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finance approach, which assumes individuals act entirely rationally in their financial decisions, behav-
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behavioral finance centers on various cognitive biases that guide investor behavior in decision-making 
processes. In the study, starting from assertion that cognitive biases play a determining role in individu-
als’ financial behaviors, the impact of overconfidence and optimism biases on insurance purchasing 
behavior is examined from a behavioral finance perspective. Practices that could ameliorate the effects 
of overconfidence and optimism biases on insurance purchasing decisions are analyzed within Thaler 
and Sunstein’s Nudge theory. Based on this analysis, recommendations for implementing measures to 
mitigate the impact of the biases on insurance purchase decisions are provided.
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INTRODUCTION

The widespread academic acceptance of Behavioral Finance is attributed to the seminal work of Kah-
neman and Tversky (1979). Undertaking psychological studies with the aim of scrutinizing rationality, 
they subsequently formulated a new theory termed ‘Prospect Theory’ (Bachmann, De Giorgi, & Hens, 
2018). Kahneman & Tversky have served as a catalyst for a new generation of research employing in-
sights from cognitive psychology to enhance financial and economic models. Prospect Theory, as an 
alternative to conventional financial models, furnishes a more robust explanation for observed human 
behaviors (Pompian, 2012). The theory underscores a nuanced framework, delineating a complex inter-
play of various biases aimed at comprehending investor behavior. The research conducted by Kahne-
man & Tversky (1979) has discerned that investors’ decision-making processes encompass an array of 
cognitive biases that influence their behavior (De Bondt & Thaler, 1985; Chang, 2011). Furthermore, 
their findings indicate a systematic deviation in decisions made under conditions of uncertainty from 
the predictions of traditional economic theory. In this context, the Prospect Theory put forth by Kahne-
man and Tversky (1979) has engendered a paradigm shift by integrating diverse cognitive factors into 
the decision-making process, imparting a distinct dimension to individuals’ financial decision-making. 
Cognitive biases, generally arising from perceptual errors in the storage, correction, and processing of 
information or in the formulation of decision problems (Hilbert, 2012) have become a focal point, un-
derscoring the increasing significance of endeavors to rectify the deleterious impacts of cognitive biases 
on the decision-making process.

Within the academic discourse concerning the insurance sector, numerous cognitive bias studies 
predominantly center on the adverse effects of overconfidence on insurance purchasing behavior (Bregu, 
2022; Huang & Luo, 2015; Sandroni & Squintani, 2004). Furthermore, studies exist in the literature that 
contextualize the “overconfidence” bias within the realm of the “optimism” bias (Coats & Bajtelsmit, 
2021; Sandroni & Squintani, 2007). Consequently, this paper scrutinizes the interplay between behavioral 
finance and insurance, deliberating on the impact of overconfidence and optimism biases on insurance 
purchasing behavior. Subsequently, practical interventions to ameliorate the influence of overconfidence 
and optimism biases in insurance purchasing decisions are examined within the framework of Thaler & 
Sunstein (2008) “Nudge” theory.

Thaler & Sunstein’s (2008) book, “Nudge: Improving Decisions About Health, Wealth, and Happi-
ness,” is grounded in the assertion that individuals need to be nudged toward decisions that will enhance 
their lives, making them more prosperous, healthier, and more liberating. In this study, the application 
of choice architecture in the field of behavioral finance is explored. The “Nudge” theory, developed 
based on the theoretical framework of behavioral finance, aims to address human irrational behavior and 
cognitive biases. Nudging can be defined as a choice architecture that guides individuals’ behavior to 
predict their choices without prohibiting options or significantly altering existing economic incentives. 
Choice architecture refers to the structure involving individuals or institutions that organize the subjects 
or issues individuals need to make decisions about (Thaler & Sunstein, 2008).

The central premise of this study is to examine when and how nudging is needed in insurance mar-
keting and to explore strategic applications of nudges for insurance purchasing decisions. Based on this 
argument, the study aims to investigate the impact of overconfidence and optimism biases in individu-
als’ insurance purchasing decision, analyze the role of cognitive biases in the decision-making process, 
and propose nudge strategies for mitigating these biases. Additionally, within the scope of the study, 
existing practices in the insurance sector have been analyzed in the context of nudge strategies. Based 
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on these analyses, recommendations for new practices have been developed to address optimism and 
overconfidence biases that could negatively affect purchasing decisions in the sector.

The effectiveness of public and private sector insurance market management decisions and strategies 
is directly related to understanding the irrationality in individuals’ insurance attitudes. Therefore, this 
study focuses on individuals’ insurance purchasing behavior. The analysis aims to provide content that 
can guide managerial decisions in the insurance sector and create a meaningful and informative perspec-
tive for professionals who want to develop effective managerial strategies. So, in the following part of 
the study, a framework for the responsible use of the nudge approach to behavior change in insurance 
purchasing is analyzed.

BEHAVIORAL FINANCE

Behavioral finance, commonly defined as the application of psychology to finance, has emerged as a 
significant discipline, particularly after 2000, parallel to advancements in information technologies and 
financial markets. Before the 1990s, when behavioral finance was debated in scientific literature and 
journals, many individuals needed a more precise understanding. However, in today’s context, behavioral 
finance has become a fundamental area of interest for researchers and finance professionals (Pompian, 
2012). Behavioral finance is described as an interdisciplinary research field combining insights from 
psychology and finance to understand better investors’ behaviors and their approaches to investment 
instruments (Bachmann, De Giorgi, & Hens, 2018). Additionally, it has gained importance as a field that 
investigates how investors make decisions with irrational biases. Thus, behavioral finance helps us com-
prehensively understand and explain the dynamics in financial markets (Sattar, Toseef, & Sattar, 2020).

The widespread acceptance of Behavioral Finance in academic circles can be attributed to the studies 
that Kahneman & Tversky (1979) conducted. In their research, Kahneman & Tversky aimed to question 
the rationality assumption of “Expected Utility Theory,” developed by Von Neumann and Morgenstern. 
Through psychological studies, they developed a new theory, which they named “Prospect Theory,” chal-
lenging the foundational assumption of rationality (Bachmann, De Giorgi, & Hens, 2018). Kahneman 
and Tversky’s Prospect Theory has inspired a new generation of research using “cognitive psychology” 
insights to enrich financial and economic models. Kahneman & Tversky (1979) demonstrated with 
prospect theory that human decisions systematically deviate from the rationality predicted by traditional 
economic theory under uncertain conditions.

Behavioral finance researchers have found that individuals often deviate from the assumption of 
rationality, especially when making decisions about money, financial situations, and investments. They 
have found that individuals frequently adhere to ideas associated with bounded rationality, departing 
from the assumption of rationality, particularly in situations involving risk and uncertainty (Ricciardi, 
2004). Behavioral finance, one of the early users of the term being Boulding (1958), is defined as the 
examination of aspects of human economic decisions and cognitive-emotional structures. Unlike tradi-
tional economic analysis that explains individuals’ decision-making processes through rational thinking, 
behavioral finance examines these processes by considering cognitive, psychological, cultural, and social 
factors. This field contests a mechanistic view of human conduct, asserting that financial determinations 
occur within a more complex and multidimensional interaction network (Wray, 1994).

