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Abstract

This paer poposes a polyctha would incease theote of lifetime income pducts in
future retirees' verall retirrment planningver the ngt few decades substantial
number ofworkers will etire with lager balances in thegtirement accounts andvea
fewer souces oflongevity potection thanetirees toda They, therefore, must mange
these esouces to enserthg last thoughout theiretiementLifetime income pducts
would be benéfial br mary because pments @& madedr life and the mitigete the risk
of running out ofresouces lte in lie.Despite the benigs of lifetime incomecurent
retirres do not usedtime income pducts ery nuch and futue retirees a unlilely to
do so under cuent aranggementsThe easons nyabe tharetirees arag feel thg hae
sufiicient guaanteesdr examplefrom social security beigfaainst the risk obutliving
their esoucesHowe\er, evidence suggsts also théhe maket for lifetime income pducts
functions pody and thapeople do not undstand and arbiasedgainst the pyducts

Our stitegy adiresses mket function ly making it easieorfa substantiaumber of
retirees to puwhase |étime income plangie inceased ume ofsales wuld reduce
prices and makthem a betteralue ér the &erage consumeOur stietegy adiresses the
role of ignonce and biag/lgving etircees an opptunity to "test drie" a lietime
income poduct,which would help gercome &isting biaseseframe their vig of lifetime
income poducts and impwe their &ility to e/alude their etirement distribtion option.

Specitally, we popose thiaa substantial pon of assets in 401(k) and other similar
plans be autortieally directed (defulted) into a teryear trial income pduct when
retirees tad distrilutions fom their planunless thg afirmaively choose not to
paticipae. Retirees wuld receve twenty-bur consecute monthy pgments fom the
automadc trial income plat the end ofthe trial periodietirees my elect an altedive
distritution option oyif they do nothingbe deéulted into a peranent income
distritution planEmployers and plan sponsonould be encoaiged to ofer the trial
income plan andomld hae discetion aver some ofts stuctue and implemertian. By
making the mposal vluntar, we allav opting out kg aryone wio is not integsted in
purchasing guanteed Igtime incomeSeveral impotant questionsould hae to be
resoled bebre this stategy could be implementethe aim ofthis pger is to ma out
the frst of several st@s tavad inceasing the use afcome poducts in 401(k)-type
planswith the ultimge goal of endling impoved etirment outcome®i workers.
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TABLE 1.
Share of Income from Different Sour ces

(percent)

All 17
Gender

Male 18
Female 16
Household income
Bottom g uintil e 5
Semond quintile 14
Third quintil e 22
Fourth quintil e 24
Top quintile 19

Source: Johnson, Burman, and Kobes 2004.
Note: Rows may not sum to 100 due to round ing .
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Employer-
sponsored annuiti es
pensions

1. Intr oduction

Over the ngt two decadesin estimi@d
75 millionAmericans o were bon during
the postwr yeas will etire. While much
atention has beeondused on hether etirees
will have saed enoughess #dention until
very receny was paid to the disttition stge
of the etirrment planning pcess and
whether etirees will mamge their etirement
resouces to ensartha they last thoughout
retirerment.

A major balleng for retirees tthe distrilition
stage is deciding moto allocte their esouces
when thg do not knav exacty hav long thg
will live.If they live longr than gpected,
they face the dé& pospect ofrunning out of
funds l¢e in life. Altematively, and perhas
equaly unbrtundely, they ma be too
consevaive when daving devn their esouces
and mg forgo consumption eker in their
retirrmentwhich would hae made them
better of.

Lifetime income pducts sok this planning
problem.Consumes exchang a potion of
their letiement sang r guaanteed periodic
lifetime pgments fom a povider and a
assued of never running out ofresouces

Private Social Earnings and Asset Government
Security ~ businessincome  income assistance
1 50 11 9 4
1 45 15 9 3
1 55 8 10 4
0 80 1 3 8
1 68 6 6 2
1 51 9 9 3
2 36 16 11 2
2 18 25 19 2

Thus these ppducts hee the potential to
male consumerbetter df because tlye
mitigate the risk ofconsuming too oth
too soon or consuming too littleer time
Although the pavider assumes the riskttha
the consumer rgdive longr than gpected
(which would requie longrthan-&pected
payments)the povider is ble to dversify
and,therefore,to spead this risk agss a
large pool ofconsumes with diferent
suwival pobabilities

Despite the potential befigffew retirees
purchase létime income pducts
Among curent etireesprivate anmities
accountdr less than 2 psgnt oftotal
household income &lle 1)? One possile
reasondr this suppoted ty a gowing
body of evidenceis tha makets br
lifetime income function pdgrFor
examplelifetime income pducts &
priced to eflect the highethan-aerage
suwival of curent huyers (aderse
selection)which males these pducts
more &penstie for the &erage consumer
than thg would be ifthere were a nuch
larger and mae diersified goup of
buyers (Mitdell et al1999)A second
example is thaconsumes ae unfimiliar
with these mductsoften hae
mispeceptions or biasegainst
them,or mg be unwilling or ube
to male the dbrt requied to mak
sensike doices (Hu and Scott
2007)Theseihdings impft tha
7 demand wuld incease andatkers
would be better 6fif maket
9 function impoved and behaoral
obstates vere cicumented or
mitigated. These poblems of
pricing and demand will loom
ewer lager as éwer retirees deve
lifetime income ém deined
beneit (DB) pension plans
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The question tha@olioy malers face is Wwether
and hov to respond to the issuesded ty
the deline in the sharof retiementresouces
tha is anmitized among argwingnumber
of retirees in the ¢ few decade3he pivae
maket is espondingyoderelopingnew lifetime
income poducts thieatempt toaddress some
behaioral obstdesin the hopeshat it may
increase demandowe\er, a maket solution
alone my beinsuficient;these prducts will
have \aryingsuccesst anaching consumet
preferences and neehd thg mg only reat
a selectrgup of consumes. A paticular
dhallengis to ensatha the poposal isléxible
enough to accommaearetirees o hae
varying needsof adlitional anaitizaion
throughprivate makets since some ynaleay
have suficient potection gainst outlring
their esouces though altanaive souces
sut as Social Secuitedicag,and aangments
within their &milies

This pper poposes a siegy thd "threads
the needle" beeen these conosr\\e popoe
estalishing a delult trial income emgment
within 401(k)-typeetiement plans\orkers
would hae a substantial gan of their
retirrment assets dated into this dadilt,
unless the afirmaively choose to opt out.
Under the defult,eab retiree vould leceve
twenty-bur consecute monthly pgyments
after vhich the etiree could optdr ary
distribution option under the plaHowe\er,
if the retire made no ffmative decision
a the end ofthe trial periodthe tempaaury
payments wuld automécally corvert to a
pemanent incompayment pogram.Plan
sponsas would beencouaged to ofer the
trial income mglamand vould hae discetin
owver some ofts stuctue and implemertian.

Sereial benets of the plan & vorth highlighting
First,adding "automic" (defwult) dures
to 401(k)s all@s inetia to work in favor of
lifetime incomeas it has done in im&asing
401(k) pdicipdion rates and contriltion
levels (Madrian anshea 200Thaler and
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Benatzi 2004)Secondthe trial income
arangmentwould povide \aludle
information to consumerdout income
solutionsgiving them a tool topproprigely
ewalude their distribtion options to ensar
a moe secwe retirement.Third, launding
a trial income pgramthrough 401(k)-type
planswhich hare millionsof paticipantshas
the potential to mitae the aderse selection
problem in lietime income cordcts and
to lower pricesFourth, the trial pogram
initially would piovide incomedr a limited
time and vorkers who preferred to diect
their avn retiement assets or ¢adlistrilnitions
in other brms could opt out ithey so bose

For sut a stategy to work and be sustainig
cettain issuesould hae to be esohed and
cetain stuctues estaishedthey ae discussed
in 84 ofthis pger Mary of the questions
we raise do notst hae dearsolutionsand
some ofthese prcesses ma\olve gadual.
The aim ofthis pger is to Ig out the
issues and g a dialgue thaultimaely
would lead to a stegy tha provides
improved etirrment outcome®if workers.

