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Chaptér 2

ECONOMIC PSYCHOLOGY
Erich Kirchler and Erik Holzl

University of Vienna

Economic psychology is concerned with understanding human experience
and human behaviour in economic contexts. Textbooks of economic psychol-
ogy usually provide an introduction to the theoretical and normative funda-
mentals of human behaviour and the anomalies of everyday decision making.
Further topics are economic socialization and lay theories, consumer markets
from the perspective of households and businesses, and labour markets.
Additional areas on the national level are poverty and affluence, money and
the psychelogy of inflation, taxation behavicur, housework, and the shadow
economy. :

The present review first gives an overview on the diverse research areas in
economic psychology by reporting an analysis of articles published in the
Fournal of Economic Psychology, from its inception in 1981 to 2001. Since
the field is influenced by two scientific disciplines, a short outline of the
history of economic psychology is given to provide a background for under-
standing the sometimes conflicting perspectives of psychology and econom-
ics. The chapter then focuses on decision making behavicur and topics in
cconomic psychology that featured prominently in the Fournal of Economic
Psychology during the last six years, from 1996 to 2001. In addition, the
review considers the standard works in the field, and, where necessary for
understanding, other publications.

RESEARCH AREAS AND PERSPECTIVES

In the period up to the end of 2001, over 650 articles {apart from book
reviews, short commentaries, and the like} appeared in the Fournal of Eco-
nomic Psychology. From the beginning of 1996 alone, the number of articles
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. totalled 224. In order to establish the topic areas covered, Schuldner (2001}
analysed and categorized the content of the titles, keywords, and abstracts.
Categorization of the publications proved difficult; an attempt to achieve this
using the keywords given in the articles was abandoned as impossible because
certain concepts were either heterogeneous or missing altogether. The key-
words used in the PsycINFO database also proved unsatisfactory and often
misleading. Instead, a step-by-step, inductive set of categories was con-
structed with the aid of five colleagues in the field. In addition, the topic
areas of two textbooks (Kirchler, 1999; Lea, Tarpy, & Webley, 1987) were
used in structuring the content categories. Once convergence had been
achieved and the articles had been satisfactorily and unambiguously assigned,
the category system could be accepted. Table 2.1 lists content categories and
frequencies of publications.

Approximately two-thirds of the publications in the Fournal of Economic
Psychology relate to topics in economic psychology (65%). Market and con-
sumer psychology fearure strongly with 29%. A third topic area is environ-
mental psychology (5%). In economic psychology, the focus is on research
into decision making (19%), with studies of choice and decision making by
individuals (11%), and in social interactions, frequently from the perspective
of game theory (7%). Topics relating to financial behaviour included invest-
ment decisions, savings behaviour, debts and credits in private households
(5%), and financial markets (4%). Considerable space was also devoted to
taxation behaviour {(7%), the labour market (7%}, economic socialization and
lay theories (5%). Although the Fournal of Economic Psychology does treat
political aspects of economics such as economic growth and welfare, tax
policies, and reforms (5%), these topics are represented particularly prom-
inently in the Fournal of Socio-Economics, whose target group consists mainly
of economists interested in behavioural science. In the last six years, to which
the present review relates, interest in decision making and choice has mark-
edly increased (from 15% in 1981 to 1995 up to 26% in the years from 1996
to 2001). Not surprisingly, work on money and on the transition from
national European currencies to the eurc increased (from 2% to 6%).
Studies on inflation have decreased (from 4% to 0%), as have those on
consumer behaviour {from 31% to 25%) and environmental psychology
(from 7% to 3%).

The above analysis of topics covered in the Fournal of Economic Psychology
casts light on the content of research. In addition, an analysis of authors and
publications cited permits an identification of the main perspectives from
which those topics are being studied. Schuldner (2001) found over 12,000
quotations from the literature in the period 1991 to the beginning of 2001.
These covered 8,031 different studies, books, and journals. Previous pub-
lications in the Fournal of Economic Psychology (4.3%) were most often cited
in these articles, followed by publications in the Fournal of Consumer Research
(3.9%), Fournal of Personality and Social Psychology (2.3%), and American
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Table 2.1 Publications in the Fournal of Economic Psychology from 1981 to 2001.

Cartegories Total 1981-85 1986-90 1991-95 1996-01

Econoric psychology 424 61 82 121 160
Theory and history {e.g., theoretical 20 5 2 7 6
frameworks, life and work of scientist) '
Choice and decision theory 122 14 15 33 60
Decision theory (e.g., decision-making 74 10 10 20 34

under risk, choice behaviour,
preference formation)

Co-operation/game theory 48 4 5 13 26
Socialization (e.g., lay theories, economic 34 4 17 6 7
socialization)}
Firm (e.g., firm behavicur, 18 1 1 7 9
entrepreneurship)
Labour market (e.g., labour supply, work 44 g <] 15 15
experiences, income and wage, ’
unemployment)
Marketplace {e.g., pricing, price 11 1 1 4 5
competition)
Financial attitudes and behaviour 59 3 9 ) 25
Household financial behaviour (e.g., 35
saving, credit and loan, debts)
Investment/stock market 24
Money (e.g., money in general, euro) 20 1 2 4 13
Inflation 17 5 10 1 1
Tax (e.g., tax attitudes, evasion) 44 16 12 12 10
Government and policy (e.g., welfare, 35 9 7 10 9
growth, and prosperity)
Consumer psychology 188 32 47 52 57
Consumer artitudes 37
Consumer behaviour 86
Consumer expectations 46
Marketing and advertisement 19
Environmental psychology and other issues 39 24 2 6 7
Total 651 117 131 i79 224

Note: The frequencies given for the principal categories (economic psycholegy, consumer
psychology, and environmenial psychology) incorporate in each case the figures for the
subsidiary categories.

Economic Review (2.0%). The main subject areas of these journals indicate
that economic psychology is mainly pursued from the perspective of social
psychology and economics, but that there is also much space given to
consumer research. The most cited authors were Daniel Kahneman, Nobel
Laureate in 2002, and Amos Tversky, as well as Richard Thaler. All
three have become well known for their direction-setting contributions to
decision-making research and publications in Econometrica, Science,
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American Psychologist, Fournal of Econmomic Behavior and Organization,
Marketing Science, etc. (see the obituary for Amos Tversky by van Raaij,
1998). Werner Giith’s contributions in the Fournal of Economic Behavior and
Organization and the Fournal of Economic Psychology were frequently quoted
in articles on game theory. Studies on consumer psychology and on the
symbolism of goods drew particularly on the work of Russel W. Belk and
Helga Dittmar published in the Fournal of Consumer Research, the British
Fournal of Social Psychology, and in monographs. George Katona’s Psycho-
logical Economics from 1975 and the 1987 textbook The Individual in the
Economy by Stephen E. G. Lea, Roger M. Tarpy, and Paul Webley are
frequently quoted. The articles published in 1989 and 1990 in the Fournal
of Economic Psychology by Karl-Erik Wirneryd and Fred van Raaij also
feature prominently.

THE HISTORY OF ECONOMIC PSYCHOLOGY

The economic sciences study decisions on the use of scarce resources for the
purpose of satisfying a multiplicity of human needs. People normally find
themselves unable to satisfy all their needs, and are forced to choose between
alternatives; their choice of one option in turn involves the pain of renounc-
ing the advantages of all the other options. In economics, decisions on the
allocation of scarce resources are described on the premise of rationality and
maximization of utility. Economics has constructed complex, formal,
decision-making models to explain and predict economic behaviour, starting
from only a small number of axioms on the logic of human behaviour. These
models often do not consider psychology.

Classical economics, which traces its origins to Adam Smith’s (1776)
Wealth of Nations, found itself challenged toward the end of the 19th
century. Thorstein Veblen (1899) opposed the basic assumptions of ration-
ality regarding decision-making goals and utility maximization with his find-
ings on conspicuous consumption, showing that some goods become
particularly desirable when the price rises. He expressed the criticism that
economics does not consider cultural factors and social change. Wesley C.
Mitchell (1914, p. 1) introduced his work on human behaviour and econom-
ics with the observation, ‘A slight but significant change seems to be taking
place in the attitude of economic theorists toward psychology’, and closed
with the prediction, ‘... economics will assume a new character. It will cease

to be a system of pecuniary logic, a mechanical study of static equilibria

under non-existent conditions, and become a science of human behavior’
{p. 47). Clark (1918, p. 4) wrote: “The economist may attempt to ignore
psychology, but it is a sheer impossibility for him to ignore human nature,
for his science is a science of human behavior. Any conception of human
nature that he may adopt is a matter of psychology, and any conception of
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human behavior that he may adopt involves psvchological assumptions,
whether these be explicit or not.”

Economics and psychology showed an interest in the other discipline early
on. It has long been beyond dispute on both sides that psychology and
economics, and likewise sociology and eccnomics (Swedberg, 1991), have
not only extensive common boundaries, but also an overlap in the questions
they pose. The main argument was that neither money, inflation rate, nor
unemployment figures by themselves influence each other, but that people
act and interact in a given economic environment and thereby change it.
Economic data are the aggregated measurements of individual behaviour;
in other words, economics consists for the most part of aggregated psychol-
ogy. However, warnings and advice of representatives interested in interdis-
ciplinary approaches found only limited reception among the majority of
their ‘orthodox’ colleagues.

Gabriel Tarde (1902) in France was probably the first to use the term
‘economic psychology’. His La Psychologie Fconomique drew attention to
the need to analyse economic behaviour from a psychological perspective.
He particularly criticized Adam Smith for not having incorporated his
knowledge of hurmnan psychology, which he had demonstrated in his writings,
into his concept of the economy. The existence of ventures in psychological
thinking in Smith’s work is described by Khalil (1996) in an essay on the
“Theory of moral sentiments’. Smith did not only emphasize the satisfaction
of pecuniary, constitutive utility. Contrary to the orientation of modern
welfare economics, he also stressed that self-respect is a chief ingredient of
satisfaction. Hugo Miinsterberg (1912) is seen as the initiator of this field of
thought in the German-speaking world. He emphasized the need for close
co-operation between psychology and the economic sciences. He began with
studies on sociotechnology, on monotony in working life, on the selection of
staff, and experimental research into the effects of advertising. However, his
comprehensive approach was then put in the shade by developments in
occupational and organizational psychology.

In the late 1940s, George Katona and Ginther Schmélders began to
design a psychology of macroeconomic processes. Katona’s (1951, p. 9f)
view of economic psychology is clearly described in the following quotation:
‘... the basic need for psychology in economic research consists in the need to
discover and analyze the forces behind economic processes, the forces re-
sponsible for economic actions, decisions and choices . .. Economics without
psychology has not succeeded in explaining important economic processes
and “psychology without economics” has no chance of explaining some of
the most common aspects of human behavior.’

