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Financial DNA® – Loss Aversion Methodology Review 
 

Introductory to the Financial DNA Loss Aversion Methodology 
 

Since Daniel Kahneman and Amos Tversky were awarded the Nobel Prize for their Prospect Theory, the 

subject of Loss Aversion and the field of behavioral finance generally has been the subject of increasing 

attention. Given that the Prospect Theory research demonstrates that individuals will prefer to avoid 

losses two times to the opportunity to make a gain the area of Loss Aversion warrants specific review.  

DNA Behavior International is focused on making the field of behavioral finance practical for advisors 

and their clients through the use of proprietary discovery processes which have been independently 

validated. 

The foundation of DNA Behavior International’s unique methodology for determining Loss Aversion is 

the deployment of the Financial DNA Discovery Process™. The Financial DNA Discovery Process is an 

independently validated process for holistically revealing a person’s financial personality through the 

personal completion of structured assessments.  

Loss Aversion is only one trait of an individual’s complete financial personality. In this report, we have 

provided a summary of the Financial DNA Discovery Process as it pertains to identifying and applying 

one’s Loss Aversion in decision-making.  
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1. The first step is the completion by the participant of the Financial DNA Natural Behavior 

Discovery Process involving 46 Forced Choice questions (with 138 rating items), taking 

approximately 15 to 20 minutes to complete. Only 24 of these rating items directly relate to Loss 

Aversion. However, it is the interlocking nature of how they are selected within the total 138 

rating items that determines the outcome, and is the power of the Forced Choice Scoring 

Model.  

  

 

 

2. The discovery of a person’s natural DNA behavior is the first step in financial personality 

discovery, as it provides the most consistent prediction of the behaviors a person will exhibit or 

instinctively revert back to under pressure. Therefore, understanding a person’s natural DNA 

behavior will provide very accurate insights into how a person will make decisions throughout 

their life. Put another way, this is a more reliable foundation for long term investment portfolio 

construction. Overall and based on our research, we believe the influences of natural behavior 

are more likely to prevail over the influences of nurtured or situational learned behaviors in 

shaping a person’s decision-making.  

 

3. The Financial DNA Discovery Process is unique in its separate measurement of the distinct 

behavioral traits known as: “Risk Propensity” and “Risk Tolerance” (“Loss Aversion”).  

• Risk Propensity is the desire for a person to take risks. 
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• Risk Tolerance is a person’s ability to emotionally live with the consequences of taking risks. 

This is what we term and treat as a person’s Loss Aversion from a behavioral standpoint.  

The Financial DNA reporting provides a separate population weighted score in the range of 0 to 100% 

(based on a T-Score in a range of 20 to 80 determined using statistical analyses) for each of these 

behavioral sub-factors.  

 

 

 

 

4. Our independent research shows that the Risk Tolerance (Loss Aversion) score will be more than 

20% higher than the Risk Propensity Score in 20% or more of cases. The research also shows 

that the converse situation will occur. In addition, our research shows that 20% of people expect 

guaranteed results from financial solutions and also their advisors. We call this the “Advisors 

Nightmare”.  
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5. In understanding the practical application of a client’s reaction to market movements, the use of 

our Market Mood™ Dashboard, in which we adopt the principles of “Prospect Theory”, 

calculates that a person’s Loss Aversion is 2 times the desire for an opportunity to make a gain. 

In other words, our assumption is that people become fearful of market downturns at double 

the level to market upswings.  

 

 

 

6. Our Financial DNA reporting provides clients with a population weighted Investment Portfolio 

Grouping of between 1 to 7 based on the averaging of their Risk Propensity and Risk Tolerance 

Invest Down 

Risk 
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(Loss Aversion) scores. Also, this methodology is consistent with international risk classification, 

such as ESMA.  

 

 

 

7. Ultimately, our belief is that the amount of investment losses a particular person has the 

capability to withstand or manage in their portfolio is driven by the inter-relationship of the 

following elements:  

 

 

• In designing an investment portfolio for clients, their financial goals need to be recognized based 

on a financial calculation of where they are now and where they want to be. This will determine 

the risk grouping level their portfolio needs to have.  
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• Financial capacity being the capability to absorb a financial loss based on their life and financial 

circumstances.  

 

 

• Natural risk propensity and risk tolerance (Loss Aversion) characterizing the instinctive 

emotional capacity to absorb losses based on discovery of their Financial DNA Natural Behavior.  

 

• Learned risk propensity and risk tolerance (Loss Aversion); the current situational emotional 

capacity to absorb losses, based on discovery of the influences of their circumstances, 

experiences and education. This is the behavior a person may have adapted upon which they 

are basing their life journey. Such learned behavior can be identified through completion of an 

additional discovery process known as Financial Personality Discovery.  
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We deliberately do not advise the client or advisor what the investment portfolio structure 

should be; this is considered to be the advisors responsibility, and should be based on the 

unique life and financial circumstances of the client. However, we assist advisors manage and 

document the relationship of these elements through the preparation of a Behavioral 

Investment Policy Statement.  

