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EXECUTIVE SUMMARY
1 Introduction

1.  The EU Consumer Policy Strategy 2007-2013 underlines the importance of empowering
consumers, as a key driver of innovation, competition and productivity. However, there
is evidence that consumers often fail to make optimal choices and not only because of
asymmetric information. Even well-informed and numerate consumers may exhibit
systematic departures from welfare-maximising behaviour. This evidence reflects one of
the main tenets of Behavioural Economics (BE): the homo economicus of classical
economic theory is an over-simplified description of human behaviour. Consumers are
not always selfish, rational and independent agents but instead they exhibit a strong

interdependency and limited or "bounded" rationality.

2. According to the fourth Consumer Markets Scoreboard, retail financial services are one
of the sectors characterised by substantial market malfunctioning.! In particular, the
2010 Scoreboard shows that the market for “investments, pensions and securities” ranks
worst out of fifty consumer markets for overall market performance; worst for ease of
comparing products and services sold by different suppliers; worst in trust that suppliers
will respect consumer protection rules; fourth worst in experiencing problems; and
worst for overall satisfaction. The financial environment has evolved so much that
consumers are often ill-prepared to make sound decisions about increasingly complex
retail financial products. The inability to benefit fully from this market is in part due to
limited financial literacy or asymmetric information, but it may also be directly related
to instincts driving consumers towards choices which are inconsistent with their long-
term preferences. Recent evidence shows that consumers often have limited time to
fully understand complex retail financial products. "Herding" instincts and over-reliance

on experts' advice may also limit rational reflection.

3. The purpose of this project was to study the decision-making processes of consumers in
the market for Retail Investment Services (RIS). The objectives of the study were
twofold: to obtain survey and experimental evidence regarding both the individual

behavioural traits and the external factors most influencing consumers' decision-making

1 SEC(2010)1257 “The Consumer Markets Scoreboard” 4™ Edition — October 2010

November 2010 3



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

in RIS; and to explore the effectiveness of different policy remedies in helping

consumers make better decisions.
2 Structure of Report

4.  This report is divided into two main parts, corresponding to the two phases of research
involved in the project: review (first phase) and experiments (second phase). The first
phase had four components: a review of the BE literature; a review of the retail
investment market; a consumer survey of the retail investment purchase process; and an
assessment of policy options. The second phase consisted of three experiments that
investigated specific aspects of retail investors’ decision-making processes and the
impact of potential policy interventions. Each chapter reports the findings and

conclusions of the following component of the research:

Chapter I: provides an overview of the project and a summary of the main

findings and conclusions.

Chapter 11: surveys the literature from fields such as BE and Psychology, to
review the available evidence on consumer decision-making in retail finance and
to highlight the “behavioural biases” most likely to lead to consumer detriment in

these markets.

Chapter 111: describes the structure of the retail investment market in twelve
different EU Member States and briefly analyses a small sample of retail

investment marketing material from across the EU.

Chapter 1V: reports the findings of an online survey of 6,000 consumers in eight
EU Member States, concerning the process of researching, choosing and

purchasing a retail investment product.

Chapter V: summarises the available evidence on consumer decision-making in
the retail investment market; describes the current regulatory regime and the range
of available policy options; and prioritises decision-making biases and potential

remedies for experimental testing.

Chapter VI: reports the findings of an online experiment with 6,000 subjects in

eight EU Member States, exploring people’s decision-making capabilities in
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simple unadvised investment choices and the impact of a range of policy

interventions on decision quality.

Chapter VII: reports the findings of a second online experiment with 6,000
subjects in eight EU Member States, exploring people’s response to the disclosure
of conflicts of interest in stylised advised investment choices and their willingness

to pay up-front fees for information and advice.

Chapter VIII: reports the findings of a laboratory experiment with 480 subjects
in three EU Member States, exploring the impact of direct communication
between advisor and advisee upon the efficacy of disclosing conflicts of interest
and upon the trust people place in advice.

Chapter IX: summarises the experimental findings and assesses the implications
for policy makers, as well as suggesting future directions for further empirical

experimental research to support policy decisions.
3 Summary of Review Findings

5. Our review of the existing literature on BE focuses particularly on issues relevant to the
European (as distinct from the US) investment market. In addition to the familiar
behavioural biases that we identify as potentially relevant in the retail investment
market, a distinctive feature of this review is that it identifies the importance of a range
of cognitive and social biases that play a role in consumer investment decisions when
assisted by an advisor or salesperson. For example, we place considerable emphasis on
processes of persuasion, the importance of personal interaction, and the role of trust.
Some of the key findings of the review are:

e A growing body of evidence shows that the “standard” model of a
rational self-interested economic agent does not adequately describe
human decision-making. The formation of beliefs is based on the
perception of circumstances, so it can be context-dependent and subject to
framing effects or biases such as overconfidence. Preferences may be
reference-dependent and inter-temporal preferences can be subject to

biases such as short-sightedness or procrastination. Cognitive limitations
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can lead to a reliance on heuristics, and people are often averse to

ambiguity as well as uncertainty.

e Features of the retail investment market may make consumer
decisions particularly prone to biases and errors. Evidence suggests
that many people - especially the younger and less educated - do not
possess a sufficient level of financial knowledge and understanding, while
evidence on the success of financial literacy programmes is limited. Retail
investment products are inherently risky and often involve long time
horizons. The market is characterised by a wide array of products with
complex pricing structures. Consumers do little searching and instead

typically rely on the advice of a professional advisor or salesperson.

e Consumers’ reliance on advice makes issues of trust and persuasion of
key importance in the retail investment market. Generalised trust, trust
in advice and trust in consumer rights can all influence people’s
willingness to hold risky assets. Personal interactions may enable an
advisor to persuade or influence an advisee, for example by inducing
positive emotions, and some consumers may be particularly compliant in
the presence of perceived expertise. Disclosing conflicts of interest may
undermine trust in advice and give advisors “moral licence” to act only in

their own self-interest.

6. Our review of the retail investment market in the EU draws together publically-
available data and existing comparative studies in order to provide an overview of retail
investors’ behaviour across twelve EU Member States. In particular, where data is
available, we describe for each country what kind of assets investors choose to allocate
their savings to, and through which retail channels those investments are typically
purchased. While there are some commonalities across the countries we survey - such as
pension wealth forming a large part of households’ total wealth or the relatively low
share of wealth held in risky equity investments - there are also large differences
between countries in overall saving and borrowing rates, as well as in the composition
of households’ financial portfolios. A small sample of retail investment marketing

materials from eight countries was analysed in terms of its content, suggesting that such
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material primarily reminds consumers of the need to invest and attempts to convey

expertise, rather than communicating specific detailed information about risks, returns

and costs. We find no strong evidence for a prevalence of misleading claims or use of

framing effects relative to other product markets.

Our online survey of 6,000 consumers in eight EU Member States describes the

decision-making process followed by recent purchasers of retail investments, as well as

exploring the main differences between purchasers and non-purchasers of retail

investment products. Some of the key findings of the survey are:

November 2010

Consumers are often confused about the true nature of their
investment. In particular, investors, especially purchasers of pensions and
structured products, are often uncertain whether or not they are exposed to
the risks of stocks and shares. Nearly 40% of investors in stocks and

shares (wrongly) believe their initial investment is protected.

Although investments are usually triggered by a change of life
circumstances and not marketing, information search is very limited.
Only around 33% of investors compare investments from more than one
provider or consider more than one product from a single provider. Just

27% of investors shop around to get the best deal.

Advice is ubiquitous in the retail investment market. Nearly 80% of
investments are made in a face-to-face setting, usually with an employee
of the investment provider or a professional advisor. 58% of investors say
their final choice of product was influenced by an advisor, while the

advisor initiated the purchase on a quarter of occasions.

Trust in advisors is high, but consumers are often unaware of
potential conflicts of interest. The majority of investors mostly or
completely trust the advice they receive, and do not perceive their advisor
to be biased. Conflicts of interest are often only verbally disclosed, if at

all, and most investors disregard the information or do not think about it.
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8.  Inlight of all the above findings, and after considering the current EU regulatory regime

as well as options for policy interventions, the following issues were chosen as priorities

to be addressed in the experimental phase of the research:

1.

How capable are consumers of making appropriate choices between
investment products in the absence of advice? To what degree are their
choices influenced by “behavioural biases”? To what extent can policy

interventions improve the quality of retail investment decisions?

Do consumers respond appropriately to the disclosure of conflicts of
interest? Does the format of disclosure matter and which is most effective?
Does disclosure of conflicts of interest undermine trust in advice? Would

consumers be willing to pay an up-front fee for advice?

How does direct interaction between advisors and advisees influence
investors’ decision-making? Can free communication enable advisors to

persuade or pressure advisees to make certain choices?

4 Summary of Experiment Findings

9.  Our first experiment was conducted online with 6,000 subjects in eight EU Member

States. It addressed questions related to cognitive and behavioural factors in non-

advised retail investment decisions. Some of the key findings are:

November 2010

People struggle to make optimal investment choices, even in very
simplified investment tasks. Only 56% of funds were invested optimally,
with 25% of investment decisions being completely optimal and only
1.4% of subjects making all five investment choices optimally. Older,

female, less educated and less numerate subjects made worse decisions.

Investment decisions are prone to biases and framing effects. Subjects
made worse investment decisions when the optimal choice was harder to
understand (fees framed as percentages, annual returns not compounded
over the duration of the investment), and they were disproportionately
averse to uncertainty (risky investments), ambiguity (incomplete

information) and product complexity (structured products).
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Simplifying and standardising product information can significantly
improve investment decisions. Standardising and reducing the amount of
information provided helped subjects identify the optimal choice between
similar investments. Providing comparable pre-calculated information on
the net expected value of each investment helped subjects identify the

optimal choice between dissimilar investments.

10. Our second experiment was also conducted online with 6,000 subjects in eight EU

Member States. It addressed questions related to cognitive and behavioural factors in

advised retail investment decisions. Our third and final experiment was conducted in

the laboratory with 480 subjects in three EU Member states, and addressed questions

related to social and behavioural factors in advised retail investment decisions. Both

experiments addressed the issue of disclosing conflicts of interest, in different formats

and in different settings. Some of the key findings are:
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The impact of disclosing conflicts of interest is context-dependent.
Online subjects hardly responded at all to disclosure. Only those subjects
who took more time over the decision reacted appropriately and even then
only when the disclosure was flagged in a bold red font, for the simplest of
decisions. In contrast, laboratory subjects exhibited a strong reaction to the

disclosure of biased incentives, showing evident mistrust of advice.

Full and transparent disclosure or a “health warning” may be
necessary for people to understand the implications of a conflict of
interest. Online subjects, who were only told that their advisor was paid a
commission, did not react to this disclosure unless it was accompanied by
a “health warning”. Laboratory subjects who were told the exact details of
their advisor’s remuneration structure responded to disclosure without

such a warning.

Disclosing conflicts of interest elicits a “knee-jerk” reaction that can
be harmful as well as helpful. Subjects exhibited “contrarian” behaviour
in their investment choices when biased incentives were disclosed. This
led to better decisions when the advisor’s and advisee’s interests were

adversely aligned but worse decisions when their interests were aligned.
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Subjects lost trust even when an advisor with misaligned incentives was

not actually able to deceive them, showing that their reaction is reflexive.

e Direct interaction enables advisors to exert (limited) additional
influence on advisees. Free communication between advisor and advisee
tended to mitigate the “knee-jerk” loss of trust resulting from disclosure of
a conflict of interest. There is evidence that free communication enables

advisors to exploit advisees’ existing biases but not to “de-bias” them.

e A significant minority of people may be disproportionately averse to
paying an up-front fee for advice. Between twenty and thirty percent of
the online subjects displayed evidence of “narrow framing” and loss
aversion making them excessively averse to an up-front fee. There was no

strong socio-demographic or attitudinal signature for this group of people.
5 Conclusions and Recommendations

The findings of our experimental research shed light on retail investment decision-
making and provide a detailed insight into the factors influencing consumer behaviour
in this market, as well as the relative impact of some of the policy remedies available.
Arguably, experimental evidence alone cannot justify regulatory interventions in a
market, as a clear market failure must be identified with empirical real-world evidence.
Furthermore, any proposed policy action to correct a market failure should ideally
undergo further testing in more realistic (although less controlled) settings in order to
assess the likely real-world impact and to determine the best way in which to implement
the details of the policy. Greater use of such testing would improve the design of policy
initiatives, given that the research shows that small practical details can have a
significant effect on consumers. Nonetheless, our findings do point towards certain

future directions for policy making and for policy research:

1. Simplification and standardisation of product information enables
consumers to make better quality investment decisions, at least in our
simple choice tasks. Providing pre-calculated and directly comparable
relevant information about investments enables better choices between

dissimilar options, e.g. across product classes. These principles and ideas
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could be applied to current and future work on information disclosure,

such as the Key Investor Information (KI1I) document.

If disclosure of conflicts of interest, such as commission payments to
advisors, is mandated then further testing should be conducted to
determine the best form and format for disclosure. Our findings point to
the need for either full disclosure or an accompanying health warning to
ensure the implications of disclosure are understood. Policy makers must
also be careful not to simply elicit a “knee-jerk” loss of trust in advice that
may not be in consumers’ best interest, especially given their limited

capacity to make good decisions without the help of an advisor.
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CHAPTER I

PROJECT OVERVIEW AND REPORT SUMMARY
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Retail Investment Services: Project Overview and Report Summary
1 Background
1.1 Project Motivation and Objectives

The EU Consumer Policy Strategy 2007-2013 underlines the importance of empowering
consumers, as a key driver of innovation, competition and productivity. Efficient market
outcomes are not only the result of a competitive supply-side structure, but are also
dependent on an informed and rational demand-side, one that rewards the most efficient
operators in terms of price and quality. Indeed, even competitive markets may
malfunction if consumers are unable to make optimal choices. However, there is
increasing evidence that consumers not only fail to make choices according to their
long-term preferences because of asymmetric information but also that well-informed
and numerate consumers exhibit systematic departures from welfare-maximising
behaviour. The main tenet of Behavioural Economics (BE) is that the homo economicus
of classical economic theory is an over-simplified description of human behaviour.
Consumers are not always selfish, rational and independent agents but instead they

exhibit a strong interdependency and limited or "bounded" rationality.

From a policy perspective it is essential to identify both the individual and the external
factors affecting consumers' decision-making. Where poor decisions are made as a
result of lack of knowledge or information, then conventional educational campaigns,
pre-contractual information and suitable advice could constitute an appropriate remedy.
Where consumers' decision-making reflects certain behavioural "biases" (such as
default bias, present bias, loss aversion, overconfidence, etc.), these aspects should also

be taken into account when designing policy.

According to the fourth Consumer Markets Scoreboard, retail financial services are one
of the sectors characterised by substantial market malfunctioning.” In particular, the
2010 Scoreboard shows that the market for “investments, pensions and securities” ranks
worst out of fifty consumer markets for overall market performance; worst for ease of
comparing products and services sold by different suppliers; worst in trust that suppliers

will respect consumer protection rules; fourth worst in experiencing problems; and

2 SEC(2010)1257 “The Consumer Markets Scoreboard” 4™ Edition — October 2010
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worst for overall satisfaction. The financial environment has evolved so much that
consumers are often ill-prepared to make sound decisions about increasingly complex
retail financial products. The inability to benefit fully from this market is in part due to
limited financial literacy or asymmetric information, but it may also be directly related
to instincts driving consumers towards choices which are inconsistent with their long-
term preferences. In addition, there may be an incompatibility between the incentives of
some retail financial service providers and the interests of consumers. Recent evidence
shows that consumers often have limited time to fully understand complex retail
financial products. "Herding" instincts and over-reliance on experts' advice may also
limit rational reflection. Finally, new policy developments also call for a more

responsible role for retail financial services providers.

15. The purpose of this project was to study the decision-making processes of consumers in
the market for Retail Investment Services (RIS). The objectives of the study were
twofold: 1) to obtain survey and experimental evidence regarding both the individual
behavioural traits and the external factors most influencing consumers' decision-making
in RIS and 2) to explore the effectiveness of different policy remedies in helping
consumers make decisions that reflect their long-term preferences. With the
Communication on Packaged Retail Investment Products (PRIPs) the Commission
made a commitment to take investor protection measures in two specific areas - pre-
contractual disclosures and sales practices. This study contributes to the current work in

these two areas.’

16. RIS are products offered to a retail investor who has the objectives of saving money on
a medium- to long-term basis, and maximising the potential return (interest, dividend or
appreciation) through a direct or indirect exposure to a variety of investment markets.
Examples of retail investment products include unit-linked life insurance, Undertakings
for Collective Investment in Transferable Securities (UCITS) funds, nationally
regulated retail funds, exchange traded or listed funds, retail tranches of structured notes
and certificates, and some specific types of bank deposits (e.g. term deposits with

embedded options or derivatives, such as structured deposits).

¥ COM(2009) 204 final

November 2010 14



17.

18.

19.

20.

Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

1.2 Structure of Report

in Retail Investment Services: A Behavioural Economics Perspective”. The report

This report describes the findings of the research project “Consumer Decision-Making

is

divided into two main parts, corresponding to the two phases of research involved in the

project: review (first phase) and experiments (second phase).
The first phase of the research - the review phase - had four components:

A. Behavioural Economics Literature Review. An integration of cutting-ed

ge

academic research from across the economics, business, and psychology

literatures, drawing out the behavioural factors which are most critical to the

proper regulation of the retail investment market.

B. Retail Investment Market Review. A review and synthesis of information

concerning the retail investment markets across a representative sample of EU

Member States, including financial statistics and advertising practices.

C. Retail Investment Purchase Process Survey. A large-scale, internet-bas

ed

survey across eight EU Member States, of people who have recently purchased

retail investment products, to build up a quantitative picture of the key elements

the purchasing process and a comparison with non-purchasers.

of

D. Policy Options and Experiment Priorities. Integrating insights from A-C, the

identification of key areas of concern in the functioning of European retail

investment markets from the perspective of BE, and the most important policy

levers that should be explored experimentally.

The results of this work are outlined in the next four chapters. Chapters Il, 11l and IV

provide a detailed description of the results of the three substantive pieces of research,

components A, B, and C. In Chapter V we turn to component D, concerning policy. We

first consider policy options in the light of the review findings, and second describe how

these policy issues shaped the experimental work conducted in the second phase of t

project.

The second phase of the research - the experiment phase - had three components:

November 2010
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21.

22.

E. Experiment 1 — Cognitive and Behavioural Factors in Non-Advised Investment
Decisions. A large-scale, internet-based, randomised controlled experiment run
across eight EU Member States, exploring consumers’ ability to make rational
investment decisions and comparing the effectiveness of a range of policy

instruments in aiding consumer investment decision-making.

F. Experiment 2 — Cognitive and Behavioural Factors in Advised Investment
Decisions. A large-scale, internet-based, randomised controlled experiment using
a novel methodology to provide advice from incentivised advisors to consumers
across eight EU Member States, exploring consumers’ ability to respond
appropriately to disclosure of advisor incentives, and testing for behavioural

biases in consumers’ willingness to pay up-front fees for information and advice.

G. Experiment 3 — Social and Behavioural Factors in Advised Investment
Decisions. A laboratory-based, randomised controlled experiment run across three
EU Member States, exploring how social factors inherent in face-to-face advice
situations impact upon consumers’ investment decision-making, and testing some

of the findings from Experiments 1 and 2 in a more controlled setting.

The results of this work are outlined in the second part of the report. Chapters VI, VII
and VIII provide a detailed description of the results of the three pieces of experimental
research, components E, F, and G. Finally, in Chapter IX we summarise the main
findings from the experimental research and draw conclusions and recommendations for
policy makers. In the rest of this chapter we briefly summarise the key points from each

of the subsequent chapters.

While the research and writing of the report was a collaborative effort, primary

responsibility for the chapters was allocated as follows:

Behavioural Economics Literature Review: Roman Inderst
Retail Investment Market Review: Roman Inderst

Retail Investment Purchase Process Survey: Nick Chater
Experiment 1: Steffen Huck and Nick Chater

Experiments 2 & 3: Steffen Huck and Roman Inderst
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2 Summary of Review Findings

The goal of the first phase of research was to provide the foundations for a series of
experimental behavioural economic studies addressing key issues in the European retail
investment market. This series of studies was carried out in the second phase of the

project.

This foundational work draws on the existing literature on BE, which is summarised in
Chapter 11, with a particular focus on issues relevant to the European (as distinct from
the US) investment market. Some of the behavioural biases that we identify will be
familiar, including choice and information overload; unstable or undefined preferences;
heuristic decision-making; framing effects and investment menu design; procrastination
and inertia; and overconfidence. But a distinctive feature of this review, motivated by
the critical importance of advised sales in the European retail investment market, is the
range of cognitive and social biases that play a role in consumer investment decisions,
when assisted by an advisor or salesperson. This emphasis is in contrast to a good deal
of the BE literature, which typically idealises the consumer as a “lone decision-maker".
For example, we place considerable emphasis on processes of persuasion, the
importance of personal interaction, and the role of trust (in the advisor or salesperson, as
well as in the institution providing the product).

The next two components of the work aimed to study the functioning of the European
retail investment market in greater detail. Chapter Ill draws together the available
secondary literature from academic, governmental and commercial sources concerning
the variety of retail investment products sold, and the sales processes by which such
products are sold, across twelve European countries: Austria, the Czech Republic,
France, Germany, Italy, Latvia, the Netherlands, Poland, Romania, Spain, Sweden, and
the United Kingdom (UK). International institutions have collected aggregate
information on households’ financial wealth, mainly from national central banks and
statistical bodies. These studies typically show substantial variations across Member
States, for example in terms of type of product holding (e.g., pensions vs. cash vs.
equities), and dramatic differences between savings rates (e.g., ranging from the UK’s
2.2% to Germany’s 16.7%). However a consistent analysis of household portfolios
along with detailed product characteristics and distribution methods is lacking. We
therefore asked native speakers from the respective countries to search the web in their
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native languages to gather information in each country on sales practices and
distribution channels. Little such information appears to be publically available -
especially regarding marketing strategies and sales tactics - so we believe that
assembling such information may be an important objective in future research by the
Commission. In lieu of a rigorous and representative survey of such information, we
have also conducted an illustrative review of RIS marketing and sales material in eight
Member States, with a content analysis of the main product features and marketing

messages employed by RIS providers.*

Chapter IV describes primary survey research in which we directly asked 6,000 people
across eight Member States (Germany, the UK, France, Italy, Sweden, Poland, Romania
and the Czech Republic) whether and how they had purchased retail investment
products, using an internet survey. One result of this work was to identify four
categories of purchaser: Confused Mainstream purchasers put a moderate amount of
effort into searching for information and considering an average number of options,
although they sometimes struggle to understand financial information or jargon. Self-
Sufficient purchasers shop around more than average and are willing to consider
unfamiliar providers or products. They rely on their own knowledge much more than on
recommendations from friends and family. Advice Sought purchasers have a very in-
depth purchase process, involving lots of research, advice, and shopping around. They
are the most likely to only consider providers and products they are familiar with and
have been recommended. In contrast, Limited Search purchasers do little or no
searching for information and are very unlikely to obtain advice from either formal or
informal sources. Moreover, purchasers of retail investment products differ from non-
purchasers in a number of ways: they are typically male, older than average, have a
relatively high household income, hold other financial products, have higher levels of

trust in financial institutions, and have higher levels of applied financial literacy.

Finally, Chapter V considers the options available to policy makers to intervene in the

market for retail investments in order to improve market outcomes for consumers. It

* As to the specific provision of advice, the Commission is conducting a mystery shopping study in parallel to
this research. That study will assess whether investment advisors observe the relevant legislative requirements
when providing advice and, when this does not occur, will identify the possible reasons behind recommendations
of unsuitable products.
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begins with a discussion of current regulations and policy in the EU that apply to the
sale and provision of RIS. This is followed by a prioritisation of policy options and
behavioural factors to be tested in a series of BE experiments, based upon the outcomes
of the review in the previous chapters. Based upon that prioritisation, a brief description
of the focus of each experiment is provided, the details of which form the second half of

the report.
3 Summary of Experiment Findings

The goal of the second phase of research was to test some of the conclusions of the
review phase in controlled randomised experiments, conducted with a large sample of
consumers from a selection of Member States, and to compare the effectiveness of a
range of policy options for improving the quality of consumers’ investment decision-
making. Each experiment focused on a different aspect of retail investment decisions,
and the findings of each experiment are described in detail in Chapters VI-VIII that
comprise the second part of this report.

Chapter V1 describes the first of three experiments, which considers consumers’ ability
to make non-advised retail investment decisions. Experiments 1 and 2 were both carried
out online and involved 6,000 consumers from eight EU Member States. Through a
series of pair-wise choices between different types of investment product, Experiment 1
tested for the existence and strength of different “biases” such as uncertainty and
ambiguity aversion, loss aversion, and susceptibility to framing effects. In addition, the
experiment compared the effectiveness of a range of potential policy remedies, related
to standardisation and simplification of information disclosure and also to “timely”
interventions that might improve financial literacy or decision-making literacy. The
results of Experiment 1 show that consumers struggle with even the simplest of
investment choices, and are likely to make errors by acting on misperceptions about
risks and returns. We find that attempts to improve investment decision-making by
explaining financial terms or attempting to “de-bias” consumers have little impact, but
simplifying and standardising the way in which product information is disclosed leads
to a significant increase in the optimality of consumers’ investment decisions. In
particular, reducing the amount of information presented, or standardising the
information across products, appears to help with choices between similar products.

Enabling product comparisons by providing pre-calculated and standardised information
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about the effective return of each product appears to somewhat mitigate potential
“biases”. There is considerable heterogeneity in terms of consumers’ ability to make
appropriate investment choices, with the youngest, the oldest, and the least educated
consumers being most at risk of making poor investment choices in a non-advised

choice situation.

The second and third experiment both consider aspects of advised retail investment
decisions. Chapter VI describes Experiment 2, which explored subjects’ ability to value
information and advice appropriately from a potentially-biased advisor, as well as
testing the effectiveness of adding “health warnings” to disclosures of advisor
incentives. Furthermore, Experiment 2 looked for inconsistencies between sequences of
similar investment choices that would indicate “narrow bracketing” and loss aversion,
which could lead consumers to be averse to paying an up-front fee for investment
advice. We find firstly that a substantial fraction of subjects consistently fails to respond
appropriately when a potential conflict of interest is revealed, naively following the
advice of a potentially-biased advisor to the same extent as an advisor with no conflict
of interest. This is, however, somewhat mitigated when subjects take more time to
respond to the online experiment. While providing a “strong health warning” in
conjunction with the disclosed incentives does lead to an increase in consumer wariness
in certain circumstances, the effect can be small - in particular where the choice setting
is more complicated - and does not seem to be related to individual advisee
characteristics. Overall, the results suggest that there may be circumstances when the
disclosure of incentives would be insufficient to make advisees sufficiently wary of
conflicts of interest, which in practice may be caused by commission payments and
sales incentives. Experiment 2 also found some evidence that a significant minority of
consumers may be excessively averse to up-front fees for information and advice, but
this finding is inconclusive and requires further research before strong conclusions can

be drawn.

The third and final experiment, described in Chapter V111, considers the impact of social
influences such as direct communication upon advised retail investment decisions. In
particular, Experiment 3 explored the impact of “cheap talk” communication between
advisor and advisee (recreating some of the tasks from Experiment 2), and whether this

aspect of face-to-face interactions affects the degree to which consumers respond
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appropriately to disclosed conflicts of interest. Experiment 3 also tested some of the
(non-advised) decisions and potential policy remedies from Experiment 1 in an advised
setting. A key finding of Experiment 3 is that in the laboratory environment (where
subjects have to focus exclusively on the choice problem at hand and where a detailed
description and calculation of the compensation that the advisor would get under
different choices was provided), subjects react strongly to disclosure of potential
conflicts of interest. In fact, in this environment advisees sometimes had a “knee-jerk”
reaction to disclosed payments made to advisors, shying away from options that would
earn advisors a higher payment. However, this reaction was mitigated by direct
communication. Even for very simple choice - and thus investment - problems we found
communication to be effective in generating a higher propensity to follow advisors’
recommendations. In particular, by effective communication advisors seem to be able to

use to their advantage advisees’ initial perceptions of different options.
4 Summary of Conclusions and Recommendations

Based upon the findings of the review phase and the experiments, Chapter IX draws
some conclusions and makes recommendations for promising avenues of further
research for policy makers looking to improve the functioning of the RIS market for
consumers. The results of the experiments presented in this report need to be interpreted
with caution and some deserve further and more detailed investigation. Nonetheless,
there is evidence of so-called “behavioural biases” in consumer investment decisions.
The conclusions also suggest which possible policy remedies are (or are not) likely to be
effective. In particular, the findings of Experiment 1 suggest that standardisation and
simplification of product information disclosure could lead to significant improvements
in consumer investment decision-making and help to overcome misconceptions of risk
and return that lead to suboptimal decision-making. Our recommendation is therefore to
pursue further research into this area, and to apply the findings to, for example, the
design of Key Investor Information documents or regulating the form and content of

RIS product literature.

Based on our own large online survey of RIS consumers and also on our literature
review, we conclude that professional financial advice plays a key role in the market.
The findings of Experiment 2 and Experiment 3 jointly address the issue of disclosing
conflicts of interests, if and when they exist. The large online Experiment 2 suggests
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that when advisees are only given a general indication of advisors’ incentives - a

when they are also likely to be less focused on the decision - then disclosure of potent

nd

ial

conflicts of interest caused by advisor incentives is insufficient to elicit an appropriate

response in consumers’ decision-making. A large fraction of advisees then seem to fail

to respond at all to disclosed incentives, unless they are accompanied by a strong and

prominent “health warning” and even this was ineffective in some circumstances.

In

such cases, disclosure may not be adequate. In contrast, the detailed disclosure in our

laboratory experiment - where subjects were arguably more focused on the task at hand

- revealed that advisees may also sometimes overreact to disclosed compensation.

Taken together, these findings suggest that to be effective in the right way, disclosure

must be appropriately fine-tuned and possibly also tailored to the products and sales

channels.

To address the potential policy of shifting compensation for advice more towards direct

compensation - thereby regulating the way in which advisors and salespeople are

remunerated, rather than relying on the consumer to respond appropriately to those

conflicts of interest - Experiment 2 also investigated subjects’ willingness to pay for

information, finding tentative evidence that some consumers may be averse to paying

up-front fees for advice. Caution must therefore be taken not to inadvertently restrict the

availability of quality advice by discouraging consumers in this way. However, the

previous evidence for naivety in consumers’ responses to disclosed incentives suppo

rts

further moves in the direction of up-front fees or other non-commission-based advisor

remuneration models.

communication between advisor and advisee - even in a very limited form - can

Finally, Experiment 3 showed how, even for very simple investment decisions,

be

effective, increasing the propensity of advisees to follow recommendations. This

suggests as an important next step a more detailed analysis of the various ways in which

communication, possibly coupled with sales and marketing techniques, can be effective,

and whether this is beneficial or harmful to customers.

In the following section of the report we begin by reviewing the BE literature relevant

to the retail investment market, as a first step in our review of this market and

consumers’ retail investment decisions.
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PART 1: REVIEW

CHAPTER II

BEHAVIOURAL ECONOMICS LITERATURE REVIEW
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Retail Investment Services: Behavioural Economics Literature Review®
1 Foreword: Objectives and Organisation

There is much current interest in the growing academic field of Behavioural Economics
(BE). This literature draws heavily on earlier and contemporaneous work in other fields,
such as Psychology and Marketing. It differs from so-called mainstream economics by
focusing on cases in which decisions and actions are presumed to non-marginally and
consistently deviate from the predictions of what could be called the “standard decision
model.”® This standard model makes a host of presumptions about how individuals
should process information and how their preferences should be organised and shaped.
In a nutshell, while the decision-maker in the standard model is clearly not omniscient,
he should, however, be fully aware of any limitations in the available information and
should correctly (in a statistical sense) process any new information. In turn, his optimal
decision should reflect its full implications for his current and future well-being
(“utility”), again consciously taking into account the limitations in the decision-making

process, e.g., when it is too time-consuming to deliberate all possible options.’

It is a well-known observation in social sciences - including mainstream economics -
that people frequently shortcut the decision-making process by applying heuristics. This
is indeed what a rational person should do when he has the opportunity in costs of time
and thinking. However, such heuristics may sometimes prove to be inadequate, in
particular when applied across different contexts. People may wrongly choose the first
item from a list, somewhat mechanically opt for default standards, or blindly accept pre-
ticked boxes. Wrong or misleading contextual factors may also compromise the quality
of decisions. Decision problems can be framed to suggest a particular solution (e.g.,
people may tend to “opt for the middle” and thereby avoid extreme choices); a range of
psychological experiments has shown that people can be “primed” by using techniques

that work subconsciously.

> Primary author of this chapter: Roman Inderst

® That people make (small) errors is also recognised in mainstream economics (and indeed is an often-used
presumption in “mainstream game theory”- e.g., for the purpose of equilibrium selection). The difference in the

perspective of Behavioural Economics lies in its focus on areas of application in which such errors or other

deviations from the standard decision model are presumed to be marginal or only temporary. (See Section 2.1.)

" In what follows, we only marginally cover the issue of “self-interested” versus “other-regarding” preferences
such as fairness or spite. (See, however, Section 2.3.)
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39. Psychologists have a long-standing tradition of dealing with such phenomena in all their
complexity. Economists have recently contributed to the discussion by generating a host
of new data in the laboratory and the field. They try to categorise the various “biases”
and have started embedding such biased decision-making in more complex (model)
environments. This necessitates forging links with the large body of work generated by
economists on how markets function, even under various imperfections, such as limited

and asymmetric information or market power.

40. Our aim in this review is to work out the implications of BE for our understanding of
the market for Retail Investment Services (RIS). It could be argued that almost all of the
biases that have been covered in the literature should be relevant in this area as well. For
instance, customers may be misled when they are told that a particular mutual fund is
“on sale” only this week (i.e., that it can be bought only now with a substantial discount
on its usual fees). Customers may also react favourably to brochures that work with
pictures of role models (or models in a more narrow sense). In what follows, however,
we will take a much more targeted approach, focusing primarily on business practices
that seem to be more prevalent in financial services than elsewhere.? Indeed, one of our
key objectives is to work out the particular features of this industry - such as
characteristics of customers and products - that make particular biases more relevant
than they potentially are in other industries. This will include the riskiness of financial
investments and its often long-term nature, as well as the complexity of financial
products and the limited knowledge of households. Further, some investment decisions
may be made very infrequently and the scope for learning may be limited. This will

bring our attention also to the role of (expert) advice. °

41. We proceed in two steps. We first set the stage by providing a brief overview of some of

the insights of BE most relevant to our work. Here, we will also discuss more broadly

8 For instance, that firms possibly try to “obfuscate” their offerings to customers has been documented in various
markets and for various such strategies. Ellison and Fisher Ellison (2004) or Hossain and Morgan (2006) provide
evidence on strategies such as presenting a low headline price together with high “small print” charges for
postage. Shefrin (2003) discusses obfuscation strategies practised by mutual funds (see also Section 3), and
Miravete (2006) analyses “foggy pricing” in the telecoms market. More generally, several papers provide
evidence of consumers failing to choose optimally from an available “menu‘ of offers, provided by either a
single firm or by different competitors. Examples cover the markets for internet provision, electricity, credit
cards or telecoms (cf. Chang et al., 2008 for a broader discussion).

° On the role of learning to allow consumers to correct mistakes see, more generally, Epstein (2006). (See also,
however, Bar-Gill 2008 for a more critical assessment on the scope of learning.)
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the application of (social) psychology to economics, finance, and marketing, to the

extent that this is again relevant to the area of RIS. Then we link these insights more

closely to the market for RIS. We do this first, by providing a description of some

general features of this market and second, by walking through the investment decision

process of a household. In each case, we discuss the relevant academic insights and

concepts from the previously-reviewed literature.

Finally, we would like to note that the purpose of this review is not to provide a full and

comprehensive description of the literature on BE. In fact, this would simply duplicate

existing work. As we note below in more detail, agencies such as the UK Financ

ial

Services Authority (FSA) and the OECD have recently conducted such surveys.'

Instead, our intention is to provide a review that is closely tied to the objective of the

present project, namely to identify areas where policy could improve the effectiveness

for consumers of the RIS market. For this purpose, the literature review is closely linked

to and organised around the identified main features of the market for RIS - for

example, the role of financial advice.
2 Behavioural Economics: Fusing Economics and Psychology

2.1 Introduction

In this section, we broadly review the main strands of the growing literature on BE. As

noted above, when we later focus on the application to RIS, we will examine in more

detail some of the reviewed concepts, theories, and empirical studies. As a starting

point, it is useful to provide a simplified description of what we already referred to
the “standard model” of decision-making in economics. While such a simplifi

description cannot do justice to decades of developments in economics and,

as
ed

in

particular, game and decision theories, it serves as a useful benchmark. DellaVigna

(2009) provides the following short description of the “standard model”:

Individuals make choices so as to maximise a utility function, using the
information available, and processing this information appropriately.

1% For instance, the review on financial capability from a BE perspective in FSA (2008b) contains more than
twenty pages of references, while the review in PFRC (2009) focuses, as we do, on individual investment
behaviour.
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Individuals’ preferences are assumed to be time-consistent, affected only
by their own payoffs, and independent of the framing of the decision.

Starting with this brief definition, our review of the BE literature proceeds as follows.
The standard model, as just described, has two main ingredients. First, it contains the
decision-maker’s beliefs about the outcomes obtained when different actions are taken.
Second, it contains the utility that the decision-maker derives from these various
outcomes. We discuss first how approaches in BE have modified the way decision-
makers’ beliefs about various outcomes are formed. Then we discuss approaches that
modify decision-makers’ (choice) preferences over outcomes. Though convenient, it
will not be straightforward to fit all relevant material into these two boxes. Therefore, in
a third section, we discuss approaches that question more generally the validity of the
underlying decision-making model. Finally, in light of our subsequent application to
RIS, we need to discuss seemingly non-standard concepts that have a BE “flavour” but
are not commonly associated with this category. Most particularly this encompasses the

concept of trust.

44. Before turning to a detailed account, it is helpful to provide a broader picture of the
main features of BE. The literature often notes that, more than standard economics, BE
acknowledges that models of behaviour must be context-sensitive: factors such as
personality, norms, culture, experience, and expertise can account for often large
variations across individuals and situations. For instance, we discuss loss aversion as
one deviation from the standard model. Empirical research has provided evidence for
loss aversion, but also for its often large variation.** Likewise, by drawing on its roots in
psychology, BE naturally puts more emphasis on the fact that people base their
behaviour on their perception of circumstances. Framing effects are one of the key

consequences.*?

1 For a general discussion, see Johnson (2006). Johnson et al. (2006) show that loss aversion seems to vary, in
particular with knowledge, suggesting that even an interpretation of loss aversion as a stable individual
characteristic may be questionable. Indeed, both loss aversion and risk aversion seem to be highly unstable
within the individual, and can be strongly manipulated by shifting the decision-making context (e.g., Vlaev et al.,
2009).

12 put differently, people do not respond to some “objective experience,” but to what has been termed their
“construal” in mental life. For an example, outside the subject of this review, providing people with incentives to
work may have unintended consequences, as in a person’s mind it may turn a task that was deemed to be
interesting into less attractive “work.” (See, e.g., Lepper et al. [1973] for just one reference of this well-
documented observation). More generally, and potentially also more relevant for this study, policy intervention
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45. A further distinctive feature of BE is its focus on situations in which deviations from the
standard model are particularly likely."® As already noted, this raises the question of
which economic situations are more appropriately described by models that allow for
such persistent errors due to limits on rationality. In particular, we will ask when and
where this is appropriate for the market for RIS. Generally speaking, such limitations
are less likely to be persistent or relevant, particularly in the aggregate, (i) when people
can learn,** (ii) when they act in a professional function, or (iii) when the effects of
some actors’ irrational behaviour is erased by the actions of more rational agents, as in a

competitive environment, for example.™
2.2 Beliefs and Belief Formation

46. The standard paradigm of knowledge creation relies on the concept of belief formation
and belief updating in a “Bayesian” - i.e., statistically correct - manner. Especially
useful for our discussion is the following repeated updating procedure: faced with new
information, the prior belief is updated into a posterior belief, which in turn becomes the
individual’s prior upon the arrival of newer information. The updating process itself
consists of a careful assessment of the quality and reliability of existing knowledge and

new information.

may be differently perceived by the target group and could even be perceived “as an insulting and stigmatizing
exercise in co-option and paternalism” (Ross and Nisbett, 1991). See, also, Bertrand et al. (2006) on an
application of these insights to policies to support poor people in their decision-making.

B3 Camerer and Loewenstein (2007) identify the focus on contextual factors as well as on “non-stationary”
behaviour, after learning has occurred, as two key distinctive features of the literature on BE. In addition, they
note that BE researchers often employ different empirical strategies by using data such as self-reports or
cognitive measures that are rarely found in more standard economics research. Interestingly, Ho et al. (2006)
also stress that BE models should be “psychologically plausible.” This is meant to contrast with Milton
Friedman’s well-known “as if” doctrine, which states that empirical accuracy is the only proper criterion for
evaluating economic models, rather than, say, their internal plausibility. Still another perspective on the defining
characteristics of BE could be to contrast BE with approaches in mainstream (theoretical) psychology. As Prelec
(2006) observes, “behavioral economics models may be interpreted as contributions to a future theoretical
psychology, one that will appear uncomfortably rigorous from the current psychological perspective and
uncomfortably vulnerable to empirical refutation from the current economic perspective.”

Y Unfortunately, few field studies document learning. For instance, Seru et al. (2009) or Feng and Seasholes
(2005) analyse how, in a large sample of individual investors, trading performance - especially with respect to
biases such as the disposition effect - changes over time. A key finding is that learning also shows up in the exit
of the worst-performing investors.

15 For more on this, see, for instance, Camerer and Fehr (2006). For examples of strategic contexts where limits
on rationality can either have multiplier effects or where they can be erased by the actions of more rational
agents, see the survey in Ho et al. (2006).
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47. We now discuss several deviations from this standard paradigm, based mainly on
experimental contributions. While we occasionally also provide a discussion of
evidence that questions some of the reported biases, we would like to note at this point
that several authors have offered a more far reaching critique regarding the validity of
many of these. This concerns both the question of how relevant these biases are outside
the laboratory, but also the question of how much the respective findings depend on the
particular way in which the behaviour of participants was elicited.'®

Prior Beliefs: Availability, Wishful Thinking and Overconfidence

48. The accessibility of information is a key ingredient in the formation of a prior belief. In
an early paper, Kahneman and Tversky (1974) identify an “availability bias”, which
postulates that individuals tend to judge the probability of an event according to its
availability in memory. For instance, “socially close” events tend to be remembered
longer than more distant events. Further, it is not always the true quality of information
that plays a key role but rather the decision-maker’s assessment of that quality. This
assessment can be biased in various ways. It has been found that many people tend to
overestimate their respective abilities (overconfidence),!” while also yielding to wishful
thinking and optimism.*® Overconfidence in prediction accuracy corresponds to
people’s much-documented overconfidence in their natural ability to perform tasks. In a
famous survey conducted by Ola Svenson (1981), 93% of participants estimated their
driving abilities to be higher than the median. However, this and other studies on
overconfidence have not remained unquestioned (e.g., Moore and Healey, 2008).
Buehler et al. (1994) documented the related “planning fallacy”, by which individuals
tend to underestimate the completion time for tasks.™ These observations will also be

relevant below, when we talk about self-control and preference formation.

18 See, in particular, the various contributions made by Gigerenzer (e.g., Gigerenzer 1991, 1996), or for a more
recent discussion Hertwig and Ortmann (2005).

" For instance, see Alpert and Raiffa (1982) for overconfidence in people’s estimation accuracy. While
overconfidence is highly documented, “underconfidence” has also been documented, especially in complex
situations (e.g., Kruger, 1999).

'8 For instance, Jacobsen, Lee and Marquering (2008) find that men are much more optimistic than women
regarding the performance of financial and economic indicators.

9 Malmendier and Tate (2005, 2008) provide evidence of CEOs’ overconfidence when choosing investment
projects, suggesting that professionals also exhibit such a bias. According to Willis (2008), individuals with
above-average financial literacy are more vulnerable to financial fraud. Finally, there is also discussion in
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“Updating”

49. People may not use new information in the manner described by the standard model.
According to the “anchoring bias”, they tend to rely on a sometimes arbitrarily chosen
reference point when updating beliefs. Such a reference point is sensitive to many

factors, for example the order in which new information is presented.”

50. Such biases may arise from cognitive shortcuts, described above, that tend to be useful
in everyday life. Another example of such a shortcut-driven bias is the
“representativeness heuristic”. Instead of thoroughly assessing the plausibility of events
and their interconnections, individuals often assign a high conditional probability to an
event that seems to best represent the underlying state. An example taken from

Kahneman and Tversky (1974) illustrates this.

51. Participants in an experiment were given the following description: “Steve is very shy
and withdrawn, invariably helpful, but with little interest in people, or in the world of
reality. A meek and tidy soul, he has a need for order and structure, and a passion for
detail.” Asked to determine Steve’s profession from a list of choices, participants
overwhelmingly chose librarian, as opposed to farmer or physician. It seems that they
did not appropriately take into account the prior distribution (“base rates”) of these
occupations in the population, i.e. the unconditional likelihood with which a person is a

librarian, for instance.

52. The representativeness heuristic is closely related to the so-called “law of small
numbers” and the “hot hand bias”. Again, in each case, people tend to ignore some key

facts of the underlying, unconditional distribution when forming beliefs.?

marketing of how, in situations with individual demand uncertainty - e.g., over the usage of capacity on the
internet - firms can benefit when customers underestimate variation in usage - e.g., as they “overconfidently”
forecast their own usage (e.g., Lambrecht et al., 2007).

%0 Kahneman and Tversky’s (1974) famous experiment documents that when asked to estimate the number of
African UN member states, participants were more likely to give a high estimate if also asked to compare their
estimate to 60, while others who were asked to compare their answers to 10, gave much lower estimates. The
“anchoring bias” is closely related to two further biases: the “primacy bias,” according to which people tend to
weigh initial events more heavily, and the “recency bias,” according to which people put more weight on recent
events.

21 See Camerer (1989), Gilovich et al. (1985), Rabin (2002), and Rabin and Vayanos (2010) for models of the
“law of small numbers,” the “hot hand” effect and, once again a related but differently-named effect, the
“gambler’s fallacy.” (According to the gambler’s fallacy, people believe that even in a small sample, a random
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While a representativeness bias results in underweighting the ‘“base rate” or the
unconditional distribution, the opposite has also been documented: putting too much
weight on prior knowledge, which has been aptly named ‘“conservatism.” People seem
to exhibit such conservatism particularly when newly-arriving information contradicts
their previously-held beliefs. In fact, in an extreme form of such belief perseverance,
people may ignore any contradictory evidence or, when confronted with such evidence,
they may interpret it so as to justify their prevailing set of mind (e.g., Lord et al., 1979).

Beliefs about “One’s Self”

Just as people tend to overestimate their (analytical) capabilities, in what is termed
“projection bias”, people fail to correctly anticipate their future behaviour when they
may be in some other cognitive “state”, or even the likelihood or perseverance of such
states. These states can correspond to different emotions. For example, people have
been found to over-estimate how much their happiness will increase after a major
promotion (e.g., Gilbert et al., 1998 or, for a negative change in life quality,
Loewenstein, 1999). Projection bias is especially relevant when people wrongly
estimate their ability to adapt to new circumstances. In particular, they may

underestimate their self-control.??

2.3 Preferences

Preference formation is closely related to belief formation. As discussed in the previous
section, issues such as availability, anchoring, or optimism and overconfidence play a
key role when ordering alternative options. In inter-temporal decision-making, people’s
tendency to procrastinate has received considerable research attention. Recall the
previous observation that, though planning requires an adequate forecast of one’s own
behaviour in the future, people may tend to yield to self-control problems and suffer
from projection bias. While people who procrastinate might (over-) depreciate future

number should “correct itself” towards the average - i.e., black should be more likely than red after a streak of
reds in a game of roulette. This ignores, once again, fundamental properties of the underlying, unconditional
distribution, namely that each new draw is independent.)

