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SUMMARY - It is understandable in times of the current financiasisrthat people ask how this
could happen. Since the market actors appear oratl, it is also understandable that people — lay
people and experts alike — believe that psychotddactors play a decisive role. Is there evidefare
this and what is the evidenc&his article reviews, evaluates, and discusses primarily
psychological research which has the potential of increasing the stageling of both
psychological antecedents and consequences of financial criseso Highlights important
topics where more psychological research is needed to advasaantieérstanding.

In general people individually use their cognitive and other resourcesnsible ways, and
collectively they have developed procedures that efféctiegulate economic and other
transactions. It is likewise true that sometimes some denaaedsgeyond people’s capacity,
individually as well as collectively. It is therefore esgdnhat scientific knowledge of
people’s cognitive and other limitations is brought to bear on theistthow to prevent such
overtaxing demands. Arguably, financial markets such as those éssind credit overtax
actors’ capacity to make rational judgments and decisions. In pradadtets with full
competition, prices represent the true value of the productsdffg@his does however not
seem to hold in stock markets where stock prices, derctssive trading, are more volatile
than they should be if reflecting the true value of the st@®dgghological explanations
include cognitive biases such as overconfidence and overoptimsgnayversion in the face of
sure gains and risk taking and loss aversion in the face of possdisies, and influences of
nominal representation (the money illusion) of stock prices. tognitive biases
(strengthened by affective influences) existed or only sotaesavere susceptible to such
biases, individual irrationality in stock markets would possiblylimeieated. This is however
not what evidence indicates. In order to understand stock marketstamuirbusts, it is also
necessary taake into account the tendency among actors to imgach other. Furthermore, in de-
stabilized stock markets, experts are less likelpdse money than lay people who lack skill in
constructing stock portfolios that effectively dgsiy risk.

Credit markets allow people to lend money for itwmesits that will pay off in the future. Yet, under
extreme circumstances credit lenders offer loaBamt appropriately considering the risk borrowers
run of not being able to pay back the installmextes. Global credit excesses in general, and the
current sub-prime mortgage crisis in particularsalshow that households often accept risky loans.
Furthermore, their preparedness to use credit heenbincreasing and credit is no longer solely a
means of investing in the personal future. An examsthat, in the new member states of the
European Union, citizens having a desire for a \&esliving standard are increasingly prepared to
use credit.

Credit use is a process consisting of differengssaof decision making, starting with purchasing a
product for borrowed money and ending with payiagkithe borrowed money. Decisions to save now
in order to buy a desired product in the futurenot to save but to borrow money and save late, ar
intertemporal choices with consequences at diftgpeints in time. The rewards of possessing a
commodity immediately or in the future are trad@dagainst the costs of paying back borrowed
money by installment rates or paying the pricerateoin the future.

Purchase decisions involve two interacting chomeseded by information search: Choice of the
product and choice of the method of financing.dntrast to search of information about the product,
only a small percentage of credit users searchrextely for credit information prior to credit take
up. The probability of search increases with thertwwed amount, the number of previously
experienced debts, higher income, educational level for credit novices. Furthermore, credit users
fail to correctly anticipate the decrease in theesenced pleasure from the credit-financed product
They also experience decreasing pleasure with ¢heieed product and increasing strains with the
continuing payments. In order to deal with this tv@dally unsatisfactory state, credit users are
tempted to borrow again, and thus possibly slide problem debt. There is also a reciprocal
interaction between the pleasure derived from conion and the pain associated with paying. As
long as a purchased product is not fully paid, ple@ of consumption would be attenuated by painful
thoughts about the remaining payments. Therefos payments would become progressively less
burdensome if the outstanding debt balance andsBeciated pain are shrinking more quickly than
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the benefits of consumption. If payment and consampre mentally coupled, credit financing would
only be accepted for long-lasting goods that slosdpreciate in value, so that the pain of paying is
buffered by the benefits derived from the conswunpif the product.

In coping with economic hardship caused by finahwiges and economic recessions, households
use a hierarchy of tactics for adjustment, inclgdbuying cheaper, buying less, buying higher gyalit
(more enduring products), and buying fewer (orieg)l durables. Since the last implies life-style
changes it is a last resort even though it wouldhsemost effective way of coping. Younger people
are more flexible than older people. Yet, olderdepwho have experienced economic recessions
before, are better able to cope than younger peajtteout such an experience. Pessimistic people
and people in lower socioeconomic strata adjusbiying less, whereas optimistic people and people
in higher socioeconomic strata continue their conption and lifestyle by buying higher quality and
enjoying more enduring products.

People should be taught budgeting and “mental antiog” techniques to become aware of the
possibilities of curtailment by taking accountloéit spending on a variety of expense categories. T
use of credit cards makes mental accounting mdfiewli and should therefore be discouraged.
Implementation of counter-measures is however agy.elhere are important differences between
people in financial knowledge related to age, gengeel of education, and occupation. Most people
furthermore dislike to think about and to companaificial products. Many people even lack the
motivation to acquire the knowledge of financiabgucts and procedures needed to function in a
complex financial world, where they increasinglgt®e responsible themselves and can rely less on
the government for protection and support.

A detrimental consequence of financial crises ésléiss of trust in financial institutions. Seven
determinants of trust (and regaining trust) in fiveéal institutions are discernible: competence,
stability, integrity, benevolence, transparencyiueacongruence, and reputation. The first four are
necessary pre-conditions or “dissatisfiers” thafryy trust from negative to neutral. The last thegze
“satisfiers.” Achieving some or all three would hg trust from neutral to positive.

Some argue that asset bubbles are started by duetléd by overconfidence and optimism (as well
as low interest rates and inexpensive credit), “mesb of crowds” and self-fulfilling prophecies
encouraging people to do things they would notmléheir own. This results in “momentum buying”
such that the real value becomes irrelevant. Ong as& how financial institutions can be changed to
become more responsible. An example is the inclugitong-term environmental, social, and
corporate governance considerations within invesiinpeocesses to achieve both financial and social
outcomes. This requires removal or change of caimwehthat favour remuneration systems based on
short-term performance. Making required culturaifihis however no easy matter but because people
in any group, including those in financial instituts, are not entirely homogeneous, minorities of
open-minded, socially responsible thinkers exiahd now perhaps is the time when they are more
likely to be listened to.

A policy-relevant insight is that whereas incregsimaterial wealth in already affluent societies has
small effects on citizens’ life satisfaction, skiing material wealth in times of economic crised an
recessions may have a more profound effect. lneafflsocieties preventing shrinking material wealth
should therefore have higher priority than increasimaterial wealth.
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INTRODUCTION

In times of financial crisis such as the world now expegsntit is understandable that the
people ask how this could happen. Since the market actors apptanal, it is also
understandable that people — lay people and experts alikeevebtiat psychological factors
play a decisive role (Akerlof & Shiller, 2009). The evidentéact suggests that
psychological factoralwaysplay a role in financial markets. However, psychologicetidies
are not necessarily “irrational” but represent the way pegmoleess information and act upon
it. The contribution of psychology is to find the regularitidsedristics and biases — in
people’s perceptions and decisions that account for economic befidwaedate Herbert
Simon, Ph.D. in Political Science, Professor of Psycholo@aategie-Mellon University
and in 1978 Nobel laureate in economics, argued that peogteandedlyrational (Simon,
1956, 1982, 1990). Not surprisingly considering the long evolutionary histdnyman
beings, people use their resources in sensible ways to salfbst prevailing situational
demands. Such demands to judge probabilities and to make deeaigdrmsvever
occasionally beyond their capacity. Many contemporary schioldqrshavioural finance (e.qg.,
Shefrin, 2000; Shleifer, 2000; Taleb, 2004) believe that in fishntarkets people are
frequently not capable of acting rationally. The late Amesrsky and Daniel Kahneman,
another Nobel laureate in economics, have done more than angdcitbé&r in psychology to
empirically show this (Kahneman, 2003a, 2003b; Laibson & Zeckhauser), 1998

The aim of this article is to review, evaluate, and disqussarily psychological research
which has the potential of increasing the understanding of both@iegical antecedents and
consequences of financial behavior and thus of financi@xri&/e hope in this way to be
able to complement economists’ analyses of the currentlhasygrevious financial crises
(see Rapp, 2009, for review). We will also highlight importaptcs that call for more
psychological research to further advance understanding.

In financial markets actors take risks as well as evaliugitire consequences of the risks
they take. In the next two sections we will review soasearch on economic risk taking and
financial decision making that help to understand bounded &itiom financial markets.
The following two sections comprise the primary foci of theke, behavior in two types of
financial markets, the stock market and the credit mafegady in 1972, Paul Slovic
published an article in thiburnal of Financen which he identified research findings on
judgment and decision making with bearings on investor behiavgock markets. In the
section analyzing behavior in stock markets, we will lilsanpropose explanations based on
research on judgment and decision making but also based arctesa affective and social
influences. In the section on behavior in credit marketgarch is reviewed addressing
psychological accounts of decisions prior to credit take up,ctivalecredit take up decision,
and psychological phenomena occurring during the repayment period.

In order to understand the serious consequences that bounded rgtioriedéncial markets
may have, we review in a subsequent section research onrfzowiél crises affect people’s
well-being. Governments in many Western countries have ttggerplemented new pension
systems requiring that the citizens themselves maketimeess in stock funds. Instead of a
fixed pension related to the accumulated income, in thesgstems the pension will also
depend on how successful individuals are in investing in fundieelourrent financial crisis,
many households’ pension savings have been dramatically redMbatican be done to
avoid such negative consequences in the future? In credittmadeseholds are offered
loans. An antecedent to the current financial crisis isltiaa-giving has been optimistically
liberal. We review research showing that too optimistic lgi@img has pervasive, short-term
as well as long-term consequences for household economic behadtuding spending,
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saving, and consumption. As we note in a following sectioariaus consequence is also
reduced trust in financial institutions.

A final section takes a wider social-psychological or sociokdgerspective on the role of
institutions and governments in causing economic crises but, mpogtantly, what they can
and need to do to prevent or normalize the economy aftesis. drhis section is necessarily
speculative but is included to highlight some of the shortconthgssearch that focuses
exclusively on individual behaviour to understand societal consegsien

ECONOMIC RISK TAKING

People take economic risks with personal loans, credits, andages, trade risky equities in
the stock market, purchase inefficient or risky productsaaodpt insecure jobs. Consumer
decisions are similarly related to risk since the outcame®ften highly uncertain and may
have serious and life-long consequences. People who choose rastgidirproducts are more
likely to be affected by financial crises and recessiArdistinction can be made between
instrumentalrisk taking, for instance, investing, astimulatingrisk taking, for instance,
gambling. Instrumental risk taking is oriented towards futurefiitsnehereas stimulating
risk taking is more present-time and experience orientddgdawicz, 2001).

A distinction also needs to be made betwesidefined as a probability of decision
outcomes in the context of expected-utility theories (ean,Neumann & Morgenstern,
1947; Savage, 1954; Starmer, 2004), which have been applied tstanddinancial
decision making, andsk eventsiefined as low-probability negative outcomes (Slovic, 1987,
2001; Vlek & Stallen, 1980). According to the former definitiogk or probability is a
guantification of the likelihood of a decision outcome. The tengertaintyis instead used if
an explicit quantification of the probability is not made. lottery the probabilities may be
known (although few buyers of lottery tickets are likely to warknow them), whereas in a
financial market there is uncertainty because the probadiditie unknown (but investors
would like to know them). Furthermore, economic risk taking mgstlyains to perceived
financial risks. Other risk events include health, social, etlziod recreational. It is important
to note that risk taking is domain-specific. At an individeakl risk taking in one domain
(e.g. the financial domain) has little or no relationship wigk taking in another domain (e.g.
the social domain) (Weber, Blais, & Betz, 2002).

(Economic) risk taking is mediated by risk perception, riskuale (asymmetric risk attitude
as related to risk taking will be discussed in the follmasection on financial decision
making), and risk propensity, that is the extent to whichi®agvare of a risk, whether it is
judged to be positive (an opportunity to gain) or negativargat of loosing), and the extent
to which one intends to take the risk. Risk taking is alederated by person and situational
factors.

Risk Perception

In psychology, risk is conceptualized as a subjective conshfliwenced by how the event is
interpreted (Rottenstreich & Tversky, 1997; Tversky & Koetlé84; Weber, 2004). Risk is
therefore perceived differently by different people in différeontexts (Diacon & Ennew,
2001). An analysis of how people make investment decisions eantivat objective
assessments of probability have only a weak impact on theiae making process (Capon,
Fitzsimons, & Prince, 1996). Other aspects are thus takeadesbunt when making
decisions under uncertainty, and people are more influenced dsiyeat than objective risk
(Diacon & Ennew, 2001). Risk perception is an indispensable compoh&nancial

decision making and other risk-taking behaviors. It has furtbee been noted (e.g., Shleifer,
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2000) that risk perception is an important but under-researopaxithat is essential for
understanding investment decision making in stock markets.

Risk perception encompasses an assessment of the dégiteational uncertainty,
controllability of that uncertainty, and the confidencé¢hiese estimates (Sitkin & Weingart,
1995). It is thus the outcome of a combination of genuine unartéack of knowledge, and
the seriousness of the possible consequences (Fischhoff, &lokitenstein, Read, &
Combs, 1978). Risk perception is basically a cognitive assaessbu influenced by affects
such as fear, regret, and optimism (Loewenstein, Welsee,H Welch, 2001). As a
cognitive assessment, it is susceptible to many biased¢sS1985, 2001). One of these
biases particularly highlighted in financial marketsverconfidencéGlaser, N6th, & Weber,
2004) that may be displayed in different ways. People mawbedlmat their knowledge is
more accurate than it really is (Lichtenstein, Fischi®®hillips, 1982), may think that their
abilities are above average (Svenson, 1981), may have sionllof control (Langer, 1975),
or may be excessively optimistic (Weinstein, 1980) aboutuhed. With increasing
experience and familiarity, decision makers have the teyderfocus on their own abilities
and successes rather than on situational factors. Theselyilbn their own routines and
judgments of the past and, in a choice situation, wilpnotess all relevant information. As a
result of their overconfidence, people are prone to underdstitmaactual risks and
overestimate their abilities to overcome unforeseen prohléemsison & Sitkin, 1986; March
& Shapira, 1987).

Risk Propensity
Risk propensity is defined as a general behavioral tendertaie or avoid risk in a specific
domain. It is closely related to and frequently equateh agtualrisk taking. Sharma, Alford,
Bhuian, and Pelton (2009) recently proposed a higher-order mofsirsfumer) risk
propensity. Risk propensity is in this model determined by ttm&teorder factors: perceived
risk, risk attitude, and price consciousness.

Kogan and Wallach (1964) developed the Choice Dilemma Quesitier{G®Q) to
measure risk preference. More recently, the CDQ has bednauassess individuals’ risk
propensity as well (Harrison, Young, Butow, Salkeld, & Solomon, 200&per et al. (2002)
developed a domain-specific risk propensity scale, includinfirthecial domain,
distinguishing in that domain between investing and gamblingy fichend that the perception
of benefits and risk, and not risk attitude, are relategetwler and domain differences in risk
taking. Recently, Meertens and Lion (2008) developed a risk pritypenale to discern risk
avoiders from risk takers, but they did not distinguish diffed®mains of risk taking.

Risk-avoiding decision makers are more likely to attend torseigh negative outcomes
and thus overestimate the probability of losses relatitleet@robability of gains. They
consequently require a higher probability of gain to toleratexpesure to failure (Schneider
& Lopes, 1986). In contrast, risk-seeking decision makers are likety to attend to and
weigh positive outcomes more highly and overestimate the prdapaifijains relative to the
probability of losses (Brockhaus, 1980; Vlek & Stallen, 1980).disenction between risk
avoidance and risk seeking is rather similar to the distinetiade in regulatory focus theory
(Higgins, 1998; Zhou & Tuan Pham, 2004) between prevention focus (avoiegagive
outcomes) and promotion focus (striving for positive outcomes). RRgbensity is often
measured by analyzing observed behavioral patterns ratineoythrmeans of responses to
guestionnaires. Risk propensity may be relatively stabletowe and learned in socialization
or acculturation. Yet, it is also changeable and accounthdarapacity of people to learn
from experience and adapt their decision making to new isitisaSitkin & Weingart, 1992).

Risk propensity may also be explained by habitual or routine afdyandling risky
situations. These routine patterns tend to persist over Bemsion makers who have been
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risk averse in the past are likely to continue to makdaasitiecisions, whereas decision
makers who have been risk seeking in the past are tikelgntinue to make risky and
adventurous decisions (Kogan & Wallach, 1964; Rowe, 1977; Slovic, 19¢R)a Yattern of
routine risk taking will not persist when it is proven unsusfitésKnowledge of outcomes,
positive and negative reinforcements, will then affeletations to changing circumstances
(Osborn & Jackson, 1988). In contrast to the stability of sstdedecision makers,
unsuccessful decision makers will change their stratefies, negative outcomes lead to
changes. However, changes are also influenced by wheitass and failure are attributed
to the actions of the decision makers themselves or toisitahfactors beyond their control
(Einhorn & Hogarth, 1978). People tend to attribute successfulmeto themselves and
failures to others or to circumstances. This leads ta@mplete and biased learning of
events and increasing overconfidence.

People high in risk propensity are likely to buy risky finanpialducts. They will benefit
from the upside risky effects of these products in periods of econgraiving and growth,
whereas in periods of economic recession they are likelyntanto problems when
confronted with the downside risky effects of their finanpralducts.

Socio-Demographic Factors

In order to explain general effects of socio-demographic factorisk taking, an
evolutionary perspective has been adopted (Wang, Kruger, KeYWD09). Thus, women are
less risk taking than mérParenthood seems to reduce risk taking. Older people stowen |
risk propensity.

Whether the effects of socio-demographic factors attribiotegrolution pertains to
economic risk taking is however an unresolved issue. Yet, wamneefound to be more risk
averse in making financial decisions than men (Donkers &Stast, 1999; Powell & Ansic,
1997; Weber et al., 2002). Women also tend to own less riskisaban single men or
married couples and reduce their risky assets when the nafntigldren increases, in
contrast to single men and married couples (Jianakoplos &Bekn1998). Furthermore,
older people tend to take less financial risks than younger pgligatekoplos & Bernasek,
2006). A relevant educational factor is the lack of finarka@iwledge or, for many people,
even the lack of motivation to acquire the necessarndiahknowledge (Antonides, De
Groot, & Van Raaij, 2008). People with poor knowledge of findmriaducts and associated
risks are thus more likely to buy financial products that dowadth their needs and their
financial budgets. In a study comparing identical and non-idemvas, Zyphur, Narayanan,
Arvey, and Alexander (2009) found a genetic effect on econosk@references with the
heritability estimated to be 0.63. This means that ovérofh&he variance in risk preferences
is explained by genetic factors.

Personality Factors

Personality factors that have been identified as affgéihancial risk taking include
sensation seekingxtraversionimpulsivity openness to experien@nscientiousness
anxiety andneuroticism Sensation seeking (Zuckerman, 1994) is motivated by thefoileed
arousal of the central nervous system. This need is m&trisd, complex, novel, and intense
stimulation and experiences. High sensation seekers havk adéd for arousal and
therefore tend to take more and larger risks than lowat®n seekers (Wong & Carducci,
1991). Extraversion has an established relationship with #gkfoe arousal and therefore
with sensation seeking (Lauriola & Levin, 2001). Sensation sgelid extraversion may
affect financial risk taking. Young people are genenalbyre extravert and open to new
experiences than older people, and this may partly explaagteffect on risk taking.
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Individuals high on impulsivity take more risks because they damalyze all choice
alternatives or all attributes of these alternatives. Hneyeither eager to make a quick
decision to enjoy the benefits of the chosen alternaiigeaj to avoid the unpleasant emotions
and effort arising from trading-off alternatives, or wanatoid the opportunity costs of
processing information. Impulsivity is an indicator of twohegorder personality traits,
openness to experience and conscientiousness. Individuals high osivitypate more open
to new experiences and are low on conscientiousness. Optmeapgrience is related to a
need for arousal and thus leads to a high risk-seeking propétigityconscientiousness is
related to processing more information about choice altersafiveussing on the most
certain alternative, and is thus related to a low @Ay propensity.

Impulsivity is also related to time preference. Time famiis particularly relevant for
financial decisions that pertain to the distant futsueh as a home mortgage, participation in
a pension plan, and saving or investing for old-age provisioopléwith a present-time
orientation (high time preference) focus on the present anerpoe$pend their money
immediately rather than later (Frederick, Loewenstei®’Ronoghue, 2003). People with a
future-time orientation (low time preference) are moreinglko delay the gratification of
having products and services immediately. They prefer toaavéorm a buffer for
unforeseen expenditures and for the future in general.

Trait anxietyhas the most consistent relationship with risk taking (Lau&dl&vin, 2001).
High trait-anxious individuals have a bias towards processingtémimg information which
is a possible cause of their biased risk perception (G&géore, 1998). This has been
found to be a general tendency that is not limited to péatisituations (Butler & Matthews,
1987). Trait anxiety is an indicator of the higher-order persgradiit neuroticism. People
that score low on extraversion and high on neuroticism are cbarack by a risk-avoiding
propensity and thus by taking less or smaller financial risks.

Confidence

Another factor is confidence, that is optimism vs. pessimvgimregard to the economic
situation and future economic developments. In a period of ecomeag@ssion, people are
less confident and more pessimistic about the future economic conditidrieeir own
financial situation. As a consequence they avoid risky decigitihdarge economic
conseqguences such as buying houses, cars, and other durabledsdsaye more, take less
credit, and prefer to pay back their personal loans peri@d of economic upswing, however,
people are more confident and optimistic about the future ecormamésitions and their own
financial situation. As a consequence, they are more indinbdy houses, cars, and other
durables as well as more luxury services such as visititgurasits and going on vacation.
They also save less and use more purchase-related financingsmortgages and
installment credit (Van Raaij & Gianotten, 1990).

Optimism may also be relatively stable, thus referreastbspositionaloptimism (Scheier,
Carver, & Bridges, 1994). Puri and Robinson (2007) define disposittiahism as
generalized positive expectations about future events. Disp@itbptimism is highly
relevant for financial decision making since it relatesxpectations about the future.
Dispositional optimism may influence both risk perception a@idpropensity that
determines risk taking. It has a strong relationship witreprgineurship. Entrepreneurs are
more optimistic and risk-tolerant than non-entrepreneurs. Thadial behavior of optimists
will be more risk seeking than the financial behavioreggimists. Dispositional optimists
expect more positive outcomes of their investments and thési@niess negative scenarios
in which they will lose their investments.
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Summary

Risk taking is an important component of financial decismaking. It is mediated by risk
perception, risk attitude, and risk propensity, and is modifiesocio-demographic,
personality and situational factors. People high in sensatékingg extraversion, and
openness to experience are likely to take more and higheciaaisks, whereas people high
in conscientiousness, anxiety, and neuroticism are likelyjkeoléss financial risks. Women,
parents, and older people are also less likely to takadial risks. Consumers and investors
with a high confidence in the future are more likely to takarfcial risks. Overconfidence
and optimism are other psychological factors that make peoplénakeial risks with
possibly disastrous consequences for their financial situatiorgdrieral implication is that
financial crises may have more serious consequences foepebplare more likely to take
financial risks.

BIASES IN FINANCIAL DECISION MAKING

Several factors are known to cause deviations from a noertagory of financial decision
making. In financial markets money plays a dominant role.€fbe¥, differences between the
subjective and nomin&kalue of moneys one such factor that will be discussed below. A
second factor that will be discussedraaming of outcomes of decisions as gains or losses
with consequences for attitudes towards financial riaggnimetric risk attitud¢snd taking

of financial risks. A third factor to be discussetbss aversionthat is the fact that people
dislike losses more than they like gains.

Subjective Value of Money

In the movie “Other People’s Money” the corporate raidevriemce Garfield (“Larry the
Liquidator”) stated: “I love money more than the things it bay!” This highlights the
subjective character of the value of money. However, nbyrnmapeople’s minds, the value
of money does not differ this clearly from its purchasing poWet, there are several
deviations from the nominal value of money that questioriatss as a “unit of account”
(Lewis & Mizen, 2000).

Bernoulli (1738/1954) introduced the notion that money has a subjectiethat differs
from its nominal value. In a game of tossing a balancad twe player first designates tails
or heads as winning. Then the player is invited to make a nurhbesses until a winning tail
or head comes up. If this occurs in the first toss, theeplains 2 with the probability of
1/2, if the winning tail or head comes up for the first time¢he second toss the player wins
22X with the probability of1/2), if the winning tail or head comes up for the first time¢hia
third toss the player wirg?x3 with the probability of(1/2), and so forth. The expected value
of this game (the average outcome if played an infinite nuwiti@nes) is infinity. Despite
the possibility to earn an infinite amount of money in the lamg people are still only
willing to pay a small amount for the opportunity to play the darhhés observation goes
under the name of the St. Petersburg paradox. If the valnertdy increases strictly
monotonically with objective value but at a diminishing réte,auld make the expected
value of the game finite. Bernoulli therefore proposedabaincave (logarithmic) value
function is a possible account.

Galanter (1962) employed psychophysical scaling methods with thef ameasuring the
subjective value of money. In an experiment participants wsked to judge how much
money they would require to make them twice as happy compmredeiving US$ 10 (or
100 or 1000 in different groups). A power function of the fgrmax’ provided a good fit to
the data for an exponent of approximately 0.50 (which is cloaddgarithmic function). The
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exponent is a measure of the curvature of the function (thgyeitarate of increase in
subjective value with increasing objective value), the iplidative constana a measure of
the steepness of the function (the average rate of semith increasing objective value).
Another experiment (Galanter, 1990) investigated subjective whlomney for losses. Here
participants were asked whether they would be more or lesswite as upset for a loss of
US$ 5 (or 50 or 500) than a loss of US$ 101@® or 1000). The same power function with a
slightly larger exponent fitted the results. In contraghts, Tversky and Kahneman (1992)
showed that the exponent of the power function for gains did net flifm the exponent of
the power function for losses, but that the multiplicative constéthe steepness of the
function) was approximately twice as large for losses thagdims.

The concave form of the value function (as illustrated gufe 1 below), referred to as
“diminishing sensitivity,” is frequently found to descriltetrelation of sensation to physical
measure scales in psychophysics (Weber, 2004), for instancelatien of loudness to
sound pressure. In psychophysics some neurophysiological mechanismessras
frequently been evoked as an explanation of the function fisrthere any similar
mechanism that can account for the value function of money®agt Chater, and Brown
(2006) proposed a theory positing that the evaluation of a morvetasy is made by
comparing it with sampled values from long-term memory. Theaanealue function is
then taken to reflect the (observed) fact that the frequehencountering monetary amounts
in people’s daily lives follows a concave function. Another golisi to explain diminishing
sensitivity to increasing monetary amounts, suggested bylleiand Fischer (1991), is that
people have limited gain-savoring resources. This alternatiweunt is attractive because of
its similarity to neurophysiological explanations of psychophysaations. It does not
exclude the fact that the value of monetary amounts ietsmms related to, for instance,
purchase contexts in daily lives. As noted by Kahneman andKinverg79), if a certain
amount of money is needed to purchase a desired produtgniisofary) higher value would
represent a discontinuity of the value function. An experimelaiaonstration is the “break-
even” effect (Thaler & Johnson, 1992) showing that a lost amoumbpoéy in a gamble
becomes very attractive to win back.

A resulting conjecture is that the value of money to somenedtpends on its purchasing
power experienced in markets for goods and services. An opportirityestigate how the
value of money in this way may be learned arose when in 2D@European countries
changed their domestic currencies to a common currency, tbg&arling & Thagersen,
2007). In order to assess how well citizens adapted to thettamsition, in monthly surveys
conducted before and after the transition in Austria and PortMgatjues and Dehaene
(2004) attempted to distinguish between a re-scaling hypothesigefsion from the
domestic currency to the euro by multiplication by a multipl&ramtion) and a re-learning
hypothesis (re-learning product prices in the new currencyijcipants estimated the Euro
prices of a sample of selected products as well as lemuéntly they purchased these
products. Indicating that the value of the Euro was learndmhtmAustria and Portugal the
variability of the price estimates decreased with tiapproaching the variability in price
estimates in the respective domestic currencies béfereansition. The fact that in Austria
the variability of the price estimates decreased féstanore frequently than for less
frequently purchased products was taken as evidence favooainipé value of the new
currency was acquired by learning product prices in the nawray. Since no such effect of
frequency of purchase was shown in Portugal, it was concthdede-scaling probably was
dominant in that country. In surveys conducted by Hofmann, Kirchter Kamleitner
(2007), Austrian citizens reported that they adapted touhency transition by different
means, the most frequent one being learning prices of fregymemthased products in the
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new currency. Re-scaling was more frequent for exceptional meshir instance, of
expensive durable goods.

