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P Participants were almost evenly
divided among options that pro-
vided lifetime income protection
to the spouse, those that provided
a temporary refund guarantee and
those that provided no ongoing
income to the spouse after the
retiree’s death. Health, while not related
to retirement age, was the key factor in retir-
ees’ payout choices. 4

his project gathered and analyzed infor-

mation onthe decisions being made by re-

tiring workers regarding their pension plan

and alternative sources of income for sur-

viving spouses. Specifically, retiring work-
ers of the Oregon Public Employees Retirement
System (PERS)and their spouses who sought in-
formation about retirement after February 1, 1990
and later retired during 1990 became the study
population. Over 900 public employers, includ-
ing all state agencies and all school districts in
Oregon, participate in PERS. In addition, the ma-
jority of cities, counties and other political sub-
divisionshave chosento participate. PERS, which
has administered benefits since 1946, is the re-
tirement program for about 95% of state and lo-
cal government employees in Oregon.

Fundamental differences between publicand
private pensions wereexamined in Lovejoy (1988)
and Wiatrowski (1988). Lovejoy, who describes
the results of the Bureau of Labor Statistics’ first
survey of benefitsavailable tostate and local gov-
ernmentemployees, findsthat public pension plans
tend to provide more liberal benefits but are more
likely to require employee contributions than are
their private sector counterparts. She found that
pensions were somewhat more common in the
publicsector (98% versus 89% in the private sec-
tor)and that the plansoffered were more frequently
defined benefit plans (93% versus 76% in the pri-
vate sector).

The pension benefits offered to participants
in the Oregon PERS correspond very closely to
the benefit formula foran “average” public plan.
The use of a defined benefit formula for deter-
mination of benefits is common in public plans.
Theplan’sapplication of its percentage tothe three
year final average salary is “typical” for public
plans (Blostin, Burke and Lovejoy 1988).

This article reports the payout choices made
by the study population and describes the signif-
icanceof several variables in explaining decisions
about how a pension benefit is paid.

The authors gratefully acknowledge the fi-
nancial support ofthe AARP Andrus Foun-
dation, without which this research would
not have been possible.
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chologists, such as Beehr (1986), have looked
at the effect of retirement on the employing or-
ganization. Though Burke (1990) reports that
70% of firms with more than 20,000 employ-
ees offer preretirement planning programs, lit-
tleornoagreement has been reached on the value
of such programs.

Giventhis somewhat primitive state of knowl-
edge, any study of retirement must begin with
“thebasics.” Beehr, following a comprehensive
survey of theliterature in these areas, described

Leisure Pursuits

thestagesan individual goesthroughin the proc-
l ess of retirement and factors influencing indi-

T Preference to Retire vidual decisionstoretire usingasimple flow chart.
(Thinking About Retirement, Determining Financial Solvency) Thisstudy categorized data accordingto the de-
scriptions in Beehr (Figure 1) and used its ac-

I companying terminology tolabel measurements

of the variables that described respondents’ at-

Decision to Retire

(Intention) titudes and perceptions about retirement and
I the decision to retire, the first step in the retire-
Act of Retirement ment process.

Next, thisresearch collected and analyzed data
to describe how financial information and status
contribute to attitudes about retirement and the
decision to retire. Studying the financial status of
the couple also implied looking past the well-be-
ingofthecouple immediately following retirement

N Voluntary-Involuntary Partial-Complete  On Time-Early

Source: Terry A. Beehr. “Process of Retirement: A Review and Recommen-
dations for Future Investigations.” Personnel Psychology 39 (Spring
1986): 31-55.
Reprinted with permission.

SIGNIFICANCE OF THE PROBLEM

Littleisknowntodayabout choices beingmade
by workers as they approach retirement. In some
ways this is not surprising, Employers that spon-
sor pension plans generally ask their actuaries to
make mathematical computations in such a way
astoofferalternative payouts that are equivalent
tothe plan’s normal benefit. Since the alternatives
are designed from the outset to have no cost im-
pact,employers’ overridingreactionto payoutelec-
tionsisone of indifference. Indeed, employersstrive
toremain unbiasedand, probably because of fears
of potential liability, intentionally do not advise
employees on the appropriateness of specific op-
tions in their individual circumstances.

