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Background for model development

 Current Tier 1 remains in place with changes to balance anticipated 

benefits and revenues 

• Changes likely to combine slowing of benefit increases, increase 

in full retirement age, and tax increases

 Tier 3 not addressed

• Anticipate additional encouragement of individual savings

 Medical benefits not addressed

• A robust Tier 2 will help mitigate Medicare financing issues, but 

significant challenges remain to finance these benefits
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Broad objectives of model

 Minimize intergenerational subsidies

 Provide universal coverage

 Maximize use of private sector

 Utilize government only in areas private sector cannot address

 Minimize effect of gender, race, marital status, health status and 

other factors that often affect commercial annuity markets

 Create a mechanism to pool longevity risk among large cohort 

groups
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Two phases, two challenges

 The accumulation phase

• During working lifetime funds must be accumulated

• How much is needed? 

• How much must be saved and when?

• How should funds be invested?

• How to protect funds from other demands on financial resources?

 The spend-down phase

• Does investment strategy change?

• How much can be withdrawn periodically?

• How long must funds last?
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The accumulation phase
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The accumulation phase

Individual Accounts

The path of least resistance is Defined Contribution or Individual

Account Plans

 Individual Accounts track for each person:

• Contribution amounts

• Investment income credited

• Expenses charged to account

• Benefits ultimately paid from account

 Individual Accounts maximize individual equity and enhance 

transparency and understanding

 All workers would have individual accounts in these Retirement 

Savings Accounts (RSAs)
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The accumulation phase

Universal coverage and required contributions

The need for financial security in retirement is virtually universal. 

Coverage needs to be universal also.

 Mandate at individual taxpayer level

Required contributions:

 At least 3% of pay, perhaps as great as 10% of pay

 All contributions 100% vested

 Employers may:

• Contribute minimum on behalf of employee

• Contribute additional amounts in excess of minimum

 Employer obligated to assure minimum contribution is made, must 

withhold from wages if no or small employer contribution
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The accumulation phase

Investment companies

Broad competition for RSAs should be encouraged among investment

firms which must meet certain minimum standards:

 All investment funds segregated in separate accounts not subject to 

creditors of the financial institution

 Governance process separate from the sponsoring instituiton

 All expenses and net returns disclosed in fully transparent and 

standardized fashion

 Offer required default funds

 Audited annually by independent firm to confirm compliance
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The accumulation phase

Investment funds

Important purpose of investments is to provide purchasing power in

retirement. Some investment funds must specifically address this

purpose:

 At least 50% of funds invested in TIPS

 Remainder of funds could be in vested in broad array of funds similar 

to current qualified retirement plans

 Target date funds (also known as life-cycle or age-rated funds) would 

be a required offering

Required investments in TIPS may exceed the current supply. Other

high quality inflation indexed investments could be utilized. May require

incentives to corporations to issue inflation indexed securities.



10

The accumulation phase

Preretirement distributions

Limited distributions from RSA prior to retirement age:

 At death, account passes to RSA of spouse or other beneficiary

 Limited distributions allowed for qualified disability or to purchase 

disability insurance

 Hardship withdrawals could be permitted but should be small 

amounts

 Loans as in current qualified plans could be allowed with similar 

repayment requirement in addition to minimum contributions

• Participant could not lower contributions below minimum amount

• Repayment should continue upon change of employment 

• Repayment suspended during unemployment
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The accumulation phase

Retirement age

Worker selects retirement age and commencement of distributions

within minimum and maximum range:

 Minimum age for distributions could be 59½, 60, 62 or even 65.

 Maximum age for distributions assures the tax deferral is not 

indefinite. Maximum age could be 70, 70½, or possibly higher.

 Workers beyond the maximum age would not be required to make 

contributions to RSAs, but contributions could be permitted.
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The spend-down phase
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The spend-down phase

Managing longevity risk is expensive

Managing funds to last a lifetime is challenging and expensive:

 Financial advisors often suggest withdrawing only 4% of funds 

initially, or alternatively, accumulating 25 times your initial spending 

needs

 Accumulating enough for average life expectancy leaves 50% 

chance of living longer than funds last

 At least 20% to 30% more need to 90th percentile of life expectancy 

and even that may not be enough

 Annuities can manage longevity risk, but current annuity pricing is 

also quite expensive
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The spend-down phase

Mandatory annuitization

Mandatory annuitization of at least 50% of RSA can significantly reduce

cost of annuities and provide substantial benefits:

 Anti-selection bias would be substantially mitigated

 Premium levels could be substantially reduced

 All retirees would be assured lifetime income from RSA

Amounts in RSA beyond the minimum annuitization:

 Voluntarily annuitized

 Withdrawn as lump sum

 Withdrawn as periodic distributions
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The spend-down phase

Guarantees and risk

Guarantees are expensive – mandatory annuities should only guarantee

the most important risk to the retiree. Typical fixed annuities provide

guarantees for three different risks:

 Longevity risk – individuals have great difficultly managing this risk. 

Pooling longevity risk actually creates value. Mandatory annuities 

should pool and manage the longevity risk.

 Investment risk – guaranteeing investment returns is expensive and 

unnecessary. Investment risk can be managed.

 Expense risk – fixed annuities guarantee expense level for life. 

Expenses are seldom volatile and can be managed without a 

guarantee.

Minimizing guarantees can increase the level of retirement income 

provided.



16

The spend-down phase

The variable annuity

Variable annuities do not guarantee a fixed level income. Instead, the

income level changes periodically to reflect the actual earnings of the

underlying investments.

 Similar to self annuitization in an individual account, but since the 

longevity experience is pooled, the account is never exhausted.

