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Abstract

In this paper we avail of new data in studies of financial céjplconducted separately in the United King-
dom and Ireland to model the determinants of individualtuates to risk. These risk attitudes are explored
explicitly in the context of savings and investments andracelelled on the basis of socio-economic char-
acteristics such as age, gender, region of residence awcdtézhal attainment. Furthermore, we explore the
relatively complex relationship between risk attituded proxies of individual’s wealth levels in the context

of potentialreverse causation.

JEL classification: D81, C81, D14.
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Non Technical Summary

Attitudes to risk have significant implications for economic decisions madesthesntire econ-
omy. Ongoing changes in employment conditions have led to individuals havitadce more re-
sponsibility for their pension provision than previously. Allied to increasatsamer participation
in the stock market, these developments mean that individual citizens areiagsyreater levels
of financial independence and responsibility than before. Diffeemcmdividual risk preferences
are, therefore, likely to be a major reason for differentials in the ratetafduypension uptake and
planning. At a macroeconomic level, the global financial turmoil expereisagce the summer
of 2007 has placed renewed emphasis on estimating aggregate risk presisaataoss different
countries. Therefore, it can be argued that achieving an undensgamicthe likely determinants of

risk attitudes amongst the general population has never been of a grelidgrconcern.

Due to the lack of relevant data, there are few international studies afhdetats of indi-
vidual risk attitudes. This paper makes use of a specific question on riskdagtita savings and
investments in new data from surveys of financial capability conducteatateby in Ireland and
the United Kingdom to examine the impact of socio-economic factors on indiviigk attitudes.
The two-country approach serves as a useful control measurae3iés are quite similar in both
countries. People from ethnic backgrounds appear to be more risgeavdrile married people and
males seem to have a significant preference for risk. It would, alpegaphat the greater the degree
of population density, the greater the preference for risk. From a ppéicgpective, it appears that

improving educational attainment within the population can increase peogliesgaices for risk.

The relationship between risk attitudes and proxies of individuals wealtts lsvelso addressed
and issues of causation between these variables are explored. Ulteirethis regard suggest that
behavioural characteristics revealed by risk preferences areificsighdeterminant of an individ-

uals ability to accumulate wealth.



1. Introduction

Attitudes to risk have significant implications for economic decisions madesthesntire econ-
omy. While standard consumption and investment decisions have alwaysigedicantly influ-
enced by risk attitudes, increased consumer participation in the stock nadokegtwith changes
in employment conditions means that individual citizens are assuming greatts ¢é financial
independence with associated responsibility for investment decisionditidnally, for example,
pensions have been provided and organised by employers, howmeveasingly, the responsibility
for pension provision is resting with individual workers themselves. Bifiees in individual risk
preferences are, therefore, likely to be a major reason for diffeleimiahe rate of future pension

uptake and planning.

At a macroeconomic level, the global financial turmoil experienced sincsutmener of 2007
has placed renewed emphasis on estimating aggregate risk premia levetsdiffeoent countries.
The fall in estimates of these premia levels, which had occurred during tleelpeommonly re-
ferred to as the “great moderation” (circa 1985 - 2007), resulted isiderable investment and
capital deepening within economies, however, events subsequent tetlud puggest risk may
well have been underpriced systematically across many countries.fditegrie can be argued that
achieving an understanding of the likely determinants of risk attitudes amibreggéneral popula-

tion has never been of a greater policy concern.

Across countries, however, relatively few studies have sought tordiete the nature of indi-
viduals risk attitudes. This can mainly be attributable to the dearth of relevemtddressing the
issue. However, in this paper we avail of a specific question on risk atifadided in a nationally
representative survey conducted seperately in the Republic of Irataththe United Kingdom to
examine the impact of key socio-economic factors on risk attitudes in bothrasiriThe question
on risk attitudes, is specifically in the context of savings and investments aahtgined within
a financial capability survey. Financial capability surveys were caedu both Ireland and the
UK by the respective financial regulators in each country and are aidwsical in terms of the

questions asketl.Using the information contained in the surveys presents a unique opporinity

When the Irish survey was being compiled, the UK survey conductedebykhFinancial Services Authority (FSA)
was used as a benchmark.



compare and contrast the likely determinants of risk attitudes across battriesu Clearly, the
Republic of Ireland and the United Kingdom share a common history, longlistasimiliarities

in public and private governance structures, as well as, in recent tihmepenetration of the Irish
market place by leading UK retail banking and commercial outlets. This stgyties possibility of
similiar societal attitudes to issues such as risk. Therefore, a comparisisk aftitudes between

both countries would appear to be highly appropriate.

