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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

* Decision-making & the human brain
* Dual Process Theory — Kahneman

System 1 System 2
Fast, automatic, emotional, Slow, effortful,
subconscious logical & rational, conscious

+ If System 1 drives so many decisions, can we help align
System 1 with System 27?
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

» Decision-making & the human brain
* The Elephant, The Rider, and the Path
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BEHAVIORAL FINANCE &

FINANCIAL PLANNING

» Behavioral techniques can be used...
...or abused
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

» #1 — Defaults Matter
» Encouraging organ donation
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» Gold bars = Opt-in
» Blue bars = Opt-out
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BEHAVIORAL FINANCE &

FINANCIAL PLANNING

* #1 — Defaults Matter

» The importance of choice architecture
» Can influence the outcome... all else being equal

» Business model implications
* AUM fees vs commissions
* Renewal plans vs ongoing retainers
 The difficulties of hourly fees

* Planning practice implications
* Planning by default, or an ‘extra’ service?
» Low cost & passive defaults?
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

» #2 — Price Saliency
» The cost of (changing to) electronic toll booths

Tolls up 20% Sensitivity to
to 40% over tolls down
baseline

Source: E-Ztax: Tax Salience & Tax Rates, Amy
stein, NB

* Less salient pricing = less sensitive to increases
* Less salient pricing = more willing to use!?
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

» #2 — Price Saliency
» How salient are your financial planning costs?

» Business model implications
* Commissions vs Fees
» Automatic payments vs writing a check

 Planning practice implications
* Clients using credit vs cash to control spending
* Increasing the saliency of “bad” behaviors

* More awareness vs irrational awareness?
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

o #3 — Write It Down
* The power of John Hancock
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* When we act by writing it down, we subsequently try to
act consistently

» From Chinese prison camps to setting goals to “testimonial
contests”
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BEHAVIORAL FINANCE &

FINANCIAL PLANNING

* #3 — Writing It Down
« Can you engage your clients this way?
 Financial plan recommendations
* Fill-in-the-blank goals
« “I will save $ in the coming year”
* Fill-in-the-blank implementation

* Rank the action items to be implemented
» Write down when they will be done

» Business model implications

 Asking clients to sign to commit to planning?
» Even check marks can help!?
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

* #4 — Get Commitment Incrementally
» Getting your foot in the door...

* A small commitment (sign)
leads to willingness for a large
commitment (billboard) later...

* Even “mostly” unrelated
commitments work!
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

* #4 — Get Commitment Incrementally
 Help clients change & engage over time...

 Financial plan recommendations
* The real reason we implement plans we pay for?
 Help clients truly prioritize
* “Do everything now” can actually be demotivating!
* Having some planning successes leads to more
» Applies to changing problem behaviors, too
* The debt snowball approach

» Business model implications
« Are you asking your clients to buy too much at once?
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

« #5 — Anchoring & Context

* What is the value of an intangible service?

* We all make comparisons by anchoring to something and then
evaluating the difference
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

« #5 — Anchoring & Context
* How can you keep or set the right context?

» Financial plan recommendations

* Benchmarking investments & results
» Percentages vs Dollars
» Evaluating losses and gains relative to high water mark
* Relative vs absolute returns
» Appropriate spending & lifestyle
» Keeping up with the Joneses
* Business implications

* The cost of financial planning... compared to what?

* If you don’t give a comparison point, one will be made for
ou!
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

. i
* #6 — Social Proof -\
- “Because everyone *

else is doing it...

* If others are doing it, %
we assume they know Mg
something we don’t

* The more uncertain we are, the more we trust
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

e #6 — Social Proof

* How do we help clients validate w/ social proof?
» Beware negative social proof!

“Many past visitors have removed the
petrified wood from the park, destroying
the natural state of the Petrified Forest.

Please do not remove.”

* “Most people don’t save enough, have enough, etc...”
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

« #7 — End Of History Illusion
+ Guiding clients through an uncertain future...

» Financial plan recommendations
» Be careful not to overweight current preferences

+ Clients may not really know their retirement lifestyle
until they’re close to it...

 ...And may still misjudge their later retirement years!

* Living prudently in the present vs working towards
goals of the future?

* Flexibility of the plan you create?
» Be cautious about decisions that limit future choices?
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BEHAVIORAL FINANCE &

FINANCIAL PLANNING

» #8 — People Relate To People
* We are fundamentally social T
creatures...

* Including a picture with the
x-ray results in 5x as many
incidental findings!
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

» #8 — People Relate To People

* How can you help support social accountability?

* Financial plan recommendations

» Encouraging clients to share their goals
+ Social accountability drives weight loss & exercise!

« Committing to be an accountability partner
* But doing it tactfully!

» Business implications...
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

» #8 — People Relate To People

* Business implications...
» When clients visit your website, do they see you?

m, Wil Gree: rld of °

* Are photos of your clients attached to your blient
software for your staff to see?
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BEHAVIORAL FINANCE &
FINANCIAL PLANNING

« Applying behavioral finance
* The point is to align system 1 impulses with
system 2 rational goals...

* To help achieve the client’s goals!

+ Use the force for good and not for evil!
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QUESTIONS?

Handouts & additional information:
www.kitces.com/FPAOH

Contact: questions@kitces.com

®@michaelkitces
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