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The last millennium witnessed mankind progress from ages of reliance on
divinity, to the enlightenment and industrial revolution, leading to the dotcom revolution
by 2000. The need to make decisions has always existed, but as the infrastructure of our
minds evolves, so does the complexity of our environments. As technologica progress
allows distance and time to converge, other complex risks coupled with lesstime in
which decisions must be made, are issues that face mankind today. Due to the physical
limits of our gray matter, humans find away of filtering the most vital, pertinent
information from the myriadsof data/noise that bombards us. We do this by using a
plethora of heuristics, an important one being the recognition heuristic. The usage of
recognition heuristics as a successful decision tool can be seen in the formation of social
relationships, the equity markets and brand marketplace. Firstly however, it isimportant
to construct atheoretical framework for this discussion. Thisis done by detailing what
recognition heuristics are, and why humans fall prey to their power.

Heuristics; our quiding light.

A heuristic per say is a psychosomatic marker, asignal our psyche usesto enable
us to choose an option from avariety of options. (ABC Research Group, 1999). When
faced with adecision, the mind deploys a critical search for information. Due partialy to
the computational limits of our mind and time pressure, we cannot know all future risks
and payouts of our decisions (may they be monetary or units of utility). As aresult we are
bounded. Instead of shying away from arisky decision, we make it and thisis facilitated
by avariety of heuristics. These range from satisficing heuristics (i.e. where we choose
one option over another based solely on one subjective criterion) and elimination
heuristics (whereby successive cues are used in order to eliminate options until afew or
oneis|eft) to the one being the focus of this paper, namely recognition heuristics
(Gigerenzer et. Al, 1999). The recognition heuristic then, isasignal our mind perceives
asacueto pick arecognized option over an unknown option. The natura question to
follow is, why and how does our mind do this?

Rationally bounded, we survive.

Risk today comprises the myriad of unknowns that present themselvesin a
number of manners, some being opaque and some unknown. Our mind operates under
limits; limits to our computational power and thus, limitsto our rationality. Asaresult,
the decisions we make can never be thoroughly computed and thus, thoroughly rational.
The search to obtain information on al the outcomes of a potential decision istherefore
futile. Under this bounded rationality, we resort to psychosomatic ‘ short cuts', and these
present themselves in the form of recognition heuristics.

Why we resort to the Recognition Heuristic;



Those who counter the notion that humans operate in a bounded rationality,
advocate the indefinite search for information on the nature of the options available. This
infiniteness implies an infinite amount of time and resources available to the decision
maker. Gigerenzer argues that in reality however, decision makers are bounded by time,
knowledge and funds that can be allocated towards making a decision. Therefore,
proponents of an ‘unbounded rationality’ would argue that a decision is sub-optimal if a
thorough search for al costs of an option is not made (Gigerenzer et. Al, 1999). The
guestion is, how realitic is this search?

Thosein academiawho support the notion of a bounded rationality, believe that
an optimal decision can be made by maximizing subject to avariety of constraints.
However, Vriend and Winter counter by stating that inherent in obtaining the constraints
against which one can maximize, is the indefinite search for information (i.e. the search
for constraints which may be impossible or take up a great amount of resources) (Vriend,
1996 & Winter, 1975) In reality, such asearch isimprobableif not impossible and even
if one were to obtain avast amount of information, this could work towards their
detriment. It can be seen aready, that the case for the usage of recognition heuristics
gains further validity. At this point, it isimportant to elucidate why more information can
be less optimal.

I s knowledge really power? The ‘less-ismore’ effect.

It is useful to have more information, no doubt. However, as stated earlier, our
brain has physical limits. Humans need a queue to signal to them, when to stop hunting
for more information, in order for atimely and successful decision to be made. Later in
this paper, the importance of thiswill be seen in the construction of relationships, the
equity markets and the brand marketplace. However, it isimportant to briefly study the
reason behind why less, may indeed be more for humans.

Studies show a positive correlation between the number of attributes of an option,
and information overload on the mind. A glance at the Internet infrastructure shows how
consumers face information overload whilst on web sites. Often, as Internet retailers are
not constrained by physical advertising space, they undertake a frenzy of posting ad-
banners and ‘ pop-ups'. Fasolo argues that this actually confuses consumers and further
adds to the vast amounts of information available to consumers. (Fasolo et. Al, 2006).
Arguably then, decisions are made incorrectly and/or in haste. In a study conducted by
the ABC Research group, students were given additional conflicting information about
cities that would incline them to use other heuristics, as opposed to the recognition
heuristic. This extraneous information, worked to their detriment, and they ended up
choosing recognized cities over their lesser known counterparts. When bombarded with
information, humans inadvertently revert to the recognition heuristic (Gigerenzer et.al,
1999). These limits are just another reason as to why humans are inclined to use
psychosomatic ‘ short-cuts' in decision making. Apart from unknown risks, time and
other resource constraints, the human brain faces a variety of computational limits. Itis



worth discussing these, as they set the premise for how and why humans so frequently
use the recognition heuristic, and are successful as aresult.

