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The prevailing methods the wealth-management industry uses to determine client preferences and risk tolerance are “useless” and

should be thrown out and replaced with a game.

That is the opinion of professor Shachar Kariv, chair of the Economics Department and former faculty director of Experimental Social

Science Laboratory at the University of California, Berkeley.

The respected academic argued that �nancial advisers and superannuation funds must replace their paternalistic attitudes towards

clients with a more educational approach that is backed by scienti�c method in order to identify individuals’ preferences, goals and

constraints accurately.

“The current approach is, ‘You don’t understand the risks and I will do what I think is best for you’, subject to regulations of course, but

we need to move the discussion towards educating the clients. Some people cannot be educated but the majority can,” Kariv said.

He presented his ideas during a visit to Sydney last week at industry events hosted by the local arm of the Investment Management

Consultants Association and investor education group PortfolioConstruction Forum.

Common approach fundamentally flawed

Relying on surveys and individuals’ stated preferences to understand their risk tolerance is a fundamentally �awed approach, Kariv

said. He argued the industry must look at individuals’ revealed preferences instead – through tested scienti�c methods backed by

mathematics and economics – in order to obtain a more reliable picture of a client’s true pro�le.

Kariv compared the current situation of �nancial advisers to a doctor trying to assess a patient’s wellbeing without access to blood tests

and X-rays.

“There is no way a �nancial adviser is able to construct a reliable client pro�le without this research,” he asserted. “Conversation would

not lead us anywhere. We need this technology that brings together all the research we have.”

Playing games

The tool that underpins Kariv’s work on revealing investor preferences is presented as a game. The game allows users to make choices

that are plotted on a graph to indicate their preferences; for example, various ‘coin-�ip’ choices are marked on the graph to determine

risk aversion. The graph also shows how users’ choices represent a preference for “more money now [or] more money later”.

Kariv said the tool is based on research done by specialists in game theory – a popular topic of study in economics at the moment. The

data collected with the tool reveals the preferences of the individual investor.

“What the algorithm does is [help shape] a portfolio that, with certain probability, would achieve the client’s goals with minimum

discomfort, [based on] their preferences – but the sad truth of life is that there will be discomfort.”

Kariv said in developing and testing the methodology behind the tool, extensive data was collected from people across the spectrum of

age, education and socioeconomic backgrounds, including PhD scholars, US Air Force �ghter pilots, everyday Americans and even

illiterate workers in the �elds near Dar es Salaam in Tanzania.

The methodology has its foundations in applied mathematics, statistical inference and analysis, and practically applicable economics

topics such as game theory. The resulting key outputs of the tool, based on the investors’ choices, are called “revealed preferences”.

This tool will allow �nancial and wealth advisers to use the revealed preferences and not rely on the �awed stated preferences, hence

giving the adviser a robust and tested method to construct a portfolio that suits the investor’s long-term goals, Kariv says.

Adoption by banks

PortfolioConstruction Forum director Graham Rich said Kariv’s work has the potential to change the way portfolio construction and

research are done, and the way advice and is delivered to clients.

“He is one of the world’s leading behavioural economists and his tools, in my view, offer a paradigm shift in how to understand clients’

goals, constraints and preferences,” Rich said. “The advice and research community has an obligation and duty to check out this

research.”

Kariv said the Australian �nancial advice industry has a greater understanding of the need to change and is better equipped to move

with time than the industry in the United States. One of the big four banks here has already adopted his research tool, he said, and soon

it will unveil a portal directed at advisers. Also, he is in discussions with other �nancial institutions here in Australia and in the United

States, and is about to embark on a pilot program with a major international bank in Malaysia.
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Registrations are now open for the PortfolioConstruction Forum Strategies Conference 2017, to be held August 23-24 at

Carriageworks, Everleigh, in Sydney. For more information, visit the event website.

BERKELEY, EXPERIMENTAL SOCIAL SCIENCE LABORATORY AT THE UNIVERSITY OF CALIFORNIA, GAME THEORY, INVESTMENT MANAGEMENT CONSULTANTS

ASSOCIATION, PORTFOLIOCONSTRUCTION FORUM STRATEGIES CONFERENCE 2017, RISK PROFILING, SHACHAR KARIV

MOST RECENT

ASIC �ne with extra advice fee compliance doc

More women on boards, but economic equality ‘a generation away’

‘I don’t mention I’m from AMP’

