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Using Behavioral Economics 
to Encourage Annuitization 
by 401(k) Participants  
and IRA Holders
Innovations that use the insights of behavioral economics can encourage 401(k) participants to annuitize part of 

their accounts. Behavioral economics extends traditional economics, which focuses on “rational” behavior of 

wellinformed economic agents, and focuses instead on psychological aspects of human behavior that affect 

economic decision making. This article first provides a brief introductory discussion of annuities. It then dis

cusses insights from behavioral economics for encouraging workers to annuitize and new products that have 

resulted from those insights.

by John A. Turner, Ph.D. | Pension Policy Center

While defined benefit (DB) pension plans tradition-
ally were the foundation of the U.S. employer-
based pension system, that is no longer the case 

in the private sector. In 1974, when the landmark pension 
legislation—the Employee Retirement Income Security Act 
(ERISA)—was passed, pensions in the United States were 
predominantly DB plans. Among the many changes that 
ERISA instituted was individual retirement accounts (IRAs). 
One of the most innovative changes since then was the en-
ablement of 401(k) plans, a type of defined contribution 
(DC) plan, which were made possible by Section 401(k) of 
the Revenue Act of 1978.

In part due to these plan innovations, pension coverage in 
the private sector has shifted dramatically toward DC plans, 
primarily 401(k) plans, and then to IRAs, with the assets in 

those two types of plans together considerably exceeding the 
assets in DB plans. However, DB plans continue to dominate 
in the public sector. Looking at total assets for private plans, 
state and local government plans, and IRAs, at the end of 
2011, employer-sponsored DC plans held an estimated $4.5 
trillion, of which $3.1 trillion was in 401(k) plans, while IRAs 
held $4.9 trillion and DB plans held $5.3 trillion (Investment 
Company Institute, 2012).1

The shift toward DC plans has important implications for 
workers. In particular, the extent to which retirees receive 
annuitized retirement income is likely to decline in the fu-
ture due to the move in the private sector from DB plans, 
which provide annuities, to 401(k) plans, which generally do 
not provide annuities. Since it is unlikely that Congress will 
change U.S. pension law to require annuitization, an impor-
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tant policy issue is what can be done to 
encourage annuitization by 401(k) par-
ticipants and IRA holders.

This article discusses innovations 
that use the insights of behavioral 
economics to encourage 401(k) par-
ticipants to annuitize part of their ac-
counts. Behavioral economics extends 
traditional economics, which focuses 
on “rational” behavior of well-informed 
economic agents. Behavioral econom-
ics focuses on psychological aspects of 
human behavior that affect economic 
decision making.

This article first provides a brief in-
troductory discussion of annuities. It 
then discusses insights from behavioral 
economics for encouraging workers to 
annuitize and new products that have 
resulted from those insights.

Annuities
Annuities are financial instruments 

that pay a stream of benefits over time. 
A simple life annuity pays fixed nominal 
benefits periodically until death. An-
nuities can be purchased individually 
or through pension plans. The purchase 
can occur at retirement as immediate 
annuities, or can occur while working 
or at retirement for later receipt as de-
ferred annuities. Traditional life annui-
ties are one way to manage the risk of 
having insufficient money in advanced 
old age. They facilitate dealing with 
the issue retirees face of determining a 
sustainable spend-down rate of assets 
(Benartzi, Previtero and Thaler, 2011). 
Annuities from DC plans could be par-
ticularly valuable for retirees who do 
not have a DB plan providing an annu-
ity as a supplement to Social Security.

An advantage of purchasing an an-
nuity through 401(k) plans is that an-
nuities purchased through a group 
are less expensive than annuities pur-
chased individually, in part because 
the problem of adverse selection is re-
duced. A disadvantage for males, how-
ever, is that the annuities purchased 
through 401(k) plans are priced on a 
unisex basis, not recognizing that at 
retirement age women on average out-
live men by three years (Arias, 2011). 
For this reason, males may be able to 
purchase single life annuities at a lower 
price outside of a pension plan than 
within the plan (Turner and McCarthy, 
2012). This issue of unisex pricing pos-
es challenges to any proposal attempt-
ing to encourage annuitization through 
a 401(k) plan.