Megahertz of our minds and ecological rationality:

It has been argued by academics such as Miller that the mind can store only fiveto
nine" units of information at one time (Miller, 1956), Furthermore, Simon describes our
mind as a serial processor, following that our central nervous system performstasksin a
hierarchical manner. Tasks are performed in a chronological fashion (as opposed to
multi-tasking), and follow one executive program. Branches, or sub-routines that
comprise this program may result in simple goals, such as reflex/motion or simultaneous
goals, such as skydiving whilst playing Mahjong, on a newly purchased PDA (personal
digital assistant) (Simon, 1967) Although our mind operates in a pragmatic, almost
machinated manner, our decisions are not purely rational computations. Where we cannot
compute, for the reasons described above, we ‘fill in the gaps'. Where we cannot
rationalize, we use feeling and intuition accompanied by simple cues (such as recognition
heuristics). It should be noted that although heuristics are a powerful decision making
tool, they are only usefuel when pertinent to their environments.

Simon argues that humans make decisions within aframework that is bounded
rationally. It is based on two inherently linked components, namely the limitations of the
human mind and the structure of the environment in which it operates (Simon, 1987).
Gigerenzer et.a expand by stating that heuristics then, are rational only to the extent that
they are adapted to their environment (Gigerenzer et. Al, 1999). Furthermore, Goldstein
and Gigerezner argue that often, reasoning purely on recognition results in good
decisions as recognition uses the structure of information within the environment
(Goldstein and Gigerenzer, 1999). This very statement sets the premise of this paper. The
study of three particular environments that follows, al serve to prove how and why
humans use recognition heuristics, and the reason why these tools maybe more powerful
than other, rational decision making processes.

Biased, before we mingle: Recognition heuristics in relationships

Examining Earth’s biodiversity shows one particular attribute, namely that all
creatures bond first and foremost, with their kind. Biological necessity and hostility
towards other species are two primary factors as to why the food chain exists.
Nevertheless, birds of afeather do flock together. Thisis no where more apparent, than in
human relationships. Fasolo et.al argue that ‘fast and frugal’ heuristics outperform
methods that depend on amyriad of probabilities and information (Fasolo et. Al, 2006)
At their most elemental level, these heuristics can result from human ignorance. For
example, when faced with two options, Gigerenzer argues that the decision maker will
choose the recognized option over the unrecognized one (Gigerenzer et. Al, 1999).

! Miller argues that there is anumerical limit (seven units of information, +/- two), that the mind can store at once.



Mapped on to human relationships, an individual in anew environment will initiate
contact with individuals akin to him/her. Furthermore, the diversity and complexity of the
environment will reduce the recognition cue to an elemental one. Thiswill be based on
ethnic affinity (i.e. avisualy premised recognition heuristic). It must be noted however,
that behind this simple recognition heuristic is acomplex interplay of our affect and an
experiential systems (especialy seen in the field of human relationships). These will be
detailed during the course of this discussion. A social study to emphasize how and why
the recognition heuristic is used was undertaken.

Method:

A computerized survey was sent to eighty young adolescents, university students,
academics, individuals within the corporate world and finally, pensioners. The survey
was distributed in a manner which diversified the ethnic origin of it’'s takers
(diversification was accomplished by four quartiles, in which twenty individuals
represented one ethnic group). It was not divulged in the survey, that the usage of the
recognition heuristic was being tested for. Amongst other simultaneous studies (which
were used for other environments in which the recognition heuristic is most evident), one
page on the survey was dedicated to choosing a group of people with similar ethnic
attributes as the test taker.

The fictitious scenario detailed the test subject being in Manhattan, the melting
pot of the US and arguably, the most ethnically diverse city on Earth. The subject could
choose from a group of four ethnic groups to initiate first-contact with. Required also to
detail his’/her ethnic origin, the subject could choose to make Caucasian, African-
American, Asian (far-east), or Asian/Indian (with amixture of Latin individuals) friends.
To negate the possibility of an attraction bias (i.e. opposite sex attraction), individuals
scoring a moderate five (on a scale of one to ten) on an online attraction website', were
chosen. Furthermore, to accentuate the notion that people initiate contact in new
environments primarily using recognition heuristics, individuals radiating affinity were
chosen. (i.e. those who were smiling and thus, seemingly more approachable) (Exhibit
A).

