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ABSTRACT 

Speaking of Behavioural Finance, we are referring to an interdisciplinary field of study 

linking several distinct areas, such as: Social, Psychological, Artistic and 

Anthropological studies to Business and Economic ones. In the light of this, 

Behavioural Finance is a powerful instrument enabling us to find answers to common 

doubts related to investments and finance by placing the human factors as centre of 

attention in the analysis. Precisely, this approach intends to identify the relationship 

among social as well as psychological determinants and investment decisions, to 

define how the former variables directly impact the latter ones. One of the main pillars 

of Behavioural Finance lies in its underlying concept that investors as well as market 

participants are not always rational individuals but conversely, they can be affected by 

cognitive biases and their self-control can be subjected to limits. In light of the above, 

this new school of thought contradicts the more radical assumptions concerning 

decision-making which has been pursued by multiple Neoclassical scholars in 

precedence that are rooted in the idealistic conception of the individual, portrayed as 

Homo Oeconomicus. This thesis presents the key principles recognised as main 

cornerstones of Behavioural Finance and analyzes through them, the guiding forces 

which materially affect individuals when struggling with financial or economic 

decisions.  

In conclusion, by exploring thoroughly the literature we will be able to understand 

how the several forms of support can be meaningful with respect to the themes of 

biases and investor’s decisions.  
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INTRODUCTION 

The science of microeconomics proposed us a model of individuals’ behaviour which 

is entirely mastered by reason. In fact, in accordance with it individuals constantly 

make their choices with the purpose of maximizing their profits.  This conception is 

applied to both the financial and economic playing fields which portray respectively 

investors and producers, but it is also confirmed by our daily routine decisions. 

Remarkably, before concluding a purchase customers inspect their choices with the 

purpose to maximize their preferences. This argument finds its culmination in the 

neoclassical economic school of thoughts.  

Its major proponents argued that individuals make decisions according to their 

rationality and with the ultimate scope to achieve the greatest possible utility. 

Moreover, they also claimed that economic agents always operate in a perfect 

environment, whereby all the information is always available and entirely reflected in 

prices.   

It was not until late '70s that we witnessed a great novelty: the rise of the new field, 

today known as Behavioural Finance. This area owes its onset to the efforts of various 

psychologists who found an economical application to the studies developed on 

cognitivism and individual’s decision-making. Crucially, behavioural finance sheds 

light on the concept of people’s irrationality, giving significant space to the emotional 

sphere which characterizes all human beings. Arguably, we particularly stressed these 

points on the ground that the irrational dimension of people may be detrimental for 

human beings’ decision-making process, above all when they are faced with serious 

decisions such as:  the management of economic resources and the allocation of them, 

as well as the effective assessment of strategic planning. In light of the above, it is 

evident that according to behavioural finance, cognitive errors and emotional biases 

can have a detrimental impact on financial decisions, on the ground that these may 

conduct to suboptimal choices. 
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By taking a cue from what mentioned above, this pioneering study brings together the 

several areas of economics, psychology and sociology incorporated in itself, in order 

to review the accomplishments of traditional finance as well as to make them as 

pertinent as possible to our reality.  

The treatment of this thesis is organized as follows:  the first chapter presents and 

discusses the fundamental principles pertaining to the field of Behavioural Finance, by 

giving substantial space to the concepts of heuristics and cognitive biases. Within this 

section we will focus our attention on its cardinal points such as: the difference 

between” expected utility theory” and the "prospect theory” (developed by Kahneman 

and Tversky). Ultimately, we will also shed light on the concept of efficient market 

hypothesis, characterizing this revolutionary field of study. Following our discussion, 

in the second section of the thesis we will explore the vast theme of financial systems, 

branching into multiple arguments defining it. We will concentrate on its main 

components which are: financial markets, financial intermediaries and finally the 

financial instruments.  Successively, we will face an additional relevant concept which 

is always associated to the previous mentioned, the one of financial consultancy. 

Considerably, it is fundamental to pay attention even to the practice of financial 

advisors on the ground that these professionals play a crucial role in the financial 

environment, determining a huge difference for investors’ wealth management and 

for the decisions related to capital investments. By taking a cue from what just 

outlined, in this section we will concentrate on the main roles exerted by this 

professional figure and in parallel, we will also give space to the regulatory 

component, by highlighting the two core European body of legislations related to this 

which are, the MiFID I and MiFID II. We stress these arguments given that both 

Directives had a massive impact on business dealings, both from a financial and 

economic standpoint, in fact it strengthened the importance of transparency in 

carrying out business transactions, which is a crucial parameter to follow also in 

investing activities.  
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In the light of this, it emerges how the European legal framework decisively altered 

the way individuals conduct commercial operations, by materially improving them. 

In fact, it certainly brought many upgrades on the trading floor both in terms of 

budget, resources as well as compliance. Undeniably, all these factors positively 

contributed to the establishment of a stable relationship among the advisor and his or 

her clientele. Interestingly, by discussing this section we will clarify which are the 

existing types of financial advisors, including in our discussion, the latest and more 

technological forms of consultants e.g., the robo advisors which can be seen as the 

further development of this field. At this point, our focus will be to shed light on the 

differences between the more traditional consultants and the most recent version of 

them i.e., the robo advisors, by underlying their respective advantages and 

disadvantages. Within this last part, we will address our attention newly to the 

argument of cognitive biases but this time applying it to the context of financial 

advisory, envisaged previously. In this section, we highlight how traditional 

consultants are meaningfully affected by cognitive biases, being individuals. Indeed, 

from the above observations we can detect how traditional consultants can be affected 

by cognitive biases, owed to their human nature. On the contrary the robo advisors 

will not be subjected to them, on the ground that they are automated tools and not 

human beings. Given the above, it can be deducted that what represents a strength for 

one type of consultancy, may result a weakness for the other one. In conclusion during 

the discussion of this last chapter, our intent will be to specify the advantages and/or 

disadvantages of each category of advisors too by also taking into account the 

cognitive biases’ impact, in order to bring light to the structure of the financial 

consultancy and to be able to learn in depth how it works.  
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CHAPTER 1: “A REVOLUTION IN FINANCIAL AND INVESTMENT 

HORIZONS: THE CONCEPT OF BEHAVIOURAL FINANCE”  

1.1:  A BRIEF HISTORICAL OUTLINE: ORIGINS AND FOUNDATIONS  

The authenticity of Behavioural Finance lies in its feature of linking within itself many 

different areas to whom it owes its beginnings. The history of this novel field of study 

dates back several years ago although it became very popular through academic and 

scientific publications only in 1990s. One could notice that this vast matter of study 

was already present in books and texts written stemming from 1800s and early 1900s.   

A prime example of what has been outlined previously, is encountered in the book 

“Psychology of the stock market” (1912) by the author George Charles Selden grounded 

on the argument of how emotional and psychological factors directly impact investors 

and traders in financial markets. The core point of the book indeed is clearly delineated 

in the author’s original preface when stating: "This book is based upon the belief that the 

movements of prices on the exchanges are dependent to a very large degree on the mental 

attitude of the investing and trading public.” (Selden, G. C. 1912, Preface). Although this 

masterpiece has been published several years ago, it is a timeless workpiece on the 

grounds that it is founded on Psychology and on the premise that human beings’ 

mindset as well as mental aptitudes remained just like in previous times.  As it is also 

apparent, this masterpiece is as a truly powerful and eye-opening instrument to shine 

a light on the contemporary economic reality. The concept concerned is amply 

illustrated by the author within his workpiece, describing meticulously to what length 

both emotions and psychology can be determinant for human decision-making 

processes. Through a careful and in-depth analysis, it can therefore be established that 

the salient and distinctive characteristics of trading and investments’ world in the first 

decade of 20th century, still appear to be substantially relevant also in this present era, 

purposely one can notice that books such as this one at the hands of the author, seem 

to be destined to endure the test of time, resulting a true and valid landmark to 
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intimately understand and keep the pace with financial markets. What differentiates 

the marketplaces pertaining to first half of the twentieth century (in the age when this 

masterpiece was written down), to those belonging to today’s era lies on the 

peculiarities governing the present time e.g., the advanced digital devices and 

improvements in technology, but the focal point of the analysis always remains the 

same: the human component, having regard to the distinctive and special features of 

investors. In his book, Selden observes that human beings’ impulses imply 

“speculative disasters” and precisely in relation to this, He questions himself on how 

and to what extent different people’s cognitive aptitudes affect significantly pricing 

decisions.  By formulating the expression reported above, the author wished to 

underline a focal point in the presented study, i.e. that human impulses trick people 

to make rushed decisions with respect to investment or profitable choices which might 

turn out to be wrong and unpleasant at a later time being implemented without a prior 

careful evaluation. Accordingly, the concept of Speculation in this masterpiece is 

investigated under a psychological key, dwelling on two important aspects related to 

it, namely: the effects of individuals’ mental aptitude on prices establishment overtime 

and the influence exerted by psychological factors on the very market’s characteristics. 

Besides, another important remark we can shed light on is the author’s desire to have 

an in-depth understanding of how humans’ cognitive aptitudes might influence their 

respective likelihood of success. Contextually to this, it can be easily inferred the 

author’s interest to fully comprehend the extent to which traders are able to overcome 

the potential obstacles they might encounter along the way. These impediments 

derived by inner human sensations and emotions such as fear, bashfulness or 

obstinacy which poured them out. Through Selden’s masterpiece, “The Psychology of 

the Stock Market”, we are figuratively transported in an elaborated and extensive 

analysis accompanied by stunning reflections concerning the metacognition theme 

applied to trading, for the note, it is essential trying to envisage the other investors’ 

thoughts and their relative moves, otherwise referred to as their plans of actions.  



7 
 

Additionally, it should be remarked that Behavioural Finance plays a core role also as 

a contribution for the prevention of mistakes in making investment decisions, for 

instance Hubert From let, a prestigious and affiliate professor at Linnaeus University 

who conducts research on international economics, affirmed in one of his famous 

pieces of research: “Behavioral finance has the potential to be a valuable supplement to 

classical and neoclassical financial theory, which currently dominates financial analysis. It 

considers psychological factors as important input to financial analysis and decisions and is 

gaining increasing momentum in academic research and practical application in the U.S. and 

Europe.” (Fromlet, H. (2001), 63). Pursuant to the author’s statement, we can assert that 

a vital component of this new area of study is encountered in the personal biases of 

individuals which are able to affect materially their decision-making process. 

Primarily, it is remarkable to assess that this novel field of study is characterized by 

the following fundamentals, which are respectively: Heuristics, Prospect Theory and 

ultimately, the Biases which directly impact individuals’ decision-making.  

1.2: THE HEURISTICS AND COGNITIVE BIASES 

In a first instance, it is essential to investigate profoundly the meaning and 

interpretation of the concept of Heuristics.  

Primarily, as outlined by Romanycia, M. H., & Pelletier, F. J. (1985), p. 47, the word 

Heuristics derives from Heuriskein (ancient Greek) and Heurisricus (Latin), which 

signify respectively discovering something, to find out. Accordingly, as explained by 

the authors, the Heuristics correspond to a science centred on behavioural problem 

solving. In fact, it emphasizes the reasonable and experimental approaches together 

with helpful, plausible and cognitive operations, in order to find solutions to eventual 

problems.   

To accomplish this, we can refer to what the two notable psychologists, Daniel 

Kahneman and Amos Nathan Tversky prominently affirmed: "people rely on a limited 

number of heuristic principles which reduce the complex tasks of assessing probabilities and 
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predicting values to simpler judgmental operations” (Tversky and Kahneman, 1974, p. 

1124). 

In the light of the above, we can think of them as both logical, methodical and mental 

processing whereby human beings attempt to facilitate the elaboration of the 

information, gathered through their own experiences and individual preferred 

choices.  

Furthermore, the concept illustrated above finds its validation in the vast scientific 

literature, according to Kahneman, D., Slovic, S. P., Slovic, P., & Tversky, (1982), 

individuals rely on a restricted number of heuristic principles. This study precisely, 

focuses on three of them e.g., Representativeness, Availability and Anchoring. The 

former one fundamentally lies on similarities and stereotypes and it is also known as 

“the representative bias”. According to this cognitive bias, people make judgements 

following similarities to a certain object or issue without dwelling on statistical 

parameters commonly used when making evaluations. By casting a shadow on 

probabilities and other important benchmarks of calculation, individuals underpin 

their decision-making process on stereotypes and analogies with concepts or issues 

that they are already aware of. Heuristics can be thought as "mental shortcuts" which 

people enact in an unconscious way, wherefore it is very tough and complicated to 

avoid them. Notably, individuals usually realize their adoption retroactively, therefore 

right after having applied them. The most efficient way in order to understand 

properly this theme is to make reference to a quick example, as follows:  

In this horizon, let’s consider a helpful example shedding light on the concepts faced 

in so far. In the Proceedings of the 23rd annual conference of the Cognitive Science 

Society (Vol. 6), it is brought into light the rational basis of representativeness, which 

can be clarified by depicting the situation of a coin flip, characterized by the probability 

of occurrence of two different events, which are respectively: Head or Tails. Let’s 

suppose that the individual under consideration tosses a coin 10 times in a row and 

the question to be answered is to determine which one among the two following 
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sequences is the most likely to occur:  H H H T T T   or   H T T H T H. What is to be 

remarked in such example, is that even considering a small set of events, the two 

different distributions of outcomes are equally likely. Therefore, it can be asserted that 

Representativeness as well as the other types of heuristics can induce people to commit 

errors in their judgements such as in the case of bettors who may incur in too rush 

decisions based on their expectations.  Eventually, by going back to our stated example 

we can infer that the individual under the effect of the representativeness bias, would 

be likely to choose the alternative that appears more random to him or her, therefore 

perceived by the individual as more plausible to happen, which is not a solid 

foundation from the probabilistic point of view. 

In fact, individuals may establish the probability of occurrence for a certain event 

according to the number of times that phenomenon already verified in the past. In 

such a case, in which the individual is asked to choose among the two reported 

sequences of coin flips, they might choose the second option which starts by Head and 

Tail, merely because they might perceive it as more likely and aleatory event.  

Consequently, as anticipated in the above lines, if someone had to guess the outcome 

of a coin toss, they might choose heads-tails over heads-heads because the first choice 

appears more random than the second. When given a choice between using 

representativeness heuristics or base rate heuristics, people will typically choose 

representativeness heuristics.  

Besides, another notable bias to outline is the Availability, this cognitive preconception 

entails that whenever the person will have to choose among two alternatives, he or she 

will be incentivized to choose the quicker and easier one, both in terms of time and 

disposal. However, one should keep in mind that although the suited method appears 

to be truly beneficial, it comes with a range of disadvantages too. For instance, making 

decisions based on time or information’s readiness is not a sufficient parameter in 

order to prevent misleading choices and errors in making them.  In this horizon, 

according to Pompian, M. M. (2011), p.94, the Availability bias can be intended as line 
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of maximum as well as a psychological foreshortening, permitting to individuals to 

estimate the likelihood of a given outturn. The author also outlined how the 

individuals who manifest this cognitive bias typically perceive the readily collectible 

prospects as the more probabilistic ones, instead of those prospectives resulting much 

harder to visualize or comprehend. 

Subsequently, the author pointed out that this cognitive bias can be furtherly 

distinguished into four subdivisions, which hold the greatest applicability to investors 

meaning: recoverability, categorization, narrow range of experience, and finally, 

resonance. 

Primarily, as argued by Pompian, M. M. (2011), p.95 the first one listed refers to the 

most readily recovered ideas which also appear to be the most believable, in spite of 

the fact that this is also not always the case. In connection with this, it should be 

remarked that whenever an information is not easily retrievable in people’s memory 

the individuals will have to raise some scenarios, so they might incur in potential 

errors throughout this procedure on the grounds that the memory is strictly influenced 

by it. On this regard in practical terms, the author identified a prominent example 

showing us how in a financial world, this type of cognitive bias might take place. 

Arguably, let’s consider the example depicting some investors who are posed the 

question to select in their opinion, the better hedge fund company. On this regard, the 

“interviewed investors” will be likely to elect that fund company which is heavily 

committed, in order to maintain a strong and great reputation.   

Secondly, the other relevant bias faced by the author is the categorization, on this note 

the author stated that humans who are affected by this particular misconception, 

attempt to condense and/or concentrate the whole information that can be matched to 

a frame of reference. Initially, the incipient feature of their brains is to determine how 

to produce a range of searching words, which are tailored precisely to suit the task 

they need to be accomplished. Subsequently, the individuals will optimally surf the 

classifying structures of their brains in order to finally retrieve in an efficient manner, 
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the information they actually are looking for.  Concretely, for the sake of an example 

the author emphasized this concept by illustrating the situation in which a French 

person strives to concomitantly draw up a top US winery list with a corresponding list 

of French vineyards.  

In the light of the example shown above, as a consequence of the cognitive bias 

illustrated it appears evident that, for the list of U.S. vineyards it will be harder to be 

generated. Correspondingly, the interviewed French person, may foresee that high 

quality U.S. vines are existing with a substantially diminished likelihood than the well-

known vineyards in the French territory, even if that is not signally the case. 

By proceeding with the exploration of this argument, the third type of category 

highlighted by the author is, as aforementioned the Narrow range of experience. 

Accordingly, this specific type of bias may occur when an individual has a framework 

in his or her mind that is too restricted in order to make an accurate formulation of an 

objective estimate. Oftentimes, in such circumstances a distortion from the breadth of 

one's experiences might ensue. In this scenario, the author offered an interesting 

example portraying a hugely talented college player of basketball, who is recruited by 

a national team. As a consequence, the subject will endure several important football 

seasons and since this person encounters on a daily basis many successful basketball 

players, the person is very likely to overestimate the respective proportion of the 

corporation's triumph, stemming from highly- concentrated and technology intensive 

industries. Thereby, the triumphant player, who started playing at college, will 

evaluate the outlook of college professional footballers too positively, which exhibits 

a restricted array of misconceptions on the availability of experience. 

