9 Online Appendix for “Severity reduction
and private market distortion effects of vol-
untary and mandatory public annuity plans”

In this Online Appendix, we address several issues not covered in the main
text.

9.1 Appendix C: Symmetric information in a model
with two health states

It is more connivent to use a two-state model to obtain the results under the
assumption of symmetric information. The model is similar to the one in
the main text, except that a retiree’s survival probability (0) only takes two
possible values: #;, and 6}, where

0<6,<0,<1. (C1)

First, consider the private annuity market before the PA plan is intro-
duced. When the retirees and annuity providers have symmetric information
about the retirees’ survival probabilities, it is easy to show that it is optimal
for the annuity providers to offer two exclusive annuities, one for each type.

Similar to (6), it can be shown that the first-order condition for a retiree’s
annuitization choice is given by

0;

v (173* (91«)) , (C2)

where i = [,h, and we use 7" (;) to represent the optimal annuitization
choice a type-i retiree in this model.

__As in the main model, we assume that the equilibrium annuity payout
(V;) for each annuity is determined by the zero-profit condition. Assume that
there are n; type-i retirees (¢ = [, h) in the economy. It can be shown that
for each annuity, annuity providers’ revenue in Period 1 is given by n,0" (6;),
and their expected payment in Period 2 is Gmif/ﬁ* (0;). Under the zero-
profit condition, the equilibrium value of the payout term XA/i, denoted by XA/i*,
is determined according to

A+r)nw” (0;) _ (1+r)

which is the actuarially fair level. There is no adverse selection in each
annuity market. Moreover, V;* < V}*.
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In this symmetric information environment, the equilibrium payouts of
the two exclusive private annuities are at the actuarially fair levels.>* It is
easy to conclude that there is no strong reason for the government to offer
public annuities.

To illustrate the above idea, we now describe, briefly, that even if the
government offers, the action does not affect the equilibrium annuity payouts.

9.1.1 VPAc plan

Similar to the private annuity market, the government is assumed to offer
two exclusive public annuities, one for each type of retirees. Denote the
equilibrium PA payout for type-i retirees as G;}. First, focus on the case that
the ceiling is set at a non-binding level higher than 7* (6;). It can be shown
that (i) if G < ‘//\;*, then no type-i retiree buys the PA; and (ii) if G} > Vi*,
then all type-i retirees will buy the PA instead. In the latter case, the PA
payout is higher that the actuarially fair level; thus, the government will
have a budget deficit, which is inconsistent with the zero-profit condition.
Therefore, the only equilibrium is

Gr =V (C4)

The above results hold whether the ceiling level is higher or lower than
v (0;). If it is set at a level lower than 7" (6;), then type-i retirees can
satisfy their residual demand by buying the private annuity, which offers the
same payout level as the PA. The equilibrium private annuity payouts remain
unchanged.

Offering the VPAc plan in the presence of symmetric information does
not lead to any change in the equilibrium payout of each of the two private

34 Suppose there is only one non-exclusive private annuity that all retirees can buy.

~

According to the zero-profit condition, the equilibrium annuity payout (V*) of this contract
is determined according to

g A7) (2" (00) + nuv” (04)] _ (L+7) [707 (61) + (1 — ) D (05)]
O v” (01) + 0nnnv™ (01) Omv” (01) + 0 (L —m) 0" (0n)

m;”m is the proportion of type-l retirees. Since V< ‘7[*7 type-l retirees

find it profitable to insure among themselves to obtain a higher return. Equivalently, an
annuity company has the incentive to provide such a contract for type-I retirees only, which
is possible when survival probability information is symmetric. Eventually, only type-h
retirees buy this annuity and V* becomes V;*. Unless there are restrictions preventing the
introduction of exclusive annuities, the above non-exclusive annuity offered to all retirees
is likely to collapse. Thus, we do not consider non-exclusive annuities when survival
probability information is symmetric.

where m =
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annuities.>® As a result, there is no real effect on the retirees’ consumption
behavior (and their welfare).

9.1.2 MPATf plan

The analysis of the MPAf plan is similar to that of the VPAc plan if the
minimum mandated level for type-i retirees is lower than 7" (6;).

If the minimum mandated level for type-i retirees is higher than 7" (6;),
it is straightforward to see that the retirees’ optimal annuitization choices
before the introduction of the PA plan cannot be attained. In this case,
the retirees are worse off under the MPAf plan. Thus, there is no reason
supporting the government to offer the MPAf plan.

9.2 Appendix D: Buyers’ behavior

(A) We examine the buyers’ behavior under the MPAf plan (as described in
parts (a) to (d) in Section 4.2), conditional on G* > V* implied by Proposi-
tion 1.

ou

When an interior solution of 7, occurs, 7=/ = 0in (12). At the optimal
R0

choices (v, and v}) and the equilibrium values (G* and V*), we have

/ * * 0 *x ! * %k k%
UW—’YQ—VQ):mGU(G’Ye"‘VVe)- (D1)

Conditional on G* > V*, (D1) implies that g—gg < 0 in (13), and thus
v

vy = 0, a corner solution (at the lowest possible value).
Substituting v = 0 into (D1), we obtain (23), evaluated at the equilib-
rium value G*. It is straightforward to obtain (24) from (23). Substituting
vy = f into (23), we obtain 6y, in (29). Substituting v, = m into (23), we

obtain 6,,, in (25). This proves part (b).

