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Decision-making 

models have 

traditionally 

identified a series 

of steps that help 

the decision 

maker arrive at 

the best solution 

out of a field of 

alternative 

solutions.  
 

http://www.rkorte.com/wp-content/uploads/2011/01/Korte03Biases-in-Decision-Making.pdf   

Decision-Making (1) 

Such a rational model is based on a linear 

decision-making process that includes the steps 

summarized by Bazerman (1994), as follows: 

 

 1. Define the problem. 

 2. Identify the criteria or objectives of the 

decision. 

 3. Weight or prioritize the criteria or objectives of 

the decision. 

 4. Generate alternative courses of action to solve 

the problem. 

 5. Evaluate the alternatives against each criterion 

or objective. 

 6. Compute the optimal decision. 
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The rational model  

 

is explicit,  

Is general,  

based on scientific 

reasoning and the 

principles of logic 

http://www.rkorte.com/wp-content/uploads/2011/01/Korte03Biases-in-Decision-Making.pdf   

Decision-Making (2) 

Weaknesses of the rational model   

 1) it does not represent reality 

2) there is growing skepticism of the 

validity of using general principles in 

the absence of specific content 

knowledge 

3) there is an increasing awareness of 

the biases and other limitations that 

characterize the thinking of 

individuals  

(Wagner, 1991). 

The impracticality of the rational model of 

decision making stems from core 

assumptions seldom realized in practice. 
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http://www.rkorte.com/wp-content/uploads/2011/01/Korte03Biases-in-Decision-Making.pdf   

Decision-Making (3) 

THE DECISION MAKER 

(a) has complete knowledge of the situation; 

 (b) knows all the alternative solutions, along with their 
consequences and probabilities; 

 (c) objectively follows the process;  

(d) has the goal of maximizing economic gain or utility.  
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Bounded rationality by Herbert Simon, 1950 
 

The individuals, faced with time constraints, restricted access to information, 
and with ‘cognitive limitations’ cannot solve problems optimally, but take 
short-cuts by employing rules to save on mental processing time and energy.  

Cognitive limitation does not mean that individuals are somehow inferior, but 
that even the ‘smartest’ cannot necessary make fast and accurate 
assessments of the benefits of all individual decisions.  

The individuals often relied on ‘rules of thumb’ (правило большого пальца) 
and other norms to help out when confronted with complex decisions.  

That individuals routinely take short cuts in terms of thinking is shared by 
most behavioural economists. 
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2) Valuation methods that do not involve forecasting 
Behavioral biases 

• Inborn human characteristics / errors 

documented by academic research in 

cognitive psychology 

• Leading to systematically sub-optimal and 

irrational decisions – in contrast to standard 

economics of homo oeconomicus 
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Biases  

Types of 
biases 

Biases 
Decision 
making 

We’ve all seen movies 
where a thief wears a 
police uniform to pass 

through a security 
checkpoint. The real 

police officers assume 
that because the person 
is wearing a uniform like 
theirs, he must be a real 
police officer. That’s an 
example of a cognitive 

bias. 
 
 

Cognitive errors, 
heuristics, mental 

shortcuts 

Biases pertaining 
to rigidity of 

opinions (cognitive 
dissonance) 

Biases pertaining 
to information 

processing 

Emotional biases 

a distortion 
in cognition and deci
sion making due to 
emotional factors. 

https://en.wikipedia.org/wiki/Cognition
https://en.wikipedia.org/wiki/Decision_making
https://en.wikipedia.org/wiki/Decision_making
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2) Valuation methods that do not involve forecasting 
AGENDA: Categorization of behavioral biases 

1. Cognitive errors, heuristics, mental shortcuts 

a) Biases pertaining to rigidity of opinions 

(cognitive dissonance) 

1) Conservatism 

2) Status quo 

3) Confirmation 

4) Representativeness 

5) Illusion of control 

6) Hindsight 

b) Biases pertaining to information processing 

1) Anchoring and adjustment 

2) Mental accounting 

3) Framing 

4) Under-reaction and over-reaction  

5) Availability 

2. Emotional biases 

1) Loss aversion 

2) Over optimism 

3) Overconfidence 

4) Illusion of knowledge 

5) Self-attribution 

6) Self-control 

7) Status quo 

8) Endowment 

9) Regret aversion 

10)Home bias 
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2) Valuation methods that do not involve forecasting 
Conservatism bias 

What does it mean? 