Expectation theory, as an alternative to traditional financial models, explains observed human be-
haviors better. Traditional and behavioral finance explain individuals’ decision-making processes from 
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different perspectives, leading to significant paradigmatic differences in understanding the foundation 
of individual behaviors between these two approaches. One fundamental difference is that traditional 
finance focuses on rational markets and the concept of rational economic man. Behavioral finance, on 
the other hand, attempts to explain decisions and the factors influencing them not based on the assumed 
homo economicus of traditional finance theory but rather on the real-world homo sapiens. From the 
perspective of the neoclassical economic approach, Homo economicus is a simple model of economic 
behavior that assumes individuals make economic decisions guided by principles of perfect self-interest, 
perfect rationality, and perfect information. This rationality-oriented approach parallels the classical 
finance era and shares the fundamental assertion that individuals are “rational maximizers” who focus 
entirely on their interests and, therefore, base all economic decisions on rationality (Pompian, 2012). In 
this context, a rational economic individual is defined as a maximizer unwilling to settle for less than the 
most profitable option among choices (McFadden, 2007). Based on the expected utility theory, traditional 
finance assumes that individuals are “rational” and centers on how to behave to maximize their assets.

Homo economicus has become a preferred modeling approach for conventional economists due to its 
relatively simplified economic analysis, enabling researchers to formulate their analyses more easily by 
quantifying their results. In traditional financial research, a model is typically proposed first, followed 
by empirical studies to examine the precision of this model. In behavioral finance, however, the ap-
proach involves observing behavioral patterns in the market first and then attempting to create a model 
that explains these patterns based on the observed outcomes (Bloomfield, 2010; Fromlet, 2001). So, 
behavioral finance attempts to develop economic theory and policies from a psychological or behavioral 
perspective, contrary to the idealistic rational individual. It seeks to understand how real individuals 
think and behave (Nagatsu, 2015).

Rational individuals and the proposed rational economic model faced one of the first criticisms of 
the concept of “bounded rationality” proposed by Simon (1957). Simon (1957) defined the concept of 
bounded rationality as individuals having limited information and computational ability due to their 
cognitive capacities. Due to constraints in memory and cognitive processing capacity, Simon (1957) 
argued that individuals exhibit a form of bounded rationality in their cognitive resources. The assumption 
of rational humans, based on perfect rationality, perfect self-interest, and perfect information, as in the 
Homo economicus model, has been criticized (Pompian, 2012). Pompian (2012) claims that individu-
als are neither entirely rational nor entirely irrational. Instead, Pompian suggests that people possess 
characteristics with various rational and irrational traits.

Literature reviews indicates another area of differentiation between traditional finance and behavioral 
finance researchers, focusing on individuals’ risk and decision-making processes. Classical finance 
assumes an objective, one-dimensional, and macro view of risk, while behavioral finance embraces a 
subjective, multidimensional, and micro stance (Mazzoli & Marinelli, 2011). While traditional finance 
concerns itself with “expected risk,” behavioral finance places importance on the concept of “perceived 
risk”. The behavioral finance perspective on risk is more comprehensive than the traditional one. In the 
behavioral finance approach, individuals do not always act consistently with reason and logic in their 
attitudes toward risk. Behavioral finance explains individuals’ expectations from goods and services in 
their decision-making process using “value” instead of the traditional finance literature’s “utility.” Tra-
ditional finance argues that individuals, in the decision-making process under risk and uncertainty, make 
decisions by accurately calculating the option that will provide their highest utility, aiming to maximize 
their utility. Aligned with traditional finance, the utility-focused expected utility theory assumes that 
individuals decide by considering the future utility they will obtain rather than the immediate utility when 
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they want to purchase any goods or services. In other words, according to the expected utility approach, 
individuals are decision-makers who consider the expected benefits of goods or services (Ricciardi, 2008).

One of the most significant studies in behavioral finance is “Prospect Theory,” developed by Kah-
neman & Tversky in 1979. The concept of “utility” from “Expected Utility Theory” is not used in this 
approach. Instead, Kahneman & Tversky (1979) explain “Prospect Theory” with the value function they 
introduced. In this theory, value refers to the gains and losses deviating from the reference point that the 
individual has created for themselves. The value function takes shape based on deviations (gain-loss) 
from the reference value point taken as zero, and the value of expectations forms as a function of the 
subjective values individuals assign to outcomes (losses and gains) (Baker & Nofsinger, 2010). According 
to Tversky & Kahneman, individuals feel nearly twice as much distress from losing as the satisfaction 
they derive from an equivalent gain. This phenomenon is identified as loss aversion behavior (Tversky 
& Kahneman, 1992). Due to their inclination to avoid losses, individuals exhibit greater sensitivity to 
losses than gains. Consequently, the slope of the loss region is more pronounced than the gain in this area. 
Moreover, the value function typically displays twice the steepness for losses compared to equivalent 
gains (Kahneman & Tversky, 1984).

In essence, the behavioral finance theory posits a paradigm shift from rationality to irrationality, fo-
cusing on perceived risk instead of expected risk and emphasizing value over utility within individuals’ 
decision-making processes. This theoretical framework underscores a nuanced and intricate structure 
arising from the interplay of diverse cognitive biases to comprehend investor behavior. The seminal 
studies conducted by Kahneman & Tversky (1979) have yielded insights into investors’ decision-making 
processes, revealing the pervasive influence of various cognitive biases on investor behavior. These studies 
have further demonstrated a systematic departure of decisions made under conditions of uncertainty from 
the predictions of traditional economic theory (De Bondt & Thaler, 1985; Chang, 2011). The subsequent 
section of the investigation delves into the examination of cognitive biases.

COGNITIVE BIASES IN FINANCIAL DECISION-MAKING PROCESS

Cognitive biases refer to tendencies in individuals’ thought processes, information processing, and 
evaluation stages that lead to non-objective or systematic errors. In other words, cognitive biases are 
cognitive tools frequently employed when processing complex information, influencing how individuals 
understand, interpret, or recall reality and, in turn, contributing to non-objective or systematic errors. 
Individuals face constraints in terms of time and limited cognitive capacity during the information pro-
cessing stage. Consequently, they resort to shortcuts or heuristics to solve problems and make decisions.

This phenomenon, as highlighted in the works of Tversky & Kahneman (1974) and emphasized by 
Gilovich, Griffin, & Kahneman (2002), is a fundamental factor underlying cognitive fallacies. Tversky 
& Kahneman were pioneering researchers in the early 1970s who first introduced “Cognitive Bias.” 
With the term “cognitive bias,” they aimed to describe individuals’ systematic yet erroneous decision-
making and judgmental patterns. In their studies, Tversky and Kahneman (1974) proposed that under 
conditions of uncertainty, individuals resort to shortcuts for quick decision-making and exploit cognitive 
biases resulting from these shortcuts. They asserted that these shortcuts could lead to systematic and 
predictable errors in decision-making (Weyman & Barnett, 2016).

Decision-making under uncertainty and risk is a highly intricate process, subject to variations based on 
the individual characteristics of the decision-maker. Some factors influencing the decision-making process 
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include the individual’s awareness of their emotions, hopes, and fears (Richter, Schiller, & Schlesinger, 
2014). Other factors vary based on genetic traits, environmental influences, and past experiences, shap-
ing individual perceptions (Nofsinger, 2021). In this context, Kahneman & Tversky’s (1979) “Prospect 
Theory” has brought about a paradigm shift by incorporating various cognitive factors into the decision-
making process, introducing a different dimension to individuals’ financial decision-making processes.