Together with Burkhard Striumpel, Katona criticized the economic model
of the time as limited: “The savings rate, for example, is seen as dependent on
total income, the price level as a function of the money supply, the level of
demand as determined by prices. The human being as the active agenrt at the
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centre of this dynamic picture is airbrushed out as an anonymous “black
box” ... In fact, however, the human being who occupies the position in
between his environment and the economic outcome of his behaviour is full
of self-will. He is dominated by prejudices, mood-driven, impulsive, and
poorly informed. He is exposed to changing influences, but forgets or ne-
glects much of the fruit of experience, even occasionally jettisoning principles
and overall concepts of the world. He transfers experiences and the wisdom
they bring from one sphere of life to another, and even manages to alter
economic expectations when important non-economic events occur. He
learns.’ (Striimpel & Katona, 1983, p. 225). '

Ameong ecopomists, the voice of Herbert Simon attracted particular atten-
tion. He saw restrictions to the validity of the widely accepted rational model,
especially in man’s limited cognitive capacities (for a collection of articles by
Simon and scientists in the field see Earl, 2001). In an obituary for Herbert
Simon, Augier (2001) quotes some important statements that express
Simon’s position clearly: “The capacity of the human mind for formulating
and solving complex problems is very small compared with the size of the
problems whose solution is required for objectively rational behavior in the
real world—or even for a reasonable approximation to such objective ration-
ality’ (Simon, 1982, p. 204). ‘For the first consequence of the principle of
bounded rationality is that the intended rationality of an actor requires him to
construct a simplified model of the real situation in order to deal with it. He
behaves rationally with respect to this model, and such behavior is not even
approximately optimal with respect to the real world. To predict his
behavior, we must understand the way in which this simplified model is
constructed, and its construction will certainly be related to his psychological
properties as a perceiving, thinking, and learning animal’ (Simon, 1957,
p. 199} '

The development of economic models on the basis of a small number of
axioms of human behaviour and the preoccupation with economic indices
that rested on a set of norms of human behaviour, the realism of which was
questioned less and less as the formulaic language of mathematical logic
became more and more attractive, caused unease among economists, It
stimulated an interest in everyday behaviour in the economic context. Eco-
nomic psychology sets descriptive economic models against normative ones.
In their book about the social psychology of economic behaviour, Furnham
and Lewis (1986) make the usefal distinction between economic psychology
and psychological or behavioural economics. On the one hand, psychologists
try to understand experience and behaviour in the economic context, and, on
the other hand, economists who have found the straitjacket of traditional
theoretical principles too restricting adopt findings from scientific psychol-
ogy into the formal models. :

“The ultimate criterion of 2ll economic activities and economic policy is
human well-being,’ wrote van Veldhoven (1988, p. 53). He stated: ‘In the
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end, all distribution of scarce means and goods serves the fulfilment of needs
and aspirations and the achievement of satisfaction of individuals and groups.
Thus, economic reality cannot adequately be understood without the analysis
of the subjective and psychological dynamics that underlie and guide eco-
nomic behaviour of both individuals and groups.” From about the 1970s
onward, social scientists and economists have emphasized the importance
of economic psychology and behavioural economy (Wirneryd, 1988, 1993).
Lunt (1996), however, criticizes the attempts of economically oriented
psychologists who adopt economists’ agendas and introduce psychological
insight into elaborate economic models. He claims that psychologists
should start to examine economic theory to open new lines of collaboration
that will allow them to apply their own conception of psychology to
€COnOoMmics.

The International Association for Research in Economic Psychology
(IAREP) was founded primarily by European psychologists and economists,
and has the influential Fowrnal of Economic Psychology since 1981. The
Association successfully bridges psychology and economics. In the USA,
there are two related associations consisting for the most part of a combina-
tion of economists and sociologists, concerned with behavioural concepts in
economic matters: the Society for the Advancement of Socio-Econontics
(SASE) and the Society for the Advancement of Behavioral Economics
gSABE), which publishes the Journal of Socio-Economics. Apart from the
journals, economic psychology is represented in a number of introductory
works (Antonides, 1991; Earl & Kemp, 1999; Ferrari & Romano, 1999;
Furnham & Lewis, 1986; Kirchler, 1999; Lea et al., 1987; van Raaij, van
Veldhoven, & Wirneryd, 1988; Webley, Burgoyne, Lea, & Young, 2001;
Wiswede, 2000). :

DECISION MAKING: UTILITY MAXIMIZATION
AND RATIONALITY

Economic management means making decisions. The assumptions behind
the metaphor of ‘Homo oeconomicus’ are that individuals make rational
decisions, and that the option chosen from a set of alternatives is the best
for the person concerned. People’s decisions and behaviour are governed by
the rules of logic. A small number of axioms form the basis for complex
models of optimal decision making on the part of individuals and groups
engaged in managing their economic affairs (Gravelle & Rees, 1981):

(a) When the best of a bundle of alternatives is to be chosen, an individual
must clarify the characteristics of the various alternatives. These char-
acteristics must be assessed, and all the apparently available options
_c:on}pared with each other. According to the principle of completeness,
individuals are able to place alternatives in order of preference, In
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other words, they establish relationships between the alternatives, such
that alternative 4 is better than or equal to alternative B(4 = B), or B
as good as or preferred to A(A = B), or the individual is indifferent
between A and B (4 =~ B).

(b) According to the principle of transitivity, individuals create consistent
orders of preference, and do not change their preferences arbitrarily.
If, for example, a consumer believes alternative A to be better than or
as good as alternative B, which is in turn better than or as good as
alternative C, this consumer must also believe that A is better than or
as good as C (if A= Band B> C, then A > C). If alternative A is
as good as B and B as good as C, then the individual must also
be indifferent between A and C (Gf A=~B and B=C, then
A=~ C). This means that an alternative can belong to only one
indifference set. _

(c) The principle of reflexivity postulates that every bundle of alternatives
is as good as itself (4 ~ A).

(d) Gravelle and Rees (1981) quote non-satiation as a further basic
assumption. According to this principle, one bundle of alternatives
will be preferred to another if it contains more of at least one good,
and has the same quantity of other goods as the other.

(e) The fifth assumption, the axiom of continuity, states that it is possible
to compensate for the loss of a certain quantity of good 4 by a certain
quantity of good B, so that a person is indifferent to the quantity
combinations (4, B) and (4 — X, B+ Y).

() Lastly, the assumption is made that, when individuals possess a small
quantity of good A and a large quantity of good B, they will only be
indifferent to the loss of part of good A if they receive in addition 2
comparatively large quantity of good B. This is the axiom of convexity,
and conforms to the law of satiation, according to which the relative
increase in utility by one additional unit of a good diminishes with the
availability of that good. :

Utility maximization (frequently for egoistic goals, but sometimes for altruis-
tic ones) and rationality are the fundamental assumptions of economics.
Based on these assumptions, economics makes predictions of human behav-
iour in typical economic contexts, but also in other contexts, such as romantic
relationships or criminality. The neoclassical paradigm has also inspired
various avenues in psychology, such as theories of interaction between
people in public settings and in intimate relationships {e.g., social exchange
theories). These have been celebrated as ‘deromanticized’ universal theories,
but also condemned as technical elaborations removed from reality.

The assumptions of rational theory or of Homeo oeconomicus were often
criticized, sometimes, however, on distorted grounds. Even economists do
not exclusively view the human being as ‘purposeful-rational, following pure

LUUNUNUL L o TLAVLUAT L

considerations of utility, utterly subject to striving for gain, and equipped
with the capacity to adapt to changing constellations of the market on the
basis of a complete knowledge of market data (conditions of supply and
demand), a state, therefore, of being totally informed (market trANsSparency),
with unbounded speed of reaction in adapting to changes in constellations of
the market and acting accordingly, aiming at the greatest achievable utility’
(von Rosenstiel & Ewald, 1979, p. 19). However, humanity is also not seen as
drive-oriented, of limited cognitive ability, and thus often inconsistent by
nature. The question that unsettles the very foundations of economics is
whether human beings actually do pursue their goals in an economically
logical way. What is it that people wish to or indeed can maximize? Is it
egoistic profit, for themselves and others, or do they strive to act in accor-
dance with society’s moral demands? How consistent are orders of prefer-
ence? Critics have also pointed out that in economic theory individuals are
detached from their social context, and observed in isolation from other
people, as if they operated in a social vacuum according to the principles
of utility maximization and rationality. However, there are differences
between isolated individuals who wish to act rationally, and the members
of collective groups acting within the limits of rules and norms (Etzioni,
1988).

The clear formulae of economics have a certain fascination. At the same
time, however, criticism aims at proceeding from the starting point of an
unrealistic picture of humans, even if this picture is claimed to be a model
of the average, free of unsystematically varying individual irrationality, and
achieved by taking the aggregate of multiple individual actions. Frey (1990)
distinguishes four possible states of individual and aggregated behaviour:
individual behaviour may either correspond to or deviate from economic
assumptions, and on the aggregated social level the predictions of the
economic model may be fulfilled or not. The most desirable situation for
followers of rational theory is when action on the individual level is rational
and simed at maximizing utility, and rational behaviour is also perceptible on
the aggregated level. The second acceptable situation is where anomalies
exist in individual behaviour, but disappear in the aggregation process, as
happens in markets under conditions of perfect competition. However, in
some cases, individual behaviour can be entirely rational, but the outcome
on the collective level deviates from the rational model. This occurs when a
particularly high value is placed on private goods, but public goods are
devalued. Phenomena of this case are known as free riding; examples are
tax evasion, offences against the enviromment, and the extensive use of
common resources. Finally, in some cases, anomalies can be observed on
both the individual and the collective level. Examples of such anomalies
are those described as judgement heuristics and biases, where systematic
deviations from rationality are transferred from the individual to the
aggregated level of society as a whole.
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DECISIONS: PSYCHO-LOGIC AND COOPERATION

The concepts of rationality and utility maximization are based on the as-
sumption that people follow the laws of logic in choices and decision-
making situations. In fact, even in situations of little complexity, the basic
assumptions of economics are seen to be contravened. For a start, it is not
certain whether individuals do- generally try to maximize their own profit.
Frijters (2000} found, for instance, only limited support for the hypothesis
that people try to maximize general satisfaction with life. Pingle (1997) found
that people often choose the option prescribed by the authorities rather than
the one optimal to themselves.

The premise that decision-makers can rank-order the alternatives with

" respect to an overall ordinal value or utility, in order to choose the ‘best’,
has frequently been shown to be violated. Li (1996) conducted an experiment
in which two fundamental rationat decision axioms, transitivity and indepen-
dence of alternatives, were systematically contravened. Zwick, Rapoport, and
Weg (2000) found violations of the invarjance axiom in sequential bargain-
ing. Huck and Weizsicker (1999) report that subjects do not react to risk in a
way that is consistent with stable expected-utility functions. When future
private and social benefits are evaluated, the discounted expected-utility
model, predicting exponential discounting, serves as a basic building block
in modern economic theory. However, Loewenstein and Prelec (1992),
Thaler (1981), and others show that subjects violate the predictions of the
moadel in certain circumstances. Hyperbolic discounting seems to match
subjects’ behaviour better than exponential discounting (Laibson, 1997).
The classical model also provides an inadequate explanation for the fact
that people vote. The expected benefits from voting in a large-scale election
are generally outweighed by the cost of the act (Downs, 1957; Schram &
Sonnemans, 1996). Social norms and inter- and intra-group relations seem
to provide a better explanation of voting behaviour than simple individual
utility maximization (Ceirns & van der Pol, 2000; Mador, Sonsino, &
Benzion, 2000; Schram & van Winden, 1991).

The more complex and the less transparent a situation is, the more subjects
deviate from what the rational model predicts. People behave differenty
according to the situation. Framing effects as described below show clearly
how risk aversion can change. On the Internet, subjects bid higher for
lotteries and standard deviations of bids are larger than in classrooms
(Shavit, Sonsino, & Benzion, 2001). Besides the situational constraints, indi-
vidual differences play a relevant role in economic behaviour. Supphellen
and Nelson (2001) found effects of personality and motive structure for
donating behaviour. Powell and Ansic (1997) report gender differences in
risk behaviour and strategies in financial decision making. Such differences
can be viewed as general traits, or as arising from context factors. The results
of experiments conducted by Powell and Ansic (1997) show that women are
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less risk seeking than men, irrespective of task familiarity, framing, costs, and
problem ambiguity. The results also indicate that men and women adopt
different strategies in financial decision environments but that these strate-
gies have no significant impact on performance, Because strategies are more
casily observed than risk preference or outcomes in everyday decisions,
strategy differences may reinforce stereotypical beliefs that women are less
competent financial managers. Boone, de Brabander, and van Witteloostuijn
(1999} argue that co-operation in bargaining and game settings depends
on personality variables. Internal locus of control, high self-monitoring,
and high sensation-seeking were systematically associated with co-operative
behaviour, whereas Type A behaviour was negatively correlated with
co-operation.

People often fail to grasp the full range of alternatives in order to select the
best, resulting partly from lack of time, and partly from limited cognitive
abilities and a lack of motivation to collect and process all the relevant
information. There is clear confirmation of this in decision-making situations
involving risk. In addition, people do not always behave selfishly in interac-
tions; they co-operate even when their partners could exploit the situation in
a harmful way. The occurrence of reciprocity and co-operation is confirmed
in particular in game theory and in experimental markets (Fehr, Giichter, &
Kirchsteiger, 1997; see also, e.g., Gigerenzer, Todd, & the ABC Research
Group, 1999; Giith, 2000; Jungermann, Pfister, & Fischer, 1998; Lundberg,
2000; Mellers, Schwartz, & Cooke, 1998, Wirneryd, 2001; for a collection of
classical articles on anomalies in decision making see Behavioral Finance,
edited by Shefrin, 2001).