• We do not want to change a lot our opinions, our past decisions, and especially accept others’ opinions which 

differ / contradict to ours 

• It causes slow decision-making, connected to under-reaction 

Real life example 

• Voting preferences, political parties; newspapers …right vs. left 

Investing 

• Changing your stock broker or asset manager might be rather difficult and very slow process, despite you might 

figure out that the others might be much better than your current ones 

• Very rigid and slow positioning to new investment / business opportunities that might appear in front of you in the 

future 

How to make better decisions? 

• Do not procrastinate, be proactive in all decision-making problems, do not be among the average! 
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2) Valuation methods that do not involve forecasting 
Confirmation bias 

What does it mean? 

• People generally look only for supportive evidence and disregard any contradictory 

evidence 

Real life example 

• „My car is the best because this test showed that…, but this test’s bad result is not 

relevant/it was wrong“ 

Investing 

• Demo-account / online trading – 300% performance in 3 months ⇒ real investing will 

be also that good 

• Mental accounting, disposition effect, loss aversion, regret aversion ⇒ we look for 

confirmation that our decision (and currently big paper loss) was right and avoiding 

any contradictory evidence 

How to make better decisions? 

• 1) Why not invest in this asset – contra-confirmation, and then 2) why invest; take into 

account all facts and info, only this way of thinking and decision making will allow you 

to learn from past mistakes 

• CAPEX management – Sunk cost problem, pet projects, regret aversion bias 
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2) Valuation methods that do not involve forecasting 
Illusion of control bias (1) 

What does it mean? 

• People think they can control random and / or uncontrollable 

events 

Real life example 

• Taleb (Fooled by Randomness, 2001) – The real world is much 

more unpredictable than we think. People interpret reality in 

such a way that they form stories that puts well to each other. 

Investing 

• Internet and online trading (marketing campaigns tell us that it 

will improve our performance) – Various tools should improve 

our analytical skills and performance (Barber, Odean) ⇒ 

Speculative investments, well too much trading (overconfidence, 

overoptimism) 
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2) Valuation methods that do not involve forecasting 
Hindsight (задним умом)  bias 

What does it mean? 

• Hindsight bias is a very strong natural tendency to ex-post explain all historical developments 

which are quite often totally random driven by pure chance, or a tendency to state that we knew 

it all well in advance 

• Hindsight bias supports the opinion that the world is much more predictable than it really is 

• Connected to illusion of control bias 

• A went up, because B went up, because C went down ⇒ Stories making (Robert Shiller) 

Real life example 

• World War II 

Investing 

• James Montier – Tech bubble – „They invested into it, but regard it now as a bubble“; GFC 

(great financial crisis) 

How to make better decisions? 

• Do not make stochastic forecasts only for the future, but try to make it retroactively for the past 

developments as well. 

• ⇒ Do not think in terms of stories, think rather in probability distributions; BUT when making 

interviews, speaking on CNBC, speak rather in stories  
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EX.1 COGNITIVE DISSONANCE.  Attitude Survey. Please indicate whether or not you 

agree with the statements below by circling the appropriate answer: 

 

1. Texting while driving is dangerous. 

a. Yes 

b. No 

2. It is important to stay informed about proposed legislation that

 affects my community. 

a. Yes 

b. No 

3. Soft drinks/sodas are unhealthy beverages. 

a. Yes 

b. No 

4. Poverty is a serious problem that needs to be addressed. 

a. Yes 

b. No 

5. Smoking is an unhealthy behavior. 

a. Yes 

b. No 
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Behavior Survey.  Please indicate whether or not you have performed each of the 

following behaviors by circling the correct response: 

 

1. I text when I am driving. 

a. Yes 

b. No 

2. I am able to name at least one bill affecting my community that was

 passed in the last year by the legislators in my county or my

 state. 

a. Yes 

b. No 

3. I drink soft drinks/sodas. 

a. Yes 

b. No 

4. Within the last year I have donated money or engaged in volunteer work to address the 

problem of poverty. 

a. Yes 

b. No 

5. Within the last year I have smoked a cigarette. 

a. Yes 

b. No 
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1. I text when I am driving. 

a. Yes 

b. No 

2. I am able to name at least one

 bill affecting my community that

 was passed in the last year by

 the legislators in my county

 or my state. 