35 As in the private annuity market, there is no incentive for the government to offer a
non-exclusive PA plan that any retiree can buy, as shown in the following. Suppose the
government offers a non-exclusive PA plan. Denote the equilibrium PA payout as G*. It
can be shown that (i) if G* < V¥ < V}*, then no retiree buy the PA; (ii) if V¥ < G* < V}*,
then only type-h retirees will buy the PA and the zero-profit condition does not hold
because G* > (1(;:7'); and (iii) if G* > ‘71*, then all retirees may buy the PA and the
zero-profit condition does not hold. Therefore, the only equilibrium is

G =V

In this case, type-h retirees are indifferent in buying the PA or the private annuity, and
type-l retirees only buy the private annuity.
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Since (24) holds for # > 6, and v; = f (the minimum mandated level)
when 0 = 0,, part (a) follows.

= 0 in (13), which implies

X
)

An interior solution of vy suggests that g—z
(07— ) = TV (G V). (D2)
L+p

Conditional on G* > V* (D2) implies that g—%

> 0 in (12), and thus

i
v, = m, a corner solution (at the highest possible Vi‘ﬂue).

Substituting 75 = m into (D2), we obtain (15) evaluated at the equi-
librium values G* and V*. It is straightforward to obtain (16) from (15).
Substituting v, = 0 into (15), we obtain 6,,;, in (17). This proves part (d).

We prove part (c) by combining the following components: (i) 0,5 > Oorm,

based on (17), (25) and G* > V*; and (ii) when 0,,,, < 6 < 8., g—%‘ > 0in
o

(12) and thus v; = m (the maximum level allowed), and g_ng < 0 in (13)
6

and thus vj = 0.
(B) We examine the buyers’ behavior under the VPAc plan (as described
in parts (a) to (c) in Section 4.1), conditional on G* > V*.3

When an interior solution of 7, occurs, g% = 0in (12). At the optimal
,y*

choices (; and v}) and the equilibrium values (G* and V*), we have (D1).

Conditional on G* > V*, (D1) implies that g—lf; < 0 in (13), and thus

Y5
vy =0, a corner solution (at the lowest possible value).

Substituting v; = 0 into (D1), we obtain (23), evaluated at the equilib-
rium value G*. It is straightforward to obtain (24) from (23). Substituting

75 = m into (23), we obtain 6, in (25). This proves part (a).

An interior solution of vy suggests that g—z = 0 in (13), which implies

0

(D2). Conditional on G* > V*, (D2) implies that g_ge

> 0 in (12), and
o
thus 75 = m, a corner solution (at the highest possible value).

Substituting 75 = m into (D2), we obtain (15) evaluated at the equi-
librium values G* and V*. It is straightforward to obtain (16) from (15).
Substituting v} = 0 into (15), we obtain 0,,, in (17). This proves part (c).

We prove part (b) by combining the following components: (i) 0,,5 > 0o,
based on (17), (25) and G* > V*; and (ii) when 6, < § < 6 a—U‘ > 0 in

mb» o) ”
0

36 Buyers’ behavior under the VPAc plan are very similar to those under the MPAf plan.
The only major difference is that there is no threshold level 6, under the VPAc plan.
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(12) and thus 7, = m (the maximum level allowed), and g—gg < 0 in (13)
6

and thus v; = 0. m

9.3 Appendix E: Results related to Proposition 1

First, we will provide a direct proof of G* > V*. Second, we will present the
proof of Proposition 1 for the VPAc plan.

9.3.1 A direct proof of G* > V*

Using (18) and (30) for the MPAf plan (or (26) for the VPAc plan), we
obtain®’

L4r 147 Jy 0VsAF(0) Sy 673dF ()

v G* f;mb vidF(0) fg vsdF(6)

9 9 5
N fgzb 6dF(6) f(,ee%dF(e). -
Jo dF(0) [} v3dF(6)

Furthermore, we obtain®®

emb
Jy dF(O) [ pdF(0)

L 6dF(0) [} 0vsdF(6)

[ S v dF6) + f) mdF(e)} Jy 0dF(6) - [ Sy 0y dF(0) + emdF(e)] Jy dF(9)

., P ®)] [J) viar )]

3TDefine H(0) = LO=F0m) g, g ¢ [0, 0], which is a cumulative density function

F(6)—F(0ms)
because H(0mp) = 0 and H (0) = 1. Applying the covariance formula, it can be shown
that Jpe %8O _ Joy, 000D o, HO)HE@HONPWEHO) _ covdriHO)
IS vsdF(o) Jo vsdH(6) E(vy;H(9)) E(v;:H(9))
E(6;H (0)), where E (0; H (0)), E(vy; H (0)) and cov (6,vy; H (0)) are deﬁned with re-
o Jo, 04RO ], 0dH©O) .
spect to H() for § € [6,,s,0]. Since fem o I ano E (0; H (0)) and the

ffmbe 5dF(0) j;’m 0dF(6)