While DB plans have traditionally 
provided benefits as annuities, rela-
tively few 401(k) plans provide annui-
ties, and annuities are not provided by 
IRAs (Iwry and Turner, 2009). Econo-
mists and others have predicted that 
the growth of 401(k) plans would lead 
to the growth of the use of annuities 
(Brown et al., 2001), but only 10% of 
individuals with DC plans annuitized 
their account balances when terminat-
ing employment at the ages of 60-69 
(Gale and Dworsky, 2006).

People not having the option of an 
annuity purchase through a 401(k) 
plan can withdraw money from these 
plans and purchase an annuity on their 
own.2 Relatively few people do that. In 
2008, sales of immediate fixed annui-
ties (which pay the same amount each 
month), amounted to only $7.9 billion, 
or less than 2% of household saving 

(LIMRA, 2009). The lack of annuitiza-
tion of financial assets by retirees has 
been referred to as the annuitization 
puzzle (Benartzi et al., 2011).

Annuities that are offered by insur-
ance companies or pension plans to 
workers typically are complex products, 
providing a number of options in an at-
tempt to appeal to people with differ-
ent needs. They can provide immediate 
or deferred benefits, benefits for more 
than one life, protection against infla-
tion, lump-sum benefits in case of early 
death and benefits that are guaranteed 
for a minimum period. For some peo-
ple, however, the complexity of the op-
tions may be an obstacle to purchasing 
an annuity because they find it difficult 
to determine what would be the best 
option for themselves.

Behavioral Innovations: Framing
Innovations inspired by behavioral 

economics include those affecting 
framing and those affecting product 
design. Framing affects the context in 
which people think about a product, 
which may affect their evaluation of 
the desirability of the product. It also 
includes providing workers more in-
formation about the benefits of annui-
ties. An example of framing is calling 
these products lifetime retirement ben-
efits products, rather than annuities. 
The name annuity may not indicate 
to many people the advantages of the 
product, or even what the product is. 
Thus, framing may involve providing 
people more information, as well as 
providing a different perspective.

Mortality risk at older ages is a pri-
mary reason why a person should con-
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sider purchasing an annuity. A framing issue may involve 
informing people concerning this risk. A study in the United 
Kingdom has shown that most men in their 60s underesti-
mate their life expectancy by about five years, while women 
underestimate by about three years (O’Brien et al., 2005). The 
Society of Actuaries studied demographic knowledge among 
individuals aged 45 to 80 in the United States (Society of Ac-
tuaries, 2006). This study found that roughly 40% of prere-

tirees underestimated life expectancy by five or more years. 
For preretirees, 55% estimated the average life expectancy 
for their age and gender to be 80 or younger, which would 
be roughly three to five years too young. An earlier study 
(Society of Actuaries, 2004) found similar results. However, 
the topic of accuracy of life expectancy expectations is not 
settled. Another study using the Health and Retirement Sur-
vey found that persons in or near retirement have fairly ac-
curate information on average about life expectancy (Gong 
and Webb, 2006).

Similarly, many people presumably are unaware of the 
magnitude of the eroding effect on real benefits received over 
time of even low inflation rates. For example, it is likely that 
many people do not realize that even at low inflation rates, 
inflation can reduce by half the real value of their benefits 

during retirement—inflation of 3% annually reduces by half 
the real value of benefits in 23 years.

Studies have suggested that framing the annuity purchase 
decision in terms of consumption rather than as an invest-
ment positively affects the purchase of annuities. When 
thinking of them in terms of consumption they are viewed 
as valuable insurance; whereas when thinking of them in 
terms of an investment, they are viewed as a risky investment 
(Brown et al., 2008). A study of Chilean workers (Hastings et 
al., 2011) found that framing investment information relat-
ing to investment choices as gains rather than losses had a 
large effect on the way the information was perceived, par-
ticularly by people with lower levels of education.

Related to framing is the advice that people receive. When 
people planning retirement turn to online retirement plan-
ning software for advice, they are rarely advised to annuitize. 
One study found that even when confronted with a scenario 
that was rigged so that annuitization would be desirable, few 
online programs advised the user to annuitize (Turner, 2010).

