
		
			
			OECD e-PUB editions - BETA VERSION

			
			Congratulations and thank-you for downloading one of our brand-new ePub-in-beta editions.

			
			We're experimenting with this new format and, while ePub is fantastic for books with linear text, for books with charts, tables and graphs we’ve found some things may not work perfectly – it depends on the device you’re using.

			
			So, for an optimal reading experience, we recommend:

			
					Using the latest version of your device’s operating system.

					Reading in portrait mode.

					If large tables are tricky to read, try reducing the text size.

			

			
			As this is an ePub-in-beta edition, we would be glad to receive feedback on your reading experience, good or otherwise, so we can improve for the future. When writing, please let us know which device/operating system you were using and the title of the publication. Write to: 
				sales@oecd.org
			

			Thank you!

		

	[image: Life Annuity Products and Their Guarantees]
Life Annuity Products and Their Guarantees
Please cite this publication as:
OECD (2016), Life Annuity Products and Their Guarantees, OECD Publishing, Paris, http://dx.doi.org/10.1787/9789264265318-en.
[image: Visit us on OECD website]

Metadata, Legal and Rights
ISBN: 978-92-64-26779-4 (epub) - 978-92-64-26530-1 (print) - 978-92-64-26531-8 (pdf)
DOI: http://dx.doi.org/10.1787/9789264265318-en

This work is published under the responsibility of the Secretary-General of the OECD. The opinions expressed and arguments employed herein do not necessarily reflect the official views of OECD member countries.
This document and any map included herein are without prejudice tothe status of or sovereignty over any territory, to the delimitation of international frontiers and boundaries and to the name of any territory, city or area.
Photo credits: Cover © Ekachai Lohacamonchai/iStock/Thinkstock.com.
Corrigenda to OECD publications may be found on line at: www.oecd.org/about/publishing/corrigenda.htm.
© OECD 2016
You can copy, download or print OECD content for your own use, and you can include excerpts from OECD publications, 
			databases and multimedia products in your own documents, presentations, blogs, websites and teaching materials, provided that suitable acknowledgement 
			of OECD as source and copyright owner is given. All requests for public or commercial use and translation rights should be submitted 
			to rights@oecd.org. Requests for permission to photocopy portions of this material for public or 
			commercial use shall be addressed directly to the Copyright Clearance Center (CCC) at info@copyright.com or 
			the Centre français d’exploitation du droit de copie (CFC) at contact@cfcopies.com.

Foreword
This publication presents the work of the OECD project on annuity products and their guarantees. The project seeks to better understand the types of products available, the guarantees that they offer, and how policy can support the role of these products in financing retirement.
The first chapter describes the criteria that define the scope of the discussion around annuity products for retirement. It provides a classification of the different types of annuity products in order to establish a common language with which to discuss annuity products and markets. The second chapter provides an overview of the specific types of annuity products available, as well as the markets in which they can be found. The third chapter focuses on the risks that these products present to annuity providers and how they are managed, describing product features and risk management strategies for each product in depth. The fourth chapter discusses some considerations relating to drivers of annuity product design, availability, and sustainability as well as the potential role of regulation, relying on examples found in various markets to guide the discussion. The fifth chapter considers consumer protection issues relating to annuity products, in particular how these products are communicated and distributed to individuals. Chapter 6 discusses the challenges that policy makers face in incorporating annuity products into the retirement landscape and presents the key policy considerations with respect to the issues raised.
The project on annuity products and their guarantees is part of the research and policy programme of work of the OECD Insurance and Private Pension Committee (IPPC) and, in particular, its Working Party on Private Pensions (WPPP). The WPPP is an international body that brings together policy makers, regulators and the private sector from all OECD countries to discuss issues related to the operation and regulation of funded retirement income systems.
This publication was prepared by Pablo Antolin and Jessica Mosher of the Financial Affairs Division of the OECD Directorate for Financial and Enterprise Affairs. It has greatly benefited from the comments of national government delegates of the IPPC and the WPPP, as well as representatives of industry bodies. We would especially like to thank Manuel Aguilera, previous Chair of the IPPC, and Ambrogio Rinaldi, Chair of the WPPP, for their useful advice, support and valuable inputs to this project. Editorial and communication support was provided by Pauline Arbel, Pamela Duffin, Kate Lancaster and Edward Smiley.
The OECD gratefully acknowledges the financial support from Prudential Financial to the OECD work on private pensions.

