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EXECUTIVE SUMMARY

There are numerous factors that influence the decisions that people make. Behavioural insights
(BI) recognizes this and, through a combination of psychology, economic and more recently
other behavioural research, examines how people are often neither deliberate nor rational in their
decisions in the way that traditional models, strategies and policies assume.

In order to lay the foundation for enhancing the OSC's capacity and competency in the
application of behavioural insights in securities regulation, the Investor Office undertook a
year-long multifaceted research study that included reviews of literature, interviews with leading
academics, and interviews with other regulators and governments that incorporate Bl into their
work.

This report describes key principles of behavioural insights and examines how leading
practitioners are using these behavioural concepts to improve government policy and regulation.
The report also includes a detailed review of how various regulators around the world are
applying these concepts to address financial market issues and improve investor outcomes.

Having conducted the research outlined in this paper, the OSC will continue to build its

capacity and understanding in the use and application of behavioural insights, as well as

identify opportunities to apply behavioural insights in OSC policy development and operational
processes. Over the coming year, the OSC will also conduct pilot projects for testing using a
behavioural insights lens, and will use the report to build awareness, understanding and capacity
in the use of behavioural insights both within the OSC and amongst stakeholders, with a view to
identifying further practical applications of behavioural insights that will lead to better investor
and market participant outcomes.
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KEY FINDINGS AND CONCLUSIONS

Behavioural insights recognize how people actually behave versus traditional
economic and market theory of people as rational actors.

People use rules of thumb in much of their decision-making, which are essential for routine tasks
and decisions that are made every day. These mental shortcuts are often accurate, but they can
lead to poor choices and mistakes, particularly for more challenging tasks.

Automatically using these mental shortcuts in our decision-making can create serious problems
when people are faced with choices that involve complex calculations or have little impact in the
near term but have significant long-term consequences. We often behave less rationally when we
are given too much information, feel especially emotional or when social factors are a salient part
of our decision-making context. Social factors hold sway in numerous situations, including when
we rely on or are impelled to take action because of social norms and societal expectations or
when we are exposed to social influences.

This report reviews how research and experience has shown how most choices are not made
with careful deliberation. Rather, people are:

¢ influenced by readily-available information, whether that information is novel or relevant,
and whether it automatically generates good or bad feelings;

* making decisions in the moment, as many people prefer to continue with their current
behaviour and often do not consider the future impact of their choices;

* poor predictors of future behaviour and are subject to people’s distorted memories;
¢ affected by physiological conditions and emotional states;

* shaped by social norms and expectations (such as trust, reciprocity and fairness) and
social emotions (such shame or empathy), and are susceptible to social influences (such as
peer pressure); and

* affected by social biases and mental models, such as stereotypes.

OSC Staff Notice 11-778 OSC Investor Office Behavioural Insights Report 7



The use of behavioural approaches in the public and non-profit sectors has increased
significantly over the past decade.

Since 2008, Bl's adoption around the world has grown remarkably. In 2011, only the UK
Behavioural Insights Team and, in practice but without the formal Bl designation, the US Office of
Information and Regulatory Affairs existed. By 2016, the number of Bl units worldwide had surged
to the point where it is difficult to account for all of them without overcrowding a map.

Lessons from the behavioural insights activities of various jurisdictions around the world include:

The importance of distinguishing between strategy (the first mile) and tactics (the last mile)
Most governments and regulators focus time, resources and effort on strategy and much less on
tactics. The last mile requires careful Bl implementation because of the large variation in people’s
behaviour. This involves understanding specific touch points (such as how direct interaction
occurs with consumers in person or electronically), how to disclose information in a behaviourally-
informed manner and how to help consumers make better choices.

The effectiveness of using the EAST Framework when applying behavioural insights
Make it easy, make it attractive, make it social, and make it timely.

Testing and trialling, and instilling a culture of evidence-based approaches, is a key
component of applying a behavioural lens

Among the most sophisticated of behavioural experiments are randomized controlled trials
(RCTs). These trials are highly valuable as they test whether a causal relationship exists between
one particular variable and an outcome.

Other securities regulators have increasingly applied behavioural insights in their
work and have had practical success in improving outcomes.

This report reviews the behavioural insights activities and applications of various jurisdictions
around the world, including the U.K. Financial Conduct Authority, the Australia Securities
and Investments Commission, New Zealand Financial Market Authority (FMA), the European
Commission (EC), the European Securities and Markets Authority (ESMA), the US Securities
and Exchange Commission (SEC), the Financial Industry Regulatory Authority (FINRA), the
Department of Labor (Dol), the Monetary Authority of Singapore (MAS) and Hong Kong's
Investor Education Centre (IEC).
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The use of behavioural insights in financial regulation has merit, though itis nota
panacea.

It is clear that the use of behavioural insights in financial policy-making and regulation has
benefits for investors and market participants alike. Understanding human behaviour enables
regulators to better comprehend, diagnose and address ongoing market problems, in a more
cost-effective way. Even when formal Bl units are not present, the behavioural awareness and
understanding that these insights bring to financial regulation complements a regulator’s toolkit.
Whether the activities are market or registrant regulation, or investor education and outreach,
applying a behavioural lens to the OSC's work increases the likelihood of achieving better
outcomes.

We would like to thank all those who contributed to the development of this report and welcome
any feedback from stakeholders and interested parties.

Tyler Fleming

Director, Investor Office, Ontario Securities Commission
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INTRODUCTION AND REPORT
OVERVIEW

A lot of our policy models traditionally are based on a
rather naive understanding of what drives behaviour. But

if you have a more intelligent, nuanced account of how
people make decisions, you can design policy that is more
effective, less costly, and makes life easier for most citizens.

David Halpern, Director, U.K. Behavioural Insights Team'

Introduction

The use of behavioural approaches in the public and non-profit sectors has increased significantly
over the past decade. According to one 2014 report,? over 100 countries are using behavioural
disciplines in some areas of public policy, while more than 50 nations have centrally-directed
initiatives using these approaches. Policy makers and regulators around the world have been
increasingly applying these disciplines through “nudges” and other behavioural initiatives that
take a fundamentally different approach to consumer markets.

While these concepts have been used in the private sector for decades, informing everything
from marketing campaigns to communications strategies and product placements, it was not
until the global financial crisis of 2007-08 that behavioural insights began to take hold among the
public sector. In particular, behaviourally-based regulation in financial markets has grown rapidly
since 2013, beginning with the United Kingdom'’s Financial Conduct Authority and expanding to
regulators in Australia, Asia, Europe and the United States in subsequent years. Importantly, the
digital era has opened up new frontiers to use the behavioural disciplines with the masses of data
and advanced analytics available to the public, private and non-profit sectors.

By way of a brief overview, there is a great and wide-ranging number of factors that influence the
decisions that people make. Behavioural insights recognizes this and, through a combination of
psychology, economic and more recently other behavioural research, examines how people are
often neither deliberate nor rational in their decisions in the way that traditional economic models
and associated strategies and policies assume.

People use rules of thumb (otherwise known as heuristics) in much of their decision-making, which
are essential for routine tasks and decisions that are made every day.? These mental shortcuts are
often accurate, but they can lead to poor choices and mistakes, particularly for more challenging
tasks.* Automatically using these mental shortcuts in our decision-making can create serious
problems when people are faced with choices that involve complex calculations or have little
impact in the near term but have significant long-term consequences. We often behave less
rationally when we are given too much information, feel especially emotional or when social factors
are a salient part of our decision-making context. Social factors hold sway in numerous situations,
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including when we rely on or are impelled to take action because of social norms and societal
expectations (such as trust, fairness or reciprocity) or when we are exposed to social influences
(such as peer pressure).

Behavioural insights recognize that people’s thinking is subject to insufficient expertise and
often involves uncertainty when making choices that reflect the limits on their rationality and
willpower®. Similarly, social expectations, identities, networks, norms and preferences influence
their behaviour,® and mental models frame the ways in which they perceive different concepts,
identities and worldviews.” Behavioural insights build upon these concepts and findings

from the behavioural sciences and applies these to better understand how people actually
behave and make decisions to improve the approaches of business, non-profit and public
sector organizations. Behavioural economics applies behavioural insights to markets and their
constituent parts (individuals, firms et al). Behavioural finance applies these behavioural insights
to financial markets and offers potential advantages for consideration by the Ontario Securities
Commission (OSC).

Understanding human behaviour enables governments and regulators to better comprehend
and diagnose ongoing problems within consumer markets. This report by the OSC's Investor
Office begins with how behavioural economics and finance, together with other behavioural
disciplines, led to behavioural insights that are reshaping government policy and regulation in

a growing number of financial markets. This report describes key principles of both behavioural
economics and finance as the forerunners of behavioural insights, including their intersection with
other behavioural sciences, and examines how leading practitioners are using these behavioural
concepts to improve government policy and regulation. What follows is a detailed review of how
various regulators around the world are applying these concepts to address financial market
issues and improve investor outcomes.

In doing so, this report’s literature review and its survey of behavioural practitioners will highlight
the merits that behavioural insights have for government policy and regulation. It looks at how
behavioural disciplines established the rationale and benefits of “nudges” to improve people’s
ability to make better decisions. Nudges have proven to be effective as instruments for changing
automatic defaults, simplifying communication and reducing hassle costs for consumers.

Behavioural approaches also provide frameworks for assessing market developments and
evaluating guidelines, regulations and rules, so as to address areas where much more than
nudging is required.® The role of behavioural insights includes streamlining the environments
in which consumers make choices. Behavioural approaches have other essential uses including
protecting consumers from behavioural exploitation by firms and enhancing how economic
policies are designed and implemented.

This report will show that behavioural insights should be an essential component of any
government’s and regulator’s toolkit. They are crucial to policy-makers and regulators’ success
in improving tactics (the so-called last mile) whereas the public sector’s focus and resources
have often exclusively focused on the first mile (policy and regulation).® It includes a staunch
commitment to testing and trialling policy initiatives and regulations as experiments are essential
to determine whether and how much these interventions are working and where they can be
improved.

OSC Investor Office Behavioural Insights Report 11



In doing so, it is important to stress that behavioural insights are not a cure-all solution nor are they
the only lens for policy and regulatory evaluation. Rather, behavioural disciplines complement
and improve traditional economics and legal analysis to enhance policy and regulation. As one
leading practitioner of behavioural economics and finance states, their benefits are greatest
when combined with other behavioural disciplines, data sciences and technologies.™

Report overview

The first chapter is a literature review of the core elements of behavioural economics (BE) and
finance (BF) and how these concepts and findings can be applied through nudges and other policy
initiatives. It outlines the foundations and major academic advances of BE and BF to understand
their growth and decades of academic and applied research that culminated in behavioural insights
(Bl) and their use by governments and regulators. It includes an in-depth look at why BE and BF
displaced the dominant economic models based on rational individual choice, highlighting how
traditional approaches have often failed to achieve their desired consumer outcomes.

The chapter examines the key principles and insights of these behavioural disciplines for
consumer markets, especially finance. It explores many of BE and BF's essential concepts and
findings for these markets, and looks at their overlap with other disciplines under the umbrella
of behavioural science and BI. It looks at the success and challenges of nudges and other
behavioural applications, noting their merits as well as their limits. The chapter also reviews the
different behaviours of people online as compared to in-person, examining how technology

is influencing their choices and thought processes. It concludes by summarizing Bl lessons for
regulated consumer markets, with a focus on BF's applications within financial markets that are
prone to people’s systematic errors in decision-making.

The second chapter is a summary of how behavioural units and networks have reshaped consumer
policy implementation and other regulatory approaches across the globe since 2008. It focuses
upon how three different organizational approaches are used for behavioural insights units (BI
units) and behavioural sciences teams (BSTs). It explores how these practitioners have adapted
behavioural principles from theory and research to use behavioural insights to better understand
market problems and to more effectively tailor policy initiatives. It looks at what frameworks and
approaches they have developed to effectively translate Bl findings into practice in the last mile of
tactics. Itincludes the crucial role of testing and trialling in applying behavioural research concepts
and insights in practice both for market assessment and for policy implementation. It concludes
with a summary regarding Bl's successes and lessons for leading government practitioners, as well
as other policy and strategic considerations of relevance to the OSC.

The third chapter is an in-depth review of BF's accelerating international adoption in leading
markets such as the U.K., Australia, European Commisssion, Hong Kong, Singapore and through
2016 the US. It explores the policy approaches and regulatory initiatives of leading practitioners
and highlights how these regulators have adopted behavioural frameworks and employed Bl in
regulatory implementation. It focuses on the leading regulators’ use of BF to assess challenges
with consumer behaviour —and in certain areas, professional behaviour —and to create
behaviourally-informed solutions on their own and in tandem with other disciplines.

The conclusion identifies next steps being considered by the Ontario Securities Commission
(OSC)
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Approach and scope

The content of this report was developed through an extensive review of the behavioural
academic literature, a survey of the published reports, speeches and studies of major Bl units,
BSTs and financial regulators, and a series of interviews with government practitioners, financial
regulators, applied researchers and academics.

The literature review in this report is not exhaustive. The sheer scale and surge in behavioural
studies and applications of BE, BF and Bl make a detailed and comprehensive commentary on
the complete range of research well beyond the intent and scope of the report." Instead, this
report focuses on the components of behavioural sciences that are most applicable to the
OSC, concentrating on economic policies and financial market applications that offer insights,
opportunities and other considerations for the OSC's regulation of securities and derivatives
markets.

The report does not explore the behavioural aspects of financial firms and professionals beyond
certain aspects of the advisor-retail client relationship. The additional research required is

beyond its purpose and scope, but we would note that others are investigating intermediaries
and professional behaviour.'? It also does not look at how Bl can be applied to policy makers

and regulators. Readers interested in this topic can look to the recent World Bank report™ that
explores how practitioners are also subject to selected biases and ‘cognitive illusions.” Other financial
regulators have also cited public sector challenges from the action bias™ which refers to the
potential for intervention before the causes and nature of market problems are well understood.

Terminology

As outlined above, BE and BF intersect with cognitive psychology, social psychology,
neuroscience and other disciplines in behavioural sciences,'® which has led academics,
governments and other institutions to use the terms “behavioural insights” (Bl) or “behavioural
sciences.”’® This report uses the term Bl throughout given its usage by leading organizations
such as European Commission, the Organisation for Economic Cooperation and Development
(OECD) and the World Bank. Bl is a core part of the first behavioural unit, the UK Cabinet Office
Behavioural Insights Team (BIT) and most successful practitioner through early 2017 as the BIT
transitioned to a multi-national entity since 2014.

The critical roles of BE and BF in establishing Bl and their ongoing use by leading financial
regulators such as the U.K.'s Financial Conduct Authority and Australia’s Investment and Securities
Commission mean that this report will also use all three of these terms as appropriate. The report
also uses the terminology of behaviourally-informed initiatives and policies as it examines how
governments, regulators and supranational organizations apply behavioural findings generally.

OSC Staff Notice 11-778 OSC Investor Office Behavioural Insights Report 13
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BEHAVIOURAL
INSIGHTS

CHAPTER 1



CHAPTER 1: SETTING THE
FOUNDATIONS — THE CORE
CONCEPTS, PRINCIPLES AND
SUCCESSES OF BEHAVIOURAL
INSIGHTS

“Moving forward in behaviour change should be a mix
of applying insights from literature and learning from
application.”

Daniel Kahneman"’

"Behavioural economics brings insights from psychology
and other behavioural sciences into an economic
framework to explain why consumers behave the way they
do. Consumers may sometimes misjudge important facts
or make choices that are predictably mistaken .... By using
behavioural economics, we can understand how these
decisions arise, why they persist, and what we can do to
ameliorate them.”

Stefan Hunt and Darragh Kelly, U.K. Financial Conduct Authority'®

Governments and regulators have increasingly used behavioural economics (BE), finance (BF)
and insights (BI) since the 2007-08 global financial crisis with a range of public sector authorities
rapidly expanding their use of both disciplines in their policy work. The number of Bl units,
behavioural science teams and behavioural science professionals among governments and
regulators across the world has also seen significant growth, adding to the success of BE and BF
in the public sector.

This comes much later than the private sector’s adoption of behavioural concepts, which have
been employed by firms and professionals in advertising, product displays and other commercial
activities for many decades. Corporations continue to accelerate their use of BE and BF in the way
they design, test and implement technology in their business, combining massive amounts of
data with BE and BF insights to generate a deeper understanding of human behaviour. Using data
and analytics has enabled businesses to apply, test and redesign products using Bl in ways that
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were not possible in the pre-digital era. The growth of Bl usage by corporations in the

era of Big Data and Big Analytics bears emphasis with the latest evidence including the number of
leading Fortune 500 companies that have created Chief Behavioural Officer positions in senior
management.'®

It is important to state that while the mandate of this report focuses on Bl, its relationship to

BE and BF and their intersection with behavioural science requires exploration. BE uses both
economics and psychology to understand people’s actual thinking and behaviour in a systematic
and scientific manner. It attempts to identify the processes and influences that affect people’s
decisions. As noted above, behavioural sciences, however, are much broader and encompass
neuroscience, anthropology and other scientific disciplines’ research into people’s thoughts and
behaviour.

There are three major sections of this chapter’s literature review. While we strongly recommend
reading the entire chapter, these three sections are designed to either be read in full or as
individual sections and sub-sections which focus on the foundations and key principles of BE and
BF (section B) as the forerunners of Bl or BF's specific applications (section C).

The three sections following the introduction to this literature survey chapter are:

A. Foundations, milestones and factors that drove the adoption of behavioural
approaches - this section begins with an overview of the major developments and pioneer
researchers of BE and BF. It then focuses in upon BE's and BF's move from academia and the
private sector into the public sector, including a review of the heavy reliance that governments
and regulators have on consumer market efficiency and rational choice for policy, the huge costs
of inappropriate products being sold by financial firms and the rise of BE, BF and Bl following the
global financial crisis.

B. Key concepts, nudging and insights into online decision-making — this section
explores the core principles of BE and BF, their intersection with behavioural science that led to
Bl and the merits and limits of nudging. It also examines how online devices affect the information
and choices available to people, and how our use of this technology is changing our decisions,
preferences and ways of thinking.

C. Financial market challenges and behavioural finance’s applications -
this section summarizes why financial decisions are difficult for many people and explores how
biases in our preferences, beliefs and decision-making abilities affect our choices.

Why behavioural insights gained momentum in the public
sector

Economic policy and regulation of consumer and other markets were dominated by models
based upon market efficiency and rational behaviour for much of the post-World War Il era.
These models were rooted in people’s “arch rationality,” where authorities would rely on
individuals’ rational decision-making as a core part of efficient markets.2° As a result, government
and regulatory approaches were led by the principles of “self-stabilization, equilibrium and
efficiency.” Public sector authorities assumed that individuals and firms were rational, that markets
were highly efficient and optimal for consumer outcomes, and that any imbalances were self-

correcting and would not cause any large shocks or sustained problems.
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However, financial markets (among others) have often failed to achieve the best outcomes for
consumer costs and products in recent decades, especially in the past ten years.

Ongoing consumer market problems and periodic shocks have had very costly repercussions,
particularly in the years following the global financial crisis. Traditional models’ failure to predict
the 2007-08 shocks?' and other consumer market failures?? led to reassessments of policy and
regulation. The global financial crisis drove searches for better models and policies in financial
markets, specifically around banking, securities and derivatives supervision, and monetary policy.

Behavioural approaches offered many of the answers sought by governments and regulators.
These disciplines began to be incorporated into public policy as policy makers realized that BE
research showed how many aspects of market failures and undesired outcomes were predictable
and systematic, and had significant implications in the ways that markets work.?®

By combining the concepts and findings from psychology and economics, BE and BF provided
frameworks for understanding people’s decision-marking and behaviour. BE and BF studies
demonstrated that consumers were often not rational, especially when faced with complex
decisions or decisions with long-term impacts but little effect in the nearterm. They showed

that people’s biases and mistakes can be systematic, including making continually poor product
choices that can result in consumer market failure. BE and BF offered a way to explain why as well
as providing new and more effective ways to address them.?*

Behavioural approaches have now “captured the attention of policymakers and regulators across
many sectors.”?> More and more governments and regulators are using Bl to better understand
markets and people’s behaviour, as well as help improve policy initiatives and achieve better
outcomes for consumers. Regulators and other authorities are using the insights provided by
these disciplines to learn more about how:

e consumers make choices and how their decisions and behaviour affect retail market outcomes;

* financial professionals interact with retail customers, and the impact that their incentives,
information and various other factors have on consumer behaviour; and

* regulations and policies have intended and unintended impacts on both of these groups.

This chapter’s literature review summarizes research in both BE and BF, as well as in Bl, that is
applicable to the work of the OSC, including examining how these disciplines have successfully
challenged the consumer market efficiency and rational choice models.

This review of behavioural research is intended to provide an extensive overview for a general
audience of informed stakeholders and other interested readers. It is limited in its scope as an
exhaustive examination of the complete array of academic and other research in these fields is
well beyond the purpose of this report.

This chapter also does not examine the behaviour of financial intermediaries and their staff apart
from the interaction of advisors with retail investors. In this regard, we would note the research
on intermediary and professional staff behaviour undertaken by the Federal Reserve Bank of New
York and the Netherlands’ central bank, among others.?® Pending research is also underway by
the U.K.'s Financial Conduct Authority.?”
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Section A: Foundations, milestones and the public sector
adoption of behavioural economics and finance

l. Introduction to the foundations of behavioural economics
and finance

What is behavioural economics?

Traditional (neo-classical) economic theory is based upon efficient markets and logical human
behaviour as its core assumptions are efficiency and rationality. In contrast, BE combines
psychology and economic research to generate insights into how and why consumers and other
economic agents are frequently not rational and often make mistakes.?® BE and BF explore the
factors that affect and shape people’s thinking and behaviour.

Alain Samson’s 2014 summary framework for BE's core principles and insights?® is a useful
introduction to these disciplines, beginning with how BE and BF recognize that people’s
thinking lacks sufficient knowledge and feedback. Our choices often involve uncertainty, and our
decisions are affected by the context in which they are made. We have attentional and cognitive
limits on our processing capability.

Samson summarizes how most choices are not made with careful deliberation. Rather, people
are:

¢ influenced by readily-available information, whether that information is novel or relevant, and
whether it automatically generates good or bad feelings;

* making decisions in the moment, as many people prefer to continue with their current
behaviour and often do not consider the future impact of their choices;

* poor predictors of future behaviour and are subject to people’s distorted memories;
* affected by physiological conditions and emotional states;

* shaped by social norms and expectations (such as trust, reciprocity and fairness) and social
emotions (such shame or empathy), and are susceptible to social influences (such as peer
pressure); and

* affected by social biases®® and mental models,® such as stereotypes.