Behavioral Innovations: Products
Recently, new annuity products have been developed, 

largely inspired by behavioral economics. This section de-
scribes a number of these products, assesses their pros and 
cons, and considers the characteristics of people for whom 
they might be advantageous.

Behavioral economics attempts to develop financial prod-
ucts that are more appealing to people, taking into account 
their aversion to loss, their aversion to risk, their need for li-
quidity, their aversion to making large, irreversible purchas-
es, and other issues. The role of defaults, incremental pur-
chases, aversion to particular risks (such as early death with 
loss of principal), participant control and other insights from 
behavioral economics have been applied to develop products 
to encourage the take-up by participants of forms of lifetime 
payouts besides traditional annuities.

Reducing Default Risk
Some people may be worried about whether the insur-

ance company selling the annuity will be in business for 20 
or more years to provide the promised benefits; in other 
words, they are worried about provider default risk. Annui-

Studies have suggested that framing the 

annuity purchase decision in terms of 

consumption rather than as an investment 

positively affects the purchase of annuities.
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ties are insured by state governments 
but at different maximum benefit 
levels, and the ability of state govern-
ments to provide the insurance may be 
unclear if a large annuity provider were 
to fail. Thus, a possible policy innova-
tion would be to mandate federal an-
nuity insurance, providing the sense of 
safety that the FDIC provides for bank 
deposits.

Small Purchases of Deferred 
Annuities While Working

Some of the product innovations 
developed by insurance companies and 
pension plan providers are designed 
to overcome the timing risk, and as-
sociated reluctance, in making a single 
large annuity purchase at retirement. If 
interest rates are particularly low, or the 
stock market is particularly low at the 
time of purchase, the resulting annuity 
could be considerably reduced.

The successful experience with mak-
ing autoenrollment the default option 
for 401(k) plans (Madrian and Shea, 
2001, Choi et al., 2002) would appear 
to provide lessons for encouraging an-
nuitization. Thus, it might appear that 
making an annuity the default option 
could have an important effect on the 
percentage of pension participants tak-
ing annuities, just as it has done for in-
creasing participation in 401(k) plans. 
For example, annuitization could be 
the default with other forms of benefit 
receipt being allowed only if the par-
ticipant’s spouse agrees in writing. That 
approach is mandated for benefits pro-
vided by DB pension plans and money 
purchase DC pension plans, but not for 
401(k) plans.

While defaults have a powerful effect 
on raising the participation rate among 
groups with low participation in 401(k) 
plans, they do not always have such an 
effect in other contexts. Because of the 
financial importance of the decision, 
which is increased by its irreversibility, 
if annuities were the default, consider-
ably more people may opt out of the 
default than has been the case with 
automatic enrollment. Anecdotal evi-
dence suggests that many workers opt 
out of the default of an annuity and take 
a lump-sum distribution when that op-
tion is offered in cash balance plans and 
even in traditional DB plans.

Defaults appear to have a larger im-
pact on outcomes when the decision is 
of less consequence to the worker (Iwry 
and Turner, 2009). If the amount of 
money committed at any point in time 
is small, and the commitment to the de-
fault for future purchases is reversible, 
defaults are more likely to be acceptable 
to workers, and they will be more likely 
not to opt out.

The lessons concerning small pur-
chases and reversible decisions from 
the economics of defaults suggest a 
possible policy to encourage annuitiza-
tion. A possible default for annuitiza-
tion would be that workers would begin 
purchasing deferred annuity units with 
their contributions starting at a par-
ticular age, say the age of 50 (Iwry and 
Turner, 2009). Each pay period, part 
of their 401(k) contributions would go  
toward purchasing annuity units. At 
any time, they could reverse the deci-
sion, meaning that they could stop pur-
chasing additional units of annuities.

This default is likely to be more ef-

fective in encouraging workers to an-
nuitize than a default at retirement 
because workers can opt out of later an-
nuity purchases, and the amount they 
are purchasing at any one time is small. 
Workers would benefit from dollar cost 
averaging by purchasing annuities over 
time at different interest rates. This ap-
proach mitigates the conversion risk 
that occurs when the entire annuity is 
purchased at retirement. In 2011, Hart-
ford launched such a product, called 
Hartford Lifetime Income (Hartford, 
2011). Some companies, including 
BlackRock, have adopted this approach 
as part of a target-date fund.