Extending the re-learning hypothesis to the general casernirigahe value of money,
Juliusson, Gamble, and Garling (2005) hypothesized that the aioouafiknowledge of
product prices is only a first stage of learning, then ircarse stage the inverse of the
product prices is used to infer how much one can purchase fiorotiey. Juliusson et al.
(2005) demonstrated that this is an easy task, less easy maktheanverse is a fraction
than if it is a multiple, and even less easy if, agal life, product prices vary, either
systematically (Juliusson, Gamble, & Garling, 2006) or ststatally (Garling, Gamble, &
Juliusson, 2007).

Learning the value of money is also made more difficult whaegichange due to
inflation. Themoney illusiorhas been recognized for a long time (Fisher, 1928). Itsréder
the tendency to disregard the real value of money and fagusstead on its nominal value.
Inflationary changes are therefore not perceived. Shafir, @ndirand Tversky1997)
conducted a series of experiments demonstrating the exisietimemoney illusion in
hypothetical earnings, transactions, contracts, and issuasreds. The results were
consistent in showing that the participants did not fully tateeaccount inflationary changes
in the value of money. Confusing the real value of monely iigtnominal representation
sometimes led them to make economically sub-optimal chdibespossible role of the
money illusion for the macro-economy was experimentally demaiadtby Fehr and Tyran
(2001) and recently discussed by Akerlof and Shiller (2009) arahT{2007) in an attempt to
disentangle determinants of the current financial crisis.

Related to the money illusion is the Euro or Face Valuediu@.g., Gamble, 2007,
Raghubir & Srivastava, 2002) denoting that a change in exelratg influences price
evaluations. Thus, a price for the same product in Euro igipettas cheaper than the price
in some other currency (such as the Italian Lire) withghdti nominal value. However, the
illusion reverses if the price is evaluated relativentome or a budget for the purchase
(Gamble, 2006; Hofmann, Kamleitner, Kirchler, & Schulz-Ha2@06). Thus, the price is
evaluated as higher when the difference between the pridh@imtome or budget is
nominally smaller (when expressed in Euro) than nominallelaighen expressed in Lire).
The nominal representation appears to function as an anchowfrmtm insufficient
adjustments are made. The illusion may also result froomproper use of the numerosity
heuristic (Pelham, Sumarta, & Myaskovsky, 1994). This heuissticsensible cognitive
simplification under many circumstances but its use mayvbegeneralized. An illustrative
example is that in general (but not always) two cakes comtaie calories than one cake.

The effect of the nominal representation of money (the moneyaaedvalue illusions) also
reflects a more general psychological phenomenon where dnaasassible attribute affects
judgments and decision making (Kahneman, 2003). A distinction d rbatween intuitive
and deliberate judgments. Intuitive judgments are similar toepgon in being a fast and
immediate response to easily accessible information. Such judgmeay be overridden by
deliberate judgments characterized by a slow sequential praneslving retrieval of
information from long-term memory that has bearing on and changegehearetation of the
directly accessible information. In line with this, the efffetcthe nominal representation may
be eliminated, for instance by acquiring and applying knowledge ofinttetion rate.
However, as reviewed by Ranyard et al. (2008), perceived orfladi frequently inaccurate.
Similarly, Lemaire and Lecacheur (2001) found that many inaccaomeersion rules were
deliberately applied to calculate the value in one curréBayo) from the value in another
currency (French Franc). As a consequence, errors may rafttengh differing in direction
and magnitude.
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Expectations also seem to play a role. In connection witkihe changeover, expectations
were in many countries that prices would increase (e @emmany where the Euro was
called the “Teuro” alluding to the German word “teuer” fepensive). Traut-Mattasch,
Schulz-Hardt, Greitemeyer, and Frey (2004) showed that suchtetipas had an impact.
When conversion of prices to Euro led to a higher value, thisagcepted as an accurate
outcome. In contrast, conversions leading to an unexpected outemaelouble-checked.
This resulted in a bias towards estimates of higheriic&uro than in the nominally larger
German Mark.

Asymmetric Risk Attitudes

Expected utility (or value) theory is a normative theorfirdncial decision making that was
developed in the 1940s and 1950s (von Neumann & Morgenstern, 1947; S8&be]t has
since then undergone several further developments (Starmer, 288dine that a choice is
made between a fixed sum of money, say US$ 10, and thiegserof a lottery ticket offering
the opportunity to win 100 times this amount, that is US$ 1000anittobability of .01. The
expected value of the lottery is the multiplication of thishyability with 1000 that gives the
value of 10. An average of 1 win should thus be expectedfmfiaite number of repeated
random samples of 100 lottery tickets. Obviously, the casteolottery ticket must also be
taken into account. Another related construct introduced in expatiliéy theory isrisk
attitude Being indifferent between US$ 10 and the probability of .0&inhing US$ 1000 is
referred to as aeutralrisk attitude. A preference for US$ 10 in the examplefisrred to as a
risk-averserisk attitude, a preference for the gamble (purchasingttery ticket) arisk-
seekingisk attitude. If the value function is concave, the vailu#0 would be higher than the
value of .01 times 1000 and thus preferred. If it is lineacérin and the risky alternatives
would be the same and thus lead to indifference. If theevainction is convex, the value of
10 is lower and the risky alternative is preferred.

Prospect Theory proposed by Kahneman and Tversky (1979) is probably the most
influential theory of what is referred to as non-expectegeoieralized utility theories
(Camerer, 1989, 2000). The theory rendered Kahneman the Noleeirpezonomics in
2007Z. In expected utility theory (incorporated in portfolio theprgposed by Markowitz,
1959, referred to in the next section) a choice alternatigealuated by evaluating all its
exhaustive and mutually exclusive outcomes in the futuse @kcounting time), then
computing the expectation by multiplying the evaluation of eactoou with its probability.
The alternative with the highest expected value is therechdis Prospect Theory the
evaluations are made of the difference between an outandcareference pointFor
instance, if a stock share increases (decreasesgafpsim the purchase price, the change is
assumed to be evaluated as a gain (loss). In expedigdth&ory the current price is added
to (or subtracted from) the total wealth. Unless the pessbroke, the outcome is therefore
always a gain. In experimental studies (e.g. Kahnemame&sky, 1979) it has been shown
that the evaluations of outcomes differ in a systemadig depending on whether they are
coded as gains or losses. When coded as gains less risky aatnenpeeferred to more risky
outcomes (risk aversion), whereas the reverse is true fesl@ssk seeking). This is labelled
the reflection effect. In Prospect Theory, the reflecéiffact is accounted for by postulating a
concave value function (as described above) for gains but axceake function for losses
(see Figure 1). In order to be able to predict the evaluatian outcome, it is thus necessary
to know whether the outcome is coded as a gain or loss. The ¢®giogjted in Prospect
Theory to take place in an editing phase preceding the eloalwditthe outcome. The
reference point is usually the status quo but, as will bertteed below, may be changed by
framing
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A second distinguishing feature of Prospect Theory, also to loeloss below, is that the
value function is steeper for losses than gains. Thusredfeo adoss aversionthe same
decrease will be evaluated as worse if it is coded@ssathan if it is coded as a reduced gain.

A third deviation from expected utility theory is thafamming an expectation the
evaluations are multiplied by decision weights which are nealily related to probability (as
shown in Figure 1). An explanation of the form of the decisiorgltdunction was proposed
by Prelec (2000). Its form has also been shown to vary witrelnt factors, for instance the
certainty with which the probabilities are assessed (afsored to as second-order
probabilities) (Hogarth & Einhorn, 1990; Tversky & Fox, 1995) or therto which the
outcomes are emotion-laden (Rottenstreich & Hsee, 2001). Whamtedecreases or the
emotional content increases, the function becomes mordegparith the abscissa implying
that the decision weights are less important for the evatuafithe choice alternatives. The
fact that low probabilities receive higher weights accofortthe fourfold pattern of risk
attitudes (Tversky & Kahneman, 1992). When the probability@btitcome is large, risk
attitude shows the asymmetry discussed above, that isvesgion for gains and risk seeking
for losses. This pattern is reversed when the probalsilgynall because of the higher weight
the low probability receives. Although sensation-seeking vs. iseoaeds are likely to also
play important roles, the reverse pattern of risk attit@desed by overweighing of low
probabilities, and thus acting as if low probabilities are higien they are, is consistent with
the paradox that people facing low probabilities (and expectedsjghre willing to both
purchase lottery tickets and insurances.

In Fox and Tversky (1998) Prospect Theory is generalized to amggrtthat is to
conditions where the probability of the outcome is not known, commiggal life, including
stock and credit markets. As Edwards (1954) proposed in subjesipected utility theory,
inputs to the decision weights (see Figure 1) are judged praleshilither than objective
probabilities. In this way, the extensive research on hoyestile probabilities are formed
through the application of the judgment heuristics of availgbi@presentativeness, and
anchoring-and-adjustment (see Gilovich, Griffin, & Kahnen2&®2, for an overview)
becomes integrated with Prospect Theory. In addition an ititegjtheory of subjective
probability referred to as Support Theory (Rottensteich & kyers997; Tversky & Koehler,
1994) was proposed.

Framing

Kahneman and Tversky (1979) introduced framing by means of thevabisarthat a
reference point may shift in such a way that a gainagspe be a loss or a loss appears to be
a gain. According to the reflection effect described abdwefdrmer would lead to choices of
riskier alternatives than the latter. As an example, denshat people facing a choice
between a certain outcome and a risky outcome (winning an amionaney with some
probability or nothing with the complementary probability) may fraheerisky outcome
differently, either considering the worst case (receiviathing) or the best case (winning).
Whether the loss frame (the reference point being the amouordgrady to be gained) or the
gain frame (the reference point being getting nothing) is adajetisdmines the evaluation of
the outcome. In Tversky and Kahneman (1981) framing was extemdegdral other
phenomena. This has also been the case in subsequent résearmeview by Soman, 2004,
who distinguishes between the framing of outcomes, strucamdgsasks).

Meta-analyses (Kuhberger, 1998; Levin, Gaeth, Schreiber,u8idla, 2002; Levin,
Schneider, & Gaeth, 1998) demonstrated the strongest affdcasning for reference point
shifts. Different means have been employed to induceshiftb. Verbal labels may make a
reference point salient, for instance, the content ot prealucts may be framed eitherRe%
fat-free (making 0% fat-free the reference point) or (B#-fat (making 100% fat the
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reference point)P% fat-free will then appear to be a gain and be mordipelsi evaluated

than (100P)% fat which appears to be a loss. Levin and Gaeth (1988) fhahwhether fat
content of meat was described as percentage fat or pegedat-free even affected the taste
of the meat. A similar procedure was used by Kristense@Ganithg (1997). In dyad
negotiations of the price of a condominium, different reservatitnes were shown to affect
the degree to which the initial offers were perceivedains or losses. As a consequence, the
outcomes of the negotiations differed.

Another more general means of influencing reference poirttsaagh multi-period
experiments. Garling, Karlsson, Romanus, and Selart (1997) exViemd analyzed the
results of such experiments employing several different garediln the simplest case,
participants are informed about or experience the outcome of iayseahoice, and are then
asked to make a new choice independently of the previousn@arid Romanus (1997)
demonstrated an asymmetrical influence such that when fubteatial losses were
evaluated, the prior outcome influenced the reference pgintaking the evaluation worse if
the prior outcome was a loss and better if it was a gaoritrast, evaluations of gains were
not influenced by the prior outcome. In their account ofaBignmetry and similar effects on
evaluation of sequential outcomes (Linville & Fischer, 1991)]értend Johnson (1990)
proposed that the editing phase posit in Prospect Theory is partisngdugy cognitive
simplification, partly by hedonic principles (labelled hedonidied), that is the motivation to
feel good. Hedonic editing is an instanceraiod regulatiorthat in the next section will be
discussed as an account of some regularities of investorasheciaking in stock markets.

Related to the coding of outcomes as gains or losses, Thagé#, (1985, 1999) and Tversky
and Kahneman (1981) proposed that coding of outcomes is maskial accountsThe
existence of mental accounts violates the basic assunthbtibmoney is exchangeable (the
principle of fungibility). Tversky and Kahneman (1981, p. 456) defimenental account as
“an outcome frame which specifies (i) the set of elemgrmiatcomes that are evaluated
jointly and the manner in which they are combined, and (@ference outcome that is
considered neutral or normal.” As an empirical examplprésenting different scenarios in
an experiment, it was found that fewer participants wouldsbnigw theater ticket to replace a
lost one than the number of participants who would if they bstdhe equivalent amount of
money. The explanation is that the participants evaluatedsbef the ticket and the price of
a new ticket in the same mental account, whereas theflassney and the price of a ticket
were evaluated in separate accounts.

In Tversky and Kahneman (1981) the coding of outcomes in mental accospéific to a
decision to be made. In contrast, the mental accountsaéfer by Shefrin and Thaler (1988)
in their Behavioral Life-Cycle Theory are instead a pit@id mental accounts that are part of
people’s financial knowledge and therefore presumably higher-oriee, stable cognitive
structures. According to the theory, people categorize moresagfs in three mental
accounts, current income, current assets, and future inconfgnimel Thaler (1988) did not
argue that these three accounts are exhaustive, but thatréiye most basic and general
ones. The current asset account may, for instance, be dividexlibvccounts, and different
households may use different sub-accounts. Such sub-accounts magtbéaspecific
goals, for instance, holiday money, money for clothing, monejofut, and so on.

The Behavioral Life-Cycle Theory was proposed as a psycholbgiealistic alternative to
Modigliani and Brumberg’s (1954) life-cycle theory of savingd ¢he related permanent
income hypothesis (Friedman, 1957). The latter implies that pstiple toward uniform
consumption during the life cycle, implying that they take loghen their income is low and
expected to be higher in the future, and save when theimiads higher than expected.
Empirical observations have however demonstrated that curoemh@is a more important
factor than the theory predicts in that middle-age householdsahbigher degree of
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consumption than younger and older households (Courant, Garmlich,r&i,di®86). The
data are consistent with the Behavioral Life-Cycle Theoishiowing that consumption is
more dependent on current income than expected.

Since current assets, current income, and future income gositee Behavioral Life-Cycle
Theory correspond to actual accounts, one may question whatesl ¢y labeling them
mentalaccounts? Self-control techniques of desire-reduction and siegeaillpower (Hoch
& Loewenstein, 1991; Karlsson, 2003) aim at overcoming the teimptaitimmediate
consumption of a specific object or in a specific situatidre @ise of mental accounts
(Shefrin & Thaler, 1988) is assumed to serve as a selfai@ttategy at a more general level
by imposing constraints on spending money. Because mental acceuntd formed in
relation to a specific situation or object, they ardipalarly well suited to explain patterns of
consumption and saving across the life cycle.

Shefrin and Thaler (1988) referred to the internal confhithin an individual, between
short-term and long-term preferences as a conflict betevgdanner and a doer. The planner
is assumed to be far-sighted and to strive toward makignlife-long utility, while the co-
existing doer is assumed to be myopic and impulsive, strieivgrds maximizing immediate
benefits. In order to satisfy long-term preferences,neisessary to exert self-control. Since
pure willpower is more costly, people are expected to seek sitia¢egies to achieve self-
control. The decomposition of wealth into mental accountsassanh strategy. The marginal
propensity to consume from the three different mental accoutmsssassumed to decrease
from current income to current assets and from current dedetsire income. That is, the
temptation to spend money on consumption is expected togestdrom the current income
account, next largest from the current assets accounteasidflom the future income
account.

Loss Aversion

Loss aversion refers to that people dislike losses morethies like gains. An even chance of
winning or losing a small amount of money would therefore beepeaf to an even chance of
winning or losing a large amount of money. This follows fromstieepness of Prospect
Theory’s value function for losses (see Figure 1). As note@dmgerer (2005), loss aversion
has been evoked as an explanation of many deviations from ratemision making. We

limit ourselves here to thendowment effe¢Kahneman, Knetsch, & Thaler, 1990; Knetsch,
1989; see Cummings, Brookshire, & Schulze, 1986, and Novemsky & Kann@@05, for
reviews), that is that people demand a higher pricelits@mething they own than they are
willing to pay for acquiring it.

In experiments employing undergraduates, Kahneman et al. (1990) feubdtantial
difference in selling and buying prices that dramaticaljuoed the number of transactions.
As one should expect if loss aversion is the sole explanatioantt®vment effect appears to
be immediate, although its strength increases with the lefgihssession of the good and
decreases with the similarity between the endowed goods agdats not endowned
(Strahilevitz & Loewenstein, 1998). Furthemore, the endowmertteffay also occur for
goods whose possession is merely desired (Carmon, Wertenbrdee|énberg, 2003).
Lerner, Small, and Loewenstein (2004 also show that affe@opigrtant. The endowment
effect is reduced if a negative mood is induced beforgdbd is acquired. Carman and
Ariely (2000) suggest that buyers perceive paying the prieegoiod as a loss, whereas
sellers perceive losing the benefit of the good as a losthébasis of previous research and
experiments carried out themselves, Novemsky and Kahneman (290&)that a full
account of loss aversion (and thus the endowment effect) musygoadohe account in terms
of the steepness of the Prospect Theory’s value function. &g the point that loss
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aversion is not invoked by spending money that is within andei budget for purchases,
but only when being outside the intended budget.

Summary

This section reviewed several known deviations from the narentiteory of financial
decision making. These deviations include the differencigelea the subjective and nominal
value of money (non-linear value function of money, money illysioental accounting
resulting in the non-fungibility of money), asymmetric risktades and framing of decision
outcomes (differences in risk seeking depending on framing cbmats as gains or losses),
and loss aversion (avoiding losses being more valued thaniobtgains). The following
section will disentangle how these deviations from the navengtteory contribute to
anomalies in stock markets, and, after being potentiatedfégtive and social influences,
market booms and dusts.

BEHAVIOR IN STOCK MARKETS

In stock markets, investors trade stock sﬁaWshy do they trade? A rational analysis
suggests that investors only trade if they differ from edbfr, for instance in liquidity needs,
risk perception or attitude, or knowledge. A general beliabisever that these differences
are not sufficient to explain the high trading volumes observetbck markets (Odean,
1999). A reason may be that stock share prices are too lma bigh. According to efficient
market theory proposed in financial economics (Fama, 197@e trading prices of stocks
deviate from their fundamental value due to “noise” tradevd]l increase trading by rational
investors whose trading eventually will correct the pricess Ehiabelled arbitrage. However,
empirical observations questioning the validity of efficientkeaitheory include that
arbitrage is limited in nullifying the impact of noise teasl (DeBondt, 2008; Shleifer &
Vishny, 1997). Possible reasons are lack of mispriced, fullyituthfte stocks to purchase,
uncertainty about fundamental stock values, and, as a consequecerainty about whether
price trends will continue. Arbitrageurs may for this reaseen follow noise traders in
buying “glamour” stocks with increasing price trends, themeyforcing rather than
counteracting the price trends.

Some identified market anomalies (deviations from efficieatket theory) may possibly be
accounted for by psychological factors governing individual invésbavior. Providing
such an account is the primary aim of research in behafiioaace (Glaser et al., 2004). In
this article we likewise argue that principles validategdsychological research on judgment
and decision making, reviewed in the preceding two sectioogsuatcfor boundedly rational
behavior in stock markets. In doing so, we propose explanationad@westor
overconfidence, which in behavioral finance is the most popuialanation of market
anomalies. As noted by Glaser et al. (2004), investor ovedsnde has tended to become a
catch-all explanation (see this reference as well assKedwicz [2008] for a thorough
discussion of how principles of overconfidence discovered inhadygical research may
account for market anomalies). Another reason for the domirwdracsingle explanation is
that it is not easy to identify causes of behavior obsarvadtual stock markets. In contrast,
laboratory experiments eliminate confounding which plagues intatjmes of market
observations. Yet, laboratory experiments also raise issuedarhal validity. A fruitful
approach would be to conduct experiments that with high fidghtylate investor behavior
in actual stock markets (Plot & Smith, 2008).

In this section we will highlight psychological researchpamticular experimental research,
with the potential of conclusively identifying causes of stamekket anomalies. Space only
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allows a selective review of research in behaviorarite. For comprehensive reviews the
reader is referred to DeBondt (2008), Glaser et al. (2004)7alegkiewicz (2006). Another
valuable source is the three-voluandbook of Behavioral Finand&hefrin, 2001) with
reprinted benchmark papers introduced by the editor.

Figure 2 illustrates our overarching conceptualization ®frtte of psychological factors in
stock markets. The primary focus is on individual investors jwtige financial risks and
make decisions to buy and sell stocks. They are guided bstalcmnd personal value
priorities. As has been shown in previous research (Schvi®2), value priorities range
from self-interest (self-enhancement) to collective edge(self-transcendence). In general
self-interest is assumed to be a dominant guiding principle althbugay sometimes be
overriden (Fehr & Schmitt, 1999; Rabin, 1993). Investors whorapoged by financial
institutions are furthermore primarily influenced by thenptoyers’ value priorities, even
though these would differ from their personal value prioritigsg§n, von Borgstede, &
Biel, in press). As further elaborated in Table 2 ancattompanying text in a later section,
an important question is what influences on value prioritsscéty exerts and can exert on
financial institutions and individual investors.

We start in the first subsection with a set of violatiohsatonal investments by both expert
and lay people acting in stock markets, which are iden@éfgecharket anomali2&eading to
excessive trading volumes and stock price volatility ndéceéhg fundamental values. These
includeoverreactions to newslisposition effegtandreactions to splits of stock shares
Another anomaly isaive risk diversificatiomeading to unintended higher portfolio risk. We
review research attempting to identify cognitive biakas $ingly or together account for the
identified market anomalies, as shown in Figure 3 including owéidence, optimism bias,
money illusion, asymmetric risk attitudes, framing, lagsrsion, biased information search,
mental accounting, diversification heuristic, and co-variatiegiett. Several of these were
discussed in the preceding sections.

Some of the cognitive biases are exaggerated by affénfluences on investors that will
be reviewed in the second subsection.

Common cognitive biases and affective influences may go somewaacounting for
market booms and busts. These effects are reinforced byisflaences, that is the
influence investors exert on each other, a phenomenon referasterding In the third and
last subsection research on social influences in stackats will be reviewed.

Cognitive Biases

Overreactions to News

News is assumed to be the only factor affecting stodegf(cf. footnote 4). Bad news
includes falling stock prices, negative company finanepbrts (also referred to as
“fundamentals”), and financial crises in other markets. (¢he credit and housing markets)
and events such as strikes, wars, and disasters thaethtiea world economy. Good news
includes rising stock prices, positive company financial reparid new technologies and
other factors that lead to expectations of expansion of tHel @oonomy. Research has
attempted to empirically verify from market observatiorsa thvestors overreact to such
news.

One type of overreaction is the extrapolation of price movemERtspolation is an
overreaction because in general empirical evidence suppdrisdieasing or decreasing
stock prices revert back (referred to as “mean remefisiFor instance, DeBondt and Thaler
(1985, 1987) found that the future performance of stocks that irvepseperiod were
extreme losers exceeded performance of stocks that in tieysgeriod were extreme
winners. Odean (1999) argues that because investors atheg éxtrapolate a positive price
trend by overbuying winners and overselling losers, they miaitita price trend for some
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time. Trend extrapolation thus becomes a self-fulfilling proph€oytrary to many
investors’ (and probably most others’) beliefs, it is not possibferecast how long a trend
will remain. In an investment experiment employing MBA studevisore, Kurtzberg, Fox,
and Bazerman (1999) found that overconfidence and false opticaissed participants to
overpredict the rise of their portfolios. In addition their noeyrfor past performance was
optimistically biased.

Shleifer (2000) summarizes evidence showing that overreactiewts is frequently
preceded by underreaction. Bayes rule prescribes how beligfapout future stock prices)
should be changed given the diagnostic value of new informatmmever, it has been found
in psychological research (Edwards, 1968) that people changédhiefs less than they
should. This is referred to as non-Baysian conservatism awbked by Shleifer (2000) as
the explanation of underreaction.

Andreasson (1988, 1990) notes that news causes old informatiotetofperarily
underweighed. The consequence is that stock prices willtdewen a trend, going up when
news is good and down when news is bad, and later revertikgvb@n it is understood that
the deviations resulted from overreaction. Andreasson hypothekaedvestors make
forecasts on the basis of stock prices. They place differeights on the most recent stock
price which is assumed to reflect new information and tleeaae of prior prices which in
turn is assumed to reflect old information. The relatwetght placed on the new information
depends on several factors including the trustworthiness of theeséurother factor that has
an impact is the investors’ model of the process genertaengrice changes. Experimental
evidence was presented questioning the generality of the avgoreto-news effect. News
does not simply make investors ignore trends in stock phtass also needs to be salient to
have an impact.

In additional research, Schachter, Hood, Gerin, Arsdi@® and Rennert (1985) show that
volatility in stock prices not only depends on eaoimevents (i.e., extrapolation of price
trends) but news about events with potential effecth@megal economy, including outcomes
of political elections, disasters, and other. The ndetabilized the stock market, the more
investors tend to be influenced by such external evehis.appears to be true for professional
as well as lay investors.

Experiments reported by Svedsater, Gamble, and Garling (2007) destetizat the money
illusion (Fehr & Tyran, 2001; Shafir et al., 1997) also playsl@for overreaction to news. In
one experiment it was shown that participants (undergraduate@dehares with nominally
larger prices expected higher percentage changes of thepsicasewhen facing good or bad
news about company performance (50% profit increase or dectease)id participants
holding shares with nominally smaller prices. In a second empat the same results were
obtained if the share prices were expressed in the nomiasedlyr Swedish Crown than in the
Euro.
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Disposition Effect

Selling losers and buying winners is referred to ameentuninvestment strategy (Hong &
Stein, 1998). It is believed to outperform ttentrarianinvestment strategy, that is selling
winners and buying losers. Yet, investors will be “disposedetbwinners too soon and hold
losers too long. Shefrin and Statman (1985) accordingly laktbliethedisposition effect

Odean (1998) and Barber, Odean, and Zheng (2005) investigatedothstaia effect in
trading records. The results confirmed that losers wetkthellong except when selling was
motivated by tax reductions (the “January effect”). Seyauatlfully successful attempts were
made to distinguish the disposition effect from a rationakyifiable contrarian investment
strategy (believing in “mean reversion,” implying that tdddgsers will be tomorrow’s
winners).

The disposition effect has also been observed in laboratoeyimgnts. In a computerized
continuous double auction experiment in which traders exchanged tvs, &3sehler,
Maciejovsky, and Weber (2005) found that when traders expedengain, they sold their
assets earlier than when they experienced a loss. \@ede&Zamerer (1998) reported another
laboratory experiment in which participants sold fictitious Istltares in several periods.
They derived hypotheses about the disposition effect from ProBpecty (Kahneman &
Tversky, 1979). Accordingly, investors would be risk aversihemnselling winners,
prefering a certain gain (selling the stock) to an uagedain (holding the stock), but risk
seeking when selling losers, prefering an uncertain loss (tgolde stock) to a certain loss
(selling the stock). Prospect Theory also predicts tlealdtiter effect is stronger since losses
are disliked more than gains are liked (loss aversion)r@hets were consistent with the
disposition effect in that winners were sold too early (@s#rsion) and losers too late (risk
taking and loss aversion).

Weber and Camerer (1998) also found that the disposition eféeceliminated if
participants after each period were forced to sell theesttaey owned, then given the
opportunity to buy them back at the same price for which theg 8@d. The disposition
effect thus reflected sellers’ reluctance to seleathan a preference for buying losers. A
similar qualification of the disposition effect was madeSwedséater, Karlsson, and Garling
(2009). Even though investors in stock markets both sell and blksstbeir role as sellers
must be distinguished from their role as buyers. Since ingesktrapolate trends in stock
prices (Andreasson, 1988, 1990; DeBondt, 1993), when buying stocks tHi&glgre
follow a momentum investment strategy and buy winners. Ittisein role as sellers that they
sell winners too early and hold losers too long. In the éxgerts by Svedsater et al. (2009)
in which participants either were sellers or buyers ofkssb@ares, the disposition effect was
observed for sellers while buyers followed a momentum investsteiegy.

When searching information about changes in stock prices, inves®biased in a way that
reinforces the disposition effect. By analyzing data on tave'schoices to access stock share
prices, Karlsson, Loewenstein, and Seppi (2009) observed tineHasffect,” that is that
investors want to avoid negative information. Given baahabiguous aggregated
information about the development of the stock market, inveshoetd themselves from
additional bad news by not searching for additional informatmutstock prices. In
contrast, if the news is favourable they search for defsuitd information.

