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Let’s play a little game of “Would You Rather”:
1) Would you rather buy concert tickets for $500 with no additional fees or for $400 with $100 in fees?
2) Would you rather be told that you have a 90% chance of no complications after a surgery or that you
have a 10% chance of dealing with complications?
3) Would you rather hear that tomorrow’s weather forecast indicates a 50% chance of rain or that it
indicates a 50% chance of no rain?
Each of those questions presents a scenario with two options, one of those options likely sounding more
comfortable to you than the other. Objectively speaking, though, both options in every scenario are
identical—the tickets will be $500 out of your pocket, there’s a 90/10 chance that you won’t suffer
surgery complications, and it’s equally possible that it will or will not rain tomorrow. Why does the
phrasing of an option make such a difference in the answer?
Psychologists Amos Tversky and Daniel Kahneman are well-known for their research on this particular
behavioral bias, known as the framing effect. In one of their studies, they presented a risky, high-stakes
scenario to two groups of respondents with a different set of solutions for each group.i The respondents
were asked to imagine that a previously unknown disease hit the United States with an expected death
toll of 600. Two programs were created as solutions to combat the disease, and, for the sake of ease,
there was the assumption that these solutions were precise in their predictions. Each respondent had to
select the program they believed was the best solution.
Group One was given the choice of the following two programs: 1) 200 people will be saved, or 2) there is
a ⅓ probability that all 600 people will be saved and ⅔ probability that no one will be saved. This group’s
responses were predominantly risk-averse: 72% chose the first program, and 28% chose the latter.
Group Two was presented the following two program options: 1) 400 people will die, or 2) there is a ⅓
probability that no one will die and ⅔ probability that all 600 people will die. 78% of the respondents
chose to take the gamble of the second solution.
Looking carefully at the two sets of options, the numbers between both Options One and both Options
Two were identical: each Option One stated that 200 people live and 400 people die, and each Option
Two gave a ⅓ chance that everyone lives and a ⅔ chance that everyone dies. The difference is that the
first group was given their options within the framework of who can be saved, and the second group was
given their options within the framework of who dies. Because of these framing differences, the first
group chose the “positive” guarantee of saved lives, and the second group choose the other option of
hoping to limit the “negative” loss of life. Same scenario, same outcome choices, but different answers.
Looking beyond hypothetical scenarios, the framing effect is an important factor to consider when it
comes to decisions in the realm of financial planning and investment management. If potential investors
saw a chart of the calendar-year returns of the S&P 500® since 1980, it’s likely many of them would be
uncomfortable with investing in an index tracker.ii
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If, however, they were shown a chart with the growth of $100,000 in an S&P 500® tracker using identical
data from the first chart, it’d be unsurprising for a bulk of those investors to think that the tracker would
be a fantastic investment.
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Long-term investment goals warrant the use of performance measures like price returns over longer
periods (five or ten years versus one year), and, while many investors look at long-term performance
when making initial allocations, they may also tend to look at short-term performance for reallocation
decisions. They can run into troubles with framing, though, with this type of decision-making.
For example, let’s consider two hypothetical investments, A and B. Investment A’s annual returns range
from 47% to -37%, and B’s returns range from 43% to -8%. It’s only natural for most investors to choose
B with its peak return being so close to A’s while its negative returns are significantly different. If we
change the performance period to a rolling 20 years, the annualized returns for A range from 17% to 6%,
and B’s range from 12% to 1%. Investment A’s returns now look more tempting. Investment A is
representative of S&P 500® stocks and Investment B representative of a bond aggregate, and this
highlights the need for continually appropriate allocations.ii Reallocation decisions should not be biased
by the susceptibility of framing, and yet they are all too often.
We’ve all been asked the silly question of whether the glass is half-empty or half-full, and we all know it’s
the same glass with the same water. Yet, we don’t all offer the same, single answer. Our perception and
inherent biases, like the framing effect, have the power to dictate our answer every time.
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