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Abstract: Advancing annuity demand theory, we present sufficient conditions for the optimality of full annuiti-
zation under market completeness that are substantially less restrictive than those used by Yaari (1965). We examine
demand with market incompleteness, finding that positive annuitization remains optimal widely, but complete an-
nuitization does not. How uninsured medical expenses affect demand for illiquid annuities depends critically on the
timing of the risk. A new set of calculations with optimal consumption trajectories very different from available annu-
ity income streams still shows a preference for considerable annuitization, suggesting that limited annuity purchases

are plausibly due to psychological or behavioral biases. (JEL D11, D91, E21, H55, J14, J26)

Since the seminal contribution of Yaari (1965) on the theory of a life-cycle consumer with an
unknown date of death, annuities have played a central role in economic theory. His widely cited
result is that certain consumers should fully annuitize all of their savings. However, these consumers
were assumed to satisfy several very restrictive assumptions: they were von Neumann-Morgenstern
expected utility maximizers with intertemporally separable utility, they faced no uncertainty other
than time of death, they had no bequest motive, and the annuities available for purchase were
actuarially fair. While the subsequent literature on annuities has occasionally relaxed one or two of
these assumptions, the “industry standard” is to maintain most of these conditions. In particular,
the literature has universally retained expected utility and additive separability, the latter dubbed
“not a very happy assumption” by Yaari. While Yaari (1965) and Bernheim (1987a,1987b) provide
intuitive explanations of why the Yaari result may not depend on these strict assumptions, the
generality of this result has not been formally shown in the literature.

The first contribution of this paper is to present sufficient conditions substantially weaker than
those imposed by Yaari under which full annuitization is optimal. The heart of the argument
can be seen by comparing a one-year bank certificate of deposit (CD), paying an interest rate r
to a security that pays a higher interest rate at the end of the year conditional on living, but
pays nothing if you die before year-end. If you attach no value to wealth after death, then the
second, annuitized, alternative is a dominant asset. This simple comparison of otherwise matching
assets, when articulated in a setting that confirms its relevance, lies behind the Yaari result. The

dominance comparison of matching assets is not sensitive to their financial details, but does rely



on the identical liquidity in the annuitized and non-annuitized assets.

This paper explores the implications of this comparison for asset demand in different settings,
including both Arrow-Debreu complete markets and incomplete market settings. In the Arrow-
Debreu complete market setting, sufficient conditions for full annuitization to be optimal are that
consumers have no bequest motive and that annuities pay a rate of return to surviving investors, net
of administrative costs, that is greater than the return on conventional assets of matching financial
risk. Thus, when markets are complete, full annuitization is optimal without assuming exponential
discounting, the expected utility axioms, intertemporal separability, or actuarially fair annuities.
We also relate the size of the welfare gain to the trajectory of optimal consumption.

A second contribution is to examine annuity demand in some incomplete market settings. If
some desired consumption paths are not available when all wealth is annuitized in an incomplete
annuity market, full annuitization may no longer be optimal. For example, if an individual desires
a steeply downward sloping consumption path, but only constant real annuities are available, then
full annuitization is no longer optimal. Thus, we explore conditions for the optimum to include
partial annuitization. We also consider partial annuitization with a bequest motive.

Another example involves the relative liquidity of annuities and bonds in the absence of insur-
ance for medical expenditure shocks. The effect on annuity demand depends on the timing of the
risk. An uninsurable risk early in life may reduce the value of annuities if it is not possible to sell or
borrow against future payments of the fixed annuity stream but it is possible to do so with bonds.
In contrast, loss of insurability of a shock occurring later in life may increase annuity purchases as
a substitute for medical insurance that has an inherent annuity character. Thus, an annuity can
be a better substitute than a bond for long-term care insurance.

Most practical questions about annuitization (e.g., the appropriate role of annuities in public
pension systems) are concerned with partial annuitization. The general theory itself is insufficient
to answer questions about the optimal fraction of annuitized wealth, and thus a large simulation
literature has developed. Our third contribution is to extend the simulation literature by creating
a new “stress test” of annuity valuation. We do so by generating optimal consumption trajectories
that differ substantially from what is offered by a fixed real annuity contract, and showing that
even under these highly unfavorable conditions, the majority of wealth is still optimally annuitized.

