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1.

2.

Introduction

Planning and saving for retirement require
individuals to make intertemporal decisions,
the costs and benefits of which are
distributed over a long time period and
involves multiple trade-offs. These are
therefore cognitively challenging decisions
with significant long-term economic
consequences.!

Standard economic models assume that
individuals can solve a complex optimisation
problem to determine how much to save in
each period to maximise some objective
function. However, a number of behavioural
biases have proven to affect not only
individuals’ ability to outline a reasonable
retirement plan, but also their chances to
have the necessary willpower to execute it.?

Research has documented beneficial effects
of planning on achieving goals. Specifically,
there is a positive relation between
retirement planning and pension wealth. In
that regard, a causal effect has been
established: a higher propensity to plan
improves control over individuals’ spending,
and as a consequence their pension wealth.?

Similarly, the sufficiency of retirement savings
is the most important predictor of financial
well-being at retirement, as the aim of these
long-term savings is helping maintain
individuals’ pre-retirement standards of living
in retirement.*

Additionally, it has been reported that the
welfare gains from modest improvements in
retirement planning are significant. An
increase in the planning horizon of just 5
years e.g. individuals start saving at age 55
rather than at age 60 can generate welfare

gains of about 2% of aggregate consumption.’

Psychological barriers

2.1. Inertia and procrastination

Previous research has documented a
substantial gap between desire and action in
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individuals’ saving behaviour. Individuals tend
to delay or fail to make decisions even when
they recognise that those decisions are in
their own best interest.5”

Procrastination has been identified as an
extremely important factor in shaping
individuals’ decision-making processes on
retirement planning and long-term savings.®

This behaviour is problematic because it leads
individuals to make the easiest decision — to
maintain the status-quo — which does not
necessarily coincide with the best decision.
The consequence of this is that individuals’
well-being at retirement suffers.®

Although this phenomenon may be observed
in a range of financial and non-financial
decisions, it is particularly pernicious for
retirement planning, because, as retirement
only occurs once, individuals cannot learn
from their mistakes or from repeated
decision-making.®

2.1.1. Potential causes:

Decision complexity

Behaviours that are consistent with inertia
and procrastination are likely to arise when
individuals become overwhelmed by the
complexity of the decision.®®

Literature has reported that facing many
alternatives or receiving substantial amounts
of information about each alternative reduces
the likelihood of making an effective choice. It
also reduces the reported satisfaction of
decision-making because increased choice
makes the process more challenging and
ultimately frustrating.%!

When passive decisions (e.g., defaults) are
not an option, individuals who cannot deal
with complex decisions tend to use heuristics
or follow simple decision rules. Although
these strategies can be useful and can even
lead to good decisions, they can also be
subject of systematic biases. For example, it
has been documented that in allocating
pension investments individuals tend to
follow the 1/N heuristic whereby investment



allocations are evenly distributed across
available funds regardless of the composition
of the underlying funds.?

Ostrich effect

Another potential explanation for the inertia
that prevents individuals from planning for
retirement is the ‘ostrich effect’ or
information aversion. This manifests in
individuals tending to avoid receiving
information that can be disappointing or
cause psychological discomfort, even if such
information could potentially provide
knowledge that would improve their
wellbeing.

In the context of retirement planning, the
ostrich effect predicts that, for example,
people may avoid knowing how much they
are saving and how much they need to save if
they believe that there is large gap between
these amounts, as they do not wish to
experience the disappointment of knowing
they are not saving enough >3

Regret aversion

When uncertain about the best option,
people often prefer inertia to avoid regret in
the present, while at the same time,
disregarding the possibility of regret at some
point in the future due to inertia now.

Inertia as a form of regret avoidance is worse
when people realize that they have missed a
much better opportunity in the past, which
leads to inaction. For example, people
indicate less willingness to enrol in a
retirement savings plan when they first read
about a much better opportunity in the
(distant) past than when they first read about
an only slightly better opportunity in the
(recent) past.®®

Regret aversion can also affect decision
quality. For instance, it has been shown that
anticipated disutility from regret can have a
strong effect on the timing of investment
choices in defined contribution pension plans,
leading to lower quality decisions in more
risk-averse investors.'®

2.1.2.
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Intertemporal inconsistency

Bounded self-control / Present bias:

Successful retirement planning is a major
challenge for one simple reason: when
someone chooses not to save for retirement,
she receives an immediate and tangible
reward in cash. Adequate pension savings
therefore requires sacrificing immediate
gratification in pursuit of distant goals.?”