%2 Loewenstein (2000) incorporates a self-control problem into a model of “hot-cold empathy,” which is the
tendency of participants to underestimate their mental, and hence physical reaction to visceral factors, such as
hunger, pain, sexual arousal, fear, etc. A famous example, reported by a number of studies, suggests that people
tend to shop more when hungry (Gilbert et al., 2002). Loewenstein et al. (2003) further discuss these issues and
present a formal model of projection bias.
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benefits and costs,?® this goes beyond a simple excessive preference for immediacy. In
more technical terms, procrastination implies that discounting is stronger for the near
future than for far events. When people are not aware of their tendency to procrastinate,

they may be liable to suffer significant welfare losses, e.g., as they incur high debt.

56. To illustrate the consequences of procrastination, take a consumer who decides not to
return a rented video today, as the immediate inconvenience of walking to the shop
exceeds the small charge for an additional day’s rent. This decision may be fully
rational for a consumer who expects the opportunity cost of returning the video to be
higher tomorrow. But if the consumer naively underestimates the possibility of

procrastinating again tomorrow, he may incur a long and costly delay.?*

57. Wary individuals can constrain the effects of procrastination by pre-committing to a
plan.?® Despite some recent research that seeks to document the foundations of
procrastination in neuroscience (McClure et al., 2004), it is notable that countries such
as Germany have neither a low savings rate nor high (revolving) consumer debt -
empirical regularities that are often quoted as evidence of some basic psychological
tendency to procrastinate. This suggests that social or cultural factors may also play a

key role in determining aggregate consumer behaviour.

58. Another important deviation from the standard paradigm is the possible relevance of
“reference points” for decision-making. Kahneman and Tversky’s (1979) concept of
“loss aversion” is part of their “Prospect Theory”, which incorporates a reference point

against which outcomes are compared to calculate losses or gains. Often, it is thought

2 In economics, procrastination preferences go back at least to Strotz (1956). For a more recent formal treatment
of procrastination, see Laibson (1997), O’Donoghue and Rabin (1999), and DellaVigna and Malmendier (2004).

2 In a much cited contribution, DellaVigna and Malmendier (2006) document that, in the context of health clubs,
individuals tend to favour membership contracts with a high lump-sum fee and low per-usage cost, possibly in
the false expectation of high usage in the future. Similar findings were reported, for instance, by Ausubel (1999)
in the context of credit cards.

% See, for example, Ashraf et al. (2006) for a field experiment on household savings in the Philippines. They
find that though only one quarter of all households with access to a commitment device actually utilised it, their
saving rate outperformed that of the control group of households, which got only moral encouragement without
commitment.
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that losses weigh more than gains in people’s calculations®® (although this claim has

been challenged by many studies, e.g., Erev et al., 2007 or Plott and Zeiler, 2010).

59. Finally, we note that there is a large body of literature on so-called “social preferences”
(or “other-regarding” preferences). Recall that the standard model postulates that the
economic agent optimises his own selfish utility function. However, a large body of
experimental evidence documents consistent deviation from that assumption.?” Social
preferences such as fairness, inequality averseness, reciprocity and altruism (or spite)

are also related to the notion of “trust”, to which we turn in detail below.?®
24 Decision Rules/Heuristics

60. Standard economic agents base their decisions on their (perfect) belief system and with
respect to a well-defined preference structure. Field and laboratory evidence suggests,
however, that the process through which people come to a decision may not always
follow such a clear-cut description. Instead, how people behave may depend, at first
sight, on factors outside this model, such as contextual factors and framing.
Furthermore, people’s often limited attention to relevant information seems to fit poorly
into this model. However, as already noted, people’s intellectual capacity is necessarily
the crucial constraint. The fact that they have limited attention is at least partly due to

their inability to fully and quickly digest new information.”® This has also been

% A prominent example for a reference point effect is the so-called “endowment effect™ ceteris paribus,
individuals value an object more once they already have it, implying that its absence would then be registered as
a “loss.” We discuss below how this also relates to retail finance through the “disposition effect” (e.g., Odean,
1998). Another possible example of loss aversion can be found in the housing market. When house prices fall,
houses remain on the market longer than when prices are rising, possibly because sellers use their own purchase
price as their reference point (Kahneman et al., 1990; Engelhardt, 2003).

2" A well-known example is provided by Forsythe et al. (1994). There, a large fraction (60%) of participants in
the Dictator Game experiment (in which one player decides how to share a pie between herself and a partner
without punishment) share a significant amount of the pie, thus expressing fairness consideration. Many similar
laboratory results are documented in Fehr and Géachter (2000) and Charness and Rabin (2002). Rabin (1993)
gives a formal treatment of fairness. Fehr and Schmidt (1999) provide a formal treatment of inequality
averseness, while Rabin (1993) and, more recently, Dufwenberg and Kirchsteiger (2004) model reciprocity.

% Crucially, people may also, to some extent, construct their own preferences from their observation of the
preferences of others.

# Broadbent (1958) provides an early example. Participants in Broadbent’s (1958) experiment were
simultaneously given two different instructions, one to the right ear and the other to the left ear, and were
required to follow only one. After the experiment, they were asked about the details of the other instructions and,
not surprisingly, could describe them only in very little detail.

November 2010 33



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

documented for professional decision-makers.®® People’s behaviour has also been
shown to be particularly dependent on how problems are described (“framed”). Their
decisions thus depend on contextual factors that have limited or no information

content.!

61. Such cognitive limitations and framing effects have been studied, in particular, with
regard to “menu choices.” A common way for people to deal with (overly-) complex
menus may be to opt out of the problem entirely or to pick some given default option.*
People may also tend to simplify the problem by choosing the most salient item from
the menu. Similarly, they may exhibit a preference for the familiar: decision-makers
may be biased towards the option they feel more competent about or more familiar

with.*

62. We now turn to a final concept: “ambiguity aversion”. When discussing belief-based
deviations from the standard model, we have broadly assumed that people maximise
utility given some (subjective) probability assessment. They may, however, not perceive
risk and uncertainty exclusively in this way. The concept of ambiguity, in contrast to

(mere) uncertainty, is possibly best illustrated with Ellsberg’s (1961) classic experiment.

63. Suppose that there are two urns. Urn 1 contains 100 balls, 50 red and 50 blue. Urn 2
also contains 100 balls, but participants do not know what proportion is red or blue.
Participants are then asked to choose a gamble. Each of the two possible gambles
involves a potential payment of $100. In the first gamble, a ball is drawn from Urn 1,

and participants obtain $100 when it is red and zero otherwise. In the second gamble, a

% For instance, Hirshleifer et al. (forthcoming) investigate the “investor distraction hypothesis.” They find that
reaction to news on intense news days, as reflected in the changing rate of stock prices, drops by 20 percent.
DellaVigna and Pollet (2007) show how it takes time until new information is “fully digested” by market
participants.

%! Tversky and Kahneman (1981) provide evidence for this. There, as in many other studies, contextual factors
seem to matter most when they are linked to other biases, such as people’s possible tendency to weigh losses
more than gains.

% A prominent example is from lyengar and Lepper (2000), who test choice avoidance in the context of grocery
shopping. In their field experiment, shoppers were invited to taste six jams in the control group and 24 jams in
the treatment group. Their results show that individuals in the control group tend to purchase one of the jams,
while in the treatment group more shoppers opt for the default option of no purchasing.

% This may relate also to people’s asset choices, as discussed in more detail below. For example, Huberman
(2001) finds that the geographical distribution of the Regional Bell companies’ shareholders in the US is
positively correlated with companies’ locations.
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ball is drawn from Urn 2 and the stakes are the same. We refer to these as gambles al
and a2. Participants are then given two different choices. They may obtain $100 when a
ball drawn from Urn 1 is blue and zero otherwise (gamble b1), or they may obtain $100

when a ball drawn from Urn 2 is blue and zero otherwise (gamble b2).

Typically, al is preferred to a2 and b1 to b2. But these choices are inconsistent with the
presumption that people form (subjective) probabilities and then seek to maximise their
expected utility. The choice of al clearly implies a subjective probability that fewer than
half of the balls in Urn 1 are red, while the choice of b1 implies exactly the opposite.
Participants seem to be averse to a choice that involves more uncertainty. This is
referred to as “ambiguity aversion” (or “Knightean uncertainty” aversion). Given that

riskiness is a key concept in financial markets, we will return to this again later.>*
2.5 BE in the Marketplace

Many of the contributions to BE have been described in the context of individual
choices, often in the laboratory. What are the implications of such biases when the
decision-maker is a consumer embedded in a market setting, where firms compete for
consumers, possibly via a range of strategic variables? In what follows, we want to
focus briefly on the question of how competitive forces may interact, in principle, with

the various biases identified by BE.

Take, as a starting point, a monopolistic firm. A key question is whether the firm can
expect to earn more profits when facing customers who are subject to some of the
reported biases. For example, suppose that people procrastinate and consume, instead of
saving for the future. If the firm offers savings products, then this would reduce its
profits. The firm would then want to educate people about their need to save and would
want to offer products that help people overcome their possible self-control problem.
Instead, suppose that the firm’s customers are retail investors with online trading
accounts, and suppose that the firm profits from any trade that is undertaken. If
customers suffer from “overconfidence” with respect to their own trading skills, then

the firm would want to exploit this bias, e.g., by providing free newsletters (clearly

% There are various formal ways in which to incorporate this into decision-making, each involving a departure
from our simple framework, in which we separate beliefs from utilities.
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without privileged information) or by attracting customers’ attention through regular e-
mails.®® Thus it is clear that whether a firm would rationally act to exploit or correct a
decision-making bias in its customers depends upon both the bias and how this interacts

with the products that the firm sells.

67. How is this analysis affected by competition among firms? Will firms act to exploit or
to correct a decision-making “bias” (such as consumers paying limited attention to non-
salient and hidden information, or some naiveté)? Suppose that all customers are offered
the same product or contract. Then competition lowers the price, but it does not affect
the structure of the contracts. Consider the subsequent discussion of financial advice.
When customers are not sufficiently wary of a conflict of interest between them and
their financial advisors - given that advisors may receive commissions (as we discuss
further below) - it can be shown that firms maximally extract customers’ surplus by not
charging directly for advice, but by demanding high product prices. Clearly, this
practice leads to biased recommendations towards products that pay higher
commissions. Intuitively, while customers may fully take into account any additional
amount that they have to pay up front, they might underestimate the likelihood of
ultimately purchasing the product and paying the corresponding price before visiting an
advisor. Thus, providers have an incentive to charge for advice through a higher product
price (paid contingent on purchase) rather than through an upfront fee (paid regardless
of the purchase).®® The business practice of not charging customers directly for advice
would persist, at least in this simple economic model, whether or not firms enjoy market
power and whether or not competition prevails, as long as customers remain naive about
the conflict of interest generated by commissions. Competition would only reduce
prices, thereby shifting more surplus to customers, without restoring efficiency.*’
Further, the presence of more firms could exacerbate a problem of “collective action”
and “free-riding” with respect to the education and information of consumers. However,
this holds only to the extent that firms cannot, through product differentiation and

branding, capture the respective benefits.

% Barr et al. (2008) also observe that in some circumstances the providers of retail financial services can also be
expected to benefit when consumers’ biases are removed.

% This trade-off is analysed in Inderst and Ottaviani (2009b).

%7 This observation ignores, however, the possibility that some “maverick” firm may start educating customers in
the hope of gaining long-term market share with an entirely new business model (to pay for advice).
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Even in standard economics, there are abundant examples of situations in which more
intense competition can harm some customers. For instance, the entry of more
competitors can make it profitable for an incumbent firm to focus on its loyal
customers, who are less price-sensitive, resulting in higher prices. Also, in standard
models in which price competition is dampened by consumer search and information
costs, more competition can easily lead to lower expected prices for consumers who
search more actively, but higher prices for those with higher search costs.®® In a BE
context, Gabaix and Laibson (2006) have argued that competition will not provide more
protection for unsophisticated customers. There, naive customers fail to anticipate their
subsequent use of high-priced add-on services (such as mini-bars in hotels). As long as
consumers are unaware of their likely usage of these add-ons, this is clearly not an area

in which firms will compete.

In this context, it should also not be forgotten that firms may have a wide range of
options for discriminating their offerings between different customers, even when such
discrimination has to be “incentive-compatible”. For instance, in a non-BE context,
through “buy-two-get-one-free” offers, firms manage to reduce the unit price for some
customers (multiple unit purchasers) but not for others (single unit purchasers).
Likewise, firms may provide menus of contracts that allow them to distinguish more
directly between more or less biased and more or less wary consumers. This may, for
example, greatly reduce the scope of the aforementioned cross-subsidisation between

consumer groups, i.e. of sophisticated customers at the expense of naive customers.*

Finally, competition can be negatively affected when more generally customers face
costs of search and switching. In fact, competition is only “active” when customers
make use of their option to choose. A small literature in economics suggests, however,
that most consumers search surprisingly little, with many consumers picking the first-
best option and most considering only one more option.“’ The economics literature has

also devoted much attention to the role of “switching costs”. These can arise

% For a detailed discussion, see Armstrong (2008).

% This is considered in the small literature on “behavioural mechanism design”- e.g., Eliaz and Spiegler (2006).
See, also, Ellison (2006) for a short survey of BE and Industrial Organisation.

%0 E.g., Johnson (2004) on internet searches for books and CDs or Horaga-Gonzalez and Wildenbeest (2006) on
online search for memory chips. It should, however, be noted that theoretically the comparison of only two
offers is sufficient to ensure “cut-throat” competition when goods are homogeneous.
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exogenously, e.g. through consumer “loyalty” or customer inertia. In this case, firms
may compete aggressively to “tease” customers into signing a contract that, after some
time, becomes gradually less attractive for the customer. For instance, a savings plan
may offer high “teaser rates” while the promised interest then declines after some time.
However, customers’ inertia to later switch out of such a plan does not necessarily
reduce the prevailing degree of competition but instead mainly affects the distribution of
profits from a single customer over time. However, when customers are “inert” to a
different degree, this can lead to cross-subsidisation among customers, with more

mobile customers (“surfers™) benefiting from the inertia of more sluggish customers.*
3 The Market for RIS

We next describe some characteristic features of the market for RIS. We have chosen
not to describe products or market participants in detail for any given country as this is
contained in the later “Market Review” section of this report, and so lies outside the
scope of this review. Here our interest is at a more abstract level, as we want to analyse
whether and how the market for RIS is particularly prone to exploiting biases in
consumer decision-making. Consequently, we are interested mainly in general product
characteristics of this market, including the riskiness of, and the long time period
inherent in, many investment products, as well as general customer characteristics such
as their ability to understand the respective products in this market. We will also take

another, closer look at some previously examined topics, such as the role of advice.
3.1 Capability, Sophistication and Consumer Financial Literacy

Though there is no commonly-shared definition, financial capability involves the
knowledge and skills required to make investment decisions to promote one’s own long-
term interests. A string of recent research papers, as well as policy reports across the
world, suggest that many households do not possess a “sufficient” level of financial
capability.* Much of the existing research comes from the US and the UK. There, it has

been shown that many adults do not possess basic knowledge of interest rates, inflation

*! For a detailed overview see the handbook article (draft) by Farrell and Klemperer (2006).

2 Sometimes, financial ability is thought to refer (more) to the (cognitive) ability to process financial
information, while financial literacy would then refer to the prior knowledge of key financial concepts, services
and products (e.g., Huhmann and McQuitty, 2009).
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or risk, all of which are essential to making well-informed investment decisions. This
lack of knowledge is, however, not uniform across the whole population. Typically, it is
found that better educated households have a higher level of relevant knowledge.
Further, very young adults appear to lack knowledge, especially when their parents have
less education and do not themselves exhibit a high level of financial sophistication.
Even controlling for education, wealth is also positively related to financial knowledge.
However, the causality there is unclear, as wealthy people typically have more
investments in risky and more information-sensitive assets, which may require them to
acquire greater financial knowledge. Thus the question is whether they possessed the
knowledge prior to investing or whether they acquired it in order to invest or whilst

holding the respective investment.

73. Note also, that several of the previously-mentioned biases may affect behaviour more
strongly, or even only when people lack the necessary knowledge and skills to make an
informed decision. Without the necessary financial capability, investors may even fail to
consider the factors that should affect their decisions.*® Consequently, some of the
research on household finance has turned the question about financial capability or
sophistication around: it has started from people’s observed investment mistakes (e.g.,
to under-diversify or to sell winning and hold losing stocks as described in Sections 3.3-
3.5 and Section 4) and then analysed which personal characteristics reduce the
likelihood of such mistakes. Three characteristics - education, wealth, and past
experience with risky investments - have been shown to make an investor less likely to

make such mistakes.**

74. More recently, there has been much emphasis on the role of cognitive skills and ability,

especially given the new availability of such data from household panel studies.

*® Qualitative research in the UK found that unsophisticated customers often failed to consider risk, charges or
fund size as relevant determinants of their investment choices, though this was somewhat mitigated by the use of
an advisor (Conquest Research Limited, 2004).

* See, e.g., Calvet et al. (2009). Overall, there is a large literature, based mainly on the respective national
household panels, that addresses these questions. For instance, FSA (2006) finds that financial capability
increases when households have higher general education and are older. Lusardi et al. (2010) report on the
financial sophistication of young adults. Much of the household finance literature has asked, in particular, what
households’ characteristics affect their willingness to invest in risky assets, such as stock. Much of this research,
however, suffers from the mentioned problem of “reverse causality” (or endogeneity), as some of the financial
knowledge and even the associated skills may have been acquired when acquiring the assets or after (cf. Van
Rooij et al., 2007 or Cole et al., 2009 for a detailed discussion). For links to financial capability initiatives and
respective studies, see http://www.dartmouth.edu/~alusardi/fcw.html.
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Agarwal et al. (2009) use a range of data on financial decision-making to support their
view that errors are least likely when households have accumulated expertise but also
still possess good cognitive skills.*> This relates, more generally, to the ability of
customers to learn over time and to adjust their behaviour accordingly. In particular,
when decisions are made only infrequently then such learning is less likely to occur.
The same applies when there is limited feedback to consumers which could help them
make inferences about the quality of their decision-making. This should apply, in
particular, to long-term investment products such as savings plans, pensions or

insurances.
Financial Education

Can the lack of financial capability - lack of knowledge, in particular - be overcome
through policy intervention in the form of financial education? Researchers, especially
those in the area of BE, find this solution doubtful. They believe that what limits
financial capability is not information and the knowledge that it takes to process this
information, but instead potentially, deep-seated cognitive biases. This view is, for
instance, expressed in the survey on BE and financial capability conducted for the UK’s
financial regulator (FSA 2008b). It also resonates strongly in a recent review of
financial education by Mandell (2006), who - based on his expertise in the provision of

financial literacy courses in US high schools - points to:

the consistent finding that those who have taken a high school class
designed to improve financial literacy tend to do no better or little better
than those who have not had such a course. . . . We just find no
connection between education and financial literacy, measured, in most
cases, within a year after taking such a course.

Likewise, Benartzi and Thaler (2007) report on the limited success of employer-

sponsored programmes.

Not all observers share these rather pessimistic conclusions. Given the complexity of

the subject and the variety of methods with which to financially educate people at

*® They cite a range of psychological and medical studies documenting the decline of cognitive skills among
older adults. Further research in economics that has also documented such a U-shaped relationship between age
and financial capability includes Lusardi and Mitchell (2006).

%€ On learning (and delearning) see also Agarwal et al. (2008).
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different stages of their lives, it is impossible to draw overarching conclusions from,
say, a limited number of workplace or classroom studies in the US. In fact, from a broad
review of studies, authors from the UK’s Personal Finance Research Centre (FSA
2008a) conclude:

We have considered the evidence from over 70 evaluations [of financial
capability initiatives], few of which have provided evidence that could be
used to draw wider conclusions in isolation. Even by considering the
totality of the evidence we know virtually nothing about the impact of
initiatives on particular aspects of financial capability, or the most
appropriate delivery mechanisms for use with particular groups, or to
cover particular information.*’

However, if poor financial capability is indeed a matter of psychology rather than one of
information, then information-based approaches to educating households are likely to, at
best, improve outcomes only modestly. To our knowledge, though, there is little
experience so far with programmes that try instead to inform people about their biases
and thereby induce different long-term behaviour. Such information could come, for
instance, through financial advice which could, in addition, correct for an individual
household’s lack of information through appropriate recommendations. We turn next to

advice.
3.2 Advice

77. Advice is ubiquitous in the retail finance industry. According to a broad survey of retail
investors in Germany, more than 80 percent of investors consult a financial advisor.*®
Further, a large cross-country survey in Europe showed that close to 90 percent of
respondents in several countries specifically expect financial institutions to provide
advice, and the vast majority of customers say that they trust the advice they receive.*
Recent UK survey data suggest that 50 percent of private pension purchasers received

" The authors of this study also conclude that workplace financial education seminars do have an impact, e.g.,
on savings rates. For a very comprehensive recent survey, see Collins and O’Rourke (2009), who note that “most
evaluations report positive impacts, but magnitudes are often small when compared to valid control groups.”

*® See DABank (2004). Two thirds respond that they obtain financial advice from their main bank. For a
comparison, only one fifth (also) obtains advice from an independent financial advisor.

*° See Eurobarometer 60.2, Nov-Dec 2003. For instance, 95% in Germany, 90% in Denmark, 95% in Austria,
91% in the Netherlands, or 86% in Finland expect to receive advice from financial institutions. (However, only
40% of Greek households expect to receive advice.) Furthermore, 65% of German respondents trust advice,
which compares with 76% in Denmark, 75% in Austria, 60% in the Netherlands, or 79% in Finland, but only
22% in Greece.
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advice where the advisor recommended a particular product and sometimes even
arranged a sale (FSA 2008c).”° In the US, people overwhelmingly purchase mutual
funds and equities (apart from employer-sponsored plans) after receiving financial

advice.>

78. While in the European context it is likely that advised sales are of critical importance,
there is little evidence so far about how customers process financial advice, whether
from banks or independent advisors, and whether account performance benefits from
such advice. In a recent study, Hackethal et al. (2009), using trading as well as survey
data from a sample of customers of a large German bank, find that over half of the
surveyed customers state that they consistently rely on the advice of their personal
advisor. These customers are perhaps predictably less well informed about financial
products and do not perceive there to be a large conflict of interest - and they end up
trading substantially more and generating higher revenues for the bank. Hackethal et al.
(2009) study the effect of using financial advice on account performance controlling for
investor characteristics. They find that advisors tend to be matched with older,
wealthier, more experienced investors and on average they end up lowering returns and
Sharpe ratios relative to those obtained by investors with similar characteristics without
such advice. Using a pan-European survey, Georgarakos and Inderst (2010) find that
trust in financial advice has a significant impact on the decision of less educated
households to buy stock or other risky and more information-sensitive “collective
investment” products. In contrast, for more educated households or those who do not
perceive financial decisions to be particularly complex, trust in financial advice does not
significantly impact these decisions. We return to the question of trust in more detail

below.

79. Despite the pervasiveness of advice, until recently its role has been largely overlooked
by much of the empirical literature dealing with the analysis of households’ borrowing,

saving, and investment decisions. Indeed, the standard household finance paradigm

% Overall in the UK, 91% of intermediary mortgage sales are “with advice” (see FSA 2009).

8 See  Bergstresser et al. (2009) and “Equity Ownership in  America  2005,"

http://www.ici.org/pdf/rpt_05_equity_owners.pdf. In a survey conducted by the Investment Company Institute
(ICI 2007), over 80% of respondents stated that they obtained financial advice from professional advisors or
other sources.
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features “‘active” investors making decisions, possibly after acquiring costly
information. This paradigm may describe some investors well, most notably those
trading frequently through online brokers,>® but it fails to capture a key determinant of

the behaviour of other, less sophisticated investors who rely heavily on financial advice.
Paying for Advice - Trust, Credulity and Naiveté

80. Itis.a common practice in the retail finance industry not to charge customers directly for
advice but for customers to end up paying indirectly through distribution fees,
commissions, and other inducements that flow from product providers to brokers and
(supposedly) independent financial advisors. These inducements may take the form of
"kickbacks" which customers do not directly observe.>® When advice represents, at least
to some extent, a “credence good”, then advisors’ private interest in eliciting purchases
may compromise the value of the advice.>* There is, indeed, much anecdotal evidence
that the fee structure of investment products, rather than their suitability, drives their
sale to customers.”® In the US, evidence suggests that mutual funds sold through
broker/agent networks underperform, and that funds with higher fees (“loads”) improve
distribution through higher commissions, thus negatively affecting fund return.>®
Financial advisors may also have an interest in increasing the turnover in their clients’
portfolio (“churning”) when they earn additional fees or commissions with every new

purchase.”’

52 Incidentally, much empirical research that has access to detailed, micro-level portfolio and trading data comes
from such online brokers (e.g., Odean, 1999).

%% When a customer pays directly for advice, the advisor may be legally bound to pass these benefits on to the
customer, implying that, for the customer, there is an immediate tradeoff. Also, the payments made to
intermediaries may be funded by fees that are directly collected from the respective investment vehicles.
Transparency about payments made by product providers to intermediaries has been increased recently in many
jurisdictions (e.g., in Europe through MiFID).

* Bolton et al. (2007) and Inderst and Ottaviani (2009a) show this in a model of “cheap talk” applied to the
financial industry. In these models, reputational concerns and the threat of legal prosecution are what mitigate a
conflict of interest. In the analysis of intermediated investment management of Stoughton et al. (2008), a fund
advisor charges an advisory fee based on the end-of-year value of the client’s portfolio.

> See, also, the survey among EU members of the CFA Institute (2009), in which 64% of respondents agreed
that the prevailing fee structure serves the purpose of steering sales rather than serving customers’ needs. The

UK’s financial services regulator has proposed plans to steer independent financial advisors fully toward direct
charges for advice (FSA 2009).

% See Bergstresser et al. (2009), Edelen et al. (2008), and Chen et al. (2006).

* payments to brokers have reportedly also led to distortions in the US mortgage market. Generally, such
distortions are more likely when commissions vary between different products and product groups. For instance,
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81. The impact of commissions on the quality of advice depends not only on whether these
are made transparent to customers, but also on customers’ wariness. Do customers
rationally anticipate the impact that such payments may have on a possible conflict of
interest with their advisor and thus on the resulting quality of advice? There are
preliminary indications that not all customers are equally wary. In the US, the Federal
Trade Commission’s staff report (Lacko and Pappalardo, 2007) on disclosure rules for
mortgage brokers suggests that “many consumers purportedly view mortgage brokers as
trusted advisors who shop for the best loan for the consumer”.*® In a survey conducted
for the UK’s FSA, the main predictors of making an advised purchase were, after the
type of product, self-reported financial confidence and self-reported trust in advisors
(FSA 2008c).

82. The academic literature supports the view that some people are naive about how
conflicts of interest affect the quality of advice. For example, studies of investors’
reactions to analysts’ recommendations suggest that at least some investors are naive
about analysts’ incentives.>® In addition, some experimental evidence suggests that
many participants are willing to follow advice rather blindly. Interestingly, even when
participants are informed about the divergence of interests between them and their

advisors, this knowledge does not always seem to make them sufficiently wary.®

83. Unfortunately, there is no current strand of BE literature that we can draw on to obtain
further immediate insights. Thus, we return to this subject later in Sections 5-7. There,
we draw on the literature on persuasion (games), as well as on insights from social

psychology concerning strategies for influencing people’s behaviour and decisions.

it has been suggested that unsuitable advice in the prime mortgage market may be of lesser concern because
there fees are typically flat between different products.

%8 As noted above, the evidence in Hackethal et al. (2009) also suggests that customers differ in their perceptions.

% See Malmendier and Shanthikumar (2007) and Hong et al. (2008). Various theoretical attempts have been
made to model the underlying bounded strategic rationality (e.g., Crawford, 2003 and Kartik et al., 2007). In
general, such boundedly rational individuals may not understand (even if they had the necessary information)
what the actions of the various players imply for the resulting payoffs.

% In Cain et al. (2005), participants are paid for the precision of the estimates of the number of coins in a jar.
They can rely on the additional judgment of an advisor, who can closely inspect the jar. While in a first treatment
advisors are paid for the accuracy of the participants' guesses, in a second treatment they are paid more when the
guess is high. The estimate of the participants is 28% higher in the second treatment. See, also, Gneezy (2005)
on participants’ trust in advice, or Kawagoe and Takizawa (2005) (and some of the literature cited therein) on
further experiments confirming such a “truth bias,” even though “senders” in these experiments overwhelmingly
lie.
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Making People Think

Generally, advice could reduce inefficiencies in people’s use of RIS in various ways. As
a facilitator, an intermediary who both provides advice and helps carry out transactions
may reduce investors’ transaction costs. Further, an advisor may help to overcome
people’s inertia, in particular when savings and investment decisions are not high on
their priority list. During the decision process, advisors could provide information not
only about products, but also about possible biases, e.g. arising from wrongly-applied

heuristics.®

In addition, advice could increase efficiency, as the process of receiving advice forces
the decision-maker to think about the problem, perhaps in a different way from the way
he or she would have done without advice. This is, at least, one conclusion that
researchers on “naive advice” have reached from their experiments. This literature
analyses how, in the laboratory, participants react to advice from fellow participants
who have previously played the game used in the experiment. Given that the game itself
is known to all players, a key finding is that through this form of naive advice the
outcome becomes much closer to what standard game theory with rational players
would predict.®? Here we should also point out that people’s investment decisions seem
to be influenced by those of their peer group (e.g., Hong et al., 2004). This, however,
could be explained by “efficient information processing”, i.e. relying on the experience
and already-acquired information of other people, in particular when there is no conflict

of interest.
3.3 Riskiness

Many of the financial products offered for investment are inherently risky. For instance,
structured products issued by a bank to retail customers (“bank-issued derivatives” or

“over-the-counter derivatives”) entail both a bet on the respective financial products -

® It is important to note, however, that not every bias can be treated with advice. For example, Pohl and Hell
(1996) discuss the so-called “hindsight bias” (overestimation of outcomes that formerly were considered
improbable) and find that even after providing behavioural feedback and informing about the bias, there was no
reduction in the bias level. For a review on de-biasing, cf. Larrick (2004).

62 See, for instance, Schotter (2003) for an overview of some of these experiments. Interestingly, one of the main
motivations that he gives is that of advice from other non-experts, such as fellow workers or relatives, when
people “choose stock, balance a portfolio, or save for a child’s education.”
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e.g., a certain stock price index - and a bet on the counterparty’s (i.e., the respective
bank’s) creditworthiness. Behavioural biases that affect the perception of risk and how
risk enters the overall evaluation of various options thus seem to be particularly relevant
for RIS,

Conventional theory typically assumes that financial risk is objective, as measured for
instance by the volatility of yields. Individuals are thought to trade off this risk against
prospective investment returns when making their allocation decisions. As noted above,
however, investors may not perceive risk and uncertainty simply as some probability
distribution over all possible events. In particular, when they have little experience, they
may perceive outcomes as ambiguous, reducing their perceived utility from

investments. In this case, they may be even more reluctant to make the specific choice.®

Also, potential investors may have different ways of treating uncertainty and risk arising
from different factors. More applied work has determined a number of “risk factors”
that, although often not precisely defined and operationalised, seem to be relevant for
retail investors. This list includes distrust of products and/or providers, overall concern
about adverse consequences, perceived volatility of returns, poor knowledge, and failure

of regulation.®®

It is important to note that when investors receive advice, the subjective perception of
risk may provide a particular challenge. From survey data from a large German bank
(cf. Hackethal et al., 2009) we know that advisors’ and investors’ perceptions of both
the riskiness of customers’ portfolios and their risk attitudes can differ substantially.
Though the possibility of a reporting bias potentially reduces validity, it was found that
advisors perceive customers to be far less risk-averse than they themselves report, while

the actual riskiness of their portfolios is more in line with the advisors’ perception than

% Possibly consistent with both “information overload” and “ambiguity aversion,” Madrian and Shea (2001)
provide evidence that complexity of decision-making leads to procrastination (cf., also, Section 2.2 for more
examples).

% See, for instance, Capon et al. (1996) or MacGregor et al. (1999). It may be useful in future academic work to
try to separate different sources of risk and uncertainty, such as fraud or market performance, on the one hand
and different concepts of how people deal with risk and uncertainty, such as risk and ambiguity aversion, on the
other hand.
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with the customers’.®®> Though not specifically applied to financial services, there exists
a large literature both in social sciences and in engineering about such differences
between experts’ and laymen’s risk perceptions.®® For instance, it has been found that
experts are more likely to think of risk as an objective entity that is fully measurable in
quantitative terms.®” Further, cognitive heuristics that act as shortcuts to simplify
information processing may also affect risk perceptions. Experts and laypeople may use
different heuristics, given their different degree of familiarity with the respective

decision situation.

There is an abundance of studies concerning which household characteristics are
positively associated with self-reported risk aversion or with investment patterns that
suggest high or low risk aversion (e.g., holding of stock). Though such correlations have
to be treated with care due to endogeneity problems, they suggest that a combination of
education, financial knowledge, income, and occupation explains a high proportion of
the between-group variability in risk aversion. Also, age and gender have been shown to
have a consistent relation with risk aversion. Still, given the remaining large and
unexplained variance, attitudinal or psychological factors may play an important role,

and they may also be less time-constant and subject to contextual factors.®®
3.4 The Time Dimension

Time plays a vital role in people’s investment decisions. They can save now or later,
and the consumption that they expect to fund with current savings often lies far in the
future. Also, their current investment decisions are often reversible as they can, for

instance, continuously sell and buy financial assets.

% For the UK, consumer research has established similar disparities between consumer and advisor definitions of
risk categories (Conquest Research Limited 2004).

% See Diacon (2004) for a detailed discussion.

¢7 Possibly, in economic terms, this could be captured by less ambiguity, as they are able and willing to think of
all possibilities and to attribute probabilities.

% See, for instance, Garble (2000) for a study outside of economics. See, also, Section 4. A detailed discussion is
also contained in Section 2 of PFRC (2009), drawing mostly on literature outside economics.
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Saving (for the Long-Term)

92. Without a doubt, the fact that the population in many European countries is ageing
increases the need for greater individual saving outside of state-sponsored pension
schemes. However, these needs, as well as the preparations that people are already
making, vary widely among countries. Researchers who cite low savings rates as an
example of households’ short-sightedness and high preference for immediate
consumption (or even their tendency to procrastinate) tend to refer to the UK or the US
where savings rates are typically low or even negative.®® Consequently, in a recent UK
survey, the FSA (2008a) singled out procrastination as the most important “behavioural
bias” and reported a long list of evidence from the UK and the US.”® But many
European countries, such as Germany, have relatively high savings rates, as mentioned
above. Cultural factors thus seem to matter as well, although it must be noted that any
comparison of savings rates must take into account key cross-country differences such
as the extent of current and anticipated future state pension schemes or in the provision
of public goods and services. To what extent current savings decisions are also affected
by past experience with financial products is another question that remains largely

unexplored.”™
Reversibility

93. When do investors buy and when do they sell stock? There is a large literature on
behavioural finance that - building mainly on data from online brokerages - reports

possibly excessive trading by retail investors. Their trading may be triggered by

% According to the Office for National Statistics, 2008, for instance, the UK household savings rate in the first
quarter of 2008 was negative for the first time since 1958. Further, much of the debate about increasing financial
literacy in the UK and the US begins from the observation of low savings rates and limited participation in
sponsored retirement schemes. For the UK, it is observed that only 27% of workers without a defined benefit
plan are adequately saving for retirement, while half of all UK workers may face inadequate or no retirement
income outside of any state pension (Kane, 2008).

" According to the latest pre-crisis (2007) figures, the average household saving rate for the EU was more than
10%, compared with 2.2% for the UK and 5.2% for the US. Germany (16.7%) and Slovenia (16.4%) had
particularly high saving rates. Equally stark is the variation over time, e.g., given that the savings rate in
Germany remained pretty much constant over the years while that in the UK has dropped significantly. (All data
from Eurostat 2009.) Further, it should be mentioned that all these figures should be treated with caution as they
are typically calculated on a “flow” basis (dividing gross savings by gross disposable income), thereby not
accounting for changes in the market value of “stock”, such as housing or financial investments.

™ See, however, Choi et al. (2009) on how savings rates are determined by past performance of portfolios
(precisely, of 401(k) pension accounts in the US).
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overconfidence about their own ability (e.g., Odean, 1999; Barber and Odean, 2001) or
by attention to non-informative news (e.g., Barber et al., 2009). Also, their trading
decisions may be affected by their tendency to apply reference points and to “narrowly

frame” a particular investment decision, which may induce them to sell winners and to

hold on to losers.”” Such “momentum” behaviour may also depend on psychological
traits that differ between countries (e.g., Chui et al., 2009). We return to this when
discussing the decision process of retail investors in Section 4.

35 Market Environment

So far we have highlighted the key characteristics of decisions RIS customers face. In a

final step we now examine further features of the market for RIS and analyse how they

may make the concepts and theories of BE more applicable. We begin by considering
research on firms’ use of strategies that hide costs and/or make price comparisons

harder. For instance, that firms may try to “obfuscate” their offerings to customers has

been documented in various markets and for various such strategies. Ellison and Fisher

Ellison (2004) or Hossain and Morgan (2006) provide evidence on strategies such as
presenting a low headline price together with high “small print” charges for postage.
Shefrin (2002) discusses obfuscation strategies practiced by mutual funds and Miravete

(2006) analyses “foggy pricing” in the telecoms market. The literature also provides

evidence of consumers failing to choose optimally from an available menu of offers,

provided by either a single firm or by different competitors. Examples cover the markets

for internet provision, electricity, credit cards, and telecoms (cf. Chang et al., 2008 for a

broader discussion).

However, at first there is nothing to suggest that these practices should be more
prevalent for RIS than for other products. In fact, we may think of many product and

sales situations where this should be more prevalent than in the typical RIS situation,

e.g., shopping on the internet (for which - possibly for this reason - special laws for

“cooling off” periods etc. apply).

"2 In addition to the previously cited material (cf. Sectsion 2.2 and 2.3), see Shefrin and Statman (1985) and,

more recently, Weber and Welfens (2008). There is also some literature that then tries to calculate the aggregate

losses that retail investors incur by such trading strategies - e.g., Lee et al. (2009).
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Complexity of Product Space

The decision space faced by retail investors is large. Restricted to a sample of retirement
plans in the US, Huberman and Jiang (2006) found that some plans offer as many as 59
funds, with most offering between six and 22. Outside such sponsored plans, the range
of available products is even more bewildering. It is often observed that even the
number of straightforward stock-oriented mutual funds far exceeds the number of stocks
that investors could also hold individually in their portfolio. Investors also have access
to derivatives and structured products which, in countries like Germany, also represent a

large market for retail investors with hundreds of thousands of traded products.

The difficulty in choosing between elements of such a vast product space are
exacerbated further by the considerable complexity of many of the products themselves,
which in many instances makes comparison of even small numbers of different products
extremely difficult. From the customer’s perspective, Goldstein et al. (2008) argue that
this complexity is compounded by the fact that a decision-maker must choose not only
among a number of funds, but also both the absolute sum that he wants to save or invest
and the shares that he wants to allocate across the different selected funds. As a result,
observed diversification strategies often follow for very naive approaches such as the
so-called “1/N heuristic” (Huberman and Jiang, 2004) in which investment is allocated

evenly across the different options within a fund or plan.
Complexity of Prices and Charges

Even in a simple product class, prices - in the form of additional expenses and fees -
seem to vary substantially. For instance, Hortacsu and Syverson (2004) find significant
variations in expense ratios among (homogeneous) Standard and Poor’s (S&P) 500
index funds, and they attribute the fact that the more expensive funds are still sold to
search and switching costs. Dorn (2010) reports similar findings for relatively
homogeneous equity index options held by different German retail investors. In
experiments it has been found that even with such simple products participants

frequently fail to identify the lowest cost alternative (cf. Choi et al., 2009).”® As noted

¥ In the context of asset allocation and mutual fund investment this has been stressed, for instance by Agnew
and Szykman (2005).
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above, the inability of customers to select the cheapest price may be partly due to
information overload. Further, some of the fees may be hidden or not adequately
recognised as costs (e.g., Barber et al., 2005).”* Motivated by these facts, some of the
theoretical papers in the fields of behavioural finance, information economics and
search theory have taken up the task of modelling why and when added “complexity
and fogginess” is a strategic advantage for firms. These models may but need not rely
on limited customer foresight or some form of naiveté. As shown, for instance in Carlin
(2009), product providers may strategically choose such complexity in order to limit
competition. To our knowledge, no one has investigated how the role of advice is
consistent with - or even possibly conducive to - such low levels of transparency and
high cost dispersion.” Also, it must always be asked why there is no scope for
“maverick” firms with simple and transparent prices to roll up the market — or scope for
simple products such as Exchange Traded Funds (ETFs) to gain market share, as they
do right now. It could be that the problem lies less with “behavioural” arguments but
with the organisation of the industry, i.e., “gate keeping” through bottleneck suppliers
(banks, financial advisors, etc.) and the role of payments through commissions, all

discussed elsewhere in this review.

99. We would suggest that complexity of products is particularly problematic for relatively
opaque retirement savings products, which may also be combined with life insurance. In
fact, many participants in a UK survey were not aware that pension funds were often
invested in the stock market and did not know whether they had a defined benefit or
defined contribution pension plan (DWP, 2006; Clark and Strauss, 2008).

Information

100. Perceived complexity may also be linked to the fact that customers of RIS, at least

“average customers”, seem to search very little. To our knowledge, research and policy

™ There is a larger literature documenting that implications of “standard price theory” are, to some extent,
violated in markets for financial products - e.g., due to high search costs and overall high intransparency. cf.,
Christoffersen and Musto (2002) for money market funds, Bergstress et al. (2007) for mutual funds, Gree et al.
(2007) for retail municipal bonds, Mitchell et al. (1999) for life annuities, to name a few. However, people may
learn, and the market is then forced to react accordingly. Barber et al. (2005) show how, in the US, fees charged
by mutual funds have dramatically changed. Precisely, the proportion invested in front-end-load funds has
dropped significantly (for equity mutual funds from 91% to 35% over 30 years).

" Policy experiments (in the laboratory), such as that on disclosure of mortgage attributes reported in FTC
(2007), at least suggest that improvements in transparency compared to existing , industry standards are possible.

November 2010 51



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

work that investigates how people actually purchase investment products, including
their search for information and advice, is relatively scarce. In a study conducted for the
UK’s FSA, people who had recently bought financial products or were considering
doing so were interviewed (FSA, 2008c). One finding was that people looking to buy
financial products conduct only very limited information searches, with the majority
reporting that they had consulted only one source of information. Likewise, a large
fraction of the interviewees had personally collected information from only one
company. However, for investment products - in contrast to other financial products
such as insurance or mortgages - their information collection was broader. The study
also found that people’s confidence and experience in the financial services marketplace
are the key determinants of whether they will collect information from multiple sources
and consult an advisor. People also commonly report that information in the

marketplace is difficult to use and trust.
3.6 A Brief Summary

101. The potential problem areas that we identified in the preceding analysis closely match
those identified in earlier reviews, albeit with one key difference: the role of advice. In a
review carried out for the OECD, Tapia and Yermo (2007) identify six main obstacles
to good investment decisions that are, as they note, widely accepted in the literature on
BE: 1) choice and information overload; 2) unstable or undefined preferences; 3)
heuristic decision-making; 4) framing effects and investment menu design; 5)
procrastination and inertia; and 6) overconfidence. These are also the main factors
identified in the detailed literature review carried out by the Personal Finance Research
Centre (PFRC) for the UK (PFRC 2009). These results complement those of an earlier
survey of BE and financial capability by the FSA (2008b).”® The FSA’s survey places
much emphasis on procrastination and the failure to save. Further, it stresses loss
aversion and mental accounting, in particular with respect to people’s simultaneous use
of investment and credit products. The authors also report on status quo biases and
people’s tendency to use default options. Finally, they refer to the “curse of knowledge”

with respect to the various biases that lead people to make incorrect use of information,

"6 Wwith a focus on pension-related issues, see also Gallery and Gallery (2005) for a recent policy-oriented
survey.
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104.

e.g. when they are overconfident or give excessive attention to some, and too little

attention to other, information.

In what follows, we further extend such conclusions in the following way. Much of the
literature on “behavioural finance” focuses on investment decisions in the context of a
classical portfolio choice model. Issues such as procrastination are typically not
relevant, as the funds that the investor wishes to allocate are taken as given.
Nevertheless, this literature may prove useful as it draws attention to the process of
making investment decisions. Thus, Section 4 looks at this decision process. Sections 5
to 7 revisit the topic of sales and advice. Section 5 reports on the literature on
persuasion. Section 6 explores the issue of trust. None of the aforementioned reviews
takes up this issue, presumably because the recent contributions to this topic do not fall
strictly within the area of BE. Section 7 then turns to face-to-face sales and advice

situations with the associated social interactions.
4 Taking a Different Angle: Investment Mistakes — A Process View

In the preceding section, we took account of various asserted and/or reported “biases”
that seem particularly important to RIS, given the characteristics of this market. The
preceding material, organised around these characteristics, complements the earlier,
more general review of the BE literature, which was organised around more abstract

concepts.

We offer now a third and final perspective on the literature. We consider the investment
process of a hypothetical retail investor, though we now exclude the aspects and steps
that have received little attention in the behavioural finance literature. In particular, this
excludes the role of advice, as well as the pre-purchase information search. Instead, our
approach follows the large literature on household finance (Campbell, 2006). The
paradigm of this literature is that of an individual decision-maker who processes
information from various (abstract) sources and then allocates his wealth according to
his perceived preferences. Typically, this approach does not pay much attention to the
“supply side”, i.e. the (endogenous) availability of different investment products and
how they are marketed and advertised. In addition, for the following analysis, we also

take as given that households can assess their savings needs.
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105. Walking through the investment purchase process from the perspective of this literature
proves useful for the following two reasons.’’ First, it allows us to incorporate literature
that was previously only of tangential interest. Second, this provides an opportunity to
present literature that might qualify the presence and importance of certain biases, at

least for certain customer segments.
106. We view investors as taking the following steps:

- Assessing their personal balance sheet;

- Determining their preferences, including risk aversion and investment horizon;
- Determining the optimal allocation across asset classes;

- Picking individual securities;

- Undertaking a transaction;

- Reviewing the decisions and monitoring the portfolio.
Assessment of “Personal Balance Sheet”

107. To get a comprehensive picture of his current financial net wealth, a fully rational
investor would take stock of all his financial assets and liabilities. This would involve
forecasting future income and future consumption levels, and taking into account any
background risk arising from income fluctuations or changing house prices, as well as
any future consumption needs.’® This makes it possible to determine the investor’s total
“risk capacity”, i.e. the amount of risk that he can take. The complexity of an analysis of
this kind, and the amount of information required to underpin meaningful calculations,

IS very substantial.

108. Households tend not, of course, to create such a comprehensive picture before making
investment decisions. Instead, they seem to segregate their balance sheet into different
accounts, thereby omitting any interactions between them (“mental accounting,” cf.
Thaler, 1985). In addition, as also noted above, households may then evaluate any gains
and losses from the investment in isolation, i.e. only with respect to this particular

investment. There is, however, evidence that households do take their current position

" For an early review of the literature on Behavioural Finance, see Barberis and Thaler (2003).

" Taking into account future income, as well as its riskiness, is particularly important for young households
since future income is typically the major component of young investors’ “wealth.”
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in the life cycle into account and, for instance, try to smooth their consumption over the
life cycle. This is then reflected in different asset allocations (e.g., Modigliani, 1986;
Goyal, 2004).

109. It has also often been suggested that investors may not devote sufficient time to making
better informed decisions, possibly aggravated by a lack of knowledge. Such a
statement presumes that a better informed investor will make a clear “optimal” choice.”

