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Summary

1.

With this report, as EIOPA, we wish to support European and national policymakers

when they draft information requirements for occupational Defined Contribution (DC)

schemes where members bear the investment risk and in particular the format of

annual statements and pre-enrolment information. It enables policymakers to take

into account established and recent insights about the way people process

information and make financial decisions.

Substantial improvements can still be made to information provision that is meant to
support members in their retirement planning. It is important to note however, that

information provision is not a panacea by itself: rather, it should be used in

combination with other instruments, including default options and financial education.

Also the importance of mandatory pension saving should not be underestimated.

We argue that where not yet applied a nhew approach to information disclosure is

necessary, given the changes in the pension systems throughout the EU. There is a
need to inform people to support them to make the appropriate financial decisions in
their retirement planning (chapter 1). Just providing ‘sufficient’ legally and technically
relevant information has proven not to be effective, and can even be counter-

productive.

We explain that people are no homo economicus, they have limited time and

motivation to be involved in retirement planning, and they often use heuristics,

which are rules of thumb, to quickly process information (chapter 2).

We developed a checklist that is based on the insights from behavioural economics

and communication science about how people process information and make

financial decisions (see next page), but also we collected good practices in the

information provision to DC schemes from various member states (chapter 3).

The first and crucial issue on the checklist is that policymakers should only start
drafting information requirements if they have thought through the behavioural

purposes: what should people be able to ‘do’ with the information? If information

directly serves certain actions and financial decisions in the financial planning it is

more effective.
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7.

8.

10.

11.

In a first layer of information members should be able to find answers to their ‘key’

questions. For members of occupational DC schemes the most essential questions
are:

I. Do I need to take action and adjust my current retirement strategy?

This can only be assessed after having answers to the following two questions
II. Will T receive sufficient pension income?

III. Will I be able to cope with the level of financial risks?

If the answer to these questions is insufficient pension income, or “I cannot cope
with the risks”, the next key question is:

Iv. What can I do to adjust my retirement planning?

In subsequent layers of information members should be able to retrieve answers to

further questions. The content can be more complex for engaged members.

Additionally, legal information should be retrievable and be written in comprehensible

language.

Such information, for instance pre-enrolment information, should take into account

national contexts that may influence the behavioural aspects that information

requirements seek to address. Where members have a choice of pension’s schemes

or choices within the scheme, information requirements should also address the need

for reference points or benchmarks for such schemes or choices. Providing

hypothetical pension projections based on the main characteristics of the scheme

could be a solution to enable comparisons to be drawn by members.

The personal annual statement should provide at least the answers to the key

guestions which are posed above. Pension projections should be provided in euros (or

the currency of the country) and in terms of purchase power. Research suggests that

- for information which is provided on paper - showing three scenarios (positive,

neutral, negative) may be effective. The scenario’s need to take into account the

various relevant risks (e.g. longevity, the level of inflation, the volatility of interest

rates, and performance of the investments). Whether the pension projections are
best given in either net or gross and either per week or per month depends on
members’ context. For information provided through the internet, interactive risk

tools seem most promising.

Although disclosure of the accrued balances, and inflows and outflows are important

for accountability, it is important to note that an accrued balance, the total amount of
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pension savings, is not easy interpretable for DC scheme members. It does not give

an _answer to whether it will provide sufficient income. Inflows and outflows do not

help people assess whether the IORP (Institution for Occupational Retirement

Provision) dealt well with their pension saving and whether the end result will be

sufficient income. Members need support to understand the value of these figures.

12.In the next table we summarize the main concepts underlying this approach that we

have set out in this report as a checklist for policymakers.

Checklist for drafting information requirements
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1 Introduction

As EIOPA, we undertake this project on our own initiative in the context of the planned
review of the IORP Directive, which started in April 2011.

In its advice to Call for Advice 23.2 EIOPA states as follows:

Article 20.7 and host country competence should be maintained, as information
requirements are contiguous to SLL and maximum harmonisation would likely result in
lower disclosure standards in many countries; however, certain aspects of information
requirements for DC schemes, consistently with the discussion made above, can be
harmonised, still leaving the option to host member states to introduce additional
information requirements. Therefore, EIOPA recommends for the time being minimum
harmonisation of content but no required common format as EU level for the pre-
enrolment document and the annual statement. For DC schemes EIOPA will explore good
practices in respect of the format of these documents with a view to possible future
minimum harmonisation.

