 
of the homo economicus. Discuss this statement (15 marks). 

 

Please note that all the discussions for both learning units should be conducted under the 
Discussion Forum on the myUnisa site. However, actual answers to the questions will not be 
provided since this module is an open examination. Guidance will be provided to point you 
in the direction according to which the questions should be handled. The lecturer’s 
intervention would be to facilitate the discussion. The discussions of learning unit 1 will take 
place a week after the closing date of Assignment 01. 
 

SUMMARY 
Learning unit 1 covered the background of what behavioural finance is all about. In this 
learning unit you were introduced to the key concepts and theory that provide the 
background to behavioural finance. Chapters 1 to 7 have been selected since they relate to 
important sections that contain more information about the syllabus for this course. An 
overview of the specific chapters and relevant topics is provided. Behavioural finance was 
described and discussed in terms of background, conventional finance, prospect theory and 
market efficiency. In addition, the behavioural science foundations of heuristics and biases, 
overconfidence, and emotional foundations were explored in terms of the history of 
decision making. Learning unit 2 will give more detail on heuristics, biases, confidence and 
emotions. 

Prescribed textbook 
• Ackert, LF & Deaves, R. 2010. Behavioral Finance: Psychology, Decision-Making 

& Markets, chapters 1 to 7. Mason, OH: South-Western Cengage Learning. 

Learning outcomes for learning unit 1 – prescribed articles  
1. Lowies, GA, Hall, JH & Cloete, CE. 2016. Heuristic-driven bias in property investment 

decision-making in South Africa. Journal of Property Investment & Finance, 34(1). 
2. Demirer, R, Kutan, AM & Zhang, H. 2014. Do ADR investors herd?: Evidence from 

advanced and emerging markets. International Review of Economics & Finance, 
30:138–148. 

3. Buchanan, L. 2006. A brief history of decision making. Harvard Business Review, pp 
32–41. 

4. Kenning, P. 2005. Neuroeconomics: An overview from an economic perspective. Brain 
Research Bulletin, 67:343–354. 

5. Buchanan, L. 2006. A brief history of decision making. Harvard Business Review, pp 
32–41. 

6. Kenning, P. 2005. Neuroeconomics: An overview from an economic perspective. Brain 
Research Bulletin, 67:343–354. 



IOP3708/1 

44 

Recommended articles 

Bikas, E, Jurevičienė, D, Dubinskas, P & Novickytė, L. 2013. Behavioural Finance: The 
Emergence and Development Trends. Procedia-Social and Behavioral Sciences, 
82:870–876. 

Lowies, GA, Hall, JH & Cloete, CE. 2013. The influence of frame dependence on 
investment decisions made by listed property fund managers in South Africa. 
Journal of Economics and Behavioral studies, 5(11):805. 
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LEARNING UNIT 2 

Chapter 8: Implications of heuristics, biases, for financial decision 
making 

STUDY TIP 
 

It is important that you read the overview of the chapters. It will give you a good indica-
tion of what the chapters entail. 

Overview 
In chapter 8 of the textbook we investigate the extent to which the faulty use of heuristics 
can lead to suboptimal financial decision making. Chapter 10 examines how emotion 
impacts on financial decisions. The evidence appears strongest for the break-even effect, 
the house money effect and the disposition effect. It is notable that these observed 
behaviours have competing explanations based on the prospect theory. Chapter 20 focuses 
on what it takes to be a highly skilled professional trader. By looking at how the brain reacts 
during various activities, scientists learn how the brain functions and solves problems. 

When you have completed this learning unit, you should be able to understand the 
mechanics of individual investment decisions and address all the learning outcomes as listed 
below. 

Learning outcomes for Learning Unit 2 

At the end of this learning unit, you should be able to 

demonstrate and explain how heuristics, biases, overconfidence and emotions influence 
individual investment decisions taken by institutional investors, analysts, strategists, 
brokers, portfolio managers, options traders, currency traders, futures traders, financial 
traders and commentators. 

 

Assessment criteria 
• Define, discuss and apply how heuristics, biases, overconfidence and emotions 

influence individual investment decisions by looking at patterns of irrational 
behaviour. 

• Explain the role of emotions and risk-and-reward dynamics in decision making 
in terms of neuroscience research and the three-brains-in-one theory. 

• Explain the role of neurofinance research on investment behaviour during 
decision making.  

• Demonstrate how heuristics influences investment decisions in written 
assessments and an open book examination where integration and application 
is assessed. 
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Topics covered under the learning unit are discussed next. 

2. IMPLICATIONS OF HEURISTICS AND BIASES FOR FINANCIAL 
DECISION MAKING 

As already explained, heuristics is about using the short cuts in decision making, for example 
by using a sample of the actual data to reach a conclusion. However, heuristics may have 
shortcomings. 

2.1 Financial behaviour stemming from familiarity 
Implications for heuristics and biases for financial decision making are predominantly about 
familiarity and representativeness that characterises decision making.  

2.2 Home bias 
This means that investors would prefer domestic securities (home bias) or to invest locally. 
However, bias towards the home country flies in the face of evidence indicating that 
diversifying internationally allows investors to reduce risk without surrendering return. 

2.3 Distance, culture and language 
Familiarity stems from an advantage of proximity in terms of distance, culture and language. 
Investors would prefer to deal with companies that are local as they have a better 
understanding of their culture and the language spoken.  

2.4 Local investing and informational advantage 
Further, investors also favour local markets because they may possess, or may feel like they 
possess, an informational advantage. That is, gains from being geographically close to a 
company may appear in improved monitoring capability and access to private information. 

2.5 Investing in your employer or the brand that you know 
Investors are also keen to invest in companies that they work for and brands that they are 
familiar with. 

3. FINANCIAL BEHAVIOUR STEMMING FROM REPRESENTATIVENESS 

3.1 Good companies vs good investments 
Big firms as well as growth companies are viewed as good investment. That is, big high-
growth companies are representative of good investments. However, empirical evidence 
points in the exact opposite direction. Small-cap value firms have historically outperformed 
the bigger firms. The tendency for individuals to use representativeness in this context may 
have contributed to the small-firm and value anomalies. 

Further, investors are more likely to invest in firms with a positive image than those with a 
negative image, even controlling such value-relevant attributes as industry membership and 
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financial data. If a firm’s image has such an impact, one might expect the same would be 
true for perception of brand quality. However, there was no evidence that perception of 
brand quality, once brand recognition was controlled, led to retail investors increasing their 
demand for a stock. 

3.2 Chasing winners 
Research has also shown that investors choose securities and investment funds based on 
past performance. To people with this view, investment performance in the recent past is 
representative of future investment performance. Because of recency, investors are prone 
to chase winning stocks and funds. Such trend-following, or momentum-chasing, has long 
been a popular strategy, and coupled with detecting turning points, is at the heart of 
technical analysis. 

3.3 Availability and attention-grabbing 
Availability bias is evident when investors tend to buy stocks that are in the news. For 
example, news reports of violent crime may induce people to revise their subjective 
probabilities of such violent attacks upward. 

4. ANCHORING TO AVAILABLE ECONOMIC CUES 

4.1 An experimental study of real estate appraisals 
In many situations, people make estimates by starting from an initial value and adjusting it 
to generate a final estimate. The adjustment is often insufficient as the initial value naturally 
comes from the frame of the problem. To understand the implication of anchoring on 
decision making, read the real estate appraisals on page 145 of the textbook. 

4.2 Anchoring vs herding 
Herding and anchoring are closely related. Herding involves going with the crowd and 
anchoring means being more influenced by the initial information or list price in the case of 
the real estate example.  

CHAPTER 9: IMPLICATIONS OF OVERCONFIDENCE 

9.1 Overconfidence and excessive trading 
Overconfidence is pandemic in society. There is evidence that overconfidence of investors 
leads to excessive trading. Theoretical models have been constructed that yield this result. 
To illustrate the insight provided by these models, read pp152 to 157 in the textbook.  
Further evidence of overconfidence is also provided by naturally occurring markets, surveys 
and experience. 

9.2 Demographics and dynamics 
There are also demographics and dynamics in trading.  Men tend to be more confident than 
women. A study conducted by Barber and Odean (2001) reported that on average, men 
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traded 45% more than women, thus incurring higher trading costs. While both genders 
reduced their returns by trading, men do so by 0.94% more than women. 

9.3 Dynamics of overconfidence among market practitioners 
In the realm of financial markets, market practitioners are often called to generate 
forecasts. Analysts and portfolio managers, for example, forecast revenue and earnings, and 
economists forecast GDP and the level of the stock market.  