BE’s main principles and insights may appear simple, however their importance in policy-making
and regulation results from the ways in which they have advanced how people’s thinking and
behaviour are understood. BE and BF have a wide number of applications for policy makers that
go beyond behavioural observations. As the U.K.'s Financial Conduct Authority explains, BE
offers systematic, evidence-driven frameworks for governments and regulators to understand
where and how market failures occur and provides a lens to evaluate potential remedies.3?

Although it is not easy to precisely define BE — even the foremost theorists and other leading
researchers do not agree upon an exact definition®3 — there are several core elements that, when
combined, effectively capture BE's and BF's usefulness for assessing markets and behaviour, as
well as for improving policy-making and regulation.
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A general definition of BE starts with the way in which it applies psychological insights to
economic problems.34 This definition highlights BE's origins in psychology, particularly through
repeated experiments and observations to derive principles of economic behaviour, which
contrasts with traditional macroeconomics and efficient market theories, which are “top-down” in
their assumptions about how people behave and market interactions occur.®

Another helpful description is to define BE as the study of cognitive, emotional and social factors
that affect people’s observable economic behaviour.®¢ Additionally, BE is also a “discipline at
the intersection of psychology and economics”3” with growing ties to neuroscience and other
disciplines that fall within the scope of behavioural science.

Behavioural disciplines also hold a number of important advantages in their approach to
empirical testing. Behavioural sciences make use of the experimental method, the gold standard
of which is undertaking randomized controlled trials deployed in laboratory environments and/
or through extensive field testing and (more recently) advanced data science to measure and
describe people’s behaviour. As a result, their Bl frameworks can provide clear benefits for
diagnosing policy and regulatory problems, designing appropriate responses and adapting
policies and regulations from the evidence collected.

In spite of their precise definitional challenges,3® BE, BF and other behavioural sciences offer
many theoretical and practical advantages,® including a means to explain systematic influences
on economic decision-making and to address regulators” abilities to influence behaviour by using
“nudges” or rules to affect behaviour.

According to the Organisation for Economic Co-operation and Development (OECD), Bl is
“being used to enhance the effectiveness of government interventions.”° The benefits of Bl
extend beyond nudges and other policy interventions as they provide important input into policy
assessments and implementations.* These insights offer significant advantages to governments
and regulators by:

* playing an important role in assessing and defining certain problems (including market failure);
* being an influential complement to other traditional policy approaches; and

* being used to fine-tune and enhance current economic thinking.42

An overview of behavioural economics’ foundations and key milestones in its
rise to prominence

Governments and regulators have increasingly adopted BE and BF insights into their work over
the past decade. In 2008, Dan Ariely wrote that BE is an “emerging field.”? In contrast, by 2015,
Richard Thaler could write that BE “is no longer a fringe operation [as it] is going mainstream.”4

However, BE and BF's rise to prominence over the past decade in the public sector follows more
than 40 years of research*® showing how consumer choices and people’s thinking regularly
contradict rational choice and market efficiency models of post-World War Il economics and

policy.
The dominant post-World War Il model of economists had two broadly assumptions, namely
market efficiency and rational choice which were assumed and acted upon by policy

makers and regulators.#® Policy reflected a framework based upon the idea that people are
generally rational and their thinking is generally sound, and that because they behave this way,
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their decisions are also generally sound. Emotions such as affection, fear and hatred explained
most of the occasions when people do not behave rationally.

These assumptions about people’s rationality and market efficiency were held by most
academics until the 1990s, and continued to prevail among policy makers and regulators into
the early 215t century. Efficient consumer markets and rational choice proponents were led by the
University of Chicago's Milton Friedman and Gary Becker, Nobel prizewinners who were highly
influential in mainstream economics and other social science fields. Becker outlined a set of ideas
in The Economic Approach to Human Behaviour that became the pillars of “rational choice”
theory,* embracing the view that people have stable preferences and engage in behaviours that
best serve their own interests by maximizing their own benefits. Accordingly, rational behaviour
occurs in a wide array of policy areas, ranging from crime to marriage.

Friedman and Becker's impact was paralleled in academic studies regarding financial market
efficiency. By 1970, the collective studies of Eugene Fama and other leading academics at the
University of Chicago and the Massachusetts Institute of Technology provided strong support for
financial market efficiency, including Fama positing the “efficient markets hypothesis.”® Rational
expectations models of markets and people’s behaviour also became increasingly popularin

the mid-1970s and onward, leading to new macro-economic models that displaced Keynesian

economics.

The neo-classical model of rational agents and of rational
expectations has four simplifying assumptions that merit a brief
expansion to better understand how BE and BF challenged

this traditional model of people’s behaviour and thinking. This
definition of rationality is fundamentally different from the popular
and everyday notions of what is rational — it has four ‘C’s as
summarized by BE expert Kelly Peters:*°

* Completeness of information — people look at and consider all
outcomes and potential future events;

* Fully logical Cognition — people are almost robotic in assessing
information as emotions, physiological conditions and social
influences and norms do not affect our behaviour;

* Computational Strengths — people are capable of doing
sophisticated mathematical and statistical analyses; and

* Consistency of choice - our choices are fully logical and
transitive whereby if we prefer Choice A to Choice B, and Choice
B to Choice C, by definition we must prefer option A to option C.

Other important aspects of the neo-classical rationality include
completeness in knowing our preferences and that there is no end
to our consumption (non-satiation).
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For several decades, BE and BF have
challenged these assumptions of consumer
market efficiency and rational choice. BE

and BF studies have shown that existing
rational choice and rational expectations
models had “excessive faith in the efficiency
of markets and rational choices made by
agents [economic actors] in their behaviour,
and the ability of agents in financial markets

in particular to make sound decisions.”*° BE
and BF challenged the neo-classical approach
by demonstrating that people systematically
deviate from the rational model. As they
showed, these deviations in our behaviour
and thinking are large enough and predictable
enough to show that Bl is essential.

The pioneers: Tversky and Kahneman
(1974, 1979)

While the modern roots of Bl go back to
Herbert Simon's pathbreaking work on the
limits to our cognitive capabilities (bounded
rationality),®' pioneering psychology articles
by Amos Tversky and Daniel Kahneman in
the 1970s were crucial in establishing the
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intellectual and empirical foundations of clear limits on people’s rationality. These two academics
played a founding role in developing the core principles of the cognitive behavioural approach
and challenged the rational choice model of economics. Their pathbreaking “Judgement under
Uncertainty” (1974) article explored how people’s use of shortcuts and simplifications have
created some 20 biases in our decision-making. Tversky and Kahneman'’s work demonstrated the
ongoing use of mental “rules of thumb” (heuristics) in people’s judgement, the impact of which is
evident in this research being cited over 7,000 times in academic papers, “an unbelievable rate
for a psychology article.”>?

Tversky and Kahneman’s 1979 paper had an even greater impact, introducing prospect theory
and identifying three elements to consider when assessing wealth opportunity outcomes. >3 The
first is that people evaluate the potential outcomes of their choices from a mental reference point,
which is used to weigh gains or losses. Our tastes are not fixed, but will vary with the reference
point that each person uses when making choices. The second element is that people have
diminishing sensitivity when evaluating change, especially when it comes to wealth. The third,
and perhaps most important element, is the impact of loss aversion. People feel losses much
more than they do gains, between 1.5 and 2.5 times more,and as a result there are asymmetries
in people’s preferences and decision-making.

Loss aversion and people’s reliance upon mental reference points explain why losses appear
much larger than gains in people’s decision-making, creating disproportionate responses in their
preferences and choices. We favour smaller changes over larger ones (not including situations
where the perceived gains are materially positive) and, accordingly, only make choices with

a different potential result (relative to the status quo) when the perceived benefits exceed the
perceived, over-weighted losses.

Taken together, Tversky and Kahneman'’s 1974 and 1979 articles effectively demonstrated that
there are systematic errors that occur in people’s thinking which result from human cognition,
rather than being strictly a product of emotion as neoclassical economics assumed. Their
findings also led to examining how people’s choices are influenced by the way in which they are
perceived or framed. Among the many insights from their research is the notion that people’s
willingness to take risks is influenced by how a choice is framed. Their decisions about risks are
dependent upon the context in which a choice is presented — a person'’s response to a choice
changes based on whether it is framed as either a gain or a loss.

Loss Aversion

pain from loss of $5

al

’e

high

pleasure from gain of $5

low
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The breakout to the public mainstream: Nudge, Predictably Irrational and
Irrational Exuberance

Despite Tversky and Kahneman'’s pioneering work, it took time for academia to respond to their
pathbreaking research. Even with BE's early beginnings with Richard Thaler’s “Toward a Positive
Theory of Consumer Choice” (1980)%* article and Robert Shiller’s critique of asset pricing theory
(1981),°° BE and BF still had a very narrow impact with economists. As Thaler notes, by the late
1980s only he and three other academics saw themselves as behavioural economists.>®

During the 1990s and early 215t century, however, other researchers built significantly upon
Tversky and Kahneman’s work. This research demonstrated how systematic errors can occur

in people’s decisions as a result of their biases.>” Through numerous experiments and other
evidence-based research, these studies showed how people’s ability to undertake rational plans
is constrained by:

* limits upon their self-control (bounded willpower);

¢ limits upon their mental capacity to assess complex issues, undertake complex mathematics
and solve multi-part problems (bounded rationality);*® and

* limits upon their self-focused behaviour from their concerns for fairness, reciprocity, trust and
other social values (bounded self-interest).

Behavioural insights into the cognitive biases, emotional factors and social influences that
affect people’s thinking are also consistent with the notion that heuristics are essential to most
of people’s daily or routine decisions. Mental shortcuts often help people prioritize and keep
from over-analyzing their choices. As well, people’s adherence to social norms rather than only
market norms is often in their own interest. Most people live according to societal codes and
expectations, which encourage favourable social actions such as cooperation.

BE and BF provide better frameworks for understanding how and why people’s biases lead
to decisions that are not in their best interests. These mistakes often occur when consumers
are confronted with complex choices or when they are faced with decisions that do not have
immediate impacts, but hold longerterm consequences that may be difficult to anticipate or
predict. People often make mistakes when a choice causes significant emotions. Decades
of research from these behavioural disciplines also shows the importance of people’s social
expectations, preferences and other norms that are at odds with market norms.

Given the strengths demonstrated by BE and BF research and their increasing intersection with
other behavioural sciences, these disciplines grew to be much more accepted in academic
circles by the late 1990s and the early 21t century.

In marked contrast, the public sector was much slower to acknowledge Tversky and Kahneman's
findings and to use Bl for government and regulatory purposes. Consumer market regulation
and other policy from the 1980s to the early 215t century embraced the efficient markets, rational
choice and rational expectations models. However, there was a shift in BE and BF's acceptance
among the public sector during and after 2008.

The popular works of several authors were critical factors in leading the public sector’s awareness
of these disciplines. Richard Thaler and Cass Sunstein’s book Nudge (2008)° led the rise in BE
and BF's profile. Nudge highlighted the shortcomings of policies and regulations that are based
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upon economic idealization rather than actual human behaviour, and provided experts and non-
experts alike with a framework for better assessing markets and people’s behaviour as well as a
clear rationale for applying BE to government policy and regulation.

Thaler and Sunstein focused on how traditional economic approaches sought to address market
weaknesses by maximizing the number (and variety) of choices based on efficient markets and
rational choice models. They explained how these models fail to recognize that almost all people,
almost all of the time, do not make choices in their best interest or that are better than choices
made by others. Nudge also explored bounded rationality’s principle of limited knowledge

or information, and showed how people require experience, good information and prompt

feedback in order to make good decisions.

While Thaler and Sunstein drew extensively upon psychology research that select others, such
as Robert Cialdini, had helped popularize (see Cialdini’s work on persuasion and marketing®©),
they transformed the public recognition and understanding of BE in three crucial ways.' As non-
psychologists, they applied cognitive insights to challenges faced by economists, governments
and regulators. They also built upon existing academic literature by combining it with concepts
from BE. Additionally, they were extensively engaged in policy, beginning with the 2008 Obama
campaign and later the White House and U.K. Cabinet Office.

Nudge had a decisive impact upon governments and regulators. The term “nudging” entered
the public lexicon to describe initiatives designed to improve default choices, simplify
communications and reduce consumer hassles at low cost. The extensive use of nudges for
these and other purposes was the most visible impact of BE and BF in policy initiatives for various

governments and regulators.52

Nudge explored how bounded willpower, bounded rationality
and present bias combined with money illusion resulted in
inadequate retirement savings for many people. Thaler and
Sunstein highlighted Thaler and Benartzi's (2004) “Save More
Tomorrow"” work, which identified multiple barriers to people
having sufficient future savings or participating in retirement
plans. These included that:

* many participants desire and plan to save more, but never
follow through;

* limits on willpower make it difficult for participants to follow
through on their intentions;

* people dislike having their paycheques decrease (loss
aversion) for hard-to-assess future benefits (present bias);

* losses are felt in nominal dollars, not percentages (money
illusion); and

¢ inertia plays a significant role in inhibiting desired behaviour.
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Dan Ariely’s 2008 book, Predictably
Irrational,®® was also important in generating
awareness of BE. Ariely effectively summarized
a wide range of behavioural concepts through
real life examples, clear descriptions of
research experiments and other illustrations
drawn from academic research as well as his
own experience. He explored how people’s
irrational behaviour is neither random

nor senseless, but rather systematic and
predictable. Predictably Irrational highlighted
how people’s decisions are influenced by their
immediate environment, their emotions and
their prioritizing of the present over the future.
Ariely’s book also effectively illustrated how
people’s bounded rational choices reflected
the limits upon their thinking processes.

Predictably Irrational also explored the
impacts that social norms have in people’s
everyday lives. Social norms like fairness,
honesty, reciprocity and trust differ from
market norms as they reflect society’s
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acceptable behaviours and have a decisive influence on people’s choices. The presence of these
social norms can lead to choices that are not driven by price and other financial considerations.
Examples of this include family interactions (parents do not expect to be paid for cooking or
performing other household duties that benefit their children) and many aspects of volunteer work.
(Inaninstructive U.S. example, lawyers had little interest in doing work for seniors at much lower
rates, but were happy to do work for free as a public service.%)

As a New York Times bestseller, Predictably Irrational significantly broadened public sector
awareness of behaviours that frequently fail to conform to the models of efficient markets and
rational choice. Ariely showed that people’s cognitive biases and limitations, emotional states
and social influences mean that their choices are often not rational in the traditional economic
sense. He strongly favoured using BE, given its insights regarding how people think and act.
“Economics would make a lot more sense if it were based upon how people actually behave,
instead of how they should behave.”®®

The asset market, macro dimensions and insights of BE and BF

The third member of the crucial popularizers of BE and BF is Robert Shiller. While much of Shiller’s
work is outside of the scope of this report, his financial market and macro-economic research on
asset markets,®® as well as his books and insights, have been influential in the rise of BE and BF
among governments and regulators.

Beginning in the early 1980s, Shiller combined BE and BF with research into asset price formation
(stock prices and real estate) to show that emotions, social influences and other irrational factors
can be decisive influences. He explained how periodic bursts of irrational exuberance can create
major systemic risks in financial and housing markets, which were missed by most policy makers
in the years prior to 2000-02 and again in the years before 2007/-08.

Shiller's work on the causes of market excesses and his predictions of major market risks helped
to popularize BF and, from 2008 onward, influence policy. His book, Irrational Exuberance
(2000),%7 along with his market forecasts and comments in the media, were significant during this
time; he discussed the potential for large stock market declines ahead of both market drops in
2000-02 and 2007-08. He also predicted the bubble in U.S. real estate prices well in advance of
its 2007-09 collapse.®®

Shiller’s work provided measures to gauge asset bubbles and advanced macroeconomic policy
models and regulatory initiatives, helping lay the groundwork for monetary and other macro
policy changes after 2007-08. His BF work included a methodology derived from long-run stock
market valuations since 1881 using current price-to-long-term earnings ratios. His model was
incorporated into numerous leading market analyses of equity market valuations and investment
outlooks in the wake of the 2000-02 stock market declines and is still in widespread use today.
The Case-Shiller home price index for housing markets has also achieved a substantial following
and has been used by a number of policy makers and regulators since 2007/-08.
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Il. Market failures and systemic shocks spur the adoption of
behavioural economics and finance

Serious flaws in traditional market efficiency and rational choice models
become clear

The popularity of Thaler and Sunstein’'s Nudge and Ariely’s Predictably Irrational — as well as the
public recognition of Shiller’s insights and frameworks — came about during a period of major
consumer market failures and structural problems with existing financial market policy models.
These problems stemmed from traditional consumer protection policies®® that were designed
with assumptions that the average person is rational and that more information leads to better
choices, which in turn increases consumer benefits.

The traditional approach suffered from several flaws, beginning with the assumption that people
are willing and sufficiently competent enough to effectively deal with the information provided

to them. It also incorrectly assumed that consumers usually make informed and rational

decisions and take advantage of their “information-based rights.””°The events of

2007-08 combined with these leading authors’” popularity to create a fertile environment to
showcase the merits of BE and BF research as these disciplines clearly demonstrated fundamental
issues with traditional policies and regulations.

The financial crisis revealed that relying upon de-regulation and extensive disclosure to achieve
better consumer outcomes was a flawed approach. Among the most important government and
regulatory mistakes were the failures to prevent costly housing market bubbles in the U.S. and
various European and Asian countries, too-easy credit conditions, inadequate regulation of banks'
and investment dealers’ derivatives and new products, and a lack of oversight of high-cost retail
products being inappropriately sold to consumers.

This crisis spurred a re-evaluation of a range of other traditional approaches to policy and
regulation. Various studies showed that dense, legalistic and lengthy disclosure was ineffective,”!
as many people struggle to understand such information given their literacy or language
challenges. ‘Innumeracy’ is an even larger challenge, as many people cannot answer basic
statistics questions. Lengthy disclosure and large amounts of fine print result in ‘overload’ and
‘accumulation” problems for many people. Overload arises when disclosure is too extensive and
too complex, while accumulation problems refer to the ongoing daily, weekly, monthly and yearly
receipt of so many disclosures that people cannot keep up with nor understand.

Despite extensive efforts to assist people with understanding disclosure materials, behavioural
research has revealed that reliance upon conflict of interest disclosure of advisors is often
inadequate and can produce results that were the opposite of its intended effects.”? These
studies have shown how many psychological factors limit the effectiveness of advisors’
disclosure”? for consumers and advisors, including consumers having biased probability
judgements and limited understanding of the disclosure. People also demonstrated an aversion
to disclosure that made them uncomfortable or that did not support the choices that they had
already made. Subsequently, they would often feel increased pressure to follow an advisor’s
advice due to the panhandler effect (consumers did not want to be ungrateful after the advisor’s
interest was disclosed) and insinuation anxiety (people had a fear of showing distrust post-
disclosure). For advisors, the effectiveness of disclosure was reduced if “moral licencing”
occurred, whereby the advisor feels less responsibility to give unbiased advice after disclosure.”
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Other traditional policy models and regulatory approaches also were questioned following the
financial crisis. Certain governments and regulators came to recognize that markets with a large
number of firms were not necessarily more competitive. For example, despite the presence of
numerous banks in ltaly, its banking sector has had substantial inefficiency”® as well as systemic
risks.

Regulators began to understand that it is essential to distinguish between nominal competition,
as shown by the number of firms, and effective competition as determined by price, quality and
service.

There is also growing evidence to suggest that even when regulators enforced compliance upon
advisors that were found to have broken rules, these advisors’ behaviour did not change in the
ways expected or intended, as an individual’'s compliance tends to worsen after he or she has
been required to pay fines and taxes.”®

BE and BF studies have demonstrated that a number of traditional policy approaches were
either inadequate or failed to solve the poor choices often being made by consumers. Even
when traditional regulation successfully identified a problem, the research suggests that it
frequently used ineffective measures (such as very detailed disclosure to correct these market
flaws) to address them. Authorities had the “right problem, wrong solution.””” Traditional policy
and regulatory measures came to be seen frequently as ineffective, and often also as causing
unintended consequences.”®

”.::

Conflict of Interest
Disclosure

Inappropriate products: Huge costs of weak policy frameworks and ineffective
regulation

By 200/-08, there were many factors precipitating the need for new regulatory frameworks and
approaches to address structural market problems, especially in consumer markets. High-profile,
poorly-understood products were creating losses for a significant numbers of individuals and,

in the case of the U.S., were generating systemic risks that spread globally. There were major
cases of products being mis-sold to consumers during the 1990s and early 215 century which
benefitted the firms selling such products but were unsuitable for many purchasers. Most buyers
only came to understand these products’ opaque and excessive costs long after their purchase.
(Sub-prime lending in the U.S., the U.K. Payment Protection Insurance and Hong Kong mini-
bonds are all major examples of poorly-designed but successfully-marketed products that met
the needs of firms rather than consumers.”®)
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These high-profile cases underscored serious weaknesses in traditional government and
regulatory approaches to consumer financial markets. The traditional models were especially
problematic in how they failed to address serious issues and gaps in financial policy for
consumers and in the regulation of banking and investment firms.

The 2007-08 global crisis leads to fundamental rethinking of financial market
policy and regulation

The global financial crisis, and the “Great Recession” that followed in many countries, was
pivotal in shifting the policy and regulatory approaches to financial markets. Although the

1987 and 2000-02 equity market declines had challenged the economic models of efficient
markets and rational individuals, the nature and severity of the 2007-08 crisis showed the flaws
in these models can be acute and costly.8 Reliance on market forces and assumptions of rational
behaviour did not prevent the 2007-08 global financial crisis and subsequent recessions in most
countries, the worst since the 1930s.

By 2009, governments and regulators in North America, Europe and Asia had seen how key
parts of their approaches to monetary policy, banking and financial markets had failed. Among
the repercussions for policy makers and the public were:

* considerable government exposure generated by bailing out financial intermediaries in the US
and Europe;

* large declines in housing market prices, which continued to be depressed in the U.S. and
several European countries for years;

* unemployment rising to levels not seen by a number of countries, particularly in Europe, in
several decades; and

* a prolonged stock market decline.

These and other consequences, created an urgent need for academics, governments and
regulators to revisit their understanding of markets and behaviours.