This report is written for European and national policymakers and experts in the field
(experts) who draft pension information for occupational DC schemes where members
bear the investment risk!. The aim of the project is to explore good practices in respect
of the format of the pre-enrolment document and the annual statement with a view to
possible future, at least minimum harmonisation of the practice. But while considering
the format, where appropriate also the content of these documents is taken into account

in this report.

1.1 What can be read in this report?

The exploration of good practices is carried out by 1) translating insights from
behavioural economics and communication science into main concepts that are relevant
for information requirements, and by 2) exploring existing good practices in different
member states. The purpose is to increase the likelihood that members of occupational

DC schemes take the information into account to plan for retirement.

e In chapter 2 we set out the most important insights from behavioural science, which
are relevant as background information and which have implications for information

requirements for members of occupational DC pension schemes;

e In chapter 3 we set good practice learned from behavioural economics and
communication science. EIOPA provides a checklist, which is complemented with

existing practices from the various member states. This third chapter can be

! In the report, the phrase “occupational DC schemes where members bear the investment risk” is also referred

to as “occupational DC pension schemes”, “occupational DC schemes”, "DC pension schemes” or "DC schemes”.
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considered as a practical checklist that can be used to develop pre-enrolment

information and annual statements suitable for occupational DC scheme members;

e In chapter 4 we summarize the main implications for pre-enrolment information and
annual statement for DC scheme members specifically in the context of the IORP

Directive.

When discussing information provision to members of IORPs we first wish to point out
the increasingly important role of information in people’s financial planning for the old

age.

1.2 Why policymakers and regulators need a new

approach to information provision

Governments, employers and IORPs increasingly shift risks and responsibility for
individual retirement planning towards members of pension schemes in a lot of member
states. Pension systems in European member states change. First pillar pensions tend to
become less generous. Second pillar pensions tend to become more risky. DB pension
schemes used to be common, whereas recently DC schemes are becoming more
dominant in a lot of countries. Also there are member states where occupational pension
arrangements have always only been DC. Studies have shown however that people have

great difficulty planning for retirement and tend to not cope rationally with risks.

Although transparency has an overall positive effect on the functioning of financial
institutions (Nobel Prize in 2001 for George Akerlof, Michael Spence and Joseph Stiglitz),
information is not in itself useful for members. Providing ‘sufficient’ information does not
per se affect the behaviour of members of pension schemes. Instead, information
overload, too complex and too abstract information appears to put people off from
reading (Sunstein, 2011; Thaler & Sunstein, 2008). DC scheme members have only
scarce processing resources and most of them cannot be considered financially literate
(Van Rooij, Lusardi, & Alessie, 2009). This implies that providing all relevant legal and

technical information is not sufficient by itself.

Information provision has always had foremost a legal purpose: pension members
needed to have information that precisely documented their rights and duties. Any legal
claims could follow if one of the contracting parties was not compliant with the rules.
Slowly we have shifted towards the insight that a legal purpose of information provision

is not sufficient and people need first and foremost ‘key’ information (Rinaldi & Giacomel,

7/75
© EIOPA 2012



2008; EIOPA Report on Pre-enrolment information, 2011; Call for Advice Information,

2012; European Commission PRIPS proposal).

Substantial improvements can still be made to information provision that is meant to
support members in their retirement planning. It is important to note however, that
information provision is not a panacea by itself: rather, it is only one aspect of the
broader regulatory setting and should be used in combination with other policy
instruments, including default options and financial education (Thaler & Sunstein, 2003;
Rinaldi & Giacomel, 2008; EIOPA Default funds project;). Also the importance of

mandatory pension saving should not be underestimated.

1.3 How behavioural economics can help

In various fields of policymaking, scientists together with
policymakers seek ways to make use of insights from
behavioural economics (Cabinet Office Mindspace, 2010;
Chater, Huck & Inderst, 2010; Sunstein, 2011; Thaler &
Sunstein, 2008; Thaler & Benartzi, 2001). One of their aims is

to improve the functioning of the markets and the outcomes of

people’s financial decisions. In the field of pensions a lot of
research has been carried out that can be taken into account to

improve pension information (Cox, 2011; Ritchie et al. 2012).