However, even experts differ widely on what the optimal portfolio choice of a

household should be, given its wealth, time horizon of investment, and risk tolerance.®
Assessing Risk Aversion and Investment Horizon

110. After an assessment of their (objective) risk capacity, investors must turn to an
assessment of their (subjective) willingness to take on risk.** According to the “classical
theory” of portfolio allocation, risk aversion would then determine how the household’s
portfolio is divided between the risky part (the “efficient market portfolio”) and the
riskless part (usually thought to be government bonds).?? More modern theories of
optimal portfolio allocation also take into account the planned time horizon of the

investment. This may be affected by foreseeable liquidity needs, such as retirement.®®

111. How thoroughly do investors reflect on their ability and willingness to take on risk?
Hackethal et al. (2009) and Dorn and Huberman (2005), for example, suggest that some
investors have incorrect perceptions of their portfolios’ actual riskiness. Further, as we
noted, investors’ perceptions of and aversion to risk may not be time-invariant and may

depend on contextual factors.®

™ For instance, Benartzi and Thaler (2001) suggest that pension-plan participants have relatively weak
preferences for the portfolio they selected themselves. Recall, also, that there is much evidence that default
options matter for people’s participation and asset allocation in retirement plans.

8 gee, for instance, the mystery shopping reports in Bachman and Hens (2008).
8 See, for instance, Roszkowski et al. (2005) for such a distinction.
8 This goes back to Markowitz (1952) and Sharpe (1966).

% For instance, though there is considerable debate in the literature, stocks are often presumed to show less
volatility of returns in the long run than in the short-term, which is why investors with longer planning horizons
may optimally want to hold more stocks. For a detailed discussion, see, for instance, Campbell and Viceira
(2002).

8 As noted above, experiments indicate that this also holds for loss aversion. Slovic et al. (2002) or Finucane et
al. (2000) have suggested, more generally, that feelings in a specific situation also affect (risk) perceptions.
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Optimal Asset Allocation across Classes

Allocating investments across different classes, such as stock or government bonds, is
commonly referred to as “strategic asset allocation.” Both practitioner-oriented and
academic contributions (e.g., Brinson et al., 1991 or Goetzmann and Kumar, 2005) note
that this step is far more important than the subsequent (tactical) decision of which
specific securities to pick in a particular asset class. According to classical portfolio
theory, households should hold well-diversified portfolios. Another common conclusion
is that many households, given their wealth levels, should have some exposure to risky

assets such as stock (e.g., Campbell, 2006).

With respect to this last observation, a large literature on household finance has
documented the so-called “stockholding” (non-participation) puzzle. Given the
presumed “equity premium” from more risky investment in stock and Arrow’s (1974)
theorem that expected-utility maximisers should always be willing to invest a small
amount in the asset offering the expected return premium, Haliassos and Bertaut (1995)
asked which factors could possibly account for widespread non-participation in the
stock market. They pointed to three possible factors: fixed costs (for entry and for
participation in the stock market); positive correlation between stock returns and income
risk, coupled with short-sales constraints; and departures from expected utility

maximisation.

In the presence of fixed costs, factors that limit the demand for stocks and/or raise the
fixed costs, make it less likely that households will find it worthwhile to participate. As
Vissing Jorgensen (2002) showed empirically, and Haliassos and Michaelides (2003)
showed computationally, relatively small fixed costs can account for the bulk of non-
participation. Empirical participation regressions also point to the relevance of such
factors (see the contributions in Guiso et al., 2001). Controlling for other characteristics,
participation likelihood is boosted by education; cognitive abilities (Christelis et al.,
2010); financial literacy (Alessie et al., 2007); perception of higher equity premia
(Dominitz and Manski, 2007); use of the internet to collect information (Bogan, 2008);
and awareness of stocks (Guiso and Jappelli, 2005). Social interactions have also been
shown to promote asset market participation for widely-held assets (Hong et al., 2004),
and this is partly due to the information they provide to potential participants, thus

lowering their fixed entry costs. International comparisons show higher participation
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rates in countries where fixed costs are less important (Christelis et al., 2010), and
increases in participation within a country over time as fixed costs decrease (Guiso et
al., 2003).

115. Fixed costs are, however, a less satisfactory explanation for the much more limited
observed non-participation among wealthy households unlikely to be deterred by such
small costs. Here, factors such as shareholder protection (Gianetti and Koskinen, 2008)
and trust (Guiso et al., 2008), may be quite relevant, and we return to some of those
factors below. Explanations involving departures from expected utility maximisation in
favour of alternative optimisation paradigms (‘non-expected utility’) have delivered
comparatively small effects or the theoretical results are reliant on assumptions, e.g. on
reference or focal points arbitrarily set at non-participation. A promising recent
development is Barberis et al. (2006), who propose an explanation of non-participation
in the context of narrow framing. They show that narrow framing is consistent with the
observation that people are often averse to a small independent gamble, even when the
gamble is actuarially favourable. Finally, the idea that stock market non-participation
can be explained by a positive correlation between labour income and stock returns runs
into various problems, including the finding of Davis and Willen (2000) that the groups

exhibiting positive correlations happen to be those most likely to be holding stocks.

116. The role of financial advice in risk taking is a topic of substantial interest. In this
context, by comparing portfolios with stated risk preferences, Hackethal et al. (2009)
find that advised investors take on too much risk, instead of too little. Surveys from the
UK likewise suggest that most consumers believe - wrongly - that there is no capital at
stake in low-risk investment products and may, therefore, take out investment products
unaware that financial risk is involved.?® As noted above, households also seem to
diversify insufficiently, in particular across different countries (‘“under-diversification”
or “home bias”). However, the well-developed theory of asset pricing has delivered
various rational explanations for why this may be the case, such as hedging needs or

diversification costs, or even knowledge advantage.®®

8 Cf. IFF (2007) and FSA (2006). Compare also the previous discussion on financial capability.

8 See Lewis (1999) for an early overview. Knowledge advantages are suggested by the findings in, for instance,
Coval and Moskowitz (1999) or Ikovic and Weisbenner (2005).
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Selection of Individual Securities (in Asset Classes)

117. There is much dispute in the literature over whether investors, besides avoiding
(excessive) costs, can realise abnormal returns through picking particular securities
within a given asset class. We discussed earlier how some investors seem to incur what
could be termed avoidable costs. Despite the fact that it also pays for them to diversify
within the asset class of domestic stock, many investors seem to hold only a few
selected stocks (e.g., Polkovnichenko, 2005). Even outside employer-sponsored
programmes, people seem to invest in the stock of the company they are working for
even though their human capital is already, to some extent, exposed to this idiosyncratic
risk (e.g., Benartzi, 2001).%’

118. Two additional issues regarding households’ choice of individual securities may also be
of interest for policy. In an efficient capital market the timing of investment does not
matter. According to classical theory, even when the market is not “strongly efficient,”
investment timing pays only for investors who rightly believe that they have an
information advantage vis-a-vis the market. Clearly, this should not be the case for retail
investors. Moreover, a large recent literature in asset pricing demonstrates that stock
prices have momentum, in both the short run (positive) and the long run (negative).
Based on this observation, it has been suggested that retail investors lose out compared
to institutional investors since they follow, often belatedly, common fads and thus buy
and sell “in concert” (e.g., Kumar and Lee, 2006; Barber and Odean, 2008).

119. Can investors benefit from judiciously choosing a particular mutual fund, based on say,
past performance? There is a long debate about whether individual mutual fund
managers can consistently outperform their peers, or whether instead even a series of
above-average years are nothing more than a streak of good luck. Some serious research
has shown that, even adjusted for risk, there may indeed be superior mutual fund
performance and persistence, driven by superior management ability and skill (e.g.,
Gruber, 1996; Elton et al., 1996; Kosowski et al., 2006).22 However, the fraction of

8 A more systematic study based on Swedish household data by Calvet et al. (2009) shows that such low
diversification accounts for a large part of households’ (avoidable) risk exposure.

8 See, however, Carhart et al. (1997) for a critical discussion, pointing out that at least some of the earlier
literature may have suffered from a “survivorship bias”, given that underperforming funds were systematically
excluded from the data.
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funds with above average “qualities” may be relatively small (e.g., less than 1%

according to Barras et al., 2009). %

120. It has been observed that individual investors’ fund choices do react to mutual funds’
past performance. However, Gruber (1996) and, more recently Keswani and Stolin
(2008), are among those who observe that a sizeable fraction of investors show inertia
by sticking to underperforming funds and not purchasing the funds with the highest past
performance. Still, these observations do not indicate that retail customers would be best
off by constantly reallocating funds to the best performing funds. Even the
aforementioned studies, in particular Gruber (1996) and Elton et al. (1996), show that it
is difficult to outperform a comparable benchmark or index fund, at least on a net cost
basis. However, current research suggests that when deciding to put (fresh) money into
mutual funds, even in a given class of such funds, retail investors should look at more
than just costs but should also consider other factors such as past performance. Financial

advisors may, once again, be helpful here.
Undertaking Transactions and Monitoring Wealth

121. When should investors reallocate wealth in an asset class or across asset classes?
Classical theory suggests that this should be the case in two instances: first, when the
investor can rightly presume that he obtains privileged information that is not already
“priced in”, though this should not be likely for retail investors; and second, when
movements of prices or risk measures suggest that, according to the investor’s

preferences and investment objectives, the portfolio should be optimally rebalanced.

122. As mentioned above, it has been argued that investors seem to exhibit both inertia and
excessive trading activity. The latter has been observed in particular among investors
with an online brokerage account. We offered overconfidence as an explanation, but
recent work has examined this idea more critically. It has also been suggested that non-
standard preferences with reference points (as in Kahneman and Tversky [1979]),
together with “narrow bracketing”, in which each individual investment decision is

taken in isolation, could account for these patterns of behaviour. However, recent

8 Interestingly, Barras et al. (2009) also show that almost one quarter of fund managers consistently generate a
“negative alpha”, i.e., they are worse than a passive index-tracking fund. Why these funds still “sell” is a puzzle.
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research has indicated that such preferences may not necessarily give rise to the “sell
winners and hold on to losers” behaviour observed.®® An issue of broader policy
relevance is whether households at large overtrade, as indicated by brokerage account
data (see above), or exhibit portfolio inertia, as suggested by a number of studies of
retirement products.” Recently, Bilias et al. (2010) used population-wide data from the
US to show that trading behaviour within brokerage accounts is on an entirely different
level compared to the population at large, which is characterised by widespread inertia.
Additionally, the median share of financial assets that households keep in brokerage
accounts is under 10%, suggesting that overtrading, even when present, affects just a

small fraction of household finances.
5 Focus on Persuasion

123. We have already discussed how advice plays a key role in the market for RIS. We also
noted the use people make of advice and how this affects their decisions according to
how much they trust their advisor. People’s different levels of trust can be interpreted as
their different perception of the possible conflict of interest between themselves and the
advisor. This conflict of interest could, for example, be in the form of the advisor’s
potential commissions. But we also noted the evidence suggesting that people may be
naive about this conflict of interest - at least to some extent. Though the BE literature
has not explicitly addressed the topics of advice or of naiveté and credulity in people’s
reaction to (biased) advice, the literature on persuasion and advertising speaks to similar

issues. We therefore next provide a review of this literature.
5.1 Background: Advertising and Advice in Information Economics

124. There is a large literature in economics, as well as in areas of business studies such as
marketing, that deals with advertising (cf. Bagwell [2007] for a recent survey).” This
literature makes a key distinction between advertising that is directly informative, in

that the recipient can immediately understand it, and advertising that is only indirectly

% Cf. Dorn and Huberman (2005) or Barberis (2009).

%! For a detailed account of people’s lack of switching, see Sections 4.4 and 4.5 in PFRC (2009). For a study
using data from TIAA-CREF (covering US academics), see Ameriks and Zeldes (2004). For data from 401(k)
accounts, see Agnew et al. (2003).

% This literature goes back to seminal contributions such as Stigler (1961), Telser (1964) or Nelson (1970).
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125.

126.

127.

informative. In the latter case, the recipient may not understand the message, or the
message may simply not be sufficiently credible, e.g. any company could claim that its
product is excellent. However, the mere fact that a company advertises, and in a
particular way, provides a credible signal. For instance, an expensive advertising
campaign may be worthwhile only for a company with repeat customers whose first
experience with the company’s product(s) was positive enough to keep them coming
back. Conversely, it would not pay for a firm with an inferior product to try to mimic a
firm with a superior product by burning money on a similar expensive advertising

campaign.

The preceding distinction between “direct” and “indirect” information is also key to
(models of) advice. An advisor’s job may be merely to present information
understandable to sophisticated investors and which can be relied on, e.g. by providing
the appropriate documentation. Models of so-called “cheap talk” (Crawford and Sobel,
1982) presume, instead, that an advisor cannot communicate information in that way. If
that is the case, then the customer must rely on the advisor’s recommendation. In order
for communication to be informative in equilibrium, the preferences of the advisor (the
“sender”’) and the customer (the “receiver”) clearly need to be aligned to some extent.
Liability and reputation can provide such alignment. The less the extent to which
interests are aligned, the less informative will be the advice. Wary customers will,

however, rationally anticipate this.*®
52 Persuasion and Advice: The Psychological Perspective

Once customers are no longer fully rational and wary, advertising and advice can be
effective, but in different ways to those predicted by the standard models. Again, it is
helpful to distinguish between two different effects: one in which advertising or advice
affects preferences and one in which they affect beliefs, though such a distinction is not

always clear-cut.

What follows is a broad discussion of persuasion. Our focus is on cases in which the

standard model would predict that a message should not affect behaviour, or would do

% This description does not comprise all modelling variants through which economists have analysed how
communication “persuades” rational people (e.g., see, also, “persuasion games” as in Milgrom and Roberts,
1986 or the use of “persuasion mechanisms” as in Kamenica and Gentzkow, 2009).
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so to a lesser extent. Persuasion can affect behaviour when it changes the receivers’
beliefs. One possible deviation from the standard model is that receivers neglect the
senders’ incentives. We referred to this above, when noting that some households may
naively rely on advice. We also noted that research on following analysts’ advice
suggests that particularly inexperienced agents do not sufficiently take advisor
incentives into account or, likewise, fail to adjust for sender credibility.”* In addition,
persuasion may successfully influence beliefs through effects such as framing, salience,
and attention. In the latter case, even repetition of the same information can have effects
upon beliefs. Further, evidence from non-informative financial advertising suggests that

it succeeds by tapping into consumers’ existing beliefs.”

128. There is also a long tradition in the economics literature allowing for the fact that
advertising enters consumers’ utility function directly, i.e. it affects preferences, thereby
shifting demand (e.g., Stigler and Becker, 1977). In this case, the content of messages
can affect behaviour even when it does not convey information. In a field experiment
for financial products, for example, Bertrand et al. (forthcoming) show how the
inclusion of a picture of an attractive female impacts upon the likelihood of product
uptake, albeit they do not organise their results around any particular theory of how

such content matters.%
6 Trust

129. We now turn to the issue of trust. We already noted that trust in advisors is important if
people are to rely on recommendations. But people must also trust that the investment
products they purchase are safe, i.e. that they will not be defrauded by brokers or that
the stock market is not marred by insider trading problems, and so on. More broadly,
they must trust the financial institutions through which the product is bought or
managed, which itself may depend on their degree of trust in the entire financial

services sector.

% A formalisation can be obtained through the “cursed equilibrium” in Eyster and Rabin (2009).

% For formalisations in the BE literature, see, for instance, the “coarse reasoning” approach of Mullainathan et
al. (2008) or the “double-counting” approach in DeMarzo et al. (2003).

% For a detailed account on empirical studies, see Della Vigna and Gentzkow (2009).
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130. The issue of trust does not feature prominently in the BE literature.”” One reason for this
is that trust is often given a very rational interpretation. Williamson (1993) has referred
to this as “calculative trust”: when purchasing risky assets, for instance, households
rationally - albeit based on different (subjective) beliefs - calculate their gamble,
including the possibility that they might be defrauded or misled by advice. Recently, the
literature on trust has grown enormously. What is more, it has found application in the
area of RIS.

131. Various concepts of trust are used in the literature. In relation to household finance, one
particularly important concept is that of “generalised trust” in others, as operationalised
by the standard question from the World Values Survey questionnaire: “Generally
speaking, would you say that most people can be trusted or that you have to be very
careful in dealing with people?” In an influential paper, Guiso et al. (2008) have shown
that whether people trust others has a significant effect on their willingness to hold stock

or other risky assets.”®

132. This approach, however, does not explain why some people are more trusting than
others. One answer might be that they have more trust in a legal environment that, in
their view, will discipline their fellow citizens.*® More directly, Georkaragos and Inderst
(2010) have analysed whether willingness to hold risky and more information-sensitive
assets depends on households’ perception of whether their rights as consumers are
adequate. They find that this is significant only in more educated households; for less
educated households trust in advice matters. One explanation is that more educated
households see less need to rely on recommendations but are, for this reason, also more

sensitive to their perception of consumer protection. Interestingly, though households in

% Not surprisingly, the more business- and practitioner-oriented literature has discovered consumers’ trust to be
a major competitive variable. However, a brief study of some of this literature did not prove to be particularly
insightful as the “theoretical” concepts used there are often insufficiently clear, and empirical studies are broadly
lacking (cf. Roy and Shekar [2010] for a discussion of how financial service providers can enhance
“trustworthiness”). At this point also recall the aforementioned “non-participation puzzle.”

% Clearly, this also speaks to the two “dimensions” of trust: one concerning competence (i.e., trust that the
financial advisor understands the products or that the financial institution has relevant financial expertise) and
the other concerning a conflict of interest or even “altruism” (i.e., trust that the financial advisor or financial
institution will seek to maximise the consumer's best interests rather than their own) (e.g., Doney and Cannon,
1997).

% Carlin et al. (2008) distinguish instead between “private trust” and “public trust.” There, “private trust” is akin
to building a personal relationship, possibly supported by repeated interaction, while “public trust” relies on the
belief that both social norms and formal laws make agents honour their duties.
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a given country face the same objective level of protection by institutions, including
laws and their enforcement through courts, the analysis shows that individuals’

perceptions seem to differ significantly.'®
7 Personal Interactions

133. We have stressed that advice - especially in face-to-face situations - plays a key role in
the market for RIS. Many investment products, such as insurance, are unlikely to be
bought at the seller’s premises but at home. How does this affect the outcome?
Unfortunately, most of economics, including BE, does not have much to say on this.
The experimental literature in economics has, for the most part, taken care to abstract as
much as possible from any uncontrolled contextual factors that such face-to-face
encounters could generate. This is why most laboratory experiments are now conducted
anonymously through computer interfaces. Thus, in the next section, we will draw more
broadly on the literature in social sciences and will also link it to the growing literature

on “psychological game theory.”
Face-to-Face Encounters

134. Though largely absent in much of the economics literature, social psychology and other
areas of social science, such as organisational behaviour (OB), have extensively studied
the impact of emotions on social interactions. Generally speaking, a person’s behaviour
can be affected by both his own emotions and those of others. Thus, an advisor should
be able to manage the advisee’s emotions and therefore affect his willingness to trust.
Research has shown that positive emotions (e.g., happiness) increase people’s
willingness to help, to cooperate and, in particular, to trust the other party in
negotiations. In addition, willingness to concede in negotiations was found to depend on

the counterparty’s displayed emotions, such as worry, disappointment or guilt.*%*

1% Interestingly, cross-country comparisons also show that households in different countries seem to apply
different standards to when they find advice sufficiently trustworthy or consumer protection to be sufficiently
adequate, so that they report themselves to trust advice or to feel adequately protected. In fact, in some countries,
households would overwhelmingly resist the adoption of a uniform European standard, while they are, at the
same time, less satisfied with their own institutions compared to those in countries where the majority would
prefer such a harmonised standard.

101 \We refer to Andrade and Ho (2009) for references.
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135.

136.

In psychology, there is also an extensive literature on compliance and influence. We
restrict ourselves here to the report on “doorstep selling” commissioned by the UK’s
Office of Fair Trading (OFT, 2004). In a theoretical appendix, the report develops a
(non-formal) model of influence, building on the work of Cialdini (2001). This model is
based on the presumption that people exhibit “automatic, stereotyped behaviour.” These
“ingrained responses” give the derived principles of influence their psychological
power. Among the six principles identified, one is that of yielding to the authority of a
perceived expert. In the case of RIS, it may be conjectured that the role of perceived
expertise would be particularly strong, especially given households’ reportedly limited
financial capability (cf. also the preceding discussion of trust). Likewise, sellers are
more likely to get a “yes” when they can build on one of the other six principles:
reciprocity (e.g., through making small gifts); creating the (artificial) perception of
scarcity; or highlighting the potential for future regret (in the case of a “no”). Finally, it
is worth noting that the tendency to comply with outside influences differs significantly
between individuals, depending upon the degree to which they are motivated to form
accurate perceptions of reality, their need to maintain meaningful social relationships,
and the importance they place on a favourable self-concept (Cialdini & Goldstein,
2004).

Social Expectations and Psychological Game Theory

A small literature in economics and game theory has started to consider more explicitly
how “procedures” affect human interaction. It borrows its basic concepts from
“attribution theory” (e.g., Heider, 1958). When trying to understand a social interaction
and planning to react to other people’s choices, people need to infer causes and assign
responsibilities for why outcomes occur. For instance, they may react differently
depending on whether they arrived at their choice situation exogenously or through the
deliberate choice of another person. In turn, people care about others’ beliefs about their
actions and how these compare with social standards such as fairness and role

102

expectations.” Applied to financial advice, the experiment by Cain et al. (2005) on

biased advice has shown that when a conflict of interest is disclosed, advisors seem

192 For recent formal work and experiments, see Charness and Dufwenberg (2006) on “promises” or Bohnet and
Zeckhuser (2004) on “trust and betrayal,” as well as Battigalli and Dufwenberg (2009) for a conceptual
framework for such “dynamic psychological games.”
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more prone to providing worse advice. Disclosing commissions thus seems to
undermine the trust in a relationship. Advisors who experience mistrust from their

customers might then feel “morally licensed” to maximise only their own profits.'%®

8 Concluding Remarks

137. The preceding Sections 5-7 took a detour into some less well developed areas at the
intersection of economics and psychology, focusing on advice, trust and the role of
face-to-face interactions. As we noted, advice is a pervasive factor in the retail financial
industry, though it has been ignored in much of the economics and finance literature.
Further, the limited financial capability and knowledge of many households may even
make advice a necessary ingredient of any well-functioning market for RIS. As we
noted, when customers suffer not only from limited information but also from certain
“biases”, then advice may have a second - possibly equally important - role to play in
educating customers or more directly counteracting their biases, provided that self-
interested advisors do not abuse these biases to their own advantage.

138. The main part of this survey has asked which of the different “biases” that BE has
identified may be particularly relevant for RIS, given the identified characteristics of
customers and products. Here, the role of risk and the long-term nature of investments

may be particularly conducive to triggering some of the “biases” discussed.

193 More broadly, there is also evidence for the phenomenon of “trust-responsiveness”: that people tend to treat
those who trust them better than they treat those who do not (Bacharach et al., 2007).
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139.

140.

Retail Investment Services: Retail Investment Market Review'%
1 General Remarks
1.1 Objectives

In recent years, several factors - such as an increase in household wealth as well as the
greater need for households to make their own provisions for retirement savings - have
imposed on households a greater responsibility to make their own saving and
investment decisions and thereby actively manage their personal finances. At the same
time, the marketplace for retail investors has become vastly more sophisticated. In
particular, financial markets have experienced a shift toward greater international
integration and greater liberalisation."® However, recent empirical evidence from
surveys as well as actual investment decisions suggests that cross-border investments
are rare and investment product sets differ substantially between countries. Further,
households seem to lack relevant information on products and may even be subject to
“behavioural biases” in their decisions. These aspects have been discussed in detail in
the previous chapter “Retail Investment Services: Insights from Behavioural

Economics”.

In this chapter, we provide an overview of some of the known facts about retail
investors’ behaviour as well as the market for Retail Investment Services (RIS) in
several European countries. We aim to provide an up-to-date overview of the portfolio
compositions of households and the prevalent distribution channels. This research relies
entirely on secondary data analysis. For this purpose, we have used native speakers to
gather and review publically available data in each country, e.g. from central banks or
trade associations. In addition, we were able to use comparative studies conducted by
other researchers as well as international bodies such as the OECD. In more detail, our
questions and objectives for this study are as follows:

i. What are the assets to which retail investors allocate their savings? Are there
any national specificities, e.g., with regards to the type of products that are offered
and bought?

104 primary author of this chapter: Roman Inderst
195 E g., Guiso et al. (2002).

November 2010 86



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

ii. What are the sales channels, e.g., banks or insurance companies, which retail

investors use?

iii.What sales and marketing strategies and tactics are employed by RIS

providers?
1.2 Research Strategy and Limitations

141. Our study covers the following twelve countries: Austria, the Czech Republic, France,
Germany, ltaly, Latvia, the Netherlands, Poland, Romania, Spain, Sweden and the UK.
While international institutions have collected aggregate information on households’
financial wealth, mainly from national central banks and statistical bodies, a consistent
and comparable break-down of household portfolios along detailed product
characteristics as well as any representative information on how products are distributed
is lacking. In order to fill this gap we asked native speakers from the respective
countries to search the web in their native languages to gather information. In order to
facilitate the data gathering process and to ensure comparability researchers were asked
to complete a standardised data-input scheme. This first asked the researchers to
describe the broad market structure in the respective countries. It is well known that in
some countries like Germany banks play the dominant role in the marketing of financial
products to retail investors, whereas in the UK independent financial advisors capture a
large share of the market. It then focused on the sales channels prevalent in the

respective countries, and the sales and marketing strategies employed by RIS providers.

142. In almost all cases, our native-speaking researchers were not able to locate any
representative information on sales channels and sales practices. While this could be
due to the fact that for each country we only allocated limited resources (time) and that
most native speakers were only experts in financial economics and not in sales of
financial products, we strongly believe it is more likely that such information is simply
not publicly available. However, we have additionally conducted an illustrative (i.e.
small-scale and non-representative) survey of RIS marketing materials - posters,
websites, and product literature in eight Member States, and conducted a content
analysis of this material in order to quantify the typical characteristics of such material,

in terms of the main messages conveyed to potential investors.
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143. In particular, with regard to sales practices (and our problems in this area), the lack of
empirical data suggests a need to explore two different avenues in further studies. The
first avenue would be that of a co-ordinated collection of available secondary data from
official sources, such as consumer protection agencies and financial regulators. To
generate valid results, this would need official backing from the EC. Another avenue
would be to start collecting primary data, in particular on “soft” information relating to
sales practices. In line with academic work in the intersection of law and economics,
one possibility could be to set up a panel of (legal) experts in various EU countries,

possibly located in official institutions, and conduct structured interviews.
1.3 Organisation

144. The following review begins by describing the EU market context with aggregate
information on households’ savings and general investment patterns. While newspapers
and official reports frequently focus only on “headline” figures, such as savings rates,
these only provide a very incomplete picture. Likewise, focusing only on households’
holding of financial assets risks ignoring the great differences that exist between
European countries with respect to their holdings of other assets such as housing. In a
second part we then provide (to the extent that this is available) detailed information
about households’ financial investments and prevalent sales channels in each of the
twelve European countries covered in this study. Finally, we provide an illustrative
survey of RIS marketing materials from eight Member States, describing the content in
terms of the main messages and features. We also give some specific examples taken
from the UK that illustrate how marketing messages might take advantage of some of

the behavioural biases discussed in the previous chapter.

145. This report is complemented by an appendix containing a detailed breakdown of

household portfolios across the twelve countries.
2 Background Information

146. In this first part of the review, we present an overview of the main components of
European households’ financial balance sheets, broken down into the three components

of Pensions and Retirement Savings, General Saving and Borrowing, and Housing.
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2.1 Pensions and Retirement Savings

147. In recent years, the pension and retirement policies in many European countries have
been profoundly reshaped, mainly in response to an increasingly ageing population. In
the last fifty years, the life expectancy of households has increased substantially. For
instance, women’s life expectancy was about 70 years in 1960, while it is 81 years in
2005. Similarly, the life expectancy at old age has also increased substantially (OECD,
2009).

148. For a large number of households, pension wealth forms a substantial part of their total
wealth. It thus provides an essential piece of background information to understand

differences in investment behaviour across countries (Table 3.1).

Average Pension Wealth Average Earnings
Men (€ 000s) Women (€ 000s) (€ 000s)
Germany 197.9 234.6 42.4
France 268.6 310.8 31.0
UK 132.6 152.3 42.5
Sweden 308.0 353.6 29.9
Spain 339.3 395.8 21.2
Italy 282.9 305.3 24.6
Austria 322.3 373.3 36.7
Poland 240.0 259.8 6.4
Czech Republic 240.0 282.9 7.0
Netherlands 466.5 545.4 39.7
OECD Average 319.6 323.7 28.6

Source: Pensions at a Glance: Retirement Income Systems in the OECD Countries, OECD, 2009.

Table 3.1 — Pension wealth and income
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149. The first and second columns in the table display the weighted average pension wealth
for men and women, respectively.’® The highest values are observed in the Netherlands
with weighted averages of €466,480 and €545,360 for men and women, respectively.
On the other hand, the weighted averages for men and women in the UK account for
€132,600 and €152,320, which represents the lowest weighted-average pension wealth
in the sample. These figures must be seen also in relation to the average earnings of
households in each country (the last column in the table).

2.2 General Saving and Borrowing
Gross Household Saving Rate Net Lending (+) or Borrowing (-)
Share of gross saving to gross Percentages of gross disposable
disposable income income

Germany 16.7 8.20

France 15.6 5.2

UK 2.2 -6.3

Sweden 12 59

Spain 10.2 -4.2

Italy 14.2 45

Austria 16.3 8.4

Poland 8.8 1.7

Czech Republic 8.8 -0.1

Netherlands 13.4 -1.4

EU Average (EU27) 10.8 0.9

Source: Eurostat and OECD for the year 2007.

Table 3.2 — Saving and borrowing

106 «“This measure combines data on the distribution of earnings with calculations of pension entitlements. This
measure can be regarded as the most comprehensive measure of the scale of the pension promise made to
today’s workers. In other words, these numbers represent the present value of the transfers that societies are
promising on average to future retirees under the current pension system rules.” (Pensions at a Glance:
Retirement Income Systems in the OECD countries, p.130. OECD, 2009).
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150. Table 3.2 displays information on gross saving rates as well as the net lending and
borrowing of households in the selected European countries.'®” German households
have the highest saving rate (16.7%) among the sampled countries, whereas UK
households have the lowest rate (2.2%). There are clearly a number of factors which
might contribute to these differences across countries such as income and wealth, credit
facilities, and institutional factors such as differences in the social security system as
well as cultural and social factors. Note also that the preceding figures represent “flows”
and not “stocks”, and do not take into account changes in the value of households’
existing financial and non-financial assets, let alone changes in the value of their human
capital. To the extent that such changes can be seen as being persistent, looking only at
flow values provides a misleading picture of the health of households’ total balance

sheets.

151. The second column in the preceding table shows the aggregate borrowing activity of the
household sector for the selected countries. As shown in the table, households are net
lenders in the EU (0.9% of their gross disposable income). Austrian and German
households have the highest net lending rates: 8.4% and 8.25, respectively. UK and
Spanish households have the highest borrowing needs, with -6.3% and -4.1% of their

gross disposable income.

152. A household’s aggregate balance sheet consists not only of financial assets, including
the discounted value of rights from pensions and insurances, but also wealth from other
sources. For many households a large fraction of its net worth comes from other
sources, most notably housing, business investments and human capital. We now
discuss differences in households’ investment in housing across the selected European
countries (Table 3.3). Housing is a special good for households, providing both a flow
of consumption services as well an investment.'® Housing investments are highly
illiquid and, because of related mortgages, highly leveraged in comparison to other

assets.

197 Gross household saving rates are 10.8% and 13.9% in the EU and in the Euro Area, respectively (Leetmaa et
al., 2009).

108 Although housing is a durable good, Cocco (2004), Zhang (2007) and some other authors, interestingly,
consider housing as a financial asset.
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2.3 Housing

Share of Owner Occupied Ratio of Mortgage Debt to GDP

Dwellings
Germany 39% 47%
France 58% 22%
UK 68% 60%
Sweden 53% 58%
Spain 85% 32%
Italy 69% 10%
Austria 56% 30%
Poland N/A N/A
Czech Republic N/A N/A
Netherlands 53% 74%
EU Average (EU27) 61% 39%

Source: Structural Factors in the EU Housing Market, ECB, 2003.

Table 3.3 — Housing assets and mortgage debt

153. The share of owner occupied dwellings in Germany accounts for only 39% and
represents the lowest share in this sample. In Spain the respective figure is 85%. The
share of owner occupied dwellings in countries such as France (58%), Sweden (53%),
Austria (56%) and the Netherlands (53%) are all below the EU average of 61%.'%°

154. From the perspective of a households’ overall balance sheet it is also useful to look at
mortgages, as they typically represent the most important credit facility that households
use. As shown in the preceding table, Dutch households have the highest ratio of
mortgage debt to GDP (74%), whereas Italian households have a ratio of mortgage debt

to GDP of only 10%. More generally, the ratio of mortgage loans to GDP in the South

1% Household ownership in these below-average countries is, however, sometimes considerably higher when
looking only at older households. For instance, the numbers from the Survey of Health, Ageing, and Retirement
in Europe (SHARE) for 2004 still show that older ( i.e., above the age of 50) Spanish households have the
highest homeownership rate with 87%, while the homeownership rate for Germany increases to 54%.
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155.

156.

157.

of Europe seems to be considerably lower than in the North. Given that this investment
is not highly levered, the household has arguably less wealth at its disposal to invest in
financial assets when relatively more of its wealth is tied up (early) in real estate.

3 Country Profiles
3.1 General Observations

In this part of the survey, we provide detailed country-by-country profiles of
households’ use of RIS. A further break-down of household portfolio data is contained
in an appendix. The twelve countries chosen for the review cover the main degrees of
variation within EU economies: large vs. small economies; highly-developed vs. less
well-developed financial markets; and geographical locations covering North, South,
Central and Eastern Europe.

Two particular features are common across all surveyed countries: the high share of
relatively liquid and safe assets (e.g., demand deposits) and the relatively low share of
risky investments in equity markets through direct stockholdings or equity mutual
funds. As might be expected, the share of such liquid investments is higher when the
(per capita) financial household wealth of a country is lower. Insurances and pension
schemes play a particularly large role in many countries, though not in all. There are
also several country-specific particularities. Some of them are related to specific
products or mandatory pension schemes. For example, in Austria and Germany
households hold relatively large investments in savings schemes operated by building
societies. These schemes allow households to later obtain preferential mortgage interest
rates. In Sweden the government actively distributes financial products under its

“premium pension scheme”.

One important caveat when comparing data from different countries is that aggregate
information does not allow us to draw any conclusions regarding the deeper reasons for
why households invest differently in different countries. As already mentioned, higher
cash and liquid holdings may simply be explained by lower average income. One
possible way forward would be to conduct a “counterfactual” analysis across countries.
In principle, one can “generate” a standard household (same income, education etc.) and
analyse how its investment behaviour compares across countries, fixing these other

characteristics. Such an analysis is currently being undertaken by Christelis Dimitris,
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Dimitris Georgarakos and Michalis Haliassos, albeit with US households as a
benchmark for a comparison with several European countries. Through such a
counterfactual analysis one can obtain a clearer picture of to what degree institutional

characteristics can explain between-country differences.

158. Another caveat in the subsequent analysis is that the grouping of investment holdings
into broad categories follows that used in the main statistics provided by central banks
or statistical offices. These groupings often do not make much economic sense. For
instance, extremely liquid and safe money market funds are aggregated with often risky
and - given their sometimes high “front-end loads” - illiquid equity funds. Likewise,
using standard terminology the “cash share” may contain long-term saving contracts
from building societies. At this aggregate level the picture that we obtain does not,
therefore, allow us to draw conclusions about households’ willingness to take more or
less risky positions or to hold more or less liquid assets. An alternative route consists of
the use of (cross-country comparable) household panels, albeit these do not cover all of
the considered countries and are sometimes restricted to particular (age) groups. The on-
going first wave of the household finance study conducted by European central banks

(and organised by the ECB) may soon provide a much better picture.

159. There is a final and important caveat: some of the findings obtained from various
sources and reported below seem to be at odds with those from the academic literature
on household finance, which often uses more detailed but less representative panels.
One example is the high stock ownership in Spain. Furthermore, for many European
countries researchers have documented a very low household participation rate in the
equity market. Compared to this evidence, the levels of equity shares reported in what
follows seem to be relatively high. One reason could be that the aggregate picture is
distorted by large holdings of (unlisted) stock by relatively few but wealthy families. In
other words, the percentage figures we have are not averages over households - in
which case each household would be equally weighted - but ratios over aggregates. On
the other hand, existing panel surveys typically do not provide a sufficiently complete
picture of household wealth and its composition as they often ignore investments
through insurances. We illustrate this in Section 5 with two examples (UK and
Netherlands).
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3.2 Investment Categories

160. To ensure investment products are comparable and to take into account the differing
degree to which information was available across countries, we classify the products
into six asset categories and display them as a percentage of households’ gross financial

assets.

“Cash share” contains mainly bank or postal deposits, but also includes cash, all
kinds of saving accounts, deposit books and certificates of deposit, saving bonds

and, particularly for Germany and Austria, building society savings.

“Mutual Fund share” contains equity funds, balanced funds, bond funds and other

indirect investment vehicles. Stocks held by mutual funds are also incorporated.

“Equities share” covers shares of listed as well as unlisted companies, no matter

whether these companies are foreign or national entities.

“Fixed Income (FI) share” contains bonds, irrespective of whether they are short-
or long-term, or corporate, treasury or mortgage bonds. In line with the procedure
applied for stocks, the FI share only consists of the direct bond holdings of private
investors and excludes mutual funds and collective investment vehicles.
Structured financial products (“Zertifikate) which are particularly popular in
Germany and Austria are also included in the FI share, because from a legal point

of view these products are obligations.

“Insurance and pension share” comprises predominantly life insurances and

pension claims as well as wealth accumulated in other insurance policies.

“Other” consists of all other products.
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4 Individual Country Profiles for Retail Investment Services (RIS)
4.1 Austria

161. The data on Austrian households comes from its Central Bank, the Osterreichische
Nationalbank (OeNB).

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 47.77% 48.84% 45.21% 47.28%
Mutual Fund share 8.35% 8.21% 10.95% 9.17%
Equities share 12.24% 12.10% 14.79% 13.05%
Fixed Income share 9.18% 9.60% 8.47% 9.09%
Insurance and pension share 17.98% 16.89% 16.65% 17.17%
Other 4.47% 4.35% 3.93% 4.25%

Table 3.4 — Household portfolios (Austria)

162. We should note once more that we now only consider financial assets. In Table 3.4 we
have aggregated the portfolio holdings of households into six broad asset classes: cash
(recall that this includes various savings and deposit accounts); mutual funds (MF);
equities; fixed income such as government or company bonds (FI); insurances and

pensions; and other holdings.

163. Total financial wealth has experienced relatively stable growth. Austrian financial
accounts display an on-going shift from bonds to stock investments.**° Notably, saving
deposits - including passbook saving accounts (“Sparbuch”), other saving accounts and
saving bonds as well as savings held with building societies - constitute more than 47%
of the gross financial assets and total about 212,3 Mio € in the 3 quarter of 2009.'**

119 5ee Andreasch (2006) or Hahn and Magerl (2006), for instance.

' Building loan contracts (“Bausparvertriige”) are contracts with a saving component at the beginning, before
the accrual of a specific amount of money. The contract can be used then to provide the holder with a (cheaper)
loan. Beer, Mooslechner, Schiirz and Wagner (2006, pp. 97) report that about 93% of all Austrian households
owned a savings account and 71% possessed a building loan contract.
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Compared to other investment products, equity investment is not widely spread in

Austria.t*?
4.2 Czech Republic

164. The Czech investment market developed, like that of the other Eastern European
countries, after the end of the “Cold War”. The following data is taken from the

Financial Accounts Statistics of the Czech National Bank.

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 62.12% 61.52% 59.89% 61.17%
Mutual Fund share 5.95% 6.03% 8.99% 6.99%
Equities share 17.04% 16.51% 17.11% 16.89%
Fixed Income share 0.79% 0.62% 0.30% 0.57%
Insurance and pension share 14.02% 15.25% 13.65% 14.31%
Other 0.00% 0.00% 0.00% 0.00%

Table 3.5 — Household portfolios (Czech Republic)

165. Table 3.5 shows that Czech private households prefer to invest their wealth
predominantly in low-return and safe assets like cash deposits. Note again that this
product category also comprises the popular saving schemes of building societies (cf.
the previous remarks on Austria).'*® Assets with a higher risk profile became more
popular after the successful voucher privatisations and the subsequent development of
the domestic financial market. The positive stock market performance and the search for
higher yields increased the demand for equities.™* Today, they account for 17% of total
financial wealth. This proportion has remained relatively stable over the last three years.
After pension fund reforms, private pensions became mandatory and increased the

112 Fessler and Schiirz (2008) note that equity holdings are concentrated mostly among wealthy, high income
households.

113 See also the comparative analysis of Ganelli (2006) and Unicredit Group (2005).
114 See Unicredit Group (2005), Revoltella and Mucci (2005).
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importance of insurance and pension funds, which today make up about 14% of the total

portfolio volume.
4.3 France

166. The data on portfolio holdings for French households are gathered from Banque de
France and OECD.'"®

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 32.16% 34.06% 30.56% 32.26%
Mutual Fund share 8.27% 8.53% 9.62% 8.81%
Equities share 13.42% 11.35% 16.87% 13.88%
Fixed Income share 1.98% 1.98% 1.82% 1.93%
Insurance and pension share 39.81% 39.68% 37.00% 38.83%
Other 4.35% 4.40% 4.14% 4.30%

Table 3.6 — Household portfolios (France)

167. The relative importance of insurances in France, clearly shown in Table 3.6, has been
widely documented.™® Marionnet (2006) notes that the fraction of financial assets held
through life insurances has grown by almost 10 percentage points over the past ten
years, with a similar reduction in cash and demand deposit holdings. The fall in cash
and demand deposit holdings has been attributed both to higher savings for retirement
and to financial innovations.**’ Finally, what seems surprising is that French households
tend to hold a very low share of their financial wealth in fixed income securities. This is

also below the European average.**®

> The data on portfolio holdings of French households follows the harmonised methodology established by the
1995 European System of Integrated Economic Accounts (ESA 95). For detailed information, please see
Quarterly financial accounts France, Banque de France and OECD Annual Statistics on Households’ Assets,
OECD, 2010.

118 See Couleaud (2009).
117 See Kalamboussis (200) and Marionnet (2006).

118 For a comparison see Vandamme (2010).
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4.4 Germany

168. We use data provided by the Bundesbank (the German Central Bank).''° Financial

institutions in Germany are obliged to report to the Bundesbank their portfolio holdings,

as well as the portfolio holdings of their retail customers, on a quarterly basis.

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share N/A 39.41% 35.65% 37.53%
Mutual Fund share N/A 11.27% 11.99% 11.63%
Equities share N/A 7.80% 12.02% 9.91%
Fixed Income share N/A 6.86% 7.71% 7.29%
Insurance and pension share N/A 33.76% 31.70% 32.73%
Other N/A 0.90% 0.94% 0.92%

Table 3.7 — Household portfolios (Germany)

169. Table 3.7 shows that cash holdings account for the highest fraction of financial assets

across all German households. Though this share increased between 2007 and 2008, it is

not representative of the historical trend. The cash holdings of German households have

shrunk over the decades (accounting for more than half of all financial assets in the

70s). (Life) insurance contracts as well as investments in private pension schemes

represent the second most important component of German household portfolios. Over

the decades this has increased, possibly due to the increased importance of retirement

savings.

19 In particular, we gather data from the reports “Ergebnisse der Gesamtwirtschaftlichen Finanzrechnung fiir
Deutschland” published on an annual basis by the Bundesbank.

November 2010

99



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

Channels for Retail Financial Services

Market share (percentage of total volume sold)

Equities Funds Bonds Insurances Other

Banks 65.83% 71.97% 72.99% 24.80% -
Private banks 27.13% 19.26% 23.07% - -
State bank 3.45% 17.26% 3.49% - -
Savings banks 19.67% 7.81% 26.59% - -
Co-operative banks 15.57% 6.89% 19.84% - -
Capital investment companies - 20.75% - - -
Insurance companies - 4.30% - 34.10% -
Independent financial advisors - 11.60% - 32.40%

Other (direct banks etc) 34.17% 12.13% 27.01% 8.70% -

Table 3.8 — Sales channels for retail financial services (Germany)

170. We also consider through which channels the respective investment products were
bought (see Table 3.8).° In Germany, banks dominate the retail finance landscape in
the sale of all asset classes except insurance. For instance, almost 66% of individual
stocks, 72% of mutual funds and 72% of bonds sold to individual investors are
distributed by banks. These numbers emphasise the dominant role of banks in the

German financial system.

171. Insurances are primarily sold directly through insurance companies or through
independent agents, who jointly account for more than two thirds of all sales. Further,
we can see that although direct distribution channels have become popular in recent
years, only 3% of insurance products are sold through remote sales channels such as
telephone or email. In contrast, 97% of insurances are still sold through traditional face-
to-face contact.

120 Market share of financial institutions by asset category is proxied by the proportion of portfolio holdings in
each financial institution relative to total asset holdings in Germany. This is again based on reports from the
Bundesbank. The analysis is, however, comparable to similar statistics reported by a known trade body, the
“Bundesverband Investment und Asset Management e.V.” (BVI).
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172.

4.5 Italy

The structure of Italian household portfolios is well documented in the biannual Survey
of Household Income and Wealth and often analysed by researchers (see e.g. Guiso and
Jappelli, 2002; Guiso et al., 2003; Jappelli and Pistaferri, 2001). Table 3.9 summarises
the development and composition of household portfolios taken from the Annual Report
of the Bank of Italy.**

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average

Cash share 42.35% 42.35% 26.90% 37.20%

Mutual Fund share 4.85% 4.85% 5.03% 4.91%

Equities share 21.15% 21.15% 23.80% 22.04%

Fixed

Income share 6.88% 6.88% 15.80% 9.86%

Insurance and pension share 16.68% 16.68% 16.50% 16.62%

Other

8.08% 8.08% 11.97% 9.38%

173.

Table 3.9 — Household portfolios (Italy)

After a long period of low stock market participation due to capital controls, a small and
illiquid Iltalian stock market and generous social security plans, households have
recently become increasingly aware of the stock market (see Table 3.9). As in other
European countries, this happened alongside a phase of privatisation of state-owned
companies, which acted as a catalyst for households’ interest in equities. Since 1998,
when they accounted for 15% of Italian household portfolios, equities gained further in
importance, currently being around 22%.'%* However, safe and liquid (cash and deposit)
investments still comprise the most important part of household investments. As the
third largest component, insurance and pension products experience a stable demand, at

17% of total household portfolio wealth.

121 por

detailed information; Annual report, Bank of Italy, 2009, 2008.

122 For these trends compare also Guiso and Japelli (2000) and, more recently, Guiso, Haliassos and Jappelli

(2003)

. However, these studies, based on panels, document a much lower percentage rate of household stock

investment in (listed) firms (cf. the comments above).
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174.

4.6 Latvia

The portfolio composition for Latvian households is gathered from information

provided by the Bank of Latvia.

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share N/A 76.57% 80.69% 78.63%
Mutual Fund share N/A 5.75% 6.10% 5.93%
Equities share N/A 2.50% 3.26% 2.88%
Fixed Income share N/A 1.03% 1.93% 1.48%
Insurance and pension share N/A 14.15% 8.02% 11.09%
Other N/A 0.00% 0.00% 0.00%

Table 3.10 — Household portfolios (Latvia)

175. Latvian households tend to hold a very high fraction of their financial wealth in cash

176.

investments (see Table 3.10). In fact, the share of cash holdings in the Latvian portfolios
is the highest fraction observed in this country survey. Insurance and pension wealth
represents the second most important asset and accounts for 8% in 2007 and 14% in
2008. Despite the observed high growth of insurance and pension wealth, this fraction is
still considerably lower than the corresponding figure from other countries in our
survey. Finally, other asset classes including equities, fixed income securities and

mutual funds are far less important.
4.7 Netherlands

The information in Table 3.11 is taken from the study conducted by CentER in
cooperation with the Central Bank (De Nederlandsche Bank), which is provided
quarterly for public use.'® Information on deposits comes from the monetary reports of

Dutch banks, while information on securities holdings is obtained from the reports of

12 For detailed information, DNB-en quéte, De Nederlandsche Bank, 2009.
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Dutch securities depositories. Dutch household wealth accumulation and its asset

composition have been stable for many years.'?*

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 26.46% 25.34% 26.02% 25.94%
Mutual Fund share 3.41% 2.72% 4.57% 3.56%
Equities share 1.84% 1.34% 2.69% 1.96%
Fixed Income share 1.78% 2.16% 2.39% 2.11%
Insurance and pension share 66.52% 68.44% 64.33% 66.43%
Other 0.00% 0.00% 0.00% 0.00%

Table 3.11 — Household portfolios (Netherlands)

177. The largest share of financial wealth in the Netherlands is allocated to employer-
sponsored savings plans (see Table 3.11). Dutch households exhibit a low degree of risk
taking, since only a very small fraction of wealth is held in mutual funds and equities
(Hochguertel, 2003). The majority of the remaining financial wealth is held in cash

investments.