One advantage of looking at professionals is that they often make public forecasts. This begs 
the question: Do professionals learn by their mistakes and over time develop a good sense 
of their knowledge? The dynamics of overconfidence is clearly an important issue. It seems 
logical to think that people recall their success and failures equally clearly, and that they 
should move toward an accurate view over time. Experience should cultivate wisdom. But 
the prevalence and persistence of overconfidence suggest that the forces able to eliminate 
it are weak. 

The dynamic nature of overconfidence is stressed in a number of theoretical models. In the 
multi-period setting of Gervis and Odean, past successes, through the mechanism of self-
attribution bias, exacerbate confidence, while past failures tend to be downplayed. The 
inference is that those who have had the good fortune of being successful in their fields 
might for a certain time be more overconfident than those who have just entered the 
market. Eventually, however, experience should reveal to people their true knowledge level. 

The evidence on whether professionals are overconfident is mixed. One study examined a 
dataset of futures market traders and was unable to find any costs associated with the 
trading activity (Locke & Maine 2005). 

Research also found that market experience made overconfidence worse, which is more 
consistent with a “learning to be overconfident” view and self-attribution. A likely reason for 
this is that overconfidence is a double-edged sword. While we learn about our abilities (or 
lack thereof) from experience, those surviving in financial markets often have done so 
because of a run of success (good luck?), which has reinforced overconfidence through self-
attribution bias. 

9.4 Under diversification and excessive risk taking 
An investor error likely related to overconfidence is the tendency to be under 
diversification. Under diversified people are too quick to overweight/underweight securities 
when they receive a positive/negative signal, and insufficient diversification results. Another 
factor is that most retail investors, lacking the time to analyse a large set of securities, will 
stop after several risks. As long as they believe they have the “winners” in this group, they 
are content. 

9.5 Excessive optimism and analysts 
Abundant research has established that analysts tend to be excessively optimistic about the 
prospects of the companies they are following. This is true both in the United States of 
America and internationally. Analysts are much more likely to recommend a purchase than 
a sale. Their over optimism is not entirely due to psychology. 
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CHAPTER 10: INDIVIDUAL INVESTORS AND THE FORCE OF EMOTION 

Market movements are commonly attributed to the emotions of investors. In his best-
selling book Irrational exuberance, economist Robert Shiller argues that the “emotional 
state of investors when they decide on their investments is no doubt one of the most 
important factors causing the bull market” experienced around the world in the 1990s. Yet 
it is not obvious how to separate the role of emotions from that of fundamentals in 
producing market outcomes. 

10.1 Is the mood of the investor the mood of the market? 
How does mood influence the decisions of individual investors? It is not easy to characterise 
the interaction between an investors’ mood and risk attitude. As pointed out in chapter 1 of 
the prescribed book, risk attitude is important because it affects how a person values an 
asset. If risk aversion changes in response to changes in mood, how much a person is willing 
to pay for a stock will change. When someone is in a poor mood, does he take more  or 
fewer risks? The answer probably depends on the context and the individual’s personality. 
Research does not provide compelling evidence that a buoyant mood consistently leads to 
lower risk aversion or that a poor mood consistently leads to increased risk aversion, 
particularly in a financial context. It is unclear how positive and negative emotional states 
translate into changes in risk attitude and, in turn, market pricing. 

10.2 Pride and regret 
There are two emotions that have received a lot of attention, namely pride and regret. 
Researchers have shown that these emotions have very important effects on investor 
behaviour. 

Regret is obvious a negative emotion. You might regret a bad decision and wish you had 
made a different choice. Negative feelings are only amplified if a person has to report a loss 
to his or her spouse, friend or colleague. Pride is the flip side of regret. You probably would 
not mind too much if it slipped out in conversation that you made a good profit. 
Researchers believe that people are strongly motivated to avoid the feeling of regret.  

10.3 The disposition effect 
The disposition effect is an investor behaviour that can be explained by emotion. According 
to the disposition effect, people tend to sell stocks that have performed well too soon, while 
holding on to poorly performing stocks too long. Though traditionally this behaviour has 
been rationalised using the prospect theory, theoretical and experimental evidence suggest 
that emotions may provide a better explanation. Because of the shape of the value function, 
investors are less risk averse for losers, so they are more likely to hold on to them. Recent 
theoretical arguments and experimental evidence suggest that loss aversion resulting from 
fear of regret may provide a better account of the disposition effect. 

10.4 The house money effect 
The house money effect is named from the observation that gamblers take increased risks 
after winning because they feel they are betting with the house’s money. A house money 
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effect has been documented even for very large gambles, as research of game show 
contestant behaviour shows. 

10.5 Affect 
Affect considers how a person’s assessment of a situation or impression of another shapes 
financial decision making. 

CHAPTER 20: NEUROFINANCE AND THE TRADER’S BRAIN 

20.1 Expert and implicit learning 
Much of what we know cannot be described in words. Some cognitive scientists assert that 
people have knowledge that they cannot verbalise, referred to as implicit or tact knowledge. 
This means that sometimes it is very difficult to describe behaviour in words but people act 
on a gut feel or instinct.  

Excellence requires expertise. A trader instinctively knows the move he wants to make. It is 
believed that a trader can make a decision based on instinct with no preceding cognitive 
evaluation. How does a person become an expert or develop an instinct. It is believed that 
practice and repetition are common ingredients for successful experts. For example, 
violinists spend, on average, 10 000 hours practicing. Successful traders also devote a lot of 
time to practice. This practice gives them the ability to connect what they know about a 
market to the action they should take. Through implicit learning, they are able to make 
better and more efficient decisions. 

20.2 Neurofinance 
Neurofinance uses brain imaging technology and results from economics, finance and 
psychology to better understand how the brain works. Automatic responses are a function 
of the amygdala whereas controlled responses are a function of the prefrontal cortex. 

20.3 Insights from neurofinance 
Neuroscientists have investigated a variety of questions related to financial decision making. 
Several studies have lent insight into the forces of emotion on trading by studying the 
physiological characteristics of professional securities traders while they were actively 
engaged in live trading. Research indicates that how gains and losses are both anticipated 
and realised is likely to differ in as much as different regions of the brain are activated. 

Brain image research indicates that what might lie behind ambiguity aversion is the fact that 
risk and uncertainty are experienced in different ways. With a risky choice, the person can 
assess the probability of the outcomes, but under uncertainty the probabilities are 
unknown. The distinction is important because the brain may evaluate a choice in a risky 
situation differently from a choice when one faces uncertainty. Research indicates that 
when facing uncertainty the most active regions were the orbitofrontal cortex (a region 
integrating emotion and cognition) and the amygdala (a region central to emotional 
reaction). In contrast, when facing risk, the brain areas that responded during their task 
were typically in the parietal lobes so that the researchers concluded that choices in this 
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setting were driven by cognitive factors. In sum, uncertainty appears to be strongly 
associated with emotional response, while risk leads to a cognitive reaction. 

20.4 Expertise and emotion 
Practice makes perfect. In order to gain expertise, it is important to know the rules of the 
game, so reading up on investing is not a bad idea. But at the same time, much practice 
through many simulations under divergent market conditions will promote better decision  
making while trading. Traders are advised to exert their cognitive skills when experiencing a 
strong emotional reaction in order to overcome the tendency to react emotionally. 

 

ACTIVITY FOR LEARNING UNIT 2 
1. Differentiate between the following terms/concepts: 

a. good company and good stock 
b. momentum-chaser and contrarian 
c. international diversification and domestic diversification 
d. anchoring and herding 

 

2. Differentiate between the following terms/concepts: 
a. indirect and direct tests of the relationship between overconfidence and trading 

activity 
b. sensation seeking and overconfidence 
c. under-diversification and excessive trading 
d. statics and dynamics of overconfidence 

 

3. Differentiate between the following terms/concepts: 
a. implicit learning and practice 
b. practical knowledge and tacit knowledge 
c. expertise and ability 
d. brain functions and the brain part 

 
 

 

REFLECTIVE EXERCISE 
1. Research indicates that stock market forecasters are also overconfident. Do they learn 

from their mistakes (15 marks)? 
2. The fact that risk and uncertainty are experienced differently might matter in times of 

financial crisis. Discuss this statement (15 marks). 
3. The primitive, emotional parts of our brains have a powerful influence on the choices 

we make. Now neuroscientists are mapping the risk and reward systems in the brain 
that drive our best – and worst – decision making. Discuss this by referring to emotion 
and reason, risk and reward, thrill of the hunt, fear and loathing (15 marks). 