Researchers who study retirement have not
previously agreed upon standard methodologies
to use in the study of retirement. Johnson and
Riker (1981) describe the usefulness of a con-
cept they call retirement maturity, but no one
measure of retirement readiness has surfaced as
standard. While gerontologists such as Hatch
(1987) focus on the effect of retirement on the
individual, a few industrial/ organizational psy-

to decisions made about surviving spouses.

ALTERNATIVE FORMS OF PAYOUT

A decision among at least three classes of al-
ternatives is common regarding payout of a re-
tiree’s pension benefits. The retiree may(1)elect
a lifetime joint and survivor annuity under the
employer’s pension plan; (2) elect to provide a
lump sum of capital through other pension plan
optionsorthrough life insurance in orderto pro-
vide for the spouse; or (3) elect to make no for-
mal provision for a spouse.

Lifetime Survivor Benefits

Actual retirement payout elections in PERS
are made by the retiring worker. This process
varies somewhat from qualified pension plans
of private employers which, effective with the
Retirement Equity Act of 1984, must offer as
an automatic form of benefit a qualified joint
and survivor (QJS) annuity.! Because PERS is
astateplanandnot subject toall federal require-
ments, it requires neither the joint and survi-
voroptionasthe default election northe spouse’s
signature waivingthe right to any joint and sur-
vivor benefit.

|
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Providing a Capital Sum

The principal alternative to the joint and sur-
vivorannuity option of theemployer’s pension plan
is some sort of capital sum. This sum may be pro-
vided through a refund guarantee on the annuity
payout or through the purchase of a private life in-
surance policy. This use of private insurance in this
manner was first described in 1980 (Brainard and
Lord). Although the specifically tailored insurance
policy requested by those authors is not available
intoday’s marketplace, lifeinsurance isincreasingly
beingsold to support the surviving spouse of a pen-
sioner who elects a single life annuity. Such a pur-
chase can, in some cases, increase a retiring cou-
ple’swealth beyond what could be achieved by elect-
ing ajoint and survivor annuity. The about-to-re-
tire worker purchases life insurance to provide for
the income needs of survivors instead of electing
ajoint and survivor annuity option under the em-
ployer’s pension plan. Thelife insurance policy it-
selfthen provides the capital needed to support the
survivorafterthe retired worker’s death, a sum that
can, as is always true with life insurance, be paid
out in either a lump sum or an annuitized income
for life. Nielson (1988) has presented in detail the
strengths and weaknesses of substituting life insur-
ance for the survivor annuity.

No Direct Provision for Surviving Spouse

Oneoption foraretiree, though nolonger widely
available to the retiree without the spouse’s con-
sent followingthe Retirement Equity Act, istomake
noexplicit provision for the possibility of a spouse
surviving longer. Though believed to be uncom-
mon, 26.5%ofthose retiring from the Oregon PERS
in 1989elected thesinglelifeannuity;another 43.2%
elected a refund annuity that will provide cash if
the retiree dies in the first few years but provide
nothingafterannuity payments exhaust the retir-
ee’s original account balance (Oregon Public Em-
ployees Retirement System 1991, 59).

This “do nothing” strategy may be appropri-
ate in some cases. For instance, spouses of some
retireesare entitled to pensions in their own rights,
and the best joint decision may be two single life
pensions. Anotherretiree whose spouseisinill health
or is expected to die first may select a single life-
time incomeon the basis of this noneconomic fact.

SYNOPSIS OF
THE RESEARCH METHOD

The results presented in this article are part of
a study entitled “Retirement Income for Surviv-

ingSpouses” (Nielsonand Beehr 1991). Asthemain
objective ofthelargerstudy wastolearn moreabout
thefutureincomelevelsavailabletosurvivingspouses,
the sample population waslimited to married cou-
ples with one partner who was ready to retire and
wasalsoa participant in PERS with more than five
years of service. The final study included an orig-
inal population of 452 married couples that yielded
auseablesample of 440 couplesorover 12%ofthose
whoscheduled counseling. Fourmail-insurvey ques-
tionnaireswereemployed togatherinformation about
the financial options perceived by retiring work-
ersand theirspouses, the decisions they were mak-
ing, the reasons behind those decisions and the roles
played by financial planning professionals. Each
partner completed a questionnaire prior to retire-
ment, and a similar questionnaire wassent to each
partnerafterretirement in 1990. Ofthe 2,136 PERS
participants whoretired during this study, 218 cou-
ples returned the postretirement instrument, rep-
resenting 10.2% of PERS participants who retired
in 1990.