124 See Alessie, Hochgiirtel, van Soest (2000) or Hochguertel (2003), amongst others.
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4.8 Poland

178. The relevant data on the portfolio holdings of Polish households is obtained from the

annual reports of the National Bank of Poland.'®

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 55.06% 57.47% 43.09% 51.87%
Mutual Fund share 7.47% 7.59% 17.84% 10.97%
Equities share 5.77% 4.55% 9.10% 6.47%
Fixed Income share 2.04% 2.33% 1.80% 2.06%
Insurance and pension share 29.66% 28.06% 28.17% 28.63%
Other 0.00% 0.00% 0.00% 0.00%

Table 3.12 — Household portfolios (Poland)

179. Table 3.12 shows that Polish investors hold slightly more than half of their gross
financial wealth in cash products, while insurance and pension wealth are second, with
an average share of 29%. It is also worth noting that the share of cash products
increased in 2008 by 14 percentage points (from 43% to 57%), one of the largest

increases in any asset class share observed in the sampled countries.

125 Analizy Online, (2.1.2010), (24.4.2009), (18.2.2008); "Oszczednosci gospodarstw domowych " ("Households
savings").
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Channels for Retail Financial Services'?®

Market share (percentage of total volume sold)

Equities Funds Bonds Insurances Other
Banks 56.82% 49.30% 61.28% 11.10% 71.00%
Insurance companies - 5.00% - 43.03% -
Independent advisors - 23.00% - - -
Polish Post Office - - - 3.27% -
Investment companies 19.00% 16.00% 28.33% - 19.33%
Brokerage forms 1.87% - 0.75% - 9.23%
Financial services companies - 9.65% 39.35% 0.45%
Investment banks 4.38% - - - -
Media groups - - - 3.25% -
Other - 6.70% - 3.25% -

Table 3.13 — Sales channels for retail financial services (Poland)

180. For Poland we also have information on sales channels (see Table 3.13). As shown in

the table, banks have market leadership in the distribution of all asset classes except

insurance products. In particular, banks distribute 56% of stocks, 50% of mutual funds,

62% of bonds and 71% of other investment products. The table also suggests that Polish

financial service companies tend to specialise in insurance products. Their market share

for insurances is almost 40%, only 3 percentage points less than the market share of

insurance companies. Two other channels, namely media groups and Polish post offices,

are also active in the insurance market, albeit their market shares are relatively small

with 3.25% and 3.27%, respectively.

126 The data on sales practices of Polish financial institutions is obtained from the reports of the Warsaw Stock
Exchange and the Polish Statistics Office, as well as Muchcinski (2007).
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49 Romania

181. The data on the aggregated portfolio holdings of Romanian households is gathered from

the National Bank of Romania and various other sources.*?’

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 72.99% 78.88% 65.68% 72.52%
Mutual Fund share 1.98% 0.35% 0.44% 0.92%
Equities share 20.12% 15.07% 29.98% 21.72%
Fixed Income share 0.76% 1.29% 0.85% 0.97%
Insurance and pension share 4.15% 4.41% 3.05% 3.87%
Other 0.00% 0.00% 0.00% 0.00%

Table 3.14 — Household portfolios (Romania)

182. Cash holdings dominate the Romanian household portfolios with a 3-year average of
70.5% (see Table 3.14). This asset class is followed by equities with 21.7%. A key
characteristic observed in the Romanian households is the low portfolio share of asset

classes such as mutual funds and fixed income securities, as well as insurance and

pension products.

127 For detailed information, see Bulletin, December 2009, National Bank of Romania (BNR); CEE Households'
Wealth and Debt Monitor, January 2010, UniCredit Group CEE Strategic Analysis, Asociatia Administratorilor

de Fonduri din Romania (www.aaf.ro).
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410  Spain

183. The information on the portfolio holdings of Spanish households is gathered from

Banco de Espana and OECD.'#
Asset Shares Relative to Total Financial Wealth
2009 2008 2007 Average

Cash share 48.59% 47.14% 36.93% 44.22%

Mutual Fund share 9.17% 9.24% 11.29% 9.90%

Equities share 24.39% 26.08% 36.01% 28.83%

Fixed Income share 3.12% 2.91% 2.83% 2.95%

Insurance and pension share 14.73% 14.63% 12.94% 14.10%

Other 0.00% 0.00% 0.00% 0.00%

Table 3.15 — Household portfolios (Spain)

184. Table 3.15 shows that cash holdings represent the highest share in Spanish household
portfolios with an average of 44%. Although the equity share fell by 12 percentage
points from 36% in 2007 to 24% in 2009, this is still one of the highest equity
ownership levels across the European countries in the sample. (See, however, our
cautionary remarks in Section 3.1). Furthermore, Spanish households invest almost 10%
of their financial wealth in mutual funds. Of mutual funds, bond mutual funds have the
highest share. Finally, insurances and pensions account for about 14% of total financial
wealth. This fraction is relatively low and is almost half of the average share observed
across the twelve countries.

411  Sweden
185. There are a number of studies investigating the characteristics of Swedish household

portfolios.**® One important reason for this is the availability of rich data provided by

128 please see Banco de Espana, Boletin economic, Evolucién de la cartera financiera de los hogares en el
contexto de la crisis, 2010; OECD Database: Households' financial and non-financial assets and liabilities,

2010.

129 por

instance, Massa and Simonov (2003) or Calvet, Campbell, Sodini (2008, 2009).
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the organisation Statistics Sweden (also known as the SCB).™*° The SCB has a
parliamentary mandate to collect information at household level. For the following
discussion, we also use data provided by the SCB.

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 23.63% 26.37% 21.75% 23.92%
Mutual Fund share 10.01% 9.10% 12.53% 10.55%
Equities share 13.03% 10.46% 14.98% 12.82%
Fixed Income share 4.15% 4.67% 4.29% 4.37%
Insurance and pension share 49.18% 49.40% 46.45% 48.34%
Other 0.00% 0.00% 0.00% 0.00%

Table 3.16 — Household portfolios (Sweden)

186. Insurances and pensions display an upward trend and account for almost half of the
aggregated financial wealth in Sweden (see Table 3.16)."*! Cash investments are the
second most important asset class with a 3-year average of almost 24%. Further, mutual

funds holdings account for 10%, of which 70% is in equity mutual funds.

130 Sparbarometer, Statistics Sweden (Statistiska Centralbyran, 2010). For a detailed discussion of the features of
the household data collected by the Swedish government, see Calvet, Campbell, Sodini (2008).

B As in many other industrialised countries, there is a transition in the Swedish pension system. Similar to the
401(k) plans in the US, Sweden has the so-called Premium Pension System. This is financed through an
additional contribution from the employer equal to approximately 2.5% of the employee’s gross annual income.
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Channels for Retail Financial Services

Market share (percentage of total volume sold)

T R

Banks 79.00% 49.80% 14.60% 51.60% 71.30% 26.70%

Insurance companies 1.90% 0.00% 82.90% 44.70% 6.60% 19.70%

Swedish government 0.00% 36.40% 0.00% 0.00% 0.00% 26.10%

Other 19.10%  13.80% 2.50% 3.70% 22.10%  27.50%
Table 3.17 — Sales channels for retail financial services (Sweden)

187. In Table 3.17 we turn to the sales channels used by Swedish households to buy the

respective products.'** Banks dominate the Swedish retail finance market. In particular,
almost 80% of mutual funds, 50% of bonds, 52% of unit-linked insurance products,
72% of deposits, 15% traditional insurance products and 27% of the premium pension

products are sold to retail customers by banks.

188. An interesting supply-side player in the Swedish retail market is the Swedish

189.

government. In particular, the government actively distributes 36% of bonds and 26% of
premium pension funds sold to individual investors. Finally, it is worth mentioning that
insurance companies lead the traditional insurance market with a market share of 83%

in traditional insurance products.
4.12 United Kingdom

Several interesting aspects in the evolution of UK household portfolios stand out.
Deregulation in the 80s caused rapid and radical changes in the ownership rates of
different financial assets such as stocks and pension plans (Banks and Tanner, 2002).

The second key aspect is the government’s use of tax incentives to encourage savings

132 The data on sales practices of Swedish financial institutions is gathered from the SEB Saving Barameters report which is a compilation of statistics from Statistics

Sweden, Bank of Sweden, and Swedish Insurance Federation.
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among households (Banks and Tanner, 2002). We use data from the Office for National

Statistics (ONS).**?

Asset Shares Relative to Total Financial Wealth

2009 2008 2007 Average
Cash share 30.18% 33.60% 23.56% 29.11%
Mutual Fund share 2.62% 2.20% 4.51% 3.11%
Equities share 11.11% 9.34% 11.51% 10.65%
Fixed Income share 0.62% 1.00% 0.89% 0.84%
Insurance and pension share 55.47% 53.36% 59.53% 56.12%
Other 0.00% 0.00% 0.00% 0.00%

Table 3.18 — Household portfolios (United Kingdom)

190. UK households hold slightly more than half of their financial wealth in insurance and

pension contracts (see Table 3.18). This share is almost twice as large as the average

share in our country survey (56% vs. 25%). Cash holdings have the second highest

share of aggregated household portfolios with a 3-year average of almost 29%. In 2008,

the cash share increased by 10 percentage points while the insurance share shrunk by

almost 6 percentage points compared to 2007. Accordingly, the fraction of directly-held
stocks moved in the same period from 11.5% in 2007 to 9.34% in 2008. Another

interesting aspect in the UK is the observed low share of fixed income investments. This

share is surprisingly small and far below the average share in the sampled countries.

133 Office for National Statistics, Financial Statistics No 573, February 2010.
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Channels for Retail Financial Services'**

Market share (percentage of total volume sold)

Funds Bonds Insurances  Pensions ISAs  Endowments

Banks and Building 54 005 50,00% N/A 400%  49.00%  0.00%
Societies

Insurance companies 7.00% 7.00% N/A 20.00% 7.70% 87.00%
Independent advisors 0 0 0 0 0
and brokers 29.00%  29.00% N/A 72.00%  24.00% 13.00%
Investment managers 13.20% 13.20% N/A 1.40% 18.00% 0.00%
Other entities 0.90% 0.90% N/A 2.20% 0.50% 0.00%

191.

192.

Table 3.19 — Sales channels for retail financial services (United Kingdom)

Table 3.19 shows that in the distribution of bonds and mutual funds (including
investment and unit trusts), banks and building societies lead the market with a market
share of almost 50% in each asset class. Similarly, almost half of the individual saving
accounts (ISA) products are distributed by banks and building societies. ISAs are a tax-
free scheme launched by the British government to encourage its citizens to save more.
Another interesting feature of the British retail finance market is the important role of
independent advisors. They have the highest market share in the distribution of pension
products and they also have on average the second highest market share (after banks) in
the distribution of other asset classes including funds, bonds and ISAs.

5 Remarks on Available Data and Comparability

With regard to household portfolios in European countries, different sources of
information are available. In the previous section, this report relied on those figures that
were, in our view, most comparable, comprehensive and up-to-date. However, other

research papers and studies have used different datasets. We illustrate the possible pros

34 Data on sales practices of UK financial institutions is obtained from Financial Services Authority, British
Bankers Association, Investment Management Association and various other sources including the articles from
Zeniya and Benham (cf. references for links).
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193.

and cons briefly by picking two countries that are particularly well-covered: The UK
and the Netherlands.

5.1 The United Kingdom

A particularly frequently used source of data in the UK comes from the Financial
Research Survey (FRS) which collects information on financial asset holdings and
liabilities of almost 4,800 individuals on a monthly basis. We use here the paper by
Banks and Smith (2000). Table 3.20 presents the portfolio composition of household
portfolios from FRS grouped by wealth quartiles.

I I Il v All

Cash 81.90% 84.90% 59.50% 52.00% 69.58%
Saving accounts 79.30% 81.10% 41.40% 25.50% 56.83%
Deposit accounts 2.60% 3.80% 18.10% 26.50% 12.75%
Bonds 13.10% 3.30% 6.10% 13.00% 8.87%
Government bonds 13.00% 3.10% 4.40% 5.50% 6.50%
Other bonds 0.10% 0.20% 1.70% 7.50% 2.38%
Equities 4.20% 10.30% 23.80% 14.20% 13.18%
Investment and unit trusts 0.70% 1.50% 10.50% 20.80% 8.38%
Source: Banks and Smith (2000), page 28.

194.

195.

Table 3.20 — Household portfolios by wealth quartiles (United Kingdom)

As Table 3.20 shows, cash investments dominate the financial portfolios of the surveyed
UK households with an average share of 70%. Equity investments represent the second
most important asset with a share of 13.18%. The share of bonds, which is an aggregate
of government and other bonds, accounts for 8.87%. Finally, the shares of investment
and unit trusts vary remarkably across different wealth quartiles and account, on
average, for 8.38% of the financial wealth of the surveyed households.

The portfolio shares that we report and discuss in the previous section of this document
do not coincide with these numbers. We employ aggregate statistics provided by the

ONS whereas Banks and Smith (2000) use micro-level information from the FRS. As
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noted by the authors, the FRS contains limited information on the ownership of
financial products such as life insurance and pension policies, both of which, however,
represent the most important asset class in our survey for UK households, with an
average share of 56.28%. Similarly, FRS does not cover life insurance policies held in
association with endowment mortgages. Another difference is that Banks and Smith
(2000) only consider households with positive financial wealth. Finally, different
observation periods are considered in the two surveys. The portfolio statistics employed
in this report originate from 2007, 2008 and 2009, whereas the household data from
Banks and Smith (2000) is from 1997 and 1998.

5.2 Household Portfolios in the Netherlands

196. An oft-used source of data for the Netherlands is the Dutch National Bank (DNB)
household survey, which is organised by CentERdata. This survey is regarded as
representative of the Dutch population with respect to a number of important
demographic characteristics (Veld-Merkoulova, 2009). Table 3.21 presents the mean

values and shares of assets from the 2004 wave.
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Mean in € Portfolio shares
Checking accounts €3,047.80 8.35%
Employer-sponsored savings plans €1,918.65 5.26%
Savings or deposit accounts € 15,342.80 42.05%
Deposit books €372.10 1.02%
Savings certificates €104.10 0.29%
Single-premium annuity insurance policies €4,372.60 11.98%
Savings or endowment insurance policies € 3,299.60 9.04%
Growth funds € 813.80 2.23%
Mutual funds €3,572.10 9.79%
Bonds € 868.50 2.38%
Stocks € 2,708.80 7.42%
Options €67.40 0.18%
Total € 36,488.25 100.00%
Table 3.21 — Household portfolios from DNB survey (Netherlands)
197. The reported portfolio shares differ markedly from the numbers that we report in the

198.

199.

previous section. However, this discrepancy becomes much smaller once we realise that
the DNB survey does not contain information on the cash value of life insurances and of
those annuity insurances that are privately bought by households.

6 Illustrative Review of RIS Marketing

In this final part of the review, we present an illustrative survey and content analysis of
RIS sales and marketing material from eight countries, along with discussion of some
specific UK examples that illustrate how marketing material might take advantage of

behavioural biases in the type of information supplied and the way it is presented.
6.1 Survey and Review Methodology

As with the prior review of secondary data on household finances, native-speaker

researchers used publicly available sources (primarily internet search engines) to gather
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200.

201.

contemporary examples of RIS marketing in the Czech Republic, France, Germany,
Italy, Poland, Romania, Sweden and the UK. In each country, a small number of
examples (typically 10-15) were collected and analysed. Wherever possible, the
material was collected from a range of RIS providers (e.g. banks, building societies,
insurance companies, fund managers, and brokers) and covered a range of retail
investment products (e.g. funds, bonds, insurance, structured products) typical in that
country. Given the small size of the sample and the difficulty of ensuring a
representative and comparable search procedure across the different countries, this
survey should be treated as illustrative only. Whilst the broad themes and messages are
likely to be a good guide to the European RIS market, the detailed numbers are likely to
be unreliable. Furthermore, given the data limitations, we have not broken down the
results by product type or by country, as even indicative trends cannot be safely drawn

out of such small samples of material.

After collating the marketing material, a simple content analysis of each example was
conducted, in an attempt to form a quantitative description of the main characteristics of
these texts. A coding frame was first created, that categorises the main product and
market attributes that might be mentioned, as well as other related concepts.
Specifically, this coding frame was used to record the inclusion (or exclusion) of
information in eight categories: Risk (e.g. risk to capital, volatility of returns, exchange
rate risk); Return (e.g. expected return, maximum return, capital guarantee); Investment
(e.g. duration, minimum investment amount, regular payments); Tax; Costs (e.g. set-up
fees, management charges, cancellation fees); Reference Points (e.g. past performance,
competitor products, net expected AER); Reasons for Investment (e.g. growth, income,
tax-efficiency); and Provider Attributes (e.g. expertise, efficiency, low cost). Each piece
of marketing material was analysed within this coding frame, to capture the content of
the message. In the case of product information, such as web pages and product
descriptions, only the “headline” messages were analysed, so that details contained in
the small print and requiring detailed reading to discover were excluded from our

definition of “marketing”.
6.2 Content Analysis

In total, 124 examples of RIS marketing materials were analysed, coding for the
presence or absence of 40 pieces of information in the eight categories described above,
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and the results are summarised in Figure 3.1. The typical marketing material contains
nine or ten pieces of information (M = 9.4, SD = 5.4) covering four to five of the eight
categories of information (M = 4.4, SD = 1.6). The most frequently-mentioned category
of information was Reasons for Investment (91% of examples), followed by Provider
Attributes (71%). The least frequently mentioned categories of information were Tax
(19%), Costs (39%) and Reference Points (46%).

Reason for Investment 91%

Provider Attributes | 71%

Investment | 63%

Risk | 63%

Return | 52%

Reference Points | 46%

Costs | 30%

Tax 19%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
% of RIS Marketing Examples

Figure 3.1 — Summary content analysis of RIS marketing materials

202. Within each category, there was substantial variation in the frequency with which
different pieces of information were presented to the prospective investor. The
following table (Table 3.22) shows the frequency with which each piece of information

was found.
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Category Information Frequency
Reason for Investment Growth 66%
Income 40%
Hassle free / peace of mind 35%
Retirement 27%
Tax-efficiency 22%
Provider Attributes Expertise 43%
Efficiency 35%
High returns 33%
Good service 26%
Low Costs 19%
Advice 17%
Personal service 16%
Investment Minimum investment 35%
Regular payments 35%
Minimum duration 26%
Fixed duration 24%
Maximum duration 17%
Maximum investment 6%
Risk Volatility in returns 43%
Capital risk 39%
Other risks 27%
Institutional risk 19%
Foreign exchange risk 13%
Return Capital guarantee 32%
Expected return 23%
Minimum return 21%
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Category Information Frequency
Rate guarantee 19%
Maximum return 13%
Bonus rates 13%
Reference Points Past performance 32%
Expected performance 17%
Competitors' products 6%
AER for comparability 6%
Other product types 6%
Costs Management charges 20%
Set-up costs 20%
Cancellation penalties 18%
Advice fees 4%
Tax Income Tax 15%
Capital Gains Tax 14%

Table 3.22 — Detailed content analysis of RIS marketing materials

203. The most frequently mentioned investment reasons are (naturally) growth and/or
income, but the ease of investment is also commonly mentioned. The provider attributes
most likely to be mentioned are expertise and efficiency. The investment characteristics
mentioned are typically the minimum investment amount and duration, and whether
regular (e.g. monthly) amounts can be invested. Risks are primarily described in terms
of variable returns, with other sources of risk less frequently mentioned. When returns
are mentioned, it is often the minimum return that is stressed (rate guarantee, capital
guarantee) rather than the potential for large gains. Reference points are rarely given,
and when they are provided they tend to refer to the same investment (past performance,
expected performance) rather than giving contextual information (competitor products,
net Annual Equivalent Rate). There is little evidence of strong price competition, with

management fees and/or set-up fees being mentioned in just 20% of examples.
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204. In summary, this illustrative review of RIS marketing material suggests that it primarily
serves two purposes: to remind consumers why they might want to make an investment
of any kind, and to highlight the positive aspects - especially expertise - of the company.
Specific product details tend to focus on the practical aspects of the investment (amount
and duration) and any guarantees against downside risk. Returns and costs are very
much secondary messages, if mentioned at all, and very little comparative or contextual
information is given. These stylised descriptions are consistent with the earlier
characterisation of the RIS market as a low-knowledge market in which consumers rely
on expertise and advice rather than shopping around and comparing alternatives on
price and potential returns. The RIS purchase process is explored and described in detail
in Chapter IV.

6.3 Example Marketing Materials

205. Finally, we supplement the previous discussion with some specific examples of RIS
marketing material from the UK. These illustrative examples are intended to bring to
life the quantitative content analysis, by providing qualitative specimens of the
characteristics described above. Furthermore, we discuss how the design of marketing

materials might relate to the behavioural biases described in Chapter I1.

Example 1: Poster Advertisement

“GIve me a good deal”

Figure 3.2 — Example RIS poster advertisement
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206. As might be expected from a poster advertisement, the example shown in Figure 3.2 is
light on detailed information, being more an advert for the provider than for a specific
type of investment. Provider characteristics are the main focus: product range
(“Retirement, Investments, Insurance”) and tailored product offerings (“Give me a good
deal”). Whilst the pound signs indicate that money is involved, the message does not
indicate whether a “good deal” refers to low costs, high returns, or some aspect of
product quality such as service or efficiency. It is not easy to relate the message to any
specific aspect of consumer psychology, other than possibly reassurance that the
provider can be trusted and can handle the complex decision-making on behalf of the

investor.

Example 2: Web Advertisement

3 SAVINGS SOLUTIONS

Invest in one of our exclusive NHS easy-access investment
plans today for a simple way to save for your future.

* Exclusive - SAVE 5% on up front charges ——
o Easy access with no lock ins Click to start saving

* Use your £7,200 ISA allowance
® Access some of the world's best investment managers

Figure 3.3 — Example RIS web advertisement
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207. The second example, a web advertisement for a range of investment funds shown in
Figure 3.3, contains more detailed information but is also light on specific facts and

29 13

figures. The principal message is related to reassurance (“easy to swallow”, “ecasy-

29 ¢¢

access”, “simple”) and the reason for investing (“save for your future”). Although fees
are mentioned (“SAVE 5% on up front charges”) the actual fee amount is not specified,
nor is it entirely clear what the saving is in relation to. The advert suggests a possible
investment amount (“Use your £7,200 ISA allowance™), and highlights the possibility
for tax-free investing. Finally, provider characteristics are also stressed, namely the
product range (“one of our exclusive [...] investment plans”) and the provider’s
expertise (“some of the world’s best investment managers”). The advertisement
employs a number of common framing strategies, such as anchoring (a £7,200
investment is suggested) and describing the up-front fees in terms of a percentage
discount relative to a previous higher level rather than in absolute terms. However,
similar messages can be found in advertisements in other consumer markets, and the
general intention seems to be to reassure and simplify by removing detailed information

rather than to bamboozle through complexity.

Example 3: Structured Product Descriptions

Fized Rate Savings -

Sonde Capital Guaranteed Investments

1SAS - Savings v Peace of mind for your Investments

Imstant Access -
Accoents

Reward Sovings . “ Guaranteed = ~.higher
Savings for (hibdeen  + e minimum return \Af potential return

Imvestments A

Guaranteed Growth Plan Guaranteed Capital PMus

1% “ » 0%
Aveetng Yor Grow -
o AGOA

Stakeholder Pension Can't Decide?

Figure 3.4 — Example RIS product description
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208.

2009.

210.

Finally, in Figure 3.4 we turn to an example of specific product descriptions, found on
the website of a bank. While this can still be described as “marketing material”, it is not
advertising as it is only seen by potential investors actively researching specific
investment options. The material relates to two similar structured products, both
involving a capital guarantee. Hence the text mentions the reassurance of protection
against losses (“peace of mind”, “your money back™) as well as guaranteed growth (“ a
minimum return of 10% at the end of the 5 year fixed term”) in the case of the first
product. This is a clear framing manipulation, using the compounded return rather than
the AER, which at under 2% a year would barely keep pace with inflation. The likely or
maximum return is not specified, again suggesting that the product is aimed at risk-
averse investors who are more concerned with protecting capital than growing their

investment.

The second product, as with many structured products, is complex and the description is
not crystal clear. The emphasis is on higher potential returns, described as “a fixed
return” but then later made conditional on the performance of the FTSE 100 share
index. Again, the returns are described in compound terms (“28% at the end of 5 years”)
and the description emphasises that any positive return from the FTSE 100 would
qualify, encouraging the investor to compare the product to a scenario where the FTSE
100 rose less than 28% in 5 years. No mention is made of the past performance of the
FTSE 100 index, the historical probability of the index not rising in any five year
period, or the likely return if the money were instead invested directly in the FTSE 100
index via a passive or tracker fund. Overall, the material is clearly intended to
discriminate between the lower and higher risk alternatives, rather than to emphasise
why these investments might be better than other types of investment, or similar

investments from competing providers.

As already stated, the non-representative and illustrative nature of this marketing
material survey limits our ability to draw too many emphatic conclusions from the
findings. Nonetheless, we do not see strong evidence that misleading sales messages
and advertising claims are common, and where framing is employed this is no more
prevalent than in other consumer markets. In general, the marketing material often
seems primarily intended to draw the customer into discussion with an investment

provider, who will then use their expertise to offer the best product, rather than to
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promote specific products or to compete on price and performance. As we show in
Chapter 1V, this is to be expected given the purchase decision process of the typical
retail investor, and suggests that advertising and marketing is unlikely to be the best
point in that decision process to make regulatory interventions intended to improve the

functioning of the RIS market for consumers.
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211.

Retail Investment Services: Retail Investment Purchase Process Survey*®

Introduction: Objectives and Study Design

Objectives

This survey complements the secondary research of the previous chapter, using original
primary data collection to present a unique perspective on the purchase of Retail
Investment Services (RIS) from the consumer perspective. A web-based data collection
method was used in eight European Union Member States to survey 6,000 consumers,
half of whom had purchased RIS within the last five years. The study had two principal

objectives:

i. To understand the decision process of RIS purchasers, from the initial purchase
trigger through to the final reason(s) for choosing the selected option and to
identify significant differences between Member States or different classes of RIS
in the way that advised and non-advised purchases are made. Furthermore, by
segmenting investors according to the purchase processes followed, to explore
how the various influences discussed in the BE literature review (e.g. financial
literacy and numeracy; trust; heuristic decision-making; attitudes to risk) affect
the choices of different groups of investors, and consider how those investor

groups might be identified.

ii. To identify the main differences between purchasers and non-purchasers of
RIS, in order to determine how much of retail investment behaviour is driven by
financial considerations (e.g. balance sheet; income; attitudes to risk) and how
much is driven by behavioural biases (e.g. trust; procrastination; financial

literacy).

212. These two objectives reflect the two main ways in which regulatory policy might be

used to make the RIS market work better for consumers: to ensure existing investors can
correctly identify the best alternative or to ensure potential investors are not excluded
from the RIS market. The survey results are necessarily descriptive rather than

comparing each investor’s choices against an objective standard, but nonetheless shed

135 Primary author(s) of this chapter: Nick Chater
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213.

214,

215.

light on the functioning of the European RIS market and consumer attitudes toward RIS

providers.

RIS were defined as bonds, stocks and shares, personal pensions, funds (e.g. investment
funds, mutual funds, ETFs), structured products and life insurance products primarily
used for investment purposes. Other deposit products such as current accounts, savings

accounts and tax-free savings accounts are excluded from this definition.
1.2 Sampling Strategy and Data Collection

In order to address both of the objectives addressed above, survey respondents were
classified as RIS purchasers and non-purchasers based on whether or not they had
bought one or more retail investment products in the last 5 years. This period was
chosen to ensure that the purchasing window extended back before the recent turmoil in
global financial markets, which might have caused unusual behaviour by either RIS
providers or consumers. In order to allow an estimation of the rate of RIS purchasing in
each member state to be made, whilst oversampling RIS purchasers to provide robust
sample sizes for subsequent analyses, a two-stage sampling strategy was followed. In
the first stage, random and (approximately) nationally-representative sampling was used
to survey both purchasers and non-purchasers according to the relative proportions with
which the two groups occur in the population. Once 50% of the sample had been filled
with non-purchasers via random sampling, a second stage filtered out non-purchasers
using screening questions, so that the remaining sample consisted only of RIS
purchasers. The final sample was thus evenly split between RIS purchasers and non-

purchasers.

Eight Member States were chosen for the survey, with a range of large and small
economies (including three EC12 accession states) and covering north, south and central
Europe: Czech Republic; France; Germany; Italy; Poland; Romania; Sweden and the
UK. The sample was split evenly across each of the eight countries to ensure sample
sizes in smaller countries were sufficiently large. With a total sample of 6,000
respondents, that equates to a sample of 750 respondents in each country. In the first
stage of data collection, 375 non-purchaser respondents were surveyed along with X
purchasers, with X being specific to each country. The five-year RIS purchasing rate

could then be estimated for each country using the ratio X / 375 after appropriate
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216.

217.

weighting. In the second stage of data collection, 375 - X further responses were
collected from purchasers. The final sample thus consisted of 3,000 recent RIS
purchasers and 3,000 non-purchasers (before cleaning).

The survey was conducted using web-based data collection, with respondents recruited
via an e-mail that directed them to an internet survey presented in Adobe Flash,
embedded in a standard HTML page. Survey respondents were recruited from actively
managed and maintained access panels, which all fully comply with ICC/ESOMAR
codes and guidelines for conducting research on the internet.’*® Respondents received
an appropriate financial incentive for participating in the survey, the amount of which
varied by country and survey duration. The online survey was piloted on 36 respondents
in the UK in order to test question comprehension and survey completion time, which
did not indicate any major issues. Fieldwork in the UK took place from 4™ March 2010
to 11™ March 2010. Fieldwork took place simultaneously in the other seven countries
from 12" March 2010 to 23™ March 2010. Internet penetration and respondent
availability varies widely across Member States, making research into specific sub-
groups difficult in some countries. In this study - despite using two different panels - it
proved impossible to fulfil the sample of recent RIS purchasers in Romania, although
686 of the 750 responses were collected. Additional purchasers were surveyed in the

other countries in order to bring the total sample size up to 6,000 responses.
1.3 Questionnaire Design

The survey questionnaire comprised three sections, as well as some initial filtering
questions to check each respondent met the basic qualification criteria (aged 18 or over
and permanent resident in the country of interest) and to identify recent RIS purchasers.
The first section - only completed by purchasers - collected details on the type of
investment made and the main features of the investment; how the investment was
made; and (when relevant) the nature of the interaction with the advisor, broker or
salesperson most involved with the investment purchase process. The second section

collected socio-demographic information; financial position and attitudes; and trust in

136 See the ESOMAR website www.esomar.org for more details.
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RIS providers. The third and final section consisted of a ten question multiple-choice

financial literacy test.

218. The survey was translated from English into each of the seven other languages by a
third-party professional translation agency, a member of the Association of Translation
Companies, using experienced mother-tongue translators.*®” The translations were
proof-read and edited by a second translator to ensure accuracy and clarity. The
translations were then passed to independent native speakers and to the EC for a further
round of proof-reading and editing. With the exception of two questions requiring a
numerical response (household income and total savings), all questions had a fixed set

of response options, so no translation of responses back into English was required.
1.4 Data Cleaning and Weighting

219. As with all survey research, especially unattended completion methods such as web-
based surveys, not all responses collected were of sufficiently high quality to be
included in the subsequent analysis. A number of tests were applied to each
respondent’s data to check for consistent and thoughtful responses. Firstly, consistency
test questions were placed at the start and end of the survey (date of birth compared to
age; number of adults and children in household compared to total household size) to
remove fictional responses. Secondly, the completion time for each respondent was
recorded, and respondents with unusually short completion times were removed.
Finally, for questions involving rating of agreement or disagreement with a series of
statements on a Likert scale, respondents exhibiting no variance in their choice of
response option were also filtered out to ensure only thoughtful responses containing a
range of opinions were included. Of the 6,115 surveys conducted, 139 respondents’ data

(2%) were removed, giving a final sample size of 5,976 respondents.

220. Again in common with all survey research, the representativeness of the results can be
reduced by selection and sampling biases. A particular issue for web-based survey

research using managed respondent panels is a sampling bias caused by the online

37 Members of the ATC are carefully vetted before admission into membership, adhere to a strict code of
professional conduct, are subject to the rulings of a professional ethics committee and carry full professional
indemnity insurance cover to safeguard the interests of the translation purchaser. See wwwe.atc.org.uk for full
details.
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population differing from the general population (and, possibly, members of the
respondent panel differing from other internet users). In countries where internet
penetration is high, this sampling bias is small but in countries with low internet
penetration it can be significant. Typically, the online population in such countries tends
to contain fewer older people then the general population, as well as often being
wealthier and better educated. To correct for this sampling bias, the distribution of ages
and genders observed in the first stage of sampling (random sampling) within each
country was compared to Eurostat data on the general population.’*® Respondent
weights were calculated such that the distribution of ages and genders in the random
sample matched the general population. The same proportional weights were applied to
the additional purchasers from the second stage of sampling (purchasers only), based on
the age and gender of each purchaser. Thus the sampling bias was mitigated whilst
demographic differences between RIS purchasers and the general population were
preserved. All country-level figures presented in this report have been weighted in this

way.

221. In addition to country-level results, we have estimated an aggregated EU figure for each
question. These EU estimates are simple weighted averages of the individual country
results. For questions related to the general population (those asked of RIS purchasers
and non-purchasers), the aggregate figure was weighted by the total population in each
Member State, taken from the same Eurostat data as the prior respondent-level
weighting. For questions related to RIS purchasers only, the aggregate figure was
weighted by the approximate relative size of the RIS market in each country (by total
number of investors, not total financial value). The market size in each country was
estimated using the total population and the 5-year RIS purchasing rate observed in the
first stage of sampling, after demographic re-weighting to mitigate for sampling biases.
In all cases, the country-level results are presented alongside the EU aggregate to ensure

that the degree of variability across Member States can be assessed.

138 Eurostat data offers population statistics that are consistently collected and defined across European states, so
are suitable for weighting cross-country studies. Data on age and gender distributions in each country were taken
from table tps00010 and tps00011, which can be found at
http://epp.eurostat.ec.europa.eu/portal/page/portal/population/data/main_tables.
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222. The rest of this report is structured as follows. We begin by presenting details of the

purchase process followed by RIS purchasers in each country, including the types of

investment made, the way those investments were selected and purchased, and the

typical interaction with advisors, salespeople and brokers. After presenting the typical

investment purchase process, we describe four commonly-occurring purchase processes,

and describe the main differences between investors following each purchase strategy.

Finally, we describe the major differences between RIS purchasers and non-purchasers

in each country, in terms of socio-demographics, attitudes and financial literacy.

2 The RIS Purchase Process

2.1 RIS Purchases across the EU

223. In this section of the report we describe the different types of RIS products purchased

over the last five years and highlight the major differences between Member States. We

also describe the attributes of each product as understood by RIS purchasers, which

illustrate that while retail investors understand the broad differences between types of

investment, uncertainty and misunderstanding is common. All results in Part 2 of this

report are based on the responses of 2,904 recent RIS purchasers.

Member State

Five Year RIS Purchase Rate

Czech Republic (CZ) 26%
Germany (DE) 22%
France (FR) 21%
Italy (IT) 25%
Poland (PL) 25%
Romania (RO) 30%
Sweden (SV) 29%
United Kingdom (UK) 19%
European Union (EU) 23%

November 2010
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Figure 4.1 — Five year RIS purchase rate

224. Across the European Union, 23% of the adult population has purchased an RIS product
in the last five years, with significant variation in purchase rates between Member States
(see Table 4.1 and Figure 4.1). About three in every ten adults in Romania and Sweden
purchased an RIS product in the last five years, while fewer than two in ten adults in the

UK purchased an RIS product in the last five years.

Most Recent RIS Product Purchase EU| CZ DE FR IT PL RO SV UK

Stocks and shares 26% | 9% 21% 30% 34% 16% 18% 22% 34%

Personal pensions 23% | 18% 27% 8% 14% 41% 51% 18% 19%

Life insurance for investment purposes | 21% | 39% 16% 46% 19% 13% 21% 4% 8%

Funds 19% | 24% 32% 9% 21% 19% 5% 44% 8%
Bonds % | 1% 2% 5% 4% 6% 3% 8% 25%
Structured products 4% | 9% 2% 2% 8% 5% 2% 4% 6%

Table 4.2 — Most recent RIS product purchase
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Figure 4.2 — RIS product purchase shares (EU average)

225. Across the EU four types of RIS products made up the majority of investments by
volume in the last 5 years: stocks and shares, personal pensions, life insurance, and
funds (Figure 4.2). Relatively few investments were made in bonds or structured
products. However, there are large differences between member states (Table 4.2). For
example, personal pensions made up over half of all RIS purchases in Romania and four
in ten RIS purchases in Poland. In contrast, only 8% of RIS purchases in France were
personal pensions. These differences likely reflect structural differences in state pension
provision: Romanian pension reforms in recent years made private pension
contributions compulsory while French citizens enjoy a relatively generous state

pension system alongside compulsory membership of industry-wide pension schemes.
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RIS Provider EU| CzZz DE FR IT PL RO SV UK
Bank 57% | 33% 59% 70% 68% 56% 42% 70% 38%
Insurance company 19% | 35% 26% 14% 17% 21% 28% 6% 8%
Employer 7% |10% 4% 4% 6% 5% 8% 8% 18%
Building society 7% | 6% 6% 8% 3% 10% 6% 2% 11%
Pension provider 4% 112% 3% 2% 1% 3% 2% 1% 12%
State 4% | 3% 0% 2% 3% 4% 10% 7% 7%
Other 3% | 1% 3% 0% 2% 1% 4% 7% 5%
Table 4.3 — RIS product providers
Bank |
Insurance Company |
Employer 7:|
Building Society _|
Pension Provider 7E|
State 7[|
Other 7:|
0% 10% 20% 30% 40% 50% 60%

% of RIS Purchases by Volume

Figure 4.3 — RIS product providers (EU average)

226. RIS sales are dominated by banks and insurance companies, with more than three

quarters of investments made in the last five years through these institutions (see Table

4.3 and Figure 4.3). Banks are especially dominant in France, Sweden and Italy.

Insurance companies provide the highest share of RIS in the Czech Republic, Romania

and Germany. The UK is distinct from the rest of the EU with a far greater share of RIS

provided by employers, pension providers and building societies.
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RIS Investment Route

EU

CZ DE

IT

PL RO

SV UK

Directly with provider

88%

69% 88%

93%

84%

90% 79%

Through a third party

12%

31% 12%

7%

16%

10% 21%

Table 4.4 — RIS investment route

227. As Table 4.4 shows, across the EU almost nine out of every ten RIS purchases is made

directly with the investment provider. Third party intermediaries play the greatest role
in the Czech Republic and the UK.

RsProvder  SgeR P LR pos S
Bank 68% 37% 39% 73% 54% 69%
Insurance Company 4% 29% 44% % 2% 12%
Employer 9% 12% 3% 3% 2% 1%
Building Society 3% 3% 6% 3% 12% 4%
Pension Provider 1% 12% 3% 4% 1% 1%
State 2% 3% 1% 1% 22% 4%
Other 12% 4% 4% 10% 6% 10%
Table 4.5 — RIS provider by product type
RIS Investment Route  °GEEEE DO rance U Bonds
Directly with provider 91% 87% 81% 83% 90% 85%
Through a third party 9% 13% 19% 17% 10% 15%

Table 4.6 — RIS investment route by product type

228. Banks are most dominant in the provision of funds, structured products, and stocks and

shares. Insurance companies are most involved in the provision of life insurance for

investment purposes and personal pensions (Table 4.5). Employers and specialised

pension providers are also important for provision of personal pensions, while state

investment bodies and building societies are significant providers of bonds. Life
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insurance for investment purposes, funds and structured products are the most likely

RIS to be purchased through a third-party intermediary (Table 4.6).

2.2 Consumer Understanding of RIS Products
. Stocks & Personal Life Structured
Deposit Structure Shares Pensions  Insurance Funds Bonds Products
One-off payment 51% 8% 17% 38% 71% 67%
Initial payment with the
option of further 11% 10% 9% 13% 9% 11%
contributions
Can make payments 23% 12% 10% 14% 7% 9%
anytime
Regular monthly
15% 64% 54% 33% 11% 11%
payments
Regular annual 1% 6% 10% 20% 1% 3%
payments
Table 4.7 — Claimed deposit structure by product type
Stocks & Personal Life Structured
Income Structure Shares Pensions  Insurance Funds Bonds Products
Ega’vs a regular income 43% 15% 17% 28% 36% 29%
Will pay a regular 16% 52% 39% 2204 11% 2204
income in the future
Daes not pay a regular 41% 33% 44% 49% 54% 49%

income

Table 4.8 — Claimed income structure by product type

229. RIS purchasers’ understanding of the deposit and payment structure of the product they

had purchased is generally good, although some confusion is evident in Tables 4.7 and

4.8. In particular, some investors stated they had purchased stocks and shares but were

making regular monthly payments, suggesting that they had in fact purchased an
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investment fund. One third of pension purchasers also stated incorrectly that it would

not pay a regular income.

Equities EXposure Stocks & Personal Life Funds Bonds Structured
q P Shares Pensions  Insurance Products
Some or all of the

investment is in stocks 80% 29% 35% 61% 30% 38%
and shares

None of the investment 13% 39% 43% 20% 54% 350

is in stocks and shares

Don’t know 8% 32% 22% 19% 16% 27%

Table 4.9 — Claimed equities exposure by product type

230. A significant proportion of RIS purchasers were unsure about their exposure to stocks

and shares (Table 4.9), or incorrectly understood the nature of their investment. Of

particular concern is the finding that three in ten pension investors do not know whether

their pension is invested in stocks and shares, while an (implausibly high) four in ten

pension purchasers state that none of their pension is held in stocks and shares.

Similarly, 43% of life insurance investors believe that their money is not invested in

stocks and shares, while 30% of bond purchasers believe their money is invested in

stocks and shares. Uncertainty about equity exposure is greatest for personal pensions

and structured products.

Stocks & Personal Life Structured
Rate of Return Shares Pensions  Insurance Funds Bonds Products
Fixed 14% 22% 21% 12% 43% 21%
Variable 73% 43% 41% 69% 37% 26%
Variable but with a 13% 35% 38% 19% 20% 53%
guaranteed minimum

Table 4.10 — Claimed investment return type by product type
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231. Again, some confusion is evident in RIS purchasers’ understanding of the rate of return

on their investment in Table 4.10. One in four investors in stocks and shares believe

they receive a fixed rate of return or a guaranteed minimum rate. One in three personal

pension purchasers also believes they have a guaranteed minimum rate of return. Whilst

the question is somewhat ambiguous (it was not specified whether the rate of return

included capital appreciation), the results are inconsistent with well-informed investors

who have a clear understanding of the RIS product they have purchased.

. . Stocks & Personal Life Structured
Risk to Capital Shares Pensions  Insurance Funds Bonds Products
Could lose some or all 63% 30% 27% 61% 18% 23%
of initial investment
Initial investment 37% 70% 73% 39% 82% 77%

protected

Table 4.11 — Perceived capital risk by product type

232. Consistent with the prior results, RIS purchasers show a considerable lack of

understanding of the risk to the capital they have invested (Table 4.11). More than one

third of investors in stocks and shares believe their initial investment is protected, as do

more than two-thirds of personal pension purchasers. In general, there appears to be a

strong tendency to fail to recognise the risk of losing some, or all, of the initial amount

invested.

Very high 9% 3% 3% 5% 3% 2%
High 20% 6% 7% 15% 6% 7%
Medium 45% 42% 43% 56% 23% 33%
Low 18% 33% 30% 20% 36% 44%
Very low 8% 15% 17% 4% 32% 15%

Table 4.12 — Perceived investment risk by product type

233. Whilst recognising that this measure of perceived riskiness is both subjective and

qualitative, it is striking that a large majority of RIS purchasers rate their investment as
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medium or low risk and potential return (Table 4.12). Stocks, shares and funds are

perceived as riskier than other RIS products, but one quarter of investors believe these

are low or very low risk. Bonds and structured products are correctly perceived to be the

least risky RIS products.

Minimum Term Stocks & Persgnal Life Funds Bonds Structured
Shares Pensions  Insurance Products
Can withdraw any time 63% 19% 24% 59% 36% 26%
At least 1 year 9% 6% 7% 7% 15% 18%
At least 2 years 5% 10% 6% 4% 13% 11%
At least 3-5 years 13% 15% 20% 12% 17% 30%
At least 6-10 years 4% 9% 16% 6% 5% 5%
More than 10 years 1% 8% 10% 3% 3% 3%
ol ;’]'ﬁ’v‘é"s'mﬁw at 4% 25% 16% 7% 10% 8%
Can never withdraw 1% 7% 3% 2% 0% 0%
Table 4.13 — Claimed minimum term by product type
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Maximum Term Stocks & Personal Life Funds Bonds Structured
Shares Pensions  Insurance Products

Can keep money 71% 320 33% 68% 38% 37%

invested indefinitely

Can keep investment 7% 36% 23% 7% 7% 4%

until specific event

1 year or less 3% 2% 1% 2% 10% 3%

1to 2 years 3% 3% 3% 3% 11% 12%

3to 5years 10% 6% 8% 10% 24% 30%

6 to 10 years 3% 6% 10% 4% 8% 10%

More than 10 years 3% 16% 23% 6% 4% 5%

Table 4.14 — Claimed maximum term by product type

234. RIS purchasers’ beliefs about the minimum and maximum period they must hold their

investment before they can withdraw some or all of their money without being

penalized by the investment provider are broadly consistent with the true nature of the

products (Tables 4.13 and 4.14). Bonds and structured products are more likely than

other products to have a fixed or minimum investment period. The details of the true

liquidity of RIS products is likely to be quite variable, with withdrawal penalties or

fixed investment periods common, so it is not possible to draw strong conclusions about

the accuracy of investor understanding.

Taxed on Returns EU | CZ DE IT RO SV UK
Yes 42% | 30% 40% 58% 35% 50% 32%
No 25% | 19% 30% 14% 18% 20% 35%
Depends how long held 33% | 51% 30% 29% 47% 30% 34%
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Table 4.15 — Claimed tax status by country
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TaxedonRetwrns  °gURE LI nirane FUnds Bonas o
Yes 56% 28% 30% 51% 45% 38%
No 18% 26% 28% 18% 32% 25%
Depends how long held 26% 47% 42% 31% 22% 37%

235.

236.
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Table 4.16 — Claimed tax status by product type

Similarly, it is not possible to assess the accuracy of RIS purchasers’ beliefs about
whether or not any investment income or capital gains are subject to taxation, shown in
Tables 4.15 and 4.16. Differences between Member States could be caused by different
taxation policies and tax rates, investor preferences for tax-free investments, or differing
levels of accuracy in understanding tax liabilities. One in four RIS purchases across the
EU is believed to be tax-free, with investors in the UK, Germany and France most likely
to make a tax-free investment. Bonds, life insurance for investment purposes, and

personal pensions are the products most likely to be perceived as free of tax liabilities.

