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Over the last several decades, there has been a movement in 
retirement saving plans offered by employers from Defined Benefit 
(DB) to Defined Contribution (DC). In DB plans, the plan sponsor 
promises workers a specified annuity benefit for their retirement, is 
liable for such a promise, and is responsible for asset management of 
funds in the plan. DC plans allow employees to decide in which assets 
their retirement investment will be allocated. Investment choice, within 
a menu offered by the sponsor, and capital market risk is moved from 
the employer to the employee in this plan.

The introduction of DC plans to retirement saving has been of great 
concern lately. Even though it is believed that longevity risk should be 
managed by individuals pre-retirement, the introduction of DC plans 
has also shifted investment risk to individuals which is something they 
may not be able to manage well [1]. Recent capital market volatility 
has affected the performance of many plan participants’ portfolios, and 
the data shows that individuals do not appropriately save for retirement 
[2]. Therefore, it is important to understand how financially literate 
individuals are so that they can better manage this risk and what 
resources are available to help them with such management.

Recent research indicates there is a lack of financial literacy. A 
majority of Gen X and Gen Y consumers admit that they have little 
to no knowledge of investments and products [3] and evidence shows 
individuals consistently make errors with regard to financial decisions 
leading to significant financial consequences sometimes. For instance, 
Choi et al. [4] find that in the U.S., 36% of employees over 59½ years 
old who have a 401(k) plan from their employer, are fully vested, and 
are eligible for an employer match do not participate in the plan at all 
or contribute less than that which would give them the full employer 
match. 

This behavior causes the employees to forego 1.6% of their annual 
pay in matching contributions from the

employer which lowers their ability to save for retirement, and 
the cumulative loss will likely be much larger. It is interesting that 
employees act in such a way, given they can immediately withdraw the 
contribution from the account penalty-free if they wanted given their 
age. A lack of understanding of pensions and finances seems to be 
motivating such behavior.

Financial illiteracy is demonstrated not just in 401(k) participation 
but in many other facets of financial decision-making. Many investors, 
including well-educated ones, when choosing among four different S&P 
500 Index funds in an experiment fail to choose the fund which has the 
lowest fees, despite the fact that the investment objective is the same for 
all four funds so the only distinguishing difference is the fees [5]. Other 
financial mistakes that have been documented include low level of stock 
market participation, inadequate diversification due to a preference to 
invest in local firms and employer stock, and a tendency to sell assets 
that have appreciated while holding assets which have declined [6,7].

Households’ limited financial knowledge has become such a concern 
that within the Dodd- Frank Wall Street Reform and Consumer Project 
Act which was signed into law in July 2010, the Consumer Financial 
Protection Bureau (CFPB) was created and charged with establishing 
an Office of Financial Education. The goal of this office is to “develop 
a strategy to improve the financial literacy of consumers.”1 Increased 
financial literacy should help with retirement planning. Financial 
literacy has been shown to be positively associated with retirement 
planning behavior [8-12], and respondents with more confidence in 
their financial knowledge have a higher propensity to plan [13]. This 
improvement is needed as preparing for retirement is a burden borne 
more and more by the individual and research shows there is limited 
pension knowledge among individuals [2,9]. The lack of financial 
literacy and pension knowledge will ultimately impact a household‘s 
ability to appropriately save for retirement. Limited financial knowledge 
has been shown to affect household net worth [13] and impact a 
household’s ability to effectively plan and save for retirement. With 
the movement from defined benefit to defined contribution employer-
sponsored pension plans, retirement savings is becoming ever more the 
responsibility of individuals. Evidence suggests financial knowledge is 
a key component to being able to manage longevity risk and maintain 
economic security in retirement. Therefore, there is an increasing need 
for financial education and advice in the marketplace.

But what exactly does the market for financial advice look like? 
Is the way that it currently operates in the best interest of consumers? 
Many employers sponsoring a retirement plan to their employees 
offer sessions where employees can meet with a representative from 
the financial institution managing the retirement plan. Such sessions 
are aimed at helping employees with decisions regarding saving and 
investing for retirement. But just how useful are these sessions? With 
regard to financial advice from the market in general, the role of the 
financial advisor has shifted over time. Now this individual not only 
offers advice on how to properly save and invest, but also does the 
investing for the client many times. In this manner, one individual 
can act as both a financial advisor and a broker. So how are these 
individuals regulated? A financial advisor should act in the best interest 
of his/her clients and should be held to a higher fiduciary and ethical 
responsibility than an investment broker; brokers, on the other hand, 
have an incentive to invest in securities maintained by the financial 
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institution for which he or she works. But would those securities be in 
the best interest of the client? Is there a conflict of interest potentially?