To generate the unfavorable match between optimal consumption and the annuity trajectory, we



allow a person’s utility to depend on how present consumption compares to a standard of living to
which the individual has become accustomed, which is itself a function of past consumption. We
model this “internal habit” as in Diamond and Mirrlees (2000).1

These results imply that annuities are quite valuable to utility maximizing consumers, even
under conditions that result in a very unfavorable mismatch between available annuity income
streams and one’s desired consumption path. Thus, while incomplete markets, when combined
with preferences for consumption paths that deviate substantially from those offered by current
annuity products, can certainly explain the lack of full annuitization, it is difficult to explain the
near universal lack of any annuitization outside of Social Security and defined benefit pensions
plans, at least at the higher end of the wealth distribution where Social Security is a small part of
one’s portfolio and SSI is not relevant. This finding is strongly reminiscent of the literature on life
insurance, which is a closely related product.? The literature on life insurance has documented a
severe mismatch between life insurance holdings of most households and their underlying financial
vulnerabilities (see e.g. Bernheim, Forni, Gokhale and Kotlikoff (2003); Auerbach and Kotlikoff
(1987), Auerbach and Kotlikoff (1991)). These papers, taken together, are suggestive of psycholog-
ical or behavioral considerations at play in the market for life-contingent products that have not
yet been incorporated into standard economic models.

The focus of the paper is on the properties of annuity demand in different market settings.
We do not address the more complex equilibrium question of what determines the set of annuity
products in the market. In light of the value of annuities to consumers in standard models, we
think examination of equilibrium would have to include the supply response to demand behavior
that is not consistent with standard utility maximization. We do not develop such a behavioral
theory of annuity demand, but rather clarify the mismatch between observed demand behavior and
the value of annuitization in a standard utility maximization setting.

The paper proceeds as follows: In section I, we provide a general set of sufficient conditions

under which full annuitization is optimal under complete markets. Section II discusses of why

!Different models of intertemporal dependence in utility are discussed in, for example, Dusenberry (1949), Abel
(1990), Constantinides (1990), Deaton (1991), Campbell and Cochrane (1999), Campbell (2002) and Gomes and
Michaelides (2003).

2 As discussed by Yaari (1965) and Bernheim (1991), the purchase of a pure life insurance policy can be viewed as

the selling of an annuity.



full annuitization may no longer be optimal with incomplete markets, paying particular attention
to the role of illiquidity of annuities. Section III briefly discusses a bequest motive. In Section
IV we report simulation results reflecting the quantitative importance of market incompleteness
with habit formation, showing that even when the liquidity constraints on annuities are binding,

individuals still prefer a high level of annuitization. Section V concludes.

I. Complete Markets

Much of the focus of the annuities literature has been an attempt to reconcile Yaari’s (1965) “full
annuitization” result with the empirical fact that few people voluntarily annuitize any of their
private savings.? This issue is of theoretical interest because it bears upon the issue of how to
model consumer behavior in the presence of uncertainty. It is also of policy interest because of
the shift in the US from defined benefit plans, which typically pay out as an annuity, to defined
contribution plans that rarely offer retirees directly the opportunity to annuitize. Annuitization is
also important in the debate about publicly provided defined contribution plans.

This section derives a general set of conditions under which full annuitization is optimal, relaxing
many of the assumptions in the original Yaari formulation. We begin with a simple two period

model, and then show formally the generalization to many periods and many states.