2.3 Triggers for RIS Purchase

There are a multitude of reasons why a consumer might choose to purchase an RIS
product, including changes in life circumstances that impact upon their financial
position or needs. Alternatively, a purchase may be triggered by an external cause, such
as advertising and marketing by RIS providers. In this section we first describe the
frequency with which some of these events occur for typical consumers — both
purchasers and non-purchasers or RIS products — then assess the relative impact that the
occurrence of each event has upon a consumer’s likelihood to purchase an RIS product.
Table 4.17 shows the estimated annual frequency of external trigger events, such as

marketing and advertising.
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External Trigger Events EU Cz DE FR IT PL RO SV UK
See TVadvertforfinancial |, o | o6 39 45 53 60 66 40 48
Investment

See online advert for

oo o acuer 1o 43 | 56 31 41 49 61 63 29 39
See press advert for 41 | 52 33 37 44 51 56 36 41
financial investment

See e-mail advert for 37 | 21 28 42 41 49 46 25 34
financial investment

Read newspaper article 30 | 31 23 25 30 42 52 27 33
about investments

Watch TV programme about | 54 | 3 23 28 24 41 57 25 32
Investments

Conversation about 27 | 32 22 22 28 37 51 24 25
investments with friend

Read online article about 26 | 20 19 22 25 44 53 17 23
Investments

Salesperson phones about 15 | 19 11 15 12 22 27 13 17
Investments

Employee of investment 13| 12 13 13 15 15 25 07 10
provider visits home

Salespersoncomestodoor | o | g7 07 07 10 11 18 04 08

with investments

Table 4.17 — External RIS purchase trigger events by country

237. Whilst these frequencies should be regarded as rough approximations, due to the

difficulty of estimating annual frequencies for rare events, the relative values indicate

the events that European consumers experience more or less often. Encountering

advertisements for RIS products are the most common events, across a variety of media

and all Member States. Less direct triggers, such as newspaper articles and television

programs about financial investments, are also relatively common, being encountered

every three to four months. Direct contact with RIS providers, through sales contacts or

arranged visits, are much less frequent, happening only about once a year. Word-of-

mouth is also relatively common, with conversations about investments happening two

to three times a year. Romanian, Czech, and Polish consumers claim to experience these
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238.

events most often. Swedish and German consumers claim to experience these events

least often.

Table 4.18 shows the estimated percentage of consumers who experience each of the
life events in a typical twelve month period. Again, the absolute numbers should be
treated with caution but the relative frequencies are indicative of which events are more

or less common for the average European consumer.

Personal Trigger Events EU Cz DE FR IT PL RO sV UK

Refurbish or extend home 23% | 34% 29% 21% 15% 33% 37% 22% 13%

Receive a pay rise 21% | 21% 14% 17% 13% 42% 40% 33% 22%

Change job or startfirstjob | 17% | 15% 14% 16% 11% 26% 35% 13% 20%

Receive a bonus from work 17% | 16% 9% 15% 12% 40% 38% 9% 16%

Move house 16% | 11% 15% 19% 13% 17% 20% 16% 14%
Made redundant 11% | 11% 11% 10% 12% 16% 15% 7% 10%
Switch current account 9% 6% 9% 7% 8% 16% 11% 3% 7%

Win or inherit some money 7% 4% 8% 6% 5% 6% 9% 9% 7%

Move into first home 7% 4% 4% 11% 6% 10% 12% 2% 7%
Have a child 6% | 6% 3% 12% 4% 8% 10% 2% 3%
Get married 6% 3% 3% 14% 5% 7% 9% 1% 4%
Get divorced 3% 2% 3% 5% 2% 3% 2% 1% 2%

239.

240.

Table 4.18 — Personal RIS purchase trigger events by country

After home refurbishment, life events that might impact upon income are relatively
common, with events such as pay rises, changes of job, and receiving a bonus occurring
for one in every five or six consumers in a typical year. Landmark life events such as
births and marriage occur much less frequently. Whilst the estimated frequencies of
these events differ across Member States, the ordering of more and less common events

is very similar.

By comparing the frequency with which all these potential trigger events occur for a

typical consumer with the frequency with which the same events occur in the three
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months prior to an RIS purchase being made, it is possible to estimate the impact of
each event upon the likelihood of making an RIS purchase. Events that happen much
more often just prior to consumers deciding to make an RIS purchase are the most likely
to have triggered that purchase. A binary logistic regression model was fitted to event
frequency data for both purchasers and non-purchasers of RIS products, comparing the
last three months against the three months prior to purchase.**® This model was then
used to estimate the percentage change in purchase likelihood when an event occurs
once compared to when it does not happen, holding the frequency of all other events

unchanged.

Employee of investment provider visits home | 5.6%

Conversation about investments with friend | 4.4%
Read newspaper article about investments 2.9%

Salesperson phones about investments 2.8%

See TV advert for financial investment 1.5%

See online advert for financial investment 1.0%
Read online article about investments D 0.8%

See press advert for financial investment -0.1%

i

See e-mail advert for financial investment -1.5%

Watch TV program about investments -2.5%

Salesperson comes to door with investments -3.1%
T T T

1

-5% -4% -3% -2% -1% 0% 1% 2% 3% 4% 5% 6% 7%

% change in RIS purchase likelihood

Figure 4.4 — Impact of external triggers on RIS purchase likelihood (EU average)

139 The binary logistic regression model has a correct classification rate of 86% and a Cox and Snell R? of 0.37.
Examination of the Wald statistic shows that all but 2 of the 23 variables are individually significant at 95%.
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Win or inherit some money | 34.5%
Change job or start first job | 21.7%
Switch current account | | 20.29%
Move house | | 19.0%
Have a child | | 18.5%

U

Get divorced 9.5%

Receive a pay rise 8.5%
Get married 8.4%
Refurbish or extend home 8.1%
Receive a bonus from work

Made redundant 2.3% D

Move into first home -7.2%

-15% -10% -5% 0% 5% 10% 15% 20% 25% 30% 35% 40%

il

% change in RIS purchase likelihood

Figure 4.5 — Impact of personal triggers on RIS purchase likelihood (EU average)

241. Although external trigger events, such as advertising and media stories, occur much
more frequently than life events, they have a much smaller impact upon the likelihood
of making an RIS purchase (see Figures 4.4 and 4.5). The highest impact external event
is a visit by an employee of the consumer’s bank, insurance company or other financial
institution, presumably because this is often at the request of the consumer. Even this is
only associated with a five to six percent increase in RIS purchase likelihood. The most
frequent advertising events have a negligible impact, with effects that are only a few
percentage points in magnitude. In contrast, certain life events have a very large and
significant impact upon the likelihood of RIS purchase. Winning or inheriting money —
perhaps unsurprisingly — is the event most likely to trigger a consumer to make an RIS
purchase, being associated with a 35% increase in purchase likelihood. Other high
impact events include changing job, switching current account provider, moving house,
and having a child or discovering you are going to have a child. The only two events
which significantly suppress RIS purchase likelihood are redundancy and moving into

your first home (probably because this is both costly and tends to occur at a young age).
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242. Although association between events does not prove causality, the highest impact events

are those most likely to be associated with a significant change in income or financial

needs. In order to corroborate these findings, we also asked RIS purchasers directly the

main reason why they decided to make their investment. The results are summarised in

Table 4.19 and Figure 4.6.

Stated Purchase Reason EU| CzZz DE FR IT PL RO SV UK
Way to save for the future 39% | 36% 38% 41% 31% 49% 51% 43% 35%
Effective place to put excess income 18% | 14% 20% 13% 32% 14% 7% 13% 15%
Suggested by financial advisor 9% | 18% 8% 13% 9% 5% 8% 9% 9%
Offered by bank % | 7% 8% 9% 12% 3% 2% 9% 1%
Suggested by friend or relative 6% | 8% 4% 3% 4% 9% 6% 6% 13%
Opportunity for relatively certaingain | 5% | 2% 5% 7% 6% 4% 5% 6% 3%
Offered by employer 5% | 6% 4% 5% 2% 5% 7% 2% 8%
Visited by bank employee 2% | 2% 6% 1% 1% 3% 3% 1% 0%
Salesperson came to door 2% | 2% 1% 0% 0% 3% 1% 0% 10%
Saw an advert 2% | 0% 1% 1% 0% 2% 2% 2% 6%
Other 4% | 5% 5% 8% 3% 3% % 9% 0%
Table 4.19 — Stated RIS purchase reason by country
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Way to save for the future

Effective place to put excess..

Suggested by financial advisor

Offered by bank

Suggested by friend or relative
Opportunity for relatively..

Offered by employer

Visited by bank employee

Salesperson came to door
Saw an advert
Other

UDDDUUHUH

10% 20% 30% 40%
% of RIS Purchasers

o
S

Figure 4.6 — Stated RIS purchase reason (EU average)

243. When asked directly why they initially considered their RIS purchase, a majority of
purchasers give rational reasons such as wanting to save for the future (especially in
Romania and Poland) or to make effective use of excess income (especially in Italy and
Germany). However, one third of RIS purchasers indicate that their purchase was
triggered by a suggestion from a third-party, such as a bank, financial advisor, friend, or
advertisement. This is especially true in the Czech Republic, where financial advisors
trigger nearly one in five RIS purchases, and in the UK, where friends and relatives,
door-to-door salespeople, and financial advisors also trigger many purchases.

2.4 Knowledge and Information Search

244. With literally thousands of possible options for RIS purchasers, once a purchase has
been triggered, it is impossible for a consumer to assess and compare in detail every
available alternative. Thus, we assume that retail investors followed a purchase process
in which they identified and selected the RIS product that they finally purchased. The
purchase process has three main stages: information search, consideration and choice. In
the first stage, the purchaser gathers general information about the types of option
available and the relevant attributes to consider. In the second stage, the consumer uses

simple heuristics (rules-of-thumb) to filter out options, often based on a single attribute
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245.

and without making in-depth assessments of each option, in order to limit the
alternatives down to a small “consideration set”. In the final stage, a more detailed

comparison of the remaining options is made and one of the alternatives is selected.

Clearly this framework will be a more accurate description of the purchase process for
some RIS purchasers than for others. In some cases the entire process may be
compressed into a single decision, for example when the purchase is triggered by the
approach of a salesperson offering a single product, and the consumer must decide
whether or not to accept the offered product. In other cases there may be little or no
search for alternative options, or the search may be “out-sourced” to a third-party
advisor. Later in this report we segment the surveyed RIS purchasers according to the
process followed, and describe the key differences between investors who made their
purchase in different ways. However, we begin by outlining the typical purchase

process followed and — where relevant — the experience of obtaining advice.

Level of Prior Knowledge EU| CzZz DE FR IT PL RO S8V UK
Very well informed 13% ] 16% 19% 11% 13% 4% 17% 9% 13%
Quite well informed 35% | 51% 48% 39% 21% 22% 33% 35% 36%
Somewhat informed 35% | 26% 23% 35% 47% 42% 37% 31% 38%
Poorly informed 12% | 5% 8% 9% 14% 25% 12% 18% 9%
Not at all informed 4% | 2% 2% 6% 6% 7% 1% 7% 4%

246.

November 2010

Table 4.20 — Knowledge prior to RIS purchase by country

Table 4.20 shows that prior to considering their RIS purchase, investors believed they
were reasonably well informed about financial products, with only 16% claiming to be
poorly informed or not at all informed. Purchasers in the Czech Republic and Germany
feel most confident about their prior knowledge, while Polish purchasers were least

confident.
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Sources of Prior Knowledge EU| CzZz DE FR |IT PL RO SV UK
Financial websites 33% | 31% 24% 29% 31% 54% 43% 19% 34%
RIS provider staff or salespeople 32% | 21% 42% 42% 36% 23% 26% 29% 14%
Newspapers or magazines 32% | 26% 32% 21% 38% 34% 30% 33% 34%
Friends and family 29% | 28% 29% 26% 27% 31% 35% 33% 28%
Financial professionals 25% | 32% 22% 26% 27% 15% 31% 13% 30%
Television 19% | 13% 20% 5% 19% 35% 37% 17% 14%
Formal study 9% | 19% 10% 6% 5% 12% 16% 6% 7%
Consumer advice organisations 8% | 5% 10% 7% 10% 5% 13% 3% 7%
Employed in financial industry 4% [ 11% 2% 4% 6% 5% 6% 5% 3%

Table 4.21 — Sources of prior knowledge by country

247. Across the EU, the main sources of prior knowledge concerning financial products are

financial websites (although a web-based survey probably over-estimates the true

figure), staff and salespeople from banks and other financial companies, and

newspapers or magazines (Table 4.21). Neither formal study, such as a course in

Economics, nor consumer advice organisations play a large educational role for

European RIS purchasers. Staff and salespeople play the greatest educational role in

Germany and France, while newspapers and magazines are particularly important in

Italy, Poland, and the UK.
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Sources of Product Research EU| CZz DE FR IT PL RO SV UK
Financial websites 37% | 41% 28% 30% 36% 57% 53% 23% 37%
RIS provider staff or salespeople 33% | 29% 40% 41% 37% 31% 27% 32% 14%
Newspapers or magazines 29% | 22% 26% 23% 36% 30% 26% 26% 33%
Friends and family 27% | 29% 23% 25% 25% 32% 36% 27% 25%
Financial professionals 25% | 36% 20% 20% 31% 16% 33% 16% 31%
Television 16% | 14% 13% 7% 18% 26% 33% 10% 10%
Formal study 8% |15% 8% 5% 7% 12% 14% 4% 4%
Consumer advice organisations % | 7% 9% 7% 7% 5% 11% 1% 5%
Employed in financial industry 4% [11% 3% 4% 8% 2% 5% 3% 2%
Did not search for information % | 7% 5% 11% 6% 2% 3% 12% 10%

Table 4.22 — Sources of RIS product research by country

248. The same sources of information are used for searching for available investment

249.

options, with financial websites, staff and salespeople from banks and other financial
companies, and newspapers or magazines again being the most common (Table 4.22).
Only 7% of RIS purchasers claim to have not searched for any information before
choosing their investment. Compared to the sources of prior financial knowledge,
financial websites and staff and salespeople from banks and other financial companies
are relatively more likely to be consulted. Consumer advice organisations, television
and formal study are more likely to be used for background financial knowledge than
searching for available investment options. Again, staff and salespeople play the
greatest informational role in France and Germany, while newspapers and magazines

play an important role in Italy, the UK and Poland.

RIS purchasers were also asked to rate their agreement with a series of statements
describing any research they may have done when arranging or making their
investment. The following table shows the percentage of purchasers who strongly agree

or agree with each statement, being the top two options on a seven-point response scale.
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Information Search EU| CzZz DE FR IT PL RO SV UK
I sought advice from friends, relatives

or colleagues on which company or 22% | 21% 19% 19% 14% 31% 43% 21% 22%
provider to invest my money with

I sought advice from friends, relatives

or colleagues on the type of productto | 23% | 24% 19% 20% 18% 31% 41% 20% 21%
invest in

| sought advice from salespeople on | oe0. | 5500 3206 2506 24% 24% 40% 19% 15%
the specific product to invest in

I sought advice from a financial

advisor on the specific product to 34% | 40% 38% 40% 33% 31% 48% 25% 16%
invest in

| read qnllne reviews before making 219% | 27% 13% 14% 16% 46% 38% 12% 19%
my choice

| read reviews in papers or magazines | 5n0, | 1704 1706 1206 16% 37% 33% 13% 17%
before making my choice

| visited financial price comparison 0 0 0 0 0 0 0 0 0
websites before making my choice 25% | 27% 25% 12% 18% 39% 42% 15% 30%
!putalotofeffort|ntodeC|d|ngwh|ch 319% | 16% 43% 15% 41% 37% 50% 18% 6%
investment was the best for me

I was in a hurry to set up the

investment, so didn't have time to 12%]1 8% 7% 9% 8% 10% 19% 7% 25%
consider the alternatives

| looked around a lot to find what 3206 | 279% 36% 14% 36% 39% 46% 22% 33%
investments were on offer

I compared investments from more

than one company or investment 0 0 0 0 0 0 0 0 0
h i 34% | 36% 38% 20% 29% 53% 47% 19% 29%
provider

I compared different investment

options available from one company or | 31% | 30% 39% 24% 31% 41% 47% 17% 14%
investment provider

I had no idea which investment was 219% | 16% 20% 22% 19% 20% 27% 16% 24%
best for me
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Information Search EU | CZ DE FR IT PL RO SV UK

I knew a lot about the different types of
investments available

32% | 29% 30% 33% 29% 32% 41% 23% 34%

I read through all the information

available about the investments | 33% | 34% 34% 27% 34% 45% 48% 20% 21%

considered

| found all the different types of
investments very confusing

21% | 16% 27% 20% 15% 24% 20% 26% 17%

I didn't understand all the different
jargon describing the investments

20% | 11% 16% 18% 17% 17% 24% 22% 30%

| found it easy to work out exactly what
type of investment | needed

32% | 26% 30% 28% 36% 33% 43% 19% 32%

| was able to work out which

investment would give me the best 33% | 29% 28% 29% 25% 44% 51% 20% 39%

return

I fully understood the information

available about the investments | 40% | 44% 44% 38% 37% 46% 50% 35% 28%

considered

250.

251.

Table 4.23 — Information search during RIS purchase by country

We see in Table 4.23 that many RIS purchasers do not appear to do a lot of research,
with only three in ten claiming to have put a lot of effort into their decision or to have
looked around a lot to find out what investment options were offered. Only a third of
purchasers stated that they researched investments from more than one provider,
compared more than one product from a single provider, or even read through all the
information available for the investments they were researching. The claimed levels of
information search are highest in Romania and Germany, and relatively low in the UK
and Sweden.

The most used source of advice is a financial advisor, with one in three RIS purchasers
stating that they consulted a financial advisor about the specific product to choose.
Investors in Romania, the Czech Republic, and France are the most likely to consult a

financial advisor. Salespeople and financial comparison websites are also consulted by a
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quarter of purchasers. Romanian, Polish, and Czech purchasers are the most likely to
seek advice from one or more sources. Swedish, British, French, and Italian purchasers
are the least likely to seek advice.

252. Consumers clearly struggle with understanding investments, with only one in three
investors feeling able to identify which type of investment met their needs or which
investment would give the best return. One in five purchasers appear to particularly
struggle, claiming that they were confused by the different types of investment, that
they didn’t understand the jargon used to describe the investments, and that they had no
idea which investment was best for them. Only four in ten RIS purchasers feel that they
fully understood all the information available about the investments they were
researching. Again, these problems were relatively greater for consumers in the UK and
Sweden.

25 Consideration of Alternatives

253. After searching for information, consumers must decide which options to consider and
evaluate in more depth. As in the previous section, Table 4.24 shows the percentage of
purchasers who strongly agree or agree with each statement, being the top two options

on a seven-point response scale.
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Consideration of Alternatives EU | CZz DE FR IT PL RO SVv UK
:n‘ygs{‘rﬁ;rffs”ous'yCO”S'dera”yomer 2206 | 28% 25% 21% 220 17% 21% 23% 20%
Lfg‘;]'cfe“rﬂztci‘r’]c;‘i;r:ﬁtfSma””“mber 22% | 19% 31% 16% 21% 21% 28% 19% 16%
Lfg‘:;?;se'ztclﬁc;‘:fnr::t:‘ large number {00 1505 2706 150 18% 27% 34% 11% 17%
Lgrg'g'a%‘;”s'dered investments fromone |, | o606 2206 23% 20% 15% 28% 20% 13%
| seriously considered investments
from a small number of different 21% | 16% 30% 11% 18% 19% 33% 16% 16%
companies
| seriously considered investments
from a large number of different 20% | 16% 23% 13% 13% 26% 35% 13% 18%
companies
Lg:}'gﬁg:'fﬁ;%dgpg’\ﬁzt&f;tﬁe?é“of 31% | 34% 38% 23% 28% 31% 45% 29% 26%
L;’g'g’r‘;?/?jﬁfﬁigﬂe?f nvestment ! o000 5805 3506 2196 26% 29% 42% 26% 19%
I only considered investments from
companies that | had been 25% | 32% 30% 21% 21% 23% 45% 19% 19%
recommended
:h‘;':'?'ﬁggi)'g:;eig?ﬁ; ggég‘ée“mem 27% | 33% 31% 27% 23% 21% 44% 24% 22%
L;ﬁi’r‘fsa'ong“me looking aroundfor {00 | 1305 2806 1206 14% 37% 37% 13% 17%
Léct’%'j}esd'”'ms of different places for 1 50: 1900 3006 1106 179 34% 47% 10% 19%
I shopped around to find the best deal
(once | chose a specific type of 271% | 32% 39% 19% 18% 22% 45% 15% 26%
product)

Table 4.24 — Consideration of alternatives during RIS purchase by country
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254. A significant minority of RIS purchasers claim to have only considered a single
provider or investment, with only one in five claiming to have seriously considered a
large number of alternatives. Consistent with this, less than a quarter of investors said
that they spent a long time looking for options or that they looked in lots of different
places. Only 27% of purchasers said that they shopped around to find the best deal once
they had chosen a specific type of investment. Romanian and German investors are the
most likely to have shopped around, while Swedish and Italian investors are the least
likely to have shopped around. There is also evidence that many RIS purchasers use
simple heuristics to identify the investment alternatives they will consider in more
depth. Around three in ten purchasers stated that they used a “recognition heuristic”,
only considering providers or products that they were familiar with. Around one in four
purchasers stated that they relied on recommendations to choose which providers and
products to consider. Consistent with much of the Behavioural Economics (BE)
literature, RIS purchasers are employing simple strategies to limit the time and
cognitive demands of searching for and comparing alternatives.

2.6 Product Choice and Purchase

255. After evaluating and comparing the considered alternatives in more depth, the RIS
purchaser must then select their preferred option and purchase the investment.
Purchasers were asked to indicate the main reason they chose their investment, and any

other reasons that influenced their final selection.
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Main Reason for Choice EU | CZ DE FR IT PL RO SVv UK
{Eiiiﬂiﬂ.fgbr?f the safest out of all 35% | 269% 42% 31% 38% 30% 37% 23% 30%
Lti;\;waess;[hr(;tﬂ?gon that offered the 13% | 9% 11% 15% 9% 17% 11% 10% 17%
]!itn";ﬁiigea%"\’fi's%”rrecomme”ded bya 1500|260 9% 120 12% 6% 129% 11% 18%
\Ilsi\glas the option | was most familiar 12% | 10 13% 13% 13% 7% 12% 15% 11%
s ettty | | 1o o e e
;;x}vﬁ; mrﬂggfgfrfﬁg%mende" bya oo | 8% 4% 4% 6% 10% 4% 9% 7%
It was the first option I looked at 4% 1 1% 2% 6% 4% 7% 4% 4% 2%
‘Iatmv;?; ;Qre option recommended by my 3% | 5% 206 2% 1% 3% 4% 3% 5%
;;‘I’gzzgt‘seoﬂp“on recommendedbya | oo | 305 306 196 206 4% 4% 1% 0%
Other 4% | 5% 2% 3% 4% 5% 5% 8% 5%

Table 4.25 — Main reason for choosing RIS product by country

256. RIS purchasers appear to be more concerned with risk than return, with one third of

investors citing this as the main reason for choosing the investment they selected in

Table 4.25. German, Italian, and Romanian investors are the most likely to use risk as

their primary selection criterion. Investors in the Czech Republic and the UK are

particularly likely to cite a recommendation from a financial advisor as their main

reason for choice.
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Reasons for Choice 1° 2" 3" Any
:;[] zggrgsgiigbr?s the safest out of all 3506 15% 13% 620
Lti ;\;Waess ;[rlzt%?;lon that offered the 13% 16% 13% 41%
Ij[ was _the option recommended by a 129 10% 9% 31%
financial advisor

\Ilsi\glas the option | was most familiar 129 16% 9% 379
It was the option recommended by my 0 0 0 0
bank or other financial company 9% 9% 9% 26%
It was the option recommended by a 0 0 0 0
family member of friend 6% 8% 6% 19%
It was the first option I looked at 4% 5% 6% 16%
‘Iatmv;?cs) ;Qre option recommended by my 30 204 30 79
It was the option recommended in a 0 0 0 0
report | read or saw in the media 2% 4% 5% 11%
IS; \Il;?; ;?Seotr)]ptlon recommended by a 204 204 30 79
Other 4% 2% 6% 12%

Table 4.26 — All reasons for choosing RIS product by country

257. Across the top three reasons for choosing an investment, risk and return are again the

most-cited factors (see Table 4.26). Familiarity with the chosen option is the third most-

cited reason, followed by recommendations from financial advisors (31%) and banks or

other financial companies (26%). Only 7% of respondents claim to have been strongly

influenced by the recommendation of a salesperson, but — as we shall see later — they

may not distinguish between sales and advice from the staff of banks and insurance

companies. These findings also rely on the ability of survey respondents to accurately

introspect the motivations for their own behaviour, which prior research indicates is

often poor. Self-reported measures tend to be biased towards more “socially acceptable”
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or rational answers. Nonetheless, risk aversion and familiarity appear to play a key role

in RIS purchasers’ decision-making.

Decision-Making Responsibility EU|CZ DE FR IT PL RO SV UK
mg'ofmgeor??sﬁ:deg:trhee'fe‘(’j” the 42% | 279% 36% 36% 43% 43% 42% 52% 53%
mi‘mme assisted by the inputofan {00 f 3600 o500 1506 18% 25% 15% 17% 14%
(,';’c'f\’lsi;'grbased onwhatIwastoldbyan | .,0. 11500 1006 1506 11% 9% 11% 6% 12%
Entirely based on what | was told by 6% | 5% 5% 10% 7% 206 5% 7% 6%

an advisor

Table 4.27 — Decision-making responsibility for RIS purchase by country

258. Nearly six out of ten RIS purchasers state that their final choice of investment was

influenced by an advisor in some way, with one in six purchasers stating that their

choice was mostly or entirely based on what they had been told by an advisor (Table

4.27). Investors in the Czech Republic, Germany and France are the most likely to be

guided by a financial advisor in their choice. Investors in the UK and Sweden are the

most likely to claim that their choice was based entirely on the information that they had

gathered.
Purchase Channel EU|CzZz DE FR IT PL RO SV UK
Over the phone 4% | 0% 4% 2% 2% 2% 3% 6% 14%
On the internet 18% | 7% 18% 12% 13% 27% 10% 35% 27%
\é\#;t?ean advisor or salesperson at their 5806 | 579% 57% 73% 65% 50% 62% 53% 40%
With an gdvisor or salesperson at your 20% | 379% 22% 13% 20% 21% 26% 7% 19%
home/office
Table 4.28 — RIS purchase channel by country
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259. Across the EU, nearly four out of five RIS purchases are made in a face-to-face setting,

although this varies significantly across Member States (see Table 4.28). In the Czech

Republic 93% of RIS purchases were made face-to-face with a salesperson or advisor,

often in the purchaser’s own home or office. Purchases in Romania, France and Italy

also tend to be made in the presence of an advisor or salesperson. Investors in Sweden

and the UK are the most likely to purchase an RIS product through a remote channel,

with telephone sales being much more common in the UK than in other countries. We

return to the purchasers’ experiences with advisors and salespeople in more detail

shortly, but first we look at the purchase experience and post-purchase satisfaction.

Tied vs. Independent Purchases EU| CZz DE FR IT PL RO SV

UK

A financial professional who could
only offer products from the company | 46% | 48% 38% 56% 56% 42% 56% 35%
or institution that they work for

38%

A financial professional who was able
to offer products from multiple 37% | 41% 49% 34% 32% 33% 30% 33%
companies or institutions

35%

A website or telephone service offering
products from a single company or 8% | 6% 5% 7% 7% 11% 8% 17%
institution

14%

A website or telephone service offering
products from multiple companies or 8% | 5% 8% 3% 5% 14% 6% 15%
institutions

14%

Table 4.29 — Type of RIS provider by country

260. Table 4.29 shows that more than half of RIS purchases are made from a tied advisor or

salesperson, who can only offer products from one provider. German investors are the

least likely to buy from a tied advisor or salesperson, with higher than average use of

independent advisors. Romanian, Italian, and French investors are the most likely to

purchase an RIS product from a tied advisor or salesperson. As above, investors in

Sweden and the UK are the most likely to make their purchase through a remote

channel.

November 2010

165



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

Cooling-Off Period EU| CzZz DE FR IT PL RO SV UK
Not available 23% | 25% 28% 14% 23% 23% 37% 24% 15%
Offered but not required 12% | 10% 11% 12% 10% 15% 15% 6% 16%
Available 41% | 31% 40% 48% 41% 38% 24% 27% 51%
Don’t know 24% | 35% 21% 25% 25% 25% 24% 44% 18%

Table 4.30 — Availability and use of cooling-off period by country

261. European contract law differs across Member States, products, and sales channels, but

purchasers of some RIS products in some countries may be offered a “cooling-off

period” in which to cancel their purchase without penalty and without giving any

reason. For example, the 2002 EC Directive on Distance Marketing of Financial

Services states that consumers should have the right to withdraw from the contract

within 14 calendar days of receiving the contractual terms and conditions, although life

insurance and personal pensions are covered by a different directive which stipulates a

30-day cooling off period, and the right of withdrawal does not apply to financial

services whose price depends on fluctuations in the financial market, such as stocks and

shares, unit trusts, and other funds. Because of the inconsistency of legislation in this

area, it is difficult to conclude whether differences between Member States are caused

by differences in legislation or in how effectively providers disclose the right of

cancellation.

262. Around a quarter of RIS purchasers were unsure whether or not a cooling-off period

was available to them (Table 4.30). In Sweden, 44% of investors were unsure about

their cancellation rights, while only 18% of investors in the UK were unsure. Over half

of RIS purchasers stated that a cooling-off period was available. Cooling-off periods

were most commonly reported by RIS purchasers in the UK (67%) and in France

(60%). Cooling-off periods were least commonly reported by RIS purchasers in Sweden

(33%) and in Romania (39%).
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Perceived Suitability EU|CZ DE FR IT PL RO SV UK
Suitable 73% | 74% 75% T72% T75% 67% 62% 58% 80%
Not suitable 8% | 6% 9% 8% 8% 13% 9% 7% 4%
Don’t know 19% | 19% 16% 20% 17% 21% 29% 34% 16%

Table 4.31 — Perceived suitability of purchased RIS product by country

263. Table 4.31 shows that, typically, RIS purchasers feel that they chose the right

investment, with only 8% feeling that they purchased the wrong product. However, one

in five purchasers is unsure of the suitability of their investment. Investors in the UK are

the most likely to feel they chose a suitable investment, while investors in Poland are
the least likely. Uncertainty about the suitability of RIS purchases is highest in Sweden

and Romania.
Post-Purchase Satisfaction EU|CZ DE FR IT PL RO SV UK
Very satisfied 30% | 23% 35% 29% 25% 22% 28% 31% 41%
Quite satisfied 45% | 55% 42% 47% 43% 49% 52% 44% 40%
No opinion 15% | 15% 12% 15% 24% 13% 7% 19% 14%
Slight regret 6% | 6% 6% 6% 6% 11% 9% 4% 3%
Strong regret 3% | 2% 4% 3% 2% 5% 4% 2% 2%

Table 4.32 — Post-purchase satisfaction by country

264. Ratings of post-purchase satisfaction show a similar pattern in Table 4.32. Three

quarters of RIS purchasers state that they are very satisfied or quite satisfied with their
investment. Satisfaction is highest in the UK, where 81% of RIS purchasers are satisfied

with their choice and only 4% of RIS purchasers are dissatisfied with their choice.

Satisfaction is lowest in Poland, where 71% of RIS purchasers are satisfied with their

choice and 16% of RIS purchasers are dissatisfied with their choice.
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Post-Purchase Knowledge EU| CzZz DE FR |IT PL RO SV UK
ves, | know how well my investmentis | goqe | 605 5996 619 579 56% 53% 50% 63%
currently performing

domtfnow but Leanfind outifIneed | 30 | 3606 34% 35% 39% 39% 40% 45% 31%
I don’t know and I'm not sure how / 6% | 2% 7% 5% 4% 5% 7% 5% 6%

unable to find out

Table 4.33 — Knowledge of post-purchase RIS performance by country

265. Although only six out of ten RIS purchasers know how their investment is performing,

the majority of the remainder state in Table 4.33 that they would know how to find out

if they needed to. Knowledge of current performance is greatest for investors in the UK,

the Czech Republic, and France. The 58% of purchasers who stated that they knew how

well their investment is currently performing were also asked to evaluate that

performance against their expectations.

Performance Evaluation EU| CZ DE FR IT PL RO SV UK
Much better than expected 8% | 4% 9% 6% 9% 3% 10% 13% 10%
Slightly better than expected 13% | 5% 18% 6% 13% 8% 13% 16% 20%
As expected 49% | 61% 49% 46% 54% 42% 49% 44% 50%
Slightly worse than expected 18% | 18% 17% 25% 14% 22% 17% 18% 14%
Much worse than expected 10% | 10% 6% 16% 10% 22% 9% 6% 5%
No opinion 2% | 1% 2% 1% 1% 3% 2% 3% 1%

Table 4.34 — Evaluation of RIS performance by country

266. Amongst RIS purchasers who know the current performance of their investment, the

performance is generally good: seven out of ten purchasers state that the performance

meets or exceeds their prior expectations (see Table 4.34). Performance evaluations are

most positive in the UK, Germany, and Italy. Performance evaluations are least positive

in Poland, where 44% of investments are rated as performing below expectations, and in

France, where 40% of investments are rated as performing below expectations.
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Post-Purchase Understanding EU| CzZz DE FR |IT PL RO SV UK
I understand all aspects 42% | 40% 46% 39% 36% 46% 38% 32% 45%
A few things are unclear 43% | 45% 42% 43% 48% 41% 45% 44% 39%
Mostly unclear 11% | 11% 7% 14% 14% 10% 14% 18% 10%
1 don 't understand how it works 4% | 4% 5% 5% 2% 3% 3% 6% 5%

Table 4.35 — Post-purchase understanding of RIS product by country

267. The majority of RIS purchasers feel that they understand how their investment works,

with 85% stating they understand all or most aspects of the product in Table 4.35. Post-

purchase understanding is high across most Member States, with only Sweden lagging

slightly behind: 24% of Swedish RIS purchasers are mostly or totally unclear about how

their investment works after purchasing it.

3 RIS Advisor Experiences

3.1 Role of Advisor

Advisors Consulted EU|CZ DE FR IT PL RO SV UK
Employee of an investment provider 48% | 34% 50% 58% 53% 48% 45% 46% 30%
Financial advisor 27% | 44% 21% 28% 19% 32% 34% 11% 33%
Insurance broker 11% | 8% 16% 6% 7% 8% 32% 5% 4%
Investment broker 9% | 6% 2% 3% 18% 10% 16% 2% 9%
Doorstep or telephone salesperson 5% |10% 8% 1% 1% 10% 7% 2% 1%
Accountant 4% | 3% 2% 4% 2% 6% 11% 2% 3%
Any other financial professional 6% | 7% 5% 4% 6% 9% 11% 4% 5%
Friends and relatives 25% | 27% 28% 20% 19% 35% 29% 22% 25%
No direct contact 14% | 9% 13% 10% 13% 12% 5% 27% 25%

Table 4.36 — Type(s) of advisor consulted by country
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Employee of an investment provider |

Financial advisor

Insurance broker

Investment broker

Door-to-door or telephone salesperson
Accountant

Any other financial professional

Friends and relatives

0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50%
% of RIS Purchasers

No direct contact

o))

Figure 4.7 — Type(s) of advisor consulted (EU average)

268. The large majority of RIS purchasers consult an advisor at some point in the purchase
process, for information, advice, or to open the investment (see Table 4.36 and Figure
4.7). Only 14% of investors have no direct contact with an advisor at any point,
although this figure rises to 27% in Sweden and 25% in the UK. The most commonly-
consulted individuals are the staff of banks, insurance companies and other investment
providers, with almost half of all RIS purchasers having some contact with them for
advice or information. Employees of investment providers play the largest role in
France and Germany. Financial advisors are also commonly consulted, and are the main
source of advice and information in the Czech Republic and in the UK. Brokers are only
consulted by around one in ten RIS purchasers, but insurance brokers are relatively
important in Romania and Italy, while investment brokers are relatively important in
Italy and Romania. Few RIS purchasers have contact with doorstep or telephone
salespeople, suggesting that RIS providers rely on advertising or other forms of direct
marketing to generate sales. Word-of-mouth and recommendations also play a large role
in the RIS market, with one quarter of all investors consulting friends or relatives for
advice or information. Friends and relatives are most frequently consulted in Poland,

and least frequently consulted in Italy.
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Number of Advisors Consulted EU | CZ DE FR IT PL RO SVv UK
Consulted one or more financial 79% | 87% 79% 85% 80% 79% 90% 62% 65%
professionals

Average number of financial 14113 13 12 13 16 17 12 13

professionals consulted

Table 4.37 — Number of advisors consulted by country

269. We see in Table 4.37 that four fifths of RIS purchasers consult at least one financial

professional for advice, information or to open an investment. Romanian and Czech

investors are the most likely to consult at least one financial professional. Swedish and

British investors are the least likely to consult a financial professional, consistent with

the higher levels of distance selling observed in these two countries. Of those RIS

purchasers who do have contact with financial professionals, this is typically just one or

two types of advisor. Investors in Romania and Poland consult with the widest range of

types of advisor, but this figure is fairly consistent across Member States.

Main Professional Advisor EU| CZ DE FR IT PL RO SV UK
Employee of an investment provider 51% | 34% 55% 61% 55% 45% 36% 73% 38%
Financial advisor 25% | 42% 17% 27% 15% 29% 23% 12% 44%
Insurance broker 9% | 7% 16% 5% 5% 4% 22% 6% 4%
Investment broker 7% [ 3% 2% 2% 16% 7% 9% 2% 10%
Doorstep or telephone salesperson 3% | 8% 6% 1% 1% 7% 3% 2% 0%
Accountant 2% | 1% 2% 1% 2% 3% 3% 1% 1%
Any other financial professional 4% | 5% 3% 3% 4% 4% 5% 3% 4%
Table 4.38 — Main professional advisor consulted by country
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Employee of an investment provider |

Financial advisor

Insurance broker
Investment broker
Doorstep or telephone salesperson

Accountant

UDDUU

Any other financial professional

0% 10% 20% 30% 40% 50% 60%
% of RIS Purchasers

Figure 4.8 — Main professional advisor consulted (EU average)

270. Of those RIS purchasers who did come into contact with one or more financial
professionals, around half of them spent the most time with an employee of a bank,
insurance company, or other investment provider (see Table 4.38 and Figure 4.8).
Another quarter had most contact with a financial advisor. These figures vary widely
between Member States: only 34% of Czech investors have most contact with an
employee of the investment provider, in contrast to 73% of Swedish investors. Again,
we see that financial investors are particularly important in the RIS market in the UK
and the Czech Republic, where advisors represent an important sales channel for RIS
providers. The low prevalence of doorstep or telephone sales suggests that RIS products
are typically proactively bought by consumers, although financial advisors and
investment providers could be using existing relationships to cross-sell RIS products to

their customers.
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. Provider’s Financial
Advisor Involvement Staff Advisor Broker Salesperson Other
The first person to
suggest making an 25% 18% 19% 24% 16%
investment
One of the first people |
went to for information 22% 23% 28% 18% 20%
or advice
Consulted as part of
exploring the available 26% 28% 26% 27% 35%
options
Helped me make my 14% 14% 11% 15% 15%
final decision
Involved in all stages of 13% 17% 15% 16% 14%

opening the investment

Table 4.39 — Advisor’s involvement in RIS purchase

271. This suggestion is supported by the observation that, as we see in Table 4.39, when an

employee of the RIS provider played the largest role in the purchase process, they

initiated the purchase on at least a quarter of occasions, a similar proportion to doorstep

and telephone salespeople. Financial advisors are more involved later in the purchase

process, typically being consulted as part of exploring the available options. In the

majority of cases, the role of the financial professional consulted was to provide

information and advice but not to help make the final choice. Table 4.40 shows that, in

most cases, the financial professional who played the greatest role in the RIS purchase

process also executed the purchase by opening or arranging the investment. Financial

advisors clearly play sales and execution roles, as well as their primary role of providing

information and advice.

Provider’s

Financial

Executed Investment Staff Advisor Broker Salesperson Other

Yes 83% 81% 76% 85% 57%

No 17% 19% 24% 15% 43%
Table 4.40 — Execution of RIS purchase
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3.2 Advice Process

Information and
Advice Provided

Provider’s
Staff

Financial
Advisor

Broker

Salesperson

Other

Gave factual
information about a
single investment

26%

20%

24%

31%

22%

Gave factual
information about a
number of different
investments

54%

56%

54%

44%

47%

Gave information on the
rates and costs of
specific investments

37%

37%

28%

32%

39%

Explained the technical
terms and conditions of
investment(s)

32%

34%

29%

35%

36%

Explained the
differences in benefits
and risks of different
investment types

40%

43%

37%

36%

36%

Suggested the type of
investment that was best
for the average person

19%

22%

18%

18%

26%

Suggested a specific
investment product that
was best for the average
person

12%

11%

17%

16%

12%

Recommended type of
investment best suited to
me considering my
personal situation

31%

43%

29%

26%

27%

Recommended the
specific product |
should invest in given
my personal situation

19%

27%

18%

12%

19%
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272. The principal types of information and advice given by the main financial professional
involved in an RIS purchase are factual information about a number of different types of
investment, and an explanation of the risks and benefits of different types of investment
(see Table 4.41). Where recommendations are made, they tend to be tailored to the
personal situation of the RIS purchaser, and are more likely to be recommendations for
types of investments rather than a specific product. Employees of banks, insurance
companies and other investment providers (who could be trained advisors or
salespeople) provide similar advice and information to that provided by financial
advisors, although they are more likely to give information about just a single

investment, and they are less likely to make a personalized recommendation.

gf)ljggtﬁ;gsom Pro&;ﬁr’s '1%?2;?' Broker Salesperson Other
Asked verbally 68% 64% 58% 63% 55%
Filled out a form 28% 40% 41% 29% 42%
No 12% % 10% 13% 14%

Table 4.42 — How purchaser was asked about investment objectives

273. We see in Table 4.42 that, in most cases, the main financial professional involved in the
RIS purchase process ascertained the purchaser’s objectives for their investment. In
many cases this was only done verbally, with financial advisors and brokers the most

likely to gather the information in a written format.

Asked verbally 59% 62% 55% 68% 56%
Filled out a form 24% 40% 42% 18% 35%
No 22% 9% 12% 17% 15%

Table 4.43 — How purchaser was asked about financial situation

274. The main financial professional involved in the RIS purchase process is less likely to
ascertain the details of the purchaser’s current financial situation, although this still

happens in most cases (Table 4.43). Employees of banks, insurance companies and
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other investment providers are least likely to ascertain this information, while financial
advisors are the most likely to ascertain this information. Again, financial advisors and
brokers are the most likely to gather the information in a written format.

KnowledgeiExperience  Suff | Advsor | BiOKer  Salespeson  Otter
Asked verbally 58% 66% 55% 61% 64%
Filled out a form 20% 28% 33% 22% 27%
No 28% 16% 19% 25% 18%

Table 4.44 — How purchaser was asked about financial knowledge

275. The main financial professional involved in the RIS purchase process is least likely to
ascertain the purchaser’s knowledge and experience of financial products, although this
happens in many cases (Table 4.44). Employees of banks, insurance companies and
other investment providers are least likely to ascertain this information, while financial
advisors are the most likely to ascertain this information. Once more, financial advisors

and brokers are the most likely to gather the information in a written format.

Provider’s Financial

Advice Format Staff Advisor Broker Salesperson Other
Ver_bal information or 71% 62% 60% 76% 61%
advice

Written information or

advice about investment 44% 46% 52% 44% 45%

products

Written report about
personal needs and 14% 29% 15% 14% 19%
circumstances

Table 4.45 —Format in which advice was provided

276. Table 4.45 shows that the information and advice provided by the main financial
professional involved in the RIS purchase process is often in both verbal and written
formats. Employees of banks, insurance companies and other investment providers, and
doorstep and telephone salespeople tend to give more information verbally than brokers

and financial advisors do. Financial advisors are twice as likely as most other financial
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professionals to provide a written report with advice tailored to the RIS purchaser’s

personal needs and circumstances.

Delay in Acting on Provider’s Financial

Advice Received Staff Advisor Broker Salesperson Other
Acted on it immediately 44% 27% 24% 26% 18%
Waited 1 or 2 days 24% 22% 30% 23% 29%
before acting

Waited 1 to 2 weeks 20% 31% 30% 36% 28%
before acting

Waited more than 2 9% 17% 15% 14% 19%
weeks before acting

Chose not to act on this 204 204 1% 0% 6%

particular advice

Table 4.46 — Delay in acting on advice received

277. In general, RIS purchasers tend to act within a few days of receiving information or

advice from the main financial professional involved in the purchase process (see Table

4.46). Purchasers are much more likely to immediately act upon information or advice

received from employees of banks, insurance companies or other investment providers

than information or advice received from other types of financial professional.

3.3 Trust in Advisors

278. Given that so many RIS purchasers consult financial professionals for advice or

information, and given that the majority of those who do tend to act upon the

information received within a few days, it would be surprising if there were high levels

of mistrust in advisors. It is perhaps of more interest to ask whether or not investors are

aware of potential conflicts of interest, such as biases introduced by the commission

payments received by an advisor. In this section we look at the degree of trust RIS

purchasers have in the advice they received, and whether they felt the advisor was

biased in any way.
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Trust in Advice Pros‘f:f?’s '1%?/?;')?' Broker Salesperson Other
Completely 34% 34% 26% 21% 25%
Mostly 52% 53% 54% 60% 55%
Somewhat 12% 11% 18% 14% 16%
Very little 1% 1% 2% 3% 1%
Not at all 1% 1% 0% 2% 3%

Table 4.47 —Degree of trust in advice received

279. As expected, Table 4.47 shows that RIS purchasers who had contact with a financial
professional tend to mostly or completely trust the information or advice received from
the main financial professional involved in the purchase process. Employees of banks,
insurance companies and other investment providers are as trusted as financial advisors,

and both groups are slightly more trusted than doorstep and telephone salespeople, and

brokers.
Perceived Bias Pms\f[ff?r S '1%?/?;')?' Broker Salesperson Other
Gave completely
independent advice or 52% 53% 41% 36% 55%
information
Slightly biased towards
particular companies or 29% 33% 37% 36% 28%
investments
Openly biased towards
particular companies or 14% 9% 15% 14% 10%

investments

Only interested in
promoting particular 5% 5% 6% 15% 7%
companies / investments

Table 4.48 — Perceived bias in advisor

280. In Table 4.48 we see that RIS purchasers who had contact with a financial professional
often perceive some bias in the information or advice received from the main financial

professional involved in the purchase process. Financial advisors are seen as most
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independent and least biased towards particular providers or investments, although 47%
of RIS purchasers still perceived at least a slight bias. Doorstep and telephone
salespeople are seen as the most biased towards particular providers or investments,
with three in ten purchasers perceiving an open or over-riding bias in the information or
advice provided. The fact that more than half of RIS purchasers who had most contact
with an employee of a bank, insurance company or other investment provider perceived
the individual to be completely independent and unbiased suggests some considerable
naivety on the part of these investors, given that employees of an investment provider

can usually only offer investments from their own product range.

281. In Table 4.49 below, we show the percentage of RIS purchasers who strongly agree or

agree with each statement, being the top two options on a seven-point response scale.

Provider’s Financial
Sales Pressure Staff Advisor Broker Salesperson Other
The advisor or
salesperson was happy 67% 68% 56% 56% 66%
to give me time to
consider my decision
The advisor or
salesperson did not 60% 61% 5006 48% 59%

push me to into
anything | did not want

| felt under pressure to
follow the advice of the 4% 6% 7% 6% 6%
advisor or salesperson

The advisor or
salesperson’s technique 3% 5% 9% 8% 7%
was aggressive

The advisor or
salesperson would not 6% 7% 10% 10% 11%
take no for an answer

Table 4.49 — Perceived sales pressure from advisor

282. RIS purchasers who had contact with a financial professional sometimes feel under

pressure to make a purchase from the main financial professional involved in the
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purchase process, although they are more likely to feel hurried than pressured. Doorstep

and telephone salespeople and brokers are the most likely type of financial professional

to be perceived as hurrying the RIS purchaser, or to be perceived as overly-persistent or

aggressive. Nearly one in ten RIS purchasers felt that these individuals would not take

no for an answer or employed aggressive sales techniques.

