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BOOK REVIEWS

A Review of Simple Heuristics That Make Us Smart
and Bounded Rationality: The Adaptive Toolbox

Robert A. Olsen

Smple Heuristics That Make Us Smart, Gerd
Gigerenger, Peter Todd and the ABC Research Group,
1999, New York: Oxford University Press, 416 pp.

Bounded Rationality: The Adaptive Toolbox, Gerd
Gigerenger and Reinhard Selten, ed., 2001, Cam-
bridge, MA: MIT Press, 377 pp.

These complementary books contain essays and
empirical studies investigating the hypothesis that hu-
man decision behavior can often be best explained asa
product of ecological rationality. Ecological rationality
is rationality defined by its fit with redlity (natural
world) and having evolutionary roots. Decision makers
are said to make use of an “adaptive toolbox” of fast
and frugal rules, which have served the human species
well in enhancing reproduction and survival. For the
most part, toolbox rules dispense with optimization
and the formal cal culation of probabilitiesand utilities.
Although the authors do not get involved with adiscus-
sion of the genetic origin of toolbox rules, evolutionary
psychologists and neuroscientists have sketched out
the process. In particular, while genes can not program
behavior the way that computer codes do, genesarere-
sponsible for building epigenetic programsinto organ-
isms. Such epigenetic programs are naturally selected
“tendencies’ for an organism to act in aparticular way.
For example, a tendency might be to avoid extreme
heat. It isthen |eft up to the organism to decide what to
doif it encounters fire. The idea of an “adaptive tool-
box” of rulesthat are selectively employed or triggered
is consistent with current research suggesting that the
human mind is modular in construction and does not
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contain a “general problem solving mechanism,” as
once thought.

SmpleHeuristics That MakeUsSmart, containssix-
teen multi-authored articlesfocusing on descriptions of
some proposed fast and frugal rules that comprise the
“adaptive toolbox.” Examples include the Recognition
Heuristic: If one of two objects is recognized and the
other isnot, theninfer that the recognized object hasthe
higher value. Other heuristics include “Minimalist,”
“TakethelLast,” and“ TaketheBest.” Ingeneral, toolbox
rules are heuristics that can make use of emotions,
norms, and social imitation. This stands in strong con-
trast tomorerecent normativeapproachestorational de-
cision-making which are often axiomatic logic systems
emphasizing the importance of behavioral consistency
and arefocused on the goal of optimization. The adap-
tivetoolbox focuseson thefact that the natural worldis,
for most practical purposes indeterminate, where con-
sistent predictable behavior |eadsto extinction, and sur-
vival of the species does not require optimization.

Bounded Rationality: The Adaptive Toolbox, con-
tains 19 multi-authored articles, and attempts to pro-
vide amore coherent framework to the Bounded Ratio-
nality model first proposed by Herbert Simon. The
argument is made that bounded rationality should not
be viewed as “optimization under constraint” asis so
often done. This is because estimation of costs and
benefits is usually open to an unknown range of accu-
racy, and there also exists an implicit regression prob-
lem (costs and benefit calculations are themselves
costly and demand ameta level analysis).

Thebooks' authors suggest that thereispresently no
complete model of Bounded Rationality. However,
such amodel must specify:

Simple search rules,
Simple stopping rules,
Simple decision rules.

Articlesinthebook demonstrate how the adaptive tool-
box contributessuchrules. In particul ar, argumentsand
empirical research are presented to demonstrate how
emotions, norms, and social imitation serveto establish
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search, stopping, and decision rules. This book also
presents discussions of the types of situationsin which
the fast and frugal toolbox rules work well. In this re-
garditisnoted that theseruleswork well whenthereisa
systematic lack of knowledge, the environment is
informationally noisy but stable, and informational
cuestend to be non compensatory and somewhat corre-
lated. The potential economic relevance of this type of
situation is demonstrated with an empirical study
showing that the use of simple adaptive rules would
have allowed the construction of an investment portfo-
lio that equaled, if not outperformed stock market in-
dexes and many managed common stock funds.

Both of these books are well edited and written at
a level that makes the material accessible to a
non-specialist. The individual articles contain very
complete sets of references. This is important, since,
although research in this area is very recent, it is
spread over many diverse disciplines and professional
journdls. | advise the novice to first read Smple
Heuristics That Make Us Smart, since it provides
background information for Bounded Rationality:
The Adaptive Toolbox. “Bounded Rationality” covers
more ground than “Heuristics,” and the articles are
stylistically more varied, making it a dightly more
challenging book to read.

A Review of Why We Feel: The Science of Human Emotions
and Feeling and Thinking: The Role of Affect in Social Cognition

Robert A. Olsen

Why We Fedl: The Science of Human Emotions,
Victor S. Johnson, 1999, Reading, MA: Perseus Books,
210 pp.