3 vidF(0) ~ f) dF(0)
38The equality in line72 appears becausg 76 = m when 0 > me The 1nequahty in

line 4 appears because f;mb OdFE(0) > O, f;mb dF(0) when 6 > 0,,, and f;mb Ov;dF(0) <

Oms [y ™" V5dF (0) when 0 < O,

covariance of § and v} is positive when 6 € [0;,s, 0], we obtain
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e vadr )] [y, 0ar )] = | [ 0viar@)] |y, aF ()]
i dFO)] [ 7:aF0)]
[ Jym ’y;‘dF(Q)} 0, [ Iy dF(G): —0,, [ S fy;dF(e)} [ . dF(e)]
i AF©)] [J] vidF )]

—0. (E2)
Combining (E1) and (E2), we obtain G* > V*. m

>

9.3.2 Proof of Proposition 1 (VPAc plan)
(A) Under the VPAc plan with (20), define the function
Yo (G> TTL) = min {m7 ’72} ) (E3)

where 7} is the optimal choice of PA according to (23). Based on (E3), define
the function

(14 7) Jy 70 (G w,m) dF (6)
[ 079 (G, w,m) dF(8)

J (G,w,m) = (E4)

This function is useful because it can be seen from (26) and (E4) that the
equilibrium payout of the VPAc plan, G*, is defined by
(1+7) Jy 70 (G, w,m) dF(6)
J(G*,w,m) = =
fg 979 (G*7 w, m) dF<9)

e (E5)

We study J (G, w, m) as a function of G when G € [\7*, ;(re’”)} and look

for the intersection of the J (G, w, m) function and the 45-degree line. First,
consider J (G, w, m) when G = V*. It can be shown from (6), (23) and (E3)

that 7, (?*,w,m) equals to (i) 7, = 7, <‘7*,w,0) if vy, < m, or (ii) m if

o~ . V*¥wm) . .
v, > m. As a result, the function 79(3—0) is weakly decreasing for all

S [Q,m, with a strictly decreasing part over some interval.®® Thus, the
Chebyshev’s Sum

/99/99 -y |2 (V;w’m> b (V*A’*w’m> Vay dF (x)dF (y)

Ty
T Vy

39The ratio %(Vaiewm) (i) equals to 1 for low values of @, or (ii) is less than 1 and strictly

decreasing for high value of 6 such that 7, > m.
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is negative, where x and y are two arbitrary indexes. This leads to

~ (1+7) f3 70 (V*; w, m) dF(0) (1 +7r) []D;dF(6)
J(V*,w,m) = = > — = V*.
I 07, (V*, w, m) dF(0) I} 6v3dF(0)
(E6)
Second, consider J (G, w, m) when G = %. It is easy to show that
I1+r I+r
J (m,ﬂ],?ﬂ) < m, (E?)

because when adverse selection is present, the PA payout based on the market
behavior (the LHS term) is always lower than the (hypothetical) payout based
on the average survival probability of the population (the RHS term).

Combining (E5), (E6), (E7) and the continuity of the J (G, w, m) func-
tion, we conclude that there exists an equilibrium value of G* which is larger
than V*. This proves part (a) of Proposition 1.

(B) The proof of part (b) of Proposition 1 for the VPAc plan is exactly
the same as that in Appendix A. m

9.4 Appendix F: Proof of Proposition 2

The three PA plans considered in Proposition 2 differ in the floor level (f)
but are subject to the same ceiling (m). Thus, we prove this proposition by
considering two discrete values of the floor: f, and f;,, where 0 < f, < f, <
m. For the PA plan with f = f,, denote the two equilibrium payouts as G
and V*. For the PA plan with f = f,, denote the two equilibrium payouts
as G} and V)"

We start with the PA plan where f = f,. We consider a new PA plan
with f = f, and see how the two equilibrium payouts change. Specifically,
we compare G with G and compare V" with V*.

(A) Recall the PA choice function ,(G, w, m, f) in (A1) and the PA pay-
out function J (G, w, m, f) in (A2). Based on these functions, the equilibrium
PA payouts are defined by J (G%,w,m, f,) = G and

0 (G dF (0
7 (Gowym, fyy = M e 20 G WAFG) _ o

ff% (G w,m, f,) dF(0)

We study J(G,w,m, f;) as a function of G when G € [GZ, %] and look

for the intersection of the J(G,w,m, f,) function and the 45-degree line.
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First, consider J (G,w,m, f;) when G = G%. Comparing v,(G%, w,m, f;)
with v,(G*, w,m, f,), we can see from (A1) that (i) the ratio % =

% > 1 when 6 is low such that v,(G%,w,m, fi) = fi and vo(GE, w,m, f,) =

fa; (il) the ratio % is decreasing in # when 6 is in the intermediate
range such that v,(G%,w,m, fp) = fp but fo < vo(GE,w,m, f,) < fp; and (iii)
the ratio % = 1 when 6 is high such that both ~v,(G%, w, m, fy) > fp
and v,(G%,w,m, f,) > f,. As a result, this ratio is weakly decreasing in 6.

