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familiar with is how we can both love and hate those 
close to us and on whom we depend, which creates 
unconscious conflict. There are direct analogies with 
how we relate to, for example, the football teams we 
support and ‘idealise’, and crucially for our purposes, 
the stocks we actually hold. Once we feel let down, and 
can no longer deny the hurt, then this process is 
reversed, and we start to see only the faults.

All judgements are made within states of mind. 
Melanie Klein, a leading British psychoanalyst, 
describes two basic oscillating mental states. In the 
depressive state of mind we experience ourselves, and 
others, more or less as we are, complex with attractive 
and unattractive characteristics, good and bad, and 
ultimately frail, i.e. we’re real. Feelings of ‘trust’ are a 
feature of this state. In the paranoid-schizoid state of 
mind we avoid the pain of reality by splitting good and 
bad experience. ‘Distrust’ is a feature of this state. 
There is a direct relationship, we suggest, with financial 
markets and investment decisions where emotions and 
uncertainty interact. There is a constant tension 
between ‘realistic’ judgement made in a depressive state 
of mind, and the tendency towards ‘fantastic’ 
judgement, made in a paranoid-schizoid state. 

Emotional consEquEncEs  
of uncErtainty
Financial markets are essentially social settings where 
individuals engage with each other to set asset prices, 
based on estimates of future value. This activity 
depends on making judgements about available 
information to resolve two different orders of 
uncertainty; that caused by unavoidable information 
asymmetries at the moment of decision-making, and 
that determined by the fact the future is inherently 
unknowable. 

Information asymmetry creates nagging doubt. 
‘Value’ investors, for example, believe the way they 
assemble the available information about a firm gives 
them reason to believe an asset is undervalued by 
investors. This judgement creates anxiety. First, there is 
the fear that the information they have been ‘given’ by 
the firm’s management is ‘untrustworthy’; second, there 
is the fear that even if the information and their 
underlying analysis is correct, the rest of the market 

may never come to share their view. Uncertainty about 
the future is intrinsic. The price of all asset classes, 
however well understood in the present, is contingent 
on future events and the response to that future by 
other market participants. Anxiety in this instance  
is endemic.

A feature of making decisions under uncertainty is 
that they involve hope and risk – the risk of getting it 
wrong and then of having to pay the consequence. In 
the investment environment this means not just 
financial loss, but also risk to your job. Insofar as the 
future is inherently unknowable, painful anxieties are 
evoked which the decision-taker can do nothing 
‘rational’ to abate. Because taking risk creates both 
excitement and anxiety, it ushers in the opportunity to 
split off the good ‘exciting’ experience from the bad 
‘painful’ thought of loss. 

The formal recognition of the equation ‘investment 
= uncertainty = anxiety’, along with the proposition of 
the two mental states in which decisions are evaluated, 
the depressive and paranoid-schizoid states of mind, 
are we believe key contributions of emotional finance. 
The process of investing means that the investor enters 
into an emotional attachment, whether conscious or 
not, with something that can easily let him down. 

Emotional financE and risk
Emotional finance can also help us understand the real 
meaning of risk to investors. Fund managers have to 
operate in an environment in which, to some extent, 
they have to feel they can predict the future. Although 
we have a whole myriad of conventional measures of 
risk in financial markets, these can also be viewed as an 
unconscious pseudo-defence against the uncertainty of 
making a correct judgement, i.e. ‘real’ risk. In our 
unconscious there is no such thing as a little anxiety: 
emotions tend to be experienced as total. 

Emotional financE  
and thE bad nEws anomaly
Under-reaction to bad news is one of the best 
established and seemingly robust of all market 
anomalies. It takes many forms. Emotional finance 
suggests that perhaps delay in fully incorporating 
adverse information in asset prices in a timely manner 
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raditional finance, derived from neo-classical 
economic theory, assumes investors are rational 
and competent. Behavioural finance, borrowing 
largely from cognitive psychology, explores 
investing as a special class of decision-making 

under uncertainty, and highlights serious judgemental biases. 
Both approaches have successes and failures in what they can 
explain. Here we introduce the possibility of a third paradigm, 
emotional finance, which emphasises the key role of the 
emotions as drivers of investor behaviour. 

Emotional finance is a new area in finance and is at an early 
stage of its development as a coherent discipline. It aims to 
provide an understanding of financial market behaviour and 
investment processes by formally recognising the role 
unconscious needs and fears play in all investment activity. 
Investment judgements are made under sway of powerful and 
potentially debilitating unconscious forces with the 
implications often not recognised. A proper understanding of 
these issues is needed, making the unconscious ‘conscious’ and 
relieving the acute levels of pressure and stress many market 
participants suffer from. This could significantly improve the 
psychological ‘health’ of market participants, and the quality of 
investment decisions.

Emotion in invEsting
Modern research in neurobiology has started to confirm 
sigmund Freud’s view of the centrality of emotion and the 
unconscious in the way we deal with the world. Freud was not 
the first to posit the notion of the unconscious. But he was the 
first to create a systematic model of how knowledge of the 
conflicting ideas and feelings that can coexist in an individual’s 
mind is denied, then triggered, by new emotional 
circumstances. One core insight is that thoughts create 
feelings, and that feelings create thoughts.