Feeling and Thinking: The Role of Affect in Social
Cognition, Joseph P. Forgas, ed., 2000, Cambridge,
England: Cambridge University Press, 421 pp.

Do you believe that emotion and reason are inde-
pendent mental processes and that good decision-mak-
ing necessitates minimal emotional influence? If so,
these two books need to be on your reading list.

Not much more than a decade ago, the study of
emotion (affect) was viewed with disdain by psycholo-
gists and decision scientists. Psychologists generaly
felt it unscientific to study something that appeared
ephemeral and was difficult to measure. Decision sci-
entists felt no need to study the influence of emotion
sinceitwas*“obvious’ that “emotional behavior” led to
bad decisions. Only recently have an increasing num-
ber of cognitive and evolutionary psychologists and
neurosci enti sts begun to present evidence that not only
are emotions an indispensable human attribute, but that
emotion is vital to good decision-making. They note
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that hedonic tone (good or bad), the central core of al
emotion provides the common mental currency re-
quired for multidimensional decision-making. Deci-
sions are made within the brain and no attribute other
than hedonic tone existswhich is capable of combining
values associated with many decision factors. In this
regard, much empirical evidence suggests that lack of
appropriate emotion leadsthe fully informed and tradi-
tionally logical decision maker to behavein ways simi-
lar to an idiot savant. Specifically, the decision maker
isinfull possession of all relevant facts and methods of
analysis, but is unable to operationalize them to make
good decisions.

Why We Feel: The Science of Emotions provides a
concise overview of the origin, nature and general
functions of emotions from biological and evolution-
ary perspectives. Emotions are said to be emergent
properties of brains and have come into existence be-
cause they have the adaptive value of enhancing bio-
logical survival. The author discusses a number of pri-
mary emotions such asfear, anger, disgust, and sadness
and describes the process of how experienced events
become emotionally tagged and how thisemotional tag
comes to provide an internal context which is stored
away and re-used in future similar situations. It isnoted
that what often appears to be situationally inappropri-
ate over or under emotional reaction is the biological
consequence of a mechanism not designed to react to
theworld asitis, but asit is desirable to be perceived.

The author also reviews alarge neuroscience litera-
ture discussing the physical structure of the brain and
how and why it is that cognitive processes elicit emo-
tional reactions and emotion influences cognitive pro-
cesses. Inthisregard, it isnoted that emotions of neces-
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sity not only influence what we think about, but also
how we evaluate the output of those thoughts.

Feeling and Thinking: The Role of Affect in Social
Cognition contains sixteen multi-authored articles,
which review and integrate what is currently known
about theinfluence of emotion (affect) in decision mak-
ing. The book is divided into four sections. These are:
The Interplay of Affect and Cognition, The Informa-
tional Role of Affect, Affect and Information Pro-
cessing, and Affect and Social Knowledge Structures.
Some important conclusions drawn from empirical
studiesareasfollows. First, how peoplesel ect, storeand
retrieveinformationisunder affectiveinfluence. For ex-
ample, morenegativeinformationisrecalledwhenade-
cisionmaker isinabad mood, andviceversa. Also, neg-
ativeinformation tendsto be given greater weight when
the decision maker isin anegative frame of mind.

Second, affect influences the processing of infor-
mation. For example, positive mood tendsto produce a
more open, creative and inclusive style of processing,
than does negative mood. Also, positive mood tendsto

be associated with a more top down style of reasoning
and the greater use of heuristics, stereotypes, and
scripts.

Third, affect tendsto have agreater influencein de-
cision situations that are more complex, open, and un-
certain. In particular, affective tone, or how one feels,
plays a much more important role in decisions that are
unique or atypical.

In summary, both of these books are well written,
well edited, and full of valuablereferencesto thelitera-
ture. | would advise readers, who are new to thistopic,
to begin with “Why We Feel,” as it lays important
groundwork for “Feeling and Thinking.” “Feeling And
Thinking” is amore challenging book because it goes
into greater detail about specific theories of affect and
cognition and contains more diverse writing styles.
However, it contains awell-balanced summary chapter
which puts the individual articles into perspective.
These books provide an excellent vehicle for obtaining
agood overview of the emotion/decision-making liter-
ature.

A Review of Psychology: An Evolutionary Approach,
Evolutionary Psychology: A Critical Introduction
and Evolutionary Psychology: The New Science of the Mind

Robert A. Olsen

Psychology: An Evolutionary Approach, Steven
Gaulin and Donald McBurney, 2001, Upper Saddle
River, NJ: Prentice-Hall, 396 pp.

Evolutionary Psychology: A Critical Introduction,
Christopher Badcock, 2000, Cambridge, England: Pol-
ity Press, 296 pp.

Evolutionary Psychology: The New Science of the
Mind, David Buss, 1999, Boston, MA: Allyn and Ba-
con, 442 pp.

