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DC Dialogue: How would you describe the field of behavioral economics, and  
what does this field have to do with retirement savings?

Shlomo Benartzi: We can think of behavioral economics as a combining of economics with 
the human element – human behavior. When we look at economics and 
human behavior, we see that people make good choices and poor choices. 
For instance, when they buy coffee on their way to work, they wouldn’t 
pay 20 bucks or 2 million bucks per cup, because that would seem 
irrational. Yet, the real cost of two cappuccinos every day could translate 
into $100,000 less in retirement savings. 

  What gets me excited is that once we realize the money mistakes that 
people make and the behavioral principles that guide bad decision making, 
we can use behavioral economics to help people make better decisions. 
Plan sponsors, consultants, advisors, investment managers, and others who 
design or manage retirement plans for participants all want to make these 
programs successful. They want to do the right thing. If we, as an industry, 
properly use what I call the “behavioral economics toolbox,” we can make 
a real difference and create better retirement systems globally. Because, 
you know, it’s not just a U.S. problem; it’s a global issue.

 DCD:  What’s in the behavioral economics toolbox that can improve defined 
contribution plans? What have we learned from participant behavior?

 Benartzi: Within the world of defined contribution, we’ve learned a lot, but there’s 
a lot more to learn. Thus far, the key lessons are about leveraging inertia 
and procrastination to properly set saving and investment defaults to 
automatically drive what’s in the participant’s best interest. 

  Behavioral economic studies show that people are lazy, or perhaps that 
they have a lot of other things on their minds − like finding a job, buying 
a house, enrolling kids in a new school. There’s just never a good time to 
make decisions regarding their 401(k) plan allocations, so we know that the 
typical participant spends little or no time making this decision. 

  Professor Richard Thaler and I discuss this human behavior in our paper 
“Save More Tomorrow,” suggesting that plan sponsors ask people to 
commit to saving more in the future rather than today. Once participants 
agree to that, then their savings increases are placed on autopilot. In other 
words, automatic increases in their savings rates kick in up to a certain 
percentage level, so if they do nothing, they actually end up saving more 
and more over time. 

  I would argue that this lesson in human behavior has made a huge 
difference in the way plans today are set up in the U.S. as well as globally. 
Plan sponsors have a more impactful behavioral approach now − by 
changing the default, they virtually can get universal participation in DC 
plans. Yet, I don’t think that people are just too lazy to opt out or that 
they’ve been tricked into saving more in a retirement plan. Automating 
savings increases via contribution escalation simply makes it easier for 
them because they don’t have to keep filling out the paperwork every year. 

  If you look at the experience Thaler and I had with automatic saving 
increases, it’s remarkably unusual that a person who has a savings 
percentage that goes up automatically would eventually decrease his or 
her savings percentage. We’ve noticed that only a small portion of people 
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who watch their savings percentage go up from 3 to 6 to 9 will say, “That’s 
enough. I can’t go any further.” Rather, they almost always keep saving up 
to 9 percent. They don’t go back down to the 3 percent level.

  So, we have learned that auto-enrollment and auto-contribution escalation 
are very clever tools or solutions to this human behavior of inertia or 
laziness or procrastination. We also know that inertia applies not only to 
enrollment and savings rate changes, but also to managing the investment 
mix over time. This learning has fueled the movement toward automatic 
investment programs, primarily target-date retirement funds. As you know, 
these strategies “take the wheel” for participants and manage toward their 
assumed retirement date.

 DCD: What other advancements might be made in DC plans by applying 
behavior economics?

 Benartzi: We may be setting our expectations too high regarding the practice 
of making “auto-decisions.” Because both automatic enrollment and 
automatic savings increases have been so successful, there’s a perception 
out there that if you bring in a bit of psychology, you can change the plan 
and fix everything. 

  The lesson about inertia has been remarkably useful and powerful, 
resulting in positive off-the-charts success. However, when we think 
about the next behavioral innovations, we have to have more realistic 
expectations, whether it’s the people in Washington, academics, or the 
finance industry. In terms of automatic enrollment, for example, we know 
that when some plans that have participation rates of 50 percent change 
the defaults, the participation rate goes up to 90 percent.