Phased Purchase of Annuities 
During Retirement

A closely related alternative uses 
phased purchase of immediate annui-
ties during retirement. This approach 
also deals with the reluctance of many 
people to make large purchases of an-
nuities, but is motivated more by the 
optimal timing of annuity benefit re-
ceipt. Horneff et al. (2007) use a simu-
lation model to show that the percent-
age of resources that a person would 
optimally annuitize increases over time 
during retirement. For people who 
have some financial resources invested 
in equities, they can benefit from the 
equity premium (the higher expected 
rate of return on stocks than on bonds) 
early in retirement, gradually reduc-
ing their investment in equity, and in-
creasing the amount that is annuitized. 
Similarly, Warshawsky (2012) has pro-
posed that starting at retirement, indi-
viduals make a small annuity purchase 
each year, gradually replacing a phased 
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withdrawal of assets with income from 
annuities.

This annuitization strategy might be 
particularly desirable for someone who 
was gradually phasing out work, thus 
reducing his or her work-related earn-
ings over time. Retirees who had great-
er tolerance for risk could postpone the 
start of annuitization.

Longevity Insurance Annuities
Rather than committing a large sum 

and having an annuity that begins pay-

ment at retirement, one option involves 
purchasing an annuity that focuses on 
the risk of living longer than expected, 
which costs considerably less to pur-
chase. A few life insurance companies 
have started offering annuities that are 
deferred to an advanced older age, such 
as 85. These annuities generically are 
called longevity insurance annuities or, 
less commonly, advanced life delayed 
annuities. Insurance companies pro-
viding them have other product names 
they use. This insurance is similar to 

buying car or home insurance with a 
large deductible, which optimally deals 
with catastrophic risk. By analogy, lon-
gevity insurance provides insurance 
against outliving one’s assets, but only 
when that risk becomes substantial at 
advanced ages (Milevsky, 2005).

The lifecycle theory in economics 
suggests that rational planners may 
not save for a level of consumption 
at advanced ages that is equivalent to 
their consumption at earlier ages. The 
low probability of being alive at those 

ages reduces the incentive to forego 
consumption earlier in life. Behavioral 
economics predicts that some people 
will not save adequately for advanced 
old ages because they have difficulty 
planning for possible distant events. A 
longevity insurance annuity solves this 
problem by allowing a person to obtain, 
at low cost, an annuity that pays benefits 
only at advanced ages. An advantage 
of this type of annuity is that a person 
may be able to consume more nonan-
nuitized resources in his or her 60s and 

70s, knowing that longevity insurance 
will provide income if he or she lives 
longer than his or her life expectancy. 
A disadvantage is that if the person dies 
before the annuity starts, he or she loses 
the entire amount of the purchase. In 
that regard, the annuity should be con-
sidered as a form of insurance.

In addition to serving as insurance 
against outliving one’s resources in ad-
vanced old age, longevity insurance can 
simplify the problem of planning as-
set decumulation. Many retirees with 
moderate income may have difficulty 
managing the spend-down of their 
assets over a retirement period of un-
certain length. With a longevity insur-
ance benefit, that problem is simplified. 
Instead of planning for an uncertain 
period, retirees can plan for the fixed 
period from the date of their retire-
ment to the date at which they start 
receiving the longevity insurance ben-
efit. It changes their planning problem 
from one with an uncertain end point 
(date of death) to one with a certain 
end point (the date at which longevity 
insurance begins providing benefits). 