Executive Summary
As a result of the shifting retirement landscape, individuals are bearing increasing responsibility to manage the financing of their own retirement, not only in the saving and investment decisions they make during the accumulation of assets but also how they will draw down their assets in retirement. Along with this increased responsibility comes increased risk, both in terms of the investment risk of lower investment returns than expected, but especially the longevity risk of outliving assets in retirement.
Annuity products can provide guarantees which protect individuals from such risks, providing minimum guaranteed returns, guaranteed income and/or protection against longevity risk. Policy makers therefore have a strong interest to better understand the products and guarantees which are available in order to assess the potential role of these products in mitigating these risks for individuals as well as to put in place a framework to encourage the development of these products and ensure their sustainability.
In this context, the primary goal of the OECD project on Annuity Products presented in this publication is to better understand annuity products and the guarantees they provide. Product design is a crucial factor in the potential role of annuity products within the pension system, the cost and demand for these products, and the resulting risks that are borne by the annuity providers. Increasingly complex products, however, pose additional challenges with respect to consumer protection. Consumers need to be aware of their options and have access to unbiased and comprehensible advice and information for these products. Policy makers must have an understanding of these issues in order to ensure that annuity products can be optimally used as part of the solution to finance retirement and that these products remain sustainable for the annuity provider and suitable for consumers.
Key findings and conclusions
Annuity product features and design
	There is a need for more consistency in the definitions and terminology used to discuss the role of annuity products in financing retirement, as the lack of a common language currently leads to a lack of comparability of annuity products and markets across jurisdictions.

	The annuity products available can be grouped into three main types of products: those offering fixed payments which are defined in advance, those offering payments which are indexed to an objective measure which varies over time, and those which function as retirement savings products but that also offer the option for the consumer to convert the accumulated assets into a guaranteed income stream at retirement.

	There is a trade-off between flexibility, protection and cost; increased flexibility increases the cost of annuity products, while reduced protection and increased risk sharing will lower the cost.


Coherence in the design of the pension framework
	The rules relating to the accumulation and drawdown of pensions should accommodate the use of annuity products.

	Any limits on product design should be in the consumer’s and/or annuity provider’s best interest and should not unduly increase the risk exposure or cost of the product.

	Limits on market segmentation for annuities should not exclude certain populations from the annuity market.


Encouragement of the demand for annuity products
	Any mandate for the purchase of an annuity should consider the heterogeneous needs of different segments of society.

	Any default provision of annuities should be carefully designed in order to make sure that there are still competitive pressures on annuity providers.

	The provision of information on annuity products and options available should effectively engage consumers in the decision to purchase an annuity.

	Providing fiscal incentives for annuity products can encourage demand.


Ensuring the sustainability of annuity products
	Approaches based on principles to determine capital requirements are better able than static requirements to adapt to changing product features and risks coming from product innovations and increased product complexity.

	The appropriate risk management of annuity products by providers should be encouraged through the monitoring of appropriate accounting measures, the allowance of effective risk mitigating actions and the recognition of risk-reducing measures in the capital requirements.


Ensuring the suitability of annuity products for consumers
	Product disclosures need to simply and effectively communicate product features, risks and costs.

	Increased product complexity may also lead to an increased need for financial advice, and policy makers need to ensure that advisors are knowledgeable and qualified and that the advice provided is suitable for consumers.






Chapter 1. What is an annuity product?