To simplify greatly, Freudian psychoanalysis postulates that 
the feelings created by thoughts are of two types – pleasurable 
(exciting) or painful (anxiety or loss-provoking). Many 
professional investors, for example, are aware that holding 
stocks can evoke ambivalent reactions: the danger of falling in 
love with a favoured stock and holding it too long must be put 
beside the potential pain of ‘letting it go’ too soon. so, as 
human beings we deal with such conflicting feelings by making 
the painful ones unconscious; we behave as though we never 
thought or felt whatever it is we don’t like. 

Unrecognised emotions or fantasies are the deep drivers of 
human judgement; powerful because they remain unknown 
and so not subject to reflective thought. An example we’re all 

“The equation ‘investment = uncertainty = anxiety’ is a key  
contribution of emotional finance... The investor enters into an  
emotional attachment with something that can easily let him down.”



could be an inevitable consequence of 
an emotional environment where there 
is a tendency to split good and bad. We 
can employ a range of unconscious 
defences against the emotional hurt of 
having to acknowledge that our 
previously idealised investments are now 
‘faulty’ and the associated pain of loss, 
both financial and emotional. These 
mental defences can be powerful and 
entrenched, and it can take some time 
before reality ultimately overwhelms 
them, leading to delay in the market 
fully responding to the pricing 
implications of the bad news. 

thE phantastic objEct
Investment is both exciting and 
uncertain. It is helpful to incorporate the 
role of excitement in financial 
investment by recognising that such 
activity includes the unconscious belief 
that it is possible to possess what we 
term ‘phantastic objects’. For example, 
the discovery of a truly undervalued 
stock or even a whole new way of 
investing.

 The term ‘phantastic object’ is 
derived from two ideas. The Freudian 
concept of object denotes a mental 
representation, i.e. a symbol of 
something in our mind but not the 
actual thing itself. Phantasy is a 
technical term which psychoanalysts use 
to describe an individual’s unconscious 
beliefs and wishes which come from the 
earliest stages of an infant’s mental 
development. Thus a phantastic object 
is a mental representation of something 
(or someone, or an idea) which fulfils 
the individual’s deepest desires to have 
exactly what they want and exactly 
when they want it.

 The dotcom stock bubble was an 
example. Dotcom stocks seemed to have 
magically transformed their owners in 
unconscious fantasy from a normal 
existence into an exciting one. Not 
surprisingly, on this basis, normal 
valuation fundamentals would not ‘feel’ 
relevant but would be boring and 
pedestrian. Market participants’ sense of 
subjective reality became captivated by a 

On file…

PROfile – fACT BOX

David tuckett
career highlights: 
david tuckett is a leading uk 
psychoanalyst, visiting Professor in 
Psychoanalysis at university college 
london and a leverhulme research 
fellow.

the authors are currently engaged in 
a major leverhulme foundation 
funded research study ‘a 
psychoanalytic study of investment 
markets’ which has involved more 
than 50 interviews with fund 
managers in the us, uk and europe. 
an important initial finding relates to 
the key role of effective management 
and team processes in helping 
individual fund managers deal 
effectively with inherent anxiety and 
stress.

richard taffler
career highlights: 
Professor richard taffler is the 
Martin currie chair of finance and 
investment and director of finance 
and investment at the Management 
school, university of edinburgh. he is 
a member of the uksiP / cfa 
institute advisory council.

September 2006, 
Investing is all in the mind, 
Dr Helmut Henschel

December/January 2003/04, 
Anatomy of a bull trend, 
Herman Brodie

December/January 2003/04, 
Part man, part monkey, 
James Montier

cfa Body of knowledge X
Professional Investor

20 a u t u m n   2 0 0 7

magnetic new set of principles; the ‘new 
economy’. Which provided a plausible 
explanation for a departure from reality 
into fantasy.

 such ideas are part of what happened 
in many institutions during the dotcom 
bubble when investors withdrew assets 
from managers who refused to invest in 
dotcom stocks, or when managers 
changed styles to prevent being fired. 
Eventually, however, reality must dawn. 
Then panic sets in and the asset pricing 
bubble bursts. At this point, the once 
loved unconscious phantastic object is 
hated. Investors then feel persecuted 
rather than guilty or ashamed and, by 
projecting these feelings, blame others. 

Emotional finance teaches how 
difficult it is for us to acknowledge when 
we have been caught up in such a 
paranoid-schizoid state of mind. An 
investment process which involved more 
clear acceptance of such a loss experience 
and the ability to give up our 
unconscious dreams would be  
more robust.

Perhaps the idea of the phantastic 
object can also help us to understand the 
current attractions of some hedge funds?  
Expectations of returns from some star 
funds seem idealised. Is there a tendency 
by some investors to view certain, 
complex hedge funds as potential 
phantastic objects, rather than the reality 
that they are just another asset class?  
Might there be any parallels with the 
dotcom bubble?  


