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In the next decade, tens of millions of American adults born after

World War Il will retire. one challenge faced by these new retirees is how to draw
down retirement savings without knowing exactly how long they will live, what sort of spending
they might engage in during their retirement, and what market returns they might realize in the
meantime should they manage assets themselves.! The shift from defined benefit plans (which
typically allow for a lifetime pension) to defined contribution plans (which do not have pensions
built into them) places responsibility on a growing number of consumers to make complex
decisions concerning decumulation of their retirement savings. Given how challenging most
individuals find saving and planning for retirement,? and given that facility with numbers declines
with age,® it is no wonder that most retirees experience difficulty figuring out how to manage their
assets and spending after retirement. Meanwhile, ensuring lifetime income has never been more
important, as life expectancy has been increasing over time: the average 65-year-old American
can expect to live for approximately 19 more years.*!

The annuity puzzle:
why do most consumers fail
to purchase annuities?

Many scholars have observed that an efficient
means to ensure guaranteed lifetime income
is through the purchase of an annuity,>® which
allows individuals to exchange a portion of their
retirement savings for guaranteed periodic
payments over the remainder of their lives.
Although there may be good reasons to hold
back a portion of one's wealth at retirement
such as illiquidity or desire to leave a bequest,
experts widely recommend contributing some
savings to annuities or purchasing "longevity
annuities" (those that protect against long life
expectancies).” Yet most consumers fail to do
so. According to a recent report from the U.S.
Government Accountability Office,® only six
percent of workers with a defined contribution
plan chose or purchased an annuity at
retirement. And although 70% of respondents
in a recent survey said that receiving a monthly
paycheck during retirement was important to
them, as of 2017, only 13% of working-aged
Americans have purchased an annuity.’

The theoretical attractiveness of the annuity
product coupled with the relatively low rate of
actual purchase is referred to by scholars as the
“annuity puzzle." In his Nobel Prize acceptance
speech, economist Franco Modigliani™ said, "It
is a well-known fact that annuity contracts, other
than in the form of group insurance through
pension systems, are extremely rare. Why

this should be so is a subject of considerable
current interest. It is still illunderstood.” More
than thirty years later, researchers have made
some headway in understanding what drives
some consumers to take up annuities and
others to shy away from them. But, many
questions still remain regarding this so-called
annuity puzzle.

In this article, we first briefly explore some
“rational” reasons why many consumers may
reasonably prefer not to purchase annuities,
and reasons why these reasons cannot
adequately explain the annuity puzzle. We

next review a variety of psychological biases
that may contribute to lower-than-rational
annuity purchase rates. In so doing, we propose
behavioral interventions designed to overcome
these biases (some tested and some untested).

T Life expectancy at age 65 is higher than life expectancy at birth (which for the average American is 78.7 years). The reason for this discrepancy
is that if one lives to 65, they have already avoided many of the events that could have caused an earlier death.
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Rational explanations and critiques

Early research on annuity purchasing primarily
focused on rational reasons why consumers
might forgo such products. By “rational” we
mean reasons that would seem logical and
are consistent with the pursuit of a consumer’s
self-interest. Much of this work concludes

that rational choice models cannot account
for low annuity purchase rates. Below we
briefly review prominent rationale that have
been cited as potential causes for failure to
purchase annuities, along with critiques of these
arguments.

1. Belief that annuities are overpriced.

Argument: Low purchase rates of annuities may
result, in part, from the tendency of consumers
to view annuity pricing as actuarially unfair (i.e.,
the resulting payouts from annuities may be
lower than what is actuarially fair: consumers
who receive annuity payouts may ultimately
receive less in payments than what they paid in
premiums).t

Critique: While it may be rational for consumers
who believe themselves to have a relatively
short life expectancy to forego purchase,

this explanation cannot fully account for low
rates of annuity purchasing. In a recent survey
of consumers, approximately 60% of them
preferred a lump-sum payment to an annuity,
even when rates were set so that the trade-off
in purchasing the annuity was actuarially fair,
suggesting that more than just price sensitivity
explains the annuity puzzle." Further, being
sensitive to annuity price loads might suggest
that consumers should adopt a strategy of
gradually purchasing more annuities over time,
as the pricing becomes more actuarially fair.
Nonetheless, many households do not follow
such a strategy.

