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Perception

Definition:  process of sensing reality and resulting understanding or view people have of it.

Two step model of perceptual process

    a.  Attention 

        i. Stimuli which are larger, more intense, in motion, repetitive, novel or very familiar, or in

            contrast with their background are more likely to be selected

       ii. Stimuli which are small, less intense, stationary, or that blend in with their background are

           less likely to be selected

    b.  Organization:  methods for categorizing of selected stimuli so they make sense 

        i.  Figure & background:  perceive stimuli as figures standing out against a background 

       ii.  Closure:  tendency to form a complete image out of incomplete data, among related stimuli 

      iii.  Representativeness (see below under heuristics and biases)

Operant Learning Theory


The objection to inner states is not that they don't exist, but that they are not relevant in a functional analysis.  We cannot account for the behavior of any system while staying inside it; eventually we must turn to forces operating upon the organism from without.




B.F. Skinner (1953)


Thorndike's Law.  A behavior which is followed by positive consequences will have a greater probability of occurring again.  A behavior which is followed by negative consequences has a reduced probability of occurring again.

     Learning:  acquisition of skills, knowledge, ability, or attitudes.


S-B-C model

Stimulus  (also called antecedent)


Behavior (what person does, must be directly observable, countable, and measurable to be useful)


Consequences


Techniques for affecting behavior


a) Positive reinforcement:  actively encouraging behavior by repeatedly pairing   


b) Punishment:  actively eliminates undesirable behaviors by application of aversive reinforcer after the behavior to be extinguished/diminished.  

c) Stimulus control:  remove trigger (antecedent stimulus) from vicinity of person.


Heuristics and Biases

   Heuristics are highly useful mental tricks or rules of thumb that we use to simplify decision making.  Biases are common errors that result from the use of heuristics.

    Availability-managers assess the frequency, probability, or likely causes of an event by the degree to which instances or occurrences of that event are readily "available" in memory.

   Biases related to the availability bias include:

     i) Ease of recall:  Individuals judge events that are more easily recalled from memory, based upon vividness or recency, to be more numerous than events of equal frequency whose instances are less easily recalled.

    ii) Presumed associations:  individuals tend to overestimate the probability of two events co-occurring based upon the number of similar associations that are easily recalled, whether from experience or social influence.

    iii) The illusion of market stability:  investors tend to believe that whatever just happened in the market will continue indefinitely.

    iv) The limits of imagination bias:  

            Denial bias:  some events are so upsetting that the very act of contemplating them leads to denial that they might occur.

            Vividness bias:  decision makers are more affected by vivid (i.e., concrete, imaginable, interesting, exciting)  information than by abstract or statistical information.

   Representativeness:

  a) assign to categories (called schemas) based upon simple resemblance or "goodness of fit" to individual categories

  b) react based upon characteristics of that category.

   Schemas: knowledge stored in a categorical structure which often is hierarchical; not normally expressed in a verbal cognitive form or propositional form

   Biases emanating from the representativeness heuristic include:

     i) Insensitivity to base rates:  individuals tend to ignore the base rates in assessing the likelihood of events when any other descriptive information is provided--even if it is irrelevant.

    ii) Insensitivity to sample size:  individuals fail to appreciate the role of sample size in assessing the reliability and usefulness of sample information.

   iii) Misconceptions of chance:  individuals expect that a sequence of data generated by a random process will look "random," even when the sequence is too short for those expectations to be statistically valid.

    iv) Regression to the mean:  individuals tend to ignore that extreme events tend to regress to the mean on subsequent trials.

  Anchoring and adjustment-assess by starting from an initial value and adjusting it to yield a final value/decision.

   Biases related to anchoring and adjustment include:

     i) Insufficient anchor adjustment:  individuals make estimates based upon an initial value (derived from past experience, random assignment, or whatever information is available) and typically make insufficient adjustments from that anchor when establishing a final value.

    ii) Conjunctive and disjunctive events bias:  individuals exhibit a bias toward overestimating the probability of conjunctive events and under estimating the probability of disjunctive events.