In analyses of the disposition effect (e.g., Odean, 1998riBl8eStatman, 1985), it is
assumed that losses and gains depend on the difference b#te/setiing price and the
purchase price of the stock shares. The purchase price isehafetence pointieducted
from the selling price in evaluations of the monetary value todide. According to Prospect
Theory (Kahneman & Tversky, 1979), if another reference poadapted, this would lead to
the monetary value of the trade framed as a larger alfesngain or loss, or as a loss instead
of a gain or the reverse.
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In general, the memory trace of a reference point sudtegsurchase price fades over time.
When this occurs, another more salient price will becomadtereference point. In a market
with volatile stock prices, a given price may thus be perdeagea loss or a gain depending
on which previous price has been adopted as the referenceTpaineference point may also
be a future expected or aspired selling price. As a consegjuaath historical and future
reference points may coexist, causing ambivalence (Kahner@8g). Assume that an
investor invests $10,00@rchase prickand hopes to sell for twice this sum, although
$18,000 is acceptable (two differeaspiration pricey The investoexpectgo sell at $16,000
and has on similar occasions in the past sold at $14h§0rf). If the selling price turns out
to be $12,000, this is obviously a gain compared to the purchiaseapra reference point but
a loss compared to the other potential reference pointsakiVilverage of these different
reference points become the reference point, possibly weighetldncea In the experiment
by Weber and Camerer (1998) described above, an averagenpttiegpreceding period of
the experiment, differing from the initial purchase price, slaswvn to act as the reference
point.

When adopting historical (purchase price) or future (aspiratior)méterence points, in
order to correctly infer the value of the trade, invessgtrould take into account changes in
the value of money over time (i.e., inflation). As notedhe preceding section in discussing
the money illusion (e.g., Fehr & Tyran, 2001; Shafir et al., 1981gss inflation is very
high, the nominal representation of money have such a stiflagrice that inflation tends to
be neglected. Empirical research (Ranyard et al., 2008¥shtsvs that inflation is frequently
misperceived.

Stock prices either increase (show positive serial colwator decrease (show negative
serial correlations) over time (e.g., Barberis, Shle&eYishny, 1998). The momentum
investment strategyg implied by positive serial correlations found in the shorter run
(typically between 3 and 12 months), whereas the dispositieatedfimplied by the negative
serial correlations observed over longer time horizons (DeBordialer, 1985, 1987;
Shefrin & Statman, 1985). As noted by Svedsater et al. (20@3e findings may result from
buyers’ expectations about increases in stock prices thabaitively correlated with
information about their latest, short-term development,easéme time as potential sellers,
due to loss aversion and some benchmark defining an acceetaiote are less willing to sell
when the current price is lower than previous prices. As a consagjliavestors appear to be
influenced by different reference points depending on whethgiatieebuyers or sellers.

The disposition effect would increase trading volumes in (Iylssock markets with rising
prices since investors oversell winners (Weber & Cam888). In (bearish) stock markets
with falling prices the trading volume should decrease simgestors hold losers. Yet, there
is a limit to how long losers will be held given the attireeness under such circumstance to
invest in risk-free bonds. At some point in time investorseioee decide to sell losers. A
crash is then likely to materialize due to stock pritesting to fall in an uncontrolled way.

Reactions to Splits of Stock Shares

It is not uncommon after a sustained rise or fall of pri¢esazks in companies that they use
splits or reverse splits of their stock shares to resh@@ominal value of fixed lots of
trading Instead of changing the number of shares that a fixemfaains, typically used as
the unit of trading, a more common procedure is to change theoptice share itself. In this
way the real value of the stock is not altered since the rewvi# receive proportionally more
(or less) shares for a given invested sum of money. A@pdi reverse split should therefore
not cause changes in share prices. Yet, there is a tenderiogse to go up following a split
and go down following a reverse split (Ikenberry, Rankine, i&eSt1996). Thus, only
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changing the nominal value of share prices appears to make lausetiing these stocks
attractive.

Several explanations that maintain that investors are ratianval been proposed of the
effects of splits and reverse splits. The “signaling” arption by Brennan and Copeland
(1988) suggests that splits convey information about the future ekl company. The
“trading-range” explanation (e.g., Baker & Phillips, 1994) lisgéts to past rather than to
future performance by positing that the changes in shanes/ahprove liquidity. Despite
some studies demonstrating that the above explanations are wiadiiall the results do not
conclusively rule out alternative hypotheses. For example, Ikenéeal. (1996) showed that
market responses occur both in conjunction with split announcermentsll as on the actual
day of its implementation. According to the signaling explanatioe would expect the
change in share prices to occur immediately after the annmemtelf one instead considers
the trading-range explanation, in order for a real price iner@asccur following a split,
buyers would be more influenced by an increased liquidity tabers.

Svedsater et al. (2007) performed an experiment that examimettier after a split or a
reverse split the change in nominal representation of ghiaes would affect fictitious
buying or selling of stock shares. This possibility was ssiggesince, in line with the money
illusion (Fehr & Tyran, 2001; Shafir et al., 1997), the nominptesentation of money may
influence people’s perception of the real value of monaya# accordingly hypothesized that
a split, and a reverse split, should affect trading, reftem the participants’ willingness to
buy or sell. As a result of the lower (higher) nominal reprieg®n following a split (reverse
split), buyers would perceive the share prices to be mdes®waluable. It is not clear
however whether this leads to a higher or lower willingne$siyo A momentum investment
strategy (Hong & Stein, 1998) would make investors lessnedlto buy shares that have a
lower value and more inclined to buy shares that havehehi@lue. If influenced by the
disposition effect (Shefrin & Statman, 1985), sellers wouler atsplit be unwilling to sell at
share prices perceived as losses. After a reversednsyliwould be willing to sell to receive
the gain. The results showed that both sellers and buyeesinfielienced by the nominal
representation of the share prices in perceiving shdues/éo be lower after a split and
higher after a reverse split. For both sellers and buker$ed to an increase in willingness to
trade.

Naive Risk Diversification

Investors construct stock portfolios by buying stocks in diffezentpanies. Their goal is to
diversify risk, that is to avoid placing “all eggs in thengabasket.” Risk is defined as
volatility of stock return A stock with high volatility increases the probabilitylafge gains
but also of large losses compared to a stock with lowtiliglaAn optimal portfolio should
maximize return for a chosen risk level and other costsKdvitz, 1959). An important
factor to take into account is how stock returns are expezteaivary in the future. Risk is
reduced by selecting different stocks to a portfolio onlyefrtreturns do not co-vary such
that they increase or decrease at the same time.

Behavioral Portfolio Theory (Shefrin & Statman, 2000) makes gssons about investors’
behavior that are claimed to be consistent with behavpoiatiples of judgment and decision
making. The theory also applies to decisions about how many cesahould be allocated to
risk-free (bonds) and risky investment alternatives (sto€ks\wing on Lopes (1987) who
conjectured that the hope of gaining and the fear of loosingsawobtives for investors, it is
hypothesized that resources needed for subsistence arddirated to risk-free investments
(referred to as a “safety-first” strategy), thenaapiration to increase wealth above the
poverty level motivates investments in stock portfolios.
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In pension schemes where citizens choose between bonds andistixkifid between
different stock funds, empirical studies (Benartzi & Tha®®01; Hedesstrom, Svedsater, &
Garling, 2004, 2007) show that equal amounts are allocated atte¢heatives offered. This is
referred to as the dheuristic, also confirmed by experiments varying the number of
investment alternatives. Reviewing studies covering a veidge of domains, Fox, Bardolet,
and Lieb (2005) likewise conclude that when people allocateiress to a fixed set of
options, they tend to use a “maximum entropy” heuristic by whichdfstribute the resource
evenly across all options, insufficiently adjusting in accocdasith their beliefs and
preferences. In a series of experiments, Fox, Ratnel,iabhd2005) demonstrated how
allocations as a consequence tend to vary systematiadiiyhaw options (or sets of options)
are partitioned. High levels of expertise, motivationcanfidence moderate the extent to
which people exhibit “partition dependence.”

In one version of Behavioral Portfolio Theory (Shefrin & Stain2000) proposed to
account for portfolio construction, all stocks are considerédueagame time. The co-variation
among stock returns over time is then taken into accouandther version of the theory, the
tenet is that investors segregate their portfolios iersg¢Vayers, also referred to as mental
accounts (Thaler, 1999), consisting of stocks that vary from bitgwt risk. In the simplest
case there are only two layers, one with stocks seleathdhe aspiration of avoiding
poverty (fear of losing) and the other with the aspiratiobezioming wealthy (hope of
gaining). By segregating the investments in layers okstam-variation among stock returns
is neglected. As an illustration, investors frequentlgctelomestic rather than foreign stocks
to their portfolios believing this incurs less risk (FrencRP&erba, 1991). Yet, this “home
bias” neglects that domestic stock returns are more litketp-vary in the future than are
domestic and foreign stock returns.

It has been argued that people have a general tendesegkoariety (Scitovsky, 1976). An
important reason noted by Simonson (1990) is that they are unadstaintheir future
preferences. Consumer studies employing snacks and lotteng tickee shown that a
variety-inducingdiversification heuristideads to sub-optimal choices (e.g., Read &
Loewenstein, 1995), for instance that people who are offeredadeétems choose different
snacks instead of choosing only the snack they like best.ihvastment context, on the
other hand, the consequences of variety seeking are not négewggative since more
diversification is often better than less diversificatipead, Antonides, van den Ouden, &
Trienekens, 2001).

While using a diversification heuristic when constructing sfumitfolios induces variety
among the stocks, the use of the heuristic may not redkc® tise extent that investors
intend because the co-variation among the expected stocksétureglected. Investors may
thus not fully understand why diversification reduces portfolio aisd incorrectly believe
that any multiple-stock portfolio, irrespective of its\e@riance structure, will be risk-
diversified. This is possibly attributable to a generally mpasp of the concept of co-
variation. The human capacity to assess co-variation lesedeensively investigated in
judgment and decision making research (see Shanks, 2004, oe\&)r€Consistent findings
demonstrate that people act naively when computing co-varigpically between discrete
variables presented in 2 by 2 contingency tables), and thah@rdg of co-variation are
strongly influenced by prior beliefs, in some cases nespih a virtually complete lack of
sensitivity to the data.

In an investment context continuous variables (stock returns) go@amparatively little
experimental research has investigated judgments of cdiwar@anong continuous variables.
Even fewer studies have used portfolio diversification tasksexception is Kroll, Levy, and
Rapaport (1988) who presented three groups of undergraduates vgtbviuels returns of
three stocks, A, B, and C, asking them to construct portfdtimsall three groups, the returns
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of stocks A and B were uncorrelated, as were the retustedfs A and C. While the returns
of stocks B and C were uncorrelated for the first group, lativas between these stocks
were positive I( = .80) for the second group and negative {.80) for the third group. If the
covariance were taken into account, allocations to eattteaftocks should differ between the
groups. As no significant differences were found, it was condltitk the participants
exhibited co-variation neglect. When repeating the expetinvéh business students,
subjecting them to a possible loss and allowing them the fldggit copy each other’'s
actions, participants did however respond adequately to chantiesdorrelation coefficient
(Kroll & Levy, 1992).

In the Swedish Premium Pension Scheme, where citizens cdrbgu®wn mutual fund
portfolios, a brochure displays the funds’ returns for each ditbgreceding years. In
analyzing actual as well as fictitious investment choiceslddstrom et al. (2004, 2007)
found indications of naive risk diversification, questioningitivestors’ ability to take into
account co-variation among returns. The typical choice (among Wios did not choose a
default fund) was to include as many funds as possible (5) in ttieljpofRegardless of how
many funds were chosen, the most typical was to seletoéfsmds that belonged to
different categories and that had different fund managers.ekitensive diversification may
partly be attributable to advice from responsible authoritiedinadcial agents. However, it
may also be a consequence of the use of the diversifidadiuristic.

The key issue is whether citizens in general manadeéosify in a manner that effectively
reduces the risk of their investments in pension scherhese Bre some indications that they
do not. Although stocks from one country are likely to co-vary nae equivalent stocks
from different countries, almost half (48.2%) of the totabsted amount in the Swedish
Premium Pension Scheme was invested in Swedish stocks (Crafadiiater, 2004). Thus,
investors may have failed to realize that diversifyingpss funds investing in Sweden does
not reduce risk as effectively as diversifying across fumekssting in different countries.
There are also other examples possibly resulting from a appleation of a variety-
inducing diversification heuristic (Hedesstrém et al., 2004) ekample, life-cycle funds are
specifically designed for people who do not want to adjust #ssiet allocation from stocks
to interest-bearing bonds (which is widely recommended) asmeditt age approaches. This
adjustment is instead made by the fund manager. Althougthénsfore difficult to conceive
of any good reasons to combine life-cycle funds with other fundssitnot unusual that this
type of fund was combined with stock funds, interest funds,ixedrstock and interest funds,
which were the three other salient subgroups of funds.

Hedesstrém, Svedséter, and Garling (2006) conducted an expeondéesgritangle the
possible causes of co-variation neglect in fund investmentergraduates from various
programs participated in return for a flat monetary compensadis Table 1 illustrates, the
participants were presented five equally probable fusigirns in 10 years time on
investments of SEK 10,000 (about US$700). For one more risky furttiéAgturns were
more volatile than for another less risky fund (B). The exqukntean returns were the same.
In one within-group condition the fund returns were negatively lzde@, in another
positively correlated. The participants were askedrsb ¢hoose to invest in one of the
positively (or negatively) correlated funds, then afterimgperformed a distracting task, to
choose to invest in one of the negatively (or positively) tated funds. They also had the
choice to diversify, that is to allocate half the amdorine fund and the other half to the
other fund. There were five different instructions given toedéht groups. In one group no
goal of the investment was specified, whereas in the othapg the goal was stated to be to
minimize risk. By specifying risk minimization as a gaajve risk diversification
(diversifying in both choices) decreased from 37.5% tavarage of 20.3% at the same time
as effective risk diversification (choosing the low-risk fumgen the returns were positively



Psychology, Financial 26

correlated, diversifying when they were negatively coreelpincreased from 12.5% to
54.7%. Providing general information about the role of coauian for risk diversification

had the effect to increase effective risk diversifamai{from 34.4% to 46.9%) and reduce
naive risk diversification (from 40.6% to 18.8%). The latgefects were observed when the
calculated returns for the choice of both funds (shaded colunirabla 1) were presented or
when the participants were asked to make these calcul#temselves. Effective risk
diversification then increased to 62.5% and 75.0%, respigtatethe same time as naive risk
diversification decreased to 9.4% and 12.5%, respectively.

Although the results of Hedesstrom et al. (2007) suggest wagadalfing effective risk
diversification to naive investors, for instance to citizgiven the opportunity to invest their
pension savings in stocks, people’s use of the diversificagonistic should not be
discouraged. Co-variation among future stock returns is dliffic forecast and may after all
not be that important to take into account (Read et al., 2001).

Affective Influences

As illustrated in Figure 4, judgment and decision makingrdleenced by pre-decisional
affective states such aarrent moodreferred to agcidentalaffective influences — that is
affect unrelated to but experienced while making a judgmedie@sion anticipatoryaffect
(“dread”, “optimism-pessimism”) ananticipatedaffectassociated with the decision outcome
(“elation”, “disappointment”, “regret”) (referred to agegral affective influences) (Peters,
Vastfjall, Garling, & Slovic, 2006).

Current mood is commonly conceptualized as a non-transient diaffiextéve state varying
in two orthogonal dimensions (Russell, 2003; Russell & FeldmareB4a899; Yik, Russell,
& Feldman Barret, 1999), valence that varies from positiveegative and activation that
varies from activated to de-activated. For instan@iosl is an affect high on valence and
activation, disappointment an affect low on valence andatiiv. Influences of current
mood on judgment and decision making have been amply documergddgise2000, for a
review). This research shows that a current mood high ono&aknd low on activation
(“relaxed”) induces a less thorough decision making processtbarrent mood low on
valence and high on activation (“distressed”) (Schwarz, 200@)orse outcome results if the
decision would have benefitted from more thorough processirg @ailable information.
Yet, on the basis of the “feeling-as-information” theomdtfcamework (Schwarz, 2001), it
may be argued that the current mood signals whether or not suchghagrocessing is
required.

Are investors in stock markets influenced by their current m@&umme studies have
empirically found that factors known or assumed to affect cumeaid (e.g., temperature,
sunny or cloudy weather, changes of season, time of day) cemethtstock returns in the
expected direction (Dowling & Lucey, 2005; Nofsinger, 2005). Foamst, in one study
(Hirshleifer & Shumway, 2003), replicating some previous resgan a majority of 26
international stock markets a negative relationship waswx$éetween cloudy weather and
stock returns.

Other effects of current mood on judgment and decision makindomaiewed asnood
regulation(Rusting, 1998), that is maintaining a positive mood or regaainegative mood,
which is an important purpose of some of people’s actions. Silaétvidence from
research by Isen and collaborators (summarized in Isen, 800@% that people in a positive
mood are risk averse because they do not want a negatigedemitcome (e.g. loss of
money on a risky stock investment) to destroy their positive n®omahetimes counteracting
this, a positive mood also increases optimism (e.g. Johnsore&Ky, 1983). Conversely,
people in a negative mood tend to take more risk (Mano, 1992)ppokecause they want a
positive outcome to repair their negative mood. The disposiffect observed in stock
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markets (Sheffrin & Statman, 1985) implies that prior losessilt in risk seeking (keeping
losers) while prior gains result in risk aversion (sellingners). If prior losses induce a
negative mood and prior gains a positive mood, the dispositieat éfconsistent with the
previous research on mood effects (Isen, 2000). This suggedtisetteamay also be other
influences of current mood on stock investments. Such infigemay be integral including
anticipated negative affect associated with losers aritiyeoaffect associated with winners.
Still another possibility is that integral anticipatoryeaff has an impact. As suggested by
Nofsinger (2005), rising or falling stock prices in the madtatther events influencing the
global economy may give raise to anticipatory affects of higae, or even despair that
influence stock investments. Mood regulation is still theeatrof the affective influences
since selling winners would repair a negative mood or amplifysitive mood, whereas
keeping losers would prevent destroying a positive mood or anmgifynegative mood.

With the aim of demonstrating the role of mood regulatiorséing stocks, Pifién and
Garling (2004) conducted experiments in which pictures selesdthe International
Affective Picture System (IAPS; Bradley & Lang, 1999) wesed in different groups of
undergraduates to induce a positive or negative mood for the stvati@c level. The
picture shown to the participants in the positive mood conditigpialred three cosy puppies,
whereas the picture shown to the participants in the negatweel condition displayed a
crying under-nourished child. Participants choose between sellkeepmg a stock. Given a
prior loss on the stock, one may adopt a reference point tdkgimto account (a loss frame)
or ignore the prior loss (adopting a gain frame). It was @ggeand found that in a positive
mood the participants ignored the prior loss, adopted the gaie rachchoose to sell,
whereas in a negative mood the participants took into acdmptior loss, adopted a loss
frame and choose not to sell. Thus, the disposition effecpifigéosers) was observed only
in a negative mood. The general implication is that the disposffect is related to both
incidental and integral affeéts

This interpretation of the results was however challengedbthar experiment. Other
groups of undergraduates were asked to sell or not sellkaadtadoss after that they had
earned money on other stocks. Taking the previous gain into actmeytvould come out
black even though they decided to choose to sell the stacloss. If mood regulation
accounted for the previous results, one would thus expect tireggains not to be ignored in a
positive mood (adopting a gain frame). However, no effect ofipesnood was observed. A
proposed alternative explanation is based on the finding thattev@asbod induces less
thorough information processing than does a negative mood (Schwadz, 2B drawing
on the analysis of mood regulation by Erber, Wang Erber, aadZ904), mood regulation in
a positive mood is hypothesized to involve selective atteropuiring minimal information
processing that results in ignorance of any prior event, thus ag@sther the gain or loss
frames induced by the current choice. In contrast, a negateel is hypothesized to induce
re-appraisals requiring systematic processing of availatdemation.

An affective dimensiohvarying from elation to disappointment is frequently used to
characterize affect outcomes of decisions (Mellers, 200@yeivious research (Zeelenberg,
1999) it has been shown that a negative outcome of a choseatal®eoauses
disappointment, whereas a positive outcome of a non-chosen altercentses regret of not
having chosen this alternative. Vastfjall, Garling, aheirer (2004) conceived ainticipated
affect of a decision as a cognitive representation oheal@and activation of affect
experienced as the decision outcome. It was assumed torftigquiay an important role, in
particular when cost-benefit considerations are de-empha3izedmplication is that
anticipated affect functions as a heuristic that simrgditihoices. Such affect heuristianay
be triggered by type of decision outcome (e.g. romantic esetary outcomes, Rottenstreich
& Hsee, 2001), time pressure, unaccessible information, oergky, demands that overtax
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cognitive capacity (Finucane, Alhakami, Slovic, & Johnson, 206)ortantly in the context
of stock markets, Vastfjall and Garling (2002) showed thatcelsdbetween lotteries with
monetary outcomes will also entail anticipated affect. @pelty, positive vs. negative affect
was related to the sign (gain or loss) and magnitude of actexi@monetary decision
outcome. Activation of the anticipated affect increasetl thie probability of the decision
outcome. Thus, when the probability of the decision outcome irezteasticipated pleasure
from a gain was boosted resulting in elation, anticipaigalehsure from a loss was amplified
resulting in disappointment.

What role does anticipated affect play for stock investsteln an experiment conducted by
MacGregor, Slovic, Dreman, and Berry (2000), a sample of grathrates taking a course in
investment banking were first asked to rate industrial seetith respect to several attributes
reflecting associated positive vs. negative affect. Mere also asked to similarly rate
images aroused by thinking about the industrial sectors. Ithuasestablished that some
industrial sectors elicit strong positive or negative affeatticipants were more likely to buy
stocks in the former than in the latter. They believed the expected financial performance
of the purchased stocks were better but this was not velbyiethalyses of market data. This
suggests that knowledge of the stock companies was poor. ifi@ges may thus still play a
limited role in actual stock markets if investors have Kedge of the stocks they buy. In a
similar vein Finucane et al. (2000) demonstrated a negativelation between judgments of
benefits and risk performed under time pressure. The coorelatgenerally expected to be
positive, that is benefits would increase with increasisig which was the case when there
was no time pressure, so that participants were able¢ssicelevant information.

Social Influences

If some investors start to buy stocks in a given companydusiry sector, other investors
may follow them and buy the same stoeks phenomenon referred toteerding Sias (2004)
accordingly defines herding as investors’ tendency to follak ether into and out of the
same stocks. He further notes that herding exists both foidndivand institutional
investors.

Although implied by the definition that herding is equivalent taatmg others, social
influences by others may also ibelirect Four main causes of indirect social influences have
been proposed in previous research: common knowledge, fads, convestment
strategies, and similar compensation schemes. Common knowlasigae influence when
investors, independently of each other, use the same infom{&tioot, Scharfstein, & Stein,
1992; Grinblatt, Titman, & Wermers, 1995). Evidence of fadsasinvestors buy the same
popular stocks (Sias, 2004). Many investors may also systettyatidow the same
investment strategy, for instance momentum (Wermers, 208@stment firms’ schemes for
compensating their employed investors frequently reward perfmenelative to that of
others, and therefore the investors may earn less iftdeyfaom a market index (Rajan,
1994).

Herding due tdirectinfluences from other investors is believed to arise frarfofmation
cascades” where investors, independently of their privateniafiton, use the observations of
choices made by others preceding them to make the same (Bikidgandani, Hirshleifer, &
Welch, 1992), or “reputational herding” referring to that chotbes deviate from others’
choices impose costs for investors in terms of an impag@atation (Scharfstein & Stein,
1990). The possible causes of herding are not mutually exclusive.ifmhestors may herd
for several reasons at the same time.

The issues addressed by research are whether herdingwkistiser herding is rational or
irrational, and what causes herding. On the first issue moitdsfonsensus have been reached
in research based on analyses of investor behavior in stadéets (see review by Hirshleifer
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& Teoh, 2003)°. While some studies confirm the existence of herding (e.ggj@ue
Bouchaud, 2005; Sias, 2004), others do not (e.g., Drehmann, OeckdRt@der, 2005;
Grinblatt et al., 1995; Lakonishok, Shleifer, & Vishny, 1992; Wermk®89). The different
results can partly be explained by how herding has been méa€ure common measure was
developed by Lakonishok et al. (1992) assuming that large imbalbetvesen the number of
buyers and sellers in stocks are evidence of herding. Stapldgng this measure (Grinblatt
et al. 1995; Wermers, 1999) show a lower level of herding caxdparstudies applying other
measures (Bennett, Sias, & Starks, 2003; Nofsinger & Sias,.1999)

Experiments (e.g., Anderson & Holt, 1997; Celen & Kariv, 2004) simore clearly that
information that others’ actions provide is utilized. Whethés is rational or not is debated.
One argument for rationality is that others’ actions convefubsdormation, either because
the others have more knowledge or simply because they arbargeof a crowd. The
“wisdom of the crowd” (Surowiecki, 2004) refers to the statitiact that under conditions
of independent random sampling, an aggregate collective judgsn@ote accurate than
individual judgments. An empirical illustration is an experim@nireynor (1987) in which
participants made independent judgments of the number of jehshe a jar. The jar had
850 jelly beans. The aggregate group estimate was 871, and ordf/theeb6 participants
made a better judgment. Thus, as would be expected, a comimigaaent by a group
outperforms the average individual (Larrick & Soll, 2006). In otdecharacterize a crowd as
“wise,” each person in the crowd must possess unbiased mikgenformation and each
judgment must be made independently. If the individual judgmentmaregated by giving
each equal weight, then unsystematic errors will cahcal.similar vein, independent
unbiased judgments by investors would yield stock prices clabeitdfundamental values. It
is also important to realize that accuracy of aggregatighjents will increase with group
size (although at a decelerating rate). Imagine that ordy theople participated in the jelly-
bean experiment. Adding a fourth would obviously have a largeeinfle on the aggregated
judgment. In contrast, the judgment by another participant waaud little influence on the
aggregated judgment by an already large group.

Information cascades start in stock markets when invesfioosd their private information
and imitate others (Smith & Sgrensen, 2000). An everydastriition of an information
cascade is given by Shilller (2000). Imagine that a person chbesesen two unfamiliar,
apparently similar restaurants situated on each sidstoéet. The person has received mixed
evaluations by others about one of the restaurants (A) and galions about the other
(B). When approaching the restaurants, the person notegsstainant A is more crowded
than restaurant B. For this reason he or she ignores theaitepinformation about the
evaluations and choose the same restaurants as the others.

In a typical experiment investigating information cascadeg. (@nderson & Holt, 1997),
participants’ task is to predict which of two everiof B) would take place. On each trial
participants receive a cua @r b) corresponding to the everisandB with a predetermined
probability. The cue is private but the prediction is publicig@aunced, thus participants on
each trial receive information about the private cue hediecisions made by the preceding
participants. An information cascade occurs when a pamicgdzserves two consecutive
choices (A, A) and, despite contrary private informatign ¢hooses the same option as the
others have chosen (A). Anderson and Holt (1997) found that casredesmed when the
initial decisions coincide, and they concluded that followingetablished pattern in such
cases is consistent with normative reasoning (Bayes’ thig)js that beliefs are revised by
the optimal use of diagnostic information. However, they falsad that in about half of the
cases when a cascade was observed, participants’ choieemoarsistent with Bayes’ rule
and were thus interpreted as irrational.
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In experiments demonstrating information cascades the gircstock share does not
change with demand. Avery and Zemsky (1998) argued that if stottksnarket-determined
prices are chosen, information cascades cannot start. Cotgueremts were presented by
Chari and Koehe (2004) and Sgroi (2003). Doubts about rationality of infomtascades
are furthermore raised by Spiwoks, Bizer, and Hein (2008) whotréadronly 36% of the
decisions made by the participants were consistent witeBayle and that only a minority
of them was able to state a correct reason for theiridesis

Herding in stock markets may be explained by psychologicalipl&scofsocial influence
Festinger’s (1954) theory of social comparison processes amXpleriments by Sherif
(1935) and Asch (1956) started a tradition of social-influeasearch. In this research it is
presumed that people in many areas of social life #teeimced by others when making
decisions. Such social influencenigrmativeor informative(Bond, 2005). In the former case
the motive is to conform to others due to external social press internalized norms,
whereas in the latter case the motive is to acquire lusédumation from others. According
to Shiller (2000) both types exist in stock markets, inforveadbcial influence because given
the uncertainty investors face, they are likely to use mamgcss of information including
information about others’ behavior, and normative social infladrecause investors
frequently are agents investing money owned by others andateeaecountable to them.

Several theories of social influence have been propdsddminant theory is Moscovici's
(1985) theory which posits that different cognitive and motivatipnocesses account for
majority and minority influences. Briefly, a majority issasned to trigger a comparison
process leading to people complying with the majority without thorgugtfilecting on its
message. Since people are unwilling to be identified eathant groups, minorities are
instead assumed to trigger a validation process leaglitigat the minority members’
arguments are critically evaluated. Another reason fooritgjnfluences, consistent with
that social influences are informative, is that people areauncertain about how to act use a
“consensus” heuristic implying that the majority is alwaysexir(Eagly & Chaiken, 1993;
Martin, Gardikiotis, & Hewstone, 2002). Conversely, a minasibuld not be trusted since it
cannot be correct if the majority is. The consensus heusstensible but would lead to
errors if over-generalized. A consequence is that herdiregigal or irrational depending on
the circumstances. An important factor is the ease witbhwdicuracy of performance can be
determined. In stock markets this is generally diffictiléb, 2004).