Thus, the Chebyshev’s Sum

/" /9 ) Px (Goow,m, f) 7y (Gayw,m, )
0 0 Yz (szwwama fa) ’Yy (szwamafa)

e (Goow,m, fo)] [y, (G, w,m, fo)| dF (z)dF (y) (F2)

is negative, where x and y are two arbitrary indexes. This leads to

(1+7) ffve (GE,w,m, f,) dF(0)
fgg 0 (Gz,w,m, fi) dF(0)

J(G:;,?w? m? fb) -

. (1+7) ff% (G, w,m, f.) dF(0)
Iy 070 (Gaw,m, £.) dF (6)

=G, (F3)

Second, consider J (G, w, m, f,) when G = ;(Lé"). It is easy to show that
147 147
J| =——= < —= F4
<E(9)aw7m7fb) E(Q)’ ( )

because of the presence of adverse selection.

Combining (F1), (F3), (F4) and the continuity of the J(G,w, m, f,) func-
tion over (G, we conclude that there exists an equilibrium value Gj such that
Gy = J(Gy,w,m, fp) > G5. This proves Gyrpa. < Giypay < Girpa of (34).

(B) Based on the optimal private annuity purchase (v;) in (15), define
the function

v (V,G,m) = max{0,v,}. (F5)

where other parameters are unchanged. Based on (F5), define the function

(1+7) f) vo (V,G,w) dF(6)
17 0vy (V, G w)dF(0)

K (V,Gw) = (F6)
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which is useful because it can be seen from (18) and (F6) that the equilibrium
payout of the private annuity (V*) in the presence of the PA plan (with G¥)
is defined by

1+7) [P v (VE, G w) dF(0
e Gy = DI VO
Jy Ove (Vi G, w) dF(0)

and similarly for

c e 0D [ (. Gw)dF )
K(‘/b7 b?w): 2 g :‘/b (FS)
fy Ove (Vy, Gy, w) dF (0)

We study K(V,G;,w) as a function of V' when V € [1%0”", Va*] and look
for the intersection of the K (V, G}, w) function and the 45-degree line. First,

consider K (V, G}, w) when V = %. As in part (B) of the proof for Propo-
sition 1, we can easily show that

K (%,G;,w) > 1; | (F9)

because of the problem of adverse selection.

Second, consider K (V, Gj,w) when V' = V*. Our objective is to compare
vg (V5, G, w) with vy (VS G%, w). The comparison relies on an intermediate
term: vy (V, Gi, w"), as follows.

For a retiree whose survival probability # is higher than %,
au/ (Ggm

which is the threshold in (17) with V* = V* and G* = G}, we consider the
hypothetical environment in which she is given extra resources up to the new
wealth level of w" but is allowed to buy PA (with the payout G) and private
annuity (with the payout V*). We want to find the level of w" such that
the individual’s optimal choices of ¢y and ¢9p will be the same (and thus
the first-order condition is the same) as those chosen at her original level of
wealth (w) when both PA (with the payout G}) and private annuity (with
the payout V*) are available. We can use (10) and (11) to show that the
optimal annuity choices are related by

G — Gt
V*

a

Vg (V:, Gzawh) =V (‘/;L*a GZaw) + m, (FlO)

and the actual and hypothetical levels of wealth are related by

V*

a

h

w" = w4+ m, (F11)
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where vy (V5, G5, w) and vy (V, G, w") are determined according to (F5).

We now examine %, where vy (V;*, G,’;,wh) and vy (V5, GE, w)
are the optimal choices in two similar environments which have the same
annuity payouts (V* and GZ) but different wealth levels. When the util-
ity function U (cyg, c29;0) in (1) is homothetic, condition (2) holds, leading
to the result that the wealth elasticity of consumption at either period is
unity. Together with (10) and (11) with v, = m, the share of “equivalent
annuity” purchase to “total wealth” is constant, where the level of total
wealth is captured by w + < Vm 1nstead of w and the amount of equiva-

lent annuity is given by vy (V G,w) + $m instead of vy (V,G,w).** Putting

why Ga=Va w—&-G;_*G;m +G;_*V“*m
t= :G* e = ( V:G* )V* e in (2) where w” is defined in (F11),
it can be shown that
x v 4 G Gy -V
vo (V', G w") + 2m WM Vi (w—m) + Gym
e =t= t— = (F12)
vo Vo', Gi, w) + v W+ —4tm Vi (w—m) + Gim

is a constant (and is larger than 1).
Combining (F10) and (F12), it can be shown that*!

