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Potential of annuities in Australia 

To get an idea of the size of 

the potential Annuity 

market consider the 

following numbers from 

Deloitte:  

• About $73 billion will 

move from the 

accumulation to 

retirement phase in the 

year to June 2017  

• Over the next 20 years 

the number of 

Australians over 65 will 

increase by 75 per cent.  

 Projected superannuation assets (All amounts are in future nominal dollars) 



Potential of annuities in Australia 

There is uncertainty around life expectancy. Most 
Australians bear this longevity risk themselves, ie the 
risk of spending too much too early and then living 
below a desired standard (Age Pension level). 

Financial Review 11-01-2016: New tax 

incentives are needed to encourage 

retirees to invest in annuities and other 

retirement income products rather than 

hoarding superannuation savings that are 

then passed onto the next generation 

through wills, retirement policy experts and 

financial planners argue. 

 

Financial Review 16-03-2016: More than 

60 per cent of advisers intend to suggest 

clients buy annuities this year, a significant 

step up from last year's 41 per cent.  

 



Potential of annuities in Australia 

*Australia’s piece of the puzzle – why don’t Australians buy annuities? – Australian Journal of 

Actuarial Practice, 2015, volume 3 

 

lack of consumer awareness of the value of 

annuities at removing key risks (not sold as insurance 

and looks poor if compared as an investment) 

behavioural factors, including perception that annuities are expensive, 

loss aversion, fear of unexpectedly dying early, fear of not living long 

enough to get back their initial investment and the assumption the aged 

pension is a suitable fall back option 

lack of incentives or compulsion 

legislative and political barriers, including barriers to product innovation 

Why do annuity type products currently represent a very small market share? 

Australian Annuity puzzle* 



Potential of annuities in Australia 

Budget 2016 (released on 03-05-2016): 
Changes to retirement income products 
• Government will remove barriers to innovation in the creation of 

retirement income products.  

– From 1 July 2017, the tax exemption on earnings in the retirement 
phase will be extended to products such as deferred lifetime 
annuities and group self-annuitisation products. 

• This will enhance choice and flexibility for Australian retirees looking to 
make the most of their superannuation savings. 

• The Government will consult on how these products will be treated 
under the Age Pension means test. 
 



Potential of annuities in Australia 

1 

2 

3 

Adopt a comprehensive framework to manage all issues 

relating to a sustainable financing of our ageing population; 

Establish a mechanism to develop, coordinate and drive 

retirement income policy 

Create an open data regime to allow increased 

access to relevant Government held data and 

modelling information to better manage macro 

risks to the financial system 

Now that (most) regulatory and other policy impediments have 
been removed  start developing retirement income default 
options and a wider range of annuity products with risk 

management features that could benefit retirees. 

The way forward? Is some form of deferred annuities the answer? 

In line with the Institute’s recommendation: 

  



Reporting annuities under IFRS 4 phase II 

 

 

 

 

 

 

 

 

 
The objective of the new IFRSs is to help address the existing problems with current IFRSs and 
provide a uniform and consistent method of accounting and greater transparency. 

Exposure Draft 
released July 

2010 

Mandatory 
effective date: 

2020?  

Revised Exposure 
Draft released June 

2013 

Final 
Standard  

2016? (TBC) 

2010 

IFRS 9 

IFRS 4 

Mandatory 
effective date: 
January 1, 2018 

2011 2012 2013 2014 2015 2016 2017 2018 

Final 
Standard July 
2014 

3 year term 



Present Value of 
Future Profits 

(PVFP) 

Reporting annuities under IFRS 4 phase II 

Best Estimate 
Liabilities 

IFRS 4 phase II Liabilities MoS Liabilities 

Risk Adjustment 

Policy 
Liabilities 

0 

Best Estimate 
Liabilities 

Contractual 
Service Margin 

  IFRS4-II 

Key components: 

• Claims 
• Expenses 
• Commissions 

less 
• Premiums 

Uses a “profit carrier”, 
representing services 

provided, to run off profit. 