Andersson (2009) and Andersson, Hedesstrom, and Garling (2009) repaties afs
experiments in which undergraduates were asked to make pyadiofichanges in fictitious
stock prices that were both systematic and unsystemainsigtent with the results of
research on probabilistic inference (Cooksey, 1996), the influemé®e predictions of the
current stock price increased when the systematic compoh#t@ changes in stock prices
increased. For instance, an opening price of a stock thatatedevith the closing price the
same day was frequently used to predict the latter. Whensofbstensibly consisting of five
other participants) made predictions of the stock pricentbeg disclosed to the participants,
their predictions had a large influence if they were a stersi majority (four of the others
making correlated predictions), but not if they were a consistardrity (two of the others
making correlated predictions). Whether the majority madarate or random predictions
did not change its influence. Yet, if the price variedaysttically so that it could be utilized
to predict the stock price, majority influences tended treedaced.

An implication is that in times of excessive uncertaintgtihiolatility of stock prices), the
tendency to follow others would be the strongest. Trendslofdar rising prices are
therefore likely to be boosted. This starts a vicious cifide causes of herding are under
such circumstances probably multiple and not easy to ide@tifyiously, common
knowledge must be discounted as a cause when uncertaintgssieec A possibly dominant
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cause under these circumstances is to avoid becoming a fhekees, 1999). As Keynes
(1936/1997) noted, worldly wisdom teaches that it is better for e@ptgation to fail
conventionally than to succeed unconventionally. It is likewrggied that investors who herd
are able to share the blame and hide in the herd when makegpurable investment
decisions (Devenow & Welch, 1996). Along the same lines, Stharfand Stein (1990)
proposed that an unprofitable investment harms a decision makateraby less when
others have made similar investments, which constitutgsutateonal reason for investors to
ignore private information in favour of trading with the hd®drallel to this explanation is
Palley’s (1995) argument that herding is based on the prindifdafety in numbers,”
assuming that managers are individually risk averse,tatdheir reward is partly based on
relative performance.

Empirical results are consistent with the notion that conabout reputation causes herding.
Thus, younger portfolio managers deviate less from consensus$éiaolder colleagues,
possibly because they have more at stake in terms of riepuaatthey face a longer working
life ahead (Hong, Kubik, & Solomon, 2000). Experiments with pradess stock analysts
have also demonstrated reputational herding. In one study (Cé&mders, 1997)
participants’ task was to predict future returns. After gaeldiction the average prediction
was shown to the participants, giving them an opportunitgjissatheir own predictions. The
results showed that presenting the average prediction hawlifecaigt influence, and that the
degree of influence was related to the participantEgpions of their own ability and
motivation to create or maintain a good reputation.

Investors imitating others have been described as mindiesp slindly following a herd,
being frantic during booms, and terrified during market bustsl€¢gh000). Although the
evidence from research on herding in stock markets hpustifies the sheep metaphor,
herding is likely to reinforce the cognitive biases andcdiffe influences to which investors
in stock markets are susceptible (see Figure 2). In doingrdmenvill aggravate stock price
volatility that de-stabilizes the market (Bikchandani BaBna, 2000; Chari & Koebe, 2004).

Summary

In this section, we demonstrated that several phenomenavethse stock markets, referred
to as market anomalies (deviations from efficient market thieaegonomics), may be caused
by cognitive biases reinforced by affective and socidiénfces. There are several other
identified market anomalies (DeBondt, 2008). It is an open questiether the present
analysis can be extended to accommodate these. Another ogéinmisswhether our
proposed explanations are sufficient to account for market booms asdlbustalyzing
determinants and developments of financial crises, some ecsindikerlof & Shiller,

2008; Galbraith, 1955/1997; Krugman, 2009) do at least not refute tlwdigbsgical factors
play important roles.

It may be concluded that efficient market theory (Fama, 1970)spa beautiful, ideal
picture of the stock market, not a picture of the lesstiiabxeality it appears to be. Since
crashes on the stock market (in conjunction with crashéiseocredit market) have such
serious negative consequences for the real economy as Wittty or indirectly for
people’s well-being, future research should be less focusdioving efficient market
theory than answering questions about what can be done to mak& ih stock markets.
Such research needs to highlight institutions. It is stilispensable, in evaluating
institutional changes, to investigate individual investors’ jueigi® and decision making.

BEHAVIOR IN CREDIT MARKETS
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People’s needs for housing and transportation, their wisheski anaacation trip, or to
purchase clothes or jewellery may not always be possibledo@to lack of money. If
people do not want to postpone purchases until necessary savingetawveilated, they
may decide to use credit and take the risk of not beilggtalpay back installment rates and
indebtedness. Credit is defined as “granting of goods, seragcesoney in return for a
promise of future payment” (Columbia Encyclopedia, 2001). Consumet isedbroad term
referring to “credit obtained to finance any purchase otteer property” (Guardia, 2002, p.
2), comprising all kinds of installment credit (e.g., credids) as well as non-installment
credit except mortgage debt.

Driving forces of acquisition of consumer goods without havinghdeessary financial
budget are hedonic values (Gourgé, 2001) as well as an inargassent-time orientation
(Wood, 1998). Post-modern societies support the rise of compulsivencpiien (Neuner,
Raab, & Reisch, 2005; Tokunaga, 1993), facilitated by increaséutit @availability. Using
credit to buy a property appears to be completely sensibldemiéble from an economic
perspective. However, a loan is simply a different forrdeddt, which can lead to over-
indebtedness and thus to serious problems in the household. Ceealitdusiortgages can
also lead to serious problems in financial markets and nhBenaomies, as the subprime
mortgage crisis which became apparent in late 2007 and 2008 gtmgman, 2009).

Global credit excesses witness to the share in contributinguseholds’ indebtedness that
lenders of credit have by offering increasingly more loaitisout appropriately considering
the risk of borrowers to be able to pay back installmeasraWith regard to the current sub-
prime mortgage crisis in particular (Krugman, 2009), govemtrpolicies and competitive
pressure encouraged high risk lending practices and a longdreerdhof rising housing prices
encouraged borrowers to believe in easy credit payback.

In this section we focus on people’s readiness to borrow morggnieral and processes
involved in decisions to take up credit as well as on expargewih credit payback.

Credit Use and Debt

The preparedness to use credit and to take the risk of inkdelsteis increasing and so is
household bankruptcy as a result of growing consumer credit use Ut household debt is
high (e.g., Maki, 1999; Zhao, 2003), while less people possesgsasounts (Merskin,
1998). In France, the UK, and Germany the volume of outstandimgumer credit has
doubled between 1990 and 2003 (Brown, Taylor, & Wheatley Price, 2@BI0TS, 2004).

In the new member states of the European Union (EU)engihaving a desire for a Western
living standard are increasingly ready to use credit (Bald@aneer Investments, & Unicredit
New Europe Research Network, 2004).

People are not only prepared to use credit for buying an apammieoatse, but they also
think that the bank “could pay first” for a vacation trip, @hery, or furs. Credit use has
become socially acceptable (Merskin, 1998; Watkins, 2000), ayplepeely more on
borrowing money (Estelami, 2001). The largest component of comsueatit is automobile
financing (e.g., Courtless, 1993). Whereas a car can beyezt@s a necessary good, credit
use no longer means investing predominantly in necessary goodasthagersonal future,
but rather is acceptable for acquiring luxury products (e.g., Ludvi&gstone, 1992;

Norton, 1993). The famous quote by Earl Wilson (1907-1987) describesality: “Modern
man drives a mortgaged car over a bond-financed highway oit-caed gas, whereas the
proverb “Better to go to bed hungry than to wake up in dedathds obsolete. In a culture of
consumerism and an economy based on immediate gratifice#iople are saving less and
spending more, even if they need to borrow the money. Indeesydtiays people can be
divided into three classes - the haves, the have-nots, amate-not-paid-for-what-they-
haves” (Earl Wilson).
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Different sources of credit are also used for differenppses (Berthoud & Kempson,
1992). Credit cards or store cards are the most common soticoessaomer credit,
accounting for about 10% of total household debts (Morgan & Chrigdé3) 2followed by
bank overdrafts, loans from friends or relatives, bank lcaag;order catalogues, and
financing by other companies (Berthoud & Kempson, 1992; Livingsfolent, 1992).

Credit cards including bank-issued cards, general purpose darés;ards issued by specific
retailers, travel-and-entertainment cards, and securedregmeéssent a special form of credit
use. The importance of credit cards used as a substitutestoaad checks is uncontested. As
Lee and Kwon (2002) report, the market share of credit casdshaaply increased in the last
decades and so have people’s outstanding installment loanseditccard debt. Credit cards
serve both as a payment means and short-term financingniestt. The popularity of credit
cards as a payment means has been attributed mainly ton@moe (e.g., Durkin, 2000), to
less time-consuming shopping services (Kinsey, 1981), to beingsaggdor Internet
transactions, and to add-on offerings, such as frequent-usdsafght-miles, and others.
Credit cards are also used as a medium for revolving consueakrwhich allows people to
borrow within their credit limit without transaction costs. §purpose has mostly been
observed among less affluent people and people with positivedattitoward borrowing
money (Slocum & Mathews, 1970). The ease to revolve creditdaljtcards accounts for a
substantial and growing share of consumer debt (Canner & LutReg).

In people’s minds, credit is frequently associated with d&bile the term credit is referred
to financing of necessary acquisitions, such as a homeawr and thus has a positive
connotation, Viaud and Roland-Lévy (2000) report that the termislelsed to describe
borrowing money for non-essential consumer goods. Lea (1999) defauksasy deferred
payment on agreed terms, and distinguishes credit from déhedefs buyers’ deferred
payment without an agreement between buyer and seller. Wétitas defined as a short-
term problem (Webley & Nyhus, 2008), meaning that debtors afg tixébecome regular
credit users within a short period of time (Canner & Luckg1f1), problem debt is defined
as debt that is not repayable in the foreseeable future.

According to Meier and Sprenger (2007, p. 1), “many people haye éamounts of debt. In
the United States, households carry, on average, hon-mortghgleuldens of $12,900;
almost 20% of which is unsecured debt on credit cards. llasheéecade, the median debt
burden for credit card borrowers increased by 100 percent in abt@ims. In line with this
growth is an increase in the number of people seeking cmdiselling — a possible
indication that many individuals see their own level of delstud®ptimal.”

Debt not only implicates direct costs but also indirect persenabtional, and
psychological costs (e.g., DeVaney & Lytton, 1995; O’Neill, 199&)bt has also been found
to be associated with high levels of psychological distfessinstance, Brown, Taylor, and
Wheatley Price (2005) found that households with outstanding crediitelyeto report lower
levels of psychological well-being than households without debtiralethted students report
poorer psychological well-being (Roberts, Golding, & Towell, 1996ding, 2001). The
burden of financial strain can also be associated wittitathdisorders (Weich & Lewis,
1998), health problems (Drentea & Lavrakas, 2000), and withaheaoinflict (Jeffrey, 2007).

Socio-Demographic and Personality Factors

In economics, credit use has become a topic of interest asusedio-varies with interest
rates and household income. Neoclassical economics concepraiit use as utility-
maximization by consuming in advance (e.g. Modigliani, 1966, 1986)trying to integrate
credit use into standard economic theory (e.g. Brito & Harfle95). In contrast to the
economic-psychological research (e.g., Hayhoe, Leach, & Turé@®; Qi & Yang, 2003;
Xiao, Noring, & Anderson, 1995), type of credit used, persohaftacteristics of credit takers,
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and situational circumstances are largely ignored (Frdderaewenstein, & O’Donoghue,
2002). Economic-psychological research has predominantly focusdjarttive concepts of
credit (e.g., Ranyard & Craig, 1995), individual charactesstf credit users (e.g., Webley &
Nyhus, 2001), excessive use of credit (e.g., Lea, Webldgwne, 1993), and compulsive
buying related to credit use and indebtedness (e.g., DjtRGA0; Dittmar & Drury, 2000;
Hanley & Wilhelm, 1992).

The smaller the loan and the higher existing debts, the Iikehg people are to use a “high
rate” credit source, like financing companies (Drecnik Worde3udivan, 1987). The most
important indicator for which source of credit is used @ppes income (Berthoud &
Kempson, 1992). While middle-income groups frequently use “mainstearmercial
credit” (e.g., bank overdrafts, bank loans) to borrow high amplawsincome groups
frequently borrow small amounts from the alternative crediketaat high interest rates (e.qg.,
pawnbrokers) or from relatives and friends (e.g., Croden, 200&)it®ehavior of low-
income groups owning houses resembles that of higher-income growayspiimarily use
credit cards, overdrafts, and bank loans, whereas low-incamegrely mainly on loans
from financing companies and relatives or friends (Bridg&3ishey, 2004).

In a study of people with small debts compared to peoplesaiibus debts, it was found
that personal debt correlated with the financial poverthase affected (Lea, Webley, &
Levine, 1993). Reasons for excessive credit use and indebtedadkss believed to be
predominantly low income and poverty.

Also irresponsible purchases and inadequate budgeting of incenueatified as sources
of excessive spending and indebtedness. Low will-power and lsskfafontrol techniques
to reduce immediate satisfaction of needs and to overcamaadtion of immediate purchases
are possibly important additional determinants of indebtednes$ &toewenstein, 1991;
Karlsson, 2003; Shefrin & Thaler, 1988). Anticipation, self-canand self-representation
have an important role with regard to people’s ability to pogt@opurchase or their
temptation to buy immediately. As Berns, Laibson, and Loetgan&007) note, inter-
temporal choices are influenced by individuals’ propensity to ineaghd experience
pleasure and pain in anticipation of a future event, their equead tensions when they
attempt to implement a far-sighted decision in the pasehimmediate temptation, and the
way they interpret or frame a set of choices.

In a study of differences between people without loan debts arelwhmswere having to
make loan repayments, Livingstone and Lunt (1992) found that youngepeepble with a
positive attitude towards using credit, and those who experiecsdmmption as a form of
reward were more likely to be in debt. The level of deds dependent on the level of
income, on other socio-demographic factors, and psychologicatgact

Wang and Xiao (2009) examined college students’ credit cardtedizess and found that
their buying patterns and social networks affected indebtednesien® with a tendency
towards compulsive buying, that is chronic and repetitive punchalsat becomes a primary
response to negative events or feelings (O’'Guinn & Faber, 1889 more likely and those
with greater social support less likely to have high defatsording to lay opinion about
financial debts, individual characteristics and irresponsiblehases are the major reasons
for indebtedness. Being in debt is often attributed to persaultlof the indebted people
themselves rather than to situational circumstances Rotand-Lévy & Walker, 1994;
Walker, 1996) or to easy access to credit due to lendesgutigments of borrowers’
financial standing.

A Conceptualization of Credit Decisions
Process Stages
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Empirical research on credit use in economic psychology isctegized predominantly by
isolated small-scale studies, usually lacking a common coratd@mework. For this reason
Kamleitner and Kirchler (2007) proposed a conceptual frameworkl lzasthe purchase
decision model by Kirchler, Rodler, Hoelzl, and Meier (2001}his conceptual framework
three stages are identified. The first stage entailisides before the credit take up, the
second stage the actual credit take up decision, anditiestage phenomena during the
repayment period.

Research addressing decisions before credit take up focusegtivasandavailability to
obtain credit as well as attitudes towards credit usé&vhen people have made the decision
to borrow money, they do not necessarily sign a credit comtnactdiately. They may
reconsider a purchase and credit use again and, depending orapbanssituational factors,
hesitate and delay or forgo the planned purchase. For insédierejiscussing purchasing
alternatives and loan conditions with friends, one may conaigéce against the planned
purchase or loan and come to the conclusion to either saveyrand buy at a later point of
time, or to abstain from buying the good altogether. Howefveeople decide to use credit
and enter the second stage of actual credit take up, #nepmthe one hand immediately
raise a credit, for instance, by signing a previously offecedract combining purchase and
credit, or by using a credit card or accepting implicit ¢crase by late payment. Because
people do not necessarily feel like going into debt when purchasiageredit card but
perceive credit card use as purchases from their own fundsdgcisions are termed
spontaneous decisions about credit use. On the other hand thathspontaneously using
credit, signing a credit contract may result from delil@edscision making, consideration of
payback rates, possibilities of indebtedness, and the rislkeofimdebtedness. Deliberative
decision making implies information search and knowledge atiquniscomparison of credit
alternatives, and evaluation of costs and risks over aimémeasures to prevent from
difficulties to pay back credit and over- indebtednesso After deliberate decision making
with regard to loan alternatives, one may abandon or postgmnelsase until the necessary
savings are madeor come to the conclusion that the product should not be pucchtia#
(Kamleitner & Kirchler, 2007). When people have decidedst credit for the intended
purchase, have purchased and possess the commodity or useitiee @y need to start
paying back installment rates. Payment of installments goedter experiencing the rewards
of the purchased product coupled with the costs of repaymemmandiffer from how
repayment experiences were predicted at the time of caéditup. Repayment of a loan is
likely not to be perceived in the same way across the wielback period, nor to be
perceived in the way anticipated by credit users. Finahaiaship may temporarily occur, so
that paying back installments becomes difficult, or peoplg @a@&n more money such that
installment rates are easily paid back.

Motives

While credit use is most often perceived as a means to ituyuvactually having the
necessary financial funds, people also use credit althougHitjugdr assets would permit
them to buy in cash. In this case, the reasons for credliinag be mainly economic profit
optimization or people may decide to take credit and comnait tostallment plan with fixed
rates to strengthen self-control. According to Norton (1993) cisedied either to maintain
or to improve one’s lifestyle. The need to safeguard savings/en out demands on income,
and to deal with financial crises or adversity are asareid maintenance motives, whereas
taking advantage of consumption opportunities serves to improvelibestygle (Walker &
Parker, 1988). While low-income families have a stronger reebdrtow money as a
substitute of income to maintain their lifestyle and buy prodihetisquickly depreciate in
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value, higher income groups have less necessity to bormmeyrfor maintaining their
lifestyle (e.g., Croden, 2000; Morgan & Christen, 2003),

Almost three quarters of a century ago, Keynes (1936/1997) iddrgikenotives for
borrowing money: Enjoyment, extravagance, short-sightednesslauilstion, ostentation,
and generosity. Besides individual motives to consume,|sooi@es play an important role,
such as social comparisons resulting in desires to mogses others have. According to the
relative income hypothesis (Duesenberry, 1949), people comganseltves with others’
consumption habits. If they have less financial resourceblato buy goods and use
services that others demonstrate to have (Karlssonn@abellgran, & Klingander, 2005),
they may try to overcome their financial gap by borrowing rgoReople with lower needs to
belong to a social wealthy reference group which are lesept-oriented and discount future
events less, are less susceptible to credit use @agnland & Nyhus, 1994). Moreover, in
countries with high income inequalities, social comparisongases seem to induce low-
income groups to balance these inequalities by lending money gNé&rghristen, 2003).
Social identification with relevant others, social comgamiwith the desire to belong to
particular social categories and to differentiate fronehand to show belongingness by
material possessions result in the desire to possessnghatip members possess. In case
one’s income does not allow purchasing the relevant “symbolgp&on is to take up credit
(e.g., Livingstone & Lunt, 1992; Roland-Lévy & Walker, 1994). Inddlteople express
more often the need to identify with relevant others aedrhportance of “having to be”
(e.g., Bernthal, Crockett, & Rose, 2005). Credit givegs®&to “valorized identity” (Viaud &
Roland-Lévy, 2000), and the more optimistic people are, the liketg they are to borrow
money (Brown, Taylor, & Wheatley Price, 2005; van Raaij & Gitam 1990).

Attitudes and Mental Accounts

People with more positive attitudes towards borrowing monegnare likely to use credit
and run into debt as compared to people holding negative att{iuidesystone & Lunt,
1992). Willingness to use credit is also related to mentadunting (Thaler, 1999). People
keep track of their finances by constructing mental accothis.is often viewed as a
mechanism for self-control by constraining the budgets for @eabunt. Karlsson, Garling,
and Selart (1997) manipulated the source of money for consumptiomg@nmcome
increase, or saved money), as well as saving for a buffer ardesired goal, and
consumption motives such as replacement or purchase of a desiratbdity. Participants
were asked to indicate their propensity to pay for a prodinetren cash or by an installment
plan. If the participants used savings and if saving anduogoison motives and attitudes
were not compatible, they were more inclined to use cwltitough mental accounting may
in most cases work as an efficient self-control technigueayt also result in inefficient
behavior, such as over-consumption if budgets are set too heglth(i& Soll, 1996), or self-
deception through a decoupling mechanism, that is mental dissp@&payment and
consumption (Prelec & Loewenstein, 1998).

Availability

Availability of credit leads to increased spending beha(@woss & Souleles, 2002; Soman,
2001; Soman & Cheema, 2002). Credit availability seems totdféhavior at the point of
purchase. Feinberg (1986) demonstrated that the mere indichti@pmssibility to use a
credit card can increase the amount that people estimatbelatill spend and reduce their
decision time. Tipping, the amount spent in department stamdsyillingness to increase
offers in an auction for event tickets increase if peppleby credit card instead of cash
(Feinberg, 1986; Prelec & Simester, 2001). However, offerirtgliment billing can also
decrease perceived product quality and demand (Anderson & Sina&siay.
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Information Search and Knowledge

Deciding to take up credit is a complex process with riskligations. Search for
information about credit alternatives is thus relevant tolr@am economically sound decision.
In many cases, however, people take up credit on impulse, @&gpedien they use credit
cards. Berthoud and Kempson (1992) report that — excluding creditaratagher sources of
revolving credit — 8% of consumer credit decisions are madieeospur of the moment. Day
(1972) found that only 27% of credit users recalled searchingdditénformation prior to
credit use, and only 20% considered alternative credit sounct® last decades, the
situation has not changed. At the beginning of the 1990s approximatelgf2iedit users
indicated that they had considered searching (Chang & Hanna, #8&2¢as in 2003 only
one third holding a credit card had compared various offdéosebapplication (Hilgert,
Hogarth, & Beverly, 2003). Credit card users believe itHateasy to obtain information.
Therefore, they do not seem to think it is necessary (DU2Ki®0). As the most important
sources of information, the house bank and personal contaatseationed (e.g., Kaynak &
Harcar, 2001). If credit card users are offered personalasnthey are likely to compare
more offers than otherwise (Hogarth, Shue, & Hotynski, 2000).

Furthermore, the probability of search seems to increabehdtamount borrowed, the
amount of previously experienced debts, higher income, educateergland for credit
novices (Chang & Hanna, 1992; Drecnik Worden & Sullivan, 1987). Adgative
experiences, such as not obtaining a credit previously, reldegedbability of search,
probably because in these cases borrowers directly choose theramssing lender
(Drecnik Worden & Sullivan, 1987). Those most likely to seaochrfformation about credit
are young singles and people having easily realizable aBsets\(k Worden & Sullivan,
1987). With regard to credit cards, information about inteegss is increasingly important.
The more features are of interest to borrowers, the morededes the search for
information and the more complex the decision (Durkin, 2000; Hogahile, & Hotynski,
2000).

Reasons for shallow search of information are high search tiogsrestrictions, low
motivation, and a too complex issue to make possible appropss¢ssment of all relevant
information (Canner & Luckett, 1992). Ranyard, Hinkley, Willimmsand McHugh (2006)
explicitly traced how people compare different credit offérey found that borrowers
focused on the annual percentage rate and total costahbesing between different credit
sources. Most participants actively compared different opaadsdecided by using simple
heuristics. If people had to choose repayment plans, they foondealde-offs between
repayment amounts, loan duration, and total cost. Perry (20683estrthat people are
overconfident with regard to their financial possibiliteesl often overestimate their credit
ratings. Meier and Spenger (2008a, 2008b) investigated differbatesen individuals who
chose to acquire personal financial information through credit ediumgsprograms. Arguing
that many borrowers lack knowledge about financial issues, wh&lause of poor financial
decision making, they assume that the acquisition of fineimétamation would lead to
better credit handling. It was found that the more patientichais are, the more likely they
are to take part in counselling programs; and the more inpate higher the amounts of
credit card debt.

People mostly lack information about the exact costs of aneditand they neither know
exactly which interest rates would be reasonable, nor how oharlyes ought to be paid
(Berthoud & Kempson, 1992). Katona (1975) speculated that people gig smhinterested
in exact and complete knowledge but are only concerned aboubtitblynrate drawn from
their accounts. In the last decades, consumer knowledge maynmanoved. Durkin (2000)
found that the awareness of annual percentage rates bycametitiolders has increased since
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the 1970s. However, this is not what Berthoud and Kempson (1992)withuegard to
knowledge of interest rates. Indeed, a majority of credit aaers frequently underestimate
past spending even a short time after purchasing (Soman, 20@kt&8ra & Raghubir,
2002).

Intertemporal Choice and Discounting

With regard to estimates of the costs of a loan aadltination and burden to pay it back,
Ranyard and Craig (1995) and Ranyard et al. (2006) examined bostovental
representations of installment credit and whether people comsittethe recurrent effects of
repayment and the total costs related to credit use, dedored accounting. At the time of
credit take up, they found evidence for dual accounting whiphawes decision quality. A
particularly relevant aspect of credit is the durationreflit payback (see also Wonder,
Wilhelm, & Fewings, 2008). Generally, people underestirttate duration, especially for
longer loans. Ranyard and Craig (1993) speculate that trensefos misperception of loan
duration are specific information processing heuristicszatlliby credit users and in their
time discounting views. With regard to processing heurjstieslit information is either
represented in a simple total account or a more complexrest, budget period account.
According to time discounting, models of rational economic benhagsume that individuals
discount future costs and benefits at an exponential rate. Howleses is ample evidence
that individuals discount according to a quasi-hyperbolic discounimgidn such that
events close in time are discounted at a high rate, evetiits future at a falling rate (Ainslie,
1975, 1991, Thaler, 1981, Loewenstein & Thaler, 1989). In case otfilmagions of credit
payback, quasi-hyperbolic discounting would lead to underestimaties diiration. This was
shown by Lewis and van Venrooij (1995), Overton and MacFadyen (1998Ramyérd and
Craig (1993). Duration estimates were more accurate if pegple formal methods to
calculate credit costs, if they had training in economiad,ifthey had already had
experience with credit use. Duration was especially migperd if payback periods were
extended and repayment amounts were low as well as if iafammabout monthly and total
interest charges was missing.

Decisions about taking the burden of a loan and payback ratelseaefiting from a desired
product that can be purchased with borrowed money are interteroporeds where people
need to take into consideration, on the one hand, the reofardmediate purchasing and
using or consuming the product, and on the other hand, sequentHiriast rates to be paid
in the future. At the time of credit take up intertemporal cé®regard the benefit of
immediate consumption or, if people are patient, postponement efdrata purchase and
consumption in the future. In case of impatience, they neeahtsider costs of immediate
payment or credit use and costs of payments in the futuseaRdh on intertemporal choice
has repeatedly and consistently shown pervasive devalwdtibe future in so far as the
value of future benefits as well as future costs is @n#ibn their value in the present
(Ainslie & Haslam, 1992; Frederick et al., 2002). In otherdspbuying and using or
consuming a product immediately rather than at a later potithef and paying later, is most
rewarding. This should be especially true for more impatiemhpulsive people with less
self-control.

If people consider the benefits of immediately possessing a oditynor using a service,
then according to Prospect Theory (Kahneman & Tversky, 1979)ybbagisgical value
should be high. However, also costs of the price should loom lasgeme that the objective
value of a product equallirig att; makes a person well off. At the same time, an objelsti
equal price would lead to a high psychological €att;, so that costs may exceed rewards
(R < Gy). People may then abstain from purchasing the product. HowEk@rards are
immediate (R) and the price is payable at a later point of timg)(@en as demonstrated by
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Mowen and Mowen (1991), according to quasi-hyperbolic discounting the tidsteare
discounted and the difference betw&yrandCy, is likely to be positive (R> G,,) (see

Figure 5), so that people would decide to buy. Finallyhelthave the opportunity to take a
loan that is repaid by small amounts in the future, thercdists would appear even lower.
The costsCy,, Cis, Cus, €tc., are not only distant as future costs, but may also agppedras
rates represent rather low amountg (RSum(G,, Gs, Ca,...)). The aggregated psychological
value of all costs of installment rates may appear evatlex than the total costs payable at
once at a future point in time. In several economic thedrieproposed that present
orientation and a high discounting factor drive borrowing in genEedir( 2002; Laibson,
1997).

Experimental studies show evidence that small credits provokerhiljscount rates than
large credits, immediate installment payments induce hidjseount rates than distant
payments, and delays in payment time lead to a declidiséount rates (Estelami, 2001).
Subjective discount rates also differ if credit conditions emeéd differently. The costs of
credit are perceived differently depending on whether cpagiback is presented in aggregate
form as a lump sum, or in disaggregate form as periodistliments. The costs are also
perceived differently if amounts have odd endings (e.g., $199)er endings (e.g., $200). In
case of even endings, discount rates for disaggregate arappetr a little smaller, while in
case of odd endings, discount rates for disaggregate amounds aph smaller than for
aggregate amounts (Estelami, 2001). Also, the amount of infiemeand complexity of
information matters. Estelami (2001) concludes that more irafborm about a credit offer can
lead to information overload, provoke cognitive simplificatstrategies, and result in a loss
of accuracy in credit decisions. The form and complexity es@nting credit offers
influences whether the costs are anticipated correctly pandtso do the different layouts of
credit offers in form of pictures, photos, and tables (Bedir&arlan, Mullainathan, Shafir, &
Zinman, 2005).