Results: quantifying the recognition heuristic

Out of the eighty individuals the survey was sent to, fifty-four completed it, twelve
abstained and fourteen did not list their ethnic origin, thus obviating the need to include
their answersin the results. An affinity correlation between two main variables, namely
the ethnic origin of the subject, and his/her choice of hibernation with those of similar
ethnic origin, was extrapolated (see Table A). Furthermore, the * OM factor’, aunique
variable to this study was calculated (to be detailed later). For Caucasian individua's, who
contributed 26% to the pool of diversity in the study, an affinity correlation of 79%
existed. For those of African heritage, a stunning 100% correlation existed. These

! The photos in the electronic survey showing the various ethnic groups were chosen from www.amihotornot.com, a
universally recognized website that measures the attractiveness of individuals, using an opinion poll.




individuals comprised 22% of the diverse pool of survyees. Comprising 28% of the
subject pool, Asian individuals exhibited a high 93% affinity correlation. Their southern
counterparts of Asian/Indian descent who represented 24% of the diverse pool, showed
an 85% correlation. Furthermore, a mean affinity correlation of 89% for the entire group
was calculated. These percentages are strong and speak strongly in favor of the
recognition heuristic being employed. Only six out of the fifty-four individuals who
completed the survey successfully, chose to hibernate amongst individuals with different
ethnic heritage, than themselves. These statistics alowed the OM factor to be calcul ated.

A simple and crude variable, the OM (open mindedness) factor represents the
minority of subjects who didn’t comply to the norm and failed to use the recognition
heuristic. Indeed, the Caucasian individuals had the lowest affinity correlation, 79%, and
thus, the highest OM factor (namely 21%). When afew of these subjects were questioned
randomly as to why they chose not to employ the recognition heuristic, they stated that a
variety of other factors played arole when deciding to hibernate with a particular group.
When asked however, why they chose a specific group (i.e. why a Caucasian male chose
to hibernate specifically with those of Asian/Indian origin and not Asian(far-east) origin),
the reasons were unclear and often conflicting. This may negate the supposition that the
OM factor actually represents open-mindedness and not other factors such as error,
confusion, inquisitiveness, or other biases. Nevertheless the OM factor does show that the
recognition heuristic is not universal, or transitive across individuals of a particular race
(Table A).

Discussion: Birds of a feather do flock together.

The results neverthel ess show strong mathematical correlation between the ethnic
origin of the subject and the group of people he/she wished to initiate contact with. A
perfect correlation (100%) in this category was exhibited for individuals of African
descent. The psychological tranglation of thisimplies that the individuals were making
these choices based on visual recognition. When placed in arelatively aien and
diversified environment such as New Y ork, they chose to contact people that they
recognized more ,than groups they knew less. Subsequently, their OM factor was 0%. On
the surface, it is needless to say that people choose to agglomerate with others who are
similar to themselves. Thisisaresult of socia conditioning and upbringing. A more
rigorous study undertaken by Hamm in 1993 showed just this. Hamm argues that
circumstances, both historical and cultural that are unique to ethnic groups determine the
degree to which youths attend to various dimensions, when initiating contact with new
people (Hamm, 2000). Anaogous to the study undertaken for this paper, Hamm’'s
analysis found that those of African descent used ethnic origin, as a major component in
deciding whom to befriend (i.e. in comparison to their Asian or Caucasian counterparts)
(Hamm, 2000). Until now, the results show that humans do deploy the recognition
heuristic. To follow however, a deeper analysis shows how the recognition heuristicis
being employed by the mind.



Affect Pools, the oceans of our emotions:

How do we employ the recognition heuristic when choosing to initiate first
contact? The answer is dichotomous. One hand, humans fear the unknown and try and
caculateit’srisks. However more often than not, we err on the side of caution and chose
recognized options, over others. On the other hand, where we cannot compute all
potential risks, we associate emotions with particular decisions, that have arisen asa
result of similar decision scenarios, in the past. Slovic supports this by stating that our
decisions are guided by images marked by negative and positive affective feelings. These
affect cues enable us to place agreat deal of confidence on elemental heuristics, such as
recognition heuristics (Slovic, 2002) According to the study undertaken for this paper,
based primarily on the fact that an individual has similar physical features to a subject,
the subject chooses to initiate first-contact. On a macro level he/she associates positive
affect feelings with similar physical features. On amicro level, similar interests, similar
habits and other traits of cultural bonding are associated with purely superficial, physical
characteristics. Furthermore, individualsin this study were randomly questioned as to
why they chose to hibernate with individuals from similar ethnic backgrounds. M ost
answers ranged from “presumed cultural cohesiveness and familiarity” to “gut feelings’
based solely on similarity in appearance. Thisis the true essence of the recognition
heuristic. As stated earlier, subjects of African ethnic origin placed the greatest
importance on physical similarity. Needless to say, the usage of recognition heuristics
was amplified here, however, these individuals a so happen be alarge ethnic minority
and thus, may associate increased safety, with similar physical traits. Alongside affect
cues, the mind recalls experiences resulting from similar decisions made in the past, to
assign emotional utilitiesto potential future outcomes