In the last analysis, we illustrate the Resonance. Arguably, according to Pompian, M. 

M. 2011, this misconception pertaining to the availability bias refers to the degree to 

which, some given situations “resonate” thus reverberate with own personal 

situations and thus can affect one's judgments and opinions. To explain this, the author 

proposed a prominent example, whereby a person prioritizes the investments he or 
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she regards as personal. In fact, a parsimonious shopper will purchase at a time of 

discount, by cropping the vouchers and seeking to find the opportunities in this 

respect. The individual can exhibit a personal tendency towards making valuable 

investments but he or she might not pay much attention to the prudence of matching 

the value assets with the activities which are more growth-focused endeavours. This 

is owed to his or her unwillingness to advance the money and acquire high-quality 

growing stocks. Once again as in this case, finance finds a counterpoint in cognitive 

psychology indeed the reason for the behaviour above depicted, finds its roots in our 

minds. Precisely, it is owed to the fact that  the notion of value is promptly forthcoming 

in the individual’s investor mind, while the concept of growth is much less prevalent. 

As a result of this, the person's portfolio might underperform because of the resonant 

availability bias.  

After having deepened these concepts from a behavioural finance perspective, now 

we also aim to give some essential insights on them by contextualizing this type of bias 

and its sub-categories with respect to investments.   

First and foremost, as pointed out by the Pompian, M. M. 2011, owed to the effects 

entailed by this bias in the specific case an investor is subjected to this availability bias’s 

effects, will show the following aptitudes: In a first instance, whenever the investor is 

under the retrievability case, he or she will choose the investments of interest on the 

basis of the educational  information at disposal. This information can be gathered by 

means of advertising, from the advice of consultants or even from any suggestion 

coming from closer friends, etc. Thereby, the concerned investor will not engage in a 

thorough investigation to ascertain that the investment is worthwhile and carried out 

with necessary diligence, on the ground that he or she will directly assume the 

information which has been gathered in the aforementioned manners.  

Successively, the investors who are under the availability bias specifically of the 

categorization type, will choose the investments based on listings of types of 

categories, which are restored in their mind- recollections. Accordingly, the other 
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categorizations which are not recalled easily, will be neglected. In a practical sense, 

this specific case would entail that the investors coming from a certain country might 

disregard to invest in other potential remunerative countries, just because these last 

do not promptly stand out as recollections in their minds.  

Thirdly, we will face from the investor perspective also an additional sub-type of 

availability bias: the narrow range of experience. In this particular case, investors will 

choose those investments that suit their own tight array of background experiences, 

i.e., the area in which they are employed, the geography in which they live but also, 

last but not least, the people they associate with. Therefore, thinking about an 

employee working in the technological industry, he or she will for sure predilect the 

investments in high-tech for the mere fact that the interested investor will find them 

particularly profitable.  

Ultimately, in the case of resonance, the investors will predilect those investments that 

resound with their own individual selves or showing attributes which investor feel 

they can relate to their own behaviour. Simultaneously, for the same reason, the 

individuals will reject and disregard any possibly valuable investment which, to their 

sight is not connected with their personality traits.  

Arguably, as denoted by Ehrlinger, J., Readinger, W. O., & Kim, B. (2016) p.5, it must 

be highlighted that individuals can recall more easily the vivid events, on the ground 

that they are strictly connected to the emotions of people.  

The underlined type of events will be therefore available in the cognitive sphere and 

result to be also under a deeper media coverage with respect to others, which are based 

much more on statistics and unemotional matters. In view of the above, it can be 

asserted that this heuristics might lead individuals to make decisions too promptly, 

indeed the underlying cognitive bias induces one to think that relying on the 

information within arm's reach can be an appropriate way to make decisions whereas, 

it clearly is not.  
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Furtherly, we must refer also to an additional cognitive bias, namely: Anchoring. More 

particularly, this last one is founded on the premise that people make estimates and 

calculations taking into consideration the value they are given since the beginning, 

without contemplating other possible benchmarks which might not be wholly inexact 

but analogously may result more adequate for that particular purpose. It follows that 

people fell somehow “anchored” to that original value, rejecting the other reasonable 

options. Hence, as the author illustrated in his work, this one corresponds to the 

phenomenon recognized as: Anchoring effect involving as a consequence misleading 

decision-making rather than electing them objectively, in an unbiased manner.  

One more point in favour of this explanation is that individuals who are subject to the 

Anchoring effect, usually begin with a first value when making estimates and adjust 

it to a final one, for which the adjustment does not result sufficient. Against this 

background, the person might actually “be anchored” to that value, although it might 

not be the exact one.  

As outlined by Pompian, M. M. 2011, this psychological heuristic affects how 

individuals perceive probabilities. For instance, the investors who rely extensively on 

this interested cognitive bias, are often influenced in their decisions by some “points 

of purchase” which are wantonly established by the individual in accordance to 

specific price levels and indicators.  On the practical level, the author shed light on this 

concept by providing the following useful example: we assume that a smart investor 

holds some shares in the company, let’s just call it for the sake of the example “X”. 

Successively, some time ago this fairly clever investor finds out additional relevant 

information on the company he/she owns shares. Now, this person will have to 

appraise the information gathered in order to determine whether he or she is going to 

raise, lower, or merely retain his interests in company “X”. Remarkably, the investor 

has a background knowledge and formation in economics and therefore, conducts 

further explorations on this matter. In the light of the individual’s research, it emerges 



15 
 

that the company’s current procedures are fallible, indeed the stocks of the company 

decreased in value with respect to the beginning.  

Nonetheless, the smart investor is unable to comprehend the entire profundity of the 

problem but anyway recognizes that holding those interests might entail some degree 

of risk. In conclusion, it can be inferred a clear distinction among the behaviours of a 

rational investor and of an irrational one, in facing this situation. the former would 

review carefully the financial position of the company therefore conducting an 

impartial examination of its foundations to decide objectively whether to acquire, 

retain or ultimately to trade the stock in the market.  On the other side, irrational 

investor would behave differently, in fact they would conduct an exploration which is 

rationally grounded, but they would also allow misconceptions to overshadow their 

assessment. For instance, in such a case the smart investor might unreasonably choose 

to disregard the investigation’s outcomes and thus "anchoring" him or herself to the 

initial amount of the company’s shares, which equals to the value of the company’s 

stocks before they diminished their own value. As a consequence of this, the individual 

might decline the option of selling the company’s stocks.  

Further in detail, in line with Kahneman and Tversky, the Anchoring effect may 

involve some consequences such as the alteration for the probability determination of 

a future event along with the disruption in the development of responses separately 

from the external factors. Concluding, the Anchoring heuristics is a mode of the mind 

carrying out a decision-making without having to implement necessarily logical 

effectiveness, furthermore, the instances and judgements derived from cognitive 

biases are erroneous on the grounds that they rest on emotions and for these reasons 

they result conditioned.  

Besides, a further relevant bias to mention is Cognitive Dissonance. As outlined by 

Ricciardi, V., & Simon, H. K. (2000), when faced with such a cognitive misconception 

people experience interior tensions as well as distress, on the ground that they are 

susceptible to contradictory convictions. Consequently, humans will strive to diminish 
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their inner struggle (hence also trying to reduce dissonance), through two different 

paths: In a first instance, they might decide to change their former beliefs, emotions 

and/or opinions or, alternatively a second valid option could be seeking to provide 

reasons or rationales for the preferred choice made.  Intuitively, this theory can be 

extended to both the investors as well as security traders in the market, trying to 

streamline conflicting patterns of behaviour so that they appear to follow a more 

natural flow, regarding both values and/or personal outlooks.  

To accomplish this, in the words of the authors Cognitive dissonance is: “the tendency 

for people to search for regularity among their cognitions (i.e., beliefs, viewpoints). 

When there is a discrepancy between feelings or behaviours (dissonance) something 

must transform to eliminate the dissonance”. (Ricciardi, V., & Simon, H. K. (2000), p.8) 

Arguably, the two scholars highlighted how this theory applies to the financial 

environment and to financial decisions, in fact they made specific reference to the stock 

market by shedding light in the following concrete situation: Let’s suppose an investor 

has always adopted the same financial criteria when evaluating companies and he/she 

is characterized for making investments of a specific nature. In case the investor has 

always relied upon profitability indicators (such as for example, P/E ratios) but 

suddenly because of external reasons, is forced to change his or her personal 

investment style. This entails also, that the investor cannot anymore use the same 

financial measures he or she was apt to implement previously.  In view of the above, 

it appears evident how all the described situation depicts a case of cognitive 

dissonance, in fact it consists of changing the investment styles or beliefs as a manner 

to support financial decisions. Consequently, the investor can find a rational 

explanation to this change in the nature of the investment, by means of two cardinal 

fashions: The former sees the investor rationalizing that he or she is now in a new 

economical context, whereby the preceding rules applied in the past, no longer are 

valid. Alternatively, the investor might purchase the stocks on the basis of their trend, 

therefore purchasing them when their value is actually rising.   
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On a greater detail, we should also add that the founding father of the cognitive 

dissonance theory is Leon Festinger, a prominent and famous American social 

psychologist, who in 1953 developed this relevant theoretical framework. Noticeably, 

cognitive dissonance emphasizes how humans always tend to be consistent with 

themselves in the way they think and act. If for some reason a person encounters a 

situation that generates inconsistency (or dissonance), he or she will enact some 

rationalizations which are helpful to reduce that discordance and the resulting feeling 

of psychological discomfort. Specifically, this model consists in a phenomenon 

entailing that when cognitions (beliefs, knowledge, opinions about oneself, others, or 

the world) are at odds with each other and/or with a behaviour, a state of psychological 

discomfort emerges, which subsequently will involve the elaboration of a variety of 

processes, in order to reduce unease manifested. In accordance with that, one can 

easily notice how this theory stems from a common-sense observation e.g., individuals 

are characterized by the tendency to adopt consistency with themselves, both 

concerning their thoughts as in the way they act.  Arguably, Leon Festinger affirmed 

that when two elements are dissonant among them, whenever we consider only the 

two of them, the reverse of one element would stem from the other one (Festinger 1957, 

p.13). 

Furthermore, it is also worth noting that the term dissonance refers to an incongruent 

relationship which can be established among two cognitions, namely those features an 

individual knows about himself, his behaviour and his surroundings. In compliance 

with Festinger, two cognitive elements may turn out to be dissonant for multiple 

reasons, which can be: a contrast with prior experience, with cultural norms or more 

simply, derived from inner logic of the individual. However, one must be extremely 

careful when speaking about the underlying theme, as there is a substantial difference 

among the concepts of discordance and dissonance although in principle, they seem 

quite interchangeable. For instance, it is fundamental to bear in mind that a dissonance 

occurs only after a decision is made, otherwise it is not activated.  The magnitude of 
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dissonance occurs in in accordance with both the degree of attraction for the rejected 

alternative and the importance attributed to the specific decision. In conclusion, as 

aforementioned it must be clarified that the dissonance can be addressed by means of 

two main solutions: first and foremost, it can be sorted out by the subject by changing 

his or her interior cognitive background or differently, by significantly altering the 

actual behaviours of the individual. 

1.3: THE CONCEPT OF EXPECTED UTILITY THEORY (EUT)  

Behavioural Finance endeavours to explain us how oftentimes investors may be prone 

to reject uncertain opportunities (i.e., those whose final outcome is unknown which 

may turn out to be profitable or on the contrary a loss), instead of risking and accepting 

the feeling of disillusionment or distress which may derive from a potential loss.  

In connection with this, it should also be highlighted the concept of Utility which 

underpins several themes faced. For instance, the term Utility indicates the preferred 

alternatives that people are incentivized to choose under conditions of uncertainty, as 

it reflects both the pleasure and the welfare perceived by the subject along with the 

fulfilment of his or her needs. Indeed, to support this the individual will choose the 

option carrying the greatest utility based on its personal resources.  

On a greater detail, Dequech, D. (2000), 26(1) provided a thorough description of two 

essential concepts e.g., Risk and Uncertainty. Arguably, the research scientist aimed to 

distinguish the two themes among them, by explaining that the former is related to 

any of those circumstances in which probabilities are known and therefore result 

objective for everyone. On the contrary, the latter one reflects all those events whereby 

individuals are not aware of the likelihoods of each single event, hence classified as 

Uncertain or Ambiguous.  

In order to understand this matter in greater detail, we can think of the first as an 

example of a roulette game, which is in fact recognized as one situation of Risk, while 

the other one 
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can be related to an example of Horse races, whereby individuals have different beliefs 

concerning the winning of a horse and therefore assign different probabilities, thus 

corresponding to a subjective case. In correspondence to what has been outlined so far, 

we can explore another relating theme e.g., the Risk Aversion. Markowitz (1952) solidly 

inspected this, by shedding light on an important consideration, namely the following 

one:  an investor is regarded to be a risk-averse market agent exclusively when such a 

person perceives a greater utility from the actual value of a bet obtained with certainty 

than from the bet itself. As argued by Markowitz, H. M. (1952), p. 77, whenever he or 

she has to make a portfolio decision, the investor is willing to maximize the capitalized 

value of future returns, but what it necessary to demonstrate through scientific and 

empirical evidence, is that this rule should be rejected on the grounds that the future 

cannot be predicted in advance and all the above capitalized values correspond to 

estimates, lacking of any certainty.  Crucially, in economics and finance the notion of 

Risk Aversion is used to refer to any of those circumstances in which an investor 

prioritizes the alternatives with a lower degree of uncertainty rather than opting for 

those bearing a much higher degree of uncertainty and therefore, risk. In order to 

inspect the object concerned, we can rely on another cornerstone of this revolutionary 

and emergent field of study, namely: The Expected Utility Theory.  

The inventor of this theory is Daniel Bernoulli, a renowned Swiss mathematician and 

physician who introduced it with the purpose to solve the St. Petersburg Paradox.  This 

latter is regarded as a crucial enigma as well as important acquaintance in the context 

of decision theories and moreover, it finds its reason for being in gambling and it 

proposes to explain an important clue: in decision theory all bets are permissible 

regardless of their value, even if the outcome may show us that it is not a rational 

decision. 

Fundamentally, the St. Petersburg Paradox implies that it would be a rational choice to 

play whichever finite fare for the single chance to play the concerned game, even if the 

reward of it would be a low and moderate amount.  It is self-evident that it is regarded 
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as a paradox, on the ground that it looks unreasonable and illogical arguing that a 

rational subject should pay very onerous amount of money such as millions (and so 

forth…) to play the same identical game repeatedly.  In the light of the above 

affirmations, it emerges that this type of behaviour definitely runs counter to the 

definition of maximization of utility. However, although a pure contradiction is not 

formulated per se, the St. Petersburg Paradox can be thought likewise as it appears to 

imply that playing the game (and thereby paying for it each time), could be considered 

a decision made under a rational behavioural, while it clearly corresponds to state 

something paradoxical.  Successively over the course of history, Von Neumann and 

Morgerstern (1944) contributed to the formulation of the theoretical model as well, 

intending to underline from a normative perspective how individuals rank multiple 

alternatives presented to them, on the grounds of the potential welfare derivable from 

them.  

In conclusion, it must also be added that this theory rests on the assumption that 

people are predictable human beings endowed with a rational nature, thus this model 

is extensively concentrated on the preferences of individuals. In this horizon, when the 

individual is faced within a context of certainty, he/she is able to know the 

consequences of a given action while, on the contrary in case of uncertain events one 

action may lead to multiple consequences, which are not always foreseeable. In view 

of the above, it must be claimed that the concerned theory has a normative nature and 

consequently, the theme investigated is faced through the rules of conduct as well as 

the Individual's Utility function, hence both rationally and logically.  

1.4: THE EXPECTED UTILITY THEORY AND ITS APPLICATIONS  

As it has been stressed previously, in order to understand further in depth, the concept 

of risk aversion and market agents’ aptitude towards risk, it is necessary to investigate 

thoroughly the concept of expected utility function. The starting point is a useful 

research paper written by Davis, J. B., Hands, D. W., & Mäki, U. (1998) p. 171, indeed 
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according to the two authors the decision maker will decide among risky or uncertain 

prospects only after having compared the underlying alternatives in terms of their 

expected utility values, which intuitively, can be obtained by adding the utility values 

of outcomes and multiplying them for their relative probabilities, i.e., by computing 

the respective weighted sums of them.  Going into the specifics, the theme under 

scrutiny can be thought as the set of preferences that maximizes the consumer utility, 

which clearly is identified in the expected utility function. This latter concept, can be 

intended also as that  function associating each 

possible choice to a corresponding measure of utility. Remarkably, the function 

follows the order of preference of the individuals concerned, therefore it will match 

each numerical value to the respective preference of the person. As anticipated at the 

beginning of this section, the ultimate goal for the individual is to maximize his or her 

expected utility.  

Consistently with what outlined so far, the outcome of the expected utility for a 

specific alternative, is given by the sum of the utilities of each single outcome weighted 

by their level of probability. To clarify this concept, it should also be noted that the 

function is marked by some essential properties, which are illustrated here below:  

• It is an Additively separable and Differentiable function, 

• The function is bounded between a lower and an upper limit,  

• It has an increasing relationship with income e.g., by increasing one variable the 

other one will increase too.  

Based on the definition outlined in the previous sections, the theme can be expanded 

by focusing on the cardinal components related to the underlying function, which are 

respectively: firstly, the Gambles or Lotteries (Ln), which vary depending on their 

respective Result or Consequences (C1,C2,…,Cn), which, finally, are defined by their 

own Probabilities  (p1, p2,…,pi, with ∑pi=1).  

As highlighted by the previous two points, the underlined theoretical framework finds 

its reason for being on a mathematical model, whereby each possible value associated 
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with a particular event is multiplied by the probability according to which that event 

may occur. Ultimately, the outcome obtained, commonly denoted as E[X] is called 

expected value. According to what has been pointed out so far, the Expected utility 

refers to the expected value of the utilities of different realizations, hence whenever an 

individual is faced with the task of evaluating several alternatives, he or she will 

choose on the basis of the expected utility each option might entail.  

