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to behavioral finance, people are prone 
to errors and biases that influence their 
decision-making. Some of these biases 
are hard-wired into the brain. As a 
result, these errors and biases can lead 
someone to bypass rational thinking 
and to rely on preconceived notions  
or intuition.

A behavioral bias, also called a psycho-
logical bias, is the inclination to think or 
feel in certain ways that can lead to sys-
tematic deviations from a standard of 
rationality or good judgment. People 
tend to believe or seek out information 
to preserve their opinions or beliefs, 
which can create a gap between how 
they actually reason and how they 
should reason. Such a gap can lead to 
making bad decisions. Behavioral biases 
also can lead to potentially damaging 
behaviors, resulting from erroneous 
decisions or blunders. 

Behavioral finance research has identi-
fied numerous behavioral biases. Few of 
these biases exist in isolation because 
deep interactions occur among different 
biases. In fact, some biases overlap  
or conflict with each other. Although 
controversy exists on how to classify 
behavioral biases, one straightforward 
scheme is to group them into cognitive 
and emotional biases. These two catego-
ries, however, are merely a grouping 
device to provide some semblance of 
order.

COGNITIVE BIASES 
In simple terms, a cognitive error is a 
deficiency or limitation in how people 
think. This behavioral mistake occurs 

want to hear. Given that a client’s  
interests always should come first,  
FAs may need to nudge clients to  
follow a path that benefits them. 
Although FAs cannot escape all their 
cognitive and affective reactions, they 
need to be aware of them to overcome 
these biases. Without awareness,  
making changes in behavior is  
difficult.

The behavioral finance literature pro-
vides many insights useful to FAs in 
lessening their psychological biases 
(Baker et al. 2017). This article offers a 
refresher of common behavioral biases 
affecting FAs and suggests practical 
strategies to help mitigate these psycho-
logical factors. Understanding and 
avoiding such biases can help FAs pro-
vide sound recommendations. FAs have 
a vested interest to incorporate insights 
offered by behavioral finance to guide 
their clients away from emotion-driven 
speculation that leads to losses and to 
nudge them into making better decisions 
and adopting appropriate wealth man-
agement strategies (Evensky 2017). 

This article begins by discussing several 
types of behavioral biases that can influ-
ence FAs, and then presents strategies 
for dealing with these biases. The final 
section provides both a summary and 
general recommendations for addressing 
behavioral biases. 

BEHAVIORAL BIASES
People view the world through different 
lenses based on factors such as back-
ground, education, experience, and 
subconscious predispositions. According 

Financial professionals know many 
of their clients do not always act 
rationally when making financial 

decisions. Without sufficient guidance, 
clients can unwittingly sabotage their 
chances of reaching their financial 
goals by succumbing to behavioral 
biases and making mistakes that result 
in poor investment outcomes (Baker 
and Puttonen 2017). Financial advisors 
(FAs) can assist clients in making better 
financial decisions because clients with 
investing coaches by their sides can 
lessen the chances of abandoning their 
asset allocation targets and long-term 
plans during the next market swing. 
Especially during periods of market 
volatility, FAs can help clients take a 
holistic view of their finances, remain 
disciplined when following strategies to 
achieve their financial goals, and keep 
their emotions in check. 

Yet, FAs are not immune to behavioral 
biases that can influence their own 
judgments and result in poor financial 
advice (Baker and Ricciardi 2015). 
Sometimes the biased behaviors of FAs 
are not in the best interest of their 
clients. For instance, FAs are concerned 
with obtaining business and retaining 
clients. They try to build a relationship 
by offering clients a sense of security 
and comfort. Often this means agreeing 
with clients and avoiding difficult con-
versations. FAs are aware that clients 
often reject advice that does not con-
form with their own ideas even when  
a new approach could benefit them. 
Thus, FAs need to help clients get out 
of their comfort zones and to focus on 
what they need to know, not what they 

The Psychology of Financial 
Professionals and Their Clients
By H. Kent Baker, PhD, CFA®, CMA; Greg Filbeck, DBA, CFA®, FRM, CAIA®, CIPM®, PRM;  
and Victor Ricciardi

© 2019 Investments & Wealth Institute, formerly IMCA. Reprinted with permission. All rights reserved.© 2019 Investments & Wealth Institute, formerly IMCA. Reprinted with permission. All rights reserved.© 2019 Investments & Wealth Institute, formerly IMCA. Reprinted with permission. All rights reserved.