2. The Role of Lifetime Income
Products

Lifetime income pducts opete ky pooling
the resouces ofmary indviduals with
different suvival pobabilities Pyments to
suwiving anmitants edcperiod a& made
from the poolAs indviduals ge the umber
of suwiving anmitants gts smaller and
the pool is sgrad @er a smaller and
longerlived goup® Those wo surive a
long timetherefore, may receve moe in
total pgments than tlyecontriluted to the
pool.This is one othe primay benets

of these prducts-thg provide insuaince
aquinst Ming longr than epectedAn
adlitional benef is tha these pvducts
remove the need to aetly mange one's
retirrment esouces which reduces the
possibility ofover or undespending

Increasng Annuitization in 401(k) Hans with Automatic

The question that policy

makers face is whether
and how to r espond
to the issues created
by the decline in the
share of r etir ement
resour ces that is
annuitized among a
growing number  of
retir ees in the next few

decades.




A cornversdion has bgun within polig
circles dout whether lietime income
products should pfaa moe poominent
role in etirees' gerall retirement planning
drategy. This discussion has been rrateid
in pat, by the deline in lietime pensions
through emplgersponsoed etiement plans

and nedy 80 pecent ofthese plans daoot
offer the option to amitize assetshenworkers
retire. (In adlition, mary remaining DB
plans hee comerted to cash balance or
other lybrid ormas tha offer anmities
but commony pa lump sum¥Thus
workers who retire in the net twenty yas

DB pensions @re peviousy the primay
form of emplgersponsoed etirement
coverageand these plansatiitionaly paid
lifetime pensions to theiowkers. Among
current letirresDB pensionsepresent a
sizdle potion of total householdetiement
resoucesaccountingdr aound 20 pearert
for mary retired households éBe 2).The
majority ofworkers todg, howe\er, are
covered ly defned contrilntion (DC) plans

and lger, who have been primayilcovered
by DC planswould hae a signi€anty
lower potion of their retirement assets
anruitized than wuld curent retirees

Whether etirees should use some tpmor
of these assets to phase létime income
products though the prigte maket lagely
depends on Wwether householdsear
sufiicienty anmitized though Social
Security-Wich pgs infaion-
indexed lietime benéfs-and
other soutes’ Social Security
beneits replace 56 peent of
preretiement incomeof lower

TABLE 2.
Social Security and Defined Benefit Plans as Share of Wealth

Total wealth d eciles

Couples 1 2 3 4 5 6 7 8 9 10

Retireme nt wealth g0 wieeen INcOme households (Social
Sccial Sté_curit y 153364 204224 300300 3330 402193 443513 470932 497493 643843 819387  Gag I’it)Ad ministetion 2007)_
DB pensions 142,111 209,310 227,351 251,752 260,138 272,463 261,455 270,474 296,868 301,920 :

DC pensions 10,203 28973 75548 77,523 129,641 160,455 187,735 205334 303,128 394,919 With more than halbf their

l\fet no.n-retirement 1,050 5,971 6,410 14,895 12,419 10,595 21,742 21,685 43,847 122,548 retirement esouces in thed‘rm

financial wealth 2,547 17,870 33,327 61,868 77,461 103,869 178,362 275926 365292 852,772 . . . .

Property 27,981 49910 72,096 92,295 104,334 140,692 154,831 185561 215589 568,069 of lifetime income '[klllgh Social

Total weal th 183,892 312,004 414,732 491,473 583993 688,074 804,125 958,980 1,224,724 2,240,227 Securit'ythe se households

Aspercent of o tal potentialy have little needdr

wealth
Social Security 77 67 55 51 45 40 33 28 24 13 additional anagitizaion thrOLIgh
DB pensions 6 9 18 16 22 23 23 21 25 18 f :

. : rivate souces (Daidoff
Sccial Security + DB P ) ’
pensions 83 76 73 67 67 63 56 49 49 s Brown,and Diamond 2005)

Numb er of obs 180 158 158 144 140 139 128 126 131 14 Medium- and highémcome

With DB a4 78 118 96 120 117 103 101 107 74 househol ds:orverse y have
u )

gl lower Social Securitgptacement

Retireme nt wealth 48,858 80,297 99,083 122,992 156,425 152,342 190,968 218,778 286,574 376,370 | l
Social Security 48,255 76,283 88,380 112,529 105517 101,489 120,855 124,787 125908 136,255 rates and & less nkly to be
DB pensions 597 3724 10,136 8,847 46983 48726 62951 90,020 155121 216720 QVelanruitized th [)ugh Social

Nel?ioﬁ?:tiit:;sn » 6 290 567 1,616 3,925 2,127 7,162 3,971 5,545 23,395 Secu I’ityTh ese householdsear

financial wealth 40 1,149 7,096 7,977 7150 42,444 41,725 92,725 163253 352784 alsSO moe |Il€|y to be coered k}/

Property 1,124 8190 14,145 22,445 33,826 56117 80,399 90,144 119,975 299,845 _

Total weal th 50,022 89,636 120,324 153,415 197,401 250,903 313,092 401,647 569,802 1,028,999 401 (k) type P lans andwid e b,

As percent of to tal on assets in these and other

wealth saving accounts to maintain their
Social Security 96 85 73 73 53 40 39 31 22 13 . ..

DB pensions 1 4 8 6 24 19 20 22 27 21 prere“rement mng Standais
Social Security + DB
pensions 97 89 81 79 77 59 59 53 49 34 _— .

Number of obs 0 o o o o o 6 20 o . Millions of workers with a

With DB 4 11 12 16 33 29 37 37 a1 24 40l(k)-type p|an0M|d hae

contributed and accumeed
investmentatuns in these accounts

Source: Dushi and Webb 2004.
Note: Wealth appearsin 2000 dollars. Data are f rom the Hea Ith and R etir ement Study.
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for mary yeas. They ae epectedo retire
with a lage stoe of wealth in these
accountsOne stug projects thathe
awrage DC balance will be in thenge of

TABLE 3.

Projected 401(k) and Social Security A ssets for Wo rkers Retiring in 2040, by Earnin gs Groups

aciosshouseholdgThose with longr life
expectang and lesaccess tecesouce
sharing thwughfamily membes will benef
more f

Managing assets over

an uncertain horizon is

complicated, and the

stakes ar e high if one

Lifetime Earnings deciles

makes a mistake.

Historical Equity Rate 1 2 3 4 5
=lowest

of Return decile group

401(K) 3,688

Social Security Wealth

(SWV) + 401(K)

Ratio: 401(K)/

SSW+401(K)

50,857 128,600 274,958 489,558

74,877 148,754 239,065 414,172 668,388

0.05 0.34 0.54 0.66 0.73
Historical Equity Rate
of Retur n less 300
Basis Points

401(K)

Social Security Wealth
(SWV) + 401(K)

Ratio: 401(K)/

SSWH401(K)

2,072 31,625 81,916 172,671 292,902

73,261 129,522 192,381 311,885 471,732

0.03 0.24 0.43 0.55 0.62

Source: Data are fro m Poterba , Venti, and Wise 2007.
Note: Balances are reported in year 2000 dollar s.

$348,000 to $575,00@&IGE 3) br retirees
in 2040 (BterbaVenti,andWise 2007).
This is &least thiteen times higher than
the level held g an serage retiree todg
DC balancesherefore,will be a &r moe
signifcant soure of retirrment funding in
the futue,and households willlgeto mange
their DC balances tolaeve their desed
consumption gh.

Manging assets/er an uncéain horion is
compliced,and the stads ae high ifone
males a mistak Talte 4 illusites this point.
A sixty-fve-yearold mancan epect to lre
to ae eighty-tay on average, bt has a 0.

19 pecentchance ofliving to ge
ninety or bgond. Similaly,a sixty-

6 7 8 © 10 All
=highest
dedile group

644,261 822,220 947,474 1,134,979 1,242,580 575,117

838,892 1,048,759 1,191,540 1,394,752 1,521,485 756,946

0.77 0.78 0.80 0.81 0.82 0.76

382,988 484,933 560,366 680,937 785,150 348,284

577,619 711,472 804,432 940,710 1,064,055 530,113

0.66 0.68 0.70 0.72 0.74 0.66

Despite these potentiaigs howe\er,
absentary intevention,demanddr lifetime
income poducs among medium- and high
incomeworkers is &pected to be g just
as it has beewoif curent and pavious
genedtions of workers.

