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Deferred lifetime annuities:
engaging members for life.

Executive summary

A deferred lifetime annuity (DLA) is an insurance product that will be able to provide a
member with regular cash flows that begin later in retirement and continue as long as

the member lives. They will be able to help members deal with longevity risk. DLAs will
create a known period within which members can use their super to generate retirement
income before their regular payments start. In this paper, we call this outcome a ‘bounded
retirement’: a retirement back-stopped by the knowledge that the member’s DLA will begin
to make secure payments later on. Member engagement is also likely to be maintained.
Members will regard their future income payments from their DLA as a core part of their
retirement plan, ensuring a whole of life relationship with their super fund.

DLAs are simple to explain to members. They are going to get a private pension later in
retirement that will provide them with an additional retirement pay cheque for the remainder
of their lives.
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What are deferred lifetime annuities?

A deferred lifetime annuity (DLA) is a product that can help provide secure income streams
towards the end of retirement. It is perhaps best to understand a DLA by building it up by
component:

a. Annuities

An annuity is a product that provides a regular stream of secure cash flows that are generally
known in advance. Many annuities are paid for a fixed term and some are indexed to match
inflation. In Australia, as with many other jurisdictions, annuities are only issued by life
insurance companies.

b. Lifetime annuities

With a standard lifetime annuity, the regular stream of cash flows last from the purchase
date until the end of the policyholder’s life. The Age Pension is a good analogue for a
lifetime annuity.

c. Deferred lifetime annuities

A deferred lifetime annuity will provide a stream of cash flows to the end of a person’s life,

but the cash flows will only start at some time in the future, for example, at age 85. While

there is a delay (called a deferral period) between when the annuity is purchased and when
the payments start, once the deferral period is over, a DLA makes regular payments just like
a lifetime annuity.

Present regulations in Australia make it uneconomic to provide an attractive DLA. It is
expected that these regulations will be changed so that DLAs can be provided alongside
other retirement products.

Are DLAs insurance or an investment?

There is often confusion about whether a DLA is an investment or a form of insurance.
Regular payments from a DLA have three components: interest; a partial return of capital
and a mortality credit.! The first two components have an investment flavour, but the third
iS unigue to insurance.

The deferral period enables more of these mortality credits to be utilised and increases the
insurance aspect of the DLA. As a fund member ages, their DLA will be protecting them
against the possibility of running out of money in their advanced years.

Longevity risk

Living longer than average is a good outcome for most people, so why is it called longevity
risk? Longevity risk is a financial risk. The risk is that someone who lives a long time might
not be able to afford their expected lifestyle because they run out of savings and become
wholly reliant on the Age Pension.

1 Mortality credits are explained on page 5.
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What increases the risk for the individual retiree is the fact that it is very difficult to know
exactly how long they will live. One approach is to plan to live for a few years longer than

expected. However, the range of potential longevity outcomes is actually quite large, so

extending the plan long enough will involve every retiree holding a large amount of excess

capital to be available ‘just in case’. The same thing is observed with retirees that are very

frugal in their early years of retirement in an effort to conserve their capital, impacting their

quality of life.

There are two ways to overcome the financial risk of longevity:

a. Accumulate sufficient savings so that the cost of the desired lifestyle will always be
affordable

b. Lay the risk off to a life company

The first of these requires a large amount of capital to be amassed in order to cover the
potential for a retiree to live for a very long time. The risk is defrayed by the excess capital,

but there is no real management of the risk. The second approach enables the risk to be

managed by someone else who can pool risk and take advantage of that pooling. The two
approaches can, of course, be used in combination.

Pooling

The concept of pooling is to use the law of large numbers across a range of people to
smooth the overall risk characteristics of the pool. In any group of people of a similar age,
some will live longer than average and others will not.

With a large enough group of people, there is a greater probability that the pool of lives will I
experience close to the average mortality experience of the whole population. It is difficult to

know in advance exactly who will have a long life and who will have a shorter life. When the
people in the pool do not know how long they will each live, there is a benefit in agreeing
that all will receive an income for life.

DLAs, being an insurance product, operate by creating a pool across which idiosyncratic
longevity risk? can be diversified away from each individual.

Regulatory protection for members’ money

Life companies are subject to regulation and prudential supervision by the Australian
Prudential Regulation Authority (APRA) that is designed to ensure that, under all reasonable
circumstances, financial promises made by the institutions it supervises are met. There is no
explicit government guarantee, but the framework is similar to that under which the banking
system operates. This includes capital requirements for the life insurance company to be able
to withstand a one in 200 year adverse event.

The Life Insurance Act 1995 (Life Act) requires life companies to invest and manage the >
assets of its statutory funds giving priority to the interests of policyholders as a group.
The Life Act and APRA's prudential standards for Life companies restrict how statutory funds

may be used and distributed in order to protect policyholders.

2 The risk that a particular person lives longer than average and consequently exhausts their retirement savings.
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To meet these regulatory requirements, life companies will invest conservatively and match
the maturity of their assets with that of their liabilities. That is, a life company issuing
annuities will invest in bonds (and other like investments) that have similar maturity and
payment dates as a customer’s annuity contract. Such a strategy helps ensure that a life
company is able to make payments to policyholders when they become due.

In the context of DLAs, this regulatory protection is beneficial, particularly if there is a long
period of deferral. Prudential regulation means that there will be enough capital to meet the
future payments, with government bonds used as the notional investment over the deferral
period. The requirements are that this capital will be available for any adverse market or
credit event.