Risk-Defusing Operators
Borrowing bears the risk of not being able to repay installsn@md to become over-indebted.
If people realize that the attractive alternative, sictaking credit, may produce a negative
outcome, they may seek means to reduce or avoid the risk méglative outcome already at
the time of considering taking a loan. Such means includalegksing operators (Huber,
2007; Huber & Huber, 2008) defined as actions intended to be pedammelation to a
specific alternative and expected to decrease the aesbdisk of the negative outcome.
People wanting to buy an apartment or a car on credit, but mgt beitain whether they can
meet the monthly installments, may take out a consumer cepdiyment insurance.
Risk-defusing operators are quite common in everyday risky daaisaking. A risk-
defusing operator provides the decision maker with at least sontel over the risk and
controllable risks are experienced as less serious than untaiigaisks (e.g., Vlek &
Stallen, 1981; Weinstein, 1984). Ranyard, Hinkley, and Willian§20601) and McHugh and
Ranyard (2009) examined risk management strategies (inytartmayback protection
insurance) used by people with different credit experiéBebavior was shown to be
consistent with a two-dimensional threshold model. If a nsleeded both a threshold of loss
probability and a threshold of loss value, risk defusing operatarh as credit risk insurance,
or planning for a worst case scenario, were activated.sksaaf small borrowed amounts and
short loan duration, risks were denied. However, if a datis accept credit risk insurance
was made, which was particularly the case if a persomzafd unsuccessful claims or had
already experienced payment difficulties in the pagbrination search focused on the key
attributes costs and conditions.
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Coupling vs. Decoupling

Decisions to buy on credit involve costs and benefits. Dependingeaial associations
between the costs of the credit and the rewards of consun@rgedit-financed product, that
is what may be called integration or segregation of costbanefits, loan burden is
experienced differently by different borrowers (KamleitneKigchler, 2006). Borrowers may
mentally associate the costs and benefits or segregate Rinespective double-entry mental
accounting proposed by Prelec and Loewenstein (1998) is rele\antht@xperiences at
credit take up and during payback periods. The term refénset@ctions of present and
future pain of payments with present and future consumption pled$wese interactions are
termed coupling and decoupling, respectively, defined as tireeléo which thoughts of
payment arouse thoughts of consumption or vice versa. Double-esmtitglraccounting
assumes a reciprocal interaction between the pleasuvedi&om consumption and the pain
associated with paying. As long as a good is not fully pdjgpEfasure of consumption
would be attenuated by painful thoughts about the remaining payniéns is supposed to
hold as long as payment and consumption are mentally coupleds thwaing and paying are
perceived to be fused such that one is perceived as thresmtbef the same coin. If
consumption and paying are strongly associated, the pleastoasafmption would be
reduced.

The sale successes of credit cards are frequently attritoautisdtoupling consumption from
payment. While consumption is immediate, payment is temporahggated from
consumption. Moreover, credit card bills usually contain sevieral bought in the past and
people often regard the total amount to be paid rather thaoske of single items, such that
attribution of the costs from the overall bill to singkms is often not made (Gourville &
Soman, 1998). Double-entry mental accounting implies that loan payimecame
progressively less burdensome because the outstanding debt lzaldribe associated pain
are frequently shrinking more quickly than the utility derivieshf consumption. In addition,
it predicts that credit financing is mostly accepted for {asging goods that do either not or
only slowly depreciate in utility, such that the pain ofipg is buffered by the utility derived
from the good. This line of argument is supported by Beggan (1994fowhd that a
majority of participants viewed paying back a loan gaia rather than a loss. When
imagining or taking up a loan participants may shift thdagrence points to the state of being
in debt. Any installment rate which is paid back would thepdreeived as an action leading
to reducing the debt which is perceived as a gain. Moreoratit users frequently believe
that monthly payments are all that matters (Emmons, 2004)redi is an alternate form of
income (Norton, 1993). They seem to frame credit use as dgdayetent or as an agreement
to gradually pay in the future.

According to Prelec and Loewenstein (1998), while costs-to-liexssiociations buffer the
pain of payment, benefit-to-cost associations attenuate cotisarpfeasure. Although
double-entry mental accounting has found support in laboratory experimgrsempirical
evidence is scarce. Some such evidence include that ased# seem to buffer the pain of
paying with consumption pleasure stronger than they attenuatengpiisn pleasure by pain
of paying. Kamleitner and Kirchler (2006) termed this findingental one-way street from
the loan to the good. Furthermore, the degree of coupling mesldted to the perceived
value of consumption and payment, and coupling may decrease ogewtiich would
explain increasing pain of credit payback. In addition, couplamgle assumed to be stronger
for needed products whose purchase is more easily justiieddh products with hedonic
value (Kamleitner & Kirchler, 2006), and if such hedonic prodaotsassociated with their
costs, besides the burden of paying back the credit, fealfrggslt and regret for having
bought them may arise.
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Repayment Experience

Anticipation before taking a loan, experiences during payibgck, and recall may differ. As
Hoelzl, Pollai, and Kamleitner (2009) found in a survey of homeosyceedit users expected
lower levels of emotional loan burden in the future and re@dvigher levels in the past. In
the survey three groups living in their homes for 5 years, fovrd to 10 years, and from for
10 to 15 years were asked about the current burden of theithegredicted, and recalled
burden. In the view of credit users, the loan burden should deareasthe payback period.
However, this was not the case. The burden remained sowéathe period with no
systematic change over time. As Figure 6 shows, both pr@tsciind recall were different
from actual experiences. While predictions were more positea)l was more negative than
actual experiences of payback burdens. Moreover, the strifregarental association
between the purchased home and the loan, that is the mkie¢) about the home evoke
thoughts of the loan, the higher the experienced loan burdien. thAe strength of association
between home and loan did not change over time. Still, homeswresticted and recalled a
decrease in home-to-loan association. Hoelzl et al. (2009)uctntitat these “misforecasts
lead people to overestimate their capability to dedl witoan in the long run.... It would
therefore be in the interest of consumer organizations addarseto inform loan users that
taking out a loan always involves a financial and emotionaldsuasd that their forecasts can
be misleading” (p. 453).

Kirchler (2003) argues that credit users may hope that theiemped benefits of the
purchased good make them feel better in the short assuellthe long run, and they may not
correctly anticipate a decrease in the experienced peedserto habituatiorF(ederick, &
Loewenstein, 1999)As pleasure decreases over time, people may experrereasing
strains as the payments continue. In order to deal witlhécisnically unsatisfactory state, in
a consumption-oriented society people are tempted to borrow agdimther purchases, and
consequently they may slide into problem debt. Indeed, most osesatg and non-users agree
that credit encourages people to buy things not really needetigBer& Kempson, 1992).

There is empirical evidence for a gap between anticipafiexperienced benefit of the
purchased product as well as the burden of installments ower@mthe one hand, it can be
hypothesized that subjective experiences of credit use majogesimilarly to a pattern of
“good things satiate and bad things escalate” (Coombs & Avrli@ifi], p. 224). Over time,
people may get used to a new product financed by the credisaradue diminishes, the pain
from the credit payments may escalate and the monthlyskaltsto become increasingly
annoying. Benefit depreciation (Gourville & Soman, 1998) isaalitivhen the pleasure with
the purchased product disappears, while there are still mstath to pay. Pain of payments
cannot be buffered anymore by the pleasure that in the pasienasd from the product. At
this point in time people are likely to desire to buy add#igmoducts, and in case they lack
the required money, they may take more loans, and thus run eaasadrrisk of indebtedness.
On the other hand, it is also possible that borrowers firstriexpe difficulties with the new
financial situation but accommodate to it quickly resultintpss perceived pain as time goes
by (Prelec & Loewenstein, 1998). Loan payments could become prioghgdass
burdensome because the outstanding debt balance and the aspatn#ed shrinking more
quickly than the consumption benefits.

Reconstruction

Most studies show that credit users are facing a complexviaeshk deciding to take up credit
and often fall prey to faults when anticipating their expexés with credit payback. In
retrospect, the subjective pain of paying back credit Inealss pronounced than the costs
experienced during the payback period. In retrospect, peoplals@mpe tempted to repeat
their original judgments and predictions, select experiendfeseatitly and weight peaks and
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the end experiences rather than the whole repayment p(@g@sseman, 1994). In hindsight
the reconstruction of one’s experiences is often biasech{fofic 1975). Self-serving
rationalization and justification processes may lead tadhelusion that “all ended well”,
and all is well that ends well.

Reconstruction of the process of credit use may induce peotalke up further loans
despite difficulties during the repayment period. This would ssigthat borrowing money is
risky and often leads to indebtedness. However, this is notsaeitgshe case. At the end,
optimism seems justified: The overall picture is thaast ajority of credit users expect to
be able to keep up repayments (Berthoud & Kempson, 1992) andyotpaly debts in an
orderly and timely fashion, keeping default rates quitdiqidaVaney & Lytton, 1995;
Lawrance, 1995). Also for low-income families, persistencestdudting on credit payments
or being in arrears was shown to be an exception (Bridgesigelp, 2004). Frequent reasons
for late payment are taking up too much credit, unforesteeavents (e.g. health problems),
and in few cases, forgetting about the payment (Canner & Ludle€x). If credit users
experience payment difficulties, they usually pay as soon athpmscut back on other types
of spending, try to increase their income (e.g. work mamgjp obtain financial support from
other sources (e.g. family), and seek to increasefthamncial knowledge (Canner & Luckett,
1991; Hayhoe et al., 1999).

Summary

Preparedness to use credit and to take risks of indebtedies®ésing. Credit use may be
conceived of as a process involving different stages of deaisaking, starting with the
purchase of a product with borrowed money and ending after havinggekidhe borrowed
money. Processes before credit take up entail needs anesdesia specific product.
Depending on characteristics of the product, decisions to buy tw bay may involve
spontaneous, habitual, or deliberate decisions, including in teedate an extensive
information search. The purchase decision process constate bfteracting choices: the
choice among the alternative products available and the abfosethod of financing. If
people reach the conclusion that they cannot afford the desoedagbrthey may forgo the
purchase or decide to postpone the purchase and save until thed gesduct becomes
affordable. The decision to use credit varies among peoglendag on their individual
motives to consume, social motives, and the availabilitrexit. If people decide to take up
credit they collect information about how to get a loan. Dexxssabout taking the burden of a
loan and payback rates and benefiting from a desired produatememporal choices. As
research has consistently shown, immediate rewards looer thian delayed rewards.
Current costs are likewise weighed high but are heavily disedwnten they occur in the
future. Studies of processes after credit take up focuses opduple perceive their actual
consumer credit and how they behave during the payback periatit @ers may not
correctly anticipate their experiences with the purchased praddanstallment rates.

HOUSEHOLD CONSEQUENCES OF FINANCIAL CRISES

Individuals and households are in several ways affected &ydial crises and economic
recessions. They may lose income from unemployment and, for poofgssand
entrepreneurs, from fewer or less profitable contracts des. $ather economic effects relate
to fewer or more expensive available personal loans and rgeggBor some people, wealth
decreases due to losses on the stock market. Busts sto¢kenarket may also have
consequences for pension incomes if partially or fully basesdomk returns.
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Consumer Confidence

Thelndex of Consumer Sentimetgveloped in the US by Katona (1975) is an indicator of
consumer confidence. The study of consumer confidence is a typecos psychology, the
aggregation of individual evaluations and expectations to a gdaelialg of optimism or
pessimism. Adverse economic developments are reported nmattemedia. People
confronted with these messages become pessimistic abanteitmational and national
economy and about their own financial situation. In general,aleemore negative about the
(inter)national economy than about their own financial situattam [Raaij & Gianotten,
1990). Mass media reporting on economic affairs are especrglyriant, because for most
people the mass media are the main source of information etadmic developments.
News in the mass media may be political news or publicafioorssumer confidence scores
(Vuchelen, 1995). Mass media mainly influence consumer confidehmg the
(inter)national economy. Confidence in consumers’ own finanitigtfon is more influenced
by personal experiences such as income changes and job opportunities.

Consumer confidence affects consumer spending and saving. Béssionsumers will
spend less, especially on durables, save more, and arénclored to repay their debts. A
decrease of consumer expenditure will lead to fewer salepmpanies, and will thus lead to
a further fall of the economy, which in turn affects constanio become even more
pessimistic. It is important for economic policy to avoid tlegative spiral, and if it takes
place, to interrupt it by showing positive developments inrcdileestore consumer
confidence.

Coping
Many people are not prepared for economic losses and have too msmyapéoans or
insufficient savings or wealth buffers to cope with advexsamomic and financial
developments. Coping with adverse, unfavourable economic developmardee difficult
than adapting to favourable economic developments and increasatiy (Caplovitz, 1979;
Katona, 1975). People are accustomed to a certain lifestgleeael of expenses and it is
difficult, often even impossible, for them to curtailithexpenses and change their lifestyles.
Van Raaij and Eilander (1983) investigated how people adjustet@#nses to a lower
income. They found a hierarchy of four curtailing tacticsteeldo, in this order, price,
guantity, quality, and lifestyle. Tharice tacticincludes buying the same products at a
cheaper store, buying cheaper products and brands, including store bugmag when
products are on sale, and buying special offers.qUiaatity tacticincludes buying less of
convenience (supermarket) products and delaying the replacehademable goods such as
home, car, furniture, or TV set. It also includes using ses\ess often, such as eating out
less frequently and having fewer vacation trips. ghality tacticcontains a paradox. Some
households, mainly high-income households, revert to purchasing highyquaducts,
presumably because they are more enduring. For high-income housétisldsan
affordable investment in high quality and durability that welypff later. Other households,
mainly the low-income households, are forced to buy cheaper loltyquaducts. In the
longer term, these products may wear out sooner than high-qualdycts and are thus
actually more expensive than high-quality products. The fourtit iadifestyle changeThis
is the most difficult for most people. For this reason thisdactimes last in the hierarchy.
Lifestyle changes include more household production, such asgnahkd repairing one’s
own clothing, doing repair jobs oneself in and around the homeygs#iie car or the home,
and supress an annual vacation trip. This last curtailinig fagainful and socially
unattractive to people because it shows clearly to othero@ahdmselves that they are
affected by and victims of the adverse financial devetgnPeople thus try to cope with a
lower income by the price, quantity and quality tactics befusg tesort to lifestyle changes.
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From an economic perspective, the most effective wappe with adverse financial
developments would be to sell the house, the car, the boat, odathéte goods. However,
people are attached to these goods that are part of thetyléd. Selling these goods will thus
be a last resort for them.

If households have savings, they will try to compensate &ndgative circumstances by
using their savings. To do this they need to have an ideavwofong the negative
circumstances will stay. If perceiving favourable indicatjdosinstance a new job
opportunity, this is a sensible strategy. The following diffeesrimetween people were also
observed (Van Raaij & Eilander, 1983). Younger people are usualig flexible than older
people. Older people, who have experienced economic recebsions, are however better
able to cope with the changed circumstances than youngeepeitipbut such an experience.
Pessimistic people are inclined to a quantity tactioooisumption reduction, whereas
optimistic people try to continue their consumption and lifesbyl using a quality
(substitution) tactic more often. People in higher socioecondnaiasare more inclined to
adjust by substitution, whereas people in lower socioeconomia at&@more inclined to a
reduction of consumption.

Counter Measures
Curtailing expenses may be possible with improved budgeting angdhsecounting”
(Thaler, 1999) techniques taught. People may then become awhedr @xpenses and the
possibilities of curtailment by systematically taking accainheir spending on a variety of
expense categories. People should in particular be taughtttergets or upper limits on their
spending on different (mental) accounts. Monthly periods may beifusedrresponds to
receiving monthly wage payments. An upper limit may relatategories such as food,
clothing, transport, recreation, and eating out. If the upper tias been reached in a period
(month), a further expense will be avoided or delayed to thenmexth (Soman & Lam,
2002). However, using credit cards for payments makes this nificeltibecause the
spending on different categories is aggregated to onectetdit card debt (Soman, 2001) that
even may not be paid back in the same period (see also Aggpbid Groot, & Van Raalij,
2009). The use of credit cards does not facilitate mental aceguard should for this reason
be discouraged if people want to attain control of their expeerdiBome banks, for instance
ING in The Netherlands, have now started to offer (mentaunting facilities on their
websites to assist clients in achieving better insightcanttol of their spending.
Implementation of counter measures is however not an easyltasie are large differences
related to the level of education, age, gender, and o¢onpatpeople’s knowledge of
financial management and the many products offered by filansidutions. Most people
furthermore dislike to think about and to compare financial precasfiore making a
decision, for instance, on a mortgage. Many people everHaakotivation to acquire
knowledge of financial products and procedures needed to funetéonamplex financial
world, where people increasingly become responsible for therssaivkecan rely less on
governments for protection and support (Antonides et al., 2009).

Summary

Research has investigated how individuals and households copeitiméc hardship
caused by financial crises and economic recessions. Adtigraf coping tactics has been
demonstrated including buying cheaper, buying less, buying highétyqoabre enduring
products), and buying fewer (or selling) durables. Since tter latplies life-style changes it
is a last resort even though it would be the most effeatayeof coping. Even more needed
today is education in financial management and increased &dge/bf financial products,
also in times of economic upswings and preferably as péneafchool curriculum.
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TRUST IN FINANCIAL INSTITUTIONS

A societal consequence of economic crises attributed to fales@rvices provided by banks,
pension funds, insurance companies, and intermediaries is shaf liogst that their clients, as
well as the public in general, have in their products andipsliblass media news about
products that are not beneficial to consumers, large bonusesagens, large provisions to
salespersons, orientation toward investor value (rather theonwersvalue), bank failures
(current US examples include Northern Rock and IceSaveYjskydtakeovers (other current
examples are Fortis, Bank of Scotland, and Banco Santakileg bver ABN Amro Bank)
has undermined the trust of clients and the public at largst ©& crucial for the functioning
of the financial system and society (Luhmann, 1979; Mosckt,REa&/an Raaij, 2006 Trust

is related to the future behavior of persons and institutiodsreay be considered as the

experience of certainty where formally no certainty cantexis

How does trust in a financial institution originate, and ifttisgone, how can it be
regained? Pirson and Malhotra (2008) have distinguished fieendie&ants of trust. The
following four apply to financial-services providers as welaasdditional three that should
be relevant for financial-services providers in their reteghips with business and private
customers.

1. Competencés knowledge of financial products and the competence to comatartias
knowledge to customers. Knowledge of customer financial knowleddeisk attitudes
are ingredients of competence (Loonen & Van Raaij, 2008). Ifdinbproducts become
so complex that even bank employees do not fully understand tineyaluation of their
competence will be lowered by customers.

2. Stabilityis the continuity and solvability of a bank, insurance compangension fund.
Customers expect that the financial institution will stiist after 30 or 40 years when they
want to take out their savings, their investment earningspansion or insurance claim.
Predictability of the financial institution is relatedthds. People trust an institution more if
they perceive that they can correctly predict its futureldgments. Governmental
guarantees are a way to provide stability and thus truse ifinhncial system. Banks,
insurance companies, and pension funds are important partsnatitveal and
international financial infrastructure.

3. Integrity is the honesty and carefulness in procedures and tredtmggs@mers in the
same way. Integrity also requires that financial instihg act according to a professional
or industry code. Integrity may be self-regulated by the imgwstforced upon the
industry by governmental authorities. Integrity comprises rauelsregulations about how
to treat customers as well as social and societal respagsabid remuneration of
managers. A proposed professional oath of bankers may be partrgégrity program.
Customers evaluate integrity positively, but may also expegienegrity of their
financial-services provider as dispassionate, bureaucaaticformal.

4. Benevolenceomprises giving advice and communicating from the cliemtspgective and
the client’s interest, and not (solely) from the bank’s pmrgpe. Benevolence is visible in
customer care and empathy with the client. Benevolence ioffgies that a long-term
relationship with the client (loyalty) is more importaranha short-term profitable
transaction (Poiesz & Van Raaij, 2007). If banks not only Beit bwn products but also
other providers’ products if that is better for the custonhés,reinforces the perecption
that customers and their needs are central. A pro-activeagpto clients also strengthens
trust. Banks have to warn their clients about changed ecorardipolitical circumstances
and the consequences of this for their clients.

5. Transparencys openness and the use of understandable information about products, and
offering less complex and therefore understandable productspa@ransy also pertains to
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clear information about liability, rules, procedures, and theemprences of economic
changes (interest rate, house prices, and recession). Temspar an important
determinant of trust, although more transparency does not aleay/$o more trust.
Transparency about bonuses for managers and provisions for ssd@spermeant to have
a preventive effect: More openness should lead to lower boandgwovisions. If
customers know exactly how much a transaction intermediary ¢hisisjay lead to a
stronger negotiation power but a lower trust.

6. Value congruences the congruence or agreement of important values and noans of
financial-services provider and its customers. Value congeuemrates identification of
customers with their financial-services provider. Examatesbanks that have
sustainability and fair trade as their core values andithabt invest in the weapon
industry, child labour, or unsustainable products. These banks atieats with the same
values. Value congruence is a good base for trust, loyalty, land-derm relationship.

7. Reputatioris the positive evaluation of a financial-services proviziesed on the
performance and communication in the past. “Branding” defisgdeapositioning and
formation of favourable associations by advertising play a ndlled building of
reputation. Reputation is also built by personal experierfogdgeants and “word-of-mouth”
of other clients. Reputation may be related to a part@csuch as low prices,
competence, or innovativeness. Low prices are also frequestigiated with low quality
and may thus lead to less trust.

The first four determinants are mainly necessary pre-conditioas Herzberg, Mausner,
and Snyderman (1959) (see Oliver, 1997) call it, “dissatisfiérprovider of financial-
services has to comply with certain criteria and requenats of competence, stability,
integrity, and benevolence to earn trust. Satisfying tfgedeterminants may bring trust
from negative to neutral. If not satisfied, trust is ingible. These four determinants cannot
be compensated for by other characteristics. For instanagvertising campaign cannot
compensate for incompetence or a lack of benevolence.

The last three determinants are “satisfiers.” Satisfgmme or all three determinants may
bring trust from neutral to positive. Transparency, value congeyema reputation are
desirable and may differentiate a financial-servicesigesfrom competitors. A level of
competence that exceeds the criterion may also becomeedifating factor. Above a
certain level, competence may then change from a “difiedt to a “satisfier.”

In the aftermath of financial crises with reduced tmiginancial institutions, both the
institutions themselves and governments need to regain trustletéreninants of trust listed
here are factors that should be considered. A longer-termsgimapromote research with the
aim of consolidating the empirical base for assessingethéve importance of the identified
determinants.

A SOCIAL PSYCHOLOGICAL PERSPECTIVE ON ECONOMIC CRIS ES

Asset bubbles, which inflate at first slowly, then rapidlyddenly bursting, have a long
history: The Tulip frenzy in 17 century Holland; the South Seas bubble of tHRchtury;

the stock market boom and bust of the 1920’s; the dot.com boom and b896e2000, and
as we write, the credit crunch following the housing marketrbob2002-2007. In his
historical overview Rapp (2009) also speculates about the hueragré involved. Unlike

the detailed experimental results reviewed in thislartauthors including economists
Galbraith and Keynes, although not psychologists themselves obeceaesn confident about
their broad brush descriptions of the human condition. Bubblesasgajed by greed and
“momentum buying” ignoring the original stimulus for the boom, wheed value becomes
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irrelevant. The bubble is fuelled by overconfidence and optin@smvell as influences like
low interest rates and readily available inexpensive crddigre is also a certain “madness of
crowds” and self-fulfilling prophecies which encourage petplgo things that they would

not otherwise do on their own. All of these elements combititeanmass desire for riches
and the assumption that wealth and intelligence are deliais only when a bubble bursts
that it becomes clear, as never before, that finanggarés can be stupid. It seems as though
greed is so powerful that it makes people myopic, with shemanies and an ignorance of
history. There has been no general and coherent questiorthngy rdture of capitalism even
when things go disastrously wrong. The next bubble and bust, wbamaéts, is inevitable.

The proximal causes of the contemporary credit crunch are of coantested. However,
there is a degree of consensus (e.g., Akerlof & Shiller, 20Q8man, 2009). In summary
large amounts of money were lent to “sub-prime” mortgagémswere unable to keep up
with repayments as interest rates rose and house pricéddeiage companies sold their
debt on to finance companies which were in turn bought by finantéamediaries.
Alongside all this complexity and confusion, rating agenciesigot risk assessments wrong,
not least because of conflicts of interest where thegatgencies were being paid by the
sellers of the securities they were rating.

At the G20 Summit in April 2009 the wealthier nations dedaver $1 trillion to the IMF
to help struggling economies and agreed restrictions on tsgupley and bonuses. This
followed actions in the UK and in many other countries where biaae been bailed out
using massive injections of public funds.

From an economic and technical perspective it is not tHadudifto be wise after the event.
The nature of banking has fundamentally changed in recent isamg.modern banks lend
money with a much smaller capital base or, put more stdeklg, money they simply do not
have. The process of “securitisation” where loans are said otier financial institutions
was not seen as especially risky but, instead, a finainciavation where everyone benefits.
It was akin to bringing a miracle drug on the market batdras been properly tested. It now
seems inevitable that independent financial regulationshedt to have sharper teeth,
leading to the hope that we “won’t get fooled again” (oeast not for a while).

It is natural that economic policy advisors will use economilstimoalleviate the crisis but
there are other highly pertinent psychological “intangibles.h&gs the most important of
these is trust: The public no longer trust financial institut{ansl perhaps the capitalist
system itself) in the same way and are concerned about ategreed and a lack of
responsibility in high places. Ordinary people have been worbiedtdhe extent of
borrowing for some time (even if most financial experts wa: As long ago as 2001 in a
national survey of the UK, 90% of respondents said financiapearas are too willing to
lend money (Nestlé, 2001).

In two related publications, Akerlof and Shiller (2009) and 8h{2008) agree that
psychological aspects matter but are rather vague aboutrieatiing the Keynesian notion
of “animal spirits.” One of these psychological truismse tve are susceptible to bubbles
whether they are housing price bubbles or an irrational exubei@ricdips. Shiller (2008)
seems to take the view that while bubbles can arise fnyrkiad of commodity there is
nevertheless something special about property and home ownershgisTaind of
collective wisdom that house prices simply “have to”.rid@s is not a totally irrational
expectation. In recent times property prices in the US hs®e 14 years in a row. House
prices are not easily explained by interest rate changedirtgudosts and population growth;
they seem to have a life of their own. These false ¢apens are shared by experts and
commentators alike in a set of “new era” self-fulfilliagpries; a kind of “social contagion.” It
is indeed rational to follow a bubble providing one understandshtisas what it is and not a
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reflection of fundamentals. If its psychological nature ip@serful as it seems it may also
require that a “winner” must find a way of inoculating hithse herself from the disease.

Related to the notion of trust is the importance of confiddheegovernment provides a
financial stimulus, this increases the marginal propensitphsume (MPC) of some, who, by
consuming, increase the MPC of others, and so on. The reésdrse in a recession where
confidence is lost. There is a multiplier for confidence laot of confidence, or even for
corruption and poor business practices, including sub-prime lendind) wHegitimised by
the fact that “everybody else is doing it.” This is renmdai# of social contagion as well as of
“groupthink” (Janis,1982), where collective wisdom is so powehfal new contradicting
evidence is ignored.

What Kind of Psychology?

Akerlof and Shiller (2009) represent a growing number of economigtsecognise that a
psychological perspective is necessary in economic analybst makes them unusual is that
they have borrowed ideas from social psychology and sociology. Ad mothe preceding
sections, most inroads have been made by cognitive psychologwwahrecently critized by
Etzioni (2009) who argued for a sociological perspective. It coalthat cognitive

psychology has most relevance to micro-economics and social psyglolsgciology most
relevance to macro-economics?

One of the central tenets of critical social psychologyas ¢ine needs to consider cultural,
historical, and political influences. The way people behthet attitudes and values, and the
way they perceive themselves, are functions of theageimdes. If people are greedy and
relentlessly pursue their own self-interest, they do notidarthsolation; it is behavior which
is sanctioned in the culture in which they live at dipalar time. Unlike psychology in
general, less emphasis is placed on the human evolutionaytdsd to the idea that people
are still locked into behavior patterns more appropriatstfore-age man. Instead, critical
social psychology stresses the importance of multiple resaditid contemporary choice.
Greedy and self-interested behavior may be sanctioned ia wonk environments —
although the language will be changed to “motivating high aehséw- but there are also
plenty of examples of altruistic behavior, concern for otleard pursuits other than the
pursuit of money. We are not necessarily talking about difféypes of people as critical
social psychology favours the construct of the multiple sethder may be ruthless on the
stock exchange floor and considerate at home with family.