One oft-cited anecdotaasondr low
demand is thidifetime income pducts
are infexible and rpensie.Until recent,
this has laely been we These con#rcts
which often paidiked,nominal etums

Life Expectancy and Probability of Survival at Age 65

five-yearold woman canxgectto Men Women
live to @ elghty“:/e on aerage Remaining life expectancy 17.0 19.7
but has 81 pecent bance of
living to ninetv ob nd. Probability of surviving to age
. g @e ty Q/O . 70 0.895 0.928
Given this uncéainty workers in 75 0.757 0.627
medium- and high@&rcome 80 0588 0.692
. 85 0.391 0.517
groups @neally could @in flom % 18 s
anruitizing aleast some pawn of 95 0.062 0.128
100 0.011 0.032

their DC balancealthough the
beneit of anruitizaion will \ary

The Reirement Security Poject -
TrialIncome
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Consumers could be

made better of f if

they

could buy
lifetime income at a
better price, or if
ther e wer e some way
to over come their
behavioral obstacles
so that they could
annuitize a higher
portion of their

retir ement assets.

typicaly were irewersibde. Prices wre high
for the @erage consumeid least in par
because theseogucts \ere priced toeaflect
the expected pgut oHigations to a small
and select pool dduyers who tended to he
longerthan-aerage life expectang (aderse
selection)Alsq prices a high in par
because priders cannot completehedg
aguinst ggregte longyvity risks and ost
pass on some dhe costs to consunsér
Although the méet has elved and ne
products ofer moe flexibility, mary
consumes still ae not esponding

A growing bog of evidence points to
behaioral biases as an imfzot easondr
the limited use difetime income pducts

imprudent ivestment lcoices The esult
has been thavorkers, patticulaty workers
who would hae benated most fom 401(k)
saring tended to stawith the stais quo
which in 401(k) seng vas not to pdicipde.
Howe\er, when the decisionas simplied
for workers (ly dhanging the dedilt option)
and thg were automacall enolled unless
they specitally opted outpr contritutions
were automtcally tied to annal salar
increasexnollment and contriltion rates
increased sigmianty and emained high
over time (Dulo et al2006;Madrian and
Shea 200T;haler and Bentai 2004).

Buying a lgétime income pduct under the
curent 401(k) &mevork is moe compliced

in retiement planningnd these biases seenthan 401(k) séng decisionswhich have

unlikely to be esoled on their wn. For
instancea recent stuglfound tha consumes’
valudion of lifetime income pducts is
strondy influenced yothe vay the #ributes
of these prducts a& pesented (Kling et
al.2008) When thg were pesented in a
consumption fime (poviding lietime
consumption possibilitiespnsumes
preferedlifetime income pducts to sangs
accountsWhen lietime income pducts
were pesented in anvastment fame
howe\er, which is the \&y most lietime
income poducts a typicall presented,
consumes peferred saings accounts

Finaly, lifetime income pducts a
complicéed,and thee is stong &idence
tha consumes do not espond optimall
when oices & compliced. The experience
of companies tiaadopted autontia
fedures in their 401(k)-typetirement
plans povides a pwerful illustetion of
this behwior. During the sang phase in
most 401(k) plapnmdividuals mst mak
explicit dhoices bout whether to participe
in the etirrment planhow much to
contribute and vihere to irvest contribtions
These decisionseanot alvays easy and
have detered mawy from paticipding in
the planpr have caused otheto mak

likely detered mawg paticipantsMost 401 (k)
plans do not dér a lietime income option,
so etirees wuld frst hare to withdaw
their assetsdm their etirement account
and then puhase an incomeqatuct though
the prvate maket. The efort needed to
ewalude povides,compae pioduct Bdures
and compar prices mabe an insunountéle
hurdle or mary consumes; who ma opt
to forgo annitizdion rather than incur the
effort. Even when vorkers ae gven the
option to puchase income pducts though
their plan sponssjthey hare to ealude
the \alue ofincome plansefdive to options
tha are \ery different and ér which thee
are no eadiy availdble comparison tools
These other options (lump-sum and
installment panents) a& moe familiar to
workers and easier to und&ndwhich
may male them mae gpealing-though
potentialy impudent-alterdives®

This empirical and obsetional &idence
implies thamaket imperéctionsadrerse
selectiomand behdoral biases inhibit demand
for lifetime income pducts ly lonvering

the actual and pssived \alue ofthese
products Therefore,consumes could be
made better 6fif they could ly lifetime
income ta better priceor if there were
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some sy to overcome their behéoral
obstates so thiathey could anuitize a
higher potion of their etirrment assets

To some etent,insuance companiesv
respondedyooffering or bginning to dfer
lifetime income pducts thaprovide moe
flexibility and adress some dahese
behaioral obstaes In adition to deéred
as vell as immedia anmiities and aridle
anruities ofering equityatuns (all ofwhich
have been\aildle for yeas),newer fedures
have induded the option oflownside
investment @tection or guantees combined
with upside potentiahe dility to lok in
investment gins and caert them to anuaity
income ta laer timethe option to unwind
or cash out coractsdedh beneits and
guaanteed pguts either though a
minimum rumber ofpayment periods
(sut as lie and twnty yas cetain) or a
minimum guaanteed amoun&nd moe
favoralde pricing

Financial institutions thare not annity
cariers hae espondedyboffering a competing
product:an actiely manged irvestment
account thiais tageted to povide spedéd
payments dr a pespeciéd period ofyeas.
Although this type gbhased orecalculzd
withdrawal pooduct does not &r longvity
insuance and the asstoethmotality cedits
its piofessional magament does pride
some assance gainst consuming too
mud too soonpr too little aver time® In
light of these m&et innwaions one
goproat to inceasing anitizdgion mg be
to allav the maket to eolve unimpeded.
Over timethere my be a better neh
between vha is demanded anche is
supplied as &sult.

There ae,howe\er, a rumber ofdravbaks
tha male it pudent to consider altetives.
First,although these neproduct £dures

directly resole cetain behaioral obstales
(for ekamplethe anmity de¢h beneits and

The Reirement Security Poject -
TriallIncome

ability to cash out (unwind) tiie contact)
mary consumer mg not be ware of these
innovaions and macontiue to peceve
lifetime income pducts as a pooit.fAs
noted edrer, until receny these mducts
offered limited édaures and tended to be
quite &pensie.Mary consumex piobably
would not lear dout these inn@tions since
few would hae ary experi ence ormiliarity
with these mducts in the cose oftheir
preretiement plannin@onsequentjthe
pace ofadoption ispected to be slolt
may tale time ér information &out and
confidence in these invdions to eplace
prior notions

Secondprices will contime to eflect a
gred deal ofadverse selection and hence
the poducts will not be a®gd a alue ér
the aerage consumer until the pool idktime
income liyers inceasedJnless alue
improves howe\er, the aerage consumer
will tend to beeluctant to puwhase the
products Disentanting this gidlodk may
take a viile under a mket-onl gproad.

Third, although the neer \ersions oflifetime
income poducts ofer consumarmoe
choice andlé&xibility, they ae also mar
complicted.The inceased compliy males

pricing ®en less émspaent than it has been.

We noted edier tha consumes \ary in the
degree to vhich they ae dle to mange their
resouces or will need ditional anaitizaion
(if ary) over their gisting soures

Consequentinot all ppducts a& equayl
suitdle for all consumerSome ihancialf
knowledgdle consumermg gprecide the
adlitional options and béle to g@propridely
value these pducts but, with inceased
compleity, less-gperienced consunsemy
well accpt or reject the Idtime income
options contacts without ful undestanding
their costs orwaluding their bendfs, and
might theefore be wrse of.

Increashg Annuitization in 401(k) Hans with Automatic

The aim of policy

should not be to
promote annuitization
per se. Rather , the goal
should be to pr omote
reasonably sensible
payout strategies that
maximize retir ement
security and minimize

any unintended  harm.




