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1. The logic of behavioral research. 

2. Disaster myopia, debt, economic fragility. 

3. Elements of market psychology. 

4. Elements of investor psychology.   

 

 





“We cannot solve our problems with the 

same thinking we used when we created 

them.” 

 

Albert Einstein 

 



THE LOGIC OF BEHAVIORAL RESEARCH (1) 

•Bounded rationality, e.g., in attention. 

Sources of knowledge: Experience, logic, 

and authority. 

•Mechanisms: Stories or simple mental 

frames; heuristics; psychophysics. (Sources: 

Cognition; emotion; social psychology.) 

•Decision traps in judgment and choice, 

e.g., extrapolation bias; loss aversion; 

wishful thinking; overconfidence.  

•Distortions in investment decisions, in asset 

prices, and in the macro-economy. 

 

 

 



THE LOGIC OF BEHAVIORAL RESEARCH (2) 

•Doubts about rational utility maximization, 

expectations, and learning. 

•+ “there is method to the madness.” 

 

 Widespread self-reinforcing misconceptions.  

 

•Self-fulfilling prophecies. 

 

•Laboratory + survey + market data. 

•Anomalies or falsifications? 

  

 

 



THE PROBLEM OF ECONOMIC ORDER 

• The necessity that economic agents behave 

in coordinated fashion;  

• The necessity that economic activity 

continue without disruption;  

• The necessity to respect the autonomy of 

individual agents. 

 

 

• Keynes/Myrdal vs. Hayek 

 

 



John Maynard Keynes 

Friedrich A. von Hayek 



“We must look at the price system as … a 

mechanism for communicating information if 

we want to understand its real function … The 

most significant fact about this system is the 

economy of knowledge with which it 

operates, or how little the individual 

participants need to know in order to be able 

to take the right action …” 

 

Friedrich von Hayek 

“The use of knowledge in society,” 

American Economic Review, 1945 



Robert Lucas 



“Macro-economics was born as a distinct field 

in the 1940s as a part of the intellectual 

response to the Great Depression. The term 

then referred to the body of knowledge and 

expertise that we hoped would prevent the 

recurrence of that economic disaster. My 

thesis in this lecture is that macro-economics 

in this original sense has succeeded: Its 

central problem of depression prevention has 

been solved, for all practical purposes, and 

has in fact been solved for many decades.”  

 

Robert E. Lucas, Jr. 

AEA Meetings, January 4, 2003 
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“The financial services sector has been 

dramatically transformed .. Technology has 

enabled creditors to achieve significant 

efficiencies .. Where once more-marginal 

applicants would simply have been denied 

credit, lenders are now able to quite efficiently 

judge the risk posed by individual applicants 

and to price that risk appropriately. These 

improvements have led to rapid growth in 

subprime mortgage lending.” 

 

Alan Greenspan, April 8, 2005 

 

 

 

 

 

 







Hyman Minsky 

Charles Kindleberger 



“When you combine ignorance and 

leverage, you get some pretty interesting 

results.” 

 

Warren Buffett 

Commenting on the 2008 financial crisis 
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“I was asked what had surprised me about 

the financial crisis. ‘The crisis,’ I said.  ..... [If] 

the last few years .. taught us anything, it was 

that we had to be humble about our ability to 

detect emerging threats to financial stability.   

…. The accuracy of both central bank and 

private-sector forecasting has been 

extensively studied, and the results are not 

impressive.”  





“The [2008] was a failure of a system, and the 

ideas that underpinned it, not of individual 

policymakers or bankers, incompetent and 

greedy though some of them undoubtedly 

were. ......  [The] monetary policy framework 

designed to deal with good times and the 

lender of last resort framework for bad times 

were not properly integrated. In the crisis, 

massive support was extended not to save 

the banks but in order to save the economy 

from the banks.” 



“Only a fundamental rethink of how we, as a 

society, organize our system of money and 

banking will prevent a repetition of the crisis 

that we experience in 2008. ..... Without 

reform of the financial system, another crisis 

is certain, and the failure .. to tackle the 

disequilibrium in the world economy makes it 

likely that it will come sooner rather than 

later.” 
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BEHAVIORAL ASSET PRICING 

TWO ESSENTIAL ASSUMPTIONS 

 

• Non-rational investor beliefs about future 
cash flows and/or irrational fears. Changing 
risk attitudes. Herding and contagion. All 3 
“sentiment” factors may cause mispricing. 

• Betting against market sentiment is costly 
and risky. (Limits to arbitrage.)  

 

• Also: Sentiment vs. disagreement models. 
(Res tantum valet quantum vendi potest.)  

 

 







“The time of maximum pessimism is the best 

time to buy and the time of maximum 

optimism is the best time to sell.” 

 

Sir John Templeton  





BEHAVIORAL FINANCE: KEY BUILDING BLOCKS 

• Cognition. Emotion. Socio-psychological 

factors.  

 

Psychological mechanisms 

• Mental frames. 

• Mental heuristics. 

• The psychophysics of outcomes, chances, 

and time. 





LINDA 

Linda is 31 years old, single, outspoken, and 

very bright. She majored in philosophy. As a 

student, she was deeply concerned with issues 

of discrimination and social justice. She also 

participated in the antinuclear movement. 

 

What is most likely?  What is least likely? 

1. Linda works in a bookstore and takes Yoga 

classes. 

2. Linda is a bank teller. 

3. Linda is a bank teller and is active in the 

feminist movement. 



 

Independent group (20%) 
(no download history) 

Social world 1   (10%) 

Social world 2   (10%) 

Social world 3   (10%) 

Social world 4   (10%) 
 

Social world 5   (10%) 
 

Social world 6   (10%) 
 

Social world 7   (10%) 
 

Social world 8   (10%) 
 

subject enters website 

musiclab.columbia.edu 





CENTRAL INSIGHTS OF BEHAVIORAL FINANCE 

• Human intuition is fragile.  

• Psychology matters in world financial 

markets, e.g., investor sentiment influences 

stock prices and causes return predictability, 

and disaster myopia invites excessive 

leverage.  

• Decision processes shape decision out-

comes. The “road to wisdom” includes a 

structured decision process that (i) avoids 

error, and (ii) takes into account other 
people’s likely errors.    