2. Risk-aversion concerning inflation.

Argument: Consumers may shy away from
purchasing annuities that are fixed in nominal
terms due to concerns about possible inflation,
especially to the extent that they are risk averse.

Critique: A natural solution to this problem
is to purchase inflation-protected annuities.

However, demand for annuities did not
drastically increase when such products were
introduced to the market (e.g., TIAA-CREF's
inflation-linked bond account or Vanguard’s
CPlindexed annuity). And, inflation-linked
annuities represent a small portion of the
market of annuities in the UK."?

3. Risk-sharing with families.

Argument: Consumers may pool their

resources (within family) to essentially mimic a
formal annuity market. Sharing risk in this way
may obviate the need to purchase an annuity.

Critique: If risk-sharing among couples were an
adequate explanation for the annuity puzzle,
then we should expect to see higher purchases
of annuities among single consumers than
married ones. However, available data suggests
that single adults and married adults are equally
likely to choose a lump sum versus the Social
Security annuity payout."" Furthermore, if risk
sharing among couples provided an adequate
explanation, then we would also expect to

see more consumers choosing to purchase an
annuity after the death of their spouse, but this
pattern is also not observed.

4. Bequest motives.

Argument: Many consumers may wish to leave
part or all of their money after death to loved
ones or charities. If an annuity has no value after
one's death, then it is obviously an unattractive
product to such consumers.

Critique: The Health and Retirement Survey
found that the strength of bequest motives
could not explain the self-reported intention
to purchase an annuity or not.”® Second,
consumers who have children (who would
presumably be recipients of bequests) are not
more likely to purchase an annuity than those
who do not have children.' Third, consumers
with a bequest motive could divide savings
into an annuity and other funds that can be
left to heirs, yet only a small proportion of
retired consumers have invested any money in
annuities.

*Researchers refer to the difference in pricing between annuity payouts made and premiums paid as the "load," and a recent body of work in
economics has attempted to better understand both how extreme this load is, as well as its origin (e.g., one older paper found that annuity
payouts per dollar of annuity premiums to randomly chosen individuals from the pool of consumers who purchase annuities is approximately
90 to 94 cents.®0 As Mitchell et al.¢° note, "The differential between the premium cost and the expected payouts must cover marketing costs,
corporate overhead and income taxes, additions to various company contingency reserves, and profits, as well as the cost of adverse selection.”
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5. Insuring against longevity through
other means.

Argument: Consumers may decide not to
purchase annuities because they may have
already insured against increased longevity
through other means. For example, payments
from the U.S. Social Security system represent
an annuity, in that payments are guaranteed
through the end of one's life.

Critique: It is true that Social Security
payments may represent a sufficient hedge
against outliving one's savings, but only
among consumers at the lower end of the
wealth spectrum for whom social security
payments are adequate. For the higher income
individuals, however, social security payments
cannot be expected to provide full income
replacement on their own.

Behavioral biases underlying the annuity

puzzle and possible solutions

None of the potential rational explanations

for the annuity puzzle, reviewed above, can
account for low rates of annuity purchase.

It seems therefore that most consumers are
failing to act in their rational self-interest when
they forego annuity purchases. This should not
be surprising given the technical demands of
such decisions. In recent decades, numerous
scholars have observed that decision makers
frequently fall short of the Olympian standards
of rationality, in systematic and predictable
ways."'® In particular, many scholars have
suggested that psychological biases may
contribute to failures to purchase annuities in
situations where it is in a consumer’s rational
self-interest to do so."”""% The decision whether
or not to purchase an annuity is, from a

cognitive standpoint, highly complex because
it requires consumers to assess several forms of
uncertainty. This uncertainty can be paralyzing
and lead many consumers to take the path

of least resistance, which generally means
avoidance of annuities. In this article we focus
on four sources of uncertainty that reflect

four questions most people entertaining the
purchase of annuities may ask themselves:

Unpacking these four principal sources of
uncertainty — and associated behavioral
biases — can help point us toward possible
interventions for overcoming consumer
resistance to purchasing annuities, and so we
review them in some detail below.

