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Introduction 

The title is deliberate. It suggests a shift from concentrating on encouraging saving for retirement, to thinking about how people are going to manage their assets once in retirement. 

Internationally, a new emphasis on the decumulation phase has come about partly because more people are coming into retirement with substantial savings from mature savings schemes, and partly because of steady improvements in average life expectancy. It also reflects a world-wide shift from defined benefit to defined contribution schemes. In a defined contribution plan, the retirement nest egg is entirely determined by what a worker and perhaps their employer have contributed, along with any accumulated dividends, capital gains and interest. This capital sum must then be invested to provide for the individual’s retirement of an uncertain length. In contrast, in a defined benefit scheme the employer provides a given pension whether or not the underlying investments perform as expected. Thus the employee avoids both the investment risk and the uncertainty of how long he or she will actually live in retirement.

This issue is important to New Zealand because far fewer people are coming into retirement with access to either an annuity or a private pension. This trend is set to accelerate and will be particularly poignant for the baby-boom generation.
  In contrast to international trends, not only has there been a marked shift to defined contribution schemes, coverage by employer superannuation schemes has actually been declining overall, along with the value of employer subsidies for most earners. Attention to this vexed issue is long overdue with promises on reforming the penal tax arrangements now on the table for the 2004 Budget.

The purpose of this paper is not to attempt to squeeze more blood out of the low and middle-income earner’s stone, but to suggest that it is imperative now to pay attention to the imminent retirement of the baby-boom generation. The rational use of saved money in retirement is at least as important as accumulating it, and it is all too easy for modest capital sums to be quickly dissipated or suffer from the vagaries of an uncertain and volatile investment market.

In a short paper one cannot do justice to the immensity of the topic, so today I am going to make a series of observations and conclude with some thoughts for the savings industry to ponder.

For whom is the New Zealand model deficient?

The relative level of New Zealand Superannuation is now at its lowest since the early 1970s.  Many middle-income people are likely to find under current policy settings that their living standards fall precipitously during retirement. The capital they have saved to supplement New Zealand Superannuation must be eked out to last for the whole of their future lifetime when that period is now often as long as the time spent saving it while in the workforce. The extra income that their capital provides is exposed to the risks of inflation, poor and volatile investment returns, and mismanagement. They may be tempted to invest super-conservatively even though the period of their retirement could be 30 or more years and may be a time of rapid economic growth and rising living standards. They also run the risk that they either outlive their capital, or have a needlessly restricted retirement while dying with assets intact. They and their families are also exposed to the risk of running down their assets if long-term care is needed, in spite of the recent proposals from the Minister.

Few middle-income retirees of the baby boom generation will have a private pension as a life-long income supplement to their state pension. Fewer still will have an inflation-adjusted pension, or one that adjusts for growth in average wages.  In light of these observations it is surprising that the potential role of annuities in the retirement policy mix in New Zealand has barely been raised in discussions on superannuation to date.  Will the opportunity be taken in the 2003 Periodic Report Group review? In part the neglect of annuities arises because New Zealand has persisted with its unique voluntary mode for retirement income, rejecting the model favoured by the OECD and the World Bank.
 There are considerable advantages that flow from the simple approach taken in New Zealand but one of the little appreciated consequences is that a tax neutral, voluntary approach precludes the right to regulate retirement saving for social purposes. This means there is no potential, for example, to legislate for the purchase of an annuity from the retiree’s lump sum. 

Middle income New Zealanders

It is argued here that a serious deficiency of the New Zealand model is that it ignores the need for adequate income replacement for those in the middle of the income and wealth distribution. Those at the top of the distribution can always look after themselves. In particular they can cushion themselves against times of high inflation and rapid growth in living standards.  At the other end, many low-income people will find that after a lifetime of low wages and/or benefit income New Zealand Superannuation provides a satisfactory replacement income. They will also qualify for subsidies for long-term care if they need them in older age. 