Unprofitable 

Onerous 



Sum of 
Future Cash 

Flows 

BB 1 

Time Value 
of Money 

BB 3 

Risk 
Adjustment 

Contractual 
Service 
Margin 
(CSM) 

Block 1 + Block 2 + Block 3 < 0 
Recognise Contractual Service Margin (= Block 4) to 

eliminate Day One Gain (at inception before any cash 
flows are received or paid) 

Block 1 + Block 2 + Block 3 > 0 

Recognise Day One Loss (Onerous Contract) 

Balance Sheet Liability 

BB 2 
BB 4 
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Annuity  

outgo 

Year 1 Year 2 … Year 7 
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Premiums 

Costs 

Annuity  

outgo 

Annuity  

outgo 

Measurement at inception: Building Block 

approach 



If due to  
favourable 
changes 

No limit on the 
amount by 

which CSM can 
increase 

If due to 
unfavourable 

changes 

Limit imposed as 
CSM cannot be 

negative 

Any unfavourable 
changes in excess 

of carrying 
amount of CSM as 
at date of change 
will be recognised 

immediately in 
profit of loss 

Contractual 
service margin at 
initial recognition 

Unlock for changes in cash flows 

Would trigger unlocking 

• Changes in estimates for premiums, 
benefits/claims if they refer to 
future coverage 

• Delay or acceleration of 
repayment of investment 
components, if it relates to future 
coverage or other services 

• Change in Risk Adjustment 

Would NOT trigger unlocking 

• Changes in estimates of incurred 
claims 

• Changes in expected credit losses 
the cedant estimates on its 
reinsurance assets 

Challenge 
Need to 
identify which 
changes will 
trigger 
unlocking of 
CSM 

Subsequent measurement: Building Block 

approach 



Subsequent measurement: Building Block 

approach 

Best Estimate 
Liabilities 

IFRS 4 phase II Liabilities 

Risk Adjustment 

Contractual 
Service Margin 

Discount 
rate 

Cash flows 

Update to reflect current 
estimates at each reporting 
period 

Unwinding of 
discount using 
locked-in discount 
rate 

P & L 

Difference 
between locked-in 
discount rate and 
discount rate at 
reporting period 

Balance 
Sheet 1 

Effectively insurer  
will be required to develop 
separate balance sheet to 
reflect different presentation of 
the interest rate changes 

Presentation 

P & L  

or 

OCI 

Balance 

Sheet 2 
(the real 

one) 



Biggest IFRS 4 phase II areas of impact for 
Annuities 

Product Grouping 
Smaller grouping required 
compared to APRA 
product groups (RPG)?  

Profitability 
Different definition of 
onerous contracts and 
different runoff driver? 

Risk Adjustment 
 

The IASB proposes the following conditions : 
(i) the contracts in the group: 

1. have cash flows that the entity expects will respond in similar ways to key drivers of 

risk in terms of amount and timing; and 

2. on inception had similar expected profitability (ie similar contractual service margin 

as a percentage of the premium); and 

(ii) the entity adjusts the allocation of the contractual service margin for 
the group in the period to reflect the expected duration and size of the 
contracts remaining after the end of the period. 

Contracts onerous once BEL + RA use up CSM.   
 
The CSM release should be in line with the service provided and runoff driver 
should be chosen to reflect the services being provided, but must reflect 
• The passage of time 
• Size and duration of contracts in force (for non-participating contracts) 
 
New concept for Australian Life Insures.  Method is free but Confidence 
Interval outcome disclosure is always required. 

Locked-in discount rate & 
Additional Disclosures 
 

Locked-in discount rate should be used for accretion of CSM 

Disclosures required on Profit sources, RA method, Sensitivities, etc. 



Questions? 



Appendix A: Illustrative example 

Example 

annuity product 

Assumptions 

We consider 1000 immediate temporary (7-year) annuity insurance contracts 

• Single payment;  

• Tariff rate: 1.71% 

• Annual pay-out: $ 12,000.00; 

 

The following assumptions are taken into account in the calculation of the expected future cash flows at 

inception: 

• Best estimate mortality different from pricing mortality 

• Zero surrender rates. 

