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EXTRACT

A discussion of the status of regulatory and tax arrangements which inhibit the provision of deferred
lifetimeannuitiesin Australiaand the changes that are necessary to permit the provision of deferred
lifetimeannuities thatare economicforboth providers and policy holders. The paperexaminesthe
productfeatures of deferred lifetime annuities and theirappropriate treatment as longevity
insurance. Itconsiders the necessary arrangements to achieve competitive neutrality with other
post-retirement pension products subject to the current favourable tax regime. The paperrefersto
the findings of the Final Report of the Review of Australia’s Future Tax System in relation to deferred
lifetimeannuities and to subsequent decisions by government. These are relevant to the kinds of
integrity measures which are necessary to ensure that policy holders’ interests are protected and
that the taxation and regulatory arrangements cannot be misused for purposes otherthan providing
pensionincome, specifically tax deferral and estate planning.

1|Page



REMOVING REGULATORY AND TAX IMPEDIMENTS TO THE PROVISION OF DEFERRED LIFETIME
ANNUITIES IN AUSTRALIA

David Alexander Cox BA(Hons), MBA, MAppFin, FFin
Head of Government Relations, ChallengerLimited
Why there are impediments to the provision of deferred lifetime annuities

Superannuation legislationis not high leveland principles based. While there are many callsforitto
be so, the difficulty is that given the concessional tax treatment of superannuation and the
differences between tax treatmentinaccumulation and pension phase itis necessary to have some
precise definitions to ensure that the tax treatment obtained is consistent with the true character of
the products being taxed.

The Final Report of the Review of Australia’s Future Tax System recommended halving the Earnings
Tax rate and applyingitto both accumulation and pension phase. This would have removed the
needformany of the rules which establish the boundary between accumulation and pension phase,
but that proposal seems to have found littlesupport.

The search for one set of overarchingrulesis made more problematic by equityissues and the
necessary widely different treatments of taxed and untaxed schemes, defined benefit schemes,
account based products and various types of annuities.

There may be a common sense understanding of whata pensionis, but given the risk that some
providers will develop products thatlook like pensions but have as principal purposes deferring tax
and estate planning, the definitions of whata pension is are likely to continue to be set out with
some precision in superannuation and tax law. This ensuresthat tax concessions can be
appropriately targeted and that the revenue is protected.

Within those constraintsitis desirable that the definitions be carefully designed to allow for some
innovation and wider product choice to facilitate taxpayers making provision fortheirretirement
and retirees need forincome from arange of products which, individually orin combination, allow
themto manage the principal risks that they face. In retirement theseare longevity, inflation and
market risk.

For practical purposes the definition of an annuity is whateveris set outin superannuation and tax
legislation. Deferred lifetime annuities have not been provided for, not because there was a policy
decisionto exclude them, but because they weren’t contemplated either by policy makers or
product providers atthe various times revisions were being made to the SIS pensionrules.

Deferred lifetime annuities are a risk product

A deferred lifetimeannuity is an annuity which is bought on a date and commencesto pay an
income forlife ata laterdate. AsDLAs relyon the pooling of longevity risk they mustbe non-
commutable to eitherthe policy holderortheirestate. Aslongevityinsurance theyare arisk
product. Neutral treatmentwith otherrisk products would imply no Earnings Tax or Assets Test
duringthe deferral period.
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Relevant findings of the Review of Australia’s Future Tax System

The needforlongevity insurance and the treatment of DLAs was thoroughly canvassed in the Final
Report of the Review of Australia’s Future Tax System:

1. "TheReview hasalsoidentified the role that deferred annuities can play inan ageing society.
These products commence from a specified age and are a type of insurance against running
out ofincomeinretirement. " (page 543)

"...an allocated pension cannot ensuresecurity of retirementonitsown" (page 118)
"Products are notavailable inthe marketto coverthe broad range of preferences of retirees
inachievingsecurity ofincome. Thisis astructural weakness in the Australian retirement
income system. The main product on the market that does achieve this security ofincome s
a guaranteedincome forlife...Given the diverse preferences of retirees, asingle productis
unlikely to satisfy all people who wish to manage theirlongevity risk. This suggests aneed
for productinnovation within the Australian market." (page 118)