The resulting crisis in the economics discipline itself®' led to a fundamental policy and regulatory
overhaul.82 This spurred the use of zero interest rate policies, forward guidance and quantitative
easing, as well as a search for new macro models.®3 Monetary policy also shifted toward an
increased focus on financial stability, as well as systemic and firm risks.

In banking oversight, authorities became less reliant on pure market forces and self-regulation,
instead introducing a range of changes that included increased and higher-quality capital
buffers®4 and tougher stress tests for intermediaries. In regulated consumer markets, especially
securities, new entities like the Consumer Financial Protection Bureau in the U.S. and the Financial
Conduct Authority in the U.K. were created.
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A new path: Behavioural economics and finance’s rise to prominence

The disruption of traditional economic models and search for alternatives, especially in regulated
markets, created fertile ground for BE and BF's use by governments and regulators.

It had been approximately three decades since the 1974 and 1979 articles by Tversky and
Kahneman, but as Pete Lunn wrote in 2014, “from the position of a sometimes marginalized sub-
discipline, BE has been swept into the mainstream with surprising speed” since 2009.8° Some
notable examples of the impact of BE and BF in the public sector include:

* Richard Thaler’s and Cass Sunstein’s roles in Barack Obama'’s 2008 presidential campaign;
* Sunstein being appointed Director, U.S. Office of Information and Regulatory Affairs, in 2009;

* the U.K.'s creation of the Cabinet Office Behavioural Insights Team (UK BIT) with Thaler as
an advisor (2010), its renewed mandate (2012), and its expanded domestic and foreign role
(2014)8 when it was moved and restructured to be a stand-alone entity outside of government;

* the U.K. Institute for Government publishing a discussion paper, Mindspace (2010),8” which
relied extensively upon nudging principles and enjoyed a broad public sector audience;

¢ the U.K. Financial Conduct Authority’s adoption of BE and BF in 2013 and its active pursuit of
policy and regulation informed by these disciplines since then;

* the creation of the White House Social and Behavioural Sciences Team in 2014 and its
significant impact on U.S. Federal government programs through 2016;

* the World Bank's creation of the Global INsights Initiative in 2015, with a mission of assisting
governments in incorporating behavioural and social insights into project design and
implementation, and evaluating the impact of these policy interventions;28

¢ the European Commission's framework for behavioural consumer research, with its notable
insights in banking fees, food labels and online gambling;®°

* Canada’s establishment of a 3-person Behavioural Sciences Team as part of the Privy Council’s
Innovation Hub in 2014.%° Ontario followed in 2015 in creating a Bl unit; and

* OECD's major study of Bl use globally and 150+ case studies was released on March 1t ,2017°!

The extensive influence that BE has had on the economics discipline over the years following the
financial crisis is also worth noting. Tversky and Kahneman'’s Prospect Theory article, which had
very limited citations in the initial years after being published in 1979, became the second most
cited paper in all of economics by 2010.22 The impact of their research overall was significant —
“by 2016, every tenth paper published in economics would have a behavioural angle to it.”*3
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OECD'’s Behavioural Insights
and Public Policy
(2017)

World Bank creation of Global
INsights Initiative
(2015)

FCA's adoption of BE and BF
(2013)

Thaler & Sunstein’s “Nudge”
(2008)

Ariely’s “Predictably Irrational”
(2008)

Thaler’s “Toward a positive
theory of consumer choice”
(1980)

Tversky & Kahneman'’s
“lJudgment Under
Uncertainty” (1974)
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1970 |

1975

EC’s Behavioural Insights applied
to policy
(2016)

ASIC'’s BE Team established (2014)

EC JRC's Foresight and Bl Unit established (2014)
US SBST established (2014)

Canada PCO BST esctablished (2014)

New South Wales BIU established
(2012)

UK BIT established (2010)

Global Financial Crisis
(2007-2008)

Shiller’s “Irrational Exuberance”
(2000)

Shiller’s critique of asset
pricing theory (1981)

Tversky & Kahneman's
“Prospect Theory”
(1979)
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TABLE 1

Dual System of
Thinking®®
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Section B: Behavioural disciplines' key concepts

lll. Behavioural economics and finance’s core concepts, insights,
intersection with behavioural science and nudging

Understanding the merits of BE and BF and the reasons for their widespread adoption requires
exploring some of their core principles and the ways in which they overlap with behavioural
science as Bl. Itis important to examine the duality of people’s systems of thinking, as these
provide the foundation for Bl's frameworks.

Essential BE Concepts and Principles

The dual-system theory was built upon Keith Stanovich and Richard West's study, “Individual
Differences in Reasoning: Implications for the Rationality Debate,” as well as the subsequent
work of Tversky and Kahneman and numerous other cognitive psychology studies.®* This theory
posits that “the complexity of human thought and action can be understood by envisioning two
systems operating simultaneously in the brain,” and refers to two systems of thought:®> automatic
(fast and non-conscious thinking) and reflective (slow and conscious thinking).%®

The dual-system theory is a highly useful framework to explain how the brain works, and
subsequently how humans think and feel. Many leading researchers have found the theory to be
a helpful model for framing people’s approach to decision-making, while still recognizing that
there is debate around the ways in which these systems interact and how people make choices
within this framework.%”

Under the dual-system theory, automatic thinking is people's default way of processing
information and responding. This system results in thought processes that are rapid, intuitive and
experience-based. These quick responses are necessary for human survival, as they generate
low effort responses to choices and situational demands. This system works quickly to try and
simplify challenges, and while it is often accurate, it is not necessarily rational. Automatic thinking
makes use of heuristics and is responsible for the ongoing biases (systematic errors) in people’s
decision-making.?® The automatic system also harnesses basic emotions, such as anger, fear,
happiness and sadness.

Reflective thinking is the alternative way for people to process information and to respond to

the world around them. This system is more thoughtful and sophisticated, as well as slower,
analytical and deliberate. Reflective thinking makes use of more sophisticated strategies for
solving problems, resulting in decisions that may be more accurate, appropriate and/or effective
than those produced through automatic thinking. The reflective system is also emotional, but it
includes more complex and often social emotions (such as empathy, guilt or shame).

Reflective System

Applies what rapidly comes to mind
(narrow frame)

Considers a broad set of relevant factors
(wide frame)

Effortless Effortful
Associative Based on reasoning
Intuitive Deliberative

Affected by Basic Emotions
(e.g., fear, happiness, sadness)

Influenced by Complex Emotions
(e.g., regret)
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Our Brains Like Efficiency. Mental and Time

Constraints Matter.

Dual Sytem of Thinking

Reflective
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Automatic

While cognitive psychologists generally

agree dual-system theory is a highly useful
framework, as noted above, there is some
debate about how these systems interact.© (It
is also important to reiterate that our automatic
thinking is essential for many routine tasks

and to avoid the cognitive depletion that
increasingly occurs when reflective thinking is
used extensively.)!®

Kahneman and numerous cognitive
psychologists describe the interaction as one
in which the rapid and intuitive responses
generated by the automatic system usually
overwhelm the reflective system’s more careful
and objective thoughts. As a result, people’s
decisions are more likely to reflect their
predictable biases than their rational choices,
even when automatic thinking has produced a
default choice that is inappropriate, inaccurate
or that does not fit the circumstances in which it
is made.

People’s automatic use of heuristics is increased
by a number of factors, as shown by numerous
studies.'®? Automatic thinking is most likely

to be used for choices that involve emotional
topics or by people who are feeling extreme
emotions. Automatic thinking is also employed
when people have strong preconceived
attitudes or beliefs or when they receive
information from a source believed to be
credible and trustworthy. Similarly, this system
predominates when people feel it would

be challenging to evaluate the information
provided (for example, in situations where they
feel distracted or hurried, or where there is an
overload of information).

In contrast, reflective thinking is likely to take
prominence when a choice is seen to have
an important outcome, greater relevance or
involves accountability to others.103

There are numerous challenges that arise from
the shortcuts and heuristics that are applied
when people make automatic decisions,
particularly in the number of biases that
influence their decision-making.'®* These
cognitive biases include:
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* Anchoring. This refers to people’s initial exposure to a piece of information (such as a number)
that becomes an unintended reference point which influences subsequent value judgements.
For example, anchoring can occur when a prospective homebuyer judges the value of new
homes based on the price of the first house he or she viewed.

Zero price effect. This describes the emotional response that people have to a product
priced for free, leading them to make choices that are not in their best interests. This effect is

a notable source of irrational excitement as people perceive a product’s intrinsic value to be
higher when its price is reduced to zero, so much so that it overwhelms many people’s capacity
to conduct a traditional cost-benefit analysis. Examples range from taking a free item such as

a fast food sample because you want it, but do not need it or should not own or consume it to
accepting free timeshare accommodation or offers of portfolio appraisals without considering
the strong investment sales pitch that all-too-often accompanies these zero-priced products.

Availability. This describes the probability of an event occurring being perceived as higher
because it is easy to think of examples of when this event had previously occurred (it is readily-
available in a person’s memory). An example of this would be a situation in which investors
judge the quality of a stock based on information that was recently featured in the media,
ignoring other relevant data and facts.

Affect. These are good or bad feelings that are automatically generated when thinking about a
given topic. When making a decision, people may take a quick mental short-cut by using such
“affect as information,” and judging what feels good as ‘right and desirable’, and what feels bad
as ‘wrong and to be avoided".'®® These choices are based on past experiences and memories
that are triggered before (and potentially to the exclusion of) reflective thinking. As with other
biases, the role of affect in decision-making is more pronounced when people's time or resources
are insufficient.

However, an affect bias does not always lead to poor outcomes, as various studies have
demonstrated.'®® Emotions can help people with creating priorities and motivate problem-
solving behaviours. Negative emotions can help us complete detail-oriented tasks, and often
encourage greater systematic evaluation; positive emotions can encourage creative thinking. It
is when there is too much emotion present that decision-making typically begins to suffer.

Overreliance on Salience. This occurs when information stands out, is novel or seems
relevant and therefore attracts more attention than what may be merited. Much like using
“affect as information,” people use the rule of thumb that “salience signals importance”. This
bias includes people’s preference for brand names and their perception of quality based the
brand’s profile, its distinguishing aspects or its personal importance to the decision-maker.
People tend to base their decisions on salient elements as opposed to considering all of

the elements of their environment. Examples include focusing their attention on information
displayed in vibrant colours, large formats or prominent locations on a computer or mobile
device screen.

Status quo and inertia. These biases refer to people’s aversion to change. These biases
often involve habits based on repetition and associative learning. People will frequently not
change their habitual behaviours without a strong incentive. Examples of this include people’s
unwillingness to change banks or insurance policies, even when there is readily-available
evidence of similar products offering better savings rates or lower costs.
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Status quo and inertia biases are reinforced by two others: confirmation bias and belief bias.
What people believe influences the information that they look for and how thoroughly they
analyze it. Confirmation bias means that we automatically look for information that supports our
prior beliefs'%” because we seek affirmation for our views. Belief bias means that we are more
likely to dismiss or find fault in information that challenges our beliefs and accept information
that affirms them. In some instances, belief bias leads people to thoroughly analyze information
that is inconsistent with their beliefs, and similarly discourages evaluating information that
matches their views.

“Temporal dimensions”1°8 are also very important. These include the ways in which time factors
into people’s decision-making, as well as the difficulty that we have when trying to predict our
future behaviour, experiences or perceptions of value.

Psychology research has demonstrated that people’s decisions change depending on whether
they consider them for the long-term (“high distance”) or the near-future (“low distance”).'°° The
dimension of distance leads to significant differences in people’s evaluations and preferences.
Low distance choices lead us to focus on concrete and specific details, as well as feasibility and
cost, while high distance choices cause us to consider the abstract and general aspects, plus
desirability and benefits.

People are poor predictors of their future behaviour and place greater weight on the present.
This reflects the “present bias” previously noted, as people often discount the future compared
to the present. In one notable U.K. experiment, people preferred receiving a lesser amount of
money immediately rather than receiving a greater amount one month later."°

An important temporal dimension also stems from the ways in which forecasting and memory
work. Both often have biases that reflect our mental shortcuts™ such as the “planning fallacy”

in which people underestimate how long a task will take by ignoring past experience. Similarly,
memory is subject to the “peak-end rule” as people selectively evaluate the things that they
remember as pleasurable or problematic. Our memories typically reflect either the most or least
favourable elements rather than an average of the total experience.
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The “fresh start” effect” is another notable temporal bias that sees people set new goals at milestone times or events
such as Mondays, the start of a new year, or on birthdays and anniversaries. People are more likely to take actions toward
medium and longerterm goals at these times, and the fresh start effect can be used to change people’s behaviour for

savings, financial planning or other desirable actions.

Motivational factors affect the extent to which people engage in reflective thinking and rational analysis."® For example,
although the reasoning skills of two people may be on par with each other, one person may be more motivated than
another to apply these skills during problem-solving. Research suggests that people vary in terms of their willingness and
motivation to dip into their ‘logical toolbox” and think rationally and reflectively.
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As well, physiological circumstances have major impacts upon
people’s decision-making. This type of influence, known as
the "hot-cold” or empathy gap, has been studied extensively
by George Loewenstein, a founder of BE. During hot states,
visceral factors (such as pain), emotions (anger, fear) and drives
(thirst) foster poor decisions.™ People experiencing hot states
make poorer decisions regarding prevention, protection and
other behaviours that are in their long-term interests."®

The social dimensions of people’s decision-making are also
important."® Their decisions are shaped by and embedded

in their social environment. Their choices are influenced by
social norms, not just market considerations. Social norms are
powerful informal guidelines that affect people’s decision-
making, and the norms of trust, fairness and reciprocity are
significant in shaping people’s behaviour. Research has shown
that “humans are hard wired to develop and adhere to norms;
imitation is one of the key ways humans learn strategies for
interacting in the world.”"” The “propensity to develop norms
is so strong that norms emerge for almost every behaviour.”1®
The effects of social dimensions include the tendency to
engage in “groupthink,” the susceptibility to peer pressure
and the increased effect of others’ views, thoughts and
actions through social media.

When people make decisions that are at odds with social
norms, they will often rationalize their choice after the fact in
an attempt to deal with any cognitive dissonance. This can
create commitment issues for important, long-term objectives.
Repercussions from this rationalization may include making
the challenge more difficult of meeting health, pension or
other ongoing goals.

For example, cognitive dissonance can lead an investor to
buy a stock and then hold onto it despite encountering new
information that would suggest it was a poor investment. To
resolve the discomfort caused by this new information, the
investor may distort or otherwise manipulate the information,
or search for positive news and views to support her/his
original decision. This may lead the investor to hold onto her/
his bad stock, which may challenge them in meeting their
investment goals.
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As the World Bank’s Mind, Society and Behaviour report explains, “when people think, they generally
do not draw upon concepts that they have invented themselves. Instead, people use concepts,
categories, identities, prototypes, stereotypes, causal narratives, and worldviews drawn from their
communities. These are all examples of mental models. Mental models affect what individuals perceive
and how they interpret what they perceive.""®

While mental models are relevant for many policy issues outside of the scope of this report — such as
those used for thinking about climate change and disease — it is important to note that not all models
are useful. As the World Bank's report states, “understanding the role that mental models play in
individual decision-making opens up the possibility of new levers for policy while at the same time
highlighting potential problems in design and implementation”.'?° For the purpose of this report,
mental models are applicable in the ways that they affect financial decision-making. They appear in
people’s automatic thinking which provide existing frameworks that enable better financial choices.

Before turning to the expanding intersection of BE and BF through other behavioural sciences as Bl,
the behavioural concept of choice overload merits a brief exploration here. Choice overload occurs
when people are faced with too many options for purchase, and refers to either an excessive number
of choice attributes or alternatives. It has multiple effects.'” The greater the choice overload through
either too many options or too much complexity, the more consumers use mental shortcuts such as
choosing the default option or deferring their selection. Choice overload can also cause decision
fatigue and/or lead to choice paralysis. Ways to counter choice overload include simplifying the
choice attributes or reducing the number of available options.'??Elimination of redundant or too-
similar options combined with using plain language, decreasing the amount of text and providing
more readable summaries of complex rules can also be effective in reducing choice and information
overload.

Overlaps and intersection with behavioural science

BE and BF's overlap and intersection with certain elements of behavioural science are also
significant, particularly as they spurred the use of the broader range of behavioural disciplines as

Bl. BE and BF have benefited from economic psychology, cognitive psychology, decision science,
neuroeconomics, marketing science and other behavioural science disciplines.'?® BE and BF can be
seen as “situated within the larger landscape of social and behavioural sciences” with both disciplines
benefiting from a better understanding of the human brain.’?*

These overlaps and intersections with behavioural science are also reflected in the public’s often-
confused views about BE and BF research and practitioners. Psychology has often incorrectly been
identified as behavioural economics. In his 2013 keynote address on BE and investor protection,
Daniel Kahneman complained that Thaler and Sunstein’s book Nudge was really about social
psychology. However, because Thaler is a behavioural economist, a large chunk of social psychology
has been called BE following the publication of Nudge. “Itis a mistake actually; it should be called
behavioural science because it is not economics at all.”?

Thaler has also pointed out that the work of U.K. BIT has been overstated as BE.'?® As he wrote, “the
work has primarily come from psychology and other behavioural sciences ...the whole point of
forming U.K. BIT is to utilize the findings of other social sciences to augment the usual advice being
provided by economists.” David Halpern, head of U.K. BIT, highlights that its work and his book are
“about the application of psychology to the challenges we face in the world today.”'?” This confusion
about the broad range of disciplines that comprise Bl is among the reasons why leading experts and
practitioners refer to behavioural applications in business, the non-profit and public sectors as Bl
approaches.
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Nudges

Even with the debate and, at times, confusion over the classification and precise definition of BE,
the success of Nudge and its authors is reflected in how nudges have been used in a broad range
of initiatives around the world. Since 2008, nudges have entered the public policy lexicon and
been increasingly used by many countries and multilateral institutions, such as the World Bank
and OECD, in a number of different areas of policy implementation and regulation.

The foundation for using Bl and nudges in public policy stems from two papers published in
2003:1%8 one by Thaler and Sunstein and the other by Colin Camerer and his co-authors. Thaler
and Sunstein’s paper advocated for “libertarian paternalism,” while Camerer et al recommended
“asymmetric paternalism.” Both papers supported a policy-making approach “intended to
benefit individuals not acting in their own self-interest, but which imposed minimal burdens on
those already acting rationally.”™° This specific type of policy was popularized by Nudge and has
seen widespread use since its publication.

There are clear merits' to distinguishing the frameworks provided by Bl from nudges. It is
important that behavioural approaches are recognized for their scientific methods of research
and analysis, which use experiments to test hypotheses, while nudges refer to how behavioural
disciplines’ findings are applied to government policy and regulation.

Thaler and Sunstein state that a nudge is “any aspect of choice architecture that alters people’s
behaviour in a predictable way without forbidding any options or significantly changing their
economic incentives ... to be a nudge, the intervention must be cheap and easy to avoid.
Nudges are not mandated, prescribed or proscribed behaviour.”® Nudges are intended to
improve people’s choices given their challenges of insufficient attention, inadequate information,
limited cognitive abilities and lack of complete self-control.

Using Lunn'’s framework,'®2 nudges are employed in areas where an authority has a governing,
policy or regulatory responsibility over economic actors that are making problematic choices.

A nudge has two defining features in setting its “choice architecture” to encourage better
consumer decisions and improve the outcomes for individuals and governments. One is that the
authority preserves personal freedom of choice by not preventing the selection of problematic
options. The other is that BE results are used to change the decision context for people in a way
that makes better outcomes more likely.

A useful example to illustrate nudging’s benefits is the impact of the small change of people
signing a self-reporting information document at the beginning in comparison to signing at
the end. Signing upfront rather than at the last stage makes ethics salient and has surprisingly
powerful effects on the honesty of the information provided and its quality.”® Signing at the
beginning makes morality salient at the outset “right before it is needed most, so that it can
remain active during the most tempting moments”.'3* It is a gentle nudge that is a very effective
intervention -- it does not restrict people’s freedom of choice, it significantly improves ethical
and economic behaviour and its cost is minimal as most self-reports already require individuals
to sign a pledge of honesty, but they do so in a much less beneficial location.’> Among the
advantageous ways to use this nudge is with disclosure documents for retail investors in their
initial and update meetings with their investment advisor in person or onscreen with online
advisors (as well as with health forms for insurers etc.)
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Nudges offer numerous advantages for governments and regulators. These include addressing
evidence of inferior consumer choices in regulated sectors such as energy, finance, health
(among others) that result in higher costs and lower benefits for both consumers and
governments. The low cost to implement nudges also makes them appealing, especially relative
to traditional regulations, subsidies and taxes. Other advantages include the increasing number
of opportunities to use nudges given the rapidly expanding range of choices for consumers, the
surge in information sources available and the technological advances for policy and program
delivery.

While nudges have proven to be effective for many different sectors and tasks, it is important to
recognize their limits. Thaler and Sunstein'® point out that nudging has its limits and cannot solve
every market failure, noting that some bans and mandates are inevitable as no society can exist
without rules and regulations.

Other researchers have cited the challenges that authorities face in determining their preferred
outcomes for a nudge. Codagnone et al ¥ wrote there is no universal criterion for determining
preferred outcomes. The authors stress that policy makers, regulators and, at times, courts must
make this assessment. They also point out how nudges are better suited to address simpler, more
straightforward situations rather than complex ones. For example, their research for the European
Union and other studies have shown that nudges are necessary, but far from sufficient enough to
persuade consumers to buy eco-friendly cars or to change the impulses of online gamblers.

In response to nudge critics, Thaler updated his and Sunstein’s framework in a 2015 article,'®®
writing that nudges should be guided by three principles, namely that:

* nudges should be transparent and never misleading;

* nudges should be easy for participants to opt out of, “preferably with as little as one mouse
click;” and

* their use should reflect a “good reason to believe that the behaviour being encouraged will
improve the welfare of those being nudged.”

It is important to recognize the strong merits of nudges as policy measures to address problems
with choice architecture and selected heuristics and biases in people’s automatic thinking. As
important, BE and BF have extensive applications beyond nudging. Bhargava and Loewenstein
summarized the advantages of nudging but also highlighted the benefits of using behavioural
disciplines for much more than nudging in government policies and regulations.’™® They noted
that nudging has clearly improved our decision-making architecture by such measures as better
default options in forms and on screens, shorter and simpler disclosure and reduced hassle
factors for consumer choices.