Specific features of the retirement plan were
constant acrossall participants and already known.
Although several alternate calculations are avail-
able, the basic formula for the PERS pension is
1.67%peryearofservicetimes the final (three year
average)salary. Consequently, the dotlar amount
ofthe pension benefit is highly correlated with years
of service. Retirees with five or fewer years of ser-
vice,whohadanaverage PERS pension 0f$99.27,
were eliminated from consideration because the
limited service period in Oregon public employ-
ment causes an expectation that the PERS pen-
sion will represent a relatively small share of to-
tal retirement income. The decisions of these cou-
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pleswould, therefore, not be representative of those
of career employees, and the data from these two
populations should not be pooled. Other known
features of the plan include:

® Normal retirement conditions (age and pay-

out option)

® Benefit payout options available: single life

annuity, joint life annuity, lump sum, “pop-
up” and refund options

® Permanent early retirement provisions

® Temporary early retirement incentives

& Noprovision forintegration with Social Se-

curity.

Inaddition, PERS collects certain kinds of com-
parative data for each individual participant:

® Date of birth

B Sex

® Earnings history

B Actual payout election

® Years and dates of service

® Job classification

® Worker’s ending salary

®m Employee’s actual retirement age.

Characteristics of the sample population were
continuously monitored as data were collected
to assure a sample representing overall the liv-
ing, retired PERS population.

Data were firstanalyzed for simple means, per-
centages and standard deviations, as appropri-
ate, for the following variables:

B Retirement agebyyearsofserviceand by sex

® Retirees electing straight life annuity over

joint and survivor life annuity and the rea-
sons cited for their decisions

® Perceived confidence of retirees and their

spouses in making the financial decisions
of retirement

m Perceived value of employer-sponsored pre-

retirement planning activities.

Inall cases, respondents were asked tomail back
the completed questionnaires within two weeks
usinga postage-paid, preaddressed envelope that
wasprovided. Oftheoriginal 866 retireeswhoagreed
to participate in the first round of questionnaires,
452 couplesreturned the preretirement survey, and
440 couldbe used in the study because PERS could
verify data; 440 represented about 12% of the pop-
ulation that originally reported for PERS coun-
seling. Of the round one population, 229 (52%)
were on their first visit to PERS, 141 (32%) were
ontheirsecond visit, 56 (12.7%) were on theirthird
visit and 14 (3.2%) had met with counselors four
or more times. Spouses are encouraged to accom-

pany prospective retirees to counseling sessions,
and 84.4% of this group had been accompanied
by their spouses at least once.

PERS also provided a set of 26 data items as
electronically transferred information. These data
included such information as the date of retire-
ment, genderoftheretiree, type of employer, elected
retirement option, health insurance carrier, date
ofbirth,employment dates, annuity contributions,
adjusted monthlysalaryand PERS benefitamounts.

PERS does not record maritalstatusin its files;
furthermore, information about participants
needed the consent of the individual participant
forrelease. A total of 218 married couples retired
and completed the followupsurveys. Because only
anonymous and very basic information could be
obtained from cooperative PERS participants who
declined to partakein the full study, the total num-
ber of PERS participants who met with counse-
lors, were married and declined participation in
this study is unknown.

Information collected over the period consis-
tently indicated that approximately 40% of PERS
participants who received counseling were not
married. Ofthe 3,613 potential retirees who were
counseledin 1990, about 60%or 2,167 were mar-
ried. Analysis of information on all nonpartic-
ipants compared with participants revealed that
the only difference is age: Mean age of nonpar-
ticipants was 58.1 years, while participants’ mean
age was 60.5 years. Based on the verbal reports
of counselors, it is believed that younger people
who came in for information from counselors de-
clined to participate in greater numbers because
of the number of years remaining to retirement
and feelings that the study would not accept their
data due to this time span, or because they had
not yet gained acomprehensive grasp of their in-
tentions and readiness for retirement. Even when
they were willing to participate, their responses
could be useful only in providing cross-sectional
information for the preretirement survey. Since
theirretirements would not have occurred within
the 12 months following their counseling session,
this group does not affect results based on both
the pre- and post-surveys. No differences were
noted by genderof nonparticipants orby employer
type of nonparticipants.