  Now, you can’t expect that another behavioral innovation would be more 
powerful − you can’t go above 100 percent participation. So, when we 
think about the way we do financial education, we can’t expect that we’re 
going to make a small investment in plan changes and suddenly everyone 
will save more and everyone will deleverage their balance sheet. So, I 
think the lesson of inertia was wonderful. It helped millions of people who 
otherwise would probably not have saved at all, or who at least would 
have taken much longer to start saving. 

  But I also think the expectations out there may be totally unrealistic  
about what it takes to do quality, innovative research and create 
“behavioral solutions.”

 DCD: Can you comment on the default level and escalation ceiling?

 Benartzi: We know that an increasing percentage of plans auto-enroll, and a 
smaller percentage auto-escalate the savings. Unfortunately, the biggest 
beneficiaries of these behavioral innovations have been the larger plan 
sponsors. While over half of the large plans have automatic enrollment, 
that is not the case when you look at midsize and small companies. We 
have a job as an industry to bring improved 401(k) practices to the midsize 
and smaller companies.

   But then, if you look at the default savings rate and escalation, whether 
it’s a large plan or a small plan, I would say that starting at 3 percent is 
probably not bad. But I think stopping at 6 percent is probably a side effect 
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of the way the Pension Protection Act was written. The Act stated that, for 
safe harbor protection, plan sponsors had to increase the contribution rate 
from the 3 percent default up to a minimum of 6 percent over three years, 
but up to no more than 10 percent. That should not have been stipulated 
because there’s no economic reason why you would not allow companies 
to get their savings range up to, say, 15 percent.

  I think the 6 percent creates a focal point for people to think about saving 
− what we call the “endorsement effect.” For example, when an employer 
offers company stock in their plan, people put more of their own money 
in company stock. So, when an employer says, “We’re going to start at 
3 percent, but we know it’s not enough, so we’ll keep going up to 6,” an 
employee who might normally be willing to save 10 percent might end up 
saving only 6. 

  I think the savings ceiling has to go up. The good news, though, is that 
whenever people opt out of the increases, they rarely go lower. If you set 
up a savings plan to start at 3 percent and go all the way up to 10 percent, 
or even 12, whatever you think is right, there would not be  
much downside.

“There’s no economic 
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Plan Size by Number of Participants

1-49 50-199 200-999 1,000-4,999 5,000+ All Plans

For All New Hires 7.9% 17.2% 37.6% 46.4% 46.3% 32.2%

For All Non-Participants 2.9% 4.6% 6.5% 8.9% 7.4% 6.2%

Percentage of All Plans 
That Have Automatic 
Enrollment

10.8% 21.9% 44.1% 55.2% 53.7% 38.4%

Percentage of Plans with Automatic Enrollment by Plan Size

Plan Type

Combination 401(k) All Plans

Automatic Escalation 43.5% 35.0% 39.7%

Voluntary Escalation 15.9% 10.2% 13.4%

No Escalation 40.6% 54.7% 46.9%

100.0% 99.9% 100.0%

Percentage of Automatic Enrollment Plans  
that Automatically increase Default Deferrals

Source: PSCA’s 53rd Annual Survey of Profit Sharing and 401(k) Plans, Reflecting 2009 Plan Experience.
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  We also learned that even in tough economic times, people can actually 
stomach 2 percent increases. So, if you start at 3 or maybe 4 percent, you 
can go to 6, 8, and 10. You don’t have to do it by 1 percent increments. 

 DCD: Why not default at the rate you believe they need, rather than building 
up the savings rate over time?

 Benartzi:  If you overdo it, it could backfire. So, you want to escalate up as fast 
as you can, but not too fast. It’s like when you tell people who don’t 
save enough that they should be saving 20 percent a year − they don’t 
immediately go and call the toll-free number and increase their savings to 
20 percent. They just tell you you’re crazy and that they can’t do it. They 
give up.