Saving for retirement, as well as many other
behaviour modification programs such as
dieting or quitting smoking are subject to
similar obstacles; individuals will need high
levels of self-control to succeed but they are
often biased toward the present.’® Individuals
need not only the right intentions but also the
determination to implement and maintain the
behavioural changes.®

The lack of self-control can be rationalised by
individuals exhibiting high levels of time
discounting. In other words, individuals place
too much emphasis on today and would
require a significant incentive to defer
consumption to receive a benefit in the
future.?®

Experimental work in various fields has also
found high (although heterogeneous)
discount rates amongst individuals,
establishing impatience and an inability to
defer consumption, as a common
characteristic of individuals’ preferences.?

In addition, it has been documented that
individuals’ discount rates are typically
inconsistent; they tend to apply higher
discounts rates over the short-term and lower
discount rates over the long-term.? This
pattern of discount rates, known as
‘hyperbolic discounting’, implies that
individuals will make choices today that their
future self would prefer not to have made,
despite knowing the same information. The
consequences of this for retirement is
straightforward: individuals will overconsume
in the present and under-save for the future.®



Other discounted utility anomalies

Prior literature has also pointed out other
important anomalies of time discounting:2%%

The absolute magnitude effect. Large
amounts of money suffer proportionally less
discounting than small amounts of money.

The sign effect. There is a gain-loss
asymmetry in which gains are discounted
significantly more than losses. Empirical
research has shown that the discount rate on
gains may be up to three times higher. In
some cases, losses can also exhibit negative
discount rates as individuals would prefer an
immediate loss rather than a delayed loss of
the same amount.

Delay-speedup asymmetry. The amount
required to compensate individuals for
delaying the receiving of a benefit is up to
four times greater than the amount
individuals would sacrifice to accelerate
consumption for the same time period.

2.1.3. Perception of delayed benefits

Construal level theory

One key difference between how people
think about outcomes in the near versus
distant future is their level of mental
representation, which is known as construal
level. More distant future outcomes (high-
level construal) are more abstract as they are
further removed from direct experience.??

Individuals’ natural level of construal for
present and future outcomes impact their
decisions to save. Under this cognitive
process, the immediate consequences of
saving tend to be concrete and tangible and
are consequently weighted more heavily in
decision-making relative to the more abstract
long-term benefits. The result being
suboptimal levels of saving.?

Disconnection with future selves

Individuals tend to see retirement as an
uncertain phase in a very distant future that
they cannot even imagine, making it harder to
psychologically connect individuals with their
future, retired, selves.23
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If individuals do not perceive their future
selves as an extension of their current selves,
they will be less likely to engage in behaviours
that benefit their future selves. If the future
self feels like a stranger, it may seem rational
not to save for her.1,4

Experimental evidence shows that higher
future self-continuity reduces discounting of
future rewards.24 Similarly, enabling people
to envisage and interact with aged versions of
themselves causes them to allocate more
resources to the future.25

Money slack

Individuals believe they will have more money
at their disposal in the future than they do
today. So, current spending is prioritised over
long-term savings. Individuals feel less
motivated to save now believing it will be
easier in the future.

Individuals believe they will have more money
at their disposal in the future than they do
today. This phenomenon has two effects on
retirement planning. First, current spending is
prioritised over long-term savings. Second,
individuals feel less motivated to save now
believing it will be easier in the future. These
dynamic perceptions have detrimental effects
on retirement savings.!

Money slack can also help explain hyperbolic
discounting. Specifically, if individuals expect
money in the near future to be less than in
the distant future, they will discount the
delayed money at a different rate because of
the differences in money slack gains.?®

Time perception (the distance to retirement)

Another factor contributing to reduced
motivation to planning for retirement and
later life is how temporally far into the future
individuals perceive retirement is.!