Followup questionnaires were mailed to the
retireeandspouse after retirement, typically within
ashorttime ofthefirst benefit. Ofthe 2,136 PERS
participants who retired during this study, 218
couples returned the postretirement survey, rep-
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Survivor Protection for Widows, 1974-86 (Percent)

Data Source and Retirement Date
Suryey New Survey
. of Private .
Type of Benefit New Beneficiary Survey' . Beneficiary of Consumer
Pension Benefit S ) -
2 urvey Finances
Amounts

Before 1974 1974-78 1978 1979-82 1983-86
Total 100.0 100.0 100.0 100.0 100.0
Joint and survivor n/a n/a 41.5 n/a 69.3
Life certain n/a n/a 17.4 n/a 6.9
Total with survivor protected 24.8 53.8 58.9 59.5 76.2
Single life 69.2 41.1 37.2 339 17.6
Lump sum 6.0 5.1 3.9 6.6 6.2
Total with no survivor protected 75.2 46.2 41.1 40.5 23.8

Note: Missing values are excluded from these calculations.

For comparability, includes only pensions described as “regular pensions” that began at age 55 or later. Excludes profit-sharing and other plans
that are often defined contribution plans offering only lump-sum payment options. Also excludes cases with missing data on the survivor options
elected. Taken from “Survivor Benefits for Widows Are Often Small or Not Available,” General Accounting Office, 1988.

2Calculated from a tabulation of benefit optionsby John A. Turner in “The Economic Risk of Long Life: IsMandatory Survivor Insurance Needed?”
Economic Inquiry (July 1988). Includes only defined benefit plans.

resenting 10.2%of PERS participants whoretired.
Using the rate consistently derived for nonpar-
ticipants in the PERS study, about 60% of retir-
eeswould havebeen married; the 218 couplesthen
represented about 17% of married PERS retir-
ees for the time period of the study.

THE LITERATURE:
FINANCIAL CONSIDERATIONS

The second step on the road to deciding on re-
tirement concerns the preference to retire, and
it appears this “thinking about retirement” in-
cludes considerations of solvency in the years af-
ter working. Economic factors come into play,
and potential retirees need to determine the
amounts of their benefits, the adequacy of their
savings, the valuesof their assets and the preferred
forms of payouts.

Prior Statistics on Survivor Protection
Turnerand Beller (1989, 396) summarize pre-
vious research on survivor protection for wid-
ows for the period 1974-1986. Their Table D5
isreproduced hereas TableIto facilitate the read-
er’scomparison of these data, which are for male
populations only and from periods that for the
most part preceded the Retirement Equity Act.
Valuesshown are the percentage of married males
with pensionswhoretired during the period shown.

Asset Values Corresponding to Income

Oneofthe most important theoretical insights
addedtoretirement research inthe 1980s was the
concept of income rights as wealth (Burkhauser
1979 and 1980). Economists now view a worker
facing a retirement decision as choosing between
two different streams of income and treat pension
rights as an asset whose value changes with the age
of retirement. Burkhauser and Quinn (1983aand
1983b)measured, for Social Security and employer
pensions separately, the incentives for retirement
income using a variable called wealth that is the
present discounted value of the benefit stream(s).
The Oregon PERS study used this same variable
to value theincomestreams from PERS pensions.

Social Security

A similar present value was used to include So-
cial Security in the analysis of the Oregon PERS
Study. Burkhauser (1980) found that the size of So-
cial Security wealth was an important determinant
oftheretirement decision. Social Security provides
apayment intheamount ofa worker’s primary in-
surance amount (PIA) each month as the recipi-
ent’s retirement benefit beginning at age 65 if that
worker meets the requirements of fully insured sta-
tusunderSocial Security. Viscusiand Moore (1989)
reviewed workers’ choices over time with respect
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Payout Elections of Oregon PERS Study Participants
(n = 435)
Number Electing Number Electing
This Option Without This Option in Combination
Form of Annuity Payout Any Lump Sum With a Lump Sum Total