However, Bhargava and Loewenstein state the need for and potential of much broader
applications of BE and set out three principles in this regard.*° They begin with BE and BF also
providing a platform to improve the decision-making environment for consumers and to simplify
the products and incentives affecting these choices. These authors point to Bl as a way to protect
consumers from “behavioural exploitation” by firms taking advantage of people’s biases through
marketing tactics and complex products. They also contend that behavioural disciplines can
improve the design and implementation of policies based on traditional economic approaches
by enhancing the impact of conventional economic incentives.
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In 2016, the European Commission’s Joint Research Committee set out a framework for
categorizing behavioural policy implementations. This serves as a useful introduction to
a number of Bl applications, including specific examples of nudges and more extensive Bl
interventions. Its framework has three categories for behavioural initiatives:

* Behaviourally-tested initiatives.
These are interventions being tested or scaled up after initial ad hoc experiments. Examples
include testing different options for nudging by changing the way that information in tax
payment letters is framed to encourage compliance.

* Behaviourally-informed initiatives. These are interventions designed after a review of
available behavioural evidence but without any experiments. Examples include interventions to
avoid firms’ exploitation of consumer biases such as banning pre-checked boxes.

* Behaviourally-aligned initiatives.
These are interventions that do not rely on any behavioural evidence from either literature or
ad hoc experiments. Examples include the use of penalty points for driving licences to use
motorists’ loss aversion to encourage compliance with driving rules.

IV. Behavioural insights into online decision-making and
preferences

With the use of internet-connected devices continuing to climb, Bl is able to help provide a better
understanding of the ways in which digitization and the online world are changing people’s
decisions and preferences.

Research regarding people’s use of technology goes back several decades, including studying the
decisive factors and influences that determine how, when and which technology people decide to
adopt. Research by Fred Davis in the 1980s focused on how perceived usefulness and perceived
ease of use were important factors in determining people’s acceptance of technology.'? Perceived
usefulness refers to the degree to which a person views a particular product as enhancing her or
his activities. Perceived ease of use refers to the degree to which a person believes that using the
product would be effortless. Short-term usage is more likely to be predicted by the perception of a
product'’s usefulness. Long-term use is determined more by the product’s user-friendliness.

More recently, researchers have investigated whether people have associated technology with
success, and whether there is a technology bias in their decision-making. In 2016, Bruce Clark
and his colleagues found that the abstract notions of technology and their link to success have
become so powerful that they create an underlying bias in judgement and decision-making.'#3
In their words, “frequent exposure to examples of technological successes gradually ‘bakes

in" a cognitive association between technology and success.” Their work demonstrated the
“technology effect:” a tendency toward excessive optimism in decision-making where the effects
of technology are clear. The results of their studies showed that people were more optimistic
about technology-related stocks over those that were not, even though the information supplied
in the laboratory-controlled study clearly showed that both types of stocks had the same
performance.

Peter Kell, Deputy Chair of Australia’s Securities and Investment Commission, has highlighted the
emerging literature on consumers’ behaviour in a digital environment, including how some biases
appear to be magnified on screen.™ Studies by Shlomo Benartzi in 2015 and Dilip Soman
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and his colleagues in 2016'® provide useful insights into online behaviour relative to people’s
decisions and preferences in the physical world. Their respective research examines the ways in
which computer screens affect how people process information and make choices compared to
an offline environment.

Online technology changes behaviour

Benartzi explores a broad range of research to demonstrate how “technology is shifting people’s
brains in many subtle ways.” These shifts can often anticipate how people will react online and
how they will respond to policy and regulatory interventions.'#’

Soman and his colleagues reached a similar conclusion about the impact of technology,
proposing that the process of people’s decision-making online may be fundamentally different.'4®
Noting extensive research by Barber and Odean and by Goldfarb et al, they emphasize that
patterns of behaviour are significantly different online relative to the physical world.'®

As Herbert Simon concluded back in 1971, an information-rich environment consumes the
attention of its recipients. As attention is relatively inelastic, “a wealth of information creates a
poverty of attention.”’*® Simon’s research reflected the pre-internet world, when the amount of
data and available information was a fraction of what it is today.

Benartzi shows that device screens amplify this scarcity of attention. “In an age of information,
we are less able than ever before to process information since our attention is all used up.”™®' He
emphasizes that at a certain point the amount of information actually makes it harder to deploy
any attention that people have left. This is compounded by the ease of access to information that
technology enables, as an increase in the volume of information can result in less information
processing. A screen filled with excessive information will actually decrease a person’s ability to
process it.

There is also a growing amount of indirect evidence that suggests screens are changing the way
people think by making them more impulsive and reactive, and shortening their attention span as
they engage with multiple types of electronic communications (such as emails, texts, websites,
social media). For example, a Chartbeat study'? showed that 55 per cent of all visitors to a
website spend less than 15 seconds reading it. As Benartzi highlights, the average website visitor
is not carefully assessing content, but rather reacting to his or her first impression, making a quick
decision to engage or look away. This is a major challenge for text-heavy sites given the time
needed to process information. In Benartzi's words, “we have traded away depth for speed.”%3

Studies have highlighted the role of the digital technology used by people as different devices
may have different effects. Information is processed at a different pace on mobile phones than it is
on larger computers.'>* Other research has highlighted how smartphones are changing the way
that many people think. Recent experiments'® show that people who typically rely on automatic
thinking —those who use fast and easy mental shortcuts — may allow their smartphones to do
more of their thinking for them. Not only are these people more likely to use their smartphones
for more information in their daily lives, but Barr and colleagues’ study suggests that they may

be offloading some of their thought processes to technology, which raises issues about how
cognition occurs in the online era.
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Screen Effect

42 OSC Investor Office Behavioural Insights Report

The online screen impact

The research of Benartzi and of Soman and his colleagues also highlights how
screen display is a potentially decisive factor in people’s decision-making.
According to Benartzi, people’s unconscious preferences for a visual system
—where they look and how a screen looks — may significantly shape their
preferences, making the display onscreen important.'® Screen display can
influence attention through simple design given by attracting our eyes’ focus.
Our patterns of eye fixations have a large influence on the choices of subjects.
Scientists refer to this as “display-induced decision bias.” It also means that
design tweaks can have significant impacts.

Screen design can also affect people’s decision-making™” by manipulating
how easy it is for people to see their options. Changes to the brightness of a
screen or the amount of time an item is shown on screen will affect the choice
a person makes.

Soman and his colleagues highlight the screen effect as one of three factors
that distinguish online decision-making from the offline environment. The
screen effect can be an important influence on the way that people process
information, especially given that there is often a visual bias impact upon their
decision-making. Many studies'® have shown that several judgements and
behaviours are rooted in automatic, non-deliberative processing with a large
part of people’s automatic processing being visual; their first impressions

are usually the ones that are retained, unless there is strong motivation to
change. Research also shows that people usually rate information (specifically
websites) with greater visual appeal as being the most useable or trustworthy.
The screen effect also reflects the advantages that information display has for
showing information more effectively. Screens allow people to easily compare
information side-by-side and evaluate an array of products by their variety,
quality ratings and costs. They can evaluate items by specific characteristics
or attributes, changing the way in which they assess their options and make
choices. In an attribute-based mode,'*® options are evaluated based on how
they compare to the alternatives. However, some research suggests that side-
by-side comparisons may cause certain attributes of an item to become over-
weighted during the process of making choices.

In addition to the screen effect, Soman and his colleagues also emphasize
two other factors as being decisive in people’s online behaviours. One is the
connectivity effect,'®® which is the result of people having instant access to

an unprecedented amount of product alternatives and information via the
internet, allowing them to easily find and compare a vast range of products.
This connectivity also gives people access to their peers’ choices, offering
them unprecedented access to the market preferences of others. Connectivity
makes it easier for people to use that information to inform their choices.

As previously noted, research by psychologists (as well as Ariely and other
behavioural scientists) has shown people tend to model their behaviour based
on the behaviour of their peers. Soman and his colleagues highlight how the
connected world can reinforce the human tendency to conform to our peers’

behaviour.
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The other decisive online factor for Soman and his colleagues is the choice engine effect.'®
Technology provides “choice engines” to allow decision-making to be more manageable for
people, given the challenge of dealing with the massive amounts of information and huge
range of production options that are available online. One group of choice engines, called
recommendation agents, creates personalized options for people, allowing them to focus
on their interests. Examples of these recommendation agents include Amazon’s suggested
products, Apple Music’s recommended playlists, and Facebook's curated newsfeeds.

In sum, Benartzi identifies three key sources

of onscreen impacts: information architecture;
choice architecture and thinking architecture.'®?
Information architecture refers to the ways that
the format of information changes how people
process it. Choice architecture shows that the
design and layout of alternatives on screens can
affect decisions. Thinking architecture is about
helping people think smarter — it is a checklist
for their thoughts to avoid narrow framing,
loss aversion and status quo bias when they

are online.

For their part, Soman and his colleagues set
out five key elements of online behaviour
differences'®® as people onscreen have:

* an increased tendency and willingness to
be honest;'®4

* a greater ability to make direct comparisons,
resulting in the reduced role of appraisal and
the greater role of trade-off analyses among
displayed attributes online;

* greater access to information about others’
choices, resulting in a greater likelihood of
being influenced by others;

* access to an abundance of alternatives and
an overload of information, resulting in a
search for simpler decision strategies; and

* access to decision-making tools and
choice engines, reducing the effects of
cognitive burden.

Choice Engine Effect
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Section C: Behavioural finance’s merits and notable applications

BF's frameworks and insights are especially valuable in the financial sector. Many people face a
number of substantial challenges in financial markets,'®® including:

* making financial decisions that have long-term impacts (such as saving for retirement) without
the benefits of experience and feedback from previous decisions;

* needing significant knowledge and cognitive capacity to evaluate complex products (such as
mutual funds, exchange-traded funds or preferred share securities);

* needing the ability to forecast future spending needs;

* assessing the value of “credence goods” as many investment products and services’ ultimate
worth may not be known for many years (even decades) after they are purchased,;

* making decisions involving substantial sums of money; and

* possessing strong willpower (for example, to restrain spending using credit cards in order to
stay within their capacity to pay off the cards’ balances).

BF also offers governments and regulators a framework and approach to using data science to
diagnose, test and learn about consumers’ responses to policy initiatives. Securities, derivatives
and banking markets in particular generate huge amounts of data which can be used for evidence-
based analysis, empirical testing and evaluations of consumer responses to BE and BF approaches.

Why financial markets are so challenging for consumers

BF's application within financial markets has been well summarized by the U.K.'s FCAin its
rationale for adopting a behavioural approach set out in its 2013 Occasional Paper #1.16 This
paper explores how the interaction of multiple different factors results in consumers being more
prone to making errors in financial markets as compared to most other markets. It provides
useful insight into how different biases, our dual system of thinking, social factors and temporal
dimensions that affect people’s decision-making cause major structural issues in consumer
financial markets.

As outlined, most consumers have difficulty understanding financial products. Making financial
decisions is often challenging, time-intensive and unsettling. Making good choices often involves
an effort to be educated and knowledgeable, and many markets and products can be confusing
for people without financial backgrounds.

However, people already face massive amounts of information and choices in financial markets
that are exacerbated by the volume of information available online, as demonstrated by Benartzi,
Soman and colleagues as well as other leading researchers. They are confronted with a vast array
of information and ‘expert” analyses about economic developments, market trends and product
evaluations. The abundance of information and choice can often overwhelm and confuse many
people.

The complexity of financial markets and products also makes it harder for people to evaluate their
choices, even when taking additional time and effort, and despite (or because of) the required
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product disclosure. For example, dense, legalistic and lengthy security prospectuses that need
specific expertise hinder a consumer’s ability to make a choice, and complex products with often
opaque fee structures also complicate the process of working with an advisor.

As we have seen, these problems are compounded by many people’s lack of interest or limited
literacy and numeracy. Some people face challenges related to functional illiteracy, and struggle
with reading basic documents or legal statements. Many have serious difficulties with complex
math in finance and statistics, weaknesses which are not always reflected in policy design and
implementation. For example, Canadian'®” and international'®® research consistently reveals
large segments of the public that lack either the interest or capacity to understand basic aspects
of securities, such as how bond prices change with interest rates or the impact of compound
interest rates.

Many financial decisions include evaluating risk and uncertainty. As Kahneman,

Thaler and others have demonstrated in their research, people are generally poor intuitive
mathematicians and may make systematic errors in their choices. Evaluating risk and uncertainty
inspires negative emotions, which makes it more likely that people will use mental shortcuts through
automatic thinking rather than spend time deliberating.

Yet securities markets, as well as insurance products and many other financial instruments,
inherently require people to make complex assessments about cost, return and risk. The difficulty
of these tasks combined with the limits on our amount of resources and time involved bear
re-emphasis. They can lead investors to make conservative investment choices given their lower
perceived risk, despite having a financial need for higher returns and somewhat higher risks. In
these cases, their initial decision to choose low-risk securities makes them (incorrectly) feel more
secure.

Making financial choices may require making trade-offs between the present and
the future. As explored earlier, making decisions about saving and borrowing often challenges
people’s willpower, which can result in procrastination, impulsivity and/or other undesirable
results. Many people borrow excessively on their credit cards, use too much home equity and
have excessive mortgages without the discipline to make payments from future income. The
powerful rewards that come from consuming income in the present (derived from the status quo
bias and present bias) and the challenges that we have in appropriately valuing future relative to
current consumption (high versus low-distance preferences) complicate many people’s abilities to
control their debt and save for the future. These problems are magnified online'®® as the volume
of information and choice enables procrastination. The internet also encourages people to be
impulsive with their money due the ease of making purchases, withdrawing from a bank account
or selling securities and derivatives.

Decision-making can be emotional. A wide range of behavioural research has shown how
negative emotions, such as stress, anxiety, regret and fear of loss can determine people’s choices.
Similarly, positive emotions like happiness and joy can have strong effects (such as leading them to
spend excessively) that may prevent them from carefully assessing the actual costs and benefits of
their decisions. In financial markets, anxiety and fear can lead people to purchase excessive life,
product or travel insurance relative to their risks and costs. For many investors, periods of severe
volatility and sharp stock market declines are particularly stressful and can prompt panic selling after
a large loss. Conversely, when investors are highly optimistic, their excessive positive emotions
can limit their careful assessment of stock purchases, which can lead to undue trading activity and
portfolio turnover.
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Itis challenging for people to learn about financial products when their financial
decisions are made infrequently, lack feedback or involve credence goods. Some of
the most significant financial choices that people make, such as decisions about a mortgage or
pension, are only seldom made, and their true benefits and costs are only evident over a long
period of time. Other decisions are affected by macroeconomic conditions, which consumers
do not have a chance to learn about. Thaler'”® describes how people need to learn from
experience and require frequent practice and immediate feedback. We do well with frequent
small purchases like coffee, groceries and lunch, but encounter problems with infrequent larger
choices such as selecting the right pension plan or investment advisor. Benartzi's research'"
shows that the internet is also creating problems for people through the excessive amounts of
information and feedback available through screens. The abundance of information can result in
investors making decisions based upon shortterm portfolio losses rather than a long-term plan,
and their time horizons can shrink based on how often they receive feedback.

Talking about money is also taboo in some cultures and among older individuals,
which is a consequence of social norms and mental models. While surveys have revealed
that some people rely on their friends and family to be a primary or secondary source of financial
advice,"? others do not enjoy discussing their money, even with their spouses or partners.'”?
Their reluctance reflects the impact of social norms and mental models, whereby people may
feel that talking about their finances is off-limits as they prefer to manage their money without

the advice of family or friends. In these cases, especially for middle aged and older people, one
spouse defers all or most financial decisions to the other.

Viewing financial discussions as off-limits creates a number of problems, including keeping people
from seeking financial advice, isolating them when they are experiencing financial difficulties and
discouraging them from evaluating their financial decisions relative to those made by others.
Similarly, when one spouse or partner defers financial matters to the other, he or she is left
vulnerable and in-need of financial advice if the couple separates, or if mental cognition issues arise
for the partner responsible for the finances, or if that partner dies.
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Present Bias

Specific biases, other challenges and examples of behavioural issues for
financial markets

The behavioural concepts and research described above are relevant to the systematic problems
for people’s financial choices. Biases and systematic errors in people’s financial decision-making
are also outlined further by the FCA in its 2013 Occasional Paper #1.'74

Preference biases are the first type of systematic error, beginning with present bias. As shown
by Ariely and other researchers, people can excessively prefer immediate gratification, which
causes them to overvalue the present. In addition to causing future regret, the present bias can
also challenge self-control and willpower, leading to impulsivity or procrastination. Examples

of behavioural financial errors from the present bias include consumers overpaying for financial
products at the point of purchase by underestimating their future use, failing to search for the
best products available, or stopping their search too soon. Other present bias-related mistakes
include not cancelling products that they intend to cancel as well as not investing money for the
long term. For many people, even if savings goals exist, they are for concrete and material things
(like a new car or vacation) as opposed to long-term outcomes (like a child’s education or their
own retirement).
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Reference dependence and loss aversion — Tversky and Kahneman's research showed

that consumers may not assess problems objectively, but rather evaluate their gains and losses
relative to an arbitrary reference point. Since people feel losses at roughly twice that of gains,
consumers will over-weight losses and under-weight gains. As well, their choices can shift
depending upon the reference point selected, which can have adverse impacts.' Loss aversion
can make investors less willing to sell stocks that have declined in value, yet the pain of losing can
also increase risk-taking with other stocks.

People’s dependence upon mental reference points can also affect asset markets. For example,
the purchase price of a house or stock can become a person'’s reference point for that house or
stock’s future sale, even if market prices or demand have declined.

Reference Dependence Effect
(e.g., Home seller's bias)
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An important aspect of the reference point and loss aversion impacts is the “endowment
effect,”7¢ as Thaler demonstrated. People value things more if they own them, and this effect
increases their tendency to stick with what they have. This effect can create disparity between the
price that a person is willing to sell an asset for and the price that he or she is willing to purchase
it. With investing, this effect can distort and delay people’s willingness to sell securities when
losses occur, even if the merits of holding these assets have changed. There are even ‘instant’
endowment effects which can occur soon after owning or imagining owning an item.

Negative emotions — people may also be influenced by stress, the unpleasant feelings
associated with uncertainty and negative emotions such as fear or anger. Consumer errors
from these negative emotions include failing to solve debt problems or avoiding the purchase
of financial products. These types of errors often cause people to pay a premium to purchase
products that deal with such problems.

Belief biases — people are often overconfident about good events occurring (staying healthy)
and avoiding bad events (not being injured). Investors who are overconfident in their own ability
(to pick lucrative stocks, for example) can experience other biases, such as believing that all
events that happened can be explained in hindsight, which leads to excessive confidence

about their ability to predict future events. People’s overconfidence biases also include the
tendency to attribute their success to their own ability and blame failure on external factors

such as bad luck (this is also known as the self-serving bias)."”” Investing overconfidence

can lead people to purchase unnecessarily risky investments and overestimate the accuracy

of information about a product as well as underestimate the uncertainty of excessive trading of
securities.

Overextrapolation — people often over-extrapolate and make predictions based on only a
few observations that do not fully consider the scope of a situation, such as only considering
short or favourable timeframes when making an investing decision. Consumer errors from
over-extrapolation include overvaluing a product’s benefits and underestimating its costs or
risks, leading people to become willing to overpay. For retail investors, this bias can appear in
“momentum” trading based on how a security’s price has moved recently rather than assessing
its fundamental merits, risks and longerterm price performance.

Projection bias — people can make errors when they over- or underestimate their future wants
and needs, leading them to do things like tie up funds or make unnecessary commitments in
long-term contracts. People also make projection bias mistakes in situations where they make
impulsive credit card purchases or fail to adequately save for their needs (such as healthcare in
retirement).

Decision-making biases — people engaging in mental accounting and narrow bracketing
can make major mistakes. As Thaler’s research shows'®, mental accounting describes how
people treat money allocated for different purposes differently (such as “holiday savings”) rather
than recognizing that all money is the same. For example, many consumers borrow and save at
the same time, and therefore lose money due to the higher costs of borrowing compared to the
lower return on their savings. Narrow bracketing refers to the way in which people consider their
choices in isolation, rather than integrating them into other decisions. Errors from this bias include
people making investment decisions asset by asset rather than considering the return and risk of
their overall portfolio.
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Framing Effect

Framing, salience and limited attention — people have limits in their attention and cognition,
meaning that the way they frame information and prioritize information determines the factors
that they use in their decision-making. People may make different choices depending on how it is
framed and what elements draw each person'’s attention. Particularly salient aspects of a situation
will draw their attention the most, which can have a significant impact on their decision. People’s
challenges with framing and salience include their perceptions of advisor fees or mutual fund
fees that are expressed in percentages rather than dollar amounts (percentages are perceived

as lower costs), or when people make purchases based solely on headline prices or advertised
benefits rather than considering whether the product actually meets their needs or wants.

Decision-making rules of thumb - several decades of behavioural research have
demonstrated that people simplify complex decision problems by adopting specific rules of
thumb that are most often used through their automatic systems of thinking. As a result, when
selecting from a wide range of options, we may choose the most familiar one and avoid what is
uncertain, or we may simply pick the first option on a list. When estimating unknown quantities,
people use some (relevant or irrelevant) figure as a basis for adjustment. Consumer risks from
the automatic use of heuristics include people only searching for brand name products, or only
looking at the largest product providers without seeking products with lower costs or more
applications to a person’s needs. For example, on websites that aggregate financial, travel or
other products, consumers often choose the first or cheapest option without considering all of
the relevant details.
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Persuasion — people may also allow themselves to be persuaded by ‘likeable’
salespeople who are therefore perceived as trustworthy. Persuasion and social influence
create consumer risks in people following financial advice and succumbing to sales
pressure based on how likeable an advisor seems, rather than his or her demonstrated
knowledge. Other errors include people not taking into account the incentives of an
advisor, and making decisions based on emotion instead of the merits of a product being
offered.

