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Converting assets to income in an orderly fashion will become an increasingly important issue for the ageing populations and economies of many nations. Conventional annuities have many weaknesses, not least a diminishing supply of long bonds from governments. However, without a sharing of longevity risk the task of achieving a satisfactory income in old age will become impossible for many. Furthermore, it is likely that such sharing will have to become intra rather than intergenerational (as it is now) if it is to be workable in the future. 
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1 Introduction

The decumulation or drawdown phase has been relatively ignored in discussion on retirement saving in New Zealand to date. It is interesting to ask why, given the importance of the issue for so many people when they face a period in retirement that nowadays may be as long as the time they spent working and saving.  It is also of increasing importance as the retirement of the large baby-boom cohorts begins in 2010, just 6 years away. Middle income baby-boomers can expect to live on average significantly longer than their parents and during this time must eke out their modest savings to augment New Zealand Superannuation in a risky environment..

This is not just an issue for the baby-boom cohorts themselves but also for the working age population. Debates over the intergenerational equity of the current arrangements have already begun and can be expected to intensify.
 One critical, but ignored issue, is that of rising expenditure for healthcare, and in particular long-term care. By the time the first of the baby boom cohorts enters the 85+ group from 2030, the numbers over 85 are expected to have risen seven-fold. Legislation to remove asset testing for rest home subsidies was promised in 1999, but fortunately has been delivered in only a very weak form.
 Nevertheless the five years it has taken for this legislation to emerge has precluded a sound public debate on how the costs of long-term care should be shared.

In light of the inevitable pressures over what should be funded from taxation and what should be expected to be funded by the old themselves, intragenerational sharing of risk is likely to become an important focus. Insurance products of various kinds can provide this sharing of the risks among the retired as a group, alleviating the immediate pressure on the working age population and ensuring that policies do not simply subsidise inheritances unfairly.

To date New Zealand has had few mechanisms for annuitisation of accumulated capital or for the release of home equity. This serious gap is beginning to be addressed, but only by the private sector and only in the form of new home equity release products.  The theoretical and practical problems of fully private and unsubsidised products makes this move unlikely to be more than a palliative for the maladies of the middle income baby-boom retirement.   
2 Why has the decumulation phase been ignored?
The Periodic Report Group 2003 largely reinforced the status quo of New Zealand’s unique system voluntary private provision, while suggesting that there should be no complacency about the current system ability to provide for future cohorts (Periodic Report Group, 2003).

As has been the tradition in superannuation discussion in New Zealand, it was the accumulation phase of retirement saving that was the main focus of the report. Risks for younger cohorts of middle-income New Zealanders were identified as those that could potentially lead to lower levels of private provision and lower standards of living in retirement. These risks were identified as: 
· the impact of increasing financial liabilities on private provision for retirement

· the impact of student loans and home ownership on private provision for retirement

· the impact of labour force participation by those aged 65 plus on net worth, retirement income and decisions to retire. p 96

The decumulation phase of retirement saving received only cursory attention. In a brief section entitled “The problems of post retirement and the role of annuities” it was acknowledged that:
Debate about private provision in New Zealand is focused on asset accumulation; there has been little focus to date on converting assets to income. Converting assets to income will become increasingly important in New Zealand as the population ages. (p 89)

When is it time for New Zealand to discuss this issue? The PRG exercsie provides the 6-yearly opportunity for policy questions around retirement to be apolitically defined. The focus on the accumulation phase in PRG 2003, while a worthy and necessary one in many respects, may be misplaced for two important reasons. The first is that it is too late for many of those in the baby-boom cohorts whose ability to save more is already constrained through job losses, sickness or demands of family. The second is that the use of assets by the retired to support their own retirement is vital. It has the potential to relieve the pressure on the working age population so that they can also save for their own retirement, and create more intergenerational fairness by more intragenerational sharing of risk. The next PRG is not until the eve of the baby-boom retirement in 2009, at which point, attention to decumulation is arguably much too late.
3 The context of the decumulation phase

 Far fewer private pensions

Pensions and annuities are the tools whereby an orderly run down of accumulated capital can occur. The social value of pensions and annuities is that there is a regular source of income for ongoing expenses and long-term care, and that those that live the longest are subsidised by those who die young rather than the working age population.  With the closure of the Government Superannuation Fund (GSF) and the trends in company plans since 1990, far fewer New Zealanders will have even a modest pension in retirement in the future, let alone one that is inflation-proofed. This trend is already apparent. Table 1 shows that in the 2001 Census only 12.3 per cent of recent retirees aged 65-69 had income from an occupational pension scheme or a private annuity. This is less than those with such income for all age bands from 70 and over and supports the thesis that new cohorts entering retirement are less likely than previous ones to have pension or annuity income. 