"How much money
will | need to
cover that amount
of time?"

"How would | do with
an annuity compared
to other investments?"

"Am | understanding

n B H ol
How long will | live? Dickliloroeiyz

$Beginning with Nobel Laureate Herbert Simon,*" many scholars have suggested that people are "boundedly rational,"? capable of
maximizing self-interest only up to the limits of their highly constrained attention, memory, and information processing capabilities. Thus,
they tend to rely on decision-making shortcuts or "heuristics.” Although such heuristics save time and can often lead to reasonable decisions,
they can also result in decisions that may appear “irrational” in systematic and predictable ways.

** Research shows that individual differences in longevity expectations do predict differences in actual mortality,*> but on average people
underestimate their probability of living to around age 80 and overestimate their probability of living to ages beyond that.2?



1. Longevity uncertainty:
How long will | live?

A first source of uncertainty affecting annuity
purchase decisions concerns the question of
how long the beneficiary will live. As noted
earlier, some theorists have suggested that this
is the central question driving annuity purchase
decisions. If a consumer believes that he or
she will have a longer-than-average life, then
figuring out how to have guaranteed income in
retirement is an important problem to solve**
We discuss two biases that amplify this sense
of uncertainty: avoidance and extreme risk
aversion.

Biases

Avoidance. Research on terror management
theory suggests that people understand both
that they will eventually die and that there is no
way to avoid doing so. In an effort to manage
fear of their own death, people tend to avoid
thoughts of their own mortality, and also try

to engage in pursuits that can assure them

of "symbolic” immortality (e.g., taking partin

systems or cultures that will continue to exist
beyond one’s own life span).”® Interestingly,
mortality reminders cause people to strongly
embrace countries of origin and act in more
patriotic ways, given that people know that their
country will survive after their own demise."”

Considering the purchase of an annuity may
naturally call to mind death-related thoughts
for consumers, given its central role in
determining the value of such products. And if
consideration of an annuity makes death more
salient, then one way to manage associated
painful thoughts is to simply avoid the annuity
decision-making process altogether. Indeed,
recent work found that the task of deciding

to purchase an annuity spontaneously brings
to mind more death-related thoughts than

the task of deciding whether to invest in

an Individual Retirement Account (IRA).?°
Moreover, experiments have shown that when
thoughts of mortality were primed prior to

an annuity decision task, annuity choice rate
was lower compared to when thoughts of
mortality were not primed.?° Furthermore,

Figure 1: Subjective Longevity Beliefs vs. Actuarial Data

Description: The figure compares subjective longevity beliefs in the 2010 wave of the Survey of Consumer Finances
(SCF) to the Social Secuity Administration's projected longevity estimates calculated using actuarial probabilities. For
the purposes of illustration, the figure bins respondents in the SCF into their respective age decile, and we calculate and
present the mean response (actuarial longevity estimate) of these groups.

Survey of consumer Finances

Longevity (age) Female

Male

100

I Subjective longevity
I Objective longevity
90~
80—
70—
60—

20-29 30-39 40-49 50-59 60-69 70-79 80-89 90+

20-29 30-39 40-49 50-59 60-69 70-79 80-89 90+

Respondentage

Data sources: Social Security Administration, 2010, and Survey of Consumer Finances, 2010

Source: Heimer, Myrseth, & Schonle (2018)?2



we speculate that the purchase of an annuity
may be seen by many consumers as an act of
"tempting fate” (i.e., being presumptuous about
the future), which studies show can increase

the accessibility of negative thoughts and the
perceived likelihood of associated events?' — in
this case thoughts of dying younger. Indeed,
people under the age of 60 (i.e., pre-retirement)
tend to underestimate their own life expectancy
by approximately 2-3 years?? (see Figure 1).
Finally, we note that focusing attention on the
likelihood that a person will “die by” various
ages leads to around a 10 year lower estimates
of life expectancy compared to assessments of
when a person will "live to."?