If individuals perceive retirement as being a
very distant event, they place less weight on
its consequences and so they are unlikely to
start saving today, even when they may have
the intent to save for retirement.



Additionally, the further retirement seems to
be, the more uncertainty is perceived about
the future, and as a consequence, individuals’
pension savings decisions focus on current
needs.?

3. Socioeconomic determinants

of retirement planning

3.1. Financial literacy

There is a consensus in the empirical
literature that financial literacy is a key factor
in retirement planning; those who score
higher on financial literacy questions are
much more likely to plan for retirement.?’ It
has also been established that the nexus of
causality goes in that direction (from financial
literacy to planning) rather than the other
way around.?®

A strong and positive relationship between
financial knowledge and retirement planning
has been documented in several countries,
including the US?, Netherlands®, Germany?’,
Switzerland®®, Chile3! and Finland32. However,
some differences have been observed
between countries. For example, in Finland,
where the average financial literacy is
comparatively high, retirement planning is
associated with higher financial literacy but
only when highly demanding measures of
financial literacy are considered.3?

Additionally, this relationship is stronger for
women3?3 but it is also observed in people as
young as undergraduate students.3*

Most of this research relies on surveys. The
questions used to define retirement planning
are not standardised and can greatly differ
between studies. However, virtually all these
studies use a common questionnaire to
define financial literacy. It is composed of five
short questions that measure individuals’
understanding of compound interest rate,
inflation, risk diversification, time value of
money and money illusion.??
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3.2. Education and income level

Conditional on a level of financial literacy,
individuals with higher levels of formal
education, as well as individuals earning a
higher income, are more likely to plan for
retirement and to succeed implementing
their plans, compared to individuals with
lower education or lower incomes.3%7

Higher levels of education and income are
associated with less risk averse individuals
who are more likely to invest in long term
financial products. This group is also generally
more interested in collecting information
about retirement saving products.®

3.3. Age and gender

A positive relationship between age and
retirement planning has been consistently
found in the literature; older people tend to
plan or think more about planning for
retirement.?3940

The evidence regarding the relationship
between gender and retirement planning is
rather mixed. Although several studies report
that men have a greater propensity to plan
and to save for retirement3?’, there are
other studies that attribute these differences
to personal attitudes. For example, it has
been argued that when variables that
measure expectations and sense of
confidence are included, gender is no longer a
significant predictor.1>#!

4. Attitudes influencing

retirement planning

4.1. Perceived financial literacy

It has been shown that individuals’ self-rated
or perceived financial literacy tends to differ
from their actual financial literacy, although
these two measures are often correlated.?’

When perceived financial literacy, instead of
actual financial literacy, is used to explain
individuals’ propensity to plan for retirement,
those who rate themselves as rather well-



informed about financial matters are more
likely to plan for retirement.**43

When both actual and perceived financial
literacy are included, both measures appear
to influence financial behaviours. Perceived
financial literacy may therefore be as
important as actual financial literacy.**

Both forms of literacy are therefore relevant
to improve planning. However, high financial
confidence combined with a low financial
competence are associated with mistaken
beliefs about financial products and less
willingness to accept financial advice.*®

4.2. Trust in financial institutions

High levels of trust in private financial
institutions can encourage long-term savings
in those institutions. However, a high level of
trust in the government can lead to lower
pension savings, as individuals hope that the
government ‘will not let them starve’.

Recent evidence suggests that trust in
financial institutions has a positive influence
on the decision to enter a private pension
scheme. However, this does not significantly
impact the probability of being a planner once
econometric models account for the fact that
trust is correlated with retirement planning
outcomes.®

4.3. State Pension uncertainty and life

expectancy

In the same vein, a recent study in the UK*
that explored the effect of different attitudes
and expectations on retirement planning
behaviour has found that:

— Those who perceive their expected income
from the State Pension and any means-
tested benefits to be inadequate are more
likely to have planned for their retirement.

— Those who perceive more uncertainty
around their State Pension income are less
likely to have planned. Such knowledge
could be considered a prerequisite to
planning.
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e Those who expect to live into their nineties
are twice as likely to be planners compared to
those who expect to only live into their
seventies.