Cognitive biases generally arise from perceptual errors resulting from the storage, correction, and 
processing of information or during the formulation of a decision problem. While cognitive biases can 
expedite the information processing cycle, they concurrently introduce deviations, errors, and varia-
tions in investors’ perception of the risk concept. The decision-making process relies on inputs such 
as the current state of reality and probability estimates to discern risks and uncertainties. However, the 
individual’s financial situation and anticipated emotions also contribute to this process. The cognitive 
processes of the brain, akin to a computer, handling these inputs in the logic and reasoning section can 
simultaneously lead to foreseeable errors (Keil, Depledge & Rai, 2007; Nofsinger, 2021).

Various cognitive biases that influence individuals’ decision-making have been identified in the 
literature. However, behavioral finance literature reveals a close connection between optimism and 
overconfidence biases, prompting numerous studies to explore these cognitive biases together (Barone-
Adesi, Mancini & Shefrin, 2012; Fabre & François-Heude, 2009; Joo & Durri, 2017; Kinari, 2016; 
Riaz & Iqbal, 2015). There are also studies focusing on “overconfidence” and “optimism” bias that 
affect insurance decisions in the literature (Bregu, 2022; Coats & Bajtelsmit, 2021; Fang & Wu, 2020; 
Huang & Luo, 2015; Landry & Jahan-Parvar, 2011; Michaud, 2021; Royal & Walls, 2019; Sandroni & 
Squintani, 2007; Sandroni & Squintani, 2004; Spinnewijn, 2013; Spinnewijn, 2014). Also, optimism and 
overconfidence biases theoretically affect decision-making under conditions of risk and uncertainty (De 
Bondt & Thaler, 1985). Since the insurance industry manages economic risks and uncertainties (Haiss 
& Sumegi, 2008), the study examines insurance purchasing decisions in the context of overconfidence 
and optimism biases.

Overconfidence Bias

Confidence can be defined as “the complete belief in oneself and one’s abilities,” while overconfidence 
can be defined as “the tendency to take the behavior of self-assurance to extremes” (Ricciardi & Simon, 
2000). In the psychological literature, overconfidence is defined as the tendency of an individual to 
exaggerate their skills, expectations of success, the likelihood of positive outcomes, or the accuracy of 
their knowledge (Odean, 1998). Pompian (2012) summarizes overconfidence as an unwarranted belief 
in one’s intuitive reasoning, judgments, and cognitive abilities. Overconfidence in oneself denotes the 
inclination of an individual to exaggerate their abilities, expectations of success, positive outcomes of 
events, or the accuracy of their knowledge. This tendency arises from individuals being unaware of the 
limits of their cognitive capacities (Conger & Wolstein, 2004).

Numerous academic studies, particularly in the field of psychology, have been conducted about 
overconfidence. Notably, the experimental psychology research conducted by Fishchhoff, Slovic, & Li-
chtenstein (1977) stands out among these studies. In this research, a group of individuals was subjected 
to a general knowledge test, and afterward, they were asked how confident they were in their answers. 
Even though most participants provided correct answers only in the 70% to 80% range, a significant 
portion of them claimed to be 100% certain. The results of this study indicate that overconfidence is 
a widespread and consistent tendency (Pompian, 2012). Similar research conducted with comparable 
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methodologies has revealed that individuals, when correctly answering a question or making an accurate 
prediction, are, on average, less accurate in their estimations.

The assumption of overconfidence in the context of the functioning of financial markets and investor 
behavior describes the excessive confidence of investors in their abilities, knowledge, and experiences 
(Michailova, 2010). Overconfident investors tend to believe more strongly in their assessments and show 
less interest in the assessments of others (Odean, 1998). Investors exhibiting this cognitive bias also 
tend to hold an exaggerated view of themselves and believe they are experts in the field of investment 
(Fast et al., 2012).

Overconfident investors underestimate the variance of the risky asset or overestimate its precision 
(Glaser & Weber, 2010). The fallacy of overconfidence differentiates the individual investor’s percep-
tion of financial risk. Investors who are overconfident in themselves, their level of knowledge, and their 
investment performance tend to take high levels of risk. Individuals need to be aware of overconfidence. 
Recognizing and reducing overconfidence is an essential step in establishing the foundations of a real 
financial plan.

While overconfidence bias leads to aggressive investments (Baker & Nofsinger, 2010: 250), it also 
results in investors taking riskier positions, engaging in larger trading volumes, and conducting more sig-
nificant transactions than rational investors. This misguided market behavior leads to extraordinary trading 
volumes (De Bondt & Thaler, 1985; Glaser & Weber, 2007) and excessive price volatility (Scheinkman 
& Xiong, 2003). While optimism bias has been suggested as a component of the overconfidence bias in 
various studies (Malmendier & Tate, 2005, 2007; Montier, 2002), a general overview of the research in 
this field reveals that the concept of optimism is considered a distinct type of cognitive bias.

Optimism Bias

Many daily decisions, such as working on a project, investing, or purchasing insurance, require estimating 
the probabilities of future events: the likelihood of a project being successful, the risk of the investment, 
or the likelihood of being involved in an accident. When considering these possibilities, decision-makers 
tend to be optimistically biased; optimism bias is the tendency to overestimate the likelihood of posi-
tive future outcomes and underestimate the likelihood of adverse future outcomes (Weinstein, 1980). 
Theoretically, optimism bias affects decision-making under risk and uncertainty (De Bondt & Thaler, 
1985). General optimism regarding events beyond one’s control can cause individuals to underestimate 
their risks, leading them to make suboptimal financial decisions.

In other words, optimism bias is the difference between an individual’s expectation and the subse-
quent outcome. If expectations are better than reality, the bias is optimistic; if expectations are worse 
than reality, the bias is pessimistic (Sharot, 2011). Kahneman & Lovallo (2003) define optimism bias in 
technical terms, emphasizing that investors tend to adopt an internal rather than an external perspective 
when making financial decisions. The internal perspective focuses on the current situation and reflects 
personal judgments. On the other hand, an external perspective evaluates the current situation impartially 
based on the outcomes of similar past situations. The thought process from internal to external distin-
guishes investors exhibiting optimism bias from those making rational economic decisions.

Optimism bias is often confused with overconfidence. Unlike overconfidence, optimism bias leads 
individuals to underestimate the probability of adverse events beyond their control, such as an airline 
crash or an uncontrollable fire, and overestimate the likelihood of uncontrollable positive outcomes. This 
bias occurs when individuals evaluate the probability of unfavorable situations lower than they are and 



146

Overconfidence and Optimism Biases in Insurance Purchasing Decisions 
﻿

overestimate the probability of uncontrollable positive outcomes (Coats & Bajtelsmit, 2021). Individu-
als, by nature, commonly harbor an optimistic perspective. Hence, they demonstrate a propensity for an 
excessively optimistic outlook concerning the positive performance potential of markets, the economy, 
and their investments. Most excessively optimistic investors believe that adverse investments will not 
befall them, attributing such outcomes solely to “others”.