Table 1: The receipt of income from private superannuation and annuities by age   

	Numbers with income from private super/annuities

age

	
	50-54
	55-59
	60-64
	65-69
	70-74
	75-79
	80-84
	85+
	Total

	Male
	1,581
	3,552
	7,209
	9,810
	10,185
	8,949
	5,076
	2,799
	49,161

	Female
	924
	2,211
	6,363
	5,922
	6,360
	6,024
	4,518
	4,143
	36,465

	Percentage of population in age group with 

private superannuation  income

	Total
	1.1
	3.2
	8.8
	12.3
	14
	15.8
	15.7
	14.3
	8.4


Source: Census 2001

Defined benefit schemes, i.e. ones that pay pensions, have been diminishing in the context of overall falling membership of employment-based superannuation, both for the private and public sectors and reflects an OECD-wide trend (see for example Disney & Johnson, 2001). The debate in other countries now focuses on what to do with the lump sums generated in defined contribution schemes, driving increased attention to the annuities market. 

New state sector scheme?
Since 1992 new public sector employees in New Zealand have no longer had access to a pension scheme. The new state scheme announced for 2004 is a defined contribution scheme that has no requirement that the resulting capital sum be annuitised. In light of the generous implied subsidy from taxpayers in general, it might have been expected that the state would be looking for some social return in the drawdown phase. The opportunity to link the new scheme to an appropriate new annuity product has not been seized.

The disappearing annuity market

Nine life offices offered annuities in 1993 but only four: AMP, Sovereign, Royal & Sun Alliance and Tower were actively selling them in 2002. By 2003, there were only three providers, Tower, AMP and Fidelity Life. The latest survey shows that in 2004 there are just two providers, AMP and Fidelity Life. Where will we be in 2005?

There is considerable variation in the annuity payable for the same purchase price. Rates differ markedly by

· Gender

· Company

· Timing of purchase

Table 5 gives annuities for men and women aged 55 and 65 as at February 2004 from the two current providers, purchasable from a capital sum of $10,000 and $100,000 respectively
. 

There is considerable difference between the annuity paid to men and that paid to women for the same capital sum. Women receive annuities that are around 12 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. 
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Source: (Aon Consulting New Zealand Ltd, 1993-2002)
The difference for an annuity between the two companies in 2004 is a surprisingly large: $643pa for a male aged 65. This represents around $10,609 over 16.5 years of average life expectancy. It raises the question as to whether AMP is serious about attracting new business.

Timing of purchase is also very important. Over the period Dec 1992-Feb 2004, the worst a 65 year-old male would have done is to buy from AMP in February 2004 (annuity of $6,432) and the best, to buy from AMP in October 1994 (annuity of $9,786). The difference in annual annuity is $3,354 or $55,341 over 16.5 years average life expectancy.
The vast majority of potential annuitants are on a 21 per cent marginal tax rate rather than the 33 per cent applied to the annuity fund. Thus the product is not perceived by the industry to offer value for money for its clients. Sovereign for example did not sell any annuities at all in 2002 and the cost of continuing to produce a prospectus for this product could not be justified. 

But is it just about tax?

The PRG 2003 treatment of annuities and home equity release markets was, at best, superficial.
The lack of demand for annuities is caused by various factors, including New Zealanders’ desire to self-manage their assets and the fact that NZS is a form of annuity payment. PRG2003considers the tax treatment of annuities is a significant barrier to their development. Susan StJohn describes the tax treatment of annuities as their “death knell”.p 89

Unfortunately the “death knell” comment is taken out of context as the St John paper makes clear this is just the view of those consulted in the industry. In fact, the disappearing annuities market can be seen as the end result of many aspects of market failure in the economic sense. But the PRG 2003 saw the problem only in terms of the non-neutrality of tax treatment recommending:
The Government’s proposed review of the tax rules applying to life insurance consider the tax barriers to the development of annuities; in particular, home equity reverse annuity mortgages. p 99
Unfortunately the removal of tax barriers alone is unlikely to do a great deal for annuities and home equity products. Many other features of the current environment that mitigate against annuities such as the lack of long-term bonds, a powerful adverse selection effect
, and the uncertainty of the longevity risk with improving life expectancy.

A recent survey of attitudes to annuisation in the UK revealed that, along with a loss of flexibility, a mistrust of institutions was a major factor in negative perceptions round annuities (Gardner & Wadsworth, 2004). In part the “mistrust of insurance companies” in New Zealand is driven by a poor regulatory environment, for example, the Life Insurance Act 1908 is almost 100 years old and has not been updated. Effectively, it treats policyholders as unsecured creditors. New Zealand is the only developed Western country that does not provide specific protection for policyholders. In addition, there are effectively no disclosure requirements to protect the consumer and neither is there a requirement to disclosure the financial position or credit rating of the life insurer.

