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OVERVIEW

◙ Economics, banking and finance in history.

◙ Modern finance.

◙ Behavioral finance.

◙ Strengths & weaknesses of the behavioral 

revolution in finance.
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Raymond de Roover

1904-1972





THE PROBLEM OF ECONOMIC ORDER

o The necessity that economic agents behave in 

coordinated fashion; 

o The necessity that economic activity continue 

without disruption; 

o The necessity to respect the autonomy of individual 

agents.

o The economic problem as a problem of allocation, 

stabilization & distribution.

o Keynes/Myrdal vs. Hayek.



MODERN FINANCE

Studies functions

o Payments and settlements.

o Pooling and transferring resources.

o Saving and investment: Sowing and harvesting.

o Contract design and organizational 

architecture.

o Risk management.

o Valuation.

Core? Rational autonomous agents. “Perfect” 

markets. Equilibrium, i.e., mutual adjustment. 

Institutions are peripheral (or they hinder).



“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



John Maynard Keynes, 1883-1946

Friedrich A. von Hayek, 1899-1992



BEHAVIORAL FINANCE (1)

What is its inner logic? 

o Radical uncertainty, coping, bounded rationality.

o The psychology of judgment and choice.

o Decision traps.

o Distortions in investment decisions, in asset 

prices, and in the macro-economy.

Applications to the behavior of households, markets, 

and organizations. 



BEHAVIORAL FINANCE (2)

o Studies financial decision-making with the help of 

concepts borrowed from other social sciences. 

o Core? What do people do, and how do they do it? 

Studies of cognition; emotion; social psychology. 

Attention. Categorization. Valuation. 

o Decision processes shape decision outcomes.

o Institutions matter.  



"A full understanding of human limitations will 

ultimately benefit the decision-maker more than 

will naïve faith in the infallibility of his intellect."

Paul Slovic

Journal of Finance

1972



BUILDING BLOCKS

o A dual processing system.

o Mental frames.

o Heuristics.

o Prospect theory. Loss aversion. 





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, and 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.



PROSPECT THEORY: LOSS AVERSION

Many people are risk-averse for gains:

($240K) > (¼, $1 million; ¾ , $0)

Many people are risk-loving for losses:

(¾ ,-$1 million; ¼, $0)>($-750K)

These two choices imply:

(¾,-$760K;¼,+240K)>(¾,-$750K;¼,+250K)

This behavior violates rationality (dominance axiom).



EVIDENCE?

o Based on laboratory data in a controlled 

environment.

o Based on based on survey data, individual 

trading records, case studies, etc., in a natural 

environment.

o Based on aggregate price and volume data.

Anomalies or falsifications?







“Trust is the ingredient that makes a market 

economy work. How could we drive, eat, or even 

buy and sell, unless we trusted other people? 

Everyday life would be impossible without trust: we 

give our credit card details to strangers and eat in 

restaurants that we have never visited before. Of 

course, trust is supplemented by regulation .. 

[Trust] is central to .. the institutions that manage 

our economy.”

Mervyn King

The End of Alchemy

2016, p. 10



“Economics has encouraged ways of thinking that 

made crises more probable. Economists have 

brought the problem upon themselves by 

pretending that they can forecast. No one can 

easily predict an unknowable future, and 

economists are no exception.”

Mervyn King

The End of Alchemy

2016, p. 3



STOCK MARKET FORECASTS

• Forecasting macro-variables, corporate earnings, 

and asset returns.

• Data: Federal Reserve Bank of Philadelphia 

(Joseph Livingston).

• S&P Index forecasts, 1952-2016, every June and 

December. Horizon: ~ 7 and 13 months

• Individual and consensus predictions by experts in 

finance, universities, and government.



AR = 10.21 - 0.04 PR
R² = 0.00
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[4,178 individual forecasts. Actual returns in % on vertical axis.]



AR = 7.26 + 0.27 PR
R² = 0.01
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“Overconfidence is built so deeply into 

the structure of the mind that you couldn’t 

change it without changing many other things.”

Daniel Kahneman

Interview with The Guardian

July 18, 2015



Performance of winner and loser portfolios 

(18 industrialized countries; 1973-2007; markets are ranked 

by past 3-year returns)
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Performance of winner and loser portfolios 

(18 industrialized countries; 1973-2007; markets are ranked 

by past 6-month returns)
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“In matters of style, swim with the current.                      

In matters of principle, stand like a rock.”

Thomas Jefferson

1743-1826



CENTRAL INSIGHTS

o Intuition is fragile. Basic investment and 

statistical principles are not learned from 

everyday experience.

o Other people's errors may be an opportunity for 

profit --even if they create risk.

o Some decision errors may be avoided by changing 

the decision process: Choice architecture. Nudge. 

Libertarian paternalism. 





“L’experience de chaque homme se recom-
mence. Seules les institutions deviennent plus 
sages.”

H.F. Amiel

1821-1881





“Those of us who look to the self-interest of lending 

institutions to protect shareholder equity have to be 

in a state of shocked disbelief.”

Alan Greenspan

“We will never have a perfect model of risk.”

Financial Times, March 16, 2008.



STRENGTHS

o Interesting.

o Productive.

o Disciplined.

o Finance: A social science.

o Pragmatic.





“The danger in the assumption of behavioral 

economics that people are intrinsically irrational is 

that it leads to the view that government should 

intervene to correct “biases” in individual decisions 

or to “nudge” them toward optimal outcomes.”

Mervyn King

The End of Alchemy

2016, p. 133



WEAKNESSES

o Culture/history are absent from BF but reality is 

socially constructed. (By themselves, psychological 

mechanisms do not allow an interpretation of 

social and economic events.) 

o BF has to move beyond the study of mistakes 

(relative to the criterion of efficiency).  

o Why are we so smart? BF needs a theory of 

progress. Finance is also about technology. Rules 

and regulations may further economize on 

rationality. What are good frictions? 



“There are truths on this side of the Pyrenees 

which are falsehoods on the other.”

Blaise Pascal

1623-1662



PROGRESS?

o Specialization. Distributed cognition. 

o Decision aids? Human-centered technology. 

Notepads. Libraries. “A place for everything and 

everything in its place.” 

o Economies of scale. Learning. Gradual and mostly 

anonymous improvements. Multiplication.

o The substitution of collective judgment/action for 

individual responsibility. (FDA. Social Security.)

o Technological progress ≠ moral progress.



“Science finds, industry applies, man conforms.”

Motto of the 1933 Chicago World’s Fair