 Four More General Biases

     i) The confirmation trap:  individuals tend to seek confirmatory information for what they think is true and to neglect the search for disconfirmatory evidence.

    ii) Hindsight and the curse of knowledge:  after finding out whether or not an event occurred, individuals tend to overestimate the degree to which they would have correctly predicted the correct outcome.  Furthermore, individuals fail to ignore information that they possess which others do not when predicting others' behavior.

   iii) Coincidence-conclude that two factors/variables are causally related because they happened together in a rare event.

   iv) Overconfidence:  individuals tend to be overconfident of the infallibility of their judgments when answering moderately to extremely difficult questions. 

 v) Familiarity bias:  people prefer things that they have more exposure to/experience with.


Prospect Theory

 Rewards and losses are evaluated relative to a neutral reference point.

 Potential outcomes are expressed as gains or losses relative to this fixed neutral point.

 An S-shaped value function guides choices to be made.

  Important aspects of value function

  a) The marginal impact of gains or losses diminishes as one moves away from the reference point.

  b) The loss portion of the curve is steeper than the gain portion.  A given loss "hurts" more than an equivalent gain gives pleasure. 

  Biases related to prospect theory
i) Disposition effect-predisposition to hold losers too long and sell winners too soon

ii) Loss aversion-reluctance to sell at a loss as the investor hopes to get back to at least even

Problems

1.  A representative of Company A, a stock mutual funds company, contacts you about investing your IRA savings with her firm.  As part of the sales presentation, she produces a listing of stock funds from a large number of firms which have been rank ordered by performance.  Company A has two funds in the top 5.  The other companies you were considering for investment have funds in the list which are ranked much lower.  Later you discover that the list contained only Company A's best funds and only the worst funds of other companies you are considering.  Explain how the Company A sales representative has attempted to manage your perceptions.

2.  a)  Sally is shopping for a new car.  She is thinking seriously of buying a Ford Mustang until she remembers that a close friend had a Mustang which was a real "lemon".  Sally decides to buy some other car.  Which concept(s) best fit this situation? Briefly explain why you chose the one you did.

        b) A recent Toyota truck commercial states that over 80% of the Toyota trucks sold in the U.S. are still in use.  Further, they state that no American manufacturer can match this claim.  Large numbers of trucks made by Ford, General Motors, and Chrysler (U.S. manufacturers) have been sold in this country for over 40 years.  Large numbers of trucks made by Toyota have been sold in the U.S. for only about 10 years.  Thus, the percentage of trucks still in use is not an accurate measure of quality.  Which concept(s) is Toyota attempting to exploit?  Briefly explain why you chose the one which you did. 

        c) In a June 19, 1998 US News & World Report story titled "Get Real," the mortality illusion is described.  That is, people tend to underestimate their life expectancy by assuming that they will live to about the same age as their parents.  However, in an era of rapidly improving life expectancy, this "look around" method gives the wrong answer.  

    Which concept(s) is best exemplified by this illusion?  Briefly justify your answer.  

        d) In the same article, the bull-market illusion is described.  That is, people assume that they will make the same high return on savings in the future as they made in the past.

    Which of the concepts below is best exemplified by this illusion?  Briefly justify your answer.

3. Assume you are a stockbroker.  A new client invested $100,000 with you following your advice.  

a) What are the implications of prospect theory for telling the new client that s/he has suffered a $10,000 loss in her/his accounts?  Draw a prospect theory diagram in support of your answer.

b) What are the implications of prospect theory for telling a new client that s/he has earned a gain of $10,000 in her/his accounts?  Draw a prospect theory diagram in support of your answer.

4.  For each of the “Smartest/Dumbest Investments” descriptions below, which course concepts can help explain what happened?

a )  Around seven years ago, my financial planner persuaded me to invest $10,000 in a telecommunications venture with which he was affiliated.  The company filed for bankruptcy within two years, leaving the original investors with a 100% loss.

b)  My worst investment move was not investing in any more stocks or mutual funds when I was in my 20s, or in any retirement plan.

c)  The dumbest investment decision I ever made was to take some friends’ advice and staring to buy momentum stocks.  MSN Moneycentral has a portfolio that suggests three momentum stocks monthly.  At the beginning of each year, $10,000 in play money is equally divided and put into the top three momentum stocks according to a particular model.  At the end of each month, all three stocks are sold.  At the start of he next month, the proceeds are evenly divided and invested in the top three momentum stocks according to the model.  In 1999, this approach turned a 1068% profit.  I decided to blindly invest in 2000.  I lost about 30% in three months.  The portfolio is down 54% as of yesterday morning.