Research Paradigms and Methods

Behavioural economics and economic psychology test individuals® ability to
determine what is best for them in choice settings such as lotteries, game
settings, bargaining, and market settings. Usually, laboratory experiments
are conducted. Davis and Holt (1993), Hey (1991), or Smith (1976) quite
concretely prescribe how to conduct such experiments. For instance, parti-
cipants in an experimental environment should behave as they do normally in
the real world. To this end, the experimenter must establish an incentive
structure, which in general proposes some type of reward medium to the
subjects. Incentives should directly depend on the subject’s actions, should
not lead to satiation, and should be designed in such a way as.to prevent all
other factors that might disturb the subject’s behaviour. Valid experiments
also require participants to be honestly informed about the aims; and finan-
cial incentives are viewed as necessary to motivate participants to maximize
their outcome. However, Bonetti (1998) finds little evidence to support the
argument that deception must be forbidden, and Brandouy (2001) criticizes
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the prescription of financial incentives, since they do not always appear
sufficient to subjugate individual differences between participants.

Apart from the postulated prerequisites for ‘good’ experiments, sugges-
tions are made for the measurement of risk and of the value of goods. Critical
statements on the issue of measurement of risk have been made by Krahnen,
Rieck, and Theissen (1997) and by Unser (2000; see also El-Sehity, Haumer,
Helmenstein, Kirchler, & Maciejovsky, forthcoming). The economic value of
goods, usually public goods, is usually measured in ‘willingness to pay
experiments’ Given the increased use of this approach, its validity needs to
be assessed. Ryan and San Miguel (2000) made simple tests of consistency in
willingness to pay and found that approximately one-third of subjects failed
the test to be willing to pay more for a good A than for another good B,
given that they preferred 4 to B. Chilton and Hutchinson (2000), Morrison
(2000), and Svedsiter (2000} also question the validity of the technique.

Further problems are seen in the experimental approach. The method in
economic studies is to investigate people’s ability to collect and adequately
evaluate relevant information, in order to select the best alternative.
However, even if people were able to collect and assess the relevant informa-
tion, the question remains as to what is relevant. Sacco (1996) argues that
individuals behave rationally if they are able to gather all the information
relevant for the optimal solution of their decision problems and if they are
able to process this information optimally. In spite of its apparent simplicity,
this definition becomes problematic once the meaning of ‘relevant’ is ques-
tioned. In general, being based on meta-empirical assumptions, individual
judgements of relevance are not per se evidence of the decision-maker’s
degree of rationality. While the efficiency of the information processing
procedure is a relatively unambiguous notion in the theory of rational
decistion-making, the same cannot be said for the judgements of relevance
of the information processed. Individual decision-making processes are
necessarily based on a set of meta-empirical assumptions that Sacco (1996)
calls ‘subjective metaphysics’. Every decision-maker’s beliefs are conditioned
by an idiosyncratic, subjective metaphysics that informs the individual’s
causal psychology and consequently judgements of relevance. Lundberg
(2000) argues that market agents, such as traders, analysts, commentators,
etc. must make sense of the conditions before taking any potential action.
The complexity and pace of markets make muitiple explanations, often of
diametrically opposite nature, highly likely. On the aggregate level, divergent
views are held by market ‘bulls’ and ‘bears’, respectively. On an individual
level, it is likely that each agent may maintain more than one explanation of
the present, as well as more than one projection concerning future market
developments. Lundberg (2000) therefore argues that understanding the
processes of sense-making would be an important step.

Economic theory is outcome oriented with the assumption that profit is
maximized. One prominent and articulate advocate arguing that outcomes
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are not all that matters for economic welfare is Sen (1993). Anand (2001) too
argues for the relevance of the underlying procedure, especially in interac-
tions between economic agents, Callahan and Elliott (1996) criticize the main
research focus on outcomes rather than on sense-making and exploration of
conceptual systems to learn more about the way in which actors both share
meaning and understand specific events and situations. Other researchers
complain that there is too little qualitative research being done, such as
focus groups (Chilton & Hutchinson, 1999), aimed at understanding people’s
motives and considerations. Sonnemans (2000) stresses the importance of
studying how subjects reason in economic settings, and Callahan and
Elliott (1996) argue that, despite gaining increasing legitimacy within the
economic profession, experimental economics is mainly restricted to theory
testing.

Anomalies in Financial Decisions

In behavioural finance and decision making, much research has been done on
the task of theorizing how to pursue optimal strategies, incorporating scien-
tifically based maxims (Shefrin, 2001) as well as advice from successful
experts in the field. If investors behave rationally, as the hypothesis of
efficient markets presupposes (see Fama, 1998), there would be no need for
a behavioural theory. All investors would decide on Bayes’ probability
theory, guided by probability calculations based on all available information.
Efficient market theory and its components involve perfect competition in
financial markets. This means that investors behave as if they had no market
power over prices. Markets are frictionless, implying that there are no trans-
action costs, taxes, or restrictions on security trading. In addition, all assets
and securities are infinitely divisible and marketable. It is assumed that all
investors have homogeneous prior beliefs and Bayesian expectations. All
investors simultaneously receive the same relevant information that deter-
mines market prices. Moreover, individual preferences are restricted in the
sense that all investors care only about the risk and expected return trade-off,
and all investors are rational-expectations utility maximizers. The theory of
efficient markets deals with perfectly rational traders who do not neglect the
information relevant to price development. All such information is public,
and there is no private information that can repeatedly be used in order to
earn excess returns. Prices are assumed to reflect future profits, discounted to
today’s value. In practice, however, there are ‘noise traders’, that is, traders
who behave irrationally, and markets exhibit imperfections, such as Monday

and January effects, weekend effects, the emergence of bubbles, and crashes

(Wirneryd, 2001).

Many attempts to explain inefficiencies in financial markets invoke
irrational behaviour of market participants. While the prevalent assumption
‘among financial economists is that irrationality is unpredictable, researchers
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in behavioural finarrce have embraced ideas from cognitive psychology,
according to which some deviations from rational behaviour can be explained
and even predicted (e.g., Shefrin, 2001; Thaler, 1999). First, many studies on
choice and decision making in practice suggest that genuine decision making
is extremely rare. Most actions afe routine or determined by habit (Katona,
1975). If choices and decisions are taken, non-rational people or ‘noise
traders’ are frequently led by the behaviour of others, by their emotions
and motives, they are overoptimistic and overconfident and perceive the
situation as under their control, and they commit cognitive errors (Kirchler
& Maciejovsky, 2002). Wirneryd (2001) summarizes a number of errors and
biases that frequently occur.

Assuming asset traders are able to collect the available information and
recognize what is relevant, are they then performing better than others who
are not in possession of that information? Guth, Krahnen, and Rieck (1997)
investigated to what extent insiders were able to exploit their advantage of
being informed about an asset’s fundamental value in a double-sided sealed-
bid auction trading in high-risk assets. It was found that insiders could only
partially make use of their advantage in terms of final portfolio values. Gerke,
Arneth, and Syha (2000) also found no systematic overperformance of order
book insiders. The authors conducted an experiment on the impact of order
book privilege on traders’ behaviour and the market process. A market
participant who had insight into the order book received information about
current trading opportunities and other traders’ preferences and was thus
privileged. Nevertheless, volatility and liquidity of the markets were not
influenced heavily. : :

A particular problem for decision-makers is that they find it hard to follow
the statistically prescribed probability updating, as postulated by Bayes’
theorem. Updating can be defined as the process of incorporating informa-
tion for the determination of probabilities or probability distributions.
Incorporating new information presupposes the existence of some starting
point: this is called prior knowledge. Updating can relate to probabilities or
to parameters of distribution functions; that is, information can be used
either to make estimations as to whether or not certain events will occus,
or to make inferences about the parameters describing the process that gen-
erates such events. In the latter case, the estimated distribution can be used
to calculate the probability that a certain event will occur. Updating invoives
the determination of new probabilities, given some new information. Behav-
joural scientists found that Bayes® rule is not necessarily efficient as a de-
scriptive and predictive device. It is often misapplied or neglected in the
process of updating. Huck and Oechssler (2000) found that subjects have
difficulty in applying Bayes’ rule correctly even if they are familiar with it,
and appear to apply it by accident even if they do use it. Ouwersloot,
Nijkamp, and Rietveld (1998) developed a model for measurement of the
error in probability updating. In a laboratory experiment, the presumed
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systematic impact of four characteristics associated with the messages given
to the respondents was studied. For a large number of cases, probability
updating resulted in outcomes that deviated significantly from Bayes’ rule,
and deviations were influenced by message characteristics such as precision,
reliability, relevance, and timeliness.

Complex situations demand repetitive choices in a series of interdependent
decisions where the state of the world may change, both of itself and as a
consequence of previous actions. Wirneryd (2001) argues that decision-
makers in such complex situations fail in goal formulation processes and
are characterized by ‘thematic vagabonding’. This is a tendency to shift
goals: while trying to reach one goal, they shift to other goals, finally arriving
at one that was never intended. In complex decision settings, when repetitive
decisions are taken, dynamic problems solved, and intertemporal decisions
made, it can hardly be expected that people will behave according to the
theoretical solution of the problem at hand. Decision-makers are expected
to work backward through the decision trajectories taking into account the
principle of optimality. Anderhub, Giith, Miiller, and Strobel (2000) and
Miiller (2001) show that, rather than applying backward induction, people
reduce the complexity of the problem at stake and use heuristics to come to a
solution. Investors make use of heuristics, such as representativeness, avail-
ability, anchoring and adjustment heuristics, that permit decision processes
to be ‘abbreviated’, but can lead to biased estimations and judgements.

Additional anomalies result from the refusal to learn from experience,
passivity, or external attribution of one’s own failures. In hindsight,
irrational decisions may be ‘repaired’ by reinterpretations and sense-making.

Prospect theory, endowment effect, and sunk costs

Since actors in financial markets need to form expectations about future
developments, a central issue in decision-making is how individuals deal
with alternatives that have insecure consequences. Prospect theory (Kahne-
man & Tversky, 1979; Tversky & Kahneman, 1992) attempts to reconcile
theory and behavioural reality in decision-making. It pays attention to gains
and losses rather than to total wealth, assumes that subjective decision
weights replace probabilities, and that loss aversion rather than risk aversion
is an overriding concept. The human problem-solving process is assumed to
involve two phases: editing and evaluation. The major component of the
editing phase is assumed to be coding. This refers to the perception of out-
comes as gains or losses relative to a subjective reference point, instead of in
terms of the final state of wealth. Thus, contrary to the assumptions of
standard economic decision theory, preferences are not invariant to different
representations of the same problem. A further component of the editing
phase is combination (i.e., simplifying choice options by combining the
probabilities of identical outcomes). Segregation is the separation of the
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Value

Losses Gains

Figure 2.1 The value function (Tversky & Kahneman, 1981, p. 454).

certain component of lotteries from risky components. For example, the
chance of winning a sum of 500 money units with probability p = 0.80 or
of winning 300 units with probability p = 0.20 is decomposed into a sure gain
of 300 and an 80% chance of winning an additional 200 units. Further com-
ponents of the editing phase are cancellation, simplification, and detection of
dominance. Probabilities of outcomes are often rounded to ‘prominent’
figures, and alternatives that are perceived as dominated by other alternatives
are often rejected without further consideration. In the evaluation phase,
decision-makers evaluate edited prospects, choosing the one with the
highest value. Qutcomes are defined and evaluated relative to a subjective
reference point that represents the status quo of the individual’s current
wealth and marks the borderline between loss and gain. According to pros-
pect theory, the value function is concave in gains and convex in losses, with
additional gains or losses having diminishing impact. Furthermore, the func-
tion is steeper in losses than in gains, which indicates that losses loom larger
than gains (see Figure 2.1},

The central implication of the value function is the basis for the principle
of loss aversion. If losses are experienced or expected, people take risks to
repair or prevent the loss; on the other hand, in gain situations decision-
malkers are risk-averse. Depending on the wording of a decision task,
people perceive prospects as losses or gains and preference orders may be
reversed. Such framing effects have frequently been confirmed. Departing
from Tversky and Kahneman’s (1981) Asian disease problem, Druckman
(2001) presented participants with a survival format, a mortality format, or
both. While the survival and mortality formats each replicated the original
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experiment, Druckman (2001) shows how using both formats simultaneously
provides a way to evaluate preferences unaffected by a particular frame and
1o measure the impact of frames relative to the baseline provided by the ‘both
formats’ condition. For a critique on presentation formats of the Asian
disease problem see, for instance, Kiihberger (1995), Li (1998}, and Wang
(1996).