Thus, an opportunity to

experience

payments

"trial" income

for

a

limited time, evaluate
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relative to monthly
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and update any prior

per ceptions of income
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The aim ofpoligy in this aga should not
be to ppmote anuaitizdion per sgor to

mange the risk outliving one's assets to a retiementAccount balances in 401(k) plans

the exdusion ofall other risks or concer
peitaining to etirment securitRdher,

the gral should be to pmote easonily
sensike paout stetegies themaximize
retiement security and minienay unintended
ham. We tale seriougl eah of the
obstates to anaitizdion discussed eiar
and deelop a pocess thaveaves a thead
through these issudss a g@neal méter,
we think thaan @proadt thd is likely to
be efective while minimizing the risk of
doing ham is to gie consumerthe tools
they need so thdhey ae better positioned
to evaluae their etirrment distribtion
options For a paticular indvidual the best
cousse ofaction might or might not ilucle
adlitional anaitizaion. Howe\er, rec@nizing
tha mary ae unale to or pefer not to mag
these complited evaluagions andtha the
beneits of lifetime income aroften
undegpprecided,our proposed sategy
would povide simple andfefitless access
to lifetime income

3. The Pr oposal
Underlying Principles
Trial Income Payments

Mary behsioral obstdes to anaitizaion
stem fom either mispegptions or limited
undestanding ofifetime income pducts
Consumes mg be eluctant to ge up dump
sum br a steam ofpayments becausieey
do not suficienty gasp the tens ofthetrade
(Thaler 1980F-urthemmore-since thespoduck
are complicted,consumes ae unfamiliar
with themand thee ae no simpler common
bentimaks with wich to evalude them-
consumes ae 3t to a/oid or mistust thes
products patticulaty when their pesrae
doing s@°

The vay 401(k) ben§ ae pesented does
not facilitée the ta&-up ofincome pgments

are pesented as a lump su@onsumes
intemaliz this inbrmaion and vier the lump
sum as the $tes quoTheee is amplevaence
tha consumes tend toemain with the stas
guq especialiwhen the kboices a complg.
This "stéus quo bias" coulewy likely explain
to some dgree why only 6 pecent of401(k)
paticipants boose to tak distrilutions as
an annity when gven the option (Haitt
Assocites 2005).

Therefore,a stetegy tha allovs consumer
to lean aout these mducts andaframes
the st&us quo wuld @ a long \ay toward
correcting mispegptions reducing mistrst
conveying the beni$ of income optionsnd
theefore inceasing takup ofincome options

The usual method gfroviding inbrmation,
howe\er-through written merialsonlineg
and ly means obral explanéions-is unligly
to be enoughland m& be moe likely to
beneit those wo aleag have the inancial
acumen to undstand the risk-poolinge
of these prductsAlsqg mary will lak the
time &bility, or desie to assimita this kind
of information, e\alude optionsand brmulae
a distrilution pogram vhen the retire.
For these wrkers, new information eout
lifetime income pducts wuld be useful,
but ma/ not translée into action.

Since manpeople learbest lg doinggiving
consumes a bance to xperience montpl
income mg be a mar efectve means of
conveying some ofhe benefs of lifetime
income to a wider audience thag piaviding
written or oal pesentdons Those o
become “gposed"” toagular income ganents
may become accustomed to thétter
alle to esist some dahe behwaioral biases
described elier, and theefore moe open
to dhoosing liétime income pducts
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Curentl, howe\er, there is no pocess in
place thiaallovs consumerto "test drie"
an income mduct.It would be cosl for
consumes to set up a trial pgram or
themseles ly purchasing either adifime
income contct or a phased witlaghal plan
in the indvidual maket and potentiall
withdrawing flom the contact or plan after
a shartime Thusan oppaiunity to éperience
"trial" income pyaments dr a limited time
ewalude these monthlpaments eldive to
monthly consumption needand updee
ary prior peceptions ofincome poducts
all @ a eldively lov costywould be aaludle
planning tooldr retirees

An adlitional adantae of a trial period with
income pgments is thaconsumes my
chang their fame ofreference after the
stat receving regular montht payments
The hope is thdhey mgy begin to peceve
monthly payments-@ther than the lump
sum -as the nor or the stas quolf sq
discontiming these monthpaments wuld
be peceved as a "lossand,as aesult,
paticipants mabe moe indined to eman
with the income optionven after the trial
period ends

For those Wwo decide gainst a penanent
lifetime income optiom, thid ad/antaye
of a trial arangement is that is tempoary.
As notedworkers \aty in the dgree to viich
they would benet from anwitizdion in

addition to Social Security (because the Soguicing poblem or lifetime income pducts

Security arnuity replaces a higher pentge
of preretiement incomeof low-income
workers).Given consumst\arying needs
a pemanent one-sgzfits-all @proad runs
the risk ofdoing moe ham than god.
With a trial aproad, howe\er, income
payments end after a limited trial perlod.
workers decidegainst aditional anuitizaion,
they can eadiy dhoose a diérent option
a the end ofthe trial period (orven
before the period stts).

The Reirement Security Poject -
TriallIncome
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Building on the Automatic 401(k) The of

experience

automatic (default)

The experience @utoméc (deéult) Bdures
in 401(k) plans has demoatstd tha a
process thaenlists the peer of inettia can
be used to sigithnty impiove outcomes
without eestricting indiduals' koicesFirms
tha have implemented autotiafedures in
their 401(k) planseaenjging striking success
in expanding paicipgion and impoving
the investment behdor of those o
paticipae’* The automiéc gproah has the
potential to pply to distriution doicesas
well.Building on the successthé automiic
goproad in the ersliment and ivestment
phasesautoméc fedures could also be usec
to facilitae the learing pocess andrfal
distribution doices in 401(k)-type plafsnds
could be autontigally directed into a trial
program tha pays benefs monthy. This
would put inetia to work on behalfof the
income seam aher than on behatf

the lump sumrlhe automigc fedure would
not bind veorkers to a pdicular option-thas
who prefer to diect and mamge their assets
could opt out ofthe de&ult and ksoose
their desid manner oflistritution-kut
those wo ae undle to or pefer not to
male actre decisionsaould not be equied
to do so

featur es in 401(k) plans

has demonstrated that

a process that enlists
the power of inertia

can be used to

significantly impr  ove

outcomes without

restricting  individuals'

choices.

A strategy thd accesses the vase of
emplgersponsoed etiement plans should
also signifanty reduce the adrse selection

and mak them a betterle to a laer
populdion. As noted edier, millions of
401(k)-type plan gaiipants & expected
to retire with substantial account balances
Defaulting moe paticipantswith varying
life xpectanciegto a lietime income plan
would incease the dersity of the liletime
income poollt is expected thiasome
paticipants mayhoose to opt out ofhe
program;these parcipants wuld tend to
be fnancialf savy indviduals or thoselvo
prefer to mange their esouces on their
own*? Howe\er, because the cost of




We pr opose

substantial portion of
assets in 401(k)-type
accounts would be
automatically dir  ected

into anincome pr  ogram

for a two-year trial

period.

remaining in the trial @gram is eldively
low, it is expected thamary would 'emain
with the dedult,and the lager pool vould
reduce akrse selection andwer prices
Thus 401(k)-type accountsopide a neural
plaform from which to implement a stegy
of encouaging boader considaion of
lifetime income

An Automatic T rial-Period Income

Strategy

We piopose a stiegy thd indudes autontia
anruitizdion of assets in 401(k) plamkis
strategy also hilds in the oppdunity for
paticipants to "test dre" income prducts
Specitally, we popose thedllowing:

* A substantial ption of assets in 401(k)-
type accountsauld be autonteally
directed into an incomeqgram br a
two-year trial period (the defit trial
arangment)unless wrkers afirméively
elect a dierent form of payout
pemitted under theetirment plaré

» Ther would be trial income dfventy-
four consecute monthy pgyments

* After the trial periodhaticipants wuld
regain the hility to opt br altenaive forms
of paymentThose Wo made no &fmaive
choice within a spemfl period wuld
contirue to eceve income panents
because theqgram conerts automigcally
from trial-period income to peanent income

Triggering the Default

The autonti (i.e, default) trial-period income
option would be designed teogd precipitéing
the deletion ofretiement assets\yapralier
than vould otherwise occland to &oid
interfering with pawbility of retirment
savings though pe-retiement-ge ollovers.
Accodingy, it would not @ply to paticipants
belov a spediéd ae (perhps ffty-five),and

in ary event would not @ply unless the
paticipant hasaquested a distiiion exceeding
some theshold amounthus for example
unless pécipants xplicity made anfmaive
election to ddioe it,the automig trial-period
optionwould be trigered when curnléive
voluntay withdravals fom 401(k)-type plans
reabed a ceain thesholdsud as $10,000
or 10 perent ofthe account balanedicheser
is geder. A paticipant vino requested a Iym
sum distrilation triggering the trial-period
default option wuld be inbrmed thathe
trial-period incomeauld be paid unless the
paticipant afirmaively opted out ofit in
favor of the lump sumanother pgout
altendive,or no distriloition @ all. Under suie
an gproad, an indvidual with armaccount
balance 0$500,000 could witlasvcunuldively,
up to $50,000 bae automtc trial-period
distritutions @plied.Howe\er, as discussed
belon, the automigc option vould not aply
to paticipants with accoubtilances belo
a speciéd theshold.

