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t h e scoop
Financial Literacy Alternatives
Because of the complex decisions involving how much money to contribute and how to allocate it among invest-
ment options, defined contribution (DC) retirement plan participants need high levels of financial literacy. In his 
article “Alternatives to Financial Literacy: Helping Pension Participants Invest,” John A. Turner, Ph.D., director of 
the Pension Policy Center, explains the challenges and suggests some approaches to help participants construct 
investment portfolios.

Substantial portion of U.S. population lacks 
basic financial literacy

Worker unwillingness to participate 
in plans they don’t understand

Lack of understanding of the impact 
of fees on investment outcomes

Participants don’t know how much and in what 
ways to take withdrawals from DC plans

Of Americans age 25 to 60 who own stock, 
28% only own stock through a DC plan

Lack of understanding of asset allocation

Participants don’t know how 
much to contribute to DC plan

The Financial Decision-Making Problem Challenges for Workplace Financial 
Education Programs

Potential Solutions and Innovations 

Not a top 
priority for many 

participants Expense

Limited 
success

Financial products
- Improvements in 
  target-date funds

Pension plan design
- Default investment funds with simpler, 
  lower fees and investment menus
- Mandatory automatic enrollment

Financial advice
- Credit counseling
- Behavioral economics
- Robo-advisors

Information transmission
- Improvements to fee disclosures
- More accessible and transparent 
  communications
- Simple suggestions for how 
  much to contribute
- Increase worker willingness to
  participate by reducing complexity
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R e t i r e m e n t  P l a n n i n g

Alternatives to Financial 
Literacy: Helping Pension 
Participants Invest
by John A. Turner, Ph.D. | Pension Policy Center

Due to the growing role of defined contribution (DC) 
plans, a pension system’s success in providing ade-
quate retirement income increasingly depends on 

the participants’ investment choices. However, people gener-
ally have a lack of financial literacy (Lusardi and Mitchell, 
2007, 2014). Therefore, many pension participants are not 
equipped to make informed choices concerning investment 
portfolios. In the past, with defined benefit (DB) plans, 
workers were automatically enrolled. Actuaries determined 
the contribution levels needed to fund the pension. Financial 
professionals made the investment decisions. With DC plans, 
those decisions generally are the responsibility of workers.

DC plans cause participants to need high levels of finan-
cial literacy. Participants face complex decisions about how 
much to contribute in order to accumulate an adequate 
amount for retirement. They need to know how to invest 
their contributions in ways that are consistent with their risk 
preferences. This complexity, paired with people’s low level of 
financial literacy, has driven the demand for financial educa-
tion.

Gaining basic financial literacy such as knowing the impor-
tance of portfolio diversification is desirable. However, it is un-
reasonable to expect typical pension participants to construct 
well-diversified portfolios that are aligned with their levels of 
risk aversion. This article discusses three alternatives to tradi-
tional financial education: (1) innovative financial products that 
make it easier for participants to have a diversified portfolio that 
meets personalized needs, (2) innovative pension plan designs 
that help participants invest and (3) innovative ways of provid-
ing financial advice to improve its quality while reducing costs.

This article first discusses the financial decision-making 
problem that DC participants face. It addresses financial ed-
ucation as a possible solution, explaining how this approach 
places a heavy burden on workers and employers. It then 
discusses alternatives—innovations in financial products, 
innovations in pension plan design and innovations in the 
provision of financial advice.

The Financial Decision-Making Problem
Investing is a complex problem for many people. A sub-

stantial portion of the population in the U.S. (and elsewhere) 

A T  A  G L A N C E

• Defined contribution (DC) plan participants need high levels 
of financial literacy to make complex decisions such as how 
much to contribute to their plans and how to invest their 
contributions.

• These complex decisions, paired with people’s low level of 
financial literacy, have driven the demand for financial edu-
cation. Traditional financial education, however, is relatively 
expensive and has had limited success.

• Three alternatives to traditional financial education that 
policy makers and plan sponsors may want to consider in-
clude (1) innovative financial products that make it easier for 
participants to have a diversified portfolio that meets per-
sonalized needs, (2) innovative pension plan designs that 
help participants invest and (3) innovative ways of providing 
financial advice to improve its quality while reducing costs.
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lacks basic financial literacy (Lusardi and Mitchell, 2014), 
which increases the difficulty of making investment deci-
sions. Investors with low levels of financial literacy are likely 
to make poor financial decisions (Fisch et al., 2016). Koh, 
Mitchell and Rohwedder (2020) find that people with higher 
financial literacy have portfolios that are more complex and 
better diversified. However, few people have that level of fi-
nancial literacy.