d)  The smartest investment decision I ever made was to take my father’s advice to never second guess a sell decision.  I used to monitor stocks and funds very closely after I sold them to see if I got out at the right time.  Invariably, the stock would go up and I would berate myself for selling early and leaving money on the table.  My dad observed this and helped me to see that it is counterproductive.  Self doubt is a very negative thing which can effect future investment strategies.  It’s a wasted emotion.

e)  My smartest decision was to really begin to put money aside before I got my hands on it.  At age 30, I began to have money deducted or payroll deducted to go directly to my investment accounts.

f)  The worst investment move I have made is not participating in the stock market.  I have substantial savings which are just sitting in a passbook savings account.

g)  My worst decision was trying to be a day trader and timing the market.  I opened an online trading account and have been trading for a while.  Overall, I am still trying to recover my loss from a panic sellout of stocks when they were acting like a roller coaster.  Looking back, I should have left many of those stocks alone for the long term.  I would have made a handsome profit by now.  Thinking that I could make a short term profit caused only grief and wasteful time spent watching the market constantly. 

h) I bought a stock, Tiphook, solely based on eyeballing its recent performance in the Wall Street Journal.  I made no other due diligence actions.  The company got bought out two weeks after I bought the stock.  I lost $1400 over night.

i)  In March, 1999, I bought into a little known company called FiNET.com.  Within hours of buying 300 shares at $2.18 each, the stock began to climb.  Over the next month, I continued adding to my position.  This was the next Yahoo.  In mid-April, the stock peaked at $18.  Wow.  I was on top of the world but not for long.  Since April, I have held my position and watched the stock fall to $1.50.  I am currently down 85%.  I will never sell the stock–wouldn’t want to forget the costly learning experience.

The Winner's Curse

  In an auction setting, the bidders will have a variety of estimates concerning the worth of the item being offered.  The mean of their estimates may approximate the true value of the offered item (as posited by the rational model of decision making).  However, it is the person with the highest estimate of value who will win the auction.  Thus, this person will pay too much.  The winner has won the auction with the highest bid but is cursed in that she/he paid too much. The winner's curse decreases as bidders gain experience. The leverage points are the number of bidders (more bidders produce more winner’s curse) and ambiguity in valuation of the item being offered for auction (more ambiguity produces more winner’s curse).

Nonrational Escalation of Commitment

  Background:  Attitude  

       a) components

          i) affect:  favorable or unfavorable feelings

          ii) cognition:  beliefs, knowledge, understanding

          iii) behavioral intention:  what a person plans to do

       b) common belief:   "Attitude causes behavior"

       c) commitment theory shows that in addition, "Behavior causes attitudes"

  Step One:  Commitment to an initial decision
       a) Defn of commitment:  binding of an individual to behavioral acts.

       b) The degree of commitment derives from the extent to which a person's behavior occurs under the following five conditions:

i) explicitness:  affected by the observability and unequivocality of the act

            ii) irrevocability:  reversibility of the action; some actions are permanent and having   

               occurred cannot be undone

             iii) volition:  degree of perceived choice in a situation;  people are simultaneously 


   free and constrained in their actions;  factors affecting volition are (1) choice, 


    (2) presence of external demands, (3) presence of extrinsic bases to action, 


    (4)     presence of other contributors to action

             iv) publicity:  extent to which others know of the action and the kinds of persons who


       know (e.g., friends vs.  strangers)

              v) opportunity for reflection:  person thinks about behavior; if the other four 


       conditions are present,  the person tends to attribute the causality for the behavior 


       to him/hers If the act is consistent with the attitude, the attitude will be 


        strengthened.  If the act is inconsistent with the attitude, the attitude will be 


       weakened.

  Step Two:  Factors which facilitate further commitment of resources to the decision
a) perceptual biases:  filter information; attending more to information which is 

      consistent with initial decision

b) judgmental biases:  loss of initial investment (sunk cost) will bias one to continue 

      commitment

c) external image management (KYAC):  selectively provide information in support 

      of  initial decision  and seek to appear consistent

d) competitive irrationality:  two parties engage in an activity that is clearly

irrational in terms of  outcomes to both sides; yet it is hard to specify irrational actions by each party

  Step 3:  Nonrational escalation of commitment to a decision.  Definition:  the degree to which an individual escalates commitment to a previously selected course of action to a point beyond that which a rational model of decision making would prescribe. 

