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Money's worth: Are annuities good value for money?

Everyone wants value for money when they buy something, including financial
products. Someone who invests in a managed fund wants to know that the return they
get will more than offset the fees paid. In other words, people want to know that they
will get back more than they put in. After all, that's the whole point of investing.

Similarly, when people buy an insurance product like home, car or travel insurance,
they get peace of mind from transferring the risk of a painful loss to a third party (an
insurance company). People who buy home insurance generally spend their whole lives
paying insurance premiums without ever making a claim. But, the knowledge that the
insurer would replace their house if it ever burned down has real value.

Lifetime annuities have an Some products, like lifetime annuities, combine elements of investment and insurance;
insurance element on top lifetime annuities make payments based on a rate of return (the investment element)
of an investment for the life of the policyholder, however long that might be (the insurance element).

However, people often think only about the investment element of a lifetime annuity
(particularly how much they will get back compared to what they invest). The insurance
feature of a lifetime annuity is often overlooked, but adds significant value for the
policyholder, just like in the home insurance example.

Key points

¢ Lifetime annuities have an insurance component, which should be considered when
assessing value for money;

¢ Challenger's lifetime annuities have a money’s worth ratio over 1. That is, on average,
your client will get more back in cash flows than what they invested; and

¢ |f a client decides to commute a lifetime annuity, they will get more value for money
the longer they delay the commutation (within the withdrawal guarantee period).

How does an annuity provide value for money?

Annuities provide value by transferring a number of risks from the policyholder to
the life company as well as providing a guaranteed cash flow. Life companies are
prudentially supervised to ensure they are able to meet policyholder liabilities.

Insurance against longevity risk

One of the risks that your clients face is living longer than expected (longevity risk).

If your clients live longer than average, or longer than they were planning for, they run
the risk of not having enough money to provide the standard of living they want for all
of their retirement. A client who runs out of money before they die is likely to rely on
the Age Pension. This will last for the remainder of their retirement, but it only provides
a safety net and is unlikely to fund your client’s desired lifestyle. A client who buys a
lifetime annuity, transfers this risk of outliving their savings to the life company.

Annuities can protect against
the cost of living a long time

Life companies are able to provide this insurance because they can pool risk. Here, a
group of people each pay an amount or premium to ensure that they will receive a
stream of cash flows for life. Nobody in the group knows how long they will live, but
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Clients prefer to be protected
from the impact of inflation
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they are all willing to pay a premium to ensure that they will continue to receive regular
payments for life. Some in the group will die earlier than average and some will die
later, each receiving a different number of payments.

The pooling of lives also benefits from the time value of money represented by the
‘unconsumed premiums’ of policyholders who die early. This value is sometimes called
a ‘'mortality credit’ and is able to be invested and shared between the insurer and
surviving policyholders. The ultimate effect is that all policyholders in the pool enjoy
more attractive annuity payments than would otherwise be available.

Protection against inflation risk

Inflation can significantly impact your clients’ standard of living in retirement, so it is
important to have some way of mitigating this risk. A recent study by National Seniors
Australia found that 93 per cent of older Australians think it is somewhat or very
important for income to adjust for inflation.’

Lifetime annuity payments can be linked to the CPI. Here the risk of price increases is
passed on to the life company. Like other forms of protection, the value of inflation
protection is hard to appreciate in advance. With average retirement periods of 25 years,
and many extending beyond 35 years, your retiree clients will be exposed to inflation
risk for a long time. Economists are notoriously bad at forecasting future inflation and,
as can be seen in Figure 1, inflation has tended to spike, exposing retirees to a sudden
loss of purchasing power that they cannot protect themselves from once it happens.

Figure 1: Australian inflation — 1949-2012
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Source: Australian Bureau of Statistics

! Available at http://www.nationalseniors.com.au/icms_docs/153063_20130412_-_Retirees_Needs_And_Tolerance_
For_Risk_report.pdf
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Protection against market risk

Annuities do not expose A client whose entire retirement savings are exposed to investment markets runs the

clients to swings in markets risk of adverse market movements depleting their retirement capital. If your clients
invest part of their retirement balance in a lifetime annuity, they can rest assured that
they will always receive a certain cash flow regardless of investment market conditions.
Again, the risk of adverse market movements is transferred to the life company.

Why do people struggle to see the value of annuities?

As we all know, money has a time value, based on the interest it can earn. Investors
value $1 today more than $1 in the future. So, if they lend money to someone, they will
want to be compensated for not having the use of it for the period of the loan.

The higher the current rate of interest, the lower the present-day value of a future
dollar. When assessing the value of something in the future (an asset or a cash flow and
even a liability), the interest rate used to analyse its value in today’s dollars is called a
‘discount’ rate. The discount rate reflects the rate of return that investors expect to get
over time for tying up assets over the investment period in order to receive that asset in
the future. This is illustrated in the following table showing the present value (PV) of $1
being paid at various points in the future at a range of discount rates.

