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The financial crisis of 2007-2008 demonstrated the importance to include emotion
in finance theory. This research focuses on regret. Regret has important effects on investment. For
example, if stock prices keep rising, investors who regret the missed opportunity of buying stocks at
lower prices may try to correct their mistakes by trading aggressively. This will lead to higher prices
and triger a bubble. Even Harry Markowitz, a winner of Nobel Prize in economics, said that he split his
pension contributions 50/50 between bonds and equities to minimize future regret. This research
constructs a theoretical model of regret and investment. A distinctive feature of this model is that it
not only includes “ regret over action” , the regret of a bad investment, but also incorporates “ regret
over inaction” , the regret of a missed opportunity. This model illustrates how regret can affect
investor behavior. It also provides theoretical explanations to bubbles, crashes, and other phenomena.
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