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ADOPTING BEHAVIORAL
FINANCE IN INVESTMENT
MANAGEMENT

A practical perspective on the
opportunities of behavioral finance
in investment approaches

Financial institutions are increasingly being pushed
to tailor their offerings and services to the individual
needs of their clients. Behavioral finance (BF) aids

in assessing clients’ needs and decision-making
processes. It proposes that human biases can cause
irrationalities in investment behaviors. Incorporating
this conceptinto an investment approach allows
institutions to diverge from traditional approaches
and ultimately aims at improving financial health
and client satisfaction.
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WHAT DOES BF MEAN On the other hand, by using behavioral finance
FOR INVESTMENT to explore an individual investor’s ‘personality
MANAGEMENT? “'traits” and cognitive biases, relationship
managers can cater to their customers’ needs
Investment management offerings are and specific requirements much more precisely.
increasingly diverging into two categories. This enables financial services providers to
The first comprises standardized offerings (re)shape their service model to make it ever
fostered by increasing regulation, such as the more relevant to their customers, creating
Markets in Financial Instruments Directive differentiation in the process.

(MiFID) and Markets in Financial Instruments
Regulation (MiFIR), and the additional cost burden

these place on financial institutions. The second STANDARDIZED

category consists of highly tailored services OFFERINGS PROVIDE
centered around data-driven personalization. LITTLE OPPORTUNITY
Since standardized offerings provide FOR DIFFERENTIATION

little opportunity for differentiation in the IN THE MARKETPLACE

marketplace, financial institutions looking for
competitive advantage would do well to focus

on tailoring their services and products to the

very specific needs of individual customers. Here, we take a closer look at behavioral finance

to better understand its benefits, its mechanisms,

But, t that, th t k hat ki - _ .
ut, to do that, they must know what makes and our ability to use it in a business context.

their customers tick. This is why more and more

financial institutions are turning to behavioral Behavioral finance is a multidisciplinary approach

finance to help them better understand the that sits at the center of psychology, decision

hidden psychological motivators that can theory, and finance (see Figure 1). As such, it

lead to suboptimal investment decisions and challenges the established assumptions about

negatively impact the customer relationship. the rational nature of investors’ decision making

These are factors that most traditional by considering the irrational influences and

investment approaches do not consider. triggers that affect behaviors and, consequently,

what can be done to mitigate their impact.

Figure 1. Elements and key characteristics of BF
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How does BF benefit financial institutions
and investors?

By taking into account their personal preferences
and appetite for risk, behavioral finance enables
investors to create a more balanced portfolio
that not only generates higher returns, but is
also much more likely to deliver the financial
outcomes they expect and desire (see Figure 2).
This in turn builds confidence in the investment
choices being made and helps eliminate the
“behavior gap” that occurs when investors stray

from an agreed strategy.

BEHAVIORAL FINANCE
ENABLES INVESTORS
TO CREATE A MORE
BALANCED PORTFOLIO

For a financial services organization, being

able to provide such a service is a way to create
differentiation. Leading banks are already using
behavioral finance to varying degrees, with

some now incorporating it into their investment
processes. For those yet to adopt it, the question
is how best to introduce it into their existing

business model.

Figure 2. How adopting BF adds value for financial institutions
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Source: Arthur D. Little, based on interviews with solution providers, 2022
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INTRODUCING BF IN AN
EXISTING BUSINESS MODEL

There are many points along the customer journey
where behavioral finance can add significant
value for either customer or bank, or both

(see Figure 3):

= By betterunderstanding a customer’s needs,
banks can fine-tune their investment advice to
help investors create a more balanced portfolio.
Academic research shows that investors who
rid themselves of the tendency to overinvest in
familiar equities and diversify instead could be
3% better off each year.

= By adopting a behavioral finance approach,
banks can help their customers extend their
"asset comfort zone,” enabling customers to
reach their investment goals faster and more
efficiently. For example, because it provides
amore accurate assessment of a customer’s
investment boundaries, using behavioral finance

can increase risk appetite by as much as 10%.

= By providing a better, more personalized
service with increasingly "better fit”
recommendations, banks can strengthen
their relationships with their customers, so
investors become more willing to accept an
advisor's guidance. Long-term, this translates
into greater customer loyalty and reduced

customer churn.

80% vs. 10%
predictability
improvement

e BF-based approaches
achieve more suitable
investment
recommendations

e Enables better
customer service,
hence better
return/risk balance
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Figure 3. Where introducing BF can add value
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Source: Arthur D. Little
= By helping to achieve and maintain higher Key to introducing BF:
levels of investment success, behavioral The underlying coverage model

finance not only directly benefits customers

. . . . Since behavioral finance approaches use
on an ongoing basis, but also increases their

. . . data- and analysis-driven methodologies, the
value to the bank, as an enduring relationship ysis-drv ot y

. s rely on assessing certain characteristics and
will lead to more opportunities to capture

iding insight this. Th ti
a greater share of their wallet by offering providing insights based on this. The question

- . is how best to incorporate these insights back
additional services.

into the service offering for maximum effect

= By reinforcing customers’' commitment to on the customer and their experience.

an investment strategy, behavioral finance

. I At its simplest, this could be done using an
helps prevent early exits and deviation from

. . t ted model that gathers insights directl
an agreed investment plan. This is the so-called automated modetthat gathers insights directly

. . from information and then shapes the services
behavior gap that increases costs and reduces

D and products being offered to a customer.
asset performance, which in turn can decrease

investor returns by between 3% and 6% Obviously, this will require a predominantly

“digital first” client coverage model.