4.4. Future time perspective and
retirement goal clarity

e Conditional on demographic indicators such
as age, gender, income, and financial literacy,
goal clarity is an important factor to predict
retirement planning; those who have clarity in
their goals are more like to plan and tend to
save adequately for their retirement.36-38

e The literature has defined goal clarity as the
act of thinking about, or setting goals for the
future, in relation to quality of life in
retirement.

e A positive relationship between goal clarity
and income level has been found, but no
relationship between goal clarity and age. It
has also been posited that future time
perspective, a personality trait that measures
the extent to which individuals enjoy thinking
about the future, precedes general
retirement goal clarity.*

4.5. Intra-household interactions

e Individuals are not always individual decision-
makers. Individual’ decisions are influenced
by the beliefs and preferences of other
household members e.g. spouses or
children.®

e |t has long been documented that married
couples often actively decide to coordinate
their retirement dates. In such a case,
retirement planning is not an individual
activity.%®

e Optimal decisions of multi-person households
can therefore be different from optimal
decisions of single person households. For
example, the theoretical utility gain of buying
life annuities is different for couples than for
individuals because couples are able to pool
longevity risk.*’

e Within the household, members tend to
specialise in certain types of decisions.



5.

Specifically, women tend to exert more
control over every day financial decisions e.g.
those related to household bills, while men
are more prone to dominate in decisions that
involve high levels of risk and/or complexity
e.g. retirement planning decisions.*®

Most researchers agree that couples’
decision-making is a bargaining process, in
which the preferences of the person with the
highest relative negotiating power will be
overrepresented in the household’s decisions.
Bargaining power depends on spouses’
relative age, education and income.*

The existence of a bargaining process has
implications for retirement planning.
Individuals can have a desire to save, but they
may not be able to implement it if their
partners have different preferences and a
higher bargaining power. For instance, it has
been found that actual households’
consumption decreases at the time of the
husband’s retirement for married couples,
while such a fall is not observed in single
individuals. This effect is stronger when the
expected length of the wife’s widowhood
increases. These findings may be explained by
an underlying bargaining process whereby the
retirement of the husband declines his
relative bargaining power. Household
consumption therefore decreases as the wife
prefers to conserve resources in order to
finance her future consumption, as she
expects to live longer.*®

Mechanisms to overcome
the barriers

5.1. Commitment devices

These refer to any device that individuals use
to enact constraints in the present to
promote desirable behaviours in the future.?®
They are useful to protect individuals from
themselves and impose discipline, reducing
self-control problems.®

Several studies account for the effectiveness
of devices by which individuals commit to
start saving in the future and/or saving at an

5.2.

Money &
Pensions
Service

increasing rate and the effectiveness of this is
explained by individuals’ behavioural

issues:®%®

— Individuals significantly underestimate the
impact of such future commitments
(hyperbolic discounting).

— The costs of future saving are temporally
distant, so they are weighted less than
when people make saving decisions in the
present (construal level theory)

— Individuals feel that they will have more
financial slack in the future, and therefore
they are more willing to save in the future
than in the present (money slack).

— Once these devices are in place,
individuals do not take active decisions to
opt-out from their commitments (inertia).

Use of defaults

Default options have proven to be extremely
effective in shaping individuals’ decision
processes, as inertia and procrastination
prevent individuals from making active
choices and opting out.®°

Automatic enrolment into pension plans has
considerably increased participation rates
around the world.® However, it may not be
enough to increase total savings if individuals
also choose, by default, low contribution
rates and conservative investment
options.®®%! |t has been posited that in
addition to automatic enrolment, a
comprehensive plan to facilitate adequate
saving for retirement must include automatic
investment and automatic escalation of the
saving rates ideally linked to pay rises to
diminish the effects of loss aversion.>?

5.3. Framing

Understanding the behavioural barriers to
retirement planning is crucial to improving
communication with potential savers.
Framing can be used to encourage retirement
planning and long-term savings.



For example, given the discounting anomalies
discussed above, individuals will be more
prone to save if:%!

— They are told about the pension pot they
will accumulate and have when they reach
retirement instead of the equivalent
income stream they will receive at
retirement (absolute magnitude effect).

— The consequences of savings are focused
on benefits; a future gain instead of a
current loss (sign effect).