In a survey of U.S. federal government workers, 14% of 
men and 16% of women said that they did not participate 
in the Thrift Savings Plan (TSP) because they did not un-
derstand the plan (Hinz and Turner, 1998). Employees with 
greater financial knowledge are more likely to enroll in a 
401(k) plan (McCarthy and Turner, 2000). Some workers 
decide not to participate in DC plans because they lack fi-
nancial literacy and are unwilling to commit money to plans 
they don’t understand (Horack and Wood, 2005). Campbell 
(2006) argues that people to some extent recognize their 
decision-making limitations and, as a result, avoid financial 
decisions that they feel unqualified to make. 

DC plan participants generally face the complex prob-
lem of deciding how to allocate assets in their plan port-
folio. Fisch, Lusardi and Hasler (2020) found that 401(k) 
participants whose only exposure to investing is through a 
401(k) plan have lower levels of financial literacy than other 
investors, which increases the difficulty of making complex 
investment decisions. A Gallup survey (Saad, 2020) showed 
that only 55% of Americans reported owning stocks. Fisch, 
Lusardi, and Hasler (2020) found that approximately 60% 
of persons age 25 to 60 owned stock. Of those, 28% owned 
stock in a DC pension with that being their only stock own-
ership. Thus, stock ownership was the result of participating 
in a retirement plan.

Unsurprisingly, most retirement plan participants do not 
have adequate financial knowledge to construct an investment 
portfolio that matches their risk preferences (Turner and Muir, 
2012). Only 24% of U.S. workers say they understand asset al-
location principles “quite a bit” or “a great deal.” Another 37% 
say they have no understanding of asset allocation principles 
(Transamerica, 2018). The effects of labor market risks on an 
individual’s optimal pension portfolio increase decision-mak-
ing complexity (Mitchell and Turner, 2010).

Deciding on asset allocations for DC plan portfolios is 
further complicated when people do not understand how 
fees affect investment options (Muller and Turner, 2016, 
2020). Related issues include determining contribution lev-
els (Dominguez et al., 2020) and determining how much to 
withdraw in retirement (Turner, 2014).

Focusing on the investment decisions, this article dis-
cusses four approaches to deal with the complex problem of 
pension participants constructing investment portfolios. The 
first is to attempt to increase the financial skills of millions 
of pension participants through financial education. This ar-
ticles focuses on three alternatives. The second and third ap-
proaches are to reduce complexity by innovating simplified 
financial products and plan designs. The fourth approach is 
to innovate new ways of providing financial advice to those 
with low levels of financial literacy. 

Problems With Financial Education
Despite considerable interest among policy analysts and 

policy makers, acquiring financial literacy is not a top prior-
ity for many pension participants, in part because they face 
competing demands for their time and attention. Moreover, 
financial education is relatively expensive and, so far, has had 
limited success, as evidenced by chronic financial illiteracy 
(Turner and McCarthy, 2000; Turner and Korczyk, 2004; 
Mitchell and Lusardi, 2014). 

Financial education efforts face significant challenges, 
specifically related to educating investors about the com-
plexities of pension plans. For example, many pension 
participants don’t understand how fees affect investment 
outcomes (Muller and Turner, 2016, 2020), how much to 
contribute (Dominguez et al., 2020), or how much and 
in what ways to take withdrawals in retirement (Turner, 
2014). It is unlikely that efforts to increase financial literacy 
will help average pension participants construct well-diver-
sified investment portfolios that are aligned to their levels 
of risk aversion.

The legal structure of pension regulation in the U.S. gen-
erally puts the burden of DC investment decisions on the 
individual (Fisch, Lusardi and Hasler, 2020). Turner (2003) 
discusses errors that participants make in managing the in-
vestments in their 401(k) plans while Turner (2006) discuss-
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es ways that 401(k) plans could be structured to deal with 
these errors. 

Although the factors outlined above present significant 
barriers to financial education, Fisch, Lusardi and Hasler 
(2020) propose mandatory employer-provided financial lit-
eracy programs for employers offering pensions. Lusardi, 
Michaud and Mitchell (2017) evaluate the effectiveness of fi-
nancial education programs. Based on simulations, they find 
that one-time financial education programs tend to be inef-
fective but that programs that provide follow-up tend to be 
more effective. They do not consider alternative approaches.

