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Congress has voted, and now it's official: Investors are irrational.

Thanks to this year's pension law and yesterday's proposed rule from the Labor Department, it's becoming easier for companies to automatically enroll employees in their 401(k) plans and thereafter increase the amount these employees save each year. That's good news for ordinary investors, who often foolishly fail to sign up for their 401(k).

But it's also a triumph for behavioral-finance economists, who have championed the idea of automatic enrollment. Expect further triumphs in the years ahead. It seems we often goof when making financial decisions -- and Wall Street and corporate America are turning to behavioral finance for help.

• Getting framed. All this is a tad controversial. In building their models, economists have traditionally assumed that people behave rationally, and many view behavioral finance as little more than a series of clever anecdotes.
 
Nonetheless, behavioral finance has caught the attention of business executives seeking to improve decision making by employees and customers. To date, the biggest impact by far has been on the 401(k).

IRRATIONAL INVESTORS
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Here are four ways people harm themselves financially:

Recency: We're heavily influenced by the past year's market action.

Procrastination: We know we need life insurance, but other things always seem more pressing.

Loss aversion: We shy away from stocks because the pain from losses is so much greater than the pleasure from gains.

Self-control issues: We find it tough to save rather than spend.

In the 1990s, the prevailing wisdom was that, if you gave 401(k) investors enough information and enough investment choices, they would make wise decisions. The reality: Some 22% of eligible employees fail to participate in their company's 401(k), according to Chicago's Profit Sharing/401(k) Council of America. And those who do participate often end up with undiversified portfolios, stashing too much in company stock or leaving everything in a money-market fund.

Enter behavioral-finance economists. Their stunningly simple insight: How choices are framed can greatly affect investors' decisions.

"A traditional 401(k) is a voluntary regime," says Stephen Utkus, director of the retirement-research center at Vanguard Group, the Malvern, Pa., fund company. "You have to make all these decisions. But with the new 401(k), it's an opt-out regime."

If employees in today's cutting-edge 401(k) plans don't make a choice, they are automatically enrolled, the amount they save each year is automatically increased, and their contributions are directed into a diversified portfolio. Employees can always opt out -- but many don't.

"It gets them to do what they would probably do anyway, if they had taken the time to think about it," says Shlomo Benartzi, an economics professor at the University of California, Los Angeles.

Prof. Benartzi, together with the University of Chicago's Richard Thaler, devised the "Save More Tomorrow" program, in which 401(k) investors have their contributions automatically increased over time. He also recently launched the Behavioral Finance Forum, which aims to help financial firms put behavioral-finance ideas into practice.

• Needing help. The Behavioral Finance Forum should have plenty of work. We may now get ample help with our 401(k). But we struggle with many other financial decisions. Consider three common mental mistakes.
 
• We insure against small risks, even as we ignore the big ones. For instance, we'll purchase extended warranties for our television set and our computer, but we won't bother with long-term-care or life insurance.
 
To be sure, not everybody needs these policies. Still, according to insurance researchers Limra International in Windsor, Conn., just 41% of adults have bought life insurance on their own. Meanwhile, Washington's American Council of Life Insurers says a mere 10% of seniors have long-term-care insurance.

Ted Mathas, chief operating officer at insurer New York Life, believes most folks know they need coverage. "But there's no motivation to act on any given day," he says. "People only buy because they talk to an insurance agent or because there's a traumatic event, such as their third cousin dying."

• Over the past decade, mutual-fund companies have embraced the Web, offering easy account access and heaps of performance data. Yet, if anything, all this information has made us more skittish about the market and more likely to chase hot funds.
 
"Maybe we're providing too much information, and we're providing it too often," says UCLA's Prof. Benartzi. "People have more chance to focus on short-term performance."

To counteract this, he says, mutual-fund companies might redesign their Web sites. One possibility: Put more emphasis on long-term performance and on whether investors are on track to meet their goals.

• When we hear how much money we need for retirement, the sum can seem so daunting that many folks throw in the towel. What to do? T. Rowe Price Group has shifted strategy, instead telling clients what sort of retirement lifestyle they will have based on their current portfolio and savings rate.
 
"We'll say, 'You can afford 20% of your current lifestyle in retirement,' " says Christine Fahlund, a senior financial planner at the Baltimore fund company. "We don't tell them about the humongous amount they need to accumulate and instead tell them about the percentage of salary they need to save each year. We reframed the problem in such a way that people can touch it and feel it."