A. The Optimality of Full Annuitization in a Two Period Model with No Aggregate Uncertainty

Analysis of intertemporal choice is greatly simplified if resource allocation decisions are made com-
pletely and all at once, that is, without additional, later trades. Consumers will be willing to
commit to a fixed plan of expenditures if, at the start of time, they are able to trade goods across
all time and all states of nature, as is standard in the complete market Arrow-Debreu model.
Yaari considered annuitization in a continuous time setting where consumers are uncertain only
about the date of death. Some results, however, can be seen more simply by dividing time into two

discrete periods: the present, period 1, when the consumer is definitely alive and period 2, when

3This assertion is consistent with the large market for what are called variable annuities since these insurance
products do not include a commitment to annuitize accumulations, nor does there appear to be much voluntary

annuitization. See for example Brown and Warshawsky (2001).



the consumer is alive with probability 1 — ¢.%

By writing U = U(cy,c2), we allow for a very general formulation of utility in a two-period
setting with the assumptions that there is no bequest motive and that only survival to period 2 is
uncertain. Lifetime utility is defined over first period consumption, ¢;, and consumption in the event
that the consumer is alive in period 2, co. We drop the requirement of intertemporal separability,
allowing for the possibility that the utility from second-period consumption may depend on the
level of first period consumption. Additionally, this formulation does not require that preferences
satisfy the axioms for U to be an expected value.

The optimal consumption decision and the welfare evaluation of annuities can be determined
using a dual approach: minimizing expenditures subject to attaining at least a given level of
utility. We measure expenditures in units of first period consumption. Assume that there are two
securities available. The first is a bond that returns Rp units of consumption in period 2, whether
the consumer is alive or not, in exchange for each unit of the consumption good in period 1. The
second is an annuity that returns R4 in period 2 if the consumer is alive and nothing otherwise.

An actuarially fair annuity would yield R4 = Rp/(1—¢q). Adverse selection and higher transac-
tion costs for paying annuities than for paying bonds may drive returns below this level. However,
because any consumer will have a positive probability of dying between now and any future period,
thereby relieving borrowers’ obligation, we make the weak assumption that R4 > Rp.”

If we denote by A savings in the form of annuities and by B savings in the form of bonds, and
if there is no other income in period 2 (e.g., the individual is retired), then ¢co = R4 A + RpB,
and expenditures for lifetime consumption are simply £ = ¢; + A + B. Thus, the expenditure

minimization problem can be written as:

min ¢; + A+ Bs.t. U(cp, RaA+ RgB) > U. (1)

C1,4,

We further impose the constraint that B > 0, i.e., that the individual not be permitted to die

in debt. Otherwise with R4 > Rp, purchasing annuities and selling bonds in equal numbers would

1A two period model with a single consumer good in each dated event precludes trade after the first period, but

in a complete market setting, this is irrelevant.
"That Rp < Ra < Rp/(1 — q) is supported empirically by Mitchell et al (1999). If the first inequality were

violated, annuities would be dominated by bonds.



cost nothing and yield positive consumption when alive in period 2, but leave a debt if dead, leaving
lenders with expected financial losses in total.

This setup leads immediately to the optimality of full annuitization. If B > 0, then one is
able to reduce expenditures, while holding the consumption vector fixed, by selling R4/Rp of the
bond and purchasing one unit of the annuity (noting that R4 > Rp). Thus, the solution to this
expenditure minimization problem is to set B = 0, i.e., to annuitize one’s wealth fully. The intuition
is that allowing individuals to substitute annuities for conventional assets yields an arbitrage-like
gain when the individual places no value on wealth when not alive. Such a gain enhances welfare
independent of assumptions about preferences beyond the lack of utility from a bequest. Nor must
annuities be actuarially fair. Indeed, all that is required is for consumers to have no bequest motive
and for the payouts from the annuity to exceed that of conventional assets for the survivor.

Equation (1) also indicates an approach to evaluating the gain from an increased opportunity to
annuitize. Consider the minimization under the further constraint of an upper bound on purchases
of annuities, A < A . We know that utility-maximizing consumers will take advantage of an
arbitrage-like opportunity to annuitize as long as bond holdings are positive and can therefore be
used to finance the purchase. With no annuities available, bond holdings will be positive if second-
period consumption is positive, as is ensured by the plausible condition that zero consumption is

extremely bad:

ASSUMPTION 1:
lime,—o OU/Ocy = 00 1t = 1,2

Allowing consumers previously unable to annuitize any wealth to place a small amount of their
savings into annuities (increasing A from zero) leaves second period consumption unchanged (since
the cost of the marginal second-period consumption is unchanged, so too, is the optimal level of
consumption in both periods). Thus a small increase in A from zero reduces the cost of achieving
a given level of utility by 1 — (R4)/(Rpg) < 0. This is the welfare gain from increasing the limit on
available annuities for an optimizing consumer with positive bond holdings.%