In this report we introduce ‘Max’ (see figure 1). He is an

average European DC scheme member and will help to

understand the new approach. It is known that Max behaves

differently than the often assumed ‘homo economicus’

(Tiemeijer et al., 2009). By definition people have limited time

and motivation to read and understand pension information

(Sunstein, 2011). Whereas it is assumed that information leads

to understanding, to the willingness to act and subsequently to

appropriate actions, this appears most often not the case. Max

has scarce processing resources and cannot consciously read

and analyse all the information that he encounters (Kahneman,

2012). Nevertheless, he is more likely to process and use :ivg:r;eg:::::,;::n bC
information if it is offered in a way that fits his ways of thinking,  scheme member
and making financial decisions. Hence, by taking human

cognition into account policymakers can improve the format of pension information and

make the information more effective.
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1.4 What is '‘new’ about this approach to

information?

Policymakers and experts should anticipate on the financial decisions members need to
make. Therefore, they have to 1) think through their behavioural purposes; 2) provide
layers of information, where, in the first layer, members’ key questions are answered,
and 3) in further layers legal or more complex information is retrievable; 4) information
is comprehensible; and finally, 5) support members as much as possible towards

financial decisions.

1.4.1 Have a behavioural purpose to activate members

One essential purpose of information requirements should be to support members
making sensible financial decisions with respect to their retirement plans. Therefore,
information provision should have clear and simple behavioural purposes. Before starting
to draft a proposal for information provision, policymakers should have a clear idea about

what a DC scheme member should be able to ‘do’ with the information.

This approach to information provision and requirements is new, because currently
policymakers and experts tend to think from the perspective of the market and the

scheme.

First, information requirements often primarily have legal purposes. Everything that
could be relevant for members, for a variety of reasons, is often included in information
documents. The implicit purpose is to prevent legal claims. Although legal information is
necessary, and should always be disclosed in an appropriate way, the new approach
argues for a primary level of information that is developed especially to support people in

making financial decisions.

Second, often policymakers wish to require the provision of too much information that
they believe is relevant for members and that members ‘should know’ about a pension
scheme. Much less attention is being paid to the format, the way to structure and provide
the information in such a way that it is clear to members how they should ‘use’ this
information. The assumption is that members will nevertheless read, and use this
information to make informed decisions. This assumption is however false. People will
turn away from information if they do not quickly understand how it is relevant to them

and how they should translate the information into financial decisions.
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1.4.2 Answer members’ key questions in a first layer of

information

Members have key questions about their DC pension schemes, which should be answered
in a first layer of information. In all member states where DC schemes are permitted, DC
scheme members will tend to procrastinate, do nothing in their retirement planning.
When it is immediately clear to them whether there is reason to take action the
probability is higher that members will do something with the information. Key questions
are whether members will receive sufficient pension income in retirement, and are able
to cope with the risks. The better information can provide answers to key questions and

the better it can give support towards the financial planning, the more it will be used.

Having this first layer of information is ‘new’, as often one piece of information serves too
many different purposes without stating them explicitly. For instance, a mix of
information is offered that includes the main features of the product manufacturer, the
product, the risks, the responsible regulator, the contact details of the complaint handling
and it includes information that is relevant for the moment of purchase and for later
moments after the purchase of the product. Although the main aim of this sort of
information is also to help people make sensible financial decisions, it does not take into
account that people have limited time and motivation to deal with the information. The

result of the information overload is that members turn away from the information.

1.4.3 Legal and more complex information is retrievable
in subsequent layers of information

This new approach does not prevent the provision of full information, but proposes to
ensure retrievability of further information in subsequent layers. This can be more
complex information, abstract information, and legal information. The structuring of
information can help members retrieve the answers to further questions easily, and
substantially improve the effectiveness of information (Hartley & Trueman, 1983). This
layering of information can be done within one information document. But it can also be
applied to a set of information documents, or by using different mediums of information.
If the internet coverage is adequate, websites are a very effective medium to provide
layered information and to promote action, as it is interactive. In various countries
websites exist where members of DC schemes can easily obtain insight in their pension

planning.
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1.4.4 Information is comprehensible

The new approach emphasizes the importance of comprehensible information in all
layers. More complex or legal information can be written fully at a further layer so that it
can be read and understood by members (Davidson & Kantor, 1982). Jargon can often

be avoided or be explained in plain language and by using consistent vocabulary.

1.4.5 Support as much as possible financial decision
making

Finally, the new approach argues that pension information should guide members as
much as possible towards financial decisions. If members need to make choices, or
financial decisions, the information needs to steer them towards next appropriate steps
in the retirement planning. The barrier that people experience in taking action should be

taken away as much as is appropriate.