  Ways to avoid nonrational escalation of commitment

       a) Set limits on your involvement and commitment in advance

       b) Avoid looking to other people to see what you should do

       c) Actively determine why you are continuing 

       d) Remind yourself of the costs involved

       e) Remain vigilant (escalation is often a passive response;  must constantly 

           reassess the costs and benefits of  continuing)

Problems

1.  At semester's end, as Richard thought about the final exam for this class, he concluded that it would be very difficult.  Each of the heuristics (availability, representativeness, and anchoring & adjustment) could have been used by Richard in arriving at his conclusion.  Explain how each of the three heuristics could have been used by Richard to arrive at the conclusion he did.

2.  Present a plan for structuring the MBA program (admissions, course work, expenses, etc.) to maximize student commitment to the University of Houston and the Bauer College.

3.  Early in August, 1990, Iraq invaded Kuwait.  As events unfolded in the days and weeks following the invasion, the Bush administration focused on sending troops and military aid to Saudi Arabia in order to prevent an Iraqi invasion of Saudi Arabia.  Then, during a televised news conference, Bush shocked his cabinet and advisors by unexpectedly announcing that Iraq would be expelled from Kuwait.  From this point on, Bush focused on liberating Kuwait and would accept no other alternative.  

    Apply all three steps of escalation of commitment theory to explain how this statement might have altered the course of the conflict with Iraq.  

4. How could you facilitate a client's commitment to his/her investments?

5.  How can you avoid nonrational escalation of commitment to your investments?


Expertise:  Analysis and Intuition

   Dreyfus and Dreyfus (1986) identify five stages in the development of expertise:  novice, advanced beginner, competence, proficiency, and expertise (see below).  The novice often has limited knowledge and practice.  During the first stage of the acquisition of a new skill through instruction, the novice learns to recognize various objective facts and features relevant to the skill and acquires rules for determining actions based upon those facts and features.  Elements of the situation to be tested as relevant are so clearly and objectively defined for the novice that they can be recognized without reference to the overall situation in which they occur.  Through practice, the novice develops skills with the rules and internalizes them.  With much practice they modify and develop their own knowledge structures with the rules having served as a useful beginning and base.  

Novice:  learning of rules in a context free manner (without reference to overall situation)

Advanced beginner:  situation is now incorporated in many decisions

Competence:  rules organized into a hierarchy

Proficiency:  intuition develops

Expertise:  holistic; intuitive, deep situational understanding

Intuition-definition

  a) Behling and Eckel have identified over 87 attempts to define intuition.

  b) They have grouped the definitions into six clusters which are

      i) A sixth sense--akin to extra-sensory perception.

     ii) Personality trait (Carl Jung).

    iii) Unconscious process during which factors are sorted out at unconscious level but this process cannot be verbalized.

     iv) Set of actions or observable behavior--intuitive managers actively seek persons from whom to get information regardless of formal hierarchy.

      v) Distilled experience which has accumulated over many years.  Intuition is learnable but not teachable. Acquiring it is a process of shaping habits through experience.

     vi) Residual category

Hammond's types of cognition

    a) Intuition-thinking that is implicit, nonsequential and nonrecoverable.  Usually, the thinker can do no more than report the outcome of thought processes.

    b) Quasirationality-a form of cognition which has some properties of both analysis and intuition.

    c) Analysis-step by step, largely conscious, logically defensible, and retraceable process.  It is a series of steps that transform information according to certain rules.  These rules can be reported by the thinker.

Simon (1986) concludes that achieving a world class level of expertise in a new field (e.g., research methods) requires 10 years of intensive study.  Simon says that intuition consists of analyses that are frozen into habit and into the capacity for rapid response through recognition.  (Hammond responds that this is fast analysis not intuition.)

Problems

1.  Assume that you will be interviewing Warren Buffet, the legendary investor.  What kinds of questions will you ask him?  What percentage of his expertise do you expect to capture? 
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