The next three sections consider three market-based ap-
proaches.

Innovations in Financial Products That Simplify 
Financial Decisions

Constructing a well-diversified portfolio is an inherently 
complex task. Financial illiteracy makes the task even more 
difficult, and probably impossible, for many people. This 
problem may deter some people from participating in DC 
pension plans.

Financial product providers have seen this problem as a 
market opportunity, leading them to develop products that 
make investing less complex, specifically by creating finan-
cial products that simplify portfolio diversification and help 
clients manage risk. To simplify the choices for participants, 
financial investment products have progressed from indi-
vidual stocks, to mutual funds, to index funds, to target-date 
funds (TDFs). While a diversified portfolio of individual 
stocks might require 30 stocks (Statman, 1987), and a diver-
sified portfolio of mutual funds might require five mutual 
funds (Shen and Turner,  2018), participants need to select 
only a single TDF. 

In the U.S., as of 2015, TDFs were offered by 90% of 
401(k)-type plans and accounted for 23% of their assets 
(Katzeff, 2016). A Mercer study found TDFs to have $1.43 
trillion in assets as of March 31, 2017, compared with $500 
billion just five years earlier (Lloyd, 2018).

The increasing use of autoenrollment to increase pension 
coverage has contributed to the growth of TDFs. In the U.S., 
the Pension Protection Act of 2006 authorizes retirement 
plans to use a TDF as the default fund. TDFs are also the 

default option in the TSP for federal government workers. 
In the United Kingdom, they are the default option in NEST, 
a government-sponsored pension fund, which is the largest 
U.K. pension fund by number of participants (Turner, Lich-
tenstein and Brown, 2018). 

Additional innovations in TDFs could be made (Fisch and 
Turner, 2018). For example, in the U.K., the People’s Pension 
(2016) offers three choices—a conservative fund, a balanced 
fund and an adventurous fund. Workers choose which fund 
to invest in, with the balanced fund being the default. The 
target-date aspect of this arrangement is that 15 years from 
retirement, investments gradually include a fourth, more 
conservative fund. 

In the U.S., the United Methodist Church (2016) has a 
similar target-date arrangement. Workers can choose a con-
servative, moderate or aggressive investment path, a choice 
that is available for each TDF. In addition, the mutual fund 
company T. Rowe Price (2020) provides two different TDFs. 
The “Retirement TDF” has 55% of its portfolio invested in 
equities at the retirement date. The “Target TDF” is more 
conservative and has 42.5% invested in equities.

Innovations in Pension Plan Design
Improvements have also been made in pension invest-

ment offerings, in part due to recognizing that beyond a 
point, more investment choices have negative consequences 
on pension outcomes (Tang and Mitchell, 2008). Plan spon-
sors have been under regulatory and litigatory pressure to 
pick pension investment options with lower fees. 

Default investment funds are an inexpensive option, but 
they rate relatively low in terms of individualization. Default 
TDFs assume that everyone with the same retirement target 
date has the same degree of risk aversion and the same life 
expectancy.

Another relatively recent development is the use of man-
datory automatic enrollment as an element of national pen-
sion policy—for example, in the U.K. (Turner, Lichtenstein 
and Brown, 2018). Autoenrollment uses defaults to remove 
from workers the burden of making decisions about wheth-
er to participate, how much to contribute or how to invest. 
The individual has the option to reverse or opt out of any 
default. Autoenrollment has been successful in the U.K., but 
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it has been substantially less effective 
in Poland and Turkey (Bielawska and 
Turner, 2020).

Innovations in Financial Advice
Information and the ability to pro-

cess it are scarce and valuable resources 
(Veldkamp, 2019). Therefore, it might 
be more efficient to have specializa-
tion in advanced financial knowledge 
through advisors rather than to expect 
most people to understand complex fi-
nancial issues. For example, in a related 
area, Disney, Gathergood, and Weber 
(2019) found that credit counseling can 
substitute for financial literacy. 

A hallmark of modern life in high-
income countries is complexity. Com-
puters, cars and health care are all 
complex. Generally, the response to 
complexity is specialization. For exam-
ple, no one promotes increased tax lit-
eracy as the preferred means of helping 
people navigate the complexities of the 
income tax code. Due to the complexity 
of the U.S. tax code, 56% of individual 
tax returns are prepared by paid tax 
preparers, and an additional 34%—for 
a total of 90%—are prepared using in-
come tax preparation software (Jones, 
2014). These two approaches roughly 
correspond to the work of financial 
advisors and robo-advisors (discussed 
later). 