Table 2 presents a balancing act in two columns. Down fihealied side are values,
characteristics, and economic and political factors which Imeageen as indicative of a
civilised society. Down the right is a mixture of factordsieihh may also be required for a
civilised society but are heavily dosed with realistheathan idealism. The first row is a
snapshot of two political-economic systems: one where the goeatnntervenes in order to
redress market failures and a second where the interferegoeesnment is kept to a
minimum as the markets do their good work. The argument sighatigovernment policy
influences which aspects of multiple selves can be meslyfdisplayed. In the UK in the
1980s, Margaret Thatcher claimed that reducing the tax bartprovisions for social
welfare put money in the pockets of individuals which encouragbddual benevolence
and charitable giving — a “crowding in” of private charityréplace public sector coercion.
The opposite argument, the “demonstration effect,” claimsathanevolent government with
caring health and welfare programmes encourages benevaleoog citizens. The case for
either side is far from clear-cut (Jones, Cullis, & LewWi&98). What is opined here is that
although governments in a democracy should reflect the preésrehweoters, especially at
election times, a government through its ensuing policies slagasizational cultures as
well as attitudes and values of citizens through its teroffiie. Depending on ones
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preferences, the policies of Margaret Thatcher and R&edgan either empowered
individual responsibility or legitimised self-interested bebav

At a slightly lower level, the organisations people work fopshieir behavior as well.
How are people rewarded at work and what do they have to @dinta gromotion? In
careers like teaching and nursing, promotion comes with experard rewarding feedback
from peers and superiors; the pay scales are relatie¢lgrfd there are few opportunities for
bonus payments or rapid promotions. In contrast, some bankersrodarga sums,
including sizeable bonuses, at a young age, based on short-téormpace. It is of course
likely that the finance industry, teaching and nursing atfraople with different proclivities
in the first place, but it seems clear that through the lésatian process at work,
organisational culture reinforces some aspects of the mudeffleather than others.

All these dichotomies are contested and are in flux and nohaegsemore so than
femininity and masculinity. What is evident however is thdisproportionate number of
women are found in the caring professions (although not necgssa#inior management)
and more men in high economic risk-taking jobs in the finaneizbs. Research evidence
also shows that women are more concerned about the welfatteeo$ and less likely to
behave in a narrowly self-interested and instrumental mg@égan, 1982; Lewis, Carrera,
Cullis, & Jones, 2009). Similar divisions are reflected invidl@es of altruism and egoism.

Materialism is related to continual need to consume morevaede material goals become
essential aspects of people’s self identify (Belk, 200@m@Ar, 1992; Kasser, 2003). This is
also linked to the partly false assumption that more ecopton and more wealth lead to
greater happiness (Diener & Seligman, 2004) — a beli¢ésywhich is linked to a pursuit of
wealth rather than of well-being. This is a powerful éfediystem exemplified by highly
successful lottery schemes in many countries. Howeveresiaarch shows that people who
score highly on materialist measures are often unhappy anel tivkitorrelation between
happiness and wealth is positive, it is not especially sttoe@jth and employment are much
more closely related to happiness (Oswald, 1997). Finallyitheg distinctions are made
between open and closed mindedness and conventional and lessiocoalémhking.

This is a balancing act in two columns as neither column, @wits will deliver; each
needs the other. The question is, has there been too muchlafral shift to the right hand
column at the expense of the left? Ironically, while thitr@plumn favours less government,
it is the government in the left column which has respondétktexcesses of the right in the
credit crunch.

Socially Responsible and Sustainable investments

Identification of Current Problems

In a crisis someone has to be blamed and in the currentiaa&risis the finger has been
pointed at financial institutions (although not by everyone; see B20@9). How can the
financial institutions become more responsible? The rest oehigon pays particular
attention to the organizational structure of institutional stwent and the role of champions
as a mirror of a broader problem. Making the relevant @llghifts required is no easy
matter but because people in any group, including those in tme&madustry, are not
entirely homogeneous, minorities of open-minded, socially respertkiinkers exist and now
perhaps is the time when they are more likely to benksteo.

Like several other commentators, Guyatt (2009) identifies thdt crégis as multi-causal.
She cites the irresponsible mortgage lending of retail bamkg$ailure of credit rating
agencies, the lack of effective regulations, not forgettiegndividual borrowers themselves
(who it may be recalled have a tendency to argue “If | coulafford it, why did the banks
lend it to me?”). She also includes institutional investorg advisors in the mix, like those
responsible for pension funds, and questions why these financialgripbgroups failed to
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challenge conventional thinking or question pricing of credit S$le argues that more
financial regulation is inevitable but that financial ingibns need to change within and not
just respond to outside pressure; that the organisational cultistebmre-focused. Three
main problems are identifielack of social responsibilifyshort-termismandconventional
thinking

When considering social responsibility it will be recalled tha economist Friedman had
little sympathy: “Few trends could so thoroughly undermine the fegnydations of our free
society as the acceptance by corporate offices of a ses@dmsibility other than to make as
much money for their stockholders as possible” (Friedman, 1933). Guyatt (2008) and
Lewis (2002) among others feel it is time to encourage & fimooral” market. A good
example of such a market is where long-term environmewigihlsand corporate governance
(ESG) considerations are included within investment proc@sseder to achieve both
financial and social outcomes (Eurosif, 2006).

While socially responsible and sustainable investments (SRArade long-term
investments, case studies by Guyatt (2008) reveal that mostfamalgers have short-term
horizons, even in institutions which claim to be committeldng-term responsible goals.
The main reason given for this from among her intervieweaseakictance to be out of step
with what the rest of the market is doing. And what tls¢ oéthe market is doing is trading
rather than investing. Furthermore, most fund managers’ peafare is assessed (and
remunerated) on a short-term basis. In addition there ig ghigdonger-term investments
which are not successful would have dire consequences forepatations, their salaries and
bonuses even their jobs. In comparison the collective memonhoftsterm failure over
three or six months can be wiped out by success over théhnegito six months. The
implications of short-termism can be profound. First of atfan lead to excessive trading
and higher transaction costs. Perhaps more importantly, asmamagers imitate one another,
short-term trading behaviour leads to market volatility, bublaled crashes. The idea of SRI
and Sl is that it is over the longer term, providing an arditmmarket volatility.

Conventions dictate what is deemed as acceptable behagisoiial setting, which in this
case is the financial market. While herding may be cordedf as uncertainty reduction (see
preceding section on behaviour in stock markets), conventiema@e deep-seated and
comprise long-held cultural and social expectations. Theserautonventions are often
implicit, taken for granted and hard to change. They alsadiecthared understandings of
how financial markets work. Guyatt (2008) lists five external eatiens: using valuation
models to exploit short-term mispricing in the market; focusimgangible financial criteria
(where SRI and S criteria are seen as intangibles); atna¢i®n on current drivers of
performance rather than longer-term concerns; active margkdesd towards relative
returns compared to an asset-based index or benchmarkewiesing fund manager
performance over short periods, typically quarterly.

Possible Remedies of the Problems

Juravle and Lewis (2008) have identified a number of impedsrterchanging institutional
investment practices which mirror the kinds of problems tiabed generally when
attempting to modify organisational cultures in the finarmmos. These include individual,
organisational, and institutional impediments. While behaviarpkdiments like cognitive
biases are familiar to research (as referred todoquling sections), organisational and
institutional impediments have not been explored to the saraptegirganisational
impediments include: remuneration systems for analysts and fandgars based almost
entirely on short-term performance; inequitable remuneratiokagas where Sl experts are
paid less than mainstream financial agents, and; managsgstems and cultures where Sl
experts have less well-defined career paths. Theutetial impediments also include short-
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term market conventions and a focus on tangible financialieritether than SRI intangibles.

From this perspective challenging short-termism requires ssidethe problem at

individual, organisational and institutional levels.

Human agency can be a crucial impetus for change. Jurayleeavis (2009) and Lewis
and Juravle (in press) report interviews with 15 “champidkesy actors in the UK asset
management houses championing SRI policies) in order to gaihtmaio how change can
be achieved. The following four key categories of responseggethe
1. Institutional impediment3.hese include conventionality, short-termism, materialism, and

unsustainability. SRI teams are often frowned upon if thegeed. Interviewees said they
were disliked if they succeeded and were stereotypélebgstablishment. Many SRI
champions believe that financial markets, because of theirtgnorism and incentives for
quick profits, fuel unsustainability.

2. Institutional facilitatorsin the UK a change was made to the Pensions Act in 199&whe
pension funds were newly required to report whether they tookéotwuat social, ethical,
and environmental issues. This change provided the impetusa@doirSRI teams to be
formed. In addition corporate scandals in the UK and the U8 leavto new regulatory
initiatives. At the same time high-profile industry consoria the UN Principles for
Responsible Investment, the Carbon Disclosure Project, and taad¢athAnalytics
Initiative have all aided SRI supporters to raise awagaeong asset owners. SRI
advocates agree that government intervention is essenitiad asive to believe the
financial sector will put its own house in order unaided.

3. Organisational impediments and facilitatoBR| teams are often marginalised where there
is a structural segregation between SRI teams and coowahteams. Senior management
may pay lip service to SRI teams but remain highly scaptSl only becomes part of the
core business where senior managers value sustainability beéygadeintial financial
gains. There appear to be three main organisational strudtutks.first only one or two
Sl people are engaged in packaging research from outsidex@®tsefor conventional
managers to use as they see fit. With this kind of orgais SRI is a long way from the
core business. In the second SRI teams do the analysis thesreed their information is
included in the investment process, although they are not involtbd final investment
decisions themselves. The third organisation is very Fee SRI people are fully
integrated in the decision-making process. In this third tstreche asset house has also
addressed short-termism by incentivising three-year rollinipeance for everyone in
the group. This is in marked contrast to most other assee¢fiauslving an element of
SRI where SRI teams are paid less than conventional memand where conventional
managers are incentivised on a quarterly basis. Theramwasderstanding in this third
organisation that short-term investing is bad for the economgauidty and that value
can be delivered by fully integrating sustainability éastinto traditional analysis.

4. Championship strategieAn important strategy that SRI innovators employ is learrfieg t
language of the “city” and sharing the narratives. Theaehattle over language as SRI
criteria can be seen as immaterial rather than ragtpart of a package of extra-financial
factors rather than financial factors. Materialitgipowerful buzzword and SRI activists
realise they have to convince others that these isseiégratamental and make a strong
business case for them. This is helped by initiatives sutttedSU Trading Scheme which
prices externalities including G@missions. SRI champions also gain respectability
through professional networks and coalitions with, for exampldJdh@rinciples for
Responsible Investment. Acceptability in mainstream aig$vis also enhanced where
teams have the full support of chief executives and invardtofficers. SRI advocates are
unlikely to have financial qualifications similar to conventhl market actors, so in order
to be convincing they need not only to learn the language buioajsin relevant
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expertise. SRI investment enthusiasts are often driven lyyoilie moral concerns but
these tend to be down-played in the effort to make the busiasesin fully integrated
teams this must be matched by more expertise among conveatatgts about SRI
concerns.

Summary
We argue that bringing about change in financial institutions isasy matter. It is suggested
that what constitutes a good society needs to be a centralilssontemporary debates.
Unfettered narrow self-interest, materialism, and stesrt trading (as opposed to
investments) in financial markets is being questioned. Papiition, government
intervention, and the reactions of financial organisations teles will all play key roles,
yet cultural conventions are deeply embedded. Key actorsodedncentivised to devise
longer-term financial plans helping to build “an inclusigeeen and sustainable recovery” as
stated in the G20 summit. Education programmes which unéenlaral aspects of financial
decisions need to be central in university education anmdimirtg in the workplace.

It is not all doom and gloom as human agency, alongsideeadittter influences, can help
break the chains of conventional financial thinking.

GENERAL DISCUSSION

Financial crises are societal, today even global phenothahhave many proximal and
distal determinants (Rapp, 2009). To what extent and how camnduadibehavior cause such
phenomena? Different meta-theoretical stances concernimglétienship between
explanations of macro-level phenomena at an individual lewel baen voiced (Tetlock,
1998). It is beyond our scope to discuss this controversial isguedter detail. In this article
we suggest that common individual cognitive biases, affegtfiieences, and social
influences play some role for market anomalies. We do not dengultural and institutional
factors also play a role. In drawing on what is referreastbehavioral macro-economics,
Akerlof and Shiller (2008) make several bold propositions aboubthef individual
behavior for the current financial crisis. We want to exertgirecaution in (i) inferring
behavioral causes of market anomalies, and even more caufigririferring that market
anomalies are causes of financial crises. In the preceditigresewe have expressed a view
which may be contrasted to other (more comprehensive) vaewh,as those by the
economists Akerlof and Shiller (2008), Gailbraith (1955/1997), and Kang{2009).

It is difficult to overestimate the importance for the depenent of efficient markets that
money once was introduced as a means of payment, successplalyng barter economies
(Lewis & Mizen, 2000). At the same time, financial maskehere money is the single or
dominant commodity appears not to work properly. In this artieldvawve highlighted
possible cognitive biases (strengthened by affective, sadidlcultural/institutional
influences) that may account for this, including a changing stivgevalue of money due to
reference point shifts, limited or biased information searghperceptions of inflation
(money illusion) or changes in the money unit, asymmetriskalattitudes, irresponsible risk
taking, short-sighted time discounting of monetary gains and leasgésnental decoupling of
re-payment of loans and benefits of credit-financed productsimfrion boundedly rational
or irrational behavior by many people (in contrast to idiosyireesults from how markets
function and to some extent causes market anomalies and finarsga, then changing these
behaviors should be important. Economists believe that if thkeetndoes not automatically
correct irrational behavior (as stock markets seem ra,te.g. Shleifer, 2000), incentives
would lead to that people learn to act rationally (ZwicleVvEE& Budescu, 1999).
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Unfortunately, empirical evidence fails to provide solid suppmrthis belief (Camerer &
Hogarth, 1999). Cognitive biases, affective influences, andlsofluences may be reduced
but are in general not eliminated. Cultural and institutiorfalences may be even more
difficult to change (Juravile & Lewis, 2008, 2009; Lewis & Jlgain press). On the other
hand, as we have suggested, starting with children in s;heathing people about the
economy and educate them in financial management may govsyte the goal (Leiser et
al., 1990; Lea et al., 1995; Webley & Nyhus, 2006).

The current worldwide waves of deregulation of formerly sgaieerned monopoly markets
seem to reflect the belief that free markets solve nodlye society’s problemsincluding
perhaps those the free markets themselves create. Howeveuggest that markets do not
themselves correct biases and neither does incentivizingabhbehavior. It is nevertheless a
controversial issue whether markets should be re-regulate#td this into account. Do
improved information to consumers and decision aids make detedjfirancial markets
work better? In general, deregulations of markets in conjunatitmnmore technological
advanced production have led to an increase, sometimamerntdous increase, in alternatives
offered to consumers, for many a higher number than desicbd/é®tz, 2004). A horror
example is the new Swedish pension scheme requiring citzehetse five equities among
500+ alternatives (Cronquist & Thaler, 2004; Hedesstrom eiGfl4). It is no wonder that
close to a majority choose a default option. Hedesstrom @044, 2007) showed that
citizens who did not choose this default option used sensiblestiesim making their
choices, but that they did not effectively diversify riskatother study (Hedesstrém et al.,
2006) it was shown that effective risk diversification was [mbsso teach. An even better
method may be to aid citizens’ decisions by presentingiteimumber of portfolios together
with assessments of their expected risks and returns. fizensiwould still have the option
to construct their own portfolios. Other ways of reducing thelbrarrof effective choice
alternatives, in this example and in other similar casesld be to group the alternatives on
the basis of similarity (Fox et al., 2005; Fox et al., in presdditional research and ideas are
needed here.

Similar problems are abundant in credit markets where peopfelactant to search
information about credit. For instance, Hoelzl et al. (2009 ddhat people overestimate
their capability to deal with a loan in the long run.dsHurthermore been demonstrated that
the form and complexity of credit information influence whethercosts are anticipated
correctly (Bertrand et al., 2005). Therefore, credit lenderg need to be mandated to
improve their information to credit users at the timerefid take up. Another possibility that
promises to be more effective is to stipulate that peoptging a credit take out a credit
repayment insurance. Such payback protection methods were eddiRanyard et al.
(2001) and McHugh and Ranyard (2009). Interestingly, they obseryiitaver effect to
improved risk management by credit users.

We have illuminated some of the consequences for peoplenduatial crises and economic
recessions seem to have. Sensible ways of coping have beeveobd/an Raaij & Eilander,
1983). People may still need to be taught improved budgeting agtdhaccounting”
(Thaler, 1999) techniques to make them aware of their expandebe possibilities of
curtailment by systematically taking account of their spendimjortunately, the use of
credit cards does not facilitate mental accounting and shoulkdisareason be discouraged.
Some banks now offer web-based (mental) accounting faciltlessee this as desirable
developments and an expression of increased responsibilite gauthof financial
institutions. Currently financial institutions should seriously aerssuch and other means to
regain society’s and customers’ trust.

In this article we did not address the question of what happgreople who fail to cope
with economic hardship? Or what happens to people who sla@rioblem debt? It is
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established that in affluent societies income increlages less than proportional impact on
life satisfaction(Diener & Seligman, 2004). Changing their lifestyle (mpdssible by
possessions of durables) is apparently the last change peopl® weake if their income is
reduced (Van Raaij & Eilander, 1983). This is an indicatiotihaf, even in affluent societies,
the relationship between life satisfaction and income bb@astronger in times of financial
crises and economic recessions. A policy-relevant insighaisrtbreasing material wealth
would influence life satisfaction less than would preventivagerial wealth to decrease.

An even broader overarching issue is how to strike a balamwediean economic-political
system where the government intervenes in order to rethaaget failures and another where
the interference of government is kept to a minimum asmets do their good work. We
also argue that, even though in a democracy governments sefieidd the preferences of
voters, through its policies a government shapes organizatiohalesuas well as attitudes
and values of citizens.
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FOOTNOTES

A meta-analysis by Byrnes, Miller, and Shafer (198%ws that men are generally more risk taking
than women.

2Amos Tversky died in 1996.

3For a comprehensive exposition of terms used emfie and their definitions, the reader is refetoed
the Oxford Dictionary of Finance and Bankirfg005). Our terminology is not more precise than
needed. We usaocksstock sharesr equitiesto refer to owner shares offered by companiesdte

to investors in stock markets. Byding we refer to economic transactions resulting in tack

shares change owners. We use the &ook returndo include both dividends issued by companies
and changes in stock (share) prices. Occasiona@lgefer to some other financial instruments
available to investors including (interest-bearibghds and various types of funéartfolio refers to

a composition of stocks in different companiggndis a portfolio managed by a financial institution
on behalf of a stock owner who is charged for #h@ise.Investorsrefer to individuals who invest for
themselves or are employed by financial institugiotvesting on behalf of others. Financial
institutions are also referred toiastitutional investorsuch, as for instance, pension funds or
insurance companies.

*A basic tenet of efficient market theory is thatlie absence of “noise traders” stock prices refitc
available information. It follows that the pricegdhe best estimates of the fundamental valubeof t
stocks, that is the present value of their fut@ghdlows. Thus, there are no underpriced stocksiyo
or overpriced stocks to sell as prices stay inlégitim in the absence of new information abouirthe
fundamental values (such as, for instance, compaagcial reports) and only change when such
information appears. Since new information affegtock prices tend to appear at random, it follows
that the prices change randomly (referred to asdbm walk”). The theory implies that future stock
returns are entirely unpredictable from past sfwiges (the random-walk hypothesis) or any public
information. Not even inside information is usefial prediction since it will quickly leak out.
°*DeBondt (2008) identifies several other market aaligs. We focus here on a subset where it
appears reasonably clear that psychological piiegipf judgment and decision making play a role. It
is also clear thatverreaction to newslisposition effect, anceactions to share splitgualify as
anomalies since they cause deviations of sharepfiom fundamental values. As we argue later,
these anomalies reinforced by affective and sacflelences also have the potential to seriously
destabilize stock markets.

®Note that this is objectively consistent with aidigion of risk as probability. But are people asige

to risk or loss (the salience of the downside) wiaging volatility? An experiment by Duxbury and
Summers (2004) showed that volatility induces bbgsrsion rather than risk aversion.

"Funds were used instead of stocks because the asntovsimulate the choice of funds in the Swedish
Premium Pension Scheme. Even though funds aremsélves risk-diversified portfolios, a selection
of several funds still needs to be risk diversified

8n the words of Jesse Livermore, a legendary tratiévall Street in the 1920s, who earned an
incredible fortune, lost it all and committed sdigi “There are only two emotions in the market,ehop
and fear the only problem is you hope when you should &t fear when you should hope.” In
Saturday Evening Potte journalist Edwin Lefévre published interviewish an investor in Wall
Street called Lawrence (Larry) Livingstone believedbe a pseudonym for Jesse Livermore. These
interviews appearing in a book (Lefévre, 2005, ew edition) contain many valuable advice and is
considered a “must-read classic” for investors!

°As pointed out by Véstfjall and Garling (2002) tive affect space defined by the orthogonal
dimensions of valence and activation, this is nsingle dimension but varies from high valence and
activation to neutral and from neutral to low valerand high activation.

9t is interesting to note that the renowned inve&eorge Séros (Soros, 1987) claims to have made
his fortune not by betting on fundamental valuebifeage) but on anticipated herding.



Psychology, Financial 58

REFERENCES

Ainslee, G. (1975). Specious reward: A behavidrabty of impulsiveness and impulse control.
Psychological Bulletin, 42463-509.

Ainslee, G. (1991). Derivation of “rational” econanbehaviour from hyperbolic discount curves.
American Economic Review, Papers and Proceedirig331-340.

Ainslie, G., & Haslam, N. (1992). Hyperbolic diseding. In G. Loewenstein & J. Elster (Eds.).
Choice over timépp. 57-92). New York: Sage.

Akerlof, G. A., & Shiller, R. J. (2008 Animal spirits Princeton, NJ: Princeton University.

Anderson, E. T., & Simester, D. I. (2001). Pricecdimination as an adverse signal: Why an offer to
spread payments may hurt demavdrketing Science, 2315-327.

Anderson, L. R., & Holt, C. A. (1997). Informatiarascades in the laboratomericanEconomic
Review87,847-62.

Andersson, M. (2009)Social influence in stock markets: Effects of vaiiite information and
expertise Unpublished manuscript.

Andersson, M., Hedesstrom, T. M., & Garling, T.@2D Processes mediating majority and minority
herd influences on predictions of simulated stagées. Unpublished manuscript.

Andersson, P. (2004). Does experience matter oilg® A process-tracing study on experienced loan
officers' and novices' decision behavidgwurnal of Economic Psychology,,267/1-492.

Andreasson, P. A. (1988). Explaining the price-nndurelationship: The difference between price
changes and changing pric&rganizational Behavior and Human Decision Procesdé, 371-
389.

Andreasson, P. A. (1990). Judgmental extrapolaimhmarket overreaction: On the use and disuse of
news.Journal of Behavioral Decision Making, 153-174.

Antonides, G., De Groot, |. M., & Van Raaij, W.([2008).CentiQ report The Hague, The
Netherlands: Department of Finance.

Antonides, G., De Groot, I. M., & Van Raaij, W.([2009).Mental budgeting and the management of
household financéJnpublished manuscript.

Asch, S. E. (1956). Studies of independence anfbooity: A minority of one against a unanimous
majority. Psychological Monographs, A¥hole No. 416.

Avery, C. & Zemsky, P. (1998). Multi-dimensionalagmtainty and herd behaviour in financial
markets American Economic Review, ,884-748.

Babeau, A., Pioneer Investments, & Unicredit Newdpe Research Network (200Zhe investment
and indebtedness behaviours of households in “Nemeie”. OEE (Observatory of European
Saving), Paris.

Baker, H. K., & Phillips, A. (1994). Why companiesue stock dividendszinancial Practice and
Education 3, 29-37.

Barber, B. M., Odean, T., & Zheng, L. (2005). Otisight, out of mind: The effects of expenses on
mutual fund flowsJournal of Busines¥8, 2095-2120.

Barberis, N., Shleifer, A., & Vishny, R. (1998).Aodel of investor sentimeniournal of Financial
Economics49, 307-343.

Beggan, J. K. (1994). The preference for gain fiemeonsumer decision makintpurnal of Applied
Social Psychology, 24407-1427.

Belk, R. (2008). Consumption and identity. In Awlig (Ed.),The Cambridge handbook of
psychology and economic behavigpp. 181-198). Cambridge. Cambridge UniversitysBre

Benartzi, S., & Thaler, R. H. (2001). Naive divécsition strategies in defined contribution plans.
American Economic Review, 919-99.

Bennett, J., Sias, R., & Starks, L. (2003). Gregaetures and the impact of dynamic institutional
preferencesReview of Financial Studies, 16203-1238.

Bernoulli, D. (1738). Specimen theoriae novae dasuea sortisCommentarii Academiae
Scientiariam Imperialis Petropolitana6, 175-192. Translated by L. Sommer (1954). Expoisiti
of a new theory on the measurement of risbonometrica, 2223-36.

Berns, G. S., Laibson, D., & Loewenstein, G. (200mertemporal choice — toward an integrative
framework.Trends in Cognitive Sciences,, ¥B2-488.



Psychology, Financial 59

Bernthal, M. J., Crockett, D., & Rose, R. L. (2006Jedit cards as lifestyle facilitato®urnal of
Consumer Research, 3P30-145.

Berthoud, R., & Kempson, E. (1998redit and debt: the PSI repoiolicy Studies Institute:
London.

Bertrand, M., Karlan, D. S., Mullainathan, S., Sha&., & Zinman, J. (2005). What's psychology
worth? A field experiment in the consumer creditkeh NBER Working Papers 1189Rational
Bureau of Economic Research.

Bikchandani, S., & Sharma, S. (2000). Herd behavidinancial marketdMF Staff Papers, 4,7279-
310.

Bikchandani, S., Hirshleifer, D., & Welch, I. (1992 theory of fads, fashion, custom and cultural
change as informational cascad&surnal of Political Economy, 10@92-1026.

Bond, R. (2005). Group size and conform{Broup Pocesses & Intergroup Relatip8s331-354.

Booth, P. (Ed.) (2009)erdict on the crash : Causes and policy impli@asi.London: Institute of
Economic Affairs.

Bradley, M. M., & Lang, P. J. (1999nternational Affective Picture System (IAPGginesville, FL:
The NIMH Center for the Study of Emotion and Attent University of Florida.

Brennan, M. J., & Copeland, T. E. (1988). Stocktspstock prices, and transaction codtirnal of
Financial Economics22, 83-101.

Bridges, S., & Disney, R. (2004). Use of credit anckars on debt among low-income families in
United Kingdom Fiscal Studies, 251-25.

Brito, D. L., & Hartley, P. R. (1995). Consumeriogiality and credit carddournal of Political
Economy, 103400-433.

Brockhaus, R. H. (1980). Risk taking propensitgofrepreneurddcademy of Management Journal
23, 509-520.

Brown, S., Taylor, K., & Wheatley Price, S. (200Bgbt and distress: Evaluating the psychological
cost of creditJournal of Economic Psychology,,Z#2—-663.

Burgoyne, C., & Kirchler, E. (2008). Financial dgoins in the household. In A. Lewis (Edihe
Cambridge handbook of psychology and economic hetrafpp. 132-154). Cambridge, UK:
Cambridge University Press.

Butler, G., & Matthews, A. (1987). Anticipatory meg and risk perceptioi€ognitive Therapy and
Researchll, 551-565.

Byrnes, J. P., Miller, D. C., & Schafer, W. D. (B)9Gender differences in risk taking: A meta-
analysisPsychological Bulletin125 367-383.

Camerer, C. F. (1989). An experimental test of ss\generalized utility theoriedournal of Risk and
Uncertainty 2, 61-104.

Camerer, C. F. (2000). Prospect Theory in the viid. Kahneman & A. Tversky (Eds§hoices,
values, and framegp. 288-300). New York: Cambridge University Rres

Camerer, C. F. (2005). Three cheers — Psycholqodieadretical, empirical —for loss aversidournal
of Marketing Researci2, 129-133.

Camerer, C. F., & Hogarth, R. M. (1999). The eBezt financial incentives in experiments: A review
and capital-labor-production framewotaurnal of Risk and Uncertainty, 19-42.

Canner, G. B., & Luckett, C. A. (1991). Paymenhotisehold debt&ederal Reserve Bulletin, 77
218-229.

Canner, G. B., & Luckett, C. A. (1992). Developnteint the pricing of credit card servicésderal
Reserve Bulletin, 78&652-666.

Caplovitz, D. (1979)Making ends meet. How households cope with infiadied recessiarBeverly
Hills, CA: Sage.

Capon, N., Fitzsimons, G.J., & Prince, R.A. (1996).individual level analysis of the mutual fund
investment decisionlournal of Financial Services Resear@b, 59-82.

