Finance for normal people
Many private investors try to chase trends in a rising market, before they lose faith in their
initial decision and sell at the bottom price, leading to financial losses. The Behavioral Finance
for Private Banking project aims to help everyday people make better, more informed financial
decisions and make their money work harder, as Professor Thorsten Hens explains
Observations of millions

of trades
done by thousands of investors show the
typical investment behavior given in
Figure 1. Private investors try to chase
trends, lose trust in their investment ideas
once severe losses are incurred, and return
to the markets when it is too late.
Effectively they tend to buy when prices
are high and sell when prices are low.
Various studies have quantified the
financial loss incurred by this sub-optimal
behavior to be around 4 to 7 percent p.a.;
which means that after 10 years the
typical private investor has lost half of
their money – if not more.
For more than thirty years, researchers
in behavioral finance have amassed
evidence of investment mistakes similar
to those shown in the roller coaster. Only
recently
have
researchers
started
wondering, how could private investors be
helped to avoid those mistakes?
If an investor is sufficiently rich, worth
€1 million or more, then they can get help
from a private bank, which will either
invest for the client or assign a financial
adviser to consult with them. In our
previous work ‘Behavioral Finance for
Private Banking’ we described how the
results of behavioral finance are used to
help wealthy private investors. The cost of
these solutions is however at least €10,000
p.a., which is not attractive for less wealthy
private investors.

Behavioral Finance for Retail Banking
The purpose of our research project
“Behavioral Finance for Retail Banking’ is
to help normal people make better
financial decisions. Fortunately, in
parallel the so-called Fintech revolution
has led to the development of new channels
in terms of how financial advisors can
interact with clients. Using the internet
and big data tools, the cost of good
financial advice could be reduced to
pennies. Good financial advice is based on
four aspects of risk:
• Risk Need (How much risk do you need
to take for achieving your goals?)
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Figure 1: Typical investment behavior along the ups-and-downs of the financial markets.
• Risk Ability (How much risk are you able
to take given your financial situation?)
• Risk Awareness (Do you know which
assets bear which risks?)
• Risk Tolerance (How much risk can you
hold through along the ups-and-downs of
the markets?)
Based on laboratory experiments, largescale online surveys and field studies the

experience sampling. This means that the
investor can get accustomed to risk by
visualizing it with a tool that draws return
paths for differently risky assets.
• The risk tolerance of an investor can best
be assessed by a simple gain-loss trade off.
Step-by-step the investor will be asked
whether a certain amount of risk is
acceptable for a target gain.

For more than thirty years, researchers in behavioral finance have amassed
evidence of investment mistakes similar to those shown in the
roller coaster. Only recently have researchers started wondering, how
could private investors be helped to avoid those mistakes?
main results of our research project are:
• For balancing the risk need with the
risk ability it is important to apply an
asset split.
This means that saving assets should be
reserved for very important needs and
more risky assets can be held for needs
that are more flexible.
• Investors` perception of risk is mainly
driven by the probability of them losing
money. It can be considerably improved by

Case study
Our findings are best illustrated by a case
study. Mrs. and Mr. Fisher are in their
mid-thirties, married and have two
children, Amelie 7 years and Ben 5 years
old. The family income is €100,000 p.a..
They live in a house worth €1 Million, of
which €200,000 has been paid and
€800,000 needs to be borrowed as a
mortgage. The annual living expenses
are €80,000. Besides paying back the
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mortgage the family wants to finance a
good education for their children
(Oxford, Stanford or ETHZ) and increase
the pension they would eventually get
when they retire. Given the age of the
kids the education will be needed in
about 10 years. The family sets the
following priorities: 1. House 2. Education
3. Retirement. They can currently lock in
an interest rate of 1 percent for 10 years
of mortgage and education (including
living expenses) costs (depending on the
choice of the university), at between
€20,000 and €50,000 p.a. for 3 years.
The family wants to plan ahead for 10
years. The residual income of 20,000 p.a.
can be spent on the mortgage, an
investment plan for the education of
their children and a retirement plan.
Suppose for simplicity that they live in a
country like Switzerland where for tax
reasons it does not make sense to reduce
the mortgage by repayments other than
the interest payments.
Applying the asset split, €8,000 p.a.
are fixed for the mortgage. But how
much risk should the family take to
finance the education and the retirement
top-up? Our research shows that this
question is best assessed by a
combination of experience sampling
and loss-tolerance.
The idea of
experience sampling is comparable to
flight simulators for aircraft pilots.
Potential financial outcomes such as
investment returns are randomly drawn
(simulated)
interactively
by
the
investor, and the distribution of possible
outcomes builds up step by step on the
screen, as Figure 2 shows. Investors can
increase or reduce their risk, observe
the changes in the distribution of
results and interactively adjust the risk
to achieve a distribution that they feel
comfortable with.
Experience sampling is the best
method to increase risk awareness. It
should be combined with a method to
assess the risk tolerance, which is best
achieved with the gain-loss method. It
fixes a potential gain and asks for the
maximal loss the investor is willing to
accept for that gain. The latter should be
done iteratively – starting from a loss
that is as high as the gain, which is then
reduced step-by-step. In each step the
investor is asked whether the investment
is now acceptable and the iteration stops
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once it is. Combining the two methods
one can assess the risk awareness and
the risk tolerance - and to be safe one
should base the advice on the aspect of
risk in which the investor is more
conservative.
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Figure 2: Experience sampling.
Having done these risk assessments the
Fisher family decides to invest the
remaining €12,000 p.a. into two savings
contracts – one for the education of the
children and one for their retirement. The
former requires €8,000 p.a. and targets a
total wealth of €100,000 (Oxford) which
could however also end up as €60,000
(ETH) or €125,000 (MIT). In the latter
case, they could invest the remaining
€4,000 which after 10 years would
accumulate to €60,000 or €20,000. Thus,
this investment is considerably more
risky – but since Mrs and Mr Fisher still
have 30 years before retirement,
appropriate adjustments can be made
after 10 years.
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Figure 3: Assessment of risk tolerance by the
gain-loss trade-off.
We are pleased that our research has
not only been published in academic
journals, but also picked up by financial
advisors, mostly notably by fintech
companies in Germany and Switzerland.
So we hope to have contributed to making
leading-edge research useful for normal
people so that they can take better
financial decisions and have a more
rewarding life.

Institute Professor at the University of
Zurich and Adjunct Professor of Finance at
NHH in Bergen, Norway. He studied at Bonn
and Paris and previously held professorships
in Stanford and Bielefeld. His main research
area is behavioural finance, which he also
actively applies in practice.
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