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Introduction
One of the key goals of superannuation is to provide retirees with an adequate and 
sustainable level of income during retirement. Defined contribution (DC) schemes are now 
used for the overwhelming majority of superannuants in Australia. DC funds face a number 
of barriers in providing an adequate and sustainable level of retirement income for their 
members. This paper looks at one such barrier, an investor behaviour known as ‘lump sum’ 
bias.

The issue at hand
DC funds are designed to accumulate a capital sum on which a person is to retire. The 
problem is that people generally find it difficult to calculate how much retirement income 
that capital sum can reliably produce from year to year. This is because the capital sum is 
relatively large compared to what people are used to. Because of this, people tend to over-
estimate the amount of annual income a capital sum can reliably produce. 

Anecdotes about such behaviour are common place. Investor behaviour expert Shlomo 
Benartzi1 recounts the story of a call made by a customer to a major retirement plan in the 
United States. The person wanted to stop saving because she had reached $100,000 and 
that ‘was a lot of money.’ Of course, $100,000 is a lot of money, but it is obviously woefully 
inadequate to fund an entire retirement. 

In another example, retirement expert, Don Ezra, suggests that if you ask an intelligent, but 
non-mathematical, person how much yearly lifetime income a lump sum of $100,000 can 
generate, their usual response would be in the range of $10,000 to $20,000.2 Most experts 
would put the correct figure at around $4,000 per annum, perhaps even less.
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1 �Benartzi, S., Save More Tomorrow, Practical Behavioural Finance Solutions to improve 401(k) Plans. Portfolio/
Penguin (2012), p218 

2 �Ezra, D., ‘How Should Retirees Manage Investment and Longevity Risk in a Defined Contribution World?’, 
Rotman International Journal of Pension Management, vol. 4, no. 1, Spring 2011.
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When it comes to a large sum of money, psychologists argue that a so-called ‘affect 
heuristic’ is operating. This is where people make a rapid and intuitive judgment based 
on the emotion of how a situation, decision or problem makes them feel. For example, a 
person might decide to accept $100,000, over a lifetime income, because it makes them feel 
‘good’, rather than because they have worked out the figures.

Lump sum bias
A technical definition of lump sum bias is: where people place a higher value on a lump sum 
than the actuarially fair income stream it could produce. 

In rational economic theory, a person should choose the payment outcome that has the 
highest discounted value. Behaviourally, however, people have a bias towards a lump sum 
payment. Fethersonhaugh and Ross3 suggest that there are a number of factors that explain 
why people exhibit a lump sum bias. They include:

•	 Wealth illusion. One simply looks bigger than the other.

•	 Affect heuristic. People make a rapid, intuitive judgment because it feels like a good 
amount. 

•	 Simple temporal discounting. People generally prefer dollars today over dollars tomorrow.

•	 Preference of certainty. People often perceive the future as uncertain. By taking a lump 
sum payment today, they eliminate a degree of uncertainty, even if they potentially 
sacrifice some ultimately higher value.

•	 Opportunity cost. People often believe that having a single large sum might enable them 
to create or exploit an otherwise unavailable opportunity.

•	 A belief that the utility of money will decrease as they age and they will have fewer and 
less attractive opportunities to enjoy the money.

Evidence of lump sum bias
United States academics and researchers have been leading the research in this area. 
Work by Dan Goldstein4 highlights how people exhibit both a misunderstanding of 
equivalence and behavioural bias towards a lump sum. Goldstein conducted an experiment 
where participants were asked to rate their satisfaction with either a $100,000 lump sum 
or monthly payments of $300, $500 or $900 for life. For a 65 year-old, such a lump sum is 
roughly equivalent to $500 a month for life. 

Respondents had clear preference for the lump-sum, even compared to the much more 
actuarially valuable $900 monthly payments. In fact, Goldstein calculated that the 
‘indifference point’ (ie where people would take either) between monthly payments and 
a $100,000 lump sum was $1,065 a month (nearly twice what is should have been).

3 �Fetherstonhuagh, D., Ross, L., ‘Framing effects and income flow preferences in decisions about social security’, 
Behavioral dimensions of retirement economics, Aaron, H., (ed.), Brooking Institution Press, 1999.

4 �Goldstein; Rendering the future financial self, presentation at 21st UNSW Superannuation Research Colloquium 
2013, 8 July 2013.
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Financial research firm Investment Trends conducted a similar survey in Australia. They asked 
people 40 years of age and over how much minimum guaranteed annual income they would 
need for the rest of their life, in return for a $100,000 investment. Table 1 outlines the results. 
The average response was $8,200 p.a., with $10,000 p.a. being the single highest selected 
option.5 This is well above the actuarially fair amount of approximately $5,000 per annum. 
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Annual income  

In another experiment by Fetherstonhaugh and Ross6, survey participants were asked to 
choose from two options:

•	 a lump-sum of $25,000 payable at retirement and a lifetime annuity of $10,000 p.a. 
(discounted value of $125,740); or

•	 a lifetime annuity of $12,500 p.a. (discounted value of $125,925).

76 per cent of survey participants chose the former. 

When it comes to developing an income plan for retirement, lump sum bias can negatively 
impact the planning process. People who are unable to determine an equivalent income 
stream from a lump sum, might not be saving enough. In particular, people with smaller 
amounts of retirement savings feel that a lump sum is more adequate for retirement than an 
equivalent income stream.7

What can be done?
Research conducted by Goda, Manchester and Sojourner8 found that when US workers were 
presented with their retirement benefits as projected monthly incomes, their saving rate 
increased more than those who only saw projected account balances. Rules for such disclosure 
have been developed in an ASIC class order and allow a super fund to make a projection of a 
member’s lump sum benefit converted into a per annum income expressed in today’s dollars.9 
Financial advisers can do the same thing within the statement of advice framework. 

5 Investment Trends, Retirement income report November 2013 volume 1, February 2014.
6 Fetherstonhuagh, D., Ross, L., op cit. 
7 �Goldstein, D., Hershfield, H., Benartzi, S., The Illusion of Wealth and it Reversal, SSRN, January 2014.
8 �Goda, G., Manchester, C., Sojourner, A., What will my account really be worth? Experimental evidence on how 

retirement incomes projections affect savings, NBER working paper no. 17927, March 2012.
9  https://www.asic.gov.au/asic/pdflib.nsf/LookupByFileName/co11-1227.pdf/$file/co11-1227.pdf.
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Australian super fund, Cbus, sent 20,000 fund members retirement income projections with 
their periodic statements in 2013. Since June 2013, Cbus has seen 12 per cent of members 
from this test group increase their contributions, as well as other improvements in member 
engagement.10

Financial advisers and planners can use simple framing methods with clients to overcome 
lump sum bias in their active decision making. Presenting retirement income options in terms 
of monthly income to meet regular consumption needs changes the frame in which near 
retirees view their savings. It helps to remove the illusion of wealth from a lump sum and 
helps them to understand the steady income they will need to generate from their savings 
to replace their pay cheque. 

Conclusion
Armed with the right information, members will be better able to make sound decisions 
about their retirement savings. Information provided in financial advice and periodic 
statements, showing projected annual income in retirement (while highlighting the likelihood 
of a range of outcomes deviating from the average), can help prevent clients and fund 
members from falling short of retirement adequacy by over-estimating the value of their 
lump sums. 

10 http://investmentmagazine.com.au/2014/03/cbus-members-happy-to-be-confronted-with-income-projections/