4. Decision making often occurs in the face of uncertainty about whether one’s choices 
will lead to benefit or harm. The somatic-marker hypothesis is a neurobiological 
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theory of how decisions are made in the face of an uncertain outcome. This theory 
holds that such decisions are aided by emotions, in the form of bodily states, that are 
elicited during the deliberation of future consequences and that mark different 
options for behaviour as being advantageous or disadvantageous. This process 
involves an interplay between neural systems that elicit emotional/bodily states and 
neural systems that map these emotional/bodily states. Discuss this view (15 marks). 

 

SUMMARY 
Learning unit 2 covered the foundation of what behavioural finance is. In this learning unit 
you were introduced to the key concepts and theory that provides the background to 
behavioural finance. Chapters 8, 9, 10 and 20 have specifically been selected as they relate 
to important sections that share more information about the syllabus for this course. An 
overview of the specific chapters and relevant topics is provided. The foundation of 
behavioural finance was described and discussed in terms of heuristics and biases, 
overconfidence and emotions in relation to decision making.  

Prescribed textbook section and questions 
• Ackert, LF & Deaves, R. 2010. Behavioral Finance: Psychology, Decision-Making 

& Markets, chapters 8 to 10 & 20. Mason, OH: South-Western Cengage Learning. 

Prescribed articles 
1. Morse, G. 2006. Decisions and desire. Harvard Business Review, pp 42–51. 
2. Naqvi, N. 2006. The role of emotion in decision making: A cognitive neuroscience 

perspective. Current Directions in Psychological Science, Association for Psychological 
Science, 15(5):260–264. 

Recommended 

Lowies, GA, Hall, JH & Cloete, CE. 2016. Heuristic-driven bias in property investment 
decision-making in South Africa. Journal of Property Investment & Finance, 
34(1). 

Seetharam, Y & Britten, J. 2013. An Analysis of Herding Behaviour during Market 
Cycles in South Africa. Journal of Economics and Behavioral Studies, 5(2): 89. 
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LEARNING UNIT 3 

Social forces 

Overview 
In learning unit 3, we turn to an examination of how social forces impact the choices people 
make. This is an important issue in behavioural finance because investors, financial 
practitioners, and managers do not make decisions in isolation. We begin in Chapter 11 of 
the textbook with evidence that social forces matter for people in distinct cultures around 
the world and in the business realm. While conventional theory postulates that man is a 
rational, self-interested decision-maker, the evidence suggests that human beings 
sometimes choose actions that are not in their material self-interest, and that social 
interests influence how people make decisions, including what we call other-regarding 
preferences, such as fairness and reciprocity. To illustrate their importance, we show how 
social forces can impact competition in markets and contract design. 
  

Next, in chapter 12 of the textbook, to illustrate the importance of social forces, we show 
that such forces contributed to the fall of a large American corporation, Enron. Of particular 
focus are two important sets of participants: the corporate board and professional financial 
analysts. The corporate board is charged with providing internal governance to the firm, but 
how do social forces impact its effectiveness? Financial analysts are important information 
intermediaries for investors and managers, but can their opinions be shaped by the social 
group? 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 3: Elements of social forces 
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When you have completed this learning unit, you should be able to understand how social 
forces impact the choices people make and, in particular, how social forces can impact 
competition in markets and contract design as well as the fall of large corporations.  

Learning outcomes for Learning Unit 3 

At the end of this learning unit, you ought to be able to 

• discuss how social forces, systemic value distortion, endemic greed and moral 
ambiguity can lead to widespread market inefficiencies and wealth destruction 

 

Assessment criteria 

On completion of the module you will be able to explain 

• the spirituality (i.e. trust, greed, values) or non-spirituality (i.e. cognitive, 
emotional, will) of financial decision-making and possible errors in financial 
decision-making and how values distortion causes investors to behave 
irrationally or contrary to their espoused values 

• the integration of body (sensory intelligence), mind (cognition), soul (emotion, 
cognition & will) and spirit (heart-values) and their role in financial decision 
making and the efficiency of financial markets from an investor psychology 
perspective in written assessments and an open book exam where integration 
and application is assessed. 

 
 

Topics covered under the learning unit are discussed next, beginning with chapter 11 of 
the textbook, followed by chapter 12. 

CHAPTER 11: SOCIAL FORCES: SELFISHNESS OR ALTRUISM? 

Chapter 11 explores social forces at play in terms of selfishness or altruism in order to 
understand decision-making in the investment market. The concept of the economic man is 
explained.  

Homo economicus, or the “economic man,” is a rational, self-interested decision-maker. 
Earlier chapters in the textbook have described what it means in finance to be a rational 
decision-maker and have presented some evidence suggesting that rationality might not 
always be the best assumption. Recent important contributions to how we think about 
decision-making focus on another quality of economic man – that human beings sometimes 
choose actions that are not in their material self-interest. Chapter 11 considers evidence 
that social interests influence how people make decisions. We focus on what we call other-
regarding preferences, such as fairness and reciprocity, because self-interested people are 
at the heart of most finance theory and practice. 
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1. HOMO ECONOMICUS 
The decision-makers portrayed in the bulk of finance theory are rational and self-interested. 
This Homo economicus view of man’s behaviour is generally attributed to nineteenth-
century economist John Stuart Mill. While people want to accumulate wealth, he argued 
that labour scarcity is minimised. Mill also recognised that other motives might be 
important, but at the same time he wanted to include only those that were “perpetually 
antagonising.” 

In developing theories, Mill realised that including a wide range of factors would lead to 
models that were indeterminate. If a model cannot provide predictions or directions for 
practical decision-making, it is not useful. In Mill’s words, if economics is going to be a 
science “…practical rules must be capable of being founded upon it.” 

2. FAIRNESS, RECIPROCITY, AND TRUST 
Most people would accept with little argument the claim that fairness is valued in our 
society. At the same time, though, fewer people would accept the argument that fairness is 
important for financial decision-making. Nervetheless, in recent years some researchers 
have contended that fairness, reciprocity, and trust are critical for business transactions. At 
a basic level, trust is a prerequisite for an efficiently functioning transaction. 

Learn more about the ultimate game, trust game and the dictator game on pages 187–189.  

The concept of fairness is explored in this chapter. The question is “who is more fair?” The 
answer to the question is not simple. There are variables at play such as cross cultural 
differences, educational background, sex age and gender. Some research has established 
that age is more consistent in predicting fairness. For example, children are more self-
interested but, as they grow older, they become more socially minded. 

3. SOCIAL INFLUENCES MATTER 
Fairness and social preference can be important in the financial realm. Everyone in the 
market knows the value of the good to everyone else, so the seller should set the price at 
the buyer’s maximum willingness to pay. For example, the proposer should set an offer that 
is as small as possible, but not very close to zero because proposers anticipate that 
responders will reject low offers. With more than one responder, a player who retaliates 
against an unfair proposer may not be successful because he cannot be assured that the 
other responders will reject the low offer. These results indicate that competition has 
important effects on market outcomes when some people care about fairness. 

Incentives and contract design 

Explicit performance incentives in labour contracts can have an effect opposite to that 
intended because some people react negatively if they think that others believe they are not 
trustworthy. There is tension between motives generated by fairness and reciprocity and 
those generated by material incentives. Thus, workers may respond to explicit incentives 
with hostility. Read the Fehr and Simon Gachter example on page 195. 

4. CONFORMITY 
When people conform, they give in to real or imagined social pressure. This is also referred 
to as group think. Group think can take hold in a small group of individuals who are 
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insulated from outside influences. Group members may begin to think alike, while stressing 
loyalty and suppressing dissent. This means that, in decision-making, individuals may follow 
what the group thinks and suppress their own opinions – even when their opinions may be 
closer to correct than what the group thinks.  

Obedience to authority 

Research suggests that loyalty may drive behaviour. That is, an individual may reach a 
decision that is intended not to upset the authority even though they may not necessarily 
agree with decision made. Thus, some investors may be tempted to follow experts in 
investment and not their own knowledge of the market. 

5. SOCIAL BEHAVIOUR AND EMOTIONS 
An individual may be led by what is considered as fair. In most cases, fairness is defined by 
what society considers fair by the “social brain” – the neural circuity that operates when we 
deal with other people. When we feel we are being treated unfairly, anger is triggered. 
Thus, social behaviour and emotions are inextricably linked. 

6. SOCIAL BEHAVIOUR AND EVOLUTION 
There has always been the desire for an individual to conform and do what is socially 
desirable. Evolution favoured people who were cooperative and equitable in exchanges. 
Perhaps people are actually “hardwired” to behave socially. 
 