1.5 Important considerations

There are a few issues that need consideration and reflection while searching for
consensus about the necessity of this new approach to information disclosure. First, there
needs to be agreement that members should be given more support in the retirement
planning; second, the new approach implies that policymakers and experts face a
technical challenge; third, this new approach towards information disclosure is

complementary to financial education.

1.5.1 Policymakers do not know what good financial
decisions are; but know in collaboration with
experts more than individual members

A topic for discussion is that policymakers do not know what good financial decisions for
members are. Often it is stated that people themselves know best what the appropriate
financial decisions for them are. Yet, research has shown over and over again that people
are naturally poor pension planners. Financial skills are in general not well developed,
and especially retirement is a difficult topic as it is so very far away in the future. As time
and motivation are scarce resources, individual DC scheme members are unlikely to all
actively plan for retirement. This is even more the case when information remains

difficult to read and understand.
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We believe policymakers in cooperation with experts should support people in getting to
grips with their retirement planning. Policymakers and experts can help people to
estimate what pension income will follow from members’ current pension saving, they
can support people to estimate the impact of the risks and how to take into account
these risks. If considered necessary policymakers can steer people on the importance of
saving, or in the direction of personal advice or help. Policymakers do have the
responsibility to regularly monitor the quality of their steering and to ensure the

availability of appropriate products and advice.

1.5.2 Technical challenge

If policymakers choose this new approach to information provision, they accept greater
technical challenges. To provide members of DC schemes the necessary support,
information needs to be translated into answers to members’ key questions. For instance,
information about an accrued balance is not meaningful for members. It does not answer
their key questions. Therefore this figure needs to be translated into a hypothetical
projection of pension income. For policymakers and experts it will be difficult to reach
agreement about the assumptions for the projections. However, as members are so little
involved in pension planning we believe that these technical challenges need to be
overcome to support people in making a retirement planning. It is important to note that
these projections and assumptions are not made for people to understand their rights

and duties, but are given as a support to plan for retirement.

If policy makers choose not to deal with the technical challenges, they leave these
technical challenges to members to overcome. The majority of people, not being homo
economicus and thus having a lack of self-control and a short time horizon, will decide to
not do anything, as retirement age is still far away. This will lead and is leading to
unsatisfactory personal and societal outcomes. Policymakers and experts have more
technical knowledge and should use it as much as possible to support people with their
retirement planning. At the same time it should be made clear to members that the
figures provided are not representing what they will actually receive, rather suggesting

what they could receive under specific circumstances.
1.5.3 Good information complementary to financial

education

Sometimes it is stated that the use of defaults and this new approach to information
provision is an alternative to financial education. This is not the right conclusion to draw,

both are necessary. Policymakers and experts are, however, currently systematically
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overestimating the skills and willpower of individual DC scheme members. Policymakers
and experts are deeply involved in issues surrounding saving through IORPs and have a
much higher level of understanding than an average IORP member. This makes them
poor in understanding how most people are capable of understanding retirement
planning. This new approach recognizes that people need to receive information that
serves their needs and that increases their feeling of control and therefore motivation to
act. This feeling of control and people’s ability to recognize information and do something
with it in the retirement strategy will for many people be improved further through
financial education. Hence, both information and financial education should jointly be

improved.
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2 How people process information and

make financial decisions

In this chapter, as EIOPA, we introduce Max to you as a policymaker and set out the key
insights from behavioural economics and communication science which are crucial for
understanding the way pension scheme members process information and make financial
decisions. It shows that people process information systematically different than normally
assumed. If this is recognized, and information requirements are adjusted accordingly,
this can lead to better outcomes for pension scheme members and for the ‘market’. The
following text provides the necessary theoretical background for the practical checklist of

Good Practices that we will present in chapter 3.

2.1 Meet Max, he is not a homo economicus

Before discussing the key insights from behavioural economics and communication
science, we want you to meet Max. Max is meant to help you understand how pension
scheme members generally process information and make financial decisions. Below, we

introduce Max to you.

Meet Max!

Max is an average European DC pension scheme member. He has
limited time to process all the information he comes across to make
financial decisions. Max does not like to hear about uncertainties.
Furthermore, he is mostly focused on the short term, which makes it
difficult for him to think about events far away in the future such as his
pension.