a. Yes 

b. No 

3. I drink soft drinks/sodas. 

a. Yes 

b. No 

4. Within the last year I have donated money or 

engaged in volunteer work to address the 

problem of poverty. 

a. Yes 

b. No 

5. Within the last year I have smoked a 

cigarette. 

a. Yes 

b. No 

Behavior Survey.  Please indicate whether or not you have performed each of the 

following behaviors by circling the correct response: 

 

Scoring.  Answers that will 

evoke feelings of dissonance 

(assuming participants 

answered ‘yes’ on the 

attitude questions): 

1. Yes 

2. No 

3. Yes 

4. No 

5. Yes 
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Discussion Questions 

 

1. Did you experience cognitive dissonance? Why or why not? 

(This question could also be answered by a show of hands.) 

2. What thoughts were going through your head as you 

completed the Behavior Survey and had answers that were 

incongruent with your Attitude Survey? 

3. What was your emotional reaction to experiencing 

dissonance? 

4. What strategies did you use to try and lessen your 

experience of dissonance? 

5. How does this activity relate to understanding prejudice and 

discrimination? 

 

http://breakingprejudice.org/teaching/group-

activities/understanding-cognitive-dissonance-activity/ 
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I asked half the students to 

write down whether, 

hypothetically, they would be 

willing to pay me $10 for a 

10- minute poetry recitation. 

 I asked the other half to 

write down whether, 

hypothetically, they would be 

willing to listen to me recite 

poetry for ten minutes if I 

paid them $10.  

This, of course, served as 

the anchor. 

  

Anchoring, by D. Ariely: Experiment with payment for 

poetry recitation (1) 

 Now I asked the students to bid for a 

spot at my poetry reading.  

 Do you think the initial anchor 

influenced the ensuing bids?  

Before I tell you, consider two things. 

  First, my skills at reading poetry are 

not of the first order. So asking 

someone to pay me for 10 minutes of it 

could be considered a stretch.  

 Second, even though I asked half of the 

students if they would pay me for the 

privilege of attending the recitation, 

they didn't have to bid that way. They 

could have turned the tables completely 

and demanded that I pay them.  
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And now to the results 

(drumroll, please).  

Those who answered the 

hypothetical question about 

paying me were indeed 

willing to pay me for the 

privilege.  

They offered, on average, to 

pay me about 1 dollar for the 

short poetry reading, about 2 

dollars for the medium 

poetry reading, and a bit 

more than 3 dollars for the 

long poetry reading.  

Anchoring, by D. Ariely: Experiment with payment for 

poetry recitation (2) 

 But, what about those who were 

anchored to the thought of being 

paid (rather than paying me) ?  

 As you might expect,  

they demanded payment:  

on average, they wanted 

  $1.30 to listen to the short 

poetry reading,  

 $2.70 to listen to the medium 

poetry reading,  

 and $4.80 to endure the long 

poetry reading.  
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At supermarket… (1) 

Behavioural economists argue that individuals 

may be subject to anchoring when making 

simple and complex decisions, which again 

provides a constraint on the exercise of 

rational choice.  

Anchors create a bias in favour of a particular 

decision.  

What individuals first encounter, see or hear, 

become the anchor from which future 

decisions are assessed.  
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At supermarket… (2) 

Example: 

A supermarket displays a 10% off sign at 

the entrance to a store, and further into 

the store ‘up to 25%’ off signs are 

displayed.  

The first sign is the anchor, and all signs 

are judged by that – so up to 25% off 

seems a very attractive proposition 

indeed. 



22 

Behavioral Economics;  

Bounded Rationality, Anchoring Effects • Anchoring effects are the effects on choices of seemingly 

irrelevant information. 

• An experimenter used a wheel-of-chance with a group of 

human subjects.   

• Each person observed the numerical outcome of a roll of 

the wheel and was then asked if the number of African 

countries in the United Nations was greater than that 

outcome.  

•  Later, that person was asked to guess the number of 

African countries in the UN. 

• The guesses were clearly influenced by the outcomes of 

the wheel. 
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MENTAL ACCOUNTING (ментальный учет) (1)  

Investors (like all humans) possess built-in mental “handicaps” that 
poison their decision-making.  

The sunk cost fallacy, hindsight bias, and anchoring are just a few of the 
most problematic. 

Yet perhaps even more troublesome than these errors is the 
phenomenon known as “mental accounting.” 