Extreme aversion to a negative return on
investment. Even if some consumers do not
avoid thinking about their life expectancy, and
even if they make an accurate assessment, they
may nevertheless be deterred from purchasing
annuities by a tendency toward extreme risk
aversion. One of the most heavily researched
topics in behavioral economics is the concept
of loss aversion: potential losses have greater
impact on decisions than equivalent gains.
Thus, the thought of losing $100 is worse than
the thought of foregoing a gain of $100.242° For
many consumers, the decision to purchase an
annuity may boil down to a question of whether
or not one will actually live long enough recoup
the initial premium.” Thus, consumers may

view annuities as "risky gambles,” with some
possibility to “lose” money: there's some chance
that the beneficiary may die before getting

What is an Annuity?

An annuity is a financial product
offered by financial companies.

When you put your savings

into an annuity, you pay a lump
sum of money upfront. In return
for that lump-sum investment,
you receive a series of regular
monthly payments each year you
live, until you die, after which any
remaining amount stays with the
financial company.

The amount received from the annuity
depends on when you die.

back his or her initial deposit, even though
there is also some chance that the beneficiary
will get back more. Due to loss aversion, the
potential loss if one dies earlier than expected
will have greater impact on annuity purchase
decisions than the possible gains if one lives
longer than expected, resulting in pronounced
risk aversion. Compounding this issue, we

tend to overweight probabilities of unlikely
events? (such as dying in the next few years)
when evaluating prospects. To the extent that
the unlikely negative event of an early death
naturally comes to mind when a consumer
evaluates an annuity, this will contribute to even
greater impact of that possibility and even more
pronounced risk aversion and reluctance to
purchase annuities.

Possible Solutions

While it may be difficult to counteract people’s
natural aversion to pondering their own future
death or the possibility of losing money on
the purchase of annuities, our reading of

the behavioral literature suggests possible
solutions.

1. Avoid any mention of death. Recent studies
have found that one way to counteract the
death-related anxiety that arises from the
annuity decision-making process is to simply
leave out mentions of death in promotional
materials. Namely, Salisbury and Nenkov?® used
two different promotional messages to gauge
interest in annuity take-up. One message, used
standard language that firms tend to use:

Hypothetical annuity example

Annual amount paid
at different ages:

$

Suppose a 65 year old person puts his or her
retirement savings into a life annuity that is
adjusted 2% annually for inflation.

The total amount received increases 2% each
year, until the annuity holder dies. 65 70 75 80 85 90

*Each number represents the amount received per year at thatage. The annual amountis
splitacross 12 monthly payments that continue until the annuity holder dies.

Source: Salishury, L. C. &Nenkov, G. Y. Solving the annuity puzzle: The role of mortality salience in retirement savings decumulation decisions.

J. Consum. Psychol. 26, 417-425(2016).



The other message, however, modified this standard message so that mentions of death were

removed:

What is an Annuity?

An annuity is a financial product
offered by financial companies.

When you put your savings

into an annuity, you pay a lump
sum of money upfront. In return
for that lump-sum investment,
you receive a series of regular
monthly payments each year you
live, after which any remaining
amount stays with the financial
company.

The amount received from the annuity
depends on how long you live.

Hypothetical annuity example

Annual amount paid
at different ages:

$

Suppose a 65 year old person puts his or her
retirement savings into a life annuity that is
adjusted 2% annually for inflation.

The total amount received increases 2% each
year, as long as the annuity holder lives. 65 70 75 80 85 90

*Each bar represents the amount received per year at that age. The annual amount s split
across 12 monthly payments that continue as long as the annuity holder lives.

Source: Salisbury, L. C. & Nenkov, G. Y. Solving the annuity puzzle: The role of mortality salience in retirement savings decumulation decisions.

