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What is this Study About?

This study examines whether the timing of tax payments affects how retirees manage and
consume their savings by investigating spending behavior during retirement. Specifically, it
compares spending patterns between two types of retirement accounts: deferred-tax (DT)
accounts, where taxes are paid upon withdrawal, and currently taxed (CT) accounts, where
contributions are taxed upfront, but withdrawals are tax-free.

What are the major findings of the study?

Retirees with DT accounts tend to spend their savings faster than those with CT accounts, even
when both types of account holders have equivalent after-tax spending power. This faster
consumption is attributed to several factors. DT account holders feel the “pain” of paying taxes
upon withdrawal, which negatively affects their willingness to spend. However, they also tend
to underestimate the future tax burden on their savings, leading to a false sense of higher
wealth. Additionally, DT account holders often compensate for the negative feelings associated
with paying taxes by focusing more on the positive aspects of their purchases, which further
drives up their spending.

Why is the study important?

These findings highlight the psychological and behavioral impacts of tax timing on retirement
spending. Understanding these effects can help financial advisors provide better guidance to
retirees, ensuring they make informed decisions about their savings and avoid the risk of
outliving their funds. Policymakers can also use these insights to design retirement plans that
encourage more sustainable spending habits, potentially improving retirees’ financial security
and reducing their dependence on government aid. The findings emphasize the need for
increased financial literacy and better planning tools to help retirees accurately assess their
after-tax wealth and make prudent spending decisions.
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