The objective of the new field of Evolutionary Psy-
chology isto investigate the origin and adaptive func-
tion of the human mind. Because Behavioral Finance
focuses on decision-making from anatural as opposed
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to an axiomatic point of view, Evolutionary
Psychology isrelevant to the study of financial market
behavior.

Evolutionary Psychology is based on three princi-
pa assumptions. First, variations in the human mind
result from genetic selection based on local conditions.
Second, just as other bodily organs adapt, so does the
mind. Third, given the generally slow rate of biological
adaptation, human minds, as well as bodies, are most
adapted to a physical and socia environment that in
many respects was quite different from that of today.

Therelevance of these assumptionsfor financial de-
cision-making lays in such observed behavior as herd-
ing, overconfidence, loss aversion and the strong at-
traction to the use of concrete, personal, and affective
information. More specifically, these types of behav-
iors are encouraged by mental processes which are
more unconscious and most likely of evolutionary ori-
gin. For example, herding can be traced to the need for
safety and group acceptance. Overconfidence arises
from the need to control and be able to maintain a posi-
tive outlook in the face of uncertainty and adversity.
Loss aversion results from a physical environment
wherein not obtaining what is needed generally leads
to extinction. Finally, the preference to favor concrete,
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persona and affective information appears related to
the fact that throughout most human history informa-
tion came from family or close friends, thru the physi-
cal senses. In addition, affective feelings are associated
with fast automatic reaction that would have increased
the chance of survival.

While Evolutionary Psychology does not deal di-
rectly with financial practice, it does provide apossibly
fruitful aternative way of explaining behavior that
does not seem rational in today’sworld. Come to think
of it, why are Bulls associated with good and Bears
with bad?

The books listed above are the first complete sur-
veys of Evolutionary Psychology. Although they al

cover the same basic territory, they have slightly differ-
ent emphases. Evolutionary Psychology by Badcock
gives greater emphasisto the biology of the evolution-
ary process underlying the mind and to the process of
adaptation. David Buss provides greater emphasis on
the role of mental evolution in solving major life tasks
such as mate selection, physical survival, and kinship
relations. Gaulin and McBurney’s book is perhaps the
most far ranging in that they recast Psychology in the
mold of alife science.

All of these books arewell written and don’t require
any background knowledge. Also, they are well refer-
enced. An interested student of financial behavior
could not gowrong by reading any one of these books.

A Review of Economists and the Stock Market:
Speculative Theories of Stock Fluctuations

Robert A. Olsen

Economists and the Stock Market: Speculative The-
ories of Sock Fluctuations, J. Patrick Raines and
Charles Leathers, 2000, Cheltenham, UK: Edward
Elgar, 169 pp.

This brief book presents the stock speculation and
bubble theories of the few well known Economists
who have developed such theories. The authors point
out that behaviorally focused stock market theories are
rare among Economists. First, stock markets were rare
until the 1800's and of not much interest to economic
writers. Second, most Economists have tended to treat
decision making from a normative rationalist perspec-
tive wherein negative feedback is dominant and stock
speculation isdesirable because it insuresamore rapid
approach to market equilibrium. Being seen astheoret-
ically good, speculation thus does not warrant further
analysis.

Veblen, Keynes, Galbraith, and more recently,
Shiller, are representative of a minority among Econo-
mists who do not subscribe to the sanguine majority
view of stock market speculation and market gyrations.
Not only do they argue that stock market speculation
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can have large negative influence on rea output and
employment, but they also suggest that the source of
such behavior isin part psychological in origin. In this
last respect, these writers anticipated the new field of
Behavioral Finance with its emphasis on real human
decision making processes.

The authors do a good job of summarizing the
standard neo classical efficient markets approach to
stock pricing as well as the models of Veblen, Keynes,
Galbraith, and Shiller. Veblen is seen to propose that
speculation arisesout of overly enthusiastic profit fore-
casts. Keynes adds the insights that massive forecast-
ing uncertainty, as well as “animal spirits,” lead to
herding and overreaction. Galbraith contributesinsight
into the role of institutional market attributes, such as
credit arrangements, which exacerbate market gyra-
tions. Finally, Shiller provides a Social Psychology
perspectiveto stock market decision making. The book
concludeswith atight summary containing apartial in-
tegration of the speculative theories of the selected
Economists.

Given the authors objective, the book is on target.
Unfortunately, it makes no mention of the need and
current interest in modeling security markets as dy-
namic systemsinstead of static models. Also, it makes
no reference to the new field of Behavioral Finance.
Nevertheless, the book isaninteresting history of spec-
ulative models and at times awe inspiring as the au-
thors present the tortuous logic and often absurd im-
plicit behavioral assumptions needed to explain stock
market behavior with the standard neo classical eco-
nomic model.
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