4. "Theincreasinglife expectancies of Australians willrequireagreater choice of retirement
income products that can cater forthe different needs of individualsin retirement. There
are notenough products that guarantee anincome forthe whole of aperson's
retirement."(page 120)

5. "Deferredannuities (overseas), which provide anincome from a certain age, are also
becoming more prevalent. These annuities allow a person tolock in part of theirretirement
savingsto generate anincome when they are entering the latter stages of their retirement.
This provides a person with more certainty in how they manage the rest of theirassets
before the commencement of the deferred annuity." (page 123)

6. "..manypeople prefertohave the security of knowingthey will always have anincome
above the Age Pension" (page 118).
7. "..giventhe unique nature of deferred annuities, there is a case that they should only be

means tested when they startto pay an income, unless a person can access the capital
before thistime." (page 126)

8. "..therulerequiringaminimum paymenttobe made froma pension everyyeardoes not
cater for deferred annuities." (page 119)

9. "The governmentshouldalso considerremoving otherlegislation constraints that may
inhibit the development of longevity products. However, this should not be at the cost of
necessary prudential or consumer protection. Given the nature of these products, they
should only be provided by prudentially regulated entities. Products that provide a
guaranteed income should follow consistent prudential requirements to reduce the risk that
a providerisunable to meettheirobligations as they fall due." (page 124)

10. "There should be norestrictions on people wanting to purchase longevity insurance froma
prudentially regulated entity. Thiswould be animportantelementin makingit easierfor
people to purchase these products. " (page 116)

11. "People should be able to purchase these products with superannuation as well as non -
superannuation money." (page 126)

12. "Therestriction on people aged 75 and over making contributions should be removed.
However, awork test shouldstill apply for people aged 65and over. There should be no
restrictions on people wanting to purchase longevity insurance products from a prudentially
regulated entity. (AFTS Recommendation 20)
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13. "In many cases, people may choose notto purchase longevity insurance at theirretirement
age.As they grow olderthey may be ina better positiontojudge their potential longevity.
However, aftera person retires they may be unable to make further contributionsintoa
superannuationfund due to the work testrules. These restrictions should notapply to
contributions made to a prudentially regulated superannuation fund or life insurance
company for the purposes of purchasing alongevity product. " (page 126)

Probably because the Review of Australia’s Future Tax System recommended equalising the Earning
Tax at 7.5% in both accumulation and pension phase it did not make specificrecommendationson
the Earnings Tax treatment of DLAs in the deferral period.

The impediments to the provision of deferred lifetime annuities

Until the Government’s April 5announcement and the Budget measure this year, both the tax
treatmentand the regulatory environment together, had effectively precluded any commerecial
offering of DLAs. There are 5 specificimpediments which have resulted in DLAs not being provided
as a post-retirement superannuation product:

1. The SIS definition of asuperannuation pension does notincludedeferred lifetime annuities.

The consequence of thisisthat DLAs are not eligible for the Earning Tax and Benefits Tax exemption
on pension products for persons over 60 years. This lack of tax neutrality is a major factor in not
beingable to offera product which would be competitiveinthe Australian market.

2. Clarify the Earnings Tax treatment of non-commutable deferred lifetime annuities during the
deferral periodto explicitly recognise theyare risk products.

The absence of DLAs from the definition of asuperannuation pension has alsoresulted inan absence
of legislative provisions for the Earnings Tax treatment of DLAs during the deferral period.

3. Clarify the accruals tax treatment of non-commutable deferred lifetime annuities to ensure
that they can be boughteitherbyan individual or by the trustee of a superannuation fund.

Currently the accruals tax regime provides anomalous treatment of DLAs. If an individual was able
to buya DLA intheirown name they would not be subject to accruals taxation during the deferral
period. If the same individual acting as trustee foran SMSF which only had themselvesasa member
boughta DLA, or if they boughta DLA as trustee of an SMSF with more than one member, oras
trustee fora small or large APRA regulated fund, the trustee would be subject to accruals tax during
the deferral period.

