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Motivation

• Evidence shows that financial literacy matters for 
retirement planning and savings in general

• Stock market participation is particularly important 
for long-term wealth accumulation

• How does financial literacy affect this decision?
– Mistaken beliefs about stocks: individuals over or 

underinvest based on their subjective understanding of 
the stock market

– Fundamental lack of knowledge: individuals prefer not 
to invest in what they do not understand 
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Standard theoretical framework

• An risk-averse investor has wealth W and 
CARA utility

• He chooses the share of wealth a to invest 
– f > 0 is a fixed cost that must be incurred in order 

to buy stocks, which have normally-distributed 
excess return with  mean r > 0 and variance  σ2

– The alternative is a safe asset with zero return
• The investor buys stock if E[U(V(a*))] >  

U(W), which  implies  f < r2/  2 θσ2
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Adding ambiguity aversion

• Suppose our investor is unfamiliar with 
stocks: he thinks of the expected return as 
uncertain and distributed N( r, σδ 2 ) and faces 
a conditional expected utility E[U(a)| δ]

• Ambiguity-averse investors dislike mean-
preserving spreads of E[U(a)| δ]
– The investor chooses to maxmize the certainty-

equivalent of a function φ(E[U(a)| δ]) where φ has 
the form of a CRAA utility function with ambiguity 
aversion parameter γ

• We can then write f < r2/  2 θ (σ2 + (1+γ) σδ 2 )
• Illiteracy reduces demand (distinct from 

wrong beliefs, which can go either way)
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The RAND American Life Panel

• Drawn from the American Life Panel on 7/10/07
– ALP is an ongoing panel of 2500+ US respondents
– For this study, 533 individuals are matched across 

multiple Monthly Surveys

• Demographic: older, affluent & well-educated
– Median Age(years):   54  
– Median 2002 Income: $61,000   
– 53% college graduate or higher 
– 68% stock market participation (including mutual 

funds)
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Measuring Risk Aversion I: Barsky et al.
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Measuring Risk Aversion II: Holt/Laury
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Measuring Financial Literacy: Lusardi/VS 



Financial Literacy and Stock Market ParticipationYoong (2010)

Measuring Financial Literacy : PCA
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Basic empirical specification
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Ordinary Least Squares Estimation
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Potential Endogenity Bias
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Instrumental Variables Estimation
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Instrumental Variables Estimation
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Conclusions

• Lack of information depresses participation in the 
stock market, consistent with ambiguity aversion 
(dislike of the unknown)

• This effect is distinct from mistaken beliefs and 
independent of risk aversion, income and formal 
education

• Implication is that basic familiarity is needed in 
order for investors to overcome fundamental 
psychological barriers to investment

• Suggest need for financial education remains 
even in highly-structured choice-environments
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