 

8. Taking the above elements into account in building an investment portfolio, we recommend 

clients are not invested more than 10% above their natural instinctive behavior for Risk 

Propensity and Risk Tolerance (Loss Aversion). This is to mitigate the impact of adverse 

emotional reactions to market movements over the longer term. Similarly, if they are invested 

more than 10% below their natural instinctive behavior then there may be missed expectations 

based on return under-performance.  
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9. The strength of a client’s level of Loss Aversion may be subject to increase or decrease based on 

decisions made as a consequence of other behavioral biases. Certainly, the strength of the Loss 

Aversion will be positively correlated to some other biases. This is likely to cement the strength 

of the Loss Aversion. For instance, if the person has the Disposition Effect Bias such that they sell 

winners and hang on to losers, they may have a higher Loss Aversion. However, if a person has a 

behavioral bias towards taking a Consolidated View of their overall portfolio such that they are 

not focused on individual investment positions, this would be consistent with a lower Loss 

Aversion. 
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To learn more about how the Financial DNA Discovery Process works, please review our booklet: 

About Financial DNA. 
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Strengths of the Financial DNA Loss Aversion Methodology 
 

The strengths of Financial DNA’s methodology are: 
 

1. Recognition that Loss Aversion is only one behavioral trait that makes up a person’s Financial 

Personality. In the Financial DNA Natural Behavior Discovery Process we measure 64 primary 

behavioral factors and sub-factors.  

2. Consideration of the Loss Aversion in the context of 16 primary Behavioral Finance Biases and 

the overall life circumstances of the person. 

3. Independently validated Forced Choice Scoring Methodology for objective discovery of a 

person’s instinctive natural DNA behavior as the core of their Financial DNA. This methodology 

has been scientifically proven (see Appendix A) to be one standard deviation more accurate over 

time compared to other traditional scoring methods. The strength of this methodology is that it 

removes the situational, educational, cultural and other environmental biases that typically 

make the traditional risk profiling and personality tools unreliable for long term decision-

making. 

4. Financial personality discovery results (including Loss Aversion) available in user-friendly 

Financial DNA Reports for both advisors and clients.  

5. Practical application of Loss Aversion in building Investment Portfolio’s to meet regulatory 

suitability requirements. 

6. Real time connection of a client’s behavioral reaction to market movements using the Market 

Mood™ Dashboard. The Market Mood Dashboard provides customized communication and 

action steps for each client based on how their behavioral style is impacted by different market 

movements.  

7. Measurement of a person’s learned situational behaviors using a separate Financial Personality 

Discovery process to build a Financial Behavior Analysis to highlight decision-making patterns 

that need to be addressed. 

8. Scalable Technology Platforms for easy use with every client online, including enabling 

monitoring of recommendations made against client behavior. 

 

Summary of New Methodology for Financial Personality Discovery 
 

The paradigm shift Financial DNA delivers from unreliable investment risk profiling to reliable financial 

planning risk management is highlighted in the table below: 
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Research Background                                       Appendix A 
 

DNA Behavior International formed the DNA International Center for Behavioral Research to provide a 

professional environment for the development and on-going performance monitoring of behavioral 

instruments according to recognized professional standards. 

 

The Financial DNA Discovery Process is based on extensive research; independently validated since 2001 

by a highly qualified research team with 100+ years of combined academic and practical profile 

development experience. Over 60 Man Years has been invested in the development of its suite of DNA 

Behavior Discovery Systems and Application Resources. 

 

Since 2001 over 700,000 people have participated in the DNA Behavior Discovery Processes. 

 

 

 

  

1. The Financial DNA Natural Behavior 

Assessment is comprised of 46 sets of 

three non-situational items (pairs of 

phrases) that relate to one of the 8 

factors using a forced choice rating 

(most like, least like) methodology. A 

total of 138 rating items.  

2. Independent validation work using 

established psychometric 

methodologies  performed by industrial 

psychologists from Georgia Tech 

University, and other independent 

psychologists with a total of more than 

100 years relevant experience.  

3. The responses to the 46 questions (138 

rating items) produce 2,349,060 

scoring combinations. 

4. The number of unique report T Score 

combinations is:  

3,704,945,600,000,000,512,144,136.  
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To learn more about our research, methodology and the overall system, please review the following 

detailed documents: 

 

1. DNA Behavior – Getting to the Core of Human Behavior 

2. DNA Behavior – Behavioral Discovery Product Outline 

3. DNA Behavior Natural Behavior Validation Report (Confidentiality Agreement Required) 

4. Financial DNA Behavior Insight Series Booklets on each Behavioral Factor 

 

In particular these documents address the following: 

 

1. Our research methodology and processes 

2. The Forced Choice Assessment Model as the “Platinum Standard” for discovering Natural DNA 

Behavior 

3. DNA Behavior research findings impacting financial and investment decision-making 

4. The flaws of traditional risk profiling and personality tool formats 

5. The 3 levels of financial personality and how they impact financial and investment decision-

making 

 

 

 