In addition, life companies hold capital buffers in excess of the regulatory requirements.
This excess capital further reduces the remote possibility that a member might not receive
in full all the payments that they are entitled to.

What are the key benefits of a DLA for a super fund member?

A key problem in the retirement phase is that no one ever knows exactly how long they will
need to generate retirement income. This uncertainty makes planning difficult.

A DLA would solve this problem for a super fund member by creating a ‘bounded
retirement’: a known period before the DLA commences payment. A retiree will only need
their super (and any Age Pension entitlement) to provide income up to the deferral point,
after which the DLA and the Age Pension can take over. Even if their other savings run
out, they would be entitled to the DLA payments and any entitlement to the Age Pension.
This effectively removes longevity risk as they cannot outlive the payments.

Annual bounded retirement .

cash flow

Account-based Pension

Deferred Lifetime Annuity

Age Pension

Retirement age DLA payments start

Age

By providing income for the period beyond the deferral point, the DLA insures a retired
member against the financial cost of living longer. This benefit highlights the insurance
nature of the DLA.

Using a DLA is an efficient way for super members to generate income certainty later in
retirement. An indicative price (using rates from August 2013) would see a 65-year-old male
who buys a $50,000 DLA receive a real® income stream of roughly $10,000 a year (measured

3 The payments would be inflation-indexed.
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in 2013 dollars) from the age of 85 for the rest of their life. Based on updated life tables,
more than half of today’s 65-year-old males would live to receive payment. Rates for female
members, based on a longer life expectancy, would generate a bit less income for the same
initial price.

Payments under a DLA could be expected to be higher than what would be achieved with
a fixed rate investment or even a high growth-oriented investment due to the availability of
‘mortality credits’.

What are mortality credits?

A mortality credit is the positive yield from the mortality experience of the insurance pool.

It is a subsidy from those who die early to the rest of the pool who live longer. The credit
comes from the expectation that not everyone will live to average life expectancy and the
mortality rate increases with age. The mortality credits enable a higher payment to be made
to everyone in the pool

The mortality credit effect helps to provide cash flows to retirees at levels that would be very >
difficult to achieve outside the insurance pool (ie in the broader financial markets). Mortality
credit-related returns are not correlated with equity and bond markets at all in that they are

derived from the capital projected to be released into the pool.

Pooling versus self-insuring

When a third party takes on longevity risk, they prefer to do so with a large number of lives
to provide a pooling effect. The bigger the pool of lives, the more likely there will be a range
of mortality outcomes that all surviving participants can benefit from in terms of the size and
durability of their payments.

Contrast this with attempting to self-insure. The difference with this approach is the lack

of any mortality credits for the individual retiree. The self-insurer is only working with a

pool of one. She will not know how long she must plan to provide income. As a result, a
conservative investor will have to plan for a relatively long horizon. To achieve a comfort level
of 90 per cent, the retiree might need to add ten years beyond the average life expectancy
to her planning horizon. For any given level of wealth, this will require a reduced level of
spending even if investment returns are strong.

In other words, self-insurance can lead to under-spending and a lower quality of life in
retirement.

Group self-annuitisation

There is another option available to members of a large super fund that is halfway-between
self-insuring and insurance pooling: group self-annuitisation. The idea is to generate the

benefit of pooling across a large number of lives, but without the capital (and associated

costs) that are required for a guarantee. The pool, if it is large enough, can cover the

idiosyncratic risk that Jane Doe lives to be 110, but not the systematic risk that a whole

group experiences mortality improvements greater than expected. If the people in the pool

live longer than expected, the super fund would be forced to reduce the level of payments.

This creates a high level of risk for both younger members entering the scheme and those
who live longer, creating a ‘last man standing’ or ‘Ponzi’ effect. This type of scheme is
unlikely to be sustainable unless it pays reduced rates, or uses some form of reinsurance.
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Reinsurance

Reinsurance could be useful for a super fund that wanted to use group self-annuitisation to
cover idiosyncratic longevity risk and then engage a life company to cover the ‘tail risk’ of
systematic mortality improvements. This approach would be similar to how funds currently
use group risk cover offered by life companies for death and TPD, with cost savings due to
scale and specialisation.

The benefits of a default option

The more people in a pool and the harder it is for a member to remove themselves from
a pool, the greater the likely benefit from pooling (i.e. more mortality credits available).
A super fund that built a default option for members, part of which involved a DLA, would
likely receive better pricing, even if members could opt-out of the default.

Member engagement and retention

> For super funds, longevity insurance provides an additional benefit for members and the

opportunity to increase member engagement. Providing a DLA within a fund would put a
focus on the importance of creating sustainable retirement income. The DLA helps guide the
member to consider income in retirement, rather than lump sum benefits. This will help to
keep members engaged with their fund and help the fund retain and serve members for life.

Concluding remarks

A deferred lifetime annuity will be an important option for funds to offer retirees as they
look to manage the financial costs of an extended life. Funds offering a deferred lifetime
annuity to their retired members will be able to retain and add further value to members in
this increasingly important area.

The longevity insurance for future income provided by DLAs will keep more members actively
involved with their fund as a provider of retirement solutions for life. Funds will also have the
opportunity to nudge longer-living members into protecting themselves against being solely
reliant on the Age Pension late in retirement.
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