Automdic pgyments wuld bgin within a
specikd time period (@ months) after tlye
were triggered.Flexibility would be hilt into
the plan so thgaticipants Wwo wanted to
begin taking trial monthlpgyments sooner
could elect to do swen bebre reabing the
withdrawal trigger thiesholds

Accounts Subjecttothe T rial
Income Default

The plan sponsor could decide gphathe
automac trial-period income option gnl
to accounts thaxceeded a speed amount.
The plan sponsor might cdue tha
paticipants wose account balances ar
sufiicienty small (less than $100,30660,
example) should maintain the entialances
a contingng fund to gre them theléxibility
to meet emeencies or pairregularexpenses
(sut as health eaxpenses) duringtiement
In addition,a some point the aoal amount
of an anaity might be small enough &ise
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guestionsdr some plan sponsodout Although plan sponseicouldjn principle
whether it justiés the administive cost choose ay deéult trial income pgram,they
of providing it. For anaccount smaller than may be limited in the type default trial
$30,000(0r exampleif half were defulted income pogram thg could ofer gven the
into an anuity, the anmity payment might be tempoary ndure of the trial-aleast with the
less than $100 a month. current poduct selectiorSince indiiduals
would be ble to opt out completehfter
two yeas,ary income conéct puchased
Selecting the Default Pr ~ ogram for the dedult would haee to accommoda
contract temindion after two yeas. While
Plan sponsercould boose to administer some povides alead offer pooducts tha
the pgout of the income mgram or are gpropridely stuctued br a tempaary
could arang for an outside prider to trial plan (sutas aecalculzd withdawal
offer it.Plan sponssrwould also be ggn  plan),othes mg hae to deelop nev
the fexibility to ofer as a datilt either a  products to accommotdathe tempany
two-year lietime income cordct or a non  naure of default trial income plah.
anruity manged income p@ut. Because
costs and spei$ can ary tremendouy It is impotant to note thiathe pemanent
and in antempt to minimie ary progam vould not &ce the same limitans
ingpproprige or peverse incentes plan Furthemore, the trial plan is limited gnas
sponsos would be encoaiged to compa  long as the pduct space is limitedls
acoss diferent lut equvalent dedult plans  providers develop nev and cedive ways of
and select a grider and tems of the financing their mduct and n& products a
arangment (inkuding costrisk exposue,  developed thibare moe cost dective within
and tems on potential by the paicipant the tmil periodplan sponser my have
after the trial periodpa sdisfied gplicdble  more options fom which to select a trial
fiduciay standafs* income solution.

Altemaively, plan sponsarcould bhoose
from a list ofqualifed lav-cost and l-risk  Plan Sponsors' Role
default income optionQualifed poviders

and qualieéd income plansould meet Plan sponsertha adopt the deifult trial
fedeally specied standals elding to cost  progam would hae some disetion aer
and risk posue. The adantae of and how to stuctue and implement it and the

incentve to d0ose a qualkfd dehult income  post-trial dedult income optionsubject to
option would be thaplan sponserofering a limited mmber ofreguldory standats
these options euld receve some measir  Plan sponsarcould detenine the pdion
of protection gainst fduciay liability for of the account balance thauld be subject
ary ngdive investment consequences to the dedult trial-period income option,
resulting fom their dedult income option. within reguldory limits specifying the
This aranggment wuld be someha pemissilbe upper @r example75 pecent)
similar to the quaikfd de&ult irvestment and the laver bounds @fr example33
altendive gproad tha gpplies to autonti@  percent).Sponsacs also wuld dhoose the
investments in 401(k) and similar plahele  provider or poviders and type oflefault

plan sponsarae alleved a measerof trial income and post-trial incomegicts
fiduciay relief when thg use cdain types subject toeguldory guidelinesThis would
of default irvestments allov them to select pducts themay have
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paticular @peal to pdicipants because
they provide the lexibility and other
innovaive fedures thapaticipants seek.

These prducts could imede anaity contacts
tha provide deth beneits-whether ly
retuming the anmitant's emaining unpaid
premiums to the decedent's i@r
guaanteeing penents ér a mininum fixed
period ofyeas e/en if the anmitant dies
during thaéperiod-thagive the avner the
flexibility to mak withdawals under cin
conditionstha guaantee albor level of
monthl incometha provide infaion
protection (or thiaincreasetaa ixed pecentge
over time)and th&provide upside potential
by inceasing monthlpa/ments based on
the highest mket \alue thathe account
atained on apannversay of its puchase
Some sutfedures my be efflective in
inducing pdicipants to leoose liétime
incomezat the same timéhe sameefdures
can dilute the lomyity risk potection risk
pooling and motality cedits thagve
anruities nuch of their specialalue

Postdefault Distribution Option

The plan sponsor orqguider administering
the dedult trial income ould be equied,
before the end othe trial periodto gve
paticipants anxplanéon of the tems of
the automiégc contirudion of the trial
payments and the other distrilon options
After the end othe trial periodpaticipants
who were receving legular monthl incone
would contimie to do so autortieally with
respect to the same pon of their account
balanceunless theg afirmaively opted ér
an altengive form of payout.If the trial
income plan as pgable as aacalculed

income contct,with the dedult being a
joint and swrivor anniity for maried
paticipants or a sitg life anwity for
unmaried paticipants

Permitted Exemptions

After retirees eat age seenty and a half
the isting equied mininum distrilution
rules gneally requie them to ecaniz
income on a miniom amount oftheir
aggrega tax-hwred etirement accuatgions
eat year Although the ules do notequie
actualy taking the funds out sfring (as
opposed to simplremaring them fom

the tax &wred etirment accountiary

if not most etirees ver e seenty and a
half probaly intepret the ules as a "signal,
and in ag event ind it easiest to conypl
with the ules ly withdawing the funds ém
their saings The mininum distrilutions
are based on an amad ecalculdon of
account balancevited ly life expectany,
which is similar to secalculad lie expectang
income pogram and in &ping with the
spirit and intent othe deéult trial income
program.Therefore,the deéult trial-period
income pogram wuld not @ply to
retirres Wo tale distrilutions fom their
retirrment plan via maged pgouts tha
follow the p#em of the mininum requied
distributions'®

The poposal wuld also alle consumey
who wished to pehase a lgtime income
contract fom the outset ofhe trial period
to do so The aim ofthe trial income
program is to help el the plging feld
for income optionsyithout tha trial
program,consumes tend to undemlue
them.Thus paticipants wo hae aleay

withdrawal pogram,the plan sponsor could chosen an income optioarfthe long ten

either contine pgouts in the sameiim
under their penanent income pgram,or
chang the income pgram to a létime

would be deemed toVveacomplied with
the trial-period datfilt.
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Additional Benefits for
Consumers