0V G 2z VG + §m} _ G
_ VG (V* * )
% [1/9 (Vx,Gy,w) + Vaim] — %m

_ Va (w — TTL) + Gbm (F13)

% - " (G;fG;)m(wfm)
[‘/:1 (w m) _|_ Gam] + V@(V;,G*,w)

is strictly increasing in 0 for 6 > 0,,, (V.*, G}) = % because vy (V¥, G,

.. . . . . . (V Gy w)

is increasing in 6 for interior solutions. Together with W = 0 for
40Note c19 in (10) can be written as cjp = (w + EVm) — (v + Vm) while cg¢ in (11)

being written as cop = V(vg + gm) Thus, w + —m and vy + m can be interpreted

as total wealth and equivalent annuity, respectlvely

n deriving (F13), we use (F12) in the first equality, and use (F10) in the second
1 Gb

equality. To obtain the third equality, we use straightforward algebra to show that + PV
G (G —G.)m(w—m)
vEM = T tmrarm > 0
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0 € [Oms (V) G2) , O (Vy', G3)] where Oy (V5 G) = SHEEEI) e con-
clude that the Chebyshev’s Sum*?

/9 /9 (@ —1) [”m (Ve Goow) vy (V' Gyow)
emb(va*vezkz) emb(Va*’G;) Va (Va*7 Gz’ w) Vy (Va*7 GZ7 w)
[V$ (V:z*u G:u U))] [Vy (‘/;1*7 GZ; w)] dF(x)dFQJ)

is positive, leading to*?

5 * *
(1+7) fgmb(va*,(;;) vo (Vy', Gy, w) dF'(0)

0 *
femb(v;,a;;) Ovg (Vr,Gr,w) dF(0)

K(Vy, Gy w) =

5 * *
< (1 + T) fgmb(va*j(;;) Vo (‘/:1 7Ga7 w) dF<6)
0
f9mb(V;,G;) Ove (V5, G, w) dF(0)
Combining (F8), (F9), (F14) and the continuity of the K (V, G}, w) func-
tion over V', we conclude that there exists an equilibrium value V;* such that

Vi = K (V) Gyw) < V' This proves Viipy < Virpay < Vpac-
Combining the above results with Proposition 1, we obtain (34). m

=V (F14)

9.5 Appendix G: Proof of Lemma 2

We consider optimal annuity choices (v, , v; and 7p) as functions of 6. (See
Figure A2.) Choose the point (n,v}) on the v curve such that

G* _ v*
vy, = =———m> 0. (G1)
V* _ V*
Since v is an interior solution, (15) with G = G* and V' = V* implies that
u(w—m—vy) =5V (G'm+ V*ry), which is equivalent to
u (w - gim) =y (V*gim) : (G2)
VeV L+p VeV

2Note that vy (V}, Gz, w) = 0 for 6 € [0, 0, (VF,G2)] and vy (VF,G,w) =0 for 6 €
10, 0mp (V),Gf)]. Thus, we need to adjust the lower limit of integration in this Chebyshev’s
Sum.

#3The results that vg (V,5,G%,w) = 0 and vy (V, G5, w) = 0 for 0 € [0, 0, (VF,G2)]
have been used in the derivation.
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Combining (21), (22) and (G2), we obtain n < . Based on (16) and (G1),

we conclude that when 6 € [n, 6’],

G* _ ‘7*
vy > vy = =———m. (G3)
V*—V*
Besides the point (n, %), we find a related point (n,7,,), where

— m. G4
V* - V= (G4)

The points (n, v}) and (n,7,) are linked by the following relationship. Using
(3), (4), (10) and (11), it is easy to see that the consumption levels (¢}, and
c3,) corresponding to the optimal choice v} after the PA plan is introduced
are identical to those corresponding to 7, (which is not necessarily the opti-
mal choice) before the PA plan is introduced. As a result, the corresponding
utility levels are the same. Denote this level as U} = U (c3,,, ¢5,,;n).

Combining (15), (32) and (G4) and using the definitions of ¢}, and ¢3,,
we obtain

u(w—1,) =1u(c,) = #p\/*u' (c5,) < #pv*u' <V*/V\n> :
which implies that
Up < U, (Gb)

after using (6) with V = V*. Since 7, is different from v, according to (G5),
we conclude that 7, is feasible but not optimal. Therefore,

Ur = U (¢ CGopin) < U (€, Copim) = UL (G6)

Next, we show by contradiction that
Chg < Chg (GT7)
for 6 € [n,0]. Suppose it were true that c}, > 3. Based on (6) and (15),

we have v’ (¢},) = %V*u’ (chy) and v (cfy) = %V*u’ (cky). Given (32) and

the supposed inequality ¢}, > ¢5,, these two first-order conditions imply that
u' (cfy) < u'(¢}y), and thus ¢j, > ¢jy. Using (3) and (10), we obtain
Uy >m+ v, (G8)
Using (4) and (11), the supposed inequality ¢k, > ¢4, implies that
G*m + V*uy > V5, (G9)
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Substituting (G8) into (G9) and simplifying, we obtain v, < & & ; m, which,

however, contradicts (G3). Therefore, we conclude that (G?) is correct.

Lemma 1 and (G7) imply that M < 0 when 6 € [n,0]. Together

with (G6), we conclude that U; — U < 0 including when 6 = 0. This proves
Lemma 2. m

9.6 Appendix H: Proof of Lemma Al

We prove by contradiction. Suppose that ¢}, and €, intersect at least two
times in Region C. Select arbitrarily two levels of 6, denoted by j and k with
k > 7, that the intersection occurs. Thus,

Cop = Cags 0= Jik & k> J. (H1)

Since the annuitization choice () is increasing in 6 according to (7) and ¢,
is related to 7, according to (4), we have

G 7 Cop- (H2)
Consider either of the two intersecting points, say, the point at 6 = j.