If the upper bound constraint on available annuities is large enough that bond holdings are zero,

then the price of marginal second period consumption (up to A) falls from 1/(Rpg) to 1/(R4). With

5This point is made in the context of time-separable preferences by Bernheim (1987Db).



a fall in the cost of marginal second-period consumption, its compensated level will rise. Thus the
welfare gain from unlimited annuity availability is made up of two parts. One part is the savings
while financing the same consumption bundle as when there is no annuitization, and the second
is the savings from adapting the consumption bundle to the change in prices. We can measure
the welfare gain in going from no annuities to potentially unlimited annuities from the expenditure
function defined over the price vector (1,ps2) and the utility level U. Integrating the derivative of
the expenditure function evaluated at the two prices 1/R4 and 1/Rp:
_ _ 1/Rp

Blico = Blicos = B(L1/R5,0) = BOL1/Ra0) = = [ ealpa)ips 2)

where ca(p2) is compensated demand arising from minimization of expenditures equal to ¢; + capa

subject to the utility constraint without a distinction between asset types. Consumers who save

more (have larger second-period consumption) benefit more from the ability to annuitize completely.

B. The Optimality of Full Annuitization with Many Periods and Many States

While a two-period model with no uncertainty other than length of life has a clarity that derives
from its simplicity, real consumers face a more complicated decision setting. In particular, they face
many periods of potential consumption and each period may have several possible states of nature.
For example, a 65 year-old consumer has some probability of surviving to be a healthy and active
80 year-old, some chance of finding herself sick and in a nursing home at age 80, and some chance
of not being alive at all at age 80. Moreover, returns on some assets are stochastic. In this section,
we show that the optimality of complete annuitization survives subdivision of the aggregated future
defined by co into many future periods and states, as long as markets are complete.

A simple subdivision would be to add a third period, while continuing with the assumption of
no other uncertainty. In keeping with the complete market setting, we have bonds and annuities

that pay out separately in period 2 with rates Ry and R42, and period 3 with rates Rps and



R,3." That is, defining bonds and annuities purchased in period 1 with the appropriate subscript:

E=c+Ay+ A3+ By + Bs (3)
c2 = RpaBy + Ry2A2 (4)
c3 = Rp3Bs + Ra3As3 (5)

If our assumption that the return on annuities exceeds that of bonds holds period by period, then
our full optimization result extends trivially. Note that the standard definition of an Arrow security
distinguishes between states when an individual is alive and when he or she is not alive. That is, a
standard Arrow security is an “Arrow annuity.” We have set up what we call “Arrow bonds” (here
Bs and B3) by combining matched pairs of events that differ in whether the consumer’s death has
occurred. This representative of a standard bond is what becomes a dominated asset once one
can separate the Arrow bond into two separate Arrow securities, and the consumer can choose to
purchase only one of them. In a setting with additional sources of uncertainty, the combination of
a matched pair of events to depict a non-annuitized asset is straightforward when the death of the
particular consumer is independent of other events and unimportant in determining equilibrium.
In some settings there may not be such a decomposition of a bond because the recognition of
important differences between different events is strongly related to the survival of the individual.®

To take the next logical step, and assuming we can decompose Arrow bonds, we continue to
treat ¢ as a scalar and interpret co, By and Ay as vectors with entries corresponding to arbitrarily
many future periods (¢ < T'), within arbitrarily many states of nature (w < ). Ra9 (Rp2) is then
a matrix with columns corresponding to annuities (bonds) and rows corresponding to payouts by
period and state of nature. Thus, the assumption of no aggregate uncertainty can be dropped.
Multiple states of nature might refer to uncertainty about aggregate issues such as output, or
individual specific issues beyond mortality such as health. To extend the analysis, we assume that
the consumer is sufficiently “small” (and with death uncorrelated with other events) that for each

state of nature where the consumer is alive, there exists a state where the consumer is dead and

"In keeping with the complete market setting, there is no arrival of asymmetric information about future life

expectancy.