However, at the same time Max is concerned about his future pension
income. Will it be enough? If not, how much will he come short? And
what can he do to improve his pension situation?

Max is struggling with these questions and this makes him a bit worried
as you can see.
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Regulation with respect to information disclosure still tends to be based on the notion
that people process information and make decisions according to the Rational Choice
Theory (RCT). The RCT uses assumptions about how people process information, these
assumptions created the homo economicus. One of the key assumptions is that if people
are provided with sufficient information they will thoroughly process the information,
understand what it means for them personally and subsequently choose the option that

best fits their personal circumstances and preferences.

Insights from behavioural economics and other scientific disciplines showed in the past
years that individuals behave systematically and hence predictably different than
assumed by the assumptions of the RCT. Max holds all the characteristics described by
the insights from behavioural economics and behaves differently than the homo
economicus. Max is an actual human. Table 1 sets out several assumptions of the RCT
and the opposing insights from behavioural economics. These assumptions and the

opposing insights are further explained in the following paragraphs.

Table 1, RCT assumptions and opposing insights from behavioural economics

Homo economicus Insights from behavioural qz’_
economics a.k.a. Max

People use all available information to Max tries to reduce complexity; he

make decisions uses heuristics and is prone to biases

if he tries to understand information
and make a decision

People strive for the best result and make Max is often satisfied if decisions lead

financial decisions accordingly to a suboptimal but reasonable result
People perfectly take into account Max tries to avoid ambiguities, is
uncertainties unrealistically optimistic and has a

preference for certainty

People are able to make a long term Max lets short term interests prevail
financial planning over long term and has limited self-
control to save for later

Often pension products are accompanied by extensive documents that set out the terms
and conditions in legal terms. It is assumed that if we provide sufficient information, full
overview of the relevant information, members will extract the essential information and
make financial decisions accordingly. However, research has indicated that most people
cannot understand these documents, cannot extract the essential information, do not
succeed to interpret and cannot make financial decisions accordingly (Van Dijk &
Zeelenberg, 2009). From behavioural economics it is known that people use heuristics

and are prone to biases when they deal with a choice context. Heuristics are rules of
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thumb, simple decision rules, in order to reduce the time and effort that needs to be put

in making financial decisions.

Another assumption is that people generally strive for the best result. They read through
all the information documents, understand and find the best product accordingly.
Unfortunately, this appears not to be the case (Simon, 1959; Schwartz et al., 2002).
Most people appear to stop planning and taking further actions when they consider the
outcome satisfactory. This means for instance, that if people need to decide for one or
another pension product, and information is not making comparisons between products
simple, a lot of people will not seek further to find out which one is the best. They will

choose for a suboptimal product (Schwartz et al., 2002).

Risks are an essential part of the information about pension products. Often it is assumed
that by providing people information about risks, they know how to incorporate them into
their financial planning. However, people appear to have great difficulty incorporating
risks in a long term financial planning (Bernartzi & Thaler, 2008). Moreover, many people
do not like to read or receive information about risks, they will try to avoid it and instead
seek for information that makes them feel secure. People are generally unrealistically
optimistic, which might result in a passive approach to risk information and long term

financial planning.

Financial planning for old age means that people need to be forward-looking. They need
to make decisions early in life in order to ensure income in retirement. This has appeared
typically not easy for people to do (Bernartzi & Thaler, 2008; Thaler & Shefrin, 1981;
Baumeister et al., 2007). Short term interests appear to prevail over the long term
naturally. It needs a lot of effort and time to overcome this tendency and plan for the
long term. This is the reason why often defaults are introduced in a pension system and
mandatory pension schemes work well for people (see EIOPA project on default funds). It

helps people to overcome the lack of self-control.

2.2 Processing information through the

conscious and subconscious route

So Max does not process information and does not make decisions according the
assumptions of the RCT, and this can be taken into account. In order to get a better
understanding of what type of information provision would help him make better
decisions, we explain an important theory from behavioural economics. Many well-known

psychologists come to the conclusion that there are two ways of information processing,
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dual processing models (Kahneman, 2012; Petty, Cacioppo, Strathman & Priester, 2005).
Dual processing models describe two rather different ways in which persons come to hold
a reasonable attitude or make decisions. In short, these models propose two routes of

information processing; a conscious and a subconscious route.