The assumption of homothetic and time- separable utility function in (1) and
W(E) W)

(2) implies that the equality ——=* =
(t ) (C2J)

t before the PA plan is introduced. Similarly, ,(Z}J; = EC“ after the PA

plan is introduced. The two equalities, together Wlth Cy; = Cy; according to
(H1), imply that

holds for any positive value of

u'(ter;)  v(er)

u’(tc’{j) N u’(c”{j)'

(H3)

The annuitization choices (v, and v}) are interior solutions in Region C
before and after the PA plan is introduced, respectively. Thus, the first-order

conditions (6) and (15) hold for both j and k. The two conditions before the

introduction of the PA plan lead to Z,é;j § = iu,gc%)) and the two conditions
1k 2k

after the introduction of the PA plan lead to u,gcij ; = ZZ,EE? )) Combining
1k 2k
these two equalities with (H1), we have
U/ ’C\k 1 (%
) - G, (14
u (Clj) u'(ciy)
Choose the particular value of ¢ (to be called ¢) such that
{05, = T (15)
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Substituting (H5) into (H3), and using (H4), we obtain LAGTIRUAGTY)

u’(toc’l‘j) u’(c]y)”?
which implies that
toC1; = Cip- (H6)

Combining (H5) and (H6) leads to

o ]
Cq C
1
2=k (H7)
Cyj Cik

The various budget constraints (3), (4), (10) and (11) hold for both 6 = j
and 0 = k, where 7, equals to m in Region C. Using (H7) and performing
algebraic manipulations, we obtain

Viw+ (G =V )m—c; Ve Ve, V+ (G =V )m—c,

/\* ~ — A*/\* — /\*/xk /\* ~

which, with the use of the two equalities in (H1), can further be reduced to

J

(V" =V — (G = V)m] (@ - 7) =0. (18)

Since the term [(‘A/* —VHw — (G* — V*)m] in (H8) is non-zero,** we
obtain ¢5; = ¢5;, which contradicts (H2). Thus, it is impossible for ¢3, and
Cyy to intersect two or more times in Region C. m

9.7 Appendix I: Proof of Proposition 4

For the MPAf plan, it is convenient to label 6 € [0,0;,) as Region Al,
0 € [0f0,00m) as Region A2, 0 € [0y, 0,mp) as Region B, and 0 € [0,,5, 6] as
Region C. (See Figure A3.)

[Insert Figure A3 here.]

It is easy to see that Lemmas 1 and A1 are also applicable to the MPAf
plan.*

#4One can show that there exists a value of 6 € [6,6] such that v = g*:“;* m satisfies

*

the first-order condition (6). Thus, g*:y m must be smaller than the retiree’s wealth w,

leading to the result that {(‘A/* —VHw — (G* - V*)m] is positive.
45The proof of Lemma Al is also applicable to the MPAf plan. The proof of Lemma 1
for the MPAS plan, which is very similar to that in Appendix B, is omitted.
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9.7.1 Proof of Lemma 3

The following three results can be shown. First, the function Uy (f) first
increases in f and then decreases in [ after reaching the unique maximum.

Second, there are two roots to (40). Moreover, Uy (T;) > U because G* > V*
according to Proposition 1(a). Thus, the smaller root is eliminated because
it is smaller than U; and (28) is violated. Third, Uy (f) is decreasing in the
neighborhood of the larger root. As a result, (41) is satisfied.

Combining all the above results, we conclude that (41) holds if condition
(39) is satisfied. On the other hand, if (42) holds, then U; > U; and (41)
does not hold. m - -

9.7.2 Proof of Proposition 4

First, we focus on Region A2. The choices ¢}, and ¢;, are feasible under
the MPAf plan because of (31), but they are not optimal since they do not
satisfy the first-order condition (23). Moreover, the combination of ¢}, < ¢,
and ¢}, < ¢5, is inconsistent with the two lifetime budget constraints (with
and without the PA plan), and the combination of ¢}, > ¢}, and ¢}, <
Cyy 1s inconsistent with the two relevant first-order conditions (6) and (23).
Combining the above results, we conclude that ¢j, > ¢, and Uj > [79* in
Region A2. This is Result 1. R

In Region Al, ¢, is constant but ¢, = V*7j is increasing in §. Since
C3p > Cyy when 6 = 6;,, we conclude that ¢}, > ¢4, for all retirees in Region
A1l. This is Result 2.

Applying Lemma 1, we conclude that w > 0 in Regions Al and
A2; thus, Uy — [76,* is increasing in these two regions. Combining it with
condition (41) and U; > (75 in Region A2, we conclude that U — (75 starts
from a negative value when 6 = 6, and it increases and crosses the horizontal
axis once to become positive in Region Al. This is Result 3.