Specifically, in the corresponding mathematical formula, which is written below are 

reported all the elements explained previously and for the note, its final outcome is the 

Expected Utility value: 

         EU(L) = U(c2)p1 + U(c2)p2 + … + U(cn)pn 

As highlighted by the previous two points, the underlined theoretical framework finds 

its reason for being on a mathematical model, whereby each possible value associated 

with a particular event is multiplied by the probability according to which that event 

may occur. Ultimately, the outcome obtained, commonly denoted as E[X] is known as 

the expected value. Accordingly, the Expected utility refers to the expected value of 

the utilities of different realizations, pursuant to this, when an individual is faced with 

the task of evaluating several alternatives, he or she will choose on the basis of the 

expected utility each option might entail.   

With respect to this, a quick and simple example will be shown here below:  

Lucy is deciding whether to buy or not a ticket offered by a city lottery, each ticket costs €1 and 

the odds and payoffs are the following ones:   

 EVENT 1 EVENT 2 EVENT 3 EVENT 4 

YIELDS € 0,00 € 5,00 €3,20 €6,30 

RESPECTIVE PROBABILITIES          0,25 0,20 0,10 0,40 

1Note 1. Table showing an illustrative example on the concept of the Expected Utility Theory and the 

application of the respective formula. 

 
1 Source: Personal Elaboration    
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𝐸𝑈(𝐿) = (0,25) ∗ (0) + (0,20) ∗ (€5,00) + (0,10) ∗ (€3,20) + (0,40) ∗ (€6,30) = € 3,84 

Following the above, it is possible to distinguish multiple attitudes of people towards 

risk and thereby also different individuals’ degrees of risk tolerance. 

 

2 Note 2. Graphical Representation of Risk Preferences in Expected Utility Theory. 

Considerably, the figure above represents the three categories we have described so 

far. By observing the picture, it can be promptly detected that in the first graph the 

utility function of the risk-adverse market agent is concave, while looking at the utility 

function of the risk-neutral investor, it can be seen that the expected utility from the 

certain alternative is equal to the expected utility of the bet. Furtherly, the third graph 

depicts the aptitude of the risk seeker when making investment decisions.  

In conclusion, by observing the graphical representations above illustrated, some 

important remarks can be inferred e.g., with respect to the case where the utility 

function is concave, hence when the individuals are said to be risk-adverse, they will 

prefer that alternative providing certain welfare. Conversely, when the utility function 

is linear as shown in the second graph reported, the subject will be totally indifferent 

in whether opting for a risky or certain alternative. Finally, in the ultimate case when 

the utility function is convex, the individuals are called risk- seekers hence they will 

choose the alternative with an uncertain outcome. Intuitively, as it is possible to detect 

by analyzing the graphs above the “curvier” is the utility function, the higher will be 

 
2Source finding: https://theaspiringeconomist.wordpress.com/tag/expected-utility-theory/ 
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the risk aversion. Regarding this last point, one further specification can be clarified, 

namely the concept of Risk premium, which is strictly related to the ones previously 

discussed. Indeed, the Risk premium is the excess of return over the rate of a risk-free 

asset required by a risk-averse investor to be incentivized to buy the risky security. 

Returning to the main focus of this section, this concept is directly related to the one of 

the individual’s utility function and for instance depends on it. As a matter of fact, in 

the case of a concave function, one can detect that the subject will be willing to pay 

more to return to a situation of certainty. As such, it can be ascertained that the higher 

the concavity of the function, the greater will be the premium the single individual 

will be ready to pay.  

Arguably, as Cartwright, E. (2018) inspected the utility functions of individuals play a 

crucial role when they interface with material decisions. Business operators 

continuously make serious decisions in their life without acknowledging in advance 

the outcomes of them. For instance, it is sufficient to consider every situation in which 

an economic agent invests in another enterprise’s shares, he or she cannot be aware of 

whether they will increase or decrease in value overtime, hence in such a case, the 

individual faces a situation of uncertainty. As outlined by the author, the expected 

utility is a useful benchmark and nevertheless it is also a reliable methodology for the 

assessment of how people make decisions when faced with uncertainty. Further 

considerations can be advanced on this theme, for example it is necessary to clarify the 

notion of risk Averse, which is that category of market agents who prove to be reluctant 

to choose the gamble but rather will opt for a sure choice, although they may 

eventually end up receiving a much lower payoff. During this exposure, it aroused 

another relevant classification e.g., the Neutral investors, who are those economic 

agents showing a complete indifference towards the potential alternatives available, 

hence it makes no difference for them, whether “going for the safest choice “or rather 

deciding to assume some degree of risk. Ultimately, the economic agent is said to be 

risk Seeking whenever he or she constantly prefers a given random quantity over 
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obtaining its expected value with certainty hence unquestionably accepting the risk 

with the aim to obtain a larger sum of money offered. In this scenario, we can note 

how the theoretical model taken under scrutiny is implemented in order to describe 

with great accuracy those situations in which individuals find themselves against hard 

and complex decision-making processes and in conditions of uncertainty, in which 

both the derived Consequences or Outcomes are unknown and not given to them. 

1.5: THE CONCEPT OF PROSPECT THEORY  

Pursuant to these empirical observations, Kahneman and Tversky shaped a 

descriptive theory whose aim is to detect and capture individuals’ overall conduct 

when they find themselves having to tackle with risk. Further in detail, the model at 

issue is intended to be functional with a set of principles related to the decision-making 

process, which might not always lead people to make entirely adequate or effective 

decisions. In order to truly understand this theoretical framework, we can relate a 

fundamental notion it is built on e.g., the aptitude of people to interpret results or 

economic values according to their own benchmark of reference or reference point.  From 

that of it derives that, whenever a person is facing with a value which is higher than 

the reference outcome thought, he or she will face a gain whereas in the opposite case, 

the individual will perceive the outcome as a loss. In conformity with what asserted 

previously, in some circumstances people make decisions based on parameters which 

should not affect significantly their ultimate choices, if for instance a person expects 40 

euros and at the end receives the half of it, he or she is still achieving a profit. Stated 

differently, one should not be influenced by the fact of obtaining a sum of money 

which is lower than individual expectations, hence in the reported example, another 

person who aspired to obtain 20 euros since the start, would perceive the final outcome 

as a gain and feel better off than the preceding subject, although they actually received 

the exact same amount of money. Consistently to what outlined so far, the value 

function presented here below, finds a thorough explanation for the case expressed 

previously. To underpin what already mentioned, it must be borne in mind an 
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essential assumption concerning Prospect Theory, precisely it presupposes that 

individuals make decisions according to their expected gains rather than losses.  

Prospect theory has been first described in 1979 by Daniel Kahneman and Amos 

Tversky and it is broadly regarded as noteworthy description of people’s assessment 

of risk during experimental setups.  

As pointed out by Ricciardi, V., & Simon, H. K. (2000) this conceptual framework finds 

its application in the financial context, indeed as argued by the authors it can be 

promptly explained through the following example: Let’s consider a situation in which 

an investor has to make a choice between two interesting opportunities: the former 

offering a sure gain of 5000 $ while the second one promises an higher gain (7000$), 

but bears a degree of risk hence it entails a 80% possibility of gain that amount of 

money but simultaneously, it involves also a 20% chance of receiving $ 0, hence 

nothing.  

In the light of this example proposed by the authors, the question that naturally arises 

is: which option should the investor be likely to choose in order to maximize his or her 

profits? Intuitively as the authors thoroughly explained in their research, investors 

tend to become risk adverse when faced with the likelihood of an expected financial 

profit. Consequently, the majority of investors would be more inclined to choose the 

first option, representing the safe gain or gamble. Clearly, this appears to be a 

motivated decision when the second alternative bears a high percentage of loss, in such 

a case the latter will undoubtedly turn out to be the less appealing choice for the 

investor.  

To accomplish this, the authors offered the following prominent definition for this 

theoretical framework, stating that it can be thought as: “how investors assess and 

calculate the chance of a profit or loss in comparison to the perceptible risk of the 

specific stock or mutual fund” (Ricciardi, V., & Simon, H. K.,2000 p. 8). 

In order to introduce the concept of “Loss aversion”, we should refer to the value 

function which is a graphical expression of this concept. On a greater detail, it must be 
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specified that, by this term we mean people’s sensitivity towards the concept of loss 

rather than gain. In support to this, by carefully observing the concerned graph, we 

can detect that in the region of losses the curve is steeper whereas in the quadrant of 

the gains the represented curve is far less sloping.  As a result, it derives that 

individuals seem more inclined to avoid the distress derived from a loss and 

consequently, they are also less prone to achieve any potential satisfaction, which 

might be associated with an uncertain reward.  Concluding, we can clearly infer that 

prospect theory consists of a model aimed at understanding individuals’ decision-

making and their behaviour and this can be firmly claimed on the ground that it 

applies to both the concepts of risk and reward. In the final analysis, it is also essential 

to remark that Prospect theory represents a matter of primary concern since it 

introduced the psychological component together with the principles of 

mathematical reasoning and the models applied to finance. Nonetheless, the Prospect 

Theory has shown evidence of the fact that individuals, as it regards their decision- 

making process, depart from the classical mainstream of thought hence not 

conforming to the axioms it is built upon. This perspective highlights how Kahneman 

and Tversky have given rise to a new strand of thought, namely this new and 

revolutionary model based on the descriptive dimension rather than the normative 

one.  Pursuant to this, the purpose is not anymore to investigate how economical 

rational individuals actually behave but on the contrary, the primary focus is 

understanding the real behaviour of individuals in order to assess which ones among 

the individuals’ actions and behaviours, the person will be more likely to accomplish. 

1.5.1: LOSS AVERSION AND ENDOWMENT EFFECT 

In this scenario, according to (Kahneman et al., 1991, p.193), the underlying theoretical 

framework ascribed for instance two guiding principles, which are respectively: Loss 

aversion and Endowment effect. The former one reflects, as highlighted previously, the 

individuals’ aptitude to avoid losses rather than assuming them, furtherly the latter 

can be considered as an expression of the former, since individuals have the propensity 
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for attributing a higher scale of evaluation to those goods owned by them, while on 

the contrary they assess with a lesser value anything which does not belong to them.  

On this note, Victor Ricciardi and Helen Simon affirmed that loss aversion can be 

thought as: “the idea that investors assign more significance to losses than they assign 

to gains. Loss aversion occurs when investors are less inclined to sell stocks at a loss 

than they are to sell stocks that have gained in value, even if expected returns are the 

identical.” (Ricciardi, V., & Simon, H. K. (2000) p. 8). 

In order to explain the second theme faced in this sub-paragraph i.e., the Endowment 

effect, we should refer to an useful experiment carried out by Kahneman and Tversky, 

who took as sample some students , through which the two psychologists sought to 

demonstrate how people might counter against the absolute axioms of economic 

rationality and classical theory, on the ground that they express and follow their own 

preferences, thereby giving evidence of the fact that irrationality can materially affect 

the decision-making of  individuals. Accordingly, Kahneman et al., 1990 demonstrated 

during the course of their experiment, the above considerations concerning the human 

irrational decision-making. 

In fact, when students were asked to charge a price for a cup given to them, hence at 

their disposal, they established a higher price while conversely, when it was asked to 

them to set it for a cup they did not yet own, they charged a lower price. This is a 

striking example of Endowment effect, implying that individuals are more inclined to 

retain an object they hold rather than acquiring an identical object when they do not 

already possess that specific item. Arguably, in the words of Marzilli Ericson, K. M., & 

Fuster this conceptual framework has been intended as: “The observation that people 

seem to attach additional value to things they own, simply because they belong to 

them”— (Marzilli Ericson, K. M., & Fuster, A. 2014, p. 3). Furthermore, the authors 

pointed out how the two arguments we are facing in this sub-paragraph e.g., the 

Endowment effect and the concept of Loss aversion are tightly linked between them. 

In fact, as argued by Marzilli Ericson, K. M., & Fuster A. 2014 a loss in utility (which is 
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related to renounce to a certain good “X”), is perceived by the individuals as greater 

than the respective gain of getting the concerned good.  

In plain terms, the above concepts entail an important consequence and reflection: the 

concept of Loss threatens much more individuals, than the corresponding concept of 

Gains.  

Among the several researchers and scholars who have explored this subject, emerges 

the name of Nika Kabiri, who is a decision-making scientist and Professor of decision 

science at the University of Washington, who applied the theoretical concepts we have 

been investigating so far through. Within her book: “Money off the Table: Decision 

Science and the Secret to Smarter Investing”, she analyzed thoroughly the theme of 

human decision-making contextualizing it in the investment environment. The author 

seeks to investigate and detect the extent to which investors feel confident whenever 

they struggle with serious and challenging decisions, such as the financial ones. 

Arguably, as the author has emphasized in the book, no matter how volatile markets 

can be, there is always the chance to succeed and to make the wiser investments. This 

is possible by following the teachings learnt by inter-disciplinary mindset and thanks 

to the great contribution which can be drawn from the several fields of knowledge 

concerned such as: sociology, behavioural economics and fundamental concepts of 

finance.  

1.5.2: THE VALUE FUNCTION 

Kahneman and Tversky (1979) presented a utility function, which proved to be 

substantially much more effective and performant due to the fact that it reflected also 

the emotional sphere. First and foremost, by observing the graph we can notice that 

the curve is characterized by a S-shape, being concave in the quadrant of gains and on 

the contrary having a convex shape in the losses one. In the light of the above, it is 

evident the asymmetry which is present among gains and losses, since as 
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aforementioned individuals are substantially more afflicted and feel much more 

distressed by losses.  

On a greater detail, the value function shall be considered a primary cornerstone of 

prospect theory. In fact, to understand it fully we must refer tightly to this conceptual 

theory, upon which the value function is raised.  First and foremost, as outlined by 

Pompian, M. M. (2011), the prospect theory is characterized by two fundamental 

logical processes: the former one is called “Editing” while, the second one is 

recognized as “Evaluation”. During the first phase the potential and various options 

available are ranked in line with the heuristics’ parameters, whereas in the course of 

the latter stage, a reference point used as a benchmark to assess gains and losses is laid 

down. Notably, in the words of the author: “a value function passing through this 

reference point and assigning a “value” to each positive or negative outcome, is S 

shaped and asymmetrical in order to reflect loss- aversion (i.e., the tendency to feel the 

impact of losses more than gains)”. (Pompian, M. M. (2011), p. 32).  

By taking a cue from what mentioned above, N Nar, K., Ratliff, L. J., & Sastry, S. (2017) 

highlighted that whenever people find themselves in front to a decision-making 

problem, the reference point of one person will be a benchmark to assess whether the 

potential results will be conceived as a gain or whether as a loss and besides, it also 

establishes the extent to which it can powerfully impact the specific decision to be 

made.  

This is a crucial point which allows us to comprehend the great distinction lying 

among the traditional model of finance and the behavioural one, which represents a 

true revolution.  

In fact, as aforementioned in the thesis, according to standard economists the final 

scope of individuals is undoubtedly to maximize their own utility function while, 

through the behavioural model and thus even through the prospect theory, it is 

illustrated how people differ from the assessed axioms rooted in rationality, given that 
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this conceptual framework aims to observe and explore the actual and real behaviour 

of human beings.  

As the authors highlighted in their research study, Prospect theory claims that 

whenever people are faced with a certain decisional issue, they will develop a 

reference point in their head, more thoroughly in their mind. Clearly, in the light of 

this contextualization we must realize that these concepts are deeply bound to a 

subjective nature hence wholly running counter to the absolute rationalism promoted 

by the traditional economists, during the course of history. We can affirm this, on the 

ground that the reference point is a result of a mental elaboration accomplished by the 

individual, thus a “subjective product”.  

In this horizon, the concerned person will generate his/her reference point on the basis 

of the following factors, which might correspond to his/her status quo or the single 

expectations the individual has collected towards the future.  

Once the interested person has been able to generate the reference point through the 

aforementioned parameters, they will consequently adopt it in ”a practical sense”. This 

means that the individual will carefully examine the results obtained and compare 

them to the reference point which has been built through his/her mental process. In 

the light of these evaluations, certain outcomes will be regarded as gains whereas other 

ones will result losses. On this regard, it must be clarified that the effect emerging from 

a loss or a gain is fairly different with respect to the person’s perception: the effect 

originated from losses will definitely have a higher impact on people and on their 

decisions, as compared to the impact individuals may perceive from the equal amount 

of gains, which is the phenomenon recognized as Loss-aversion, as pointed out earlier 

in this section.  

Concluding, it appears evident the extent to which Prospect theory provides a 

thorough and detailed explanation of individuals’ evaluation of both gains and losses.  
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3Note 3. Graphical representation of the Value function 

1.6: THE MAJOR DIFFERENCES AMONG BEHAVIOURAL FINANCE AND 

THE TRADITIONAL MODEL 

Behavioural and Traditional Finance are defined by entirely different characteristics, 

both from a financial and investing standpoint.  On this note, it is of particular interest 

to make reference to what Muhammad, N. M. N., & Maheran, N. (2009) outlined on 

this regard, indeed the researcher specified how they result diametrically opposed. 

Primarily, this can be asserted since Behavioural Finance is an area of study entirely 

focused on having an in-depth understanding of the reasons and motivations pushing 

people towards a certain behaviour, which in the financial environment corresponds 

to comprehend fully the investor’s behaviour such as related to whether buying or 

selling stock or not. The researcher in his literature, shed light on two essential 

cornerstones underpinning behavioural finance, namely: the Cognitive Psychology, 

referring to the way in which people conduct their reasoning process, on a specific 

matter. In fact, cognitivism is a discipline profoundly connected with the psychological 

domain given that its main focus is the process of thinking, which is driven by the 

acquisition of the information. This latter is built upon the following steps: processing, 

 
3 Source: https://www.marketing91.com/prospect-theory/ 
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storing and retrieval of the relative information. The second fundamental principle 

delineating behavioural finance is called: Limits to Arbitrage. This building-block is a 

core financial economics’ theory on the ground that further to the restrictions imposed 

on funds (that would normally be used by rational economic agents to eliminate price 

inefficiencies), as whether prices might remain in a state of no- balance for long periods 

of time.  