CHAPTER 12: SOCIAL FORCES AT WORK: THE COLLAPSE OF AN 
AMERICAN CORPORATION 

Chapter 12 explores social forces at play in the decision-making in the investment market. 
The key groups are identified, namely the board of directors and the analysts.  

The chapter unfolds the structure of the two main players in the composition of the board 
of directors. The size that the board of directors needs to be to render it effective is 
debated. It is believed that a bigger board of directors will lead to some members shirking 
responsibility. This is described as a free ride problem, that is, some directors may hide 
behind other directors with the effect that the others perform their activities. 

Empirical evidence suggests that a small board of directors with a majority of external 
directors is more effective than large board of directors with a majority of internal directors. 

External directors are trusted more than internal directors with the reason being given that 
they are likely to guard the interests of the owners (shareholders) – unlike internal directors 
who might be driven by self-interest or the need to want to gain as much as possible from 
the organisation to the detriment of the owners (agency) – in other words, with internal 
directors, conflict of interest might arise.. 

However, there is a debate as to whether an outside director can be truly independent. 
Many boards are interlocked, meaning that there are overlapping board memberships. An 
external director may have attended the same school as the CEO or they couldn’t belong to 
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the same social club. Such a situation is described in the textbook as the small world effect. 
Even so, most CEOs would select directors whom they know and who would agree with 
their opinions.  

The element of self-interest may interfere with independence. Take, for instance, the case 
of two companies (Company A and Company B) where the CEO of Company A serves as a 
director in Company B and the CEO of Company B serves as a director in Company A. The 
CEO of Company A might not want to upset the director who is also is CEO of Company B 
because he or she stands to be directly affected when the time comes for the CEO of 
Company B to be involved in negotiations concerning the level of compensation and 
incentives in Company B. Loyalty might also have important consequences in the 
boardroom if directors are prone to blindly following the CEO. However, from research we 
know that the impact of loyalty can be mitigated by encouraging dissenting opinions, a 
diverse board, and truly independent directors. 

Another group that is explored is the analysts. Three kinds of security analysts are defined in 
this chapter. Please go to page 207 to learn more about the different kinds. Do analysts 
herd? The answer is that, as with people in general, security analysts may not like standing 
out in the crowd, particularly when there is a degree of uncertainty”. In uncertain situations, 
analysts may refrain from using their own information and rely more on what is in the public 
domain. Thus, it can be rational to disregard one’s own information and follow the 
behaviour of others. This is referred to as social learning. 

The chapter uses the Enron case as a case study to explore more about the roles of the 
board of directors and of the analysts. However, what is most important about Chapter 12 is 
the exposure of the social forces that are at play in the investment market. In the Enron 
case, it is difficult for us – as outsiders to the boardroom – to assess the extent to which self-
interest, loyalty, and group think affected the directors’ behaviour, but it certainly seems 
likely that these behavioural forces played a role. It is a challenge for future research to 
isolate and measure the impact of these effects on decision-making. 

What is important to note is that the board of directors allowed creative accounting to 
happen under their noses and that this created a positive picture of the company. Special 
purposes entities (SPE) were created which complicated the accounting procedures. In 
addition, the financial analysts retained by Enron (Arthur Anderson) failed to probe some of 
the accounting practices in place at Enron. 

 

KEY ACTIVITY 
Differentiate between the following terms/concepts: 

a. dictator and ultimatum games 
b. trust and reciprocity 
c. conformity and groupthink 
d. economic man and real people 
e. obedience and loyalty 
f. little white lies and corporation 
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g. herding and social learning 
h. outside director and independent board member 
 
 

 

REFLECTIVE EXERCISE 
1. Discuss the merits of the following statement: The evidence clearly indicates that 

proposers in dictator games care about fairness because they send responders more 
money than they have to. 

2. Discuss the merits of the following statement: Inside directors should constitute the 
majority of a corporate board because insiders have superior understanding of the 
firm’s business operations. 

3. Your firm, which specialises in complex electronic products, has grown rapidly and 
you are now incorporating. Even after incorporation, the founders, including you, 
will hold a large percentage of the stock. Your colleague recommends a large 
corporate board made up exclusively of outsiders. Would you support and follow 
his/her recommendation or would you be concerned about the size of the board? 
Please discuss by detailing the pros and cons of the size of such a corporate board. 

 

SUMMARY 
Learning unit 3 covered the social forces that impact the competiveness of the markets and 
contract design. In this learning unit you were introduced to the key concepts and to the 
theory that provides the background to behavioural finance. Chapters 11 and 12 of the 
prescribed book were specifically selected as they relate to important sections of social 
forces that share more information about the syllabus for this course. An overview of the 
specific chapters and relevant topics was provided.  

Prescribed study material 

Ackert, LF & Deaves, R. 2010. Behavioral Finance: Psychology, Decision-Making & 
Markets. Chapters 11–12. 

Prescribed articles 

Bartels, DM. 2008. Principled moral sentiment and the flexibility of moral judgment 
and decision making. Cognition, 108: 381–417. 

Tart, CT. 2005. Future psychology as a science of mind and spirit. The Humanist 
Psychologist, 33(2):131–143. 

Webel, C. 2004. Are we beyond good and evil? – Radical psychological materialism and 
the cure for evil. Theory Psychology, 14(1):81–103. 
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Recommended articles 

Kumar, S & Goyal, N.2015. “Behavioural biases in investment decision making – a 
systematic literature review,” Qualitative Research in Financial Markets, 
7(1):88–108. 

2012. “Behavioural finance: the role of psychological factors in financial decisions”, 
Review of Behavioural Finance, 4(2): 68–80. http://dx.doi.org/10.1108/ 
19405971211284862. 

2015. “How fund managers in Malaysia make decisions", Qualitative Research in 
Financial Markets, 7(1):72–87. http://dx.doi.org/10.1108/QRFM-09-2013-
0028. 

2010. "What can behavioural finance teach us about finance?", Qualitative Research in 
Financial Markets, 2(1): 29–36. http://dx.doi.org/10.1108/1755417101104 
2371. 

http://www.emeraldinsight.com/author/Kumar%2C+Satish
http://www.emeraldinsight.com/author/Goyal%2C+Nisha
http://dx.doi.org/10.1108/%2019405971211284862
http://dx.doi.org/10.1108/%2019405971211284862
http://dx.doi.org/10.1108/QRFM-09-2013-0028
http://dx.doi.org/10.1108/QRFM-09-2013-0028
http://dx.doi.org/10.1108/1755417101104%202371
http://dx.doi.org/10.1108/1755417101104%202371
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LEARNING UNIT 4 

Market outcomes 

Overview 
In learning unit 4, we consider what behavioural finance can tell us about observed market 
outcomes. This follows on from Chapters 2 and 4 in the textbook where we noted that the 
first tests of market efficiency were largely supportive of the prospect theory – while later 
tests produced evidence that was often at odds with the theory. We return, in chapter 13, 
to a discussion of these anomalies. However, the focus is now on describing potential 
behaviourally based explanations of them. Chapter 14 addresses some central stock market 
puzzles. Chapter 15 describes the potential impact of psychological biases on the behaviour 
of managers. Chapter 16 focuses on the potential for suboptimal financial decisions by 
corporate decision-makers and entrepreneurs. We first consider possible mistakes in the 
capital budgeting process caused by cognitive and emotional forces.  

Learning outcomes for Learning Unit 4 

On completion of the module you will be able to: 

• discuss behavioural market outcomes and corporate finance – firstly, how 
behavioural finance attempts to explain market anomalies and stock market 
anomalies and secondly, in terms of rational managers, irrational investors and 
managerial decision-making 

 

Assessment criteria 

On completion of the module you will be able to: 

• explain an organisation’s response to irrational decisions on the part of the 
market/clients is analysed with reference to how an organisation attempted to 
counteract the trend 

• explain how employees’ responses to reward systems is analysed with 
reference to insights from behavioural finance 

• explain the Triunity Theory of Markets: The mood of the market (emotions, 
semiotics, sentiment); the mind of the market (investment themes, market life 
cycles repeating themselves), the body of the market (technicals, price 
patterns, trend durations, rallies, declines) 

• demonstrate (in written assessments and in an open book examination where 
integration and application are assessed) how heuristics influences investment 
decisions 
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Topics covered in learning unit 4 are discussed next, beginning with chapter 13, followed by 
chapters 14 and 15 and concluding with chapter 16. 