In adlition to the ben#$ described priousy,
making montlyl income the mode thugh
the trial plan masugest to emplgees
that it is the pgout form implicity
recommendedybthe plan sponsor oy b
financial gpetts, constituting an
"endosement ééct" tha might be peuasie
to & least some emptees This should
help tang the vay consumes viev their

retirrment esouces ly framing them as an

income siam &her than as a lump sum.
Consumes accustomed teceving accoun
staements shwing the accuateed balance
in their etirment accounts tend tovd®p
a sense obwneship oer the lump sum.
Reseah has shwn thd people can be
powerfully motvaed ty a dese to aoid
losing something thi@wn. This mg patly
explain the high ppensity to ltoose the
lump-sum distriltion option in 401(k) plan
and other plans tharesent accuateed
beneits as an account balance

An automéc "trial" period ofmonthly
income based on a substantiatiporof
their assets could accustomviiddials to
the consistengsecurityand simplicity of
receving legular monthl pgyments and
help eframe the ay they viev their
retirrment esouces The iegular income
stream (or "pension paned"), rather than

in 2040 (BterbaVenti,andWise 2007)lhis
expected gwth provides stong fnancial
incentves br firms to paticipae in both
the dehult trial and pemanent income
maiket. If greder fiduciay protection could
be povided to plan sponsotha offered
qualifed trial income pgramsincome
providess would hae an aded incentie to
offer pooducts thaare competitiely priced
and compt with edeal standals

Increased sales bifetime income pducts
in tum, could @neete incenties and
oppottunities br insuers to deelop and
enqee in moe cost-dectve caital and
risk-mangement sategies’ For instance
anticipged gowth in the income migst
spured ly the dedult ppposal could pwide
the necessaimpetus to delop nev options
for hedging ggregte longvity risks®

Over time improved caital and risk
man@ement and an ireasedatiree pool
should futher reduce the price difetime
income contacts further lavering another
obstate tha has inhibited demaniah.
today's maket, anruity contacts ag often
perceved as a poorale or the aerage
peison.Howe\er, as the pool ofetirees
purchasing aruities inceasest is likely to
reduce insers' cpital and risk-magement
costsultimaely reducing arunty prices
While theselangs my tale place qdual,
over time the combitian of new wlume

the lump summay come to be seen as the and esponses on the supgide should

stdus quo or prsumptre form of beneit.

Additional Benefits for Pr oviders
Insofar as the detilt poposal pplied to a
substantial ption of all retiement assets
it could gneete substantial mevolume of
businessdr firms poviding income j@ducts
Total 401(k) assetem gproximaely 38
percent of GDP in 2005By some estirtes
total 401(k) assetegiojected toeat
between 98 peent and 155 peent of GDP

The Reirement Security Poject -
TriallIncome

substantiaflincease thealue and hence
the gpeal and utilizian, of lifetime
income poducts

4. Other Significant Issues

The poposal outlinedbamve povides an
opportunity to povide geder retirrment
security to a lge rumber ofretirees
Howe\er, a rumber ofkey issues need to
be adlressed befe sub a poposal can be
effectively implemented and sustainedro
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time Some a implement#&n issugsand
indude vhether and he existing 401(k) and
other qualied plan ules might need to be
modified to accommodia lifetime income
solutionsand vhether special anity
selection safharbas, sud as giing plan
sponsos adled potection fom exposue
to fiduciay liaility for selecting amiity
providess,or other incenves vould be
goproprige to encowage plan sponserto
adopt the trial income optiohwo impotart
broader questionseanhether futher
measuwes vould be adisale to (i) potect
paticipants (and plan sponspfrom
products with xcessie costs or costs tha
are not suficiently transpagnt-especiall
because the amity would be a deiult
option-and (ii) guantee the security of
potentialy billions ofdollas of additional
assets wested in létime income pducts
Some ofthese issues do noveammedily
obvious solutionsThese issues (and the
form of the deéult trial pogram),howe\er,
would bendt from a dialgue with plan
sponsos and other intested pdicipants
as to their merits andallengs as vell as
further evalugion and (posslip) testing

What Regulatory Modifications or
Employer Incentives ar e Needed?

What reguldory modifcaions or emplger
incentves might be necessand ppropride
to promote a trial mgram and xpand the

(or, if laer, the year thg retire in the case
of a qualied plan)These ules do not
requie actual distrision or consumption
of assetshut do requie assets to be &k
as ifthey were distriluted in oder to pewvent
the use othe pension tax pference ér
estée planning instead atirment security
The mininum distrilution les could
constain plans'flity to ofer longvity
insuance and other dafed withdawal
sthedulesA possilte accommodi@an of
these ules to a s#tegy of encouaging
anruitizaion is discussed in th@thcoming
paper by Iwry andTurner.

Secondthe possile gplicdion of the 10
percent edy withdawal penalty auld need
to be adressedf trial-period income gan
before ae fifty-five,or bebre ae fifty-nine
and a halto a paticipant still empieed Ly
the plan sponspa 10 peagent edy
withdrawal penalty couldpaly unless the
paticipant contined the lé anmity or lie
expectang pgouts after the trial period.
One possile pproad would be to setge
fifty-five as the elast ge d which the
trial income defult arangement wuld be
triggered,therely avoiding the edy
withdrawal penalty in the typical casee®
the paticipant's empionent has teminaed.
In the smallerumber ofcases tere an
actve emplgee betwen ge fifty-five and
fifty-nine and a halfould withdaw cetain

use ofincome options in 401(k) and other 401(k) balancesonsidestion could be gen

similar plans? Bi;one conate stp would
be to modify the coent mininum requied
distrikution mules to the xent necessato
accommoda lifetime income options
paticulaty longvity insuance andp the
extent necessathe poposed autontia
trial income pygram.Current edeal lav
requies most paicipants in tax-quakf
retirerment plans (ihading 401(k) plans)
and IRAs to stataking minimmm
"distributions” (br tax puposes) fsm
their letirment accounty/B\pril 1 following
the year thg reat age seenty and a half

to amending thevato ecempt dedult trial
income fom the penaltyecardless of
whether the indidual anuitized after the
trial periodln adlition,these pdicipants
might be \amed tha if they did not
contirue an arwity after the trial period and
were then still undera fifty-nine and a
half, the penalty wuld goply to ary further
withdrawals (vinich would be another
incentve to anmitize).

Third, Congess eceny relaxed,to some
degree the standais gplicdle to 401(k)
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plan sponsarin selecting an arity piovider  could esult in the loss or sigo#int eduction

Howe\er, rules egarding plan sponssr of beneits for retirresshaking consumer
fiduciay responsibilities in the selection of confidence in aruities and making itven
income povidess,the pricing ofincome harder to encowage them to consider
products ér maried couplesand the gpproprige lifetime income pducts This

goplicdion of the joint and swivor spousla  is true not ony in connection with ffrts
protections to n& income solutions ma  to promote the use dffetime income

still adl a measerof compleity and options in 401(k)-type plathat also with
uncetainty to the administion of income efforts to maintain ongand anaitizaion
solutions within 401(k¥sThis is one (as opposed to lump sumypats) in DB

reason Wy only one out offive DC plans  pension plan&Jnder curent lay, if a DB
offers the option to awitize account balances plan povides bendt thiough the puwhase
(Brown et al1999)These ules-intuding of commecial annities the indviduals
how the spousal suvor protections wuld  entitled to those bentsf must theeafter
aoply to the autonte trial-period income look solef to the inswance carer tha
option-need to besviewed and larified to  provides the anuities raher than to the plan
minimiz2 uncetainty and compidy in or the nsion Ben&fGuaanty Copordion.
order to accommodiatrial-period income The Rension BendéfGualanty Coporation
longevity insuanceand other defred and ceases to in®ipension benigf once an
immedite anmities anruity pioovider assumes theligition to
provide them.
In addition, it is worth considering kether
special incentes should be pvided to Curently, stae guaantee funds pvide
encouage 401(k) plan sponsaio adopt coverage for contacts issuedyinsuance
the trial income option anahore generlly, companies in their &#aThe adequoof the
to offer income option®©ne diection tha&a  curent arangements is utear howe\er,
might be eplored is vmether s& harbos and ceerage limits ary acoss stees If a
relding to the selection @nruity povidels  major anaity piovider filed,t is uncetain
would be éasibe, gopropriae, and how efectve the st guaantee funds
consistent with theogl of protecting plan would be in potecting anmtantsMoreover,
paticipants though opeation of the pension retirees wuld hae diferent coerage
fiduciay standats Another possibility tlha protection in diferent stées @en if they

