BEHAVIORAL ECONOMICS IN ACTION

Applying Behavioral Economics to the
Financial Services Sector
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What is Behavioral Economics?
Behavioral economics (BE) is an interdisciplinary science blending psychology, economics, finance,
and sociology to understand human behavior and decision-making. Behavioral economics recognizes
that constraints in time and mental resources prevent us from evaluating every decision optimally. To
deal with our limitations, we rely on “mental” shortcuts or heuristics in our decision-making
processes. These shortcuts are used for interpreting and making decisions in the face of uncertainty,
and they can lead to predictably irrational behavior.
Companies often expect consumers to invest time and energy to fully explore the value of their
offerings. The strategy is typically to present multiple features and benefits, trying to rationally
persuade customers to make a specific decision. However, this approach falls short because it goes
beyond the time and energy most consumers are willing or able to invest. Behavioral economics
provides powerful insights into human motivation and behavior. As we begin to move behavioral
economics experiments from academic laboratories to the real world, its valuable lessons are being
applied to improve customers’ decisions.
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Financial Risk Preference in Investments
How Financial Institutions Deliver Investment Advice
Securities regulators seek to ensure that financial institutions deliver investment advice that is well
suited to the individual investor. In assessing suitability, financial advisors seek to understand the
individual’s risk appetite – the degree of risk they can tolerate in their investment decisions. A
common method for assessing risk appetite is to present the investor with a set of model portfolios
varying in their level of risk. The investor is asked to select the portfolio that best reflects their
appetite for risk, and the financial advisor then uses this information to guide the investor toward an
investment strategy that is designed around their supposed risk preferences.

Applying a BE Lens to Investor Risk Diagnostic Tools
According to classical economics, traditional risk appetite assessment questions ought to effectively
capture investors’ risk preferences. This view is based on assumptions that investors have stable risk
tolerance levels, and that they will select the portfolio that is in line with their personal risk appetite in
order to maximize their expected utility. If these assumptions are correct, investors should always
select the portfolio that maximizes their expected utility, irrespective of the alternatives presented and
the scenario framing.
However, insights from behavioral economics are calling the assumptions of classical economics into
question. We now know that people are not always rational, they do not always make decisions that
maximize their long-term utility, and they do not always exhibit stable preferences. For example,
research on single-category choices demonstrates that although people tend to avoid choosing
extreme options such as the highest price option, they are nonetheless influenced by these options.
11 This phenomenon is known as the “Goldilocks effect,” because the presence of extreme options
tends to make the middle option appear “just right.”
Other research in behavioral economics has shown that people’s preferences vary substantially based
on how information is presented. For example, people tend to be more risk-avoidant when risks are
presented in a positive frame (e.g. the probability that a medication will save loves) than when risks
are presented in a negative frame (e.g. the probability that a medication will fail and people will die).2
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Case Study: Applying BE to Influence Risk Appetite
In order to understand how presenting extreme options and risk framing affects investors portfolio
selections, the BEworks Lab designed two experiments to answer the following research questions:
1. Are investors’ reported risk preferences influenced by the presence of an “extreme”
portfolio in the choice set?
2. Are investors’ reported risk preferences influenced by the way in which portfolio
returns are framed, such as expected market value, dollar gain/loss, or percent
gain/loss?

The Influence of Context on Reported Risk Appetite
Our intention in this experiment was to determine whether the presence of an “extreme” portfolio in a
model portfolio choice set changed people’s reported risk preference. We hypothesized that the
participants choices would differ based on whether an extreme high-risk portfolio or an extreme lowrisk portfolio was included in the choice set, such that their choices would shift towards the middle
portfolios presented in the choice set, regardless of their absolute levels of risk.

Methodology
To test our hypothesis, the BEworks Lab created three versions of a KYC risk assessment questions,
based on an actual risk assessment question used by a major Canadian financial institution. All
participants reviewed a form showing the potential outcomes of four hypothetical portfolios of a
$10,000 investment. Participants were then required to select the portfolio that they would be most
comfortable with. Each participant was assigned to review one of the following three portfolio choice
sets:

Baseline: A copy of an actual risk assessment question used by a major financial
institution, in which the one-year expected returns of the least risky portfolio ranged
from $9,600 - $11,200, and the one-year expected returns of the riskiest portfolio ranged
from $7,900 - $13,000.
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High Risk: A modified version of the baseline choice set with the safest portfolio
removed and an extreme high-risk portfolio added, in which the one-year expected
returns ranged from $6,900 - $14,00.
Low Risk: A modified version of the baseline choice set, with the riskiest portfolio
removed and an extreme low-risk portfolio added, in which one-year expected returns
ranged from $10,000 - $10,900.