CHAPTER 13: BEHAVIOURAL EXPLANATIONS FOR ANOMALIES 
 
 
 

Chapter 13 argues that behavioural considerations could contribute to an understanding of 
certain anomalies in the pricing of individual stocks. Two anomalies in particular, the value 
advantage and momentum, are the most troubling and, for this reason, receive special 
attention.  

Anomalies are defined as empirical results that, unless adequately explained, seem to run 
counter to market efficiency. The main anomalies reviewed are the following: 

• the small firm effect 
• lagged reactions to earnings announcements 
• value versus growth 
• momentum and reversal 
 

Please note that the small firm effect is not explored as it is not usually attributed to 
behavioural factors. However, the other three anomalies are explained in detail using 
different models.  

1. EARNINGS ANNOUNCEMENT AND VALUE VS GROWTH 
What is behind lagged reactions to earnings announcements? What may partly explain this 
evidence of post-announcement drift is that it seems that both analysts and investors 
anchor on recent earnings, implying that they underreact to new information. 

What is behind the value advantage? 

Historically, value stocks have outperformed growth stocks. Four reasons why retail and 
institutional investors may become too excited about glamour (or growth) stocks versus 
value stocks are: 

1. Committing judgement errors in extrapolating past growth rates too far into the 
future. 

2. Representativeness, investors may assume that good companies are good 
investments. 

3. Because sponsors view companies with steady earnings and buoyant growth as 
prudent investments so as to appear to be following their fiduciary obligation to act 
prudently, institutional investors may shy away from hard-to-defend, out-of-favour 
value stocks. 

4. Because of career concerns. 

2. WHAT IS BEHIND MOMENTUM AND REVERSAL 
The existence of intermediate-term momentum and long-term reversal suggest that 
investors first underreact and then overreact. In essence, we have a combination of the 
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underreaction seen in the earnings announcement literature and the overreaction requiring 
reversal that we see in the value literature. There are several behavioural models that 
account for momentum and reversal. 

1. The Daniel-Hirshleifer-Subrahmanyam model (DHS) explaining reversal. This model is 
based on overconfident investors overestimating the precision of their own private 
signals. This leads to negative serial correlations in prices, or reversal. Please read 
more about the model on pages 222–223. 

2. The Grinblatt-Han Model (GH) explaining momentum. This model is based on 
prospect theory, mental accounting, and the disposition effect. In brief, the tendency 
for winners/losers to be sold too quickly/slowly suggests a delayed reaction to 
good/bad news, because reference-point-influenced investors have demand curves 
that reflect recent performance. Read pages 224–227 for information about the 
model. 

3. The Barberic-Shleifer-Vishny model (BSV). This model explains momentum and 
reversal  and is driven by the tendency for individuals to be coarsely calibrated in the 
sense that they believe that things are black or white. The model leads to a world 
where investors at first underreact, and then overreact to salient news. There is 
evidence that earnings follow something very close to a random walk, which is 
another way of saying that past earnings growth is not particularly helpful in 
predicting future earnings growth. Read more on the model on pages 227–230. 

 

3.   RATIONAL EXPLANATIONS 

Inappropriate risk adjustment 

All tests of efficiency are, by their very nature, joint hypothesis tests. In particular, the null 
hypothesis requires 1) efficiency, and 2) a particular model of risk adjustment. Early tests of 
market efficiency assumed that appropriate risk adjustment required only the consideration 
of market or beta risk (as in CAPM). Statistical issues aside, anomalies either reflect investor 
error of some sort or inappropriate risk adjustment.  

Fama and French model 

Fama and French demonstrate that, if portfolios mimicking size and book-to-market are 
constructed, they do a good job (along with the excess market return) of explaining 
variations in stock return. On this basis, they suggest that size and book-to-market equity 
serve as a proxy for risk factors in stock returns. The result of this is the well-known Fama-
French three-factor model. Read about the model on page 232. 

 

ACTIVITY 
Differentiate between the following terms/concepts: 

• momentum and reversal 
• mean-reversion and continuation scenarios in BSV model 
• size factor and book-to-market factor 
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• risk-based and behavioural explanations (for anomalies) 
 

REFLECTIVE EXERCISE 
1. In the context of the BSV model, explain intuitively (nontechnically) why two 

consecutive earnings changes in the same direction make investors less likely to think 
that they are in regime 1 (mean-reversion) as opposed to the case of two earnings 
changes in alternate directions. 

2. Momentum is the anomaly that gives those subscribing to efficient markets the most 
trouble. Explain. 

 

CHAPTER 14 

Chapter 14 addresses some central stock market puzzles. Over a number of years, 
researchers have begun to question whether observed stock market valuation levels and 
price volatility are consistent with the predictions of theory. In addition to considering the 
basis for market valuations, we review evidence regarding the level of stock market 
volatility. Additionally, the equity premium puzzle, the historical tendency for equities to 
outperform fixed-income investment by more than their differential risk would seem to 
require, is also addressed in this chapter and we consider whether behavioural factors can 
help us account for the puzzles listed below. 

The focus is on three puzzles: 

1. EQUITY PREMIUM PUZZLE 

Equity premium puzzle – this is defined as the gap between the expected return on the 
aggregate stock market and a portfolio of fixed income securities. Since no one can observe 
expected returns, the equity premium is approximated using historical average returns. 

Equity premiums can be calculated using arithmetic versus geometric average returns, the 
sample you employ, and what your market and fixed-income proxies are. There are no right 
answers and it is thus useful to calculate the equity premium in different ways. 

Stocks have performed relatively well compared to bonds, Treasury bills and gold. This is 
evident from a study conducted by Jeremy Sigel and based on a dataset stretching from 
1802 to 1997. Real stock returns have been fairly stable. Using conservative geometric 
average measures, long-term averages have ranged from 6.6% to 7.2% while bonds and bills 
have been at 2%–4.8% and 0.6%–5.1% respectively. 

Why is the equity premium a puzzle? 

The reason a puzzle exists is that, assuming that expected utility theory applies, an 
implausibly high level of risk aversion would have to be assumed to rationalise equity 
numbers. Mehran and Prescott argue that a reasonable level of risk aversion would lead to 
an equity premium of 0.1%. The coefficient of relative risk aversion – one measure of 
distaste for risk – is 1.0. Higher numbers indicate more risk. The coefficient of relative risk 
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aversion needed to justify the observed equity premium would have to be a whopping 30 in 
order to explain observed returns. 

What can explain the puzzle? It has been suggested that survivorship bias may contribute to 
an understanding of the puzzle. 

In the context of the behavioural side, there are two main explanations. Read pages 241–
243. 

a. Ambiguity aversion – The equity premium puzzle suggests that required risk aversion 
is simply too high to be credible. But what if people are both risk averse and ambiguity 
averse? Not only do investors, naturally enough, not know what the random draw 
form the return distribution will be, but they also do not know what the distributional 
parameters themselves are. This is consistent with survey evidence showing wide 
disagreement on the level of the ex ante equity premium, which means that we don’t 
know the mean of the return distribution. Under such circumstances, “effective risk 
aversion” increases. Assuming plausible values for risk aversion and ambiguity 
aversion (or uncertainty aversion) an equity premium in the neighbourhood of 5% 
turns out to be quite reasonable. 

b. A second behavioural explanation for the equity premium puzzle, as proposed by 
Shlomo Benartzi and Richard Thaler, is based on loss aversion and mental accounting. 
People who are loss averse feel losses much more than they feel gains of equivalent 
size. Bernartzi and Thaler argue that the observed level of the equity premium follows 
from people being loss averse and evaluating their wealth position fairly frequently. 
How frequently? It turns out that the answer is in the neighbourhood of once yearly, 
which is about how often many people carefully look at their portfolios.  

This implies losses are only truly losses if they exist as of the end of the (long term for 
most) horizon and investors hate to see losses. In essence they are unwilling to accept 
the short-run variability of stock returns even if this variability will not hurt them in 
the long run. This less-than-optimal behaviour is called myopic loss aversion. While 
Benartzi and Thaler cannot prove that myopic loss aversion explains the equity 
premium, there is evidence that people are subject to it. For example, recent evidence 
suggests that professional traders at the Chicago Board of Trade show signs of myopic 
loss aversion and to an even greater extent than students do. 