Optimism bias can lead investors to overestimate the positive aspects of their investments. This bias 
may cause them to place too much trust in optimistic forecasts, such as earnings estimates provided by 
analysts, or their research based on company reports that paint a rosy picture of the future. Moreover, 
investors tend to seek out and favor positive news about the markets or their investments, which can 
further reinforce their optimistic outlook and make them more inclined towards optimism than pessi-
mism (Pompian, 2012). Optimism bias may cause individuals to favor certain investment instruments 
overly and ignore others in their financial decisions. Within the realm of financial studies on excessive 
optimism, it is discerned that investors characterized by heightened optimism consistently harbor the 
belief that their transactions will invariably yield more lucrative outcomes.

The optimism bias, characterized by individuals perceiving the future positively while neglecting 
adverse consequences, may contribute to an augmented inclination to make decisions associated with 
increased risk (Cervellati, Pattitoni, & Savioli, 2022; Weber, Weber, & Nosić, 2013). Individuals invest 
with optimistic hope, especially in the stock market, believing these investments will enhance their future 
returns. Thus, the Optimism Bias is also influenced by an individual’s excessive confidence in predicting 
future returns (Joo & Durri, 2017). So, the next section of the study examines the relationship between 
cognitive biases, insurance, and behavioral finance.

THE PSYCHOLOGY OF RISK: BEHAVIORAL 
FINANCE PERSPECTIVE IN INSURANCE

Insurance is defined as the transfer of risks individuals face regarding potential economic adversities 
caused by loss and income reduction, aiming to protect themselves by transferring these risks to insur-
ance companies in exchange for a specified premium. Insurance plays an influential role in ensuring the 
continuity of individuals’ financial situations by safeguarding them against possible risks. Regarding 
the risks covered by the coverage, insurance is responsible for assuring the insured against unexpected 
adverse events encountered until the policy expires. With an insurance policy, individuals at risk protect 
themselves against potential significant financial losses posed by low-probability events by incurring 
a small cost in the form of a premium, thus securing against potential significant losses throughout the 
policy term (Kunreuther & Pauly, 2015). Insurance assumes a crucial role in the equitable distribution 
of societal risks by protecting individuals from potential losses from uncertain risks that may manifest in 
the future. In executing this function, insurance offers psychological solace to individuals and empowers 
them to contemplate the future with heightened confidence. Due to these inherent attributes, it is posited 
that insurance maintains a robust association with security needs, positioned as the second foundational 
tier in Maslow’s (1943) “Hierarchy of Needs” (Pathak & Tripathi, 2010).

The concept of risk, intricately intertwined with the notion of insurance and complementing it, denotes 
the probability of the occurrence of damage, injury, illness, death, and other adversities associated with 
a specific peril. In other words, risk involves an element of uncertainty concerning the manifestation of 
harm, loss, danger, or damage. Individuals constantly face various risks throughout life, and the uncer-
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tainty surrounding whether or when these risks will materialize makes taking precautions inevitable. 
Consequently, insurance comes into play as a risk management tool. Therefore, the risk management 
function of insurance holds considerable significance (Lupton, 2013; Salman, 2015).

Factors Affecting Insurance Purchase Decision-Making

The decision to purchase an insurance policy is among the challenging decisions individuals make, 
given the complexity of the process. The complexity of the decision to purchase insurance arises from 
evaluating the probability and magnitude of risks, financial needs, insurance price, quality, and ben-
efits, comparing different insurance products offered in the market, and selecting an insurance package. 
Additionally, individuals need help understanding risks, and challenges in accurately assessing and 
interpreting the size, frequency, and probabilities of risks make it difficult for them to make an optimal 
decision in purchasing insurance (Sum & Nordin, 2018).

The paramount rationale for delving into the behavioral finance scrutiny of insurance lies in the dis-
tinctive decision-making behavior observed in insurance preferences compared to other risky choices. 
Psychological evidence underscores the variability in individuals’ perceptions of risks across different 
contexts and, concurrently, their adaptation of distinct risk management solutions (Slovic, 1987). Insurance 
markets display nuanced distinctions when compared to markets for other commodities. The acquisition 
of insurance contracts involves procuring a commitment from the insurer to disburse payments contin-
gent upon specified events. The aversion to monetary risks and the confidence in the insurer’s pledged 
fulfillment of payments are influential factors directing the demand for insurance. Individual orientations 
towards insurance vary based on personal habits, historical experiences, or cognitive frameworks. Given 
that a precise comprehension of decision-making processes related to risks and insurance demands is 
imperative, a thorough understanding of the profound impacts of behavioral factors becomes essential 
for the meticulous assessment and explication of the behaviors exhibited by insurance customers (Kun-
reuther & Pauly, 2015; Richter, Rub, & Schelling, 2019).

In decision-making processes associated with insurance purchasing, deviations from rationality may 
arise when confronted with risks, uncertainties, or inadequate information in assessing alternatives. 
The scrutiny and comprehension of behaviors surrounding the purchasing of an insurance policy hold 
paramount importance in the insurance domain, and the field of behavioral finance introduces innova-
tive perspectives to address these complexities (Outreville, 2014). Investigations into the influence of 
cognitive biases on decisions regarding insurance purchases have enriched the literature by providing 
a nuanced understanding of the subject. Consequently, the subsequent section of this study delves into 
the exploration of insurance and behavioral finance, with a particular focus on the biases of optimism 
and overconfidence, recognizing their substantial impact on insurance dynamics.

The Effect of Overconfidence and Optimism Biases 
on Insurance Purchasing Decisions

Individuals’ actions shaped by the loss aversion effect in their risk attitudes can result in effective insur-
ance utilization as a risk transfer mechanism. However, it can also lead to a lack of motivation to place 
themselves under insurance coverage. Overconfidence and optimism biases play a prominent role in 
influencing this different orientation, affecting individuals’ attitudes toward the insurance system (Mi-
chaud, 2021; Spinnewijn, 2014). An individual may either assess a high or immeasurable probability 
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as low and, consequently, refrain from adopting insurance purchasing behavior or, conversely, perceive 
outcome probabilities more negatively than they are and decide to transfer assumed risks to insurance. 
The inadequate understanding of individual risks due to biases of optimism and overconfidence among 
individuals leads to a decrease in insurance demand and, consequently, an increase in the overall cost of 
risk (Coats & Bajtelsmit, 2021). According to Sandroni & Squintani (2007), differences in risk perceptions 
can arise due to biases of optimism and overconfidence. Consequently, certain high-risk situations may 
be perceived as low-risk, leading individuals to reduce their preventive measures and insurance demand.

Studies in this field indicate that optimism and overconfidence biases significantly affect insurance. 
These biases may lead individuals to underestimate their risks, resulting in inadequate insurance coverage 
and, ultimately, higher total risk costs. Therefore, individuals who excessively trust and are optimistic about 
their risks tend to take fewer precautions against risks (Coats & Bajtelsmit, 2021; Sandroni & Squintani, 
2004). In their study, Sandroni & Squintani (2004) highlighted the significance of overconfidence in 
the context of car and health insurance, finding ample empirical evidence that many individuals tend to 
underestimate the risks associated with their health and those arising from driving. They inferred that 
this often leads to insufficient investment in preventive measures such as insurance. Similarly, in their 
survey conducted on elderly individuals in the United States and China, Huang & Luo (2015) found that 
overconfidence bias has a negative impact on the decision to purchase health insurance. Additionally, 
Bregu (2022) concluded in an experimental study conducted in the United States that individuals with 
overconfidence tend to purchase less insurance. Coats & Bajtelsmita (2021) researched optimism bias 
and overconfidence bias’s effect on insurance decisions. The research outcomes indicate that individuals 
with an optimistic outlook bear a more significant overall risk cost and are more prone to inadequate 
insurance coverage than their less optimistic counterparts, even in situations where procuring insurance 
would optimize anticipated returns. Also, the analysis reveals that overconfidence does not significantly 
impact the decision to secure insurance. Nevertheless, participants exhibiting heightened overconfidence 
generally exhibit more substantial variations in insurance behavior, especially when the risk of loss is 
linked to their own errors. Numerous studies conducted in the literature have found that overconfidence 
and optimism biases have a negative impact on insurance purchasing behavior. Therefore, in the next 
stage of the study, suggestions related to nudge theory have been proposed to improve the effect of these 
cognitive biases on insurance purchasing behavior.