• Directly attributable acquisition cost per contract: 2.00 % of gross premium. 

• Yearly contract administration cost: $ 30,00  

• Yearly non-attributable cost: $ 1.500,00  

• Economic assumptions: 

− Risk-free rate: 1.21% (cash), illiquidity premium: 0.5%. 



Building Block 1 (Sum of Future CFs): 

• Different expected cash flows are accounted for (premium income, annuity outgo, acquisition 

expenses and contract administration expenses). 

• The undiscounted future cash flows relate to the net future outflows. 

 

Appendix A: Illustrative example – 

Measurement at inception 

Accounting Perspective of the Insurance Contract Liabilities whereby: 

(-) negative amount increases insurance liability or equals liability 

(+) positive amount decreases insurance liability or equals asset 

Building Block 1 : Undiscounted Future CFs ($K at inception) 0 1 2 3 4 5 6 7 

- Expected cash inflows premiums -78,724 0 0 0 0 0 0 0 

+ Expected annuity cash outflows 0 11,931 11,859 11,785 11,706 11,621 11,530 11,432 

+ Expected cash outflows DAC costs 1,574 0 0 0 0 0 0 0 

+ Expected cash outflows direct costs 0 30 30 29 29 29 29 29 

= Yearly expected undiscounted cash flows -77,149 11,961 11,889 11,814 11,735 11,650 11,559 11,461 

Undiscounted Future Cash Flows ($K at inception) 4,920 70,109 58,219 46,405 34,670 23,020 11,461 0 



Building Block 2 (Time Value of Money): 

 

 

Appendix A: Illustrative example – 

Measurement at inception 

Accounting Perspective of the Insurance Contract Liabilities whereby: 

(-) negative amount increases insurance liability or equals liability 

(+) positive amount decreases insurance liability or equals asset 

Risk free rate: 1,21%  

at inception 

Illiquidity premium: 0,50%  

at inception 

Discount rate: 1,71%  

at inception 

  Amount 0 1 2 3 4 5 6 7 

Building Block 1 : Expected undiscounted cash flows ($K) 4,920 -77,149 11,961 11,889 11,814 11,735 11,650 11,559 11,461 

+ Building Block 2 : Time Value of Money ($K) -5,298 0 -201 -396 -586 -769 -947 -1,118 -1,282 

= Present value of future cash flows  
($K, Sum of BB 1 and BB 2) 

-378 -77,149 11,760 11,493 11,228 10,966 10,704 10,441 10,179 



Shock Longevity – 20% 

𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑿𝑿𝑿,𝒕 = 𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑿𝑿𝑿,𝟎 ∗ (𝑺𝒖𝒎 𝒂𝒕 𝑹𝒊𝒔𝒌𝑩𝒂𝒔𝒆,𝒕/𝑺𝒖𝒎 𝒂𝒕 𝑹𝒊𝒔𝒌𝑩𝒂𝒔𝒆,𝟎) 

Shock Lapses + 50% 

Shock Expenses + 10% 

𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑿𝑿𝑿,𝟎 = 𝒂𝒃𝒔(𝑷𝑽 𝑭𝒖𝒕𝒖𝒓𝒆 𝑪𝒂𝒔𝒉 𝑭𝒍𝒐𝒘𝒔𝑿𝑿𝑿,𝟎 − 𝑷𝑽 𝑭𝒖𝒕𝒖𝒓𝒆 𝑪𝒂𝒔𝒉 𝑭𝒍𝒐𝒘𝒔𝑩𝒂𝒔𝒆,𝟎) 

𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝒕 =

𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑳𝒐𝒏𝒈𝒆𝒗𝒊𝒕𝒚,𝒕
𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑳𝒂𝒑𝒔𝒆,𝒕
𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑬𝒙𝒑𝒆𝒏𝒔𝒆𝒔,𝒕