Mental accounting refers to the tendency of humans to develop 
and make decisions based on purely mental categories. Although 
they seem rational, the categories we create are often wholly 
arbitrary — and in some cases, dangerously misleading.  

If we are not careful, mental accounting can sabotage our investment 
strategies or even our entire financial lives. 
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MENTAL ACCOUNTING  

refers to the way people categorize 

money.  

According to mental accounting, people 

place value based on which category 

the money falls into.  

Some categories are worth more than 

other categories.  

This can sometimes go against logic. 

 

This concept of mental accounting 

was established by Richard Thaler in 

1985.  

R. Thaler, “Misbehaving: The Making of 

Behavioral Economics”, 2015. 

 

MENTAL ACCOUNTING (ментальный учет) (2)  

 

Example 

 

 Sally has allocated a $10 bill in the 

trip jar to taking her next trip.  

 Even if she is short on her rent by 

$10, she won't use it.  

 This is because the value, the worth, 

of the money in that trip jar is more 

valuable than money she uses for 

her rent.  

 She'd rather borrow the $10 she is 

short from someone rather than use 

her trip jar money. 
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 According to the theory of mental 

accounting, people treat money 

differently, depending on factors such as 

the money’s origin and intended use, 

rather than thinking of it in terms of the 

“bottom line” as in formal accounting 

(Thaler, 1999).  

 An important term underlying the theory 

is fungibility, the fact that all money is 

interchangable and has no labels.  

 In mental accounting, people treat 

assets as less fungible than they really 

are.  

MENTAL ACCOUNTING (3) 

 Even seasoned investors are 

susceptible to this bias when 

they view recent gains as 

disposable “house money” that 

can be used in high-risk 

investments.  

 In doing so, they make 

decisions on each mental 

account separately, losing out 

the big picture of the portfolio.  
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Spending Behavior (1) 
https://study.com/academy/lesson/mental-accounting-definition-example.html 

 Take a look at this spending scenario and ask yourself what you 

would do. You might be surprised. 

 You are taking a break from work and are at the local hamburger 

joint. You are about to purchase your favorite bacon 

cheeseburger with fries combo meal for $8. As you get ready to 

pay for your meal, however, you notice that you are short by $8 

in your wallet. Thinking back, you realize that you might have lost 

that money when you were jogging this morning. You think about 

it, and you decide to purchase your meal. The $8 was lost, and 

there's nothing you can do about it. 

 Now, what if, after purchasing your cheeseburger and fries 

combo meal, you trip and your food ends up all over the floor. 

Would you go ahead and purchase another cheeseburger and 

fries combo meal? 
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Spending Behavior (2) 
https://study.com/academy/lesson/mental-accounting-definition-example.html 

 Traditional economics says that you would react in the same manner in 

both scenarios since you have lost the same amount of money, $8. But 

surprisingly, research shows that more people, 88 percent actually, end 

up buying when the money is lost, and only 46 percent buy when they 

have to replace a lost item that has already been purchased. 

 The above shows how mental accounting affects the way you spend 

your money. You may not actively think about it, but subconsciously 

you are partitioning your money and placing more or less value on your 

money depending on which category you have put your money in. 

 You can actually think of it in accounting terms as well. When you have 

to replace an item that has already been purchased, you need to make 

two transactions from the same account. But, when you lose money, 

that lost money goes in a different lost-money account, and you are 

only making one transaction for your item. 
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“Mr. and Mrs. L and Mr. and Mrs. H went on 

a fishing trip in the northwest and caught 

some salmon. They packed the fish and sent 

it home on an airline, but the fish were lost in 

transit. They received $300 from the airline. 

The couples take the money, go out to dinner 

and spend $225. They had never spent that 

much at a restaurant before.” 

— Richard H. Thaler (2008) 

“A bonus or refund cheque is money you’ve 

earned. It’s not a gift from god…. A credit 

card needs to be paid. It is not a gift from a 

rich uncle….” 