The longevity insurance provided 
by benefits received at younger ages is 
of little value. A large percentage of the 
longevity insurance provided by an an-
nuity beginning payment when a per-
son is aged 62 can be provided by an 
annuity that begins payment when the 
worker is aged 80 or older. Thus, work-
ers can reduce the cost of an annuity 
while maintaining most of the longev-
ity insurance by choosing an annuity 
that begins payment when they are in 
their 80s. Webb et al. (2007) estimate 
that this type of longevity insurance 

Because of women’s longer life expectancy, longevity 

insurance annuities would be particularly beneficial to 

women. For the same reason, offering longevity insurance 

annuities through a 401(k) plan to men would be a 

particularly undesirable option for men since, in that 

setting, they would be offered with unisex pricing. 
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could be purchased for a relatively small amount—15% of 
wealth available at aged 60 for payments beginning at aged 
85—allowing workers to maintain control of most of their 
wealth. Because of the long lead time, purchase of an annuity 
would likely not be attractive to workers, but would be more 
attractive to a person just entering retirement.

Because of women’s longer life expectancy, longevity in-
surance annuities would be particularly beneficial to women. 
For the same reason, offering longevity insurance annuities 
through a 401(k) plan to men would be a particularly unde-
sirable option for men since, in that setting, they would be 
offered with unisex pricing. At the age of 62, women have a 
35% greater chance of living to the age of 85 than men (Turn-
er and McCarthy, 2012, Arias, 2011). With current regula-
tions, it is not possible to purchase a longevity insurance an-
nuity within a 401(k) plan because of the required minimum 
distribution rules, but the Department of Treasury in early 
2012 proposed regulations that would make such a purchase 
possible.

Life Care Annuities
Another retirement income stream option is to purchase 

a bundled combination of an annuity and long-term care in-
surance (Warshawsky, 2012). Because people who are at rela-
tively high risk of using long-term care insurance presumably 
have shorter life expectancies, this combination allows for 
risk pooling over a larger group of people than is the case for 
purchasing an annuity by itself, reducing the adverse selection 
in the market for annuities. The reduction in adverse selection 
leads to a roughly 5% increase in the income stream from an-
nuities for a given purchase price (Warshawsky, 2012). Ad-
verse selection is the problem that people who expect to live 
a long time are more likely to purchase annuities, raising the 
cost of annuities for all potential purchasers. Because of the 
reduction in adverse selection, the cost of the integrated prod-
uct presumably would be less than the sum of the two prod-
ucts sold separately (Murtaug et al., 2001).

In addition, the product deals with a problem in the 
market for long-term care insurance. Many people who 
insurance companies exclude from long-term care insur-
ance would qualify for life care annuities and thus be able 
to get long-term care insurance combined with an annuity. 

This product would be particularly desirable for people who 
would not otherwise qualify for long-term care insurance.

Income+
Relatively few insurance companies provide longev-

ity insurance annuities, and the strategy that involves their 
purchase also generally requires the individual to manage 
investments up to the age at which the annuities begin pay-
ment. Financial Engines, a financial advisory company, pro-
vides a lifetime retirement income product called Income+. 
This product is a managed drawdown product for use by re-
tirees, combined with a longevity insurance annuity. It pro-
vides retirees the option of choosing the timing and amount 
of monthly payments or suspending monthly payments 
within the framework of a managed account. It uses bonds 
and money market funds to provide a base of steady monthly 
payments, equity to provide upside potential and a longev-
ity insurance annuity that starts payment by the age of 85. 
With a longevity insurance annuity, retirees need to plan for 
managing their finances only up to the age that the longevity 
insurance annuity starts payments.

Because longevity insurance is priced on a unisex basis 
in 401(k) plans, this product generally only works for male 
retirees if they withdraw money from the 401(k) plan to pur-
chase the longevity insurance. To avoid taxation at the time 
of withdrawal, the best strategy would be to roll over to an 
IRA, then purchase the longevity insurance annuity through 
the IRA.

Inflation-Indexed Annuity
Traditional fixed annuities starting benefit payments to 

retirees in their 60s provide relatively little insurance against 
living a long time. Even with low inflation rates, inflation 
over long periods can considerably erode the real value of 
retirement benefits that are fixed in nominal value. While 
annuities have long been available that provided a fixed in-
crease in benefits, such as a 3% annual increase, only relative-
ly recently have annuities been available that are indexed to 
inflation. These annuities retain their real purchasing power, 
as measured by the consumer price index. For example, if 
the inflation rate in a year (percentage increase in the con-
sumer price index) is 3%, the value of their benefits increases 
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3%. For any given purchase amount, an 
inflation-indexed annuity starts paying 
benefits at a lower level than a tradi-
tional fixed amount annuity, but even-
tually pays higher benefits.