  So, that’s the difficulty, especially when you have a diverse population of 
employees. Some of them can deal with more aggressive increases and 
some can’t. So, how do you balance it? How are you going to cater to 
the entire population? One of the problems with defaults is that we don’t 
customize them enough. We should customize based on what people are 
likely to be able to afford. For instance, new hires that are upgrading to a 
more lucrative position can afford more than those who are just returning 
to work after being laid off.

  I hear a lot of legal and philosophical concerns about customizing the 
default, and that’s funny because in some domains we already do it. For 
example, we have target-date funds, so we already have a system in place 
where, based on your age, you get a different portfolio. So why not have a 
default savings rate system based on your work history? 

 DCD: What’s your view on changing the match formula to encourage people to 
save more?

 Benartzi: We haven’t seen a lot of great studies in this area. When you try to 
compare two companies with different match formulas, it’s very difficult to 
make an apples-to-apples comparison because if you have one company 
with a 200 percent match rate and another with no match, they’re  
typically very different companies to begin with. So, it’s very difficult to 
know what really drives the difference. 

  From what I’ve seen, the most common match formula of 50 cents on the 
dollar up to 6 percent of pay is suboptimal for a variety of reasons. One, 
people would end up saving only 6 percent, so why not match up to 10 
percent instead? Two, people like round numbers. It’s very unusual that, on 
their own, people would pick a saving rate of, say, 7 percent or 9 percent 
or 11, but a lot of people would pick 5 percent or 10 percent. Why not 
make the match a number people already like? They might end up saving 
10 percent because it’s a nice round number. 

  Third, people are not that sensitive to the match rate or amount versus the 
notion of just receiving a match. They may think, “I get free money. I’d 
better save and take the free money.” But, on an intuitive, emotional level, 
people don’t have a good sense of what a 25 percent match versus a 50 
percent match really means. Again, they do have a clear sense of match 
versus no match. 

“The most common 
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  So, I think employers could potentially better motivate people to save by 
changing the formula. Instead of having a 50 cent match up to 6 percent of 
pay, I think they should consider offering 25 cents up to 10 percent of pay. 
Even though the total match paid would decrease, the total dollars saved, 
including the participant and employer dollars, would increase under this 
formula. Another benefit of increasing the overall savings rate in the plan is 
that the larger total plan balance may improve the economics of the plan − 
plan costs should decrease as assets increase.

  I’m sure that if we carefully weigh the options, we might come up with 
more creative solutions as well. We should look at match formulas  
more carefully.

 DCD: Do you have an estimate of what percentage of pay participants will 
need in retirement and how much they’ll need to save to meet this 
replacement goal? 

 Benartzi: My hunch is that people will have to save a lot more than they do now. 
They’re likely to need more than 10 percent, especially if they don’t have 
a defined benefit plan. As plan sponsors consider the match and target 
savings rate, it’s important that two key inputs go into their model. One 
input is the replacement rate people really need and why.  

  A lot of advisors talk about that magic 70 percent. But I think we have 
to think whether behaviorally that’s the right number and, if you think 
about it, determining that is obviously not that easy. We have some good 
research which suggests that the replacement number should probably 
be in the neighborhood of 100 percent. Yes, it’s painful. But here’s a very 
intuitive way to think about it. 

  Instead of calling it the 70 Percent Rule, let’s call it the 30 Percent Rule. 
So, instead of writing down which of the 70 percent of current expenses 
and luxuries they’re going to keep enjoying, I think people should instead 
perform the exercise of writing down the 30 percent of expenses and 
luxuries they’re going to forgo in retirement. This would very quickly show 
them that the 70 Percent Rule is not that attractive.

  We know that people who’ve just retired claim that they need 100 percent 
replacement. We also know that it’s a lot more difficult to cut expenses 
than to increase them. So, if you take all of those things together, the wage 
replacement number is probably going to be 100 percent.

  The second input is the confidence level you would like to have. Is 50/50 
good enough? Is 99 percent too extreme? The greater confidence you 
desire in meeting your goal, the higher the savings rate. Participants will 
need to save a lot more than they are saving now to reach a 100 percent 
income replacement level with reasonable confidence. That’s a lot higher 
than most participants believe necessary.

