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‘Behavioral Finance for Private Banking: From the Art of Advice to the Science of Advice’ is
nonethelessafar-reachingarchitectureforclient-centricbespokeprivatewealthmanagement,entailing
asymbiosisofbehavioralfinanceandprivatebanking,handlingstate-of-the-artdomainsoffintech
andneuroscience.Thisisacompletemanualforeveryworldwideprivatebankerasitencompasses
investment decision-making theory and behavioral biases, highlighting cultural differences thus
cateringforinternationalclienteleandconcludingwithindividualizedtailoredwealthmanagement
strategycreation.

“In this book, we apply these insights from behavioral finance to truly identify the client’s
situationfromaholisticstandpoint,”asstatedbytheauthors.Inessence,itistheacknowledgement
oftherealhumaninvestor-atthecoreofBehavioralFinance-ratherthantherationalinvestorthat
weencounteredinthetraditionalfinancetheory.Decisiontheoryistransformedfromtraditionalto
behavioral,asindividuals’informationprocessingandriskperceptionsandattitudearedifferentin
mostinstancesthanenvisagedbyclassicalfinancetheory.

Astonishingly,financeisonlynowstartingtocatchupinpracticewiththecomplexBehavioral
FinanceTheory(KahnemanandTversky,1979).Inprospecttheory,theriskperceptionchangesinthe
individual’sinvestmentdecisionwithpreferenceofvolatilityoverlosses.Thisfindingaloneconstitutes
agreat insight for privatebanking advisors in creating thebest customizedwealthmanagement
strategyfortheirclients,thusfarnoteasytoapplyinpractice.

Whatmakesthisbookacompleteandvaluablemanualforprivatebankingindustryisthefull
conversionofbehavioralfinanceresearchresultsintopracticalapplicationininternationalprivate
wealthmanagement.

Behavioral Finance for Private Banking:
From the Art of Advice to the Science of Advice
Reviewed by Cecilia Emanuela Băsu, University of Bucharest, Bucharest, Romania
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Thestructureisdesignedinadidacticalmethodology,astep-by-stepbuildingknowledgeblocks
frominvestmentdecisiontheory,behavioralmirroringtraditional,depictingmostcommonbehavioral
biases,neuroscienceinsightsonhowtomitigatebiases,towardsacknowledgingculturaldifferencesin
individualinvestors.Asclient-centric,investor’sriskprofilingisnowthefoundationofprivatewealth
managementthatincorporatesstructuredproductdesignanddynamicassetallocationoverlife-cycle
planning.Bolsteringthetheoryandvariouspracticalexamplesandmini-casestudiesthroughoutthe
book,thelastbutfinalchapterconstitutesofthreecasestudiesbothinformativeandcomplexinthe
areasofstructuredwealthmanagement,experiencesamplingandgoal-basedapproached.

Fintechisbrieflycoveredinoneofthelastchaptersofthebook,enticingthereaderforfurther
researchinthiscutting-edgedomainandperhapscreatinganexpectationforafutureupdatedversion
ofBehavioralFinancewithalargercomponentoffintech.

AsBenjaminGrahamsaid,“Theworstenemyoftheinvestorismostlikelyhimself,”thusthe
culprit in investmentdecisionare thebehavioralbiases.Emotions,misunderstandings,misuseof
heuristics or rules of thumbs, may lead to systematically wrong individual decisions. Financial
decisionsofindividualsareviewedintheindustryasarollercoasterofemotions.Areindividual
investors’optimizersorsatisfiers?Inthecomplexityeconomicsofthemarkets,optimizationsometimes
couldbedifficulttoachieveandheuristicsmightbemoreefficientwhenassessingdecision-costtime,
energyandmoneyversustheestimatedresults.Itcouldaswellbethatmostinvestorsaresatisfiers
drivenbybehavioraldecision-makingtheory.