8If the death of a consumer only occurs with other large changes, then there is no way to construct an Arrow
bond that differs from an Arrow annuity only in the death of a single consumer, for example, if an individual will die

in some future period if and only if an influenza epidemic occurs.



the equilibrium relative prices are otherwise identical. Completeness of markets still has Arrow
bonds that represent the combination of two Arrow securities. Note, however, that the ability to
construct such bonds is not necessary for the result that a consumer without a bequest motive does
not purchase consumption when not alive in the complete market setting.

Annuities paying in only one dated event are contrary to conventional life annuities that pay
out in every year until death. However, with complete markets, separate annuities with payouts in
each year can be combined to create such conventional annuities.

It is clear that the analysis of the two-period model extends to this setting, provided we maintain
the standard Arrow-Debreu market structure and assumptions that do not allow an individual to
die in debt since the consumer can purchase a combination of annuities with a structure of benefits
across time and states as desired. In addition to the description of the optimum, the formula for
the gain from allowing more annuitization holds for state-by-state increases in the level of allowed
level of annuitization. Moreover, by choosing any particular price path from the prices inherent in
bonds to the prices inherent in annuities, we can measure the gain in going from no annuitization
to full annuitization. This parallels the evaluation of the price changes brought about by a lumpy
investment (see Diamond and McFadden (1974)). Hence, with complete markets, preferences only
matter through optimal consumption; this fact may clarify, for example, the unimportance of
additive separability to the result of complete annuitization.

Stating the result more formally, the full annuitization result is a corollary of the following:

THEOREM 1: If there is no future trade once portfolio decisions have been made, if there is no
bequest motive and if there is a set of annuities with payouts per unit of investment that dominate
the payouts of some subset of bonds that are held, then a welfare gain is available by selling the
subset of bonds and replacing the bonds with the annuities, so long as this transfer does not lead to

negative wealth in any state.

COROLLARY 1: In a complete market Arrow-Debreu equilibrium, a consumer without a bequest

motive annuitizes all savings.

Thus, with complete markets, the result of full annuitization extends to many periods, the pres-

ence of aggregate uncertainty, actuarially unfair but positive annuity premiums, and intertemporally



dependent utility that need not satisfy the expected utility arioms. This generalization of Yaari holds
so long as markets are complete. Thus, if the puzzle of why so few individuals voluntarily annuitize
is to be solved within a rational, life-cycle framework, we have shown that the answer does not
lie in the specification of the utility function per se (beyond the issue of a bequest motive). We
briefly consider the role of annuitization with a bequest motive below. However, the results do

demonstrate the importance of market completeness, an issue that we turn to next.

II. Incomplete Markets

With complete markets, a higher yield of an Arrow annuity over the matching Arrow bond, dated
event by dated event, leads directly to the result that a consumer without a bequest motive fully
annuitizes. But markets are not complete. There are two forms of incompleteness that we consider.
The first is that the set of annuities is highly limited, relative to the set of non-annuitized securities

that exist.” The second is the incompleteness of the securities market.

A. Incomplete Annuity Markets

Most real world annuity markets require that a consumer purchase a particular time path of payouts,
thereby combining in a single security a particular “compound” combination of Arrow annuities.
Privately purchased immediate life annuities are usually fixed in nominal terms, or offer a prede-
termined nominal slope such as a 5 percent increase per year. Variable annuities link the payout
to the performance of a particular underlying portfolio of assets and combine Arrow securities in
that way. CREF annuities are also participating, which means that the payout also varies with the
actual mortality experience for the class of investors. To explore issues raised by such restrictions,
we restrict our analysis to a single kind of annuity - a constant real annuity - although we state
some of our results in a more general vocabulary. We examine the demand for such an annuity, dis-
tinguishing whether all trade must occur at a single time or whether it is possible to also purchase
bonds later.

