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Background: Several studies have shown that psychological factors significantly impact people's
economic decisions. Investors' sensitivity to psychological emotions, especially guilt and shame, can
be utilized as a control tool in contract enforcement, an important challenge for private investors.
Although these psychological factors are important, more research needs to be conducted on how
private investors use them.

Aims: This research aims to investigate the use of psychological factors, including guilt and shame,
as an internal control in the enforcement of contracts by investors in the private sector.

Methods: The measurement tool used in this study was a researchers-made questionnaire. A total of
300 investors in Fars province participated in the study. The data were analyzed using the latent class
analysis method, including Vuong-Lo-Mendell-Rubin Likelihood Ratio, Lo-Mendell-Rubin
Adjusted LRT, and Parametric Bootstrapped Likelihood Ratio Tests.

Results: The result demonstrated that two classes can be identified in the sample (p<0.01). The result
also revealed that 50.18% of the population belongs to the first group. This group uses the first-party
mechanism relatively, with a probability of 90.4%, and does not use it at all, with a probability of
9.6%. The latter group accounts for 49.82% of the population as well. The first-party mechanism is
not used at all by this group with a probability of 29.8%, while it is used relatively by 70.2%. Thus,
investors in both groups endeavor to improve contract enforcement in their investments by paying
attention to the severity and weakness of guilt and shame.

Conclusion: Since private sector investors extensively use guilt and shame, systems must be
developed that can store and share the moral reputation of economic actors and their past transactions
at the lowest cost.
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Introduction

Traditionally, classical economists have considered
an investment in terms of two basic assumptions.
There is an assumption that investors are rational
individuals who invest solely in their interests to
maximize their returns. According to this hypothesis,
a person will drive to choose the best option based
solely on his or her interests, regardless of any social
norms. In the second hypothesis, investors assume to
be capable of predicting the future of investment
projects impartially and objectively (Zhao, 2010).
Various investment models have been developed
based on classical assumptions. Results of classical
models and the weakness of this theory in analyzing
economic realities led economists to doubt the
validity of the assumptions, leading to the
development of new economic schools. A number of
researchers have proposed using psychology in
economics to modify classical models. The study of
emotions and psychological factors led to the
development of behavioral economics (Kao &
Velupillai, 2015). Researchers in behavioral
economics have demonstrated that psychological
factors play an important role in investor decisions
and affect both investors and the efficiency of the
market (Bakar & Yi, 2016; Baker & Nofsinger,
2010). Using investors' psychological feelings and
emotions as a means to control can assist in
overcoming one of the challenges facing private
sector investors, namely contract enforcement
(Metawa et al., 2018).

Contracts are difficult to enforce (Mooi & Gash,
2010). To resolve the problem of contract
enforcement, researchers have suggested paying
attention to the mechanisms of contract enforcement.
Focusing on these mechanisms can contribute
significantly to improving the effectiveness of
contract enforcement. There are several types of
contract enforcement mechanisms. One type of
contract enforcement mechanism, referred to as the
first-party mechanism, relies on the psychological
factors of investors, which refer to their internal
motivations. As psychological emotions, shame and
guilt play an important role in this mechanism (Mike
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& Kiss, 2019). While guilt and shame may produce
uncomfortable feelings, they can be instrumental in
maintaining a person's sense of self and social
identity. It is possible to utilize these emotions as
tools of social control to direct stress or to violate
norms through self-punishment to influence overall
human behavior. Shame and guilt serve as restraints
that facilitate the recognition of goals and values by
the individual. Many researchers have stated that
shame can motivate individuals to correct their
behavior and induce compensatory measures (De
Hoog et al., 2011; Hashemi Golpayegani et al., 2022).
Additionally, several researchers have stated that
shame can motivate individuals to correct their
behavior and induce compensatory behavior (De
Hoog et al., 2011; Hashemi Golpayegani et al., 2022).
Several studies have shown that imposing costs from
within the investors as a punishment for violating a
contract is the least expensive method of
implementing the contract (Vannucci, 2015). It is
essential to consider that applying costs from within
the investors and creating motivation to enforce the
contracts rather than applying external costs can
accelerate the transition to an optimal path for the
economy (Mischkowski et al., 2019). Since shame
and guilt cannot be measured, investors will judge
based on a person's reputation, past behavior, and
transactions (Fredriks et al., 2015; Baddeley, 2018).
In spite of the importance of feeling shame and guilt
in investing, there is no clear understanding of the
extent to which these mechanisms are used by
investors (Mike & Kiss, 2019). Consequently, this
article investigates the use of guilt and shame by
private investors.

Method

The present study is applied research. The statistical
population of this study included all private investors
in Fars province. In order to achieve reliable results,
every person who has invested at least thirty billion
rials in his business is considered a private investor.
This amount of investment is equal to the minimum
foreign investment acceptable by the Iranian
government for foreigners (Council of Ministers,
2022). Because statistics regarding all private
investors in Fars were not available, the size of the
statistical population was considered to be unlimited.
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Using a random sampling methodology and
Cochran's formula, 300 private sector investors were
selected based on a significance level of 95% and a
margin of error of 5.64%. For the purpose of
obtaining insight into shame and guilt emotions,
investors were asked to complete a questionnaire that
was developed by researchers. The data were
analyzed using the latent class analysis method,
including  Vuong-Lo-Mendell-Rubin  Likelihood
Ratio, Lo-Mendell-Rubin Adjusted LRT, and
Parametric Bootstrapped Likelihood Ratio Tests.
There was also use of SPSS 26 (the reliability of the
questionnaire), MPlus (the number of classes), and
RStudio (the percentage of the population in each
class).