2. REAL WORLD BUBBLES 
Stock valuations sometimes seem to be completely disconnected from the forecasted or 
observed performance of a corporation. Investors, through the high price they were willing 
to pay for the company, also played a role in the Enron episode. Enron was certainly not the 
only corporation that was overvalued during the 1990s. The Nasdaq Composite Index, which 
is heavily weighted towards technology firms, closed at 2 406.00 on March 10, 1999. One 
year later, on March 10, 2000, the index had more than doubled, reaching a maximum of 
5 048.62. Precipitous price declines followed, with the index reaching a low point of 
1 114.11 on October 9, 2002. Since that time, the index has experienced periods of increase, 
but has yet to recross 3 000. 
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The tech/Internet bubble is certainly not the first price bubble ever observed. A bubble (or 
speculative bubble) is said to exist when high prices seem to be generated more by traders’ 
enthusiasm than by economic fundamentals. 

Extreme prices that seem to be at odds with rational explanations have occurred repeatedly 
throughout history. One of the most remarkable examples is the tulip bubble, or tulip 
mania, of the 1630s. You can read more about the tulip mania on page 244 of the 
prescribed textbook. 

3. EXPERIMENTAL BUBBLES MARKET 
 

Experimental asset markets have provided new insights into how markets work. One of the 
findings from this research is the tendency of prices to rise far above fundamental value and 
then later crash in a particular, simple market structure. Read about the experimental 
bubbles market on pages 247–251. 

4. BEHAVIOURAL FINANCE AND MARKET VALUATION 
Behavioural finance has contributed to our understanding of how people value assets in a 
variety of markets, from tulips, to stocks, to experimental assets. Investors and academics 
alike strive to quantify asset values based on observable factors, but experience clearly 
indicates that the human side has very real effects. A challenge for behavioural finance is to 
bring what we have learned about how people make decisions to markets.  Investors are 
loss averse and this means that prior outcomes affect subsequent behaviour. After stock 
prices increase, the investor is less risk averse because prior gains cushion subsequent losses 
and risk aversion decreases. The result is higher volatility in stock prices. Changes in 
attitudes toward risk can have important effects on both asset valuations and price changes. 

5. EXCESSIVE VOLATILITY 
In this chapter, we have seen that asset values may be impacted by a number of behavioural 
influences, including fashions, changes in tastes (including risk attitude), and what appears, 
in hindsight, to be simple irrationality. A challenge for behavioural finance is to bring to 
markets what we have learned about how people make decisions. 

In addition to valuations that sometimes seem puzzling, the stock market appears to be 
much too volatile. Researchers’ have shown that while some variation in stock return 
volatility can be attributed to news, a large portion cannot. In other words excessive 
volatility exists. 

 

ACTIVITY 
Differentiate between the following terms/concepts: 

1. Certainty equivalent and a gamble 
2. Loss aversion and myopic loss aversion 
3. Speculative price bubble and ex post rational stock price 
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4. Greater fool theory and speculation 
 
 

 

REFLECTIVE EXERCISE 
In a Ponzi scheme, named after Charles Ponzi, investors are paid profits out of money paid 
by subsequent investors instead of from revenues generated by a real business operation. 
Unless an ever-increasing flow of money from investors is available, a Ponzi scheme is 
doomed to failure. What is the difference between a Ponzi scheme and an asset price 
bubble? 

 
 

CHAPTER 15 

Chapter 15 describes how psychological biases have the potential to impact the behaviour 
of managers. Chapter 15 argues that there is evidence that rational managers at times take 
advantage of the valuation mistakes made by irrational investors. We begin with a heuristic 
model, which shows that rational managers in a world with irrational investors have 
conflicts between short-run and long-run goals. These conflicts can lead to choices that 
maximise price rather than value. Examples of catering to investors include changing the 
company name to something more appealing to investors and responding to dividend 
payout preferences. Empirical evidence consistent with these tendencies is presented. 

RATIONAL MANAGERS AND IRRATIONAL MANAGERS 
In a corporate finance setting, behavioural factors may matter for two reasons. Firstly, 
managers, like investors and other financial market participants, appear to sometimes act in 
a less than fully rational fashion due to cognitive limitations, overconfidence, and the force 
of emotion. Secondly, rational Managers may, at times, take advantage of the valuation 
mistakes made by irrational investors. 

The rational managers with irrational investors approach is predicated on the following: 

1. Irrational investors impact prices because arbitrage is limited. 
2. Managers have the ability to detect when valuations are wrong and they act on 

mispricing. 
 

The heuristic model of rational managers and irrational investors 

• In the simplified version of the model, managers, as is conventional, first wish to 
maximise the rationally calculated present value of future cash flows. 

• Managers’ second goal is to maximise the current share price relative to value. 
This goal can be pursued by undertaking various actions that cater to a range of 
investor desires unrelated to (rational) value enhancement. 
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• A third goal of managers is to take advantage of current mispricing so as to 
benefit existing long-term shareholders. This is done by issuing stock when it is 
overvalued and buying it back when it is undervalued. Doing so of course 
benefits existing (and continuing) shareholders at the expense of new 
shareholders. 

 

First order conditions 

Investment policy – investment should continue to the point where the payoff falls to the 
level of the cost of capital, subject to any benefits from catering, which can occur both 
through its potential to lead to market timing of financing and a short-term goal unto itself. 

The second condition relates to financing and the ability of managers to time security issues. 
Here, two goals are in conflict. Issuing shares when they are overvalued is desirable from a 
long-term shareholder standpoint, but since doing so will cause mispricing to decline, this is 
undesirable from the point of short-term mispricing maximisation. Optimal share issuance 
weighs these two factors against each other. 

The third condition concerns dividends. Because of tax reasons, the impact of dividends on 
true value is unambiguously detrimental. Stockholders must pay personal taxes on 
dividends received. To the extent that investors want to see pay-out changed, the gains 
from catering, both through an effort to time markets and as a goal unto itself, have to be 
weighed against their value-reducing aspect. 

Please read the examples of managerial actions taking advantage of mispricing which 
appear on pages 268–274. These examples include company name changes, explaining 
dividend patterns, and mergers and acquisitions. 

 

ACTIVITY 
Differentiate between the following terms/concepts: 

1. Clienteles and catering 
2. Dividend payment and home-made dividend 
3. Investor sentiment and irrationality 
4. Synergy and valuation consequences of a merger. 
 
 

 

REFLECTIVE EXERCISE 
Suppose a particular investment is believed by management to be a negative-NPV 
undertaking, but many shareholders believe otherwise, holding the view that investments of 
this type are value creating. What should be done? Discuss in the context of the heuristic 
model presented in the chapter. 
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CHAPTER 16 
 
 
 

Chapter 16 focuses on the potential for suboptimal financial decisions by corporate 
decision-makers and entrepreneurs. We first consider possible mistakes in the capital 
budgeting process caused by cognitive and emotional forces. Overconfidence may also 
impact managerial decisions deleteriously. In this regard, we address overinvestment, 
investment sensitivity to cash flows, mergers and acquisitions, and start-ups, Finally, we 
consider whether managerial overconfidence can sometimes play a positive role. 

Capital Budgeting – because of the ease of processing, inappropriate capital budgeting 
techniques may be favoured. Because of loss aversion, managers may throw good money 
after bad. Mental accounting suggests that if an account can be kept open in the hope of 
eventually turning things around, this will often be done. Because of loss aversion, 
managers foolishly hang on current investment throwing good money after bad. 

In addition, because of affect, emotion sometimes gets in the way of optimal managerial 
decision-making. 

There are many markers of managerial overconfidence. One is to hold onto the money for 
too long”? 

Aside from too much capital spending, overinvestment manifests itself in tendencies toward 
excessive mergers and acquisitions activity and to be too quick to undertake start-ups. 
Excessive optimism may lead people to think mistakenly that the market is crying out for 
their goods and services, and a better-than-average effect may lead entrepreneurs to think 
that, even if industry-wide opportunities are limited, they will still beat the odds. Venture 
capitalists, whose expertise is in the realm of identifying profitable opportunities, are also 
subject to overconfidence. Overconfidence may have a bright side, though, in particular 
because it “corrects” excessive managerial risk aversion. 

 

KEY ACTIVITIES 
Differentiate between the following terms/concepts: 

• Payback and NPV 
• Holding in-the-money options too long and engaging in frequent acquisitions 
• Random treatment and self-selection treatment in the Camerer and Lovallo 

experiment 
• Risk aversion and overconfidence in debt issuance 
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REFLECTIVE EXERCISE 
Investment activity is driven by both rational value maximisation and behavioural influences 
on the part of managers. Discuss. 
 