Carmon, Z., & Ariely, D. (2000). Focusing on thedgon: How value can appear so different to buyers
and sellersJournal of Consumer Resear@y, 360-370.

Carmon, Z., Wertenbroch, K., & Zeelenberg, M. (20@}ption attachment: When deliberating makes
choosing feel like losinglournal of Consumer Resear@®, 15-29.

Celen, B., & Kariv, S. (2004). Distinguishing infoational cascades from herd behaviour in the
laboratory American Economic Review, ,9484-498.



Psychology, Financial 60

Chang, Y. R., & Hanna, S. (1992). Consumer cregiitch behavioldournal of Consumer Studies and
Home Economics, 1@07-227.

Chari, V. V., & Koehe, P. J. (2004). Financial essas herds: Overturning the critiquésurnal of
Economic Theory, 11928-150.

COFIDIS (2004). Consumer credit in France in 20@3Cadran, 19

Columbia Encyclopedia (2001). November 2004. Retdel2 July, 2005, from
www.bartleby.com/65/

Cooksey, R. W. (1996Judgment analysis: Theory, methods, and applicatifan Diego, CA:
Academic.

Coombs, C. H., & Avrunin, G. S. (1977). Single-pedKunctions and the theory of preference.
Psychological Review, 8216-230.

Cote, |., & Sanders, D. (1997). Herding behavioplanations and implicationBehavioral Research
and Accounting, 920-45.

Courant, P., Gramlich, E., & Laitner, J. (1986)dynamic micro estimate of the life cycle model. In
H. G. Aaron & G. Burtless (Eds.Retirement and economic behavidashington D.C.:
Brookings Institute.

Courtless, J. C. (1993). Trends in consumer crBdinily Economics Review, 8-17.

Croden, N. (2000). Credit use among low income gsoln A. Fleiss (Ed.)Research Yearbook
1999/2000, Department of Social Secufjip. 7-16). Leeds, UK: Corporate Document Services.

Crongvist, H., & Thaler, R. H. (2004). Design chesdn privatized social security systems: Learning
from the Swedish experiencgmerican Economic Review, Papers and Proceedfy424-428.

Cummings, R. G., Brookshire, D. S., & Schulze, W.(Bds.) (1986)Valuing environmental goods:
An assessment of the contingent valuation metked York: Rowman & Allanheld.

Dauten, D. A., & Dauten, J. J. (1976). Consumecgeations of the consumer credit procdssirnal
of Consumer Affairs, 1G2-71.

Dawes, R. M. (1999). Experimental demand, cleagntives, both, or neither? In D. V. Budescu, .
Erev & R. Zwick (Eds.) (1999 Games and human behavidipp. 21-28). Mahwah, NJ: Erlbaum.

Day, G. (1972)A study of consumer credit decisions: Implicatitorpresent and prospective
legislation Unpublished manuscript.

DeBondt, W. F. M. (1993). Betting on trends: Inetforecasts of financial risk and return.
International Journal of Forecastin®, 355-371.

DeBondt, W. F. M. (2008). Stock prices: Insightanfrbehavioral finance. In A. Lewis (EdT)he
Cambridge handbook of psychology and economic behiafpp. 64-104). Cambridge. Cambridge
University Press.

DeBondt, W. F. M., & Thaler, R. (1985). Does thacgt market overreact®urnal of Finance40,
793-808.

DeBondt, W. F. M., & Thaler, R. (1987). Furtheraamce on investor overreaction and stock market
seasonalityJournal of Finance42, 557-581.

DeVaney, S. A., & Lytton, R. H. (1995). Househatdalvency: A review of household debt
repayment, delinquency, and bankrupteyancial Services Review, 437—-156.

Devenow, A., & Welch, I. (1996). Rational herdimgfinancial economic€&uropean Economic
Review, 40603-615.

Diacon, S., & Ennew, C. (2001). Consumer perceptifrfinancial risk The Geneva Papers on Risk
and Assurance26, 389-400.

Diener, E., & Seligman, M. E. P. (2004). Beyond exariToward an economy of well-being.
Psychological Science in the Public Interégf), 1-31.

Dittmar, H. (1992)The social psychology of material possessions:ahe lis to beNew York: St
Martin’s Press.

Dittmar, H. (2000). The role of self-image in exsige buying. In A. L. Benson (EdJ)shop,
therefore | am: Compulsive buying and the searclsétf (pp. 105-132). Northvale, NJ: Jason
Aronson.

Dittmar, H., & Drury, J. (2000). Self-image-is it the bag? A qualitative comparison between
“ordinary” and “excessive” consumetkurnal of Economic Psychology,,21109-142.

Donkers, B., & Van Soest, A. (1999). Subjective suras of household preferences and financial
decisionsJournal of Economic Psycholog®0, 613-642.



Psychology, Financial 61

Dowling, M., & Lucey, B. M. (2005). The role of fiaegs in investor decision-makindgournal of
Economic Survey49, 211-237.

Drecnik Worden, D., & Sullivan, C. A. (19873 hopping for consumer credit: Implications for metrk
efficiencyUnpublished manuscript.

Drehmann, M., Oechssler, J., & Roider, S. (2008rdthg and contrarian behavior in financial
markets: An internet experimer{merican Economic Revie@bh, 1403-1426.

Drentea, P., & Lavrakas, P. J. (2000). Over thélifhe association among health, race and debt.
Social Science & Medicine, 5817-529.

Duesenberry, J. S. (194%Mcome, saving and the theory of consumer behaGiambridge, MA:
Harvard University Press:

Durkin, T. A. (2000). Credit cards: use and consuatttudes, 1970-200@-ederal Reserve Bulletin,
623-634.

Duxbury, D., & Summers, B. (2004). Financial riskrgeption: Are individuals variance averse or loss
averseEconomics Letters84, 21-28.

Eagly, A. H., & Chaiken, S. (1993)he psychology of attitudesort Worth, TX: Harcourt Brace
Jovanovich.

Edwards, W. (1954). The theory of decision makigychological Bulletin, 51380-417.

Edwards, W. (1968). Conservatism in human inforarapirocessing. In B. Kleinmuntz (Ed.), Formal
representation of human judgment. New York: Wiley.

Einhorn, H. J., & Hogarth, R. M. (1978). Confidencgudgment: Persistence of the illusion of
validity. Psychological Reviev85, 396-416.

Emmons, W. R. (2004, DecembeEpnsumer-finance-myths and other obstacles to ilshiiteracy.
Paper presented at the conference “Consequentes cdnsumer lending revolution”, St. Louis,
MI.

Erber, R., Erber, M. W. & Poe, J. (2004). Mood dafon and decision-making. Is irrational
exuberance really a problem? In I. Brocas, & J.Carillo (Eds.),The psychology of economic
decisiongVol 2, pp. 197-210). Oxford: Oxford University Bse

Estelami, H. (2001). Determinants of discount ratesonsumer credit decision®ournal of
Marketing Theory and Practice, 83-73.

Etzioni, A. (2009). Adaptation or paradigm shii@ntemporary Sociolog$8(1), 5-8.

Eurosif (2006) European SIR studyretrieved on September 7, 2009 from
www.eurosif.org/publications/sri_studies.

Fama, E. F. (1970). Efficient capital markets: Aiegv of theory and empirical worklournal of
Finance 25, 383-417.

Fehr, E. (2002). The economics of impatierndature, 415269-272.

Fehr, E., & Schmidt, K. M. (1999). A theory of fagss, competition, and cooperati@uarterly
Journal of Economic414, 817-868.

Fehr, E., & Tyran, J. R. (2001). Does money illasioatter?American Economic Revie®l, 1239-
1262.

Feinberg, R.A. (1986). Credit cards as spendingjtiting stimuli: A conditioning interpretation.
Journal of Consumer Research, B38-356.

Festinger, L. (1954). A theory of social comparigpacessedluman Relations,,7117-140.

Finucane, M. L., Alhakami, A., Slovic, P., & Johns&. M. (2000). The affect heuristic in judgments
of risk and beenfitslournal of Behavioral Decision Making3, 1-17.

Fischhoff, B. (1975). Hindsight foresight. The effect of outcome knowledge on juégt under
uncertainty.Journal of Experimental Psychology: Human Perceptamd Performance, 1288-
299.

Fischhoff, B., Slovic, P., Lichtenstein, S., Re&d,& Combs, B. (1978). How safe is safe enough? A
psychometric study of attitudes towards technolagisks and benefit®olicy Science®, 127-
152.

Fisher, I. (1928)The money illusiorNew York: Adelphi.

Fox, C. R., & Tversky, A. (1998A belief-based account of decision under uncenaint
Management Science, ,4280-803.




Psychology, Financial 62

Fox, C. R., Bardolet, D., & Lieb, D. S. (2005). #t&yn dependence in decision analysis, managerial
decision making, and consumer choice. In R. Zwick.&Rapoport (Eds.Experimental business
research(Vol. 3, pp. 338-360). Dordrecht, The Netherlaridstwer.

Fox, C. R., Ratner, R. K., & Lieb, D. S. (in preddpw subjective grouping of options influences
choice and allocation: Diversification bias and pienomenon of partition dependensaurnal of
Experimental Psychology: General, 1388-551

Frederick, S., & Loewenstein, G. F. (1999). Hed@daptation. In D. Kahneman, E. Diener & N.
Schwarz (Eds)Foundations of hedonic psychology: Scientific pecsipes on enjoyment and
suffering(pp.302-329). New York: Russell Sage Foundation.

Frederick, S., Loewenstein, G. F., & O'Donoghug,2002). Time discounting and time preference: A
critical review.Journal of Economic Literature, 4851-401.

French, K. R., & Poterba, J. M. (1991). Investaredsification and international equity markets.
American Economic Review, &122-226.

Friedman, M. (1957)A theory of the consumption functid®rinceton, NJ: Princeton University Press.

Friedman, M. (1962)Capitalism and freedonChicago: Chicago University Press.

Galanter, E. (1962). The direct measurement atyutihd subjective probabilitAmerican Journal of
Psychology, 75208-220.

Galanter, E. (1990). Utility functions for nonmoamst eventsAmerican Journal of Psychology, 105,
449-470.

Galbraith, J. K. (1955/1997The great crash: 192%New York: Houghton Mifflin.

Gamble, A. (2006). A reverse euro illusion? Effesftsurrency and income on evaluations of
consumer priceslournal of Economic Psychology, 581-542.

Gamble, A. (2007). The "euro illusion”: lllusion €act?Journal of Consumer Policy, 3823-336.

Garling, T., & Romanus, J. (1997). Integration aegregation of prior outcomes in risky decisions.
Scandinavian Journal of Psychology, 289-296

Garling, T., & Thggersen, J. (2007). Effects of ¢eo changeover on consumer behaviour:
Introduction to the special issulurnal of Consumer Poli¢0, 303-311.

Garling, T., Gamble, A., & Juliusson, A. (2007) dreing the value of money from stochastically
varying pricesJournal of Experimental Psychology: Applied, 1310

Garling, T., Karlsson, N., Romanus, J., & Selart, ([¥B97). Influences of the past on choices of the
future In R. Ranyard, R. Crozier & O. Svenson (EdBgcision making: Cognitive models and
explanationgpp. 167-188). London: Routledge.

Gasper, K., & Clore, G.L. (1998). The persisterg asnegative affect by anxious individuals to
estimate riskJournal of Personality and Social Psycholp@¥, 1350-1363.

Gilligan, C. (1982)In a different voice: Psychological theory and worsedevelopmentCambridge,
MA: Harvard University Press.

Gilovich, T., Griffin, D., & Kahneman, D. (Eds.)@@2).Heuristics and biases: The psychology of
intuitive judgmentNew York: Cambridge University Press.

Glaser, M., N6th, M., & Weber, M. (2004). Behavildiaance. In D. J. Koehler & N. Harvey (Eds.),
Blackwell handbook of judgment & decision makjpg. 527-546). Oxford: Blackwell.

Gourgé, K. (2001)Okonomie und Psychoanalyse: Perspektiven einert@ay@lytischen Okonomie
[Economics and psycho-analysis: Perspectives sfal-analytic economy]. Frankfurt,
Germany: Campus.

Gourville, J. T., & Soman, D. (1998). Payment de@&on: The behavioral effects of temporally
separating payments from consumptidournal of Consumer Research, 260-174.

Grinblatt, M., Titman, S., & Wermers, R. (1995). Mentum investment strategies, portfolio
performance, and herding: A study of mutual fundaséor. American Economic Review, 85,
1088-1105.

Groenland, E. A. G., & Nyhus, E. K. (1994, JuRgterminants of time preference, saving, and
economic behavior: A comparison between NorwayTdmeNetherland?aper presented at the
IAREP/SABE conference, Erasmus University, Rotterda

Gross, D. B., & Souleles, N. S. (2002). Do ligwdibnstraints and interest rates matter for consume
behavior.Quarterly Journal of Economics, 11¥49-185.

Guardia, N. (2002). Consumer credit in the Europgaion. ECRI Research Report, 1-39.



Psychology, Financial 63

Guedj, O., & Bouchaud, J. P. (2005). Experts’ eagriorecasts: Bias, herding and gossamer
information.International Journal of Theoretical and AppliechBince, 8 933-946.

Guyatt, D. (2008). Corporate social responsibilityA. Lewis (Ed.),The Cambridge handbook of
psychology and economic behavigpp. 155-178). Cambridge. Cambridge UniversitysBre

Guyatt, D. (2009)Beyond the credit crisis: The role of pension furiRistrieved on September 3,

2009 fromwww.mercer.com/referencecontent.htm?idContent=13323

Hanley, A., & Wilhelm, M. S. (1992). Compulsive bog: An exploration into self-esteem and money
attitudesJournal of Economic Psychology,,15318.

Harrison, J.D., Young, J.M., Butow, P., Salkeld, & Solomon, M.J. (2005). Is it worth the risk? A
systematic review of instruments that measurepiskensity for use in the health settiSgcial
Sciences and Medicing0, 1385-1396.

Hayhoe, C. R., Leach, L., & Turner, P. R. (1999kdlminating the number of credit cards held by
college students using credit and money attitudtmsrnal of Economic Psychology,, % 3-656.

Heath, C., & Soll, J. B. (1996). Mental budgetimgl@onsumer decisiondournal of Consumer
Research, 2340-52.

Hedesstrom, T. M., Svedsater, H., & Garling, T.020 Identifying heuristic choice rules in the
Swedish premium pension scherdeurnal of Behavioral Finance, 5, 32-42.

Hedesstrom, T. M., Svedsater, H., & Géarling, T.0€0 Covariation neglect among novice investors.
Journal of Experimental Psychology: Applied, 185-165

Hedesstrom, T. M., Svedsater, H., & Garling, T.0(20 Determinants of use of heuristic choice rules
in the Swedish premium pension scheme: An intebased surveyJournal of Economic
Psychology, 28113-126

Herzberg, F., Mausner, B., & Snyderman, B. B. (39%58e motivation to workNew York: Wiley.

Higgins, E.T. (1998). Promotion and prevention: latpry focus as a motivational principle.
Advances in Experimental Social Psychol{ggl. 30, pp. 1-46). London: Academic Press.

Hilgert, M. A., Hogarth, J. M., & Beverly, S. G.{R3). Household financial management: the
connection between knowledge and behawederal Reserve Bulletin, July09-322.

Hirshleifer, D., & Teoh, S. H. (2003). Herd behavi@and cascading in capital markets: A review and
synthesisEuropean Financial Management, 26-66.

Hirshleifer, H., & Shumway, T. (2003). Good day skhime: Stock returns and the weattdeurnal of
Finance 58, 1009-1032.

Hoch, S. J., & Loewenstein, G. F. (1991). Time-imgistent preferences and consumer self-control.
Journal of Consumer Research, #B2-507.

Hoelzl, E., Pollai, M., & Kamleitner, B. (2009). gerience, prediction and recollection of loan
burden.Journal of Economic Psychology, 30, 446-454.

Hofmann, E., Kamleitner, B., Kirchler, E., & Schiftardt, S. (2006). Kaufkraftschwund nach der
Wahrungsumstellung. Zur erwartungsgeleiteten Wdlrmeng des (T)Euro [Loss of purchasing
power after currency changeover: expectancy drivgrerception of the euro].
Wirtschaftspsychologi®, 98-108.

Hofmann, E., Kirchler, E., & Kamleitner, B. (200Qonsumer adaptation strategies: From Austrian
Shilling to Euro.Journal of Consumer Poli¢0, 3676-381.

Hogarth, J. M., Shue, J. F., & Hotynski, R. (20@@nsumer information search for credit cards: How
much is enough€onsumer Interests Annual,,467.

Hogarth, R. M., & Einhorn, H. J. (1990). Venturedny: A model of weightdlanagement Science,
36, 780-803.

Hong, H., & Stein, J. C.. (1999). A unified theoof underreaction, momentum trading, and
overreaction in asset markeisurnal of Finance54, 2143-2184.

Huber, O. (2007). Behavior in risky decisions: Foon risk defusing. In M. Abdellaoui, R. D. Luce,
M. Machina & B. Munier (Eds.)Jncertainty and Risk: Mental, Formal, and Expenirte
Representation@p.291-306). Berlin: Springer.

Huber, O., & Huber, O. W. (2008). Gambles vs. quealistic scenarios: Expectations to find
probability and risk-defusing informatioActa Psychologica, 12222-236

Ikenberry, D. L., Rankine, G., & Stice, E. K. (199%/hat do stock splits really signal@urnal of
Financial and Quantitative Analysi81, 299-317.




Psychology, Financial 64

Isen, A. M. (2000). Positive affect and decisionking. In M. Lewis & J. M. Havieland (Eds.).
Handbook of emotion@nd edition) (pp. 417-435). London: Guilford.

Janis, |. (1982)Groupthink Houghton Mifflin. Boston,MA

Jeffrey, D. (2007). Two sides of the same coin? differing roles of assets and consumer debt in
marriage Journal of Family and Economic Issues, 88—104.

Jemison, D.B., & Sitkin, S.B. (1986). Corporatew@isiions: A process perspectivecademy of
Management Reviewl1, 145-163.

Jianakoplos, N. A., & Bernasek, A. (1998). Are wonmeore risk averse2conomic Inquiry36, 620-
630.

Jianakoplos, N. A., & Bernasek, A. (2006). Finahdik taking by age and birth coho8outhern
Economic Journal72, 981-1001.

Johnson, E. J., & Tversky, A. (1983). Affect, galiation, and the perception of riskournal of
Personality and Social Psycholgghb, 20-31.

Jones, P., Cullis, J., & Lewis, A. (1998). Publersus private provision for altruisidyklos,51, 3-24

Juliusson, E. A., Gamble, A., & Garling, T. (200b¢arning the value of a new currency from prices.
Journal of Experimental Psychology: Applied, 4%;52.

Juliusson, E. A., Gamble, A., & Garling, T. (2006¢arning unit prices in a new currency.
International Journal of Consumer Studies, 391-597.

Juravle, C. & Lewis, A. (2008). Identifying impedémts to SRI in Europe: A review of the
practitioner and academic literatuBusiness Ethics: A European Revidw, 285-310.

Juravle, C. & Lewis, A. (2009). The role of chamsbip in the mainstreaming of SI: What can we
learn from Sl pioneers in the UkKrganization & Environmenf2,1,75-98.

Kahneman, D. (1992). Reference points, anchorsnsiceind mixed feelingQrganizational Behavior
and Human Decision Processes, 396-312.

Kahneman, D. (1994). New challenges to the ratiyphassumptionJournal of Institutional and
Theoretical Economics. 1508-36.

Kahneman, D. (2003a). A perspective on judgmentciinice: Mapping bounded rationality (Nobel
Prize lecture)American Psychologisb8, 697-720.

Kahneman, D. (2003b). Experiences of collaborategearchAmerican Psychologish8, 723-730.

Kahneman, D., & Tversky, A. (1979). Prospect theduy analysis of decision under risk.
Econometrica, 4,/263-291.

Kahneman, D., Knetsch, J., & Thaler, R. H. (198Xperimental tests of the endowment effect and
the Coase theorerdournal of Political Economy98, 1325-1348.

Kamleitner, B., & Kirchler, E. (2006). Personal toasers’ mental integration of payment and
consumptionMarketing Letters, 17281-294.

Kamleitner, B., & Kirchler, E. (2007). Consumer diteuse: A process model and literature review.
European Review of Applied Psychology, Z57-283.

Karlsson, N. (2003). Consumer self-control straaegAn empirical study of their structure and
determinantsJournal of Consumer Policy, 283-41.

Karlsson, N., Gérling, T., & Selart, M. (199Bffects of mental accounting on inter-temporal ckoi
(Goteborg Psychological Repdtb. 27: 5). Goteborg, Sweden: Department of Psydhol
University of Gothenburg.

Karlsson, N., Gérling, T., Dellgran, P., & Klingaerd B. (2005). Social comparison and consumer
behavior: When feeling richer or poorer than othersore important than being dournal of
Applied Saocial Psychology, 36206-1222.

Karlsson, N., Loewenstein, G. F., & Seppi, D. 80@). The Ostrich effect: Selective attention to
information.Journal of Risk and Uncertaint$8, 95-115.

Kasser, T. (2003)l'he high price of materialisn€Cambridge, MA: MIT Press.

Katona, G. (1975)Psychological economicémsterdam: Elsevier.

Kaynak, E., & Harcar, T. (2001). Consumers' atéidnd intentions towards credit card usage in an
advanced developing countdournal of Financial Services Marketing, 54-39.

Keynes, J. M. (1936/1997Yhe general theory of employment, interest and mavew York:
Harcourt, Brace & World.

Kinsey, J. (1981). Determinants of credit card acts: An application of Tobit analysidournal of
Consumer Research, 872-182.



Psychology, Financial 65

Kirchler, E. (2003)Wirtschaftspsychologie. Grundlagen und Anwenduitdgfeler Okonomischen
Psychologig3™ ed.) [Economic psychology: Theory and fields gblagation of economic
psychology]. Goéttingen: Hogrefe.

Kirchler, E., Maciejovsky, B., & Weber, M. (2003jraming effects, selective information, and
market behavior: An experimental analysSisurnal of Behavioral Finan¢e, 90-100.

Kirchler, E., Rodler, C., Hoelzl, E., & Meier, K2g01).Conflict and decision-making in close
relationships: Love, money and daily routineleve, UK: Psychology Press.

Knetsch, J. (1989). The endowment effect and eweleof nonreversible indifference curves.
American Economic Reviewp, 1277-1284.

Kogan, N., & Wallach, M.A. (1964 Risk taking: A study in cognition and personalitew York:
Holt, Rinehart & Winston.

Kristensen, H., & Garling, T. (1997). Effects ofcaor points and reference points on negotiation
process and outcome3rganizational Behavior and Human Decision Proces3é,85-94

Kroll, Y., & Levy, H. (1992). Further tests of tiseparation theorem and the capital asset pricing
model.American Economic Review, 854-670.

Kroll, Y., Levy, H., & Rapaport, A. (1988). Experantal tests of the separation theorem and the
capital asset pricing modélmerican Economic Review, A)0-518.

Krugman, P. (2009)The return of depression economics and the cris)68 London: Nortons.

Kuhberger, A. (1998). The influence of framing dsky decisions: A meta-analysidrganizational
Behavior and Human Decision Processé&s; 23-55.

Laibson, D. (1997). Golden eggs and hyperbolicaisting.Quarterly Journal of Economics, 1,12
443-477.

Laibson, D., & Zeckhauser, R. (1998). Amos Tverahy the ascent of behavioral economicsirnal
of Risk and Uncertainfyl 6, 7-47.

Lakonishok, J., Shleifer, A., & Vishny, R. W. (199Zhe impact of institutional trading on stock
prices.Journal of Financial Economics, 323-24.

Langer, E. J. (1975). The illusion of contréburnal of Personality and Social Psycholpg®, 311-
328.

Larrick, R. P., & Soll, J. B. (2006). Intuitions@lt combining opinions: Misappreciation of the
averaging principleManagement Science, ,5P11-127.

Lauriola, M., & Levin, I. P. (2001). Personalityits and risky decision-making in a controlled
experimental task: An exploratory studdersonality and Individual Difference31, 215-226.

Lawrance, E. C. (1995). Consumer default and theclicle modelJournal of Money, Credit, and
Banking, 27939-954.

Lea, S. E. G. (1999). Credit, debt and problem.del®. E. Earl, & S. Kemp (Edshe Elgar
companion to consumer research and economic psygi(dp. 139-144). Cheltenham: Elgar:

Lea, S. E. G., Webley, P., & Levine, M. R. (1993)e economic psychology of consumer debt.
Journal of Economic Psychology,,186-119.

Lea, S. E. G., Webley, P., & Walker, C. M. (19933ychological factors in consumer debt: money
management, economic socialization, and creditdmenal of Economic Psychologh6, 681-
701.

Lee, J., & Kwon, K.-N. (2002). Consumers’ use @dit cards: store credit card usage as an
alternative payment and financing mediulournal of Consumer Affairs, 3839-262.

Lefevre, E. (2005)Reminiscences of a stock operatdew York: Wiley.

Leiser, D., Sevon, G., & Lévy (1990). Children’®aomic socialization: summarizing the cross-
cultural comparison of ten countridaurnal of Economic Psychologll, 591-614.

Lemaire, P., & Lecacheur, M. (2001). Older and ygemadults’ strategy use and execution in
currency conversion tasks: Insights from Frencimé&ta Euro and Euro to French Franc
conversionsJournal of Experimental Psychology: Applied,185-206.

Lerner, J., Small, D., & Loewenstein, G. (2004) aHestrings and purse strings: Carry-over effe€ts o
emotions on economic transactioRsychological Sciencéb, 337-341.

Levin, I. P., & Gaeth G. J. (1988). How consumeesaifected by the framing of attribute information
before and after consuming the proddournal of Consumer Researdb, 374-378.



Psychology, Financial 66

Levin, I. P., Gaeth, G. J., Schreiber, J., & Lalarid1. (2002). A new look at framing effects:
Distribution of effect sizes, individual differersgeand independence of types of effects.
Organizational Behavior and Human Decision Proces88, 1411-429.

Levin, I. P., Schneider, S. L., & Gaeth, G. J. @Ol frames are not created equal: A typologd an
critical analysis of framing effect@rganizational Behavior and Human Decision Proces3é, 2,
149-188.

Lewis, A. (2002) Morals, markets and money: Ethical, green and dfcrasponsible investing
London: Pearson Education.

Lewis, A., & Juravle, C. (in press). Morals, markahd sustainable investments: A qualitative study
of ‘champions’.Journal of Business Ethics

Lewis, A., & van Venrooij, M. (1995). A note on tperceptions of loan duration and repayment.
Journal of Economic Psychology,,16851-168.

Lewis, A., Carrera, S., Cullis, J., & Jones, P.0@0 Individual, cognitive and cultural differendes
tax compliance: UK and Italy comparekburnal of Economic Psycholod3, 431-445.

Lewis, M. K., & Mizen, P. D. (2000Monetary economic®xford: Oxford University Press.

Lichtenstein, S., Fischhoff, B., & Phillips, L. P1982). Calibration of probabilities: The statettod
art to 1980. In D. Kahneman, P. Slovic & A. TvergkEys.),Judgment under uncertainty:
Heuristics and biasefpp. 306-334). New York: Cambridge University Rres

Linville, P. W., & Fischer, G. W. (1991). Preferesdor separating or combining everdisurnal of
Personality and Social Psychology,, @23.

Livingstone, S. M., & Lunt, P. K. (1992). Predidipersonal debt and debt repayment: psychological,
social and economic determinanisurnal of Economic Psychology,,1311-134.

Loewenstein, G. F., Weber, E. U., Hsee, C. K., &&NeN. (2001). Risk as feeling8sychological
Bulletin, 127, 267-286.

Loewenstein, G. F., & Thaler, R. H. (1989). Anorasli- Intertemporal choicdournal of Economic
Perspectives, 3,81-193.

Loonen, T., & van Raaij, W. F. (2008). Risicoprtdie onderling weinig consistent [Risk profiles have
a low consistencyESB 93(4545), October, 614-617.

Lopes, L. (1987). Between hope and fear: The pdgdymf risk. Advances in Experimental Social
Psychology20, 255-295.

Luhman, N. (1979)Trust and powerChichester, UK: Wiley.

MacGregor, D. G., Slovic, P., Dreman, D., & BerM, (2000). Imagery, affect, and financial
judgment.Journal of Psychology and Financial Markets 104-110

Maki, D. M. (1999, November)he growth of consumer credit and the household sietvice
burden.Paper presented at the Credit Research Centé#n'@\Bhiversary Conference, Arlington,
VA.

Mano, H. (1992). Judgments under distress: Assgstia role of unpleasantness and arousal in
judgment formationOrganizational Behavior and Human Decision Proces$2,216-245.

March, J. G., & Shapira, Z. (1987). Managerial pergives on risk and risk takinglanagement
Science33, 1404-1418.

Markowitz, H. (1959)Portfolio selection: Efficient diversification afvestmentsNew York: Wiley.