𝑻
𝟏 𝟎, 𝟐𝟓 𝟎, 𝟐𝟓
𝟎,𝟐𝟓 𝟏 𝟎, 𝟓𝟎
𝟎,𝟐𝟓 𝟎, 𝟓𝟎 𝟏

𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑳𝒐𝒏𝒈𝒆𝒗𝒊𝒕𝒚,𝒕
𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑳𝒂𝒑𝒔𝒆,𝒕
𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝑬𝒙𝒑𝒆𝒏𝒔𝒆𝒔,𝒕

𝟏 𝟐 

 

𝑹𝒊𝒔𝒌 𝑨𝒅𝒋𝒖𝒔𝒕𝒎𝒆𝒏𝒕𝒕 = 
𝟔%∗ 𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝒌

𝟏 + 𝑹𝒊𝒔𝒌 𝒇𝒓𝒆𝒆 𝒓𝒂𝒕𝒆 𝒌−𝒕

∞

𝒌=𝒕
 

0 1 2 3 4 5 6 7

CapitalLongevity 389 335 280 225 170 114 57 0

0 1 2 3 4 5 6 7

CapitalLapse 0 0 0 0 0 0 0 0

0 1 2 3 4 5 6 7

CapitalExpenses 19 16 14 11 8 6 3 0

Appendix A: Illustrative example - 

Measurement at inception 
Building Block 3  

(Risk Adjustment): 

 

$K 

BB 1 : Expected 
undiscounted CFs 

4,920 

+ BB 2 : Time Value of 
Money  

-5,298 

= PV of future cash 
flows 

-378 

+ BB 3 : Risk 
Adjustment 

93 

= Risk adjusted PV of 
future cash flows 

-285 

+ BB 4 : Day one loss 0 

+ BB 4 : Contractual 
Service Margin (CSM) 

285 

= Insurance contract 
liability at inception 

0 



Non-economic 

assumptions 

BE Assumption (at t = 0) 

BE Assumption (at t = 4) 

Reality 

Expenses: 

BE Assumption (at t = 0) 

BE Assumption (at t = 4) 

Reality 

1 2 3 4 5 6 7 

0.57% 0.60% 0.63% 0.67% 0.73% 0.78% 0.85% 

0.65% 0.70% 0.76% 

0.57% 0.60% 0.63% 0.60% 0.65% 0.70% 0.76% 

30.00 30.00 30.00 30.00 30.00 30.00 30.00 

33.00 33.00 33.00 

30.00 30.00 30.00 33.00 33.00 33.00 33.00 

Mortality rates: 

Appendix A: Illustrative example – 

Subsequent Measurement 

Economic 

assumptions 
Risk-free rate 1.21% 1.35% 1.52% 1.72% 1.92% 2.11% 2.28% 



Appendix A: Illustrative example – 

Subsequent Measurement 
Building Block 1 : Undiscounted Future CFs (at year-end 4) 0 1 2 3 4 5 6 7 

+ Expected annuity cash outflows 11,637 11,555 11,467  

+ Expected cash outflows directly costs           32 32 32  

= Total expected undiscounted cash flows (premium)           11,669 11,587 11,499  
Undiscounted value of future CF (at year-end 4)         34,755 23,086 11,499 0  

  

Building Block 4: Contractual Service Margin 0 1 2 3 4 5 6 7 

Contractual service margin (beginning reporting period) 0 285 247 208 168 45 31 15 

+ interest 0 5 4 4 3 1 1 0 

- provided services 0 -43 -43 -43 -44 -16 -16 -16 

+ favourable change 0   

- unfavourable change -82   

= Contractual service margin (end reporting period) 285 247 208 168 45 31 15 0 
Insurance liability IFRS 4 Phase II 0 66,440 55,622 44,698 33,669 22,549 11,324 0 

- Discounting of expected cash flows 0 -314 -500 -543 -459 -296 -117 0 
Reported Insurance liability IFRS 4 Phase II 0 66,126 55,122 44,155 33,210 22,253 11,207 0 

New estimates of 
cash flows 
because of 
deviation between 
assumption and 
reality and 
introduction new 
assumptions 

Discounting at 
rate reporting 
date 

Locked-in rate 
Recognition 
Assumption 
change 