Thisis a function of the general accruals tax regime ratherthan a policy decision to provide different
tax treatment between individuals and superannuation trustees. Removingthe impedimentsto the
provision of DLAs should include tax neutrality, thatis no accruals tax duringthe deferral period,
whetherthe DLA is bought by an individual or by a superannuation fund trustee.
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4. Amendthe APRA prudential standard on minimum surrender values sothatnon-
commutable deferred lifetime annuities are not treated as investment products during the
deferral period.

Until recently APRA Prudential Standard LPS 4.02 Minimum Surrender Values and Paid-Up Values
treated DLAs as an investment product during the deferral period by requiring asurrendervalue.
That rendered DLAs uneconomicby defeating the pricingthat would otherwise be available using
mortality credits. APRA Prudential Standard LPS 360 Termination Values, Minimum Surrender
Values and Paid-up Values, issued inJanuary 2013, would allow APRA to authorise DLAs with no
minimum surrendervalue. The relevantsectionreads; “Alife company must, before issuinga policy,
obtainthe written approval of APRA forthe method of calculating the minimum termination value,
minimum surrendervalue and minimum paid-up value if the policy does not belongto any of the
types of business described in this Prudential Standard.”

Deferred annuitiesin the deferral period are not covered elsewhere in the standard and therefore
are subjectto APRA approval. Thisis not a total solution but assuming APRA will recognise the need
for non-commutability of DLAs this impediment has effectively been removed.

5. Non-commutabledeferred lifetime annuities need to be exempted from the minimum
drawdown rules during the deferral period.

The Final Report of the Review of Australia’s Future Tax System said that, "the rule requiring a
minimum payment to be made from a pension every yeardoes not caterfor deferred annuities."
(AFTS page 119) A requirementfora DLA to provide astream of paymentsto meetthe minimum
drawdown rules during the deferral period would renderthe product uneconomic. As DLAs are non-
commutable the mischiefs that the minimum drawdown rules are designed to avert - tax deferral
and estate planning - are dealt with without the need forannual paymentsinthe deferral period.

Other specific issues raised in the Review of Australia’s Future Tax System

The Final Report of the Review of Australia’s Tax System raised two otherissues, which are not by
theirnature impedimentsto the provision of longevity insurance but which would enhance the
attractiveness of acquiring longevity insurance and extend the circumstances in which retirees could
acquire products which provide protection against longevity risk.

a. Exemptnon-commutable deferred lifetimeannuities from the Assets Test duringthe
deferral period.

This was proposed by the Review of Australia’s Future Tax System and would provide consistent
treatmentwith otherrisk products. The absence of an Assets Test duringthe deferral period would
remove an objection retirees could be expected to have to buyinglongevity insurance inthat they
would lose some Age Pension entitlement on account of the premium but if they die early not
receive any income fromthe DLA.
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b. Remove therestrictions, includingthe work test, on the purchase of non-commutable
lifetimeannuities.

The Review of Australia’s Future Tax System recommended (AFTS Recommendation 20) that, “There
should be norestrictions on people wanting to purchase longevity insurance products froma
prudentially regulated entity.” The logicbehind this recommendation was that; "In many cases,
people may choose notto purchase longevityinsuranceattheirretirement age. As they grow older
they may beina better positionto judge their potentiallongevity. However, after a personretires
they may be unable to make further contributionsinto asuperannuation fund due to the work test
rules. These restrictions should not apply to contributions made to a prudentially regulated
superannuation fund orlife insurance company forthe purposes of purchasingalongevity product.”
(AFTS page 126) "People should be able to purchase these products with superannuation as well as
non-superannuation money." (AFTS page 126).

Integrity Measures

The Review of Australia’s Future Tax System proposed a number of integrity and consumer
protection measures:

1. Productsthat provide aguaranteedincome should follow consistent prudential
requirements toreduce theriskthata provideris unable to meettheirobligations as they
fall due. (AFTS page 124) Giventhe nature of these products, they should only be provided
by prudentially regulated entities. (AFTS page 126)

2. Onlydeferred lifetimeannuities thatare not commutable should be treated as pension
products duringthe deferral period. (AFTS page 126)

Other Longevity Products

There are otherlongevity products which could be fitted into this policy framework, forexample
Ruin Contingent Lifetime Annuities. These could be in two forms:

1. The product provider managesafund, the retiree is paid agivenlevel of income and if the
fundfailsthe product provider guaranteesto provide a lifetimeincome stream.