Trade Occurs All at Once

9Explaining why this is the case would take us into the industrial organization of insurance supply, which would
necessarily make use of consumer understanding and perceptions of insurance. These issues are well beyond the scope

of this paper. Rather, we analyze rational annuity demand in different market settings that are taken as given.
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For the case of a conventional annuity, we must revise the superior return condition for Arrow
annuities that R 44, > Rpy, Viw. An appropriate formulation for a compound security is that it cost
less than purchasing the same consumption vector using bonds. Define by ¢ a row vector of ones
with length equal to the number of states of nature occurring in the annuity and so distinguished
by bonds. Let the set of bonds continue to be represented by a vector with elements corresponding
to the columns of the matrix of returns Rp and let R4 be a vector of annuity payouts multiplying
the scalar A to define state-by-state payouts. Then the cost of the bonds exceeds the cost of the

annuity under the assumption:

ASSUMPTION 2: For any annuitized asset A and any collection of conventional assets B, RaA =

RpB = A< /{B.

For example, if there is an annuity that costs one unit of first period consumption per unit and
pays R 4o per unit of annuity in the second period and R 43 per unit of annuity in the third period,
then we would have 1 < Ro/Rp2 + Ras/ Rp3.19 By linearity of expenditures, this implies that
any consumption vector that may be purchased strictly through annuities is less expensive when
financed through annuities than when purchased by a set of bonds with matching payoffs.

Consider a three-period model, with complete bonds and a single available annuity and no

opportunity for trade after the initial contracting. The minimization problem is now

min e+ By+Bs+ A (6)
st. : U(cr, RpaBo + RasA, RpsBs + Ra3A) > U (7)
By >0,B3>0 (8)

Given our return assumption and positive consumption whenever alive, then, we have an
arbitrage-like dominance of the annuity over the matching combination of bonds as long as this
trade is feasible. Thus we can conclude that some annuitization is optimal and that the optimum
has zero bonds in at least one dated event. The logic extends to a setting with more dates and
states. However we would not get complete annuitization if the consumption pattern with com-

plete annuitization is worth changing by purchasing a bond. That is, purchasing a bond would be

10The right hand side represents the required investments in two Arrow bonds that cost one unit each in the first

period to replicate the annuity payout.
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worthwhile if it raises utility by more than the decline from decreased first period consumption.
Thus, denoting partial derivatives of the utility function with subscripts, there will be positive bond

holdings if we satisfy either of the conditions:
Ui(cr, Ra2A, RazA) < RpaUs(c1, Raz A, RazA) (9)

or

Ui(cr, Ra2A, Ry3A) < RpsUs(ci, Ra2A, RazA). (10)

By our return assumption, we can not satisfy both of these conditions at the same time, but we
might satisfy one of them.

Additional Trading Opportunities

The previous analysis stayed with the setting of a single time to trade. If there are additional
trading opportunities, the incompleteness of annuity markets may mean that such opportunities
are taken. Staying within the setting of perfectly predicted future prices and assuming that prices
for the same commodity purchased at different dates are all consistent, we can see that repeated
bond purchase may increase the degree of annuitization. If desired consumption occurs later than
with consuming all of the annuitized benefit, then the ability to save by purchasing bonds, rather
than consuming all of the annuity payment, means that annuitization is made more attractive.

Returning to the three-period model with only mortality uncertainty, we can write this by
denoting saving at the end of the second period by Z (Z > 0). We assume that the return on savings
between the second and third periods Z is consistent with the other bond returns (Rz = Rps/Rp2).

The minimization is now:

cl,IIILXl,IE,Z c1+Bs+Bs+ A (11)
s.it.:U(c1, RpaBa + RaoA — Z, Rp3Bs + RasA + (Rps/Rp2)Z) > U. (12)

The restriction of not dying in debt is the non-negativity of wealth (including the value of future

payments) if A equals zero:

RpoBs + (Rpa/Rp3)Rp3Bs > 0 (13)

Rp3Bs + (RBg/RBQ)Z > 0. (14)

12



Dissaving after full annuitization (if possible) would not be attractive if:
RpaUs(c1, Ra2A, RazA) < RpsUs(c1, Raz A, RazA). (15)