Such a comparison also serves as a potential control in evaluating this.ré8here determi-
nants of risk have been estimated, some discussion in the literature hagdemavhether survey
guestions, as used here, are actually a good measure of attitudes. iéssdare to the absence
of financial incentives associated with the responses in such sur@yssequently, some have
argued that responses concerning risk attitudes may be vulnerable wiahsicaused by issues
such as self-serving biases or strategic motives. A recent study byp®woht al. (2009) is signifi-
cant in this regard. Examining a large nationally representative sun@giohan risk attitudes, the
authors “cross-check” their results with those from a smaller sample usilegerimental study
which quantifies risk-taking behaviour with actual incentives being pte€averall, responses to a
general risk question are found to be a reliable predictor of actual biskgviour thereby lending

considerable credence to survey based measures.

In a second part of the paper we examine the more complex relationshipelnetisie attitudes
and proxies of individual’'s wealth levels. While, initially, we assume these atdis of wealth are
determinants of risk attitudes and include them accordingly in the models ofttigldas, it may
well be the case that the behavioural information contained within individtiskreferences are
themselves determinants of wealth levels. Therefore, in a formal contexxamine this issue as

a case of potential reverse causation.

The rest of the paper is structured in the following manner; in the next seeti® discuss the
respective financial capability studies of the United Kingdom and Irelluiednodel of risk attitudes
is then presented and a subsequent section examines the effectivetiesssk attitude measures

as determinants themselves. A final section offers some concluding comments.



2. Financial Capability Studies

Financial capability refers to the study of a persons knowledge of fiaapmducts, their under-
standing of their own financial position and their ability to choose produgtsogpiate to that
position along with their ability to plan ahead financially and to seek and actnojapate advice
when necessary. Studies of financial capability were conducted in tiled Kingdom and the Re-
public of Ireland by the respective financial regulators. The Irishesymwhich was published by the
Central Bank and Financial Services Authority of Ireland (CBFSABswarried out in late 2007
and early 2008, while the UK study, which served as the blueprint forisie dne, was completed
in 2005. Both surveys are nationally representative. The results of kheutvey are available in

Atkinson et al. (2006) while O’Donnell and Keeney (2009) summariserthle tesults.

The UK study is based on a survey of approximately 5,300 households, iwtiile Irish case
just over 1,500 households were questioned. Four domains of finaxagiability are covered in
both questionnaires. These are as follows: managing money, planniad, a®osing products
and staying informed. The managing money domain assessed the extenthiedple were able
to make ends meet and keep track of their finances. The planning aheachdmnsidered whether
people have prepared for substantial future financial commitments, inyarfithe implications
of retirement. Provision for unexpected events with financial implicationsalémsassessed. The
choosing products area covered choice and purchase of finammikigts. This covered behaviour
and confidence in selecting products and focussed on productsagerctim the five years preceding
the survey. The staying informed section considered whether and hemresSpondents monitored
financial topics and their behaviour in dealing with complaints, e.g., to finaserices firms,

where relevant.

In a comparison of the results from both countries surveys, O'Don2609) notes that for
several of the questions considered, the Irish and UK results are glyildimilar. An important
feature of the surveys is that both countries had been experienciadlypgimilar macro-economic
conditions of strong economic growth in the period preceding the respestiiweys and around
the time the surveys were undertaken. However, there are some impdéffereintes, mainly with

regard to product holdings and in particular pensions.



The question on risk attitudes is in the choosing products domain of bothitigpairveys and
the actual question, which is asked of all the sample, is presented in Tdbleglwdth the responses
in both countries for the different risk categories. The attitude to risktoureselates specifically
to savings and investments. As can be seen from the table, the resultaddy imiliar for
both countries with a relatively high percentage of the population dislayirgrglete aversion to
risk - 44 per cent in the case of Ireland and 43 per cent for the UK. A sinpkacentage of the
population in both countries, at about 28 per cent, display preferdoctswv risk in their savings
and investment stategies. In the next section we examine potential deternohiaisidual’s risk

preferences.

