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Appendix E

More people are
gradually winding
down to retirement
instead of stopping
work completely.

The Case for Removing Barriers
to Working Longer counues

The Actuaries Institute recommends that earned income be removed
entirely from the Means Test and that simpler means testing rules be applied
to assets, with a view to both reducing complexity and improving labour
market participation amongst older workers.

We believe that there would be significant administrative and efficiency
advantages in making these changes to the means testing regime, as
well as improvements in the behavioural and financial incentives to keep
working.

In turn, this would then make it easier for retirees to provide additional
post-retirement income for themselves from multiple sources.

The Actuaries Institute believes that the Government should revisit the
idea of allowing the Age Pension to be deferred, so that if a person who
is eligible for the Age Pension keeps working for a limited (or unlimited)
deferral period after the Age Pension commencement age, their Age
Pension entitlement increases. This means retirees can fund the first part of
their retirement through their superannuation savings for a known period
and rely on a higher Age Pension to manage their longevity risk.

A deferred Age Pension is a policy that is used in a number of OECD
countries, including the United Kingdom and United States. As an
example in Australia, an option could be to increase the Age Pension
by 5% for each year that it is deferred up fo a maximum increase

of 50% after 10 years of deferment. The relevant means testing will

still need to be applied each year of payment or deferment, in
particular if the retiree is not eligible for the Age Pension then they
would not be eligible to defer it. The objective therefore will be

to encourage age pension eligible persons to keep working.

It could be argued that deferring the age pension could create a larger
liability for the Government than it gains from the lower period of payment.
Detailed modelling would be required but we believe that the benefits from
securing productive work and tax from people who would otherwise have
retired could more than compensate for any additional cost. We note that
there would need to be rules that ensured that more wealthy people will
not qualify for the increasing pension payments if they were not eligible

for the Age Pension. Rather than deferring the age pension and receiving
higher payments later there may be an option for the retiree to receive

a lump sum from the Government in recognition of the deferral, this may
be a small one off payment or may be a conftribution to the individuals
superannuation fund for example in the form of a co-contribution.

Whilst the Government should remove barriers to working longer there are
also the social issues around providing opportunities for older persons to
find meaningful employment. These issues are outside the scope of this
discussion.
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Appendix F Annvity Products

The Actuaries Institute is suggesting that the Government place limits on
the amounts of money that may be drawn out of the superannuation
system post-retirement. In effect the high net worth retirees would need to
draw down the maijority of their funds over an extended period of time.
This section discusses some potential products available to retirees. We
have termed these annuity products although they have significantly
different features.

Annuities are income stream products that provide an income in retirement.
There are different types of annuities that can be made available by
superannuation funds or financial services businesses. The following is a
summary of the range of products available:

e Account-Based Annuity (Note that these are currently referred to
as account based pensions) — Retiree manages their own individual
account. Features include: choice of investments, no guarantee of
balance or income, flexible income with a minimum annual
draw-down, complete access to capital for transfer to another annuity
product or withdrawal as determined by the Government rules. There
is no insurance component to this product.

¢ Term Annuity — Retiree purchases product from an annuity provider.
The income is not flexible but is fixed or indexed to a specified indicator,
income is guaranteed to be paid for a certain term. Some annuities
return the capital at the end (100% RCV), others utilise the capital to
make regular payments so there is no residual capital value (zero RCV).
Under current legislation there must also be a benefit paid on death.

¢ Lifetime Annuity — Retiree purchases product from an annuity provider,
income is not flexible but is fixed or indexed, income is guaranteed to
be paid for life, there is usually no residual capital value(zero RCV) on
death — although “insurance” can be bought which may provide for a
payment guarantee or a death benefit.

¢ Deferred Lifetime Annuity — As for lifetime annuity, these may be
purchased at refirement or over a number of years, but the payments
are "deferred” — they do not commence immediately but start in future.
E.g. a 20 year deferred annuity bought at age 65 will commence
payments at age 85 if the retiree is sfill alive. There is generally no return
of capital on earlier death.

¢ Variable Annuities — Variable annuities are unit linked savings contracts
with attaching guarantees, for example they may provide capital
guarantees or minimum annuity rates.

¢ Other new innovative products These are a hybrid of some of the above
types of annuity. E.g. a variable annuity may start as an account-based
annuity then "morph” into a guaranteed annuity at say age 85.

Over the past 15 years, account-based pensions have become the most
popular choice for retirees with substantial superannuation balances.
Investment markets were strong up until 2007, and high equity returns
boosted account balances. Refirees are attracted to the payment flexibility
and access to capital in the early, active stage of their retirement. The
disadvantage with these products is that they offer no protection of capital
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Appendix F Annvuity Products v

Current lifetime
annuities products
are becoming
increasingly
unattractive and
insurers should be
enabled to develop
further options for
future retirees.

and many retirees have had their capital reduced by low investment
returns since 2008. In addition, there is no longevity guarantee so when the
account balance is used up, the payments cease.

Lifetime annuities were popular when interest rates were high (and retirees
could lock in this high rate of return for life) and investments in lifetime or
long term certain annuities were exempt from the Age Pension asset test.
Lifetime annuities provide the greatest protection against both investment
and longevity risk, and can also protect against inflation if they are indexed.
However, these products are unattractive to today’s retirees because,
amongst other things:

e They do not allow access to capital;

e They do not allow flexibility of payments;

e They introduce a counterparty risk, because annuity payments are
dependent on the provider or insurance company’s ability to meet
future payments over a potentially longer period; and

e The products appear expensive because the risks and uncertainties are
significant from a provider's perspective which is reflected in the pricing
and prudential capital requirements.

In the absence of the reinfroduction of major tax or other incentives, it is
unlikely that lifetime annuities will become popular with today’s retirees.
However, the Actuaries Institute believes that there is an important role for
deferred lifetime annuities as an “insurance policy” against longevity.

Purchasing a deferred lifetime annuity on retirement (which starts payments
say 20 years later) may be a cost effective way for a retiree to lock in an
income above the Age Pension in their later years. Deferred annuities
deliver a guaranteed income stream in addition to the Age Pension in old
age when most retirees want certainty and do not want to be burdened
with looking after complex financial affairs.

A deferred annuity can be viewed as the opposite of life insurance; it
insures the retiree against not dying! It is also not an investment product,
although the upfront premium is invested by the insurance company. There
is no payment on death prior to the commencement age.

Deferred annuities face a range of legislative and regulatory impediments
that make them inefficient. The Actuaries Institute believes the Government
needs fo remove these barriers fo refirement product innovation. We have
summarised these changes in Appendix C.

Removing the legislative barriers to lifetime, deferred lifetime and variable
annuities, and drafting legislation flexible enough to accommodate
product innovation, will enable insurers to develop products that can
compete with the other options available to the retiree.

W END
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Visit our website at www.actuaries.asn.au

About the Actuaries Institute

The Actuaries Institute is the sole professional body for actuaries
in Australia. It is the public face of the profession which
represents the interests of its members within Government,

the business community and the general public.
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