Both routes of information processing and decision-making have different characteristics.
The subconscious route operates automatically and quickly, with little or no effort and no
sense of voluntary control. It involves little or no cognitive effort and occurs when a
person relies on a relatively simple and low effort decision strategy. The conscious route
allocates attention to mental activities that demand a lot of effort. This route involves
careful thinking about and examining of information and takes a lot of effort compared to

the subconscious route.

The two different routes do not operate totally independent of each other; in fact there is
continuous interaction between them. Both systems are always ‘on’ and active. However,
the activity of the subconscious system is automatic and therefore people do not
experience it to be active. The conscious system normally operates in a comfortable low-
effort mode, in which only a fraction of its capacity is being used. The subconscious
system generates suggestions for the conscious system. Generally, the conscious system
adopts the suggestions of the subconscious and therefore most of the time people belief
and act on impressions, desires and intuition. Normally this works fine because most of

the time people make good decisions and take the right actions (Kahneman, 2012).

To get to the core of the difference between the routes the difference can be best

experienced and felt, therefore take a look at the next picture.

This Muller-Lyer illusion obviously shows you that the bottom line is longer than the line
above. This is what everyone sees and naturally the conscious system follows the
suggestion of the subconscious system. However, as you can easily confirm by
measuring both lines with a ruler, the horizontal lines are in fact identical in length. After
measuring you know the lines are equally long, but the subconscious keeps telling you
the bottom line is longer. This illustrates the strength of the subconscious processing and
its autonomy (Kahneman, 2012).
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Current information provision on pensions mainly focuses on Max processing information
through the conscious route; having full motivation and time. Behavioural economics
suggests though that the conscious route of processing information is less often used
than the subconscious route. In short, information disclosure rules therefore do not yet
meet Max’s needs. To find out how information disclosure can be used by Max to make
decisions on his pension, we will explore in the following paragraphs how people process

information subconsciously.

2.3 Limited time and motivation

The dual processing model holds one important assumption; people have neither the

ability nor the motivation to evaluate everything carefully.

Imagine you are a busy person with many things to do. Add to that the fact that you live
in a complex world. Even if you are the type of person who loves to evaluate and enjoys
thinking about most things, you will probably agree that you simply cannot take the
time, and do not have the mental energy, to analyse carefully every decision you make
and every piece of information you encounter (Petty, Cacioppo, Strathman & Priester,
2005).

This is not different for members of occupational DC pension schemes in the EU (Max).

The RCT assumes that people spend a lot of time and are highly motivated to consciously
process information (see figure 2). However, in most situations Max neither has that
much time nor is he that highly motivated. When pension information looks complicated
or time consuming Max will be put off to start or continue reading. When information is
hard to understand or read this causes cognitive strain which decreases his motivation.
Information that is easy to read and understand is processed with cognitive ease which
takes up less time (Kahneman, 2012). Another factor that determines processing
intensity is motivation. If information remains abstract or general, the motivation of DC
scheme members to read the information is generally low. When personal relevance
increases people are more motivated to process information. Max is especially motivated
when the information has direct personal implications since it is most adaptive to devote
the most time and energy to the information with the most personal consequences
(Petty, Cacioppo, Strathman & Priester, 2005).
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Figure 2, Max has limited time and motivation to process information and is no homo economicus

It is important to note that people differ in the way they process information (see figure
2). Some might have more time and or motivation than others. Therefore people also
differ in their needs to receive details in information disclosure. For instance, someone
working in the financial sector may wish to read more complex information than someone
who works in a restaurant. Generally, having limited time and motivation and using the
subconscious route means that Max uses heuristics and biases, which are simple rules of

thumb, to process pension information and make financial decisions.

2.4 Max uses rules of thumb to reduce

complexity

When Max is confronted with more information than he can or wants to process, he
simplifies the processing by using simple decision rules or rules of thumb, in literature
often referred to as heuristics. The use of heuristics reduces the cognitive load and
shortens the decision process. When decisions are based more on the subconscious route
of information processing, the use of heuristics increases. Especially since we have
learned that Max most of the time processes information subconsciously and makes

decisions accordingly, it is important to find out what heuristics Max uses.

The use of heuristics impacts the way information should be provided to Max. When no
heuristics are at an individual’s disposal, they create their own, which may not lead to a
reasonable decision outcome. When policymakers want to help Max making financial
decisions, they need to consider how the information should be provided. Therefore it is

important to understand which heuristics are often used by Max.
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In the following paragraphs we set out a few heuristics often used by Max and especially
relevant in decision making about pensions:
e He compares himself to others (social comparison);
e He uses reference points (benchmarks);
e He looks for information he recognizes (the influence of his memory on decisions);
e He looks for certainty;

e He is short-term oriented and has a lack of willpower.