Persuasion Effect

Peer effects — a broad array of research since the mid-1950s has shown how people’s
behaviour is influenced by others around them. These effects are the “conformity

impact” of decision-making.'”® Shiller’s studies on the housing and stock markets have
demonstrated how this can cause herd behaviour in financial markets, and various other
studies have shown that investors who are more attuned to other investors’ behaviour are
more likely to invest in speculative bubbles.'® This is a potential concern as other research
has shown that bubbles may be accelerated by excessive online feedback that, in turn,
harms investors’ decision-making abilities and creates a greater risk of irrational enthusiasm
in markets.'®

Peer Effect '
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CHAPTER 2: GLOBAL ADOPTION
OF BEHAVIOURAL INSIGHTS BY
GOVERNMENT PRACTITIONERS

The application of behavioural insights to public policies
starts with the recognition that the world is complicated and
policy makers should recognise that sometimes they don't
know and should find out. The use of behavioural insights
to date is about supporting people to make better choices,
such as, but not only, through nudges. Behavioural insights
are also playing an important role in gathering intelligence
and informing the problem definition by governments and
regulators, before any interventions are considered.

OECD International Seminar (2015)'¢?

INTRODUCTION

The previous chapter of this report explored how behavioural disciplines can offer improved
frameworks and insights for understanding people’s behaviour and decision-making abilities. The
literature review examined how decades of behavioural studies have demonstrated the value that
behavioural research and principles holds for governments and regulators.

This chapter turns its focus to government practitioners, applied researchers and financial
regulators that have used the insights provided by the various behavioural disciplines. They look
at the ways in which behavioural insights (Bl) — especially behavioural economics (BE) and finance
(BF) — have been put into practice as:

elenses to understand and assess market and consumer behaviour;
* frameworks to design policy and regulatory interventions; and
* templates for enhanced policy and regulatory implementation.

This chapter surveys relevant practitioners’ adoption of Bl. It is based upon their publications and
OSC interviews with more than 20 government behavioural insights units, applied researchers
and financial regulators. It looks at how Bl is being used in various jurisdictions around the world to
enhance policy and regulatory initiatives, and explores the importance of applying the ‘Test, Learn,
Adapt” model to their implementations.
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There are three sections to this chapter:

A. Organizational design typology and overview of behavioural insights capabilities
and approaches - this section looks at the many and varied Bl approaches taken by
governments, regulators and other agencies around the world. It begins with a look at the early
adopters in Europe, Asia and in North America as well as multilateral institutions (such as the
World Bank and the Organisation for Economic Co-operation and Development) and sub-
central governments.

B. Applying behavioural insights in practice - this section examines how behavioural
research has been adapted and used in strategy and tactics, beginning with the lessons and
insights from the U.K. Behavioural Insights Team. It includes an in-depth overview of using Bl
to enhance tactics and implementation. It also explores the importance of impact analysis and
testing actual behaviour through experimentation and trialling.

C. Themes from behavioural insights units, applied researchers and academic
practitioners - this section summarizes the major lessons and insights from leading
government behavioural units, applied researchers and most active regulators for the OSC.
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Section A: Organizational design typology and overview of Bl
capabilities and approaches

I. Organizational design options for Bl capabilities

As chapter 1 noted, the Economic and Social Research Council in 2014 found that 136 countries had
incorporated behavioural sciences in some aspects of public policy, with 51 of those nations having
centrally-directed policy initiatives influenced by behavioural sciences. While this was initially led by
the U.K,, U.S., Singapore and Australia, the momentum has since grown to the point where a 2017
OECD report examines 159 case studies of behavioural initiatives across the globe from 23 countries
and two multilateral institutions.'®3

Organizational Design options for Bl capabilities

Governments employ three different models to incorporate behavioural approaches'®*, none of which
are mutually exclusive. These models often co-exist and evolve over time, with differing degrees of
diffusion of capabilities and central coordination.'®

¢ Specialized units within the centre of government - the foremost example of this model
was the Cabinet Office Behavioural Insights Team (U.K. BIT) established by the U.K. government in
2010. The U.K. BIT's success during its formative years, together with the growth in Bl usage across
government, led to its transition into an autonomous entity outside of government in 2014. The U.K.
BIT still provides support to U.K. government agencies and departments, some of which have gone
on to create their own Bl units or specialized capabilities.'®®

Map Depicting Early Adopters of Bl in 2011

A - Office of Information and Regulatory Affairs
B - UK Behavioural Insights Team
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Inthe U.S., the Bl initiative was first led by the White House Office of Information and Regulatory
Affairs (OIRA). While not formally a Bl unit or team, OIRA used a series of executive orders,
memoranda and overarching policy instruments in its Bl approach from 2009 onward. In 2014,
the White House Social and Behavioural Sciences Team (SBST) was created to help provide policy
guidance and advice to a broad range of federal departments and agencies through 2016.

¢ Networks of teams across ministries and agencies - this diffused model of Bl units and
teams across separate ministries or agencies can involve academic institutions, the private
sector and not-for-profit organizations. For example, the Netherlands' Bl team in the Ministry
of Infrastructure and Environment was created in 2012 to collaborate with other ministries and
institutes in a Bl network'®’,

¢ Ad hoc approaches for specific projects and initiatives — also referred to as the Project
Model.'®® Examples include the U.S. Financial Industry Regulatory Authority (FINRA), which has
been active with Bl over the years through investor testing to enhance consumer information
and disclosure. The FINRA Investor Education Foundation (IEF) has also funded research on
BE topics. Neither FINRA nor its IEF has a formal Bl unit or group of Bl specialists, but both are
behaviourally aware, have behaviourally-aligned policies and use external expertise to assist
their Bl efforts.

Map Depicting Select Bl units and Networks in 2016
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A - Canada's PCO Behavioural Sciences Team H - UK Behavioural Insights Team M - Chancellor's Office, Germany
UK Financial Conduct Authority

B - Government of Ontario Behavioural Insights Unit
| - Netherlands Ministry of Infrastructure

N - Hong Kong SFC, ISC
C - White House Social and Behavioural Sciences Team

and Environment O - Monetary Authority of Singapore

U.S. Securities and Exchange Commission J - Danish Nudging Network P -Victori . . .

World Bank Global INsights Initiative (GINI) anish Nudging Networ - Victorian Behavioural Insights Unit
D - President's Office, Mexico K - Organisation for Economic Q - Australian Behavioural Economics Team

- i Australian Securities and Investments
E - Finance Ministry, Jamaica Co-operation and Development 1an
22 France SGMAP Commission

F - Mayor's Office, Rio de Janeiro L - European Commission’s Joint

. R - New South Wales Behavioural Insights Unit
G - The Economic and Social Research Institute Research Council
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Since 2008, Bl’s adoption around the world

has grown remarkably. In 2011, only the U.K.
Behavioural Insights Team and, in practice but
without the formal Bl designation, the US Office
of Information and Regulatory Affairs existed.

By 2016, the number of Bl units worldwide had
surged to the point where it is difficult to account
for all of them without overcrowding the map.

The early Bl adopters: U.S., U.K. and Australia

The United States was first to implement Bl concepts, with U.S. Bl roots in Richard Thaler's

and Cass Sunstein’s roles as advisors in Barack Obama'’s 2008 presidential campaign. The first
milestone in Bl use was Sunstein’s appointment as the head of OIRA in 2009. OIRA sought to instill
Bl principles in policy and regulation,'® and its efforts included simplifying disclosure (including
distinguishing between summary and full disclosure) and making the presentation of information
clearer and shorter. OIRA's other noteworthy Bl efforts included setting beneficial default

options on screen or in letters and forms to aid good decision-making and encourage the use of
behavioural approaches to manage regulatory stock.'°

While OIRA faced significant challenges from partisan political divisions in Washington'®', its work
had important impacts through the use of Bl in health care, financial reform, energy efficiency and
consumer protection from 2009 to 2013.1%2

The creation of the SBST in 2014, “a cross-agency group of applied behavioural scientists, program
officials and policymakers,”1%* was the next milestone in Bl use. In its first year, the SBST embedded
12 behaviourally-informed, evidence-based tests of federal programs.®** A 2015 presidential
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executive order directed federal agencies to apply Bl to the design of policies and programs'®®,

charging the SBST with providing policy guidance and advice to assist in achieving this directive.'®
Through 2016, the SBST had an important role in terms of its profile, but its separate activity
working with various government departments and agencies as part of the General Services
Administration (GSA) was also significant. As of early 2017, the role of the SBST is not yet clear
under the new administration, but its GSA work continues.

In 2010, the United Kingdom created the Behavioural Insights Team (U.K. BIT), building upon
the U.K. government’s previous receptiveness to BI.®” The U.K. BIT was initially set up as a “tiny
sister unit to a much bigger PM'’s Strategy Unit,” with access to Prime Minister David Cameron
and Deputy Prime Minister Nick Clegg through a special steering board chaired by the cabinet
secretary.®® The U.K. BIT's seven-person staff included experts in various behavioural disciplines
and the testing of policy options. It also included members with a strong understanding of

the political and administrative environment. The U.K. BIT functioned like an internal public
sector consultancy,’®® working with government departments, agencies and private sector to
collaboratively facilitate policy trials at the local level.

Tough conditions were set during the creation of the U.K. BIT.?°° The U.K. government established
three challenging objectives for the team to achieve within two years: transform at least two areas
of policy; spread understanding of behavioural approaches across U.K. government; and achieve
at least a tenfold return on the costs of the BIT. If these objectives were not achieved, the BIT would
be shut down.

At its two-year review by the U.K. government in 2012, the U.K. BIT was able to demonstrate
clear success with nudges. Modest interventions in four areas had achieved significantly higher
collection rates of outstanding taxes, increased energy savings from more insulated homes and
achieved higher rates of payment for outstanding court and traffic fines.?!

By 2014, the U.K. BIT was moved from a central government office into an autonomous entity with
three-way ownership among the U.K. government, the Nesta innovation foundation and BIT's
own employees. As of early 2017, the BIT continues to assist U.K. ministries and agencies, but

has grown to be a global Bl entity with five offices on three continents. The U.K. government has
significantly increased the Bl capacity across a number of ministries to further enhance its use of Bl.

In Australia, the Bl approach built upon reports from 2008 to 2010 from its Productivity
Commission regarding the application of behavioural thinking to public policy, as well as a 2012
report from its former Department of Finance and Deregulation on the insights of behavioural
economics and the potential to apply BI.?%? The New South Wales government was the first to
create a Bl unitin 2012, bringing in the U.K. BIT's Rory Gallagher to help establish this new unit. As
of early 2017, Gallagher remains an advisor to this Bl unit’s 10 staff members.?%

On the national level, the Australian government'’s approach grew to bring the decentralized
applications of Bl in various departments together under a centrally-steered model.?** The
national government declared its intention to create a central unit in late 2015, and established
the Behavioural Economics Team (BETA) in early 2016 as a joint initiative across the government
and in partnership with a number of agencies.?®> The Victoria government followed closely by
establishing its own unit in the Department of the Premier and Cabinet in early 2016, but also
sought to build Bl capacity across state government in partnership with several agencies working
on a portfolio of projects.?°®
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European and Asian government Bl approaches

The European Commission (EC) has been applying Bl to its policy-making since 2009 and
expanding its range of initiatives in building its Bl capacity.?’ Its first behavioural study looked at
consumer decision-making in retail investment services, including how product choices are made
and the impact of financial advice?®® and Bl use in policy assessment and implementation have
been hallmarks since then.

In 2014, the EC created a Foresight and Behavioural Insights Unit within its Joint Research Centre
(JRC) and a Policy Lab in 2015 creating significant additional Bl capacity within the EC.2%° In 2016
the JRC also released its major report, Behavioural Insights Applied to Policy, which focused on
behavioural sciences and their benefits and challenges for policy-making. It detailed behavioural
policy interventions in nine policy areas and examined the various behavioural policy-making
approaches adopted across Europe.

The application of Bl to policy-making has expanded considerably across many European
countries.?’® While the U.K. BIT remains the largest and most active entity, four other countries
have followed suit. These different Bl units range from centralized structures in Germany to those
where ministries have taken the lead, such as in the Netherlands and Denmark. As of early 2017,
both Finland and Austria have also looked at introducing Bl capabilities, albeit in different ways.

The Netherlands was the second European country to create a Bl team within the government,
taking a decentralized approach with different Bl units and experts spread across different
ministries. The Dutch Ministry of Infrastructure and Environment was the first to establish a small
Bl unitin 2012. Its council also created a Behavioural Analysis Framework to facilitate a systematic
consideration of human behaviour in selecting policy instruments. In 2014, a Behavioural Insights
Network was set up to share knowledge and to promote collaboration among 11 different
ministries and regulatory bodies.

Germany was the third country in Europe to build Bl capacity, establishing a behavioural team

in the Policy Planning Unit within the Federal Chancellery in 2015. This unit is a small team with

a range of expertise including behavioural and empirical social sciences, trialling, design, law

and design thinking, and its role includes acting as a service unit for federal ministries. Among its
objectives are improving policy impacts through user-led design of processes and projects as well
as testing proposed solutions.

France started using Bl in government reports in 2010, beginning with the former Centre

for Strategic Analysis research on behavioural impacts for environment and public health. Bl
approaches were later developed by the Secretariat-General for Government Modernization
(SGMAP), an inter-ministerial agency located in the Prime Minister’s office. The SGMAP promotes
nudges as a complementary approach to the traditional uses of law, taxes and information as a
way to meet policy objectives. Given the constraints on human resources and internal expertise,
SGMAP also relies on private partners.?"

While Denmark does not have a specialized Bl unit within its government, some Danish
authorities have formed (or are in the process of forming) their own units. Denmark does have the
unigue “iNudgeYou” not-for-profit organization that grew from a blog in 2010 to an active research
network dedicated to improving decisions in public service and other areas by using BI.?”? Its
efforts include collaboration with academics, local governments, private sector organizations and
citizen groups.
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With regard to Asia, many Bl practitioners, applied researchers and other experts have pointed
to Singapore’s approach as less reliant on Bl units, focusing instead on placing knowledgeable
people in key places and increasing the general familiarity of all divisions with behavioural
science.?® While Singapore has not made much of its Bl approach publicly available, a wide
range of commentators have cited its work exploring advanced applications of data and digital
technologies through Bl for public services.?*

Supranational institutions’ Bl approaches

As discussed in the literature review, the World Bank's 2015 Mind, Society and Behaviour report
was a milestone in its examination of Bl policy applications, opportunities and challenges. The
Global INsights Initiative (GINI)?> was launched in later in 2015 to put this report’s findings and
recommendations into practice. GINI works with World Bank teams to design interventions using
Bl and to evaluate their impacts. It assists the World Bank’s government clients in their own policies
and projects using Bl, and develops Bl networks among academia, corporations and policy
professionals. GINI is of the view that ongoing testing, evaluation and adaption of interventions is
essential and that traditional economic intervention can be complementary to Bl use.

While the OECD has not created a formal Bl unit to date, it has engaged in extensive work in the
area, including its January 2015 symposium with leading practitioners, applied researchers and
academics from several continents. This symposium produced a very useful summary of main
findings to help guide Bl’s public sector use.?’® The OECD’s 2017 in-depth study summarizes its
review of Bl approaches within and outside of its member countries and includes 159 case studies
of Bl policy applications across world.?"”

Canadian government Bl approaches

The 2017 OECD report on Bl applications cites Canada’s Bl approach as one that combines

a diffused model with ad hoc initiatives at both national and provincial levels.?® Nationally,

the three-person Behavioural Sciences Team (BST) is part of the Privy Council Office’s Central
Innovation Hub and is currently engaged in more than 15 projects.?”® The BST's links to design
capability within the Central Innovation Hub enables qualitative design thinking to test the
results of proposed designs as well as having access to an advisory committee of academics and
practitioners that assist with design and implementation matters.

Ontario created its Bl unit in 2015 to design interventions to assess programs and provide low-
cost alternatives to improve consumer outcomes. Ontario’s Bl unit has no policy objectives of

its own, but rather is entirely focused on advancing the goals of government ministries, crown
agencies and other public sector entities. This partnership-driven unit is housed within the Treasury
Board Secretariat’s office, and consists of five people working together with representatives from
other public sector organizations, including the Government of Canada on projects that have
shared benefits for both Ontario and Canada.

Bl approaches of other sub-sovereign governments

While the spread of Bl units and other teams in state, regional and local governments is too
extensive to summarize, one particularly notable approach comes from the U.S. District of
Columbia. Its adoption of Bl is led by The Lab @ DC, a scientific team in the Executive Office of
the Mayor of the District of Columbia. While not exclusively a Bl unit,??® The Lab @ DC engages
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in extensive Bl work, including the implementation of nudges and other Bl trials and tests. Its 'hub
and spoke' structure allows its team to work with a network of dispersed government researchers.
The Lab@DC is able to apply Bl across a wide range of policy areas, initiatives and issues through
its structure and role.

Il. Frameworks for setting up a Bl unit

After looking at the range of government Bl approaches around the world, it is appropriate to
turn to the question of what makes a Bl unit successful. For this purpose, the U.K. BIT, OECD and
EC have each developed instructive frameworks to create a successful Bl unit, based upon their
respective experience and expertise.

David Halpern, Chief Executive Officer of the U.K. BIT since its 2010 inception has set out six
criteria that are central components of Bl units’ success.??! These measures, which are also
recommended by the OECD???, are summarized as 'APPLES," an acronym for:

¢ Administrative support - ensuring that a Bl unit has senior level ‘buy-in" and strong support
from inside government. This is an important signal to the rest of government and offers key
leverage when needed.

¢ Political support - recognizing that Bl units must fit with a government’s narrative and instincts.

* People —assembling a team with the right mix of skills and expertise Bl and other related
disciplines. Successful Bl units also need people with experience in government and large
organizations.

* Location — maximizing a Bl unit’s position within a government structure to gain the support of
politicians, managers and other decision-makers.

¢ Experimentation — embracing empirical methods and experimental approaches to
demonstrate how a Bl approach can work and quantify its impact.

¢ Scholarship — having Bl unit members that know behavioural literature and the challenges the
unit may face when putting Bl into practice. Bl units require members who can keep pace with
emerging Bl thinking and results.

Multiple factors led to the U.K. BIT's success during its formative years (2010 to 2014). Using the
APPLES framework, it is instructive to look briefly at how the UK BIT's success was achieved as
a small, start-up unit with a core mass of resources®> before it became a multinational social
purpose organization.

The U.K. BIT had the administrative support of Gus O'Donnell, then-Head of the Home Civil
Service, to ensure support from within the U.K. civil service, which was pivotal for securing the
buy-in of a number of line ministries and agencies. Political support for the unit was led by then-
Prime Minister David Cameron and then-Deputy Prime Minister Nicholas Clegg. Its location was
also vital given its position in Cabinet Office, providing it access to Cameron, Clegg, the rest of
Cabinet and the heads of ministries and agencies.

The people and scholarship factors of the U.K. BIT were evident in its staff members drawn from
academia and government. Halpern's strong academic background in psychology and visible
position as director of the U.K.'s Institute of Government when he was appointed CEO of the
unit 2010 was also key. He built a team well-versed in behavioural literature that was capable of
deploying robust methods to determine what worked.
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The U.K. BIT's staff demonstrated their skills and knowledge with papers like Test, Learn,

Adapt (2012) and EAST (2014). As the results of its work from 2010 to 2012 demonstrated (and
documented in Test, Learn, Adapt), the U.K. BIT also had a strong commitment to experimentation
through rigorous test and trials.

The EC’s JRC examined both the U.K. BIT and the work of other European countries to create its
framework for Bl units success. Its 2016 Behavioural Insights Applied to Policy report described

the six key features of an effective Bl unit through the PRECIS acronym,

224

which considers:

¢ Political support - the level of engagement from senior political representatives. Proximity to a
political cabinet and a clear official mandate are important aspects of this criterion.

® Resources — the number of people comprising the unit’s staff.

¢ Expertise - the dimensions of experience and seniority of the team across different disciplines.
This includes trials, articles and reports developed by the unit, as well as the creation and
support of an advisory panel or other means of input from academic experts.

* Coverage - the scope of the unit’s work. Broader responsibilities mean a higher level of

coverage.

¢ Integration - the unit’s position within government and the extent to which it is integrated
within the civil service.

¢ Structure - the model of Bl approach, be it centralized or diffused over a number of ministries
and agencies. This criterion uses a scale that assumes a centralized team working closely with
line departments is the most effective method. In contrast, a centralized unit with weak links to
policy ministries or distributed capabilities without common guidance is seen as less effective.

TABLE 1

PRECIS framework
for five leading
European
Countries
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| Uk | N | DE | FR_ | DK |
Political support [ | [ | [ | [ | [ |
Resources [ | [ | [ | [ | [ |
Expertise [ | [ | [ | [ | [ |
Coverage [ | [ | [ | [ | [ |
Integration [ | [ | [ | [ | [ |
Structure [ | [ | [ | [ | [ |

Hl High M Good

[ Sufficient

M Low
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Section B: Applying behavioural insights in practice

lll. Findings and frameworks from leading academic practitioners
and applied researchers

Among the many benefits of Bl are their advantages for improving business, policy and regulatory
results. Leading academic practitioners and applied researchers merit exploration as they have
translated Bl from theory into practice. Their combination of extensive research with practitioner,
advisory and applied experience offers useful perspectives on how to use Bl in the public sector.

In particular, the insights of professor Dilip Soman regarding the “last mile”?%> warrant exploration.
As Soman states, “policy as well as governance schools distinguish between strategy (first mile)
and tactics (last mile).” Yet most governments and regulators spend a disproportionate amount of
time, resources and effort on strategy and much less on tactics.

Making policies and regulations is a matter of strategy, while delivering policies and regulations is
a tactical matter. The last mile problem is one of understanding human psychology and using the
insights it provides. It is not about technology, product or program design.

Soman explains that the last mile requires careful implementation of Bl because of the large
variation in people’s behaviour. In his view, organizations should focus on three sets of activities:
translation, application and intervention.?%®

* Translation refers to the need to monitor academic research in behavioural sciences and
translate findings into practical insights and guidelines. This is essential to create a framework for
behaviour change and choice architecture.

* Application refers to the need to understand specific touch points (such as how direct interaction
occurs with consumers in person or electronically) in the last mile, how to disclose information in
a behaviourally-informed manner and how to help consumers make better choices.

* Intervention refers to changing the context for people’s decisions and measuring the impacts
using controlled trials.

Soman's framework contains four strategies available to the public sector in order to change
consumer behaviour: legal changes, economic incentives, information and persuasion, and
nudges and choice architecture.??’