Marques, J. F., & Dehaene, S. (2004). Developitgtion for prices in Euros: Rescaling or
relearning prices3ournal of Experimental Psychology: Applied, 188-155.

Martin, R., Gardikiotis, A., & Hewstone, M. (2002)evels of consensus and majority and minority
influence.European Journal of Social Psychology, 825-665.

McHugh, S., & Ranyard, R. (200Bounded rationality in credit consumers’ paymerdgtpction
insurance decision: The effect of relative cost kavel of coverUnpublished manuscript.

Meertens, R. M., & Lion, R. (2008). Measuring adiuddual’s tendency to take risks: the risk
propensity scalelournal of Applied Social Psycholad@8, 1506-1520.

Meier, S., & Sprenger, C. (200Tpatience and credit behavior: evidence from klfexperiment
Working Paper 07-3. Center for Behavioral Econonaieg Decision Making. Federal Reserve
Bank of Boston: 600 Atlantic Avenue, bosto, MA 0R2USA.

Meier, S., & Sprenger, C. (2008&harging myopically ahead: evidence on presentdaas
preferences and credit card borrowingnpublished paper.



Psychology, Financial 67

Meier, S., & Sprenger, C. (2008IDiscounting financial literacy. Time preferencesigarticipation
in financial education program&Jnpublished paper.

Mellers, B. A. (2000). Choice and the relative pla&s of consequencéssychological Bulletin, 126
910-924.

Merskin, D. (1998). The show for those who owe:nmalization of credit on lifetime's deltournal
of Communication Inquiry, 220-26.

Modigliani, F. (1966). The life cycle hypothesisetdemand for wealth, and the supply of capital.
Social Research, 3360-217.

Modigliani, F. (1986). Life cycle, individual thtind the wealth of nation&merican Economic
Review, 76297-313.

Modigliani, F., & Brumberg, R. (1954). Utility analis and the consumption function: An
interpretation of cross-section data. In K. K. Kara (Ed.),Post-Keynsian economicfew
Brunswick, NJ: Rutgers University Press.

Moore, D. A., Kurtzberg, T. R., Fox, C. R., & Bam®n, M. H. (1999). Positive illusions and
forecasting errors in mutual fund investment datsi@rganizational Behavior anHuman
Decision Processeg9, 95-114.

Morgan, R.M., & Christen, M. (2003Keeping up with the Joneses: The effect of incomguiality
on demand for consumer credit (2003/67/MKINSEAD working paper: University of Utah.

Mosch, R., Prast, H., & van Raaij, W. F. (2006)rtw®iwen, cement van de samenleving en aanjager
van de economie [Trust, cement of the society aivetidof the economy]Tijdschrift voor
Politieke Economig27, 40-54.

Moscovici, S. (1985). Social influence and confdymin G. Lindsey & E. Aronson (Edshlandbook
of social psychologgvol. 2, 3rd ed., pp. 347-412). New York: Randomuide.

Mowen, J. C., & Mowen, M. M. (1991). Time and outw® valuation: Implications for marketing
decision makingJournal of Marketing, 5554-62.

Nestlé (2001)Money in the contemporary familestlé family monitor No. 12). Croydon,UK:
Nestlé.

Neuner, M., Raab, G., & Reisch, L. A. (2005). Compulsive togiym maturing consumer
societies: An empirical re-inquiryournal of Economic Psychology,,Z®9-522.

Nilsson, A., von Borgstede, C., & Biel, A (in press). \Widiness to accept climate change
strategies: The effect of values and nordasirnal of Environmental Psycholagy

Nofsinger, J. R. (2005). Social mood and finane@nomicsJournal of Behavioral Finan¢®, 144-
160.

Nofsinger, J. R., & Sias, R. W. (1999). Herding &edback trading by institutional and individual
investors.Journal of Finance, 542263-2295.

Norton, C.M. (1993). The social psychology of cte@redit World, 82 18-22.

Novemsky, N., & Kahneman, D. (2005). The boundaoidess aversionlournal of Marketing
Research42, 119-128.

O’Guinn, T.C., & Faber, R.J. (1989). Compulsive imgy a phenomenological exploratiolournal of
Consumer Research, 1647-157.

O’Neill, B. (1995). Americans and their debt: Rigliting for the '90sJournal of Financial Planning,
8, 20-28.

Odean, T. (1998). Are investors reluctant to reslieir losses®ournal of Finance53, 1775-1798.

Odean, T. (1999). Do investors trade too musiizrican Economic Revie®9, 103-124.

Oliver, R. L. (1997)Satisfaction: A behavioral perspective on the comsuNew York: McGraw-
Hill.

Osborn, R. N., & Jackson, D.H. (1988). Leadersrbweat gamblers, or purposeful unintended
consequences in the management of complex dangeuwmlogiesAcademy of Management
Journal 31, 924-947.

Oswald, A. (1997). Happiness and economic perfoo@dtonomic Journall07, 1815-31

Overton, A. A., & MacFadyen, A. J. (1998). Timedatisnting and the estimation of loan duration.
Journal of Economic Psychology,,18)7-618.

Oxford Dictionary of Finance and Banking (200&)dictionary of finance and bankir{@rd ed.)
Oxford: Oxford University Press.



Psychology, Financial 68

Palley, T. I. (1995). Safety in numbers: A modehwnagerial herd behaviatournal of Economic
Behavior and Organization,, 343-450.

Pelham, B. W., Sumarta, T. T., & Myaskovsky, L.949 The easy path from many to much: The
numerosity heuristicCognitive Psychology6, 103-133.

Perry, V.G. (2008). Is ignorance bliss? Consumeuiacy in judgments about credit ratingsurnal
of Consumer Affairs, 42,89-205.

Peters, E., Vastfjall, D., Garling, T., & Slovic, 2006). Affect and decision making: A "hot” topic
(introduction to special issue)ournal of Behavioral Decision Makin9, 79-85.

Pifidn, A., & Garling T. (2004)Effects of mood on adoption of loss frame in richgice (Goteborg
Psychological Reports, 34, No. 5). Goteborg, Swedknversity of Gothenburg, Department of
Psychology.

Pirson, M., & Malhotra, D. (2008). Unconventionasights for managing stakeholder trdgtT
Sloan Management Revigd, 43-50.

Plot, C. R., & Smith, V. L (Eds.) (200&®landbook of experimental economifsnsterdam: North-
Holland.

Poiesz, T. B. C., & van Raaij, W. F. (200%}rategic marketing and the future of consumeatzietur.
Introducing the Virtual Guardian AngeCheltenham, U.K: Edward Elgar.

Powell, M., & Ansic, D. (1997). Gender differendagisk behavior in financial decision-making: An
experimental analysisournal of Economic Psychologl8, 605-628.

Prelec, D. (2000). Compound invariant weightingctions in Prospect Theory. In D. Kahneman & A.
Tversky (Eds.)Choices, values, and framgsp. 67-92). New York: Cambridge University Press.

Prelec, D., & Loewenstein, G. F. (1998). The red tire black: Mental accounting of savings and
debt.Marketing Science, 14-28.

Prelec, D., & Simester, D. (2001). Always leave leomthout it: A further investigation of the credit
card effect on willingness to paylarketing Letters, 125-12.

Puri, M., & Robinson, D.T. (2007). Optimism and eomic choice Journal of Financial Economigs
86, 71-99.

Qi, M., & Yang, S. (2003). Forecasting consumer credit card emojWhat can we learn
about the utility function™ternational Journal of Forecasting, 191-85.

Rabin, M. (1993). Incorporating fairness in game theory and ecesohmerican Economic
Review 83, 1281-1302.

Raghubir, P., & Srivastava, J. (2002). Effect @iefaalue on product valuation in foreign currencies
Journal of Consumer Research, 335-347.

Rajan, R. G. (1994). Why bank credit policies fuate: A theory and some evidenQaarterly
Journal of Economics, 10899-441.

Ranyard, R., & Craig, G. (1993). Estimating theation of a flexible loan: The effect of
supplementary informatiodournal of Economic Psychology,,1317-335.

Ranyard, R., & Craig, G. (1995). Evaluating anddmrtthg with installment credit: An interview
study.Journal of Economic Psychology,, 4519-467.

Ranyard, R., Del Missier, F., Bonini, N., DuxberB, & Summers, B. (2008). Perceptions and
expectations of price changes and inflation: Aeavand conceptual framewotdournal of
Economic Psycholog®9, 378-400.

Ranyard, R., Hinkley, L., & Williamson, J. (200BRisk management in consumers' credit decision
making: A process tracing study of repayment insceachoicesZeitschrift flir Sozialpsychologie,
32, 152-161.

Ranyard, R., Hinkley, L., Williamson, J., & McHug8, (2006). The role of mental accounting in
consumer credit decision processksirnal of Economic Psycholog®7,571-588.

Rapp, D. (2009)Bubbles, booms, and busts: The rise and fall @il assetsNew York: Springer.

Read, D., & Loewenstein, G. F. (1995). Diversifioatbias: Explaining the discrepancy in variety
seeking between combined and separated chdiocemal of Experimental Psychology: Applied, 1,
34-49.

Read, D., Antonides, G., van den Ouden, L., & Telems, H. (2001). Which is better: Simultaneous
or sequential choiceldrganizational Behavior and Human Decision Processd,54-70.



Psychology, Financial 69

Roberts, R., Golding, J., & Towell, T. (1998). Statfinance and mental healihe Psychologist,
11, 489-491.

Roland-Lévy, C., & Walker, C. M. (1994, JuhBavings and debts: The impact of the family strectu
on the processes of money manageniager presented at the IAREP/SABE conferencenttiss
University Rotterdam.

Rottensteich, Y., & Tversky, A. (1997). Unpackimgpacking, and anchoring: Advances in support
theory.Psychological ReviewL04, 406-415.

Rottenstreich, Y., & Hsee, C. K. (2001). Money skis, and electric shocks: On the affective
psychology of riskPsychological Scien¢cé&2, 185-190.

Rowe, W. D. (1977)An anatomy of riskNew York: John Wiley.

Russell, J. A. (2003). Core affect and the psydjiold construction of emotiosychological
Review, 110145-172.

Russell, J. A., & Feldman Barrett, L. (1999). Caftect, prototypical episodes, and other thingkedal
emotion: Dissecting the elephadturnal of Personality and Social Psychology, 865-819.

Rusting, C. L. (1998). Personality, mood and cagaiprocessing of emotional information: Three
conceptual framework®sychological Bulletin, 1241,65-196.

Savage, L. J. (1954The foundations of statisticlew York: Wiley.

Schachter, S., Hood, D. C., Andreasson, P. A., &irG&V. (1986). Aggregate variables in psychology
and economics: Dependence and the stock mark&. (Bilad & S. Kaish (Eds.)Handbook of
behavioral economicg/ol. 3, pp. 237-272). London: Greenwich.

Scharfstein, D. S., & Stein, J. C. (1990). Herddwébr and investmenfAmerican Economic Review,
80, 465-479.

Scheier, M. F., Carver, C. S., & Bridges, M. W. 943 Distinguishing optimism from neuroticism
(and trait anxiety, self-mastery, and self-esteehre-evaluation of the life orientation test.
Journal of Personality and Social Psycholp@6, 1063-1078.

Schneider, S. L., & Lopes, L. L. (1986). Reflectiarpreferences under risk: Who and when may
suggest whyJournal of Experimental Psychology: Human Perceptiod Performancel2, 535-
548.

Schwarz, N. (2000). Emotion, cognition, and decisitaking.Cognition and Emotion, 1433-440.

Schwarz, N. (2001). Feelings as information: Ingdiens for affective influences on information
processing. In L. L. Martin & G. L. Clore (EdsJheories of mood and cognition: A user’s
guidebookpp. 159-176). Hillsdale, NJ: Erlbaum.

Schwartz, B. (2004)The paradox of choice: Why more is ld$sw York: HarperCollins (ECCO).

Schwartz, S. H. (1992). Universals in the contemd structure of values: Theoretical advances and
empirical tests in 20 countries. In M. P. Zanna.JE&ldvances in experimental social psychology
(Vol. 24, pp. 1-65). San Diego: Academic Press.

Scitovsky, T. (1976).The joyless economy: An inquiry into human satislacand consumer
dissatisfaction Oxford: Oxford University Press.

Sgroi, D. (2003). The right choice at the rightdinA herding experiment in endogenous time.
Experimental Economics, 659-180.

Shafir, E., Diamond, P., & Tversky, A. (1997). Mgrikusion. Quarterly Journal of Economic412
341-374.

Shanks, D. R. (2004). Judging covariation and déusan D. J. Koehler & N. Harvey (Eds.),
Blackwell handbook of judgment and decision malppy 220-239). Oxford: Blackwell.

Sharma, D., Alford, B. L., Bhuian, S. N., & PeltdnE. (2009). A higher-order model of risk
propensityJournal of Business Resear@2, 741-744.

Shefrin, H. M. (2000)Beyond greed and fear: Understanding behaviorarite and the psychology
of investing Boston, MA: Harvard Business School Press.

Shefrin, H. M. (Ed.) (2001Behavioral finance. Vols. I-lIiCheltenham, UK: Elgar.

Shefrin, H. M., & Statman (1985). The dispositiorsell winners too early and ride losers too long.
Journal of Finance40, 777-790.

Shefrin, H. M., & Statman, M. (2000). Behaviorarifolio theory.Journal of Financial and
Quantitative Analysis32, 127-151.

Shefrin, H. M., & Thaler, R. H. (1988). The behawablife-cycle hypothesisEconomic Inquiry, 26
609-643.



Psychology, Financial 70

Sherif, C. W. (1935). A study of some social fastior perceptionArchives of Psychologg2, No.
187.

Shiller, R. J. (2008)The sub-prime solutiorPrinceton, NJ: Princeton University Press.

Shiller, R. J. (2000)rrational exuberancePrinceton, NJ: Princeton University Press.

Shleifer, A. (2000)Inefficient markets: An introduction to behaviofiaance Oxford: Oxford
University Press.

Shleifer, A., & Vishny, R. (1997). The limits oftatrage.Journal of Financg52, 35-55.

Sias, R. W. (2004). Institutional herdirigeview of Financial Studies, 1765-206.

Simon, H. A. (1956). Rational choice and the stitebf the environmenBsychological Review, 63,
129-138.

Simon, H. A. (1982)Models of bounded rationality. Vol 2: Behaviorabaomics and business
organization Cambridge, MA: MIT Press.

Simon, H. A. (1990). Invariants of human behaviamnual Review of Psycholagid, 1-19.

Simonson, 1. (1990). The effect of purchase qugatitd timing on variety-seeking behavidournal
of Marketing Research, 2750-162.

Sitkin, S. B., & Pablo, A. L. (1992). Reconceptaalg the determinants of risk behaviAcademy of
Management Review7(1), 9-38.

Sitkin, S. B., & Weingart, L. R. (1995). Determinaf risky decision-making behavior: A test of the
mediating role of risk perceptions and propengisademy of Management Journa®, 1573-
1592.

Slocum, J. W. J., & Mathews, H. L. (1970). Sociaks and income as indicators of consumer credit
behaviorJournal of Marketing, 3469-74.

Slovic, P. (1972). Information processing, situatipecificity and generality of risk-taking behavio
Journal of Personality and Social Psycholpg9, 128-134.

Slovic, P. (1972). Psychological study of humargjuént: Implications for investment decision
making.Journal of Financg27, 779-799.

Slovic, P. (1987). Perception of riskcience236, 280-285.

Slovic, P. (2001)Perception of riskLondon: Earthscan.

Smith, L., & Soerensen, P. (2000). Pathologicatontes of observational learnirigconometrica,
68, 371-398.

Soman, D. (2001). Effects of payment mechanismpemding behavior: The role of rehearsal and
immediacy of paymentsournal of Consumer Research, 260-474.

Soman, D. (2004). Framing, loss aversion, and rhantaunting. In D. J. Koehler & N. Harvey
(Eds.),Blackwell handbook of judgment & decision makjpg. 379-398). Oxford: Blackwell.
Soman, D., & Cheema, A. (2002). The effect of dredispending decisions: The role of the credit

limit and credibility.Marketing Science, 282-53.

Soman, D., & Lam, V. (2002). The effects of pripeading on future spending decisions: the role of
acquisition liabilities and paymentdarketing Letters, 1,3359-372.

Soros, G. (1987)'he alchemy of financ&lew York: Simon and Schuster.

Spiwoks, M., Bizer, K., & Hein, O. (2008). Inforniahal cascades: A miragd@urnal of Economic
Behavior & Organization, 67193-199.

Srivastava, J., & Raghubir, P. (2002). Debiasiriggidecomposition: The case of memory-based
credit card expense estimatdsurnal of Consumer Psychology,(2p, 253-264.

Starmer, C. (2004). Developments in honexpectdiyutieory: The hunt for a descriptive theory of
choice under risk. In C. F. Camerer, G. LoewensteM. Rabin (Eds.)Advances in behavioral
economicgpp. 105-147). Princeton, NJ: Princeton Univergitgss.

Stewart, N., Chater, N., & Brown, G. D. A. (200Bgcision by samplingCognitive Psychology3,
1-26.

Stradling, S. (2001). The psychological effectstofdent debt. In A. Scott, A. Lewis & S. E. G. Lea
(Eds.),Student debt: The causes and consequences of vadeage borrowing in the UKpp. 59—
75). Bristol: The Policy Press.

Strahilevitz, M. A., & Loewenstein, G. F., (1998he effect of ownership history on the valuation of
objects.Journal of Consumer Resear@b, 276-289.

Surowiecki, J. (2004)The wisdom of crowds: Why the many are smarter thanfew and how
collective wisdom shapes business, economiestiesciand nations_ondon: Little Brown.



Psychology, Financial 71

Svedsater, H., Gamble, A., & Garling, T. (2007). idg illusion in intuitive financial judgments:
Influences of nominal representation of share grideurnal of Socio-Economic86, 698-712.

Svedsater, H., Karlsson, N., & Géarling, T. (200d@hmentum trading, disposition effect, and
prediction of future share price: An experimentably of multiple reference points in responses to
short- and long-term return trendgoplied Financial Economigsl9 595-610.

Svenson, O. (1981). Are we all less risky and nstikful than our fellow driversActa
Psychologicad7, 143-148.

Taleb, N. N. (2004)Fooled by randomness: The hidden role of chandiéeimnd the marketNew
York: Random House.

Tetlock, P. E. (1998)ocial psychology and world politics S. Fiske, D. Gilbert & G. Lindzey
(Eds.),Handbook of social psycholog4th ed., pp. 391-445). New York: McGraw-Hill.

Thaler, R. H. (1980). Towards a positive theorgafisumer choicelournal of Economic Behavior
and Organization, 139-60.

Thaler, R.H. (1981). Some empirical evidence onadiyic inconsistencyEconomic Letters3, 201—
207.

Thaler, R. H. (1985). Mental accounting and congutheice Marketing Science,,499-214.

Thaler, R.H. (1985). Mental accounting and consucheice.Marketing Science,,499-214.

Thaler, R.H. (1999). Mental accounting mattdmurnal of Behavioral Decision Making2(3), 183-
206.

Thaler, R. H., & Johnson, E. J. (1990). Gamblinghwihe house money and trying to break even: The
effects of prior outcomes on risky choidéanagement Science, 34 3-660.

Tokunaga, H. (1993). The use and abuse of conscreéit: Application of psychological theory and
researchJournal of Economic Psychology,,12B5-316.

Traut-Mattasch, E., Schulz-Hardt, S., GreitemeYer& Frey, D. (2004). Confirmatory bias in spite
of disconfirming evidence: The case of price insesadue to the introduction of the euro.
European Journal of Social Psychole@y, 739-760.

Treynor, J. L. (1987). Market efficiency and thebgar experimentinancial Analysts Journal, 43
50-53.

Tversky, A., & Fox, C. R. (1995). Weighing Risk addcertainty Psychological Review, 10269-
283.

Tversky, A., & Kahneman, D. (1981). The framing aécisions and the psychology of choice.
Science, 211453-458.

Tversky, A., & Kahneman, D. (1992). Advances ingmect theory: Cumulative representation of
uncertainty Journal of Risk and Uncertainty, 5, 297-323.

Tversky, A., & Koehler, D. J. (1994). Support thedRepresentation of subjective probability.
Psychological Review, 10269-283.

Tyran, J.-P. (2007). Money illusion in the mark&tience317, 1042-1043.

Van Raaij, W. F., & Eilander, G. (1983). Consumenremizing tactics for ten product categories. In
R. P. Bagozzi & A. M. Tybaut (EdsAdvances in Consumer Research, 169-174.

Van Raaij, W. F., & Gianotten, H.J. (1990). Consurunfidence, expenditure, saving, and credit.
Journal of Economic Psychology,,1269-290.

Vastfjall, D., & Garling, T. (2002). The dimensidity of anticipated affective reactions to riskydan
certain decision outcomeSxperimental Psychology, 4928-238

Vastfjall, D., Garling, T., & Kleiner, M. (2004). rBference for mood, emotional reaction, and
anticipated emotional reactioBcandinavian Journal of Psychology, 25;34.

Viaud, J., & Roland-Lévy, C. (2000). A positionaldarepresentational analysis of consumption.
Households when facing debt and credtiirnal of Economic Psychology,,2111-432.

Vlek, C. A. J., & Stallen, P. J. (1980). Rationatigpersonal aspects of rigkcta Psychologicad5,
273-300.

Vlek, C. A. J., & Stallen, P. J. (1981). Judgingks and benefits in the small and in the large.
Organizational Behavior and Human Performance, 285-271.

Von Neumann, J., & Morgenstern, O. (194IMeory of games and economic behaviyinceton, NJ:
Princeton University Press.

Vuchelen, J. (1995). Political events and consupwerfidence in BelgiumJournal of Economic
Psychologyl16, 563-579.



Psychology, Financial 72

Walker, C. M. (1996). Financial management, co@ing debt in households under financial strain.
Journal of Economic Psychology,,1789-807.

Walker, R., & Parker, G. (1988yloney matters: income, wealth and financial welfar@ndon: Sage.

Wang, X. T., Kruger, D. J., & Wilke, A. (2009). kifhistory variables and risk-taking propensity.
Evolution and Human Behavid30, 77-84.

Wang, J., & Xiao, J. J. (2009). Buying behaviogGiabsupport and credit card indebtedness of celleg
studentsinternational Journal of Consumer Studies, 3310.

Watkins, J.P. (2000). Corporate power and the éwwiwf consumer credidournal of Economic
Issues, 34909-932.

Weber, E. U. (2004). Perception matters: Psychapsysr economists. In I. Brocas & J. D. Carrilo
(Eds.),The psychology of economic decisi¢vsl. 2, pp. 163-176). New York: Oxford University
Press.

Weber, E. U., Blais, A.-R., & Betz, N. E. (2002) damain-specific risk-attitude scale: Measuring ris
perceptions and risk behaviodaurnal of Behavioral Decision Making5, 263-290.

Weber, M., & Camerer, C. F. (1998). The dispositeifect in securities trading: An experimental
analysis.Journal of Economic Behavior & Organizatid3B, 167-184.

Webley, P., & Nyhus, E. K. (2001). Life-cycle anidmbsitional routes into problem deBtitish
Journal of Psychology, 9223-446.

Webley, P., & Nyhus, E. K. (2006). Parents’ inflaeron children’s future orientation and saving.
Journal of Economic Psychologd7, 140-164.

Webley, P., & Nyhus, E. K. (2008). Inter-temporhabice and self-control: Saving and borrowing. In
A. Lewis (Ed.),The Cambridge Handbook of Psychology and Econoet@Bour(pp. 105-131).
Cambridge University Press: Cambridge, UK.

Weich, S., & Lewis, G. (1998). Poverty, unemploytnand common mental disorders: Population
based cohort studfaritish Medical Journal, 31,7115-119.

Weinstein, N. D. (1980). Unrealistic optimism abéuture life eventsJournal of Personality and
Social Psychologys9, 806-820.

Weinstein, N. D. (1984). Why it won't happen to merceptions of risk factors and susceptibility.
Health Psychology,,2431-457.

Wermers, R. (1999). Mutual fund herding and thedntn stock pricesdournal of Finance, 54681-
622.

Wermers, R. (2000). Mutual fund performance: An giog@ decomposition into stock picking talent,
style, transaction costs, and expengearnal of Finance, 551655-1695.

Wonder, N., Wilhelm, W., & Fewings, D. (2008). Tfieancial rationality of consumer loan choices:
revealed preferences concerning interest rates) g@yments, contract length, and rebates.
Journal of Consumer Affairs, 4243-270.

Wong, A., & Carducci, B. J. (1991). Sensation segland financial risk taking in everyday money
mattersJournal of Business and Psycholpfy525-530.

Wood, M. (1998). Socio-economic status, delay afification, and impulse buyindournal of
Economic Psychology, 1295-320.

Xiao, J. J., Noring, F. E., & Anderson, J. G. (1p%ollege students' attitudes towards credit cards
Journal of Consumer Studies and Home Economicsl3%174.

Yik, M. S. M., Russell, J. A., & Feldman Barrett,([1999). Structure of self-reported current affect
integration and beyondournal of Personality and Social Psychology, G00-619.

Zaleskiewicz, T. (2001). Beyond risk seeking as#t aversion: Personality and the dual nature of
economic risk takingeuropean Journal of Personaljty5, 105-122.

Zaleskiewicz, T. (2008). Behavioral finance. In Mtman (Ed.),Handbook of contemporary
behavioral economicgp. 707-728). Armonk, NY: Sharpe.

Zeelenberg, M. (1999). Anticipated regret, expecteedback, and behavioral decision making.
Journal of Behavioral Decision Making2, 93-106.

Zhao, J. (2003Household debt service burden outlook: An exploratin the effect of credit
constraints Doctoral Dissertation, Ohio State University, Gabus, OH.

Zhou, R., & Tuan Pham, M. (2004). Promotion andsen¢ion across mental accounts: When
financial products dictate consumers' investmeatgdournal of Consumer Researdi, 125-
135.



Psychology, Financial 73

Zuckerman, M. (1994 Behavioral expressions of biosocial bases of s@msaeekingNew York:
Cambridge University Press.

Zwick, R., Erev, |., & Budescu, D. V. (1999). Theyphological and economical perspectives on
human decisions in social and interactive conté®t®. V. Budescu, |. Erev & R. Zwick (Eds.),
Games and human behavigp. 3-20). Mahwah, NJ: Erlbaum.

Zyphur, M. J., Narayanan, J., Arvey, R. D., & Alagar, G. J. (2009). The genetics of economic risk
preferenceslournal of Behavioral Decision Making2, 367-377.



Psychology, Financial 74

Table 1

Fund Returns in Investment Experiment

(After Hedesstrom, T. M., Svedsater, H., & Garling(2006). Covariation neglect among
novice investorsJournal of Experimental Psychology: Applied, 135-165)

Negatively correlated returns Positively correlated returns
Fund A Fund B A+B Fund A Fund B A+B
Scenario 1 15000 9000 | 12000 19000 17000 | 18000
Scenatrio 2 13000 10000 | 11500 15000 14000 | 14500
Scenario 3 11000 11000 | 11000 11000 11000 | 11000
Scenario 4 9000 12000 | 10500 7000 8000 | 7500
Scenario 5 7000 13000 | 10000 3000 5000 | 4000

Note. The scenarios display how much (in Swedish Crowns or SEK) @&stment of SEK
10,000 has increased or decreased in 10 years time.



Table 2
A Good Society
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Levels Good Society - Model |

Good Society - Model Il

Structure/Culture Government: benevolent dictator
Socially responsible business
practices and long-term
remuneration structures

Occupation Public sector: caring professions
Identity Feminine

Values & Altruism

Cognition Post-materialism

Pursuit of well-being
Open-minded
Less conventional

Laissez-faire economy
Sole responsibility to share
owners’ profit making and
short-term remuneration
structures

Financial sector
Masculine
Egoism
Materialism
Pursuit of wealth
Closed-minded
Conventional
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Figure 1. Prospect Theory’s value and decision-weight functions.
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Figure 2. The joint influences on stock market booms and bfistietal/personal value
priorities, cognitive biases, affective factors, and sdaitors.
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Explanation Anomalies Market consequences
Overconfidence Overreaction to news Trading volume
Optimism bias
Money illusion Reactions to share splits Stock price volatility

Asymmetric risk attitude.
Loss aversion Disposition effect

Multiple reference point
Biased information searc

Mental accounting o
Diversification heuristiﬁ}& Naive risk diversification ——  Portfolio risk
Co-variation neglect

Figure 3. Cognitive biases that are supposed to explainadiesnm stock markets and their
market consequences
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Figure 4. Different forms of affective influences ortidéons in stock markets.
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Figure 5. Objective and psychological value of rewardsugfng and costs of paying at different points in time {ege
for explanation).
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Figure6. Loan burden by homeowners living in their home up to 5 year$p 3Q years and 10.1 to 15 years cully
experienced, forecasted and recollected (adapted from Heieddl, 2009, Table 1)