IMPROVING THE IMPACT OF COGNITIVE BIASES ON 
INSURANCE PURCHASING DECISIONS THROUGH NUDGE

Thaler & Sunstein (2008)’s book, “Nudge: Improving Decisions About Health, Wealth, and Happiness” 
initiated a discussion on how the discipline of behavioral finance, aiming to nudge individuals towards 
decisions that would make them wealthier, healthier, and more accessible, could be applied to choose 
architecture. Nudging is a choice architecture that predicts individual behaviors by guiding options 
without banning them or significantly changing existing economic incentives. Choice architecture refers 
to individuals or institutions organizing issues or topics people must decide about (Thaler & Sunstein, 
2008). Choice architecture is explained through libertarian paternalism, not rigid paternalism. Policies 
related to nudging are generally seen as soft policies because, in libertarian paternalism, individuals are 
free to opt out of the nudged option (Thaler & Sunstein, 2003).
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Thaler & Sunstein (2008) illustrate the concept of nudging through an example of how food pre-
sentation in an elementary school cafeteria affects students’ choices. Students tend to gravitate towards 
the items placed first on the counter. The responsible individual, noticing this behavior, arranged to 
influence children’s dietary habits. Healthy foods were placed in the front, and less nutritious ones were 
positioned towards the back. In line with the expectations of libertarian paternalism, there was no outright 
prohibition; all foods were presented to the children, and the choice was left to them. In this context, 
the cafeteria manager acts as a choice architect. The choice architect has enhanced individual utility by 
adjusting the selection pattern. With these features, liberal paternalistic practices strive to correct the 
negative impacts of cognitive biases in the decision-making process.

Nudge Strategies in Insurance Decision-Making

Thaler & Sunstein (2008) emphasized the necessity of employing “nudge” strategies when individuals 
face challenging decisions, cannot immediately see the outcomes, and struggle to comprehend the pros 
and cons of the matter. Therefore, “nudge” strategies can be applied to the insurance sector, one area 
where individuals have difficulty making decisions due to risk perception, cognitive biases, financial 
situations, experiences, and social and cultural characteristics. The conditions under which individuals 
encounter these fraught choices, as categorized by Thaler & Sunstein (2008) under topics like “Benefits 
Now-Costs Later”, “Degree of Difficulty”, “Frequency”, “Feedback” and “Knowing What You Like”. 
These topics are analyzed below in the context of their relationship with insurance buying practices:

•	 Benefits Now-Costs Later: When individuals are forced to make decisions that challenge their 
self-control boundaries, problems arise. Self-control issues occur when there is a temporal gap 
between our choices and the outcomes we will experience (Thaler & Sunstein, 2008). In the con-
text of purchasing insurance policies, immediate costs are incurred for the insurance premium 
covering the risks included in the coverage. However, there is an uncertain temporal gap regarding 
whether the risk will occur. Simultaneously, there is a probability of incurring the cost without 
experiencing the risk, leading to a potential loss. Both damage-based insurances, such as vehicle, 
life, health insurance, and retirement insurance, exhibit these uncertainties and temporal gaps. 
Overconfidence and optimism biases in decision-making under uncertainty affect individuals’ de-
cisions to purchase insurance. Therefore, insurance products are suitable for implementing nudge 
strategies at the managerial level.

•	 Degree of Difficulty: When individuals face challenges in the decision-making process and en-
counter various difficulties of varying degrees, even technological support may prove insufficient 
in completely solving many challenging issues (Thaler & Sunstein, 2008). The complexity of in-
surance products and the difficulty of the decision-making process for purchasing insurance make 
it challenging to arrive at an optimal decision. Complex insurance products, such as various pen-
sion investment funds in private pension policies and differentiation of premium amounts depend-
ing on which disease risks and hospitals are covered in health insurance policies, can complicate 
the process of individuals making an optimal insurance purchasing decision. This difficulty in 
the decision-making process, combined with overconfidence and optimism biases, can negatively 
impact individuals’ propensity to purchase insurance. Therefore, resorting to nudging strategies to 
facilitate the process would be appropriate at the managerial level.
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•	 Frequency: Depending on the frequency of challenges they encounter in decision-making, indi-
viduals can develop more effective solutions through experience and practice. However, such ap-
plication and experience opportunities may be limited when making critical decisions. Retirement 
insurance policies, in particular, provide a clear example in line with this context. Individuals may 
only have one chance throughout their lives to save for retirement, with adjustments made during 
the year being the only opportunities for practice (Thaler & Sunstein, 2008). However, as the po-
tential risks increase, the opportunity for practical experience decreases. Limitation of experience 
depending on the frequency of occurrence, regarding the possibility of the person not encounter-
ing any risks, can increase self-confidence and optimism. Therefore, applying appropriate nudge 
strategies in strategic managerial decisions for insurance can make current risks and insurance 
products more visible to potential buyers or existing customers.

•	 Feedback: Individuals can learn and gain experience by receiving feedback from their decisions. 
However, in many cases, receiving feedback about the outcomes of decisions may not always be 
possible (Thaler & Sunstein, 2008). Especially in private pension policies, investors’ inability to 
receive feedback on the return of their existing pension investment funds causes them not to feel 
the need for insurance and may increase overconfidence and optimism biases. Similarly, individu-
als may exhibit a more optimistic perspective on health insurance policies if they cannot receive 
feedback about their health expenses, experiences, and possible health risks for the previous year. 
Issuing and selling insurance contracts and providing accurate feedback to the policyholder dur-
ing the post-sale process will increase the likelihood of the relevant policy being preferred and 
purchased. At this point, it will benefit individuals in the insurance purchasing process if actors in 
the insurance market benefit from nudge strategies that focus on appropriate feedback.

•	 Knowing What You Like: Individuals may need help to make effective decisions when they find 
it challenging to predict the experiences and potential gains resulting from the choices in front of 
them. A similar challenge arises when decisions cannot be easily connected to the outcomes they 
will yield. This situation is particularly evident in insurance, where individuals need help select-
ing the appropriate health insurance policy or choosing their retirement portfolio. Investors may 
want to comprehend the potential returns of fund scenarios in their retirement portfolios, but due 
to the abundance of variables, even experts with portfolio knowledge may face difficulties in the 
analysis process. Similarly, individuals may find it challenging to understand the potential effects 
of choosing a health insurance policy (Thaler & Sunstein, 2008). Therefore, when individuals 
are confronted with numerous options in making significant decisions in their lives, dealing with 
decision-making processes can become challenging. In such cases, the use of choice architecture 
may be recommended in terms of nudging strategies.

