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Interest rates are
at the lowest
they've ever been
in Australia.

Challenger

Retirement Income Research:

Does it make sense to buy an
annuity in a low interest rate
environment?

Key Points

Retirees often ask their adviser if it is a good idea to lock in some retirement income in a low
interest rate environment. There is often a sense that ‘rates will have to rise’ and so clients
assume that it makes sense to wait. To help in these discussions with retiring clients, this
paper explores the ‘road map’ for interest rates — the yield curve:

* |Interest rates are affected by a range of factors such as assumptions about economic
growth, inflation, fiscal position and so on. Debt markets take account of all these factors
and set prices for fixed income securities with maturities going out decades. These prices
are known as the ‘yield curve’

* Annuity prices are set relative to the yield curve, so they already have future expected
interest rate movements priced in.

e A low rate environment is not necessarily a ‘bad time’ to lock in secure retirement income.
If rates rise in line with market expectations, as already reflected in the yield curve, then
investors who buy an annuity will not be missing out.

Introduction

In May 2015, the Reserve Bank of Australia (RBA) lowered the official cash rate to a target
rate of 2.0 per cent. This move ushered in the lowest interest rate environment ever
experienced in Australia. In such a low rate environment, should advisers consider locking
in part of a client’s retirement income with investments that are closely aligned with interest
rates, such as an annuity?
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Interest rates and the yield curve

The yield curve is a curve made out of a series of market prices for interest rate-linked
securities. As the name suggests, the prices can be plotted to create a smooth curve, from
short-dated deposits out to longer maturity bonds. Typically, the curve slopes upwards. That
is, it rises with the longer maturities reflecting the reward or ‘term premium’ that a lender
demands for having money tied up for longer.

The yield curve is the professional market’s best view of future interest rates.

The critical point for advisers to explain to clients is that expected changes to future interest
rates are already priced into the yield curve. All around the world, highly motivated traders,
analysts and investors are making decisions about the likely movements of interest rates for
up to 30 years into the future. If those market participants think, for example, that interest
rates are going up in 2017, then that would already be priced into the yield curve. You
would be able to see higher yields in the prices at the relevant part of the yield curve. Let's
have a look at what the yield curve is currently saying.

Chart 1, below, shows the market forecast for interest rates based on Australian government
bonds with maturities from this year and to 2037. The curve initially descends, is then flat for
a while, but eventually slopes upwards. What the curve shows is that the professional market
is saying: ‘Hey don’t think interest rates are going to go up before 2017".

Chart 1 Australian government bond yields 6 May 2015
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Source: RBA, as at 6 May 2015

Why is the yield curve relevant to annuities?

In broad terms, annuity rates are set relative to bank-to-bank swap rates and long-dated
bonds. The capital supporting annuity payments is invested across a range of assets with
maturities all along the yield curve. In this way, the assets are broadly matched to the cash
flows of the annuity liabilities. This means that both the short and the longer end of the yield
curve is incorporated into today’s annuity prices.

In other words, annuity payments have expected movements in interest rates already priced in.
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Investing during low rates

There are a number of good reasons to consider locking in part of client’s retirement income
with an annuity, whether it is term or lifetime, even in a low interest rate environment. This is
especially true when the annuity is used as part of a goals-based retirement income strategy.

The key benefit to using an annuity to lock in retirement income for your clients is that it I An annuity can
creates a level of income certainty. An annuity bought with part of their retirement wealth prOVIde Income
can enable retiree clients to cover their basic spending needs with income that will not vary certainty.

with the investment markets. This allows the balance of their wealth to be invested with
other goals in mind, for example, growth and liquidity.

Because annuities are invested across the yield curve, they usually pay a higher rate
compared to short term investments such as cash or term deposits. Chart 2 shows the yields
for cash and some intermediate term instruments compared to term annuities in May 2015.

Chart 2 yields on various Australian term instruments in May 2015
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In a low rate environment, waiting for interest rates to increase often means that clients
lose out in the short term by holding lower yielding short-term assets like cash. When rates
increase in line with the expectations in the yield curve, the total income payments received
are often less than a single longer term investment.