The experiential system; our machinery of recognition:

Why do we employ the recognition heuristic when choosing to initiate first
contact? As described above, we assign affect and emotion to potential outcomes. But
affect isin turn, aresult from past experiences. Epstein describes this phenomenon as the
experiential system, through which the mind draws on pools of similar memories (also
known as affect pools) from the past and associates these, with potential future outcomes
(Epstein, 1994) A case study undertaken for the purpose of this paper, helps to shed
further light on how and why, we use the recognition heuristic in asocial scenario.

How, When and Why the recognition heuristic; a case study

Anindividual at random was drawn from the subject pool of the earlier study, and
her choices were investigated. Having African ethnic heritage, she too indicated an
affinity towards others of similar origin on the survey. However, as she had an
international upbringing, she was purposely questioned as to why she didn’t choose to
hibernate with another ethnic group. She countered by stating that although her circle of



friends comprised of people from various ethnic and socio-economic backgrounds, being
in anew and alien environment such as Manhattan, would reduce her to her elemental
instincts and make her choose people with whom she felt an immediate affinity. When
probed deeper, she recalled that during her formative years, she hibernated with those of
similar ethnic heritage, and as aresult associated positive feelings of safety from this.
Remarkably, this reliance on affect and past experiencesin a new scenario, has been
detailed in academic literature as well.

Epstein describes a dual-process theory in this very light. Namely, that humans
perceive reality in either anatural, automatic, non-narrative and experiential manner, or
an anaytical, rational and deliberative manner (Epstein, 1994). Furthermore, athough he
acknowledges the importance of rational thought in such circumstances, he stresses that
thereis an increased reliance on affect and emotion. Gigerenzer argues that these are both
inevitably easier and quicker methods of succeeding in a complex and more often than
not, uncertain reality (Gigerenzer et a, 1999). When our random subject was told of this
theoretical literature, she immediately drew parallels to her decisions on the survey. After
this, the individual was questioned whether or not she scanned for other criteriawhen
opting whether or not to initiate first contact. She stated that a simple visual scan (the
most strong form of the usage of the recognition heuristic) satisfied her, and was reason
enough to initiate contact. When asked if she had experienced negative affect feelings
with those of other ethnic groups, she countered “not redlly, in fact not at all, | just went
with what worked best in the past.” It is evident that not only was she using the
recognition heuristic, relying on affect and the experiential system, but she was using an
auxiliary satisificing criteriato facilitate this.

Simon argues that when little is known about viable alternatives when making a
decision, humans tend to set an aspiration level and end the search for aternatives, the
moment this aspiration level is attained.(Simon, 1956) This process of satisficing is
nowhere more apparent, than in our subjects decision to initiate first contact. Following
the scenario detailed in the survey, the subject in the case study was in Manhattan and
faced an environment with unparalleled diversity. From avariety of risky options, (i.e. to
make contact with those of Asian, Caucasian, Latin e.t.c origins), she set an aspiration
level, namely to find those with similar physical characteristics, and after finding them
(and thus attaining the aspiration level), assigned affective feelings to them by drawing
from her experientia system, and thus deciding to make contact with those of
African/American descent. The discussion so far details how, when and why the
recognition heuristic was used in arelationship scenario. The question arises then, isthe
recognition heuristic a successful decision making tool in arelationship scenario?
Certainly; the successful formation of nations and cultural groups globally is testament to
this. Apart from it’s usage in asocial context, the recognition heuristic can be an
invaluable portfolio construction tool in the world of equities.

| gnoranceis bliss; recognition heuristics and stock picking




As shown above, recognition heuristics successfully enable mankind to initiate
and construct socia relationships, thus weaving the very fabric of society. This processis
complex and often dangerous, but recognition heuristics simplify it. Perhaps then, the
same heuristics can be applied to an equally complex world; the world of equities.