Arguably, traditional economists define the so-called homo oeconomicus as a fully 

rational subject whose aim is to maximize his or her welfare, which is fairly 

represented by the utility function. Intuitively, the homo oeconomicus will adopt any 

resource at his or her disposal and will take advantage of all them, in order to pursue 

this objective. Furthermore, the analysis of the previous points shows that the previous 

theoretical model is too simplified with respect to how reality is, both because of the 

difficulty in constantly gathering all the information, as well as because of uncertainty, 

which surrounds all the individuals and their decision-making processes. As a 

response to those issues, this new and unprecedented field of study emerged. In 

relation to the above concepts, it is relevant to make reference to what Statman stated 

on this concern: "Rational prices reflect only utilitarian characteristics, such as risk, not 

value-expressive characteristics, such as sentiment. Behavioral finance has shown, however, 

that value-expressive characteristics matter in both investor choices and asset prices” (1999; 

p.18).  

In light of the above, it is self-evident that this revolutionary model conflicts with the 

conception of full and absolute rationality which is present among the traditional and 

most well-known economic models.  

In this horizon, we should also focus our attention to another cornerstone, meaning 

the Bounded Rationality theory, whose founding father is Herbert Simon (1982), who is 

regarded as one of the major exponents in the field of cognitivism and psychology.  

As highlighted by Pompian, M. M. (2011), this core principle “relaxes” the deeply 

rationally-rooted assumptions of traditional economics (for instance covering also the 
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expected utility theory), with the attempt to factually depict the actual individual 

decision-making.  

Accordingly, to these essential observations, the bounded rationality principle 

envisages that the human decisions are rational but yet susceptible to knowledge 

boundaries and afterwards, they are also vulnerable to capabilities linked to human 

cognition. On this respect, H. Simon who is recognized as the father of this cardinal 

principle argues that individuals do not always have perfect information available, 

consequently they neither have a solid system according to which they make decisions.  

Arguably, in the words of Ricciardi, V. (2008), Simon’s contribution plainly outlined 

that the individual as a decision maker, did not constantly search for the most predilect 

and better possible choice available, on the ground that he or she is endowed with 

limited knowledge, together with reduced sources and personal tendencies or 

propensities. Essentially, the main scope of the investor according to the viewpoint of 

Simon’s conceptual theory is to fulfil the financial utility instead of maximizing it.  

In this horizon, some additional remarks can be pointed out with respect to the neat 

distinction among behavioural finance and standard finance. In fact, the author 

claimed that the rational pattern of behaviour is framed by the following crucial 

characteristics, which are: investors make always optimized decisions, the aims of 

investors are based on a financial nature (e.g., they wish to maximize their utility), 

people act according to their own interests and last but not least, the individuals are 

deemed to be unbiased. All the aforementioned features run counter to what 

behaviouralists affirm, in fact as stated by the author according to behavioural finance 

individuals are irrational or quasi-rational and by taking a cue from what we 

highlighted in the previous sections, we can firmly notice that they make decisions 

relying on the cardinal tenets of prospect theory. In addition, under the 

behaviouralists’ perspective also the human beings’ self- control is counteracted, given 

that emotions induce people to lose the total control of their decisions entailing that 

they might not be able to make optimal decisions for whom logic and control are 
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required. Moreover, because of this they might not be able to fully comprehend the 

situations they must face and within which, they must make decisions.  

 

4Note 4. Main differences and key concepts pertaining respectively to Traditional and Behavioural 

Finance 

 
4 Source: Personal Elaboration    

TRADITIONAL 

FINANCE 

• Rational Economic man:

HOMO OECONOMICUS, 

Market agents making unbiased 
and rational decisions

• AIM:  PRESCRIBING A 
NORM OR A STANDARD 

Illustration of  Behavioural 
concept, ideological 

conceptualization of  individuals' 
behaviour according to 

Neoclassical Economics' 
perspective

• Based on the: 

EFFICIENT MARKET 
HYPOTHESIS (EMH)

• Concave utility function:

Risk Adverse market agents 

BEHAVIOURAL 
FINANCE 

•Individuals' behaviour is 
IRRATIONAL, 

Decision making biased by feelings 
and emotions 

• AIM:  DESCRIPTION OF 
INDIVIDUALS' BEHAVIOURS 

Observation and analysis of  how 
individuals behave concretely, 

study of  how investors make their 
own decisions

• Challenging the Rationality 
concept: 

based on the 

BOUNDED RATIONALITY 
PRINCIPLE

•Behavioural Finance claiming 
that:

Individuals' Utility Functions may 
vary according to Wealth levels: 

• Convex when when agents face 
potential gains and will be Risk 

seekers, when dealing with 
possible losses it will change and 
be Concave due to Risk aversion
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1.6.1:  THE NOTION OF EFFICIENT MARKETS AND THE BEHAVIOURAL 

FINANCE    APPROACH  

Regarding this essential point a vast amount of scientific literature can be explored, as 

it is undoubtedly a fundamental topic to face when analyzing the differences among 

the two cardinal approaches of finance.  First and foremost, we must specify what is 

meant by the words: “Efficient markets”. Specifically, with this expression we refer to 

a marketplace whereby security prices fully reflect all the available information within 

it.  

Notably, the topic of Efficiency of Markets sinks its roots in the abstract conception of 

standard finance envisaging the individual as wholly capable of dominating both his 

or her emotions as well as other external factors.  From this derives another important 

insight to focus on, which is: the functioning of price development. Accordingly, the 

price of a stock depends on the firm's profit prospects which in turn depends on the 

macroeconomics’ changes which may be derived by conditions related to the industry. 

A variation in this kind of factors implies a change in the value of the firm, therefore 

in this horizon, the information plays a crucial role for instance, this assertion finds its 

demonstration on the fact that whenever the market obtains the required information, 

traders will make their own evaluations on the basis of it, which for instance can be 

reflected on making decisions concerning whether to buy or sell the stock, specifically 

this type of decisions may cause meaningful shifts in prices’ behaviour. After having 

assessed this primary concern, we now must address our attention to a concept strictly 

connected to this one in that it deeply characterizes efficient markets, e.g., the Efficient 

market hypothesis.  

As highlighted by Ricciardi, V. (2008), the Efficient market hypothesis has represented 

since the beginning, one of the primary theoretical frameworks and a backbone in the 

domain of standard finance. By taking a cue from what the author outlined in the 

literature, the efficient market hypothesis is founded on the conception that markets 

are efficient on the ground that investors operating in them elaborate the information 
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concurrently and afterwards, even because the stock prices completely mirror and 

enclose in themselves, all the available information present in the concerned market.  

Furtherly, the author in the literature distinguished three main forms of market 

efficiency, which are:  

• The weak form: according to this type of efficiency, the security price will reflect 

only the information obtained by the same security historical prices and 

volumes. 

• The semi -strong form: the security price reflects all the information that are 

available to the public even that which is less immediate to reach, therefore 

making the market efficient. 

• The strong form: in this type of efficient markets, all the information is wholly 

reflected into the financial assets’ prices, thereby this last form of market 

efficiency is based on rigid assumptions, entailing that all information (both 

public and confidential) is implicit in the current price of financial assets. 

In the light of the above, it emerges how the EMH outlines the idea of a perfect market, 

granting any benefit to investors, in anyway. This is owed also to the fact that the 

stocks are traded at fair value, consequently they do not allow market participants to 

"beat the market”. In fact, on a greater detail as stocks are constantly traded at their 

fair value, the investors will not be able to identify any undervalued stocks to buy, or 

overvalued stocks to sell, at highly inflated prices and this entails that the maximum 

profit achievable is beyond market agents’ control.  

In this horizon, the investor will have the possibility to control only those variables 

within his/her reach, therefore the only possible strategies for him or her would be 

seeking to achieve as much as possible the diversification in investments and a better 

replication of the performance on the market. Both strategies mentioned above are 

characterized by the purpose to minimize investment costs, which comprise both the 

monetary payments as well as the expenditure of time.  
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Nonetheless, this theoretical model has attracted tough criticism.  The group of 

economists who have advanced material observations towards the efficient market 

hypothesis are the ones known as behaviouralists, indeed they argue that market 

inefficiencies exist and they seek to trace a tie among the investor’s potential 

vulnerabilities (e.g., the cognitive biases and/or the possible errors), with the same 

market inefficiencies. As argued by Ricciardi, V. (2008), among the potential market 

inefficiencies that might arise in the market, stands out also the information overload. 

This last point is crucial as it supports the claim as aforementioned, that market 

inefficiencies exist and not only, but it also provides evidence of the fact that a link is 

found between the cognitive biases and heuristics and the problem of information 

overload. Notably, the author shed light on the fact that that human beings use psychic 

mechanisms in order to be able to process information obtained and to find solutions 

to eventual problems, which can be quickly synthetized in the definitions of cognitive 

and decisional processes. These last indeed, allow each individual to understand and 

realize fully the facts and circumstances occurring in their surroundings.  

Concluding, from behavioural finance teachings we should learn the importance that 

the irrational side of each one of us plays in our decisions, in every field thus including 

the financial -related matters. On a greater detail, speaking of the financial world it is 

interesting to realize how commonly the investors attribute to the emotional part a 

negative consideration, thinking of it as a potential harm, “distracting” them from their 

final targets. On this note, Statman, M. (2014), affirmed that most of the times 

individuals are convinced it is recommendable to set aside emotions, particularly 

when they are dealing with financial or investments decisions, but in reality, as we 

have noticed so far emotions and our cognitive part are two essential components and 

thereby, they are also indivisible from ourselves. Since it is so, the suggestion above 

mentioned is not implementable and furthermore, as explained by the author of the 

literature, emotions play another critical role that of acting as supplements of 

rationality. In fact, conversely to what is commonly believed, emotions “work 
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proactively” with reason instead of contrasting it. Suffice it to think to every time we 

perceive pressure for executing a relevant task on time and we pursue our objective 

thanks to them.  Moreover, emotions strengthen our learning from facts occurred and 

can bring several positive emotions, such as pride and hoping, which clearly are 

beneficial to attain the aimed outcomes for individuals. Therefore, it can be concluded 

that behavioural finance directly applies to the financial world and as shown, it is a 

backbone of it. 
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CHAPTER 2: “AN OVERVIEW OF THE FINANCIAL LANDSCAPE” 

In this new section of the thesis, we will deliver our attention to another fundamental 

topic to face, e.g., the Financial System. As we have explored so far, cognitive biases 

play a critical role for individuals’ decision-making, consequently they can impact 

hugely their final decisions. In view of the above, in this second chapter we will start 

by providing an overview of the financial system, which can be seen as the arena of 

financial decisions.  

2.1: THE CONCEPT OF FINANCIAL SYSTEM 

In a first instance, it must be given a thorough definition of what is a financial system, 

as to comprehend fully this argument. The financial system can be thought as a set in 

which the institutional players and markets interact in a complicated manner. Their 

scope in such dynamics, will be that of mobilizing funds for investment purposes and 

for the provision of services including payments. Noteworthy this complex set of 

elements are all tied by an important feature: the information, which can assume 

several meanings as it encompasses macro-economic and socio-political aspects, but it 

can also refer to the financial instruments’ prices traded within the financial 

environment.  In the words of Merton, R. C., & Bodie, Z. (1995), p. 7 a financial system 

is characterized by a series of prominent functions such as the clearing and settlement 

of payments, pooling resources, subdividing shares, the transfer of resources and 

eventually, the risk management capability.  Regarding the first point, we must 

acknowledge that its main purpose is to promote and fostering the exchange of assets, 

commodities and/or services. While another important function concerns the system 

of payments, which is a set of instruments, procedures, settlement channels, rules and 

intermediaries which enable the transfer of money, between two distinguished 

economic agents. 

As outlined previously, the financial system is also characterized by the pooling of 

resources and subdivision of shares. Arguably, as evidenced by the author the 
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financial environment is determined by a specific mechanism, aimed at sharing the 

funds between two or more parties involved. In accordance with this, it must be 

underlined that the subjects involved, seek to enhance the diversification of assets, 

even by the means of stock distribution. Following to this, the author pointed out the 

relevance of the transfer of resources across time and space. Indeed, a well-developed 

financial system facilitates the right allocation of resources within the financial 

environment, as well as an appropriate distribution of consumption among its 

households. Thereby it can be concluded that the economic assets are transferred 

within the financial environment, all over time and beyond regions. Accordingly, the 

financial system makes available the required mechanisms (such as intermediaries and 

security markets), in order to aggregate the wealth of the concerned households 

(savers), which successively will be converted into huge amounts of capital. This latter 

will be then addressed to those companies seeking to raise funds (deficit traders), for 

capital injection. Ultimately, we must also refer to an additional core function: the risk 

management. It is highly relevant to include this function among the core features 

delineating a financial environment, on the ground that a financial system can be 

considered properly- structured only when promoting an efficient allocation of risks. 

Unquestionably, the financial landscape offers multiple and valid methodologies to 

cope with uncertainty and risk monitoring, some of which are consistent with the 

development of appropriate financial securities and intermediaries.  

By taking a cue from the argument on exchanges faced previously, we can clearly 

notice that they represent a constant feature of financial systems, which existed since 

the most ancient times. Undeniably, over the course of history the methods adopted 

to carry out commercial dealings have evolved and changed, but remarkably they 

always existed since the barter until the most modern and updated technological 

methods adopted for payments, as well as the virtual money which emerged during 

the present age. Therefore, we can deduct how the exchanges play and have always 

played, a key role from the ancient to the contemporary era.  
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By examining the arguments above mentioned, it clearly emerges that a financial 

system in itself is constituted by three principal components i.e.: the financial markets, 

financial intermediaries and financial instruments ,which will be defined and 

discussed exhaustively in the following sub-paragraphs. 

2.1.1: THE FINANCIAL MARKETS AND THE FINANCIAL INSTRUMENTS 

First and foremost, in this section of the thesis it is necessary to specify what a financial 

market is, e.g., that marketplace in which buyers and sellers of financial instruments 

meet, to trade with each other. From the definition given above, it is clear that this 

environment is shaped by highly complex credit-debit relationships, that are 

characterized both by interconnection and contractual commitments, among the 

parties involved. On this regard, it is essential to determine which is the neat difference 

among the two fundamental concepts, strictly linked to the one in question: the 

financial assets and financial instruments.  

Crucially, the former can be identified as a liquid asset, as in the case of stocks or 

deposits in banks whose value is mainly determined by the contractual complaints or 

by the ownership exerted over the given asset. Contrarily, financial instruments entail 

a legally binding agreement related to any tradeable asset, which can possibly take 

place in the form of a real or virtual document. Interestingly, on this regard Taylor & 

Francis, 2017 p.62. defined the financial instruments as: "any contract that gives rise to a 

financial asset of one entity and a financial liability or equity instrument of another entity". 

Remarkably, understanding the key arguments described above is fundamental, on 

the ground that they characterize significantly financial markets. To prove this, we can 

refer to what Ferrari, A., Gualandri, E., Landi, A., & Vezzani, P. (2018), p.18 argued on 

this regard, in fact they specified that: “a financial market can be thought as: the set of 

buying and selling transactions of financial assets and instruments”.   

On a greater detail, it must also be added that financial markets can be distinguished 

into primary and secondary markets. Specifically, we must envisage the former as the 
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source used for gathering new securities, (i.e., the environment where securities are 

“issued” thus created), consequently it is not particularly related to a physical 

environment, but rather to the origins and nature of assets. On the other hand, the 

secondary market consists in the place where the already existing securities are traded 

thereby, not where they are originated.  

In the light of the above, the investors operating in the primary market acquire the 

securities directly from the issuer, rather than from an additional investor who 

purchased them in precedence. For such a reason, it can be used the expression: 

“floated” referring to the securities sold in this market, on the ground that they are 

traded for the first time.  

To delve further in this theme, we can also mention a prime example of primary 

market, namely the Initial public offering (IPO). The primary market considered, is a 

typical example depicting the stock primary market and therefore, it involves that 

shares will be traded into the public for the first time.  Intuitively, we can infer that the 

above observations lead back to one single theme: the Stock market.  

Particularly, this specific financial market is based on the exchange of ownership and 

its main feature consists in the fact that each share is defined by its own price, 

consequently investors will gain profit from their stocks if and only if, the shares prove 

to have a solid and profitable trend overtime, together with a remunerative yielding. 

Undeniably, one of the core difficulties of trading in such a context is not related to the 

mere acquisition of shares, but conversely it lies in the due diligence and high attention 

needed by the parties involved. Remarkably, the interested investor should be able to 

carefully identify which are the shares to be purchased.  In fact, the business agent 

usually purchases the stocks at a lower price and only successively, sells them at a 

higher price with the aim to convert the initial investment into a profitable gain. 

Finally, before concluding the overview faced on financial markets, we cannot avoid 

mentioning another cardinal financial market: the Bond market. More thoroughly, as 

argued by Choudhry, M. (2010), p.1, a Bond market can be intended as: “an essential 
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part of the global financial markets, enabling its participants to raise and invest 

capital”. In view of the above, it is evident that it consists of a specific type of market, 

in which investors acquire the available debt securities.  

Subsequently, to elaborate further these arguments and to wholly comprehend them, 

we should also give space to the concept of financial instruments. In fact, investors 

conduct their financial transactions within the financial markets involving the use of 

financial instruments, hence this is the reason why they are regarded as well as 

essential components of financial dealings. Primarily within this vast realm, it is 

fundamental to face the concept of stocks. Interestingly, a share consists in the 

representation of ownership within a firm, entailing that by holding it, the company 

owner is entitled to receive an interest in the company, determined in accordance with 

the specific percentage he or she holds.  