 Minimum distributions from qualified DC plans are similar to a 

variable annuity – required distribution is adjusted each year to 

reflect market value of investments.

 Examples in paper of exactly how periodic distributions are adjusted.

Variable annuity passes all investment experience on to the annuitant,

no windfall profits for the annuity provider.
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The spend-down phase

The Participating Variable Annuity

Participating Variable Annuity (PVA) shares investment experience,

longevity experience and expense experience among all annuitants in a

cohort group.

 PVAs could provide the highest level of income to retirees without 

incurring the additional cost of guarantees and without subsidy from 

outside the group

 PVAs are not generally available in the commercial annuity market 

today

 A new structure is needed to pool longevity experience on a wide 

basis
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The spend-down phase

Federally Charted Annuity Companies

PVAs could be provided by the private sector through Federally Charted

Annuity Companies (FCACs)

 FCACs would provide the investment funds and administrative 

capability to deliver PVAs

 FCACs would provide investment funds to back the PVAs similar to 

those offered in RSAs, including a TIPS fund 

 All expenses of FCACs would be fully transparent for comparison 

 FCACs would compete on the basis of expense levels, fund 

performance and service levels
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The spend-down phase

Annuity pricing

 PVAs would be offered by FCACs on a uniform pricing scale

 Premiums would be dependent only on age

 Gender, race, health and other factors normally reflected in annuity 

pricing would not be reflected in PVA pricing

 The mortality table used to establish the uniform pricing would be 

promulgated by a federal agency and would represent the broad 

expected experience of all US workers of the same age

 The Assumed Interest Rate (AIR), also called the hurdle rate, of the 

PVA would be based on the real interest rate implicit in TIPS

 The federal agency would periodically revise the mandated mortality 

table and mandated AIR to reflect current experience
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The spend-down phase

More PVA features

PVAs would be offered by FCACs on a uniform pricing scale.

 100% of the required annuitization amount would be invested in a 

TIPS fund. When combined with an AIR based on the real interest 

rate, this fund would be expected to produce periodic distributions 

that would increase consistent with inflation levels.

 Annuities would be J&S with a cash refund feature to provide greater 

equity to those who die early.

 Voluntary annuitizations could be invested in other funds.

 Annuities are taxable, but 10% could be excluded from taxable 

income. This tax exclusion involves some intergenerational cost, but 

is relatively small and would help gain acceptance for the mandatory 

annuitization.
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The spend-down phase

Still more PVA features

Annuitants would not be locked into an FCAC

 Periodically, perhaps every 3 or 5 years, an annuitant would have a 

window during which they could change FCAC

 Upon annuitant choice, an FCAC would be required to transfer full 

reserve to another FCAC selected by annuitant

 FCACs providing poor service or poor investment results would lose 

funds to those providing better service or performance
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The spend-down phase

Pooling longevity experience

A new federal agency – the Longevity Pooling Agency (LPA) would be

created. The LPA would be supported by the companies it oversees 

(the FCACs) and the RSA participants, with no taxpayer funds involved.

The LPA would:

 Issue charters to FCACs

 Promulgate the mortality table and AIR used to price annuities

 Promulgate adjustments to the mortality table and establish the 

annual mortality charges in the annuities

 Audit or oversee the audit of all FCACs

 Enforce penalties for any misstatement of reserves
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The spend-down phase

Pooling longevity experience

The LPA would facilitate longevity pooling

 FCACs would be required to calculate required reserves for annuity 

business based on LPA mortality table

 Generally, only mortality experience would cause an FCAC to have a 

deficit or surplus

 FCACs with surplus would transmit all or part of surplus funds to LPA

 LPA would distribute excess funds to FCACs with deficit

 The annual mortality charge, a basis point fee charged to all PVAs, 

would be the primary method of reflecting changes in experience

 Adjustments to mortality table would periodically change the required 

reserve levels
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The spend-down phase

Pricing example

Assumptions:

 2% real return on TIPS is the Assumed Interest Rate

 Mortality based on social security cohort life table for 1950

 Unisex purchase rate for $1 annual income = $15.20

This compares to:

 Current price for inflation indexed annuity = $18M, $20F

 Conventional wisdom for self annuitization = $25 (4% rule)
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The spend-down phase

LPA funding

The LPA would receive funding from three sources:

 An annual basis point charge assessed against all PVAs

 An annual basis point charge assessed against all RSAs – a minimal 

amount, perhaps five basis points

 An assessment against any non-annuity distributions from and RSA, 

including death benefits and lump sum or periodic non-annuity 

distributions to participants
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Making it work

Transition

The accumulation phase could be adopted gradually without major

structural changes:

 Mandatory contributions could be phased in to avoid disruption

 Employers could be allowed to gradually phase out existing plans to 

reflect new contributions to mandatory accounts

The spend-down phase would require more time to implement:

 Creation of FCACs and LPA would take time. Existing state 

regulation of non-RSA annuities would continue, but states would not 

regulate PVAs and FCACs.

 Initial funding of LPA would be challenging because sources of 

revenue proposed would not be significant for years
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A Look at the future

After a gradual transition, a robust Tier 2 system will produce many

benefits for the economy:

 Labor costs will quickly adjust to the new structure and workers will 

take part in building a secure financial future.

 Financial institutions will compete aggressively based on expenses, 

fund performance and customer service.

 Employers will experience lower cost administering plans and the 

high cost of ERISA will fade into the past. Fiduciary responsibilities 

and the risk of litigation will no longer be a major concern.

The greatest benefits will be experienced by future retirees:

 A lifetime income benefit highly likely to keep pace with inflation, and

 The flexibility to invest part of funds for growth with assurance that 

half income is backed by inflation indexed securities.
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Discussion