. . Provider’s Financial
Advisor Commission Staff Advisor Broker Salesperson Other
Paid a fee for providing 0 0 0 0 0
advice or information 3% 6% 5% 3% 6%
Paid a fee _to arrange or 4% 506 8% 8% 506
set-up the investment
Received a commission
or bonus for selling 16% 38% 34% 36% 22%
investment
Will receive a
commission or bonus in 8% 11% 10% 10% 10%
the future if investment
performs well
Did not receive any
nmoot”c‘f%g;svtiézega‘\’/f“'d 32% 19% 23% 12% 32%
received
Don’t know 37% 22% 20% 31% 24%

Table 4.50 — Advisor remuneration

283. There is obvious uncertainty and confusion in RIS purchasers’ knowledge of the way

the main financial professional involved in the purchase process is incentivised (Table

4.50). While a significant proportion of purchasers recognise that financial advisors,

brokers, and doorstep and telephone salespeople earn a commission on sales (and that

the commission is usually not contingent on the future performance of the investment),
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more than four in ten purchasers either do not know about the financial incentives of

their advisor, or believe that the advisor has no financial incentive to encourage

purchase. This uncertainty and confusion is much higher when the main contact is with

an employee of a bank, insurance company or other investment provider. 37% of these

RIS purchasers did not know about the financial incentives of their advisor, and another

32% thought (probably erroneously in many cases) that the advisor had no financial

incentive to encourage them to make a purchase. It is relatively uncommon for any type

of financial professional to receive a direct payment in return for advice or execution of

an RIS purchase.

Incentive Disclosure ngf[?f‘;r’s '1%?/?;')?' Broker Salesperson Other
sawfrecelved written 15% 21% 17% 10% 26%
Told verbally 15% 23% 27% 14% 16%
Did not receive any 43% 35% 37% 52% 31%
information

Don’t remember 27% 21% 20% 23% 27%

Table 4.51 — Disclosure of advisor incentives

284. The frequency with which financial incentives are disclosed to RIS purchasers varies

significantly depending upon the type of financial professional they had the most

contact with as part of the purchase process (see Table 4.51). When incentives are

disclosed, it tends to be verbally rather than in a written format. Incentive disclosure is

most common for financial advisors and brokers. Doorstep and telephone salespeople

are the least likely to disclose incentives, with only one quarter of RIS purchasers

recalling receiving any information about how the salesperson was paid. Similarly, only

three out of every ten RIS purchasers recall receiving information on how the employee

of a bank, insurance company or other investment provider was paid. Levels of recall

are also quite low, with around one in four RIS purchasers unable to remember whether

or not they received this information, suggesting it was not a high priority in their

decision-making process.
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Influenced by Provider’s Financial

Incentives Staff Advisor Broker Salesperson Other
Didn't think about it 36% 28% 28% 36% 29%
No 51% 52% 53% 45% 55%
Slightly 8% 12% 14% 10% 9%
Yes 4% 7% 5% 8% 7%

Table 4.52 — Perceived impact of incentives on advisor

285. Table 4.52 shows that around of half of RIS purchasers state that the way the main
financial professional involved in the purchase process was paid did not influence their
confidence in the information or advice received. Interestingly, RIS purchasers who had
the most contact with a financial advisor or broker were more likely to say they were
influenced by knowledge of incentives than RIS purchasers who had the most contact
with an employee of a bank, insurance company or other investment provider. This
perhaps suggests that the higher levels of disclosure caused investors to pay more

attention to the possible influence of advisor incentives.

Recommend or Use Provider’s Financial

Again Staff Advisor Broker Salesperson Other
Yes 5% 78% 66% 63% 2%
No 9% 7% 15% 16% 8%

Don't know 16% 14% 19% 21% 20%

Table 4.53 — Satisfaction with advisor

286. Despite concerns about bias, sales techniques, and financial incentives, the majority of
RIS purchasers would recommend the main financial professional involved in the
purchase process to a friend or would make another purchase from them (see Table
4.53). Satisfaction is highest for financial advisors and employees of banks, insurance
companies and other investment providers. Satisfaction with doorstep and telephone
salespeople is lowest, with one in six RIS purchasers unwilling to recommend or use
them again. Overall, there is little evidence that RIS purchasers perceive bias in the

financial professionals who sell them investments, although it is an open question
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whether this trust is misplaced due to a naive understanding of advisor incentives and

sales techniques.
4 Common RIS Purchasing Processes
4.1 Characterising Purchase Processes

287. The previous two sections of this report described the typical purchase process for
European RIS purchasers and their typical experience with advisors and salespeople. In
this section we progress from considering a representative RIS purchaser onto exploring
the heterogeneity in the RIS purchasing population. We consider whether there are
similarities between the way individual RIS purchasers made their decision, and
segment RIS purchasers according to the purchasing process they followed. We begin
by returning to the purchase process stages of Information Search and Consideration.
Although survey respondents rated their agreement with 33 different statements
describing their purchase process, many of these responses are highly correlated. Factor
analysis was therefore used to distil the statement responses into seven measures that
describe the Information Search and Consideration process followed by each RIS

purchaser:**° The seven factors are summarised in Table 4.54.

140 Separate factor analyses were conducted on statements related to Information Search and to Consideration,
using maximum likelihood extraction and a non-orthogonal Promax rotation. Parallel analysis and inspection of
eigenvalues were used to select the appropriate number of factors in each case. Factor scores are standardised to
have zero mean and unit variance. The extracted factor solutions explain 50% and 46% of variance respectively.
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Stage Factor

Representative Statement

Information Search Research

“I visited financial price comparison websites before
making my choice”

Informal Advice

“I sought advice from friends, relatives or colleagues
on the type of product to invest in”

Formal Advice

“I sought advice from a financial advisor on the
specific product to invest in”

“I found it easy to work out exactly what type of

Knowledge investment | needed”
. “I was in a hurry to set up the investment, so didn't
Uninformed . . o
have time to consider the alternatives
Consideration Shopped Around “T spent a long time looking around for options”

Recognition Heuristic

“T only considered investments from companies that |
had been recommended”

Table 4.54 — Factor analysis of purchase process descriptions

288. Cluster analysis was then used to segment survey respondents into groups containing

RIS purchasers who made their purchase in a similar fashion to each other.*** This

analysis revealed four types of RIS purchase process, described below. It should be

borne in mind that the RIS purchasers in each group did not all buy their RIS product in

exactly the same way. Rather, their purchase processes were only more similar to other

members of their segment than to the purchase processes of other segments.

Nonetheless, the segmentation serves to illustrate the most important ways in which RIS

purchase process heterogeneity is expressed.

289. The four types of purchase process in the European RIS market are:

Confused Mainstream (CM): This purchase process represents the “middle-of-

the-road” strategy, not being extreme on any measure except Uninformed. A

moderate amount of effort went into searching for information and an average

number of options were considered. Purchasers following this process are

Y Two-step cluster analysis with a log-likelihood distance measure was employed, using the Akaike
Information Criterion (AIC) as the clustering criterion to select the number of clusters.
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relatively more likely to agree with statements like “I had no idea which
investment was best for me” and “I didn’t understand all the jargon describing the

investments”.

Self-Sufficient (SS): This segment is characterised by high scores on Knowledge
and low scores on Uninformed and Informal Advice. These purchasers shopped
around more than average and were willing to consider unfamiliar RIS providers
or products. They also relied on their own knowledge more than recommendations
from friends and family. Purchasers following this process are relatively more
likely to agree with statements like “I knew a lot about the different types of
investments available” and “I fully understood the information available about the

investments I considered”.

Advice Sought (AS): This segment is characterised by a very in-depth purchase
process, with high scores on Research, Informal Advice, Formal Advice and
Shopped Around. These purchasers are also the most likely to only consider RIS
providers and products they were familiar with and had been recommended,
probably because they only score moderately on Knowledge. Purchasers
following this process are relatively more likely to agree with statements like “I
looked around a lot to find what investments were on offer” and “I sought advice

from friends, relatives or colleagues on the type of product to invest in”.

Limited Search (LS): In contrast to Advice Sought purchasers, this segment is
characterised by low involvement and effort, scoring very low on Shopped
Around, Research, and Knowledge. These purchasers are also very unlikely to
obtain advice from either formal or informal sources, although they were willing
to consider unfamiliar RIS providers or products. Purchasers following this
process are relatively more likely to agree with statements like “I did not seriously
consider any other investments” and “I only considered investments from one

company’’.

290. The seven purchase process measures are plotted below in Figure 4.9 for each segment.
The scores are normalized, so a score of zero implies an average level of agreement
with related statements, and a score of +1 implies agreement ratings that are one

standard deviation above average.
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——Confused Mainstream ——Self-Sufficient =——Advice Sought = Limited Search

Figure 4.9 — Characterisation of RIS purchase process segments

4.2 Distribution of Purchase Processes
RIS Purchase Process EU| CZ DE FR IT PL RO SV UK
Confused Mainstream 34% | 37% 27% 34% 31% 27% 26% 33% 61%
Self-Sufficient 22% |1 28% 26% 23% 31% 24% 11% 21% 7%
Advice Sought 27% | 18% 30% 18% 25% 42% 55% 13% 18%
Limited Search 17% | 17% 17% 25% 14% 8% 8% 33% 15%

Table 4.55 — Size of RIS purchase process segments by country
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Confused Mainstream

Self-Sufficient

Advice Sought

Limited Search

0% 5% 10% 15% 20% 25% 30% 35% 40%
% of RIS Purchasers

Figure 4.10 — Size of RIS purchase process segments (EU average)

291. The most commonly-observed RIS purchase process is the Confused Mainstream
process, which is followed by one in three RIS purchasers (see Table 4.55 and Figure
4.10). The next most common is the Advice Sought process, which is followed by 27%
of RIS purchasers. The least common purchase process is that followed by Limited
Search purchasers, who comprise only 17% of all RIS purchasers. A significant
proportion of investors in all Member States follow the CM purchase process, although
the UK has a disproportionately high number of CM purchasers at 61% of all RIS
purchasers. The number of SS purchasers is highest in Italy, the Czech Republic, and
Germany, while only 7% of British investors follow an SS purchase process. More than
half of all Romanian RIS purchasers follow an AS purchase process, which is also
common in Poland and Germany. Although relatively few RIS purchases follow an LS
process across Europe, one in three investors in Sweden and one in four investors in

France follow this process when choosing an RIS product.
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Most Recent RIS Product Purchase 100l o e Sougt Searen
Stocks and shares 28% 33% 22% 22%
Personal pension 21% 15% 31% 21%
Life insurance for investment purposes 18% 22% 22% 23%
Funds 18% 23% 16% 22%
Bonds 10% 4% 6% 6%
Structured products 5% 3% 4% 6%

Table 4.56 — Most recent RIS product purchased by segment

292. Table 4.56 shows that the RIS products bought by purchasers following a Confused

Mainstream process are typical of the average purchaser, with a slightly higher tendency

to purchase bonds or structured products. Purchasers following a Self-Sufficient process

tend to make riskier investments, with a higher-than-average propensity to purchase

funds, stocks and shares, and a lower-than-average propensity to purchase personal

pensions, bonds, and structured products. Conversely, purchasers following an Advice

Sought process have a higher-than-average propensity to purchase a personal pension,

while purchasers following a Limited Search process have a higher-than-average

propensity to purchase structured products, funds, and life insurance for investment

purposes.
RIS Product Holding Veinseam  Suffcient  Sought  Searcn
Stocks and shares 41% 52% 35% 35%
Personal pension 35% 28% 40% 28%
Life insurance for investment purposes 30% 35% 35% 28%
Funds 30% 42% 26% 34%
Bonds 16% 18% 15% 12%
Structured products 10% 11% 9% 8%
Number of RIS product types held 1.6 19 1.6 15
Table 4.57 —RIS products held by segment
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293. Across all RIS products held, consumers following a Self-Sufficient purchase process
tend to hold the widest range of RIS products and consumers following a Limited
Search purchase process hold the fewest types of RIS products (see Table 4.57). Survey
respondents only indicated whether or not they held each type of RIS product, without
giving detail of the number of products held or the amounts invested. Nonetheless, this
figure also indicates that SS purchasers probably hold the highest number of
investments and LS purchasers probably hold the lowest number of investments.

RIS Provider Cc_)nfused Sglf_— Advice Limited
Mainstream Sufficient Sought Search
Bank 55% 67% 53% 58%
Insurance company 18% 17% 23% 14%
Employer 7% 5% 6% 9%
Building society 4% 2% 5% 3%
Pension provider 4% 3% 4% 3%
State 3% 1% 3% 3%
Other 8% 5% 5% 9%

Table 4.58 — RIS product provider by segment

RIS Investment Route Confused Self- Advice Limited
Mainstream Sufficient Sought Search

Directly with provider 83% 89% 88% 85%

Through a third party 17% 11% 12% 15%

Table 4.59 — RIS investment route by segment

294. Self-Sufficient purchasers are relatively more likely to purchase an RIS product from
banks, while Advice Sought purchasers are relatively more likely to purchase from
insurance companies (Table 4.58). These differences are likely caused by the product
preferences described above, with banks more likely to offer funds and insurance
companies more likely to offer personal pensions. Confused Mainstream and Limited

Search purchasers are relatively more likely to purchase from a third party, but the
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majority of purchases are made direct with the provider for all purchase process

segments (Table 4.59).

Level of Prior Knowledge Iv(qum‘used Sglf_- Advice Limited
ainstream Sufficient Sought Search
Very well informed 7% 23% 16% 10%
Quite well informed 30% 45% 43% 20%
Somewhat informed 46% 27% 31% 31%
Poorly informed 13% 4% 8% 26%
Not at all informed 4% 1% 2% 13%
Table 4.60 — Level of prior knowledge by segment
Sources of Prior Knowledge I\/CI: qnfused Sglf:— Advice Limited
ainstream Sufficient Sought Search
Financial websites 28% 45% 37% 15%
RIS provider staff or salespeople 30% 32% 30% 41%
Newspapers or magazines 27% 41% 35% 24%
Friends and family 33% 7% 43% 27%
Financial professionals 23% 24% 32% 18%
Television 14% 16% 29% 16%
Formal study 5% 17% 9% 5%
Consumer advice organisations 7% 10% 10% 5%
Employed in financial industry 2% 10% 3% 4%

Table 4.61 — Sources of prior knowledge by segment

295. Prior to making their most recent RIS purchase, Self-Sufficient purchasers felt the most

well informed about financial products, with more than two-thirds of purchasers

claiming to be very well or quite well informed (Table 4.60). Interestingly, despite their

high propensity to seek advice during the RIS purchase process, a large proportion

(59%) of Advice Sought purchasers also felt well informed about financial products

prior to purchase. Limited Search purchasers felt the least well informed, with only
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296.

three in ten LS purchasers claiming to be very well or quite well informed. The degree
of prior knowledge is consistent with the number and type of sources of prior
knowledge consulted by each purchaser type (Table 4.61).

4.3 Triggers for RIS Purchase

Given the low frequency with which some of the personal trigger events (e.g. births,
marriage, divorce) occur, it is not possible to test to see whether trigger events have
differential impact on RIS purchasers following each type of process. However, the
stated reasons for considering an RIS purchase give some indication of the different

triggers and motivations of purchasers in each process segment.

Stated Purchase Reason anfused Sglf_- Advice Limited
Mainstream Sufficient Sought Search
Way to save for the future 38% 35% 48% 31%
Effective place to put excess income 16% 29% 18% 12%
Suggested by financial advisor 12% 6% 7% 10%
Offered by bank 8% 7% 3% 15%
Suggested by friend or relative 7% 2% 8% 6%
Opportunity for relatively certain gain 3% 9% 6% 3%
Offered by employer 4% 3% 3% 9%
Visited by bank employee 2% 2% 2% 3%
Salesperson came to door 3% 1% 1% 3%
Saw an advert 3% 1% 2% %
Other 4% 5% 3% 8%

Table 4.62 — RIS purchase triggers by segment

297. The most commonly stated reason for purchasing an RIS product — wanting a way to

save for the future — is the same for all purchasing segments, as shown in Table 4.62.
Self-Sufficient purchasers are relatively much more likely to say they wanted an
effective place to put excess income or that they spotted an opportunity for a relatively

certain gain because the market was down. SS purchasers are relatively less likely to say
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298.

that their RIS purchase was triggered by a suggestion from an advisor, a provider, or a
friend or relative. Limited Search purchasers are relatively more likely to say that their
RIS purchase was triggered by an offer from their bank or their employer. LS
purchasers are relatively less likely to give pro-active reasons such as wanting to save

for the future or looking for an effective place to put excess income.
4.4 Information Search

The degree to which RIS purchasers research their options and search for alternatives
was used to define the four purchase process segments, so we already know that this
will vary between the four groups of investors. However, we begin by looking at the
sources of product research employed by purchasers following each purchase process.

Sources of Product Research anfused Sglf_— Advice Limited
Mainstream Sufficient Sought Search
Financial Websites 32% 50% 42% 14%
RIS provider staff or salespeople 33% 35% 33% 33%
Newspapers or magazines 25% 38% 34% 18%
Friends and family 32% 6% 41% 18%
Financial professionals 26% 22% 34% 12%
Television 13% 12% 25% 8%
Formal study 4% 15% 9% 3%
Consumer advice organisations 5% 10% 10% 3%
Employed in financial industry 1% 12% 2% 4%
Did not search for information 7% 2% 1% 24%

299.

Table 4.63 — Sources of RIS product research by segment

There are significant differences in the number and types of information sources used
by purchasers following each process, although Table 4.63 shows that all segments
consult employees of banks, insurance companies and other financial institutions
equally often. Self-Sufficient and Advice Sought purchasers do much more research
than the other two segments. SS purchasers make use of sources such as financial

websites, newspapers and magazines, as well as relying upon formal study or their
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employment experience in the financial services industry. SS purchasers are very

unlikely to consult family or friends for information. AS purchasers also read financial

websites, newspapers and magazines, but also consult friends, family, and financial

professionals. Limited Search purchasers do little research — one in four LS purchasers

claim to do no research at all — beyond consulting employees of banks, insurance

companies and other financial institutions.

Information Search Confused Self- Advice Limited
Mainstream Sufficient Sought Search

I sought advice from friends, relatives

or colleagues on which company or 18% 2% 51% 7%

provider to invest my money with

I sought advice from friends, relatives

or colleagues on the type of product to 20% 2% 52% 7%

invest in

I sought advice from salespeople on the 0 0 0 0

specific product to invest in 19% 20% 46% 15%

| sought adyl_ce froma flnqnual gdwsor 26% 28% 54% 23%

on the specific product to invest in

L I::?iasleonllne reviews before making my 10% 28% 37% 30

| read reviews in papers or magazines 8% 23% 39% 3%

before making my choice

I V|S|t_ed financial price comparison 13% 34% 43% 4%

websites before making my choice

! put a lot of effort into deciding which 11% 49% 56%% 504

investment was the best for me

I was in a hurry to set up the

investment, so didn't have time to 11% 4% 16% 13%

consider the alternatives

! looked around a lot to find what 16% 46% 5704 30

investments were on offer
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Information Search Confused Self- Advice Limited
Mainstream Sufficient Sought Search

| compared investments from more than 15% 50% 60% 30

one company or investment provider

I compared different investment options

available from one company or 11% 50% 57% 4%

investment provider

1I‘ohrar(rj1 eno idea which investment was best 20% 4% 2506 37%

! knew a lot abo_ut the different types of 13% 5806 45% 11%

investments available

I read through all the information

available about the investments | 11% 53% 58% 7%

considered

! found all the different types of 18% 10% 8% 27%

investments very confusing

! didn't unde_rst_and aII_the different 20% 79 2506 27%

jargon describing the investments

| found it easy to work out exactly what 16% 5006 47% 16%

type of investment | needed 0 0 0 0

I was ab_le to work out which investment 16% 46% 5106 14%

would give me the best return

| fully understood the information

available about the investments | 18% 68% 57% 17%

considered

Table 4.64 — Information search by segment

300. As described previously, there is considerable heterogeneity in the degree to which RIS

purchasers search for information and choose which options to consider in more depth

(see Table 4.64 above). Confused Mainstream purchasers put a moderate amount of

effort into searching for information and consider an average number of options. Self-

Satisfied purchasers shop around more than average and rely on their own knowledge
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more than recommendations from friends and family. Advice Sought purchasers have a

very in-depth information search process, seeking out alternative options from many

different providers and different product types. In contrast, Limited Search purchasers’

information search processes exhibit low involvement and effort, being very unlikely to

obtain advice from either formal or informal sources, despite struggling to understand

the product options they are faced with.

45 Consideration of Alternatives

301. As with the Information Search process, the number and range of options that RIS

purchasers seriously consider and compare are used to define the four purchase process

segments, so we already know that these will vary between the four groups of investors.

Here we summarise the strength of agreement with statements related to the

Consideration decision stage.

Consideration of Alternatives Confused Self- Advice Limited
Mainstream Sufficient Sought Search

:ncil/lgstnn?cte r?f[asrlously consider any other 17% 16% 20% 43%

I _serlousl_y considered a small number of 120 30% 37% 8%

different investments

I _serlousl_y considered a large number of 796 33% 41% 204

different investments

(I: (())rr:1 Iga(r:]c))/nsmered investments from one 16% 14% 21% 374

| seriously con5|dergd investments f_rom 129 26% 34% 79

a small number of different companies

I seriously conS|der§3d investments f_rom 6% 8% 38% 30

a large number of different companies

I only cc_)nS|dered qustments from 25% 30% 45% 290

companies | had previously heard of

November 2010 195



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

Consideration of Alternatives Confused Self- Advice Limited
Mainstream Sufficient Sought Search

I only comdered types of investment | 19% 27% 43% 21%

had previously heard of

I only considered investments from

companies that | had been 21% 15% 40% 21%

recommended

I only considered types of investment 0 0 0 0

that I had been recommended 20% 17% 43% 30%

(I);'?ii)?]tsa long time looking around for 8% 31% 42% 0%

:);’%%I;esd in lots of different places for 79 34% 48% 1%

I shopped around to find the best deal 11% 39% 5106 4%

(once | chose a specific type of product)

Table 4.65 — Consideration of alternatives by segment

302. As described previously, Confused Mainstream purchasers are not extreme in any
aspect of their Consideration decision stage, although they are relatively less likely to
employ heuristics such as recognition or recommendation to decide which providers and
product types to seriously consider (see Table 4.65). Self-Sufficient purchasers consider
a relatively high number of providers and product types, and are more likely to employ
a recognition heuristic than to use recommendations when deciding which options to
seriously consider. Advice Sought purchasers consider the largest number of providers
and product types, expending lots of time and effort in the process, using both
recognition and recommendations to decide which options to seriously consider.
Limited Search purchasers often only consider a single option, based on a

recommendation, and put no time or effort into comparing alternatives.
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4.6 Product Choice and Purchase

Main Reason for Choice Confused Self- Advice Limited
Mainstream Sufficient Sought Search
It seemed to me the safest out of all 0 0 0 0
those available 29% 39% 43% 27%
It was the option that offered the highest 11% 17% 14% 8%
return
It was the option recommended by a 0 0 0 0
financial advisor 16% 9% 8% 15%
It_was the option | was most familiar 11% 15% 120 9%
with
It was the option recommended by my 0 0 0 0
bank or other financial company 10% 7% 6% 14%
It was the option regommended by a 70 0% 6% 8%
family member of friend
It was the first option I looked at 4% 3% 3% 5%
It was the option recommended by my 30 1% 1% 504
employer
It was the option recommended in a 0 0 0 0
report I read or saw in the media 3% 2% 2% 0%
It was the option recommended by a 204 1% 204 204
salesperson
Other 4% 5% 2% 6%

Table 4.66 — Main reason for investment choice by segment

303. Table 4.66 shows that minimizing perceived risk is the most common choice reason

given by all types of RIS purchaser, especially Confused Mainstream and Self-

Sufficient purchasers. Maximising return is also relatively more important to CM and

SS purchasers. Recommendation from a financial advisor is relatively more important in

the final choice of Advice Sought and Limited Search purchasers, and LS purchasers are

also relatively more influenced by the recommendation of the employee of a bank,

insurance company or other investment provider. CM purchasers are the most likely

segment to choose the option they were most familiar with.
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Decision-Making Responsibilit Confused Self- Advice Limited
g P y Mainstream Sufficient Sought Search

My ch0|c_e based entirely on the 350 5704 39% 38%

information | had gathered

My choice with a small amount of _ 23% 18% 26% 14%

guidance/reassurance from an advisor

My _ch0|ce assisted by the input of an 21% 15% 2504 13%

advisor

Mos_tly based on what | was told by an 14% 79 79 19%

advisor

Entirely based on what | was told by an 79 3% 30 15%

advisor

Table 4.67 — Decision-making responsibility by segment

304. Confused Mainstream and Advice Sought purchasers typically make their final choice
with guidance and input from an advisor of some description, while Self-Sufficient
purchasers are more likely to make their final choice independently (see Table 4.67). A
significant proportion of Limited Search purchasers make their final decision based
mostly or entirely on what they have been told by an advisor.

Purchase Channel Confused Self- Advice Limited
Mainstream Sufficient Sought Search

Over the phone 5% 3% 3% 6%

On the internet 16% 24% 20% 11%

le[h an advisor or salesperson at their 5706 5806 550 66%

office

With an advisor or salesperson at your 21% 16% 2904 17%

home/office

Table 4.68 — RIS purchase channel by segment

305. All purchase process segments tended to purchase their RIS product in a face-to-face
setting, primarily in the workplace of the advisor or salesperson (Table 4.68). Self-

Sufficient and Advice Sought purchasers are the most likely to use a remote channel,
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especially buying on the internet. Confused Mainstream and AS purchasers are

relatively more likely to make the purchase in their own home or workplace.

Tied vs. Independent Purchases Confused Self- Advice Limited
' P Mainstream Sufficient Sought Search

A financial professional who could only

offer products from the company or 48% 38% 42% 63%

institution that they work for

A financial professional who was able to

offer products from multiple companies 35% 41% 45% 23%

or institutions

A website or telephone service offering

products from a single company or 9% 8% 8% 7%

institution

A website or telephone service offering

products from multiple companies or 7% 14% 5% 7%

institutions

Table 4.69 — Type of provider by segment

306. When purchasing directly from a financial professional, Confused Mainstream and

Limited Search purchasers are more likely to purchase from a tied advisor or

salesperson, while Self-Sufficient and Advice Sought purchasers are more likely to

purchase from an independent advisor or salesperson (see Table 4.69). SS purchasers

are twice as likely as the other segments to purchase remotely from an independent

website or telephone service.

Perceived Suitability N(Ilqnfused Se_zlf_- Advice Limited
ainstream Sufficient Sought Search
Suitable 66% 88% 80% 56%
Not suitable 8% 3% 6% 15%
Don’t know 26% 8% 14% 28%

Table 4.70 — Perceived post-purchase suitability by segment

307. Table 4.70 shows that, after purchase, Self-Sufficient and Advice Sought purchasers are

much more confident that they chose the right investment. Limited Search purchasers

are the most likely to feel that they bought an unsuitable investment.
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Post-Purchase Satisfaction anfused S?”:' Advice Limited
Mainstream Sufficient Sought Search
Very satisfied 25% 37% 37% 23%
Quite satisfied 44% 50% 48% 34%
No opinion 21% 9% 9% 25%
Slight regret 7% 4% 5% 9%
Strong regret 3% 1% 1% 9%

Table 4.71 — Post-purchase satisfaction by segment

308. As a consequence, Self-Sufficient and Advice Sought purchasers are much more
satisfied with the RIS product that they purchased (Table 4.71). Nearly one in five
Limited Search purchasers expressed slight or strong regret about their choice, twice as

many as in the Confused Mainstream purchase segment.

Post-Purchase Understanding Veinseam  Suffcient  Soug  Searon
I understand all aspects 31% 67% 40% 32%
A few things are unclear 48% 31% 51% 38%
Mostly unclear 18% 2% 7% 19%
1 don’t understand how it works 4% 0% 3% 11%

Table 4.72 — Post-purchase product understanding by segment

309. Similar differences occur in the degree to which purchasers understand the investment
they made: almost all Self-Sufficient and Advice Sought purchasers feel they
understand all or most aspects of the RIS product they bought (see Table 4.72). Three in
ten Limited Search purchasers are mostly or completely unclear about how their

investment works.
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4.7 Use of Advisors

Advisors Consulted anfused Sglf_- Advice Limited
Mainstream Sufficient Sought Search
Employee of an investment provider 45% 47% 50% 50%
Financial advisor 23% 26% 38% 13%
Insurance broker 10% 6% 16% 6%
Investment broker 8% 8% 13% 4%
Doorstep or telephone salesperson 2% 2% 9% 4%
Accountant 2% 2% 9% 1%
Any other financial professional 5% 5% 9% 3%
Friends and relatives 28% 9% 39% 16%
No direct contact 12% 24% 6% 18%

Table 4.73 — Type(s) of advisor consulted by segment

310. Most purchasers have some contact with an advisor of some description during their
RIS purchase process, ranging from 94% of Advice Sought purchasers to 76% of Self-
Sufficient purchasers (Table 4.73). Employees of banks, insurance companies and other
investment providers are the most commonly consulted source of information or advice
by RIS purchasers following all types of purchase process. Confused Mainstream
purchasers also frequently consult friends and relatives, and financial advisors. Self-
Sufficient purchasers rarely consult with anyone else except a financial advisor. Advice
Sought purchasers also consult with friends and relatives, financial advisors, and
insurance or investment brokers. Limited Search purchasers are the least likely to
consult with anyone else, but they do occasionally consult friends and relatives or a

financial advisor.
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. Confused Self- Advice Limited
Number of Advisors Consulted Mainstream Sufficient Sought Search
Consul'ged one or more financial 77% 7906 88% 73%
professionals
Average number of financial 19 14 16 11

professionals consulted

Table 4.74 — Number of advisors consulted by segment

311. As expected, Table 4.74 shows that a higher proportion of Advice Sought purchasers

consulted one or more financial professionals during the purchase process than the other

purchase process segments (many of the remaining AS purchasers consulted friends or

relatives). Self-Sufficient and Limited Search purchasers are the least likely to have

consulted a financial professional for information or advice, although nearly three

quarters of them do so. Of those purchasers who consulted at least one financial

professional, Limited Search and Confused Mainstream purchasers had contact with the

lowest number of financial professionals, typically just one.

Main Professional Advisor Confused Self- Advice Limited
Mainstream Sufficient Sought Search
Employee of an investment provider 51% 56% 42% 64%
Financial advisor 23% 27% 27% 15%
Insurance broker 11% 5% 10% 7%
Investment broker 8% 6% 9% 5%
Doorstep or telephone salesperson 2% 1% 5% 5%
Accountant 1% 2% 3% 1%
Any other financial professional 4% 4% 4% 3%

Table 4.75 — Main professional advisor by segment

312. Limited Search purchasers are the most likely to have their main contact with an

employee of a bank, insurance company or other financial institution, and the least

likely to consult a financial advisor for information and advice (see Table 4.75).

Confused Mainstream and Advice Sought purchasers are most likely to have had their

main contact with a broker.
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Advisor Involvement Confused Self- Advice Limited
Mainstream Sufficient Sought Search

The first person to suggest making an 21% 129 19% 33%

investment

_One of th_e first peqple | went to for 26% 19% 28% 16%

information or advice

Con_sulted as part of exploring the 26% 41% 31% 14%

available options

Helped me make my final decision 13% 16% 12% 16%

Involved in all stages of opening the 14% 12% 10% 21%

investment

Table 4.76 — Advisor’s involvement in decision by segment

313. As we see in Table 4.76, Limited Search purchasers are the most likely to have had the
RIS purchase process triggered by a suggestion from a financial professional, while
Self-Sufficient purchasers are the least likely. SS purchasers are most likely to consult a
financial professional for information and advice rather than involving them more

extensively in the decision-making process.

Executed Investment Confused Self- Advice Limited
Mainstream Sufficient Sought Search

Yes 85% 81% 76% 90%

No 15% 19% 24% 10%

Table 4.77 — Execution of investment purchase by segment

314. Table 4.77 shows that while the financial professional who the purchaser had the most
contact with during the purchase process was also the person who executed the
investment in the majority of cases for all purchase process segments, Advice Sought
and Self-Sufficient purchasers are more likely to have obtained advice and information
from an advisor who did not also execute the purchase (i.e. played a pure advice role

rather than a mixed advice and sales role) than the other two purchase process segments.
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Trust in Advice anfused Sglf_- Advice Limited
Mainstream Sufficient Sought Search
Completely 28% 31% 28% 38%
Mostly 52% 55% 60% 43%
Somewhat 17% 13% 11% 15%
Very little 2% 1% 1% 1%
Not at all 0% 0% 0% 4%

Table 4.78 — Trust in advice received by segment

315. Although Limited Search purchasers are the most likely to say they completely trust the
information or advice they received from a financial professional, there are no big
differences in level of trust in advice between the four purchase process segments

(Table 4.78).

Perceived Bias Confused Self- Advice Limited
Mainstream Sufficient Sought Search

_Gave cor_npletely independent advice or 42% 5504 5204 49%

information

Slightly _blased_ towards particular 33% 28% 37% 20%

companies or investments

Openly Iplased_towards particular 18% 13% 8% 20%

companies or investments

Only interested in promoting particular 6% 4% 3% 11%

companies / investments

Table 4.79 — Perceived bias of advisor by segment

316. Table 4.79 shows that Limited Search purchasers are the most likely to perceive that the
financial professional whom they had the most contact with during the purchase process
had an open or over-riding bias towards particular providers or products, perhaps due to
the types of financial professional these purchasers tend to have had the most contact
with. Advice Sought purchasers are the least likely to perceive a bias in the financial

professional who they had the most contact with during the purchase process.
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Influenced by Incentives I\/(I: anused Sglf_— Advice Limited
ainstream Sufficient Sought Search
Didn't think about it 31% 25% 26% 45%
No 55% 59% 50% 48%
Slightly 9% 8% 16% 5%
Yes 5% 7% 9% 1%

Table 4.80 — Perceived impact of advisor incentives by segment

317. Limited Search and Confused Mainstream purchasers are the least likely to have
thought about a possible bias in the advisor or salesperson that they had the most

contact with, while Advice Sought purchasers are the most likely to be concerned about

a possible bias (see Table 4.80).
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4.8 Demographic Profile

Demographics Iv(qum‘used Sglf_- Advice Limited
ainstream Sufficient Sought Search
% Male 62% 2% 59% 60%
Age 48.2 50.2 42.7 50.0
Household income € 59,800 € 68,600 € 80,500 € 113,200
Household Size 2.3 2.7 2.9 2.5
Employed full-time 38% 41% 45% 41%
Employed part-time 10% 4% 9% 8%
Self-employed or company owner 8% 15% 10% 7%
Retired 24% 27% 15% 26%
Unemployed 6% 4% 6% 6%
Student 5% 3% 6% 3%
Homemaker 4% 2% 4% 4%
Unpaid carer 0% 0% 0% 0%
Disabled or incapacitated 2% 3% 2% 3%
Other 2% 1% 1% 2%
Worked in financial services 13% 23% 14% 13%

Table 4.81 — Socio-demographic profile by segment

318. Beyond the large apparent differences in household income — which should be treated

with caution, as respondents were free to enter any numerical figure they wanted and

these also had to be converted into Euros — there is no strong demographic signature for

the purchase process segments (see Table 4.81). Self-Sufficient purchasers are more

likely to be male, to be self-employed or to own their own company, and to have

experience of working in the financial services industry. Advice Sought purchasers are

slightly younger and are the most likely to be employed full-time. Overall, differences

in the RIS purchase process followed do not appear to be closely related to the

demographic background of the purchaser.
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4.9 Financial Position, Attitudes and Literacy

Financial Position anfused Se_lf_- Advice Limited

Mainstream Sufficient Sought Search
Total savings € 35,400 € 92,600 €49,000 € 43,000
% Pension 42% 45% 53% 37%
% Homeowner 64% 71% 61% 59%
# Financial products 5.2 55 4.7 5.0

Table 4.82 — Current financial position by segment

319. Table 4.82 shows that the stated total amount held in savings and investments
(excluding pension savings) is highest for Self-Sufficient purchasers, who also hold the
widest range of financial products, suggesting they may be more experienced from
making previous RIS purchase decisions. Advice Sought purchasers are the most likely

to be contributing to a pension, while Limited Search purchasers are the least likely.

Financial Attitudes Confused Self- Advice Limited
Mainstream Sufficient Sought Search

| believe that you have to take some

risks with your money if you want to get 14% 28% 33% 20%

ahead

I wan_t my savings tol be completgly safe, 37% 41% 60% 48%

even if it means they're less profitable

I am willing to try anything once 11% 22% 28% 11%

I avoid dangerous financial situations 46% 55% 63% 60%

| try to avoid getting into debt at all cost 48% 58% 59% 56%

I would rather go without than get into 5106 60% 61% 5704

debt
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Financial Attitudes Confused Self- Advice Limited
Mainstream Sufficient Sought Search

I don't see taking out cred!t cards or 2306 379 40% 27%

loans to pay for things as irresponsible

;Eeixzv%l:tsrﬁeitttentlon to the conditions of 33% 71% 67% 35%

I like to gather lots of detailed

information about each option before 30% 67% 69% 21%

making a choice

In g_eperal, I always make quick 17% 30% 350 3004

decisions on what to purchase

I am plagued by financial worries 9% 7% 17% 14%

I am in control of my finances 45% 7% 64% 53%

I'd definitely switch savings accounts to 30% 49 49% 299

get a better interest rate 0 0 0 0

I leave my finances as they are unless

there’s a very strong reason for 30% 44% 48% 43%

changing them

Table 4.83 — Financial attitudes by segment

320. RIS purchasers who follow each of the different purchase processes do not show big

differences in their attitudes to risk or debt. Self-Sufficient and Advice Sought

purchasers tend to be more hands-on in managing their money and making purchases,

and are more comfortable with the state of their personal finances (Table 4.83).
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Risk Preferences Confused Self- Advice Limited
Mainstream Sufficient Sought Search

Take s_ubstantlal financial _rlsks 4% 6% 70 204

expecting to earn substantial returns

Take a_bove average financial risks 129 17% 18% 11%

expecting to earn above average returns

Take average financial risks expecting 5306 50% 49% 37%

to earn average returns

Not willing to take any financial risks 32% 26% 26% 49%

Table 4.84 — Risk attitudes by segment

321. Limited Search and Confused Mainstream purchasers are the least comfortable with

taking financial risks, although all purchase process segments are quite risk-averse (see

Table 4.84). Only one in four Self-Sufficient and Advice Sought purchasers are willing

to take above-average or substantial financial risks to get higher returns on their

investments.

Confidence in Long-Term Finances I\/CI: qnfused Se_lf_- Advice Limited
ainstream Sufficient Sought Search
Very confident 11% 20% 16% 14%
Reasonably confident 38% 48% 40% 34%
Not sure 27% 16% 23% 22%
Worry a little 16% 12% 14% 19%
Worry a lot 7% 4% 7% 11%

Table 4.85 — Confidence in long-term finances by segment

322. Table 4.85 shows that Self-Sufficient purchasers are the least worried about the long-

term health of their finances, with 68% being reasonably or very confident. Limited

Search purchasers are the most concerned about the long-term health of their finances,

with three in ten worrying a little or a lot about their financial situation.
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Relative Financial Situation anfused Sglf_— Advice Limited
Mainstream Sufficient Sought Search
A much better situation than most 7% 11% 7% 8%
A slightly better situation than most 35% 38% 32% 36%
The same situation as most people 45% 38% 41% 40%
Slightly worse situation than most 10% 11% 15% 12%
Much worse situation than most 2% 2% 5% 4%

Table 4.86 — Perceived relative financial situation by segment

323. Most RIS purchasers feel they are in a better or similar financial situation to other
people in their country, with no big difference in attitudes between the purchase process
segments (Table 4.86). Advice Sought purchasers are the most likely to consider their

financial situation to be slightly worse or much worse than other people’s.

Education and Financial Literacy MC a?gzgrizdm Su?feicl:fi_ent é‘g&’ ize Limited
ght Search
Age left education 20.2 21.4 21.0 20.6
Economics education: A lot 10% 21% 20% 8%
Economics education: Some 21% 23% 33% 17%
Economics education: Little 29% 28% 27% 23%
Economics education: Hardly at all 20% 15% 13% 24%
Economics education: None 20% 13% 7% 29%
Mathematics education: A lot 24% 28% 29% 22%
Mathematics education: Some 43% 46% 46% 45%
Mathematics education: Little 23% 16% 17% 18%
Mathematics education: Hardly at all 6% 5% 6% 8%
Mathematics education: None 4% 4% 2% 7%
Financial Literacy (0-10) 7.3 8.2 7.1 7.5

Table 4.87 — Education by segment
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324. RIS purchasers following each type of purchase process are educated to a similar level,
although Self-Sufficient and Advice Sought purchasers left full-time education at a
slightly later age on average (Table 4.87). SS and AS purchasers are also much more
likely to state that a lot or some of their education was devoted to economics, and
slightly more likely to state that a lot or some of their education was devoted to
mathematics. Limited Search purchasers are the least likely to be well-educated in
financial and numerate subjects, yet their applied financial literacy is as high as the
other purchase process segments. Their mean score of 7.5 from 10 multiple-choice
questions related to applied financial products and concepts was the second highest,
with SS purchasers being the most financially literate group, scoring 8.2 out of 10.

5 RIS Purchasers and Non-Purchasers
5.1 Demographic Differences

325. By comparing RIS purchasers (P) to non-purchasers (NP), we can begin to explore
whether non-purchasers choose not to invest in RIS products because of their financial
situation and needs, or because they are excluded from the RIS market in some way. We
begin by considering demographic differences between the two groups.

% Male Age Household Income Household size
NP P NP P NP P NP P

(0y4 48% 41% 44.4 42.6 €12,500 € 19,200 2.8 2.8

DE 53% 62% 47.2 47.2 €26,900 €41,800 1.9 2.3

FR 49% 67% 45.3 50.0 €33,400 € 44,600 2.1 2.4

IT 55% 69% 459 49.1 €41,500 €47,500 2.8 3.0

PL 53% 59% 42.5 37.1 €12,300 € 16,000 2.6 3.0

RO 49% 53% 335 36.8 €6,400 €10,300 3.0 3.0

SV 40% 50% 47.3 47.0 €40,600 € 55,500 1.5 2.2

UK 47% 67% 43.6 51.1 €30,900 €39,900 2.6 2.0

EU 51% 63% 44.5 46.8 € 28,400 €37,900 2.4 2.5

Table 4.88 — Socio-demographics of RIS purchasers and non-purchasers
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326. We see in Table 4.88 that there is a clear tendency for RIS purchasers to be male, with

the proportion of males being significantly higher amongst purchasers than amongst
non-purchasers in every country except the Czech Republic. Overall, about 63% of
purchasers are male. There is also a slight tendency for purchasers to be older than non-
purchasers, although this only holds in half of the countries surveyed and the difference
is small with a mean age of 45 years for non-purchasers and 47 years for purchasers.
The household income figures are somewhat unreliable, as respondents were free to
enter any numerical figure they wanted and these also had to be converted into Euros,
but there is a clear tendency for purchasers to have a higher household income, with this
difference being significant in every country surveyed. Overall, the typical non-
purchaser has a household income of €28,400 compared to €37,900 for purchasers.
There is no significant difference in household size between non-purchasers and

purchasers, and no consistent pattern across Member States.

%ﬁ%@ﬁ?&'&iﬁ? (Y Purchaser/ | =yl cz DE FR IT PL RO SV UK
Self-employed or company owner 18110 26 21 13 19 19 14 09
Retired 17105 08 15 10 04 38 10 40
Employed full-time 12114 17 10 12 13 10 12 09
Employed part-time 09108 08 08 10 11 09 08 08
Other 07111 04 06 11 03 08 14 12
Disabled or incapacitated 07103 18 05 - 05 07 08 03
Student 07104 06 04 05 11 03 09 112
Homemaker 0708 05 06 07 08 03 13 08
Unemployed 06 109 04 06 06 08 07 06 05
Unpaid carer 041107 06 00 - - - - 1.0

Table 4.89 — Employment (RIS purchasers vs. non-purchasers)

327. RIS purchasers are much more likely than non-purchasers to be self-employed or to

own their own company, a pattern that is consistent across all countries surveyed except
the UK (Table 4.89). Overall, purchasers are also more likely than non-purchasers to be
retired, although this varies widely by Member State. RIS purchasers are much less
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likely than non-purchasers to be an unpaid carer, unemployed, a homemaker, studying,
disabled or incapacitated through illness. The size of some of these categories is small,
so country-level differences should be treated with caution, but the overall trend is

consistent with the household income differences observed.

Worked in Financial Services EU| CZ DE FR IT PL RO SV UK
Non-purchasers 10%]116% 9% 9% 9% 12% 14% 6% 10%
Purchasers 16% | 27% 10% 19% 14% 17% 26% 7% 16%

Table 4.90 — Financial services work (purchasers and non-purchasers by country)

328. Finally, Table 4.90 shows that RIS purchasers are 60% more likely than non-purchasers

to work in the financial services industry or to have been employed in this industry in
the past. In totality, the demographic differences paint a picture of RIS purchasers who
have higher-than-average incomes, are typically employed or run their own business,
tend to be slightly older and male, and a significant proportion of them have experience

in the financial services industry.

5.2 Financial Differences

Total Savings % Pension % Homeowner # Financial Products

NP P NP P NP P NP P
cz € 2,800 € 6,500 57% 76% 65% 69% 3.7 51
DE €3,300 €56,600 23% 45% 30% 44% 3.0 5.8
FR €5,400 €45,300 26% 23% 50% 67% 3.6 6.3
IT €6,600 €33,900 12% 34% 63% 76% 2.7 5.0
PL € 1,000 €12,800 51% 5% 53% 60% 3.2 3.9
RO € 1,900 € 3,000 68% 82% 48% 71% 2.2 4.4
SV €9,900 €20,500 54% 57% 38% 53% 3.5 5.3
UK €5,400 €46,600 30% 38% 48% 76% 3.3 6.6
EU €4,400 €38,234 31% 45% 48% 64% 3.1 5.6

Table 4.91 — Financial position (purchasers and non-purchasers by country)
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329. The financial position of RIS purchasers and non-purchasers is strikingly different (see

Table 4.91 above). Whilst the estimated total savings and investments (excluding

pension savings) figures are accompanied by the same caveats as the household income

figures, they nonetheless suggest that RIS purchasers have far more financial assets.

Whilst the gap between purchaser and non-purchaser varies between Member States, in

all cases recent RIS purchasers have far more in savings and investments than non-

purchasers. Purchasers are also much more likely to have a pension (except in France),

and to own their own home (with or without a mortgage). Across all financial holdings

(transactional, savings, secured and unsecured credit, and investments), recent RIS

purchasers have significantly more products than non-purchasers. A typical recent

purchaser has 5.6 financial products while a typical non-purchaser has only 3.1 financial

products.