FEATURE | ThE PSyChOlOGy OF FINANCIAl PROFESSIONAlS ANd ThEIR ClIENTS 

16  INVESTMENTS & WEALTH MONITOR

SEPTEMBER
OCTOBER
2019

pessimistic, despite the availability of 
evidence for a more rational conclusion. 
Emotions can strongly influence eco-
nomic behavior and decision-making. 
For example, emotions help to explain 
why some investors are disposed to sell 
winning stocks and to hold losing stocks. 
The behavioral rationale is that investors 
experience elation or pride when selling 
winners but regret when selling losers 
(Fairchild 2014). 

FAs are not immune to affective reac-
tions. Klontz and Britt (2012) evaluated 
the role of stress experienced by 56 
financial planners during the financial 
crisis of 2007–2008. The authors exam-
ined the mental and emotional issues 
financial planners suffered during this 
crisis by evaluating behaviors involving 
post-traumatic stress and how the crisis 
might have changed the investment 
belief of some financial planners. After 
the financial crisis, 93 percent of the 
financial planners revealed a medium-
to-high level of symptoms associated 
with post-traumatic stress. In fact, 
39 percent disclosed excessive symp-
toms linked to post-traumatic stress. 
Nearly 50 percent reported that the 
financial crisis resulted in them ques-
tioning their fundamental investing 
beliefs and their ability to advise clients 
to achieve financial goals.

Given that cognition and emotion jointly 
drive all financial decisions (also known 
as the affect heuristic), they play a com-
plementary role in understanding 
investor activity and market behavior. 
Although the effects of cognitive and 
emotional biases are similar, finding a 
solution to emotional biases often 
requires great care because these biases 
are tied deeply to personal sentiments. 
Cognitive errors generally are corrected 
more easily than emotional biases, 
which are ingrained in one’s emotional 
psyche. Thus, if FAs are dealing with 
clients who primarily manifest emotional 
biases, they should adapt to those biases 
and attempt to moderate their effects 
rather than try to remove them com-
pletely (Taffler and Tuckett 2010).

without challenge and to reject those 
that are not, despite the underlying logic 
and plausibility. Belief perseverance 
biases stem from FAs attempting to 
avoid conflicts between their beliefs and 
reality. When experiencing such con-
flict, a mental discomfort arises that they 
often try to resolve in the easiest manner 
possible. The psychological stress expe-
rienced by someone who simultaneously 
holds two or more contradictory beliefs, 
ideas, values, or behaviors is called  
“cognitive dissonance.” That is, some 
financial professionals tend to ignore, 
reject, or minimize any information that 
conflicts with a particular belief. 

Information processing biases involve 
errors in how experts and novices think 
when processing information. FAs and 
clients need to gather and consider 
information to make behavioral choices 
consistent with their goals and beliefs. 
Although much information is irrelevant 
to making these choices and should be 
ignored, some information is usually 
critical to the decision-making process. 
The difficult task is being able to iden-
tify the right information and to discard 
the irrelevant information. Prior experi-
ences and even momentary distractions 
can influence decisions. Such biases 
may influence the ability to make wise 
decisions, especially related to financial 
matters, because of a flawed information 
analysis process.

EMOTIONAl BIASES 
An emotional bias is a spontaneous  
reaction that distorts how people view 
information due to emotional factors. 
Affective biases are deeply ingrained in 
one’s psychology and typically are much 
harder to overcome than cognitive 
biases. Emotional biases inevitably lead 
to poor decision-making. People are 
more inclined to believe something that 
has a positive emotional effect giving a 
pleasant feeling, despite evidence to the 
contrary. They also are hesitant to accept 
hard facts that are unpleasant and result 
in mental suffering. Understanding emo-
tional biases might explain why they 
tend to be overly optimistic or overly 

when people are collecting, processing, 
and interpreting information. Although 
everyone has cognitive biases, FAs may 
be able to lessen such biases and shape 
behavior with adequate education, train-
ing, and experience. In turn, they can 
help their clients reduce or remove  
cognitive biases by offering incentives, 
nudges, and training, and by having 
clients follow rules. This process is 
called debiasing.