3. Determinants of Risk Attitudes

In examining individual’s risk preferences, we conduct a seriesgression analyses, where we
model individual risk preferences as a function of various diffesacio-economic variables. We
re-classify the eight responses to the risk attitudes question in Table 1 intb\aflable, where 0
denotes complete risk aversion or a very low risk preference and éseqis low to moderate risk
or greater. Table 2 summarises the percentage composition for thesetegaries. Nearly 74 per
cent of the Irish sample display little appetite for any type of risk in savingsrars$tment, while

the figure for the UK is marginally lower at 72 per cént.

In Table 3 we report the results of a binary probit regression usingskeariable, defined in
Table 2, as the dependent variable. In this first model, we include, thevinficas independent
variables; ethnicity variables, age, region of residence, marital stagngeg illness, the number
of children under 18 years of age and the highest educational attaifrttetindividual. Estima-
tion results are presented both for Ireland and the UK. For all variablbstiie exception of age
and number of children under 18, the marginal effect refers to theatéschange of the dummy
variable from zero to 1. Reference groups for Ireland are Whité;lrisral, Dublin for the region

variables, single, female, no long-lasting illness and upper secondacatsh. Urban equals 1

2By reclassifying the dependent variable in such a manner, we are atstinmate the subsequent regressions with a
binary probit model. This has a number of advantages, chief of whitteisase of interpretation of the marginal effects
of the independent variables.



if the respondent lives in a county where the proportion of the populatiaggmegate town areas
is 50 per cent or greater, Urban / Rural equals 1 if that percentagehigebn 40 per cent and 49
per cent, while in the omitted category of rural that percentage is less thamerdfent. For the

UK, the reference groups are white-British, England, single, no lostipillness, female, upper

secondary education, while only the significant ethnicity categories fadihare shown.

The estimation results are interesting in that many variables appear to havanikeefect
across both countries - people from an ethnic background are moraveske (significantly so
in the case of the UK), married people appear to have a preferenceskons do males in both
countries. The only significant difference between both countriedisasuhat those with an illness
in Ireland have a preference for risk, while those with an iliness in the @Kree opposite. The UK
estimate for this latter result would conform with what one would, on an intuiigs, expect. The
coefficient signs are different between both countries for the nunflgrildren under 18 years of

age, however, the result is only significant in the case of the UK.

Some interesting results are obtained for the regional variables. In theoté®land, urban
dwellers would appear to have a preference for risk as well as pewviplg iin the Munster province.
For the UK, Northen Ireland, Scotland and Wales are significantly moravisise than those living
in England. This may tally with the Irish result, as population density in Englanddame higher
than that in the other “home countries”, suggesting that those who live in @ unban setting are

more favourably disposed towards risk.

The results for the educational categories across both countriesasgmdiar. The clear result
to emerge is that, once upper secondary education has been achievgredter the educational
attainment obtained subsequent to this, the stronger the preferenceriskfoAny qualification
above upper secondary has a positive and significant sign, whiletgradsate degree in both
Ireland and the UK has the most positive effect on risk attitudes and is haigptyficant. These
results are interesting from a policy perspective as it indicates that rislidagiamongst the general

population can be significantly influenced by increasing access to highets & education.



4. Wealth and Attitudesto Risk

Information in both surveys is available for households’ savings, angs (including mortgages),
property values and income levels. This results in the interesting issue dfievhiadividuals’

wealth levels (as proxied by the four variables listed above) are detertmiofnisk attitudes or,
are these attainments themselves a function of underlying behaviouratctdréstics revealed by

individuals’ attitudes to risk? In a technical sense, this gives rise to tretiquef reverse causation.

To address this issue, we commence by re-running the model estimated ir3Tableept in
this case we include (separately) the four different wealth proxies. r@sdts for the different
models are reported in Table 4. In the interests of brevity we exclude thésrésr the other
variables® With the exception of the income and borrowings variables for Ireland,ethlts for
the wealth proxies are positive and highly significant, suggesting, initiallyibalth is an important

determinant of risk attitudes.

In exploring the interrelationship between risk attitudes and wealth levelippeestudies by
Lusardi and Mitchell (2007) and Ameriks et al (2003) are relevantsardi and Mitchell (2007)
examine the impact of financial literacy, where, initially, greater levels ohfiiz planning appear
to result in greater wealth accumulation. Ameriks et al measure a houségh@pensity to plan’
and assess the link between planning and wealth accumulation. Of parti¢etasinn our analysis
of the relationship between risk and wealth is the examination by Lusardi dictieé¥ of reverse
causation. They run a series of regressions where wealth is the égpeadable and planning is
included as an independent regressor along with all of the other variedeained in their initial

financial planning model. The significance of the planning variable cantbessessed.