The exact location of the middle-income group to be the focus of policy attention here is deliberately vague as there are many combinations possible, such as high assets/low income, low assets/high income. The income distribution becomes much flatter after retirement, due to the equalising effect of New Zealand Superannuation, and the loss of employment income. But the true distribution is understated by failing to account imputed income, and because the use of trusts can disguise individual income. With those caveats in mind, the middle may be thought of as those located in approximately deciles 5-9 of the income and wealth distribution.

The wealth distribution

Holding of net assets by those over 65 are, on average, only modest. A living standards survey of older New Zealanders conducted in 2001 provided some limited information about assets for ‘core economic units’, or CEUs (Ministry of Social Policy, 2001).
 This survey (Table 1) shows that three quarters of single CEUs have savings and investments less than $37,500 and the median is only $7,500. For partnered CEUs, the figures are higher, as would be expected, but more variable: nearly three quarters have assets (apart from their own home) of less than $100,000 and the median is $37,500.

The findings indicate a population with relatively low levels of financial resources. (p. iii)
Table 1 Estimated total value of savings and investments of CEUs, (excluding own home)

Value ($000)
% Single
%  Partnered 

<1
30.6
20.9

1-5
13.7
7.8

5-10
11.6
7.6

10-15
7.3
5.5

15-25
8.6
9.2

25-50
9.0
12.3

50-100
7.3
9.7

100-150
3.3
6.0

250-200
2.3
4.1

200-250
2.0
3.6

250-300
0.7
1.9

300-350
0.9
2.7

350-400
0.7
1.6

400+
2.1
7.0

Median value of investments
$7,500
$37,500

Source: Ministry of Social Policy (2001, p.52)
Table 2 shows the median value of homes for those who own their own homes is  $125,000 (singles) and $175,000 (couples). These, and figures from the 2002 dedicated wealth survey discussed below corroborate the story of a low mean and median net worth and an unequal distribution.

Table 2 Government valuation of home: for CEUs owning their home

Value

($000)
 % single

CEUs
 % partnered

CEUs

<25
0.3
0.2

25-50
3.0
1.8

50-100
23.8
14.6

100-150
30.2
21.3

15-200
18.4
21.4

200-250
12.2
15.6

250-300
6.6
11.9

300-350
1.5
4.8

350-400
0.8
3.0

400+
3.2
5.3

Median
$125,000
$175,000

 Source: Ministry of Social Policy (2001)
The net worth survey (Statistics New Zealand, 2002a, 2002b) provides the most comprehensive view of the holding of wealth yet available. The survey interviewed 2,392 individuals and 2982 couples. Weighted up to the whole population these represent 930,900 individuals and 855,900 couples. While the size of the survey precludes a detailed breakdown by age, and some of the cells in the tables have very high margins of error, the survey represents a benchmark and provides a rough estimate of the liquidity and amount of assets people have in retirement and in the decades immediately preceding retirement.  

Table 3 summarises data from the net worth survey and shows the percentage of those over 65 who hold assets in various bands of net worth. Half have net worth under $112,800. This is compared with the pre-retirement age group 45-64, to which it is not very dissimilar. For both groups the median is well below the mean, suggesting a concentration of wealth at the top end of the distribution.

Table 3 The net worth of those over 65 and those aged 45-64

Individuals
%

 Under $20,000
%

 $20,001-$100,000
%

$100,001- $500,000
%

Over $500,000
Mean

$
Median

$

Over  65
15.9
29.6
47. 3
7.2
186,400
112,800

45-64
14.5
25.5
50.8
9.2
220,900
140,000

Source: Statistics New Zealand (2002b)
While those in the ‘middle income’ group have modest capital resources only, it may be possible for them to access capital of in the range of $60,000-$150,000 including, where appropriate, some of the equity in their own homes (see below). The problem is that suitable and attractive mechanisms for translating such capital into income have not been available. 