Under Assumption 2, (15) is now sufficient for the result of full annuitization of initial savings.
To see this, note that Assumption 2 implies that Rps < RasRz + Ra3. Thus, holdings of Bs are
dominated by the annuity with the second period return fully saved. Positive holdings of By are

ruled out by Assumption 2 and condition (15) since they imply:
RpaUs < RaaUs + (Ra3/Rps)Rp2Uz < Ra2Us + Ra3Us, (16)

which is inconsistent with the FOC for positive holdings of both A and By (and some annuitization
is part of the optimum). In the commonly used model of intertemporally additive preferences with
identical period utility functions, a constant discount rate and a constant interest rate, a sufficient
condition for full initial annuitization in a constant real annuity is thus that 6(1 +r) > 1. If the
available annuity (a constant real benefit) provides consumption later than an individual wants,

then the assumed illiquidity of an annuity limits its attraction. We consider illiquidity below.

B. Incomplete Securities and Annuity Markets: The Role of Liquidity

A widely recognized basis for incomplete annuitization is that there may be an expenditure need
in the future which cannot be insured. This might be an individual need, like a medical expense
that is not insurable, or an aggregate event such as unexpected inflation, which lowers the real
value of nominal annuity payments in the absence of real annuities. With incomplete markets,
the arbitrage-like dominance argument used above will no longer hold if bonds are liquid while

annuities are not.!

We assume total illiquidity of annuities without exploring the possible arrival
of asymmetric information about life expectancy which would naturally reduce the liquidity of
annuities far more than the liquidity of non-traded bonds such as certificates of deposit.

We show, however, that the presence of uninsured risks may add to or subtract from the
optimal fraction of savings annuitized, depending on the nature of the risk. We illustrate the role

of illiquidity by examining two cases: uninsured medical expenditures, and the arrival of asymmetric

information combined with inferior annuity returns.

"'More generally, it is well known that lifecycle consumers may be unwilling to invest in illiquid assets when they

face stochastic cash needs Huang (2003).
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Annuities and Medical Expenditures

For concreteness, let us start with the two period model above, where the only uncertainty is
length of life. To this model let us add a risk of a necessary medical expense which we consider
separately for each period. Assume that this expenditure enters into the budget constraint as
a required expenditure, but does not enter into the utility function. Assume further that the
occurrence of illness has no effect on life expectancy.

If it is possible to fully insure future medical expenses on an actuarially fair basis then the
optimal plan is full medical insurance and full annuitization. Thus removing the ability to insure
medical expenses, while continuing to assume that annuity benefits can be purchased separately
period-by-period, can only raise the demand for bonds and may do so if the medical risk occurs
in period 1, but not if it occurs in period 2. That is, the illiquidity of annuities may be relevant
if the risk occurs early in life, but not toward the end of life. For example, contrast the cost of a
hospitalization early in retirement with the need for a nursing home toward the end of life. The
former calls for shifting expenses to earlier and so increases the value of an asset that permits such
a change. Since medical expenses only occur for the living, annuities are a better substitute for
nonexistent insurance for medical expenses later in life than are bonds.

To the two-period problem considered in (1), we add the risk of a first-period medical expense
of size, M, with probability m and insurance at cost I, paying a benefit of § per dollar of insurance.

If there is no additional trading after the initial purchases, the problem is:

min ¢ +A+B+1 (17)
c1,A,B,
st. (1—=m)U(c1, RaAA+ RpB) +mU(ci — M + BI,RAA+ RgB) > U. (18)

In the case of no trading after the initial date, annuities continue to dominate bonds. If the
insurance is actuarially fair, there will be complete medical insurance (and so ¢1, A, and B are the
same as if there were no risk and expenditures were reduced by mM). With less favorable medical
insurance, the presence of both risk and insurance generally affects the level of illiquid savings and
so the level of annuitization, but all savings are annuitized since bonds are still dominated.