Next, it is easy to see that cj, is constant and ¢}, is increasing in Region
B. Together with Result 1, we conclude that there are two possible cases in
Region B: (a) ¢, is increasing and passes the constant level of ¢}, once, and
as a result, Uy — ﬁ;‘ is first increasing and then decreasing after reaching a
maximum; or (b) ¢, is increasing but still below ¢}, and as a result, Uy — [75‘
is increasing (and is always positive). Call them Case (a) and Case (b),
respectively.

Regarding Region C, we show that the combination of ¢j; < /c‘{g and
Cy5 > Cyz is inconsistent with (32) and the first-order conditions (6) and (15).

Sk

On the other hand, the combination of c’l‘a > 8{5 and C;§ > Cg is inconsistent
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with (38). Therefore, we conclude that ¢} < ¢ This is Result 4.

Combining Results 1 to 4 and Lemma A1, we end up with two possibil-
ities. First, with Case (a), we conclude that ¢}, and ¢}, do not intersect in
Region C, since intersecting once in Region C will lead to an inconsistency
with Result 4. Therefore, there are two thresholds, with the lower threshold
eﬁ“”‘f in Region A1l and the higher threshold 9]\H4PAf in either Region B or
C. (Some key features are shown in Figure A3, which is based on Case (a).)

On the other hand, with Case (b), we conclude that ¢}, and ¢}, intersect
once in Region C, since no intersection will lead to an ever-increasing (and
positive) U — Uz in Region C, which is inconsistent with (38). Therefore,
there are two thresholds, with the lower threshold HyPAf in Region Al and
the higher threshold Q%PAJC in Region C. m

9.8 Appendix J: Utility effects when health and wealth
are correlated

In the following, we provide a brief computational analysis in a model with
wealth heterogeneity to examine the effects of the two observed PA plans on
retirees’ welfare. To make the analysis closely related to the main sections,
we make as minimal changes as possible. We add wealth heterogeneity to
the model by interpreting w in (3) as randomly distributed, and allow for the
well-known feature that retirees’ health and wealth are positively correlated
(Meer et al., 2003; Michaud and Van Soest, 2008). We represent the two
sources of randomness (survival probability and wealth) by a bivariate normal
distribution, with a non-negative correlation coefficient, as follows:

() ~nw((f). (2 e )y o

where 1, and p,, are the expected values of survival probability and wealth,
respectively; o2 and o2 are their variances; and ¢ (0 < ¢ < 1) is the corre-
lation coefficient.

In the following computational analysis, we use the CRRA utility func-
tion: u(cy) = %, where ¢ = 2. Other parameter values are assumed
tobe: # =01,0 =09, w=2 w=28, juy = 045, 09 = 0.13, p,, = 5,
0b,=09,9=01r=03,p=028 m=12and f=1.0.4°

468trictly speaking, we use a truncated bivariate normal distribution, since the values of
survival probability and wealth outside the specified upper and lower limits are truncated.
These limits are imposed to eliminate variables with inappropriate values (such as negative
survival probability). Based on the bivariate normal distribution with the above parameter
values, less than 1% of the distribution is truncated. Note also that in our two-period

48



We first consider the MPAf plan. In this environment, the annuity choices

are given by
1

s (1) -

Vow =

’ (45)°
f if —1te w< f
G*+(6G*)é -
0G* % 1+p0G* é
Py;w: (1+5C3* T W 1ff<<1+c*lw<m R (JB)
G*+<l+p)¢ G*Jlr 1+p)¢
- PG
\ G*+(?$p)¢
and
1
(&) ? o o
1
v}, = max 0,*—”1{w+<A——1)m]—Am . (J4)
V* V*

* ov>\ ¢
v+ ()
where we now use the two-dimensional subscript 6w to refer to the survival

probability (#) and wealth (w) of a retiree. Moreover, the equilibrium annuity
payouts are given by

e _ 1+rf feﬁzw 0, w)d0dw
2 7 075,00, w)dbdw

L7) [T [P h(0, w)dfdw
g (D) L7 (0, w)oa. "

ff f; Oz h(0,w)dOdw

and = 3
- (L+7) [y, Jy Vo, (0, w)dbdw 07
17 12 0u3, h(0, w)dodw

where h(6, w) is the joint probability density function of the vector of survival

probability and wealth, Z ), given in (J1). Based on the above informa-

tion, the equilibrium payouts are V= 2.780, G* = 2.854 and V* = 2.383.

model, a period corresponds to 15 calendar years. The value of r = 0.3 corresponds
roughly to an annual interest rate of 1.8%.
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In Proposition 4 where the wealth level is constant, we have identified two
thresholds (02747 and 0274} when (39) holds, based on which all annuity
buyers are separated into three different groups. With the additional feature
of wealth heterogeneity, these two thresholds are also present, but now each
of them becomes a curve (on the plane of survival probability versus wealth)
rather than a point, as observed in Panel A of Figure A4.*" Moreover, each
of the two threshold curves are downward sloping.*®

[Insert Figure A4 here.]