SUMMARY 
Learning unit 4 considered what behavioural finance can tell us about observed market 
outcomes. Chapter 13 presented a discussion of anomalies with a focus on describing 
potential behaviourally based explanation for them. Two anomalies in particular, the value 
advantage and momentum, were given special attention. In Chapter 14, stock market 
puzzles were presented with a focus on whether observed stock market valuation levels and 
price volatility were consistent the predictions of theory. Chapter 15 presented a discussion 
on the rational managers who, at times, take advantage of valuation mistakes made by 
irrational investors. Chapter 16 focussed on the potential for suboptimal financial decisions 
by corporate decision-makers and entrepreneurs and presented possible mistakes in the 
capital budgeting process caused by cognitive and emotional forces. 

Prescribed study material for learning unit 4: 

Ackert, LF & Deaves, R. 2010. Behavioral Finance: Psychology, Decision-Making & 
Markets. Chapters 13–16. 

Dorsey, W. 2004. Behavioral Trading: Methods for measuring investor confidence, 
expectations and market trends. Thomson, Texere: UK. pp v; xiii, xvii-xxiii; 209-
216. 

Recommended articles 

Bilbao-Terol, A, Arenas-Parra, M, Cañal-Fernández, V & Bilbao-Terol, C. 2015. Multi-
criteria decision making for choosing socially responsible investment within a 
behavioral portfolio theory framework: a new way of investing into a crisis 
environment. Annals of Operations Research, (1)32. 

Willows, G & West, D. 2015. Differential investment performance in South Africa 
based on gender. The International Business & Economics Research Journal 
(Online), 14(1), 221. 

Kumar, S & Goyal, N. 2015. Behavioural biases in investment decision making – a 
systematic literature review. Qualitative Research in Financial Markets, 7(1), 
88–108. 

Hassan, A, Ansar, I & Shehzad, A. 2015. Impact of Individual Values on Investor 
Decision Making A Case of Lahore Stock Exchange. International Review of 
Management and Business Research, 4(1), 163. 
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LEARNING UNIT 5 

Market outcomes 

OVERVIEW 
In learning unit 5, we focus on chapters 18 and 19 of the prescribed book (Ackert & Deaves 
2010). In chapter 18, we look at various debiasing strategies that can improve financial 
decision making. It is possible that a significant payoff can be obtained from a careful 
financial education program. We argue that education can be enhanced with knowledge of 
the psychological mind set of the investor. Behavioural investing, the topic of chapter 19, is 
the attempt to enhance portfolio performance by applying lessons learned from behavioural 
finance research. We close learning unit 5 by considering whether objective evidence exists 
that behavioural investing can lead to desirable results. 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 5: Lessons of behavioural finance 
 

This is a key area where the lessons of behavioural finance are increasingly being put to 
good use. The learning unit looks at various debiasing strategies that can improve financial 
decision making and behavioural investing is explored as an attempt to enhance portfolio 
performance.  

 

Learning outcomes for Learning Unit 5  

At the end of this learning unit, you should be able to address all the learning 
outcomes as listed below. 

Lessons of behavioural finance 

Chapter 18: Debiasing strategies Chapter 19: Behavioural finance 
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• To critically discuss the financial advisory process, money management and 
behavioural investing in terms of behavioural finance, neuroeconomics and 
neuroscience research. 

 
 

Assessment criteria 

After having worked through the contents of this learning unit, you should be able to 

• compare the financial advisory process in terms of standard financial practice 
versus the behavioural finance practice, referring to products, systems and 
organisational processes 

• apply behavioural finance theory to identify and explain a client’s irrational 
investment decisions and how an intermediary can help the client to make an 
informed decision 

• discuss how behavioural finance insights can assist institutional investors, 
analysts, strategists, brokers, portfolio managers, options traders, currency 
traders, futures traders, financial traders and commentators 

• make optimal financial decisions and give customer centric financial advice 
• discuss how psychographic profiling, personality types, money attitudes and 

risk profiling can be used to optimise financial decision making and associated 
advice  

 
 

Topics covered in learning unit 5 are discussed next, beginning with chapter 18 of the 
textbook followed by chapter 19. 

CHAPTER 18: DEBIASING, EDUCATION AND CLIENT MANAGEMENT 

Chapter 18 begins by looking at various debiasing strategies discussed in psychology 
literature. These strategies can also be applied in the context of financial decision making. 
One obvious strategy with some evidence of a payoff is education. It is important to see 
how education can be enhanced if we have knowledge of the psychological mind-set of the 
investor. It is also important to operationalise this knowledge. 

1. CAN BIAS BE ELIMINATED 
The psychology literature addresses the problem of bias and explores potential remedies. 
Let us begin by considering what is needed to eliminate bias: 

a. an awareness of bias 
b. motivation to eliminate bias 
c. direction and magnitude awareness of bias 
d. the ability to eliminate bias 
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2. STRATEGIES FOR HELPING THOSE AFFECTED BY BIAS 
Fischhoff (1982) suggests a taxonomy of debiasing strategies depending on the distinction 
between “perfectible judges” and “incorrigible judges”. The former can learn to overcome 
their biases, so for this group various remedial and educational measures are called. To 
eliminate unwanted behaviour in the perfectible, the following means, in increasing order of 
intervention, are available: 

a. Warn management of the problem. 
b. Describe the problem. 
c. Provide personalised feedback. 
d. Train the personnel extensively. 
 

How should we deal with incorrigible judges? To eliminate unwanted behaviour in this 
group, the following means are available: 

a. Replace them. 
b. Recalibrate their responses. 
c. Build error into your planning. 
 

Please read further on the strategies and examples as provided on pages 321 to 322 of your 
prescribed book. 

 

3. DEBIASING THROUGH EDUCATION 
We now turn to how education can be used to debias people as they make financial 
decisions. We will see that psychology continues to be useful in this regard. Psychology 
provides for psychographic profiling, personality types and money attitudes. 

Psychographic profiling, a common marketing technique, is the process of assigning 
individuals to groups based on personality, attitudes, values and beliefs. It is of use in this 
context because if we know what types of people are susceptible to what types of problems, 
we can channel our energies appropriately. The Myers-Briggs type indicator personality 
assessment is probably the best-known psychographic profiling technique. After filling out a 
questionnaire, people can be slotted into one of 16 personality types. This is operationalised 
by determining where people fall on the following four key attribute scales: 

a. E versus I (extrovert versus introvert): how do you interact with the world? 
b. S versus N (sensing versus intuitive): what kind of information do you notice? 
c. T versus F (thinking versus feeling): how do you make decisions? 
d. J versus P (judging versus perceiving): do you act in a structured fashion or spon-

taneously? 
 

Where people are situated across these scales, have been shown to be a useful predictor of 
such behavioural flaws as overconfidence and optimism, and may be more revealing of true 
risk tolerance than standard risk tolerance questionnaires. Please read more about the 
application of the Myers-Briggs type indicator personality assessment on pages 323 to 325 
of the prescribed book. 
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4. OPTIMISING EDUCATION 
We have seen that people are subject to behavioural bias and this bias can lead them astray. 
As suggested before, education may be a useful strategy for those open to improvement 
(and it is to be hoped that most are in this category). One form of education is simply 
communicating to individuals that they are prone to certain types of bias, and suggesting 
where these biases are likely to lead them. The idea is that if forewarned, people will adjust. 

Professional providers of financial education want their product to be as effective as 
possible. One way in which education can be made more effective is through customisation 
for the relevant audience. This is an especially important issue for those designing 
educational materials for the quickly growing defined contribution (DC) pension plan 
marketplace. Read on pages 325 to 326 of the prescribed book how planners and avoiders 
are impacted by the education that they are exposed to. 

5. CLIENT MANAGEMENT USING BEHAVIOURAL FINANCE 
The focus of client management using behavioural finance is on how financial advisors can 
use behavioural finance to facilitate the asset allocation decision for a client. We discuss the 
traditional approach.  

6. TRADITIONAL PROCESS OF ASSET ALLOCATION DETERMINATION 
Unsophisticated investors, if left to their own devices, sometimes take on an inappropriate 
amount of risk. It is argued that model portfolios, appropriate defaults and asset allocation 
funds can serve to channel people into appropriate risk stances. The first step for an 
individual will often be to fill out a questionnaire to measure how much risk should be 
assumed. Questionnaires are designed to ascertain an investor’s risk tolerance, which is a 
function of both risk capacity and risk attitude. Risk capacity refers to the amount of risk 
that is appropriate for an average individual with the same age, retirement plans, income, 
liquidity needs, and so on, as the respondent. Risk attitude, on the other hand, is best 
viewed as an adjustment factor, reflecting to what extent the specific individual wishes to 
deviate from capacity because of personal preference and psychological factors. The end 
result is a risk score that can be mapped on to a suggested asset allocation. Thinking in 
terms of the stock-bond mix, those with higher scores are able to withstand higher levels of 
equity exposure. 