J. Consum. Psychol. 26, 417-425 (2016).

The researchers found that hypothetical interest

in the annuity was higher when the modified
brochure was used (though we cautiously note
that their sample size was relatively small, and
this result should be replicated before such
messaging is implemented widely). Relatedly,
marketing communications could focus on the
age at which a consumer could live until (rather
than the age at which they might die by).

2. Frame annuities as purchasing "enhanced
financial security." Although people are averse
to losing money for which they receive no
compensating value, they are open to paying
money for symbolic value such as options or
insurance. For instance, an unpublished study
of hypothetical behavior?” found that people
would rather pay an insurance premium in
advance (presumably to obtain a certain

value from “peace of mind”) than pay after the
insurance period only if there is no claim (which
exposes them to the possibility of feeling like
they are losing money), despite the fact that the
latter amounts to an interest-free loan from the
insurance company. We suggest that marketing
materials for annuities emphasize that
customers are purchasing not just an income
stream, but also confidence that their financial
needs will be taken care of for the rest of their
lives, so that early death will be less likely to be
experienced as a "loss.”

2. Spending uncertainty: How much money
will | need to cover that amount of time?

Setting aside a consumer’s uncertainty about
how long he or she will live, the decision to
purchase an annuity is intimately connected
with projections about one’s monthly or
yearly spending needs in retirement. For
example, health and care-related expenses are
difficult to predict in advance, as are potential
offsetting contributions from friends and
family or other sources of income. Uncertainty
concerning spending needs may deter
annuity purchase due to two related biases:
the tendency to sharply discount the value of
future consumption, and the tendency to see
lump sums as being more adequate than their
equivalent, annuitized streams.

Biases

Steep discounting of the future. Many long-
term decisions involve tradeoffs between
rewards in the present versus the future.
Saving for retirement, for instance, involves
putting aside money today for future use:

a sacrifice is made now, but the benefit of
doing so is greater spending later on in one's
life. Economic theorists have long known that
people tend to discount the value of future
outcomes?® and usually are willing to accept
smaller rewards sooner in lieu of larger rewards
to be received later. Put another way, people



tend to attach far greater value to consumption
in the present or near-term compared to the
future. A small degree of discounting may be
rational as one can safely exchange a smaller
amount of money today for a larger amount

of money in the future or vice versa through
saving or borrowing. However, several studies
have observed unreasonably high rates of
discounting in practice. For instance, when
given the choice between $5 today and $10 in
six months, many consumers may opt for the
smaller-sooner reward,? reflecting an absurd
rate of discounting (these consumers forego

a 200% annual return for waiting half a year).
Examples of extreme discounting of the

future are commonly observed outside the
laboratory — for instance, when a customer

of Amazon pays a premium to have a
non-urgent product shipped a few days

faster, or when an employee foregoes an
employer match in a 401(k) plan in order to
spend a little more money in the present.3°
Likewise, many consumers may unreasonably
discount the importance of consumption

in their (distant) post-retirement relative to
present consumption, and therefore forgo
opportunities to spend a large amount money
today in order to obtain a guaranteed income
stream in the future.®' This tendency may result
from a mistaken belief that their emotions in
the future will not be as strong as the emotions
they experience in the present (e.g., "having less
future income is not ideal, but it won't bother
me that much”).*?

Wealth illusion. Another obstacle to the
purchase of annuities is the fact that people are
biased to see large lump sums as being more
adequate than equivalent monthly annuitized
streams of income. Lump sums that accumulate
in defined contribution plans are generally
large and unfamiliar denominations to most
people: to most consumers, $1m seems like a
large amount of money, and $5m seems larger,
but it is difficult to assess just how large these
amounts are in terms of their purchasing power
over time. Thus, most people have difficulty
appreciating the adequacy of lump sums and
simply regard a typical 401(k) accumulation

at retirement as a large amount of money. In
contrast, when these same lump sums are
expressed in terms of monthly payments, or
annuities, people are far more sensitive to how

adequate or inadequate they may be. Most
consumers can easily understand how far a
given monthly amount will get them because
they are used to paying expenses such as rent
or utilities on a monthly basis and they are used
to budgeting based on monthly paychecks.
Indeed, a recent study found that retirement-
aged research participants thought that a
given lump sum (e.g., $500,000) would provide
more for them in retirement than its equivalent,
annuitized stream (e.g., $2,500 a month for the
rest of one’s life®). Thus, many consumers may
prefer to keep 401(k) money at retirement (in
its lump sum form) rather than trade it in for
what appears to be a stream of income that will
provide insufficient future spending.