Single life annuity 129 29.7% 21 4.8 % 150 34.5%
Straight life with 15 year guarantee 26 6.0 0 0.0 26 5.9
Straight life with refund guarantee 116 26.7 0 0.0 116 26.7
Joint and 100% survivor annuity 34 7.8 5 1.15 39 9.0
Joint and 100% survivor annuity 23 5.3 1 .23 24 5.5
with “pop-up” feature

Joint and 50% survivor annuity 31 7.1 45 33 7.6
Joint and 50% survivor annuity 45 10.3 2 45 47 10.8
with “pop-up” feature

TOTAL 404 92.9% 31 7.1 % 435 100 %

torisks withlong-term implications. These choices,
which they found to be broadly consistent with ra-
tional behavior, were based on an implicit real rate
of time preference with respect to future years of
life equal to approximately 11%. The rate of time
preference decreased with education.

Health and Financial Assets as Predictors

The relationships with respect to health and
wealth in the Oregon PERS study contained some
surprises. While not every past study found health
toberelated toretirement, it has nevertheless been
one of the most consistent predictors of it, along
with financial status. The Oregon PERS study was
in the minority in that health was not related to
its participants’ decisionstoretire. This, again, helps
toremind retirement researchers and policy mak-
ersof all that is yet to be known about retirement
decisions, especially when beliefs might contra-
dict facts. As was expected, financial assets were
related to retirement age, with people in better fi-
nancial shape retiring earlier than other people.

RETIREMENT PAYOUT ELECTIONS

Choices by the 435 individuals who completed
the preretirement questionnairesand forwhom PERS
data were provided were recorded and compared
to the number of individuals who elected their an-
nuities withand without any lump sum from among
the seven annuity payout options (Table II).

These percentages compare reasonably well with
numbers from the full plan during a four year pe-
riod of the late 1980s. Although a larger propor-

tionoftherecipientsineach category elected alump
sumduringthat period, the difference between their
dataand current data is attributed by the actuary
totaxlaw changes. Duringthat time, 34% of PERS
recipients elected the straight life annuity, 26%
electedajoint and survivor annuity in some form
and 39%elected the cash refund annuity. The 15
year certain annuity, which was added during the
period these numbers were produced, was elected
by only 1% of the participants (Johnson 1991).

The lump-sum options available through this
plan are different than might be familiar to most
readers. No lump-sum payout of employer con-
tributions is permitted. Under all except one of
the benefit calculations, therefore, the tax conse-
quences of such a lump-sum distribution are quite
unfavorable. For the so-called money match com-
putation, however, the lump-sum distribution is
equal to exactly 50% of the value of the benefit,
and some accountants and financial planners had
believed until very recently that such alump-sum
distribution would qualify as a partial distribution
under Section 402(a)(5)(D) of the Internal Rev-
enue Code, thereby permitting a rollover into an
eligible retirement account suchasan IRA. A pri-
vate letter ruling issued by the Internal Revenue
Service(IRS)on November 5, 1990 concludes that
“the lump sum cash refund which is distributed
toemployees under the money match method does
not qualify as a ‘partial distribution’ eligible for
tax free rolloverintoanindividual retirement ac-
count under section 402(a)(5)(D) of the Code.”
This rulinghas madelump-sum distributionsmuch
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less attractive because tax free rollovers are not
sanctioned; therefore, part of the discussion con-
cerning the choice of options will be limited tothe
payout options shown in the first column of Ta-
ble II—that is, those without any component of
a lump-sum distribution.

Asdescribed in the previous section, the pen-
sion plan by which this study’s participants are
covered offers payout options that provide pro-
tection for the surviving spouse at one of three
different levels:

m A lifetime annuity either reduced or unre-

duced in amount

® Additional payments of capital to support
the spouse foralimited period of time. The
15 yearguarantee annuity, asthe name im-
plies, would provide temporary payments
overtheremainderofa 15yearperiod should
the spouse die within 15 years following re-
tirement; the refund annuity providesa cap-
ital sum that decreases monthly and typi-
cally is exhausted in eight to ten years.

@ Nothing.

Consolidatingthe results of Table II (n = 435)

to compare these three possibilities, we see that:

® 32.9% (143) of the surviving spouses will

receivealifetimeannuity should theirspouses

die before they do. Of those, 44.1% will be

unreduced annuities and 55.9% will be re-
duced to one-half of their former level.

m 32.6%(142)willreceive additional payments
or a sum of capital if their spouses should
precedethemin death withinalimited time
period.