— Adarsh Gopalakrishnan 

 

Mental accounting 

Mental accounting, also known 

as “two-pocket” theory, is a 

behavioral bias that occurs when 

people put their money into 

separate categories, separating 

them into different mental 

accounts, based on, say, the 

source of the money, or the intent 

of the account. In the first quote 

above, according to Thaler 

(2008), the $300 bills were 

labeled as “windfall gain” and put 

into “food” accounts. 

http://faculty.chicagobooth.edu/Richard.Thaler/research/pdf/mental accounting and consumer choice.pdf
http://faculty.chicagobooth.edu/Richard.Thaler/research/pdf/mental accounting and consumer choice.pdf
http://faculty.chicagobooth.edu/Richard.Thaler/research/pdf/mental accounting and consumer choice.pdf
http://faculty.chicagobooth.edu/Richard.Thaler/research/pdf/mental accounting and consumer choice.pdf
http://www.thehindubusinessline.com/features/investment-world/market-watch/mental-accounting-in-investment-decisions/article3291195.ece
http://www.thehindubusinessline.com/features/investment-world/market-watch/mental-accounting-in-investment-decisions/article3291195.ece
http://www.thehindubusinessline.com/features/investment-world/market-watch/mental-accounting-in-investment-decisions/article3291195.ece
http://faculty.chicagobooth.edu/Richard.Thaler/research/pdf/mental accounting and consumer choice.pdf
http://faculty.chicagobooth.edu/Richard.Thaler/research/pdf/mental accounting and consumer choice.pdf
http://faculty.chicagobooth.edu/Richard.Thaler/research/pdf/mental accounting and consumer choice.pdf
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1) Tax Refunds 

 In an in-depth article, the Washington 

Post found that where money comes 

from influences how we decide to 

spend it.  

 A major example of this (as will be 

seen throughout) pertains to money 

we did not expect to get.  

 Generally speaking, human beings 

are more likely to be impulsive or 

reckless with unexpected money 

because, they reason, it was never 

factored in to their serious financial 

plans to begin with.  

 Tax refunds are a case in point. 

 

8 pernicious examples of mental accounting 
 https://thecollegeinvestor.com/8748/examples-of-mental-accounting/ 

Most of us know a tax refund is 

coming, but rarely know the 

exact amount.  

Therefore, we tend to forget 

about it until it arrives and then 

regard it as a sort of windfall 

whose eventual disposal means 

nothing to the broader financial 

picture of our lives.  

This is erroneous however, 

because as a fungible 

commodity, money is money.  

Where it came from should have 

no bearing on what it objectively 

makes sense to be spent on. 
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2) Birthday Money 

 The same basic logic applies to 

birthday money.  

 As kids (and perhaps still today), we 

all remember getting cards stuffed 

with cash from our relatives on each 

birthday.  

 Other than a few young geniuses 

with the foresight to save some of it, 

most of us eagerly rushed out and 

bought the most outlandish and 

impractical things we could.  

 The reasoning? We weren't 

expecting the money. 

8 pernicious examples of mental accounting 
 https://thecollegeinvestor.com/8748/examples-of-mental-accounting/ 

 

Sure, people can criticize 

your spending choices when 

it comes to recurring job 

income, but who could 

possibly second-guess what 

you did with a random, one-

time birthday payoff? 
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3) Bonuses 

 Bonuses are essentially an adult's 

version of “birthday money.”  

 The very name — “bonus” — 

suggests a sum of money meant to 

be seen in a different light than mere 

ordinary income.  

 Unsurprisingly, many employees are 

seen spending their bonus money on 

things they would never be able to 

justify (to their spouses or to 

themselves) spending “regular” 

income on — boats, new cars, or 

lavish vacations, for instance.  

 Of course, nothing says that these 

types of purchases are bad or 

irrational. 

  Far from it! 

. 

8 pernicious examples of mental accounting  

 The issue at hand is 

that all spending — extravagant 

spending included — should be 

consciously compared with what the 

money could alternatively be spent 

on.  

 If your current financial plan already 

includes extravagances, feel free to 

spend bonus money on it! 

  If not, the fact that you have received 

“a bonus” does not change the other, 

less exciting things you know are 

factually more deserving of that 

money. 

. 

https://thecollegeinvestor.com/15338/youre-spending-much-stop-invest/
https://thecollegeinvestor.com/18321/create-financial-plan/
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4) “Money You Can Afford to 

Lose” 

 

 Investors are, as a group, highly 

prone to the “money you can afford to 

lose” variant of mental accounting.  

 Under this notion, investors view 

some arbitrary amount of their 

investment capital as “play money” 

which they feel comfortable 

squandering on speculative and 

uncertain things. 

  At first glance, this has the makings 

of sensible decision-making. 

  It seems prudent to clearly delineate 

between money that matters and 

money that doesn't. 

8 pernicious examples of mental accounting  

The problem, of course, is that 

“money you can afford to lose” 

is a purely mental creation.  