People buy insurances, but they also gamble and take investment risks.
While people spend fortunes on lotteries, bets, and derivatives, the general
assumption in economics is that people are risk-averse. Observations of how
people deal with risks in real life have cast some doubt on the prevalence of
risk aversion. People pay more than the expected value for insurance, and do
likewise for lottery tickets. According to prospect theory, people are risk-
averse for gains with high probabilities and for losses with low probabilities,
risk-seeking for gains with low probabilities and losses with high probabil-
ities. The tendency for people to be risk-seeking for gains with low prob-
abilities is presumably enhanced as the sum involved increases. People will
accept low probabilities to win large prizes in lotteries. The existence of large
prizes with low probabilities would be more attractive than the possibility of
winning smaller prizes with much higher probabilities. The most successful
lotteries will then be those with high prizes and such low probabilities that
the cost to the gambler can be held very low. Wirneryd (1996) investigated
risk-taking in investments, playing in lotteries, and saving indices, and found
that people who wanted to play safe asked for more than the reguired ex-
pected value. Most respondents showed risk aversion by preferring a prize
that was certain to one that was probable.

Economic theory assumes that preferences are not affected by ownership.
Thus, when income effects and transition costs are minimal, the amount a
person is willing to pay for a certain good should equal the amount this
person is willing to accept to give up this good. However, empirical research
shows considerable differences between buying and selling prices of goods.
Thaler (1992, p. 63) gives an example of what he calls the endowment effect:
‘A wine-loving economist you know purchased some nice Bordeaux wines
years ago at low prices. The wines have greatly appreciated in value, so thata
bottle that cost less than $10 when purchased would now fetch $200 at
auction. This economist now drinks some of this wine occasionally, but
would neither be willing to sell the wine at the auction price nor buy an
additional bottle at that price.” This apparently anomalous behaviour has
stimulated much research, with most findings supporting the endowment
effect. Stroeker and Antonides (1997) found that endowment effects can
cause high reservation prices among sellers. Van Dijk and van Knippenberg
£1996) conducted a market experiment with participants endowed with a
bargaining chip that was convertible into real money after the experiment.
The price was either fixed or uncertain, varying within a known range.
Participants were allowed to trade their chips by offering and buying them
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among themselves. It was found that selling and buying prices differed only
in an uncertain situation, supporting an endowment effect arising from loss
aversion. Selling prices significantly exceeded buying prices. In past studies
on the endowment effect, people traded goods that were difficult to compare
(e.g., coffee mugs, pens). Van Dijk and van Knippenberg (1998) studied the
compatability of trading deals by exploring the relationship between the
comparability of the gains and losses of the deal and the willingness to
trade consumer goods. It was assumed and confirmed that people are more
willing to trade wines from the same country than wines from different
countries. People become more loss-averse with increasing incomparability
of the gains and losses involved. Hoorens, Remmers, and van de Riet (1999)
studied the endowment effect in the evaluation of time. Subjects indicated a
higher figure for the payment they should receive for doing household and
academic chores for others, than they considered fair to pay to the same
others for doing identical chores. Disentangling the target and transaction
dimensions that are usually intertwined in demonstrations of the endowment
effect, two elements were found: subjects indicated higher fair wages for
themselves than for another person (target effect) and higher fair wages for
selling time than for buying time (transaction effect). The conclusion is
drawn that the endowment effect in the evaluation of time rests on a combi-
nation of mere ownership {causing the target person effect) and loss aversion
(causing the transaction effect). Mackenzie (1997) criticizes research on the
endowment effect as concentrating mainly on behaviour, rather than the
underlying motives. He argues that alternative motives may account for
not trading wine in Thaler’s example. Information about how people
behave offers a low standard of evidence about what motivated their behav-
iour. In essence, a focus on motives is needed in place of drawing simple
conclusions from behaviour to motives. '

People tend to let their decisions be influenced by costs incurred at an
carlier time. They are more risk-seeking than they would be had they not
incurred these costs. This finding, the ‘sunk cost effect’, seems to be in
conflict with economic theory, which implies that only marginal costs and
benefits should affect decisions. Zeclenberg and van Dijk (1997) investigated
the effect of time and effort investments (behavioural sunk costs) on risky
decision-making in gain and loss situations. Participants were given vignettes
to read, asking them, for example, to imagine that they had carried out a dirty
job. They were then offered either payment of 50 money units or 100 units
with a probability of p = 0.50, the alternative being 0 units (with the same
probability). On the basis that gain or loss was to be fairly determined,
participants were asked to state whether they preferred the certain
payment or the gamble. A large number opted for the 50 money units, on
the grounds that the expected frustration, if they received no reward after
having carried out the work, was too great. However, if the participants were
offered either 50 money units in addition to their pay or, in addition to their
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pay, the chance to play a game that would bring them either 100 units or zero,
each with a probability of p = 0.50, they chose the risky alternative. Realizing
one alternative implies the loss of others, along with their consequences. In
addition to risk propensity, anticipated regret (Loomes & Sugden, 1982) is a
relevant factor in decision-making.

Capital asset pricing and portfolios

The theoretical economic models of portfolio theory and the capital asset
pricing model offer a prescription of optimal investment behaviour. The
idea is that, by integrating different shares into a portfolio, overall risk can
be reduced below linear combination of single risks, unless assets are per-
fectly positively correlated. Diversification or widespread variance is the core
of the model. Using information on the expected returns and expected risk of
assets, the optimal mixture of assets resulting in an optimal portfolio for
investors can be derived. However, as research in economics and psychology
evidences, individuals and groups do not typically employ economically
optimal behaviour. Various factors, such as limited information-processing
capacity, lack of time, etc., are likely to impede rational decision-making.

A particular problem in portfolio allocation is the perception of risk.
Measures of individual risk attitudes are required in financial management
as well as in financial research. In asset management, for instance, investment
allocation decisions will depend on clients’ risk attitudes. Similarly, the
analysis of individual portfolio choice in empirical and experimental research
has to rely on an explanatory variable representing individual risk aversion.
Various measures of evaluating risk aversion are in use. Krahnen et al. (1997)
analysed certainty equivalents (i.e., the safe amount of money that leaves a
decision-maker indifferent to a given lottery). In an auction experiment, the
qualification of certainty equivalents as useful indicators of individual risk
aversion was tested.. Considerable deviation of evaluations over time was
found. Krahnen et al. (1997) suggest using a multi-stage procedure, where
parameter estimates are derived from a number of independent observations.
Unser (2000) examined people’s risk perception in a financial context and
found that asymmetrical measurements of risk are superior to symmetrical
risk measures such as variance.

Anderson and Settle (1996) investigated investment choice and the influ-
ence of portfolio characteristics and investment period. Portfolio allocation
decisions require both fact judgements and value judgements. Fact judge-
ments normatively require thinking about portfolio risk and return over a
particular period on the basis of information shout the mean, variance, and
covariance of the component investments. Value judgements normatively
require thinking about the consequences for lifestyle of various levels of
return. The study focused on fact judgements and looked at estimates of
return distributions at the end of an investment period, based on annual
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return distributions. This issue is important since people have no real appre-
ciation of exponential growth, having difficulty with non-linear functions. On
the other hand, financial information is usually about annual measures of risk
and return, investors usually invest for periods exceeding one year, and
financial returns compound exponentially. Anderson and Settle (1996)
further investigated estimates of return distributions of portfolios, based on
return distributions of their constituents. It was found that people are in-
sensitive to distributional characteristics in creating portfolios on the basis of
both one-year and ten-year data. The authors interpret the results in terms of
representativeness and anchoring-and-adjustment heuristics and a mental
accounts decision rule.

Co-operation and Reciprocity

Research on choice in social settings shows the importance of justice and
fairness considerations, and thus demonstrates that not only the conse-
quences but also the process of decision-making is important. Neoclassical
economic theory views altruism, co-operation, and reciprocity as non-
rational in most circumstances, whereas self-interest and exploitation of
others should lead to the highest profits. However, much research has pro-
vided empirical support for the robustness of social norms.

Recently, there has been a marked increase in literature claiming that there
is more to economics than simple optimality; as Etzioni (1988) puts it,
‘economics has a moral dimension.” This means that economic decisions
take into account what is ‘right’ as well as what is most profitable. An interest
in the role of morality or ethics in economic behaviour can be seen in studies
of the importance of faitness and reciprocity (Fehr & Géchter, 1998; Fehr &
Schmidt, 1999), of ethical values (Burlando, 2000), of business ethics
(Warneryd & Westlund, 1992}, and in popular models of ethical and financial
markets {Winnett & Lewis, 2000). Studies of ethical investment have been
concerned with whether ‘ethical’ is mainly a marketing label, whether the
performance of ethical trusts has a specific ethical component, and whether
ethical investors are different from others and prepared to incur some costs in
order to invest ethically, Webley, Lewis and Mackenzie (2001) show that
ethical investors are prepared to choose ethical funds as part of a mixed
portfolio as long as they are performing reasonably, but enthusiasm for
investing ethically drops if the financial return is poor.

The norm of reciprocity and considerations of fairness are strong determi-
nants of economic behaviour. Van der Heijden, Nelissen, Potters, and
Verbon {1998) examined the force of reciprocity in gift exchange experiments
in which mutual gift-giving was efficient but gifts were individually costly.
The reciprocity norm had a powerful effect on behaviour. De Ruyter and
Wetzels (2000) report the strong effect of pro-social behaviour in the market-
ing context with soccer fans buying shares from their club in order to provide
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assistance in times of financial need. Church and Zhang (1999) found in a
bargaining study that the majority of subjects were concerned about max-
imizing their pay-offs, but the second most frequent response was being fair
to the other. Gneezy, Giith, and Verboven (2000) found that people in long-
term contractual relationships, which can never be specified in all details,
make decisions that are based on trust and reciprocity.

The basic assumptions and propositions of classical economic theory are
frequently investigated using ultimatum games (Giith, Schmittberger, &
Schwarzer, 1982). In the simplest version, one player (the allocator) is
directed to divide a sum of money (the stake} between himself and a
second player {the recipient). If the recipient accepts the proposed division
of the stake, then both receive the amounts proposed by the allocator. If the
recipient rejects the proposed division, then both players receive pothing.
The recipient knows the size of the stake, but the players do not know each
other. According to the mode! of Homo oeconomicus, allocators should offer
the smallest possible amount that makes the recipient better off than nothing.
For instance, if 100 money units are at stake and divisible into units of 1, then
offering 1 unit makes the recipient better off than nothing and he should
accept the division. The allocator would get 99 units, whereas the recipient
gets 1 unit.

Several empirical studies strongly confirm that allocators are not as selfish
as economic theory predicts, and recipients are not willing to accept the
lowest possible amount. Huck (1999) investigated responder behaviour and
motives such as equality, self-esteem, consideration of absolute and relative
pay-offs, malevolence, fairness, and revenge. Five groups of responders with
different motivations guiding their behaviour were detected: (2) malevolent
subjects purely guided by their absolute pay-off; (b) malevolent and highly
competitive subjects, who care for their own fair share in ultimatum bargain-
ing and are willing to sacrifice a substantial amount of money to increase their
relative pay-off; (c) non-malevolent subjects whose only concern is for their
absolute pay-off. They prefer even small amounts of money to receiving
pothing by inducing a conflict. (d) Non-malevolent but vain subjects who
differ from cluster (c) only by rejecting ‘peanuts’; and {e) non-malevolent
participants with a real desire for equality, for whom fairness considerations
matter most. Bethwaite and Tompkinson (1996) focused on motives that
drive players in ultimatum games to offer, accept, or reject certain
amounts: fairness, envy, altruism, or selfishness. Their study found the
dominant motive to be fairness. Half the recipients had a concern for fairness;
only one-quarter were motivated by selfishness and so had a utility function
of the type conventionally assumed by economists.