Anindividualinvestorispronetobehavioralbiasesinallstagesofdecisionmaking,from(1)
informationselectionwhereasonecanfaceattentionbias,selectiveperceptionbasedonexperience,
confirmationbiasandavailabilitybiasto(2)informationprocessingwhentheculpritcouldbeadiverse
setofbiasesamongstwhichtheauthorsmentionrepresentativebias,conservatism,gambler’sfallacy,
hot-handbias,anchoring,framing,overconfidence,presentbias,probabilityweighting,referencepoint
andlossaversion,mentalaccounting,myopiclossaversion,narrowframing,thedispositioneffect
andthehouse-moneyeffect,affinityandregretaversion.Inthelaststepofdecision-makingprocess
theinvestorcanexperienceanewsetofbiasesafterreceivingfeedback(3)forinstancehindsight
bias,self-attributionbiasandoutcomebias.

Asthetitleissynonymwithmanual,bothinstructureandapproach,eachbiasisfirstlydefined
andgroundedintorelevantscientificresearch,whileconclusionsareconveyedintoafinanceand
investment context, showcasing the relevance for investors and strategiesonbiasmitigation, the
distinctvalueaddedbythisbook.

In the information selection phase, the investors should be alert to thebasic yet potentially
damagingattentionbias,representedbyatunnel-visioneffectingatheringonlyinformationtheythink
itisrelevantanddisregardingallotherinformation,eventheextremetype.Asmitigationstrategy
isrecommendedthatallprivatebankersagreewiththeirinvestorsuponareportingprocedurewith
minimumkeyinformationrequirementstobemetatalltimes.

Moreover,theinvestorsaretypicallypreviewtoconfirmationbias,searchingforinformationthat
confirmstheirbeliefsorhypothesesandlargelyignoringthealternative,potentiallycausingerrorsin
assetevaluationandinperspectivesdependentonwhethertheyholdtheasset.Tomitigatetheeffects
ofthisbias,thedecidingindividualshouldcomparewithinvestorsvaluatingoppositepositionassets,
astocalibratethevaluationofboththeinitialandtheoppositeposition.

In the core phase of the decision-making process, the information processing, the investor
couldfacetherepresentativenessbias.Countingalmostexclusivelyoninformationthatrepresents
familiarfeatures,intheformofbaseratefallacy,itmightpotentiallyhaveacrucialeffectonportfolio
managementwhentheinvestorisendeavoringtoidentifypricepatternstobenefitfrom.Thebest
mitigationstrategytoretaliatethisbiasistorelyonstatisticalproof.

Furthermore,theinvestorcouldbetrappedbythegambler’sfallacy,believingthatarandom
processisself-correcting.Miscalculatingtheoddsoflengthyserieswithunchangedresult,investors
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mightwageraheadoftimeontrendreversal.Aspreviouslysuggested,statisticalmethodsarethe
bestoptiontomitigatethisfallacy.

Likewise,investorscouldbesusceptibletohot-handbias,observingpatternsinrandomsequences.
Inwealthmanagement,occursabeliefofhot-handmanagerssuccessfullybeatingthemarket,with
investors completely failing to account for sample size. In these types of situations, investment
decisionsmightbealteredbythemisperceptionofrandomness,leadingtoparticipatinginactive
transactionsthatotherwisewouldnotorpayinghighermanagementfeesforperceivedsuccessful
managersmost likelytohaveexperiencedachance-drivenhighperformance.Statistical testsare
againthebestbiasmitigatingstrategy.

Inaddition, theinvestmentdecisioncouldbeinfluencedbyarbitraryvalues(anchoring),for
priceorperformanceindicatorsforexample,leadingtoownvaluationtobemisrepresented,andby
framing.Consider-the-oppositestrategyandbroadeningtheframearerecommendedformitigation.

Conceivablyoneofthemosthazardousbiasisoverconfidence,whentheinvestorhasexcessive
confidence inownskills, thatcan lead tomassive lossesotherwisepreventable,especiallywhen
accountingforthereferencepointasperlossaversionintheProspectTheory.Inthecaseofmitigating
overconfidence bias, the authors suggest the consider-the-opposite strategy and the tracking of
unsuccessfultransactions.