These annuities would be particu-
larly desirable for people with relatively 
long life expectancy because even a 
small inflation rate can erode the real 
value of benefits substantially over a 
long retirement period. For example, 
with an inflation rate of 3%, the real 
value of retirement benefits is cut in 
half in 23 years.

Standalone Living Benefits
A product that has annuitylike fea-

tures in that it contains an insurance 
guarantee of lifetime benefits, but that 
is not a traditional annuity product, is 
called a standalone living benefit. This 
product guarantees a minimum annual 
benefit, even if the underlying account 
balance is run down to zero (Byrnes 
and Bloink, 2012). With a standalone 
living benefit, the investor is guaran-
teed a return, generally 4% or 5%, on a 
retirement base, with income payments 
starting at the age of 65. The retirement 
base is the account value when the 
product is purchased. The product is an 
insurance product on investments. It 
has been called a hybrid annuity.

The investor pays investment man-
agement fees and a fee for the income 
guarantee. The fees for the guarantee 
range from 75 to 200 basis points (Byrnes 
and Bloink, 2012). If an investor invest-
ed $1 million with a guarantee of 4% 
and a fee of 1%, the person would re-
ceive $40,000 a year for life, with the fee 
being taken out of the asset base. The 

investor has downside protection, pur-
chased by the insurance premium, but 
benefits from upside gains. If the asset 
base rises to $2 million, for example, 
both the fee and the benefit double.

To reduce the investment risk to 
the insurance company, the investor is 
required to invest in particular assets, 
and so may incur taxes when liquidat-
ing other assets in order to invest in the 
product. The investor retains owner-
ship in the underlying assets and can 
withdraw them at any time, which dis-
tinguishes this product from an annu-
ity. Investors withdrawing assets reduce 
or potentially eliminate the guarantee 
(Phoenix, 2012). A spousal option can 
also be purchased, making the option 
similar to a joint and survivor annuity.

The product was developed to allow 
fee-only advisors and fee-based finan-
cial advisors (who both charge fees and 
receive commissions for sales) to offer 
an annuity-type product while retain-
ing control of the underlying assets, and 
thus maintaining the asset base against 
which the advisor charges fees. But com-
panies offering the product require the 
investments be done entirely through 
a related company, which reduces the 
availability of the product to some advi-
sors (Byrnes and Bloink, 2012).

This product provides the opportu-
nity to both have an annuity and leave a 
bequest, depending in part on how well 
the retiree’s underlying investments 
perform.

Variable Annuities With 
Guaranteed Lifetime  
Withdrawal Benefits

A variable annuity with guaranteed 

lifetime withdrawal benefits (GLWB) 
has a rider that is purchased on a vari-
able annuity. A variable annuity is an 
insurance company product that allows 
the investor to pick from a range of in-
vestments, with the value of the account 
or the payouts depending on the rate of 
return received on the investments. One 
survey indicates that people would like 
to control their investments (Beshears 
et al., 2012). But other evidence sug-
gests that people would rather have pro-
fessional management of their finances, 
retaining control only through the abil-
ity to opt out. A rider is an investment 
policy purchased in addition to the ba-
sic policy that provides extra insurance 
at extra cost. The rider allows the inves-
tor to receive a guaranteed benefit an-
nually for life. It is essentially the same 
as a guaranteed minimum withdrawal 
benefit that lasts for a lifetime. Thus, 
as previously, an investor investing $1 
million with a 4% guarantee would re-
ceive $40,000 annually for life. If on the 
contract anniversary date the invested 
amount has risen to $2 million, the in-
vestor would then receive $80,000 guar-
anteed for life (Updegrave, 2009). How-
ever, with the fees it is difficult for the 
account balance and resulting benefits 
to keep pace with inflation.