The modal offer in ultimatum games is usually not the lowest positive
amount, but the even split of the pie. While one explanation of such behav-
iour invokes the potion of fairness, a second explanation is that in the absence
of common knowledge of the rationality and beliefs of recipients, allocators
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raise their offers because they expect that unsatisfactory offers might be
rejected. In several experiments, selfish offers were successtully induced by
manipulating the allocators’ expectations. Suleiman (1996) argues that such
manipulations are predominantly extrinsic and not accounted for by game
theory. In his study, he introduced a minor variation of the ultimatum game
by implanting a discounting factor in the standard game: if the recipient
rejected an offer, the offered division was multiplied by a factor ranging
from 0 to 1. The change was that, instead of receiving nothing at all if the
recipient rejected the offer, the players at least received something by accep-
tance. Whereas game theory is indifferent to this modification, experimental
results from the modified game showed that by continuously changing the
discounting factor, it is possible to induce systematic changes in allocators’
and recipients’ behaviour and beliefs. The results show that the allocator is
driven by expectations about the recipient’s behaviour, but, at the same time,
norms of fairness cannot be ruled out.

Experimental evidence indicates that individuals often exhibit other-
regarding behaviour when bargaining with other people. Viclation of the
presumption of self-interest in neoclassic economic theory has promoted
intense debate within behavioural economics, and many experiments have
been conducted to detect conditions that push allocators to behave rationally
(Cherry, 2001). Giith, Ockenfels and Wendel (1997) investigated co-opera-
tion based on trust in a basic sequential game, the so-called ‘trust game’. The
first mover starts by deciding between co-operation and non-co-operation,
while the second mover can only react in the case of co-operation, either
exploiting the other player or dividing the rewards equally. Trust and co-
operation were shown to depend on how the positions of players in the game
were chosen. Sonnegard (1996) tested whether the random choice of movers
determines the amount given. While random choice had no effect, descrip-
tion of the property rights of the first mover determined giving. If the first
mover was explicitly instructed to have the right to exploit the other player,
then they offered less. In addition, high incentives led to less co-operative
behaviour. If small stakes are to be divided and sequential games are played,
individuals may try to explore the partner’s acceptance level by varying the
offered percentage of the stake (for exploration and learning in decision
settings as well as boundedly rational decision-making see Giith, 2000;
Albert, Giith, Kirchler, & Maciejovsky, 2002; Mitropoulos, 2001).

Self-interested behaviour may also increase when the stake to be divided is
not known to the recipient. Murnighan and Saxon (1998) conducted ultima-
tum games with children and found that younger children make larger offers
and accept smaller offers than older participants. Boys in the age group nine
to fifteen years seem to take greater strategic advantage of asymmetric in-
formation than girls. Like adults, children accepted smaller offers when they
did not know how much was being divided.

Why are people co-operative and take so much account of fairness norms?
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Scharlemann, Eckel, Kacelnik, and Wilson (2001) argue that, although
economists and biologists view co-operation as snomalous, since animals
that pursue their own self-interest have superior survival odds to their
altruistic or co-operative neighbours, in many situations there are substantial
gains to the group if members co-operate. Individuals reap the benefits of co-
operation if they are able to detect the intention in others to co-operate. For
instance, smiling may be a signal of willingness to co-operate. Scharlemann
et al. (2001) conducted a two-person, one-shot trust game with participants
seeing a photograph of their partner either smiling or not smiling. Results
lend some support to the prediction that smiles can be a signal of co-
operation and can elicit co-operation among strangers. Trust was correlated
with smiling but was more strongly predictive of behaviour than a smile
alene.

ECONOMIC SOCIALIZATION AND LAY THEORIES
Children’s Economic Knowledge and Behaviour

A knowledge and understanding of economic cause and effect assumes 2
process of maturation and socialization. Pre-school-age children know littie
of the production and distribution of goods, supply and demand, or other
economic systems. Knowledge is still slight at the age of ten to eleven years,
and a differentiated understanding cannot be assumed until the age of about
14 years.

Jean Piaget (1896~1980) developed a theory of the development of human
intelligence that is also useful to describe the development of economic
knowledge (Bertt & Bombi, 1981; Kirchler, 1999). Piaget assumes that the
development of intelligence is a process aimed at achieving and maintaining
harmony of the individual and the environment. Knowledge can only be
achieved by concerning oneself with an object. This concern with an
object, whether concrete or imagined, brings about transformations, an act
of adaptation. Adaptation is a fluid state of equilibrium between conforming
or assimilating the environment to the person and conforming or accornmo-
dating the person to the environment. For example, there is an attempt to
explain new and unfamiliar facts on the basis of the models or mental frame-
works available to the individual. Assimilation processes involve the integra-
tion of unknown information into the available frameworks. Grappling with
previously unknown facts eventually leads to a deeper understanding and to
the differentiation and adaptation of the subjectively available explanatory
models to the new facts, an act of accommodation. Cognitive development is
a process of achieving increasing harmony between the assimilatory -and
accommodatory exchange processes between the individuat and the environ-
ment. There is an associated process of generalization, differentiation, and
co-ordination of the cognitive structures. The exchange processes between
the individual and the environment enable individuals to proceed from an
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initial global condition to a cognitive structure that is enduring, flexible, and
organized in a differentiated way, and permits logical thought. .

Comprehensive studies on the development of children’s economic ?mowl—
edge have been carried out in Italy by Berti and Bombi (1981). In this area,
100, as in Piaget’s theory on the development of intelligence, children appar-
ently begin with merely diffuse, unrelated economic concepts. They k}ave
little knowledge of the production of goods. Work, income, consumption,
etc. are viewed as separate concepts and not related to each other. Increasing
age brings comprehension of increasingly complex refationships, but only
when children reach about the age of 14 years do they begin to develop a
clear, complete picture of basic economic matters. Similar findings have been
reported from various other countries (see Journal of Economic Psychology,
1990, Issue 4). Developmental stages in line with Piaget’s theoretical mode!
have been demonstrated in Hong Kong, North Africa, Europe, Australia,
and North America. Bonn, Earle, Lea, and Webley (1999) investigate chil-
dren’s views of wealth, poverty, inequality, and unemployment in South
Africa. The results show that the capacity to make inferences and integrate
information about these concepts is most influenced by age, but that the
particulars of the children’s knowledge are influenced by their social env‘iron-
ment. The process of knowledge acquisition can be accelerated by experience
and training. Children in deprived areas and children from poorer families
achieve differentiated economic knowledge earlier than other children, on
account of the need to work for a low wage or to deal with materialistic
options at an earlier stage. Further, talking to children about economic
matters (Cram & Ng, 1994), training and instruction improve economic
knowledge on the part of children and young people (Aquine, Berti, &
Consolati, 1996).

Children attain economic knowledge, and they are addressed as appropri-
ate economic partners by advertisers. In some cases, children and young
people are given a considerable say in joint purchasing decisions (see Kirch-

ler, Rodler, Holzl, & Meier, 2001). In some cases, they have autonomous -

control of sizeable sums of money. Children receive pocket money, presents
of money, and modest financial reward for minor tasks in the home. Accord-
ing to Furnham (2001), over 88% of parents questioned in his study thought
that children should receive pocket money from the age of about six yeats.
The amount of pocket money increases linearly with age, and children spend
and indeed save part of their money, independently of the funds at their
disposal. On average, boys receive more pocket money and bigger presents
than girls (Furnham, 1999, 2001).

Lay Theories

While the representations of the experts about their knowledge are detailed
and logically structured, lay people tend to rely on everyday experience to
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construct cognitive frameworks by which to plan and rationalize behaviour
and integrate new information into their existing fund of knowledge.
Although Fuarnham (1997} maintains that in investigating work and economic
values, people have coherent socio-economic, ideclogical belief systems, this
in fact merely signifies that the ‘subjective theories’ are consistent in them-
selves, but serious differences exist between individuals and it is difficult to
generalize.

It must, however, be stressed that even economists’ knowledge or the
resulting political advice on economic matters need not be unified. The
principle that individuals construe reality in different ways is also evident
in the way that politicians and economic experts construe policies (Theodou-
lou, 1996) and their implications. Different individuals have different
systems of thought; these may be viewed as different strategies, which they
consistently use to make sense of the world. Theodoulou (1996) studied the
way in which Labour, Conservative, and Liberal Democrat experts in eco-
nomics and business matters construe economic and political reality. She
found significant differences between Labour and Conservative Party sup-
porters in their preference for propositional, aggressive, pre-emptive, and
hostile construing.

Lay theories have been investigated mainly from the point of view of
attribution theory and the theory of social representations. Following the
fall of communism in Eastern Europe, Antonides, Farago, Ranyard, and
Tyszka (1994) and Tyszka and Sokolowska (1992) investigated lay concep-
tions of economic values and desires. Williamson and Wearing (1996) inter-
viewed 95 individuals about the present state of the economy and
expectations over the short and long term, confidence in organizations in-
volved in the Australian economy, current information about the eéconomy,
and other related issues. The authors detected as many unique cognitive
models as individuals interviewed, Despite the differences between them,
there were some broad areas of agreement. In general, individuals described
the economy by integrating economic, social, psychological, and moral
issues. In some respects, previous findings suggesting that lay people know
little about fiscal issues were confirmed. However, the cognitive models
showed that lay people did seem to understand some connections between
government revenue and expenditure.

Specific topics include above all lay concepts of poverty and affiuence and
their subjective causes. Poverty and wealth are often attributed to internal
causes. Christopher and Schlenker (2000) studied perceived material wealth.
Participants in their study were given vignettes to read that described a
person in either an affluent or not so afffuent home setiing. The affluent
target was evaluated as having more personal ability, such as intelligence
and seif-discipline, was perceived as having more sophisticated qualities,
for example, as being cuitured and successful, and as having a more desirable
lifestyle than the not so affluent target. However, affluent people were judged
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" as being less kind, likeable, and honest. Studies examining the individual.is-
tic, fatalistic, and structural dimensions of poverty showed that the majority
of Americans explain poverty in individualistic terms (Hunt, 1996).
Abouchedid and Nasser. (2001) examined causal attributions of poverty
among Lebanese students and found higher ratings for structural explana-
tions than for individualistic ones.

Other specific topics relate to unemployment, borrowing and debt, the
burden and equity of taxation, and personal consumption. The conclusions
generally confirmed that lay people believe in a ‘just world’: respondents
thought that people in difficult situations are usually themselves to blame
(Kirchler, 1999). As regards the state, citizens in many countries are scep-
tical. Taxes in particular are not always seen as a necessary evil. Opinion
surveys show that most people want a reduction in taxes, but, inconsistently,
at the same time favour a rise in state spending in almost all areas. The public
welcomes the benefits of public goods, but is becoming ever more unwilling
to pay the cost (Tyszka, 1994; Williamson & Wearing; 1996), Kirchler (1998)
investigated the attitudes of the self-employed, entrepreneurs, public em-
ployees, students, clerical and blue-collar workers to taxes. They found not
only a general suspicion that taxes were not being used appropriately, but
fear that the distribution of the burden was neither horizontally nor vertically
" fair. For entrepreneurs and the self-employed, who pay taxes ‘out of pocket’,
there was also the problem of the experience of loss and the sense of demo-
tivation and the restricdon of freedom.

A glance at consumer behaviour shows that purchasing behaviour permits
some interesting conclusions about subjective theories, values, and desires.
First, subjective images of the economy direct people’s actions, and, second,
behaviour is a source of information about the person. Dittmar and Drury
(2000) emphasize the role of personal consumption as providing a picture of
the person: “The self-image is in the bagl’ Impulsive buying, consumption,
and regret have complex meanings beyond those that can be measured easily
in survey research. Janssen and Jager (2001) emphasize the need for identity,
which explains in part the dynamics of consumer markets. Kasser and Grow
Kasser (2001) investigated the dreams of people with high and fow levels of
materialism. People high in materialism reported more insecurity themes
(e.g., falling}, more self-esteem concerns, and dreams about conflictual inter-
personal relationships. People with low materialism reported dreams where
they were able to overcome danger, and typically moved toward grea‘ter
intimacy in their dreams. The authors interpret their findings as supporting
the notion that feelings of insecurity might be connected with the pursuit of
material values. Consumption as economic behaviour is an expression of
individual values and desires, and subjective constructions of the self,
society, and the economy.
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ENTREPRENEURSHIP AND ISSUES OF
ECONOMIC PSYCHOLOGY IN THE COMMERCIAL
COMPANY CONTEXT

Entrepreneurs, commonly seen as sensitive to economic and social phenom-
ena, far-sighted, and prepared to take risks, fundamentally shape and inno-
vate economic life by their activities. From the perspective of economics, the
role of the entrepreneur is strictly determined by market transactions, and
entreprencurs have no freedom to develop their own individual character-
istics. There would therefore be little relevance in devoting scientific atten-
tion to the personality of the entrepreneur. From a psychological perspective,
the particular tasks and activities of the entrepreneur do, however, imply that
certain personality traits are relevant for initiative and exercise of the
enterprise function, and that it should be possible to find psychological
distinctions between entrepreneurs and other market participants. In par-
ticular, personality and motivational structures, religious convictions, and
value concepts have been investigated as supposed determinants of entre-
preneurial success (Kirchler, 1999).