One of the most savvy investors out there, isthe market itself. Beating it, has been
and remains the goal of all investorstoday. This may come in the form of absolute
returns (in rising markets) or relative returns (in falling markets). As aresult, countless
discounted cash flow models ranging from the simple dividend discount model to the
rigorous CSFB HOLT model, have been developed. Research houses worldwide refine
their approach to valuing a company, and thusit’s stock, by foraying into the various
value drivers of abusiness. Nevertheless, this has lead to failure in the past. After all a
company balance sheet isonly as honest asit’s directors and auditors. ‘Enrons’ and
dotcom implosions show how bad stock recommendations and dishonest boards of
directors, can send Tsunamis through the equities universe, and tamper with the
confidence and fabric of all stock-picking models as we know them (not to mention,
shake investor confidence for a decade to come). Coupled with this uncertainty, the
investor is faced with a galaxy of stocks (over 30,000 globally) to choose from (Madden,
1999). With little time and a finite amount of financial resources to invest, how can one
maximize portfolio returns? Hirschleifer and Tumway argue that investing on sunny days
isone heuristic to go by, as sunshineis positively correlated with returns (Hirschleifer
and Tumway, 2001)* Using recognition heuristics however, is another possible option. A
study to emphasize this very point was undertaken.

Method:

As shown earlier, humans almost innately deploy recognition heuristics when
deciding with whom to hibernate. However, constructing a portfolio of equitiesislargely
aconscious task, and void of affect and emotion (on the contrary, emotions have often
lead to loss-making trades been made in the past). The goal of this study was to test for
the usage of the recognition heuristic. As before, the computerized survey sent to eighty
people (including young adolescents, university students, academics, individuals within
the corporate world and finally, pensioners), was distributed in a manner which
diversified the ethnic and intellectual origin of it’s subjects. The results for those in the
investment banking sector (two out of the eighty subjects) were not included in the study.
This was to negate the possibility of prior securities knowledge, affecting their choices
made. The scenario in this study asked for the subject to construct a portfolio of three
distinct? stocks (from a universe of six). There was no financial constraint and no
knowledge about the stocks, other than their name and corporate logo. Once again, it was
not divulged that the usage of the recognition heuristic was being tested for. However, the
choices were to be made between three large capitalization and three lesser traded ones.

! Hirschleifer and Tumway study a variety of stock exchanges from 1982-1997, and argue a positive correlation
between sunny days, and portfolio returns.
2 The six stocks mentioned in the study were Pepsi, Nike, Boeing, Cott Corp., Rocky Shoes and Boots, Finova Group.
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Purposefully, stocks chosen were cyclical (i.e. those that correlate positively to an
economic recovery) as opposed to defensives (in order for the results of the study not to
be biased due to their allocative nature within a portfolio). Furthermore, the * big-name’
stocks in the survey were also ones that posed large returns on equity in 2004. Their
lesser known counterparts within the same sector (i.e. Finova Group vs. Boeing in the
aviation sector) posted moderate, if not negative returns year to date. These were chosen
purposefully, to debunk the argument that in rising equity markets (i.e. the ones investors
faced from 2003 onwards), any particular stock that one chooses, will post positive
returns (Exhibit B)

Results: quantifying the recognition heuristic

Out of the eighty individuals the survey was sent to, fifty-four completed it.
However this number was augmented by fourteen (the number who didn’t list ethnic
origin) less the two individuals who may have had prior stock knowledge due to their
field of work. The final number then was sixty-six subjects (Table B). The results trickled
down into three main categories. Individuals who picked their stocks purely using the
recognition heuristic, those who picked a mixture of known and lesser known stocks and
finally, those who picked the lesser-known stocks only. Overall, 77% of the pool of
subjects picked the big name stocks, Boeing, Finova and Pepsi only. The mean return on
these stocks was an orbital 21% (from 01/01/2004). Those who wished to diversify,
picked a combination of the large caps and lesser known ones such as Cott Corporation (a
beverage producer). They represented a 6% minority and their portfolio scored a high
return of 8.9% ROE (return on equity). Finally, 17% of the pool, purely chose the lesser
known stocks over their renowned counterparts, enabling their portfolio to lose value by
3%, year to date. Thisisasimple yet powerful group of statistics, showing how
constructing a portfolio based purely on recognized stocks over unrecognized ones, can
lead to great success (Table B).

Discussion: Recognition Heuristics beat the market.