Results
The statistical sample of this study contains 300

private investors in Fars province, of which 236 men
represent 78.6% of the studied population, and 64
women represent 21.4% of the studied population. As
a result, there are more men than women in this
study. Data analysis indicates that approximately
14% of respondents were at the sub-diploma level,
40.6% were at the diploma level, 36.4% were at the
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bachelor's level, 7% were at the master's level, and
2% were at the doctoral level. Consequently, diploma
holders constituted the highest group in this study.
Analysis of the data indicates that 81% of private
sector investors pay attention to the past transactions
of the second party in their contracts and how they
fulfill their obligations. In other words, 81% of
investors consider the level of shame and guilt of the
other party and how he adheres to pass commitments.
Approximately 19% of investors use other
mechanisms for enforcing contracts and do not
consider the individual character of the second party.
A latent class analysis was performed using the
Weng-Lo-Mendel-Robin, Lo-Mendel-Robin
adjusted, and parametric bootstrap ratio tests. The
significance level for the existence of two classes
within the studied population was determined to be
0.000, as it was less than 0.05. The private sector
investors can therefore be classified into two groups
based on their use of the mechanisms provided by the
first party to enforce contracts and their attention to
the individual characteristics of the second party. A
summary of the results is given in Table 1.

Table 1. Latent class analysis tests

VUONG-LO-MENDELL-
RUBIN Likelihood Ratio

PARAMETRIC BOOTSTRAPPED

LO-MENDELL-RUBIN

Likelihood Ratio ADJUSTED LRT

Loglikelihood Value -933.380
2 Times the Loglikelihood Difference 98.384
Difference in the Number of

Parameters <

Mean 2.560

Standard Deviation 3.318
Successful Bootstrap Draws -
Value -

P-Value 0.0000

-933.380
98.384
9
5 -
= 96.505
0.0000 0.0000

The study results indicate that the population can be
divided into two categories. Approximately 50.18%
of the population belongs to the first category, while
49.82% belongs to the second category. The
percentage of each class is shown in table number (2).
The first group of individuals, with a probability of
9.6%, does not use the first-party mechanism at all.
Therefore, investors in this group use the first-party

mechanism relatively, with a probability of 90.4%.
The data show that 21.3% of investors employ the
first-party mechanism to a limited extent, 15.5% use
it relatively, 26.4% use it almost a lot, and 26.9%
constantly use it.

In the second group, with a probability of 29.8%,
investors do not use the first-party mechanism at all.
Therefore, with a probability of 70.2%, investors in
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this group prefer to use first-party mechanism. It was
found that 19.9% of investors use the first-party
mechanism on a limited basis, 14.4% use it on an
average basis, 17.4% use it in almost all investment
contracts, and about 18.3% use it always.

In both groups, more than 70% of investors use a first-
party mechanism to enforce contracts. Therefore, it is
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evident that investors in the private sector pay
attention to the moral reputation of the other party for
enforcing the contract. As a consequence, most
contracts negotiated by private investors are likely to
be aimed at investors with a solid track record.

Table 2. Percentage of The Population in Each Class and The Probability of Using The First Party Mechanism in Each Class

Percentage of
Class  Population in

Possibility of Not

Possibility of Limited
Using The First-Party ~ Use of The First-Party

Probability of Moderate  Possibility of A Lot
Use of The First-Party

Possibility of Fully

Using The First- Using The First-

Class Mechanism Mechanism Mechanism Party Mechanism Party Mechanism
1 50.18 0.09605 0.21395 0.15545 0.26475 0.26985
2 49.82 0.29805 0.19935 0.1445 0.17495 0.1832
Conclusion In most developing countries, judicial quality is

Shame and guilt influence investors’ commitment
adherence (Mike & Kiss, 2019). This article aims to
examine to what extent private sector investors use
guilt and shame in their investment decisions.
Psychological factors influence people's decisions,
and they do not always make rational, calculated
decisions. These factors have led economists to
change their assumptions about complete rationality
and develop models that apply behavioral
assumptions to analysis (Kao & Velupillai, 2015;
Banerji et al., 2020). Among the emotions that
influence people's behavior are shame and guilt. A
person who experiences such feelings may take steps
to enforce contracts by applying internal punishments
(De Hooge et al., 2011).

As psychological factors, specifically guilt and
shame, play a significant role in people’s behavior, the
research used latent class analysis to examine the
issue. According to this study's results, the second
party's character is essential when negotiating a
contract. Previous research has emphasized this
(Stone & Stremitzer, 2019; Vannucci, 2015;
Frederiks et al., 2015). This result is because formal
mechanisms for contract enforcement, such as courts,
should be more effective and fast in developing
countries like Iran. In order to increase the probability
of contract enforcement, investors choose committed
employees. It is proven that people who adhere to
norms have a lower likelihood of breaking their
commitments due to a high sense of shame and guilt
(Easter et al., 2018; Webb et al., 2020; Voigt, 2018).
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insufficient. In developing countries, it is more
important to address these feelings since doing
business with people who feel shame and guilt makes
investments more profitable (Aboal et al., 2014;
Fuentelsaz et al., 2019).

Psychological factors likely play an essential role in
private-sector investment because guilt and shame are
strongly related among private-sector investors. It is
therefore necessary to develop systems capable of
storing and providing to other investors the moral
reputation of investors and their past transactions at a
reasonable cost. It is also possible to stimulate
people's internal motivation by creating a validation
system that increases their guilt and shame.

A critical component of economics is psychological
factors, so researchers should consider using game
theory and laboratory techniques in their future
studies to examine other aspects of this issue, such as
the effect of psychological emotions on private
investment in the primary and secondary stages of
socialization. As a limitation of this study, there needs
to be more research literature examining the role of
psychological factors in economics, as well as an
absence of participation by official institutions in the
data collection process.
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