This chapter presents the scope and the definition of the annuity products discussed in this publication. It also proposes a classification for the various types of annuity products available to finance retirement.


The definition of an annuity product at first glance seems simple. It is a product which offers a stream of income payments to be paid to the individual. Nevertheless the literature and discussion of annuities, annuity income, and annuity markets is fraught with misunderstanding and a lack of comparability. ‘Annuity income’ is commonly used to refer not only to income received from annuity products, but to employer provided defined benefit pensions, or even to the income that individuals receive from public pensions. Data provided on the size of annuity markets with the purpose of demonstrating the relative role of these products in providing income in retirement may include data on ‘annuity products’ from which no income is expected to be received, or alternatively for which no income is guaranteed. Even terminology used to label certain types annuity products can be applied to two different products which bear no resemblance to one another.

In order to be able to begin an analysis and discussion of annuity products, we must first come to an agreement on what exactly is being discussed. First, the aim of the discussion on annuity products here is to better understand how they can fit into the retirement landscape, therefore the focus is on annuities whose primary purpose is to provide income in retirement. As such, annuities providing income due to disability or to cover healthcare costs are not considered here. While these additional guarantees covering health issues can be embedded in the types of products discussed here, the scope of this discussion does not cover the associated product designs and risks of these types of products.

Beyond the scope of products providing income in retirement, a more precise definition needs to be laid out in order to distinguish between vehicles providing ‘annuity income’, products which may be commonly referred to as annuities but do not actually function as such, and products which actually provide no guarantees at all. While public pensions and defined benefit plans can provide annuity income, they should not be in the scope of the discussion on annuity products here. Similarly products referred to as ‘annuities’ but that never result in a guaranteed income being paid should be excluded. Finally, while drawdown products providing structure to the payout phase could also potentially play an important role in the evolving retirement landscape, they are not the focus of the discussion here as no longevity guarantees are generally provided.

Coming to an agreement on the definition and classification annuity products will provide the foundation on which annuity products can be discussed and their features, guarantees and market size compared across jurisdictions. With this aim, this chapter first puts forward a set of criteria on which to base the definition of an annuity product for the discussion presented here, and justifies this definition based on concrete examples from different jurisdictions. Based on these criteria, a classification of different categories and types of annuity products is then proposed to provide a foundation for defining a common language with which to subsequently base the discussion of annuity markets, products and their guarantees contained in this publication.


Criteria to define an annuity product

The criteria presented here seek to provide answers to the questions raised regarding the features which are necessary to qualify any given income stream or product as an annuity product, given that the scope of this publication is to discuss annuity products as a solution to provide guaranteed income in retirement. These criteria are meant to be exhaustive, and each criterion will be clarified and discussed in turn.


	An annuity product is fully financed by the contributions or premiums towards its purchase.


	Payments are calculated on an actuarially fair basis.


	The provider of the annuity product is the entity which promises payments to the individual or member.


	The employer is not the guarantor of the promised payments.


	There is a longevity insurance component in the promised payments.


	Where receiving a future income stream from a deferred annuity is optional, the annuity conversion rate is defined at the onset of the contract.


	Where receiving a future income stream from a deferred annuity is mandatory, the provision of the future income is established in the same contract that was established for the accumulation of the assets.




Defining the scope of what types of income streams are considered to be annuity products

An annuity product is fully financed by the contributions or premiums towards its purchase

The first criterion is that an annuity product should be fully financed by the contributions or premiums towards its purchase. This criterion in part addresses the distinction between what is considered annuity income and what is considered to be an annuity product. A product which is fully financed by contributions would generally require that premiums or contributions are put aside to fund the reserves which back the expected future annuity payments. This criterion therefore excludes PAYG pension schemes from the scope, as contributions go to fund current pensions rather than being saved to fund the future payments being promised.