When dealing with too much informa-
tion, financial professionals often filter 
out much of it and select the bits of 
information likely to be most beneficial 
in some way. They attempt to simplify 
information processing by using mental 
shortcuts called “heuristics” to speed up 
the process of finding a satisfactory solu-
tion, rather than an optimal one, and to 
ease the cognitive load of making a deci-
sion. These simple rules may or may not 
be factual. Some FAs may fill in the gaps 
with stereotypes, generalities, and prior 
histories, and focus on the familiar. To 
avoid paralysis by analysis, they often 
need to act quickly, which means they 
must be confident in their abilities, focus 
on the immediate, and be motivated to 
finish tasks. Finally, to know what needs 
to be remembered, some FAs may focus 
on bits of information that are most 
likely to prove valuable in the future, 
which leads to focusing on generalities 
and key elements.

One scheme to categorize cognitive 
biases is to group them into belief perse-
verance biases and information 
processing biases (Pompian 2012). 

Belief perseverance is a psychological 
phenomenon in which people adhere to 
their beliefs after receiving convincing 
evidence that casts doubt on the basis  
of that belief. It is a desire to hold on  
to a previous decision. Once financial 
experts decide that they believe some-
thing, they are apt to keep on believing 
it, even when faced with contradictory 
evidence. Consequently, they are 
inclined to accept conclusions that are 
consistent with their belief systems 

© 2019 Investments & Wealth Institute, formerly IMCA. Reprinted with permission. All rights reserved.



17INVESTMENTS & WEALTH MONITOR

SEPTEMBER
OCTOBER

2019
FEATURE | ThE PSyChOlOGy OF FINANCIAl PROFESSIONAlS ANd ThEIR ClIENTS 

outcomes that did not happen could 
have happened counteracts the inclina-
tion to dispel information that fails to  
fit with an FA’s narrative. This approach 
to overcoming hindsight bias requires 
reappraisal of a situation from an FA’s 
perspective at the time.

Framing bias
Framing bias is the propensity to pro-
cess and react to information differently 
depending on how the choices are 
framed, even though it should not affect 
the solution. Nofsinger and Varma 
(2007) investigated 100 financial  
planners and found that framing issues 
influenced about one-third of them. 
Framing can influence decisions for  
better or worse. Differences in framing 
change the weight given to certain  
factors and may draw attention to  
different aspects of outcomes. FAs  
can positively or negatively influence 
their clients based on how they present 
recommendations. Positive versus nega-
tive framing may trigger substantially 
different responses. 

In a study of 212 financial planners, 
Roszkowski and Snelbecker (1990) 
examined the role of framing (differ-
ences in responses when faced with 
losses versus gains) using an investment 
case study. The evidence showed that 
the presentation in a gain (loss) frame 
resulted in risk-avoidance (risk-seeking) 
behavior. Using a questionnaire, Laing 
(2010) investigated the role of framing 
and the sunk cost experienced by  
86 financial planners in Australia. The 
investment of additional funds was con-
siderably higher for a positively framed 
scenario than a negatively framed choice 
that had the equivalent amount of sunk 
cost (i.e., that amount already invested 
and cannot be recovered). The amount 
of the sunk cost resulted in a higher 
average funding amount than that 
achieved in the positively framed choice. 

FAs need to hone their skills at present-
ing relevant information in different 
ways to service a diverse client base. 
They can lessen framing effects by 

naturally seek to confirm their beliefs. 
Mitigating this bias requires being aware 
of the danger of confirmation bias, being 
open to other points of view and new 
possibilities, and being willing to evalu-
ate one’s belief systems objectively. If 
FAs exhibit confirmation bias, they need 
to seek out and consider sources that 
look at things differently by making a 
checklist of contrary opinions.

Illusion of control bias
The illusion of control is the penchant 
for people to overestimate their ability 
to control or at least influence outcomes 
or events. This bias also leads to other 
well-known emotional biases such as 
overconfidence and overoptimism. 
Dealing with the illusion of control 
often starts with recognizing the actions 
possible within one’s sphere of influence 
and control and those that are not. For 
example, FAs can control their recom-
mendations but not necessarily the 
outcomes of them. 

