New ASISA rules to ensure that living annuities last

The Association for Savings & Investment South Africa (ASISA) has produced a further set of guidelines to improve the probability of pensioners and their advisers making better decisions when using investment-linked living annuities (Illas).

In terms of the legislation, a living annuity holder may withdraw an annual income of between 2,5 percent and 17,5 percent of the residual capital each year. This percentage can be changed once a year. The annuitant accepts responsibility for the risk of the underlying investments.

While the requirements of FAIS to provide appropriate advice since October 2004 have put pressure on the financial services industry to ensure that appropriate advice is given to retirement fund members before, at and in retirement, it is still thought that living annuities are not being properly explained to clients and are generally largely misunderstood.


ASISA issued a code on living annuities some time ago in an effort to guide the market 
The code included indicative pension withdrawal rates that were based on the calculations used by long term insurance companies to structure guaranteed annuities, with an initial maximum withdrawal rate of 5,5 percent for men and 4,8 percent for women rising in later years to 6,2 percent for men and 5.4 percent for women.


But research papers presented at the convention of the Actuarial Society of South Africa suggests that it is unwise in most cases to withdraw more than five percent of the annual value of the residual invested capital if an Illa pension is to be sustainable.


This has led to the new "Standards on Living Annuities" being issued by ASISA. 
The standards aim at ensuring that ASISA members "act in a responsible manner by putting in place product standards that will help to mitigate the risk of living annuities being exhausted during the lifetime of the annuitant”.

ASISA’s new "Standards for Living Annuities" has lower indicative drawdown rates as the main guiding principle for advice on investment-linked living annuities. In future, advice will be based on how many years it is likely to take before your pension starts declining significantly (see the table below).

The standards are already in effect and ASISA members must fully comply with all provisions by no later than September 30 this year. The standards apply to new products sold as well as existing ones.

All ASISA members must ensure that all living annuities they market, administer or underwrite comply with the standards. 

But the role of the ASISA member product providers is limited, with most of the duty of ensuring that living annuity holders have a sustainable income flow for life falling on the financial adviser, except where products are sold directly by the product provider. In this case, various direct selling legal protection requirements on disclosure must be met. 


According to ASISA, the financial adviser (independent or a representative) fulfils "the primary role in advising on underlying investments, the rate at which an annuity is drawn down, and the implications of selecting or changing the drawdown percentage". ASISA members must thus ensure that intermediaries selling their products also comply. 

The four Illa product standards are:

Standard 1: Appropriate drawdown
When an Illa is purchased and at least once a year thereafter, the insurer must provide the client with written guidance to ascertain whether or not the withdrawal rate places the future pension at risk. 

Apart from explaining both the advantages and the risks of an Illa the financial adviser must explain and compare these advantages and risks against conventional annuities, where a long term insurer carries the full investment risk and the risk of the annuitant living longer than expected.

Insurers must inform clients that:

  An Illa allows you to set your income level subject to the official drawdown limits (currently between 2,5 and 17,5 percent) and allows you to select a wide range of investments in respect of the capital that will generate the annuity.

  Neither the percentage nor the Rand income level selected is guaranteed for life. The level of income may be too high and may not be sustainable if:

* The annuitant lives longer than originally expected; or
* The return on the capital is lower than that required to provide a sustainable income for life.

  It is the client’s responsibility (in consultation with the financial adviser) to ensure that the income level selected is at a level that will be sustainable for the full lifetime. The income drawdown relative to the investment return on the capital to achieve this needs to be carefully managed.

The following table, which shows the number of years before the income will start to reduce, with the net investment return across the horizontal axis and the annual income drawdown rate percentage along the vertical axis, can be used as a guide.  

	
	      2,5%
	      5,0%
	    7,5%
	    10,0%
	   12,5%

	2,5%
	       21
	       30
	    >50
	     >50
	     >50

	5,0%
	       11
	       14
	      19
	       33
	     >50

	7,5%
	         6
	         8
	      10
	       13
	       22

	10,0%
	         4
	         5
	        6
	         7
	         9

	12,5%
	         2
	         3
	        3
	         4
	         5

	15,0%
	         1
	         1
	        2
	         2
	         2

	17,5%
	         1
	         1
	        1
	         1
	         1


  The table assumes that the drawdown percentage income selected will be adjusted over time to maintain roughly the same amount of real income after inflation (in this case using a rate of 6% p.a.). Once the number of years in the table has been reached, the income will start to diminish rapidly in subsequent years. 
Thus, for example, a person who elects a drawdown rate of 5% p.a. and earns an average 7,5% p.a. on the underlying investment, can expect to be able to maintain a real level of income (after inflation) for some 19 years but thereafter will have to accept a reduced real income level if the capital amount is not to be eroded. For a person who buys into the living annuity at, say, age 70, this will be a real problem if they live beyond age 89, so perhaps the drawdown level should be reduced to around 4,5% initially to err on the side of caution. For a person buying into the annuity at age 60 a drawdown level of around 3,5% to 4% would probably be more realistic, since 2,5% would result in the income level being maintained for over 50 years but a drawdown of 5% would only support the income for an expected 19 years.  (It is always better to start off on the lowest possible drawdown level that the client can afford, since this will allow for less chance of the capital being eroded as quickly, more growth and the likelihood of being able to afford higher drawdown levels later on.)   

When using the table, the full financial situation should be taken into account, with all sources of income. It is an indicative guideline to assist in making informed decisions about a living annuity only. 

ASISA allows for providers to make use of an alternative table where the investment return is expressed in relation to the Consumer Price Index (CPI) – for example, CPI plus 1%, CPI plus 2%, etc.  

  Annuitants may transfer an Illa investment from one product provider to another, subject to the terms of the Long Term Insurance Act (or the Pension Funds Act if provided directly by the retirement annuity fund).

  An Illa may be converted to a conventional guaranteed life annuity administered by the current long term insurer or by another insurer. This is a “once-off’ option that cannot be reversed.

Standard 2: Appropriate investments
The FSB has expressed the view to ASISA that, to limit the investment risk, clients must be advised of various issues when on retirement and then at least once a year while the Illa is in force to ensure that the investment drawdown rate selected is appropriate from both a risk and a return perspective. 

Insurers must tell clients:

  That the investments held in a living annuity are made up of underlying types of assets. These underlying assets have different levels of risk and return associated with them. The overall composition of the living annuity should be considered in terms of these underlying assets. Too high a proportion of risky assets means there is a risk of losing capital, while too low a proportion of risky assets means there is a risk that returns will be too low to sustain the level of income.

  That the prudential investment regulation 28 under the Pension Funds Act can be used as a general guide to assess the overall asset composition of the annuity. The FSB is of the view that if the investments in the annuity depart from these guidelines, the annuity may be at risk. (Among other things, Regulation 28, which is currently being revised, sets a maximum exposure of 75 percent to equities, 25 percent to property, 90 percent to equities and property combined and 20 percent to assets outside South Africa.)

Standard 3: Asset composition information

Insurers must tell clients the actual asset composition of the Illa initially and at least once a year thereafter, to allow the annuitant and their financial adviser to assess the risk in accordance with Standard 2.

Standard 4: Industry-based analysis and monitoring

ASISA member product providers are required to provide Illa status reports to ASISA at the end of each year, who will in turn make them available to regulators, such as the FSB. The reports will be used to draw up a consolidated report that will disclose the proportional split of Illa pensioners categorised by age group and drawdown bands, the amount of money invested in Illas, the number of Illa policies, gross flows into Illas and average drawdown levels. This can then be used as a control mechanism.