Although the findings above are not novel in the field of behavioral finance, they
serve to throw further light on the prowess of the recognition heuristic. Not only did the
77% majority who used the heuristic to construct their portfolio, beat the market for the
fiscal year 2004, they also outperformed the mixed and small-cap portfolio (whereby the
small cap portfolio is the one comprising Finova Group, Cott Corp and Rocky Shoes and
Boots, purely), twice over! Ignorance was not the choice of the subjects, as the survey
was purposefully designed to divulge no balance sheet information about the companies.
However, solely by picking the recognized stocks, Boeing, Pepsi and Nike over their
lesser known brethren, proved to be a successful strategy. In fact, the individual s that
tended to diversify or purely pick the lesser known stocks, saw relatively moderate
returns (see Table B). Gigerenzer et. Al after having conducted a similar study “found
that ignorance-driven recognition alone could match and often beat the highly trained
wisdom of professional stock pickers,” (p11, Gigerenzer et. A, 1999) The data above
certainly proves so. Those who argue against such a theory may highlight the notion that
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during boom times, most companies picked (known or unknown) will post risesin
profitability and thus, shareholder returns. However, thisis contested by the fact that the
portfolio of recognized stocks in the study above (i.e. Boeing, Nike and Pepsi) posted a
mean return of 21%, in amoderately rising equity market. Although the equity markets
have recovered in 2004, they are far cry from the euphoric levels seen in the late nineties.
Recognition heuristics then, have proved powerful once again. A case study on one of the
subjects helps shed light on why these heuristics are being consciously deployed.

Recognition Heuristics vs. equity valuation models.

The study correlating ethnic origin with ethnic affinity earlier, showed how and
why the recognition heuristic was being used by the mind. In the case of portfolio
construction however, it is a conscious process, a process void of emotion and affect. An
individual who chose all recognized stocks was questioned on the rationale behind his
choices.

He argued that as he had not heard of Rocky, Cott or Finova, he assumed them to
be unpopular and hence, the market didn’t research or buy them. As aresult, he chose to
buy stocks that the market bought and had more information about. Ackert argues that
securities with readily available information are al so those that investors can refine their
return expectations on (Ackert et. Al, 2004). The subject mentioned above, did go on to
add that he chose the recognized stocks in this rising market environment, as he knew
that the recognized stocks are the names that comprise the major stock indices, (Dow
Jones, FTSE, Nikkel e.t.c) which in turn, comprise the market. Had it been a bear market,
he would have purposely chosen the lesser known stocks, to avoid the danger of large-
scale corporate scandals and other factors that affect big companies, hurting his portfolio.
For this very reason, Boyd conducted a similar study and demonstrated that in bear
markets the recognition heuristic failed to be a good stock picking tool (Boyd, 2001) This
point is of great importance.

Asit was argued earlier, the recognition heuristic isonly as good asit’sfit into a
particular environment. The investor’s contrarian strategy above still employs the
recognition heuristic, but with asmall cavest. In bear markets he still recognizes the big
names, but consciously picks the unknown stocks for his portfolio. He as a result, forced
the recognition heuristic to work, by mentally placing it in the correct equity market
environment. In other words, he was making the recognition heuristic, ecologically
rational. Dudey et. Al argue just this. Namely that, “negative correlations can also be
exploited, by reversing the decision of the recognition heuristic.” (p4, Dudey & Todd,
2001) To befair, thisinvestor was savvy enough to deliberate a ‘ strategy switch’ given
the structure of the equity market environment. Arguably, he did this by drawing from his
experiential system, the problems that had affected large companiesin bear markets
before. Nevertheless, he still used the recognition heuristic and was successful as aresullt.
So far, it has been shown why and how humans successfully use the recognition heuristic
in socia relationships and equity markets. Their usage however, can be extended as a
powerful tool in the product marketplace as well.
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One can’t go wrong: recognition heuristics and brands.

As mentioned earlier, recognition heuristics amongst other things, act as data
filters. They filter out superfluous data, or information that is excessive for the mind.
With rampant globalization and increasing competition, never more than today has the
consumer been faced with a plethora of shelf products to choose from. This notionis
more obvious in the technology sector. Commodities such as computers and cameras
have acquired the status of amenities today. In the marketplace they existin a
dichotomous structure. Namely, as brand names and then as competitors that offer similar
gadgets with small pricing and technical nuances. The consumer then faces amyriad of
products with many technical differences, and alimited amount of dY (disposable
income) to shelve out. A study conducted for the purpose of this paper shows how and
why using recognition heuristics may be a powerful tool to help them make their
purchasing decisions.