If entrepreneurs are to make independent decisions, take action, and bring
innovative ideas into effect, they should carefully analyse business-relevant
information. Bailey (1997) found that managers with greater ‘need for
cognition’ produced a more thorough information search in the judgements
of job candidates. It can further be presumed that entrepreneurs need to be
independent of others, prepared to take risks without being blind to risk,
interested in social contacts, and emotionally stable, Brandstitter (1997)
studied owners of small and medium enterprises and people interested in
setting up a private business. A personality checklist showed that owners
who had personally set up their business were emotionally more stable and
more independent than those who had taken over their business from
parents, relatives, or by marriage. People interested in setting up their own
business had similar personality characteristics to founders. Individuals who
had personally founded their businesses or planned to do so, and who
achieved high scores for independence and stability, were happier with
their role as entrepreneurs, more satisfied with past success, more confident
of future success, more inclined to attribute success to internal causes, and
more likely to be thinking of expanding their business than those who scored
low for those factors. Korunka, Frank, and Becker (1993) also report high
independence scores for successful business founders. It remains speculation
whether the features in the personality questionnaires can indeed be causally
linked to business success. The personal self-descriptions of the respondents

- may be partly reality, partly wish, partly the cause, and partly the effect of

past business experiences.
Various findings exist as to entrepreneurs’ readiness to take risk. On the
cne hand, high risk propensity is seen as a precondition of innovation; on the
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other, precipitate action can be commercially disastrous, and the careful
weighing of the consequences economically wise. Only where the probability
of success of a particular action is sufficiently high is it worth taking a certain
risk. In a three-dimensional system with the dimensions of innovativeness,
reasoned goal-directedness, and risk propensity, Wérneryd (1988) places the
successful entrepreneur at that point where both the inclination to strike out
on new paths and the desire for success are particularly high, and where the
readiness to bear a certain degree of risk in the case of success-promising
actions is also above average. Actions with little promise of success are
avoided. Successful entrepreneurs appear to give particularly careful consid-
eration to risk. Frank and Korunka (1996) stress that risk propensity must be
analysed in a situation-specific context: in their study, successful entre-
preneurs were particularly oriented toward action and decision in the face
of possible failure, but persistent in holding on to the situation in success.

Entrepreneurs and managers should be able to make reasonably accurate
economic prognoses. Anderson and Goldsmith (1997) investigated managers’
profit expectations, the degree of confidence placed in their profit forecasts,
and investment levels. In most industries, investment increased both when
managers were more optirnistic and when they exhibited greater confidence
in a forecast. Aukutsionek and Belianin (2001) studied the quality of forecasts
and business performance by Russian managers. Forecast quality was typic-
ally poor, and most managers exhibited overconfidence by judging their
forecasts as good. '

A particularly relevant decision to be made by entrepreneurs is whether to
wait or to become active and found a company. Davidsson and Wiklund
(1997) show that values, beliefs, and culture have an effect on regional new
fitm formation rates. In discussing the market entry decision and the inter-
action between an incumbent firm and a2 potential entrant, the focus in the
literature has been on two aspects: the strategic implications of having a first-
mover advantage, and the different asymmetries that may be created by the
incumbent, for example, cost asymmetries, capacity asymmetries, brand
loyalty, or any other factor that affects the firm’s profit functions. Important
managerial decisions such as entry into new markets and exit from existing
markets are made by people, and people are characterized by bounded
cognitive abilities. Facing seemingly similar decision problems, individuals
might evaluate them differently and therefore might come to different con-
clusions. Fershtman (1996) analyses incumbency using prospect theory, and
explains firm decisions by the company’s reference points. The managers of
the incumbent company evaluate decisions from the point of view of being
within the industry, while, for the management of the entrant, the reference
point is that of being outside the industry. The difference in the reference
points leads to different market decisions.

Varying reference points and loss aversion are also relevant for changes in
management. Replacing one manager by another, even with the same
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qualifications, may have an important effect, as it introduces a manager with
a different reference point. For example, following a recent loss, 2 manager
might retain the reference point held prior to the loss, since any adjustment
?f reference points is not necessarily immediate. Replacing the manager may
mduce different managerial behaviour simply because the new manager
may refer to the new status quo as his reference point. Another interesting
point is the possible effect of sunk costs: a manager with a particular point of
reference might attempt to repair losses by remaining in the market, whereas
a newly appointed manager might take the status quo as 2 starting point, see
no hope for the future, and leave the market. A further effect of loss
ave%'sion is inaction inertia. Participants who fail to act on an initial oppor-
tunity are less likely to act on a second somewhat less desirable opportunity
cgmpared with participants who did not experience inaction (Tykocinsky,
Pittman, & Tuttle, 1995). Butler and Highhouse (2000) showed that
d;:isions to sell a corporation are less likely after failing to act on a previous
offer.

. Entrepreneurs and managers often make decisions under time pressure and
in the face of inadequate information about alternatives and consequences.
Economic theories of the firm assume rational decisions; Wakely (1997)
proposes a model using the theory of bounded rationality and shows that
managers, starting from their aspiration levels, aim at satisfying results and
not at optimal solutions. Kristensen and Girling (1997) prove that, in com-
mercial transactions, considerations of fairness, the prospect of further co-
operation, and the build-up of trust are of greater significance than the
rational model would imply. The variables of profit-orientation and fairness
are zlso relevant in the interaction between consumers and commercial com-

panies. A company that is solely profit oriented risks both image and cus-

tomer loyalty. Seligman and Schwartz (1997) studied the role of fairness in
economic situations by referring to Kahneman, Knetsch, and Thaler (1986).

Resppndents made fairness judgements with the aim of deriving descriptive
generalizations of people’s intuitions about the fairness of companies in
ec'onnmic transactions. Typical questions asked respondents to judge the
fairness of an imaginary commercial company’s action, as in the following

exarnl_ale: ‘A hardware store has been selling snow shovels for $15. The

morning after a large snowstorm, the store raises the price to $20. The

results confirmed the findings of Kahneman et al. (1986) on fairness judge-

%nents made for companies. However, they also demonstrated that people

Juc%ge parallel actions by individuals as fair, People apply different standards

to individuals and companies because of presumed differences between them

. in wealth, power, and size. When companies are portrayed as no more power-

full or wealthy than individuals, differences in fairness judgements were
eliminated. Further, respondents were less inclined to judge the behaviour
of a commercial company harshly when the company was identified with an
individual than when it was large and anonymous,
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Work Experiences and Income

Work experiences are mainly investigated by o.ccupatio.nal a:nd or.gamzanonal
psychology. Economic psychology concerns itself primarily w1th‘ pay as a
factor for motivation and productivity, and with the fact‘ors detel:rml{'ung pay.
Tang (1996) investigated the acceptance and j.u.st_iﬁcatmn of differing levels
of pay. When allocating money t0 different positions, men who value money
highly have a strong preference to rewarfi those who occupy tl_le h1ghf:st
positions and to offer very little to those in the lowest. ones, 'wrhale no sig-
nificant differences were found for women. For men with positive attitudes
taward money, those who have power and authority deserve to have more
than those who do not. .
m%t determines the level of income? Plug (2001) asked vtfhether schooling
pays off with regard to income. This seemingly simple question puzzles many
economists and no full answer appears to be known. Groot ?.nd van den Brink
(1999} investigated work stress from an economic perspective and the mone-
tary equivalent of stress. Evidence was found that men rfeport stress more
frequently than women and there is a sizeable compensation for work with
stress. Workers in jobs with stress earned 6-9% more than they wou'ld have
earned in jobs without stress. Physical attractiveness was also studied as a
determinant of income (see Bosman, Pfann, Biddle, & Hamermesh, 199?5
Kyle & Mahler, 1996). Schwer and Daneshvary (2090) report that, in
general, less attractive people earn less than better lookmg people.' P}ttrac—
tiveness was found to influence income attainment fo1: men, old‘er 1nd1v1d1%als,
and those employed in predominantly male occuganons and in occupa‘nons
that rely on person-to-person contact, and in which appearance may influ-
ence economic productivity. The starting salary of men was significantly
influenced by their attractiveness, hut not so for women. However, both
attractive women and men ecarned more over time. Schwer a.I.ld Daneshvary
(2000) found that persons employed in occupations in whlch‘appea.rax}ce
could influence job performance frequented other types of hair-grooming
establishment and attached more importance to their appearance.

From a managerial perspective, paying a fair wage is‘ important because
workers evaluate their compensation by comparing it with th?.t o'f others of
similar standing. Motivation to work, satisfaction, and orgamzat_:onal comt-
mitment depend on fairness perceptions. From.a purely economic perspec-
tive, wages should be as low as workers can just accept. Fehr, Kirchler,
Weichbold, and Gichter (1998) and Kirchler, Fehr, and‘ Evans.(1996) con-
trasted the implications of standard economic theory with social exchange
predictions. According to standard economic theory, workers and employers
are rational, egoistic individuals who strive to maximize profit. In markets, as
well as in bilateral interactions, employers should offer the lowest wages that
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workers will accept and workers should provide the effort level that
maximizes their utility (i.e., the minimum permitted). According to social
exchange principles, wage negotiations between employers and workers are
not only determined by egoistic profit maximization but also by social norms,
such as reciprocity. Employers are assumed to trust reciprocation norms and
offer higher than reservation wages, expecting workers to provide higher
effort in response. Consequently, workers’ effort choices are expected to be
positively correlated to employers” wage offers. Reciprocation norms were
found to be important and, on average, co-gperation was considerably higher
than predicted by economic theory. However, there were significant differ-
ences between participants: some workers reciprocated higher offers over a
series of bilateral trading periods and in market situations, whereas others did
not. Besides social norms, altruism, reciprocity, and competition motives
were important. Falk, Gichter and Kovics (1999) investigated opportunities
for social exchange in games with incomplete contracts and found similar
evidence for the importance of fairness and reciprocity.

Workers work hard for money and harder for more money. Goldsmith,
Veum, and Darity (2000} studied the efficiency wage hypothesis, which states
that firms are able to improve worker productivity by means of a wage
premium (i.e., paying a wage above that offered by other firms for compar-
able labour). A link between wage premiums and productivity might arise for
a number of distinct reasons: a wage premium may enhance productivity by
improving nutrition, boosting morale, and encouraging greater commitment
to company goals; it may reduce leaving rates and the disruption caused by
turnover, attract higher quality workers, and inspire workers to greater
effort. Goldsmith et al. (2000) used locus of control as an index of effort
and found support for the efficiency wage hypothesis.

To a large extent, people judge their personal welfare by comparing it with
others within their local environment. Workers’ tendency to evaluate their
compensation by comparison with other, similar workers has been a topic of
much empirical and theoretical interest. Not only money and effort, but also
non-monetary compensation such as work status is compared. Schaubroeck
{1996} argues that an understanding of organizational attachment may be
facilitated by examining the local hierarchies in which workers trade off
income for status. Within this perspective, individuals seek alternative em-
ployment when the income—status balance is not to their liking. Frank (1985)
argued that the utility of a given pay level is a function of its rank within the
organization (i.e., ‘pay status’) and the absolute level of the pay. Higher pay
confers status refative to others in the organization because it signals the

importance of individuals to the organization as well as their ability to

acquire positional goods. Individuals will therefore choose their employing
firm based on their relative preference for status,
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Unemployment

Psychologists have offered ‘theories to explain how experiences of joblessness
may lead to a decline in mental health in general and various aspects of
emotional heaith and self-esteem in particular. Goldsmith, Veum, and
Darity (1996) claim, however, that omitted variables, unobserved heteroge-
neity, and data selection have prohibited the emergence of a consensus on the
impact of unemployment on self-esteem. They investigated data from the US
National Longitudinal Survey of Youth that provide detailed information on
the personal characteristics of individuals in the sample, including self-
esteem as well as their labour force experience. Goldsmith et al. {1996)
found clear evidence that joblessness damages self-worth. Unemployment
significantly harms self-esteem, and the effect of such exposure persists.