2.4.1 He compares himself to others

By far the most used heuristic which people use to determine what decision they should
make (e.g. what financial decision to make) is looking at other people. In uncertain
situations people are very prone to see what others are doing; people infer their own
behaviour from those of others. Remember yourself during college comparing your
answers with other students after taking a test; imagine yourself entering a new
organization inferring the dress code from your new colleagues. The examples illustrate

how easily and very often we use social comparison as a heuristic.

Social comparison has two different functions. First the understanding function; when
people want to know how well they are doing they search for possibilities to compare
themselves with others (Festinger, 1954). For example, if people find out that the
investment returns of the fund of someone close to them are higher, they might decide
to put their money in the same fund. People compare themselves for instance with
friends, neighbours or family members. Notwithstanding any personal differences with
the neighbour or family member that might make the concerning fund not suitable for

them.

The second heuristic that can be taken out of what others are doing is in its numbers.
When a lot of people are choosing a certain option, most of the time it is effective to
follow them. This heuristic is called social proof; people assume the actions of others
reflect correct behaviour for a given situation (Cialdini, 2001). The effect is prominent in
ambiguous situations and is driven by the assumption that surrounding people possess
more knowledge about the situation. This is useful for two possible reasons; first, in our
perception most of the time the majority is right; and second, when the choice

alternative takes a turn for the worse the loss is collective and less regretful.

2.4.2 He looks for reference points

When options are judged by Max in isolation some aspects are considered less important

because they are, offered in isolation, not always easily evaluated. For example what
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should Max think about his current pension projection of € 600 a month; is this a lot or
not much? Max is therefore constantly searching for reference points in his surrounding

to infer how meaningful particular information is.

To offer insights to the strength of reference points and how eager Max is to use them

contemplate on the following experiment.

An experiment was performed with a manipulated wheel of fortune by Kahneman
and Tversky, the manipulated wheel either stopped at 10 or at 65. Students were
asked what percentage of the United Nations is an African country of course after
spinning the wheel. When the wheel stopped at 10, the mean estimate of the
students was 25%, when exposed to 65, the mean estimate of the students was
45%.

Of course basing the answer to this particular question on the outcome of the wheel of
fortune is kind of ridiculous, since the wheel of fortune has no relevance with the answer
to the posed question. However this experiment points out how high the need for context

information or reference points is.

2.4.3 He looks for information he recognizes

Max also already has existing attitudes, beliefs and experiences stored in memory. Of
course these can influence the decision to be made, but these can also influence the
interpretation of information he encounters. Therefore it is relevant to know how the
memory works. A full explanation would go beyond the purpose of this paper, however
information or events that people have encountered recently or frequently is better
stored in memory and therefore easily accessible (Tversky & Kahneman, 1979). Also the
salience or vividness of the information of events people have encountered are better

memorized and therefore more easily accessible (Bless et al., 2004).

When making estimations of probabilities people often are guided by the ease of which
they can evoke a situation from their memory that holds similarities with the situation at
hand on which they want to decide; this is called the availability heuristic. Again this is a
cue from the subconscious processing system. Especially with limited time and

motivation at people’s disposal they are prone to use these rules of thumb.

Unfortunately, the risks involved in retirement planning are not available in the memory.
People are able to understand their current financial situation (the income and the
expenditure) and the extent to which they are currently able to bear financial risks.
Therefore, to support people in retirement planning, pension information could translate

the impact of risks in current euros.
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2.4.4 He has a preference for certainty

Decisions often come with uncertainty, just as decisions on pension always hold the
uncertain aspect of the remittance of the funds. Although scientific research can offer
some clarity by quantifying these chances, they do not always correspond to the
perceived chances of individual decision-makers. Max’s estimations of probabilities are
far from perfect. On the contrary estimations seem highly subjective (Tiemeijer et al.,

2009). People appear to be unrealistic optimistic and tend to look for certainty.

In different contexts research has shown that people are overly optimistic making
estimations of occurring events, even unrealistically optimistic (Weinstein, 1980). People
estimate the probability that something favourable happens to them systematically

higher, than the probability that something unfavourable happens to them.