might be rplored would be a posdi purchased identical coatits Nonuniform
exemption ofnon-highy compengad stde coverage results in unequalgiection
emplgees fom the aplicdion of the of retirees

minimum requied distrilation ules in

plans thaoffer a trial-period option. A fedeal insuance geng patemed on the

Fedeal Dgoosit Insuance Cguoration
(FDIC) could povide unibrm insuance
How to Safeguar d Assets in coverage and eshdish unibrm financial
Income Plans? standadls and safuads for consumes,
recardless ofthe stée in which they
To have a obust anmity maket,consumes  purchased their cordct.As long
must hae faith tha the benefs from their  experience in the banking indydtas
anruity contacts will be paitHowe\er, in showvn, consumer coidence can beey
ary system hee prvae sector companies fragilg but can also beestoed though a
provide annitiessooner or k&r one or m@  fedeal guaanteeA previous bankun in
of those companies widif Sud a ilue  the United Stas (Hatford Fedeal Saings
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and Loan1982) and the mogtaent bankun
in the United Kingdom (Ntrem Rodk, 2007)
both pomptly ended once agemment

guaantee ofdeposits vas announcedowe\er,
sud a guantee should be nethan a pzer
promiseAs with the FDIClifetime incora
provides could pgan apropride anmial

premium br this potection and be subject

to regular gporting and gamindons to
ensue tha they maintain gproprige assets
andinvestments undging the condictsadequia
mang@ement pocedues and pproprige
consumer mtectionsSud fedeal oversigh
could both educe the potentiarfprovider
failue and estdish gproprige guidelines
for their irvestment and other gutices

Thus one gproad might popose
estdlishing €deal insuance or lifetime
income contcts similar to édeal dgosit
insuance povided though the FDIC
Fedeal anwmity insuance could guantee
lifetime income panentsup tq for example
$500,000 in psent alue tems per contct
holder ifan insuance companfailed or
the contact outied the inswr. Lifetime
income contcts fom diferent poviders
could be ins@d seamtely and up to the
limit. Thus a retiree with tw contacts fom
two different insuers might be insed r
as nuch as $1 million in anity pyments
An altendive gproad would be ér the
fedeal insuer to guaantee up to a dain
amount ofmonthly income in mc the sam
manner as togls nsion BenéfGuaanty
Cormoration doesdr DB pension plans

In retun for the &ility to displg a seaimilar
to FDIC, providess could beaquiedto meet
fedeally specieéd mininum financiabnd
man@ement standds This couldndude
mininum reseve f&ios and prbaly a
requiement thaan gproprige potion of
the frm's assets be held envong bondsr
other @proprige investmentsand thafirms
pay a risk-based insunce ée The standals
could povide some sajuads for consumeyr
aguinst gcessie risk taking yoprovides.

One of the concers sub a poposal aises
howe\er, is tha fedeal insuance dr lifetime
income conticts might walen the maet
discipline thiacontiact holdes mighthormally
impose on insers. WWhile in banksregular
call eports and raminéions hae seved
as a substituteif this maket discipling
similar pocedues do not@t eist for anmity
providess,and vould haeto be deeloped.
Consumes whose benés are guaanteed
aguinst potential losses might becatagvely
indifferent to the risks tek ly lifetime incora
providess. This indiferencein tum, could
male povides less cautioubaut taking risks

Therre ae also concas tha a fedeal entity
would not hae the political will or the
incentve to set ppropride pricesdr risks
resulting in a posstbmismech between
the pemium and the risks thhis fedeal
insuance geny would face Concens hae
also beenaised bout the risk thiasuiplus
reseve funds fom the inswance geng
would be tpped to fund other merpessig
or moe politicall sensitie pogramswithout
goproprige recad to the longun vidility
of the fund.The experience othe Rension
Beneit GuaantyCorporaion highlights some
of the potentialssues thamight arise i&
fedeal insuanceprogram br lifetime incora
products were not caefully thought out in
adzance andlasey monitoed (Bown 2008).

While these conaes ae \alid,other £deal
insuance genciessut as the FDIChave
opeeted eldively successfyl’ It may also
be possile (although not without potential
political opposition) to adoptditional
sakguads tha give theseddeal insuance
agencies iggder autonom in risk assessment
sut as giing the édeal insuance geny
flexibility to esthlish risk ceegories based
on \aridles thaar relevant to an inser's
risk of failule and raminer riskaing
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How to Change the Conversation
about Lifetime Income?

Moving the etirement maet tovard a moe
gopropriae investment in létime income will
involve a fundamentahang in theway most
American households thirtkoait providing
for their etiement.Theaccount-balance
lump-sum mindset thaas become so
prevalent is einforced ly the behaoral
tendencies noted kErand has beengmoted
by the pomotion and xgansion oflump
sum options in DB and 401(k) plans
Adjusting this mindset will belzatteng.

A naional conersdion is aleagy under \ay
recarding saing for retiement and other
long-tem needsThis indudes campaigns
to encouage households to plan andesa
for retiement and ae® discussions in the
press and within and among consigreps
policy malers,industy paticipantsand
other inteested paies This discussiohas
recent} tumed to the potentiable of lifetime
income options in pviding br amore
secue retirmentlt is, howe\er, still & the
ealy st@ges;it may be necessato educte
not only consumes; kut also plarsponsos
and fnancial povidess to be mag open to
directing tleast a ption of retiementsaring
into lifetime income options

Mary financial adses and intenediaries
have traditionalf steeed consumsravay
from lifetime income pducts in partbecause
they were less mfitable to them than other
investment optiongncreased consumer
avareness and demarl these mducts mp
motivate someihancial adses to ofer or
recommend income guitucts but this mg
not be enough to matie othes dsent ney
financial incentes Income poducts suc
as aridle anmities andecalculed
phased-with@mwal income plans &#r from
fixed liletime income cordcts in thiathey
requie moe actre mangement ofassets
and theefore tendio chage maintenanceds
On the one hanthjgher maintenancses mak

The Reirement Security Poject -
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these mductsamore piofitable so thafinancia
advisos mg be moe likely to pomote them
to consumes;on the other hand, consumey
do not fuly undestand the mducts thg
are huying they ma incur moe ham than
good in puchasing these @ducts

At the consumer \el, lifetime income
productswould hae a betterlance of
being seriouglconsidezd and adopted if
their addantages could be ansléed moe
simply and diectvely for the aerage saer
and etiree The case needs to be madegi
fair atention to dawbacks as wll as
advantages-in tems tha most consumser
can eadiy undestandln adlition to making
the point thaipeople need to considemho
to mange the risk ofutliving their assets
an edud#on campaign might usefull
incomporate a diferent way to think &out
retirerment planninghis could inlcide the
following pointsamong othes:

* Framing liétime income in paut tems
sud as aegular pension pdned similain

form to Social Security and as a supplem

to fill the gp between Social Security
income and monthlincome needs in
retirment.

* Reminding consumei&and plan sponsor
tha purchasing létime income pducts
is not an all-enothing poposition.These
products can pyaa suppding mle in an
individual's etirrment security stegy
through ivestment ofonly a potion of
awildle assets

* Pointing out thaguaanteed income
simplifes the mdwanics ofretirment
paout.lt is an easy "set it armiget it" way
to corvert one's assets tegular income
and spags etirees the need to earg in
actve mangement oftheir assets

Points sub as these could useyulie
dewelopedand efined-and daegted-though
an open collect pocess to inease the

Increashg Annuitization in 401(k) Hans with Automatic

In addition to making

the point that people

need to consider how
to manage the risk of
outliving their assets,
an education campaign
might usefully
incorporate a dif  fer ent
way to think about

retir ement planning.




level of anareness and thoughtfulnesgiding
lifetime income anbly inceasing
discussion and consumer dem&mtelp
male inbads on enénded esistanceyb
those with conay financial intersts

A concete stp to anbor the gpanded
awareness and discussionlitétime income
options wuld reframe 401(k) and IRA
accouhstaementsTo help einforce a sense
of owneship ofthe income stram aher
than ofonly the lump sun)C plan sponser
and IRA povidess should beequied to
present the p#acipant's ben#é§ as a seam
of monthly or anmal lietime pgments in
regular steements and in sumnygplan
descriptiongn adlition topresenting the
beneits as an account balantaccodance
with curent pacticelt may be possie to
develop an indusyrwide method of
computing and psenting the stam of
paymentswith gproprige distaimes?