We run separate regressions for wealth where the risk variable is incaglan independent
variable along with all of the other variables in Table 3. In Table 5 we repertresults for the
risk variable in each of the four different wealth models. From the table,apgarent that, with
the exception of the Irish results for borrowing and income levels, thdicieett on risk is highly
significant. To further explore this issue, we also perform a series tumsntal variables re-
gressions, where we seek to capture the exogenous variation in thremifieealth proxies. This

involves using an instrument, which is correlated with the wealth proxy butreglated with the

3These can be obtained, upon request, from the authors.



unobservables captured in the error term.

As an instrument we take the changes in regional house prices acrais #mal Ireland as these
are likely to be highly correlated with increases in household wealth but ledg tikbe correlated
with individuals’ unobservable characteristics. This correlation with wdaitbls is likely to be
the case for Ireland and the UK as both countries experienced sublspanparty price booms
since the mid 1990s. From 1995 to 2007, nominal Irish house prices heghgad, on average,
by 15 per cent per annum. Indeed, of all the OECD countries, whoriexged a property price
boom during this period, Ireland’s price increases were the most stilatd he United Kingdom
also experienced significant house price increases during the p&aogxample, nominal house
prices increased by nearly 200 per cent between 1995 and 2005t{éndking the date of the UK
Financial Capability Survey).

The results of the IV are presented in Table 6. In the second and fooliimn, we report
the significance of the instrument in the first stage regression with the adepiwealth proxy.
So, for example, in the case of savings for both Ireland and the UK, @egehin house prices is
significant at the 1 per cent level in predicting savings levels. In alls;asith the exception of
borrowings in Ireland, the change in prices is a significant predictoreafltiv levels. In the second
stage regressions, where the results are in the third and fifth columnsyéiQut is clear that the
instrumental variables results reveal that wealth levels do not positivelycinoparisk attitudes. In

each case, the effect of wealth is either negative or positive and muficignt.

Taken with the results for the risk model, this would suggest that behaVich@agacteristics
revealed by risk preferences are a significant determinant of arnidodiis ability to accumulate
wealth. This result would appear to conform with the finding in LusardiMitdhell (2007) and
Ameriks et al (2003) in that wealth levels appear to be determined by befmaviharacteristics
revealed by either the degree of financial planning engaged upon ingigidual or, in this case,

an individual’s attitude to risk.



5. Conclusions

This paper avails of information contained in two new surveys conductedlanid and the United
Kingdom to examine the determinants of individual risk attitudes. Financialiby surveys
were recently conducted in both countries, where explicit questiongouing risk attitudes in the
context of investments and savings were asked. Understanding anidyidgrinfluences on risk
attitudes, is increasingly important owing to the greater degree of finamspbnsibility experi-
enced by ordinary citizens. Increasingly, significant investment andige decisions, previously
made at an employer or, even, at the State level, are being delegated tatleiaidHeterogenous
attitudes to risk are likely to be one of the major reasons for differencesse fivencial decisions

going forward.

Comparing and contrasting the empirical estimates from the model of risk attdodess both
countries serves as a useful control, particularly given the similiarity ofititkerlying surveys in
both cases. The results are quite similiar. People from ethnic backgrappésr to be more risk
averse, while married people and males seem to have a significant poeféoe risk. It would,
also, appear that the greater the degree of population density, therdheaf@eference for risk.
From a policy perspective, it is interesting to observe, that improvingataunal attainment within

the population of both countries can increase peoples’ preferenceskio

As a final exercise, we examine the relationship between risk attitudes & difproxies for
wealth contained in the surveys. We do this in the context of potential ecarssation. Strong
evidence emerges in both countries to suggest that risk attitudes are acaignifeterminant of

wealth levels.
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Table 1: Attitude to risk question

Question

Thinking now about savings and investments,
how much risk are you prepared to take that
you might lose some of the money you put

into a savings account or investment?