The Last Mile .Trantc,lat.mg academic research Monitoring efficiency De5|gn|ng nudging
. ene into insights of processes interventions
Activities
Coming up with Identifying bottlenecks and Piloting interventions, running
prescriptive advice areas for improvement controlled trials and monitoring
success

Considering areas of application | Using tools from psychology to lterating and identifying long
identify opportunities term success factors
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TABLE 3
Public Sector
Toolkit for
Behaviour

Legal - Bans,
compliance rules,
mandates

Economic
incentives -
Taxes, penalties,
grants, subsidies

Information and
persuasion —
Advertising,
disclosures,
promotion materials
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Useful when

Behaviour has consequences that are a high risk to society, take
advantage of others (intentional fraud) or violate society's ethics or
values (discrimination)

Third-party effects are present and the consequences of behaviour
are not entirely absorbed by the individual or corporation

Standards are established to enhance standard of living or
protect individuals

Enforcement is feasible and cost-effective

Avoid when

Regulation is perceived as overly restrictive or intrusive

Individuals would likely respond with defiance or by
undermining regulation

When choice architecture
can help

Enforcement is in place but may not be working effectively

Choice architecture may help increase compliance

Useful when

Behaviour is motivated by costs and benefits, and hyperbolic
discounting does not take effect (impact is felt up front; losses are
painful)

Incentives are salient to the consumer

The market is in line with incentives and does not work against them

Avoid when

Behaviour is motivated by fairness, altruism or social norms

When choice architecture
can help

Behaviour is affected by cognitive influences (such as loss aversion
or the status quo)

Choice architecture can help highlight incentives or reduce barriers
to accessing them

Useful when

Combined with other policy tools

Encourages learning and can improve decision-making skills
overtime

Avoid when

Information is presented in a complex manner

Messages conflict with what is being presented in the media or by
other influencers (such as peers)

When choice architecture
can help

When information is overly complex; can help improve
information processing using nudge techniques such as salience
and simplification
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Nudges and choice
architecture -
Defaults,
simplifications, opt-in
vs. opt out

Useful when * Freedom of choice is important and individual preferences vary
e Economic incentives or penalties are not appropriate

* Behaviour is affected by cognitive influences and individuals
struggle with turning intentions into action

¢ Aligned with current regulations or incentives

Avoid when * Context can be changed by businesses or other institutions in the
marketplace

¢ Additional regulation may be needed to set boundaries for market
behaviour. Or, incentives may need to be changed to improve
alignment with policy goals

¢ Intended outcome of nudge may go against individual intentions

Other academic practitioners have focused on specific Bl applications and refined their use

to better guide public sector interventions. Among these is Cass Sunstein’s update of his and
Richard Thaler’s earlier Nudge work on applying nudges effectively and practically. Sunstein
offers applications and tactical opportunities in the last mile in a recent work, "A Catalogue of Ten
Important Nudges".??8

1. Default rules - such as automatic enrolment in savings plans

* May be the most effective nudges

* [f people are automatically enrolled in retirement plans, their savings can rise substantially
2. Simpilification - such as making enrolment forms less complex

» Complexity is a serious problem because of the confusion it can create, the potential for increased
expense and the barrier to participation it causes

* Benefits of significant programs (such as in finance) are often greatly reduced because of undue
complexity

3. Social norms - such as emphasizing what most people do

* One of the most effective nudges is to inform people that most others are engaged in a particular
behaviour

4. Ease and convenience - such as making low cost options more visible or accessible

* To encourage certain behaviour, reducing various barriers (including the time that it takes to enroll)
is often helpful

5. Disclosure (if information is simple) - such as disclosing the full cost of credit cards

* Simplicity is crucial for consumers. Disclosure policies can be highly effective if, at minimum, the
information is understandable and straightforward to access

6. Warnings - such as large fonts and bold letters in text and graphic pictures
* Warnings can help counteract the natural tendency of people toward unrealistic optimism

* They can also materially increase the probability that people will focus on the long term
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7. Pre-commitment - such as committing to certain future actions
* Often people have specific goals (like saving money) but their actions fall short of meeting them

* Committing to a specific action at a specific future moment better motivates action and
decreases procrastination

8. Reminders - such as emails or text messages to counter the adverse effects of inertia,
procrastination, competing priorities and forgetfulness

* Reminders can have major impacts provided that they are timely
* Need to ensure that people can act immediately on the information
9. Implementation intentions - such as eliciting questions about future behaviour

* People are more likely to undertake a desired activity if they are engaged with the way that they
are going to participate the activity

10. Past choices - such as informing people about the effects of previous behaviour

* As people often lack information about the costs of previous choices, providing this information
can change behaviour, saving consumers money and improving the ways in which markets work

Lessons from the U.K. BIT’s success

Halpern's book exploring both the work of the U.K. BIT through early 2015 and the broader
applications of psychology to public policy provides a detailed review of putting Bl into practice.
The U.K. BIT initially used “MINDSPACE" for its internal education and engagement regarding Bl use
and its external efforts. (MINDSPACE: Influencing behaviour through public policy was published
by the U.K. Cabinet Office and the Institute for Government in 2010.)*2° MINDSPACE is the acronym
used to summarize nine influences on human behaviour that policy makers should be aware of

and employ where appropriate. It is designed to provide a simple framework and a memorable
mnemonic to help policy makers consider what might influence people’s behaviour in a given
context. The summary table below sets out the nine effects comprising MINDSPACE. >3

TABLE 4
MINDSPACE
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Messenger People are heavily influenced by who communicates information

Incentives People’s responses to incentives are shaped by predictable mental shortcuts,
such as strongly avoiding losses

Norms People are strongly influenced by what others do

Defaults People ‘go with the flow’ of pre-set options

Salience People’s attention is drawn to what is novel and seems relevant to them

Priming People’s acts are often influenced by sub-conscious cues

Affect People’s emotional associations can shape their actions

Commitments People seek to be consistent with their public promises and reciprocate acts

Ego People act in ways that make them feel better about themselves
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The MINDSPACE framework was initially useful for guiding the U.K. BIT's early work and was
effective in the unit’s seminars and workshops to educate and build capability among the
government. However, after the first year the U.K. BIT found that MINDSPACE held some
challenges for non-academic practitioners given its nine components to consider on top of the
significant time constraints and other important factors constraining practitioners focus and
understanding.

The U.K. BIT then developed a simpler and more streamlined approach for its Bl initiatives with
the acronym EAST: easy, attractive, social, timely.”' Team members used the EAST framework to
guide their work in Bl application, particularly in testing and adapting policy initiatives.

EAST proved to be very useful as a checklist to highlight people’s mental shortcuts and recall
these components when developing policy interventions. It helped accelerate the testing of some
straightforward ideas and also provided politicians, policy makers and other civil servants with

a simple, memorable framework to think about effective behavioural approaches. Based on its
own work and other academic literature, the U.K. BIT published “EAST: Four simple ways to apply
behavioural insights” 22 in 2014. EAST's four principles are:?*

* Make it easy — Harness the power of defaults, simplify messages and reduce the ‘hassle factor’
of using a service

* Make it attractive — Attract attention and design rewards or sanctions for maximum effect

* Make it social — Show that most people perform the desired behaviour, use the power of
networks and encourage people to make a commitment to others

* Make it timely — Prompt people when they are likely to be most receptive, consider the
immediate costs (and benefits) and help people plan their response to events

Halpern expanded upon the components of EAST in a helpful table setting out aspects to
consider and some examples of their use:?**

TABLE 5 EAST Things to think about m

E
EAST asy

Framework

e Simplify

e Friction: remove, or add to
inhibit

* Defaults: set the easy path as
the healthiest, safest option

* Pensions: millions more
saving as a result of auto-
enrolment

* University entry: 25% more
underprivileged students go
when forms are pre-filled

Attract

* Personalise: use recipient’s
name; make information
relevant

* Salience: make key point
stand out

* Messenger: experts and
named individuals work
better than anonymous or
distrusted sources

e Lotteries: make incentives
more attractive

* Emotion: as important
as reason

e Tax: 10 times more doctors
declared income with
salient letter

* Giving: 2 times more
donations to emergency
appeals with story of one
child compared to statistics
of mortality

* Courts: 3 times more
likely to pay fines with a
personalized text
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EAST Thingstothinkabout | Examples |

Social * Norms: what are others * Tax: 16% more likely to pay if
actually doing informed that most people

¢ Networks: a friend or pay ontime

colleague recommends e Giving: 7 times more likely
to give when learning that a

* Reciprocity and active
colleague already gave

commitments: promises

* Reminders of others: eyes
and faces (emotional cues to
suggest how people should
feel and react)

Timely * Habits: intervene before they | e Tax: twice as much less likely
become established to respond to nudge if late

* Key moments: when paying the previous year

behaviour is disrupted e Health: 3 times more workers
choose healthy option a week

* Priming and anchoring: the )
ahead than on day of eating

power of what just came
before

* Time inconsistency:
discounting of the future

Early wins

With many practitioners and publications stressing the importance of early and demonstrable
success for a Bl unit, other aspects of the U.K. BIT's approach during its formative years are also
instructive. Given its two-year window to demonstrate its value with concrete results, it was
imperative that the U.K. BIT demonstrate clear success in rapid order. In Halpern's words, the U.K.
BIT needed several clear “wins” to illustrate the benefits of nudging.?%

Its four early nudges warrant brief elaboration for their successes and returns given the slight
alterations they implemented. The unit’s use of nudges took advantage of social norms, lessened
hassle for people, personalized communication and enhanced the timing of communication in a
number of ways:?3°

* For tax payments owing, communicating a simple message like “most people pay their tax on
time” boosted repayment rates by “several percentage points”. This resulted in “tens of millions of
pounds” in additional outstanding taxes being paid.

* To encourage people to insulate their lofts or attics, offering an attic clearing service achieved
three times the take-up of the U.K. government-offered discount on insulation. This was an
example that clearly demonstrated where removing hassle could be more effective changing
consumer behaviour than bigger price discounts.

¢ For traffic fines owing, adding the image of owner’s car, captured by roadside camera, made the
owner more likely to pay unpaid tax.

* For outstanding court fines, sending a text that bailiffs were “due to collect in ten days” led to a
more than double rise in payment rates.
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How EAST and nudging can work in practice

The U.K. BIT's success in nudging and other Bl applications occurred in a broad range of areas.
Briefly exploring one of these key principles and practices — simplification — visibly demonstrates its
benefits. It is also informative given regulation’s traditional heavy reliance upon disclosure to change
behaviour.

As Halpern wrote,?®” many agencies and governments stumble at the “make it easy” component
of EAST, specifically with regard to communication. The most fundamental application of “make

it easy” is to ensure that information, messages or requests are clear and simple to understand.
Neither governments nor regulators should expect much impact if the information is so dense and
complex that it is not clear what is being asked of the recipient. As a range of research studies have
shown, an easy-to-read message is not only more likely to be understood, it is also more likely to be
believed.?3®

The U.K. BIT tested the effects of simplifying official communications that “looked like they had
been written by a committee of lawyers or technical administrators.”?*° The results of this test
demonstrated that:

* tax letters written in plain English with a clear, simple request at the beginning could generate a
200 to 300 per cent improvement relative to the originals; and

* click-through rates by businesses in response to government emails could be increased by 40
to 60 per cent by reducing the text in the email. Sign-ups on websites increased when website
landing pages were simplified and reduced clutter.

The U.K. BIT's work taught its staff about the importance of being “almost obsessive” about
reducing hassles.?° Even slight amounts of extra hassle can have a significant impact in behaviour.
For example, having a single click can increase the completion of tax forms by 22 per cent,
underscoring the opportunity for pre-filling forms. (In the U.K. BIT's view, “much of what tax
authorities consider fraud and evasion are actually more a result of the hassle and other frictions of
wading through complex tax forms”).?*!

Bl uses beyond nudging

It is important to reiterate Halpern's view that Bl approaches should be used “as a tool or lens
through which to view all interventions, including tax and incentive design.”?*? The U.K. BIT
spent significant time designing regulations, and became very involved in the form and detail of
communications, information and transparency across a broad range of U.K. government activity.

IV. Experimenting and testing Bl applications

Using Bl effectively requires “systematic experimentation and trialling. The combination, mixed with
design flair, can be very effective" as Halpern states.?*?

Behavioural experiments offer numerous advantages.?** Bl units and applied researchers can
undertake experiments that test the direction and magnitude of nudge impacts and other, more
extensive interventions. Experiments can also study the size of different phenomena; for example,
how large is the effect of framing a bonus as a loss versus a gain? Experiments can test and
reconcile conflicting predictions from Bl compared to other behavioural theories. Trials can also
document behavioural phenomena and help develop theories to explain them.
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Soman has extensively explored the merits, nature and types of experimentation and trials, and his
summary is helpful for understanding their role.?* As he explains, the word “experiment” conjures
up images of people in lab coats at work with scientific equipment. Compared to the physical
sciences, behavioural theories can make predictions that are often accompanied by somewhat
more uncertainty. Fundamental difference arises from the significantly greater variability in human
behaviour.

Yet behavioural experiments are similar to hard sciences in other ways. Among the most
sophisticated of these are randomized controlled trials (RCTs). These trials are highly valuable as
they test whether a causal relationship exists between one particular variable and an important
outcome. Simple and decisive advantages of this type of experimentation include that, if done
properly, RCTs isolate all of the other factors affecting people’s perceptions, thinking or behaviour
from the condition, initiative or other intervention being tested.

As the U.K. BIT's paper on RCTs explains, RCTs are the best way of determining whether a policy
is working.?*® RCTs have been used for over 60 years to compare the effectiveness of new
medicines. They are also utilized extensively by companies testing website layouts to generate
more sales. What makes RCTs different from other types of evaluation is the introduction of a
randomly assigned control group. RCTs enable governments and regulators to compare the
effectiveness of a new intervention against what would have happened if nothing had been
changed. Introducing a control group eliminates a host of biases that normally complicate the
evaluation process.

RCTs: A more detailed look

Two key aspects of RCTs are the “"background variables” and the “randomization.”?#

A background variable is any set of factors that are held constant and not manipulated. It is important to
ensure that any such variables —such as location, gender, ethnicity or age —are kept constant for the trial.

Randomization is the act of allocating participants to different conditions in an unplanned and undirected
approach. This is important in order to minimize selection and allocation biases, as a Bl unit would want to
isolate variables so that the sample selection does not distort results. The U.K. BIT identified nine separate
steps required to set up any RCT?*8 in its 2012 paper that defined its “test, learn, adapt” methodology.

Test
1. Identify two or more policy interventions to compare (such as old and new policies).
2. Determine the outcome the policy is intended to influence and how it will be measured in the trial.

3. Decide on the randomisation unit: whether to randomise to intervention and control groups at the level
of individuals, institutions (like schools) or geographical areas (like local authorities).

4. Determine how many units (people, institutions or areas) are required for robust results.
5. Assign each unit to one of the policy interventions, using a robust randomisation method.
6. Introduce the policy interventions to the assigned groups.

Learn

7. Measure the results and determine the impact of the policy interventions.

Adapt

8. Adapt your policy intervention to reflect your findings.

9. Return to Step 1 to continually improve your understanding of what works.
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Typology of behavioural experiments

The spectrum of behavioural trials and tests ranges from fairly complex RCTs with many variables
that are manipulated with large data sets to simple lab experiments where people make
hypothetical choices. Soman’s categorization of this range as three different sets of experiments,?*°
(see table below) as well Alain Samson’s summary differentiating these types of experiments,?*° are
both helpful and informative.

Lab experiments can test either hypothetical choices or real choices with consequences. These
experiments conduct research in a controlled environment with standardized procedures.
Natural experiments are observational studies that do not assign subjects to treatment or control
conditions.

Natural experiments can be done using archived or archivable data. The former refers to activities
or choices where some kind of archive of data already exists which researcher needs to access.
The latter refers to natural conditions where the researcher may need to ask people questions or
observe behaviour to document the effect of intervention on choices and actions.

There are two types of field experiments, which differ in scale. In the first type, the researcher goes
into a real-world setting and comes up with an intervention. In the latter, the researcher conducts
RCTs on a large scale, usually with thousands of participants.

TABLE 6 Control * Laboratory experiment - hypothetical choices
Soman'’s Typology * Laboratory experiment - real choices
of Experiments

* Natural experiment - archived or archivable data

* Natural experiment - generates data from existing conditions

* Field experiments - real world situation with new intervention or
variable, data generated on relatively smaller scale

Realism * Large scale randomized controlled trials (RCTs) -
running condition tests simultaneously

Test, learn, adapt

“We need to recognize our dangerous tendency to
overconfidence and our presumption that what we do
know is right’... we need to embrace doubt. We need to
test, learn and adapt.”

David Halpern?*'

The U.K. BIT viewed RCTs as essential to its success as it needed to show solid evidence of Bl's
impacts.?? In order to achieve the benefits of Bl on a large scale, it saw the need to demonstrate
its applications both inside and outside of government. The U.K. BIT made an early choice to seek
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out areas that are well-suited to low cost RCTs that could be done quickly. The results of those early
trials showed that Bl can be effective and that experiments can be quickly completed and at a low
cost. With the recent rise of digital government, the merits of testing have been reinforced, and the
U.K. BIT began to seek out digital interventions within the public sector to test multiple variations of
projects, such as alternative forms of webpages.??

Inthe U.K. BIT's words, “the “test, learn, adapt” approach has the potential to be used in almost all
aspects of public policy.”?>* Testing an intervention means ensuring that robust measures are in
place to evaluate the effectiveness of an intervention. Learning is about analyzing the outcome of
the intervention so that working components can be identified and the magnitude of its effect can
be determined. Adapting refers to the use of this learning to modify the intervention as required so
that there is no continual refinement to the policy that is designed and implemented.

The World Bank puts a similar priority on experimentation. It has highlighted how an experimental
approach that incorporates testing during the implementation phase can help identify more cost-
effective interventions.?>> As it states, “the process of delivering products matters as much as the
product that is being delivered, and it can be difficult to predict what will matter in which context
and for which population.” Problem assessment by the World Bank, as well as its policy design and
implementation, look very different under this new framework.

In the World Bank’s more recent approach, understanding behaviour and identifying effective
interventions involve more complex and iterative processes throughout the project cycle.?%®

This includes greater resources being devoted to defining and assessing problems, as well as to
designing interventions. It also requires that several options be tested during the implementation
period, with each reflecting different assumptions about decision-making and behaviour. One of
the tests is adapted to reflect the trial results and then goes through a new round of “definition,
diagnosis, design, implementation and testing.” 2 This process then is ongoing after the
intervention is scaled up for broader application to a larger segment of the population.

FIGURE 7

Define & diagnose Redefine & rediagnose

Understanding
behaviour and

identifying
effective Adapt Design
interventions
are complex Implement
. . & evaluate
and iterative
processes

Source: WDR 2015 Report
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Section C: Themes from behavioural insights units, applied
researchers and academic practitioners

V. Major lessons and insights relevant to the OSC

This chapter has explored the nature of leading government Bl units, their insights plus those
of applied researchers and academic practitioners into using Bl and the crucial importance of
tests and trials. The Investor Office supplemented this research with in-depth interviews of 15
government Bl units, academic practitioners and applied researchers to refine the themes of Bl
application. Seven such themes are summarized below.

Seven financial regulators were also interviewed as part of this study and their feedback helped to
inform Chapter 3.

As Chapters 1 and 2 have shown, Bl offers a lens for understanding market problems and consumer
challenges. Financial decision-making and retirement saving issues were cited numerous times as
major problems in this regard. There is also extensive Bl use in policy implementation to design
choice architecture for government and regulatory initiatives (like changing default choices,
simplifying disclosure and other such nudges). However, there has been much less Bl use in policy
design to date. This is due to a number of issues, including being less able to measure success
effectively and the ethical issues that can be raised.

The adoption and use of Bl is about nudging and about more extensive
behavioural-led initiatives.

Nudges have demonstrated the compelling advantages they hold for governments and regulators.
They can be implemented at a low cost and hold the potential for quick wins. Nudging typically
faces fewer political and legal barriers given the limited nature of changes they introduce.
Behavioural disciplines can also identify when nudges are insufficient for broader initiatives where
regulations, rules, subsidies or taxes may be needed to effect a desired change.

Bl are essential to the testing and evaluation of these traditional policy tools, as well as adapting and
re-designing such interventions to make them more effective. As important is the way in which Bl
can highlight and provide solutions to help prevent commercial exploitation of consumer biases
and other cognitive errors in people’s decision-making.

Incorporating Bl is essential to achieving a policy culture of testing and
learning.

Making assumptions about behaviour in the design and implementation of policy can lead to
major errors. The need to use Bl and to test, learn and adapt interventions was repeatedly stressed
by practitioners and applied researchers alike. Many experts identified the need to begin with
accurate description and diagnosis of a problem before designing interventions and testing,
learning and adapting their implementation. They emphasized how governments and regulators
must have humility and a commitment to testing in order to minimize errors. A culture of trialling,
whether through lab experiments, field tests (including RCTs) or data science, is as important as the
willingness to admit and learn from mistakes.
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The successful use of Bl involves multi-disciplinary and multi-functional
approaches.

Staffing a Bl unit requires behavioural sciences expertise (in areas like economics, cognitive
psychology, social psychology), but also other specialists. Successful Bl units need to be integrated
with policy, legal and other expertise for practical applications. Effectively adopting Bl involves
using multiple methods to test policy initiatives, including design thinking, lab and natural
experiments, field-based RCTs and other collection and sophisticated analysis through advanced
data science. The experts interviewed also highlighted the effectiveness of combining Bl with
traditional economic approaches.

There is no single Bl unit model that meets all governments’ and regulators’
needs.

Choosing a structure, staff, mandate and goals for a Bl unit depends on the context, resources
(including funding and data support), organizational and political culture and the authority’s
governing style. While the success of the U.K. BIT and White House SBST (through 2016) are widely
recognized, these teams have (or had) large staffs and a national (or international, in the case of the
U.K. BIT) scale for their work.

Denmark'’s approach, with its much smaller scale and extensive networking, was cited by many of
the experts interviewed. Others stressed the importance of a hub and spoke system - a central unit
or capacity combined with line department or ministry capabilities - to build capacity beyond a
central unit in important operational and policy areas.

Academic and other expert collaboration is essential for Bl units.

Numerous practitioners and applied researchers stressed the benefits of collaborating to leverage
government and regulator resources in diagnosis, design and testing. They also recognized the
opportunities to combine academic rigour with public sector knowledge of legal, policy and
political constraints.

Staying current with behavioural literature and the rapidly-expanding public sector use of Bl is a
major challenge. Academics emphasized that they cannot keep up with the growing number of Bl
units or increasing behavioural capabilities within national and local governments. For their part, the
practitioners interviewed made it clear that they could not stay current with the volume of new and
potentially relevant research.

External and internal communications and engagement are important.