2. Theretiree buyslongevityinsurance which pays alifetimeincome streamif anotional
income drawn againsta marketindex or composite of marketindices fails. With this type of
productthere would be basisrisk if the retiree invested their retirement savings in assets
which did not reflect the relevant marketindices.

Recent Government Announcements on DLAs

In the lastthree months the Government has announced policy decisions to remove the
impedimentstothe provision of DLAs.

April 5, 2013 - Extending concessional tax treatment to deferred lifetime annuities
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“The Governmentwillencourage the take-up of deferred lifetime annuities (DLAs), by providing
these products with the same concessional tax treatment that superannuation assets supporting
income streams receive. Thisreform willapply from 1July 2014.

The superannuation industry has called for this reform, including at the Government's Tax Forumin
October 2011 and during meetings of the Government's Superannuation Roundtable.

This reform will have no financial impact overthe forward estimates period.”

2013 Budget Measure: Superannuation reforms — encouraging the take-up of deferred lifetime
annuities

“The Government willencourage the take-up of deferred lifetime annuities by providing these
products with the same concessional tax treatment thatappliestoinvestment earnings on
superannuation assets supporting retirementincome streams from 1July 2014.

Thisreform will give retirees more choice by assistingthose who wish to ensure financial security in
theirlateryears, by allocating part of their superannuation to a product that will provide an ongoing
income stream beyond a certain age.

This measure is estimated to have norevenue impact overthe forward estimates period.

A deferred lifetimeannuityisanannuity thatis purchased foran up-front premium but where
payments do not commence immediately — forexample, the product might be purchased at age 60
with payments commencing atage 80 and continuingforlife.

The existinglaw requires thatincome streams must make payments atleastannually. As adeferred
annuity does not meetthisrequirementitdoes not qualify asanincome stream, and therefore is not
entitled tothe associated concessionaltax treatmentthatappliesto earnings on superannuation
assetssupportingincome streams.

This measure progresses arecommendation of the Australia’s Future Tax System review and
responds to calls to expand the range of superannuation options available to retirees.

This measure is part of a package of reforms toimprove the fairness, sustainability and efficiency of
the superannuation system. Furtherinformation can be found in the joint press release of 5 April
2013 issued by the Deputy Prime Ministerand Treasurer, and the Minister for Financial Services and
Superannuation.”

Summary of the Government’s policy position

These few paragraphs provide some important detail about the Government’s decisions in relation
to thisimportantreform:

1. DLAs will be treated as pensions duringthe deferral period and the assets supportingthem
will be subjecttothe same tax treatmentasthe assets supporting other pensions, thatis,
they will be Earnings Tax exempt.

2. Pensionincome streams from DLAs will be exempt from Benefits Tax afterage 60.
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3. DLAs will notbe subjecttothe minimum drawdown rules during the deferral period.
4. The measure willcommence on1July 2014.
5. The measure has norevenue impact.

Togetherwith APRA Prudential Standard LPS 360 Termination Values, Minimum Surrender Values
and Paid-up Values, issuedinJanuary 2013, it can be concluded that these policy decisions remove
the 5 impediments tothe provision of DLAs. If there is no liability for Earnings Tax there will be no
accruals tax on a superannuation DLA.

From the absence of any revenue impactitcan be inferred that:

The measure relates to DLAs bought with superannuation money;

It is specifically focussed onlongevity insurance bought at retirement;

There is no Assets Test exemption, which would have had some fiscal impact;

DLAs will not be commutable toanindividual ortheirestate and are therefore arisk

A w N e

product. (If they were nota risk product, which also requires pooling, other pension
structures would be likelyto characterise accumulation as deferral with asignificant
impacton revenue); and

5. Itseemslikelythat, forthe purposes of prudentialand consumer protection, the entities
providing DLAs will be required to be subject to prudential regulation and the same capital
standards as otherlongevity products.

It would be difficult to conclude otherthan thatthese arrangements will providea more level
playingfield for DLAs alongside other SIS pension products.

21st Annual Colloquium of Superannuation Researchers
University of New South Wales
9 July 2013
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