The asset allocation solution derived from these questionnaires is called subjective risk, 
since it is based in part on individuals’ attitudes and beliefs toward risk. This can be 
distinguished from objective risk, which is derived from actual investment decisions as 
reflected in the percentage of risky assets in overall portfolios. While the two forms often 
give similar results, there are frequent divergences, leading to the question of which is 
better. In fact both forms have potential problems. While it is natural to prefer what is 
actually done to statements made (actions speak louder than words), objective risk is 
flawed, principally by ignorance and inertia. Ignorance can lead to investment choices 
whose risk is out of line with preferences. And the lack of rebalancing induced by inertia can 
cause allocations to differ from intentions as markets move up and down. 
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How comfortable should we be with answers from these risk questionnaires? It can be a 
problem that the results can be incorrect either because the respondent is flawed or 
because the instrument is flawed. Focussing on the former, people often have difficulty 
understanding risk, and hence they do not really know how to answer the scoring questions. 

Questionnaires can also produce poor results because the instrument is flawed. They may, 
in principal, lack validity and reliability. Validity is the extent to which a questionnaire 
actually measures what it claims to measure, while reliability is an indication of how 
consistent its results are. To attain validity, the right questions must be asked. To strive for 
reliability, appropriate questions must be asked in sufficient quantity. Quantity matters 
since the impact of a misunderstood question will be magnified if it is only one of a few. 

7. USING BEHAVIOURAL FINANCE TO REFINE THE PROCESS 
Behavioural finance can be utilised by financial advisors not only to enhance the relationship 
between the client and the advisor, but also to improve the process of portfolio selection. If 
a particular client’s biases are known to the advisor, the advisor can react accordingly. 
Kahnneman and Riepe (1998) have come up with a series of questions that can be 
assembled as a kind of behavioural test to be given to clients in order to tease out the 
particular biases to which the client in question is most prone. Read pages 328 to 329 of the 
prescribed book in order to learn more about questions that can be asked to advise people 
who might be prone to overreact to chance events (such as recent performance). 

 

KEY ACTIVITY 
Differentiate between the following terms/concepts: 

a. moderating and adapting to biases 
b. “perfectible judges” and “incorrigible judges” 
 
 

 

REFLECTIVE EXERCISE 
1. What steps must occur before bias can be successfully expunged? Describe the 

process.  
2. Describe how educational efforts should be directed towards avoiders.  
3. Differentiate between the following terms/concepts: 

a. personality types and money attitudes 
b. planners and avoiders 
c. moderating and adapting to biases 
d. “perfectible judges” and “incorrigible judges” 

 

4. Risk tolerance comes from risk capacity and risk attitude. What are the main 
determinants of risk capacity and risk attitude?  
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5. Describe how the four continuums or polarities of the MBTI (Myers-Briggs type 
indicator) are used to understand money behaviour and decisions. Relate this to the 
eight traits ascribed to good investors and the education of investors. 

 

CHAPTER 19: BEHAVIOURAL INVESTING 

In chapter 19, we consider behavioural investing, that is, the attempt to enhance portfolio 
performance by applying lessons learned from behavioural finance. In this chapter, we begin 
by looking at several reasons why matters like anomaly attenuation, style peer groups and 
style investing are not as simple as one might initially believe. We also focus on how 
investors can further improve performance, not just by capitalising on anomalies in 
isolation, but by combining them as well as by incorporating other screens. 

Schwert (2002) showed that a number of anomalies, once reported in the academic 
literature, either attenuated or fully disappeared afterward. Anomalies, however, that have 
been argued to be risk factors – in particular value and firm size – should not disappear, 
because, in a risk situation, they are not anomalies at all but rather fair compensation for 
risk borne. Even if an anomaly is persistent, this is not the end of the story for portfolio 
managers seeking to capitalise on it. It is becoming common practice for managers to be 
evaluated relative to their size/value peer group, that is to say, relative to their style peer 
group. Style is usually defined in terms of firm size and growth versus value. 

Consideration of style in portfolio formation can mean different things. First, given the 
evidence that style returns are cyclical, with sometimes small-cap outperforming large-cap 
and vice versa and sometimes value outperforming growth and vice versa, gains in risk 
reduction can be obtained by consciously diversifying over different styles. Second, within 
this diversification approach, because value has historically outperformed growth, and 
small-cap has outperformed large-cap, it may be advisable to tilt towards small-cap and 
value, while still investing in different styles. Read further on style investing on page 336 of 
your prescribed book. 

1. REFINING ANOMALY CAPTURE 
Value investing can be refined by looking at financial statement information. And 
momentum investing can be refined by further conditioning on volume. Research on 
different examples of refining investing are provided in your prescribed book on pages 337 
to 342. 

2. MULTIVARIATE APPROACHES 
Besides research that explored the impact of value and momentum simultaneously, there 
are multivariate approaches that can examine more than the two factors. Further research 
is provided by Reinganum (1988). In order to investigate whether “winners” tended to share 
certain common characteristics, he employed a sample of 222 firms whose stocks had at 
least doubled in price during one year, between 1970 and 1983. The issue was, after the 
identification of these characteristics, whether a successful trading strategy could be 
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developed focusing on these characteristics. Reinganum identified the following four key 
commonalities: 

1. a price-to-book ratio less than one 
2. acceleration in quarterly earnings growth 
3. fewer than 20 million common shares outstanding 
4. high relative strength 
 

Read more on the application of the multivariate approaches on pages 342 to 345 of your 
prescribed book.  

3. STYLE ROTATION 
Style rotation is the act of moving from one style to another in an attempt to time aggregate 
style preference shifts. One must, however, have a predictive model with some reliability in 
order to make the exercise a feasible one. Typically, studies along these lines have 
employed such macroeconomic factors as the default premium, the term structure slope 
and the aggregate dividend yield. There is evidence of return enhancement using such an 
approach for the United States, the United Kingdom and Japan. See page 345 of your 
prescribed book for further elaboration on style rotation. 

4. IS IT POSSIBLE TO ENHANCE FINANCE PORTFOLIO PERFORMANCE 
USING BEHAVIOURAL FINANCE? 

Research suggests that there is no evidence that behavioural investing has paid off up to 
now. A few points highlighted were that, first, few observes would claim that momentum is 
a risk factor, so including it as an additional factor can be called into question. And yet the 
use of such a risk-adjustment mechanism requires that funds do better than just simply 
capitalising on the well-known small firm, value and momentum anomalies. Since this seems 
a reasonable requirement, the finding seems valid that these funds as a group are not 
adding value. Second, in research conducted, sample limitations and test power are salient 
issues. As for test power, it may be difficult to reject deviations from market efficiency and it 
is also difficult to reject small deviations. In other words, these funds may be providing 
some value added, but statistical tests are not able to prove it. 

 

KEY ACTIVITY 
Differentiate between the following terms/concepts: 

a. style peer group and style investing 
b. financial soundness and financial statement 
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REFLECTIVE EXERCISE 
The principles of behavioural finance are being applied to the financial advisory process, 
possibly altering it significantly. The recent financial crisis has accelerated this process and 
new client priorities have emerged. List the post financial crisis emerging client priorities 
(5 marks). Compare the financial advisory process in terms of standard financial practice 
versus evolving behavioural finance practice. (15 marks) 

 

SUMMARY OF LEARNING UNIT 5 
Throughout the learning units we have seen that individual investors (not to mention more 
sophisticated ones) are subject to bias and emotion. The result can be that portfolios are 
not assembled optimally. Employee-investors are perhaps in the most precarious position. 
Learning unit 5 was designed to be of most use to investors and traders. Behavioural 
investing was presented as an attempt to enhance portfolio performance by applying 
lessons learned from behavioural finance research. Given that empirical regularities such as 
momentum and value advantage appear robust, improving portfolio performance by tilting 
toward stocks embodying these attributes seems to be called for. Complications and 
opportunities include anomaly attenuation, style peer group and style investing, and various 
refinements to simplistic anomaly capture were presented. The learning unit close by 
considering whether objective evidence exists that behavioural investing can lead to 
desirable results. 

Prescribed study material 

Ackert, LF & Deaves, R. 2010. Behavioral finance: psychology, decision-making and 
markets, Chapters 18–19. South-Western: Cengage Learning.  

Prescribed articles and questions 
1. Ware, J. 2001. The psychology of money: an investment manager’s guide to beating 

the market. New York: John Wiley & Sons, pp 9–34. 
2. Capgemini Consulting. 2010. World Wealth Report 2010, pp 1–40.  
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