To bring out the role of liquidity, assume that bonds can be sold in the first period with an
early redemption penalty, but annuities can not be sold. The analysis would be similar with liquid

annuities that had a larger penalty for early redemption or the ability to reduce spending and add
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to bond holdings (at a lower interest rate) after a realization of no health risk. Then the problem

becomes:

min ¢ +A+B+1 (19)
c1,A,B,1,7

st. (1—=m)U(cr, RaA+ RgB) +mU(c1 — M + 31 + apZ,RaA+ Rp (B —2)) > U.(20)

where Z is the value of bonds withdrawn early and ap (ap < 1) is the fraction of value received
net of the early withdrawal penalty.
Since annuities still dominate any bonds that would never be cashed in, the level of bond

holdings would not exceed the amount cashed in early and we can rewrite the problem as

min ¢ +A+B+1 (21)

Cc1,4,5,

st. (1—=m)U(c1, RaA+ RpB) + mU(ci — M + Bl + agB, RaA) > U. (22)

In this case, it is possible to generate preferences that have an optimum with some bonds provided
there is a small difference between annuity and bond returns, a small early withdrawal penalty for
bonds and sufficiently actuarially unfair medical insurance pricing.

We turn now to a medical risk that occurs only in the second period. With medical insurance
purchased at the start of period one, expected utility can be written as (1 —m)U(cy, R4A +
RpB)+mU(c1, RAA+ RgpB — M + 31). Thus, medical risk in the second period does not change
the dominance of annuities over bonds whatever the pricing of medical insurance. In the absence of
the arrival of information, there are two equivalent ways of organizing medical insurance. One is to
purchase medical insurance at the start of period one (as with long-term care insurance). The other
is to purchase an annuity with a plan to purchase medical insurance at the start of period two, if
alive. With both formulations, a worsening of the pricing of medical insurance will generally alter
first-period consumption and so total savings. In the second formulation, this translates directly
into the demand for annuities. In addition, there would generally be a change in the amount of
medical insurance purchased in the second period. In the first formulation, unlike the second,
a change in the level of medical insurance would also change the level of annuity purchase even
if preferences were such that first-period consumption did not change. For example, going from
fair medical insurance to no medical insurance would increase the spending on annuities by the full

amount previously spent on medical insurance if preferences were such that first-period consumption
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did not change. That is, removing insurance that is effectively annuitized can increase the demand
for a standard annuity.

Thus, we can conclude that the timing of the risk of medical expenses is key to understanding
the interaction between the availability of medical insurance and the purchase of annuities. In
the absence of strong assumptions it is thus impossible to sign the effect of liquidity needs on
annuity demand. In one parameterization, Turra and Mitchell (2004) find that the optimal fraction
of wealth annuitized remains large even when out-of-pocket (uninsured) medical expenditures are
possible and are associated with truncated lifetimes. However, these simulations also show that
these uninsured expenditures tend to reduce demand for annuities below 100 percent of savings.

We have assumed an absence of a relationship between medical expenses and life expectancy.
If a medical expense in period 1 implies a lower survival probability, then that would strengthen
the value of liquid bonds. The next subsection briefly considers a role of the arrival of information
about life expectancy.!?

Since we examine annuity demand in different settings, rather than a model of equilibrium, we
do not explore the illiquidity of annuities (relative to bonds) that is present. Even if illiquidity
of annuities were an explanation for lack of demand for illiquid annuities, Bernheim (1987b) has
pointed out that illiquidity is not a complete explanation for the near absence of annuity markets.
Bernheim proposes the creation of annuities that are subject to cancellation at any time. In terms
of the notation above, bonds would have a return if held to maturity, Rp, and a return is withdrawn
early, ap, with annuities characterized by R4 and a4. Even with an early withdrawal option, we
might plausibly have Rp < R4 and ap > a4. This could be the outcome since early withdrawal
from an annuity has implications for the cost of providing the annuity, while this is less so of a

bond (where withdrawal may just reflect available alternative investments).

C. Inferior Returns to Annuities

Another route to limited annuitization is if annuity pricing and the arrival of asymmetric infor-

mation imply an advantage to delayed annuitization. For example, Milevsky and Young (2002)

121f the medical condition is observable to the provider, it may be that bundling insurance for the cash need with
the annuity could improve pricing for both forms of insurance by eliminating adverse selection that would exist for

either product individually, as has b