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hen it comes to the economy,
most of us are just plain stupid

Basic misconceptions about the world of finance lead most people to make
poor decisions that affect their lives, says a prominent Israeli psychologist

Efrat Neuman

If you're reading this ar-
ticle, there is a good chance
that you’re interested in
economics and finance. You
might play the stock market,
or are at least considering it.
If you’re an Israeli over the
age of 30, you most likely
have a mortgage, as well as
car and property insurance,
and you might also be saving
for your own and your chil-
dren’s future.

If vou're reading this
article, there’s also a good
chance that your under-
standing of economics is
muchless proficient thanyou
think itis. That,in any event,
is the conclusion of research
by David Leiser, a psychol-
ogy professor at Ben-Gurion
University of the Negev, who
examined how people under-
stand economics and make
economic decisions.

“My studies show there is
an incorrect understanding
of events. People are expect-
ed to understand, but they
do not,” says Leiser. “It’s not
just a lack of knowledge, but
knowledge that is distorted,
and erroneous understand-
ing from the ground up, from
things we deal with every
day to our understanding of
how the national and inter-
national economic systems
function.

“People have their own
understanding of the finan-
cial world. For example, in-
terest rates were raised in
the United States last week.
How many people really un-
derstand the significance of
such a step? What are the im-
plications of this in the short
and the long term? When re-
porters write about pensicns,
they refer to actuarial con-
siderations, but how many
of their readers understand
what this term means?”

In the financial press,
there are analyses of events
such as interest-rate deci-
sions, and in recent years
the general news media are
devoting more attention to
financial matters that are
relevant to us all. Leiser
believes this is not enough.
Sometimes, he says, this ac-
tually results in confusion.

“From what I see around
me, themedia preoccupation
with the economy has only
increased the level of anxi-
cty. People come to me and
ask me what to do with their
long-term savings,” he says.

Leiser gives the example
of pensions. “I investigated,
using focus groups and
questionnaires, what people
understand about pensions.
I found that people gener-
ally relate to two incorrect
models. The first is the pig-
gy bank medel, according to
which each month you put
money into it and at retire-
ment age you take the money,
and that’s your pension. The
second is the contract model,

David Leiser

according to which the state
tells vou, work for 40 years
and then you’ll get a percent-
age of ‘something,’ it could be
your last, or your average,
monthly wage.

Pension as
partnership

“Except for economists,
you will hardly find people
mentioning that this pension
isaffected by factorssuch as
life expectancy, return on
investment and, most of all,
that it’s a partnership with
the other people in the fund.
Then the person reaches re-
tirement age witha mistaken
understanding, and he is told
that all sorts of things hap-
pened.

“The return achieved by
his pension fund was not
high enough, the population
pyramid changed (increased
life expectancy), so he will

get much less than he ex-
pected. The saver does not
understand this, and thinks
he has been robbed in broad
daylight. After all, he had a
contract. He put the money
in the piggy bank every
month; he did his part. He
develops a sense of injustice
and mistrust,and thinks they
stole money from him. This
distorted perception of reali-
ty createsadistrust between
the people and the financial
institutions and regulators.”

This incorrect under-
standingis also expressedin
relation to the compensation
fund the employer pays into
every month. This compo-
nent, amounting to between

6% and 8.3% of salary, is set
aside by the employer and is
designed to protect employ-
ees in the event of termina-
tion or changing workplaces.
The convention is to think
that the compensation com-
ponent of the compensation
belongs to the employee,
whether he chooses toquit or
ifheis fired. But while unem-
ployment benefits are paid
by the state, the employee
himself pays for the com-
pensation compenent — that
is, it comes out of his pension
savings. The compensation
component usually amounts
to about one-third of pen-
sion savings, so anyone who
withdraws it as severance
pay in the event of dismissal
orresignation prior toretire-
ment, wipes out one-third of
his pension.

“We are now begin-
ning a study on withdraw-
ing compensation. People

treat compensation as if it
were accident insurance —
compensation that can and
should be spent, because in
any case it’s not part of the
regular budget. Many people
withdraw their compensa-
tion money, and do not real-
ize they are damaging their
future pensions. The history
of the concept and the unfor-
tunate term itself give them
the impression that it’s eom-
pensation for being fired.
So they take the money and
renovate their kitchen, and
have no idea that they are
losing 30% of their pension.

“We are now examining in
a study the impact of chang-
ing the name, whether in-
stead of calling it ‘withdraw-
al of compensation’ we call it
‘early withdrawal of pension
funds, with approval’ would
cause people to behave dif-
ferently, and not withdraw
the compensation money.”

Leiser, 63, has abachelor’s
degree in math from the He-
brew University and a doc-
torate in psychology from the
University of Geneva, where
hewasaresearchassistant to
therenowned developmental
psychologist Jean Piaget. He
Wwas a visiting lecturer at the
University of Chicago and
a fellow at the Max Planck
Institute for Psycholinguis-
tics in Nijmegen, Holland,
before joining the faculty
of Ben-Gurion University
in 1979. He is also president
of the economic psychology
chapter of the International
Association of Applied Psy-
chology.