Transactional and

Unsecured credit

savings products Mortgage Insurance

NP P NP P NP P NP P
cz 15 1.6 1.1 1.1 17% 21% 61% 73%
DE 15 1.7 0.7 1.0 10% 15% 44% 70%
FR 1.6 21 11 1.3 19% 22% 47% 67%
IT 1.0 1.3 1.1 1.2 17% 19% 29% 41%
PL 1.3 1.6 1.1 1.1 8% 13% 46% 54%
RO 1.0 13 0.9 1.1 6% 14% 32% 55%
SV 0.7 0.9 1.4 1.6 16% 26% 53% 64%
UK 1.7 24 0.7 1.1 12% 15% 40% 63%
EU 14 1.8 0.9 1.2 13% 17% 41% 61%
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Non-RIS Product Holding Index (%

Purchaser / % Non-Purchaser) EU [Cz DE FR 1T PL RO SV UK
Current Account 11110 10 11 11 10 12 12 11
Credit Card 13109 14 12 11 11 13 11 15
Charge Card 20117 34 15 13 12 08 14 23
Saving Account 16 |14 12 17 21 15 14 13 15
Tax Free Saving Account 22 118 26 15 18 25 16 16 27
Business Current Account 19109 31 12 15 22 25 11 13
Business Credit Card 30109 49 14 38 22 47 11 16
Home Loan or Mortgage Bond 14112 15 12 12 16 22 16 12
Personal Loan 11109 14 09 09 09 13 10 10
Insurance 15112 16 14 14 12 17 12 16

Table 4.93 — Non-RIS product holding (purchasers vs. non-purchasers by country)

330. RIS purchasers hold a greater number of transactional and savings products (e.g. current

accounts, deposit accounts) and unsecured credit products (e.g. credit cards, personal

loans) than non-purchasers, although the amount of outstanding debt was not recorded

(Table 4.92). Purchasers are also more likely than non-purchasers to have a mortgage

and to have at least one insurance product. In particular, RIS purchasers are more than

twice as likely as non-purchasers to have a tax-free savings account, 50% more likely to

hold insurance, and 30% more likely to have a credit card (Table 4.93). Overall, the

level of engagement with other financial services and products appears to be higher for

RIS purchasers than for non-purchasers.
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RIS Product Holding Index (%

Purchaser / % Non-Purchaser) EU[Cz DE FR IT PL RO SV UK
Stocks and shares 74 | 27 113 58 74 77 107 32 41
Personal pensions 41131 45 32 52 30 1:06 17 24
Life insurance for investment purposes | 65 | 34 63 59 62 58 231 29 33
Funds 1291 92 64 44 82 523 179 27 109
Bonds 136 48 119 82 163 160 112 88 205
Structured products 95 |375 - 69 142 - 235 373 122

Table 4.94 — RIS product holding (purchasers vs. non-purchasers by country)

331. As might be expected, Table 4.94 shows that consumers who have purchased an RIS

product within the last five years are also more likely to hold other RIS products,

compared to consumers who have not purchased an RIS product within the last five

years. This is particularly true for the less-commonly purchased RIS products such as

funds, bonds and structured products.

5.3 Financial Attitudes and Literacy Differences

332. Finally for this section of the report, we compare the financial attitudes of recent RIS

purchasers to non-purchasers, including risk preferences and trust in different types of

financial institution. We also compare the education, numeracy and applied financial

literacy of purchasers and non-purchasers. The following table shows the percentage of

survey respondents who strongly agree or agree with each statement, being the top two

options on a seven-point response scale.
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Financial Attitudes NP P

| believe that you have to take some risks with your money if you want to get ahead 18% 23%
I want my savings to be completely safe, even if it means they 're less profitable 54%  46%
I am willing to try anything once 20% 18%
| avoid dangerous financial situations 65% 55%
| try to avoid getting into debt at all cost 58% 55%
I would rather go without than get into debt 60% 57%
I don’t see taking out credit cards or loans to pay for things as irresponsible 30% 31%
| pay close attention to the conditions of an investment 53% 51%

I like to gather lots of detailed information about each option before making a choice 56% 47%

In general, | always make quick decisions on what to purchase 21% 27%
My finances are healthy enough for me not to have to worry 17%  30%
| am plagued by financial worries 25% 11%
I am in control of my finances 53% 58%
1'd definitely switch savings accounts to get a better interest rate 37% 40%
| leave my finances as they are unless there’s a very strong reason for changing them 43% 39%

Table 4.95 — Financial attitudes of RIS purchasers and non-purchasers

333. In Tabl4 4.95 we see that recent RIS purchasers are less risk-averse and less debt averse
than non-purchasers. Purchasers feel much more in control of their finances and less
concerned about their financial position. Interestingly, RIS purchasers are slightly less
concerned with paying close attention to the conditions of investments or with gathering
detailed information before making a choice, indicating that they may have a lower
tendency to procrastinate about financial decisions. Purchasers are also more hands-on

with their finances, being more willing to switch accounts to get a better rate.
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Risk Preferences NP P

Take substantial financial risks expecting to earn substantial returns 3% 5%
Take above average financial risks expecting to earn above average returns 6% 15%
Take average financial risks expecting to earn average returns 28% 49%
Not willing to take any financial risks 63% 32%

Table 4.96 — Risk preferences of RIS purchasers and non-purchasers

334. Although recent RIS purchasers and non-purchasers are both typically risk-averse,
purchasers have a greater appetite for risk than non-purchasers (Table 4.96). Purchasers
are twice as likely to say that they are willing to take substantial or above-average
financial risks with their investments. Non-purchasers are twice as likely to say that they
are not willing to take any financial risks. These large differences suggest that risk

aversion is a potentially significant barrier to RIS purchase for many consumers.

Confidence in Long-Term Finances NP P

Very confident 8% 15%
Reasonably confident 24%  40%
Not sure 25% 23%
Worry a little 22% 15%
Worry a lot 21% 7%

Table 4.97 — Confidence in long-term finances for RIS purchasers and non-purchasers

335. Recent RIS purchasers are much more confident than non-purchasers about their long-
term financial situation, with 55% of purchasers being very confident or reasonably
confident, compared to 32% of non-purchasers (see Table 4.97). In contrast, 43% of
non-purchasers worry a little or worry a lot about their long-term financial situation,
compared to 22% of purchasers. There is no evidence that many consumers choose not

to purchase RIS products because they feel that their financial future is already secure.
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Relative Financial Situation NP P

A much better situation than most 4% 8%
A slightly better situation than most 22% 35%
The same situation as most people 48% 41%
Slightly worse situation than most 18% 12%
Much worse situation than most 8% 3%

Table 4.98 — Perceived relative financial situation for purchasers and non-purchasers

336. When asked to compare their personal financial situation with other people in their

country, recent RIS purchasers feel that they are relatively better off compared to non-

purchasers (Table 4.98). 43% of purchasers feel that they are in a slightly better or much

better situation than most, while only 26% of non-purchasers feel the same.

Bank/

Trust in Financial - Insurance  Pension Financial
Institutions (% Agree) %%'g?ég? Company  Provider Broker Advisor Accountant
;:‘ee';grgfggsgg techniques g0, 35% 2%  31% 28% 13%
My rights as a consumer are

adequately protected in 18% 14% 13% 10% 12% 15%
relation to them

;g;‘f&“ them to give me 40% 36% 33% 36% 42% 37%
;K/Z‘;agg ttr::rsr: the advice 18% 12% 1%  11% 14% 20%
They suggest financial

products that are unsuitable 29% 34% 25% 34% 31% 18%
just to make a sale

They have a lot of knowledge

about finance and | trust 19% 13% 12% 13% 17% 21%

their judgement

Table 4.99 — Trust in financial institutions (all respondents)
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Bank/ . . .
Trust Index (% Purchaser Building Insurance Pens.lon Broker Flnar_10|al Accountant
/ % Non-Purchaser) Soci Company  Provider Advisor

ociety
Their marke_tlng techniques 0.7 0.8 0.7 0.9 0.9 0.6
are aggressive
My rights as a consumer are
adequately protected in 1.2 1.3 1.2 14 1.6 1.1
relation to them
| expect them to give me 11 11 11 1.2 1.2 0.9
advice
I _usually trust the advice 19 19 19 16 16 0.9
given by them
They suggest financial
products that are unsuitable 0.8 0.8 0.8 0.8 0.8 0.7
just to make a sale
They have a lot of knowledge
about finance and | trust 13 1.4 1.3 1.7 1.7 1.0

their judgement

Table 4.100 — Trust in financial institutions (purchasers vs. non-purchasers)

337. The first of the two tables (Table 4.99) above shows the percentage of survey

respondents who strongly agree or agree with each statement, being the top two options

on a seven-point response scale. This strength of agreement is for the average EU

consumer, including recent-purchasers of RIS products and also non-purchasers. The

second of the two tables (Table 4.100) shows the relative strength of agreement by

purchasers in comparison to non-purchasers. From the first table it is clear that overall

levels of trust in financial institutions is low, with consumers having concerns about

aggressive marketing techniques, inadequate legal protection, and unsuitable product

suggestions. Banks and building societies appear to be slightly more trusted than other

institutions. From the second table we can see that recent RIS purchasers are generally

more trusting of financial institutions. In particular, recent RIS purchasers are

significantly more trusting of the information and advice provided by financial advisors

and brokers.
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Education and Financial Literacy Non-Purchasers Purchasers
Age left education 20.1 20.7
Economics education: A lot 11% 15%
Economics education: Some 22% 24%
Economics education: Little 25% 27%
Economics education: Hardly at all 21% 18%
Economics education: None 22% 17%
Mathematics education: A lot 22% 26%
Mathematics education: Some 40% 45%
Mathematics education: Little 23% 19%
Mathematics education: Hardly at all 9% 6%
Mathematics education: None 5% 4%
Financial Literacy (0-10) 6.6 7.5

Table 4.101 — Education of purchasers and non-purchasers

338. Table 4.101 shows that although recent purchasers of RIS products do not appear to be
more educated than non-purchasers, a slightly larger proportion of their education was
devoted to economics and mathematics, suggesting that purchasers tend to be more
numerate and financially literate even before making their purchase (i.e. it is not just the
experience of making an RIS purchase that improves financial literacy). Purchasers also
score higher than non-purchasers in a test of applied financial literacy, with an average
of 7.5 out of 10, compared to 6.6 out of 10 for non-purchasers.*** Thus it appears that
RIS purchasers are more financially literate than non-purchasers, and at least some of

that difference existed prior to the RIS purchase being made.

2 Dye to a mis-translation in one of the questions, Swedish respondents are score out of 9 not 10, and their
scores have been adjusted to be comparable to other Member States.
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Financial Literacy (0-10) EU| CZz DE FR IT PL RO SV UK
Non-purchasers 66 | 76 66 62 66 67 66 65 638
Purchasers 75180 75 71 75 76 69 75 80

Table 4.102 — Applied financial literacy of purchasers and non-purchasers by country

339. Table 4.102 suggests that average levels of applied financial literacy do not vary

significantly between Member States, although recent RIS purchasers are more

financially literate than non-purchasers in every country. The biggest financial literacy

difference between purchasers and non-purchasers is in the UK, while the smallest

difference is in the Czech Republic.

5.4 Consideration by Non-Purchasers
Consideration (Non-Purchasers) EU|Cz DE FR IT PL RO S8V UK
Did not consider making an 0 0 0 0 0 0 0 0 0
investment 52% | 49% 69% 50% 48% 44% 4% 56% 60%
Did not have enough spare money to. | 150, f 5505 1105 2206 1206 15% 6% 10% 17%
make investment worthwhile
Never had the time to arrange it 9% | 4% 4% 7% 12% 14% 27% 8% 7%
Did not see any benefit of doing so 6% | 7% 4% 7% 11% 5% 10% 5% 4%
D1d_n t trust the information given by 506 | 2% 5% 4% 7% 9% 8% 4% 2%
advisors or salespeople
Found it all too confusing 5% | 6% 2% 5% 3% 6% 12% 8% 4%
All the options seem too risky 4% | 4% 3% 3% 5% 4% 8% 3% 4%
Put off by the high fees charged by 26 | 26 1% 2% 0% 4% 250 5% 2%

advisors and salespeople

Table 4.103 — Reasons for not investing (non-purchasers by country)

340. Survey respondents who had not purchased an RIS product in the last five years were

asked whether or not they had considered making an investment in that period, and why

they had chosen not to (see Table 4.103). Two thirds of non-purchasers did not consider
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an investment or did not have sufficient spare money to invest. One in ten non-
purchasers stated that they did not have time to arrange it (perhaps indicating a
procrastination bias), but trust in advice and lack of understanding only account for 5%
of non-purchase reasons each. The only country where barriers such as lack of

understanding or high fees appear to be large is Romania.
6 Summary and Conclusions

Across Europe, RIS purchasing rates vary significantly between Member States, but
there are many consistencies in the way RIS products are purchased in different
countries. Consumers tend to buy stocks, shares, personal pensions, life insurance for
investment purposes, and funds. The main purchase route is direct from the provider,
who is typically a bank or insurance company. Although consumers show reasonable
understanding of the difference between types of RIS product, some confusion is
evident, with some indication that consumers under-estimate the risks associated with
their investment. Investment providers rely on advertising rather than direct sales
approaches to generate sales, although purchase is more likely to be triggered by a
change in life circumstances in many cases. Information search is not that in-depth,
typically involving financial websites, newspapers and magazines, and consulting the
staff of banks, insurance companies and other financial institutions. Often, consumers
do not consider many options in depth or shop around for the best deal, and many
exclude providers and products that they are unfamiliar with. The main factors
determining the final choice of investment are perceived risk and return, and
recommendations from advisors or salespeople. Post-purchase satisfaction is generally
high, although consumers often remain unclear about how some aspects of their

investment work.

Advice and personal interactions are ubiquitous in RIS purchases, with eight out of ten
purchases being made in a face-to-face context and 79% of all purchasers obtaining
information or advice from a financial professional. The most commonly-consulted
financial professionals are employees of banks, insurance companies and other financial
institutions, followed by financial advisors and brokers. These financial professionals
often fulfil a number of roles, from triggering the purchase through to providing
personally-tailored advice, as well as typically executing the purchase and opening the

investment. Trust in advisors is high and purchasers do not feel under pressure from

November 2010 223



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

343.

344.

aggressive selling techniques. However, purchasers are often unaware of the incentives
of their advisor, such as commission payments, and are often unaware of potential

biases in the advice they receive.

There are four main types of purchase process followed. Confused Mainstream
purchasers put a moderate amount of effort went into searching for information and
consider an average number of options, although sometimes struggle to understand
financial information or jargon. Self-Sufficient purchasers shop around more than
average and are willing to consider unfamiliar RIS providers or products. They rely on
their own knowledge much more than on recommendations from friends and family.
Advice Sought purchasers have a very in-depth purchase process, involving lots of
research, advice, and shopping around. They are the most likely to only consider RIS
providers and products they are familiar with and have been recommended. In contrast,
Limited Search purchasers do little or no searching for information and are very
unlikely to obtain advice from either formal or informal sources. For full details of the
major differences in how each group purchases RIS products, and differences in their
backgrounds and personal situations, please refer to Section 4.

Purchasers of RIS products are more likely to be male, older than average, and with a
relatively high household income. They tend to be self-employed or a company owner,
retired, or employed full-time and they are 60% more likely than non-purchasers to have
worked in the financial services industry. RIS purchasers also have more non-RIS
financial products and a much larger amount of money in savings and investments.
They are less averse to risk and more confident in their financial situation, as well as
being more numerate and financially literate. Purchasers are also more trusting in
financial institutions, although levels of trust are low amongst purchasers and non-
purchasers. Banks and building societies are the most trusted financial institutions.
Two-thirds of non-purchasers had not considered a purchase in the last five years or had
not had enough spare income to make it worthwhile. Of the remainder, procrastination,

lack of understanding, and mistrust are all potential barriers to making an RIS purchase.
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PART 1: REVIEW

CHAPTER V

POLICY OPTIONS AND EXPERIMENT PRIORITIES
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Retail Investment Services: Policy Options and Experiment Priorities
1 Introduction: Behavioural Economics and Regulatory Policy

As outlined at the beginning of this report, one key objective of this research study was
not simply to identify behavioural biases that may hinder the decision-making of retail
investors, but to determine the extent to which policy interventions can overcome those
biases and improve the market for consumers through the use of Behavioural
Economics (BE) experiments. In this chapter we first discuss the broad policy issues
pertinent to regulation of the Retail Investment Services (RIS) market, then describe the
current EU regulatory regime as it applies to the sale of RIS. We then lay out a range of
policy options that might enhance or extend the existing regulations, and relate those to
features of the RIS market, particular products, and particular behavioural biases.
Finally, we attempt to prioritise the behavioural biases and corresponding policy options
that this review phase has identified as the key levers in this market, and outline the
programme of behavioural experiments with which we have tested these issues in the
second phase of the project. Thus, BE has played a dual role in this study: firstly, prior
BE findings and theoretical frameworks have been used to identify the key biases in the
RIS market; secondly, BE methodologies have been applied to test the hypothesised
effects and potential remedies through experimental research.

2 Discussion of Policy Issues

There are a variety of key policy dimensions important to the regulation of a well-
functioning retail investment market in the EU. Before turning to the specifics of policy
options currently employed or potentially available in the RIS market, we first briefly

discuss each issue in turn, with reference to relevant findings from our review.
2.1 Savings Rates and Pension Provision

Perhaps the most fundamental challenge in many EU countries is ensuring that savings
rates are sufficient for people to properly provide for their old age. This issue is
particularly acute in the light of a demographic shift with two components. First, life
expectancy in Europe has increased by about ten years in just the last half century.
Second, fertility rates in many European countries are below the replacement rate of two

children per adult - often substantially so - implying that the number of people in work
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will reduce while the ageing population grows. Given this substantial demographic shift
towards an older population across the majority of Member States, coupled with the
increasing cost of social and medical care for the elderly (which may exceed the limits
of state provision in many cases), a major policy priority is likely to be ensuring that the
retail investment market encourages sufficiently high levels of saving. In the UK,
savings rates are especially low but there is a great deal of inter-country variation, with
Germany, for example, having a relatively high rate of savings (see Chapter 111, Section
2.2). Furthermore, the majority of non-purchasers of RIS in our survey lacked the
financial resources to make investments, with behavioural barriers to entry such as trust
or procrastination being secondary factors (see Chapter 1V, Section 5). Therefore we
would suggest that the priority of the current study should be improving the decision-
making of existing and future retail investors, rather than increasing overall
participation in the retail investment market, which should be a matter for national

policy in the light of cultural differences and the level of state retirement provision.
2.2 Availability and Affordability of Good Quality Advice

Relatively few people buy retail investment products without seeking advice, or being
actively sought out by a sales person. Our survey of investment purchase processes
(Chapter 1V) showed that about 80% of such purchases are made in the light of contact
with a financial professional, typically face-to-face. Thus many of the key psychological
factors underlying investment decisions are likely to concern the advice and sales
process. As a result, we propose that understanding the advice process should be the
focus of two out of the three experiments we will conduct in the second phase of this
research. We note too, however, that face-to-face advice is expensive. People are
typically unwilling to pay for such advice, and for low income citizens the costs of such
advice may be simply uneconomically high. A major challenge for the industry and
regulators is to provide the conditions such that it is commercially viable to provide the
required level of financial advice for retail investment products, across a broad
demographic. While having other potential benefits, greater transparency concerning
fees paid to advisors may operate against the widespread take-up of financial advice.
Similarly, improving the quality and independence of advice, while clearly desirable,
may simultaneously make the provision of such advice more expensive. On the other

hand, standardisation of products or more directive regulation of certain products or
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product classes (via, for example, approved “standards”) might reduce the need for
expensive advice. Moreover, the increasing use of alternative channels, such as
telephone or internet, may allow advice and sales to be provided more cheaply and

might broaden the demographic coverage of financial advice in this sector.

Increasing the quality and availability of advice is likely to be particularly important in
the light of the many cognitive barriers that potentially stand in the way of people
making appropriate purchases, including the fact that people often have ill-defined or
unstable preferences, tend to procrastinate, and are easily overloaded by excessive
numbers of choices. Thus, whilst the primary aim of this study will be to improve the
quality of investor decisions, we shall be wary of unintended consequences such as
raising barriers to entry through imposing additional costs for advice (whether real or

perceived) on consumers.
2.3 Limiting Sales Methods and Product Offerings

There is widespread concern that high-pressure sales techniques, perhaps coupled with a
lack of transparency concerning advisor/salesperson incentives, may lead to mis-selling
of consumer financial services. Product lock-ins may potentially act against consumer
interests and so-called “teaser rates” may be used to entice people to invest in a product,
yet providers may anticipate that consumers will not switch products later, when the
product becomes much less competitive (see Chapter Il, Section 2.5). An important
objective for regulators is to establish which practices do indeed operate against the
interests of consumers, and to reduce the likelihood that this will occur. Yet this
regulatory objective must be balanced against the need for the financial services
industry to be able to find effective sales methods and attractive product features. This
will lead to sufficiently high take-up levels of retail investment products, so that
consumers are providing for their financial futures appropriately (see Section 2.1
above). That is, in regulating the quality of sales in this sector, it may be important to
guard against an inadvertent reduction in the quantity of such sales, particularly in
Member States in which savings rates are low. The critical point is that just because a
commercial practice leads consumers to take a decision they would not have otherwise

made, that is not per se evidence that the practice is acting against the consumer’s long-
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term best interest.*® Adopting a behavioural perspective means accepting that
consumers’ preferences cannot always be inferred from observing their choices, even
when the consumer is fully informed. One of the biggest challenges in applying BE to
policy questions is the need to find a robust way to determine what consumers’ long-
term preferences and interests are as a yardstick against which policy options can be

measured.
2.4 Investor Heterogeneity

Any debate about the proper nature of regulation in this sector must take full account of
the fact that there is a variety of purchase processes for retail investment products. Any
regulatory changes may have somewhat different impacts on the different groups of
purchasers identified in Chapter 1V, and mentioned above. For example, it is unlikely
that the provision of additional consumer information, or improved regulation of advice,
will have a substantial direct impact on Limited Search purchasers, who do not seek
information or advice. However, regulatory policy - especially at a European level -
cannot easily be targeted at specific population sub-groups. Thus, we propose
concentrating on aspects of the investment purchase process common to the majority of
investors, such as obtaining and using advice, while noting that the best policy might
combine a number of elements to improve market functioning for as many consumers as

possible.
2.5 Financial Literacy and Financial Capability

How far is it reasonable to expect individuals to make appropriate long-term savings
provision, without some form of advice and assistance, given the substantial
uncertainties involved? For example, people face considerable uncertainties concerning
(among other things) the performance of different kinds of assets; their own future life
circumstances, including marriage, divorce, costs associated with children and other

dependents; unemployment; their future health status and life expectancy; and the

3 Note here that our argument appears to directly contradict Article 6 of the Unfair Commercial Practices
Directive (discussed later), which refers to actions “that cause [the average consumer] to take a transactional
decision that he would not have taken otherwise”. This contradiction could be resolved by assuming that the
intended meaning of the last part of the Article is “...would not have taken otherwise, if fully-informed and able
to reflect adequately on his long-term interests”. Nonetheless, our argument is that observed behaviour -
including behaviour that would have been observed in the absence of an action - may not always be indicative of
a consumer’s long-term preferences or best interests.
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possibility of future changes in government welfare provision. Levels of financial
literacy and financial capability are variable within Member States and across Member
States, and appear to be associated with the purchase of retail investment products
(typically purchasers have higher levels of financial literacy), although the causal
direction of such an association is not clear. But even with high levels of financial
literacy it could be argued that the challenge of determining the amount to invest, and
the appropriate risk profile for that investment, is very substantial. This consideration
seems to favour either fairly directed government policy (e.g. providing default pension
or savings schemes so that individual financial literacy is less relevant) or aiming to
target any financial literacy education engaging with the advice process, enabling
consumers to seek and use financial advice more effectively (rather than attempting to
educate people to become their own expert financial advisor). Nonetheless, programmes
aiming to improve individual financial literacy activity have typically been found to
have relatively short-lived effects (see Chapter Il, Section 3.1). One objective of this
study should be to further explore whether consumers can be empowered to make better
use of information and advice (e.g. to appropriately discount advice when conflicts of
interest are disclosed), and whether that aim can be best achieved by improving
financial literacy or by making consumers aware of potential biases in their decision-

making process.
3 Current EC Policy

The financial services sector is governed by several regulations, at both a European and
national level, which govern almost every aspect of the provision, sale and operation of
RIS. In this section we concentrate primarily on those aspects of regulation that are
directly pertinent to the consumers’ purchase decision process, such as regulations
concerning sales and marketing practices, conflicts of interest, or investment advice. In
order to promote a level playing-field and hence to encourage cross-border competition,
the European Commission (EC) has attempted over recent years to harmonise market
regulations across Member States by issuing policy directives that are then translated
into domestic law by respective national governments. Thus we discuss only the
relevant European regulations here, without reference to any differences between
regulatory regimes at a national level. Furthermore, the regulatory regime is under

constant review, for example with on-going work considering the market for Packaged
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Retail Investment Products (PRIPs) and the work of the Committee of European
Securities Regulators (CESR) concerning the disclosure of investment risk. Here we
limit ourselves to describing the regulations as currently agreed and enacted across the
EU, and which are directly relevant to the purchase of retail investment products and
services by consumers. We also briefly discuss non-regulatory aspects of EC consumer

policy such as consumer education.
3.1 Marketing and Sales Practices

Consistent with previous chapters, we structure our description of the current
regulations around the different stages of the consumer purchase decision process. For
many retail investors, the first contact they have with RIS providers is in the form of
advertising or marketing activities by those providers or by third-party intermediaries
who sell on investment products. Such activities are primarily regulated by the Unfair
Commercial Practices (UCP) Directive (2005/29/EC), which concerns business-to-
consumer commercial practices in the internal European market. This Directive
differentiates between “misleading” commercial practices (both actions and omissions),
which “by deceiving the consumer prevent him from making an informed and thus
efficient choice”, and “aggressive” commercial practices, which “significantly impair
the consumer’s freedom of choice [...] using harassment, coercion, [...] physical force
and undue influence”. The Directive takes as a benchmark the “average consumer”, who

is described as “reasonably well-informed and reasonably observable and circumspect”.

There are two aspects of the UCP Directive which warrant particular consideration in
the context of a behavioural analysis of retail investment choices. Firstly, the regulations
concerning “misleading” commercial practices are clearly motivated by a belief that
many misleading practices arise from deliberate misrepresentation or omission of
pertinent information, and that the most appropriate remedy is to mandate full and frank
information disclosure. For example, an omission is defined as misleading if “it omits
material information that the average consumer needs, according to the context, to take
an informed transactional decision”. Given the discussion in Chapter Il about
consumers’ limited attention, cognitive capabilities and financial literacy, as well as the
complexity of the products and pricing in the RIS market, it could be argued that full
disclosure of all pertinent information is likely to lead to choice and information
overload rather than to improve the quality of investor decisions. The UCP Directive
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does, however, recognise that the average consumer is cognitively limited, by defining
an action as misleading if it “deceives or is likely to deceive the average consumer, even

if the information is factually correct”.

The second interesting aspect of the UCP Directive is the use of a “blacklist” of specific
practices which are explicitly banned in all circumstances. None of the practices listed
are likely to apply to the RIS market to a greater extent than other markets, but the
approach is consistent with a behavioural perspective on marketing regulation. As soon
as one deviates from the idea that fully-informed consumers are always capable of
making fully rational decisions in their own best interests, then it quickly becomes
difficult to define blanket definitions of what commercial practices might or might not
be misleading or unfair. Rather, specific practices in the context of specific product
markets must be tested - perhaps through the use of behavioural experiments - to
determine if, how, and which behavioural biases materially impact upon consumer
choices. Whilst such a blacklist is unlikely to ever be exhaustive (and firms can
potentially innovate new practices which exploit the same biases), the UCP Directive
does provide a model for a more micro-level role for behavioural evidence to shape

regulatory policy.

Sales and marketing practices in the RIS market are also mentioned in a number of
other Directives, related to specific product markets. For example, in Article 19 of the
Directive on Markets in Financial Instruments (MiFID; 2004/39/EC), it is specified that
“All information, including marketing communications, [...] shall be fair, clear and not
misleading”. However, the test of what constitutes fairness and clarity are not specified,
nor are specific examples given or specific practices blacklisted. Similarly, Article 14 of
the Directive related to Undertakings for Collective Investment in Transferable
Securities (UCITS; 2009/65/EC) states that the management company must ensure that
it “acts honestly and fairly in conducting its business activities in the best interests of
the UCITS it manages and the integrity of the market”, and furthermore that it “acts
with due skill, care and diligence”. The appropriate criteria for meeting these
requirements will be defined in a subsequent set of implementing measures in 2010.
Finally, Article 10 of the Directive concerning Distance Marketing of Consumer
Financial Services (2002/65/EC) expressly prohibits the wuse of “unsolicited

communications” such as automated calling systems and fax machines, unless the
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consumer’s prior consent has been obtained. The Distance Marketing Directive also
forbids “unsolicited services” not previously requested by the consumer, with the
absence of a reply not constituting consent (although tacit renewal of distance contracts

may be permitted in some circumstances).
3.2 Advice

As discussed repeatedly throughout this report, advice is ubiquitous in the purchase of
retail investment products. The most relevant legislation is found in the aforementioned
MiFID (2004/39/EC) and also in the Directive on Insurance Mediation (2002/92/EC) in
the case of life insurance for investment purposes. MiFID defines investment advice as
“the provision of personal recommendations to a client, either upon its request or at the
initiative of the investment firm, in respect of one or more transactions relating to
financial instruments”, which differentiates advice from information provision in its
emphasis on the personal nature of a recommendation. This is a somewhat fuzzy
distinction: the difference between “Product X is good”, “Product X is good for
investors like you”, and “Based upon your personal needs and circumstances, Product X
is good for you” is subtle and likely to be lost on consumers. Nonetheless, provision of
investment advice (as opposed to merely providing product information even if that is
construed as advice by consumers) imposes an additional requirement to “obtain the
necessary information regarding the client's or potential client's knowledge and
experience in the investment field relevant to the specific type of product or service, his
financial situation and his investment objectives so as to enable the firm to recommend
to the client or potential client the investment services and financial instruments that are
suitable for him”. More generally, Article 19 also compels investment firms to “act
honestly, fairly and professionally in accordance with the best interests of its clients”,

which would appear to prohibit the recommendation of unsuitable products.

Similarly, Article 12 of the Insurance Mediation Directive states that insurance
intermediaries must disclose to the customer if he is tied to insurance mediation
business exclusively with one or more insurance undertakings and if not, whether or not
he gives advice on the basis of a “fair analysis”. This obligates him “to give that advice
on the basis of an analysis of a sufficiently large number of insurance contracts
available on the market, to enable him to make a recommendation, in accordance with

professional criteria, regarding which insurance contract would be adequate to meet the
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customer's needs”. In addition, the intermediary must specify “in particular on the basis
of information provided by the customer, the demands and the needs of that customer as
well as the underlying reasons for any advice given to the customer”. Thus, both
Directives put clear obligations on the behalf of advisors to collect the necessary
information required to assess an investor’s needs, and to give advice in the investor’s
best interest. However, the scope of what is defined as “advice” in existing regulations
(personal recommendations, usually from an un-tied intermediary) may not cover many

circumstances in which consumers may feel they are being advised.
3.3 Pre-Contractual Disclosure

A common feature of all the EU Directives applicable to the sale of retail investment
products is mandatory disclosure of certain information to potential investors, prior to
commencement of a contract. MiFID states that “appropriate information shall be
provided in a comprehensible form” concerning the firm and its services, financial
instruments and investment strategies, guidance and warnings about associated risks,
execution venues, and any costs and charges. This disclosure to potential clients - which
can (but does not currently have to be) in a standardised form - is mandated “so that
they are reasonably able to understand the nature and risks of the investment service and
of the specific type of financial instrument that is being offered and, consequently, to
take investment decisions on an informed basis”. Similarly, Article 12 of the Insurance
Mediation Directive mandates a number of pieces of information which must be
disclosed prior to the conclusion of any insurance contract, and Article 13 states that
this information must be communicated “in a clear and accurate manner,
comprehensible to the customer”. Article 4 of the Directive concerning Distance Selling
of Consumer Financial Services states simply that “Where there are provisions in the
Community legislation governing financial services which contain prior information
requirements additional to those listed in Article 3(1), these requirements shall continue
to apply”, thus ensuring that information disclosure requirements are the same for

distance selling as they are for all other types of selling.

Since 2001, pre-contractual disclosure for UCITS was primarily achieved through the

use of a document known as a Simplified Prospectus. However, subsequent consultation
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suggested that the Simplified Prospectus is “too long, too complex and does not allow
for useful comparisons™.* Hence, Articles 78 to 82 of the revised 2009 Directive stated
that the Simplified Prospectus should be replaced with “Key Investor Information”

(KII). This document, provided free of charge and in good time, should

contain only the essential elements for making such decisions. The
nature of the information to be found in the key investor information
should be fully harmonised so as to ensure adequate investor protection
and comparability. Key investor information should be presented in a
short format. A single document of limited length presenting the
information in a specified sequence is the most appropriate manner in
which to achieve the clarity and simplicity of presentation that is
required by retail investors, and should allow for useful comparisons,
notably of costs and risk profile, relevant to the investment decision.

The KII must include information on past performance and/or performance scenarios,
which is not mandated under MiFID. The Commission is due to adopt implementing
measures that will define the “detailed and exhaustive content” of the KII, as well as the
format and presentation of the document. These measures will be guided by on-going
consumer testing of potential KII designs, conducted by the Commission and the CESR.
This policy approach can be characterised as “white-listing”, in contrast to the black-

listing approach of the UCP Directive described in Section 3.1 above.

These existing EU regulations on pre-contractual disclosure are clearly intended to
reduce or remove information asymmetries, either between investors and investment
firms, or between investors and investment intermediaries. The focus on information
disclosure in much of the legislation implies that policy makers believe that consumers
will make better choices if they have more information. Indeed, the EU Consumer
Policy strategy states that consumer policy should ensure that “markets are fair and
transparent, so that consumers can exercise informed choice”, and that consumer policy
“can equip consumers to make rational choices and take on responsibility to promote
their own interests”.**> Whilst a behavioural perspective does not explicitly challenge
that view, it does emphasise the need to consider not just whether information is

disclosed but how it is disclosed, in what format, and in what context. Moreover, it

144 European Commission 2008. MEMO/08/510. Brussels

145 European Commission 2007. EU Consumer Policy Strategy 2007-2013, p10. Luxembourg: Office for Official
Publications of the European Communities.
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raises the questions of whether too much information is as harmful as too little, whether
consumers always possess the cognitive capabilities to make rational choices in
complex product markets, and whether consumers can be educated sufficiently to enable
them to make rational decisions independently in all circumstances. The proposed
approach to implementing the KII document in response to revisions to the UCITS

Directive is a clear attempt to begin to answer those questions through consumer testing.
3.4 Conflicts of Interest

The final element of pre-sales regulatory policy in the retail investment market is related
to conflicts of interest. Article 18 of MIFID requires investment firms “to identify
conflicts of interest between themselves [...] and their clients or between one client and
another that arise in the course of providing any investment and ancillary services.”
Where conflicts of interest are identified, Article 13 states that investment firms must
“maintain and operate effective organisational and administrative arrangements with a
view to taking all reasonable steps designed to prevent conflicts of interest [...] from
adversely affecting the interests of its clients”. Where these arrangements are
insufficient to ensure that the risks of damage to client interests have been prevented,
Article 18 mandates the investment firm to “clearly disclose the general nature and/or
sources of conflicts of interest to the client before undertaking business on its behalf”.
In a similar fashion, Article 12 of the UCITS Directive states that management
companies should be “structured and organised in such a way as to minimise the risk of
UCITS’ or clients’ interests being prejudiced by conflicts of interest between the
company and its clients”. Implementing measures will be adopted this year that “define
the steps that management companies might reasonably be expected to take to identify,
prevent, manage or disclose conflicts of interest”. Again, disclosure is used as a second-
best remedy for dealing with conflicts of interest that cannot be easily overcome by

“reasonable steps” on behalf of the investment firm.

As discussed above in relation to advice and pre-contractual disclosure, such regulations
deal with the information asymmetry between investment provider and client but place
the burden of dealing with the conflict of interest upon the consumer. Such an approach
is only effective if consumers are capable of integrating information about the conflict
of interest into their decision process, and capable of adapting their choices in an
appropriate and rational manner. As noted in Section 5 of Chapter II, the limited
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evidence in this area indicates that in fact consumers often display “naive trust” and fail
to respond adequately to conflicts of interest, even when those conflicts are fully
disclosed.

35 Cooling-Off Periods

The Distance Selling of Consumer Financial Services Directive specifies that consumers
should have the right to withdraw from a contract for a financial service up to 14 days
after the contract commences or the contractual details are received, whichever is later
(30 days for life insurance and pension products). However, the Directive also states
that this right of withdrawal does not apply to “financial services whose price depends
on fluctuations in the financial market outside the supplier’s control, which may occur
during the withdrawal period”, which excludes many RIS products such as money
market instruments or UCITS. There is currently no equivalent right of withdrawal for

consumer financial services that are not sold via distance selling.
3.6 Consumer Education

In addition to the regulatory policy described above, through which the activities of
firms in the RIS market are regulated, the EC contributes to national, regional and local
efforts to inform and educate consumers. The primary mechanism for achieving this
currently is the European Consumer Centres Network (ECC-Net), which conducts
information campaigns and establishes consumer advice centres in each Member State.
These campaigns predominantly aim to raise awareness of consumer rights and the role
of consumer non-governmental organisations (NGOSs), not to educate consumers about

specific markets and products, e.g. in order to promote financial literacy.
4 Policy Options
4.1 Classifying Policy Options

Whilst consumer policy instruments could take an almost infinite variety of forms - and
their success is often critically dependent upon the detail of how they are implemented -
we classify these policy options into four broad categories. Firstly, product design and
pricing could be regulated, by either mandating or forbidding certain attributes or
through the use of guideline standards. Secondly, sales and marketing practices might

be regulated, again by either forbidding, mandating, or encouraging certain practices
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and activities. Thirdly, information disclosure could be mandated or standardised to
ensure comparability, for example in product features or advisor commissions. Finally,
education and literacy campaigns could be used to equip consumers to make better
decisions, or to be aware of biases in their own choices or in advice given by financial
advisors. We discuss each category of policy options in more detail below, before going
on to discuss which particular options appear to be most likely to have a positive impact
in the RIS market, based upon the findings of our review. Note that we exclude here
regulatory policy that is not directly related to consumer decision-making, such as
capital requirements and operating restrictions for investment providers or rules on
insider trading and third-party auditing, that contribute to financial stability and might
enhance trust or make distributional outcomes more equitable but do not impact

immediately upon consumers’ ability to make appropriate choices.
4.2 Products and Pricing

Retail investment products can have a wide variety of different features and attributes,
related to the term of the product, rates and returns, various types of risk, liquidity and
accessibility of funds, fees and charges, etc. Here we consider the regulatory options
concerning those product features, rather than the way those features might be described
and communicated to consumers, which we consider in the next section. In theory, a
regulator could choose to forbid (“black-list”) certain product features, for example
banning charges that are not directly related to the cost of operating an investment fund.
Alternatively, a regulator might impose minimum or maximum levels of features, for
example setting a minimum rate of return that risk-free investments must offer. Yet
another alternative would be to mandate certain features that must be included, for
example the option to close an investment and receive any funds back within 30 days.
Finally, a regulator could try to enforce simplicity and standardisation in product design
by “white-listing” a set of features and attributes that investment products can include,
for example a standardised list of acceptable types of fees and charges, from which
product providers could pick and choose. An obvious risk of any of the above options is

the potential for limiting choice and innovation in the retail investment market.

Less stringently, a regulator might introduce a “standard” within a class of retail
investment products with a list of conditions and minimum requirements that products

must meet to attain the standard. Consumers would have the reassurance that any
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products bearing the standard would meet certain minimum requirements - and also as a
result could be sensibly compared to other products bearing the same standard - but they
would also be free to choose products that did not meet the standard if they wished to.
The scheme has the advantage of not removing choice or potentially stifling product
innovation, but has the disadvantage of costly monitoring and operation, as well as the
need to educate consumers about the standard and why they should prefer to purchase
investment products bearing that standard.

370. Rather than forbidding or mandating the features of investment products, or operating
standards that products would have to meet, a regulator could instead choose to impose
“default” options for certain product features that consumers would have to actively opt-
in to change. For example, a regulator might impose a default percentage of a pension
product that should be invested in low-risk stocks and bonds for consumers in different
age bands. While a consumer would be free to change from that default allocation, they
would have to actively request the change from their product provider. The use of
defaults relies on consumer inertia to be successful, but requires the regulator to have a
robust mechanism for setting the default level at the appropriate point for the majority
of investors. Thus, the use of defaults may be more useful at the level of investment
participation - such as forcing employees to actively opt out of workplace pension

schemes - rather than at the level of particular product features.
4.3 Information Disclosure

371. Rather than attempting to regulate products and prices themselves, a regulator could
instead choose to regulate the way in which those products are described and
communicated to consumers. This could be done through the regulation of advertising
and marketing materials, through the imposition of pre-contractual disclosure
requirements, through the regulation of contracts and post-contractual disclosure
requirements, through the regulation of ongoing reporting requirements, or any
combination of these. Policy makers can also choose between regulating the information
that providers choose to give to consumers, mandating additional disclosure in a
particular format, or alternatively providing information independently of providers (for

example through independent comparison websites).
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As with the regulation of product features, information disclosure could be regulated in
a number of different ways. Here it is useful to distinguish between the content and the
form of disclosed information, that is between what is disclosed and how it is disclosed.
In terms of the content, certain types of information could be “black-listed”, for
example banning investment providers from stating the average past returns of
investments that have not yet been operating for a certain minimum number of years.
Alternatively, a regulator might mandate a minimum set of information that must be
disclosed, but leave providers free to add additional information if they wish. However,
given the variety and complexity of retail investment products it may be that neither of

these options is practically feasible.

There may be more scope in regulating the form of information disclosure. One option
might be to black-list certain practices that might be misleading, for example banning
providers from describing returns in terms of a maximum return (“earn up to...””) rather
than an expected return. Alternatively, the way certain product features are described
could be standardised, such as always describing annual (expected) returns in terms of a
net annualised equivalent rate (AER). This could enhance the comparability of products,
making it easier for consumers to shop around. Similarly, the names given to certain
features could be standardised, to prevent a proliferation of different terms for
describing the same thing. The format of information presentation could also be
regulated, for example by requiring certain information to be made more prominent or
to be presented in a standard way, or limiting the use of “small print”. In all cases, the
guiding themes are simplification and standardisation: making relevant information

easier to find and making RIS products more directly comparable to each other.

Two more extreme forms of such disclosure regulation merit specific mention:
standardised pre-contractual disclosure documents and independent product comparison
services. The former policy involves mandating a document with standardised content
and format (that can be adapted to different classes of RIS product as required), such as
the Key Investor Information document described earlier. In addition to standardising
and simplifying the contents of such a document, it may also be beneficial to translate
some of the information into a more readily understood form, given the possibility of
cognitively limited or financially illiterate consumers. For example, the riskiness of an

investment product might be translated onto a rating scale, helping consumers to
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compare products more easily and to judge the suitability of a product more effectively.
Similarly, certain pieces of useful information might be pre-calculated, such as
providing a standardised figure for the expected annual return of a product, net of all
fees and charges. Again, the idea is to lessen the burden of calculation and information
processing on the consumer, through standardisation and simplification. The latter
policy - independent product comparison services - involves provision of similar
simplified and standardised product information, but in a single location such as a
comparison website to reduce the costs of “comparison shopping” for consumers. This
could be of particular benefit for non-advised purchases of RIS products and might also
be a tool for encouraging cross-border investment transactions if the product
information for different countries was available in one place. There are of course
significant practical questions around both of these options, particularly related to how

they are funded (and who bears the cost) and how they are monitored and enforced.

It is important to note that the problem of information disclosure for RIS products is
especially difficult in the light of the inherent uncertainties of financial markets. In the
simplest terms, the consumer is likely to want some indication of the amount of money
they are likely to receive from their retail investments, often after some very long time
period (e.g., on retirement, 30 years from buying the product), and they are likely to
want some indication of the level of risk that they are incurring. Given the uncertainties
of even short-term financial forecasts, it is extremely difficult to provide credible
answers to questions concerning either expected value or level of risk, and any such
answers will depend on financial and economic assumptions which may be open to
challenge. Moreover, particularly in the context of risk, there is not even an agreed

measure of the riskiness of an investment fund (Clare, 2010).°

Finally, another potentially important aspect of information disclosure (which is closely
related to the topic of the next section) concerns disclosure of the financial incentives to
which an advisor or salesperson is subject (e.g. commission payments from product
providers). Given that advisor/salesperson incentives are very different for different

types of products, and may be poorly aligned with the interests of consumers in some

14 Clare, A. (2010). Developing a risk rating methodology. Joint research paper by the Association of British
Insurers and the Investment Management Association.

http://www.abi.org.uk/Media/Releases/2010/03/47701.pdf
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circumstances (for example encouraging excessive “churn” in customers’ portfolio of
financial products), policy makers may wish to mandate pre-contractual disclosure of
incentives. From the point of view of a rational economic model in which advisors are
assumed to be self-interested, information about such incentives should be of great
significance. Roughly, according to such a model, consumers should assume that
advisors will typically attempt to persuade them to buy the product which provides the
greatest commission to the advisor and hence will discount any information they receive
from the advisor to this extent. The success of such a policy relies crucially on
consumers’ ability to discount the value of advice appropriately given knowledge of the
advisor’s incentives. If consumers fail to discount the value of advice sufficiently (or at
all) then they will naively continue to follow unsuitable advice. If, instead, consumers
react excessively to disclosure of incentives then they may fail to follow even beneficial
advice, or may lose trust to the extent that they choose not to make an investment at all
(as occurred in FTC [2007], mentioned in Chapter I1).

4.4 Sales and Advice Practices

377. Following on from the issue of disclosure, we now turn to the more general question of
sales and advice practices. Across the EU there is a wide range of sales and advice
processes, ranging from a Bancassurance model to specialist investment providers with
their own on the ground sales force to purchases mediated by Independent Financial
Advisors. It appears that there is substantial diversity across states, as well as a wide
range of sales and advice processes operative within some individual states. Given the
variety of interactions between consumers and salespeople or advisors, it is important
for policy makers to focus on key dimensions of these interactions. Perhaps the most
important is the degree to which the advisor is able, overtly or covertly, to persuade the
consumer to choose a particular product, whether or not that product is in the
consumer's best interests. To the extent that consumers are relatively immune from
“mere” persuasion or rhetoric, the regulation of face-to-face or telephone-based sales
and advice may reasonably be somewhat more relaxed. If, by contrast, many consumers
are fairly easily persuaded to make a particular choice, whether or not that choice is
actually in their best interest, then it becomes especially critical to consider regulatory
measures which might either reduce the incentives for salespeople to attempt such

persuasion, or might help consumers resist undue “pressure”.
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Advisors and salespeople have both extrinsic and intrinsic motivations to provide
particular pieces of advice or to employ particular sales tactics. The extrinsic
motivations are primarily financial, such as commission payments and bonuses for
achieving sales targets, that could encourage the provision of inappropriate advice or the
use of pressure sales tactics for personal financial gain. In this case, policy options
would range from the disclosure of incentives (described above), through capping the
proportion of an advisors’ remuneration that can be tied to product sales, to the most
extreme option of banning commission payments for advisors entirely (as recently
announced by the UK’s Financial Services Authority). Advisors and salespeople also
have intrinsic motivations to provide good quality advice and fulfil fiduciary duties -
such as pride in meeting professional standards or satisfaction in achieving better
outcomes for their clients - and policy makers might be able to strengthen such
motivations through regulatory measures. For example, as well as requiring certain
standards in terms of the qualifications that advisors must possess in order to practice,
advisors could also be mandated to join a professional body, to sign up to codes of
conduct, or even to take an oath of professional conduct along the lines of the
Hippocratic oath still used in parts of the medical profession. More prosaically,
requiring advisors to record the reasoning behind their recommendations and why that
recommendation is in the best interest of their client, perhaps accompanied by third-
party monitoring and auditing of this documentation, could also act to better align the

incentives of advisors with the best, long-term interests of their clients.

The sale of RIS products and services should, of course, be covered by regulation
related to all consumer purchases, such as the regulation concerning unfair commercial
practices described earlier. However, the nature of the RIS market may warrant
additional consumer rights to ensure that a fair and competitive market can operate. For
example, where consumers have to make complex financial decisions with potentially
long-term implications, it may be valuable for the consumer to be able to cancel any
agreement to purchase a financial product within a certain period. Such "cooling off"
periods may be particularly beneficial where a consumer has been subject to so-called
“pressure-selling”, where the personal interaction with the advisor or salesperson may
have been unduly influential in the consumer’s decision-making process. It is less likely
to be helpful where the primary problem for the consumer is one of understanding the
range of products, perhaps due to limitations of financial literacy - this is because, in the
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absence of the advisor, consumers may be unable to fully understand the product
choices under consideration, and in particular to understand how to decide that a
particular product is not in their best interests. In the context of investment products,
there are inherent limitations in the ability of policy makers to introduce cooling-off
periods. In particular, exemptions to cooling-off regulations are required when decisions
about the value of a retail investment product will be modified by short-term market
information. Thus, it is clearly inappropriate for a consumer to be able to take out a
“free” option to buy a product, then to go ahead with the purchase only if market
conditions are favourable and to withdraw from the purchase if they are not. This
problem is lessened where the time horizon of the investment products is very much
greater than the time horizon of the cooling-off period.