= By ensuring only the right communication

) ) Alternatively, if behavioral finance solutions are
channels are used, behavioral finance can

- . to be offered in person, insights must be provided
help ensure customers are receiving advice

- to the relationship manager, who can make
and knowledge about their investments when P 9

and how they want it. recommendations accordingly. With this model,
the operational effort required is very low and
at the discretion of the relationship manager.
However, there is an inherent risk that the
insights provided by behavioral finance may not

be used systematically across client portfolios.
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WHAT BF SOLUTIONS
ARE AVAILABLE?

Once a financial institution decides to implement
a behavioral finance solution, the next question is

how to go about doing so.

The answer is to use one of a growing number of
specialist providers, such as Neuroprofiler, Oxford
Risk, BehaviorQuant, and Behavioural Finance
Solutions GmbH, that have begun offering their

expertise to financial institutions (see Figure 4).

Arthur D. Little's research into these providers
indicates a broad spread of value propositions
and approaches, variously aimed at rebalancing
portfolios, improving financial literacy, bringing
a degree of emotion into risk assessment,

or introducing new cognitive frameworks to

investment decision making.

Initially, most behavioral finance solutions
concentrated on the top of the wealth pyramid:
(ultra) high-net-wealth customers. However,
they have evolved to focus increasingly on lower
wealth bands, even including standard retail

customer segments.

ARTHUR D. LITTLE

To make their services as widely consumable
as possible, some behavioral finance specialist
providers offer integrated services that bring
together their behavioral finance solution with
regulatory aspects like MiFID and aspects of
environmental, social, and governance (ESG).
Combining multiple information-gathering
and analysis processes allows banks to reduce

complexity and improve the customer experience.

This means banks can choose either a more
comprehensive solution or a more focused
service that they can just drop into their
existing portfolio.

Which behavioral finance provider a financial
institution chooses to work with will depend on
factors such as target segments and geographies
and how behavioral finance needs to integrate
with other elements of the business. Most of
these services are available under annual license

or by subscription.

Figure 4. The integrated service offering provided by European behavioral finance solution providers
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extent other aspects besides BF (i.e., MiFID and ESG) are
covered in the solution offering of BF players

The deployment of an integrated service offering allows banks to reduce complexity & improve customer
experience by combining mandatory requirements such as MiFID with adjacent services in one questionnaire/survey

Source: Arthur D. Little, based on interviews with solution providers, 2022
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NEXT STEPS FOR
BANK MANAGERS

As behavioral finance becomes more widely
adopted, leadership teams of financial
institutions need to evaluate its benefit to their
business by looking at the potential value it adds,
the implementation effort involved, and the time

frame for completion.

If they choose to incorporate it into their service
offerings, they should begin by focusing on the
lowest-hanging fruit. In other words, where
behavioral finance will make the most difference
soonest with the least effort.

Of course, financial institutions must consider
how behavioral finance might fit into current
business and operating models, as it needs to

sit comfortably with both the organization’s long-
term ambitions and the needs of its customers.

Figure 5. Framework for firms to successfully incorporate BF

Rollout

Understand & pilot

e Reflect status quo of current business & possible
improvement of BF adoption

Identify starting points for BF approaches & prioritize
use cases to pilot

Define use cases & according criteria to measure success

e Run & evaluate pilots; decide on further scaling & rollout

3-6 months
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If this evaluation shows there is potential, then
launching a pilot project to test the viability of
such a service would be the recommended first
step (see Figure 5). This would entail identifying
appropriate customers and agreeing on use cases
and success criteria, as well as the practicalities

of how the service will be delivered.

The complexity of gathering and evaluating the
necessary information can be mitigated by using
an integrated questionnaire that is not focused
on behavioral finance alone but also gathers
knowledge about investment attitudes toward,
for instance, sustainability, as well as mandatory
information to comply with regulations such as
MiFID

Areasonable timeline to determine the suitability
of behavioral finance for an individual financial
institution and to set up a pilot project would

be three to six months, followed by rollout and

refinement of the service.

Enhance

Source: Arthur D. Little



I VIEWPOINT

CONCLUSION

ACCESSING BF BENEFITS

THE BENEFITS OF INTRODUCING BEHAVIORAL
FINANCE INTO EXISTING BUSINESS MODELS
CAN BE SUBSTANTIAL

Leading financial services organizations already are using
behavioral finance to enable investors to make decisions
based on their own appetites for risk. Providing such a
service creates differentiation among banks. The benefits
of introducing behavioral finance into existing business

models can be substantial for a variety of reasons:

1 Behavioral finance can be an essential tool to increase
personalization in investment management to gain a

competitive edge.

2 Behavioralfinance can be employed to target multiple
levers, comprising better financial returns, increased

customer experience, and improved relationships.

3 These relationships can subsequently translate in an
apparent value-add for banks, with greater customer
loyalty, differentiation in the marketplace, and an

increased share of client wallet.

4  Front-running financial institutions have already
incorporated elements of behavior finance to various

degrees in their offerings.

5 Banks should consider the individual scope and use
cases of integration depending on their intended

value proposition in investment management.

ARTHUR D. LITTLE
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Arthur D. Little has been at the forefront of innovation since
1886. We are an acknowledged thought leader in linking
strategy, innovation and transformation in technology-
intensive and converging industries. We navigate our clients
through changing business ecosystems to uncover new growth
opportunities. We enable our clients to build innovation
capabilities and transform their organizations.

Our consultants have strong practical industry experience
combined with excellent knowledge of key trends and dynamics.
ADL is present in the most important business centers around the
world. We are proud to serve most of the Fortune 1000 companies, in

addition to other leading firms and public sector organizations.

For further information, please visit www.adlittle.com.
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