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Policy Approaches to Addressing Longevity Risk for Retirement Income Security

By Frank Tobisco

merican private sector workers today face a new
A and growing challenge in planning for and manag-
ing their retirement—significant longevity risk.

Over the past quarter century, defined contribution
plans have displaced traditional defined benefit plans
as the most common plan type in the private sector.
This change not only has left workers bearing responsi-
bilities to manage individual retirement accounts, both
in the accumulation and decumulation phases, but also
has left them bearing numerous and significant risks.

One particular concern is longevity risk, which can
be stated simply as the risk of outliving one’s assets.
The shift in pension coverage from defined benefit to
. defined contribution means that for more and more
U.S. private sector workers, Social Security will be their
only source of income that is guaranteed to last for as
long as they live. Since Social Security is only intended
to provide a floor benefit, these workers are now ex-
posed to significant longevity risk.

Access and usage are two reasons why vast numbers
of workers are now exposed to longevity risk. Access
means limitations on the availability to workers of guar-
anteed lifetime income options. Usage means decisions
by retiring workers not to utilize such options when
they are available.

Most defined contribution plans do not offer a life-
time income option. Defined benefit plans are required
to offer a lifetime income option, but many of them now
also offer benefits as a lump sum—and when such a
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choice is available, retiring workers usually take the
lump sum.

One additional complicating factor is the growing
pool of IRA rollover money, which also is available as
lump sums. Another complicating factor is that most re-
tirees are not familiar with available lifetime income op-
tions, never having purchased income annuities (as dis-
tinct from the more popular investment annuities) in
the retail market.

In February of this year, the U.S. Departments of La-
bor and the Treasury (DOL and DOT) issued a joint Re-
quest for Information (RFI)! regarding lifetime income
options in retirement plans—indicating the intent of the
executive branch to give serious attention to longevity
risk and related retirement security issues (20 PBD,
2/2/10).

Along with hundreds of other organizations and indi-
viduals, the American Academy of Actuaries’ (the Acad-
emy) pension and life practice councils submitted com-
ments by the departments’ May deadline (85 PBD,
5/5/10; 37 BPR 1083, 5/11/10).2 And in June, the U.S.
Senate Special Committee on Aging held a hearing to
address these same issues (115 PBD, 6/17/10; 37 BPR
1405, 6/22/10). ’ '

The RFI, while not constituting a proposal of any
kind, does fit into a broader pattern of retirement in-
come security policy activities. With defined contribu-
tion plans now providing the majority of private sector
coverage, policy efforts—at both the legislative and
regulatory levels—have focused on making these plans
work better for workers and retirees.

Legislation and proposals in recent years have ad-
dressed such topics as auto-coverage, auto-enrollment,
auto-escalation, target date funds, investment advice,
and fee disclosure. Now comes this joint effort by DOL
and DOT to look at lifetime income.

For defined benefit plans, however, recent policy ef-
forts mostly have been about funding relief—an at-
tempt, whether one favors it or not, to “stop the bleed-
ing,” rather than to overhaul and revive the defined
benefit model. While a more comprehensive review of
defined benefit plans would be desirable, given the
compelling advantages and efficiencies of such plans in
providing retirement security, that would be a topic for
a different type of article.

Given the current reality of society’s reliance on de-
fined contribution plans and the concomitant risks,
policy efforts to improve upon defined contribution out-
comes should be commended and supported. Those ef-
forts are validated by the risk management and effi-

! Available on the DOL Website at hitp://www.dol.gov/
federalregister/PdfDisplay.aspx?Docld=23512.

2 Available  at http://actuary.org/pdf/pension/aaa rfi.
050410.pdf. i
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c1ency advantages of guaranteed l1fet1me 1ncome dis-
cussed in the next section. .

Advantages of Guaranteed Llfetlme Income _

A guaranteed - lifetime income protects a retiree
agamst both the longevity risk of outliving assets and
the investment risk of market losses. In addition, receiv-

ing a fixed amount monthly—=rather than holdlng a

large lump sum——serves to aid: budgetmg it reduces the
risk of overspending. -

“With a lump’siim, a retlree could suffer from “wealth
illusien’ and not reahze how qulckly the funds ¢ould be
diminished. Further, money management can become-a

much more: dauntmg task at very advanced ages, due mf

no small part to suscept1b1]1ty to fraud.
“Ini “addition to ‘thése 1mportant risk advantages a
guaranteed llfetlme mcome is also much ,re cost ef—

cally eff1c1ent for an

“al to address longev1ty‘ '8 through a msk pool-
ng.”’ '

risk poohng tools stich as lif
de yitig cost to the individual of the gu

ranteed fife-

time income is based, roughly, on the life expectancy of

Ve €d’group. For a 65-year-old, for example, the

jate to the equivalent of havmg funds that

ca last to bout age -85; the collective savings ‘from ces-

sation of paying out to. those who 'die sooner sustams
those Who live longer. - -