Local super industry leading the world on mental health during Covid-19

RELATED CONTENT

TECHNOLOGY

Advicetech translates to

revenue: Netwealth

TECHNOLOGY

Race on for advisers to reap

open banking benefits

TECHNOLOGY

Platform-switching peaks as

advisers test the market Privacy  - TermsHave your say

ON PRACTICE ADVICE INDUSTRY INVESTMENT PROFILES REGULATION OPINION ROUNDTABLES EDUCATION

https://portfolioconstruction.com.au/conference/2017-strategies-conference-overview-registration/
https://www.professionalplanner.com.au/tag/berkeley/
https://www.professionalplanner.com.au/tag/experimental-social-science-laboratory-at-the-university-of-california/
https://www.professionalplanner.com.au/tag/game-theory/
https://www.professionalplanner.com.au/tag/investment-management-consultants-association/
https://www.professionalplanner.com.au/tag/portfolioconstruction-forum-strategies-conference-2017/
https://www.professionalplanner.com.au/tag/risk-profiling/
https://www.professionalplanner.com.au/tag/shachar-kariv/
https://www.professionalplanner.com.au/2020/08/asic-oks-super-fund-attestation-letters-to-licensees/
https://www.professionalplanner.com.au/2020/08/more-women-on-boards-but-economic-equality-a-generation-away/
https://www.professionalplanner.com.au/2020/08/i-dont-mention-im-from-amp/
https://www.professionalplanner.com.au/2020/08/local-super-industry-leading-the-world-on-mental-health-during-covid-19/
https://www.professionalplanner.com.au/topic/industry/technology/
https://www.professionalplanner.com.au/2020/07/advicetech-translates-to-revenue-netwealth/
https://www.professionalplanner.com.au/2020/07/advicetech-translates-to-revenue-netwealth/
https://www.professionalplanner.com.au/topic/industry/technology/
https://www.professionalplanner.com.au/2020/07/race-on-for-advisers-to-reap-open-banking-benefits/
https://www.professionalplanner.com.au/2020/07/race-on-for-advisers-to-reap-open-banking-benefits/
https://www.professionalplanner.com.au/topic/industry/technology/
https://www.professionalplanner.com.au/2020/07/platform-switching-peaks-as-advisers-test-the-market/
https://www.professionalplanner.com.au/2020/07/platform-switching-peaks-as-advisers-test-the-market/
https://www.google.com/intl/en/policies/privacy/
https://www.google.com/intl/en/policies/terms/
https://googleads.g.doubleclick.net/pcs/click?xai=AKAOjsuyn_ai_nlbkPnyuoL6mY08fPZLxiowoRvsX90vgEIs3obPAFmzGCBIsbe2fI8ZHzUxq3uwzeHrZYHQO1KUgoZ8452eUt9yn3JlyCXEsOjGr1EYLf1s5ZWh1g7XRJo9ogl3DPXVQkJgMPk_pI-tpvvSPZhHZiVcpMYBAiC9DJsKWgH5K4EzCqmDpjMr_KbGG90yU-f3KeqIOEqjp1C-9QH6jDicp30vZVX9AGVEVu2OJV2dtzcqrGFZu_ywrYBv7_QZbbvp5M8n&sai=AMfl-YTO9Add2D_QVvg0rEvoe1AXz7GpVtbtYg4M7NpLzwSxLXRe8pLPTLbQSTEIBidP79C5-L6B8iugtxEB-FW3m_5odJRwES03OcxuNPW-hT5fNpGiwLn_3PAga-3kTTMonQYX&sig=Cg0ArKJSzBteMYghofEi&adurl=http://futurityinvest.com.au/education-bonds/bond-products%3Futm_medium%3Ddisplay%26utm_source%3Dprofessional-planner%26utm_campaign%3Dsoft-launch%26utm_content%3Dnext-generation%26utm_term%3Dwebsite-mrec-1b&nx=CLICK_X&ny=CLICK_Y
https://googleads.g.doubleclick.net/pcs/click?xai=AKAOjstvI-Ar1YsaJ0ZXoTdyhkB-ZgOyn-0gi5eawGtFuJt2QLRbnJn6jsx1soiQf2KvbAg9DAw5mPCKtHgPp44ybfWdR8EDyybwaLlUMu7BfE5Ocko-pi1Jj4bBzEt7ZejAOk63Dpk_fX-a8G71PONrweP2TqqzQpnQt7CSJ46R6csmpxzHyxzvT_wNr8OgHroaBTx24jmfnfbid88kjF5Hh8LNbdQxEK3ZZ1M7CW36_0o9jqWGgLNfGE061VekhpsXlOigg0vixTfg&sai=AMfl-YTFsUT3rnZi3KyHGEE-bTUK1E7-AhxctD_J2tWE6zGgz-BOpQVB7C96v9hvEsoHC7FXKIGrdR-_VlMtidsJontCgKTHmi-xHbH5mzk30F_V9NwVnAo0ZKAcjtBg9JuyEbwm&sig=Cg0ArKJSzAG5hI9HpRGS&adurl=https://www.amazon.com.au/Everyday-Ethics-Financial-Advisers-Professional-ebook/dp/B085PQ6H9T&nx=CLICK_X&ny=CLICK_Y
https://www.professionalplanner.com.au/
https://twitter.com/planner_tweets
https://www.linkedin.com/showcase/professional-planner-
https://www.facebook.com/professionalplanner/
https://www.professionalplanner.com.au/topic/on-practice/
https://www.professionalplanner.com.au/topic/advice/
https://www.professionalplanner.com.au/topic/industry/
https://www.professionalplanner.com.au/topic/investment/
https://www.professionalplanner.com.au/topic/profiles/
https://www.professionalplanner.com.au/topic/regulation/
https://www.professionalplanner.com.au/topic/opinion/
https://www.professionalplanner.com.au/topic/events/roundtables/
https://www.professionalplanner.com.au/education/