Another problem is that traditional 
financial advice is often associated with 
conflicts of interest, which can result 
in clients receiving advice that benefits 
their advisor but is not in the client’s 
best interest (Turner, Klein and Stein, 
2016; Turner and Giordano, 2020). The 
Financial Conduct Authority (2013) in 

the U.K. has embraced the insights of 
behavioral economics concerning the 
regulation of financial advice. It states 
the following: "A rapidly growing liter-
ature on behavioural economics shows 
that some errors made by consumers 
are persistent and predictable. This 
raises the prospect of firms designing 
business models that do not focus on 
competing on price and quality. Be-
havioural economics enables regula-
tors to intervene in markets more ef-
fectively, and in new ways, to counter 
such business models and secure better 
outcomes for consumers” (Financial 
Conduct Authority, 2013). The U.K. 
has prohibited financial advisors from 
receiving commissions, thereby elimi-
nating one source of conflict of interest. 
The U.K. has also rejected a key Securi-
ties and Exchange Commission (SEC) 
tenet, namely that disclosure is an ad-
equate remedy for conflicts of interest 
(Kitces, 2016). 

Robo-advisors have emerged as a 
response to investors’ needs for finan-
cial advice and as a means of reducing 
the high cost of human advisors (Fisch, 
Labouré and Turner, 2017). Robo- 
advisors can provide financial advice 
to clients who previously lacked access 
to financial advice because they had in-
sufficient assets or because they could 
not afford the fees of financial advisors. 
Thus, robo-advisors have the poten-
tial to democratize financial advice by 
making it available to nearly everyone, 
not just the wealthy.

Although investing is inherently 
complex, people with basic computer 
skills can access robo-advisors, thereby 
simplifying investment choices. People 

can invest in an individual retirement 
account (IRA) offered by a robo-advisor 
while paying substantially lower fees 
than those charged by human finan-
cial advisors. Lower fees are possible 
in part because of economies of scale. 
One robo-advisor can provide advice 
to thousands of clients, substantially 
raising the client-to-employee ratio at 
robo-advisor firms compared with tra-
ditional financial advisory firms. Robo-
advisors can also help people invest in 
low-cost mutual funds and exchange-
traded funds (ETFs).

Robo-advisors could make financial 
education and financial literacy less 
important in the future. A basic level 
of financial literacy will always be valu-
able, but robo-advisors could eliminate 
the need for the more advanced com-
prehension required to construct an in-
vestment portfolio that is aligned with 
an individual’s risk aversion. People 
will have inexpensive access to finan-
cial advice.

Innovations in Information 
Transmission

Providing information in a more 
accessible and more transparent man-
ner can improve pension outcomes. 
Kronlund et al. (2020) find that the 
improved fee disclosures mandated by 
the U.S. Department of Labor in 2012 
resulted in pension participants switch-
ing to cheaper mutual funds. In addi-
tion to autoenrollments and defaults, 
Goldin et al. (2020) found that pension 
participation can increase when plan 
administrators improve communica-
tions, such as by offering participants 
simple suggestions for how much to 
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contribute. Their results showed that improved communica-
tions can reduce complexity and increase the willingness of 
workers to participate in a pension.

Conclusion
Most pension participants have low levels of financial 

literacy, and this particularly is the case for pension par-
ticipants whose only investments are their pension invest-
ments. Remedies to better educate workers in basic financial 
literacy, such as the importance of portfolio diversification, 
is desirable. However, it is unreasonable to expect pension 
participants to have sufficient financial literacy to construct 
well-diversified portfolios that are aligned with their levels of 
risk aversion. 

This article argues that a more efficient approach is to sim-
plify investment choices. This can occur in three ways. First, 
innovations in financial products, such as TDFs, can reduce 
the complexity of investing. The article recommends further 
improvements in these funds. Second, innovations in pen-
sion plan design can simplify the provision of pensions by 
using, for example, automatic enrollment with defaults and 
simpler, lower fee investment menus. Third, innovations in 
the provision of financial advice, such as robo-advisors, can 
give more people access to investment advice at low fees. In 
addition, improved informational interventions can improve 
pension outcomes.

Financial education is not the only way to deal with low 
levels of financial literacy among pension participants. The 
approaches described in this article may prove to be more 
effective.  
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