Current annuity products in New Zealand are unappealing because they have the following characteristics

· Appear expensive compared to investing money in short term deposits (high overheads and the role of adverse selection)

· Gender based- making them poor value to many women- the majority of whom in practice have the same life expectancy as the majority of men

· Timing is a lottery-the rate of annuity is locked in once the interest is set.

· No protection from inflation

· No protection from growth in livings standards

· Institutional risks and no guarantees. 

4 What are the risks facing new retirees?

Approaching retirement, individuals are confronted by a range of future risks and uncertainties. The primary worry is insufficient income and the associated danger of outliving capital. While New Zealand reduces this risk with a universal state pension, middle-income baby-boom cohorts require more than New Zealand Superannuation to achieve their legitimate income-replacement aspirations. 

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 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 proposed changes to the asset test (St John, 2003a). 
Improving longevity is a little understood but growing risk. In the case of data in New Zealand, the pattern has been increasing longevity improvements, with the gains being concentrated at older age groups. The latest abridged life tables for the period 1999–2001 show that there have been longevity gains of 3.1 years for males and 2.2 years for females since 1990–92, largely due to the reduction in mortality rates in late-working age and the first decades of retirement (Statistics New Zealand, 2001). If these trends continue, the longevity risk will increase.

5 How do people currently manage these risks

There are a variety of ways in which risks can be addressed in the absence of sensible annuitisation options. Living standards can be reduced and living arrangements downsized by selling the family home and other assets. 

Managing one’s own capital may or may not result in protection from inflation. Even low rates of inflation can have marked impact on a fixed capital sum or pension. Managed funds in New Zealand over a lengthy period have failed to deliver a real rate of return and in many instances have failed to keep up with inflation. Typically real estate has provided a hedge against inflation, but capital in one’s own home has not been generally accessible. 

Low income people find that the current New Zealand Superannuation payment adequately protects them from most risks as it is the ideal annuity. But it is only those who assets are no more than $150,000 who can access insurance on the form of rest home subsidies. Others are forced or persuaded that private trusts are necessary to protect their assets. The costs of these may be considerable and the equity of them dubious (Frawley, 1995).
 

6 What new products are emerging to address these risks?

There are now some emerging new products, but are they designed to meet the risks that have been identified in section 4? 

Two new home equity release schemes have been launched with the most significant one being from Sentinel’’ promoted as ‘a reason to smile’ (Sentinel, 2004). In brief, they allow retirees to exchange some of their housing equity for a lump sum. The outstanding amount together with the fees associated with set-up, including legal advice accumulates at a rate of interest several percentage points above the floating bank rate. In the Sentinel scheme, the current rate is 8.95% compounded monthly. The outstanding amount may never exceed the value of the house and the house must be sold and the loan repaid on death or entry into long-term care.

The size of the initial loan depends on the age of the householders (maximum two) and the value of the property. Interestingly, ownership of the house by a family trust is no barrier to the loan. The loan may be used for any purpose including the repayment of any outstanding mortgage.

The financial backing of the Sentinel scheme gives some reassurance that the company is sound but there is limited protection for the individual from higher interest rates that may quickly erode the remaining equity.
The purpose of the loan is to enhance the lifestyle options of the retiree rather than to prepare for future health costs. It contrasts with the view expressed by experts in the US who see home equity release more in the context of the growing health costs of the elderly. 

The need for spendable cash among retirees is likely to increase, as more and more individuals in the baby boom generation face the risk of long-term care in the next several decades. Converting home equity would seem a means that can satisfy several desires. It can augment the income needed for health and long-term care or other needs or desires in later life. It can enable older adults to stay in their own homes, providing substance to the often-repeated ideal of “aging in place.” It elevates the role of personal savings as part of retirement security. And it gives meaning to the principle of self-reliance.(Chen Y-P, 2003)
What are the risks being addressed?

· Dying after an unnecessarily restricted retirement due to the inaccessibility of money in the home 

· Entering rest-home care and losing capital that may have been used to make retirement more pleasant

· Having mortgage payments reduce current living standards (where there is still an undischarged mortgage)

· Having the outstanding debt exceed the value of the home 
What are the risks not being addressed?

For the individual

· The need for regular ongoing income for the whole of life. The use of home equity early in retirement, together with high interest rates and low house price inflation may preclude any further draw-downs.

· The protection for longevity is limited to protection against negative equity. 

· The unforeseen need to move earlier than expected to a lower priced house. The repayment penalty is  5%.

· A compounding interest with no explicit guarantees that this is fixed tightly to the floating rate. Rising interest rates that reflect rising inflation and falling or stagnant house prices can make an initial lump sum spend early in retirement very expensive.

For society

· The use of home-equity release schemes may diminish the size of the housing asset to the point where the government becomes liable for the rest home subsidy in full. There is no gifting involved so retrospective looking back at what has happened is very unlikely. 
Sentinel has argued that it will not couple home equity with annuity products because it claims that the tax effects are adverse for most clients and that people want simpler products. There is therefore no protection from increased longevity and the need for extra income for the extra years, and no regular source of income for long term care and other medical expenses. 