Payments are calculated on an actuarially fair basis

The criterion that payments are calculated on an actuarially fair basis further clarifies the distinction between annuity income and an annuity product. Calculating payments on an actuarially fair basis means that the promised payments are computed based on a discount rate and mortality assumptions which reasonably reflect conditions at the time the annuity is purchased. This implies a direct link between contributions/premiums paid towards the annuity and the actual level of income received. Defined benefit schemes would therefore be excluded as there is not a direct link between contributions made and the promised payment.

The provider of the annuity product is the entity which promises payments to the individual or member

Requiring that the provider of the annuity product directly guarantees the income promised to the individual or member intends to make the distinction between annuities directly providing an income guarantee to the primary recipient and those purchased to reinsure income guarantees for the primary recipients. While an important topic in itself, annuity products used for de-risking other pension or annuity promises are not within the scope of the discussion here, which focuses on annuity products providing retirement income to individuals.

As such, buy-in deals common in the UK, where a pension plan purchases a bulk annuity from insurer or reinsurer to partially or totally insure its pension obligations, are not within scope. Similarly, reinsurance purchased to cover an insurer’s annuity portfolio is not in scope either. These are explicit de-risking tools for entities rather than retirement solutions for the payout phase for individuals.

On the other hand, products like group annuities purchased by employers (e.g. as in Denmark) in which the promised payment is made directly by the pension fund or the insurance company are different from those examples in which the promises are reinsured by a third party, and would therefore qualify as an annuity product.

The employer is not the guarantor of the promised payments

A final criterion clarifying the scope is that the employer is not the guarantor of annuity payments. This may not be the case for specific employer provided pensions.

For example, any employer provided pensions which are kept on a book reserve basis would not be in scope as the employer has the liabilities on its balance sheet and guarantees the payments. While these types of arrangements can play an important role in the design of the payout phase, they are out of scope of the discussion put forward here.

Defining the types of products that are considered to be annuity products

A longevity insurance component is involved with the promised payments

Requiring that a longevity insurance component is involved with the promised payments delineates the difference between an annuity product and other drawdown products which can provide structure for the pay-out phase. An annuity product must provide some kind of longevity insurance guarantee to the individual guaranteeing payments for life.

There is no insurance component in the case of programmed withdrawals, as even though regular payments are provided, individuals runs the risk of depleting their fund before anticipated. Insurance wrappers for programmed withdrawals, however, could provide that insurance component. This includes the Guaranteed Lifetime Withdrawal Benefit offered with variable annuity products, which guarantees a minimum income if funds are depleted. Annuities whose payments can vary but which guarantee a minimum income level or income for life would also be considered to have an insurance component.

While term annuities guaranteeing a certain level of income for a fixed period of time, not for life, could also be considered to be annuities, these types of products are analogous to bond instruments and will not be the focus of the discussion on annuity products here.

Where receiving a future income stream from a deferred annuity is optional, the annuity conversion rate is defined at the onset of the contract

A distinction must also be made between pension savings contracts and annuity products. The first criterion to make this distinction is requiring that where receiving a future income stream from a deferred annuity is optional, the annuity conversion rate is defined at the onset of the contract. A key component in the definition of an annuity is the provision of a stream of payments. However some products may never result in a stream of payments being made if the conversion of accumulated assets into a stream of income at some point in the future is optional and the assets can be taken as a lump sum.

The variable annuity products popular in the United States provide an example of such a product. This product is a retirement savings product offering a guaranteed income option at retirement, and accumulated funds may be taken as a lump sum rather than annuitised, meaning that individuals may never receive an income stream from this product. However, these products provide a guaranteed annuity conversion rate at the time of purchase, so individuals know the minimum level of future income they could expect to receive given the level of contributions being accumulated. As the annuity conversion rate used to convert the accumulated assets into an income stream is known in advance, these products would qualify as annuity products.

An example which would not meet this criterion is the group insurance pensions which are commonly arranged by employers in Belgium. Assets are accumulated in these products with a guaranteed minimum rate of return and may be paid out as either a lump sum or an annuity, although the lump sum payment is chosen by the majority of individuals. In this case the annuity conversion rate is not defined in advance and is determined at the time the individual chooses to annuitise his assets. This type of plan could therefore be viewed as a retirement savings plan only, with an immediate annuity being purchased at retirement only if the annuity option is chosen.