 DCD: Are there other considerations as participants determine the necessary 
savings rate?

 Benartzi: What people don’t realize in countries like the U.S. is that if you live a long 
life, you don’t need more money just because there will be more years of 
spending. You need more money for the years of higher spending.  
One reason is inflation, which people tend to forget. 
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  They usually believe that once you make it to retirement, you have about 
20 years of life remaining. They forget about the variability in how long 
you might live. Nowadays, you could actually live 30, 35, or even 40 
years in retirement. So that’s another important factor people miss in their 
retirement planning. 

  Another significant issue is health care costs and the reality that they hit the 
people who live the longest − and these costs are not distributed evenly 
across the years. The second 20-year period of retirement might cost twice or 
three times as much as the first 20 years just because of the health care issue. 

 DCD: How should money be invested to meet the retirement income needs?

 Benartzi: With the risks that I just outlined, you would think that current investment 
vehicles would incorporate more hedges for health care costs in 
retirement, but we haven’t seen that in practice. Health care costs are a 
risk because you may need more health care goods and services as you 
age, but they’re also an unpredictable cost because of inflation. Inflation 
of other living expenses in retirement is also a real concern. Managing 
retirement assets to keep pace with these inflation costs should be part  
of any retirement investment program.  

  Yet, the biggest issue I have these days is with how plan sponsors and 
participants are thinking about shortfall risk. The theory I often hear out 
there is, “If you didn’t save enough, why don’t you just take a lot more 
risk? It’s the only way to catch up.” Now, that’s correct. It’s the only way 
to catch up if you don’t have the time or income to save more, but it’s also 
the way to be left with nothing if markets go the wrong way. 

  I’m not familiar with any theory, other than the behavioral one, that would 
suggest that it makes sense to start piling on a lot of risk if you have very 
little money. And behaviorally, we know that people like to break even. 
For example, if they go to Las Vegas and start losing money, they start 
taking a lot of risks to try and break even. 

  So, we know that’s how people behave, but it doesn’t necessarily make 
any sense. I’m immensely concerned about some large defined benefit 
plans going wild to cover the shortfall. I’m also concerned about older 
people who have not saved enough taking too much risk to catch up. 
Taking risks sounds less painful than spending less, but we generally have  
a very hard time handling risks. 

 DCD: You brought up gambling, where people might go and increase their 
bets in the hopes of breaking even. What do you think about people 
taking risks with their savings, whether they’re in their 20s, closer to 
retirement, or in retirement?  

 Benartzi: We know from the study that Professor Eric Johnson of Columbia 
University did that the risk preferences of retirees are a lot more 
conservative than we’ve predicted. His study is quite shocking in that 
regard. Most retirees would not accept a bet where they flip a coin and 
either win 100 percent or lose 10 percent. So, to design wise retirement 
income solutions, we have to think very carefully about what we already 
know about the characteristics of a specific population of plan participants 
and about what else we need to learn.
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  One issue is the way retirees think of risk; for example, giving money to 
an insurance company in order to guarantee income for life. You might 
think that strategy would appeal to someone who is very conservative, 
as long as he or she trusts the insurance company. That would seem like 
a very safe proposition. Yet we know that retirees who are very sensitive 
to risk actually find that proposition very unattractive because they view 
the loss of control of some of their money as a type of a loss and risk. So, 
they don’t actually like annuities that take away control of their retirement 
savings. We’re going to have to learn a lot more if we want to really build 
retirement income solutions that cater to the preferences of the elderly.

 DCD: Do you have any comments on target-date strategies and how risk is 
managed within these structures? 

 Benartzi: There’s been a lot of criticism of target-date strategies and I’m not saying 
that we couldn’t do a better job, but I think a lot of the criticism is 
misplaced. First, a lot of the current criticism is not really about target-
date funds, but about the financial crisis. If you look at any other type of 
investment, you know that people lost a lot of money in those products 
during the crisis. So, there’s confusion about how much the glide path and 
target-date funds actually contributed to DC account balance losses versus 
how much participants would have lost anyway by investing in other 
investment choices. 

