Behavioral Corporate Finance: MBA Course
Model Paper 12

Behavioral corporate finance is a field of study that examines the
psychological factors that influence financial decision-making. Traditional
corporate finance models assume that managers are rational actors who
make decisions in the best interests of the firm. However, behavioral
corporate finance research has shown that managers are often influenced
by emotions, biases, and heuristics, which can lead to suboptimal decision-
making.

This MBA course model paper provides a comprehensive overview of
behavioral corporate finance. The paper will explore the following topics:

= The psychological foundations of behavioral corporate finance

= The impact of emotions on financial decision-making

= The role of biases and heuristics in financial decision-making

= Applications of behavioral corporate finance to real-world problems
The psychological foundations of behavioral corporate finance are based
on the field of behavioral economics. Behavioral economics is a branch of
economics that studies the psychological factors that influence economic

decision-making. Behavioral economists have found that people are often
irrational and make decisions that are not in their best interests.
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There are a number of psychological factors that can influence financial
decision-making. These factors include:

=  Emotions: Emotions can have a powerful impact on financial decision-
making. For example, fear can lead investors to sell stocks at a loss,
while greed can lead them to buy stocks at a high price.

= Biases: Biases are cognitive shortcuts that can lead to errors in
judgment. For example, the confirmation bias leads people to seek out
information that confirms their existing beliefs.

= Heuristics: Heuristics are simple rules of thumb that people use to
make decisions. For example, the representativeness heuristic leads
people to judge the probability of an event based on how well it
represents their mental model of the event.

Emotions can have a significant impact on financial decision-making. For
example, fear can lead investors to sell stocks at a loss, while greed can
lead them to buy stocks at a high price.

There are a number of studies that have shown the impact of emotions on
financial decision-making. For example, one study found that investors who
were exposed to negative news about the stock market were more likely to
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sell their stocks, even if the news was not relevant to their own
investments.

Another study found that investors who were feeling greedy were more
likely to buy stocks that were overpriced.

Biases and heuristics are cognitive shortcuts that can lead to errors in
judgment. For example, the confirmation bias leads people to seek out
information that confirms their existing beliefs. The representativeness
heuristic leads people to judge the probability of an event based on how
well it represents their mental model of the event.

There are a number of biases and heuristics that can influence financial
decision-making. These biases and heuristics include:

= The availability heuristic: The availability heuristic is a cognitive

shortcut that leads people to judge the probability of an event based on

how easily it comes to mind. For example, people are more likely to

believe that a stock will go up in value if they can easily remember past

instances of the stock going up in value.

= The anchoring bias: The anchoring bias is a cognitive shortcut that
leads people to use an initial piece of information as a reference point
for making decisions. For example, if an investor sees a stock trading

at $100, they may be more likely to believe that the stock is overvalued

if it was previously trading at $50.

= The framing effect: The framing effect is a cognitive shortcut that
leads people to make different decisions depending on how
information is presented. For example, investors are more likely to
invest in a stock if it is framed as a gain rather than a loss.



Behavioral corporate finance can be applied to a variety of real-world
problems. For example, behavioral corporate finance can be used to:

= Improve investment decisions: Behavioral corporate finance can
help investors to make better investment decisions by understanding
the psychological factors that influence their decision-making. For
example, investors can learn to avoid the confirmation bias by seeking
out information that challenges their existing beliefs.

= Design better financial products: Behavioral corporate finance can
help financial institutions to design better financial products by
understanding the psychological needs of their customers. For
example, financial institutions can design products that are less likely
to be affected by emotional decision-making.

= Regulate the financial industry: Behavioral corporate finance can
help regulators to design regulations that are more effective at
protecting investors. For example, regulators can use behavioral
corporate finance to understand the psychological factors that lead
investors to make mistakes.

Behavioral corporate finance is a rapidly growing field of study that has the
potential to improve financial decision-making. By understanding the
psychological factors that influence financial decision-making, we can make
better investment decisions, design better financial products, and regulate
the financial industry more effectively.

This MBA course model paper has provided a comprehensive overview of
behavioral corporate finance. The paper has explored the psychological
foundations of behavioral corporate finance, the impact of emotions on



financial decision-making, the role of biases and heuristics in financial
decision-making, and applications of behavioral corporate finance to real-
world problems.
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