— They are encouraged to save more to
accelerate future pension benefits. For
example, to retire early by meeting a
specific relatively high savings goal (delay-
speedup asymmetry).

Similarly, based on the construal level theory,
encouraging individuals to think about how
they would spend their retirement money
should increase savings by allowing them to
more concretely represent future outcomes.?

5.4. Short-term benefits

A way to take advantage of individuals’
present bias is by tying long-term savings with
short-term benefits. In this case, the act of
saving for retirement will produce immediate
benefits.

These benefits can consist of short-term
monetary rewards from savings such as tax
deferral or tax exemption, as well as short-
term non-monetary rewards, e.g., gaining the
approval of others for taking positive action.

In this regard, it has been argued that the
perception that others expect one to save, or
the belief that one should imitate the
behaviour of others, can influence saving
behaviour. Therefore, communicating a
global/national savings problem, that
emphasises the extent to which people do
not save can have a deterrent effect.>?

5.5. Educational interventions

Empirical findings about the effects of
financial education interventions on
retirement savings are mixed; the form of
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education seems to matter. Programs that
rely on print media (newsletters, plan
description, etc.) generally have no effect,
while retirement seminars are effective in
increasing long-term savings.>*>*

This effect is particularly large for those with
lower education and those who save little.
Also, by offering financial education, wealth
can be increased sharply, and much more for
families at the bottom of the income
distribution and those with low education.>

Evidence on demographic
effects outside pensions

Outside of the context of pensions,
demographic factors are explored rather than
controlled for, albeit in a limited number of
studies. For example, it has been shown that
overconfidence leads to individuals trading
excessively, and this consequently reduces
investment returns. Crucially, this is greater
for men than for women®® but tends to
decrease with age®®.

Risk taking may also be different as a function
of people’s circumstances. In several studies
it has been shown that Chinese participants
take more risks than American participants.
This seems counterintuitive, as one might
expect greater risk-taking in an
entrepreneurial society that emphasises free
markets (America), than a communist one
with much greater centralised control and
planning (China). However, these observed
differences are explained as a function of the
relative safety-net available in both countries,
with welfare and social support being
relatively better in China than America.>’

There are also other institutional and cultural
factors at play. Chinese proverbs have been
judged to advocate greater financial risk-
taking compared to American proverbs. In
such a setting, people may be less risk averse
if they can rely on social support (a ‘cushion').
China is often characterised as having a
collectivistic culture, whereas America is
viewed as one of the most individualistic.® If
people in China can rely on more support if



something bad happens, then it makes sense
for them to be more risk-taking.*

Consistent with this ‘cushion' hypothesis, in a
subsequent study, Chinese participants were
found to be both more willing to take risks
and able to rely on a larger social ‘cushion’.
Crucially, once the size of the social safety-net
available for financial support was accounted
for, the cross-country differences
disappeared. In other domains of risk outside
of finance (medical/personal), there was no
difference either in the willingness to take
risks or the capacity to rely on social
support.®°

Ethnicity and gender may also play a role in
determining individuals’ risk tolerances and
consequently their financial decisions®. For
example, prior research has reported a
significant ‘white male’ effect (WME) on risk
perceptions, whereby, white males tend to
systematically perceive lower levels of risk
from a wide range of hazards when compared
to other race/gender groups.®*%3

The explanation of this phenomenon goes
beyond race and ethnicity and has been
linked to multiple socio-political factors such
as power, status, alienation, and trust. In that
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regard, it has been found that white males
tend to place a high degree of trust in experts
and authority figures, possess an above
average level of education, identify with a
conservative political perspectives, and
promote individual achievement, initiative,
and self-regulation.®?

However, it is still not clear whether the
observed heterogeneity in risk perceptions
among ethnic groups can be entirely
attributed to socio-political factors. For
instance, it has been found that, within the
African-American community, those males
presenting analogous characteristics and
facing similar socio-political conditions as
white males where the WME has been found,
do not exhibit lower risk perceptions.®*

Overall, while these are non-pension studies,
they point to a need to have a much better
understanding of demographic factors, how
these may impact individual decisions, and
consequently what interventions are most
effective for different cohorts.

10
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