If individuals have difficulty predicting the experiences and potential gains that the choices in front 
of them will bring, they may need help making effective decisions. A similar difficulty is the inability 
to reconcile the decisions taken with the results to be achieved. This situation occurs primarily when 
individuals determine their retirement portfolio, choose funds, or choose the appropriate health insur-
ance policy (Thaler & Sunstein, 2008). Investors want to know the possible returns of fund scenarios 
in their retirement portfolio. However, due to the high number of variables, even experts with portfolio 
knowledge need help in the analysis process. For this reason, individuals similarly have difficulty un-
derstanding the possible effects of choosing a health insurance policy. Since returns and risks cannot 
be predicted in advance, individuals’ overconfidence and optimism bias may be practical. Therefore, 
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individuals who need help deciding what they want and do not know precisely what they want may have 
a negative attitude toward insurance. Insurance market managers’ use of nudge strategies that provide 
future projections regarding the benefits and returns of insurance policies may contribute to individuals’ 
more effective prediction of the benefits they will obtain from insurance. This can help individuals more 
easily determine the most suitable policy for them.

Nudging Strategies, Choice Architecture, and Enhancing Insurance Decisions

Thaler & Sunstein (2008) have framed the choice architecture under six topics, forming the acronym 
“Nudges.” These topics are listed as “iNcentives,” “Understand Mappings,” “Defaults,” “Give Feed-
back,” “Expect Error,” and “Structure Complex Choices”. When the literature is examined, it is observed 
that “Incentives,” “Default Rules,” and “Structure Complex Choices” stand out as choice architecture 
strategies in studies related to insurance fields (Baker & Logue, 2015; Fredriksson & Holmlund, 2006; 
Kimball-Stanley, 2008; Sinn, 1996; Sum & Nordin, 2018; Thaler & Sunstein, 2008). In this context, 
the three strategies in question are included in the chapter. Within the framework of the nudge methods 
discussed, nudge strategies in strategic management and decision-making processes used by public 
authorities and insurance market regulators are examined, and their impact on individuals’ insurance 
purchasing decisions (enhancing) is focused.

iNcentives

The reference points of economic policies, prices, and incentives are traditional nudge tools that choice 
architects use when designing a system. This tool focuses on the balance of supply and demand as ele-
ments shaping the decisions of consumers and producers (Thaler & Sunstein, 2008). Changes in the 
price of the offered goods can influence the behavior of consumers and producers, determining market 
balances. As a fundamental element of economic decisions, price should be considered in conjunction 
with supply and demand factors. This relationship between supply and demand also affects the dynamics 
of the insurance sector. The premium price individuals pay for insurance becomes more attractive with 
specific incentives. Economic incentives are powerful elements that can influence customers’ decisions 
to purchase insurance. The insurance sector frequently uses these incentives to gain a competitive ad-
vantage and expand the customer base.

Overconfidence and optimism biases can hinder individuals from accurately assessing risks, thus 
causing a person to lose a healthy perspective when purchasing insurance. Due to the belief that they 
will not face potential risks or can handle them independently, individuals may perceive insurance pre-
miums as high, leading to a postponement of the decision to purchase insurance. At this point, economic 
incentives provided by both government and private insurance companies can be effective correctives. 
Incentives that could influence the decision to purchase insurance are outlined below:

•	 Premium Discounts and Campaigns: Insurance companies may offer customers premium dis-
counts or special campaigns during specific periods or under certain conditions. For instance, 
applying a discount on premiums for customers purchasing a policy within a specified time frame 
can positively influence the decision to purchase insurance.

•	 Loyalty Programs: Insurance companies can implement loyalty programs to enhance customer 
loyalty. The perception that regular purchase of insurance policies will lead to price discounts can 
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positively influence the demand for insurance. In Turkey, private insurance companies implement 
loyalty incentive programs for health, vehicle, and life insurance. The increase in these incentives 
can positively impact the decision to purchase insurance, instilling a sense of gain in the consumer 
and reducing the impact of cognitive biases.

•	 Tax Incentives: Tax deductions or exemptions can influence insurance purchasing decisions posi-
tively. Tax incentives provide practical benefits such as alleviating financial burdens, offering 
financial incentives, increasing accessibility, and promoting financial risk management. In Turkey, 
individuals can benefit from a tax deduction for private health insurance premiums. Payments for 
private health insurance premiums can be deducted from the income tax base. Therefore, trigger-
ing a sense of gain in customers and limiting the impact of excessive confidence and optimism 
biases.

•	 Government-Supported Insurance Programs: These incentives encompass insurance products of-
fered by the government to promote specific types of insurance or to ensure protection against cer-
tain risks for the public. For example, earthquake insurance is critical for public health and safety 
due to the high risk associated with earthquakes. Optimism and excessive confidence biases can 
lead to the perception of low earthquake risk. Moreover, these biases can hinder individuals from 
taking precautions and reduce demand for insurance. However, preparedness for risks that can 
cause severe damage, such as earthquakes, is crucial for individuals and institutions. In Turkey, in 
1999, earthquake insurance became mandatory after the destructive Marmara Region earthquake. 
State support for disaster insurance, like earthquake insurance, can be increased, especially for 
individuals residing in high-risk areas, making these insurances more attractive. This way, the 
impact of optimism and excessive confidence biases, which contribute to the belief that disasters 
will not happen to individuals, can be mitigated in influencing insurance purchasing behavior.

•	 Pension Insurance Incentives: Some countries encourage individuals to purchase private pension 
insurance to ensure their financial security during retirement. Pension insurance can be supported 
by incentives such as tax advantages or government contributions. These incentives are crucial 
to make individuals feel more secure during their retirement and manage society’s overall well-
being during aging. The government’s contribution to the individual pension system can assist 
participants in accumulating more money in their retirement funds. Moreover, these incentives 
can contribute to individuals having a better standard of living during their retirement. The indi-
vidual pension system in Turkey is incentivized with a 30% government contribution. For every 
contribution made to the individual pension system, an additional amount equivalent to 30% is 
accumulated in the government contribution account. An increase in the government contribu-
tion rate makes participation in the individual pension system more attractive. Simultaneously, it 
enhances the welfare-providing impact of the government as a complement to the social security 
system for both individuals and societies. The increase in government contribution not only sup-
ports the individual pension system but also contributes to the social security system, elevating the 
perception of gain in individuals and serving as a significant incentive mechanism against exces-
sive confidence and optimism biases.

•	 Health Insurance Incentives: Incentives for private health insurance can be utilized to guide in-
dividuals toward purchasing such insurance and to provide broader access to healthcare services. 
Similar to the individual pension system, applying a government contribution to private health 
insurance is a motivational strategy to encourage individuals to purchase these types of insurance. 
Making private health insurance premiums more accessible through government contributions 



153

Overconfidence and Optimism Biases in Insurance Purchasing Decisions 
﻿

can reduce the effects of individuals’ excessive confidence and optimism biases regarding preserv-
ing their health. Such an incentive can alleviate individuals’ financial challenges when purchasing 
health insurance and make premium payments more appealing.