With regard to the information sessions offered by employers, the 
evidence seems to suggest that while these sessions help employees 
participate in an employer-sponsored retirement plan they do not 
necessarily help in such a way that longevity risk is properly managed 
for the household. Increasing employee participation in the plan is 
certainly beneficial as it increases employees’ savings for retirement 
through increased employee contributions. Yet, plan design aspects 
such as automatic enrollment and prescriptive savings plans seem to 
have a greater impact on increasing savings for retirement than financial 
advising sessions [14]. Additionally, such informational seminars 
focus entirely on the employer- sponsored retirement plan. In order to 
adequately prepare for retirement, individuals need increased literacy 
on their entire retirement savings portfolio. Therefore the true benefit 
of financial education in the workplace through retirement seminars 
for employer-sponsored retirement plans is unclear. 2 Consequently, the 
need for further advice requires households to go to the market seeking 
financial advisors there.

As mentioned earlier, there are growing concerns regarding the 
role of the financial advisor in the marketplace and whether currently 
they are always operating in the best interest of the client. Over time, 
brokers have increasingly acted more as financial advisors, especially 
once increased competition arose after the deregulation of fixed 
commissions in 1975. This concern of brokers acting as advisors is 
ever more important as more households demand financial advice 
and become increasingly responsible for their own retirement savings. 
Some of the potential conflict associated with financial advice stems 
from the different regulation of financial advisors

and brokers; that is, different oversight exists for a broker compared 
to that for a financial advisor. Brokers are regulated under the Securities 
and Exchange Act of 1934 which holds brokers to a “suitability” 
standard; investments recommended by a broker must be suitable for 
the client’s needs. Financial advisors are regulated under the Investment 
Advisors Act of 1940 which stipulates advisors must meet a “fiduciary” 
standard of care. This standard is higher than that of suitability standard 
for brokers as under the fiduciary standard, the advisor’s investment 
recommendation must be both suitable for the client’s needs and in the 
client’s “best interest.”

It is important that households be able to obtain advice that is 
in their best interest. Unfortunately, it seems that even the financial 
advisors often act in their own best interest. Mullainathan et al. [22] 
audit financial advisors working for a bank, retail investment firm, or 
independent advising company that focuses on the lower end of the 
retail segment in Boston. The authors find that many advisors push 
investments that align with their own incentives regardless of which 
investments best meet the client’s preferences; that is, many of them 
promote active-management portfolios. Additionally the advisors 
reinforce a bias a client might have when it benefits the advisor; for 
instance, advisors further support investment in employer stock if it 
benefits the advisor even if it causes too low of diversification for the 
client. If an advisor was truly offering a fiduciary standard of care he 
or she would not encourage too much investment in employer stock.

Because of the conflicts that exist in the marketplace for financial 
advice, it is important that policy be amended. Should there be one 
regulation of brokers and financial advisors though? The current debate 

by policymakers is that some sort of amendment is needed, but it should 
not be done at the cost of market liquidity. Brokers offer an important 
function with regard to this and holding them to too high of a standard 
could inhibit this key role they play in the market. Although brokers 
most likely need some sort of increased regulation as their roles have 
more a financial advisor aspect, they at least do have a Self-Regulatory 
Organization (SRO) and are monitored by FINRA. On the other hand, 
financial advisors have no such SRO to monitor their activity. This lack 
of oversight might explain why such behavior as that documented by 
Mullainathan et al. [22] occurs. In addition to the resolution of the 
regulatory standard for financial advisors versus brokers, regulatory 
oversight is needed for financial advisors in general.

No matter the regulation amendments that occur, those offering 
financial advice should be required to be more transparent in their fees 
to clients. If consumers knew how such advisors were rewarded more 
for promoting certain investments, it would help consumers know how 
much they should value the advice they are given. Similarly it would 
open the door for increased competition and the emergence of more 
financial advisors that are not associated with a particular investment 
company. Such advisors would be more apt to provide independent 
advice that is in the best interest of the client. Such initiatives as 
increased regulation for brokers, a SRO for financial advisors and 
increased transparency would aid in making the market for financial 
advice operate more efficiently. It would also improve households’ 
ability to obtain quality financial advice and consequently manage their 
longevity risk more effectively.

The management of longevity risk is a critical issue; employers are 
increasingly offering DC rather than DB pension plans. Although DC 
plans allow employees more flexibility in maintaining their pension 
wealth, they also cause employees to bear market risk. In fact previous 
work shows that having an opportunity to switch back to a DB plan 
from a DC plan is sometimes optimal for employees as the risk 
associated with DC plans can have real impacts on retirement wealth 
[23,24]. As such, it is important to understand how individuals make 
financial decisions and the environment in which they are obtaining 
financial advice. Financial literacy is critical to individuals managing 
their longevity risk and to date, it appears most individuals are not 
well-educated in this domain. Even though there is some evidence that 
financial literacy can improve through a learning-by- doing mechanism 
[25], financial decisions associated with saving and investing for 
retirement are done intermittently and have delayed outcomes. 
Learning-by-doing may not improve financial knowledge in these 
situations then [26]. Consequently, many households will be relying on 
advice from professionals to help them manage their longevity risk. It is 
imperative that we ensure these professionals have the proper incentives 
to act on the behalf of their clients and that the regulations are set so as 
to maintain these aligned incentives.
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