Most practitioners and applied researchers made mention of how important open engagement
and ongoing communication of findings with staff and politicians can be. They also underscored
the opportunities and benefits of using occasional papers, symposiums and public consultation to
educate and engage external stakeholders (though there was a mix of views about communicating
through academic publications).
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Bl is an essential part of governments and regulators’ policy toolkits, but it is
not a panacea.

The use of behavioural findings, applied Bl research and behavioural frameworks is a major step
forward in the public sector’s understanding of people’s actions, choices and thinking. However,
it is just one part of the array of analytical and implementation strengths of an effective policy-
making or regulatory organization. It is complementary to, and works best when combined with,
traditional cost-benefit, scarcity and other economic analysis, as well as expertise in policy, legal,
design, data and other areas.
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CHAPTER 3 - THE INCREASING
USE OF BEHAVIOURAL
APPROACHES IN FINANCIAL
REGULATION

“Using insights from behavioural economics, together
with more traditional analysis of competition and market
failures, can help the FCA assess problems in financial
markets better, choose more appropriate remedies and be
a more effective regulator as a result.”

Martin Wheatley, former Financial Conduct Authority CEO?58

Since the U.K. established the Financial Conduct Authority (FCA) in 2013, financial behavioural
regulation has become an increasingly significant part of the regulatory landscape in major
markets.?*® The FCA's Occasional Paper #1 set out well the merits and applications of behavioural
economics in financial markets.

Numerous financial regulators and supervisors around the world are now expanding their
initiatives and analysis in both their jurisdictional reach and the scope of approaches. Conduct risk,
which is a subset of behavioural risk, is appearing more often as a specific focus for policy makers
and regulators. In addition to the U.K.'s FCA, notable behavioural initiatives and interventions

have been announced in Australia, the U.S., the European Union, Hong Kong, Singapore and
New Zealand. The use of behavioural approaches elsewhere by securities regulators and other
agencies is increasingly accelerating.

This chapter continues the Investor Office’s survey of relevant practitioners” adoption of B,
particularly at the integrated behavioural initiatives and major behavioural economics (BE),
behavioural finance (BF) or Bl units in major jurisdictions relevant to the OSC. It begins with the
FCA and its use of B, as well as the range of studies and initiatives developed by Australia’s
Securities and Investment Commission (ASIC) and New Zealand's Financial Markets Authority
(FMA). The extensive Bl work of the European Commission (EC) in financial policy-making is also
examined, followed by a review of other substantial and relevant work produced by agencies in
the U.S. and Asia that have engaged in Bl-informed initiatives.
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I. Taking the lead: the U.K.’s Financial Conduct Authority (FCA)

“While it is common sense that people make mistakes,
behavioural economics takes us beyond intuition and
helps us be precise in detecting, understanding, and
remedying problems that arise from consumer mistakes.”

FCA Occasional Paper #1°°°

The FCA, the world’s first behavioural financial regulator, has led the application and tactics of
behavioural principles.?' From the outset, the FCA has articulated the principles and insights of BE
and BF,?*? including aspects such as:

* consumers make predictable mistakes when choosing financial products;

* firms respond to these mistakes;

* behavioural biases can lead firms to compete in ways that are not in consumers’ interest; and
* focusing on how BE can, and should, be used in the regulation of financial conduct.

The FCA led the use of BE for policy and regulatory initiatives across a broad spectrum of financial
services from 2013 onward.?®® The FCA's strategy of combining behavioural science, data and
technology “has turned economics into such an important feature of conduct regulation.”?®* The
FCA has embraced BE as an essential tool to assess markets and potential interventions to support
better financial outcomes and improve ethics, crisis prevention and consumer protection.

In a series of speeches given throughout 2014 and 2015, Martin Wheatley, the FCA's first CEO,
summarized the rationale and merits that BE held for the FCA. In late 2014, he stated that the

FCA was “enhancing traditional economic analysis by integrating it with behavioural techniques.
Considering the demand-side as well as the supply-side of competition — how real people interact
with markets.”?%% In his words, the FCA was “designing policy based on how people engage
with financial products. For policy-makers and regulators, this is important for two reasons. First,
because it has the potential to materially improve consumer outcomes. Second, because it can
potentially increase competitive pressure on incumbents by reducing barriers to contestability like
complexity, consumer inertia and so on.” (Contestability refers to both the ability of new suppliers
to enter markets and to offer effective competition on price or products that causes existing
suppliers to respond to consumers’ benefit.)

In Wheatley's view, “sophisticated field-testing, trials and big data analysis is now dominating so
much of the FCA's work across key areas ... In other words, instead of relying on intuition and
guesswork, we combine trials, behavioural economics and competition analysis, to work out
what’s going on in each market — real markets, not just theoretical constructs.”2

The FCA has pursued a comprehensive strategy that uses in-depth publications and engagement
with intermediaries and investors to support its other regulatory roles. The FCA has led the way in
publishing its research and initiatives, especially through the 25 occasional papers that it published
between 2013 and 2016. As set out in its Occasional Paper #1, Applying Behavioural Economics
atthe FCA, “the FCA is committed to encouraging debate among academics, practitioners

and policymakers in all aspects of financial regulation. To facilitate this, it publishes a series of
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occasional papers in financial regulation extending across economics and other disciplines ...
Since their main purpose is to stimulate interest and debate, the FCA welcomes the opportunity to
publish controversial and challenging material ... The FCA encourages contributions from external
authors as well as from its own staff. In either case, the papers will express the views of the author(s)
and not those of the FCA."2¢7

The FCA's framework for using BE in financial markets

Occasional Paper #1 included an in-depth literature review that looked at people’s behavioural
biases and the impacts those biases had in consumer financial markets. It set out an extensive
number of BE applications for many FCA activities, including:

* “policy —i.e., creating our rules and guidance;

* analysing firms’ business models, behaviour and products when authorizing or supervising firms;
* building evidence for enforcement cases; and

* shaping FCA and firm communications with customers.”2®

The FCA sees BE as essential to all steps of the regulatory process. Occasional Paper #1 detailed
its key questions for applying behavioural analysis and its approach to address the risks, problems
and interventions.?6°

Applying behavioural analysis: Questions addressed by Occasional Paper #1

TABLE 1 Step 1: Identify and e How can we spot risks of consumer detriment caused by biases?
prioritize risks to

* How can we prioritize these risks?
consumers

Step 2: Understandroot | « Could consumers be choosing reasonably?

causes of problems e |f consumers are biased, what do they truly want and need?
* How should we analyze firm-specific issues?
* How should we analyze market-wide issues?
Step 3: Design effective * What interventions are available to protect consumers?
interventions

¢ Should we intervene and, if so, how?

* How can we assess the impact of interventions?

Identifying and prioritizing issues - given that biases are usually tough to directly observe,
the FCA proposed a series of indicators to identify where consumer detriment from mistakes
can be significant. Its BE approach also prioritized problems based upon their size, including
the distributional effects when less sophisticated consumers pay more than more sophisticated
consumers.
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Understanding root causes of problems - it is important to develop possible explanations
for the root causes of market problems and build evidence, including investigating whether
consumers are making mistakes and, if so, which biases may be causing the problems. The
process of building evidence includes examining how consumers make decisions under different
circumstances, their awareness of important product information and their self-declared needs
and objectives. The FCA described how Bl can help assess firm-specific and market-wide
problems, including using consumer research, lab or field experiments to analyze markets.

Designing effective interventions — BE offers new perspectives on potential interventions to
address behavioural and other financial market problems. The FCA described four ways in which it
can solve behavioural problems, ranked from least to most interventionist:

* Provide information - require firms to provide information in a specific way or prohibit specific
marketing materials or practices.

*Change the choice environment - Adjust how choices are presented to consumers.

eControl product distribution — Require products to be promoted or sold only through
particular channels or only to certain types of clients.

*Control products - Ban specific product features or whole products that appear designed to
exploit, or require products to contain specific features.”?”°

The FCA noted the potential to expand this four-way toolkit by using more nudges in regulation.
These small prompts, if designed well, have low costs and can result in better consumer
decisions without restricting people’s choices. Occasional Paper #1 also points out that effective
interventions require a determination of whether to intervene, and if so, where the limits to
consumer responsibility should be. Effective interventions should consider the implications of less
interventionist options like nudges compared to more interventionist ones, such as bans.

Testing eligible consumer take-up of redress

The FCA was at the forefront of tests and trials that assessed consumer problems and potential
regulatory interventions in financial markets. This included undertaking the first-ever large-scale
RCT by a U.K. regulator in 2013, and then an innovative lab experiment regarding online retail
behaviour, which are described in depth in Occasional Paper #2 and Occasional Paper #3,
respectively.

Occasional Paper #2, Encouraging consumers to claim redress: evidence from a field
trial, > is both relevant and instructive for financial regulators. Pursuing the appropriate amount of
redress and maximizing consumer take-up of applicable redress supported consumer protection,
one of the FCA's three operational objectives. To that end, this paper looked at how the FCA could
encourage more eligible consumers to claim their money back with simple changes to the letters
they received.

Among the changes that the FCA tested were simplifying some of the text, making key information
(such as the telephone number to make a claim) more prominent, and telling people how long it
would take to claim.

From the FCA's perspective, the Bl literature offered a variety of ways to attract consumer attention
and compel them to seek redress that could be tested as hypotheses.?’? The envelope sent to
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customers needed to be appropriately distinctive in order to be opened given the volume of
regular mail that people still receive. The key messages in the redress letter needed to be as salient
and immediate as possible, with the firm offering redress also needing to reduce excess text as
much as possible. Firms also needed to remind consumers to respond.

The FCA developed changes (“treatments”) to seven features of the firm’s communication to
consumers eligible for redress to test their hypotheses. 22 One treatment changed the envelope,
five changed language in the firm’s letter, and one established a reminder for consumers to
respond. The RCT's control group received the original envelope and letter from the firm with no

reminder.

TABLE 2 Envelope

e Adds a message to ‘act quickly’ to a plain envelope

FCA Changes

To Firm's
Communication
With Consumers

FSAlogo

* Uses the Financial Services Authority (FSA) logo in the letterhead

[Note FSA was the FCA's predecessor, and the regulator overseeing
the firm that engaged in mis-selling]

Salient bullets

Replaces the two bullet points at the top of the letter with more
salient bullet points

Simplified

Makes the body of the letter simpler and more concise by reducing
text by 40%

Claims process

Includes a sentence in bold explaining that the claims process
would only take five minutes

CEO signature

Uses the firm CEO's signature to sign the letter, instead of generic
‘Customer Team’

Reminder

Sends a second letter three to six weeks after the first letter

*The FSA preceded the FCA and oversaw overseeing the firm that engaged in mis-selling.

CHART 3: Specific changes in communications with eligible consumers

4%

3%
Percentage point
increase in response
rates 2%

1%

0% | sl

1% —
Envelope
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CHART 4: Effect of changes in communications (including combined changes)

12% ~

10%
_
-

4%

2% |-

0% J_I

Control Envelope Salient bullets Simplified Claims process  Reminder Total

T T T T T T

| ISaIient bullets + Reminder interaction (positive) . Salient bullets + Simplified interaction (negative) . Individual effects

The results of these treatments, both individually and together, were considerable, particularly
given that the firm'’s original letter (used as the control) was clear.?’# The firm'’s original letter received
a 1.5 per cent response rate. In contrast, the ‘salient bullets’ treatment had the largest single effect,
increasing responses by 3.8 percentage points, just over 2.5 times relative to the original letter.

The ‘simplified and “claims process’ treatments had the next largest impact, almost doubling the
response rate. The ‘CEO signature’ treatment’ had a noticeably and statistically significant negative
impact, albeit a small one.

Measuring the interaction of these treatments showed that the best combination had a very
significantimpact. A combination of the ‘salient bullets’, simplifying the text, explaining the claims
process and reminder’ treatments boosted response rates to almost 12% from the control group’s
1.5%, equivalent to an additional 20,000 people claiming redress.

As the FCA noted, there were a number of surprises in the RCT's results.?”> Most important was
that small improvements to what was an already clear letter had major impacts. From the FCA's
perspective, these effects were much larger than anticipated. Additionally, the overall distribution
of impacts was different than the pre-RCT expectations, and the FCA had not anticipated any
negative impacts at all. These findings underscore the importance of both the precise design

of communications and the generation of solid evidence from real settings, which this RCT did
effectively.

Online lab experiment

In contrast to field experiments that test behaviour in real-world situations, lab experiments test
decision-making in stylized and more controlled environments that can capture key aspects of

the choice being made. Occasional Paper #3, "How does selling insurance as an add-on affect
consumer decisions? A practical application of behavioural experiments in financial regulation”
described the FCA's first online lab experiment and analyzed its results.?”®
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This paper also set out the advantages of lab experiments,?”” beginning with helping researchers
identify causes and effects more precisely (by removing irrelevant environmental influences) and
investigating general problems affecting people’s decision-making in a range of contexts (in this
case, the markets for different insurance products). Other important benefits of lab experiments
include the potential to observe the impacts on people’s behaviour (and not just changes in
outcomes) and the ability to investigate general principles of consumer behaviour. This paper also
reviewed how the experiment was designed to be a simplified online experience of shopping
around and ‘purchasing” a primary product and an optional insurance product. The shopping
around task was done five times with five different primary products.

The online lab experiment showed that the transaction context for consumers had significant
effects.?’® The impact of being allocated to one of the three most common ways of selling insurance
- “stand alone; transparently advertised alongside the primary product; or drip-fed during the
purchase of the primary product” — had a large impact on consumers’ willingness to check other
options and prices, as well as their ability to choose the best option. The Standalone transaction is
seen as the benchmark, and the Alongside and Drip Fed transaction types get progressively worse
outcomes for consumers. In this case, the firms’ Drip Fed approach is not designed to reduce
information overload, but to reduce the willingness of consumers to shop around for the secondary
product because they have already started along the purchase journey for the primary product.

One important finding was that when add-on insurance was revealed only at the point of sale of
the primary product (the drip-fed approach) it significantly worsened outcomes given the lower
transparency for consumers. The adverse impacts of this point of sale disclosure were higher prices
paid, less shopping around and fewer customer decisions that met their actual product needs.

CHART 3: The effects of the common insurance sales formats on consumer behaviour

Standalone Insurance

Add-on upfront alongside
the primary product (as on
price comparison websites)

Add-on revealed only at
point of sale for the
prmary product

0% 20% 40% 60%

I I Did not identify the best combination of primary product and add-on available

. Purchased the first insurance offer they saw

Bl used in the FCA's Economics for Effective regulation

To meet its strategic objective to “make the relevant markets work well,” 27? the FCA often requires
in-depth assessments of market outcomes, including the causes of poor outcomes and what can
be done to rectify them. The FCA is obligated to achieve higher standards than its predecessor,
the Financial Services Authority, in assessing the effects of interventions to meet its competition
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obligations and its given legal requirements to publish cost-benefit analyses when consulting on
new policy options.

Occasional Paper #13, Economics for Effective Regulation saw the FCA set outa new and
detailed framework for a market-based approach to regulation: Economics for Effective Regulation
(EFER).?8° EFER has three stages: problem diagnosis, intervention design and impact assessment.
It draws extensively upon recent academic literature and regulatory best practices to build upon
standard approaches to economic analysis by regulators. Among EFER’s enhancements are
incorporating a “more explicit and structured consideration of behavioural biases and competition
problems” as well as “recognizing that severe cases of poor outcomes in markets frequently

arise because of the interactions of multiple underlying problems” that need to be assessed and
responded to through a combined approach.?®

In describing EFER's rationale, the FCA identified a combination of factors that can generate poor
market outcomes that need to be analyzed and addressed together.?8? For example, consumers
may not take advantage of better pricing or products from other providers for a number of reasons,
including information asymmetries (such as when the current cost of use is not provided to people)
and behavioural considerations (procrastination in choosing alternative products despite a clear
benefit for doing so). There may also be structural factors (including network effects where people
want to use the same firm as others) and regulatory failures that increase the hassle factor for
consumers (older regulation may require time-consuming checks or paperwork to switch).

CHART 4: Interactions between market imperfections
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The FCA's EFER methodology is careful in incorporating assessments of behavioural distortions
given that these problems typically affect market results through their interactions with other
issues.?®3 As the FCA states, the fact that behavioural biases are a reality in how people think is not
in itself a reason for intervention. EFER’s approach seeks to identify and respond to situations where
biases create systematic barriers to market participants acting in their interests and not just the
presence of biases themselves. Occasional Paper #13 noted that underlying biases cannot typically
be remedied by regulation, but it may be possible for regulatory interventions to address the
market imperfections that such biases create.

The EFER framework also delineates the two ways in which regulation can achieve improved
outcomes: remedying the underlying market imperfections and directly mitigating them.?3* With
the former, properly-designed regulation can address market imperfections. However, when these
imperfections are structural features of the ways in the market works, regulation alone might not
fully remedy the problems. These fundamental aspects of markets can also reflect behavioural
considerations, such as when a product’s complexity is too much for most people to comprehend
without assistance. For problems where consumers’ cognitive and expertise limitations create risks,
the role of regulation is to mitigate the harm through interventions such as price caps or banning
retail purchases of the complex products without advice.

Other FCA occasional and discussion papers

While the considerable number of occasional papers in the FCA's series means that this report
cannot consider the full scope of related work, three other papers are particularly indicative and
informative regarding their identification and testing of Bl-based problems and solutions. They
serve as indicators of the FCA's approach:?%°

* Occasional Paper #7, "Stimulating interest: reminding savers to act when rates decrease”

* Occasional Paper #10, 'The impact of annual summaries, text alerts and mobile apps on
consumer banking behaviour"

* Occasional Paper #19, "Attention, search and switching: Evidence on mandated disclosure
from the savings market"

The foreword in the FCA's 2015 Smarter Consumer Communications discussion paper also
illustrates its Bl approach: “We recognize, however, that information itself does not necessarily
empower the consumer. Our work on behavioural economics has clearly shown it can overwhelm,
confuse, distract or even deter people from making effective choices if presented in a way people
struggle to engage with.”?%¢ These include the adverse effects upon consumers’ choices, such as
“behavioural biases, low levels of financial literacy and the complexity of some financial services
and products” and that “firms tend to use financial and legal jargon which can make the materials
they produce lengthy and impenetrable for the consumer.”

This discussion paper states that the FCA expects firms to understand the importance of
communicating effectively with consumers and that information about their products and
services should reflect “at least as much behaviourally informed creativity as is applied to business
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development, marketing and financial promotions.”?®” It also states the FCA's support for firms that
are already “writing for the consumer first and then ensuring communications are compliant, rather
than the other way round” as well as “moving away from a box-ticking approach to communication
design.”

The FCA's inclusion of specific examples of firms that, in its words, “demonstrate possible
approaches to developing smarter communications”?¢ is also significant. The FCA does not expect
other firms to replicate these approaches, but it hopes that “these inspire firms to think differently

about how they communicate with consumers.”

The FCA's behavioural unit and behavioural priorities in its mission

The Behavioural Economics and Data Science unit at the FCA is notable for its staff quality and

size. As of early 2017, it had 10 permanent staff and 4 temporary research staff. The unit works on

a broad range of internal projects in addition to its numerous external publications. Its ongoing
importance to the FCA’'s work is evident in the priorities set out in the FCA's mission document
from October 2016.2° Among the FCA's priorities in transparency and disclosure is how BE is
adapting its regulatory response.?*° “We believe we can play a greater role in helping consumers
by influencing how they make decisions. This can include changing the way firms present choices
to consumers (known as ‘choice architecture’). It can also include ‘nudging’ (encouraging change
in small stages) passive consumers by giving them easy options to switch provider or ‘default’ them
into simpler, cheaper products instead of expensive and complex ones.”

Il. Australia and New Zealand

Australia Securities and Investments Commission (ASIC)

While ASIC formally set up a BE team in 2014, it first began incorporating behavioural findings

and behaviourally-informed approaches as much as 15 years earlier through extensive consumer
research. Significant examples are described in its 2011 Financial literacy and behavioural change
report,?”" which was originally compiled in 2008 and updated in 2010. This report described how
behavioural economists see people as ‘'normal” and subject to a range of behavioural biases rather
than as rational agents of traditional economic theory.?°? ASIC highlighted common barriers to
good decision-making such as information and choice overload, complexity and uncertainty, time
effects and pressures, over (and under) confidence, self-control and framing. Its paper referenced a
range of research from 2002 to 2010, exploring the effects of these behavioural barriers on various
aspects of people’s financial decision-making.

In a 2016 address, Deputy Chair Peter Kell provided a comprehensive overview of ASIC's adoption,
rationale and use of BE.?*3 As Kell explained, Australia’s regulatory regime for most retail financial
markets had been based upon disclosure, including for risky and complex products. In his words,
“anything goes, as long as you disclose.” Reliance on this disclosure left consumers bearing

much of the responsibility of avoiding harm. However, this structure did not prevent persistent

and systemically adverse market outcomes in such areas as financial planning and investments in
debentures.
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In Kell's words, ASIC was “wasting money and resources —including the resources of industry
participants, who were producing large amounts of disclosure documents — while failing to fix
market problems.”?* As he stated, disclosure seemed to be the answer before a question had
even been asked or a problem was identified by the regulator. While disclosure was clearly a key
component of well-functioning markets, especially in financial services, too much weight was being
put on formal disclosure requirements to fix any and every market problem.

The global financial crisis was pivotal in changing ASIC's approach. The crisis made it clear that
different ways of thinking about problems and solutions in financial markets was required. Turning
to BE helped explain why some of ASIC's traditional regulatory interventions were failing. Kell
stated, “I don't want to suggest that BE has all the answers — it doesn’t. However, BE helped us to
understand the problem more effectively. BE helped to underline that we needed a more diverse
regulatory toolkit. In fact, you could say that it is now included as one of the tools in the toolkit.”2%

ASIC has taken a staged approach to applying BE. It uses BE to better understand the nature of
problems, which also helps it avoid action bias. “Our instinct — as regulators and policy makers —
can be to race to a solution before assessing. An understanding of how people actually behave and
make —and sometimes avoid — decisions or actions is essential to tailoring regulatory regimes.”?%

ASIC uses BE to identify product architecture or sales methods that might adversely influence
people’s biases and lead to poor consumer outcomes. For example, the way information is framed
can make a significant difference to how a consumer interprets and responds to it, as can the
device with which people review that information. In Kell’'s and ASIC's view, “timing matters. The
messenger matters. Context matters.”%’

ASIC is also developing its own thinking about how BE can help it respond to problems with new
tools like nudges. As part of this process, ASIC asks questions such as “when is a behavioural
intervention, such as a nudge, the right response to a problem? When do we need to look to other
tools in our regulatory toolkit? Important questions —a nudge is not a new panacea to all regulatory
problems or consumer harms.”2%®

A BE team was set up by ASIC in 2014. Originally staffed by four people, not all of whom were full-
time in their BE role, the team now has a five-person staff with expertise in economics, psychology,
decision science and legal matters. The BE unit, as well as ASIC itself, is committed to evidence-
based research, which ranges from field RCTs through lab experiments, focus groups and other
consumer research.