7 What policy implications follow?

While there is a place for home equity release products, especially for cash-strapped individuals for whom staying in the family home is a critical consideration, they represent a partial and fragmented response to a major problem. The broad gains for society from encouraging annuities, rather than access to one-off lump sums early in retirement is worthy of a major public policy debate.

Suitable annuities that augment New Zealand Superannuation in a realistic way may have wide social benefits (for discussion of these issues see St John, 2003a, 2003c). A more secure middle-income retirement reduces the pressure on workers to provide more directly for their parents. Annuity wealth cannot be gifted away or tied up in trusts, and it is possible to achieve much more intragenerational sharing than would be possible with individual saving. Annuities share the costs of retirement among the retired as a group, as those who die early subsidise those who live the longest. While capital itself can be gifted way, or spent early, annuities provide a transparent income stream which can help meet the costs of old age care, including long-term care, thus reducing the pressure on general taxpayers. 

An attractive annuity product to supplement New Zealand Superannuation for middle income New Zealanders might have all or most of the following features:

· Be good value for money;

· Be inflation-proofed; 

· Provide flexibility and be less of a lottery than is currently the case; 

· Allow, in suitable cases, the use of part of the equity in owner-occupied housing for the annuity purchase;

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

· Include insurance for catastrophic care costs;

· Insure to some degree against growth in living standards.

It is evident that the industry cannot provide a product that meets most or all of these criteria on their own. Examination of annuity markets and reverse mortgages overseas reveals that the state usually plays a substantial role in the successful development of these markets (for example Mitchell & McCarthy, 2002). The successful home equity release schemes abroad also have tended to have a high degree of state involvement (Davey, 1998). 

Possible interventions 
One of the advantages of the tax neutral approach to retirement saving accumulation is that it leaves open the possibility of transparent government subsidisation of the decumulation phase to meet explicit social goals. One possibility is that the state’s role may include the direct provision of annuities, including allowing some portion of home equity as part of the purchase price. Another option is private sector provision with the state providing a judicious mix of regulation, monitoring, reinsurance, guarantees, and tax subsidisation. For example, the tax on the annuity fund could be reduced to zero, or 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. 

Recommendations

1. A suitable framework for investigation of the decumulation phase of retirement saving is established with representation from government, unions and industry. 

2. Within this framework the respective roles of private providers and the state are discussed with attention to:

· The role of a suitable, limited-value annuity product; 

· The justification for subsidisation with an assessment of private and social benefits;

· The nature of the tax changes required, including not only the removal of existing tax distortions, but an examination of the case for removing tax altogether on the annuity fund;

· The issuance of inflation-adjusted saving bonds that guarantee a suitable real rate of return after tax;

· The way in which home equity could be used for part of the purchase price; 

· The justification for making the annuity product gender neutral;

· The potential link with long-term care insurance.
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� The Sunday Star Times (March 14 2004) for example raised intergenerational concerns. The inequity of student loans for the young and universal pensions for the old was raised. A thirty year old commented that getting the pension at age 65 for the likes of high paid executives was ‘like working and getting the dole’. 


� In effect the legislation involves a rise in the level of exempt assets rather than a removal of asset testing. While the rise in exempt assets appears substantial, many moderately well-off people will still pay the full capped fee.


� Prevailing interest rates are 5 years 5.94% and 10 years 6.11%.


� In the voluntary annuities market the key market failure arises from adverse selection. This may arise in cases where the individual better knows his/her longevity risk than the insurance company. Even if the company knows the risk, discrimination based on expected longevity is not usually feasible except in the case of gender. The result of adverse selection is that the pool of annuitants has a better longevity profile than the population at large. For this reason life insurance companies use their own annuitant mortality tables to price annuities, rather than whole of population life tables and annuities appear expensive to the average-lived annuitant


� Australia is making an effort to look through these instruments to see if there is effective ownership and enjoyment of the assets for means test purposes � ADDIN EN.CITE <EndNote><Cite><Author>Newman</Author><Year>1999</Year><RecNum>313</RecNum><MDL><REFERENCE_TYPE>10</REFERENCE_TYPE><AUTHORS><AUTHOR>Newman,J</AUTHOR></AUTHORS><YEAR>1999</YEAR><TITLE>Private trusts and private companies. Maintaining the integrity of the means test</TITLE><PLACE_PUBLISHED>Canberra</PLACE_PUBLISHED><PUBLISHER>Department of Family and Community Services</PUBLISHER><TYPE_OF_WORK>Discussion paper</TYPE_OF_WORK></MDL></Cite></EndNote>�(Newman, 1999)�.  








PAGE  
1