Annuities in New Zealand

While diminishing in importance, occupational superannuation has always had a place in New Zealand. In contrast, the place of individual annuities in the New Zealand retirement market has been ambivalent at best. Estimates show that annuities-based funds account for only an estimated $300m to $400m out of an estimated $40B of managed funds in New Zealand.  The average annuity in force in December 2001 was just $4999 for just 5641 policies.

Table 4 Annuities in New Zealand

December Year
Value of annuities in force  $m
Policies

1987
22.4
3522

1988
19.8
4264

1989
22.8
4846

1990
24.5
4428

1991
34.4
4694

1992
34.7
4704

1993
39.6
5521

1994
38.3
5400

1995
39.6
5297

1996
36.5
4853

1997
28.1
6079

1998
28.9
6008

1999
28.7
5896

2000
33.7
5719

2001
28.2
5641

Source: Investment Savings and Insurance Association of New Zealand ISI, 2002

The underdevelopment of the annuities market can be largely explained by widely-accepted market failure arguments in private insurance. These failures include adverse selection whereby over time, the cost of a given annuity rises the insurance company attracts the longer-lived and thus becomes even less attractive to the low to average-lived. The New Zealand annuities market does not have the benefit of mandatory purchase, as in the UK, nor is there a strong culture of annuitisation of wealth. Annuities may provide little by way of commission, as there is no need for an agent’s ongoing monitoring and advice, and are hence unlikely to be marketed strongly.
 They are inflexible, and provide nominal rather than real income. Low and middle-income people in New Zealand also suffer over-taxation on the earnings of the supporting fund.

While there are some financial advisors who are fond of annuities there is little sign that the market will spontaneously develop.
 The main business has arisen from superannuation schemes winding up and cashing out their pensions to provide purchased annuities. There is evidence of pricing with low or even negative rates of interest to actively discourage business, and some companies sell only a handful of policies a year.

Between 1993 and 2002 the numbers of active suppliers of annuities fell from 9 to 4. Typically the annuities offered are life annuities with remaining capital repaid to the deceased estate if death occurs within ten years. However, individual companies will price tailor-made annuities. The usual variants are joint life and a fixed annual adjustment for inflation of say 2 per cent per annuity. Table 5 gives annuities for men and women aged 55 and 65 as at August 2001 from the four major providers, purchasable from a capital sum of $10,000 and $100,000 respectively. For any given month, rates differ markedly by, size of contract, gender and company 
Table 5 Tax paid annuity per year (10-year guarantee), $10,000 and $100,00 August 2001


Male Lives Aged
$
Female Lives Aged
$

 Age
55
65
55
65

AMP
497.76
647.88
450.96
584.64

 
5494.08
6963.36
5038.20
6340.44

Sovereign Assurance
565.8
703.68
506.88
615.96

 
6018.96
7396.92
5429.04
6520.32

Royal Sun Alliance
537.12
657.6
483.6
578.88

 
6105.96
7350.48
5553.00
6538.88

Tower Employee Benefits
592.88
725.74
530.49
641.71


6121.97
7483.52
5482.59
6622.38

Source: Aon Consulting, Actuaries and superannuation consultants, Annuity Quarterly Survey.    Benchmark interest rates: 5 years 6.53 per cent, 10 years 6.68 per cent.                          
Over the period 1992-2001, the worst a male would have done is to buy from AMP in December 2001 (annuity of $6963) and the best is to buy from AMP in October 1994 (annuity of $9786). The difference in annual annuity is $2823, or $43,756 over 15.5 years average life expectancy. For a female the worst is $6310 in December 2001 from Royal Sun Alliance, the best is $8874 from AMP in October 1994. The difference in annual annuity is $2564 or $48,716 over 19 years average life expectancy.