B 34.5%(150)will receive noadditional PERS
benefitsifthe retiree dies before the spouse.

RISK PREFERENCES

One objective of the survey research was to
determine, atleast in part, the relative importance
of various elements of uncertainty among near-
retirement workers and to measure how this un-
certainty affected the choice of pension payout
options and the decision to purchase life insur-
ance at retirement.

Using assumptions on future interest rates, in-
flation, mortality rates for the general population
and the actual life span of a husband and wife,
anobjectiveresearcheroradviser can determine
expected present values to be used in compar-
ingthelife insurance and joint and survivor pen-
sion options. A consumer decision that chooses
the option with the higher expected present value

wouldbe considered rational. However, none of
these factors is known precisely, so uncertainty
andrisk arealways present. This section describes
the survey questions designed to elicit risk pref-
erences, as well asa briefsummary of the responses
to those questions.

Stated Importance
of Different Financial Risks

Thesurvey instrument solicited a rank order-
ing of seven different financial risks faced at re-
tirement. Each of these goals was in conflict with
the others (i.¢., each was desirable, but the retiree
could not achieve all of them simultaneously).
A rank order measure was used to avoid obtain-
ing data indicating that all were very important
and desirable (as might well have occurred on a
standard Likert scale) without forcing the retiree
todecideamongthe conflicting alternatives. This
instrument was designed to mirror the decisions
many people make, as retirees may typically choose
amongalternativesratherthanspread theirchoices
among options with several different risk types.

Respondentsranked the following assurances
(risks) from most to least important:

® Choice 1: Assurethat myincome will grow
with inflation during all the years of my re-
tirement.

®m Choice2: Assurethat,ifmyspousediesfirst,
I don’t pay the rest of my life for a benefit
we’ll never use.

® Choice 3: Assurethat theamountofincome
I/we receive each year in retirement is pre-
dictable.

m Choice4: Assurethatlearnthehighestpos-
sible return on our retirement savingseven
if the timing of income is not always pre-
dictable.

m ChoiceS: Assurethehighest possibleincome
in the years right after I retire.

® Choice6: Assurethatthereareno*‘surprise”
expenses.

m Choice 7: Assure that, if I die first, my
spouse’s income will not be reduced.

Therange of responses on each of these choices
was fromonetoseven (i.e., each item was most im-
portant tosomeretirees and least important to oth-
ers). The following section describes how retirees’
rating of at least one of these items was an impor-
tant variable in describing their payout choices.

The only change in rankings for these seven
risk variables between spouses involves the two
items directly related to spousal income. On av-
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Retiree

Spouse

Preferences Relating to Spousal Income
Comparison of Spousal Responses

No Ongoing Cost for Spousal Benefit
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Unreduced Spousal Income
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erage, the spouses showed more concern (ranked
fourth by spouses, sixth by retirees) that the worker
would not continue to pay for a joint and survi-
vorbenefitif heorsheshould diefirst. The spouses
showed correspondinglyless concern fortheirown
level ofincome ifthe retiree should die first. The
importance rankings of the two risks concerned
with provision of income to the survivingspouse
are shown in Figure 2.

A two sample analysis was performed to test
the hypotheses that the differences between spous-
alresponses was zero for the risk preferences. This
hypothesis of equal means was rejected at the .00 1
level for the preference relating to ongoing cost for
the spouse’s benefit, and the hypothesis was re-
Jected at the .05 level for unreduced spousal in-
come, indicating that there was very likely a true
difference between spouses on these risk prefer-
ences. Spouses’ attitudes proved altruistic; each
was more concerned about the financial well-be-
ing of the other than that of himself or herself,

CHARACTERISTICS RELATED
TO PAYOUT ELECTION

This section describes several characteristics
of participants in the Oregon PERS study that
showed asignificant relationship to their choice
among payout options. These relationships used
the three categories of spousal protection from
benefit payouts—lifetime, temporaryand none—
that were described previously. Immediately fol-

lowing is a description of the relationships be-
tween options chosen and single variables. Fol-
lowing that is a multivariate analysis that com-
pares the strengths of these relationships.