Over time this hang mg help encoage

account wnes to become accustomed to

thinking oftheir retirement esouces as
monthly income Taking the distriltion as
monthly payments wuld seem "rtaral”-
tha is it would be equalent to maintaining
the staus quo The intent is toaposition
their frame ofreference so thaconsumes
do not kel a "loss" aen thg receve an
income skam aher than a lump sum.
Portraying the pgments fom an anuity as
a consumption sgam has beenudnd to
be a useful and neiluminéing way of
presenting the benisf of anruities and
consumes gpear to espond positely to
this nev frame (Kling et aR008).

Should an Optional Federal
Insurance Regulator Exist?

Most «isting anuity products a sold §
insuance companigdowe\er, the curent
stae-based insance eguldory system could
hamper the delopment ofinnovaive

anruities ly tha industy. Thus in adlition to
fedeal anmity insuancea bioader initiave
tha could &cilitée the povision of anruities
by insuance companieuld be the @dion
of an optionalddeal insuancechater. This
would allev an insuaince companto opt
for being egulded ty one édeal reguldor
rather than g a host ofindividual stte
insuance commissioreMhile poposals
relding to insuance gneally are bgond the
scope ofthis pper, becaus the implicte
a host ofissuesart from the povision of
retirrment anuities seeral substantial
argumens in fvor of an optionafedeal
insuance bater relde specitally to the
anruity line ofbusiness

One kdeal @eng, raher than ifty stae
agencieswould esult in mog unibrm
standadls or licensug and eguldory
compliance and should iease éicieng.
Curently, these standds \ary acoss stées
and poduct linesToday, anruity piovidess
tha sell insuance conacts in raltiple stées
must comp} with the standds of eat
stde In paticular provides tha sell contcs
with an iwvestment componergud as
varidble anmities are govemed ly stae
reguldors as wll as g fedeal securities
law. Rgyuldion by multiple gencies can
result in gps in potection,as idenced
by the inconsistentdament aapss stees
with respect to hether aridle anmwities
are considexd securitie§loreover, while
other types ofinancial aganizaions will
increasinty offer anmity-type poducts
those entities @&ag have the option ofa
sinde fedeal reguldor. An insuance compan
that opted br a £deal dartter could sell
uniform anmity pioducts in eery stae,
which could be il suited to seice the
needs ofa mobile wrkforce tha may be
emplged in seeral stées during the
course ofa caeer
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5. Conclusions

Future letirces & expected toeatire withlamger etiement assetse longr than cuent
retiresand hse fewer souces oflongevity protection.These deslopments inease their
risk of outliving their esouces This pgoer pesents a stegy to inceaseatiementsecurity
for future retirees lp reframing thevay indviduals vier their etiement hoicesproviding
them moe informaion and time to decide lfih should help them betteradude their
choices)and incoporating automac fedures in 401(k)-type plans &xifitde the
selection ofncome solutions

Several impotant questions need to kealedbefore this sitegy can be implementexhd
this paer does notteempt to anser all ofthese questiorRaher, it highlights the issues
and mas out theifst of several st@s taward increasing the use ahruity-like pooducts in
401(k)-type planBecausexésting consumettitudes a& so biasedyainst lietime income
productsincreasing their aquance and useill be gadualThe stetegy in this pper is
designed to highlight the batebf guaanteed etirement incomeo give consumerthe
tools to @alude the options andjtimaely, to increase the selection Idktime income
and impove retirrment security
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+ Demand 6ér lifetime income pducts is v in the goup
maiket and eer laver in the priate maket. A large
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Friedman andVarshavsky 1990Kotlikoff and Spiak
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medical gpenses (see Saicand Smegrs 2004 andurra
and Mitbell 2008 ordr both easons see Dyn&kinner
and Zeldes 2002 addition,famiy membes mg shae risk
and pool esouces-though mariage, br instance-tich
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respectiely.
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address this issue datly. See Bown and Osza (2006)dr
more discussion.
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- See Kahneman ant@iversky (1979)dr more discussiorbaut
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“For adlitional detailsee Gale and Iwi(2005)Gale lwry,
and Orsza (2005)and Iwry (2003)Another major dection
in which automéc stetegies canxg@and etirement security
is outside the 401(k)-thugh IRAs-Wich would benef the
78 million werking Americans o hare no access to an
emplager plan (lwy and dhn 2007)For more informétion
on these topics andgposalsseemwwretiementsecunfgptor

2An example ofthe ormer céegory ae indviduals with poar
healthwho expect to hee shoterthan-aerag life expectang
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and vho ae @le to compute the berisfof thelifetime
income poduct eldive to an alterdive investment option.

=The two-year trial defult is parof a moe gneal stetegy
of using dedults to encoae people tolwose income
solutions Automadic fedures to pomote the ¥panded use
of guaanteed income coulgdgy directly to the bendf
payout decisions plan spons@nd indiiduals confint in
the distrilution phase othe plan or indéctly through plan
sponsos' and pdicipants' imestment decisionsvward the
end oftheir caees. The two-year dedult explores the use
of automdc stetegies diectly in the distribtion phase
(The indiect use ofautoméc stitegies in the westment
phase to immve distrilution decisions isplored in a
forthcoming briety Iwry andTurner)

“The equiement ofan g@ples-to-pples comparison ma
geneete demanddr a thid paty thd collectsmaintains
and dissemites (perh@as & a cost) irdrmation on prices
and edures The Financial SacesAuthority in the United
Kingdom maintains an auity pricingWeb site:
htp://lwwwfsa.gak/tabes There is &least one similar
compadtive tool in the United S&s and it is maintained
by a prvae firm for retiement plans thaubscribe to tha
sewice Although a learinghouse ebtshed ér this pupose
will likely chaige a €e and mabe accessidto plansaher
than to consumeyas the m&et gows equialent serices
will likely develop speci€ally for consumes.

>Providess tha offer lifetime income cordcts wuld hae
to accommodae two-year cash-outsor some poviders,
this option mg be cosyl to povide One option asund this
issuanay be to ofer a "bended" poduct,which is a
withdrawal plan in theirfst twenty-bur months and a
lifetime income cordct (with longvity protection) viaen
the dedwult trial tansitions to a peranent plan.

*The dehult pogram vould gply to those Wwo request
lump sum distriltions or paral lump sums thaignifcanty
exceel the mininum requied distrilitions

See Cwley and Cummins (2009y fa discussion gfossilte
strategies

®For instancgnsuers could look toginsuers or caital
maikets br nev ways to hedg ajainst ggregee longvity
risks At least in the . anruity maket, some einsuers
are curentl reluctant toeinsue lifetime income corgcts
because these catts a& opaque and the riske dificult
to evalude. See "he RensionAnnuity Maket: Further
Reseath into Suppt and Constints" pepated ty The
Assocition of British Insuers, Féruary 2005 ér more
discussionkmut the pension anity maket in the LK.

*For instancgplan sponsarmust comp) with qualied plan
rules on \a type ofanruity to ofer (joint and swivor
for maried paticipantswith spousal consent to an electio
of a singe life anwity) and hw to price anuities (unise
mortality tdles),and sponsernust ealude the soundness
and ¢aims-pging &ility of lifetime income priders. See
Brown et al(1999) and IwrTurner (brthcoming) ér
adlitional discussion.

2The FDIG in principleassesses risk-baseshpumshowe\er,
in practicemost fnancial institutionseagssesseda premiums
because theieseves qualify thermof an @emption.

2f the sponsor as one othose thachooses to atl
projections ofpotential futue benefs tha would lilely
accunalae if the paficipant contined contribtions &an
assumedhte for an assumed peridke pojection could also
be stted as an incomeesim in adition to an account balance
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