Default Rules

Default rules are a highly effective strategy in the choice architecture, widely encountered in many fields. 
Due to the tendency of most people to prefer the option that requires the least effort and the path of least 
resistance, default rules are often favored. In many situations, default rules are indispensable because 
forcing people to make choices can be cumbersome and time-consuming. Choice architects expect in-
dividuals to gravitate toward default rules without evaluating what is best for them (Thaler, Sunstein & 
Balz, 2013; Thaler & Sunstein, 2008). Examples of default rules commonly used in programs, particularly 
education, health, and savings, include automatic enrollment applications. Both public and private sec-
tors have discovered the power of default rules, and regulators in the insurance market are increasingly 
recognizing the significance of the default rules approach. It is observed that insurance market regulators 
increasingly consider the default rules approach in strategic management and decision-making processes. 
The default rules approach is a healing method in cases where individuals do not foresee possible risks 
and do not feel the need for insurance due to overconfidence and optimism biases. If individuals turn to 
the default rule without choosing complex insurance processes, this will cause them to reconsider the 
need for insurance and reduce the optimism bias.

Thaler & Sunstein (2008) state that allowing individuals to opt out of the individual retirement system 
by structuring the initial registration as mandatory rather than incentivizing entry produces better results. 
Therefore, if individuals are automatically enrolled in retirement plans, their savings can significantly 
increase. Individuals who cannot foresee the benefits the individual retirement system will provide in 
later years are likely to refrain from entering the system when left to their own devices. However, in a 
mandatory enrollment-optional exit model, it is anticipated that even though some individuals may opt 
out of the system due to behavioral reasons such as procrastination, those who remain in the system will 
save more for retirement. In Turkey, the regulation requiring automatic enrollment in individual retire-
ment plans was enacted on January 1, 2017. This regulation is based on the principle of automatically 
including employees in a retirement plan through their employers and allowing them to exit the plan 
whenever they wish.

The default rules strategy, similar to individual retirement, can be adapted to health insurance 
programs by introducing automatic enrollment. In the case of the complementary health insurance 
system currently in effect in Turkey, transitioning to automatic enrollment can be proposed as an effec-
tive method to enhance individual and social benefits in the field of health. Unlike the general health 
insurance system, automatic enrollment in the complementary health insurance system, which enables 
treatment in private healthcare institutions under insurance coverage, could serve as a starting point for 
breaking the biases of individuals who excessively trust that they will not encounter any health issues. 
So, the automatic enrollment system will provide insured individuals with greater flexibility in choosing 
among various healthcare institutions by increasing access to healthcare services. This adaptation will 
lead to individuals having a better healthcare experience and, at the same time, contribute to the overall 
strengthening of the healthcare system.
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Structure Complex Choices

Structuring complex choices aims to address how information or the presentation of a decision is delivered 
to an individual. Complexity and an excessive load of information can lead to confusion. Resistance to 
change may arise not from disagreement or skepticism but from the difficulty individuals experience in 
perception. Therefore, simplification, as a nudge applied to facilitate the selection of the recommended 
activity, is a method that can be employed to encourage specific behaviors (Karlsen & Andersen, 2019). 
The complexity of the insurance purchasing process stems from various challenges individuals face in 
evaluating risks. Steps such as accurately assessing the likelihood and magnitude of risks, determin-
ing financial needs, comparing different insurance products, and selecting the most suitable insurance 
package can sometimes become complex for individuals (Sum & Nordin, 2018). The use of ‘Structure 
Complex Choices’ allows policyholders to assess better, explain, and, when necessary, influence their 
decisions. This information can be utilized in product design and implementing simplification in product 
presentation (Richter, Ruß & Schelling, 2019).

Presenting a simplified range of options allows individuals to choose from various alternatives and 
has the advantage of reducing the information load. This approach helps users reduce overconfidence 
and optimism biases by providing them with more straightforward options, increasing their likelihood 
of finding a solution that better suits their needs, and allowing them to see possible risks and returns 
more clearly. Thus, individuals can make a more balanced and conscious choice between options. This 
practice allows people to make better decisions and evaluate potential risks and negative consequences 
more effectively. As a result, simplifying complex choices reduces the information load and improves 
against overconfidence and optimism biases. It can contribute to making healthier decisions in the field 
of insurance.

The decision-making processes, particularly in health and retirement insurance, are intricate and 
complex. For example, private health insurance policies and premium payments vary based on the 
health services covered under the agreement, contracted healthcare institutions, and coverage scopes. 
The presentation of these insurance products in bundled packages can help individuals better understand 
the offered coverage. Moreover, using simplified language devoid of complex terms in these packages 
aids individuals in grasping their insurance coverage more effectively. These packages also facilitate the 
comparison of different coverage levels and determine which package is most suitable for their needs. 
Additionally, presenting options in bundled packages enables individuals to make quick decisions, of-
fering a wide range of choices while reducing the burden of information. For example, in private health 
insurance, presenting different policies as packages for inpatient and outpatient treatments or categoriz-
ing outpatient treatment policies into packages based on coverage scopes, along with simplifying the 
information and presentation in these packages, could be recommended as nudging strategies.

The nudge strategies examined in this study improve individuals’ insurance purchasing choices and can 
facilitate the selection of a suitable alternative through default rules (Brown & Krishna, 2004; Donkers 
et al., 2020; Sunstein, 2018; Thaler & Sunstein, 2008). Today, rapid advances in digital technologies, 
artificial intelligence, and machine learning-based algorithms allow insurance managers to recommend 
options that will lead individuals to more satisfactory outcomes about insurance than they can deter-
mine for themselves. Thus, developments in information and communication technologies enable nudge 
strategies to be used more effectively.
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CONCLUSION

Behavioral finance theory is an approach that highlights irrationality instead of rationality in individu-
als’ decision-making processes and emphasizes perceived risk over expected risk, as well as the con-
cept of value over utility. The theory underscores a complex structure resulting from the interaction of 
various biases to understand investor behavior. The widespread acceptance of Behavioral Finance in 
academic circles was realized through the work of Kahneman & Tversky (1979). Kahneman & Tversky 
(1979) proposed the “Prospect Theory,” asserting that cognitive factors play a decisive role in investors’ 
decision-making processes. By incorporating various cognitive biases into the decision-making process, 
this theory has paved the way for a shift in the traditional finance paradigm. With this new approach, 
research in various areas to mitigate the adverse effects of cognitive biases on the decision-making 
process has gained importance.

In today’s context, the behavioral finance approach is gaining more attention from insurance market 
participants, regulators, and researchers. The significant reason for the necessity of a specific examination 
of insurance in behavioral finance is the divergence in decision behavior between insurance preferences 
and other risky choices. Psychological evidence indicates that individuals perceive risks associated with 
insurance differently from others and adapt distinct risk management solutions. The decision to purchase 
insurance is also a highly complex process, with cognitive biases coming into play as individuals grapple 
with decision-making challenges.

Studies in the literature (Bregu, 2022; Coats & Bajtelsmit, 2021; Huang & Luo, 2015; Sandroni & 
Squintani, 2004, Sandroni & Squintani, 2007) highlight the significant effects of optimism and over-
confidence biases on insurance. The findings from this research suggest that these two cognitive biases 
lead individuals to underestimate their risks, consequently resulting in underinsurance and, therefore, the 
formation of higher total risk costs. Differences in risk perceptions due to optimism and overconfidence 
biases can lead to the perception of some high-risk situations as low risk, reducing individuals’ willing-
ness to take precautions or demand insurance. To mitigate these effects, the use of nudge strategies has 
become important.