Unemployment is a critical life event leading to lack of self-confidence,
helplessness, hopelessness, inefficiency, fatalism, fear of the future, and de-
pressed mood in both Western industrialized countries and developing coun-
tries. The unemployed, educated young men in India who took part in a
study conducted by Singh, Singh, and Rani {1996) on self-concepts of un-
employed had generally rated themselves relatively low, though moderate, on
variables concerning private and social self. In addition, most participants
indicated suffering a considerable amount of social conflict.

While the negative impact of unemployment on psychological health is
well known, less is known about how people cope with the problems asso-
ciated with unemployment, one of which is economic deprivation. Waters
and Moore (2001) examined the interrelationships between employment
status, economic deprivation, efforts to cope, and psychological heajth.
The results suggest that economic deprivation is experienced differentially
in respect of material necessities and meaningful leisure activities, with
unemployed respondents differing from employed on levels of deprivation
for meaningful leisure activities but not for material necessities.

A topic of interest in labour economics is the extent to which past un-
employment has an effect on current labour market status. Empirical results
on unemployment hysteresis are, however, contradictory. Darity and Gold-
smith (1993) utilized social psychological research on the effects of unem-
ployment to explain unemployment hysteresis. Unemployment gives rise to a
general sense of helplessness, and it is reasonable to conclude that this sense
of not being in control will also be positively correlated with the length and
frequency of spells of unemployment. Flmslie and Sedo (1996) developed an
economic model of unemployment hysteresis based on social psychological
findings, especially learned helplessness theory. They showed that perceived
labour discrimination leads to several adverse psychological conditions that
impair an individual’s human capital characteristics such as learning abilities
and motivation, resulting in turn in decreased future employability. In this
way, unermployment ultimately has high social economic costs.
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HOUSEHOLD FINANCIAL BEHAVIOUR

Pu?chase decisions as spontaneous, habitual, extensive individual decisions,
or joint decisions between partners and their children are a relevant research
field in marketing and consumer psychology with a long tradition (Kirchler et
al., 2001). In addition to partners’ spending behaviour, economic psychology
concerns itself with their savings decisions (e.g., Wirneryd, 1999), decisions
relffltmg‘ to credits and debts (e.g., Walker, 1996), loan and loan duration
fesnmatxons {Overton & MacFadyen, 1998), including loan credibility
]ufigements (Rodgers, 1999), money management in general, and open-
mindedness toward innovations in the money sector, like wall-banking
(Pepermans, Verleye, & van Cappellen, 1996).

Traditional microeconomic theory focuses primarily on the behaviour of

the individual, whereas microeconomic applications focus on the behaviour
of the household. The maintained approach is to assume that the household
acts as an individual and has a unique welfare function. Katona (1975)
?stablished the importance of social perception variables in mediating the
impact of economic conditions on financial decision-making. Lay perceptions
of the economy are important mediators between economic conditions and
econcmic behaviours. People respond to their perceptions of present and
future economic conditions rather than directly to objective features of the
economy, and these perceptions are also heterogeneous between individuals
when living in the same household. However, Plug and van Praag (1998)
four}d considerable similarity in the household members’ construction of
family equivalence scales of welfare, Where the age and educational
characteristics of partners in the household are identical, then, according to
Plug fmd van Praag (1998), a single welfare approach can be justified for the
description of household response behaviour. From a social psychological
and consumer psychological perspective (Kirchler et al., 2001), it is,
however, problematic at the very least to assume that husband and wife
and‘ their offspring have similar views of the dynamics of spending and
saving behaviour. Approximately one-third of responses of partners differ
when they are asked who influences what decisions, and how decisions are
reached. Viaud and Roland-Lévy (2000) apply social representation theory to
s@dy consumption in housecholds when facing credit and debt, and find
different intra- and inter-househoid constructions of money matters.
' The interest of economic psychologists in household savings behaviour has
increased in recent years. Warneryd (1999} has produced a comprehensive
survey of the literature on saving, and a special issue of the Fournal of
Eco:twmic Psychology, 1996, is dedicated to household savings behaviour.
While, in economics, saving is mainly analysed within the framework of
the life cycle hypothesis, Wirneryd (1999) emphasizes the importance of
psychological phenomena, such as attitudes, expectations, and subjective
concepts of savings in general.
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Analysing savings discourses, Lunt (1996) found that people base their
understanding of economic change on broader conceptions of psychological,
social, and political change. People are aware of the increased opportunities
made available through the deregulation of the financial markets and the shift
in institutional forms of banks. They are also aware that this can lead to
chances and dangers for the consumer. Changes led to a new climate for
consumption marked by increased individual responsibility for insurance
(as an investment rather than for risk reduction: Connor, 1996), as
opposed to institutional methods, along with increased umncertainty over
both the methods of insurance and the present and future risks that the
individual and family face.

Households are extremely risk-averse, but still the degree of risk aversion
varies considerably between households. Pilsson (1996) examined household
risk-taking in Sweden. Based on a standard model of intertemporal choice,
relative risk aversion can be expressed in terms of the proportion of total
wealth invested in high-risk assets and the price of risk. Since households
tend to construct different portfolios, consideration was taken not only of
differences in the proportion invested in high-risk assets, but also of differ-
ences in the composition of the high-risk assets. Palsson (1996) showed that
aggregate, relative risk aversion coefficients are generally high and increase
with the age of household members. Donkers and van Soest {1999} analysed
three subjective measures of household preferences that can influence the
household’s financial decisions: time preference, risk aversion, and interest
in financial matters. The relations between these variables, family income
and family characteristics, and financial behaviour related to housing and
ownership of high-risk financial assets were assessed. Risk aversion was nega-
tively correlated with decisions to invest in high-risk financial assets. Also,
risk aversion increased with age, and women were more risk-averse than men.
Households with higher incomes and men were found to be more interested
in financial matters, and consequently more likely to own high-risk assets.

What forms of saving do households choose and what strategies do they
use? Groenland, Kuylen, and Bloem (1996} found savings related to banking
options (e.g., savings accounts), old age (e.g., pension schemes), durables and
own property (e.g., buying a house}. Three characteristics of saving seem to
be relevant for savings decisions: saving may be contractual or non-contrac-
tual, interest on savings may be fixed or non-fixed, and saving may be aimed
at increasing one’s personal wealth or at maintaining the value of one’s capital
over time. Wahlund and Gunnarsson (1996) studied phenomena of mental
discounting across households and found specific savings strategies. In two
additional studies, the authors identified residual savers, contractual savers,
security savers, risk hedgers, prudent investors, and divergent strategies.
Residual saving strategies were found to be the most frequent, followed by
contractual saving, security saving, and risk hedging. The observed variation
in preferred savings strategies depended on time preference measures, degree
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of financial planning and control, interest in financial matters, attitudes
toward financial risk-taking, propensity to save, and financial wealth (Gun-
narsson & Wahlund, 1995, 1997).

The motives for saving differ across cultures (Jain & Joy, 1997) and
households, and seem to vary depending on personality characteristics
{Brandstétter & Giith, 2000). It can be assumed with regard to influence in
joint decisions about savings and money matters that the more a partner is
interested and expert on an issue, the higher this partner’s influence in joint
decisions (Kirchler et al., 2001). Meier, Kirchler, and Hubert (1999) report
that in savings decisions and decisions about investments in assets, the expert
partner is more influential, and men are generally more influential in partner-
ships with traditional role orientation. '

MONEY AND THE EURO

An exact definition of money is hard to give, and Snelders, Hussein, Lea, and
Webley (1992) term money a ‘polymorphous’ concept. Rumiati and Lotto
(1996) asked experts, such as bank clerks, and non-experts to judge the
typicality of a list of money exemplars. Three factors emerged: ready
money (e.g., coins and banknotes), bank money {e.g., cheques, bank drafts,
credit cards, bank cards) and money substitutes (e.g., vouchers, telephone
cards), with the first factor prototypical for money. From an economic
psychological perspective, in recent vears the use of credit cards (Hayhoe,
Leach, & Turner, 1999), acceptance of wall-banking (Pepermans et al.,
1996), and attitudes toward money {Lim & Teo, 1997) were in the focus of
research. :

. Another issue is the subjective value of money and the subjective percep-
tion of prices. With regard to price perception, Kemp and Willetts (1996)
found that people who estimated present, past, and future prices of wool,
butter, stamps, and general living costs, have no correct memories of prices.
More recent prices are frequently underestimated, while overestimations are
likely to occur when subjects are asked to estimate prices more than a decade
ago. Brandstitter and Brandstitter (1996), asking what money is worth,
report that the utility of money is a function of income (low income, high.
utility) and personality charactetistics, such as extroversion and emotional
stability. When subjects were asked to categorize levels of annual income as
poor, nearly poor, etc. to prosperous, income and family size were important
determinants. Using the method of just noticeable pay increments, Hinrichs
(1969) asked employees what amount of pay increase they would rate on a
five-point scale ranging from ‘barely noticeable’ to ‘extremelir large’. The
marginal utility of the same additional amount of money should be higher
for low-income individuals than for rich people. According to Weber's
law, a just noticeable difference, measured in physical units, is a constant
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proportion of the magnitude of the standard stimulus, expressed in the same
physical units. This was roughly true in Hinrichs’ survey. However,
Champlin and Kopelman (1991) and Rambo and Pinto (1989) failed to
replicate these findings. Brandstitter and Brandstitter’s (1996) study tested
the validity of Steven’s power function and the influence of monthly net
income, attitudes toward money, and personality traits on the subjective
value of money. People had to imagine winning or losing certain amounts
of money and to indicate their resulting emotions, such as joy and anger. It
was found that the subjective value of money is not a simple power function
of the amount of money, nor is the monthly net income the only determinant
of emotional responses to imagined gains and losses of money.

The euro, replacing the national currencies in 12 European Union coun-
tries, has received considerable attention in the years leading up to the transi-
tion. Discussion in the economic literature has focused primarily on the
macroeconomic consequences at the European level, such as the effect on
inflation rates, economic growth, and levels of employment. Considerably
less attention was paid to the anticipated social, cultural, and personal con-
sequences of the single currency. The regular Eurobarometer studies con-
ducted by the European Union have included questions about attitudes
toward the euro. However, these opinion surveys do not provide sufficient
information about people’s underlying hopes, fears, expectations, and values.

Pepermans, Burgoyne, and Miiller-Peters (1998) report on a large-scale
project conducted in 1997. In all countries of the European Union, data
were collected on involvement and knowledge concerning the euro: satisfac-
tion and values, national identity, national pride and European identity,
control and expectations, fairness and equity. Pepermans and Verleye
(1998) clustered ail countries on dimensions such as national economic
pride and satisfaction, seif-confidence, open-mindedness, and progressive
non-nationalistic attitudes. The majority of socio-psychological variables
measured in that project had a significant impact on attitudes to the euro.
Particular importance attached to knowledge and involvement, life satisfac-
tion and values, national identity and pride, economic expectations, and
fairness considerations. Van Everdingen and van Raaij (1998) found
macro- and microeconomic expectations affecting attitudes toward the
euro, Miiller-Peters (1998) concentrates on national identity and its impact
on attitudes to the euro. National identity was seen either as a dimension of
pure categorization, resulting in patriotism, or as a dimension of discrimina-
tion, resulting in nationalism. This distinction of European and national
patriotism, on the one hand, and the nationalistic stance, on the other, had
particular explanatory force. The former fostered a positive attitude toward
the euro, while the latter had a negative impact. Similar results were found by
Kokkinaki (1998) and Luna-Arocas, Guzman, Quintanilla, and Farhangmehr
(2001). In the UK, which was not introducing the euro at that time, Routh
‘and Burgoyne (1998) found two kinds of attachment to national identity,
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cultural and instrumental attachment, each having both direct and indirect
influence upon anti-euro sentiment. It was found that only cultural attach-
ment had a direct, amplifying effect upon anti-euro sentiment. Meier and
Kirchler (1998) studied the emotional and cognitive roots of attitudes toward
the_ euro, While people opposing the new currency were found to argue
mainly on an emotional basis against the euro, people supporting the replace-
ment of national currencies argued in terms of economic, political, and
private advantages. Indifferent or neutral sttitudes were mainly held by
people who claimed not to be properly informed about the procedure of
replacement of national currencies and the consequences of the euro.