More thoroughly, concerning this point it should also be added that through the 

acquisition of shares, the investors will not solely become owners of these financial 

assets, but they will receive important rights as well within the company, such as the 

claim on assets or the eligibility to vote.  In addition, it must be noticed that two 

principal types of shares exist, e.g.: the preferred and ordinary ones. The former class 

of shares grant a higher level of rights with respect to the latter, which is also known 

as common stock. Remarkably, the main difference among them lies in the payment 

of dividends, indeed the preferred shares pay a fixed number of dividends, which will 

not change overtime and moreover, they also grant a considerable stability in price.  

Facing the broad theme of financial instruments, we cannot avoid mentioning the 

other major type of them: the Bonds. In the words of F. S., & Eakins, S. G. 2011, p.281 

a Bond is defined as a security, which represents the debt of an issuer owed to an 

investor.  

By taking a cue from the definition above, we can clearly detect that these financial 

securities are obligations issued by one party (the “issuer”) towards another one (the 

“investor”), whereby the former assumes the responsibility to face the payment of a 
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certain sum of money within a specified date. Besides, the periodic pay-outs occur with 

a scheduled payment of interests and when the bond expires (e.g., when it reaches its 

maturity), the investment will be refunded. On this regard, it should be noted that 

these financial instruments can be placed into the market both by the single companies 

as well as by National governments. The outright difference lying among them, is that 

the former encompasses the large corporations issuing bonds for large periods on the 

ground that they aim to borrow the needed funds and thus raise their capital. While 

on the hand, the second typology regards the Government bonds, which are issued by 

the state governments, with the purpose to acquire the necessary resources for 

financing the public projects aimed at enhancing the general social interest and 

welfare. These projects might branch from public works to transport systems, school 

education as well as the public utility services and eventually, they can be useful also 

for financing the construction of infrastructure, libraries and/or parks. Besides, from a 

financial standpoint the major difference among them is that National governments’ 

bonds offer a quite low interest- rate, (owed to the fact that the government grants for 

them, therefore they are not considered particularly risky) while on the other hand, 

corporate bonds are regarded as much riskier than the previous type, hence this is the 

reason why their interest rates are considerably higher. Synthetized, in the view of the 

above we can easily detect that their substantial difference is encountered, as 

aforementioned in the scope of the two interested categories of bonds as well as in 

their financial features. In conclusion, the third component of financial instruments are 

the derivatives. This specific financial instrument lies in a financial binding-agreement, 

as it establishes its own value depending on other asset or group of assets’ values. 

Consequently, it can be deducted that it is consists in a particular type of contract 

whereby, the value of an asset “derives” from another asset or class of them. Moreover, 

it is also noteworthy to say that these financial instruments can result useful for various 

purposes, undoubtedly one of them lies in the risk management, as it connects more 

products among them.  
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2.1.2: THE FINANCIAL INTERMEDIARIES  

Crucially, the financial intermediaries play a decisive role within the financial 

environment. When thinking to this professional figure, we must figure out that it 

represents the matching point between the market demand and the opportunities for 

investments. Now, in this section our main focus is to shed light on the prominent 

functions exercised by financial intermediaries. Primarily, we must remark that a 

financial intermediary is an institution or individual that operates as a middle-man 

between different parties, for the sake of simplifying financial transactions. These 

professionals are strictly linked to the asset management activities, which is for 

instance the assigned position that a saver gives to a financial intermediary with the 

purpose to let the professional in question, manage the capital entrusted to him or her.  

As it can be inferred, all these financial transactions are decisions carried out under 

uncertain conditions, which might involve outcomes which are not certain for the 

individual concerned. Against this background, it can be noticed that investing 

decision-making might involve a degree of risk on the ground that, as it can be easily 

understood whenever people invest in one specific financial asset, we can never now 

right from the beginning if it will bring the expected and desired outcome. Having 

specified that, now we can introduce briefly the concept of risk, to understand it better.  

To begin with, we can say that the word “risk” is often intended as the possible 

exposure to a loss. As a consequence, from a financial point of view it can be 

understood as the possibility to lose some or the entire, sum invested, hence on 

financial terms the risk will correspond to the chance for which a certain event, (which 

can consist in the gain from one investment), will be different from the expected 

outcome. 

When speaking of this concept, we must necessarily make a distinction among the two 

fundamental categories underpinning this argument: the systematic and unsystematic 

risks.  
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Berk, j. b. and Demarzo, p. m, 2016 argued that to recognize the degree of systematic 

risk for a given asset, one should identify how much of its return variability derives 

from risks driven by the market and the system. From the author’s insight, we can 

noticeably understand that this type of risk is not related to the mere firm dimension 

or the degree to which it diversifies its investments, but rather it characterizes the risk 

borne by an economy or by a whole system. On the other hand, turning our attention 

to the other type of risk concerned, we will easily understand that it is a risk related to 

the firm or to an industry, thus reflecting also the theme of diversification, as it 

represents a concrete possibility to mitigate it. Focusing our attention now back to the 

intermediary’s role, we should also mention that these professionals or institutions 

play a mediating role among two separated parties and their role can be conducted 

either by a natural person or by a legal person, such as in the case of an entity.   

Mishkin F. S., & Eakins, S. G. 2011 p. 27, outlined an essential point related to the role 

and functions of these professionals, by stating that they provide liquidity services, 

promote risk sharing along with solving potential information problems. Thereby, 

both small savers as well as the borrowers will be able to benefit from their presence. 

On this regard, we must add that various types of financial intermediaries exist, 

namely: depository institutions (banks), contractual savings institutions and 

ultimately, the investment intermediaries. Particularly, the first one mentioned refers 

to those financial intermediaries more commonly regarded as banks, their name 

indeed derives from their core function of accepting deposits from their clients and 

grant loans. An example of it can be seen in the commercial banks, which precisely 

raise funds by issuing different types of deposits (such as saving and check ones). The 

raised capital will be then used for the numerous types of loans (which can belong to 

consumer, mortgage, or commercial type), needed by the clients. 

As highlighted at the beginning of this section, another type of financial institutions 

exercising the function of intermediary is the contractual savings institution. This is a 

very specific type of intermediary on the ground that it acquires funds on periodic 
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basis, therefore they rely faithfully to their respective contractual terms. Examples of 

such institutions can be the insurance companies, operating with the aim to provide 

insurance coverages against fire or causality. Further in detail, it must be added that 

these institutions receive funds from the premiums attached to their policies, but 

simultaneously they might incur in heavy losses in case of serious accidents’ 

occurrence.  

Afterwards, also the argument of pension funds deserves our attention. In the first 

instance, it must be pointed out that these institutions assume a high liability, on the 

ground that they manage the pension funds on behalf of their clients. Moreover, they 

invest the contributions provided by people, for the purposes of generating profitable 

outcomes from the investment amount. Consequently, it appears evident how pension 

funds play a key role in assisting and supporting their clientele, by providing them 

assistance for the preparation of their retirement. Due to their material role, it is 

necessary to make sure that the degree of reliability as well as the reputation of the 

pension fund under consideration, before choosing to entrust to it our personal savings 

and thus, choosing to invest in one specific pension fund. To accomplish this, we must 

note that the concept of pension funds is characterized by a peculiar feature, the fact 

that they provide pension incomes on annuity basis. In fact, in the words of F. S., & 

Eakins, S. G. 2011, p. 519 offered an accurate explanation of this argument, by stating 

that we can think to the concept of annuity as an insurance product. For instance, for 

an initial fixed sum or stream of payments the insurance company is prepared to pay 

to you a fixed amount, through all the years of your life. 

Last but not least, the other category we must face in our discussion are the investment 

intermediaries. A common example of them can be seen in the investment banks which 

distinguish themselves from the previous institutions mentioned, on the ground that 

they follow a different template from them. For instance, these institutions are not 

aimed at gathering deposits and lending funds, but they rather help corporations in 

issuing securities. Particularly, they aid clients in the selection of the most proper type 
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of security and assist them in the process of issuing them, thereby, the institution helps 

the client assisted in facilitating the trade of the securities concerned. Given what 

stated above, we can deduct that this specific intermediary makes profit even from the 

acquisition of other companies or by means of important business transactions, such 

as in the example of acquisitions or mergers. In conclusion from the overall discussion, 

we can deduct that between the important roles and functions of financial 

intermediaries emerge for sure the management of investments together with the 

concept of compliance, on the ground that these professionals are required to 

accomplish with several regulations and thus, ensure that the investments are made 

in accordance with those regularities.  

2.2: THE ROLE OF FINANCIAL ADVISORS  

As we have noticed previously, a financial system can be intended as a very complex 

network characterized by a huge variety of financial instruments. Remarkably, their 

complexity can result heavily harmful for investors, on the ground that it might 

accentuate the effects derived from the investor’s biases. In the light of this, investors 

are convinced that turning to a professional figure might be helpful for them, in order 

to rely to the consulting service offered by the advisor and to be able to overpower the 

impact exerted by biases on them.   

In view of the above, in this section of the thesis we will face the critical role of financial 

advisors, highlighting their role of support with respect to the investors.  

First and foremost, it is essential to provide a thorough definition depicting these 

professionals. In the words of Balducci, D. (2006) p.21 the financial promoter can be 

identified as that person, in the role of employee or of an agent of a licensed entity 

(e.g., a bank), performing in the interest, as well as on behalf and under the exclusive 

obligation of this latter and with the aim of eliciting the contract stipulation. We can 

notice how the consultant’s interest and care in supporting their clients, is a core 

parameter for his or her profession. This practitioner can be a natural person or entity, 
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being licensed to provide the service of financial investment advice, as long as the 

requisites of professionality, honourability, independence and eventually also of 

patrimony laid down by the regulatory provisions, are fulfilled. Certainly, he or she is 

also a qualified expert of finance and of the associated juridical and fiscal aspects. On 

a greater detail, it should also be noticed that these professional figures endorse the 

important task to comply with their obligation of confidentiality. Unquestionably, this 

professional figure must fully accomplish the following functions, such as:  providing 

assistance to his or her clients by taking into account their specific financial status, be 

prepared to suggest feasible investment strategies to implement and finally, the 

financial advisor should also develop financial plans on the basis of his/her clients’ 

exigencies, in order to facilitate the achievement of their financial goals.  

In view of the above, it must be borne in mind that financial promoters are not only 

investment managers, but also disseminators, instructors, planners and companions 

of their clients. In fact, the relationship building is a central part of each consultant's 

work, and it is often most valuable to the clientele.   

Following this primary overview concerning the main roles of this professional figure, 

it is interesting to deliver our attention towards a study carried out by the Commissione 

azionale per le società e la Borsa (CONSOB), which published the report: "Rapporto sulle 

scelte di investimento delle famiglie italiane” and thus, analyzes important aspects 

affecting the investment decisions referring to Italian households. The analysis gives 

us evidence of a financial knowledge, aptitudes and investment decisions in order to 

create a linkage between the behavioral aspects of financing decisions with the 

investments' choices. In addition, the report highlights associations between the 

knowledge, aptitudes and financial sustainability, which are all considered virtuous 

behaviors.   

An important remark raised from the analysis is the prominent role of financial 

knowledge, which increases proportionally to the increments of the: level of education, 

financial sustainability, knowledge on financial matter, trust and self-efficacy.  
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5 Note 5. drivers of financial advisors choice and factors of financial advice satisfaction 

Arguably, as it can be seen by the left-hand chart, almost 50% of the sample decided 

not to invest with the support of a financial advisor. Hence, by considering the 

remaining percentage of respondents who decided to appeal to a financial advisor, it 

emerges by observing the chart, that the three core drivers that people look for in a 

financial advisor are respectively: clarity (17%), attention to client's needs (16%) and 

reliability (15%). 

As opposed to them, the features less observed by clients are, as it can be noticed those 

that obtained a 4%, namely: availability, investment performance and costs.  

As a consequence of the above-mentioned observations, we can infer from the left-

hand image that the average of Italian investors do not focus their own attention on 

the economic performance and costs, but conversely regard as crucial the behavioural 

characteristics they may find in a financial advisor.  

Moreover, by looking to the right-hand image it is possible to notice that the major 

factors enhancing the financial advice satisfaction exactly correspond to the three 

qualities that clients were looking for in a financial advisor, before envisaged. In the 

 
5 CONSOB 2022, p.113 "Rapporto sulle scelte di investimento delle famiglie italiane"   
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last analysis, an important remark should be highlighted: the two charts we have taken 

into account are consistent with each other, thus confirming the same evaluations and 

observations.  

Concluding, it is self-evident that investors when turning to a financial advisor for a 

consultancy service, seek to feel assured by the professional concerned and thus they 

find the service provided satisfactory if and only if, the advisor is able to build with 

them a solid relationship, based on: clarity, care towards them and reliability. This also 

confirms the assumption that emotional side of human beings always plays a critical 

role in their decision-making and thereby, cannot be entirely kept under individuals’ 

control and/or put aside.  As a consequence, feelings of empathy, reassurance or 

professional esteem (towards a practitioner) can represent key elements, especially in 

contexts where individuals found themselves faced with tough decisions, such as this 

one entailing a crucial evaluation e.g., whether to rely or not on a certain financial 

advisor.  

In support to this, we can also make reference to what Lener, R. (2019) p.18, claimed 

on this note. The author outlined how investors attribute high degree of importance to 

the relational aspects of the consultancy service, which is obviously reflected also in 

the consultant choice as well as in the mere evaluation of the service received. In 

particular, from the research conducted by the author, the most critical elements 

leading to the final decision of the financial professional, stand out: trust, reliability 

and the adequacy of suggestions (which might derive from people who are very close 

to the subjects interested). 

Once again, it results evident how what has been stated in the previous lines is proved 

by concrete and real facts, as we are not able to entirely detach ourselves from our 

inner and deepest emotions, since from our irrational part. Nonetheless, we can at least 

seek to keep control when having to make decisions under conditions of incertitude or 

emotional strain, thus trying to maintain composure. But however, irrationality is an 
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inescapable and permanent component of us, therefore it will always have its own 

impacts in each individual decision-making processes.  

2.2.1: THE LEGISLATIVE FRAMEWORK OF MiFID  

The Markets in Financial Instruments Directive (MiFID) corresponds to a body of 

regulations at EU level, aimed at providing a comprehensive and exhaustive 

rulemaking concerning the crucial matters of investment services together with the 

promotion of market transparency. This normative and juridical reference frame, set 

itself the objective to pursue the harmonization of financial markets and thus properly 

regulating them, throughout the EU. Remarkably, all this resulted in the strengthening 

of financial markets’ functionality but also in the increased safeguarding of the client. 

It is essential now, to refer to some of the salient points emerging from this legal 

framework by starting to say that it brought as consequence the increased 

competitiveness in the investment services, which was prompted by some 

interventions aimed at lowering the barriers to entrance and thereby favouring an 

increasing access to the market. In the light of what explained above, an additional 

great advantage resulted from the alignment to this legal framework is the consumer 

protection, pursued thanks to those measures favouring the spread of information for 

clients needing them and also owing to the enhancement of transparency, which 

clearly marked a sharp difference. As pursuant to the discussion, I wish to stress one 

point mentioned at the beginning of this sub-paragraph, which is the one related to 

harmonization as it is a key concept related to MiFID. The directive indeed, was also 

aimed at boosting the harmonization of financial markets’ regulations and thus 

considerably limited regulatory arbitrage which leads to an increasing efficiency in the 

market.  Last but not least, one further observation should be highlighted on this 

regard: the increased transparency emerged following the implementation of this 

directive. In furtherance of this theme, we must say that one of the principal objectives 

of this new regulatory framework was the accretion of transparency in financial 
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markets , by means of new accountability requisites and a revolutionary legal 

framework for data disclosure.   

The MiFID (Markets in Financial Instruments Directive) has been enforced on the 1st 

of November 2007 and since its first appearance, it has brought many considerable and 

revolutionary changes, in both the legislative and market backgrounds. Why should 

we say this? Firstly, because as evident, it determined an evolution of the economic 

agents’ conditions in how they operate within the market and moreover, it drastically 

changed the concept of market competitiveness. By taking a cue from what has been 

mentioned in the previous lines, the MiFID brought a revolution also concerning the 

legislative aspects, thanks to the introduction of new concepts never faced before, such 

as the ones of : best execution, conflicting  interests and ultimately the one of 

adaptability to the client. By doing so, this new legislative framework defined and 

established a new emergent way of making investments and thus carrying out 

financial activities across Europe. 

As argued by Casey, J. P., & Lannoo, K. (2009), p.3, the MiFID has been a real 

revolution for financial markets, at EU level. In fact, it has been able to boost the 

constantly increasing alterations in them, which can be encountered in the higher 

competition, technological development and also in the great reliance directed to the 

electronic trading, which has been crucial in this. In this horizon, to understand further 

this European directive we must remark that this great change in the juridical 

landscape encompasses the following economic subjects operating in the financial 

systems: the investment enterprises, suppliers of data and solutions (such as in the 

case of programmers creating the algorithms) and finally, the specialist companies in 

the IT sector. Hence, we can clearly understand that both the equity and commodity 

markets are touched by the alterations derived from this new legislative corpus. Based 

on these considerations, we can be fully aware of the fact that the market received a 

direct impact from MiFID enforcement, in particular for the investment firms but also 

the same exchanges can be affected, above all in the longer term. Arguably, the authors 
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in their scientific literature pointed out how the external factors can have a powerful 

impact on the market itself and hence to the trade activities, resultant from it.  