Simple Relationships

Thoseretirees electinglifetimebenefits fortheir
spouses were older (u = 60.5 years, p = .002)
than those participants whoelected no (1 = 59.2
years) or temporary benefits (u = 58.9 years).

Lifetime spousal benefits were found to be se-
lected more frequently among those retirees with
greater length of service within PERS (p = .020).

When retirees were classified by gender, males
represented 55.5% of the population (n = 409).
Cross-tabulations for the three general categories
of payout options revealed that females elected
no benefit or a partial benefit for the surviving
spouse slightly more than one-half of the time,
while maleretirees chose the same optionsslightly
less than one-halfof'the time. Of all respondents
choosingthelifetime option, 72% were malesand
28% were females. (See Figure 3.)

Reliance upon an insurance salesperson ap-
pearedto play a significant role. Those choosing
a straight life annuity payout providing no on-
goingspousal benefit considered the advice of an
insurance salesperson to be more important than
individuals in the other two groups (p = .035,
n = 271). Averageranking(ona 1-5scale)of2.47
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' FIGURE 3
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compared with 1.97 for those electing lifetime
spousal benefitsand 2.13 for those electing tem-
porary guarantees.

Finally, a health effect was evident in payout
elections. Those retirees with a higher rating on
the illness index selected a lifetime benefit (ill-
ness index = +.2378) for the spouse more fre-
quently, while those who elected temporary @ill-
nessindex = —.0497) or no benefits (illness in-
dex = —.2164) were generally in better health.

No differences in selecting payout options ex-
isted by criteria of wealth (assets) of participants,
present income level or spouse’s age.

Multivariate Relationship

Discriminant analysis was applied to iden-
tify the variables that are important in distin-
guishing among the individuals selecting each
of the three classes of spousal provisions for pay-
out of the PERS benefit—lifetime, temporary
and none. This statistical technique takes lin-
ear combinations of the independent variables
to form two equations that are in turn used to
classify individuals into three distinct groups.
For the PERS study, 45.1% of individual pay-
out elections were correctly classified. While this
proportion is modest, it is quite respectable for
adecision that incorporates somany factorsand
has proven so difficult to explain consistently
in prior studies.

Independent variables were selected to enter
the discriminant analysis equations on the basis

of their discriminating power. In order of their
appearance through thisstepwise process, the sig-
nificant variables were:
@ Retirement age selected
m The priority given by the retiree to assur-
ingthe maximum possible rate of returnon
investments
® Illness index
m The monthly pensionamount payabletothe
spouse based on hisorher own employment.
By far the most interesting fact uncovered in
the discriminant analysisisthestrength with which
health appears as a factor in the type of benefit
selected in a population where it had no predic-
tive power with respect to the decision to retire.
Variables reflecting the retiree’s benefitamount,
gender, education, useof outside advisers, other
risk preferences, the couple’s wealth, number of
children and the importance of spousal influence
on retirement decisions were not important.
Alsoofnoteisthat theimportance rankinggiven
by retirees to “maximizing investment return”
was one of only four variables to prove signifi-
cant in the discriminant analysis used to catego-
rize the type of pension payout selected. The sig-
nificance of a stated risk preference illustrates the
importance of attitudes as well as “hard facts”
in describing retirement behaviors.

PENSION MAXIMIZATION

Direct marketing of life insurance tothe retiree
market is a relatively recent application, and it is
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often referred to as pension maximizationor pen-
sion enhancement. This strategy advocates that
individuals about toretire purchaselife insurance
to provide for the income needs of survivors in-
stead of electing a joint and survivor annuity op-
tion under an employer’s pension plan. Upon re-
tirement asinglelife annuity payingalargermonthly
amount isselected; at death thelife insurance pol-
icy providesthe capital needed to support the sur-
vivor.? A previously published article by one of
thepresentauthorsdiscussesthe strengthsand weak-
ness of substitutinglife insurance for the joint and
survivor annuity and shows howsuch a proposal
should be analyzed (Nielson 1 988).

The choice between pension payouts and pri-
vatelife insurance occurs because many retiring
workers belong to two distinct classes or “pools”
forthe purpose of sharing the financial risks faced
byasurvivingspouse. Figure 4 illustrates that the
members of these two classes may face different
prices, different guarantees and different risks.