An economist would say that 

true financial rationality 

dictates never putting money 

somewhere that it was likely to 

be lost, and that no amount of 

mental maneuvering would 

make this an acceptable fate 

for any amount of money in 

your possession. 
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5) “Safety Capital” 

 Earlier, we discussed how some people 

treat differently the money they have 

designated as “money I can afford to 

lose.”  

 This is also known as “play money” or 

“risk money.”  

 The other side of that coin is, 

as Investopedia calls it, “safety capital.”  

 True to the mental accounting fallacy, 

this is the money people regard as 

“money they need.” 

 Consequently, these funds are handled 

with the prudence and care befitting of 

money one expects to pay a 

mortgage, fund retirement accounts, or 

other serious financial purposes. 

. 

8 pernicious examples of mental accounting  

 In reality, as you now know, 

this is the way that all of a 

person's money should be 

treated.  

 There is no dividing line 

between money that 

matters (safety capital) and 

money you can afford to 

lose (risk capital).  

 Any dividing line you honor 

is nothing more than a 

misleading mental illusion. 

http://www.investopedia.com/terms/m/mentalaccounting.asp
https://thecollegeinvestor.com/14653/investing-tip-141-contribute-retirement-accounts/
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6) Lottery Winnings 

 Lottery winnings are at the 

core of mental accounting 

more often than almost any 

other sum of money.  

 After all, it's tough to imagine a 

more spontaneous or 

unmerited fortune than money 

you win from a random 

scratch-off ticket at a gas 

station. 

  Is this money, 

too, just money?  

 The answer is a resounding 

“yes!” 

8 pernicious examples of mental accounting  

 Indeed, countless lottery 

winners have managed to 

go bankrupt after spending 

their millions on dubious 

purchases that “seemed” to 

be justified by the 

unexpected prize they had 

won.  

 Had these fallen winners 

spent even slightly more in 

line with how they spent their 

job income prior to winning, 

they would likely still be rich 

today. 
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7) Money Already Spent 

Mental accounting can also, in 

some cases, fuel the sunk cost 

fallacy. The Washington 

Post offers an illuminating 

example: 

 A man buys an expensive 

membership in a tennis club.  

 Right after he puts down the 

money, which is nonrefundable, he 

hurts his ankle.  

 He grits his teeth and continues to 

play through the pain — even 

though not playing would mean 

much less agony.  

8 pernicious examples of mental accounting  

 Mental accounting is behind the 

problem.  

 Playing is the only way to ensure 

that the tennis club membership 

remains in the man's mental 

category of money well spent.  

 To not play would be to write off the 

membership cost as a loss, which is 

more painful to the man than the 

agony of hobbling through games 

on an injured ankle. 

Had the man in this fictional example not 

bound himself to honoring a self-created, 

illusory, mental category, he would have 

spared himself considerable pain! 

http://www.washingtonpost.com/wp-dyn/content/article/2007/05/19/AR2007051900316.html
http://www.washingtonpost.com/wp-dyn/content/article/2007/05/19/AR2007051900316.html
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8) Confusing Identical Purchases 

 Mental accounting can cause us to look at 

materially identical purchases as somehow 

being different. A pertinent Princeton 

University study revealed: 

 Imagine you just arrived at a theater 

and as you reach into your pocket to 

pull out the $10 ticket you purchased in 

advance, you discover that it's missing. 

Would you fork over another $10 to see 

the movie? 

 Compare that to a second scenario in 

which you did not buy the ticket in 

advance, but when you arrive at the 

theater, you discover you lost a $10 bill. 

Would you still buy a movie ticket?” 

8 pernicious examples of mental accounting  

 Having just read nearly an entire 

article on mental accounting, you no 

doubt realize that each scenario has 

the same outcome: a loss of $10. 

But that is not how the participants 

of the 1984 study actually behaved: 

 They discovered that only 46% of 

the study participants in scenario 

one said they would spend 

another $10 to buy another movie 

ticket.  

 However, a whopping 88% of the 

subjects in scenario two said 

they would still spend $10 to buy 

a theater ticket. 
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online access to all articles from The Economist since 

1997.  
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2) Valuation methods that do not involve forecasting 
Framing bias 

What does it mean? 