The authors to support their claim, stated that the huge impact affecting both the 

market as well as the exchanges expected after the successful implementation of the 

MiFID was due to some core reasons determining such an outcome. The factors which 

led to this were specifically the increasing internationalization process concerning the 

investment firms, together with the threats emerged from such phenomenon which 

can be identified in the increase of competition. Thereby it follows from this, that also 

the new entrants who threaten the economic agents already playing in the market, 

shall be considered a possible factor determining a serious impact on it. Indeed, to 

support this the authors outlined one important fact connected to these remarks, 

meaning that in such environment big players are required to respect the costs of 

compliance which testify the strong impact of the internationalization process on the 

market. What emerged from their investigation is that MiFID highlighted the 

differences among leading actors and the smaller ones, on the ground that this 

directive strongly encourages the adaptation and application of new technologies 

hence leading to a sharp divide between the two, given the fact that the largest 

corporations already hold the necessary IT infrastructure while, on the contrary 

smaller players must cope with considerable disbursements to procure them. 

Furthermore, as outlined by Frediani, L., & Santoro, V. Eds. (2009), p. 5 the directive is 

firmly focused on the attempts to meet the obligations of: best execution, transparency 

and reporting. The first one mentioned represents for sure a high form of investor 

protection, in fact it provides that the proficient exercises due diligence and care when 

assisting his or her clientele. According to this provision, the advisor has to give 

absolute priority to the needs and objectives of the client, setting apart his or her own 

incentives, with the aim to execute the orders in the most advantageous manner and 

to ensure the achievement of them, with the best price and rapidity of accomplishment.  

Subsequently, the transparency plays a core role as well and it is becoming 
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increasingly important overtime. Broadly speaking, this parameter refers to the 

possibility for investors to access in a direct manner to the needed information (such 

as prices or financial reports), concerning a given company on which they might be 

interested to invest. More specifically when dealing with financial consultancy 

services, this term can also be related to the utmost clarity on the matter of charges, 

namely the fees paid by the clients for the consultant’s provision of service.  

Ultimately, also a third feature should be highlighted when facing the argument of 

financial advisory, namely the reporting. This function plays a core role form a 

financial and economic standpoint on the ground that it is a process entailing the 

preparation of financial reports aimed at communicating to the interested parties the 

organization’s current financial status. The stakeholders willing to receive such pieces 

of information are the following ones: management, investors, regulators and even 

creditors. It is hugely important to satisfy this parameter as only by doing so, the 

investors will have sufficient and relevant information to notice that a given business 

is worthwhile investing. 

Furthermore, it is evident that pursuing these core objectives will lead to great 

improvements in the market structure, in the organizational arrangements and 

eventually, also in the intermediary strategies. The author also claimed the importance 

of levelling the competitive playing field, indeed when this parameter of distinction 

will be solved, the attention will be shifted towards the technological aspects, new 

source of distinction among parties. In fact, to accomplish this statement we can think 

to a small firm playing within a competitive field characterized by many larger firms, 

it is clear that the larger corporation will have a competitive advantage for what 

regards the available infrastructure, while on the other hand, the smaller firm, on the 

ground that it has not already available the sufficient infrastructure, will have to face 

high costs to buy it and therefore, to procure it.  

In the light of the above, it emerges that only the small firms able to deal with such 

onerous expenses remaining successful, will survive on the marketplace.   
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In conclusion, the adequacy and appropriateness requirements laid out by MiFID 

represent some of the core parameters according to which intermediaries should fulfil 

their professional duties. Against this background, the professional must practice 

reflecting and conforming to the values of honesty, fairness and professionality.  

Consequently, one of the main interests of them is the fulfilment of the client’s best 

interests.   

2.2.2: THE MiFID II BODY OF LEGISLATIONS 

In the previous section, we have explored the argument of the first MiFID directive 

and the extent to which, it brought a great contribution to the legal framework’s 

perspective.  

In this sub-paragraph instead, we will focus our attention on the MiFID II body of 

regulations. It is worthy of note that EU Member States agreed to enlarge the 

regulatory framework and subsequently endorsed the Markets in Financial 

Instruments Directive 2014/65/EU ("MiFID II").  This second directive marked since the 

beginning, a crucial reform at the industrial level. Interestingly, its objective is that to 

strengthen the stability and security of the financial system and to protect the 

investors, by boosting both the efficiency and competitiveness of the market. MiFID II 

was legislatively approved and thus came into effect on January 3, 2018. Overall, 

MiFID II is intended to enhance the protection of investors, boost both market 

transparency and structural arrangements, reinforcing the corporation governance 

and in-house checks and eventually, also foster the enactment of regulations and 

norms dedicated to settle algorithmic dealings and high-frequency trading. 

By looking it from closer, we must specify that The MiFID II is structured by no less 

than 96 articles which are subdivided into 7 titles, any of whom is dedicated to a 

specific subject. The first one, for example is devoted to the outline of the list of entities 

falling within the scope of the rule of investment firms (including banks offering the 
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investment services), operators of the market but also the firms from the developing 

countries which operate in Europe through their subsidiaries. 

Crucially, as argued by Annunziata, F. (2018), p. 1 the MiFID II is a true signal of a new 

development and progression for the European financial markets, built on the reforms 

and innovations characterizing a multiplicity of fields, in fact this new legislation 

enacted promoted a revolutionary change by facing the issues related to the fee 

payment for retrocession agreements. On this regard, it can be helpful to specify what 

is meant by retrocession i.e., any sum of money, goods or services that an investment 

firm or the employees working in it, received from a third party whereby the services 

or tangible goods in question are not intended as a reward for the service delivered, 

but a different amount from them.  

In conclusion, a further novelty brought by the European directive is the one 

represented by the professional figure of the independent advisor. Intuitively, the 

independent advisor is not part of a larger advisory organization or that does not work 

for any bank or insurance company. Hence, he or she is a proficient who practices his 

or her profession thus giving advice about the investments’ matters and other concerns 

also related to the insurance and/or additional financial products.  

By taking a cue from the consultancy argument faced in so far, Di Mascio, A. (2016), 

p.2 claimed that the consultancy services are already performed by relevant 

institutions, but this new European legal framework also contemplates the category of 

independent advisors, which started to spread increasingly.  

Moreover, the author also affirmed that these professionals are certainly qualified 

practitioners who exert their job on their behalf, owning a proper qualifier, which 

enables them to practice. By examining the MiFID II directive as it can be seen, the 

twenty-fourth article depicts and promotes the professional figure of the independent 

advisor.  
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Arguably, the sources of retribution of this professional are the fees he or she receives 

for the services rendered. These forms of compensation must be provided just by the 

professional’s client. As a consequence of this, he or she cannot receive any 

commission from the managers or other providers apart the customer base benefiting 

from the advisory service.   

2.3: AN INNOVATIVE FINANCIAL ADVISOR: THE ROBO ADVISOR 

2.3.1: A SHORT OUTLINE OF FINTECH 

In order to give space to the discussion related to this pioneering type of advisors, it is 

essential to shed light also on the technological revolution occurred in the financial 

environment, which became increasingly digitalized in recent years. In this 

connection, it is truly relevant to make reference to the phenomenon of Fintech, which 

is strictly related to such an outcome.  

Interestingly, Varga, D. (2017), p. 22, referred to this phenomenon as: “a disruptive 

challenge in the financial sector, which brought so many novelties in it, such as: the 

human centrality, rapidity over time and eventually, substantial lower costs to face”.  

In view of the above it is clear that, Fintech phenomenon is directly related to the 

Financial Innovation process, indeed its onset has been facilitated by the establishment 

of online and automated platforms, which simplified the process of financial services 

and transactions.   

More thoroughly, Torno, A., Metzler, D. R., & Torno, V. (2021) focused on another key 

argument related to this innovative background. In fact, they shed light on the concept 

of technological progress. The authors aimed to highlight that the onset of such a 

process is determined by influential factors characterized by an external nature, such 

as: the changes in financial markets, variations in the customer requirements and 

ultimately, the new disruptions brought into the technological sector. 
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As a matter of fact, digitization and new technologies enormously reshaped the 

relationships between businesses and their customers. Indeed, pursuant to this it must 

be highlighted that a template of digital economy emerged. This new model of 

economy envisages both the consumers and companies, the former obtaining 

significantly more value while, the latter focused on trying to find the adequate 

strategic planning, to gain competitiveness on the market. On this regard, it can be 

traced a tight connection among both the new digitalized world and the youngest 

generations, in fact it cannot be denied that the latest generations firmly rely on the 

advanced technological tools and devices, probably owed to their promptness and 

punctuality.   

On a greater detail, by observing the figure illustrated below we can understand that 

this pioneering field stemmed from the transactional area, that characterizes a period 

preceding the Internet age. During this specific phase, many important novelties took 

place: the implementation of credit cards, ATM withdrawals and eventually, the 

digitization of the means of payments. Successively, we dive into the early stage of 

2000s. In this age, individuals as the entire world witnessed to a real boom with an 

incredible adoption rate of technological digitalization. In the last analysis, by carefully 

observing the figure it should be noticed that fintech fostered the innovation 

background, both for the investing as well as the financing purposes. This is owed to 

the great and powerful impact brought by the Internet era which enabled this 

phenomenon to increasingly evolve and spread and this has been particularly true for 

the activities belonging to the financial field, such as the banking services and deposit 

accounts.  
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6Note 6. Fintech and its macro service areas 

To delve further in this theme, we can also refer to what d’Italia, B. (2017) reported on 

this great and pioneering phenomenon. As outlined by this widely known institution, 

the phenomenon indicates a financial innovation emerged from the technological 

innovation and which can “materialize” in new business-models, processes and 

products. Moreover, d’Italia, B. (2017) also argued that this pioneering financial 

phenomenon can also exert a significant effect on financial markets, institutions and 

even for services.  

The institution affirmed that the great contribution brought by Fintech can be noticed 

in several services which originated from it, such as the financial services along with 

the information technologies. Besides, it should also be noticed that they reflect the 

fields of banking and financial intermediation.   

 
6 Malverti, E. (2018). Fintech: Strategie di investimento con i roboadvisor. HOEPLI EDITORE. 
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To name some of the crucial innovations derived from this phenomenon, stand out: 

the credit-type of innovations, those related to payment services and last but not least, 

the innovations related to consultancy services. Particularly, our focus will be to shed 

light on the last mentioned: the robo-advisors.  

Arguably, Lener, R. (2019) in his vast literature, affirmed that the automated 

consultancy service, also known as “robo-advice” is increasingly becoming popular 

and diffused nowadays. In this regard, according to the degree of automation 

belonging to them, we can distinguish several types of them. The author specified that 

three main categories of automated advisors can be identified, e.g., the “pure”, the 

“hybrid” and finally, the “robo4advisor”.  To begin with, a first distinction among 

these various types of robo-advisors is the B2B or B2C classification. Indeed, the first 

two cases above-mentioned, encompass the B2C category in fact, they represent a 

consultancy service which is addressed towards a final customer, whereas the last one 

is recognized as B2B, on the ground that it is related to a business.  In fact, it is a model 

supporting the advisor in carrying out his or her service. In addition, the author 

offered a thorough explanation for each of the robo-advisers reported. Primarily, as it 

can be intended by the name the first one is an totally- automated advisor in that it 

provides the automated service in any of the phases concerned. Afterwards the hybrid 

version, as also its name suggests, combines the human touch with the automatized 

support, by alternating them across the different phases of the advisory service- value 

chain. Finally, the “robo4 advisor “which provides the automized support at the 

disposal and service of the traditional (human) advisor. 

2.3.2:  WHO ARE THE ROBO ADVISORS? 

In the previous section, we have introduced the important technological financial 

revolution brought by Fintech phenomenon which impressively spread in recent 

times, hence we also introduced the great innovation of robo-advisors, which emerged 

in such a new context.  
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To face properly such a broad and complex argument, we start by giving a significant 

definition of what are these cutting-edge financial advisors. In the words of D'Acunto, 

Francesco and Rossi, Alberto G., R, 2020, p. 3 robo advisors can be intended as:” digital 

platforms delivering financial services to the respective client base, through automated 

methods.”  It should also be noted that these “new automated advisors” although they 

are characterized by algorithms, have the same crucial function of the traditional 

advisors, that is to say, their main role is that to “guide” the client towards the best 

decisions for him/her investment opportunities. Thereby, they will seek to identify the 

optimal solutions, by taking into account also the specific financial status of the 

interested customer, in order to attempt to maximize his or her wealth.  

By taking a cue from what has been highlighted at the end of the preceding section, 

we must realize that several types of robo-advisors exist and they are, as 

aforementioned: the pure robo advisor, the hybrid and the robo4advisor.  

On this regard, Lener, R. (2019), specified that as aforementioned in the previous 

section, the three categories of them differ also according to the degree of automation 

characterizing each typology of them. For instance, the pure robo -advisor as the same 

name suggests, will be the most automated version of them, whereas the hybrid type 

is a combination between the touch of humanity and the automated tool and finally, 

the robo 4 advisor consists in a set of algorithms and software provided by the “robo” 

to the human advisor and hence contributing substantively to support him or her in 

one or in various stages of the consultancy service offered to the customer-base. 

In addition, Lener, R. (2019), p.12 outlined that there are some crucial parameters used 

to distinguish the various typologies of automated advisors, according to the main 

characteristics of the service offered by them. In this regard, the author introduced the 

concepts of: value proposition (which defines as the set of all the elements contributing 

to make the advisor offer unique and thus entirely distinguished) , the interface with the 

customer (understood as the target identification, distribution channels and/or the type 

of relationship built with the customer-base), the management of infrastructure (meaning 
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the organization of the key activities and/or resources characterizing the company) 

and last but not least: the budgetary aspects (encompassing the revenue sources and the 

cost-structure of the interested company).  

In this connection, the author highlighted that one of their main differences lies in the 

business models characterizing them. In fact, the former type belongs to the category 

of B2C being aimed to deliver a service directly to an end-customer whereas, the robo-

4advisor has a B2B business model, bringing a service to the “traditional” (human) 

advisor. Afterwards, by referring to the above-mentioned benchmarks, the author 

emphasized other important distinctions concerning these two typologies of 

automated advisors.  

Primarily, considering the first point (e.g., the value proposition), the hybrid advisor 

offers services of portfolio management and consultancy, this last could be subdivided 

into: non-tailored advisory as well as tightly personalized one.  

Intuitively, the value proposition refers also to the following categories: price charged 

for delivering of the service, affordability and thus inclusion of the customers willing 

to entrust their financial assets to the advisor, useability (which refers to the easiness 

but also quickness of the service) but also the uniqueness of the proposal intended as 

its originality and innovation and ultimately, the recognition of the brand which 

determines the degree of confidence-level that people would attribute to them. 

 By comparing it with the robo-4advisor we can affirm that, this last type of advisor is 

aimed at finding solutions to its clients in matter of financial investments, so it will 

provide solutions to enhance the costs- reduction and useful recommendations to 

them. This service provided by the automated platform is based upon the 

digitalization of some phases of the entire consultancy service, which will enable the 

professional to reduce the recommendation service costs, towards his or her customer-

base.  
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Shifting our attention towards the second parameter mentioned above, namely the 

client interface, in this regard we can make reference to some sub-categories helpful for 

our investigation. In a first instance this benchmark can be divided furtherly into: 

target clientele and relational and distributions channels. Concerning the first point, 

the author of the literature identified that latest generations (such as Millennials) are 

the ones more likely to appreciate these new forms of advisory (e.g., the hybrid). 

Nonetheless, the age of the client-base interested in them covers a larger range, rather 

than merely the Millennial generation. Always regarding the aforementioned theme, 

the author outlined that averagely the client base is willing to invest pairs to 50.000 

Euros. It goes without saying that those clients willing to entrust these types of 

advisors will be those more passionate and more prone of technology, therefore even 

enthusiastic of experimenting a new and innovative service.  

Conversely, the individuals who will be particularly interested in the second category 

of robo- advisors (robo-4advisor), could be for instance the financial professionals. In 

fact, they might need to implement these new technological platforms in order to be 

able to automatize some of the phases regarding the consultancy process, aiming to 

contain the costs as well as to widen the scope of their business dealing.   

Concerning the following category mentioned, meaning the distribution channels and 

their relations, we should say that in the first case (hybrid robo-advisor), the service 

will be provided by digital channels and therefore, the assistance will be offered online 

or anyway remotely such as via e-mails or by telephone. Interestingly, the supporting 

information systems will allow the operators indicated foregoing to interact 

meaningfully with the client on the basis of his/her own financial status and respective 

objectives. On the other side, the robo-4advisors tend to develop a specific type of 

relationships with their clients (e.g., a relationship focused on a negotiating nature). 

Finally, the end-relationship with the client might also be characterized by the 

traditional channel. 
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Besides, in order to analyze these two categories of advisors according to the 

management of infrastructures, we should make a clear distinction between two sub-

categories of it, which are: value configuration and competencies.  On this note, the 

author dwells on these two concepts by explaining that the former encompasses all 

those distinctive elements characterizing the key activities and strategic choices 

adopted, in order to implement the aforementioned value proposition. Whereas, by 

competencies we refer to the proficiency in specific spheres the in-house resources are 

supposed to accomplish with, besides we should also note that these competencies 

may be of various types, indeed they might enclose both financial and/or relational 

nature. Now, that we have assessed their meanings we can explore what the author 

outlined on them concerning both the hybrid and the robo 4-advisor. The value 

configuration of the former type is characterized by four major phases: Goal setting, 

Profiling, Recommendation and in a final analysis, portfolio tracking. The first one 

mentioned refers to the stage in which the client externalizes his/her exigencies for the 

investment (such as: their children's education, complements to pensions, etc.) and 

therefore, in accordance to the specific necessity, the corresponding time horizon of 

the concerned investment.  Successively, the hybrid robo-advisor will submit a quick 

profiling questionnaire MiFID (or in the specific case of professionals providing 

different services from MiFID contemplated- consultancy, it will be a questionnaire for 

commercial research purposes). During the recommendation phase, the hybrid robo-

advisor will propose one of the model portfolios prescribed by the Investment 

Committee. In the final analysis, during the last phase the hybrid robo-advisor will be 

implemented the monitoring or re-balancing, which might take place automatically or 

edited by the same Investment Committee, at defined cadence. By looking to the robo-

4advisor case, it must be realized that the four phases that we have just described so 

far, are not necessary all executed by the interested provider of service, but whereas 

some of them can be assigned to the professional benefiting of the robo-4advisory 

service. For what is related to their competencies, the first type of robo-advisor will 

have high digital capabilities and will develop also a communication-type grounded 
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on the web.  On the other hand, the robo-4advisor has strong financial capabilities, 

complemented by substantial computing skills and expertise.  