Compared to the actuarially fair price (net present value) based on a risk-free rate of return, 10-year guarantee, no-profits, no overheads, and using average population longevity, current annuities seem expensive (St John, 2002). In 2001, the cost of annuities was approximately 20 per cent, or $20,000 over the net present value, rising to around $25,000 for annuitants who are on 21 per cent rather than the 33 per cent tax rate. Women receive annuities that are around 11 per cent less than men’s, but collect them for longer on average. Because they live longer, they are affected for longer by the consequences of buying the annuity at the wrong time or from the worst priced company.

The under-development of the annuities market in the case of New Zealand is possibly related to the perception that the state pension provides an adequate annuity and to the lack of any mandatory requirements to take an annuity from superannuation schemes. It is also likely to reflect severe informational asymmetries, a small population, a punitive tax regime, a do-it yourself mentality to investment, unattractive pricing, lack of inflation protection, ignorance as to the role of annuities and a lack of wealth accumulation apart from the family home on retirement. It is argued in this paper it also reflects a lack of public policy interventions that recognise the social value of annuities.
Reverse home mortgages 

 New Zealanders have traditionally had a very high proportion of their assets in owner-occupied homes, in part because home ownership is treated more favourably for tax purposes than are other investments. Unfortunately one’s own home is not usually a source of readily accessed liquidity that can be drawn on to finance the additional costs of retirement. As with the almost non-existent annuities market, home equity release schemes are rarely used. 

The insurance company Invincible Life Assurance (now S.A.I Life Limited) was New Zealand's first, and to date, only company to offer reverse annuity mortgages.  Under a RAM, a mortgage is raised over the home of the older person and used to provide an annuity. The fees and costs are all deferred until the mortgage is discharged. 

Given the propensity of New Zealanders to save in the form of owner-occupied housing, methods of translating a portion of this capital into an income stream deserve more exploration.

Long-term care

The probability of being in rest homes increases dramatically by age. In 1996, 1.3 percent of those aged 65 to 74, 5.7 per cent of those aged 75 to 84, and 24.5 per cent of those aged 85 and older lived in a residential home. Almost half of all residents in residential homes in 1996 were 85 years or older (Statistics New Zealand, 1998). Three in every four elderly residents in a residential home are women.

This is not the time or place to consider the means test and the latest proposals for long-term care. But one observation is in order. To the extent that the assets of the older person needing care have been annuitised, they will have income additional to New Zealand Superannuation to help pay for their care. Annuitisation may thus help to spread the costs of old age care and could be developed in ways to provide an insurance element on the diagnosis of the need for such care (St John, 2003 Forthcoming).

A direct contribution from individuals for their long-term care will always be required and is a reason why people should be expected to save for their own retirement. Nevertheless the funding of long-term care of the elderly in New Zealand is highly inequitable. The legislation to be introduced in New Zealand to end asset testing is likely to compound rather than reduce existing inequities and does not address the escalating fiscal cost from 2030 when the baby-boom retirees begin to enter their late eighties.

Summary

The tax neutral regime for private pensions has not been achieved, and there are serious declines in employment-based superannuation. Of those who are in schemes, fewer are coming into retirement with a private pension, and fewer still with an inflation-indexed one. This trend is set to continue. While not providing any argument for their re-introduction, the lack of tax incentives of any kind has resulted in little focus on the decumulation phase of retirement saving. The annuities market is very undeveloped, with the current annuities offering poor value for money for the average New Zealander. The debate around annuities is almost non-existent, and the potential for home equity release schemes is not being realised in any significant way. The lack of emphasis on the role of inflation-indexed savings bonds, either retail or wholesale in New Zealand may also be attributed to a lack of attention to the decumulation phase of retirement. In a country the size of New Zealand, competing insurance markets have a small pool of annuitants and there is little reliable actuarial data on annuitants on which to base pricing of simple annuities, let alone a range of products. Long-term care costs are set to rise rapidly from 2030, but there has been no holistic attention to how this should be paid for, or what the role of insurance for this risk might be.

What should the saving industry do?

