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Question 1: Myopic Loss Aversion 
 
(1.a) Define `Myopic Loss Aversion’ and explain how myopic loss aversion can be one of the 
reasons for the so called equity premium puzzle. 
 
Points to be included in the answer: can be found on pages 73-75 in the paper  
 
Bernatzi and Thaler (1995), Myopic Loss Aversion and the Equity Premium Puzzle, Quarterly 
Journal of Economics, 110(1), 73-92  
 
It is important to explain loss aversion, mental accounting and dynamic aggregation rules and how 
these concepts combined lead to myopic loss aversion.  
 
(1.b) Both, ‘Gneezy, Kapteyn & Potters (2003), Evaluation Periods and Asset Prices in a Market 
Experiment, Journal of Finance, 58(2), 821-837 ‘ 
 
as well as  
 
‘Haigh & List (2005), Do Professional Traders Exhibit Myopic Loss Aversion? An Experimental 
Analysis, The Journal of Finance, 60(1), 523-534’  
 
provide experimental evidence regarding myopic loss aversion. Please explain their experimental 
set-up and results. 
 
Points to be included in the answer: see slides of lecture 6 (pages 28-39) and the two 
abovementioned mandatory readings 
 
   
Question 2: Heuristics and Biases 
 
(2.a) Define and explain the representativeness heuristics. Clearly describe a concrete example 
which shows how the representativeness heuristic can influence financial decisions 
 
Points to be included in the answer: see slides of lecture 9 (pages 1-6) and the associated 
mandatory reading “Beyond Greed and Fear: Understanding Behavioral Finance and the 
Psychology of Investing (Chapter 5, ”Trying to Predict the Market”)”  
 
For the descriptions of some examples of how representativeness can influence financial decision 
making see for example slides of lecture 10 (pages 20 – 28) 
     
(2.b) Use our discussion about the paper by  
 
‘Rabin (2002), Inferences by Believers in the Law of Small Numbers, Quarterly Journal of 
Economics, 117(3), 775-816’   
 



to explain what the law of small numbers is and how it relates to the gamblers’ and hot-hand 
fallacy. 
 
Points to be included in the answer: see slides of lecture 9 (pages 14-15 as well as 18-24) 
 
 
Question 3: Conservatism and Momentum 
 
(3.a) Please explain how conservatism can lead to the momentum effect. 
 
Points to be included in the answer: see slides of lecture 12 (pages 2 - 11) and the associated 
mandatory reading  
 

- Nicholas Barberis, Andrei Shleifer & Robert Vishny (1998), A model of investor sentiment, 
Journal of Financial Economics, 49, 307-343  

- Beyond Greed and Fear: Understanding Behavioral Finance and the Psychology of Investing 
(Chapter 8, “Biased Reactions to Earnings Announcements”)  

- Behavioral Finance: Understanding the Social, Cognitive, and Economic Debates (Chapter 
16, “Short Term Momentum”)  

 
(3.b) In ‘Barberis, Shleifer and Vishny (1998), A model of investor sentiment, Journal of Financial 
Economics, 49, 307-343’ not only evidence for momentum but also evidence for longer term 
overshooting is cited. Against this background, a model of investor sentiment is presented. Please 
explain this model and the resulting consequence for asset prices. 
 
Points to be included in the answer: see slides of lecture 12 (pages 26 - 37) and the associated 
mandatory reading  
 
Nicholas Barberis, Andrei Shleifer & Robert Vishny (1998), A model of investor sentiment, Journal 
of Financial Economics, 49, 307-343 
 