Hindsight bias
Hindsight bias, also known as the  
“I knew it all along effect,” is the inclina-
tion to see events as more predictable 
after they already have happened than 
they really are. An FA easily can fall into 
this ploy. One strategy to address hind-
sight bias is to keep a detailed record of 
proposals that FAs make to clients to 
help them achieve their goals. Looking 
backward, the past looks like a single 
line leading to today but going forward 
involves many possibilities. Another 
approach is to contemplate alternative 
causal explanations for a given outcome. 
Considering and explaining how 

STRATEGIES FOR DEALING 
WITH BEHAVIORAL BIASES
Knowledge of behavioral biases provides 
a starting point in making less biased 
financial decisions. Everyone suffers, 
often unknowingly, from behavioral 
biases that affect sound judgment. Some 
FAs likely are aware that self-control 
and self-knowledge are critical to help-
ing their clients. Although having 
knowledge can be helpful, eliminating 
all behavioral biases is all but impossi-
ble. Why? Awareness of behavioral 
biases does not ensure changes in 
behavior. Nonetheless, FAs should rec-
ognize their biases and be vigilant so 
that they are not led into poor recom-
mendations or decisions. The possibility 
exists, however, that what someone else 
may view as a bias is actually an import-
ant principle gained from education and 
experience.

FAs also should be aware of the behavior 
gap between what they should do and 
what they actually do. Although aware-
ness may lead to a slight improvement 
in actions and decisions, any effect is 
probably temporary because the stimuli 
for the biased action have not been 
changed or removed. Thus, merely 
being aware of adverse behavioral pro-
clivities is rarely effective in combating 
them. Mitigating these biases requires 
developing and effectively executing 
strategies to overcome them. Here are 
some strategies for lessening behavioral 
biases relating to FAs.

COGNITIVE BIASES: STRATEGIES
The first three cognitive biases are belief 
perseverance biases (confirmation, illu-
sion of control, and hindsight) and the 
next three (framing, mental accounting, 
and familiarity) are information process-
ing biases.

Confirmation bias
Confirmation bias is the predisposition 
to seek evidence or interpret information 
in a way that confirms existing beliefs 
and to discount or disregard conflicting 
information. Confirmation bias can be 
difficult to overcome because FAs 

Dealing with the illusion  
of control often starts with 
recognizing the actions 
possible within one’s sphere 
of influence and control and 
those that are not.
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Overconfidence and  
overoptimism bias
FAs are vulnerable to two related biases: 
overconfidence (an excessive belief in 
one’s own judgments and abilities) and 
overoptimism (the tendency to underes-
timate the likelihood of experiencing 
adverse events). Such biases can lead to 
irrational exuberance. That is, FAs can 
become so confident that an asset’s price 
will keep going up that they lose sight of 
its underlying value. They overlook dete-
riorating economic fundamentals in the 
pursuit of ever-higher returns for their 
clients.

Research suggests that people are  
often overconfident, which can lead to 
suboptimal decisions (Glaser and Weber 
2010). The level of overconfidence can 
relate to many factors including the 
degree of past successes, length of  
professional experience, amount of edu-
cation, certifications and credentials, 
gender, and culture. Further, FAs may 
not be very good at gauging their own 
level of competence. Overly confident or 
optimistic FAs may overestimate their 
abilities and ignore the actual risks 
involved in a decision by underestimat-
ing the downside and overestimating the 
upside potential of their investment rec-
ommendations. Although FAs typically 
know more than their clients about 
financial matters, these two biases can 
get in their way and harm clients by 
leading to recommending underdiversi-
fied portfolios and overtrading.

What does the empirical evidence show 
about overconfidence among financial 
professionals? Van de Venter and 
Michayluk (2008) examined whether 
340 financial planners in Australia suf-
fered from overconfidence. Their survey 
evidence revealed that financial planners 
were highly overconfident in their ability 
to assess judgments under uncertainty 
as demonstrated by a narrow series of 
predictions and many incorrect fore-
casts. Using a field survey, Seppälä 
(2009) studied 56 investment advisors 
working in a Finnish bank and drew sim-
ilar conclusions. These professionals 

budget that translates mental accounts 
into something that is tangible. A third 
strategy is for FAs to act as accountabil-
ity partners who serve as sounding 
boards for various expenditures and 
investments. In this capacity, FAs pro-
vide feedback, potential advice, and 
support to help their clients reach finan-
cial goals, keep commitments, and make 
good financial decisions. 