In their book “Nudge: Improving Decisions About Health, Wealth, and Happiness”, Thaler & Sunstein 
(2008) provide recommendations on how the architecture of choice can be applied to nudge individu-
als towards making decisions that will enhance their lives by enabling them to be wealthier, healthier, 
and more liberated. The concepts of nudging and choice architecture, as defined by Thaler & Sunstein 
(2008), are described as specific directions and strategies that predictably influence human behavior 
without prohibiting alternative actions or significantly altering economic incentives. At the core of this 
approach, the fundamental premise of the study is to examine how and when nudging is needed in the 
insurance sector and to explore the application of nudges for insurance purchasing decisions. Additionally, 
elucidating the relationship between overconfidence and optimism biases and the decision to purchase 
insurance is essential for developing recommendations that can influence policy design for insurance 
companies and government policies.

To elucidate the need for nudging, Thaler & Sunstein (2008) have stated that “nudging” strategies are 
essential when individuals face difficult decisions, cannot immediately see the outcomes, and struggle 
to quickly comprehend the pros and cons of the matter. They have examined the conditions under which 
these challenging choices may arise, delving into topics such as “Benefits Now-Costs Later,” “Degree 
of Difficulty,” “Frequency,” “Feedback,” and “Knowing What You Like.” Within the scope of their 
work, the subheadings in which Thaler & Sunstein (2008) explain the circumstances under which dif-
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ficult choices arise have been examined about the decision to purchase insurance. Thaler and Sunstein 
(2008) have addressed choice architecture as improvement methods related to the Nudge theory under 
six headings: “iNcentives,” “Understand mappings,” “Defaults,” “Give feedback,” “Expect error,” and 
“Structure complex choices.” When the literature is examined, it is observed that “Incentives,” “Default 
Rules,” and “Structure Complex Choices” stand out as choice architecture strategies in studies related to 
insurance fields (Baker & Logue, 2015; Fredriksson & Holmlund, 2006; Kimball-Stanley, 2008; Sinn, 
1996; Sum & Nordin, 2018; Thaler & Sunstein, 2008). In this context, the three strategies have been 
analyzed in connection with the insurance sector.

Overconfidence and optimism biases hinder individuals from accurately assessing risks, so a healthy 
perspective on their insurance purchasing decisions may be lost. When examining iNcentives strategies 
as one of the recommendations of choice architecture, particularly in the context of price and demand, 
it is observed that price incentives in the insurance sector have the potential to increase demand. When 
the perception of insurance as a high cost combines optimism and overconfidence bias, leading individu-
als to abstract themselves from risky situations, it can adversely affect purchasing behavior. Financial 
incentives can be employed to create a sense of gain to mitigate this negative impact, potentially exert-
ing a positive influence on the decision to purchase insurance. In the study, for this purpose, “Premium 
Discounts and Campaigns,” “Loyalty Programs,” “Tax Incentives,” “Government-Supported Insurance 
Programs,” “Retirement Insurance Incentives,” and “Health Insurance Incentives” are listed as “iNcen-
tives” that can be utilized in the sector. The positive contributions these incentives can provide to the 
industry are discussed through examples. The current applications of incentives in the insurance sector 
are exemplified, and suggestions are made to expand the use of incentives from insurance types such as 
earthquake insurance, disaster insurance, and individual retirement to different areas.

Another choice architecture proposal analyzed in the study is the “Default Rules,” and its impact 
on the insurance sector has been examined. Instead of encouraging entry into the individual retirement 
system in the insurance sector, allowing the first registration to be mandatory and freeing individuals 
to opt out of the system has been considered a compelling improvement example. Recommendations 
have been developed for adapting this practice to other types of insurance beyond individual retirement.

Finally, in the analysis, the “Structure complex choices” recommendation has been explored in con-
nection with insurance. Considering the negative impact of the complexity and diversity of insurance 
packages and types on decision-making processes, suggestions have been made for presenting insurance 
products in package formats, eliminating language barriers for consumer ease of access, and providing 
more explicit expressions of package differences.

The importance of the examined nudge strategies to the effectiveness of decision processes in insurance 
industry management is increasing with the availability of today’s big data and the rapid development 
of artificial intelligence and machine learning-based algorithms. These developments allow insurance 
market managers to predict consumers’ needs more accurately. In particular, integrating these methods 
with nudge strategies can support coping with optimism and overconfidence biases by increasing the 
need for insurance and helping individuals choose the insurance product that best suits their needs (Del-
laert et al., 2024). These strategies can potentially provide customers with more personalized solutions 
and increase competitive advantage in the insurance industry.

As a result, the effective implementation of nudge strategies can offer significant advantages to play-
ers in the industry by bringing a more accurate and informed approach to management decisions in the 
insurance industry. As a result of this study, the suggestions made to make insurance sector management 
decisions more sustainable and individual-oriented will contribute to shaping future studies. This study 
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can guide future research in Turkey and other countries to overcome overconfidence and optimism bi-
ases in individuals’ insurance purchasing behavior. In addition, these suggestions for developing more 
effective management decisions and strategies in the insurance sector can be applied in Turkey’s insur-
ance markets and other countries. Also, it is possible to reveal different perspectives by examining the 
effects of nudge strategies, which are not included in this analysis, on insurance purchasing decisions in 
future studies. These recommendations can contribute to adopting more effective strategic approaches 
by providing valuable information for decision-makers in the insurance industry.
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KEY TERMS AND DEFINITIONS

Behavioral Finance: Behavioral finance is described as an interdisciplinary research field combining 
insights from psychology and finance to understand better investors’ behaviors and their approaches to 
investment instruments (Bachmann, De Giorgi, & Hens, 2018).

Choice Architecture: Choice architecture refers to individuals or institutions organizing issues or 
topics people must decide about (Thaler & Sunstein, 2008).

Default Rules: Default rules, as a nudge strategy, refer to setting a particular option as the default 
choice in a decision-making process. This strategy leverages the tendency for people to stick with the 
default option, often resulting in higher compliance rates (Thaler & Sunstein, 2008).

Incentives: Incentives, as a nudge strategy, involve offering rewards or punishments to influence 
behavior. This can include providing positive incentives like rewards, discounts, or bonuses to encourage 
desired actions, or negative incentives like fines or penalties to discourage undesired behaviors (Thaler 
& Sunstein, 2008).

Insurance: Insurance is defined as the transfer of risks individuals face regarding potential economic 
adversities caused by loss and income reduction, aiming to protect themselves by transferring these risks 
to insurance companies in exchange for a specified premium (Kunreuther & Pauly, 2015).

Nudge Theory: Nudging is a choice architecture that predicts individual behaviors by guiding options 
without banning them or significantly changing existing economic incentives (Thaler & Sunstein, 2008).

Optimism Bias: Optimism bias is the tendency to overestimate the likelihood of positive future 
outcomes and underestimate the likelihood of adverse future outcomes (Weinstein, 1980).

Overconfidence Bias: Overconfidence in oneself denotes the inclination of an individual to exaggerate 
their abilities, expectations of success, positive outcomes of events, or the accuracy of their knowledge. 
This tendency arises from individuals being unaware of the limits of their cognitive capacities (Conger 
& Wolstein, 2004)
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Structure Complex Choices: Structuring complex choices as a nudge strategy involves simplifying 
decision-making processes by breaking them down into smaller, more manageable steps or by providing 
clear guidance and information (Thaler & Sunstein, 2008).
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