Leiser explains that
people develop a shallow
understanding of subjects
that offer an illusion of un-
derstanding. One of the in-
validbiases that hisresearch
found is called the good-be-
gets-good heuristic. People
tend to divide economic vari-
ables into “good” and “bad”
categories, and think that
when a given “good” vari-
able “increases,” then all
the other “good” economic
variables will rise as well.
Of course, the opposite also
holds true.

Leiser gives an example:
“When we asked people
about the relationship be-

tween inflation and unem-
ployment, we realized that
85% of respondents believe
that a rise in unemployment
leads to a rise in inflation.
Why? Because both param-
eters are “bad,” so they go
together. In practice, how-
ever, in most cases the rela-
tionship is actually the oppo-
site. When unemployment
rises, people don't get wage
hikes, or their salary actu-
ally declines, and inflation-
ary pressures are weakened.
This question has beentested
in other countries and the
results were the same. This
insight has macroeconomic
implications.”

Poor comparisons

Another bias stems from
the fact that people seek out
metaphors and comparisons.
“People tend to compare
the national econemy to an
economy that is familiar to
them, that of a family. Their
conclusion is that you have
to manage your income and
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Fedcral Reserve chief Janet Yellen announcing this moenth’s historic rate hike.

expenses in a balanced way.
Economists do not agree,
since a government some-
times needs to spend more
and sometimes less, depend-
ing on the state of the econo-
my. Income and expenses in
ahousehold are independent
of each other, but the gov-
ernment can spend more
money in order to stimulate
the economy, make various
investments, and this will
increase tax revenue. In the
end, spending more can ac-
tually help the state meet its
targets.”

The third bias that Lei-
ser mentions leads people
to understand the economy

STUPID

Continued from page 6

we received a brochure list-
ing what our property taxes
paid for. When people can see
where their money goes, it's
easier to persuade them to
pay their taxes on time. Stud-
ies have found that when it
comes to taxes, it’s important
to increase trust without let-
ting up on enforcement.”
Economics is a behav-
ioral science. Researchers
consider economic theories
through people’s behav-
ior and associate it with
their preferences. Leiser
believes that people’s eco-
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in terms of intentionality.
“If people do not understand
some economic process and
why it happens, they are in-
clined to assume that some-
one deliberately caused its
results. This tendency is
very human. We all tend to-
ward intentional thought,
and not only in the economic
realm. Sometimes it’s true,
sometimes not. When the
situation is complex and it is
unclear what caused what,
people tend to assume that
someone is profiting from
it, so he wanted it to happen
and made it happen. I tested
this bias in the United States
and in Switzerland as well,

nomic beliefs, as well as
their expectations, affect
their daily behavior. In
consequence, this affects
the direction of the econ-
omy.

“Economics isn’t like the
weather,” says Leiser. “The
fact that we expect a heat
wave will not affect wheth-
er or not we have one. The
economy is different. The
public’s expectations have
an impact. Economic cri-
ses affect the confidence
of the players. When peo-
ple expect higher inflation,
it increases the likelihood
that it will happen, because
they behave accordingly
and raise prices. After the
2008 financial crisis there
was a lot of interest in the

Retiters

and it was tested by others
in France. It turned out that
it exists in these countries,
too.”

The public’s understanding
is alsotied toits confidencein
the state. “In public policy it
is important to understand
the customer, the citizen, the
taxpayer. It's possible to send
the message that anyone who
does not pay taxes will be
punished, and you can make
people understand thatit’sim-
portant to pay taxes because
they benefit from the services
the taxes pay for. In Jerusa-
lem, for instance, last vear

See STUPID, Page 7

issue of trust, and when
people tried to address the
causes of the crisis that be-
fell them, they instinctively
pointed an accusing finger
at people, not the system.
“¥ortunately, econo-
mists have begun to give
serious consideration to
how people understand key
data or develop expecta-
tions. There is still a lot we
don’t know, and for several
years many researchers
have been studying how the
general public understands
the economic world.”
Leiser notes that the Fi-
nance Ministry has come
to recognize the impor-
tance of making informa-
tion more accessible to the
public and more transpar-

ent. It is also co-funding
the Pensions, Insurance
and Financial Literacy Re-
search Center at Ben-Gu-
rion University, which was
founded a year ago. Head-
ing it, in addition to Leiser,
are the economist and for-
mer deputy governor of the
Bank of Israel Avia Spivak
and Rami Yosef, an actuary
— both BGU professars.

How de you teach people
to better understand eco-
nomics?

“Teaching financial and
economic literacy is nec-
essary and welcome, of
course, but we must be re-
alistic. In most cases true
understanding will not be
reached. The regulator
must recognize the wrongs

and protect the public from
exploitation. At the same
time, people should be
alded in making informed
decisions.”

Leiser believes that only
objective advice can ac-
complish this. “In Britain
today, pension advice is
mandatory, and it's funded
by the state. I think the
state must ensure that
those who sell the pension
product are not the ones
who advise the client. In
other words, the consul-
tant will not be able to sell
you anything. Pensions are
indeed complicated, and
people should know that
they do not understand —
and be able 1o get abjective
advice.”



