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Mortality Credits:
What are they?

Introduction

J A lifetime annuity Payments made under a lifetime annuity have both an investment and insurance element.
has an insurance The investment element comes from a ‘principal and interest’-type payment based on the
element. capital that a retiree uses to buy an annuity. This is similar to a bank receiving mortgage
payments that comprise both a repayment of principal and interest on the outstanding loan
balance. The insurance element comes from the pooling of longevity risk, where a pool of
lives will result in a range of mortality outcomes that surviving participants can benefit from.
It is this pooling of longevity risk that creates what are referred to as ‘mortality credits’.

Figure 1: The composition of a lifetime annuity payment

Principal Interest Mortality

Credit

What are mortality credits

I Payments are A mortality credit is the higher payment that is available to someone who contributes their
higher because capital to a longevity insurance pool, where they are only entitled to payments while they
of the expected are alive. Technically, the mortality credit is the extra amount that can be paid to survivors

return of capital
to the insurance
pool.

because the overall mortality of the pool can be predicted with a reasonable degree of
certainty. Those who live beyond the actuarial life expectancy of the longevity insurance
pool benefit from the contributions of those who die earlier. In practice, mortality credits are
shared between annuitants and the life company’s shareholders as part of the return on the
latter’s capital. This paper only looks at mortality credits shared with annuitants.
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Leading annuity expert, Moshe A. Milevsky (2006), describes it as a process where the
capital and interest of the deceased annuitant is ‘lost’ to that person and their beneficiaries.
It is then ‘gained’ by the surviving annuitants. The remaining value of the annuity of the
deceased is spread across all annuitants to help secure their lifetime income payments.
Because the life company providing the annuity can estimate the range of lifetime outcomes,
it is able to offer increased annuity payments for everyone from the outset.

How mortality credits work

Lifetime annuity payments are based around age, gender and average life expectancy, which
is determined by actuarial life tables. Life companies further refine their life expectancy
assumptions to take into account issues like adverse selection and the risk of mortality
improvements. Pricing is then based on the survival probabilities for each person against the
average expectation. This is a basic description of how annuity payments work, in what is a
very mathematically complex process. It does, however, allow us to describe how mortality
credits work.

As the life expectancy is an average, approximately half of the annuitants will die before
reaching the expected average and will not benefit further from their annuity.” The
remaining value of the unused annuity is then transferred and spread across the rest of the
pool of annuitants. This creates the mortality credit. Expected mortality credits are taken into
account by the life company in its initial pricing of the annuities and so are reflected in the
qguoted payment rates.

Because payment rates are fixed at the start of a lifetime annuity and include the expected
mortality credits, what we see with age is that the actual payments to surviving participants
are made up of larger and larger proportions of mortality credits. Figure 2 illustrates how
mortality credits make up an increasing proportion of lifetime annuity payments over time.
In essence, it shows that the life company expects some people to die early, so the present
value of the expected future payments is released to those who continue to live. This is how
the mortality credit benefit works.

Figure 2: Stylised breakdown of annual lifetime annuity payments
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1 With most contemporary annuities, there is a death benefit payable on death within the first 15 years.
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What about self-insurance?

When a life company takes on longevity risk, it seeks to do with with scale, creating a pool
of lives and a corresponding spread of risks. The bigger the pool of lives, the larger and more
predictable the range of mortality outcomes becomes. This is the law of large numbers. The
life company will be better able to project the number of survivors at different points in time
and should be able to offer participants a better payment rate, reflecting the annuitants’
share of the expected mortality credits.

Contrast this with an attempt to self-insure. A retiree who wants to self-insure is only
working with a pool of one. The individual retiree will not know how long they will live

and how long they must plan to provide income. As a result, the retiree will need to be

conservative and will have to plan for a longer than average retirement. To achieve a

comfort level of 90 per cent, the retiree might need to add 10 years beyond the average

life expectancy to their planning horizon. For any given level of wealth, this will require a

reduced level of spending even if investment returns are strong.

The difference with this approach is that there is no insurance element to combine with the
investment element; actually making retirement more expensive. Clients about to retire will
often underestimate their life expectancy which could compound this problem. Annuities

and mortality credits are the only effective way a person can protect against longevity risk.2

The benefits of mortality credits in annuities
.

The biggest benefit of the mortality credit in an annuity is the longevity protection it
provides, which is produced by essentially subsiding those who live longer from those
who die earlier in the insurance pool. It is worth touching on some of the other benefits
of mortality credits which help to promote the benefits of annuities in general.

Everyone chips in so that survivors get looked after

Mortality credits are a transfer to surviving annuitants of the pool. It's important to note
that the capital left by the deceased in the annuity pool is not simply transferred to the
insurer. Andrew Boal from Towers Watson describes that it is a common misconception that
if an annuitant dies early the insurer will benefit. He says that, ‘this is not the case though.
Those who benefit are all the other annuitants in the pool. The insurer just takes its cut from
providing the service’.?

In a way, the mortality credit is a collective agreement to share the risk of longevity as a
community and in the event of death, to pass on a proportion of the remaining value of the
longevity insurance to others in the community.

Benefit of mortality credits in low interest rates environment

With low interest rates, the mortality credit component of annuities becomes an even more
important part of retiree financial planning. It makes annuities more attractive relative to

other assets that are heavily influenced by prevailing interest rates, like bonds or cash. Clients

who buy an annuity as part of their retirement financial plan will benefit from a consistent

secure guaranteed income stream that benefits from something that no other asset class can
produce: mortality credits.

2 The Age Pension is a means of ameliorating longevity risk, but the payment rate is only at a ‘safety net’ level and will
not support even a modest standard of living according to the ASFA Retirement Standard.

3 http:/Avww.afr.com/p/personal_finance/portfolio/why_retirees_overlook_lifetime_annuities_TgYqw2d4DtlaQqévQfulOl
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Age and value of mortality credits

The value of mortality credits will vary with the age annuitisation starts. In general, the
payment rate for an annuity will increase as a person chooses to defer annuitisation to older
ages. This is because, year-by-year, their mortality rate increases. A retiree who defers their
annuity purchase will have less time to receive their annual payments because their life
expectancy will be shorter, and their annual payments correspondingly larger for the same
purchase price.

The increasing value of mortality credits with age does not necessarily imply that the delay of
annuitisation is optimal. It should be made clear to clients that, by waiting, they run the risk
of missing out on the mortality credits offered in the interim and that deferring annuitisation
isn't the same thing as delaying annuitisation.

Concluding remarks

Mortality credits are a powerful value-add for clients who buy a lifetime annuity. It is the
insurance element of risk pooling that gives lifetime annuities value beyond the investment
element and it is something that can only be accessed through annuities. Adviser
appreciation of what mortality credits are and how they can benefit their clients will be

a crucial tool adding value in the important area of retirement income.

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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