Familiarity bias
Familiarity bias is the tendency to prefer 
familiar investments despite the seem-
ingly obvious gains from diversification 
with nonfamiliar investments. FAs can 
choose among countless investments 
but they have neither the time nor desire 
to research each. Due to a limited atten-
tion span, they may consider those 
investments that come to their attention 
through websites, financial media, and 
their own research. Such familiarity 
might make the investment feel less 
risky even if it is not. 

To combat familiarity bias, FAs should 
expand their portfolio allocation deci-
sions to reduce risk and to gain wider 
diversification by looking beyond the 
familiar. This approach often requires 
diversifying across asset classes and geo-
graphically at home and abroad. Doing 
so should reduce volatility over the long 
term. FAs also can investigate different 
investing diversification strategies to 
help clients meet their financial goals. 
Lastly, FAs should not let media noise 
influence their decisions but only use the 
media as one data point among many.

EMOTIONAl BIASES: STRATEGIES
Although FAs do not deliberately choose 
to let their emotions influence their 
decision-making, emotions often play 
an important role. However, FAs do not 
have the luxury of letting their emotions 
influence their recommendations when 
their client’s financial security is at stake. 
Instead, they must operate using the 
best research and judgment available  
in conjunction with considering the  
client’s risk tolerance, objectives, and 
constraints. 

seeing through the frame and looking at 
things more objectively. This task is dif-
ficult because some people often try to 
nudge others into a certain direction or 
decision through the way they present 
information. For instance, mutual funds 
try to nudge FAs and potential investors 
into their high-performing funds by 
advertising and presenting them in posi-
tive ways. Another approach to avoid 
framing bias is for FAs to focus on total 
returns and risk instead of gains or 
losses. A final strategy is to reframe the 
issue. For example, a client may have a 
large position in a stock with a substan-
tial unrealized loss but refuses to sell it 
until the price recovers. The FA can ask 
the client, “Would you buy that stock 
today?” Typically, the answer is no. The 
FA then explains that by keeping the 
stock, the client is making a decision to 
buy it at the current price. The FA can 
nudge the client to sell by reframing the 
decision as a buy instead of a sell 
(Evensky 2017). 

Mental accounting
Mental accounting is the propensity for 
people to separate their money into dif-
ferent accounts or “pockets” based on 
various subjective criteria such as the 
source of the money or its intended use. 
Treating money in separate pockets as 
distinctly different can be economically 
irrational because these pockets are 
self-created, illusory, mental categories. 
Think about mental accounting as  
a “two-pocket” theory. A dollar in a  
client’s right pocket is worth exactly  
the same as a dollar in the client’s left 
pocket. However, exceptions exist.  
For example, money in a 529 plan for  
a child starting college in two years  
most likely should be invested differ-
ently than money in an individual 
retirement account intended for a  
retirement starting in 30 years.

One strategy that FAs can use to lessen 
the pitfalls of mental accounting is to 
have clients focus on the entire portfolio 
instead of separate buckets. Another 
strategy is for FAs to work with their 
clients to develop a written financial 
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of changing the status quo of an invest-
ment portfolio. 

CONCLUSIONS
Everyone has behavioral biases that enter 
their mindsets and lead to making mis-
takes that can undermine financial 
success. Although no easy fix is available 
for many behavioral biases, some general 
guidelines are available to lessen them.

Understand and avoid behavioral 
biases. Before assisting clients, FAs first 
need to make a conscious effort to iden-
tify their own biases and understand 
how such biases could affect their behav-
ior in working with clients. In other 
words, FAs need to engage in mindful 
awareness instead of being on autopilot. 
Engaging in mindfulness helps FAs 
focus their attention on their thoughts 
and feelings without judgment. When 
they learn about common behavioral 
biases, they can start to notice whether 
they are doing them and then try to 
self-correct. 

Use a journal. FAs should keep a journal 
about how they reacted to financial 
events and whether they experienced 
any behavioral biases. Insight into past 
bad judgments can help prevent them 
from reoccurring.