• People’s decisions are not based on the substance/content of the information, but on the 

form in which it is presented 

• ⇒ Inconsistent decisions/choices – It has been proved that when we ask people almost the 

same question, only if we formulate it differently, people will consistently answer in a 

different way (Kahneman, Tversky) ⇒ suboptimal decisions 

Real life example 

• Lives saved versus lives lost – 1) A –200 saved, B – 33% we save all 600 and 66% that all die 

⇒ A (C equivalent) (risk aversion); 2) C – 400 certain death, D – 33% probability no one 

dies, and 66% probability that all die ⇒ D (B equivalent) (risk seeking) 

Investing 

• Investment with a loss, broker might say to a client : a) „Transfer your assets“ versus b) 

„Sell this losing position (mental account closed / loss aversion / regret aversion) and buy 

this new investment 

How to make better decisions? 

• Deep and complex analysis, try to formulate problems and questions differently 
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2) Valuation methods that do not involve forecasting 
Under-reaction and over-reaction bias 

What does it mean? 

• People systematically underestimate and under-react to abstract, statistical and highly relevant information, and on 

the other hand, overweight and overreact to striking, noisy but much less relevant information and data 

Real life example 

• Underreaction to growing weight as a result of overeating, overreaction to ads on diet cocktails  

Investing 

• Stock market – Outperformance of losers and underperformance of winners (Werner de Bondt) – 1985 – Does stock 

market overreact? ⇒ Contrarian investing rocks! 

• Overreaction to earnings season compared with under-reaction to long-term fundamental trends in the company 

(industry) 

• Noise-traders risk (irrational investors) – Big risk to fundamental (relatively rational) investors – Market inefficiencies 

can even increase…yes, mean-reversion, but only in the very long-term horizon of several, rather many years 

How to make better decisions? 

• Try as much as possible to focus on core underlying data, information and probabilities, and avoid a too big focus on 

unimportant yet spectacular and attention-grabbing data, information and news 
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2) Valuation methods that do not involve forecasting 
Availability bias 

What does it mean? 

• People have a natural tendency to grasp any irrelevant and often subconscious 

information when they have to make decisions in real life, i.e. under uncertainty 

• When people have to make any judgments, any irrelevant data and information that 

they receive by chance have a strong and consistent tendency to impact their 

reasoning, of course without them realizing this at all 

Real life example 

• Deaths in the US – Sharks or fall airplane parts? Falling airplane parts 30 times higher 

probability! 

Investing 

• Barber, Odean (2007) – All that glitters – Investors are buying stocks that are 

somehow grabbing their attention 

How to make better decisions? 

• When making important decisions please do try to study all key historical data and 

statistics 
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The availability bias - example 

 
 The availability bias suggests that  

we are influenced by recent or significant events that are the most easy to 

remember. 

 If memory of the event is easily available it will be more likely to influence a 

decision than if it is difficult to remember, and individuals may over-estimate the 

significance of likely of the event occurring in the future. 

 

Example: 

The individuals are more likely to replace their old central heating boiler following 

a minor (and, perhaps, easily fixable) fault, even when the repair would see the 

boiler last for several more years.  

They tend to remember the recent fault, rather than the fault-free period, and 

over-value the need for a brand new boiler. 
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2.2.1 Case study “How HelloWallet Is Using Be to Improve 

Financial Well-Being” 

1. Read the case “How HelloWallet Is Using Be to Improve 

Financial Well-Being” (from Behavioral Economics Guide 2017) 

2. In small groups answer the following questions: 

 

1) What category of bias does this method help to overcome? 

Approve your decision 

2) What exactly types of personalities  have to use this 

method? 

3) Would you use this method? Why not? Why yes? 

4) Produce new ideas how this method may be developed and 

improved 
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case: How HelloWallet Is Using Be to Improve Financial Well-Being (from Behavioral 

Economics Guide 2017) -1 

 

HelloWallet – an award-winning US personal financial management software 

company – was founded in 2009 with a social objective to provide personalised 

financial management and guidance.  

It works with companies to help their employees manage their money - a task 

which involves numerous and often difficult decisions.  

Their online platform aggregates a user’s financial accounts - current account, 

credit card, loans, savings, retirement savings, health insurance - into a single 

platform.  

Since the platform was launched in 2011 they have gained millions of customers 

– employees of some of the top Fortune 500 companies, including Vanguard, 

Aon, Salesforce, Zurich and Samsonite.  

n 2014, HelloWallet sold for $52.5 million to the investment research provider 

Morningstar (Perez, 2014).  