: rast, in order to self-msure by way of:a lump

the (

Self-msurmg agalnst

are no longer ‘miniscule “nsk

th1s poss1b1hty becomes very expens1ve On top of thef

gate agamst market setbacks t

‘Looked at another ‘way, given a flxed lump sum, a
self-insured retiree would have to endure an unneces-
sarily low standard of living to make sure the lump sum
lasts until a’ very advanc df i

hfestyle? '
society. :
Convertmg a lump sum’ mto guaranteed hfetlme m-
come js not the right answer in'all situations or:
lividuals. Two such examples are: hlghfwealth indi-

viduals nd s1tuat1ons in whmh there isa bequest mo—

In some cases a part1a1 conversion of the lump sum

may be optimal. From the standpoint of economic util-
ity theory—which posits that not every dollar of income
is of equal importance to an individual—guaranteed

lifetime income has high value for participants, employ--

ers, and society—up to a point. For taking care of basic
phys1cal needs and reasonable soc1al needs the value of
a guarantee is high.

At some point beyond those basics, the value of guar-

anteed.income drops significantly and the value of a be-
quest to heirs increases correspondingly. A logical

policy questlon then is: “How much guaranteed income.

should public policy facilitate, encourage, or incent?” .
To the extent that guaranteed income is of high

value, the cost eff1c1ency of risk. poohng validates the ef- -

u es the un-

It also 'should "be encouraged and- fac1htated Ane

rage 1nd1vidual would need: funds sufflclent

‘ t1c1pant" nderstandlng When feasib

fort to try to facilitate such arrangements The next sec-

tlon discusses how to.do so.

Greater Aceess and Use of Lifetime Optlons ,

access 1o and use of lifetirhe in-
ultifaceted and address at least’
and behavior; alternative forms
'mcome and requlrements and

of guaral ced lifetime
accommodanons

iy

' Educatlon and Behawor. “Fmanc1a1 llteracy” has be-f
come:a hot topic in retirément policy circles. Greater
understanding of the iniportance of saving, investment
risks and rewards,; money: ‘management, and retirement:
income needs is properly seen as essential to:enhancing
the effectiveness of relying on defined: contribution.
plans for a significant portion of retirement security: -

- Consuiners also should understand the.central con-
cept' of longevity risk and will need guldance on when
and how to address.it. And for situations in ‘which indi:

v viduals'are making’ decisions outside ‘of a sponsored

plan, such as witha rollover TRA; ‘they would’ ‘benefit:

from some understanding of what is a fair price for.an

annulty, how to shop for one and the' extent of state
lation’o s

arting ‘even in pnmary ‘or secondary school

workplace .
“Standardized commumcatlon re‘qulrem nts
model dlsclosures and edu catlonal materlals ould p
: i 1nforma" A; sl

sponsors; and enhance par-
providing per-
w1th each annual

far . Policy ‘changes al$o need to be 1n-
formed by the lessons of behavmral f1nance Consumer“

These des1gn elements can be used to‘overcome hu-
man tendencies to procrastinate, get distracted, be
drawn to big numbers, misjudge risk, or 51mply become
overwhelmed. :

One. mlght descnbe ﬁnanmal education approaches
as “changing people to fit programs.” Since the pre-
dominant private sector retirement security program is
now defined contribution, people need a higher level of
flnalnaal literacy for these programs to work  effec-
tively.

In contrast, one might describe behavioral fmance
approaches as “changing programs to fit people.” De-
fined contribution programs need to be intelligently
designed—in terms of choices, defailits, and
framing—to reflect the irrational aspects of human

dec1s1on makmg
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eply .
Individuals may be reluctant to convert their entire
account balance’into. lifetime:. inconie-~and.in . many

I uals' are reluctant to convert to hfetxmef
of a fear of dymg early an “losmg” the

money: onverted 1nto longewty
not Wasted/]ust because the longev.l doesn’t occur u_t:

- policy outcomes should be requlred as opposed to én-

| account plans, along with policies being proposed:

“Reqiirements and Accomimodations. In -many : areas‘ of _
pohcy, ‘a key question is the éxtent to which desired’ .
- @

often; iof .course; .a fertile middl
ground, such as requlrmg that a partlcular option be in
place. The requirement gives a big assist to; the broader
societal..goal :and : policy objecnve, wh11e the optlon_
keeps the ultimate e :
- Iny its ‘resporise .
such policy recq;nmendatlon requlre that some form, of
guaranteed lifetlme income be one of the :i-nvestment-‘br

income.
The Acaglemy, howe

the g

coyrage even more of the latter have diminished he ea-

thlng to do. The best tune tovplan for the anticipated fu-';
ture rigk is indéed now., ..
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