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[I]f you observe, people always live for-
ever when there is any annuity to be paid
them ... An annuity is a very serious busi-
ness; it comes over and over every year,
and there is no getting rid of it. Jane
Austen (1962 pp. 10-11)

As baby boomers near retirement, policy ana-
lysts have begun to ask how this cohort will
handle the process of drawing down its retire-
ment saving. One mechanism for doing this is
the life annuity, an insurance product that pays
out a periodic sum for life in exchange for a
premium charge. The main appeal of the life
annuity is that it offers retirees the opportunity
to insure against the risk of outliving their assets
by pooling mortality experience across the
group of annuity purchasers.

The market for individual life annuities in the
United States has historically been small. Pre-
vious researchers working in the context of the
standard life-cycle model, notably Benjamin
Friedman and Warshawsky (1988, 1990), have
argued that it is puzzling that so few people
avail themselves of the private market for
annuities. This market has recently begun to
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attract substantial attention from those consid-
ering proposals to replace part of Social Secu-
rity with private retirement saving accounts,
because one way individuals might choose to
spread the payouts from these accounts over
their retirement years is by purchasing individ-
ual annuity contracts.

The standard explanation for the limited size
of the individual annuity market is adverse se-
lection. As the foregoing quotation from Austen
suggests, those who voluntarily purchase annu-
ities may tend to live longer than average; in-
surance premiums therefore must be set high
enough to compensate insurers for the longer
life expectancies of purchasers. The extent to
which adverse selection reduces the attractive-
ness of life annuities for potential annuitants is
an empirical question.

In this paper, we present new data on the
value of individual life annuities that were
available in the private market in 1995. We
develop a more sophisticated algorithm for an-
nuity valuation than that in previous work. We
value single-life annuities for a wider range of
ages than previous studies, and we also value
joint-and-survivor annuities. We allow for a
term structure of interest rates instead of using a
single long-term interest rate to value payouts,
thereby obtaining a more accurate measure of
the present value of payouts, and we consider
the special federal tax treatment of income paid
from annuities. We also recognize the impact of
uncertain inflation on the subjective valuation
of nominal annuities. We apply our algorithm to
annuity policies that were available in 1995, as
well as to policies that were offered in 1985 and
1990. Previous studies of annuity valuation re-
lied on data from more than a decade ago, and
many factors have changed in the intervening
years, including a sharp decline in nominal
interest rates and a general increase in life
expectancies at older ages. Even without our
methodological improvements, there is a sub-
stantial rationale for revisiting the question of
annuity valuation.



