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This Issue’s Highlights
Look for these items in this month’s newsletter:
· Upcoming events over the next two months

· Summarizations of BF related Articles and Books
· 2 articles on the interplay of emotions and financial decisions (submitted by Mark Harbour)
· Article on Emotional Decisions (submitted by Cynthia Harrington)
· Abstract:  Hersh Shefrin’s presentation at UCLA, May 29

· Editor’s Corner:  We want to hear from you!
· The Bulletin Board:  Discussion groups on the application of Complexity Theory
Announcements (Local Events taking place during May and June, 2009)
 

· May 7:  “The Housing Crisis: Where Are We Now, What Does the Future Hold and How Can One Profit From It?”  Please visit www.cfala.org , for details on this and other listings.  
· May 8:  “Social and Political Problems Arising Out of Science and Technology”.  At the UCLA Anderson of Management.  Please visit www.anderson.ucla.edu/marschak.xml for details and other listings. 
· May 19:  “What the Obama Administration Means to Healthcare” Please visit www.cfala.org , for details on this and other listings.  
· May 29:  12:15 – 1:30:  How Psychological Pitfalls Caused the Financial Crisis, presented by Hersh Shefrin, Santa Clara University (see Abstract below).  Held at UCLA, Room D310 – Cornell Hall.
· June 5:  “Is Corruption Measurable?”  At the UCLA Anderson of Management.  Please visit www.anderson.ucla.edu/marschak.xml  for details and other listings. 
· June 9:  “Managing Beta to Improve Alpha”.   Please visit www.cfala.org , for details on this and other listings.  
Summarizations of BF related Articles and Books
Article:  This summary is a contribution by Mark Harbour, CPA, CFP®, CFA, CIMA® President of the ABFG. Mark is a Senior Vice President of Wealth Management at Citi Smith Barney in Los Angeles.
Here are two papers related to the interplay of emotions and financial decisions
First, a monograph produced by The Research Foundation of the CFA Institute.  (John Ameriks of The Vanguard Group, Tanja Wranik of the University of Geneva, Switzerland, and Peter Salovey of Yale University) entitled Emotional Intelligence and Investor Behavior.
The study is available without cost from the CFA Institute at the following website:

http://www.cfapubs.org/toc/rf/2009/2009/1
Second, an academic paper written for the Academy of Management by Myeong-Gu Seo and Lisa Feldman Barret entitled Being Emotional During Decision Making – Good or Bad?  An Empirical Investigation
It is also available through the internet at the following website:

http://www2.bc.edu/~barretli/pubs/2007/seobarrett2007.pdf
Both of these works attempt to correlate investment decisions and outcomes to psychological profiles.  In the case of the monograph, being able to not only understand, but use emotions in making decisions tended to have a positive impact on results.  That conclusion was supported by the second paper.

Practical application ideas are mentioned in these studies.  From the monograph, 

“Further pursuit of this line of research might result in tailoring asset allocation advice on the basis of information from in-depth interaction between the investor and financial adviser, which could even include simple psychological tests (my emphasis).  The advice would be based not only on an investor’s financial goals and risk tolerance but also on the investor’s psychological characteristics (including his or her emotional intelligence).”
From the second paper, people may “…increase the degree to which they attend to and clearly differentiate among affective states (and thus increase decision-making performance).”   They go on to suggest that conducting frequent “self audits” of current feelings during decision making are helpful as a tool to accomplish this result.  Also, being able to describe and differentiate – particularly negative feelings – during decision making is helpful.

Article: This is a contribution from Cynthia Harrington, CFA, board member of the Applied Behavioral Finance Group, and founder of a consulting practice that offers monthly discussion groups covering financial applications of complexity theory.  See The Bulletin Board below for further details.
“Emotional Decisions” by Allison Barnes and Paul Thagard

Recent research has yielded an explosion of literature that establishes a strong connection between emotional and cognitive processes. Most notably, Antonio Damasio draws an intimate connection between emotion and cognition in practical decision making. Damasio presents a "somatic marker" hypothesis which explains how emotions are biologically indispensable to decisions. His research on patients with frontal lobe damage indicates that feelings normally accompany response options and operate as a biasing device to dictate choice. What Damasio's hypothesis lacks is a theoretical model of decision making which can advance the conceptual connection between emotional and cognitive decision making processes. In this paper we combine Damasio's somatic marker hypothesis with the coherence theory of decision put forward by Thagard and Millgram. The juxtaposition of Damasio's hypothesis with a cognitive theory of decision making leads to a new and better theory of emotional decisions.

http://cogsci.uwaterloo.ca/Articles/Pages/Emot.Decis.html
________________________________________________________________________
HERSH SHEFRIN | Santa Clara University

How Psychological Pitfalls Caused the Financial Crisis

A B S T R A C T

The root cause of the financial crisis that erupted in 2008 is psychological. In the events which led up to the crisis, heuristics, biases, and framing effects strongly influenced the judgments and decisions of financial firms, rating agencies, elected officials, government regulators, and institutional investors. Among the many lessons to be learned from the crisis is the importance of focusing on the behavioral aspects of business process. Examples involving UBS, Merrill Lynch, Citigroup, Standard & Poor’s, and the SEC illustrate this point. The examples provide support for a position arguing behavioral finance needs to be much better integrated into business school education. The extent of process failure prior to the crisis suggests when it comes to integrative education, behavioral corporate finance is especially germane.

Editor’s Corner
We’re a clearinghouse for BF applications, including news bits, reviews, opinions, and academic studies in the field.  Share items of interest with the group by sending to John Weisickle, Editor BF Digest ( editor@abfgla.com ).             

ABFG has a website, www.ABFGLA.com , and invites all interested parties to view and make contributions.
The Bulletin Board
Cynthia Harrington, CFA, is a board member of the Applied Behavioral Finance Group, and founder of a consulting practice that offers monthly discussion groups covering financial applications of complexity theory.

Discussion groups are starting now with topics for first five groups as follows:

· The nonlinear math of investing in gold;

· Feedback loops and bear markets;

· Self organization and quantitative analysis;

· Why conspiracy theories predict a change in the market trend;

· The predictive qualities of subprime mortgages. 


Discussions have a 90-minute time frame, at the convenience of members of group. To sign up send an email to: info@chcoach.com with your contact information. There is no charge for the groups. Call 323-449-7199 for more information. 