In the last analysis, when having to compare these two typologies of advisors we must 

also take into account the fourth parameter mentioned: the budgetary aspects. In a first 

instance, the hybrid robo-advisor will face the costs of customers’ acquisition which is 

considerably high, even if the service is offered by banking groups towards those 

subjects that already benefit from other services through traditional channels. For what 

concerns the robo-advisor revenue, it must be acknowledged that the hybrid type 

earns a fixed fee or a compensation based on the percentage of the annual investment, 

to which it can be added also a performance -grounded fee. On the other hand, robo-

4advisor’s sources of revenues is the fee charged from the annual investment of the 

client, on percentage terms. The outcome of this ratio is usually shared among the 

robo-advisor concerned and the platform operator, finally Lener, R. (2019), the author 

of this literature, did not mention any details concerning the robo-4advisor costs. 

Crucially, the robo advisors can result an important supportive tool for the clients, on 

the ground that they produce effective financial plans as provided by the consultancy 

service, following the specific exigencies of their clientele. Naturally, the effectiveness 

of the above-mentioned function varies proportionally to the degree of sophistication 

of the advisor under question. Subsequently, the robo advisory is a wealth 

management service which provides helpful solutions for planning and personal 

wealth management.  

Having said that, now it is crucial to turn our attention towards the differences existing 

between the robo advisor and the traditional financial consultants. On this regard, in 

fact the authors affirmed that there are four specific salient traits, underlying how they 

distinguish from the other type of consultants, meaning: the personalization of the 

consulting, the involvement of the investor in financial decisions, the investors’ 

discretion and last but not least, the degree of human interaction. 
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To begin with the first one, by personalization we refer to the process conducted by 

the robo advisor to collect all the necessary information concerning the investor’s 

prominent demographic variables, these may correspond to the individual’s income 

range, investment period of reference, the security of employment and finally, the 

degree of predisposition of an investor to assume financial risk, when making 

investments. All the previously mentioned variables are determinant for the robo 

advisor, in order to conduct the overall analysis. Indeed, only by considering them it 

will be able to provide meaningful results, which will be necessary for the proposal of 

suitable investment plans, together with the implementation of the best tailor-made 

strategies.  

Successively the other important factor is the involvement, which is constantly present 

when the client is assisted by a physical consultant due to the direct interaction 

between the two individuals involved, but however we must be aware that the 

involvement can be present also with this new version of advisors. Noteworthy, this 

parameter varies according to the specific class of robo advisor considered.  

Crucially, some typologies of robo advisors entail a high degree of investor 

participation and thus involvement, just like in the example shown previously. In fact, 

in such a case the investor is constantly asked about any potential decision he or she 

might be willing to make.   

In this horizon, the robo advisor will elect the final choice only after obtaining the 

approval of its clients, to make sure their expectations will be met and thus they will 

be able to achieve the customer’s satisfaction. The last two points to highlight are, 

respectively: discretion and the human interaction. The former refers to the possibility 

conferred to the client to freely choose whether to put into practice the consultant’s 

suggestions or rather, to elect one of the different alternatives available. Against this 

background, it is fundamental to specify that the robo advisors are distinguished 

among two different types, some of them confer significant degree of discretion, on 

the ground that the client will not be forced, by no means, to follow the prescribed 
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recommendations but can choose freely the most suitable course of action for him or 

her. On the other hand, another class of robo advisors proves to be more 

“paternalistic”, in the sense that they allow their clients to choose discretely and 

according to their preferences, but within some pre-determined “guardrails”. This 

entails that they bound some pre-set ranges under which they must fall under.  

As previously highlighted, the latter characteristic is called human interaction. Even 

in this case, the robo advisors branch in various classes showing different degrees of 

this characteristic.  In fact, there is a multiplicity of robo advisors available on the 

market, some of which show a greater level of interaction with investors with respect 

to some other ones. The ones distinguished for a low degree of it, usually corresponds 

to those fully automatized indeed, this class of robo advisors proves to be mostly 

computerized and as a consequence of this, it will involve lower operational costs.  

On the other hand, the classes of robo advisors entailing the employment of human 

advisors as well, will be associated with higher costs of operations on the ground that 

even if just partially, they imply the intervention of a financial professional expert, 

who will specify to those households the most appropriate way to manage their own 

wealth. Consequently, given the additional performances carried out by the 

practitioner in the second scenario, the costs will unavoidably rise. 

D'Acunto, Francesco and Rossi, Alberto G., R, 2020, p. 10 affirmed that the trade robo 

advisor is characterized by active participation, high personalization in the investment 

advice and eventually, they are distinguished also by a high degree of interaction. 

Consequently, the above-described typology results a truly suitable solution for active 

investors. Eventually, the passive investors will not necessarily need to turn to this 

form of consultancy, as they can find a useful and valuable aid, also from less proactive 

robo advisors. 
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CHAPTER 3: “THE IMPACT OF COGNITIVE BIASES IN THE 

CONSULTING WORLD” 

3.1:  AN OVERVIEW OF FINANCIAL CONSULTANTS: TRADITIONAL VS 

ROBO ADVISORS  

As seen in the previous sections of the thesis, the XXI century is characterized by two 

core forms of financial advisory: the “human” and “robo" advisors. In this sub-section 

of the chapter, we will shed light on the fundamental characteristics of both types of 

advisors as well as in the main features distinguishing them.  

Crucially, the principal difference among the two types of financial consultants lies in 

one characteristic: the presence. In a first instance, the robo-advisors can automatize 

the investment solutions in order to maximize the optimal weights of resources’ 

categories within the client’s portfolio, for a given risk tolerance. These types of 

consultants, hold various advantages on the ground that they show a high dependence 

and a strong interconnection with technologies.  

As we have highlighted so far, the principal reason for which the robo-advisors are so 

appreciated is that they are able to automatize the required investing solutions. 

Indeed, these computations, while feasible even if executed by people, tend to be 

arduous and are susceptible to some human errors. On their part, computers are able 

to analyze thousands of portfolios simultaneously, without committing any error, 

moreover, these algorithms can successfully maintain control of the several thousand 

of portfolio’s weights , also any time the markets evolve entailing a consistent change 

also in the respective weightings of the categories of resource taken under account, 

which will require the appropriate adjustments for that.   

Subsequently, another beneficial property belonging to them can be synthetized by the 

simple word: quickness. In fact, many clients would not enjoy by no means, the duty 

of having to dedicate time to financial transactions by their own as well as they do not 
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appreciate particularly the obligatory “telephone reunion” with their personal 

financial advisor. Undoubtedly, through this innovative form of consultancy all these 

recurring requisites can be avoided.  

In this horizon, we should also shed light on the latest generations. They can  play the 

crucial role of prominent investors. Perhaps, the youngest participants do not have a 

large amount of capital to invest in the trading industries and that’s precisely because 

of this, that they may find appealing the low-cost and technological benefits of robo 

advisors. Eventually, by virtue of the fact that they are digital natives they may 

attribute value to the dearth of a human intervention instead of caveating it. 

Considerably, when users register to benefit from the consultancy service delivered by 

a robo-advisor, they will be posed some questions concerning their personal financial 

goals, investment periods and risk appetite. What should be highlighted is that as time 

passes, the risk tolerance and targets of clients may change and that means you may 

also have to adjust  the activities in which you invested and this is exactly the task on 

which robo-advisors sparkle, indeed as previously outlined, they can potentially 

remediate your portfolio automatically.  However, at the same time it also presents 

some unfavourable effects.  

Nonetheless, the humane approach has a supplementary charge, however most of the 

people find it reasonable and justified for the highest value received from the 

performed service and thus, are prepared to pay for it. It cannot be denied that, for 

certain categories of investors, such as:  the senior, most affluent or those economic 

actors who are adverse to cutting edge technology, the financial advisor will turn out 

to be the best choice.  

We can certainly state this, on the ground that he or she offers a tailor-made service, 

together with the provision of a diverse range of consultancy. But also since these 

professional figures build a genuine bond with their own client base.  
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3.1.1:  WHICH ARE FINANCIAL CONSULTANTS’ COGNITIVE BIASES? 

In the previous sections we have explored the concept of financial advisory and the 

newest forms of it, by making also helpful and realistic comparisons among these 

divergent types of existing advisory. Now, at this point of our exploration we will trace 

a linkage among the advisors and the possible biases that might influence them, 

therefore we will be able to interconnect the first and third chapter of the thesis with 

their respective arguments.  

As it can be inferred, the traditional financial advisors differ in one major characteristic 

from the other typology of advisors, in their human nature. This premise is very 

important, in fact as we have analyzed in previous sections, individuals detach from 

rationality, thus dwell with their own misconceptions and potential biases which 

might affect their decisions materially.  Now, our aim is to concentrate on how it all 

takes place in the advisory context.  

As argued by Baker, H. K., Filbeck, G., & Ricciardi, V. (2017), p. 57, a vast amount of 

literature has been dedicated to the concept of biases with regards to the investors, on 

the basis that they are human beings.  However, several scholars in the past, did not 

concentrate on the other party who plays a crucial role too in matter of financial 

investment transactions, namely the investor’s financial promoter.  

It is important to stress this point, given that he/she is the professional in charge of 

providing useful advice to his or her clients, thus determining also the successful or 

unsuccessful outcome of a certain financial deal. In fact, from these observations it 

emerges that financial professionals can perceive a great aid by thoroughly 

understanding psychology. 

Consequently, failing to recognize their biases and prejudices regarding the 

investment decisions, represents beyond any doubt a great mistake.  

By taking a cue from what affirmed by Statman, M. (2014), p. 8, it is fundamental to 

recognize how detrimental could be for people following the effects which arise from 
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these cognitive biases. In fact, they might reveal truly damaging for what regards the 

outcomes of their investment projects.  In this horizon, the author highlighted how 

smaller and unexperienced economic agents carry on their costly attempts to 

outperform the market by their own or alternatively, as a result of hiring activity-based 

investment managers. But what must be remarked is that people prove to be deceived 

by some cognitive fallacies and also by misleading emotions. As a result, the of 

individual’s aptitude of looking for the expressive and emotion-based rewards 

emerges in their attempts to achieve superior performance in the market. 

Arguably, as outlined by Baker H. K., Filbeck, G., & Ricciardi, V. (2017), p. 57, 

traditional financial consultants are human beings too. Thus, they are subjected to 

incur into biases or to commit errors, just like the investors or the rest of all the other 

people.  

Crucially, this aspect is highly important for these professionals to the extent that by 

recognizing their biases, they can avoid to newly repeat them in their future 

performances.   

By taking a cue from what mentioned previously, now we will highlight the crucial 

types of biases affecting the advisor in his or her practice of financial promoter.  

To begin with, we should mention the Heuristics, which according to Ricciardi, V. 

(2008), p.96 can be identified as basic, simple and overarching type of questions that 

humans employ as a solution to specific class of issues, given a certain category of 

circumstances. 

It must be pointed out that financial specialists when counselling their clients, might 

frequently disregard some relevant pieces of information.  

On this matter, Baker H. K., Filbeck, G., & Ricciardi, V. (2017), p. 57 provided an 

effective example depicting a financial plan- maker falling under heuristic. Indeed, the 

authors to explain this, formulated the example in which a married person should be 

significantly less risk tolerant as compared to singles. This proves to be an heuristic as 
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the counsellor based on such assumption, will advocate conservatively the projects of 

investment to his or her married clients. In this scenario, it can be observed how the 

numerous judgements based on heuristics are reflected in blunders, in failing counsel 

and eventually also in underperforming investments.  

Subsequently, among the wide array of psychological biases affecting the financial 

consultants, certainly stands out the Anchoring and Familiarity bias.  

Anchoring it consists in the tendency of one individual to hang on to a conviction and 

therefore, to implement it as a " landmark" for personal prospective assessments and 

ratings. Remarkably, both plan-makers and advisers build their decision-making on 

the first information at hand. Moreover, it should also be noticed that they will find it 

hard to alter their judgments from the basis of further knowledge.  Practically speaking 

this cognitive bias can be seen as follows:  

Let us imagine a losing investment which clearly resulted a downside experience for 

the both the promoter and his/her client. In such a scenario, the adviser may become 

excessively aversive to both risk and losses and consequently, causing them to 

underweight also the other stocks in their holding portfolio. 

Afterwards, the latter cognitive bias we mentioned in the previous lines, is the 

Familiarity bias. By taking a cue from what Ricciardi V. (2008), p.101 highlighted, this 

cognitive bias can be intended as the aptitude of people to prefer those things which 

result, for instance “familiar” to them. 

Correspondingly, both plan- makers, advisers and their customers quite often exhibit 

a specific attitude to hold "familiar" types of resources. On a greater detail, they reveal 

a preferential tendency to hold domestic equity investments, with whom they feel 

more closely associated.  Besides, they generally perceive the home-grown wealth 

assets as lower-risk and with a greater expected rate of returns. All the previously 

stated arguments can be harmful for investment decision-making. Thereby, for such a 

reason they may result damaging both for the investor him/herself and his or her 
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adviser, on the ground that it may culminate in an under-diversified portfolio and 

accordingly, also in a diminished performance.  

Remarkably, worry represents another important cognitive bias to take into account 

in fact both the financial plan-makers together with their customers, quite often 

experience apprehension. What is crucial to figure out, is that this perception of worry 

does not hold for every single asset in an identical fashion. To accomplish this, one of 

the contributors to this investigation [Victor Ricciardi] in the aforementioned 

literature, actually identified that a large proportion of traders typically associate the 

term "worry" with the stocks’ financial asset, as opposed to bonds. At this point, from 

such a scenario can derive a loop, involving a sense of preoccupation with respect to 

the stocks. In fact, the apprehension for them will raise the related degree of risk 

perception, which for its part diminishes the degree of risk acceptance of the investors, 

which eventually declines the readiness of the investor to hold the underlined asset. 

On this note, we must always bear in mind that risk perception is identified as outlined 

by Ricciardi, V. (2008), p.87. as: “the manner in which actually the human beings see 

or feel, when faced with a possible hazard or harmful event”. 

Regarding the subjects outlined so far, we ought to carefully note that financial 

promoters as well as related managers, are peculiarly susceptible to the behavioural 

biases we have depicted in precedence, on the ground that if uncontrolled these 

prejudices can severely affect these professional’s reputations. Moreover, we must 

refer also to the following cognitive bias regarded as: Overconfidence. First and 

foremost, in the words of Ricciardi, V., & Simon, H. K. (2000), this cognitive bias can 

be intended as the human propensity and susceptibility to overstate one’s capabilities 

and forecasts of success. Furthermore, his point of view on the matter is undoubtedly 

sustained by Pompian, M. M. (2011),  indeed the author stressed how Overconfidence 

can be resumed as an unjustifiable reliance on one's insightful thinking, judgments and 

also, knowledge capabilities. More thoroughly, this specific prejudice comprises both 

the overconfidence in forecasting facts but as well as the excess of confidence for a 
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certain matter. The former mentioned, occurs whenever the practitioner allocates an 

overly tight range of confidence on investment’s predictions. By contrast, the excess of 

confidence on certainty arises when the professionals assign a too high likelihood to 

their prediction. It is worth pointing out that, these misconceptions have proven to 

produce excessively highly concentration of portfolios. Consequently, the portfolios 

will result overly narrow, since these individuals may assume that their higher 

expertise and/or upper skills, will be a sort of warranty for including a smaller number 

of activities. Eventually these lastly mentioned points, trace a direct connection with 

the concept of investment portfolio’s strategies on the ground that it is highly 

preferrable to have a well-diversified portfolio as by doing so, it is possible to run 

counter and decline the investor’s susceptibility to risk.   

As aforementioned, it should be noted that individuals often show a predisposition 

and a preferential likelihood to invest in domestic financial assets, owed to the so-

called “home bias”. This psychological misconception represents a serious and huge 

obstacle for investments.  Crucially, by doing so the economic actors lose the potential 

advantages they might obtain from the investments in foreign assets. As seen 

previously, an excessive confidence in one’s convictions and the familiarity bias, 

together with a too optimistic aptitude may reveal detrimental for the investment 

decision-making. As a matter of fact, all these factors can conduct to an 

underestimation of an investment risk’s magnitude and thereby to a failure of 

assuming it properly.   

In conclusion for the above reasons, it is critical for the adviser to overcome his/her 

cognitive biases in order to provide to his clientele, the best and most suitable 

suggestions thus, avoiding any potential failure. To accomplish this, in the following 

section we will give space to another relevant discussion, precisely related to this 

utmost important purpose. Consequently, we will try to find potential solutions and 

techniques throughout which the consultants can set apart any prejudice affecting 
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them and therefore, performing constantly their profession in a highly proficient 

manner.  

3.2:  THE ATTENUATION OF ADVISOR’S BEHAVIOURAL BIASES  

In this last section of the thesis, we will focus on a highly important argument, indeed 

our aim will be to understand in which potential ways consultants might be able to 

mitigate their biases, when practicing their consultancy role.  

Undeniably, this argument deserves our attention on the ground that, by admitting to 

themselves their susceptibility towards behavioural prejudices, consultants will be 

able to refine and improve their processes of building and managing their clientele’s 

portfolios.  

As a matter of fact, advisors are subjected to many of the identical biases affecting their 

clientele. Consequently, they should try to find feasible solutions for their client base 

as to avoid cognitive misconceptions, but hopefully also for themselves.  

