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By now, much attention has been given to the “big
shift,” the trend away from defined-benefit plans
to defined-contribution plans and the enormous
implications this has for employees around the
world. The burden now lies increasingly on
individuals rather than institutions to make
complex decisions about how much to save for
retirement and how to make those savings last
throughout retirement. But what does this mean for
financial advisors who must guide their clients
through these decisions?

We believe it’s more critical than ever for financial
advisors to understand how their clients arrive at
the decisions they make, and how the aging
process further complicates matters. In this paper,
we look to the field of behavioral finance for insights
to help equip financial advisors to better understand
and address the human element in the retirement-
income planning process.

The Two Minds at Work
Behavioral finance is a development of behavioral
economics, which uses psychological insights to
inform economic theory.When Daniel Kahneman
was awarded the Nobel Prize in economics in 2002
for his contribution to behavioral economics, he was
only the second psychologist to receive the
economics prize. Part of Kahneman’s insight that
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led to the prize was his recognition of the
important role of emotion and intuition in people’s
decision making that in certain circumstances
leads to systematic and predictable errors
(Kahneman, 2003).

Kahneman uses the framework of “two minds” to
describe the way people make decisions (Stanovich
andWest, 2000). Each of us behaves as if we have
an “intuitive” mind which forms rapid judgments
with great ease and with no conscious input;
“knowing” that a new acquaintance is going to
become a good friend on first meeting is one such
judgment. We often speak of intuitions as “What
comes to mind.”We also have a “reflective mind,”
which is slow, analytical and requires conscious
effort; we engage this mind when we figure out our
tax forms or calculate how much money we will
need in retirement.

Most decisions that people make are products of the
intuitive mind, and they are usually accepted as valid
by the reflective mind, unless they are obviously
wrong (Klein and Kahneman, 2009). Indeed,
intuitive decisions are often correct, some
impressively so (Gladwell, 2006). It is the errors
of the intuitive mind, along with failures of the
reflective mind, that interest behavioral-finance
academics and have practical implications for
how financial advisors work with their clients.

Here’s an illustration of what is meant by intuitive
mind, and how it sometimes leads one astray. Take
a look at the diagram on this page. If you haven’t
seen it before you will immediately see that the
bottom line is longer than the top line.

Now take two small pieces of paper – two Post-It
Notes will work – and use them to cover the “fins”
on the bottom line.As those who are familiar with
the diagram already know, you will discover that
the lines are in fact the same length. You are the
victim of an optical illusion, the famousMüller-Lyre

illusion. The visual perception part of your mind
is tricked into seeing something that doesn’t exist,
in this case because of the effect of the “fins.”

The remarkable thing about this, and other optical
illusions, is that even when you “know” the truth
– that the lines are the same length – you still “see”
one as being longer than the other. In the framework
of the two minds, your reflective mind knows the
lines are the same length, but your intuitive mind
sees them as being different.And the output of the
intuitive mind is so powerful that it overrides any
attempt by the reflective mind to see the lines in any
other way. You can’t help yourself. (Another
feature of intuitive judgments is that they tend to
be held with greater confidence. This is another
factor making them hard to override.)

One of the insights that earned Kahneman the Nobel
Prize1 is that we humans are sometimes as
susceptible to “cognitive illusions” as we are to
optical illusions. These illusions, also known as
biases, result from the use of heuristics, or more
simply, mental shortcuts. For instance, people are
“supposed” to make decisions based on the logic
and substance of transactions, not on how they are
superficially described.When faced with a “choice”
between having cold cuts that are “90% fat-free”
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FIGURE 1: MÜLLER-LYRE ILLUSION
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or “containing 10% fat,” people overwhelmingly
select the first option. Logically, the two are
identical of course, but people automatically respond
negatively to “containing fat” and positively to “fat-
free,” and choose accordingly. This ubiquitous and
powerful effect, the product of the intuitive mind, is
called “framing” (Tversky and Kahneman, 1974).
We will explore the impact of framing as it applies
to retirement-income products below.

We can see, then, that intuition is a powerful force.
And people typically place a great deal of faith in
it. Kahneman’s discovery that under certain
circumstances intuition can systematically lead to
incorrect decisions and judgments changed
psychologists’ understanding of decision making,
and, ultimately, economists’, too.

Classical economics held that people are rational,
self-interested and have a firm grasp on self-
control. Behavioral economics (and common
sense) showed instead that we are not as logical as
we might think; we do care about others, and we
are not as disciplined as we would like to be. It is
not that people are irrational in the colloquial sense,
but that, by the nature of how our intuitive mind
works, we are susceptible to mental shortcuts that
lead to erroneous decisions. Our intuitive mind
delivers the products of these mental shortcuts to
us, and we accept them. It’s hard to help ourselves.

Loss Aversion is Fundamental
At the core of many of these powerful but erroneous
intuitions is people’s hyper-negative response to
potential loss, or “loss aversion,” as described by
Prospect Theory (Kahneman and Tversky, 1979).
Simply put, losses loom larger than equal-sized
gains. Psychologically speaking, the pain of losing
$100 is approximately twice as great as the
pleasure we feel in winning the same amount. For
this reason, most people are prepared to enter a
50:50 gamble of losing $100 on one hand, only if
the sum to be won is at least $200.