TAXES AND TAX EVASION

Tax behaviour as a direct link between individual and state has received
special attention in economic psychology. In general, taxation is rejected
by the population at large, although the state is expected to make public
goods available. The reasons for the rejection of taxes include the view that
there is. little transparency on spending and that politicians introduce taxes
for their own ends. Indeed, Ashworth and Heyndels (2000} report that
politicians care about electoral, ideclogical, and self-esteem motives when
defining the level of tax burden in their jurisdiction.

The complexity of tax legislation and lack of transparency in the use of
funds is decistve for the rejection of taxation. Complexity has been cited as
the most serious problem currently faced by taxpayers (Oveson, 2000), and
people with less knowledge about tax law perceive the tax system less fair
than knowledgeable people (Eriksen & Fallan, 1996). One significant cause of
complexity is the desire on the part of policymakers to determine more
accurately and equitably taxpayers’ relative abilities to pay. Complexity
may also result from attempts to prevent abuse and exploitation of the law,
and it could be argued that tax complexity and equity should be positively
related. Conversely, even complexity intended to determine taxpayers’
abilities to pay more accurately and allocate the tax burden will impose
additional compliance costs and administrative costs on taxpayers. In some
cases these additional costs, the distribution of these costs, and the resulting
inefficiencies may actually increase the welfare cost and inequity of the
system. Complexity may also result in taxpayer frustration and increased
perceptions of inequity independent of any net effect it may have on actual
after-tax income distributions (Cuccia & Carnes, 2001). Carnes and Cuccia
(1996) report that the negative relation between complexity and equity
ratings of specific tax items weakened as the perceived justification for the
complexity increased. Most research investigating the relation berween tax
equity perceptions and compliance is based, either explicitly or implicitly, on
equity theory (Adams, 1965). Equity theory posits that people normatively
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expect a comparable rate of inputs and outcommes across all parties to an
exchange (e.g., exchange equity between the taxpayer and the government
and equity across taxpayers), and will be motivated to alter the distribution if
a comparable rate is not perceived to exist. Carnes and Cuccia (1996) found
that providing explicit justification mitigates the deleterious effect of tax
complexity on tax equity judgements.

People try to avoid taxes mainly because they are guided by self-interest.
At the core of most economic analyses of tax evasion is the assumption that
people avoid tax payments when it is worthwhile to do so. If the perceived
benefits of evasion outweigh the perceived costs, then, if it is possible,
individuals will evade taxes, Economic standard theory thus suggests that
policy variables such as penalty rate, detection probability, and tax rate
are important variables. Psychological approaches stress the importance of
values, attitudes, norms and morals, and fiscal consciousness. While eco-
nomic theory suggests that people are outcome-maximizing or optimizing,
psychology emphasizes the process that is involved rather than just outcomes
(Cullis & Lewis, 1997). Would people be predominantly outcome-oriented,
then virtually everybody should evade taxes given the actual punishment
rates and the probability of detection (Smith & Kinsey, 1987).

Hessing and Elffers (1985) and Weigel, Hessing, and Elffers {1987) treat
tax evasion as defective behaviour within a social dilemma. In social dilem-
mas, people are faced with a conflict between the pursuit of their own indi-
vidual outcome and the pursuit of collective outcome. Non-compliance
implies individual gain at some cost to others, while compliance may imply
gain to others at some cost 10 oneself. Thus, the tax system presents people
with a choice between co-operative behaviour and defective behaviour. This
model has been explored in a number of studies and so far has stood up
reasonably well, Elffers, Weigel, and Hessing (1987) found, for example,
that measures of personal constraint such as fear of punishment, social con-
trols, relevant tax attitudes, etc. did correlate with self-reported evasion but
pot with officially documented evasion. Conversely, there was a correlation of
personal instigation measures such as dissatisfaction with the tax authorities,
alienation, competitiveness, etc. with officially documented evasion but not

self-reported evasion. Webley, Cole, and Eidjar (2001) tested the model of
taxpaying behaviour, asking non-evaders, people who agreed that they might
evade tax but did not report ever having done s0, and self-reported evaders,
about exchange relationship with the government, and other variables. The
most important predictor of self-reported tax evasion was perceived oppot-
tunity to evade. The next most important was the pefceived prevalence of
evasion among friends and colleagues. Other determinants of tax compliance
were attitudes to tax authorities, egoism, the perceived exchange relationship
with government, attitudes to tax evasion, penalty if caught, and horizontal

equity.
Empirical results on self-reported tax morality and tax evasion also indi-
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catF that tax compliance is influenced by gender. Spicer and Hero (1985)
point out that men are less compliant than women, whereas the findings of
other researchers suggest the opposite to be true (Friedland, Maital, &
.Ru'.:enberg, 1978). There is also some evidence indicating that ;ax mora:lity
is likewise affected by attitudes toward the tax system; perceived justice of
the tax system, and knowledge of the legal principles underlying tax law
(Groenland & van Veldhoven, 1983; Kirchler, 1997; Vogel, 1974; Weble
Robben, Elffers, & Hessing, 1991). ' ’ ’ 7

Elffers and Hessing (1997}, with reference to prospect theory (Kahneman
§z T'versky, 1979}, advance the proposition that deliberate overwithholding of
income taxes will further the tendency to comply. Moreover, it is demen-
stratcd.. that offering the taxpayer a choice between full itemized deduction or
a cogmderable, overall standard deduction will enhance compliance és well as
Fonsxderably reduce the efforts needed by the tax authorities to prevent
income tax evasion. Schmidt (2001) provides empirical support for such a
proposition. Taxpayers in a balance-due prepayment position were more
hkel.y to agree with aggressive advice than taxpayers in a refund positioﬁ
Deliberate overwithholding of income taxes enhances tax compliance (sez;
also Schepanski & Shearer, 1995).

Kirchle'r and Maciejovsky (2001) also applied prospect theory to explain
tax b§hav19ur. It was hypothesized that tax morality is dependent on gain and
loss situations and on the reference point used. Kahneman and Tversky’s
(1679) approach implicitly suggests that tax-related decisions are based on
the expected asset position, whereas Schepanski and Shearer (1995) hold that
the current asset position best describes the reference point. Kirchler and
Mz}cwl]ovsky (2001) assumed that individual habits affect which reference
point is u.s?d {i.e., whether a person uses expected asset position or current
asset position as a reference point in making tax-related decisions). Seif-
er.nployed people, who have the option of choosing the cash receip:ts and
Fhsbursements method, were assumed to employ the current asset position
in tax-reporting decisions. Therefore, it was predicted that unexpected
payments should lead to low tax morality, whereas unexpected refunds
should lead to high tax merality. Conversely, business entrepreneurs, who
are obliged to use the more restrictive accrual method, think long ten; and
strategically. Thus, the reference point they should employ in makin
tax-related decisions is their expected asset position. It was predicted anfi
confirmed that expected payments lead to low tax morality, whereas expected
reﬁlr.lds lead to high tax morality for this group of respondents.

' With regard to tax compliance, tax practitioners play an important role
since most taxpayers rely on their advice. Tan (1999) reports that they assis;
the government to enforce tax law when it is unambiguous, but assist tax-
payers to e};ploit tax law when it is ambiguous. Tax practitioners, however.
assert that it is the taxpayers who insist on aggressive tax repo;ting TaI;
(1999) found that taxpayers, mainly small business owners, agree wit‘h the
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advice, conservative or aggressive, given by their practitioner. It appears that
the practitioners’ advice is.generally accepted as correct by their clients who
are unfamiliar with tax law. Therefore, the literature suggesting taxpayers to
be the instigators of aggressive reporting is not strongly supported. Rather,
the majority appear to be cautious taxpayers, primarily interested in filing a
correct tax return and avoiding serjous tax penalties. In addition, the absence
of a significant effect of probability of audit and severity of penalties on
taxpayer’s decisions indicates that tax decisions are not always based on the
economic approach of ‘utlity maximization’. With regard to agreement with
aggressive advice, Schmidt (2001) found that agreement increases if given by
certified public accountants than by non-certified public accountants.

GOVERNMENT AND POLICY

“Econormics is the study of how people and society end up choosing, with or
without the use of money, to employ scarce productive resources -
(Samuelson, 1976, p. 3). A central concern of economics is how scarce
goods are allocated by the interaction of supply and demand in 2 market
system. Kemp (1996, 1998a, 1998b) and Kemp and Bolle (1999) studied
preferences for distributing goods by the market or government. If a
sudden scarcity of a product develops, for unforeseen reasons and through
no fault of the supplier or potential customers, should the product be dis-
tributed via the market or a system of regulation? Kemp (1996) presented
respondents with scenarios where the shortage was brought about acciden-
tally and only half as much of the commodity as was needed or desired was
available. The shortages were of French champagne, heating fuel, sports
fields, or a drug needed for treating a possibly fatal disease. The market
system was not always regarded as the best way t0 distribute scarce goods.
People’s preferences for distribution by market or regulation were substan-
tially affected by the nature of the scarcity. In particular, these preferences
were strongly influenced by whether or not people’s health was at stake, by
the number of people affected by the scarcity, by the expected duration of the
scarcity, by whether someone can profit substantially from the scarcity, and
by whether the suppliet or producer is a monopoly.

One relevant question relates to the availability of public goods, their
value, and their use for selfish purposes. Yaniv (1997) investigated welfare
fraud and welfare stigma and found that stigma constitutes a stronger deter-
rent to participation than the expected punishment for dishonest claiming.
“This result is in line with sociologists’ and psychologists’ contention that the
threat of informal sanctions could have larger effects than legal sanctions.
Many public goods have no explicit market price. When the value of public
goods as well as environmental goods is estimated, frequently a hypothetical
or contingent market is created and willingness to pay for them is assessed.
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Contingent valuation requires that individuals are asked their willingness to
pay or willingness to accept compensation for goods. This method is widely
used but not without shortcomings (e.g., Chilton and Hutchinson, 2000;
Knetsch, 1994; Morrison, 2000; Posavac, 1998; Ryan & San Miguel 2000:
Svedsiter, 2000). ’ ’
. Govements can introduce changes in tax and interest rates, and by such
interventions control economic behaviour to a certain extent. Usually, reac-
tions to such interventions are slow. East and Hogg (2000) put forward the
proposition that the government should use advertising to enhance con-
sumers’ responsiveness to the marketplace. They argue that if consumers
are prompted to be more alert to price and quality differences in the products
and services on offer and if they are encouraged to express their complaints to
s'mpphers and to search for alternative products, then competition in the
industry will increase. Such increase in competition will ultimately increase
the': rate of economic growth and lead to positive outcomes, such as lower
prices and improved quality.

Finally, the question arises as to how far the state, the market and the
economy in general contribute to the satisfaction of needs and the improve-
ment of life satisfaction. Economic growth is, after all, the motive force
driving (_thimal use of resources for the sarisfaction of needs and the con-
sequent increase in satisfaction. However, Easterlin (2001) draws a picture in
which the delusion of economic growth leads us to a treadmill in which all
our efforts bring us no further than our starting point,
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Chapter 3

SLEEPINESS IN THE WORKPLACE:
CAUSES, CONSEQUENCES, AND
COUNTERMEASURES

Autumn D. Krauss, Peter Y. Chen, and Sarah DeArmond
Colorado State University

and Bill Moorcroft
Sileep and Dreams Laboratory, Luther College

Feeling sleepy during the workday as a result of lacking sufficient sleep has
become an epidemic problem in the working population according to annual
polls conducted by the National Sleep Foundation (NSF) from 1998 to 2002.
The most recent poll (NSF, 2002) showed that 39% of respondents reported
getting less than seven hours of sleep on weeknights, which is one hour less
than recommended by sleep experts. The poll’s findings further suggested a
negative relationtship between sleep hours and daytime sleepiness, with 37%
of respondents reporting daytime sleepiness and 6% the use of medications
to stay awake.

It is our contention that sleepiness in the workplace has been a neglected
occupational health topic in Industrial and Organizational (I1/O) Psychology.
The potential consequences pertaining to sleepiness in the workplace have
profound practical, health, and legal implications for organizations. Accord-
ing to the 2002 poll, described above, over 90% of respondents believed that
their work performance and safety were influenced by their sleep debt. In
addition, over 60% of respondents believed that, as a result of sleep debt,
they had difficulty reading business documents, taking on additional tasks,
making thought-out decisions, or recalling things they had just heard. The
series of surveys also revealed that the greater the number of houts worked,
the less sleep obtained, the more negative emotions {e.g., anger, anxiety)
experienced.
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