Each retiree then has the opportunity to select
the arrangement that is most advantageous in his
or her individual circumstances. While the anal-
ysisofthis situation is complex and varies depend-
ingupontheactuarial assumptions and specific pro-
visions of the employer’s pension plan, some gen-
eralizations are possible. Theoretically, for partic-
ipants in the PERS plan, life insurance works best

m If the spouse is younger than the retiree

m Iftheretiree’slife expectancyisgreaterthan

“average” (e.g., retiree is female or a non-
smoker)

m Ifthebeneficiary’slife expectancy isshorter

than “average”

m If both the retiree and spouse have an in-
terest in leaving an inheritance or charita-
ble bequest.

These generalizations also apply in a typical
plan, and at least one of these circumstances ex-
istsinevery pension plan. Since the Supreme Court
decisionsin Manhart? and Norris,* pension plans
areprohibited from using rates that differ formen
and women; in all but a handful of states, gender
differentiation in the rates for private life insur-
ance is the norm.

Thepurchaseoflifeinsurance by 69.2% of those
in the PERS study who considered its purchase
implies at least two important messages for pen-
sion plan sponsors and their advisers. F irst, the
popularity of private alternatives increases pres-
sure to maintain current actuarial assumptions
within the plan and to meet or exceed these as-
sumptions. The pension plan is required by law
totreat all employees as “average,” while the pri-
vateinsurance market actively underwritesits risks
and aggressively reflects differences among indi-
viduals in its pricing structure. Specifically, the
healthiest employees and those employees with
spouses in the poorest health can be expected to
select against the pension plan; the resulting in-
crease in the election of straight life annuities by
the healthiest employees may precipitate an in-
crease inannuity prices for that plan. Second, plan
sponsors must expect employees to ask increas-
ingly often about the advisability of the private
insurance alternative. This obviously putstheem-
ployer in a difficult position, since most employ-
ers decline to provide advice on the election of a
retirement payout option.

SUMMARY AND CONCLUSIONS

The population in this study was found to di-
videitselfalmost evenly among options that pro-
vided guaranteed lifetime income protection to
the spouse, those that provided a temporary re-
fund guarantee and those that provided no on-
goingincometothe spouseafterthe retiree’s death.
The results of this study strongly support the ex-
istence ofadverseselection in the payout options
chosen by retirees. The health of the retiree does
moretoexplain the payout choice than doesany
other variable. Pension plan administrators and
actuaries must monitor the effects of thisadverse
selection and respond to it.

Finally, while the results presented in this ar-
ticleindicate that retirees feel more strongly about
providing adequately for spouses than do the
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spouses themselves, this statement of apparent
priorityis contradicted when a significant num-
ber of spouses of retiring PERS employees will
have no lifetime income payable under that or
any other pension plan. The ability of retirees to
make choicesthat adequately address their con-
cerns about spousal support is questionable, as
isthe probable effectiveness of any new mandate
that proposes to address this issue by strength-
ening the requirements for spousal consent. <€

Endnotes

1. A QJS annuity pays a benefit for the life of the par-
ticipant with an additional benefit— the survivor annuity—
payable for the life of the participant’s spouse. The survivor
annuity must not be less than 50% of nor greater than the
annuity payable during the joint lives of the participant and
spouse. The spousal annuity must be continued even if the
spouse remarries. The joint and survivor annuity must be
at least the actuarial equivalent of the plan’s normal form
of benefit. The QJS form must be offered automatically to
amarried participantat retirement. The participant may elect
toreceiveanother formofbenefit ifthe planso provides; how-
ever, the spouse must consent in writing to the election, and
the consent form must be notarized or witnessed by a plan
representative (Allen ef al. 1988, 99-101).

2. This sum can be paid out in any manner appropriate
to the sophistication and circumstances of the beneficiary.
A lump-sum payout can be used if the survivor is capable,
willing and interested in managing the funds that will fund
future living expenses. If that is not practical, the monthly
income oflifetime or period certain settlement options may
be elected.

3. City of Los Angeles, Department of Water and Power
v. Marie Manhart (April 25, 1978).

4. Arizona Governing Committee for Tax Deferred An-
nuityand Deferred Compensation Plansv. Norris(July 6,1983).
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