The industry might first ask what are the unmet insurance needs of retirees. They might then examine whether they can provide annuities that meet the legitimate aspirations of middle-income, modest wealth New Zealanders. Some of the questions to be answered about the design characteristics of annuities include whether they:

· provide good value for money;

· provide a hedge against inflation; 

· are capable of adaptation by including insurance for catastrophic care costs;

· can be less of a lottery and more flexible than is currently the case 

· make use, in suitable cases, of  the equity in owner-occupied housing

· can be gender neutral, given that the majority of both men and women do not experience the extremes of longevity

· provide a degree of insurance against growth in living standards

Private annuities that augment New Zealand Superannuation in a realistic way by meeting some or all of these criteria may have wider social benefits. A more secure middle-income retirement reduces the pressure on workers to provide more directly for their parents. It shares the costs of retirement among the retired as a group, as those who die early subsidise those who live the longest. In meeting more of the costs of old age care it may reduce the pressure on general taxpayers.

If the social and private arguments for annuities make sense yet the industry struggles to meet these criteria, new thinking may be required. A tax neutral approach to the accumulation phase does not preclude the introduction of subsidies and other state interventions in the decumulation phase. Examinations of annuity markets and reverse mortgages overseas reveals that the state usually plays a substantial role in the successful development of these markets 

One possibility is that the state’s role may include the direct provision of annuities. Another option is private sector provision with the state providing a judicious mix of regulation, monitoring, reinsurance, guarantees, and even direct subsidisation. For example, the state could provide long-term indexed bonds with a taxation regime that guarantees a realistic net real return. Some underwriting of the excess longevity risk and support for gender-neutral annuities are others. The advantage of this approach is that subsidies and their impacts can be made transparent, and can be designed in ways that encourage the kind of annuities that are of most benefit to middle-income people. Where are the subsidies to come from? This is a story for another paper, but intragenerational sources should be explored to reduce the burden on working-age taxpayers.

Concluding comment

The purpose of the 1993 Accord was to remove superannuation policy from the political arena and to provide an opportunity every six years for a serious review of the NZ retirement policy mix.  The Periodic Report Group of 1997 found that there was no call for immediate changes, but signaled the importance of the 2003 Review when, it said, some major issues should be examined. Observing the low profile that the 2003 Periodic Report Group has taken to date, and the funding cuts to the Office of the Retirement Commissioner, I have concluded that the hard work of the 1993 Accord is all but dead and buried. In stark contrast to other countries, there is little academic interest in pensions and retirement income policy and few, if any, proper forums for debate on any of the critical issues. If the opportunity this year’s Periodic Report Group review provides is not fully exploited, the next review is not until 2009, just one year before the first of the baby-boomers retires. Given that our retirement policies are so different to those of the rest of the developed world, it behooves us to be regularly examining their viability and addressing the clear deficiencies, of which just one, the lack of support for middle income retirees, has been identified in this paper. 
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� Taken to be those born between 1945 and 1965


� The New Zealand model comprises a basic flat-rate taxable universal state pensionand unsubsidised voluntary saving. The World Bank model is based on a 2nd pillar of compulsory, funded, privately managed savings.


� The unit is based on the status of the individual or couple, not the household they live in.


� Nine life offices have offered annuities but only four: AMP, Colonial, Royal & Sun Alliance and Tower are actively selling them in 2002.  Invincible Life (Now S.I.A. Life Limited) offers Reverse Annuity mortgages, (RAMs).


� Only life insurance companies offer annuities. Under current law, setting up a life office is as simple as lodging a $500,000 bond with the Public Trust and the industry is best described as ‘lightly regulated’.


� Mary Holm, New Zealand Herald, writes frequently about them. Various fund managers and life companies have spoken from time to time about their potential in New Zealand (Davies 2000). 


� Sun Alliance Life had sold three annuities in the first four months of 2000, which "almost makes us market leader", quipped managing director Tim Sole, reported by Davies (2000)


� Figures are unadjusted for inflation
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