Response Ireland UK
%
No risk at all 44.2 42.6
Low risk 27.4 28.3
Low to moderate risk ~ 12.3 155
Moderate risk 9.8 9.2
Moderate to high risk 1.7 2.1
High risk 15 1.1
Dont know 3.1 1.2
Refused 0.1

Total 100 100
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Table 2: Risk variable for analysis

Attitude Ireland UK  Variable
% Score
No risk at all or low risk 73.95 71.79 0

Low to moderate risk or greater  26.05 28.21 1

11
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Table 3: Determinants of Savings and Investment Risk Attitudes for Irelashthe United Kingdom
- Marginal Effects (ME)

Ireland United Kingdom

Variable M.E. S.E.  Variable M.E. S.E.

Ethnicity

Except white Irish -0.051 (0.032) Asian-British: Indian -0.089***  (0.030)
Asian-British: Pakistani -0.1116** (0.032)
Asian-British: Bangladeshi ~ -0.108***  (0.050)
Asian-British: Caribbean -0.070* (0.034)
Other Ethnicity -0.119* (0.047)

Regional

Urban 0.076*  (0.033)

Urban/Rural -0.01 (0.040)

Connacht/Ulster -0.005 (0.048) Wales -0.048***  (0.019)

Munster 0.078**  (0.033) Scotland -0.043**  (0.019)

Leinster -0.038 (0.034) Northern Ireland -0.117**  (0.019)

Marital Status

Married 0.075** (0.029) Married 0.044**  (0.017)

Widowed 0.011  (0.074) Widowed 0.011 (0.033)

Divorced/Separated 0.063 (0.058) Divorced/Separated 0.031 (0.024)

Other Variables

Age -0.006*** (0.001) Age -0.003***  (0.000)

Male 0.141** (0.022) Male 0.124*=  (0.012)

lliness 0.098**  (0.040) lllness -0.040***  (0.015)

No. of children 0.006 (0.011) No. of children -0.012**  (0.005)

Highest

Educational Qualification

Primary -0.136*** (0.030)

Lower secondary -0.117*** (0.026) Lower secondary -0.034* (0.017)

Non-degree qualification 0.099**  (0.047) Non-degree qualification 0.048**  (0.024)

Primary degree / Primary degree /

Prof Qualification 0.078**  (0.034) Prof Qualification 0.077**  (0.023)
Postgraduate 0.158*  (0.081) Postgraduate 0.104**  (0.029)
Other

educational qualifications -0.097***  (0.029)

None of these qualifications  -0.086***  (0.018)

Log Likelihood -740.45 -2851.41
N 1479 5254

Note: Standard errors (S.E.) are in parenthesis, ***, ** significat the 1 and 5 per cent level.
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Table 4: Determinants of Savings and Investment Risk Attitudes for Irelaahthe United Kingdom
- Marginal Effects (ME); results for wealth proxies only

Ireland  United Kingdom

Variable

Total Savings 0.031*** 0.027***

(0.008) (0.004)
Total Borrowings 0.002 0.016***
(0.008) (0.004)
Property Value 0.133*** 0.03***
(0.050) (0.008)
Income 0.015 0.041***
(0.015) (0.008)

Note: Standard errors (S.E.) are in parenthesis, *** denotesiffignt at the 1 per cent level, while **
denotes significance at the 5 per cent level.
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Table 5: Wealth Regressions for Ireland and the United Kingdom - OL$eRsipn; results for risk
variables only

Ireland  United Kingdom

Variable

Dependent Variable Log of Savings

Risk 0.499*** 0.663***
(0.135) (0.097)

Dependent Variable Log of Borrowings

Risk 0.036 0.375***
(0.191) (0.095)

Dependent Variable Log of Property Values

Risk 0.170*** 0.190***
(0.062) (0.054)

Dependent Variable Log of Income

Risk 0.036 0.134***
(0.047) (0.026)

Note: Standard errors (S.E.) are in parenthesis, *** denotesifsignt at the 1 per cent level, while **
denotes significance at the 5 per cent level.
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Table 6: Determinants of Savings and Investment Risk Attitudes for Irelaahthe United Kingdom
- Marginal Effects (ME); results for wealth instruments only

Ireland United Kingdom
Variable 15t stage 15t stage
Savings ok -0.153 ok -0.018
(0.092) (0.329)
Borrowings -0.786** *x 0.236
(0.313) (0.528)

Property Value Frk 0.453 ork -0.043

(0.232) (0.416)
Income k0,020 xx -1.49
(0.418) (1.58)

Note: Standard errors (S.E.) are in parenthesis, *** denotesiffignt at the 1 per cent level, while **
denotes significance at the 5 per cent level.



