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DSEF003- Behavioral Finance

Course Pre-requisites
Type/
Course
Code Course Title Lectures | Tutorials | Practical Credit
Behavioral NIL
DSEFO03 Finance 3 1 0 4

Objectives: This course is aimed at providing the students with an understanding of the
influence of behavioral biases in various facets of finance, including investment in financial
markets and corporate finance decisions. It demonstrates the idea of irrationality in an agent's
behavior and exposes the students to the role of heuristics and biases in judgment under
uncertainty.

Learning Outcomes: After completion of the course, learners will be able to:

e Recognise the foundational theories of rational and behavioral finance.

e Identify and discuss key behavioral biases and heuristics, and assess their influence on
investor perceptions, judgments, and choices.

e Evaluate the role of behavioral factors in explaining market anomalies, bubbles, and
crashes.

e Examine the impact of behavioral biases on corporate financial decisions.

Contents:

Unit I (10 Hours)

Expected Utility theory; Rationality of Agents; Risk Aversion, Behavioral Finance vs.
Conventional Finance; Limits to Arbitrage; Prospect Theory; Cumulative Prospect Theory;
Nudge Theory; Neuro Finance.

Unit II (12 Hours)

Availability heuristics, Representativeness heuristics, Anchoring bias, Overconfidence bias,
Confirmation bias, Loss aversion, Self attribution bias, Disposition effect, Hindsight bias,
Mental accounting, Recency bias, Frog-in-the-pan hypothesis.

Unit II1 (10 Hours)

Biases across asset classes, fundamental-based and risk-based anomalies; Rational and
behavioral explanations of anomalies- augmenting asset pricing models with behavioral
factors.; Role and measures of investor attention, herd behavior and investor sentiment.
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Unit IV (13 Hours)

Moral hazard and adverse selection; Signalling: corporate & personal finance decisions;
Investor biases; Managerial biases; Biases of third parties/other agents; Behavioral biases in
Mergers & Acquisitions.

Tutorial Exercise: The students shall be asked to to:

Present case studies on the application of Nudge Theory by Financial intermediaries.
Identify the biases viz-a-viz actions by individuals and estimate its outcome as profit
or loss.

Observe the daily movement of stock prices of any 10 firms across different sectors
over the last 5 years. Analyse if the stock price movements are affected by anchoring
bias. Examine how stocks behave when they approach or breach their 52-week highs
and lows.

Based on data from the last 10/15/20/25 years, check for the presence of different
market anomalies in the Indian securities market/ real estate market/ commodity
market. Evaluate their profitability.

Estimate the presence of herd behavior in the Indian market. Evaluate its role during
major crises faced by the economy.
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