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Agenda

1. Why such growing interest in the subject?

2. Basic forms of benefit payment at retirement.

3. Various analyses(by form of payout and by country).

4. Policy options for regulators, supervisors & government.
5. ChileT brief overview.

6. Summary and Conclusions.
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Why such growing interest?

More DC plans at social insurance level (C&EE joining club).
World Bank push for mandatory DC plans (Pillar ?).

Growing importance of occupational DC plans.

Some DB plans are now lump sum (e.g. Belgium).

Yes, accumulation phase is important, but so is decumulation
phase*.

General frustration that there is no perfect answer.
Concerns/perceptions about the life annuity market.
In other words 1 for differing reasons - a worldwide debate.

* |f a truly effective accumulation phase is followed by a suboptimal

payout phase, the end result will still be suboptimal .
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) Main forms of benefit payment at retirement

1. Lump sum. A single payment.

2. Life annuity. A stream of payments for as long as the
retiree lives. Sometimes with minimum guarantees,
|l ndexati on, continuation to

3. Programmed withdrawals*. Series of fixed or variable
payments whereby the retiree draws down a part of the
retirement capital (and continued investment earnings
thereon). Upon death, any remaining retirement capital
becomes part of the retireefq

*Ot her terminol ogy use(de.ign. Afuasltiroac atae d UsKn n weit
pensionso or more generically fnallocated I
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Rationale behind lump sums

x Easiest benefit to administer.
X Retirees prefer lump sums (not always true).
X Can use money to reduce debt, reinvest in new career, etc

X Abi Il i1ty to nAself annuitizeo
do not possess).

x Fully satisfies the bequest motive.
xEtcé (your |1 st!)

But - moral hazard problem in countries with strong welfare
safety net, etcé

n | can resi st everything except tem



Rational behind Life Annuities

Xx APension planso = pensions!

X Government does not want retirees who unwisely spend
their retirement capital to be eventual welfare recipients.

Addressing some weaknesses:
X Bequest motive = life annuities with minimum guarantees.

x Point-in-time sale of assets and purchase of annuity =
deferred purchase (although this can aggravate problem).

x Point-in-time sale of assets and purchase of annuity =
variable annuities.

x Lack of ongoing participation in investment market =
variable annuities.



o Examples of Programmed Withdrawals

x Complete freedom to draw down at will (rarely allowed,

as equivalent to unbridled tax and succession planning).
X Annuities certain (perhaps to an advanced age).

x Totally prescriptive drawdown, e.g. remaining capital

divided by set denominator.
X Minimum and/or maximum annual drawdown limits.

But, all mean little or nothing left in advanced years.



o Rationale for Programmed Withdrawals

x Attempts to curb weaknesses and maximize strengths of
other two approaches.

x Often avoids problem of low annuity/interest rates at
retirement.

X Bequest motive is entirely satisfied.

X Retirement capital remains actively invested throughout
retirement.

To addressing main weakness of money running out:

x Concede governmento6s ulti mat
the very old.

X Combine programmed withdrawals, especially annuities
certain, with personal longevity insurance (later slide).



| ree NOmpBIOLt N

Lump Programmed Single life Annuity with
sum withdrawals annuity opportunity
Investment YES YES NO Variable
Annuity
Liquidity YES Partial NO NO
Portability YES Perhaps NO NO
Bequests YES YES NO Annuity with
guarantees

1 Bequests especially address the reverse of the conventional
longevity risk, i.e. the risk of dying too early!



o Retil ree AKEIJOS k Shta

Lump Programmed Single life Annuity to

sum withdrawals annuity resolve?
Selling capital YES NO YES Variable
Purchase price n/a NO YES Variable
Investment YES YES NO Variable
Inflation YES YES YES Indexed
Longevity YES YES NO NO
Provider NO Minimal YES YES

bankruptcy
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o Governmental challenges and risks

x Regulatory challenges

A Ensure access to a reasonable range of retirement products
t hat address 1 ndividual nee
social protection objectives.

A Sound regulatory framework for providers & intermediaries.
X Supervisory challenges

A Encourage, license and supervise sound market for
retirement products (provi de

x Government risks

A Retiree exhausts retirement capital and becomes eligible for
welfare or equivalent payments.

A Insolvency of insurance company or other provider.
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. Flow of Payments under 4 Approaches

Non-indexed single life annuity (sustained by mortality credits)

Annuity certain for life expectancy

Programmed withdrawals
of capital 0 life expectancy

Programmed withdrawals
of capital 0 life annuity rate

Annual pension

—o— Life Annuity —&— Programmed withdrawals (life annuity)

—&— Programmed withdrawals (life expectancy) —=— Programmed withdrawals (annuity certain)
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Personal Longevity Insurance

NProviding financi al promoe ct |
dying soon enoughmay wel | become t he 1
and most profitabl e fDruokarnie9o)a |

x Bulk longevity insurance = longevity swap for a specified
group of DB pension plan participants. Not t oday 0s

x Individual longevity insurance = deferred contingent
Income = lifetime pension starting after a long deferral
period (tail Il n previous sl

A relatively low premium;

A paying insured benefit only on occurrence of a relatively
Infrequent event; and

A with nothing payable if the event (survival to specified

advanced age) does not happen.
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o Quotes from US research papers

XxAlt 1 s estimated that retir-e
15% of retirement capital on longevity insurance, and they
could then use programmed withdrawals or self-manage the
remaining 85%-9 0 %. 0O

X AA household planning to smo
retirement would need to allocate only 15% of its age 60
wealth to an advanced life deferred annuity with indexed
payments commencing at age 85. A $10,000 per yearr,
Inflation protected joint and two -thirds pension starting at
age 85 would cost just $37,0

xPer Metropolitan Life, AA $1
purchases an annuity of $92,
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o Policy Decisionsg f or vy o u

Is the reqgulation of life annuity and other retirement payouts
coherent? Indeed, is the pension system consistent with the
objectives of the government and other stakeholders?

X Regulate v. (actively) encourage choice? Tax provisions play
a key direct or indirect role in influencing payout choices.

x Allow (encourage?) combination options instead of one
extreme choice or another - removing restrictions on both
sequential and simultaneous combination arrangements?

x Allow the purchase of longevity insurance?
x Specify a default payout form?

X Decide which financial institutions should be allowed to offer
(1) programmed withdrawals, (i) life annuities and (iii)
personal longevity insurance. Roles of intermediaries?
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Making rational decisions

Annual Subscriptions to The Economist

Internet access only $59
Printed edition $125
Printed edition plus $125

Internet access

So, how many people chose the second option?
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Making rational decisions

You were right! Congratulations.

Internet access only $59 16%
Printed edition $125 Nil
Printed edition plus $125 84%

Internet access

So, why include the second option?
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