Method:

Grullon argues that product marketing and constructing brands significantly
influences the value customers place on the company and it’s products (Grullon et. Al,
2002). The goal of this study was to test for this. Namely, why people use the recognition
heuristic in choosing between two substitutable products, and if this phenomenon is
correlated to branding. As before, the computerized survey sent to eighty people
(including young adol escents, university students, academics, individuals within the
corporate world and finally, pensioners), was distributed in a manner which diversified
the ethnic and intellectual origin of it’s subjects. The scenario for this study asked for the
subject to pick one computer and adigital camera. In detail, the subject had the option to
choose between a state of the art Apple I-Mac G4, or a'Y akumo PC. For digital cameras,
abrand name Casio or an unknown Y akumo had to be chosen (Exhibit C) A financial
constraint of 5,000 Euros was placed on the subject, with the branded machines costing
significantly more than their lesser known counterparts (Table C) Furthermore, to isolate
the correlation between usage of the recognition heuristic and branding, no other
information about the products was given. Finally, it was not divulged that the usage of
the recognition heuristic was being tested for.

Results: quantifying the recognition heuristic

Out of the eighty individuals the survey was sent to, apart from the twelve
abstentions, sixty eight results were included. The results fell into three main categories.
Namely, those individuals who choose to purchase the brand name Apple I-Mac and
Casio digital camera, followed by those who purchased purely the lesser known gadgets.
Lastly, the results for asmall group of people were tabulated, who choose a mixture of
either abrand name computer with an unknown camera make, or aknown camerawith
an unknown PC. 78% of the subjects chose solely brand name products over the lesser
known ones. Although the Apple computer costs over 60% more than it’s lesser known
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counterpart, it was chosen by the magjority. The same fact held true for the digital camera
category. The Casio costs around 100% more than the Y akumo model, however was
chosen by 78% of al subjects along with the Apple I-Mac. A small 18% of the subject
pool comprised those who chose the unknown Y akumo PC and camera. Finally, only
three chose amix of either the Apple I-Mac with the unknown camera, or Casio camera
with the unknown Y akumo PC. A brief discussion to follow shows the power of branding
on the usage of the recognition heuristic (Exhibit C).

Discussion: Recognition heuristics, habitually human.

Given no technical specification on either the computer or the camera, 78% of all
subjects chose both brand products. This overwhelming number speaks for itself, namely,
that when the mind is either given too much information or given none, it automatically
employs the recognition heuristic. Dudey and Todd argue that people make good choices
by choosing recognized options/products over unknown ones as these are the ones that
have earned arepute and brand name in the market place. Furthermore, people can make
good choices by simply selecting those items they had heard about from others (i.e. by
using the recognition heuristic), rather than by personally paying the cost of investigating
all the available possibilities...” (p2, Dudey & Todd, 2001). Following from thisthen, it
can be argued that that recognition heurisitc and the power of abrand arein a symbiotic
relationship. When a subject was questioned on the reason behind the decision to go with
both brand names, they responded that relying on brands before has allowed them to
enjoy product durability and quality. Furthermore, the subject argued that the name
‘Y akumo’ was unknown and since there was no financial constraint, there was no reason
to go with the lesser known products . This shows how and why, coupled with the
experiential system, subjects were employing the recognition heuristic. Finnigan and
Oxoby support this further by arguing that people focus disproportionately on brands as
quality indicators, and as aresult pay little attention to the physical attributes of
competing products. (Finnigan et. Al, 2004) This process commonly known as ‘ attention
blocking' hasit’sorigins in both, lack of information and information overload. In turn,
these both are the driving force behind the recognition heuristic. At thispoint, itis
important to discuss the small part of the results that show why the recognition heuristic
may have been deployed in a more subtle manner.

People may contend that choosing the Apple I-Mac may be the expected norm as
these have gained popularity over the past few decades. Apple however, maintains a
small global market share in comparison to PCs*, thus showing how branding influences
consumers' recognition of brand products, and their decisions to purchase them (over
common ones). In the study however, a moderate 18% of subjects purposely choose to
purchase both the unknown Y akumo computer and camera. When questioned randomly,
the subjects indicated that they recognized the brand names, and from past experience,
choose to purchase the cheaper products. Frugality coupled with having experienced little
value for money in the past, made them purposely not choose the options they

“This point serves to support the viability of the usage of the recognition heuristic as Apple still maintains a
microscopic 1.8% stake of the global PC market share. (http://www.macobserver.com/article/2004/10/29.6.shtml)
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recognized. Thisreversal of decision using the recognition heuristic, has been detailed
earlier in the portfolio study and shows it’s presence in product choice as well.
Nevertheless, they still relied solely on the recognition heuristic.