Develop an investment plan. Once FAs 
understand both client and advisor 
biases, they can work with clients to 
develop an investment plan that sets 
forth objectives and constraints, risk  
tolerance, asset allocation, and perfor-
mance benchmarks. FAs should avoid 
tailoring an asset allocation to suit their 
own psychological tendencies but 
instead focus on client tendencies.  
For instance, if a client has a tendency  
of selling investments when faced with 
losses, the planner might consider hav-
ing less exposure to volatile investments 
in the client’s portfolio.

Establish quantitative investment  
criteria. Quantitative investment crite-
ria serve as guidelines to help monitor 
decisions and to protect against biases. 

recommend selling a losing investment 
and buying one with better prospects.  
A second approach is for FAs to work 
with clients to set up and follow pre-
established guidelines for when to sell a 
winner or a loser. 

Regret aversion
Regret aversion is the indecision and 
failure to take action due to fear of bad 
outcomes. FAs suffering from this bias 
do not take a necessary action because 
of the regret of a previous failure. Regret 
aversion bias stems from the desire to 
avoid feeling responsible for a poor 
result. To illustrate, assume that an FA 
recommended a stock to a client that 
appeared to have little downside poten-
tial. Unforeseen events, however, led to 
a substantial loss but the FA failed to 
recommend selling the stock to avoid 
having to own the feeling of regret. To 
deal with regret aversion, FAs should be 
aware that not making a decision is a 
choice to maintain the status quo and 
current portfolio holdings. They also 
need to develop the discipline to stick to 
established investment plans, especially 
during declining markets.

Status quo bias
Status quo bias is the tendency to do 
nothing or maintain a previous decision 
unless some compelling incentive exists 
to change. To deal with status quo bias, 
FAs can use a disciplined investment 
strategy based on a portfolio approach 
that requires education about risk and 
return and proper asset allocation. 
Another strategy is for FAs to recom-
mend rebalancing a portfolio at least 
annually if the current asset allocation 
deviates substantially from the target 
asset allocation. Finally, FAs can edu-
cate themselves on the potential benefits 

were unable to give realistic volatility 
estimates and to assess risk in a proper 
way. Thus, they took too much risk com-
pared to the true risk profile. Cordell et 
al. (2011) investigated two groups of 
financial professionals. They found that 
those with less knowledge or training 
revealed higher levels of overconfidence 
because they lacked the assessment 
skills or tools required to evaluate their 
overall aptitude. Therefore, less creden-
tialed professionals were more confident 
about their portfolio and investment 
management abilities than their more 
credentialed counterparts.

One strategy to deal with overconfidence 
and overoptimism is to slow down. Fast 
decisions are often more-biased deci-
sions. FAs should think about each 
option separately and independently. 
Deliberating over them avoids jumping 
to conclusions, which often leads to 
making overconfident errors. Thus,  
FAs should sometimes take the time  
to get a second opinion about their 
recommendations. 

Loss aversion
Loss aversion refers to the tendency to 
prefer avoiding losses to acquiring 
gains. The expression “losses loom 
larger than gains” summarizes this bias. 
In a study of investment risk percep-
tions, Diacon (2004) found that novice 
investors were more loss averse than 
financial professionals. Nofsinger and 
Varma (2009) reported that female plan-
ners were more likely to suffer from the 
behavioral issues associated with pros-
pect theory (i.e., exhibits risk-averse 
behavior with gains and risk-seeking 
behavior with losses) than males, even 
after considering such variables as age 
and experience. 

One strategy that FAs can use to deal 
with losing investments is to ask, 
“Would you recommend that the client 
buy this investment today?” If the 
answer is “no,” the FA then asks,  
“Why are you not recommending that 
the client sell the investment?” This 
awareness can create an impetus to 

Regret aversion bias stems 
from the desire to avoid 
feeling responsible for a 
poor result. 
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Following objective strategies and trad-
ing rules can help FAs avoid making 
recommendations based on emotions, 
rumors, and other behavioral proclivities.

Follow fundamental investing princi−
ples. To lessen the negative effects of 
behavioral biases, FAs should adhere to 
basic investment principles such as 
investing for the long term, seeking  
adequate portfolio diversification, and 
periodically reviewing and rebalancing 
portfolios.

Following these guidelines can help 
lessen behavioral biases and enable FAs 
to make impartial recommendations 
based on relevant data and logical  
processes. 
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