Concluding the series of decision-making biases, amongst the collection “after receiving
feedback”,theself-attributionbiasisworththeattentionoftheinvestorandoftheprivatebanker.
Positiveinvestmentresultsarecreditedtoself-proficiencywhereasforlossesfaithorotherpersons,
forinstancetheprivatebanker,areconsideredliable.Tomitigate,theinvestmentdecisionsmustbe
documentedtoincorporateallinformationthatthedecisionisbasedupon,includinganyinvestment
advicerecommendedbythebank,especiallyiftheclientdecidestogoagainstthatrecommendation.

Thereaderdiscoversthatinvestmentdecisionsaremuchmorethanfinancialstrategies,human
decision-makingbiasesarejustasstronglyweightingintheprocess.

Asthebookisintendedtobeconsideredapracticaltooltoassistprivatebankersintheirclients’
investmentmanagement,theauthorssynthetizethedecision-makingbehavioralbiasesinatableto
beusedasreferenceindailywork.Mostbehavioralbiasesarebeingresearchedinthelastdecade
byneurofinance,acutting-edgefieldofscience.Unquestionably,furtherresearchisrequiredinthis
fieldand,optimistically,advancesintechnologywillmakeneuroscientificresearchmethodsmore
accessibleinthenearfuture.

In accordance with the outline presented at the onset, the reader was alerted that cultural
differencesmayalsoplayaroleininvestmentdecision.Thetopicisimportantasinvestmentnow
hasbecomeaglobalmarket,butparticularlyusefultobanksoperatinginternationallyorforbanks
withinternationalclienteleinthedomesticmarket.Traditionalinvestmenttheorydeliberatesthat
the investment objective for all individuals is to maximize returns while undertaking minimum
acceptablerisk.Inrecentyears,developmentsinbehavioraleconomicsandbehavioralfinanceincluded
researchtoassesshowculturaldifferencesinfluencethebehaviorofinternationalinvestors.Thevast
constructattributedtoculturewasdecomposedinfivemeasurabledimensionsbyGeertHofstede,a
Dutchsociologist:[1]thePowerDistanceIndex(PDI)measuringhowhierarchicalisasociety,[2]
Individualism(IDV)measuringwhetherasocietyvaluesindividualisticorcollectivebehavior,[3]
Masculinity(MAS)measuringhowpowerfularemeninasocietycomparedtowomen,[4]Uncertainty
avoidance (UAI) measuring the risk attitude of a society and [5] Long-term orientation (LTO)
measuringtheimportanceofhistoryandtraditioninasociety.Hofstede(2001)researchedcultural
differencesamongstcountriesanddocumentedvariationwithinthefivedimensions,highlighting
hi-lowlevelswithUnitedStatesbeingthemostindividualisticsociety-aconfirmatoryresult,Greece
showcasingasthemostriskadversesocietyandDenmarkthemostrisk-takingsociety,Japanthe
mostmasculinesocietyandNorwaythemostfemininecountry,Chinathemostlong-termoriented
andCzechRepublictheleast.Scientificresearchpositivelylinkedindividualismtofinancialtrading
activities,makingindividualismaproxyforoverconfidence(Chui,Titman&Wei,2010).
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Investorbehaviorisfurtherassessedinalarge50-countrystudy,theInternationalTestofRisk
Attitudes,INTRA,measuringlossaversion,patience,probabilityweightingwithgainsandprobability
weightingwithlosses(Wang,Rieger,&Hens,2016b,2016a).Theresultsareenlightening,suggesting
somepatterns.EasternEuropeansarethemostloss-adversesocieties,closelyfollowedbyNordicand
LatinEurope,whileAnglo-GermanicEuropearetheleastloss-adverse,withArab,AsiaandLatin
Americaclusteredinthemiddle.HighestpatienceisatraitofNordicandGermanEurope,while
Eastern,LatinandAngloEuropehaveanaveragepatiencescore.ConfucianAsiahasconsiderably
morepatiencethanSouthAsia.Sub-SaharanAfricahastheleastpatienceamongstthe50countries
participatinginthestudy,followedatasignificantdistancebyLatinAmerica.Interestinglyenough,
Latin America has the highest tendency to accept large unlikely gains as well as large unlikely
losses.EasternEuropeansarethesecondmostenthusiasticacceptingthegainandscoringaveragein
acceptinglosses,anexperiencedbehaviorfinanceadvisorwouldbealertedtoself-attributionbiases
inthesenationalities.Similarly,theinvestmentadvisormightproceedwithaguardedattitudefor
self-attributionbiastowardsAngloandLatinEuropeans.

