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What is Behavioural Finance

A method of economic analysis that applies psychological insights into
human behaviour to explain economic decision-making

Oxford English Dictionary

The field of behavioural finance looks at how a variety of mental biases and
decision making errors affect financial decisions. It relates to the psychology
that underlies and drives financial decision making behaviour.

ST5 Examiners report Q3 October 2012
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Heuristics and Bias
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The Actuaries Code

3. Impartiality: members will not allow bias, conflicts of interest, or the
undue influence of others to override their professional judgement
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Framing - Avian Flu Programmes

The UK is preparing for an 100%
outbreak of avian flu which 90%
is expected to kill 600 80%
people. Two alternative 70%
programmes to combat the 0
disease have been 60%
proposed. 50%
40%
Programme A 30%
200 Saved / 400 Die 20%
or 10%
0% ‘

Programme B A Saved

A Die

m Choose B
m Choose A
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Prospect Theory and Loss Aversion
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Matice that praspect
value functions yield
risk aversion about
praspective gains
and risk-seekiing
(loss aversion) about
prospective losses.
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Expected
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value
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gains
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Representativeness

Linda is 31 years old, single,

outspoken, and very bright. She

majored in philosophy. As a student,

she was deeply concerned with

issues of discrimination and social

justice, and also participated in anti- Bankers
nuclear demonstrations. Which is

more probable?

A Linda works in a bank.

B Linda works in a bank and is
active in the feminist movement.
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Availability

Which causes more deaths in the UK amongst women aged 20 to 29?
A Accidents

B Cancer

C Self inflicted injuries

Insurance professionals said: Actual causes of death 2010

m Accidents
m Cancer

m Self Inflicted
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Anchoring

What do you think the rate you earn
on your cash savings will be over the
next year?

A Less than 1%
B 1% to 2%

C 2% to 4%

D over 4%

100% -+
80% -
60% - mover 4%
40% - m 2% to 4%
0% - m1% to 2%
0% m0% to 1%

5 No
Anchor Anchor
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Overconfidence

What is the capital of Kentucky
State in the USA?

A Princeton

B Springfield

C Don’t Know

= Princeton
m Springfield
= Don't Know
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Status Quo Bias

Personal Current Accounts

» 3% switched current account to a different bank in last year
* 2% switched accounts within the bank in last year

* 57% with same bank for more than 10 years

* 37% with same bank for more than 20 years

Competition and Markets Authority October 2015
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Hindsight Bias
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Cook’s Paradox
A real life problem of using standard actuarial techniques
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The (simple) problem

A trust is established with two beneficiaries with capital of £1m

Beneficiary 1 (and descendants) receive the income from the trust for
the next 100 years

Beneficiary 2 (and descendants) receives the capital in 100 years time

The capital is invested in short dated gilts and cash

« How much is each beneficiaries share of the £1m worth?
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The (simple) solution

« Assuming a discount rate of about 3% over 100 years (1.03"100 =
19.2) gives:

PV(@3%) of £1m = £50,000 (approx)
Therefore:
* Beneficiary 2's share is worth approximately £50,000
* Beneficiary 1's share is worth approximately £950,000
¢ But who would rather have £950,000 than £30,000 a year?

* And who would rather have £50,000 than £1,000,000 in 100 years
time?
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Some thoughts on the problem

 Although Prospect Theory/personal discount rates/hyperbolic
discounting can help adjust the present value calculations for
Beneficiaries 1 and 2, there is still the problem of adding to £1m

 This type of problem is analogous to other actuarial problems eg
pension commutation, and are we applying the best tools to solve
these problems?

* Intuitively there is some form of "PV loss" which could be exploited,
and this is where regulation plays a part.
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Paper 14: Regulation
FCA Actions
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Evidence of FCA Activity

Dccasional Paper No, 9: Two plus two makes five? Surye

il

GABRIEL reporting
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Application of Behavioural Economics by FCA

ldentify &

Design
Prioritise

Effective
Interventions

Understand

Slalke Root Causes
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Identify & Prioritise Risks

= 2 Financial Condect Authority Financial Conduct Autherity m
L 80
22 iy 22 unigg
2015116
m Bao

_FCA Risk Outlook
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Understand Root Causes
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Consumer Understanding

16 Lack of Shopping
Around

9 Underestimate
Future Needs

[ 3 Procras’tinalion]

~_ | 7

6 Poor Caonsumer =»| 5 Rules of Thumb
[ Understanding ] [ ]

[2 Complex Product] 25 Consfusing
Information
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Inertia

36 Consumer selects

16 Lack of Shopping best solution on
Around emotion not economic
value

4 Inertia / Status
Quo Bias

e \
3 Procrastination I [32 Default Options]
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Mistakes in comparing values

36 Consumer selects
best solution on
emotion not economic
value

11 Risks
Underestimated
P
29 Framing [8 mistakes in values]

/ T 21 Hyperbolic
Discounting
5 Rules of Thumb
27 Anchoring
T 9 Underestimate
Future Needs

20 Overconfidence I
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Design Effective Interventions

Change Control
Choice Product
Environment @ Distribution

Provide
Information

Control
Products
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Summary of FCA Action

Inertia
Behavioural

Biases Mistakes in
Qualitative & comparing

Quantitative options
Research

Design
Effective
Remedies

Identify Root
Causes
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Conclusions

« Behavioural finance is topical and relevant to the work of actuaries

* An opportunity for the profession to inform the debate and help solve
real world problems

* Regulatory interest is unlikely to subside
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The views expressed in this presentation are those of invited contributors and not necessarily those of the IFoA. The IFoA do not endorse any of the
views stated, nor any claims or representations made in this presentation and accept no responsibility or liability to any person for loss or damage
suffered as a consequence of their placing reliance upon any view, claim or representation made in this presentation.

The information and expressions of opinion contained in this publication are not intended to be a comprehensive study, nor to provide actuarial
advice or advice of any nature and should not be treated as a substitute for specific advice concerning individual situations. On no account may any
part of this presentation be reproduced without the written permission of the IFoA or the authors.
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