Possible Solutions

We suggest possible ways of addressing
consumers’ tendency to unreasonably discount
future spending needs and undervalue
annuitized income streams:

1. Bring future selves to the present. Prior work
has found that consumers can be motivated to
save more for retirement when their emotional
bonds to their future, retirementaged selves
are strengthened.?* For example, one study
showed research participants ageprogressed
images of their future selves in order to prompt
more empathy with those distant selves, and
found greater subsequent willingness to

save for retirement. Thus, one way to reduce
discounting of future spending is by making
later selves salient and more emotionally
evocative to consumers when they are offered
annuities (e.g., by presenting them with a
computer-aged photo of themselves or a
narrative that draws them into visualizing their
future selves).

2. Link accumulation with decumulation. If the
relatively large financial sacrifice required to
purchase future income is a deterrent, then one
possible solution is to reduce the sacrifice that
is felt in the present and link it directly to future
consumption. For instance, we imagine creation
of an investment vehicle that automates
periodic contributions to a target date mutual
fund so that, for example, saving $10 per day
until retirement might be expected to yield, say,
$20 (inflation-adjusted) of consumption per day
beginning at retirement.



3. Investment Outcome Uncertainty: How
would | do with an annuity compared
to other investments?

Setting aside for a moment uncertainty about
longevity and spending needs, a third source
of uncertainty when deciding whether or not to
purchase an annuity concerns how the returns
one would receive from an annuity compare to
the returns one would receive from alternative
investments. As noted earlier, an annuity
represents a form of insurance against outliving
one's savings. The obvious alternative to
purchasing an annuity, then, is to self-insure by
saving enough and investing in such a way that
future income is adequate to support desired
consumption. Three biases may undermine
the appeal of annuities. First, many consumers
express excessive optimism toward their ability
to manage their own finances and second,

this may be exacerbated when recent market
performance has been good. Third, many
consumers may distrust financial institutions
that guarantee annuities.

Biases

Unrealistic optimism in self-management. An
abundance of behavioral research finds that
people tend to exhibit a number of positive
illusions, acting as if the future will be great
especially for themselves.3>% In particular, they
tend to experience an illusion of control over
chance events* they believe that they have
more favorable attributes than their average
peer, and they are biased to believe that
negative events are less likely to affect them
than their peers.®® Of particular relevance,
laboratory studies find that people tend to
exhibit overconfidence in their own ability to
successfully manage their own investments.®

Over-responsiveness to recent market
performance. Abundant psychological research
finds that people often judge the likelihood of
future events by the ease with which instances
of these events come to mind. For example,
many people assume that deaths due to shark
attacks are more common than deaths due

to accident sustained while taking a selfie,
because news stories about shark attacks are
more common in the media and therefore
easier to recall. In fact, “selfie deaths” in 2015
were roughly 50% more common than shark
attack deaths.*? Similarly, when the stock market
has recently appreciated sharply in value,
consumers may overestimate the likelihood that
it will continue to do so in the future. Indeed,

in a study of real annuity decisions from more
than 100,000 new retirees, Previterro*' found
that the better the stock market had recently
performed, the more likely consumers were to
cash out their savings into a lump sum and the
less likely they were to purchase an annuity.
This effect was quite large: moving from a year
where stock market returns were in the bottom
quarter of historical returns to a year when

they were in the top quarter, would reduce the
likelihood that a consumer will purchase an
annuity by about 10 percentage points.