The guarantee applies to the income 
stream. The account balance is not guar-
anteed. The guarantee thus does not pro-
vide downside protection on the value of 
assets. If the investor wants to cash out 
the investment, he or she gets only the 
actual amount in the account, which 
could be zero. Variable annuities with 
GLWB can be expensive in terms of fees. 
The total of the fee for the rider, the fee 
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for the variable annuity and the fee for managing the underly-
ing investments can exceed 3% a year (Updegrave, 2009).

The Securities and Exchange Commission (2011) advises 
that most people are better off investing in a 401(k) plan or 
an IRA than investing in a variable annuity.

DB Plan-Based Annuities
Some employers permit employees to purchase an annuity 

through the DB plan. Proposed government regulations would 
facilitate this being done using 401(k) plan money. This annu-
ity would necessarily be unisex, since it is provided through a 
pension plan. This could be a factor discouraging men from 
using this option, at least to purchase single life annuities.

Bonuses for Life
A proposal from several economists for making annui-

ties more appealing is called bonuses for life (Beshears et al., 
2012). A survey indicates that a feature many people would 
like in an annuity is greater flexibility to match the timing 
of spending. Bonuses for life provides greater flexibility in 
annuities by allowing the participant to choose when dur-
ing the year to receive an extra monthly benefit. A survey 
suggests that popular times would be in November for the 
holidays or in June or July to pay for a vacation. Thus, the 
annuity includes a Christmas savings program for those de-
siring one. It allows for personalization of an annuity with 
individual control of the timing of payments to match the 
timing of expenditures.

Money-Back Annuities
Another approach based on insights from behavioral eco-

nomics is money-back annuities. These annuities deal with the 
risk that a person will die shortly after committing a large sum 
to an annuity, and thus receive little benefit from the annu-
ity purchase (Blake and Boardman, 2012). The money-back 
feature deals with loss aversion to that risk that many people 
presumably have. With a money-back annuity, if the person 
dies within a fixed time after purchasing the annuity, the sur-
vivors receive a lump-sum payment. This annuity is similar 
to an annuity with a guaranteed payment period of say five 
or ten years, but instead of the payments continuing after the 
holder’s death as an annuity, they are received as a lump sum.

Reverse Mortgage
A reverse mortgage allows older homeowners to draw 

down the equity in their home, while still living in it. It can 
be structured to provide fixed monthly payments for as long 
as one person of a couple continues to occupy the home as 
a principal residence (U.S.HUD, 2012). Payments from a re-
verse mortgage are not subject to income taxes. The person 
must be aged 62 or older to qualify for a reverse mortgage. 
The person retains ownership of his or her home, but the re-
verse mortgage draws down the equity, possibly to zero.

Reverse mortgages are an expensive form of borrowing, 
and thus are not advisable for persons who are able to bor-
row at lower costs. A less expensive alternative for some peo-
ple may be selling their home and moving to a smaller home 
or to a less expensive area (AARP, 2010).

Conclusions
Based on insights from behavioral economics, this arti-

cle discusses possible innovations in public policy, financial 
products, marketing (or framing), and advice to encourage 
401(k) plan and IRA participants to annuitize part of their 
account balances. It surveys innovative products that pro-
vide lifetime retirement income benefits. Annuities provide 
individuals a way of insuring against the possibility of outliv-
ing their finances. A number of products have been devel-
oped in an attempt to overcome the reluctance of people to 
annuitize, and other products have been proposed that may 
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behavioral changes

be developed. For example, participants’ reluctance to annui-
tize may be overcome by making small purchases of annuity 
units the plan default option during their working years and 
providing participants with the ability to opt out of future 
purchases, thereby reducing the extent of the commitment.

The unisex requirement in 401(k) plans is a hurdle that 
complicates the provision of annuities through those plans be-
cause men may be able to purchase single life annuities at lower 
cost outside of the plans. Such a decision by men increases the 
adverse selection in those plans, which raises the cost of provid-
ing annuities through them. Thus, efforts to encourage annuiti-
zation may be more successful outside these plans.  

Endnotes
 1. These figures exclude the DB and DC plans for federal government 

workers. Those plans held $1.5 trillion in assets at the end of 2011. At the 
end of 2009, the Thrift Savings Plan held $203 billion in net assets.

 2. One of the reasons that 401(k) plans generally do not provide an-
nuities may be a low demand by participants.
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