We see in Panel A of Figure A4 that the two threshold curves 0747 (w)
and HJ\H/[PAf (w) separate the whole population into three areas. The area be-
low the curve GfPAf (w) represents the buyers who lose under the MPAf plan
due to the mandatory force of the plan. These buyers have a low level of sur-
vival probability or wealth. The area above the curve Q%PAJC (w) represents
the buyers who lose because of the private market distortion effect. These
buyers have a high level of survival probability or wealth. Only the middle
area between the two curves represents the buyers who benefit from the plan
because of the severity reduction effect. The numerical analysis shows that
the pattern of three-group classification in Proposition 4 is preserved in a
more complicated environment with health and wealth heterogeneity.

We label annuity buyers who benefit from the MPAf plan as the winners.
In the case of homogeneous wealth (as in the previous section), we have
obtained the all-or-none pattern when the percentage of winners is plotted
against the survival probability. According to Proposition 4, the percentage

of winner is zero when 6 < ?}W PAf, jumps to 100% at eﬁ“’f‘f and remaining
there when Q%PM <0 <0y P47 but drops to zero after 6 > 0" Now

consider the retirees with the same survival probability (say, # = 0.5) but

TWhen the ceiling and the floor parameters (m and f) of the MPAf plan are ap-
propriately chosen such that conditions similar to (21) and (39) hold (which leads to
Ugw — ﬁ(iw < 0 and UgE — ﬁgﬁ < 0), the two threshold curves always appear.

48Each of the two threshold curves is defined by the equation of identical utility level
before and after the PA is introduced: u (¢1g.) + %u (Copw) = u(crow) + %u (c20w)-
Differentiating totally this equation with respect to ¢ and w, and using the budget con-

do u’ (c10w) =t (Crow)

straints and the envelope theorem, we obtain 57 = —— L . At a given level
5 [u(c20w) —u(C20w)]

MPA ~ ~ .
of wealth, when 0 = 07 f , we show that c19, < €194 and cogy, > Cogy because a retiree

with this threshold level of survival probability over-purchases the PA (and thus consumes

less in Period 1) under the MPAf plan. Thus, 9% < 0 and the threshold curve GLMPAf (w)

gMPAS
H

is downward sloping. Similarly, at a given wealth level, when 6 = we show that

Clow > C1ow and Cagy < Cogy under the MPAS plan. Thus, the threshold curve O%PAf (w)
is also downward sloping. (Note that the above results hold generally, and not only for
the CRRA utility function used in our computational analysis.)

)
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different wealth levels. Since the two threshold curves are downward sloping,
they generally intersect a particular horizontal line (such as § = 0.5) at some
points higher than w but lower than w, leading to the result that there are
some but not all winners. Therefore, the original all-or-none pattern for
winners disappears when wealth is heterogeneous.

Panels B and C in Figure A4 display the percentage of winners against
health and wealth, respectively. We observe that for the buyers with low
survival probability or wealth, only a small percentage of them gain from
the MPAf plan. They are mainly affected by the distortion caused by the
mandatory floor. Similarly, only a small percentage of buyers with high
survival probability or wealth gain from the MPAf plan, because they are
significantly affected by the private market distortion effect. On the other
hand, the majority of buyers with average survival probability or wealth
benefit from the MPAf plan due to the severity reduction effect.

Now consider the VPAc plan when the parameter f equals to zero. We
keep the values of the other parameters unchanged and obtain the results
for the VPAc plan shown in Panels D, E and F in Figure A4. When com-
pared with the MPAf plan, there are two major differences. First, the lower
threshold curve )74/ () in Panel A disappears under the VPAc plan (see
Panel D). Second, all buyers with low survival probability (Panel E) or wealth
(Panel F) are winners under the VPAc plan. Except for these differences,
the other patterns, as well as the interpretation, are similar to those under
the MPAf plan.

To summarize, there are two key results in the above computational analy-
sis (as well as in unreported computations with other parameter values).
First, the pattern of two-group classification in Proposition 3 and that of
three-group classification in Proposition 4 are preserved in a more compli-
cated environment with health and wealth heterogeneity. Second, while the
all-or-none pattern in homogeneous wealth environment disappears in the
more general environment of health and wealth heterogeneity,*® we still ob-
serve the essential features of Propositions 3 and 4 that (a) a large proportion
of good health retirees lose and a large proportion of average health retirees
benefit under either PA plan, and (b) a large proportion of poor health re-

49The reason of the all-or-none pattern in Propositions 3 and 4 is that we only have
one source of heterogeneity (in health). In this case, retirees with the same survival
probability is identical in all other aspects. As a result, they either all benefit or all
lose under a particular PA plan. When there are other sources of heterogeneity (such as
wealth heterogeneity), retirees with a particular survival probability have different levels
of wealth. Since the utility effects also depend on wealth, it is not surprising to find that
among retirees with the same survival probability, some of them benefit and some lose
when a particular PA plan is introduced.
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tirees benefit under the VPAc plan but lose under the MPAf plan. Moreover,
in the presence of health and wealth heterogeneity, there is a parallel set of
results in terms of wealth: (a) a large proportion of rich retirees lose and a
large proportion of middle income retirees benefit under either PA plan, and

(b) a large proportion of low income retirees benefit under the VPAc plan
but lose under the MPAf plan.
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