Distrust in financial institutions. The purchase
of any insurance product requires some degree
of faith that the guarantor will remain solvent
over the term of the contract. Thus, uncertainty
concerning future investment returns involves
not only market investments but also the
solvency of the annuity provider. To this point,
the Great Recession appears to have instilled in
consumers a lack of trust in financial institutions.
Stevenson and Wolfers,*? for example, analyzed
annual Gallup surveys from 1973 onward, and
found that trust in banks has declined over time,
precipitously in the wake of the Great Recession
of 2007-2009. Interestingly, trust in banks seems
to mirror the unemployment rate (i.e., when

the unemployment rate is high, trust in banks is
lower; when unemployment rate is low, trust in
banks is slightly higher). Although no research
has directly examined the link between
institutional trust and annuity purchase rates,
we speculate this may be another relationship
that is affected by macroeconomic cycles: when
bank defaults and high unemployment rates are
easily accessible in a consumer’s mind,



then agreeing to a long-term contract with an
insurance company in the form of an annuity
may seem like an unattractive proposition.

Possible Solutions

When considering the uncertainty surrounding
future market returns, annuities may seem like a
poor choice for many consumers. We propose

potential interventions.

1. Market annuities as insurance rather

than investments. Because annuities are
often recommended by financial advisers,
consumers may erroneously view them as an
investment vehicle much like a mutual fund

or savings bond. We suggest that viewed in
an investment frame, annuities may appear to
be inferior to consumers who attend to their
relatively low rates of return. Of course, in their
most basic form, annuities are meant to be
insurance against outliving one’s money. We
assert that the insurance frame may be more
appealing to consumers because it emphasizes
the certainty that annuities can offer. One
robust observation of behavioral economics

is that people are willing to pay a premium for
certainty over intermediate probabilities.??°
Thus, it has been argued that annuities should
be framed in terms of the amount of spending
that they offer consumers rather than the
returns that they could provide.*’ In a study
involving hypothetical decisions, Brown and
colleagues® found that when annuities were
framed as offering a monthly $650 return for
life (i.e., an investment frame) take-up was quite
low (21% compared to other similar products).
But when annuities were framed as offering

an opportunity to spend $650 per month

for life (i.e., a consumption frame), take-up
was considerably higher (70% compared to
other similar products). Likewise, Benartzi

%

and colleagues* found that purchase rates
for actual annuities was higher when future
payments were presented in a consumption
frame as monthly income (53% take-up)
compared to when future payments were
presented in an investment frame as one's
balance over time (41% take-up).

2. Build consumer trust. If annuity providers
should be selling certainty and peace of

mind, marketing materials should cultivate
consumer trust, for instance by emphasizing the
guarantor’s competence and benevolence.*

4. Decision Uncertainty: Am | making
the right choice?

Whether or not consumers attempt to assess
uncertainty concerning longevity, spending
needs, or returns to annuities relative to other
investments, a fundamental uncertainty they
face concerns their own capability of making
a competent choice. Given the inherent
complexities associated with decumulation
decisions, consumers may lack appropriate
expertise or lack confidence in their own
expertise or the advice they are receiving.
Moreover, many consumers may lack the
awareness of opportunities to purchase
annuities or simply neglect to follow through
on vague intentions to purchase them.

Biases

Financial illiteracy and lack of financial
confidence. Most consumers have very limited
financial literacy.***” One commonly used test
of financial literacy, for example, asks survey
respondents the following questions:

e |fthe chance of getting a disease is 10
percent, how many people out of 1,000
would be expected to get the disease?

e |f5 people have the winning numberin a
lottery and the prize is 2 million dollars, how
much would each of them get?

® |et'ssay you have $200 in a savings account.
The account earns 10% interest per year.
How much would you have in the account at
the end of two years?



