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ABSTRACT

This article summarizes the range of joint-life annuity products that are
currently available to married couples, and it explores the potential utility
gain that such couples receive from access to actuarially fair annuity mar-
kets. It is more difficult to estimate this utility gain for couples than for
individuals because a couple’s value of annuitization will depend in part
on the survivor benefits that are available after one spouse has died but
while the other is still alive. Valuing joint and survivor annuities also re-
quires recognition of the potentially important interactions between the
members of a married couple, such as joint consumption, interdependent
utilities, and correlated mortality rates. This article considers each of these
issues. It develops an annuity valuation model for married couples and it
estimates their “annuity equivalent wealth,” the amount of wealth that
couples would need in the absence of actuarially fair annuity markets in
order to achieve the same utility level that they receive when such markets
are available. The utility gain from annuitization is smaller for couples than
for single individuals. Since most potential annuity buyers are married, this
finding may help to explain the limited size of the market for single pre-
mium annuities in the United States.

INTRODUCTION

Annuities play an important role in the standard theory of consumer choice when life
length is uncertain. Yaari (1965) showed that an individual with a fixed stock of re-
sources and an uncertain lifetime should purchase an annuity contract to insure against
the risk of outliving his resources. More recent work, such as Mitchell, Poterba,
Warshawsky, and Brown (1999) (hereafter MPWB), finds substantial gains to
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annuitization for individual life-cycle consumers. Typical results suggest that a 65-
year-old man who does not have access to an actuarially fair annuity market would
be willing to forgo roughly one-third of his wealth if by doing so he could purchase
an actuarially fair annuity with his remaining wealth.

In spite of Yaari’s (1965) insight, a number of studies have observed that the market
for individual annuity contracts in the United States is very small. Standard explana-
tions for the limited flow of new annuity purchases are adverse selection in the annu-
ity market, individual bequest motives, and the presence of other annuitized resources.
Several empirical studies, including Friedman and Warshawsky (1988, 1990) and
MPWB (1999), have explored the extent of adverse selection. Numerous other stud-
ies surveyed in Laitner (1997) and (more briefly) in Altonji, Hayashi, and Kotlikoff
(1997) and Laitner and Juster (1996) have focused on intergenerational altruism as a
potential explanation for limited annuity demand. Simple altruistic models do not
appear to provide a satisfactory explanation for observed patterns of intergenerational
transfers. Auerbach, Kotlikoff, and Weil (1992) show that when Social Security ben-
efits, private defined benefit pension plan payments, and Medicare benefits are added
together, more than half of the resources of the current elderly in the United States take
the form of life-contingent payouts. Thus many households are already “annuitized.”
This may also explain the limited demand for additional private annuities.

The functioning of annuity markets has recently attracted attention as part of the
global policy debate on individual accounts Social Security systems. A central design
issue in such systems concerns the way a retiree would spread accumulated resources
over his or her remaining lifetime, or his or her lifetime and that of his or her spouse.
Private annuities offer one way of spreading such resources; mandatory government-
provided annuities are another.

Although the treatment of married couples is an important issue in retirement in-
come security, virtually all of the previous research on annuities has focused on indi-
viduals rather than couples as decision-making units. This article tries to address this
research gap. It describes the structure of joint-life annuity products that insurers
currently offer, and it presents new evidence on the value of annuity contracts from
the standpoint of married couples.

Two previous studies have recognized the importance of couples rather than indi-
viduals in post-retirement consumption behavior. The first, by Kotlikoff and Spivak
(1981), focused on the demand for individual annuities by married rather than single
individuals. This article showed that the benefits of purchasing an individual annu-
ity contract were smaller for married individuals, or more generally those in an ex-
tended family, than for autarchic individuals. Risk sharing within families can poten-
tially offer a substitute for risk sharing in an organized annuity market. Kotlikoff and
Spivak (1981) did not consider the demand for joint life annuities by married couples.
The second study, Hurd (1999), investigates optimal consumption by married couples
when both members of the couple face uncertainty about length of life. This study
shows that consumption patterns will depend on the couple’s level of annuity in-
come, but it does not explore the demand for annuities by married couples.

Married couples play a central role in determining annuity demand in private mar-
kets, so it is somewhat surprising that their annuity demand has not received more
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attention. In the over-65 age category in the United States in 1995, 77 percent of men
were married, as were 43 percent of women. Most individuals are married at the
beginning of their retirement years, when many annuity purchases take place. LIMRA
(1997) reports that married persons buy 77 percent of all annuity contracts and 85
percent of single-premium immediate annuity (SPIA) contracts. Single-life annuities
without any provisions for spouses or survivors are not as common as period certain
options and joint-and-survivor annuities, both of which provide some spousal pro-
tection.

In spite of the importance of married individuals in the annuity-buying age range,
joint life annuities currently represent a relatively small share of the SPIA market,
although they account for a very large fraction of the annuities written in conjunction
with defined benefit pension plans. LIMRA (1997) reports that in 1996, 51 percent of
SPIA premiums were spent on period certain annuities—annuities that did not in-
volve any life contingency. Joint annuities accounted for 11 percent of SPIA premium
payments, with 7 percent of such payments for joint life annuities with a “period
certain” payout, while roughly one-third of SPIA premiums were devoted to single
life annuities. More than half of the single-life products included period certain pro-
visions.

In this article, the authors describe the structure of joint life annuity products that are
currently available and show that these products provide married couples with asset
allocation options that are simply not achievable with single-life products. The au-
thors then extend previous work on the gains from annuitization to consider the util-
ity gains for married couples. They specify a household utility function and compute
the increase in wealth that would be needed to compensate couples who initially had
access to an actuarially fair annuity market for the closure of this market. The au-
thors’ calculations recognize the presence of pre-existing annuity benefits such as
Social Security, and they allow for possible dependencies in the mortality rates of
husbands and wives. The latter is the so-called “broken heart” effect, the tendency
for mortality rates of surviving spouses to be somewhat higher for several years after
their spouse’s death than the mortality rates for similar individuals who have not
lost a spouse.

The article is divided into five sections. The first describes the structure of joint annu-
ity products and develops expressions for actuarially fair joint-life annuity products.
The second section presents the authors’ algorithm for evaluating the utility gains
that flow from participating in an actuarially fair joint annuity market. The third
section discusses a range of difficult calibration issues that arise in modeling house-
hold rather than individual annuity valuation. The fourth section reports the authors’
basic results on “annuity equivalent wealth,” which measures the household utility
gain from access to an actuarially fair joint annuity market. It also reports evidence
on how the authors’ findings depend on assumptions about the correlation between
mortality rates for husbands and wives and the degree of pre-existing annuitization.
The fifth section concludes and suggests directions for further research.

JOINT AND SurvivOorR ANNUITY CONTRACTS

In studying the demand for joint life annuity contracts, it is important to recognize
that a married couple is concerned with four distinct states of the world. The first