  Second, if you build any fancy economic or asset allocation model to 
determine the optimal glide path, the optimum model may say you  
need to have 70 percent in stocks at a certain age. But if you end up 
with 80 percent or 60 percent, it hardly makes any difference over the 
participant’s career. So, from a utility perspective, you don’t have to get it 
perfectly right; you just don’t want to make big mistakes. 

  A fair criticism about all these glide paths is what Professor David Blake 
calls “airplanes without landing gear.” We’ve created retirement plans that 
adjust their risk margins pretty automatically during the accumulation phase, 
but we haven’t integrated a retirement income solution into them. So, when 
I think about someone who is five years from retirement and has suddenly 
lost 30 percent of his account, it’s very difficult to pinpoint the problem and 
blame it on the target-date retirement funds or the glide path design. 

  The real problem is that for those five years prior to retirement, you 
are flying an airplane with no landing gear. You haven’t even started to 
descend and you’re going to run out of fuel soon. So, the biggest flaw of 
target-date funds is handling how we are going to land.

 DCD: So, if you had a glide path that’s coming down to a 60 percent  
equity allocation at 65 years of age versus one that’s at 30 percent, 
you’re saying that it doesn’t make that much difference?  

 Benartzi: I think the bigger problem is having 60 percent in equities and no plan  
for how you’re going to consume that money in retirement. In other  
words, there’s no retirement income solution linked to that portfolio.  
That’s the real issue, because with that amount of risk, you could lose  
your money and you should know how you’re going to deal with  
such a loss if it occurs. 
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  In our models, we should first figure out the retirement income solution, 
and then, in a sense, reverse-engineer to see how the glide path could 
get us there in the best way. The entire debate on glide path structure and 
risk should be based on our defining what the participant’s goals are in 
retirement. Then we need to go back and figure out a glide path that is 
consistent with achieving those goals. As we start doing this exercise, we 
might discover more realistic behavioral assumptions about what people 
want and how they’re really going to implement the solution.

 DCD: Do you have any observations on the use of active versus passive 
investment management?

 Benartzi: The question that plan sponsors should ask is, “What is the right benchmark 
for retirement savings?” If you’re benchmarking your plan to the S&P 500 
and you’re underperforming, from a behavioral perspective, loss aversion 
kicks in and you feel really bad. If you’re ahead, you don’t feel as bad even 
when the absolute return may be negative. Yet, that may be the wrong 
benchmark altogether, and perhaps you should feel very bad that the 
investment has a negative return despite performance of the benchmark. 

  What if you mentally flip your orientation and use the actively managed 
fund as your benchmark? Then look at how the index did relative to the 
active portfolio. From that perspective, the index might suddenly look 
very risky because whenever the index return is below that of the active 
portfolio, you would feel this loss aversion. 

  Shifting your perspective raises a big debate about how we decide what’s 
really passive and what’s really active, and how we define benchmarks. 
I think it makes a far greater difference than people realize behaviorally. 
We need to think about this more. One thing is clear: Tracking error to a 
passive index is not the best way to think about risk in a retirement plan. 

 DCD: What should retirement income solutions look like?

 Benartzi: I don’t have all the solutions. It’s a tough problem, and to solve it we will 
need many people with different perspectives. We should just try and 
understand how individuals think about retirement income solutions. 
What are the key behavioral principles? Now, that’s still far from having a 
solution. But if we try to use the skills of the top people in the field and in 
the academic community and evaluate their solutions and policies, I think 
those insights will become our building blocks. 

  For instance, consider the findings on loss aversion and decision-making 
ability as people age. I think there are a lot of behavioral principles that we 
need to become attuned to as we evaluate solutions, but there’s still a lot 
of work to be done in that regard. Whatever solution we do come up with, 
the government will need to bless it in some way; otherwise, we know 
that plan sponsors are not going to be willing to offer the solution to their 
participants. There’s an incentive for the government to provide this support 
of retirement income solutions: If we don’t find a solution to manage 
income in old age, I think we’re going to be in big trouble as a nation.
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 DCD:  What’s your view of automating decumulation or requiring 
annuitization?