Creating an awareness amongst private bankers of specific cultural dimensions that are
dominant in certain nations, is very valuable in recommending to clients a culture-specific
wealthmanagementstrategy.

Beyondfamiliarizationwithculturaldifferencesandvariousdecision-makingbehavioralbiases,
theauthorsrecommendthatanyinvestmentadvisorshouldfurtherunderstandtheclient’profile,by
performingadiagnostictestforinvestmentpersonalityandariskprofiling.

The investmentpersonalitycouldbediagnosedapplying twomethods:psychometricsanda
scoringone.Knowledge,abilities,attitudesandpersonaltraitsspecifictofinanceandinvestment
decisionsarethepsychometricsofinterestandcanbemeasuredbymeansofthe30-itemDOmain-
SPEcificRisk-Takingscale,commonlyknownastheDOSPERTscale(Blais&Weber,2006).

Asmostindividuals’decision-makingprocessincludespsychologicalandemotionalcomponents,
theinvestment-personalitydiagnoseisapre-requisiteinprivatewealthmanagement.Aninformation
flowbetween the investorand theprivatebankeronmost frequent investment-decisionerrors is
enabledbythequestionnaire.Theconstructionoftheclient’sportfolio,includingthelevelofclient
decision-autonomycouldbebasedonthediagnostictestresults,placingtheclientintofourprofile
types(intuitive,exploring,realisticandstrategic),basicallyamixofhi-lowfinancialknowledgeand
strong-weakemotionality.

Furtherinsightsintobuildingtheclient’sportfolioisgainedthroughriskprofiling.Granting
ariskprofilingispresentlyperformedbybanks,especiallyinEuropeundertheMiFIDregulation,
thereisvarianceamongstquestionnairesandresearchrevealsthatthesemeasurementtoolsarenot
adequate(Bradbury,Hens&Zeisberger,2014andBachmann,Hens&Stoessel,2017).Comprehensive
literaturereviewdeconstructstheriskinthreedimensions:riskpreference,riskawarenessandrisk
ability and solelybyassessing these threemeasurements a riskprofilingquantifying instrument
wouldbecomplete.ABehavioralRiskProfilerquestionnaireisdevelopedbytheauthorsandsample
questionsareincludedincorrespondingchapterofthebook.

Byfollowingallstepspresentedinthebookhitherto,theprivatebankerusingthismanual
has already commenced the process of portfolio management, leading to designing bespoke
structuredproductsfortheclient,byproducingflexibleremunerations,alignedwiththespecifics
oftheinvestor,i.e.his/herutilityfunctionandhis/herbeliefs.Thisisfantasticnewsforclients
that canbe included in thedevelopmentof their own structuredproducts, bygenerating the
product’sremunerationrequirements.

Anadditionalimportantdimensionofportfoliomanagementisdynamicassetallocationandfrom
thischapterthereaderwillstudyhowtofindanoptimalassetallocationinlinewithclientinvestment
andriskprofileandwhichinvestmentproductsareoptimalfromtheclient’sperspective.Clientage
ruleisconsidered(i.e.reducingriskexposureovertime)inconjunctionwithassettimediversification
underprospecttheoryandinadditionacknowledgingtherebalancingofassetallocation.
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Itisrecommendedthatfinancialgoalssetforaspecificinvestmentorportfolioaresimilarly
aligned dynamically to current market investment opportunities and perhaps fluctuating
estimatedgains.

