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For government, non-commutable lifetime annuities protect against a number of forms of abuse of
superannuation 's tax preferred status. In particular, the risk nature of a DLA removes any
motivation to buy a larger annuity than is necessary for an individual's retirement income needs.

Given the prevalence of market linked income streams in today's post-retirement market a critical
issue is the sustainability of an allocated pension. An investigation of this question by the
independent actuarial consulting firm Towers Perrin was provided by Challenger to AFTS. Towers
Perrin used stochastic modelling to demonstrate that retirees can have a reasonable expectation,
but not a guarantee, of an allocated pension lasting their lifetime but only if they are prepared to
live quite modestly. If a retiree chooses to live comfortably they can expect their allocated pension
to fail within a few years if they have a starting balance of less than $150,000. Even an allocated
pension with a starting balance of $500,000 can be expected to fail short of age cohort life
expectancy for a 65 year old if the retiree chooses to live comfortably.

The drawdowns used by Towers Perrin were the Westpac/ASFA benchmarks of modest but
adequate and comfortable for an individual, then of $19,399 and $37,452 which includes any Age
Pension entitlement. Most people with $500,000 in superannuation assets probably expect both to
obtain more from an allocated pension and for it to last longer.

Retirees need to be able to choose a product or combination of products that will optimise the
amount and security of their retirement income. That set of choices needs to contain products
which have characteristics capable of dealing with the principal risks in retirement:
(a) Longevity risk - outliving average life expectancy and retirement savings
(b) Market risk - depletion of superannuation assets or income by adverse market events; and
(c) Inflation risk - inflation erodes the purchasing power of an income stream which will be

accelerated by periods of above average inflation.

An important subset of market risk can be referred to as retirement risk. That is the impact of
adverse market events close to the time of retirement, either before, at or after it, which can
seriously impair post-retirement outcomes. DLAs able to be bought prior to retirement when
market conditions are favourable could be used to mitigate the risk associated with the timing of
retirement.

Because non-commutable DLAs with a long deferral periods provide access to both mortality and
liquidity premiums which exceed any reasonable expected equity premium DLAs should not require
any subsidy or compulsion to find a place in the market as longevity insurance.

How are your proposals financed over the short and longer term?

As a result of the tax and regulatory impediments there are no DLAs on the Australian market today.
Challenger commissioned Deloitte Access Economics to provide some estimates of the potential
fiscal costs and benefits resulting from reform of the tax and regulatory arrangements around DLAs
under different demand and tax scenarios.



"k A tax plan for our future
Australian Government

Stronger .Fairer .Simpler

TAX FO RU M 4-5 October 2011
Introduction of DLAs into the Australian superannuation system would involve a short term cost to
government finances. By buying a DLA a retiree is deferring retirement income which will result in a
reduction in retirement income during the deferral period. If the retiree is eligible for a part Age
Pension this would result in a small increase in pension outlays. Provided retirees are complying
with the minimum draw down rules they have the option to defer private income and take a larger
Age Pension whether they are buying a DLA or not.

That said, if DLAs are treated as a risk or pension product that is not subject to Earnings Tax during
the deferral period there is no cost to revenue relative to the real life alternative, which is a pension
phase income stream that is not subject to Earnings Tax. This means there is no net loss of tax
revenue during the deferral period.

When the DLA starts to pay there are significant outlays savings. These result from retirees having
significantly higher incomes late in life. These savings come from two sources, reductions in outlays
on the Age Pension and reductions in Aged Care subsidies as a result of the operation of the means
test.

Deloitte Access Economics also modelled a hypothetical market in which DLAs were a small part of
the retirement incomes market and had been subject to earnings tax during the deferral period -
this is the hypothetical baseline scenario. Removing the earnings tax from the hypothetical annuity
market leads to both income and substitution effects. The income effect arises because the reduced
tax means the individual has more income, and will tend to buy more of everything, whereas the
substitution effect picks up the impact of the changed after-tax relative price of DLAs - and hence
results in an increased market share of DLA's.

In the hypothetical baseline case the income effect produces costs to government finances of
0.009% of GDP and savings of 0.006% of GDP. If the substitution effect results in retirees buying on
average an additional $10,000 each of deferred annuities then the resulting government savings
would be around 0.15% of GDP. That is, the savings to the Government increase twenty-fold for a
ten-fold increase in the number of DLAs. This differential arises due to timing: in effect, more DLAs
shifts 'income sooner' to 'income later', and the latter has an impact through the operation of
income and assets tests applying to Age Pensions and to Aged Care subsidies.

As a result the long run impact on government finances would be positive, with savings to
government (through cost reductions in age pensions and aged care) exceeding lost revenue to the
government by a ratio of at least 5 to 3.

In any event these revenue losses are hypothetical. There is little revenue collected from the
alternatives to DLAs - in essence, there is a 'levelling of the playing field' across competing products
where one was previously harder hit by tax than its competitors. That, not surprisingly, has little
impact on revenue as there wasn't much there in the first place.

The benefits to government of removing the impediments to DLAs are more pronounced when
compared to the 'real life' scenario. Relative to the 'real life' scenario, the government's overall
budget position is projected to improve by 0.03% of GDP by 2020 and 0.18% of GDP by 2050.
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The Deloitte Access Economics modelling shows two other important effects of introducing DLAs
into the Australian retirement market which are desirable outcomes of the proposed reforms:
1.

	

The result of the policy change would be a redistribution of income (1) from early in retirement
to later in retirement and (2) towards those who live longer. Not surprisingly, that better
accounts for longevity risk. Indeed, the realignment of retirement incomes towards the later
years of retirement should be a key priority for government, both because it serves to reduce
age pension expenditures, and because it increases the welfare of future retirees by
countering the key market failures in the provision of longevity risk insurance in the Australian
retirement income system.

2

	

The benefits of DLAs are skewed toward retirees in the lower income deciles who are largely
below the key thresholds in the age pension means test and who would not therefore
experience any reduction in their Age Pension entitlements. Accordingly, their income from
their DLA represents an absolute enhancement to their welfare. This will reduce future
pressures for increases in the rate of the Age Pension.

The Deloitte Access Economics modelling highlights an important opportunity for Australia ' s
retirement income system - that it is possible to (1) increase retirement incomes, (2) reduce reliance
on the Age Pension, and (3) improve the targeting of government assistance by improving the way
retirement savings are used to fund retirement incomes.

Removing the regulatory impediments to post-retirement products that allow the principal
retirement risks to be transferred to private providers will reduce the Australian Government's
already considerable exposure to longevity, inflation and market risk through the means test for the
Age Pension and Aged Care. Reducing the quantum of those contingent liabilities on government
will reduce future pressure on Australia's sovereign rating.

Deloitte Access Economics, Fiscal implications of possible tax treatments for deferred lifetime
annuities, Challenger Limited, 20 September 2011.
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