 Benartzi:    I do think that automating the decumulation phase makes sense. I’m not 
convinced that it’s got to be an immediate payout via an annuity. There 
are different solutions we could consider. If you look at the U.K., they have 
a 75/75 rule, which states that by age 75, you have to have a retirement 
income solution for at least 75 percent of your retirement wealth. They 
do allow you to annuitize, but they also allow you to have some type of 
systematic withdrawal program. 

  So, I could envision a scenario where we decide to automatically enroll 
people into a retirement income solution. Part of this solution could be in 
the form of guaranteed income for life, and a portion could be in some 
different form. I could imagine how that solution might be variable by 
income, because people with different income brackets have very different 
coverage and replacement ratios provided by Social Security. I’m not in the 
camp that says we need to default everyone to an annuity and that it has to 
be a certain type of annuity. But by the same token, I think that somehow 
automating it makes sense, and I would not be surprised if annuities would 
be a component of the solution.

 DCD:  What if people simply don’t save enough to meet their needs?

 Benartzi: We will have a group of people who won’t save enough and who won’t 
have the time to catch up. The only thing they’ll be able to do is either 
work longer (which is easier said than done because of job market 
conditions and they may not be healthy enough to work) or adjust their 
lifestyle. Fortunately, we know from research on adaptation and happiness 
that people can adjust to situations, such as having less income, more 
readily than they may believe. So, if you think about where we can find 
the biggest return possible, it’s actually teaching people how to be happy 
with life. 

 DCD: How can you teach people to be happy with less?

 Benartzi: One way is to teach them to stop comparing themselves to other people. 
For instance, when you ask people − like if I ask my MBA students − how 
they’re doing financially, they often feel that they aren’t doing well. The 
reason they feel this way is that they have forgotten about their high school 
friends who are not successful, and they are comparing themselves to 
their current peers who are successful. Relative to those peers, they might 
not feel that wealthy. But people can choose to change their set reference 
points regarding their level of happiness related to what they think they’re 
entitled to.
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  I’m not an expert on happiness, but I think that, as a society, we focus 
too much on needing more money for retirement and too late on how 
we can better enjoy whatever money we’ve managed to save. I often ask 
my students how much of their spending they think they can cut without 
affecting their level of happiness and satisfaction. They always give me 
numbers in the 30 percent range. They feel that they can cut their wasteful 
spending by 30 percent and still be just as happy. 

  And I’m not saying that we shouldn’t be saving more, but in regard to that 
group of people for whom it’s too late, if we really want society to provide 
value for them, it should teach them how to enjoy the little they have. 
Now, obviously, even if you have more, it’s a good idea to learn how to 
enjoy it better. But that will be even more important for people who don’t 
have the luxury of spending as much in retirement as they used to when 
they were working. 

 DCD: Do you believe we can educate people on financial issues, let alone how 
to be happier with less?

 Benartzi: Financial education to date has been largely ineffective for two reasons: 
One, the benchmark is now automatic enrollment. Good luck coming 
out with any education program as powerful. Two, the way we’ve done 
financial education is almost a paradox. We provide numbers on paper, 
which is very cognitive and very much geared toward people who 
like numbers and logic. Those are the people who typically don’t have 
problems with money in the first place.

  So, we’re creating financial education that is geared toward the experts, 
who are already doing things right. We have not created financial 
education that is entertaining and engaging at an emotional level to appeal 
to the majority of the population. 

  For education to be effective, we have to shift from financial education to 
what I call financial empowerment. With traditional financial education, 
you simply give people the knowledge and they have to figure out what 
to do with it. With financial empowerment, you show them the road they 
can take and how they can use it to reach their goals. So, it’s not just 
telling them where they need to go; it’s also empowering them to  
take the proper action. You make things easy so that people are 
empowered to take action. But there are many other ways to do this.  
So, I think a lot of the problem is that the way we’ve chosen to do  
financial education is hopeless. 

 DCD: Thank you for your insights.

 Benartzi: My pleasure.
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