Where receiving a future income stream from a deferred annuity is mandatory, the provision of the future income is established in the same contract that was established for the accumulation of the assets

This criterion further clarifies the distinction between an annuity product and a pension savings product by requiring for deferred products where taking a future income is mandatory that the provision of this income must be established in the same initial contract. Where the contract is the same, the annuity product can be considered to be purchased at the onset of the accumulation period. Where the contract is different, the annuity would begin at the time of the contract with the provider of the annuity payments.

An example to demonstrate when this criterion does not hold is the defined contribution plans in the UK, where previously 75% of accumulated assets were effectively required to be annuitized upon retirement.1
 Annuity quotes are most often given based on the amount of accumulated assets at retirement, and individuals may remain with the provider involved in the asset accumulation or choose a different annuity provider who may be offering a better price. Therefore the contract to receive annuity payments is separate from that to accumulate the assets and the provider of the annuity payments can also be different. Similar to the Belgian plans described above, these can therefore generally be viewed as retirement savings with an immediate annuity being purchased with the accumulated assets at retirement.2


An example where this criterion does hold would be for Riester annuity products in Germany, where a portion of the accumulated assets are required to be taken as an annuity in retirement. While the individual retains the right to change providers during the accumulation phase, the provider they are with at retirement is foreseen to be the one to provide the annuity payments. Therefore the contract with the provider includes the provision for a future income stream, qualifying these products as annuities.

The criteria outlined above provide the foundation for a common language with which to have a discussion of annuity markets and the products and guarantees offered across jurisdictions. The following section provides additional details on the different types of features and guarantees which annuity products can offer, as well as presents a framework to classify the different types of products available. This framework should then facilitate the comparison of different products across jurisdictions with respect to their features and guarantees, the risks the various products present and how these risks are managed.




Structure and features of annuity products

The plain vanilla, traditional annuity product provides guaranteed regular payments to an individual in exchange for a non-refundable upfront premium. This product thereby guarantees a stable income to the individual and protects them from the risk of outliving their assets in retirement. This basic annuity structure, however, can vary along several dimensions: the timing of the payments, the timing of the premiums, and whether the product is sold at an individual or group level.

Annuity products can either be immediate, with payments beginning right after the premium is paid, or deferred, with payments beginning at some future point in time. Immediate annuities tend to be bought with assets accumulated at retirement to provide payments through retirement. Deferred annuities are generally bought at younger ages to provide payments once the individual is retired, though may also be bought at retirement to provide old age longevity insurance and ensure that the individual will have an income if they live longer than expected.

The premiums for annuity products can be paid all at once, in a single premium, or divided into regular premium payments. Single premiums are typical for immediate annuity products, while regular premium payments are more common for deferred products, allowing individuals to contribute over time and build up the level of future income, somewhat similar to other retirement savings products.

Finally annuity products may be purchased at an individual retail level or for a group of individuals. Individual annuities are more commonly purchased by individuals within personal defined contribution pension schemes, for example, or other voluntary personal pension arrangements. Group annuities, on the other hand, are more commonly arranged by employers for a group of their employees.

Beyond the basic structures outlined above, annuity products can offer various different guarantees for the individual annuitants. These guarantees can insure the individual against several risks, namely longevity, death, investment and/or the loss of purchasing power.

The insurance against longevity risk is the risk most commonly associated with annuity products, as annuity products which provide payments for the lifetime of the individual insure against the longevity risk of outliving their assets in retirement.

Annuity products may also offer a guaranteed payment to the surviving beneficiaries of an annuitant in the case of death. This can take the form of a lump-sum payout contingent on the death of the annuitant, the provision for a lifetime payment to the surviving spouse, or the provision of a guaranteed period during which payments continue for the specified number of years regardless of the survival of the annuitant.