380. It should be stressed again that when considering regulatory options, policy makers
must be wary of possible unintended (negative) consequences of any market
intervention. In this case for example, banning commission payments for RIS product
sales might lead to a sales and advice model in which advisors have to charge an up-
front fee for advice, regardless of whether the client subsequently goes on to make an
investment or purchase. While this might act to protect “naive” consumers from
following potentially biased advice, it might also raise the perceived cost of advice -
especially if consumers are loss averse and perceive the payment of a fee as a certain
loss - leading to an overall reduction in consumers’ willingness to obtain advice. Thus
the wider pros and cons of any policy option must be weighed up, not just consideration

of the immediate costs and benefits related to the particular intervention.
4.5 Consumer Education and Financial Literacy

381. The final category of policy options relates to attempts to empower consumers to make
better decisions in the context of the existing market, rather than changing the structure
or format of that market. In particular, policy makers might attempt to raise levels of
numeracy and financial literacy, through both the formal education system and
consumer information campaigns. Some of the evidence on the degree to which this is
achievable was discussed earlier in our review of the BE literature, so we do not discuss
the range of options in detail here. However, two related but alternative approaches are
worth mentioning: improving “decision-making literacy” (or “de-biasing”) and

providing “timely” information at the point at which consumers make a choice.
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382. While raising financial literacy levels would empower consumers to better understand
the options they face in the RIS market and to potentially make better decisions or
reduce reliance on advice as a result, this approach would not address the issue of poor
decisions caused by factors internal to the consumer, such as present-biased preferences,
excessive aversion to uncertainty and ambiguity, or loss aversion and narrow-bracketing
of decisions. An alternative approach to the attempt to improve financial literacy might
be to try improving “decision-making literacy” by educating consumers on how to make
a rational decision in their long-term interests and drawing their attention to possible
biases in their decision-making process. Essentially, this policy approach boils down to
“teaching consumers how to make better decisions”, potentially using the same array of
educational methods as are currently employed to improve financial literacy. By “de-
biasing” consumers through increased self-awareness of their own thought and decision

processes such a policy would aim to empower consumers in all markets, not just RIS.

383. Given the low frequency with which retail investments are made and the lag between
education and decision, education and information campaigns potentially take many
years to have a material impact, and instilling a permanent improvement in financial
literacy may be an overly-ambitious target. An alternative policy approach might be to
target very specific information - either related to financial literacy or decision-making
literacy - at the point at which the consumer is making a decision. One obvious
candidate vehicle for providing such information would be a standardised pre-
contractual disclosure document, described earlier. For example, the document might
include a glossary of financial terms, a checklist of questions that a consumer might
consider, or a simple description of how best to choose an appropriate RIS product and
any potential decision-making biases to be aware of. Obviously such an approach only
targets consumers who have actually opted to purchase an RIS product and would do
nothing to help consumers for whom financial illiteracy deters them from entering the
market at all, but the provision of such “timely” information might be a useful addition

or alternative to more traditional education campaigns.
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5 Experimental Research
5.1 Experimental Methodologies in Policy Research

In the following chapters, we report three experiments which aim to address key policy
issues concerning the purchasing of retail investment products. It is natural to ask,
therefore, why we chose to use experimental methods at all, rather than the wide range
of available techniques for attempting to understand consumer behaviour. In this section
we outline some of the strengths and weaknesses of experimental methods in contrast to
the alternatives. In the concluding chapter of this report, we reflect on how far the
choice of experimental methods has paid off in terms of an understanding of consumers
that would have been difficult to achieve otherwise.

In the natural sciences experimental methods are, of course, of fundamental importance.
Indeed, it is usually taken as a litmus test for a good theory that it makes rich and
testable experimental predictions and, of course, that those predictions are fulfilled (e.g.,
Howson & Urbach, 1993'": Popper, 1959'%). Yet the dominance of rigorous
experimentation is relatively recent. Greek science focused on observation of the world,
combined with a priori reasoning, but had no systematic experimental methodology
(Lloyd, 1970).1*° Indeed, while the spectacular growth in the natural sciences from the
17th century onwards crucially relied on the results of experimentation, often using
increasingly sophisticated equipment, a rigorous theory of the design and analysis of
experimental data was only developed at the beginning of the 20th century (e.qg., Fisher,
1925).1°

At a conceptual level, the key difference between experimentation and observation is
that experiments allow the direct manipulation of variables of interest, while controlling
other factors. To take a simple physical example, consider two clocks which appear to
be in perfect phase with each other. Mere observation will not be enough to determine

whether they are causally connected at all or, if so, the strength and direction of the

" Howson, C. and P. Urbach. (1993). Scientific reasoning: The Bayesian approach (2™ edition). La Salle,
Ilinois: Open Court Publishing Company.

148 popper, K. (1959). The Logic of Scientific Discovery. New York:Basic Books.
Y9 Lloyd, G. E. R. (1970). Early Greek Science: Thales to Aristotle. New York: W. W. Norton.
150 Fisher R. A. (1925). Statistical Methods for Research Workers (1st edition). Edinburgh: Oliver & Boyd.
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causal link. By directly manipulating the motion of each of the clocks, however, and
noting how, if at all, the other responds, it is possible to identify whether and in which
direction the two are causally linked. Most likely the experiments will conclude that the
clocks are not directly causally linked but are both causally determined by a third factor
(e.g., the objective time of day, to which they are both set). But if changing the time on
one clock has the consequence of making the same change to the time shown on the
other clock (but not the reverse pattern), then we may conclude that one clock is
causally determined by the other, perhaps by some hidden mechanism such as a radio
link.

For causal inferences from manipulation to be secure, however, it is of crucial
importance that the manipulation applies just to the variable of interest and, as far as
possible, leaves all other variables unchanged. To take a simple example, if our clocks
plugged into the same power source then manipulating one clock simply by turning off
the power would be associated with a similar change in the other clock. But this would
not reflect a causal connection between the two clocks, merely that the “experimental
manipulation” has had a direct causal effect on both. Such confounds can be more
subtle, however. In assessing whether a fertiliser assists the growth of some crop, for
example, we may decide to apply the fertiliser to one field and not to another. But then
we have inadvertently manipulated not just the presence or absence of the fertiliser but
any number of additional factors which differ between fields, including the quality of
the soil, amount of sunlight, degree of irrigation, and so on.

A critical methodological breakthrough, originating from agricultural field trials, was
the development of the randomised controlled experiment (Fisher, 1925). The strategy
is to control all variables where possible (e.g., to sow and harvest the crop on precisely
the same dates), but to randomise over that which cannot be controlled. Thus, while
individual patches of land differ in a multitude of ways, the key insight is that we can
randomly assign many patches of land to either the fertilised or non-fertilised
treatments, and if the number of such patches are sufficiently large, the impact of these
other factors will “average out”. Relevant statistical methods will then allow us to
determine whether there is reliable evidence for a genuine causal relationship between
fertiliser and yield. The application of randomised controlled experiments has had a

revolutionary impact both on basic scientific research and also - and more relevantly for
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the present context - in applied domains such as agriculture and medicine. The present
project raises the possibility that such experimental methods may be equally valuable

for addressing social and economic questions.

Now let us turn to some particular questions of relevance to the present project: the
manner and degree to which people are influenced in their choices of retail investment
products by the recommendations of an advisor or salesperson, and the degree to which
they are able to discount such advice to the extent that it may be influenced by the
advisor’s incentives. An “ideal” observational approach to this problem (i.e., not using
experimental methods) would be to collect very detailed information about the sales
processes and product purchases for a representative sample of consumers. It would
then be possible to build a statistical model relating the different aspects of the sales
process (e.g. the nature of the advice given, the level of understanding of each
consumer, whether or not, and in what form, any advisor incentives were disclosed)
with product purchases. In practice, it would not be possible to carry through this
strategy in relation to the issues relevant to this project, because information about sales
processes is scarce, and the critical factors of interest will almost certainly be

unrecorded in any existing financial provider database.

Yet even if the data were available, the observational approach has other important

limitations:

a. Any statistical model built on observational data will be correlational in
character. It may be possible to build certain assumptions about causal
direction (e.g., that earlier events cannot be caused by later events) into the
statistical model, and to make assumptions about which variables are
assumed to be exogenous, but these assumptions cannot be tested using
purely observational data. This also holds for instrumental variable (1V)
approaches where the exogeneity of the instrument can never be proven
but is only asserted (in a more or less credible manner); see, for example,
the recent book by Angrist and Pischke (2009).*! By contrast, as we have

seen, randomised controlled experiments allow direct manipulation of

L Angrist, J. S. and Pischke, J.-S. (2009). Mostly Harmless Econometrics: An Empiricist's Companion.
Princeton University Press
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variables of interest, so that there exogeneity holds by definition. Thus
only by experimental means is it possible to determine causal structure,

rather than making assumptions about it.

b. A statistical model of observed data is also likely to be sensitive to
particular parametric or structural assumptions. By contrast, experimental
methods can establish the direction and strength of causal relationships
without presupposing any particular modelling assumptions. For the same
reason, in domains such as financial sales and advice where theoretical
models are underdeveloped, building any credible model of the data may
be difficult. Experimental methods may nonetheless be used and may

indeed - as in the natural sciences - help guide theory development.

c. Any model based on observational data will be unreliable as a guide to
what would happen in situations that have not yet been observed.
Observational data alone can only tell us how things are now, not how
they would be if some specific regulatory or other intervention were to be
implemented. Experiments by contrast offer the possibility of asking
counterfactual questions concerning how behaviour would have been

different, if different conditions had obtained.

d. Finally, relationships of interest in the data may sometimes be swamped
by large-scale variation in socio-economic or financial conditions across
the sample. Thus, for example, differences in regulatory regime and
product availability across different EU member states, or variation over
time in products, economic conditions, stock market performance, or trust
in the financial system (as might be expected, particularly in the light of
turbulence in financial markets over the last few years) may have a
dominant influence on the details of how the sales or advice process was
conducted. Econometric methods, however sophisticated, cannot reliably

deal with such problems.

In the light of these points, we note that, while information about observed behaviour
should, of course, be taken into account where it is available, it is no substitute for

experimental work. Nor is experimental work a substitute for observational approaches.
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391. Another alternative source of data in attempting to understand consumer financial
behaviour is, of course, self-report surveys, such as that reported in Chapter IV of the
present project. People are notoriously unreliable in providing explanations for their
behaviours, and can be induced to provide explanations that are known to be false in

consumer purchasing decisions (e.g., Nisbett & Ross, 1980

), or indeed provide
explanations for choices that they did not in fact make (Johansson, Hall, Sikstrom &
Olsson, 2005™%). Self-reports concerning the processes by which people bought a
financial product, and the influences upon the purchase process, must therefore be
treated with caution. By contrast, experimental methods allow people to make a real
choice and the impact of manipulating the variables of interest (e.g., the nature of the
advice given, whether incentives are disclosed, the form of the disclosure message) can

be assessed directly.

392. Note, too, that in typical experiments in experimental economics, people make real -
rather than hypothetical - choices (which can lead to very different results; see, for
example, the striking “dictator game” data by Forsythe, Horowitz, Savin & Sefton,
1994%%). In the context of financial product purchases, this requires a dramatic scaling
down of the nature of the financial problem faced by the experimental participants. Thus
below, people will face problems concerning small amounts of money, rather than their
life savings. Experimental economics also imposes other quite strict criteria concerning
how such “real” experiments are conducted. Most importantly, it is viewed as crucial
that there is no use of deception, so that the incentives in the experiment as presented to
the participant are entirely reliable. This stricture is used to guard against the possibility
that participants will not take the explanation of the experiment at face value, and will
attempt to second-guess its true purpose, hence distorting the experimental results.
Secondly, such experiments are typically incentivised: people are not merely trusted to
give a veridical answer (as in a survey), but are paid so that they have a financial

incentive to reveal their true preferences or beliefs.

152 Nisbett, R. E. and L. Ross. (1980). Human inference: Strategies and shortcomings of social judgment.
Englewood Cliffs, NJ: Prentice-Hall.

153 Johansson, P., Hall, L., Sikstrém, S. and A. Olsson. (2005). Failure to Detect Mismatches Between Intention
and Outcome in a Simple Decision Task. Science 310, 116-19.

154 Forsythe, R., Horowitz J.L., Savin N.E. and M. Sefton (1994). Fairness in Simple Bargaining Experiments.
Games and Economic Behavior 6, 347-69.
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The experiments that we report below fit with the strictures of experimental economics,
broadly construed. We note that there is also a role for a less restrictive style of
experimentation, which does not fit within the domain of experimental economics but is
standard in experimental psychology, including consumer psychology and marketing. In
such studies, people go through a more realistic choice process, e.g., one which might
involve surveying a range of marketing materials, or even involving an interview with a
financial advisor. Such a process can, of course, only lead to a hypothetical purchase,
but has the advantage of realism: the real decision-making environment is simulated

much more accurately than in a small-stakes, incentivised study.

These two approaches are complementary rather than in competition. Realistic, but
hypothetical, experimental scenarios are particularly appropriate when attempting to
assess the relative importance of different factors that may underlie behaviour in the real
world. For example, the impacts of different specific approaches to simplification or
standardisation of products can be tested directly on groups of consumers. The same
experiment might also manipulate the amount of information presented about advisor
incentives or this information may be presented in various ways. Such an experiment
would provide guidance concerning which factors should be a policy priority, and
which interpretations of those factors are likely to be most effective. Of course, because
the choices are hypothetical, it would not be appropriate to generalise directly from the
actual uptake of financial products in the experimental scenario to uptake in the real
world. However, the relative importance of the factors in a realistic but hypothetical
experimental scenario are likely to be a good indication of the most important factors in

the real world decision.

We stress, however, that this type of realistic but hypothetical study is most appropriate
in a second phase of research, following on from the incentivised and precisely-
controlled studies typical of experimental economics and presented here. In particular,
making the experimental task more realistic will typically increase the number of
possible confounding variables and hence the amount of random variation in the data.
More random variation (“noise”) means (holding the sample size constant) less of a
chance to detect differences between the variables or treatments of interest, even if these
differences do exist. For example, in considering different types of certification or

standardisation of real financial products, many specific details of the financial product
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under consideration, and the particular format and presentation of the information,
cannot be fully controlled for. The value of carefully controlled studies is that they
provide a “clean-room” environment in which the impact of the variables of interest can
be studied in isolation. Having isolated the key variables, it is then possible to study
their impact in more naturalistic contexts. In the light of these considerations the present
project focuses on carefully controlled experimental studies of this kind, and follow-up
studies using more realistic materials, scenarios, and consumer populations, are left as a

direction for future research.
5.2 Policy Priorities for Experimental Testing

It would be impossible to test the entire range of policy options in a short series of BE
experiments, so it is necessary to prioritise which policy options are likely to have the
most potential to improve the functioning of the RIS market for consumers, in the light
of the evidence reviewed so far. There is also a trade-off between testing lots of policy
options and testing those options in depth and detail, within the constraints of limited
time and resources. Given the exploratory nature of this project we have tended towards
the former approach but, as a result, the experiments conducted here should be seen as
“pathfinders” that can indicate which policy options appear to be most effective.
However, they should be followed up with more detailed and in-depth testing to find
the most effective and efficient way to implement those options. Here we review the
main features of the RIS market, and the evidence on consumers’ RIS purchase
processes and potential biases in those decisions, that lead us to focus on particular
areas of policy remedies for testing and help to prioritise the questions to be addressed

in our experiments.

There are a number of features of the RIS market that distinguish it from other markets.
First, and perhaps most fundamentally, the sheer complexity of, and uncertainty
associated with, investment products immediately face the consumer with substantial
challenges. Indeed, many retail investment choices would be difficult even for a team of
economists, and the favoured choice would inevitably be dependent on controversial
financial and economic assumptions. It is not therefore surprising that consumers do not
feel confident or competent to make such choices for themselves. The difficulty is
exacerbated further given that many consumers are not confident with basic financial

concepts and terminology. This observation would lead to prioritising the testing of
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policy options that simplify the decision for consumers (e.g., by standardising and
simplifying information disclosure or by improving financial literacy) or that improve
the provision of (unbiased) advice from advisors and salespeople.

Second, investment choices are typically “one shot”. Most consumers will make one, or
at most a very small number, of major retail investment purchases of a particularly kind
during a lifetime (e.g., most have one, or at most two, pensions). In many areas of retail,
consumers purchase the same, or similar, goods repeatedly, and receive fairly rapid
feedback about the quality of their choice. In such circumstances, we may reasonably
expect that consumers will explore a range of options and learn which ones are more
appropriate for them; this possibility may mitigate some of the difficulties associated
with consumers fully understanding product features. However, given that they are
purchased so rarely, this mitigation is typically unavailable in the context of retail
investment products. Moreover, insofar as feedback is ever available about whether the
consumer has made a good or a poor choice, such feedback is likely to be so delayed as
to be entirely useless in determining future decisions and is likely to be badly
confounded with exogenous factors such as market conditions. Thus the consumer will
have great difficulty in distinguishing between a poor strategic decision, and a good
decision involving an element of risk, which by bad luck happened to lead to poor
investment performance. Again, this observation points toward testing policy options
related to improving the quality and usability of information disclosure or improving the
quality of advice available.

Third, as we have stressed in the RIS sector, products are primarily sold and not bought.
Therefore it is crucial to understand the process by which salespeople and advisors
interact with consumers in making a choice. This is a market in which there is little
independent “shopping around” for financial products by consumers. Thus a major
focus of our experiments is on exploring the interaction between advisor and advisee,
with two of the three experiments designed to understand particular aspects of advised

sale situations.

Fourth, the degree to which the financial advisor or salesperson is trusted by the
consumer to provide advice on choosing in the consumer's best interests is therefore of
critical importance to a well functioning market. The survey reported above indicates
that, as is so often the case, there is something of a disconnection between people's
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attitudes to the market at large, and their feelings about their own particular interactions
with it. Thus, while many people do not have high levels of trust in financial
advisors/salespeople in general, they are, in the main, positive and trusting with respect
to their own personal financial advisor. Given that the incentives of salespeople and
advisors are often not well aligned with the interests of the consumers, it is important to
consider how consumers may be made aware of the possibility that salespeople may not
always act in the consumer’s interests, and to understand how far consumers are

actually sensitive to this type of information in relation to the choices that they make.

Fifth, and finally, it is important to realise that many sales of investment products are
part of an interpersonal relationship between the consumer and the advisor/salesperson;
this raises the question of the degree to which elements of “mere” persuasion, over and
above the “facts” relevant to the consumer’s choice, may impact on consumer choice. It
raises the question of how any deleterious impacts of “mere” persuasion for consumer’s
interests can be modified. This is particularly important because interpersonal
interactions, perhaps through an increasing range of channels, is likely to be very
important in the selling of retail investment products far into the future. Indeed, in the
absence of such interpersonal interactions, it might reasonably be anticipated that many
consumers would not be persuaded to buy any retail investment products at all, with

negative consequences for their future welfare.

Given the features of the RIS market described above, certain limitations and biases
described in the BE literature are likely to be particularly relevant when considering
policy options, and our experimental programme therefore also aimed to test for the
existence and importance of some of those biases in retail investment decision-making.
First, the degree to which consumers are generally cognitively limited and struggle with
even relatively simple investment choices when provided with all the relevant
information. Second, “irrational” preferences such as aversion to uncertainty and
ambiguity (possibly leading to avoidance of certain investment products) or loss
aversion (possibly leading to an excessive focus on down-side risks). Third, consumers’
susceptibility to framing effects (for example, an inability to translate between annual
and compounded returns) and choice biases (such as “narrow bracketing” of decisions
that might lead to an aversion to up-front payments for advice). Fourth, social

influences in inter-personal contexts such as naivety (failing to account for the
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incentives of an advisor or salesperson) and compliance (being persuaded by “cheap
talk” or exhibiting blind trust in advisors). These factors in particular seem most likely
to be relevant to the RIS market and to be testable in an experimental setting.

In the design of the three experiments that follow, we attempt to strike a balance
between looking for the presence of these factors in retail investment decisions and
comparing a range of policy options that might mitigate those factors. Each experiment
is designed to address a different aspect of the RIS market and retail investment
decisions, but is also complementary, given some deliberate overlap in the experiment

designs. We briefly describe below the main aims of each experiment.
6 Experimental Research
6.1 Cognitive and Behavioural Factors in Non-Advised RIS Purchases

The first of the three experiments considers consumers’ ability to make non-advised
retail investment decisions. Through a series of pair-wise choices between different
types of investment product, Experiment 1 tests for the existence and strength of
different “biases” such as uncertainty and ambiguity aversion, and susceptibility to
framing effects. In addition, the experiment compares the effectiveness of a range of
potential policy remedies related to standardisation and simplification of information
disclosure, and also to “timely” interventions that might improve financial literacy or
decision-making literacy. The design and findings of Experiment 1 are described in

Chapter VI of this report.
6.2 Cognitive and Behavioural Factors in Advised RIS Purchases

The second and third experiment both consider aspects of advised retail investment
decisions. Experiment 2 explores consumers’ ability to appropriately value information
and advice from a potentially biased advisor, as well as testing the effectiveness of
adding “health warnings” to disclosures of advisor incentives. Furthermore, Experiment
2 looks for inconsistencies between sequences of similar investment choices indicating
“narrow bracketing” and loss aversion, which could lead consumers to be
disproportionately averse to paying an up-front fee for investment advice. The design

and findings of Experiment 2 are described in Chapter VI of this report.
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6.3 Social Factors in Advised RIS Purchases

406. The third and final experiment considers the impact of social influences such as free-
flowing bilateral communication upon advised retail investment decisions. In particular,
Experiment 3 explores the impact of “cheap talk” communication between advisor and
advisee (recreating some of the tasks from Experiment 2), and whether this aspect of
face-to-face interactions affects the degree to which consumers respond appropriately to
disclosed conflicts of interest. Experiment 3 also tests some of the (non-advised)
decisions and potential policy remedies from Experiment 1 in an advised setting. The

design and findings of Experiment 3 are described in Chapter V111 of this report.
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PART 2: EXPERIMENTS

CHAPTER VI

EXPERIMENT 1: COGNITIVE AND BEHAVIOURAL FACTORS
IN NON-ADVISED INVESTMENT DECISIONS
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Retail Investment Services: Experiment 1 — Cognitive and Behavioural Factors in

Non-Advised Investment Decisions™®
1 Introduction: Objectives and Study Design
1.1 Objectives

Our review of the Behavioural Economics literature identified limited cognitive
capabilities and poor financial literacy as likely factors in poor retail investment
decision-making by consumers. Furthermore, biases caused by framing effects and
“narrow bracketing” of decisions were also identified as potential causes for RIS
purchases that are not aligned with consumers’ long-term preferences. Finally, factors
such as loss aversion or ambiguity aversion, while representing deviations from
standard economic theory, may be genuine components of consumers’ underlying
preferences that would also result in investment choices that deviate from “rational”
decision-making. As discussed in the previous chapter, these different sources of “error”
in consumers’ RIS decision-making would potentially warrant different kinds of policy
intervention. Whilst our survey of RIS purchase decision processes showed that
currently the majority of investors seek advice from a financial professional (who may
play a vital role in overcoming some of the limitations in decision-making ability
described above), it is important to understand whether or not the “average” consumer is
capable of making appropriate RIS purchase decisions — potentially supported by policy
interventions to make the market less complex and more transparent — for relatively

straightforward non-advised investments.

The objectives of Experiment 1 were therefore twofold. Firstly: to determine how
capable ordinary consumers are of making simple but realistic investment decisions and
to identify the cognitive and behavioural factors that influence the quality of those
decisions. Secondly: to conduct initial tests of potential policy remedies that might be
used to improve the quality of non-advised RIS purchase decisions. By looking at
whether and how decision quality varies across different types of choice task and under
different treatments, the ultimate objective is to identify the most important factors
likely to contribute to a reduction in consumer welfare in the RIS market and point the

155 Primary author(s) of this chapter: Steffen Huck and Nick Chater

November 2010 258



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

400.

410.

way towards appropriate policy interventions targeted at those consumers at highest risk

of making poor investment choices.

It should be noted that Experiment 1 is focused on a specific point in the RIS purchase
decision process: the choice between RIS options that have been identified and
researched by the consumer. We therefore address questions such as whether price
differentials might persist in the RIS market because consumers are unable to identify
the lower priced product when faced with otherwise similar products. Standard
economic theory also predicts persistence of price differentials in certain circumstances,
such as when consumers are faced with substantial search costs, but we do not address
those issues here. Also, the investment tasks used all involve the allocation of a fixed
investment amount between two possible alternatives, and we focus upon the question
of whether consumers are capable of optimally allocating the available funds. We do not
consider the related (but more complex) issues of whether consumers are capable of
determining the appropriate amount of their income to invest or the appropriate amount
of risk to take with those investments. Finally, this also means that the policy remedies
tested here were applied at the specific point in the RIS purchase decision process when
consumers were making a final choice between available and considered options.
Accordingly. remedies which prove ineffective at the point in the decision process
considered in Experiment 1 may nonetheless be effective if applied at an earlier stage in

the decision process or in a different form.
1.2 Sampling Strategy and Data Collection

In order to sample from a wide and representative range of consumers, a web-based data
collection method was used in eight European Union Member States to test around
6,000 consumers. Random and (approximately) nationally-representative sampling was
used in each country, with no subsequent weighting applied to the data. Eight Member
States were chosen for the experiment, with a range of large and small economies
(including three EC12 accession states) and covering north, south and central Europe:
Czech Republic; France; Germany; Italy; Poland; Romania; Sweden and the UK. The
sample was split evenly across each of the eight countries to ensure sample sizes in
smaller countries were sufficiently large. With a total sample of 6,000 respondents, that
equates to a sample of 750 subjects in each country. All experimental treatments were

repeated in each country to ensure that differences between countries were not
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confounded with the treatments. Within each country, subjects were randomly assigned
to a treatment group. Participation in the experiment was restricted to people aged 18 or

over and who were permanent residents of the respective country.

The experiment was translated from English into each of the seven other languages by a
third-party professional translation agency, a member of the Association of Translation
Companies, using experienced mother-tongue translators.*® The translations were
proof-read and edited by a second translator to ensure accuracy and clarity. The
translations were then passed to independent native speakers and to the EC for a further
round of proof-reading and editing. All questions had a fixed set of response options, or
required only numerical responses, so no translation of responses back into English was

required.

Subjects were recruited via an e-mail that directed them to an internet survey presented
in Adobe Flash, embedded in a standard HTML page. Subjects were recruited from
actively managed and maintained access panels, which all fully comply with
ICC/ESOMAR codes and guidelines for conducting research on the internet.>” Subjects
received an appropriate financial incentive for participating in the survey, the amount of
which varied by country and survey duration. To ensure incentive-compatibility
subjects also received additional incentives dependent upon the outcome of each task, as
described in more detail in Section 1.5 below. The experiment was piloted online on
100 subjects in the UK from 30" July to 2™ August 2010. Data collection took place in
the eight countries from 4™ August 2010 to 20" August 2010.

As with all web-based research, not all responses collected were of sufficiently high
quality to be included in the subsequent analysis. A number of tests were applied to
each subject’s data to check for consistent and thoughtful responses. Firstly, consistency
test questions were placed at the start and end of the survey (date of birth compared to
age; number of adults and children in household compared to total household size) to
remove fictional responses. Secondly, the completion time for each respondent was

158 Members of the ATC are carefully vetted before admission into membership, adhere to a strict code of
professional conduct, are subject to the rulings of a professional ethics committee and carry full professional
indemnity insurance cover to safeguard the interests of the translation purchaser. See wwwe.atc.org.uk for full

details.

157 See the ESOMAR website www.esomar.org for more details.
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recorded, and respondents with unusually short completion times were removed. Of the
6,090 surveys conducted, 87 subjects’ data (1.4%) were removed during initial cleaning,
giving a final sample size of 6,003 subjects. The final sample consisted of 51% men and
49% women, and subjects had a median age of 37 years. The average household size in
the sample is 2.8 (2.3 adults and 0.5 children) and the average pre-tax household income
(of those subjects who provided it) is €31500. On average, subjects claimed to hold 2.3
types of RIS product from a list of seven types. An overview of the (claimed) socio-

demographic profile of the sample in each country is given below in Table 6.1.

Mean Mean Annual Mean # RIS
Mean Age Pre-Tax
Country Female Household Product Types

(Std. Dev) : Household
Size (SD) Held

Income €
Czech Republic 0.485 39.1 (14.0) 2.9 (1.3) 18 400 2.3
France 0.513 40.1 (14.6) 2.7 (1.3) 37 600 2.0
Germany 0.483 41.2 (14.4) 2.3(1.2) 40 100 2.5
Italy 0.478 40.6 (14.5) 3.1(1.3) 37 400 2.0
Poland 0.488 40.2 (14.6) 3.1(1.4) 14 200 2.3
Romania 0.491 31.7 (10.6) 3.3(1.3) 4 800 1.7
Sweden 0.469 41.1 (15.1) 2.6 (1.4) 44 800 2.9
United Kingdom 0.521 43.1 (15.7) 2.7 (1.2) 43 000 2.3

Table 6.1 — Socio-demographic profile of subjects (split by country)
1.3 Procedure and Tasks

414. Experiment 1 consisted of five investment allocation tasks, preceded by instruction
screens and followed by (i) self-rated assessment of task difficulty, (ii) further
investment tasks for Experiment 2 (see next chapter), and (iii) a short survey to collect
subject characteristics. Survey measures included the socio-demographic background of
each subject; financial experience; self-rated numeracy; risk aversion; generalised trust;
Bayesian reasoning; and a 10 item multiple choice “Money Quiz” to assess basic
financial literacy. The exact procedure followed by each subject varied according to

which country they lived in and which treatment group they had been randomly
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assigned to. We begin by describing the baseline procedure and between-country
variations in this section, before going on to describe the experimental treatments in the
following section. The complete experiment protocol and descriptions of each treatment

are included in an appendix to this report.

415. The five investment allocation tasks each had the same basic structure. Subjects were
told that they had a fixed amount of money to allocate however they chose between two
alternative investments. They were free to invest all the money in one or other
investment, or to divide the money between the two investments, as long as all the
money was invested. The subjects were also told that the investments would be
simulated using a computer and the return on each investment calculated. Furthermore,
subjects were told that they would receive a financial incentive that depended upon the
investment outcomes, so that they would earn a higher reward if the investments they
had chosen generated a higher return. The complete details of these incentives and the
amounts paid out are given below in Section 1.4. After making each allocation decision
the outcome of the investment was realised but not shown to the subject. At the end of
the experiment each subject received feedback on the outcome of all five investment

tasks and told how much their total reward would be.

416. Whilst many Behavioural Economics studies use stylised tasks based around
hypothetical “experiment points”, in this case it was important to use more realistic task
descriptions for two reasons. Firstly, if investors use context-dependent decision-
making heuristics (“rules of thumb”) then it is necessary to recreate that context in order
to trigger the usage of the same heuristics in the experiment. Secondly, remembering
that one of the aims of the experiment was to assess the cognitive capability of retail
investors, over-simplifying the task risked removing some of the real-world complexity
that might underlie the difficulties faced by investors. Hence, realistic investment
amounts and currencies were used, and each investment was described using
appropriate financial terms as found in typical RIS product literature. The investment
amount was identical for all five tasks, and the five pairs of investments all had a fixed
five year investment period. Table 6.2 below shows the investment amount and

currency used in each of the eight countries.
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Country Currency Investment Amount

Czech Republic Koruna 100 000 K¢
France Euros €10 000
Germany Euros €10 000

Italy Euros €10 000
Poland Zloty 10 000 zt
Romania Lei 10 000 lei
Sweden Euros €10 000
United Kingdom Pounds £10 000

Table 6.2 — Currency unit and investment amounts used in each country

417. For each allocation task subjects were shown both investments side-by-side on a single

screen to aid comparison, and the information remained on screen until the subjects had
made their decision. In the baseline procedure, each investment was described using
three bullet points specifying the risk and return, and any up-front or annual
management fees that would be incurred. The characteristics and cost of each
investment could be varied by changing the values assigned to each attribute. Five
different sets of attribute values were used for each task, so that the optimal investment
(and the size of its advantage over the other investment) varied between subjects. The
set of attribute values, the order in which the two investments were displayed on screen
(investment 1 on the left or right of the screen) were both randomly assigned for each
subject and each task. The order in which the five tasks were completed was also
randomised. The layout of the investment allocation decision screen is shown below in

Figure 6.1 for an example task.
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You have £10 000 to invest and must choose how to allocate it between the
following products:

@ 5 Year Investment A N ( 5 Year Investment B )
(jll:;JEq (j-ﬁj;*—ﬂ
prm—— A e s, e
"o fy‘__ " fy‘__
N R
~ ~
+ Fixed gross return of 5% per year + Fixed gross return of 5% per year
+ Aninitial set up fee of £240 applies * Noinitial set up fee
+ Annual management fee of £70 (to be paid at + Annual management fee of 0.8% (payable on
the end of each year) the entire amount held at the end of the year)

o VAN J/
How much would you like to invest in each product? Please enter a number between 0
and 10 000 in the boxes below, so that the investment sums up to £10 000

Investment A: £ I:l Investment B: £ I:l

You currently have £10000 left to invest. Divide all the money between the investments before proceeding

Figure 6.1 — Example screen shot (UK version)

Each of the five tasks was designed to test for different behavioural biases that might be
material in retail investors choices, as well as to test how easily subjects could identify
the optimal investment for different types of common investment products: fixed rate
investments, equity-linked investments, and structured products. General cognitive
limitations would be indicated by a failure to make the optimal investment choice,
regardless of which of the two investments was optimal. Specific behavioural biases
would be indicated by a tendency for investment choices to be biased toward one of the
two investment options, so leading to an additional reduction in decision quality when
that investment was the sub-optimal choice. Each of the five tasks is described in turn

below, as well as the behavioural effect(s) the task was intended to test for.

The “optimal” investment choice in each case was defined as the alternative with the
highest expected value, implying risk neutrality to be optimal for a rational investor.
This is consistent with expected utility maximisation and a utility curve that is concave
over wealth, as shown in Rabin’s Calibration Theorem®®®. For the small stakes used in

Experiment 1, the utility function over wealth can be considered to be locally linear

158 Rabin, M. (2000). Risk Aversion and Expected-Utility Theory: A Calibration Theorem. Econometrica, Vol.
68, No. 5, pp1281-1292.
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with even very moderate outside wealth. Accordingly, if a subject deviates from
expected value maximisation with the small stakes used in this experiment, those
deviations could only be rationalised by assuming implausible degrees of risk aversion
for that subject: for example, they would refuse a fifty-fifty bet between losing £1,000
and winning £100,000,000 (see again Rabin for more examples of this type). Where two
investments had the same expected value, the investment with lower risk (variance in
returns) was defined as optimal. Where investments were risky, the returns were drawn
from the same underlying distribution (historic annual returns from the Dow Jones
Index), meaning that the risk in the two investments were perfectly correlated. Hence
there was no benefit in diversifying the investment across the two options. In all cases,
therefore, the optimal investment strategy was to invest the entire investment amount in
the investment with the highest expected value. Failure to do so implies investment
behaviour inconsistent with the long-term interests of a rational self-interested decision-

maker with no cognitive constraints.

November 2010 265



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

Task 1: Framing Effects in Risk-Free Investments

420. The first task offered subjects a choice of two five-year fixed-term fixed-rate
investments with the same annual gross return (5%). Investment 1 had no up-front fee
and an annual management charge that was framed as a fixed percentage of the total
balance held at the end of each year. Investment 2 had an up-front fee and an annual
management charge, which were both framed as a fixed currency amount. A bias
towards choosing Investment 1 would indicate that investors are averse to up-front fees.
A bias towards choosing Investment 2 would indicate that investors prefer the certainty
of a fixed fee and struggle to deal with percentage frames. The two investments and the

attribute values tested (for the Euro version of the experiment) are shown below.

Five Year Investment 1 Five Year Investment 2
Fixed gross return of 5% per year Fixed gross return of 5% per year
No initial set-up fee An initial set-up fee of €X applies

Annual management fee of 0.8% (payable on the Annual management fee of €Y (to be paid at the

entire amount held at the end of the year) end of each year)
X Y E(Investment 1) E(Investment 2)
240 0 €12 260 €12 457
240 70 €12 260 €12 070
50 10 €12 260 €12 644
50 115 €12 260 €12 064
50 80 €12 260 €12 257
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Task 2: Compound Interest Frames in Risk-Free Investments

421. The second task offered subjects a choice of two five-year fixed-term fixed-rate
investments with different gross returns. The gross return of Investment 1 was framed as
an annual interest rate while the gross return of Investment 2 was framed as a
compounded total return over five years. Investment 1 had no up-front fee and an
annual management charge that was framed as a fixed percentage of the total balance
held at the end of each year. Investment 2 had an up-front fee framed as a fixed
percentage of the total balance held at the end of each year and no annual management
charge. A bias towards choosing Investment 1 would indicate that investors are averse
to up-front fees. A bias towards choosing Investment 2 would indicate that investors
prefer the certainty of a pre-calculated compound gross return and struggle to deal with
compound interest calculations. The two investments and the attribute values tested (for

the Euro version of the experiment) are shown below.

Five Year Investment 1 Five Year Investment 2
Fixed gross return of 5% per year Fixed gross return of X% after 5 years
No initial set-up fee An initial set-up fee of Y%

Annual management fee of 0.5% (payable on the

entire amount held at the end of the year) No annual management fee

X Y E(Investment 1) E(Investment 2)
22.6 1.6 €12 447 €12 064

30 8.75 €12 447 €11 863
20.5 1.6 €12 447 €11 857
36.6 8.75 €12 447 €12 465

30 1.6 €12 447 €12 792
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Task 3: Risk and Ambiguity Aversion in Risk-Free vs. Risky Investments

422. The third task offered subjects a choice between a fixed rate investment and a risky
investment, both with a five-year fixed term. The gross return of Investment 1 was
drawn from historical values of the annual returns of the Dow Jones Index from 1900 to
2000, the arithmetic mean value of which was provided to subjects in the task
instructions (+7.6%). The gross return of Investment 2 was framed as a fixed annual
percentage rate. Both investments had no up-front fee and an annual management
charge that was framed as a fixed percentage of the total balance held at the end of each
year. A bias towards choosing Investment 1 would indicate that investors are risk prone
and comfortable with ambiguity regarding the probability distribution of investment
returns. A bias towards choosing Investment 2 would indicate that investors are averse
to risk and ambiguity. The two investments and the attribute values tested (for the Euro

version of the experiment) are shown below.

Five Year Investment 1 Five Year Investment 2

Annual returns linked to the Dow Jones stock Fixed gross return of Y% per year

index
No initial set-up fee No initial set-up fee
Annual management fee of X% (payable on the Annual management fee of Z% (payable on the
entire amount held at the end of the year) entire amount held at the end of the year)
X Y z E(Investment 1) E(Investment 2)
1 7.6 1 €13 716 €13 716
1 6.6 1 €13 716 €13 091
1 6.6 2 €13 716 €12 443
2 7.6 1 €13 037 €13716
1 5.6 1 €13 716 €12 488
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Task 4: Framing Effects in Risky Investments

423. The fourth task varied the same factors as the first task, but offered subjects a choice
between two similarly-risky five-year fixed-term investments. The gross return of both
investments was drawn from historical values of the annual returns of the Dow Jones
Index from 1900 to 2000, the arithmetic mean value of which was provided to subjects
in the task instructions (+7.6%). Investment 1 had no up-front fee and an annual
management charge that was framed as a fixed percentage of the total balance held at
the end of each year. Investment 2 had an up-front fee and (in some cases) an annual
management charge that were both framed as a fixed currency amount. A bias towards
choosing Investment 1 would indicate that investors are averse to up-front fees. A bias
towards choosing Investment 2 would indicate that investors prefer the certainty of a
fixed fee or struggle to deal with percentage frames. The two investments and the

attribute values tested (for the Euro version of the experiment) are shown below.

Five Year Investment 1 Five Year Investment 2
Annual returns linked to the Dow Jones stock Annual returns linked to the Dow Jones stock
index index
No initial set-up fee An initial set-up fee of €Y applies
Annual management fee of X% (payable on the Annual management fee of €Z (to be paid at the
entire amount held at the end of the year) end of each year)

X Y z E(Investment 1) E(Investment 2)
1 400 0 €13716 €13 846
1 490 0 €13716 €13 716
1 300 10 €13716 €13 932
1 800 0 €13 716 €13 269
2 1 000 100 €13 037 €12 399

November 2010 269



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

Task 5: Loss Aversion in Risky Investments

424. The fifth task offered subjects a choice between two risky five-year fixed-term
investments: a standard equity-linked investment and a structured product with no risk
of capital loss. The gross return of both investments was drawn from historical values of
the annual returns of the Dow Jones Index from 1900 to 2000, the arithmetic mean
value of which was provided to subjects in the task instructions (+7.6%), but investors
in Investment 2 suffered no capital loss if the Dow Jones Index fell. Investment 1 had
no up-front fee or annual management charges. Investment 2 had no up-front fee but
had an annual management charge that was framed as a fixed currency amount. A bias
towards choosing Investment 1 would indicate that investors are averse to the ambiguity
and/or complexity of a structured product when the likelihood of capital loss is not
specified. A bias towards choosing Investment 2 would indicate that investors are loss
averse and are willing to pay to avoid the risk of capital loss. The two investments and

the attribute values tested (for the Euro version of the experiment) are shown below.

Five Year Investment 1 Five Year Investment 2

Annual returns linked to the Dow Jones stock
index but never make a loss even if Dow Jones
goes down

Annual returns linked to the Dow Jones stock
index

No initial set-up fee No initial set-up fee

Annual management fee of €X (to be paid at the

No annual fee end of each year)

X E(Investment 1) E(Investment 2)
500 €14 423 €15 221
600 €14 423 €14 572
623 €14 423 €14 423
700 €14 423 €13 924
800 €14 423 €13 275
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1.4 Policy Treatments

425. In addition to assessing the cognitive capabilities of investors and identifying
behavioural biases that may be material in RIS purchase decisions, Experiment 1 was
also intended to test the efficacy of a range of possible policy interventions, informed by
the review of biases and policy options from the earlier phase of this project. Most of
the treatments were focused upon various ways of simplifying the information presented
to subjects, in order to reduce the cognitive load on subjects with capacity-constrained
mental resources. Other treatments were intended to improve the quality of decision-
making by explaining how to interpret and utilise the available information more
effectively. Subjects were randomly assigned to a treatment group and all five tasks
received the same treatments. In addition to the baseline procedure described above,
seven treatments were tested, giving eight treatment groups in total. Hence, each
treatment group had approximately 750 subjects, with approximately 94 subjects in each

treatment group within each country. Each of the treatments tested is described below.
Treatment A: Pre-Calculation

426. One policy option that has already been implemented in various forms in certain RIS
markets and Member States is to mandate disclosure of pertinent information in a
standardised format, before investors enter into a contract with an investment provider.
This disclosure is intended to improve transparency, both by enhancing the
comparability of different investments and also by making it easier to extract the most
important information from sometimes highly-complex investment specifications.
Furthermore, in some cases the pre-contractual disclosure transforms the pertinent
information into an easier-to-understand and more comparable form, for example when
investment risk is described in terms of a categorical risk rating. It is this latter aspect in
particular that was tested in Treatment A, by providing subjects in this treatment group
with an additional piece of information about each investment in a pre-calculated,
standardised and directly comparable format. Specifically, subjects were told the
expected net annual return of each investment, if the entire investment amount were to

be invested in that investment without having to do the calculation for themselves:

“The net annual expected return is X% (assuming a €10 000 investment)”

November 2010 271



Consumer Decision-Making in Retail Investment Services: A Behavioural Economics Perspective

Providing this information removes the need for any calculation by subjects, as the
optimal investment is the one with the highest expected net return. If subjects in this
treatment group invest a greater proportion of funds optimally than subjects in the
baseline group, then pre-contractual disclosure of this kind of information may be an

effective remedy for investors with limited cognitive capabilities.
Treatment B: Simplification

427. The investment descriptions in the baseline procedure are comparatively simple, with
just three pieces of information provided for each investment. In practice, RIS product
literature and marketing material often provides a long list of product features and
attributes. This potentially makes it difficult for investors to identify and extract the
relevant information when comparing investment options. This hypothesis was tested in
Treatment B by providing subjects in this treatment group with investment descriptions
in which the pertinent information (P) was combined with (and hence “hidden”
amongst) supplementary information (S) in the pattern SSPSPSPSS. Specifically, six
pieces of financial product information were drawn at random from a list of twelve
statements and the same six pieces of information were assigned to both investments.
None of the pieces of supplementary information had any bearing on the expected value
of the investments, so were irrelevant for identifying the optimal investment. The

complete list of supplementary pieces of information used is given below.
Additional payments not permitted after investment is opened
Bonus +1% interest rate if initial investment greater than €500 000
No withholding tax
Maximum investment of €2 000 000
No minimum investment
Investment open to all those over the age of 16
Fixed term investment of 5 years
All interest rates shown before income tax

Redemption fees not applicable
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Interest added to capital annually

Any annual fees and interest are added on the anniversary of opening the

investment
All income is re-invested until the end of the fixed term

If subjects in this treatment group invest a smaller proportion of funds optimally than
subjects in the baseline group, then simplifying the amount of information provided in
product literature or pre-contractual disclosure may be an effective remedy for investors

with limited cognitive capabilities.
Treatment C: Standardisation

The investment descriptions in Treatment B are complex but standardised, in that the
same supplementary information is provided for both investments. This potentially
makes it straightforward to identify the pertinent information as these are the only
pieces of information that differ between the two investments. In practice, RIS product
literature and marketing material often provide quite different lists of product features
and attributes. This might make it even more difficult for investors to identify and
extract the relevant information when comparing investment options. This hypothesis
was tested in Treatment C by providing subjects in this treatment group with investment
descriptions in which the pertinent information (P) was again “hidden” amongst
supplementary information (S) in the pattern SSPSPSPSS. Specifically, six pieces of
financial product information were drawn at random from the previous list of twelve
statements and assigned to the first investment. The remaining six pieces of
supplementary information were assigned to the second investment. If subjects in this
treatment group invest a smaller proportion of funds optimally than subjects in the
baseline group or treatment group B, then standardising the type of information
provided in product literature or pre-contractual disclosure may be an effective remedy
for investors with limited cognitive capabilities.

Treatment D: Prominence

The investment descriptions in Treatment B are complex but standardised, in that the
same supplementary information is provided for both investments. This potentially

makes it straightforward to identify the pertinent information as these are the only
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pieces of information that differ between the two investments. However, it may be even
more straightforward to identify the pertinent information if this information was made
more prominent than other pieces of information. This hypothesis was tested in
Treatment D by providing subjects in this treatment group with investment descriptions
in which the pertinent information (P) was not “hidden” amongst supplementary
information (S) but provided first in the pattern PPPSSSSSS. Specifically, six pieces of
financial product information were drawn at random from the previous list of twelve
statements and the same six pieces of supplementary information were assigned to both
investments. Furthermore, the pertinent information was made even more prominent by
displaying those pieces of information in a bold typeface. If subjects in this treatment
group invest a greater proportion of funds optimally than subjects in treatment group B,
then making pertinent information provided in product literature or pre-contractual
disclosure more prominent than other information may be an effective remedy for

investors with limited cognitive capabilities.
Treatment E: Financial Glossary

428. The remaining three treatments tested ways to equip investors with the knowledge
required to make better investment decisions, rather than attempting to simplify the task
through framing and presentation changes. As noted earlier, these treatments (E, F and
G) consider the provision of relevant knowledge at the point at which investments are
being compared and chosen. The results should not be extrapolated to indicate the likely
impact of knowledge provision at other stages in the RIS purchase decision process, or
at other stages in consumers’ lives, for example through financial literacy programmes
in schools. Subjects in treatment group E were provided with straightforward
explanations of the financial terms used in the investment descriptions, prior to
completing each investment allocation task. Only relevant terms were provided before
each task was completed. The full glossary of explanations is given below.

Return: The increase or decrease in your investment. If you invest €10 000 and get

€11 000 back, your return was €1 000 or 10%.

Annual return: The increase or decrease in your investment each year. If you

invest €10 000 and get €11 00