In addition to ASIC's use of BE as described by Kell, it is also important to note the support of
the ASIC Chair, Greg Medcraft. Examples include his November 2016 speech Driving better
consumer outcomes in the era of big data and artificial intelligence, where he stated that ASIC
was “expanding [its behavioural insights] team,” helping them with “tools for understanding and
influencing human behaviour and complements [their] other regulatory tools, such as education
and enforcement.”?%°

Among ASIC's notable publications are two lab experiments and reports it commissioned from
the Queensland Behavioural Economics Group. One of these was a pilot study to identify the
behavioural biases that impact people’s allocation of hybrid securities within their investment
portfolios and their assessment of the perceived risk of hybrid securities relative to equities and
bonds.3% This study found that the allocation to hybrid securities increased by nearly 14 per
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cent for participants with control bias, which occurs when people believe that they can affect the
outcome over events that they can neither control nor influence. The allocation of hybrid securities
was greater by 10 per cent for participants with overconfidence bias, which occurs when people
have an excessive belief in their cognitive capacity, intuition and judgement.

The other lab experiment involved research assessing the impacts of changing letters sent

to directors of firms in involuntary liquidation.?* The study shows that targeted nudges can
enhance compliance by directors.®%? This included directors “who would like to comply but lack
business management skills.” It also offered suggestions regarding how to nudge directors who
were deliberately not complying into doing so. Basic nudges such as reversing the order of the
information in the letter from ASIC to directors significantly improved directors’ recall of information.
The study found that cognitive ease can increase compliance, and led its authors to recommend
arandomized controlled trial (RCT) to better assess the potential to enhance the effectiveness of
communications with directors of failed firms.

ASIC also commissioned qualitative consumer research that examined people’s experience when
they purchased add-on insurance products as part of the process for buying a car through a dealer.
This research demonstrated how decision fatigue, information overload and price-framing led
consumers to purchase products of minimal or even negative value.** ASIC also conducted a
literature review of people’s biases that may affect their decision-making around financial advice.
This review was used to educate other ASIC staff about these challenges for consumers. The
agency has also undertaken exploratory qualitative testing of various forms of online disclosure in
areas such as "key fact statements’ for investment products with industry partners.3%4

Looking ahead, ASIC sees the behavioural field increasingly drawing on social science experts
beyond economics and psychology and into, for example, anthropology and data science. Kell
stated that in order to be a modern behavioural regulator ASIC must work out what sort of research
is needed and is feasible. One of the key lessons that resonated with ASIC came from the U.K. BIT's
David Halpern regarding humility: “We won't always know in advance what interventions will work,
and at times some policy actions may have perverse outcomes. Also, regulators seeking to apply
behavioural sciences need to be willing to test, learn and adapt interventions (policies, programs)
iteratively, over time.”3%°

New Zealand’s Financial Markets Authority (FMA)

1

New Zealand’s FMA views its role as a “conduct regulator” in working to achieve the FMA’s “main
objective of promoting and facilitating the development of fair, efficient and transparent financial
markets.”3% The FMA's “Strategic Risk Outlook 2017” expanded upon its conduct regulation
approach, including its intelligence and information gathering which “entails making greater

use of consumer behavioural insights to inform our supervisory focus” and referring to its “Using

Behavioural Insights to improve Financial Capability” white paper.3%

The FMA's 2016 Bl white paper is instructive in its framing of people's financial capability challenge
for governments and regulators alike, which is based upon previous analysis by the U.K.'s FSA. The
FSA's analysis was developed further by World Bank research that identified four dimensions of
financial capability:

* day-to-day money management;
* planning for future needs;
* choosing and using appropriate products; and

* being informed and getting help.
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Most people can undertake day-to-day money management quite well, but are less capable in
the other three areas. As the white paper explains, “evidence tells us that improving capability in
planning, choosing and being informed, in particular, requires more innovative and behaviourally-
based approaches. Social marketing, simplifying products, default mechanisms, and more
proactive consumer protection regulation are approaches that have been shown to help deal with
low levels of capability.”3°8

The white paper advocates using the U.K. BIT's TEST approach to apply Bl to influence desired
behaviour.3%° TEST is a straightforward practical framework of (T) targeting and defining the
outcome, (E) exploring the context, building an intervention (S) solution and (T) testing, learning and
adapting once developed. The FMA also highlighted the merits of RCTs as well as using the U K.
BIT's EAST framework.

The FMA's Bl efforts have taken place or are underway in a wide range of areas, including a 2015
initiative to leverage the social media channels of high-profile personalities to increase the reach
of financial capability messages.®'® The FMA is trialling the use of Google AdWords to promote
investor information on foreign exchange trading whereby a message appears when a consumer
searches for information about currencies.

The white paper outlines a number of future Bl opportunities.®" For example, the FMA and the
Commission for Financial Capability are exploring the potential to run RCTs with financial service
providers as the first step in publishing local examples of what is and is not effective for better
consumer outcomes. The FMA notes that the U.K.'s FCA has identified that governments and
regulators can use consumer understanding to solve behavioural issues in several ways. As outlined
earlier in the FCA overview, these include requiring firms to improve the ways that information is
provided and enhancing the choice architecture offered to consumers. Regulators can also limit the
distribution of products of concern to certain select types of customers. In the most problematic
cases, they can “ban specific product features or whole products that appear designed to exploit,
or require products to contain specific features.”3'?

Forthe FMA, approaches that are less interventionist are preferable given that they avoid limiting
consumer choices. The white paper also clearly states the FMA's preference for innovation to help
build people’s financial capability and provides a useful checklist for using the EAST framework in
practice.

A checklist for understanding the context of financial decisions from the FMA3"

Easy

* Will the individual be making an active or an automatic choice?

* How many options are available? What is the default option if an individual decides to do nothing?
* What knowledge or expertise is needed to make a decision?

* Does the decision require exertion of willpower or self-control (such as saving or paying down
debt)?

* |s there an application process and is it difficult to navigate?

92 OSC Investor Office Behavioural Insights Report OSC Staff Notice 11-778



OSC Staff Notice 11-778

Attractive

* |s the decision important to the individual or does it receive little attention?

* What are the incentives? Which ones are most prominent? Which ones are less prominent?
* What are the associated costs (financial, social, and psychological)?

Social

* Are peers a major source of information?

* |s the decision made in isolation or in a social environment?

* |s the decision influenced by what is presented in the media or by expert opinions?
Timing

* What moments or events motivate an individual to act on the decision?

* |s feedback available and is it received immediately?

* How is information or knowledge communicated to the individual (visually, verbally, in text)?
* Are the benefits of making a good decision delayed or experienced immediately?

* |s the decision usually made when the individual is in an emotional state?

* Does the information flow sequentially? What information is presented first? Presented last?

lll. The European Commission (EC) and the European Securities and
Markets Authority (ESMA)

The European Commiission’s adoption of Bl

The EC’s adoption of Bl extends to many different policy areas.*™ The formal application of Bl dates
back to a 2008 investigation into Microsoft's practice of tying its web browser to its Windows
operating system. The EC used behavioural evidence on the material impact of defaults on
consumers’ choices that resulted in the change to a choice screen being offered by Microsoft to
users, prompting them to make an active decision and offset the default effect.®'

According to the EC’s 2016 JRC summary of Bl applications to policies within the European Union,
20 EC behavioural studies have been conducted since 2010.%'® The first, "Consumer Decision-
making in Retail Investment Services: A Behavioural Economics Perspective", included two

online RCTs and a lab RCT to understand consumer choice in retail investor products.®” These
experiments tested consumers’ ability to make appropriate decisions about investment products
in the absence of advice, the effects of advisors disclosing conflicts, and how direct interaction
with advisors affects investors’ choices. The findings showed the significant problems consumers
face in making optimal investment decisions. The authors of the study concluded that simplifying
and standardizing key investment parameters would likely improve consumers’ decision-making
considerably. These findings were among the key inputs into the recent design of Packaged Retail

and Insurance-based Investment Products (PRIIP) consultation and proposed technical legislation.*'®
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Other important EC initiatives in Bl applications include the 2012 Report on Consumer Policy,
which set out that policy options would be supported by consumer behavioural studies.” The
2014 update to the report stated that “findings from consumer scoreboards, market studies and
behavioural research have influenced EU policy in various areas of interest for consumers.”3?° The
EC’s JRC produced a report in 2013 regarding applying behavioural sciences to EU policy-making,
followed by a research guide in 2015 for policy officers that are planning to outsource behavioural
research studies.®”' In 2016, an extensive report on consumer vulnerability across key EU markets
included behavioural experiments in three markets, including finance, where a high incidence of
people at risk of negative outcomes from their choices in the market was found.??? The EC website
also summarizes how behavioural research is informing EU policy design.®?

The EC’s Better Regulation approach

The EC, under the presidency of Jean-Claude Juncker, “has made a strong commitment to the
principles of Better Regulation as a way to ensure that policy measures are based on the best
available evidence and decisions are prepared in a transparent and anticipatory way.”3? Better
Regulation applies to the whole policy cycle as it covers the process from policy design and
implementation through to evaluation and revision.

The Better Regulation approach uses Bl extensively.*?> From the EC's perspective, Bl complements
traditional policy approaches and offers a compelling means to deliver more precise and efficient
solutions at all stages of the policy process. Bl can enhance the analysis of policy problems to
identify whether there are behavioural aspects involved and design policy options that reflect
people’s decision-making processes and biases, and assist attempts to improve the evaluation of
policy effects. The Better Regulation agenda also sets out the importance of regular policy impact
studies and fitness checks for existing policies that may no longer be fit for their original purpose.

The EC’s Bl capacity

The EC's Bl capabilities are both extensive and significant.32¢ In 2014, the EC created a

Foresight and Behavioural Insights Unit within the JRC and in 2015 created the EU Policy Lab to
support policies with evidence from BI, foresight and design thinking. The EU Policy Lab uses a
multidisciplinary approach to identify the behavioural elements of a given policy or policy option to
“communicate (and apply) available evidence, and embed behavioural solutions into the design of
policy interventions.”3?’

The Foresight and Behavioural Insights Unit, combined with the JRC’s other resources, creates
significant “expertise and capacity to support EC services with behavioural advice and/or

conduct behavioural studies internally or externally (with the support of a framework contract for
the provision of behavioural studies).”*?® These studies may be undertaken from an exploratory
perspective to use Bl to research a particular issue or implementation considerations, such as
testing specific interventions or refining policy measures. The use of Bl is a major component for EU
policy-makers to ensure “that realistic assumptions about people's behaviour are taken into account
when designing and testing policy options.”3?
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European Securities and Markets Authority

In the area of B, the European Securities and Markets Authority (ESMA) relies on the EC, national
authorities and academic research, for the development of its policy work.>3° In making the
distinction between internal Bl capabilities and its approach, it is important to note that a number
of ESMA's events, public statements and technical standards are behaviourally-informed. Examples
include the ESMA Chair's 2013 comments on BE's impact in changing its model for regulation,
which also noted some of the challenges in determining appropriate limits in its implications for
financial regulatory supervision.**' ESMA's Joint Consumer Protection Day in 2014 featured a session
on how behavioural evidence can be used to improve policy making for consumers and the use of
BF as a regulatory tool .32

ESMA's calls for more transparency and standards for investors also reflect its focus on consumer
protection, which are behaviourally-aware, as are its regulatory standards for the presentation,
content, review and provision of information documents for consumers. These standards also
address the methodologies used for the risk, reward and cost information in the templates for
information documents, risk indicators, performance scenarios and the presentation of costs.33

IV. The United States of America

Through early 2017, several U.S. regulators had notable BE and BF-informed initiatives. Regarding
securities regulation, the Securities and Exchange Commission (SEC) has significant BE and BF
capabilities. With respect to retirement accounts, the Department of Labor (Dol) used behavioural
principles in designing its proposal to extend the fiduciary obligation to all providers, which was
first proposed in 2015 and originally scheduled to take effect in April 2017.33*Following the change
of administration in the U.S., implementation of this rule has been delayed pending a review of

its effects on access to retirement information and financial advice, as well as an economic and
legal analysis of the rule’s “likely impact.”***The impact that these changes hold for U.S. financial

authorities is still unfolding as of early 2017.

Separately, the Financial Industry Regulatory Authority (FINRA), which regulates brokerage firms
doing business with the public in the United States and is overseen by the SEC, is important for

its BE and BF awareness, alignment and research funding. For example, FINRA has used Bl in
developing regulations that focus on achieving more effective disclosure through simpler and more
timely presentation of information to consumers.

The Securities and Exchange Commission (SEC)

Although the U.S. SEC does not yet have a formal Bl component in its role or strategy, President
Obama’s 2015 executive order (see Chapter 2) led the SEC to begin building a BF unit to
incorporate behavioural science into its policy-making. The SEC’s Division of Economic and Risk
Analysis created this unit in early 2016 to bring behavioural research into economic analysis for rule-
making.

The SEC also created its Office of the Investor Advocate in 2014. As of early 2017, its staff included
a principal economic advisor and senior economist, whose credentials included expertise in
household finance, BE and evidence-based approaches to policy design using BI.33®
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Prior to creating its BF unit, the SEC's behavioural initiatives were focused upon several reports
and certain specific policy initiatives. The SEC had the Library of Congress develop a report

on behavioural patterns and pitfalls of U.S. investors in 2010 that included the foundations and
research of many behavioural finance concepts.?*” Two other papers prepared by its staff were
published by the SEC in 2014 and 2015, the first being a white paper on computing tools to
promote sound investment decisions and the second looking at the impacts of regulating hidden
add-on costs for investors.33®

In terms of policies and rules, the SEC’s use of Bl includes a 2011 staff recommendation that the
SEC specify a uniform fiduciary standard that would apply to broker-dealers and investment
advisors when they provide personalized securities advice to retail investors.®° Other examples
include statements by commissioners and the Investor Advocate about improving the presentation
of information and enhanced disclosure to be more accessible and address the problem of
information overload.**° Other SEC behavioural efforts occurred in proxy voting, including a 2015
roundtable to look at opportunities to use technology and improve disclosure formats for retail
investors.*#

Looking ahead, one project that SEC staff is considering is the potential to provide investors with
financial calculators online.?*> The SEC BF unit is exploring how such tools can convey information
about risk and uncertainty in investments (especially in retirement investments).

The Financial Industry Regulatory Authority (FINRA)

Understanding of behavioural principles at FINRA and potential applications go back at least a
decade. For example, at a 2007/ symposium the then-Chair and CEO of FINRA's predecessor
organization (NASD) mentioned that “the more we understand about human psychology —and
trust the research — the better we will be able to create tools, resources, and proactive programs
that meet the needs of the public.”**? Remarks by senior executives in 2015 highlighted the BE
concept of empowerment through simpler disclosure and “cooling off periods,” where investors
had to wait before executing on an investment idea.**?

While FINRA has engaged behavioural economists in various ways, it does not have a formal Bl
unit.>* Instead, it takes a more ad hoc approach to testing disclosure for investors and the tools that
it releases.**

For example, FINRA recently engaged in investor testing as an aid in developing a new disclosure
document for consumers who are considering transferring their assets to another firm. The
educational communication is one component of a new FINRA rule, which the SEC approved in
November 2016, that establishes an obligation on firms to deliver the communication under the
circumstances set forth in the rule.34®

Separately, the FINRA Investor Education Foundation (IEF) has funded research that uses elements
of BF to examine behavioural approaches to problem-solving and identify how different nudges
can change behaviour related to financial consumption. FINRA and its IEF are both interested in
exploring the extent to which BF can be used to improve investor education, affect the risks that
investors face and improve disclosure, which is the foundation of U.S. securities regulation.®#

While the IEF is a wholly-owned subsidiary of FINRA, it is governed separately and has funded its
own behavioural research. The IEF consistently seeks ways to improve the financial capability of U.S.
consumers, which involves researching investor needs and ways of encouraging more investors

to participate in the market.**® Since 2010, the IEF has funded projects that include BE-driven field
experiments to facilitate debt reduction®* and evaluate interventions to increase savings.*°
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The U.S. Department of Labor (Dol)

Although the Dol does not have an explicit or formal policy regarding BE and BF, behaviourally-
informed principles have factored into significant portions of its work and organizational structure.
The fiduciary rule for retirement accounts was clearly informed by the behavioural literature, as the
Dol's regulatory impact analysis for the final rule demonstrated.*>' (As noted above implementation
of this rule has been delayed in early 2017 pending further analysis and review).

The impact analysis stated that “investors often lack investment expertise and must rely on experts
— but are unable to assess the quality of the expert’s advice or guard against its conflicts of interest.
Most have no idea how advisers are compensated for selling them products. Many are bewildered
by complex choices that require substantial financial expertise and welcome advice that appears
to be free, without knowing that the adviser is compensated through indirect third-party payments
creating conflicts of interest or that hidden fees that go to the adviser over the life of the investment
will reduce their returns.”3>2

It also explicitly referred to “economic theory on the dangers posed by conflicts of interest and
by the asymmetries of information and expertise that characterize interactions between ordinary
retirement investors and conflicted advisers.”3>3

The Dol's evidence-based approach to Bl and its applications is also notable. It established the
Clearinghouse for Labor Evaluation and Research (CLEAR), which was charged with making
“research on labor topics more accessible to practitioners, policymakers, researchers, and the
public more broadly ... CLEAR identifies and summarizes many types of research, including
descriptive, implementation, and impact studies. In addition, CLEAR assesses the quality of
research that looks at the effectiveness of particular policies and programs.”3>#

CLEAR looks in-depth at a range of topics related to the Dol's responsibilities and work. It reviews
applicable BF research regarding retirement, as well as Bl relevant to the Dol's labour-related
programs, assessing causal evidence while also highlighting gaps in literature and suggesting
where further research is required.3>

V. Asia

Singapore

Although the Monetary Authority of Singapore (MAS) has not yet published a formal policy on
applying Bl to financial market regulation or established a formal Bl unit, it has been increasingly
incorporating Bl in various areas of its work.3°¢ MAS is conducting consumer testing using
surveys and focus groups to better understand investors’ decision-making processes and

their understanding of investment products. It hopes to apply its findings to its proposed
implementation of ratings for the complexity and risk of investment products that are disclosed to
investors.

MAS is also increasingly using data analytics in its policy design and the supervision of the financial
industry, which is aligned with approaches taken by other government agencies in Singapore.

Most of MAS' current projects are related to consumer issues, and the staff involved has a solid
background in addressing retail issues, though will tap external resources or expertise for support
where appropriate.®*” External experts were used in a recent study related to the implementation of
complexity and risk disclosures of investment products. For this project, MAS engaged an external
consultant to advise on the design of surveys and focus group discussions, among other aspects.
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Hong Kong

The Investor Education Centre (IEC), a subsidiary of Hong Kong's Securities and Futures
Commission (SFC), takes a distinct approach to investor education that is instructive from a
behavioural perspective. All four of Hong Kong's financial regulators and the Education Bureau
support the IEC, which is charged with engaging the public and providing consumers with greater
education and skills for managing their personal finances. 38

The IEC's behaviourally-informed approach is based upon eight components,®* with a high priority
on using a social marketing model to deliver financial education to key segments of Hong Kong's
population. Other components are to “advance and measure financial behaviour change [and]
drive behaviour change through life events.”36°

While the IEC's social marketing campaign does not explicitly use B, the approach reflects a
number of foundational Bl elements. Its education efforts are timely as they are built around ‘life
events” and focus on opportunities to educate people at various life stages.

“The Chin family” is central to IEC's financial education®®! This marketing avatar is easy to access and
it depicts a family whose members represent the priority demographics of working adults, retirees,
tertiary students and school-aged children. The IEC's communication and education strategy

with Chin family is also attractive in its design goals of being fun, lively and practical in its real-life
implications.®®? It is social, as the Chin family members reflect the cultural importance of family and
familial obligations.

The [EC's decision to create the Chin family reflected the SFC's and IEC's past experience
(limitations of the IEC name as IEC provides much wider education than investing) and consumer
feedback. The IEC has previously communicated its financial education information as either the
SFC or IEC. The public’s reaction was that this “sounded very regulatory” and was perceived as
“pushing the responsibility back on the public saying ‘you need to be careful.”363

Make Valentine's Day
special and romantic on
budget

Stay vigilant against the
risk of prolonged stock
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Since introducing the Chin family, the IEC as an organization has held a fairly low profile in Hong
Kong. To most of the pubilic, this subsidiary of the SFC barely exists, other than as the website for
the Chin Family.*¢* The IEC has been active in assessing the campaign’s results in order to meet its
strategic objective to measure behavioural change. It seeks external feedback through consumer
research and advisory groups for each priority demographic and the population overall.36
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It is clear that the use of behavioural insights in financial policy-making and regulation
has merit. Even when formal Bl units are not present, the behavioural awareness and
understanding that these insights bring to financial regulation complements a regulator’s
toolkit. Whether the activities are market or registrant regulation, or investor education
and outreach, applying a behavioural lens to our work increases the likelihood of
achieving better outcomes. While not a panacea, understanding human behaviour
enables the OSC to better comprehend, diagnose and address ongoing problems. To
repeat what David Halpern, Director, U.K. Behavioural Insights Team said: “A lot of our
policy models traditionally are based on a rather naive understanding of what drives
behaviour. But if you have a more intelligent, nuanced account of how people make
decisions, you can design policy that is more effective, less costly, and makes life easier
for most citizens.”

Having conducted the research outlined in this paper, the OSC will continue to build its
capacity and understanding in the use and application of behavioural insights, as well
as identify opportunities to apply behavioural insights in OSC policy development and
operational processes. Over the coming year, the OSC will also conduct pilot projects
for testing using a behavioural insights lens, and will use the report to build awareness,
understanding and capacity in the use of behavioural insights both within the OSC

and amongst stakeholders, with a view to identifying further practical applications of
behavioural insights that will lead to better investor and market participant outcomes.
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