Table 1: Present value examples

Annual PV of $1 received PV of $1 received PV of $1 received
discount rate in 10 years in 25 years in 50 years
1% $0.91 $0.78 $0.61
4% $0.68 $0.38 $0.14
7% $0.51 $0.18 $0.03
Source: Challenger
People tend to over discount With an annuity, you put your money down now for peace of mind in the future. One
the value of future payments of the reasons people misjudge the value of annuities is that they have a tendency to

undervalue future cash flows. That is, when people try to think about cash flows 20 or
30 years out in today’s dollars they use a discount rate that is unrealistically high. So,
when people think about the cash flows they will get from an annuity in 25 years, they
might apply a subconscious discount rate of, say, 10 per cent a year instead of a more
reasonable rate of, say, 5 per cent a year.

Another reason people underestimate the value of lifetime annuities is that they might
not realise that half the population will live longer than average. They forget about the
insurance value that annuities provide if you live longer than the average.
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Money's worth is the
discounted proportion of the
purchase price an annuitant
is likely to get back

Measuring an annuity’s value for money using the ‘money’s worth
ratio’

One way of measuring the value for money of a lifetime annuity is to use the so-
called money’s worth ratio.2 The money’s worth ratio tells us what proportion of the
purchase price is expected to flow back to your client in the form of regular payments
over the course of their retirement. The higher the money’s worth ratio, the higher the
proportion of the initial purchase price your client is expected to get back over their
retirement and the better the value for money.

For example, a lifetime annuity with a money’s worth ratio of 0.9 means that your client
should expect to get back 90 per cent of the value of their initial purchase price over
the course of their retirement. Alternatively, 10 per cent of the price can be thought

of as the cost of the longevity protection provided by the lifetime annuity. The cost of
the longevity protection is also referred to as the ‘load’ or ‘loading’ and is made up of
administrative costs, operating costs, profit margin and the cost of adverse selection
where population mortality tables are used.

Definition: Adverse selection

People who buy annuities tend to live longer than the general population. They will
be healthy people who expect to benefit from future annuity payments for a
longer lifespan. People with health issues are less likely to buy annuities since they
will expect to receive fewer annuity payments. The result of this behaviour, from
the insurer's perspective, is referred to as ‘adverse selection’.

The money’s worth ratio is estimated by calculating the expected present discounted
value (EPDV) of future annuity payments as a proportion of the purchase price of the
annuity.

Money's worth ratio = (EPDV of future annuity payments)

(Annuity purchase price)

The EPDV is the sum of discounted future cash flows, weighted by the probability of
receiving those cash flows. For a term annuity, the probability weighting is 100 per
cent, but with a lifetime annuity, beyond the withdrawal guarantee period?, the average
life expectancy of the policyholder will increasingly affect the probability of receiving
payments the later they are scheduled to occur.

2 A money's worth framework was set out in Mitchell, Olivia, James M. Poterba, Mark Warshawsky, and Jeffrey R. Brown
(1999) ‘New evidence of the money’s worth of individual annuities.” The American Economic Review 89(5), 1299-1318.

3 The withdrawal guarantee period is the period during which a policyholder is guaranteed to receive some or all of their
capital back on commutation or death. In the case of Challenger’s Liquid Lifetime, this is the first 15 years of the policy.
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For example, assume that an annuity pays three cash flows of $100, where the
probability of receiving the first cash flow is 90 per cent, the probability of receiving
the second cash flow is 80 per cent and the probability of receiving the third cash flow
is 70 per cent. Assume further that the discount rate is 4 per cent per annum (or 1 per
cent real).

EPDV = ($100x 0.9) ($100x 0.8) ($100 x 0.7)
(1+0.04) F (1+0.042 * (1+0.04)

$223

So, in this example, if the policyholder paid $220 for the annuity, the money’s worth
ratio at purchase is 1.014.

Money’s worth ratio of a Challenger annuity

Current lifetime annuities Money’s worth ratios for Challenger annuities have been calculated taking into account

generally have money's improvements in mortality and adverse selection. We have estimated money’s worth

worth ratios over 1 ratios for Challenger’s lifetime annuities and 10-year term annuities. The scenarios
considered are outlined in Table 2 and estimates were constructed for both men and
women.