In a survey of thousands of Baby Boomers,
only about 1in 5 correctly answered the final
question concerning compound interest (and
among those who got it wrong, 43% made a
simple interest calculation in answering $240,
ignoring the interest that accrues on first year
interest).”® Likewise, studies show that even
sophisticated consumers tend to adopt a
linear view of interest accumulation, and one
presumes, of decumulation.*’ Financial literacy
is significantly positively related to planning for
retirement, even when statistically controlling
for other relevant factors such as age,
education, income, sex, race, retirement status,
marital status, and number of children.*® Such a
link between financial literacy and planning for
retirement is important given that planning for
retirement is positively related to the accrual of
retirement assets.

Although no research has directly linked
financial literacy to decumulation decisions,
given that prior research has linked poor
financial literacy with underfunded retirement
accounts, we expect that consumers with
poor financial literacy will also be unlikely to
purchase an annuity. Many studies have found
that consumers are less likely to act under
uncertainty when they feel relative ignorant or
uninformed.*®>" Moreover, one recent study
found that when people feel comparatively
ignorant in evaluating financial instruments they
are less likely to invest in various retirement
saving vehicles.”? It stands to reason that the
same will apply for consumer decisions with
respect to purchasing annuities.

Choice overload. While the decision whether
or not to purchase a single annuity is financially
complex, this complexity increases as the
number of decisions demanded on behalf of
consumers increases (e.g., which insurance
company to use, which product to buy, whether
to pay extra for inflation protection, whether to
pay for a period certain guarantee, etc.), and
as the number of available options increases.
Of course, the abundance of options offered

in the annuity market is well-intentioned: each
consumer is unique, and providing them with
more choices allows for the ability to obtain

a more individually-tailored decumulation
product. However, when presented with too
many options or decisions, consumers become

anxious and grow increasingly unsure of
whether the decision that they might make is
the "right” one. When such choice overload

is experienced, consumers may ironically
choose to defer their decision rather than pick a
currently available option®¥** (but see research
by Scheibehenne and colleagues).>® In one
study in the retirement domain, for example,
researchers examined 401(k) plan participation
for approximately 800,000 employees, and
found that as investment options increased,
participation decreased.* Specifically, the study
found that for every 10 funds added to a given
employer’s 401(k) plan, employee participation
decreased by 1.5 to 2 percentage points.

Inertia. Even if consumers wade through the
thicket of uncertainties surrounding annuity
purchasing to reach a tentative decision which
product to purchase, consumers may not follow
through on this intention, either because of
procrastination or forgetfulness.®’

Possible Solutions

1. Simplify presentation of information.
Laboratory studies find that people are more
likely to make investments if they are not
made aware of their financial illiteracy and
when investments are presented to them

in simple terms that are easily understood
and processed.” All materials describing an
insurance product, like an annuity product,
should thus be written in as clear and simple a
way as possible, with arcane details left to the
fine print and secondary web pages.

2. Timely reminders. To neutralize some of
the anxiety that may arise from the annuity
decision-making process, “planning prompts”
and timely reminders could be implemented.
When consumers face anxiety about a given
decision, they may defer the decision (or
ultimately opt for the status quo). Planning
prompts lay out the "when, where, and how”
of a specific decision.*® In one recent study, for
example, mailers were sent to employees who
were due for a colonoscopy. Those who got a
'sticky note’ with a message that read "Don't
Forget!” and a blank space in which the details
of the appointment could be recorded were
about 15% more likely to receive a colonoscopy
than employees in a control condition.*?
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In theory, annuities ought to appeal to a high
proportion of Americans, as annuities promise
to provide guaranteed lifetime income in
retirement. Naturally, some people may forgo
purchasing annuities because they simply lack
sufficient funds or are comfortable bearing

the risk of alternative investment strategies.
However, many others are deterred for reasons
that are difficult to rationalize. In the overview
of this so-called “annuity puzzle” it was
observed that annuities call to mind uncertainty

surrounding longevity, future spending needs,
investment outcomes and an investor’s ability
to properly evaluate these opportunities.
Research was surveyed showing that each of
these four sources of uncertainty is associated
with various behavioral biases that can present
obstacles to investing. Possible strategies for
helping consumers overcome these biases were
suggested along the way, so that they may be
better prepared for a secure financial future.
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