Furthermore, people tend to have a preference for certainty. They disproportionally
assign more weight to options with certain outcome in cost or gain. The following

experiment shows this certainty effect.

The certainty effect was found by Kahneman and Tversy when they offered students two
options a) and b) with a) getting € 3 and b) 80% chance of € 4. Most respondents
choose option a), the certain option. When the chances are multiplied with 10 percent
(Utility stays intact) and people choose between a) 10% chance at € 3 or b) 8% chance
at € 4, the preference chances, because option a) looses part of it attractiveness.

Furthermore, Kahneman and Tversky found that people are loss averse. People have a
tendency to strongly prefer avoiding losses as opposed to acquiring gains. Loss aversion
means that an individual loses more satisfaction by a € 100 loss than he gains with a
€ 100 windfall. In short, the emotional impact of a loss is bigger than the impact of
gains. Kahneman and Tversky also found that loss aversion is related to risk averse or
risk seeking behaviour. If people experience gains, they become more risk averse.
Whereas, when people experience losses they become more risk seeking; as taking a

loss hurts, people then rather take the uncertain option instead of the certain option.

Finally, it was found that people try to avoid situations and choice options that hold
ambiguity (Tversky & Shafir, 1995; Ellsberg, 1961). Accordingly, it cannot be assumed
that people are able to thoroughly think through the consequences of different possible
outcomes. Because most decisions have more than two options to consider this is

relevant for how information which holds uncertain options, should be provided to Max.
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2.4.5 He is short term oriented and has a lack of

willpower

Max cannot take the uncertainty into account, and it becomes even harder if this needs
to be incorporated in a ‘long term’ planning. The subconscious is short-term oriented and
is constantly suggesting short-term gratification options to the conscious processing
system. For some time the conscious system can use different ways to control the lack of
willpower and repress the suggestions made by the subconscious. However this is
effortful and people’s willpower to repress the tempting suggestions is limited
(Kahneman, 2012).

For example, people would rather have € 100 now than in a month. Although this seems
quite a rational choice, when people are offered € 100 today and € 110 in a week (which
is an absurd interest rate) they also choose for the € 100 today. This change in

preference shows that people prefer immediate rewards above postponed.

This is especially relevant for pensions. Most people prefer a well-cared-for provision for
old age, but at the same time people have problems investing in their pension at this
moment. This is called a lack of self-control (Thaler & Shefrin, 1981), which leads to
various problems such as obesity, unfinished studies and insufficient pension savings.
Controlling ourselves demands willpower, which is limited (Baumeister, 2007) and

brilliantly illustrated in the legendary marshmallow experiments (Mischel, 1972).

In this experiment little children are led into a room, empty of distractions where a
marshmallow was placed on a table. The children could eat the marshmallow, but if they
waited without giving in to the temptation they would be rewarded with a second
marshmallow. The observation of the children showed how hard it was to withstand the
temptation and only one-third of the children who attempted to defer gratification could
do so long enough to receive the second marshmallow. This is no different for adults who
would rather spend money now than save it for later.

Available on the internet:
http://www.youtube.com/watch?v=6EjJsPylEQY

Research has found that behavioural intentions or attitudes do not always lead to the
corresponding behaviour. This seems especially true if people rely on certain ‘habits’.
Also if people find it difficult to assess what could be the appropriate response in terms of
behaviour, they might decide not to do anything (inertia) (Tiemeijer et al, 2009). The
latter might especially apply to retirement planning. In other words, people say they will

do one thing yet do something else (Ajzen & Fishbein, 2005).
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Since information is provided to influence attitudes and behaviour it is important to
realize that processed persuasive information will not automatically lead to the
corresponding behaviour. Special attention in information should be devoted to the
behaviour, the appropriate next steps in retirement planning, that is expected from
members. Research suggests that supporting people to make actual ‘plans’ to alter

behaviour, or to become active, are helpful (WRR, 2009).

2.5 Information that works for Max

Research in communication science shows how information should be offered in such a
way that people start to read, read through and understand information. The ‘human
processing limitations’ are an important starting point, and information overload should
be prevented. Important principles are to ensure that people have attention for the
information, that information is retrievable, and comprehensible. These are basic
conditions of text, so called hygiene factors. Information architecture should take into
account the user, the content, and the system through which the information is provided
(Toms, 2002).

2.5.1 Ensuring attention

First step in getting Max to read is getting his attention. The information itself should be
d