The life tables are constructed from the Treasury data underlying the 2010
Intergenerational Report which take into account improvements in mortality, rather
than Challenger’s life tables, which are adjusted for the adverse selection referred to
earlier. However, the annuity cash flows are based on Challenger rates from 30 April
2013. The Residual Capital Value (RCV) is the proportion of a term annuity investment
that is repaid to the investor at maturity. An RCV100 product pays back all the initial
capital on maturity, just like a bank deposit, while an RCVO product pays a part of the
capital back with each payment, just like a ‘principal and interest’ mortgage repayment
(except in reverse), so that there is no capital left at the end of the term.
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Table 2: Money's worth ratios of selected Challenger annuities
Liquid Lifetime Liquid Lifetime Liquid Lifetime Liquid Lifetime

Purchase price: $100,000 $100,000 $100,000 $100,000
Payment: Annual Annual Annual Annual
Annuity term: Lifetime Lifetime Lifetime Lifetime
Age at purchase: 65 65 65 65
Commutation Commute year 5 Commute Commute Do not commute
assumption: year 10 year 15

Death benefit First 15 years First 15 years First 15 years First 15 years
RCV: Varies Varies Varies Varies

Money’s worth
CPI (3%) indexation

Males 1.05 1.10 1.18 1.14

Females 1.10 1.19 1.28 1.21
No indexation

Males 1.10 1.10 1.16 0.99

Females 1.10 1.11 1.19 0.93

Lifetime 10-year RCV100 10-year RCVO

Purchase price: $100,000 $100,000 $100,000
Payment: Annual Annual Annual
Annuity term: Lifetime 10 years 10 years
Age at purchase: 65 65 65
Commutation assumption: On death only On death only On death only
Death benefit First 15 years Yes Yes
RCV: Varies 100% 0%

Money’s worth
CPI (3%) indexation

Males 1.14 NA 1.07

Females 1.21 NA 1.08
No indexation

Males 1.15 1.1 1.06

Females 1.17 1.13 1.07

Source: Challenger

The results show that the money’s worth ratio is, for the most part, similar between
lifetime and 10-year term annuities. In all but one case, the money’s worth ratio

is higher than 1, indicating that your client is likely to receive back more in cash
flows than they paid for the product (without attributing any value to the insurance
components).
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How does the value for money of an annuity compare with other
insurance products?

The concept of the money’s worth ratio has some similarity to the claims ratio concept
used in the general insurance industry. The claims ratio is calculated as the ratio of
claims paid by the insurer to premiums received. That is, the claims ratio measures the
proportion of premiums paid back to policyholders in claims. Comparing the money’s
worth ratio of an annuity with the claims ratio of something like home or car insurance,
illustrates the value of the longevity protection (insurance) in the annuity.

The money’s worth ratios of In order to provide a clearer comparison between an annuity and a general insurance
annuities compare favourably product, we compare here the money’s worth of an annuity with the claims ratio of two
with other types of insurance of the most common types of personal insurance your clients are likely to have: home

and car insurance.

Figure 2 illustrates that the historical average claims ratio for home insurance is about
65 per cent, while car insurance averages about 75 per cent. That is, home insurance
policies generally pay back around 65 per cent of the cost of the policy, while car
insurance policies generally pay back around 75 per cent. By comparison, the money’s
worth ratio for Challenger’s Liquid Lifetime nominal annuity is currently around 110 per
cent. These numbers suggest that the cost of the longevity protection in annuities is
lower than the cost of protection provided by home or car insurance.

Figure 2: Home and car insurance claims ratio
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Source: JPMorgan/Deloitte General Insurance Industry Surveys 1994 to 2011

This result is interesting since many of your clients, who buy home or car insurance,
would accept the fact that they might never need to make a claim and, therefore,
might never receive any monetary benefit at all. However, some of your clients who
might be considering buying annuities might hesitate, given the initial upfront payment
even though, over time, they are likely to receive back more of the purchase price than
they would under their home or car insurance policies. Based on the money's worth
ratio, annuities offer your clients more value per dollar spent than common general
insurance products.
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Conclusion

Lifetime annuities are one way to provide your clients with regular cash flows in
retirement. But, lifetime annuities also offer protection against a number of risks in
retirement that are often overlooked and undervalued. Annuities can be used to ensure
that your clients are able to support a standard of living at a particular level for as long
as they live.

The combination of regular and predictable cash flows, together with the value of the
insurance provided, means that your clients are likely to receive more back in payments
than they paid for the annuity. As a result, the value for money offered by lifetime
annuities is at least as good as it is for other types of insurance your clients will be
familiar with.

Your clients can combine a lifetime annuity and an account-based pension to get the
best of both worlds. That is, a lifetime annuity can provide your clients with protection
against the risk of living longer. Growth assets within an account-based pension can
then provide them with access to market upside. Combining the two can help with the
multiple objectives of your retiree clients.
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The information in this document is not intended as financial product advice or any other form of advice. It does
not take into account the investment objectives, financial situation or needs of any person. This document is
produced for use by licensed financial advisers in considering retirement income issues and not for use by retail
investors. All examples are hypothetical and for illustration purposes only. We make no warranty in relation to,
nor accept any responsibility or any liability for, any errors or misstatements, nor for any loss or damage arising
in respect of, the material in this document, however caused.
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