Concluding remarks: Quod Erat Demonstrandum

A concise look in three unrelated, yet complex environments reveals a strong
human dependence on the recognition heuristic. I1t's marketability to the mind as a good
decision making tool (over other complex approaches), is shown to be ailmost innate and
ultimately successful. The three environments, social relationships, equity markets and
the brand market place, all bombard the human with a myriad of data and information.
Usage of the recognition heuristic is aform of filtering, an efficient means of making a
successful decision within limited resources. Bounded by knowledge, time and resources,
decisions are made by humans in a swift and frugal manner relying on the ecological
rationality of the recognition heuristics being deployed. Recognition heuristics then, are
useful only when tailored into their specific environments. Decisions based solely on
recognition are founded on the assumption that heuristics are successfully integrated into
their environments. From this, it follows that they are psychosomatic markers that will
yield a successful decision.

Thiswas seen in the superior returns achieved by the portfolio of recognized
stocks. In thefield of socia relationships, the dependence on the recognition heuristic is
amplified by association of affect and past experiences (i.e. the experiential system) on
the decision to hibernate with similar ethnic backgrounds. This process over time, has
lead to the successful cohesion of ethnic groups within society. In the product place, the
influence of branding further facilitates the usage of the recognition heuristic. As people
save time costs by not searching for information on lesser known products, and thus
relying on the experiences of others, they inadvertently use the recognition heuristic. This
process in turn, earns the brand its' repute.

15



Bibliography

Gigerenzer, G, Todd, P.M & the ABC Research Group (1999), Smple Heuristics That
Make Us Smart, Oxford University Press.

Winter, S. G (1975). Optimization and evolution in the theory of the firm. In
Gigerenzer, G, Todd, P.M & the ABC Research Group (1999), Smple Heuristics That
Make Us Smart, Oxford University Press.

Vriend, N.J. (1996). Rational behavior and economic theory. Journal of Economic
Behavior & Organization, 29. In Gigerenzer, G, Todd, P.M & the ABC Research Group
(1999), Smple Heuristics That Make Us Smart, Oxford University Press.

Fasolo, B., McClélland, G., & Todd, P.M (under review for Jan 2006), Escaping the
Tyranny of Choice: When fewer attributes make choice easier, Marketing Theory

Miller, G.A (1956), The magical number seven, plus or minus two: Some limits on our
capacity for processing information, Psychological Review, 63.

Simon, H.A (1967), Motivational and Emotional Control of Cognition, Psychological
Review, 74.

Simon, H.A. (1987). Rational decision making in business organizations. In Gigerenzer,
G, Todd, P.M & the ABC Research Group (1999), Smple Heuristics That Make Us
Smart, Oxford University Press.

Gigerenzer, G. & Goldstein, D. G (1996). Reasoning the fast and frugal way: Models of
bounded rationality Psychological Review, 103.

Hamm, J. V (2000), Do Birds of a Feather Flock Together? The Variable Bases for
African American, Asian American, and European American Adolescentscsel ection of
Smilar Friends, Developmenta Psychology, 36.

Slovic, P, Finucane, M,L, Peters, E. & Donad G. MacGregor (2002), Rational Actors or
Rational Fools? Implications of the Affect Heuristic for Behavioral Economics. (earlier
version in Journal of Socio-Economics).

16



Epstein, S. (1994). Integration of the cognitive and psychodynamic unconscious.
American Psychologist, 49, 709-724.

Madden, B. (1999) Cash Flow Return on Investment Valuation: A Total System Approach
to Valuing the Firm, Butterworth Heinemann, Boston.

Hirshleifer, D & Tumway, T (2001) Good Day Sunshine: Stock Returns and the Weather.
(online availability at www.behaviouralfinance.net)

Ackert, L. F, Church, B.K, Tompkins, J& Zhang, P (2004) What'sin a Name? An
Experimental Examination of Investment Behavior. (online availability at
www.behaviour alfinance.net)

Dudey, T & Todd, P.M (2001) Making good decisions with minimal information:
Smultaneous and sequential choice. Journal of Bioeconomics, 3.

Boyd, M (2001) On Ignorance, Intuition, and Investing: A Bear Market Test of the
Recognition Heuristic. Journal of Psychology and Financial Markets, 2.

Grullon, G, Kanatas,G. & Weston, J.P (2002) Advertising, Breadth of Ownership, and
Liquidity. Review of Financial Studies. In Ackert, L. F, Church, B.K, Tompkins, J &
Zhang, P (2004) What's in a Name? An Experimental Examination of Investment
Behavior. (online availability at www.behaviour alfinance.net)

Finnigan, H & Oxoby, R (2004) Devel oping Heuristic-Based Quality Judgments:
Attention Blocking in Consumer Choice. (online availability at
www.econ.ucalgary.ca/resear ch/resear ch.htm)

17



18



19



20



21



22



23