Loss aversion is a fundamental part of being
human, and we are not alone in that. Yale
economist M. Keith Chen did some ingenious
preference experiments with capuchin monkeys, in
which they always finished up with one piece of
apple. They got there in different ways, however,
which affected the monkeys’ preferences.
Sometimes the monkeys started off with two
pieces of apple, one of which was taken away. At
other times they started off with none, and were
given one piece. The monkeys strongly preferred
the second scenario, and disliked the first, where
one piece of apple was taken from them
(Chen, 2006).

Psychologists speculate that loss aversion makes
sense in terms of evolution and survival: better to
be cautious and give that saber-toothed tiger a wide
berth rather than take the risk of confronting it by
yourself. Whatever its origin, loss aversion affects
many of our decisions, including financial ones.

For instance, people have a tendency to hold on to
losing stocks too long. Selling a losing stock is
extremely aversive, because that brings the reality
of loss very much to mind. On the other hand,
people often sell winning stocks too soon, because
the act of selling a winning stock realizes a gain,
and that gives us pleasure. We feel pain when we
realize a loss and pleasure when we realize a gain.
The mistake people are making here is one of
mental accounting: instead of looking at their
portfolio “as a whole” they look at each stock
separately, and make decisions based on these
separately perceived realities.

Loss aversion also makes people reluctant to
make decisions for change, because they focus on
what they are losing more than on what they might
gain. This is called “inertia,” or the status quo bias
(Samuelson and Zeckhauser, 1988).

Inertia is at play when people know they should be
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doing certain things that are in their best interests
(saving for retirement, dieting to lose weight,
exercising), but find it hard to do today.
Procrastination and lack of self-control rule the day.
However, people are usually willing to say they will
do the right thing at some point in the future: “I’ll
start that exercise program next week, I promise!”

Because intuitive judgments, whether correct or
incorrect, come to mind with equal force,
individuals have no subjective way of knowing
which is which (Kahneman and Klein, 2009).
Behavioral-finance researchers have identified
many circumstances in which the intuitive mind
leads people to make money-related mistakes.
Armed with these academic insights and guidance
on how to apply them, financial advisors can help
their clients discriminate between wise intuitions
and erroneous judgments, leading to better
financial decisions. This kind of “applied”
behavioral finance has a proven track record, as we
will see in the following example.

A Powerful Example
Richard Thaler of the University of Chicago and
this author used some of the above psychological
insights in one of the earliest, and most successful,
applications of behavioral finance, the Save More
TomorrowTM program (SMarT). The problem is
widespread: An alarmingly large proportion of
employees fail to participate in their company’s
defined-contribution retirement plan, often fore-
goingmatching funds (free money) from employers.
SMarT effectively removes psychological obstacles
to saving in the short- and longer-term by
allowing employees to pre-commit to increase their
savings automatically every time they get a pay raise
(Thaler and Benartzi, 2004).

In the first case study of SMarT, employees at a
midsize manufacturing company increased their
contribution to their retirement fund from 3.5% to
13.6% over a three-and-a-half-year period (Thaler

and Benartzi, 2004).As a result, the program is now
offered by more than half of the large employers
in the United States, and a variant of the program
was incorporated in the Pension ProtectionAct of
2006 (Hewitt, 2010).

The lesson of the experience with the SMarT
program is general and powerful: the strategic
application of a few simple psychological
principles can dramatically improve people’s
financial decisions. Financial advisors who utilize
the insights of behavioral finance therefore have an
edge in helping their clients make better decisions.

Two Insights for Retirement-Income Planners
Belowwe highlight two key behavioral insights and
focus on their specific application to the retirement-
income planning process.

1) Framing: Positioning products as income
solutions dramatically increases their attractiveness.
Let’s start by considering the “70% rule” that
advises people to plan on spending about 70% of
their current income during their retirement. For
most people, this rule of thumb is intuitively
appealing.

Now let’s use slightly different lenses and reframe
the 70% rule as the 30% rule. That is, rather than
focusing on the 70% of expenditures someone
would sustain through retirement, let’s consider the
30% of expenditures that should be eliminated.Most
people find the 30% rule unpalatable, even though
the 70% and 30% rules are mathematically
identical. The comparison of the 70% and 30% rules
highlights how seemingly small changes to the
lenses or “frames” we use can have a huge impact
on our decisions, including policy issues (Tversky
and Kahneman, 1981), charitable giving (Gourville,
1998) and medical treatments (McNeil et al,
1982).

Let’s turn next to consider the impact of framing
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in discussions about retirement-income solutions.
Brown et al (2008) asked more than 1,300
individuals older than 50 to make a choice between:
a. A life annuity paying $650 each month until

death, or
b. A traditional savings account of $100,000

bearing 4% interest.

The two choices were designed to have the same
actuarial value in order to ensure an apples-to-apples
comparison.