Does Context Affect Portfolio Selection: Yes
The proportion of participants choosing the two middle portfolios varied based on whether
extreme low-risk or extreme high-risk options were presented in the choice set.
The portfolio located in the third position from the left was the most popular option in all three
choice sets, irrespective of the magnitude of risk.
Selection rate of the third portfolio dropped from 33% in the baseline set to 18% in the low-risk
set, where the same portfolio was presented as the outermost (riskiest) portfolio in the choice set.
Similarly, the selection rate of the riskiest portfolio in the baseline set rose from 17% to 32% when
an even riskier portfolio was presented in the high-risk choice set.
The context of the choice sets influenced portfolio selection regardless of whether participants had
strong or weak investment expertise.

The Influence of Framing on Reported Risk Appetite
Our intention in this experiment was to determine whether the manner in which information about
potential returns is framed influences reported risk preferences. From the viewpoint of classical
economics, one would expect that the number of people selecting each portfolio should remain
constant, regardless of whether potential returns are presented as final market values, dollar
gains/losses, or percent gains/losses. In contrast, based on findings from behavioral economics, we
hypothesized that portfolio framing would influence participants’ stated appetite for risk.
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Methodology
To test our hypothesis, the BEworks Lab created three variations containing the same four portfolios
from the Low-Risk choice set in our previous experiment. Each choice set was framed using the
following variations:
Market Value Frame: Each option’s one-year potential returns framed as the range in
potential market value of the portfolio.
High Risk: Each option’s one-year potential returns framed as the dollar gains or losses
from the initial investment.
Low Risk: Each option’s one-year potential returns framed as the percentage gains or
losses from the initial investment.

Does Framing Affect Portfolio Selection: Yes
Participants were more risk averse when portfolio returns were presented as a dollar gain/loss or
percent/gain loss rather than market value, choosing the lower risk portfolios more often than the
higher risk portfolios.
The influence of framing of portfolio returns on portfolio selections was robust regardless or
strong or weak investment expertise.
Participants with strong investment expertise were more likely to choose higher risk portfolios
than participants with weak investment expertise only when portfolio returns were presented as a
percent gain/loss.
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Implications for Financial Institutions
Financial institutions and their advisors must challenge the traditional assumptions about rationality
built into their current tools in order to provide reliable, consistent and accurate financial advice for
their clients.

Evidence is mounting against an investor’s ability to accurately describe their risk attitudes using
current tools such as KYC. Financial institutions that understand the drawbacks in current models
can adapt their diagnostic tools in order to better guide their clients toward properly suited long-term
investments.
With this understanding, some financial institutions have already begun incorporating behavioral
economics principles into the design of their products. For instance, Royal Bank of Canada (RBC) has
created a financial planning tool called “Your Future by Design.” This tool helps advisors facilitate a
more realistic and thorough needs analysis with clients about retirement expectations using a
behaviorally informed dialogue. TD Bank has launched a “Get Saving” campaign to help investors
visualize the long-term growth of their investments and aim for $1,000,000 in retirement savings.
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How BEworks Can Help You
Through the application of behavioral economics and experimentation, BEworks was able to
generate insights into the problems of understanding investor risk appetite with traditional
assessment tools. We seek to inform financial institutions and regulators who are looking to create
advisory tools using a deeper understanding of investor psychology. The BEworks approach is like no
other – it provides financial institutions and regulators with accurate, predictive assessments of
advisory tools and programs on their performance due to the value that experimentation provides.
Let us help you revolutionize your business.

About BEworks
Founded in 2010, BEworks is the world’s first global management-consulting
firm that specializes in applying behavioral economics to real-world
challenges. Using a tried-and-tested methodology grounded in empirical
testing, BEworks offers Fortune 500 businesses and public sector
organizations a suite of services to drive evidence-based strategy and
innovation. BEwork’s mission is to help business leaders apply scientific
thinking to their marketing and operational challenges.
Dan Ariely co-founded BEworks, with one of the top marketing scholars
Nina Mazar, business/technology innovation experts Doug Steiner and
Louis Ng, and the firms’ CEO Kelly Peters, who is a unique hybrid of both
behavioral and business expertise. The team combines leading academics
from the fields of cognitive and social psychology, neuroscience, and
marketing with consulting experts.
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Contact us to find out more about how we can help your
company identify the behavioral challenges with your
investment methods and optimize your business
strategy.

Finance@BEworks.com
317 Adelaide Street West
Suite 400
Toronto, Ontario
M5V 1P9

416-920-1921
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linkedin.com/company/BEworks
twitter.com/BEworksInc
facebook.com/BEworks