Consider the following example using a term annuity. Your client has an option to buy

a 10-year term annuity, which returns all of their capital at the end of the ten years. The
alternative would be to roll investments in short-term cash for the 10 years. Based on current
conditions, assume cash remains at 2 per cent until 2017 and increases steadily thereafter,
peaking at 5.5 per cent in 2025. Table 1 highlights the total income payments for the client
would receive under the two options.

As the table indicates, the projected increase in rates does not produce the same total
income as the 10-year term annuity. This is the case even though the projected increases are
higher than what is currently anticipated in the market, and higher than the previous peak in
Australian cash rates.
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$100,000 in term annuity $100,000 in cash

Rate Income Rate Income

2015 3.52% $3,520 2.00% $2,000
2016 3.52% $3,520 2.00% $2,000
2017 3.52% $3,520 2.00% $2,000
2018 3.52% $3,520 2.50% $2,500
2019 3.52% $3,520 3.00% $3,000
2020 3.52% $3,520 3.50% $3,500
2021 3.52% $3,520 4.00% $4,000
2022 3.52% $3,520 4.50% $4,500
2023 3.52% $3,520 5.00% $5,000
2024 3.52% $3,520 5.50% $5,500
Total $35,200 $34,000

Source: Challenger rates as of 6 May 2015. Projected interest rates are hypothetical only

With lifetime annuities, payments in low interest rate environments are often higher than
other pure interest rate investments because of what are known as ‘mortality credits’.
Mortality credits are the redistribution of capital from annuitants who die sooner than
expected. These credits are shared between surviving annuitants and the life company’s
shareholders. Mortality credits are factored into annuity payment rates from the outset.
As a person ages, more of their annuity payments are sourced from mortality credits.

Is it better to wait?

One option often discussed is for the retiree to wait for interest rates to rise in order to

‘get a better deal’. After all, many advisers are aware of an elderly client who bought their
annuity in the 1990s when payment rates were high (primarily because of inflation). In
hindsight, that now looks like it was a great time to buy any long term interest rate-sensitive
asset. Government bonds were over 13 per cent and the Reserve Bank was yet to adopt an
inflation target of 2-3 per cent. Rates are unlikely to get back to these levels (without an
explosion in inflation), but it is tempting to think that waiting until they get to 6 per cent
might be okay.

The problem with this way of thinking is that you might still be waiting a very long time.
Japanese yields continued to fall after the 1989 Nikkei collapse. Indeed, cash rates in Japan
have now been 1% or lower for 20 years. The key drivers for low rates have been continuing
low inflation (and deflation) and the demographics of the elderly population in Japan. The
rest of the developed world is facing these conditions now. Japan’s history shows us that rate
movements are never a one-way bet.

Also, some retirees see that lifetime annuity payments are higher for older people, so believe
that by waiting they too will get a better rate. This misses two key elements of pricing
lifetime annuities. First, payments for any annuitant are calculated to a projected age at
death. An annuity that starts at an older age might have higher regular payment rates (and
so looks more favourable), but on average those payments will be paid for a shorter period.
The reason these rates are higher is that the annuitants are closer to their life expectancies
and so more capital can be repaid to them, but over a shorter expected period. The second
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point is more subtle. It is that actuaries calculate the expected payment periods from life
expectancies that, so far, have been increasing over time. The payment that a 70-year-old
would receive today, is likely to be higher (with similar interest rates) than what a 70-year-old
(who is currently 65) will get in five years’ time.

A practical alternative

Not wanting to lock in a certain level of retirement income in a low interest rate environment
does not mean a retiree should not lock in any income at all. If, after considering all the
issues and risks of staying fully invested in the market, the retiree and their adviser think that
rates will be better next year, they might start with locking in a little bit of income now, just
in case rates don't increase, and plan to lock in another tranche later on. This is building
what could be called an ‘annuity ladder’- a series of annuities bought at different times.

Conclusion

If everyone thought that interest rates were going to increase substantially in the near future,
longer term rates would go up immediately. If the market thought rates were going up later
this decade, that would also be reflected in the yield curve. As this paper has explained, the
yield curve is our best estimate of future interest rates, where expected movements in rates
are already priced in.

It is, therefore, never the wrong time to recommend an annuity to lock in part of a client’s
retirement income. The role of the annuity is to meet the specific goal to deliver a secure
source of income to meet your client’s essential spending needs.
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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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