Investment guarantees are also common guarantees provided by annuity products, either implicitly through the guarantee of a specified level of income or explicitly through a guaranteed minimum return on the assets underlying the annuity product. These types of guarantees provide insurance against the investment risk of a decrease in asset value which could significantly reduce the level of assets available for financing retirement.

Annuities can also provide protection against the loss of purchasing power from inflation by indexing the guaranteed payments to the inflation rate, guaranteeing a level of income in real terms rather than nominal terms.

In addition to guarantees, annuity products can also offer varying levels of flexibility to the consumer, providing options with respect to the access to underlying assets and the timing and/or level of payments. For the traditional annuity product, the consumer completely relinquishes the premium assets to the annuity provider, and has no ability to get out of the contract or change the terms on which the income will be received. Variations on this traditional product, however, can offer additional flexibilities to the consumer such as control over investment decisions, the ability to withdraw from or surrender the product, or the ability to vary the level of income received during the payout phase.

Annuity providers around the world have come up with numerous variations on the traditional level fixed payment annuity product in an attempt to meet the needs of consumers and address some of the obstacles relating to the lack of demand for annuity products. The traditional annuity product is often cited as a difficult sale due in part to the lack of flexibility, particularly with respect to the access to capital and the locking-in of an investment return which could potentially increase in the future. Providers have increasingly sought to respond to these concerns through features which allow participation in market returns or company profits, access to underlying capital, and increased flexibility around the timing and design of the payout phase. At the same time, products are being designed which limit the risk to providers via risk-sharing features which reduce the levels of protection offered from the product guarantees in order to lower the cost for the consumer and better ensure the sustainability of the products for the provider.

Given the criteria and features put forward to describe an annuity product, the types of products available can be broadly classified into three product-type groups:


	The first group, fixed payment annuities, represents annuities for which payments are fixed and defined in advance.


	The second group of products, indexed payment annuities, provides annuity payments which are not known in advance and depend on the evolution of some external measure.


	The third group of products, retirement savings with a guaranteed income option, is characterised by the flexibility that the products offer to the consumer, particularly with respect to the access to the underlying capital. These products also commonly offer explicit guarantees to the individual during both the accumulation and payout phase.




Table 1.1 presents a classification of the main types of annuity products, grouping them into the three categories described above. The guarantees provided to the annuitants for each product and the flexibilities and options they are allowed are also detailed for both the accumulation/deferral phase and the decumulation/payout phase of the annuity.


	
Table 1.1. Classification of annuity products




	Product Type

	Annuity Type

	Accumulation

	Payout




	Guarantee

	Option

	Guarantee

	Option






	Fixed Payment

	Level/Escalating/De-escalating

	Guaranteed return

	Possible surrender

	Guaranteed income; longevity

	Possible surrender




	Advanced Life Deferred Annuity

	Guaranteed return

	None

	Guaranteed income; longevity; purchasing power

	None




	Joint

	Guaranteed return

	Possible surrender

	Guaranteed income; longevity

	Possible surrender




	Enhanced

	X

	X

	Guaranteed income; longevity

	None




	Indexed Payment

	Inflation

	Purchasing Power

	None

	Purchasing power; longevity

	None




	Participating

	Minimum return

	Possible surrender

	Minimum income; longevity

	Purchase additional guarantee with bonus




	Variable Payout

	None

	None

	Longevity

	None




	Retirement savings with guaranteed income option

	Variable Annuity

	Minimum return

	Surrender, withdraw, switch investment

	Minimum income; longevity

	Annuitisation, withdrawals, surrender




	Fixed Indexed Annuity

	Minimum return

	Surrender, withdrawals

	Minimum income; longevity

	Annuitisation, withdrawals, surrender







The first category of annuity products includes annuities promising fixed payments to the annuitant which are clearly defined from the onset of the contract and for which the underlying...
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