Half the people in the study were presented with
the two options in a “consumption” frame, where
the annuity was described as providing monthly
income of $650 for life. Of those viewing the
consumption frame, 70% preferred the annuity. The
other half were presented with the choices in an
“investment frame,” where the annuity was
described as an investment with a $650 return for
life. Only 21% of those who viewed the choices in
an “investment” frame selected the annuity.While
the economic characteristics of the choice sets were
essentially the same, the framing of the alternatives
in terms of either monthly income or investment
return had a dramatic effect on the outcomes.

These results can be explained by the fact that
lifetime-income solutions are perceived to be safe
when framed as a consumption plan because they
guarantee lifetime income. However, the same
solutions are perceived to be quite risky when
framed as an investment plan because the policy
owner runs the risk of dying early and
relinquishing wealth to the insurer.

Clearly, the context in which retirement-income
solutions are presented has a dramatic effect on their
attractiveness. If we agree that the underlying
purpose of retirement plans is to provide income
at retirement, it is more appropriate for financial
advisors to frame those plans in terms of monthly
income, not investment return.

2) Cognitive Impairment: Declines in cognition
can set the stage for poor decisions about retirement
finances.We’ve seen the powerful influence of the
intuitive mind on how we react to the way
information is presented to us and to the prospect
of gain and loss. But planning for retirement is a
complex process requiring the engagement of the
reflective mind, the part of the mind that analyzes,
calculates and computes. The intuitive mind, it turns
out, withstands the onslaughts of age rather well;
the reflective mind, on the other hand, is not so
immune (Peters et al, 2007).

In his studies of olderAmericans, Professor David
Laibson and his collaborators (Agarwal et al,
2009) report a significant decrease in “analytic
cognitive functioning” as people age and an
increase in the occurrence of dementia. This
comes as no surprise to most of us. However, the
following findings may be rather more startling:
After age 60, the prevalence of dementia roughly
doubles every five years. By the time people
reach their 80s, more than half will suffer from either
dementia or other significant cognitive deficits.

The older adults that Laibson studied also showed
marked declines in “numeracy” – the mathematical
skills needed to cope with everyday life and to
understand information in graphs, charts or tables.
They also had great difficulty understanding
simple measures of risk. When asked which
numbers represented the biggest risk of getting a
disease, one in 10, one in 100 or one in 1000, an
astounding 29% of older adults (ages 65-94) could
not answer the question correctly! (Peters, 2008a,
2008b) That’s a troubling finding given that
working with numbers and understanding risk is
important to building a retirement-income plan.

Laibson and his colleagues also discovered that
older adults make more financial mistakes. When
they examined 10 different types of credit
behavior, they found that the quality of decisions
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started declining at around age 53 and continued
to diminish thereafter. The older group, for
example, borrowed at higher interest rates and paid
more fees than middle-aged individuals.

The implications of this research are significant for
financial advisors working with aging clients,
because cognitive impairment may leavemany older
adults ill-equipped to make good decisions about
drawing down their assets and protecting their
income during retirement.

This serves to reinforce the important role a
financial advisor can play to help guide retirees in
the decumulation years, when they may be less
capable of making sound financial decisions.
Financial advisors can, first of all, encourage
clients to make binding decisions earlier in life and
prior to the onset of cognitive impairment. They can
also help protect older clients from unwisely

draining their assets too quickly, either by
recommending financial products that guarantee
payouts for life or by limiting the amount that may
be withdrawn at a given point in time.

Summary
In this article, we have attempted to shed some light
on the powerful effect of human psychology and
emotion on the financial decision-making process,
particularly as it relates to retirement-income
planning. We hope you have found it helpful.

The goal of the Allianz Global Investors Center
for Behavioral Finance is to transform the
academic ideas of behavioral finance into
powerful actions in the hands of financial advisors.
To do that effectively we need to hear from
experienced financial advisors like you. Please
email your comments or feedback to:
contactus@AllianzBeFi.com. �

This article is excerpted from two papers published by the Allianz Global Investors Center for Behavioral Finance:
• “Behavioral Finance In Action”, scheduled for publication in March 2011; and
• “Behavioral Finance and the Post Retirement Crisis” published in May 2010. The discussion about Framing in this paper is based on an interview with Prof. Jeffrey Brown of the University of
Illinois; and the section on Cognitive Impairment is based on an interview with Prof. David Laibson of Harvard University.
To read both papers in full, visit www.AllianzBeFi.com.

Allianz Global Investors is the asset management arm of Allianz SE. The Center is sponsored by Allianz Global Investors Capital, a registered investment advisor, and Allianz Global Investors
Distributors LLC, a mutual fund distributor.

Investing in the markets involves risk. The return and principal value of an investment are not guaranteed. Please contact your insurance agent about insurance products. Life insurance
guarantees are based on the claims-paying ability of the issuing insurance company.

Footnote:
1 Kahneman did all the important work that underpins behavioral economics with his colleague Amos Tversky, who had died before the

Nobel Prize was awarded. Nobel Prizes are never awarded posthumously.
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