First and foremost, to answer the question: how can the advisor overcome his/her 

biases and thus, provide the best and most suitable, consulting service? It is necessary 

to analyze in detail the relationship among the same consultant and his/her client.  

On this regard Pompian, M. M. (2011), p.17 argued that unquestionably, the 

comprehension of investors’ psychology can directly influence the outcomes of a given 

investment. Moreover, the author also added that this would generate relevant 

acquaintances, which in turn can powerfully enhance the consulting relationship. 

Consequently, a proficient financial consultant should be able to evaluate his/her 

personal relation with the client-base and thereby, understand which the points of 

strength are to value and on the contrary, which aspects should be improved.  

Regarding these points, the author outlined how the application of the vast and 

revolutionary field of behavioural finance can considerably drive the consulting 

relationship towards success.  

In the light of the above, we must pay attention to a precise point. In fact, both the 

experts of finance and asset management have various personal methods to measure 
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the advice report’s success, but some core attributes are commonly recognized as they 

typically shape this relation, which are the ones reported below. 

In first instance, the counsellor should comprehend the customer's current financial 

targets, together with upholding consistency in the aptitude adopted when 

counselling his/her client. Besides, an additional critical characteristic regards the 

counsellor’s professionality, specifically related to when the proficient provides 

consultancy.  It is fundamental that he/she should is capable to bring to the customer 

what the investor initially anticipated, thus fulfilling his or her expectations.  

Eventually, the author outlined another critical fact:  the relationship established 

among the advisor and his/her client must accrue mutual benefits. 

Going on with the treatment of these arguments, we can say that advisors frequently 

find themselves in situations in which the layer of risk preferred by the client deviates 

substantively from the advice recommended by the financial promoter. In most 

instances, this is owed to undervaluing seriously the proper function of customer 

breakthrough session. In this horizon, the need to detect and attenuate the negative 

effects arising from behavioural misconceptions is crucial, as it is represents an 

inherent feature of the advisor- wealth regimes.  

Remarkably, advisors can significantly minimize their sensitivity to behavioural 

prejudices exposure, fundamentally by implementing the following tenets in each of 

their cases. Firstly, it is essential for them to revise their portfolio- building method as 

to assure that they are employing a suite of assets able to influence and hone 

continuously the process of decision-making.  

Moreover, another possibility is to deploy a stringent framework of portfolio 

management which is process- oriented. Crucially, by doing so the promoter will boost 

effectiveness and lessen the necessity of making decisions which can be affected by 

emotions.  

Afterwards, another important characteristic which may contribute and help the 

promoter to manage his or her prejudices is acknowledging for a customer, the "best" 
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portfolio results the one tailored on the basis of the highest probability of 

accomplishing the customer's financial targets.  

In connection to this, according to Cerulli Associates (2020), p. 6 also a careful risk 

evaluation related to client’s investment is fundamental, therefore the promoter 

should always undertake a continuous disclosure based on the anticipated customer 

expectations. Moreover, he or she should make sure to pursue the client preference 

and hence also to make sure that the portfolios will remain aligned with the client's 

evolving finances. 

In the words of Baker, H. K., Filbeck, G., & Ricciardi, V. (2017), p.28 Financial 

promoters together with portfolio managers might overcome the prejudices’ negative 

impacts and thus gaining the beneficial effects of practicing without them, but in an 

unbiased manner only through greater awareness of which are the possible 

behavioural biases and moreover, by considering them in their investigations as well 

as when counselling recommendations to their clientele. In this horizon, factors such 

as: professional certifications, educational background and experience can build their 

confidence contrarily they should not focus on subjective parameters but trying to fix 

as much as possible to the objectivity.   

Arguably, the authors stated that some helpful suggestions to avoid committing 

mistakes due to cognitive prejudices, could be to set out specifics on the report as to 

document on a precise manner and on detail, the customer's risk tolerance, his/her 

objectives of investment and besides, also the client’s expected time frame of 

deployment and the intended use is also helpful to remind the investor to remain 

concentrated on the long-term targets, instead of concentrating on short-term, as it is 

particularly subjected to markets oscillations. 

Afterwards, the authors also outlined how the asset allocation process can also be 

determinant and thus deserves advisor’s attention when facing possible cognitive 

misconceptions. In fact, it regards an illustration of the allocative policy goals related 

to the early assets. More thoroughly, the adviser should pay particular attention to any 
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pertinent specifics, hence on the anticipated and expressed details disclosed overtime. 

Besides, also the occurrences that could be revisited should be taken into account, as 

long as the consultancy firm is concerned with the specific emphasis to take full 

advantage from a more intensive and tactical investing. In such a case, all investment 

decisions should lie under the strategic asset placement guidelines. In this horizon, it 

can be observed that the aforementioned details, concern the centralized practices 

which regulate the portfolios and hence comprehends both the time frames and 

permissible variations, following the adjustments foreseen by the rebalancing process. 

It is noteworthy that to restrict the potentially detrimental effects stemmed from the 

behavioural prejudices, such as peculiarly overconfidence, it ought to be dedicated 

dealing norms of trading which define the expectations and decrease the necessity of 

making any decisions over the periods of high market fluctuations, therefore 

extremely volatile.  

In conclusion, as a result of the overall discussion faced concerning the attempt of 

mitigating personal behavioural biases on behalf of the counsellor, some final and 

fundamental remarks can be highlighted.  

Primarily, we should state that the ongoing counselling supervision together with the 

information disclosure (thereby including reporting), both consist in fundamental 

parameters which undeniably represent critical features to follow in order to avoid 

falling under prejudices’ effects and misleading conditions. The aforementioned 

characteristics are deemed to be essential, above all once the client's portfolio has been 

deployed along with its process of follow-up tracking. Eventually, at this point the 

promoter’s emphasis eventually turns to the quality of the advisement report. 

Correspondingly, it should be based on a coherent disclosure as to assure that 

customers are apprised regarding the status related to their progress in the seeking to 

achieve their intended result. 

To accomplish this, is also very helpful to keep updated the clientele on any new or 

upcoming development which is likely to drastically alter the clients' financial 

situation. It is worth noting that in more recent times, as technology continued to 



81 
 

expand with the upsurge of new digital technologies, the updating of customers' 

financial status on a regular basis became significantly less common, certainly among 

the youngest clientele, the upgrade of client’s financial status became more typical on 

annual basis or more simply, only as appropriate to the requests of the customer, 

thereby when he or she needs it.  

By taking into consideration the previously faced arguments, it emerges that from the 

counsellor’s standpoint, the overconfidence bias is among the commonest factors 

contributing to the mismatch between the preferences of the investors and the 

consultants' portfolio recommendations. Arguably, it is however important to 

ascertain the fact that, thereafter the combined years of accumulated expertise and 

competence, consultants are prone to make recommendations on portfolios that they 

assume they are “supposed to fit" clients' individual demands. To this end, we must 

also be aware of the fact that, although an expert in consulting services thanks his or 

her proficiency would be able to optimize the expected return, the consultant ought to 

compute the evaluations on the basis of a given amount of risk, deemed by the 

professional as appropriate.  

In the light of the above, the recommendation should reflect both the return and the 

risk that the client deems as acceptable, thereby it ought to respect the degrees of risk 

and returns that make the client to feel comfortable in the financial deal.  

Precisely for these reasons, the promoter should always be prepared to assess some 

risk sensitivity questionnaires which aim to identify the individual degree of risk 

tolerance, which is employed by many consultants in this process. Without any doubt, 

this could be a valuable cue to comprehend in depth the client’s standpoint, but it is 

also true that a very direct and certain method to figure out extensively which is the 

investor’s perspective for the advisor, is to face sincerely the argument with confidence 

and thus paying the maximum attention to the replies obtained. 
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CONCLUSIONS 

In the sections of this thesis various arguments have been faced, any of which 

contributes for a higher knowledge as well as greater outreach of the issues explored.  

In a first instance, we analyzed the vast field of Behavioural Finance together with its 

cardinal points, in order to enter in the heart of this new ground-breaking field, with 

the optical to dedicate the investigation to a specific type of decision-making process: 

the investing decisions.  Subsequently, we concentrated our attention to the financial 

landscape on the ground that as it appears more than evident, it is the arena for any 

financial decision, thus including those related to the investment matters.  

To accomplish this, in our second chapter we intended to outline how a financial 

system and its components are characterized. In this scenario, our aim was to give 

sufficient space to the purpose of portraying the environment in which the investing 

decisions occur and therefore, we sought to describe this type of arena on a greater 

detail.  

Finally, in the last chapter of the thesis we entered in the core part of our aim, which 

is the linkage among behavioural finance and the investment decisions.  

To this end, we shed light on the professional figure who is responsible for providing 

better advice to the investors in such a matter, namely: the counsellor.  

Crucially, these professionals have a high degree of accountability for what concerns 

the investments’ subject matters, on the ground that the final outcomes of their 

customer bases’ investment transactions strictly depend on the previous advice they 

received by these professionals. Undoubtedly, as it appears more than evident, they 

play a critical role as related to investment decision-making.  

Nonetheless as we broadly described in the first chapter of the thesis, all human beings 

might commit errors and fall under the cognitive biases’ effects and obviously this 

holds true for every human being, hence for any person of any gender, practicing 

whichever profession, coming from whatever country and eventually, aside from his 

or her personal tastes and preferences.  
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It is noteworthy to remember that we simply are all humans and consequently all 

subjected to incur into unforeseeable mistakes and/or prejudices.  

In view of the above, financial advisors are human beings just like many other 

practitioners operating in different areas such as: juridical, medical, literary or any 

other fields. As a consequence of this, it would not be surprising to us if they show the 

clearest effects derived from their personal biases.   

Through the treatment of these arguments, another fundamental aspect emerges too, 

which delineates the critical distinction between the various types of consultancies. 

Specifically, we refer to the human nature and the automated version of advisors.   

Crucially, this distinction is noticeably related to the arguments faced within our 

overall discussion, particularly to the one associated to cognitive biases.  

In fact, as it can be clearly understood, the first category of advisors will be 

substantially affected by these last on the ground that as aforementioned, they are 

human beings.  Whereas the other ones, such as the automated forms of consultants 

do not experience under no circumstances, the effects of cognitive misconceptions 

since they consist of an artificial and digital technology platform, capable of offering 

fully integrated and automated investment solutions together with wealth 

management and financial planning services.  

In view of the above, we can firmly state that these latest and pioneering versions of 

advisors will not suffer any cognitive prejudice and for sure, this will be for them a 

strong suit on which to focus.  

Essentially, we can notice that the robo-advisers integrate, often automatize and 

streamline quantitatively the financial strategies making reference to portfolios. Note 

that, these ground-breaking and innovative platforms are relatively inexpensive and 

with low upfront balances, which makes them quite affordable for consumers. 

However, they might result more suitable for conventional types of investments and 

may not be the optimal solution for more complicated questions, such as legacy and 

estate plans which may require a constant confrontation and also, a straightforward 

comparison. 
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Intuitively, some individuals have pointed out the fact that these advisers show a lack 

human synergy, togetherness and sophistication. In fact, these platforms present 

various advantages as aforementioned, but without any doubt they are not human 

beings, thus they cannot build with their clients a human-based personal relationship.  

The topics envisaged in the present master’s thesis, principally in the first chapter and 

in the final part, enable us to realize that cognitive biases have a powerful impact on 

individual’s investment decision-making, which therefore applies also to the 

fundamental role of advisors. To this effect, it is essential to comprehend fully which 

potential biases might affect these professionals as an effort to overcome those issues, 

in fact only by interiorizing them the counsellor will be able to outweigh them and 

thus provide the better counselling service, deprived of any potential bias.  

Without any doubt, detecting and attenuating the negative consequences of 

behavioural prejudices is an inherent component of heritage consulting reports. The 

arguments just exposed show that the adoption of a highly responsive attitude to 

mitigate the ongoing burden of such biases, permits advisors to reinforce the added 

value provided by their services to the interested clientele.  

Crucially, we must highlight that consultants also can substantively diminish their 

sensitivity to their exposures posed by behavioural misperception by means of 

implementing the following tenets:  

One expedient they ought to use is to revise their portfolio construct- methodology to 

to be certain that they are rightfully adopting enough bundles of resources as to both 

inform constantly and further develop their decision processes.  

Moreover, as shown through the argumentations of this thesis, advisors might also  

deploy a disciplined structure of portfolio, which is also stringent to process-driven 

framework and thus, able to enhance the efficiency of the service offered but 

simultaneously, by also reducing the likelihood that decision-making would be 

impacted by emotions.  

Furthermore, to this end the advisor ought to implement some additional 

arrangements and solutions which might turn out to be useful as well. Some examples 
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of them are acknowledging that the “best” portfolios for a given customer is the one 

that is personalized and therefore, also the one which maximizes the client’s chance of 

attaining his/her personal financial targets. In the optical to avoid cognitive biases, also 

the reporting and the communication play determinant roles. In fact, the interested 

advisor ought to undertake a constant reporting and communicative practice built on 

the customer's initial expectations. In so doing, the advisor will be able to assure that 

the portfolios of the clients keep staying in alignment with the evolving financial status 

of each single client concerned. 

In connection with the aforementioned argument, even the concept of upcoming 

councils and oversight of customer’s prospective portfolios have a meaningful impact. 

In fact, after the processes of follow- up as well as tracking of the customer’s portfolio 

have been conducted successfully, the emphasis and the advisor’s attention are shifted 

on the crucial features of the advisement relationship. Undeniably, the role of 

communications as well as coherent disclosure is essential in the optical to guarantee 

that the interested customers are made aware of the progress towards achieving their 

intended results. 

Furthermore, it should also be considered the possible impact which might emerge by 

adopting the robo-advisor platforms. Essentially, they permit to their clients to bridge 

all their necessary financial categories of accounts, to totally accomplish one’s targets 

and it may be necessary a tailored counselling, which also accounts for the various 

facets of the customer’s personal scenario. Moreover, on the technological front it must 

be taken into account that the utilization of algorithmic- based dealing, by means of 

digital signature and cellular applications permitted to carry out the process of 

creating an open account wholly on a digital form, without necessarily filling out a set 

of printed documentation.  All the aforementioned properties result outstanding and 

in a certain sense also unparalleled, but to all those technically exceptional features, 

one crucial component is nonetheless missing: the human touch.   
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Intuitively, as we have analyzed thoroughly in the previous sections the human 

component plays a very determinant role in individual decision-making processes and 

above all, when we refer to critical decisions such as the ones pertaining to wealth 

management and entrusting one’s capital to a professional figure.  

No one would ever question that these newest and innovative forms of advisers would 

be really cost-effective and enhance meaningfully the performance efficiency in the 

execution of their own professional activities but some aspects requiring the presence 

of one person cannot be entirely replaced, being artificial tools. For instance, they 

might not be able to accompany a client for a meal together, it would never be able to 

send a letter to his or her assisted as a person with whom a client ties a bond, would 

do. Therefore, if the single individual is searching for the establishment of a concrete 

business relationship, this would be substantially complicated to achieve, through a 

robo-advisor. But this appear to be a requirement quite common among people, which 

turn out to be more irrational than they might expect.  

Besides, it is also important to bear in mind the different approaches we will face when 

dealing to each one of them.  In fact, before registering with a  robo-advisor we are 

required to fill out a quick questionnaire on risk profiling, just to enter a few personal 

information and details, which certainly proves to be useful in addressing the potential 

client’s objectives, necessities and investment horizon but it nevertheless is however a 

secondment method, which does not entail a certain dose of empathy or it does not 

give so much space to the emotional variables which reflect us and our way of thinking 

about the several circumstances we face. On the other hand, a traditional financial 

promoter typically begins with a personalized client-adviser meeting, with the 

purpose of really getting to know his or her client. Furthermore, the consultant 

attempts to find out the real reason why the client invests, therefore he or she also 

strives to identify the short, medium and long-term plans the customer set out for him 

or herself.  Consequently, we can say that the financial promoter learns about the 

client's risk appetite and assists the customer in the formulation of his or her final 
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objectives, hence developing a tailored scheme. In a final analysis, we cannot avoid 

mentioning the fact that the “human” type of advisor will be available to answer any 

question the client might need to ask, as it he or she is present in the meeting also for 

this reason, to be available for the client and acquire a wide spectrum of knowledge 

concerning his or her historical background and new perspectives in life.  

Unquestionably, all these valuable qualities and salient traits of a financial promoter 

are a precious resource.  

At the same time, though people are not machines hence must be very careful and try 

to avoid falling under the influence or powerful effects of cognitive biases. 

Consequently, the final purpose of this thesis is that to provide a useful and complete 

contribution to the argument faced of investment decision-making processes of 

individuals, which should be unfolded in the best fashion as possible.  

Furthermore, it also aims to draw the reader’s attention towards the great impact 

exerted by cognitive misperceptions, as they undoubtedly represent a real menace for 

the fairness and neutrality of an individual’s decision processes.  

In this horizon, thereby it is of utmost importance that individuals seek to escape from 

the threats hurled by the cognitive biases.  

Such reflections, without any doubt hold true, for any economic agent, therefore also 

for investors who are involved in financial transactions on the ground that financial 

advisors as seen, play a critical role for their client- base and moreover, they are 

humans too consequently they are not exempted from being affected by these 

particular cognitive misconceptions. Remarkably, any of these purposes can be 

accomplished without being aware of these concrete circumstances.  

Finally, I am entirely confident that by acknowledging how behavioural finance 

deeply affects our decision-making processes and the extent to which is truly reflected 

in our everyday life behaviours and actions, individuals can impressively improve 

their decision-making processes such that they will be able to avoid the impact of 

cognitive biases and therefore, take the best choices for them as well as for their wealth. 
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• https://www.borsaitaliana.it/borsa/glossario/indice-s-p500.html 

• https://www.borsaitaliana.it/notizie/sotto-la-lente/sp500.htm 
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