The HelloWallet platform leverages insights from the behavioural sciences with 

the goal of improving their customers’ immediate and long term financial health.  
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case: How HelloWallet Is Using Be to Improve Financial Well-Being (from Behavioral 

Economics Guide 2017) -2 

 

For instance, it prompts users to reflect on their spending behaviour by giving 

feedback on and categorising spending, including the option to add ‘emotional 

flags’ such as ‘Wish I hadn’t’ [spent that] or ‘Glad I did’ (HelloWallet, 2017) , to 

help users reflect rationally on what spending was really necessary and 

objectively identify how they could change their spending habits.  

Users are also encouraged to set savings goals, including building up emergency 

savings and follows progress towards those goals. 

 Another unique feature guides users toward better financial health via wellness 

scores for a specific area such as ‘spending less than you earn’, ‘credit card 

balance’ and ‘emergency savings’ - so that users can see problem areas at a 

glance (see image).  

It also lets users know how their peers are performing in different areas, adding 

an element of social pressure. 

 In a randomised controlled trial which measured the impact of this peer-based 

feature on how much people save or set aside for emergencies, users who saw 

their savings wellness scores were lower than their peers saved an average of 

$600 extra into their savings accounts to catch up and match their peers 

(Johnson, 2017).  
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Case study “How HelloWallet Is Using Be to Improve Financial Well-

Being” – some answers 

1) Under & Over estimation Cognitive Bias 
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2.2.2 Case study “RWE AG” 

1. Read the case “RWE AG” (from Behavioral Economics Guide 

2017) 

2. In small groups answer the following questions: 

 

1) What category of bias does this method help to overcome? 

Approve your decision 

2) What exactly types of personalities  have to use this 

method? 

3) Would you use this method? Why not? Why yes? 

4) Produce new ideas how this method may be developed and 

improved 
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CASE “RWE AG” (from Behavioral Economics Guide 2017) - 1 

RWE AG, until 1990: Rheinisch-Westfälisches Elektrizitätswerk AG (Rhenish-

Westphalian Power Plant), is a German electric utilities company based in Essen.  

Around a decade ago, RWE made a near-fatal assumption that conventional power 

generation would continue as normal, with commodity and power prices continuing to 

rise. 

 Such normalcy bias - when we find it hard to imagine a different future from the one 

we live in now - is common among companies.  

Bill Gates once commented “We always overestimate the change that will occur in 

the next two years and underestimate the change that will occur in the next ten.”  

Later analysis by RWE also revealed the presence of other biases such as 

confirmation bias (looking only for evidence to support the investment) - 

overconfidence, optimism (in that they over-estimated their potential to deliver on 

such a huge investment), and cultural problems with conformity and groupthink where 

dissenting opinions and open-mindedness were not encouraged.  

After rapidly investing more than 10 billion euros in conventional power plants it found 

itself completely out of step as technological progress in renewables accelerated and 

the German energy system underwent a green transformation. 
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CASE “RWE AG” (from Behavioral Economics Guide 2017) - 2 

To counter bias and improve decision-making processes RWE set about a programme of cultural change 

from board level down to project managers and experts 

. Three hundred top level executives attended a two-week course run by external experts on being more 

self-aware of thought processes and decision-making.  

For their broader team, they implemented a de-biasing training program, showing how easily we can fall 

prey to cognitive biases, but how simple strategies can help to reduce this on a daily basis, particularly at 

the team level.  

Other strategies included established techniques such as 

  premortem analyses (where, before making a decision, a team imagines they are years down the line 

looking back at why the project failed), 

  red-teaming (when people are officially nominated to play devil’s advocate in a discussion about a 

decision) 

   recruiting external experts to provide an outside viewpoint. 

 These strategies are still widely used across the company today.  

The initiative has generated good results for RWE, for example, having the courage to break the status 

quo and split the company into two parts - RWE and Innogy - with the latter being successfully listed on 

the Frankfurt Stock Exchange in 2016. More generally though, new decision making norms have been 

established in the company’s culture. It’s common for someone to say in a meeting “I think we need some 

de-biasing here” (McKinsey Quarterly, 2017). Ten years ago, this sort of cultural change was unheard of. 

Most people had barely heard of behavioural science, let alone understood what it comprised of and how 

their own thinking might be refined by it. A company-wide understanding of behavioural science means 

firms are in a stronger position to make better decisions. 