Long-terminvestors(i.e.alongtheirlife-cycle)wouldrequireconsiderationofconsumption
–investmentdecisioninanintertemporalchoicesettingandassetallocationoughttoaccount
for this. Consumption smoothing is a principle based on the permanent income hypothesis,
asserting that consumption is a function of the permanent income changes while transitory
incomefluctuationshasalmostnoimpactontheconsumptionlevel.TheBehavioralLife-Cycle
Hypotheses (BLC)(ShefrinandThaler,1998) ispositioning theconflict in theconsumption
–savingfunctionasthoughtheindividualwouldhaveadichotomouspersonality,the“doer”
enjoyingcurrentconsumptionandthe“planner”concernedwithlong-termsavingforretirement,
self-controlbeingthepsychologicalcharacteristicthatcouldpreservethebalancewithinthese
twodimensionsoftheself.Focusinginparticularoninvestorswithlowself-control,theycould
benefitfromproductsdesignedtoautomatethesavingsfunction.SaveMoreTomorrowProgram
(SMarT)designedbyBenartziandThaler(2004)isproventobeverysuccessfulwithsavingrates
tripled.Theprogramisfoundedontime-hyperbolicdiscountingandinessence,theemployees
thatjointheprogramareprovidedwiththeoptiontoautomatethesavingsrateincreaseinline
withanyfuturewageincreases.Thiscommitmentdeviceissuccessfulinasetupwherethereis
asignificanttimelagbetweensign-upandsavingsrateincreasestart-update.

Aspresentedabove,wealthmanagement isan intricateprocessand theprivatebankermust
consider aligning assets trade-offs with investor’s profile, within the limitation of the personal
financialpositionoftheinvestor.

‘BehavioralFinanceforPrivateBanking:FromtheArtofAdvicetotheScienceofAdvice’
enablesspecialiststoincreaseserviceexcellenceineachphaseofthewealthmanagementprocess,
byequippingthemwithprizedinsightsaboutthecustomerinvestingandriskprofile.

Reflectingoncurrentmarketcooling-downeffectinmosthigh-GDPcountriesandrecent
talksoftechnicaloreconomicrecessionasbeingimminentinEurope,thisbookisthecynosure
ofabroadreadership.

I highly recommend the book for every Private Banker or Investment Advisor, but also for
individual investorsthatdesiretounderstandtheclient-centricwealthmanagementprocessfrom
abehavioralfinanceperspective.Theaudiencecanbeextendedtoallbehavioraleconomistsand
financiers,especiallyfinancialmarketsregulatorsandpolicymakers.

Indubitably, this is an essential book providing a complete framework for applications of
behavioralfinanceinprivatebanking,howeveralldecision-makingbehavioralbiasesdiscussedinthe
bookarediscussedonlyinthecontextoftheindividualinvestor,completelyignoringthatportfolio
managersthatarehumans,too,andcouldalsobesusceptibletoasimilarsetofbiases,resultingin
amissedopportunitywithintheoutlineofthisbook,bynotclosingthecircleofbehavioralbiases
infinancialdecisions.

Confidently, by considering this supplementary biased-group, the equation is changed,
perspectiveisdifferentandprivatebankersmightneedtoidentifymitigationstrategiesfortheir
ownpotentially-biased investmentdecisions.The implicationsareexponentially increasedas
portfolioandfundmanagersarehandlingsignificantfunds(i.e.all theirclients’money)and
evenamuchsmallerdeviationoftheperformanceresultasapercentagecumulatestoamuch
largernominalvalue.

Inlieuofconclusion,theprophecyof‘TheFatherofBehavioralFinance’RichardThaler,Nobel
Prize Winner: “I predict that in the not-too-distant future, the term ‘behavioral finance’ will be
correctlyviewedasaredundantphrase.Whatotherkindoffinanceisthere?Intheirenlightenment,
economistswillroutinelyincorporateasmuch‘behavior’intotheirmodelsastheyobserveinthe
realworld.Afterall,todootherwisewouldbeirrational”(Thaler,1999).
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